A variety of copyright issues
come into play in determining
a musical composition’s tax

treatment, e.g., in the form of
the work’s creation and
distribution, including

Don’t Sing the
Tax Man’s Blues

BY SHANE P. NIX

performance

ALES OF MUSIC CATALOGS have increasingly made news in recent years for both

their volume and dramatic sale prices. Publicity, however, often leads to greater scrutiny

by taxing authorities. Accordingly, it is critical that sellers of music catalogs understand
the tax issues associated with a catalog sale, as music industry practice and historic legal debate
over certain copyright issues creates ambiguous and, sometimes uncertain, tax treatment.

From a copyright perspective, songs exist in two forms: a copyright in the musical work (i.e.,
original compositions) and a copyright to the sound recording (i.e., the master recording of the
musical composition).! In the music industry, these assets generally are characterized, respectively,

as publishing and recording. The publishing side generally consists of 1) a composer and/or lyricist
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(each, a “songwriter”) writing a musical
composition (i.e., melody, rhythm, har-
mony expressed in a system of musical
notation and accompanying lyrics, if any)
which is copyrighted upon creation in a
tangible medium (recordation is not re-
quired), and 2) a music publisher that is
responsible for registering the compositions
with the various U.S. domestic licensing
and collection organizations (e.g., American
Society of Composers, Authors and Pub-
lishers (ASCAP), Broadcast Music, Inc.
(BMI), Society of European Stage Authors
and Composers(SESAC), Global Music
Rights, Harry Fox Agency) and the U.S.
Copyright Office, promoting and mone-
tizing musical compositions, and ensuring
that music artists receive royalties for their
compositions.2 Although how publishers
monetize musical compositions has dras-
tically changed over the decades, a pub-
lisher’s role in commercializing musical
works of songwriters generally has re-
mained constant. A publisher’s most lucra-
tive form of monetization often is for
recording artists to record an expression
of the musical composition, resulting in a
“master recording” that is licensed to var-
ious third parties to be distributed in an
audio format.

A songwriter’s arrangement commonly
may take the form of 1) an administration
agreement, 2) a co-publishing deal, or 3)
a full-publishing deal. In an administration
agreement, the songwriter retains full own-
ership and control over the copyright in
the musical work and engages the pub-
lisher to collect and audit royalties on
behalf of the songwriter in exchange for
a percentage (typically 10-25 percent, or
less in some instances) of the publisher’s
share as an administration fee.3 In a co-
publishing deal, the copyright is initially
held equally among the songwriter and
the publisher (subject to reversion to the
songwriter after a period of years less
than the life of the copyright) with the
songwriter’s retaining 50 percent of roy-
alties (the “writer’s share”) and the balance
split equally among the songwriter and
publisher (collectively, the “publisher’s
share”).# In a full-publishing deal, the
songwriter generally assigns 100 percent
of the copyright in the musical work to
the publisher, usually for the life of the
copyright, in exchange for the writer’s
share, with the publisher’s retaining the
full publisher’ share.’

In certain cases, songwriters may be
engaged on a work-for-hire basis, partic-
ularly in the context of a composer’s cre-
ating music for other media, such as film
or television.® In a work-for-hire agree-

ment, the party commissioning the work
will own the copyright upon creation, and
the songwriter is paid a “royalty” agreed
upon among the parties. As a songwriter
becomes more successful, he or she is in
a stronger negotiating position to retain
more control over the copyright and retain
a larger portion of the overall royalties.

