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Before POLI TZ, Chief Judge, REYNALDO G GARZA, and JOLLY, Grcuit
Judges.

E. GRADY JOLLY, G rcuit Judge:

The taxpayer appeals from the Tax Court's denial of his
deduction of his distributive share of paynents made by his
partnership to a corporation as a research and devel opnent expense
under 26 U. S.C. 8 174(a)(1l). Because we find the partnership did
not pay for research and devel opnent "in connection with" its own
trade or business, we affirmthe Tax Court.

I

In 1981, Jake Bauer and Howard Leith carried out a plan to
attract capital for continued funding of their research and
devel opnent of cenentitious conposites for use as tooling in the
aerospace industry and of glass-reinforced cenent for use in a
substitute for wood in shipping pallets. First, Bauer and Leith
formed CenCom Research Associates, Inc. ("CenCom') to own the
t echnol ogy and conduct research. Bauer and Leith antici pated that
CenCom woul d license the finalized technology to other entities

that would manufacture and sell the resulting cenent products.



Second, the two nmen retained an investnent advisor, M. Townsend,
to form Research One Limted Partnership (the "Partnership") to
attract capital by selling limted partnership interests to the
public. Third, the Partnership executed a Research and Devel opnent
Agreenent (the "R & D Agreenent") under which the Partnership
contracted out all of the research work to CenCom The R & D
Agreenent provided that all property rights arising from CenConi s
research would vest in the Partnership, and the Partnership would
pay installnments totalling $5,050,000 to CenCom for the research
services. Fourth, the Partnership and CenComexecut ed a Technol ogy
Transfer Agreenent (the "Transfer Agreenent”) under which CenCom
recei ved the option of obtaining a perpetual exclusive |icense of
the resulting technol ogy. CenCom woul d have to pay substanti al
royalties to the Partnershipif it exercised the option. If it did
not exercise the option, however, CenCom Bauer, and Leith could
not engage in any research, developnent, or business activity
i nvol ving the cenent technology for a period of five years.

Under the R & D Agreenent, the first two install nents payabl e
to CenCom totalling $2,250,000, would be funded with capital paid
into the Partnership by the partners. The final installnment of
$2, 800, 000 woul d be paid over an eight-year period beginning in
1984. The investnment prospectus indicated that the pronoters
anticipated the final installnent to be offset by royalties paid by
CenmCom to the Partnership after the exercise of the I|icensing
option. In the event these royalties were insufficient to provide

additional research funds to CenCom the |imted partners woul d be



personally liable for their proportionate share of the final
i nstal |l nent. Townsend told potential |imted partners that
al though it was not highly probable that CenComwoul d exercise its
current option with high royalty paynents, it was highly probable
t hat CenCom woul d renegotiate the Iicensing option to provide for
| ower royalty paynents.

When the research and devel opnent did not produce results as
qui ckly as hoped, M. Townsend becane i nvol ved in assisting CenCom
in negotiating sublicensing agreenents with third parties and in
obt ai ning capital fromoutside sources. |n Septenber 1984, CenCom
negotiated a new licensing agreenent with the Partnership that
provided for royalty paynents that were | ower than those projected
in the original option, but were still sufficient to avoid
requiring the limted partners to fund the third install nent under
the R & D Agreenent. Between 1984 and 1986, the Partnership, as
CemCom s assignee, received six patents on the cenent technol ogy.
In March 1986, CenComgranted an excl usive sublicense to a chem cal
conpany to commercialize all of CenComis technol ogy and products

for twenty-five years.!? Four nonths later, the Partnership

1On page 24 of his brief, Harris states:

Eventually, the Partnership did |icense the patented
technol ogy, after further armis | ength negotiations.
In the interim CenComs option had expired.

The record (Volune 11, Exhibit 46-AT), however, shows that
it was CenCom-not the Partnershi p—that sublicensed the
patented technol ogy to the chem cal conpany. Although
CemCom s option to |license the technology expired in March

1984 (Volunme |1, Ex. 39-AM, CenCom neverthel ess entered
into a licensing agreenent with the Partnership on Septenber
22, 1984 (Volune |1, Ex. 45-AS) and, thus, had the exclusive
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renegotiated its licensing agreenment with CenCom to provide for
lower mninmum royalty paynents, but higher nmaxinmum royalty
paynents.

