
BEIJING

CHARLOTTE

CHICAGO

GENEVA

HONG KONG

HOUSTON

LONDON

LOS ANGELES

MOSCOW

NEW YORK

NEWARK

PARIS

SAN FRANCISCO

SHANGHAI

WASHINGTON, D.C.

www.winston.com

Litigation/Tax 

JANUARY 2012

IRS Concludes Attorney Fees Related to Generic Drug Patent 
Infringement Lawsuits Must be Capitalized

In a recent Chief Counsel Memorandum (“CCM”), the Internal Revenue Service (the “IRS”) 
concluded (contrary to an established industry custom) that attorney fees incurred for investigatory 
patent research and to defend actions for patent infringement in connection with the filing of 
abbreviated new drug applications (“ANDAs”) were not deductible and instead must be capitalized.

According to the heavily redacted facts in the CCM, a corporation (“Corporation X”) was in the 
business of developing, marketing, and selling generic drugs.  Prior to filing various ANDAs 
with the Food and Drug Administration (the “FDA”) to obtain approval to market and sell certain 
generic drugs, Corporation X incurred attorney fees to document non-infringement positions 
with respect to the formulation of the generic drugs.  Subsequent to the filing of the ANDAs, 
Corporation X was sued for patent infringement by another corporation (“Corporation Y”) and 
incurred additional attorney fees to defend the lawsuit.

Based on these facts, Corporation X asserted that its attorney fees were deductible as ordinary 
business expenses under section 162 of the Internal Revenue Code of 1986, as amended (the 
“Code”), and that Treasury Regulation section 1.263(a)-4(d)(9) was not applicable because 
Corporation X was not seeking title to any intangible in connection with the patent infringement 
lawsuit brought against it.  Furthermore, Corporation X argued:

In its litigation with Corporation Y, Corporation X was neither seeking to create or acquire 
an intangible, but rather was attempting to demonstrate that it had not infringed in any of  
[Corporation Y’s] patents . . . Therefore, the attorneys’ fees in question were currently deductible.  
In Corporation X’s case, the professional fees incurred with respect to the Corporation Y lawsuit 
were directly tied to Corporation X’s core business. The company’s ability to defend its position 
that it is not infringing on existing patents is part of its normal course of business, and as such, the 
expenditures shall be deductible under IRC section 162(a).

See also Urquhart v. Comm’r, 215 F.2d 17, 19 (3d Cir. 1954) (holding that the legal expenses 
incurred in an infringement litigation lawsuit that did not involve a question of title were directly 
connected to and “peculiarly normal” to the taxpayer’s business and were therefore deductible).  
Corporation X also argued that the attorney fees incurred prior to filing the ANDAs to document 
non-infringement positions did not contribute to the ANDAs being filed and were therefore 
deductible.

The IRS disagreed with Corporation X’s position and concluded (using a two-step analysis) that 
the attorney fees were required to be capitalized under Code section 263.

http://www.irs.gov/pub/irs-lafa/114901f.pdf
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First, the IRS applied the origin of the claim test and concluded 
that the attorney fees at issue originated from the corporation’s 
actions to obtain assets (i.e., FDA-approved ANDAs, which could 
be sold or used in Corporation X’s business until such time the 
FDA withdrew its approval of the ANDAs).  Consequently, the 
IRS argued that the character of the claim was capital since all 
claims were proximately related to, and had a direct nexus with 
Corporation X’s actions to obtain FDA-approved ANDAs.

Second, the IRS analyzed whether the attorney fees fell within 
the scope of the 2004 capitalization of intangibles regulations.  
These regulations identify categories of intangibles that must be 
capitalized.  Treas. Reg. section 1.263(a)-4(b)(1).  After reviewing 
the categories of intangibles required to be capitalized, the IRS 
concluded that the attorney fees were clearly within one or more of 
the identified categories of expenditures that must be capitalized, 
and “[a]t a minimum, the amounts were paid to facilitate the 
creation of intangible assets and/or paid to create, facilitate, or 
enhance separate and distinct intangibles.”  Specifically, the 
IRS claimed the attorney fees were incurred as part of a series 
of steps to facilitate obtaining either governmental-granted rights 

(as described in Treasury Regulation section 1.263(a)-4(d)(5)) 
or separate and distinct intangibles (as described in Treasury 
Regulation section 1.263(a)-4(b)(3)(i)).  In making its argument 
for capitalization, the IRS glossed over Corporation X’s position 
that the attorney fees were not required to be capitalized because 
Treasury Regulation section 1.263(a)-4(d)(9) was not applicable.  
See also Treas. Reg. section 1.263(a)-4(e)(5) Example 6 (“X 
corporation brings a legal action against Y corporation to recover 
lost profits resulting from Y’s alleged infringement of X’s 
copyright.  Y does not challenge X’s copyright, but argues that it 
did not infringe upon X’s copyright.  X pays its outside counsel 
$25,000 for legal services rendered in pursuing the suit against 
Y.  Because X’s title to its copyright is not in question, X’s action 
against Y does not involve X’s defense or perfection of title to 
intangible property.  Thus, the amount paid to outside counsel does 
not facilitate the creation of an intangible described in paragraph 
(d)(9) of this section.  Accordingly, X is not required to capitalize 
its $25,000 payment under this section.”).

If you have questions about this recent development, and would like to speak with one of our lawyers about how this Chief Counsel 
Memorandum impacts your company, please contact one of the individuals listed below.
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