On the other hand, with respect to
recording artists, ever since sound record-
ings became protected works under federal
copyright law in the early 1970s, record
labels have made an industry practice to
include boilerplate language in recording
agreements that the works created under
the contract are works made for hire.”
Presumably, this was a result of greater
negotiation power of the record labels
and a mechanism to mitigate financial
risk inherent in the music industry.
Although payment mechanisms may vary,
record deals that shift financial risk from
the record label to the recording artist
often result in the recording artist’s being
entitled to a greater share of record roy-
alties.$

Royalty Collection

One of the exclusive benefits of copyright
ownership in musical works is the right
to perform the song publicly.” To miti-
gate the publishers’ administrative burden
of obtaining thousands of licenses from
all music distribution platforms for pub-
lic performance of a song, songwriters
and publishers affiliate with performing
rights organizations, or “PROs” (e.g.,
BMI, ASCAP), that correspondingly issue
a blanket license to the end-user in ex-
change for an annual fee, allowing the
user to perform all compositions con-
trolled by all songwriters and publishers
affiliated with the applicable PRO.1!0
With respect to publishing deals, ap-
proximately 51.5 percent of publishing
royalties are generated from nondigital
performance (e.g., television and terres-
trial radio) and digital performance (e.g.,
streaming, satellite radio) of a song.!! The
remaining publishing royalties are derived
approximately equally from mechanical
royalties!2 and direct licensing.!> Harry
Fox Agency and Canadian Musical Repro-
duction Rights Agency are two major orga-
nizations that issue mechanical licenses
for publishers, enforce payment by lic-
ensees, and account to the publisher.1#
Except for digital performance recording
royalties, which are collected and remitted
to the recipient by SoundExchange (a non-
profit collective rights management orga-
nization), recording royalties generally are
collected by the publisher, rather than the

PROs, with the publisher’s retaining the
publisher’s share of royalties and then
remitting the writer’s share of royalties to
the songwriter. The volume and complexity
of royalty collection often requires detailed
auditing of royalty statements to ensure
accuracy.!’

While royalty income is subject to ordi-
nary income tax rates (currently, a maxi-
mum federal rate of 37 percent), a sale
of a music catalog may result in long-
term capital gain subject to a lower tax
rate (currently, a maximum federal rate
of 20 percent) if held for more than one
year.'6 The purpose of affording capital
gain treatment at preferential rates is to
ameliorate the hardship of taxation of the
entire gain on the sale of property in one
year to the extent that the gain is a real-
ization of appreciation in value over a
substantial period of time.l7 There are,
however, important exceptions to this
rule. For example, certain music assets
are among the assets statutorily enumer-
ated as ordinary assets but which may be
eligible for capital gain treatment if certain
requirements are satisfied.!$ In addition,
courts apply the so-called “substitute for
ordinary income doctrine” to prevent tax-
payers from inappropriately converting
what otherwise would be ordinary income
into capital gain to undermine the policy
for treating capital assets differently.!?
importantly, the U.S. Supreme Court has
expressed that preferential capital gain
treatment was intended only for disposi-
tions of property that are not in the ordi-
nary course of business.20

Expressly excluded from the definition
of capital asset are “a copyright...[or]
musical...composition” 1) held by a tax-
payer whose “personal efforts” created
such property or 2) received by such tax-
payer in a carryover basis transaction
(e.g., a capital contribution to a partner-
ship).2! Property is considered created, in
whole or in part, by the personal efforts
of a taxpayer if such taxpayer performs
literary, theatrical, musical, artistic, or
other creative or productive work which
affirmatively contributes to the creation
of the property, or if such taxpayer directs
and guides others in the performance of
such work.22 A taxpayer, however, may
elect to treat musical compositions or
copyrights in musical works as capital
assets in a sale or exchange under Internal
Revenue Code Section 1221(b)(3).23

Copyright Transfers

A transfer of a copyright for the life of
the copyright (or in perpetuity) is treated
as a sale for income tax purposes whereas



any period less is a license.2* The life of a
copyright created by an individual author
is the life of the author plus 70 years (or
the life of the last surviving author in the
case of joint works).2’ Thus, in an admin-
istration agreement, the songwriter owns
the copyright and any rights granted to
the publisher under such agreement likely
is treated as a license for tax purposes.
Similarly, in a co-publishing deal, the song-
writer retains 50 percent ownership of
the copyright and the remaining 50 percent
typically reverts to the songwriter during
the life of the copyright. Accordingly, to
the extent a songwriter’s deal is an admin-
istration agreement or co-publishing deal,
a sale of the songwriter’s publishing cat-
alog likely may be treated as a sale of
musical compositions or copyrights in
musical works to the extent owned by
the songwriter and, therefore, eligible for
elective capital asset treatment.