In 1981, the Partnership accrued a deduction of $5, 050, 000 for
research expenses under section 174(a)(1) of the Internal Revenue
Code. As alimted partner, M. Harris deducted his distributive
share of this anount, and the Conmm ssioner disallowed the
deducti on.

I

The Tax Court agreed with the Conmm ssioner and disall owed the
deducti on because it held that the Partnership did not expend the
funds "in connection with [its] trade or business." Specifically,
the Tax Court held that there was no "realistic prospect” that the
Partnership would develop and exploit the cenent technol ogy,
t hrough manufacture of a product or licensing of technology, in a
trade or business of its own. I nstead, the Partnership was a
passi ve investnent vehicle. The Tax Court also found that the
transfer of the cenent technology to CenCom via the licensing
agreenent did not constitute a trade or business of the
Partnership. Further, the Tax Court held that the clause in the R
& D Agreenent that stated that CenCom undertook the research
activities "on behalf" of the Partnership did not attribute the
trade or business of CenComto the Partnership.

11
A

rights to sublicense the technology in the marketpl ace.
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Bef ore t he enact nent of section 174, the treatnent of research
expenditures depended on whether the taxpayer incurring the
expenses was an ongoi ng business or a start-up business. Ongoing
busi nesses could deduct research expenditures as ordinary and
necessary expenses incurred in "carrying on a trade or business."
See 26 U S.C. § 162 (1988). Start-up conpani es, however, were
prevent ed fromdeducting research expenses by the general rule that
conpani es that had not yet begun busi ness coul d not deduct expenses
because they did not incur the expenses in "carrying on" a trade or
busi ness.? Accordingly, start-up conpanies had to capitalize these
expenditures and their future ability to recover the costs depended
on the ultimate and sonetines wunpredictable results of the
research. |If the research effort was ultimately unsuccessful, the
start-up conpany coul d deduct the cost incurred as an abandonnent
loss.® |f the expenditures were successful and produced a result
that had a determ nabl e useful |life, such as a patent, the start-up

conpany coul d anortize the cost over the relevant useful life.* |If

Prof essor WIllis states:

A principle of federal tax law that is axiomatic
is that costs incurred by a taxpayer prior to entering
into a business are not deductible currently. Although
di sagreenents may exi st over whether business in fact
has begun, there no |onger are viable grounds for
chal | enging the basic |egal principle.

WIllis, et al., Partnership Taxation 8 41.08, p. 41-13 (4th
ed. 1993).

3S.Rep. No. 1622, 83d Cong., 2d Sess. 1, 33 (1954),
reprinted in 1954 U S.C. C. A N 4621, 4663.

4'd. at 33, 1954 U.S.C.C.A N at 4663.
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the successful effort produced a result wthout a determ nable
useful life, the start-up conpany had no neans of recovering the
cost of research results short of selling the project intoto to a
third party.?®

I n desi gning section 174, Congress intended to: (1) elimnate
the tax treatnent uncertainty faced by start-up conpani es begi nni ng
a research project where they could not anticipate whether their
efforts would result in patentable or nonpatentable results; and
(2) encourage research and experinentation.® To this end, Congress
mollified the harsh effects of section 162's begi nning business
requi renent by drafting section 174 to allow a deduction of
research expenditures incurred "in connection with," instead of in
"carrying on," a trade or business |anguage. Section 174(a) (1)
provi des:

A taxpayer nmay treat research or experinental expenditures

which are paid or incurred by himduring the taxable year in

connection with his trade or business as expenses which are
not chargeable to [the] capital account. The expenditures so
treated shall be allowed as a deducti on.

(Enphasi s added).