Full-publishing deals often leave tax-
payers scratching their heads as to whether
capital gain treatment is available because
the copyright was transferred immediately
upon creation, in perpetuity, to the pub-
lisher, and they are thus selling the writer’s
share (not the copyright). There are no
direct authorities on point, so the answer
remains open for Congress or the courts
to determine. The IRS Chief Counsel’s
Office, however, previously concluded
that the writer’s share is a royalty payment,
rather than compensation for services, for
income tax purposes, even though the
songwriter receiving the writer’s share
was neither the direct owner of the copy-
right nor a direct licensor.2¢ Other author-
ities have made clear that in order for a
payment to be classified as a “royalty”
for income tax purposes the recipient of
the payment must have a proprietary inter-
est in the copyright.2” Therefore, it follows
that, for income tax purposes, if a payment
with respect to the writer’s share is a roy-
alty, then the writer’s share likely consti-
tutes an ownership interest in the under-
lying copyright. This conclusion may
further be supported under copyright law
when the songwriter is the beneficial
owner of the musical composition imme-
diately after the assignment of the copy-
right in exchange for royalties.28 On this
theory, a songwriter may be able to elect
capital gain treatment upon the sale of
the songwriter’s writer’s share.

An ambiguity arises, however, if the
writer’s share is not respected as an own-
ership interest in the copyright. In that
case, it may be viewed as a contractual
right to receive royalties. Even if this were
the case, however, it does not conclusively

follow that gain from the sale of the
writer’s share is ordinary income. If the
writer’s share does not constitute an own-
ership interest in copyrights, then it is not
within the statutorily enumerated list of
ordinary assets. An asset that is not within
such list is a capital asset unless the sub-
stitute for ordinary income doctrine
applies.

Under this doctrine, some courts have
looked to whether the taxpayer was paid
for the right to receive future ordinary
income or for an increase in the value of
income-producing property.2? The ques-
tion, therefore, is whether the sale proceeds
received for the writer’s share are a pay-
ment for future royalty income or the
increase in value of income-producing
property. A writer’s share certainly can
increase in value. For example, in 19835,
Michael Jackson purchased ATV Music
(which owned the Beatles’ publishing cat-
alog) for $47.5 million. Jackson sold half
for $100 million in 1995 and his estate
sold the remaining half for $750 million
in 2016, yielding 1,600 percent appreci-
ation.39 Although the ATV Music assets
represented the publisher’s share, the value
of the writer’s share is intrinsically linked
to the value of the publisher’s share as
exploitation of the sound recording cor-
respondingly exploits the musical com-
position.

While the substitute for ordinary in-
come doctrine has existed since 1941, the
case law is somewhat scattered. For exam-
ple, the Third Circuit has endeavored to
articulate a definitive test3! while the Ninth
Circuit has generally evaluated the sub-
stitute for ordinary income doctrine on a
case-by-case basis.32 Nevertheless, based
on general tax principles, treating profit
from the sale of the writer’s share as capital
gain seems reasonably appropriate because
1) legal authorities imply that the writer’s
share may be a property interest in certain
circumstances, 2) gain from the sale of
the writer’s share may represent a real-
ization of appreciation in value in such
property over a substantial period of time
(as illustrated by the ATV Music example),
and 3) the disposition of which is not in
the ordinary course of business. Further,
capital gain treatment may be appropriate
under the substitute for ordinary income
doctrine because the sale does not inap-
propriately convert what would otherwise
be ordinary income to capital gain given
that Congress intended for songwriters
to elect to treat a property interest in a
musical composition or copyright in musi-
cal work as capital gain.33 It is reasonable
that this result may also follow if a song-

writer were to sell his or her non-perfor-
mance writer’s share and retain his or her
performance writer’s share, or vice versa,
because each stream is attributable to sep-
arate exclusive rights of copyright—the
right to reproduce and the right to per-
form—which are both divisible property
rights.34

Works Made for Hire

Under the work made for hire doctrine,
the hiring party is treated as the owner
of the copyright from creation, rather
than the songwriter or recording artist,
if such musician is 1) an employee or 2)
an independent contractor included in
any one of nine statutorily enumerated
categories and the parties expressly agree
in writing that the work is a work made
for hire.3S Importantly, for this purpose,
the evaluation of employee status is gov-
erned by the law of agency, not tax law,
and of the nine enumerated categories,
record companies have always relied on
copyrights to sound recordings falling
within two of the nine categories (collec-
tive works and compilations).3¢ Notably,
copyrights to musical works and copy-
rights to sound recordings are not included
in the statutorily enumerated list (unless
part of a motion picture or other audio-
visual work), which has led to decades of
debate among recording artists and record
companies. This is important from a copy-
right perspective because, if a work is a
work made for hire, the musician does
not have a statutory copyright termination
right. If a work is not a work made for
hire, then the musician is treated as the
author for copyright purposes and has a
termination right that permits the musi-
cian, for no consideration, to reclaim own-
ership of the U.S. copyrights to the master
recordings (or copyright to the musical
works, as applicable) previously assigned
to the record company after 35 to 40
years from the date of assignment.3” While
songwriters and recording artists should
prefer that the deal not be a work made
for hire so that they retain their copyright
termination right, this preference is also
of critical importance for capital gain
treatment in the event of a sale of the
musician’s catalog.

The statutorily enumerated work-for-
hire list was heavily debated when the
Copyright Act of 1976 was drafted.38
Coincidentally, during this period, record
companies had more control over the
recording process and likely viewed
recording artists as employees and, there-
fore, did not perceive the need to include
sound recordings within the enumerated



list. As new genres of music spawned
throughout the 1970s, 1980s, and 1990s,
record companies continued to exploit
music primarily in the form of album
sales (e.g., vinyl records and CDs). As
recording artists trended away from em-
ployment status, record companies began
to hang their proverbial hat on the enu-
merated categories of collective works
and compilations given that music con-
tinued to be sold primarily as albums
(and not as individual songs). As tech-
nology advanced, the way by which music
fans consumed music shifted from pur-
shasing albums to individual songs
through digital platforms (e.g., iTunes)
and, ultimately, streaming.

As a result, record companies’ confi-
dence in where they hung their hats ap-
peared to deflate when, in the late 1990s,
their lobbyists managed to arrange an
amendment to the Copyright Act of 1976
to include sound recordings as the tenth
enumerated work made for hire category
for independent contractors in legislation
intended to provide only for legislative
corrections.3? Public outcry by the record-
ing artist community led their advocates
to argue that the amendment was a sub-
stantive amendment, rather than a tech-
nical correction clarifying existing law,
and was, thus, overreaching. Ultimately,
the amendment to include sound record-
ings was repealed, suggesting that it was
a substantive change and, therefore, not
within the nine enumerated categories.
Congress, however, added statutory lan-
guage that provides that the addition and
subsequent repeal should not be consid-
ered or otherwise given any legal signifi-
cance or interpreted to indicate congres-
sional approval or disapproval of any
judicial determination (although courts
have found otherwise).*0

If this legislative history did not confuse
the issue enough, record companies con-
tinue to negotiate language in recording
agreements that the master recording is
intended to be a work made for hire and,
even if it were not, then the recording
artist will immediately assign the master
recording to the record company. Im-
portantly, if a master recording is not a
work made for hire, the recording artist
is the initial owner of the sound recording,
from a copyright perspective, immedi-
ately upon creation and prior to transfer;
whereas, if it is a work made for hire,
then the recording artist never had an
ownership interest in the copyright to the
master recording.