There has since been one Suprene Court case interpreting this
section. In Snowv. Comm ssioner, 416 U.S. 500, 94 S.Ct. 1876, 40
L. Ed.2d 336 (1974), the Suprene Court allowed a partnership to
deduct research expenses under section 174 for the devel opnent of

an i ncinerator even though the device had not been narketed at the

end of the relevant tax year. The Court viewed section 174's "in

°ld. at 33, 1954 U.S.C.C.A N at 4664.
6l d.



connection wth" |anguage—dnlike section 162's "carrying on"
| anguage—as allowng the partnership to deduct the research
expenses even though the expenditures were connected with a future
busi ness of the partnership rather than its current business. |d.
at 504, 94 S.Ct. at 1878-79.
B

Al t hough Snow settled that the tenporal nexus of a research
project to the start of an active trade or business was not
di spositive of section 174's applicability, it |left open the degree
of "connection" required between t he expenditures and t he operation
of the trade or business itself—the operational nexus—n order to
trigger section 174's exception to the general rule of
nondeductibility of pre-operation expenditures. In analyzing the
oper ati onal nexus facet of section 174, the courts have dealt with
a broad spectrum of financial arrangenents. At one end of the
spectrum lie arrangenents in which a partnership buys stock in a
corporation, which then wuses the capital to fund research
activities, manages the research activities itself, manufactures
the resulting product, sells the product in the marketplace, and
returns a portion of the profits to the partnership as dividends.
In these situations, the partnership does not incur research
expenses in connection wth its trade or business but, instead,
functions as an i nvestnent vehicle that cannot deduct the cash paid
to the corporation under section 174 even if the corporation used
that very cash to fund its research expenditures. At the other end

of the spectrumlie financial arrangenents in which a partnership



uses its own funds to conduct research activities, manufactures the
product itself, and sells that product in the marketplace. Inthis
instance, the partnership incurs research and devel opnent
expenditures in connection with its trade or business and can
deduct themunder section 174. It is between these clearly defined
ends of the spectrumthat the cases that guide our decision today
lie.

In Snow, 416 U. S. at 502, 94 S. (. at 1878, the partnership
actual ly conducted research activities. The general partner was an
i nventor and devoted a significant amount of tinme to the research
and devel opnent of the incinerator. 1d. at 502, 94 S.C. at 1877-
78. The partnership also contracted out sonme of the research work
to an engineering firm |Id. at 502, 94 S.Ct. at 1878. Eventually,
the research was successful, the partnership incorporated and sold
the incinerators to the public. ld. at 502 & n. 3, 94 SSCt. at
1878 & n. 3. Thus, the partnership incurred the research

expendi tures in connection with" its trade or business of
devel opi ng, manufacturing, and selling incinerators, and the court
al l owed the section 174 deduction. 1d. at 504, 94 S.C. at 1879.

In Smth v. Conm ssioner, 937 F.2d 1089, 1091 (6th Cr.1991),
the partnership obtained a license to use certain energy
technology. In order to construct and operate an energy plant, the
partnership contracted out all the research and the construction
oversight to an outside research firm 1d. After the plant was

conpl eted, however, the partnership owned, operated, and nanaged

the plant to produce "synthetic fuel for marketing purposes.” |Id.



Because, the research fees paid to the outside firm were "in
connection with" the partnership's trade or busi ness of devel opi ng,
owni ng, and operating an energy plant, and section 174 applied to
al l ow the deduction of research expenses. |1d. at 1097-98.

In Zink v. United States, 929 F.2d 1015, 1017 (5th Cr.1991),
this court dealt with a financial arrangenent in which individuals
owned plans for conponent airplane parts instead of partnership
interests. The taxpayers contracted out both the research work and
the manufacturing and marketing activities. Under the rel evant
agreenents, the individuals paid cash to an aircraft desi gn conpany
to conduct the research on the airplane parts. ld. at 1017.
Al t hough t he i ndi vidual s woul d own the resul ti ng pl ans, these pl ans
had no mar ket val ue because they were only for the conponents of an
overall design. |d. Further, as part of the initial agreenents,
the individuals imediately |icensed the right to use, sublicense,
and otherwi se exploit the results of the research. | d. Thus,
there was no "realistic prospect” that the i nvestors who admttedly
knew not hing about the airplane business would ever engage in
devel opi ng or marketing airplanes or airplane parts. Id. at 1022-
23. Accordingly, we denied the deduction under section 174. |d.
at 1023.

Spel | man v. Conm ssioner, 845 F. 2d 148 (7th Cir. 1988) (Posner,
J.), isillustrative of cases the circuit courts have dealt with in
which a partnership did not imediately grant a license to the

research conpany to manufacture and market the results of the

research, but in which the economc realities of the arrangenent



insured that the partnership would grant such a |icense instead of
exploiting the research results itself.” |In Spellman, 845 F.2d at
150, a limted partnership paid a pharnmaceutical conpany to engage
in research to develop penicillins and granted the pharnaceuti cal

conpany the exclusive right to "nmake, sell, license, etc." the new
penicillins and the option to purchase any byproducts of the
research for a small fee. The court found that there was no
realistic prospect that the partnership would engage in the
busi ness of manufacturing or marketing the penicillins because,
despite the partnership's clained reversionary rights to the
penicillins, it was not prepared to exploit the drugs itself. 1d.
Furthernore, even though the partnership had the rights to the
byproducts of the research, the fact that the pharmaceuti cal
conpany could purchase the rights to exploit the research
byproducts for a small fee dinmmed the prospects that the
partnership itself woul d manufacture or market the byproducts. |d.
at 150-51. Thus, the court affirnmed the Tax Court's grant of
summary judgnent denying deductibility under section 174 because

there was no realistic prospect the results of the expenditures

would be used "in connection with" the partnership's trade or

'See Kantor v. Conm ssioner, 998 F.2d 1514 (9th Cr. 1993)
(denying section 174 deduction where partnership contracted al
software research out to research corporation and, although the
partnership would "own" the resulting software, the corporation
had a | owcost option to market the resulting software); D anond
v. Conmm ssioner, 930 F.2d 372 (4th Cr.1991) (denying section 174
deduction to partnership where the economc reality was that a
research corporation would performall robotics research and,
al t hough the partnership would "own" the results of the research
the corporation had a no-cost option to manufacture and narket
the results of that research).
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business. 1d. at 149, 151-52.
C

As with the courts before us, we nust sift through research
and devel opnent agreenents, technology transfer agreenents,
options, |licenses, etc., in order to ascertai n whether the economc
realities of the financial arrangenent in this case warrant
all omance of the section 174 deduction.? Al of the above
cases—both those allowng and disallowng the section 174
deducti on—+nvol ved a profit notive. See, e.g., Zink, 929 F. 2d at
1021 (stating that section 174's trade or business requirenent
necessitates a profit notive). Consequently, the nere presence of
a profit notive in the financial arrangenent here is not
determ nati ve of whether the section 174 deduction wi |l be all owed.
In our view, those cases in which a section 174 deduction was
uphel d may be di stingui shed by one dispositive factor: In each of
the cases allowng the deduction, the entity that incurred the
research expenses actually managed and actually controll ed the use
or marketing of the research results. The question here i s whether
the Tax Court was clearly erroneous in finding the nexus of those

activities was to CenCom i nstead of the Partnership.?®

8As the Seventh Circuit noted in Spellman, 845 F.2d at 151,
"[T] he Suprene Court's interpretation of section 174(a)(1l) fairly
invited the creation of R & D tax shelters, and the bar quickly
took up the invitation." The financial arrangenent in the
i nstant case evidences an unusual degree of sophistication in
attenpting to secure the benefits of section 174 for the limted
partner-investors.

Harris al so argues that the application of post-1981 case
| aw—essentially post-Snow cases—+o0 this case constitutes an
unjustified retroactive application of a newrule in a civil
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|V

A
On appeal, Harris focuses his argunent on the marketing of the
research results.® He contends that the Partnership was in the
trade or business of |icensing—+arketing the right to use—the
cenent technol ogy that CenComdevel oped. See Louw v. Conm ssioner,
30 T.CM (CCH) 1421 (1971) (holding that the exploitation of
i nventions through royalties, sales of patents, or otherw se may
constitute a business). Harris points out that the Partnership did
in fact obtain patents, as CenCom s assignee. Harris argues that
the Partnership had a realistic prospect of |icensing those patents
in either of two ways. First, because of the very high royalty
expenses CenComwould incur if it exercised the option to |icense
the patents back fromthe Partnershi p—+n contrast to the small fee
to license the research results that the research conpany was

confronted with in Spellman, 845 F.2d at 150-51-there was a

case. This contention is neritless. As previously discussed,
Snow dealt with the tenporal nexus to a trade of business. The
post - Snow cases that have dealt with the operational nexus

requi renment of section 174, in effect, interpret the pre-1981 "in
connection with" | anguage using the economic realities, or

subst ance over form doctrine. This doctrine also predates 1981.
See Gregory v. Helvering, 293 U S. 465, 55 S .. 266, 79 L.Ed.
596 (1935) (holding that a transaction, although qualifying in
form failed to qualify in substance as a reorgani zati on because
"[t]o hold otherwise would be to exalt artifice above reality
..."). Accordingly, the post-Snow cases did not devel op or apply
a new rul e.

Thi s approach is Harris's only claimto the deduction
because CentCom perfornmed all of the research and devel opnent
activities without significant oversight by the Partnership.
Further, evidence showed that the Partnership was interested in
"results only" and not the actual performance of research
activities as it had no plans to hire any staff.

12



significant possibility that CenCom would not |icense the
technol ogy and, thus, the Partnership would have to license it in
t he mar ket pl ace. Second, even if the Partnership did plan only to
license the patents to CenCom the |licensing of those patents al one
woul d constitute the trade or business of |icensing the technol ogy.
The Partnership did in fact license those patents to CenCom
and the Partnership's general partner, Townsend, hel ped CenComin
negotiating the ulti mate sublicense to the chem cal conpany. Thus,
Harris contends, the nonies that the Partnership paid CenCom to
devel op the patentable technology were in connection with the
Part nershi p's trade or business of |licensing that technol ogy. The
Comm ssioner asserts to the contrary that the Partnership was
merely an investor, and that the parties always intended that
CemCom woul d conduct all of the research and perform all of the
marketing activities with third parties which, in fact, it did.
W review de novo the Tax Court's |egal conclusions,
including its interpretations of the I nternal Revenue Code. Lukens
v. Conm ssioner, 945 F. 2d 92, 97 (5th Cr.1991). W nust, however,
accept the Tax Court's findings of fact unless they are clearly
erroneous. Conm ssioner v. Duberstein, 363 U.S. 278, 291, 80 S. Ct.
1190, 1200, 4 L.Ed.2d 1218 (1960). W nust determ ne whet her the
Tax Court was clearly erroneous in finding that, in 1981, there was
arealistic prospect that the Partnership, instead of CenCom would
engage in the licensing of the cenent technol ogy. See Spell man,

845 F.2d at 149.
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Harris's first contention—that there was a realistic prospect
that the Partnership would market the technol ogy because CenCom
woul d not exercise its option—fails because the economc realities
of the instant financial arrangenent do not support his contention.
From the face of the docunents, it mght appear that unlike the
research conpany in Spellmn, 845 F.2d at 150, and sim |l ar cases
where the section 174 deduction was denied, CenCom would not
exercise its option because of the extraordinarily large royalty
paynments. Thus, the docunents m ght suggest that the Partnership
was going to license the technology in the marketplace itself.
When we | ook beyond the face of the docunents, however, we cannot
characterize as clearly erroneous the Tax Court's finding that, in
1981, the parties actually intended to renegotiate the option at a
| ower level of royalty paynents, which would allow CenCom to
license the technology fromthe Partnership at a reasonabl e price.
This intent was evi denced by the covenant not to conpete agreenent
that would have put CenCom Bauer, and Leith out of the cenent
busi ness for five years if they did not |icense the technol ogy back
fromthe Partnership. Further, the partnership had no expertise in
the cenent industry and no remaining capital to fund any marketing
efforts. Still further, Townsend told potential investors in the
Partnership that the |licensing agreenent would probably be
renegotiated to provide for |ower royalty paynents. The ultinmate
di sposition of the technology reflects the intent the parties had
in 1981: CenComsublicensed the technology it developed to athird
party, the chem cal conpany, that paid royalties to CenCom and
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CenmCom forwarded a portion of these royalties to the Partnership
under a renegotiated |licensing agreenent. Thus, we hold that the
Tax Court was not clearly erroneous in finding that there was no
realistic prospect that the Partnershi p woul d mar ket the technol ogy
itself.1

Harris's second contention—that the i ntended |icensing of the
patents to CenCom constituted the trade or business of marketing
the technol ogy—+ails because the Partnership's licensing of the
patents to CenCom did not possess the indicia of continuity and
regularity necessary to endow an activity with trade or business

status. The Partnership's prearranged |license of the inventions

1The various agreenments sinply do not attribute CenCom s
trade or business of licensing the technology to the Partnership.
Al t hough the regul ations provide that another entity may perform
research on behalf of the taxpayer, Treas.Reg. 8 1.174-2(a)(2)
(1957), they do not provide that the other entity may conduct a
trade or business on behalf of the taxpayer. See Zink, 929 F.2d
at 1022 ("[T] he nere presence of a valid business purpose at one
| evel of a transaction does not automatically entitle passive
i nvestors distant fromthe day-to-day operations of the
enterprise to the associated tax benefits") (internal citations
omtted). As Judge Posner hypothesized in Spellman, 845 F.2d at
150:

[I]t does not follow that [the partnership] could
deduct these expenditures under the statute if it had
dealt away to [the research conpany] the right to
[exploit] the products resulting fromthe research and
devel opnent. Having contracted out both the research
and devel opnent and the production and marketing, [the
partnership's] involvenent in the product cycle m ght
be viewed as that of an investor rather than that of an
entrepreneur. ...

Judge Posner then stated that the renote possibility that
the partnership in Spell man would actually exploit the
byproducts was insufficient to detract fromthe econom c
realities and resulting tax effects of the above

hypot hetical. 1d. at 150-51.
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that resulted from CenComl s research back to CenComwas in essence
a single prearranged deal. One prearranged deal does not evidence
the continuity and regularity found in trades or businesses. See
Comm ssioner v. Groetzinger, 480 U. S. 23, 35, 107 S.Ct. 980, 987,
94 L.Ed.2d 25 (1987) (stating that it has |long been the | aw that
t he phrase "trade or business" involves an activity conducted "with
continuity and regularity"); Geen v. Conm ssioner, 83 T.C. 667,
689, 1984 W. 15626 (1984) (holding that although the regular
i censing and sal e of inventions can anount to a trade or busi ness,
the intent to dispose of all the inventions in one transaction
instead of regularly licensing inventions for profit, indicates
that such activity did not rise to the level of a trade or
busi ness). ! Thus, we hold that the Partnership was not in the
trade or business of marketing the technol ogy.

In sum the operational nexus of the trade or business inthis
financial arrangenent was to CenComin 1981, because the economc
realities clearly show that CenCom woul d conduct all the research

activities and would market the results of those activities to

2Fuyrther, the record fully supports the view that the
Part nership and Centomentered into the licensing transaction to
allow CenComto obtain revenue fromoutside third parties from
which it then would pay the Partnership royalties. |ndeed,
CemComitself did not have the financial resources necessary to
pay the Partnership royalties; a sale to an independent third
party was a necessary prerequisite to the financial success of
the arrangenent. This case is not simlar to those cases in
whi ch a single product sold in a prearranged deal to an
i ndependent third party constituted a trade or business. See,
e.g., S&H Inc. v. Commssioner, 78 T.C 234, 244, 1982 W
11190 (1982) (holding that the sal e of property ach|red for the
purpose of selling to an i ndependent buyer in a single
transaction constituted the trade or business of selling real
estate).
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third parties. Thus, the research expenditures nmade by the
Partnership were not "in connection with" its trade or business,
and section 174 does not apply.
\Y
For the foregoing reasons, we AFFIRMthe Tax Court's deni al of
Harris's deduction for research and devel opnment expenditures made
in connection with the Partnership's trade or business.

AFFI RVED.
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