Whether a sound recording is a work
made for hire is a threshold question when

analyzing the character of gain in con-
nection with master recording catalog
assets. Specifically, the IRS released a
general counsel memorandum in 1979
(one year after the Copyright Act of 1976
became effective) that provided that a
recording royalty income stream was
merely a right to receive compensation
for services if the recording artist has
never owned an interest in the master
recording.*! A work made for hire is the
only circumstance, from a copyright per-
spective, in which the recording artist
would never have had initial ownership
of a master recording.*? The tax court
later confirmed that if a sound recording
is a work made for hire, then the right to
receive “royalties” is merely a right to
receive compensation for personal services
rendered.*3

Courts and the IRS have not ruled on
whether gain on the sale of a recording
royalty stream (or a film or TV composer’s
writer’s share) derived from a work-for-
hire relationship should be treated as cap-
ital gain or ordinary income. Under the
substitute for ordinary income doctrine,
however, such gain may constitute ordi-
nary income as a payment accelerating
receipt of compensation unless the tax-
payer can establish that, in this context,
it is appropriate to treat the character of
the gain as capital.

Importantly, whether a sound record-
ing is a work made for hire is governed
by copyright law rather than contract. If
Congress were to determine that a sound
recording is not within any of the nine
enumerated work-made-for-hire cate-
gories, then the recording artist would be
the initial owner of the master recording
to the extent the artist is not treated as
an employee. From there, the analysis
generally would be similar to an assign-
ment of a copyright in musical work to
the publisher under a full-publishing deal.
In this context, however, there is further
ambiguity as to whether a sound recording
falls within IRC Section 1221(b)(3), which
generally applies to dispositions of “musi-
cal compositions or copyrights in musical
works.” The IRC fails to define either
term. In such a case, words in a statute
generally are presumed to bear their ordi-
nary, contemporary, common meaning,
and courts have consulted the definitions
of those terms in popular dictionaries.*4
The Encyclopedia Britannica, for example,
defines “musical composition™ as the act
of conceiving a piece of music, the art of
creating music, or the finished product.*®
The general public commonly perceives
the finished product to be the song they

hear (e.g., the sound recording) and, there-
fore, under this theory, a sound record-
ing may be eligible for elective capital
gain treatment. This conclusion is further
supported by the fact that a sound record-
ing is considered a derivative work of a
copyright in musical work for copyright
purposes and treating a recording artist
the same as a record company with respect
to character of gain is consistent with
the underlying legislative history of IRC
Section 1221(b)(3).46

Sale of Assets

In addition, the overall catalog may be
sold with other assets, such as the song-
writer’s or recording artist’s trademark
and name and likeness. With respect to
the trademark, agreements typically are
prepared as a limited assignment subject
to quality control limitation approval over
the use of the trademark outside of past
practice. This generally constitutes the
retention of a significant right and, thus,
any value attributable to the trademark
should be ordinary income.*” Although
gain from the sale of name and likeness
generally is treated as ordinary income,
such gain arguably may be capital to the
extent limited to the sale and advertising
of the music catalog.*8

Parties also should not overlook the
potential for net investment income tax
that may arise in certain passive (invest-
ment) activities. In certain cases, an addi-
tional 3.8 percent Medicare tax applies
on top of the 20 percent long-term capital
gain rate to the extent that the seller is
not sufficiently active in the business.*’
In order to be active, the taxpayer recog-
nizing the gain needs to qualify under one
of seven tests. The most obvious category
under which a musician could qualify
is if the songwriter or recording artist
materially participated in performing arts
activity for any three prior tax years.>0
Ambiguities do arise, however, when
the musician’s career has changed. For
example, if the musician retires and has
not toured or recorded in decades, a dif-
ferent test may be more applicable. In
addition, some songwriters and recording
artists may need to consider whether they
can group their songwriting, recording,
touring, and other business activities
together in order to mitigate the 3.8 per-
cent tax.’!

Although capital gain tax treatment
of a music catalog seems fairly straight-
forward on first glance—the sale of a
“musical composition or copyrights in
musical works”—the complexity of the
publishing business and ambiguities



engrained in the recording business often
leave taxpayers uncertain given the lack
of legal authorities expressly addressing
the character of gain arising from catalog
sales. Given these uncertainties, taxpayers
often seek an independent tax opinion to
provide accountants with comfort report-
ing the gain as capital, and a reasoned
tax opinion will relieve the taxpayer of
potentially significant penalties for sub-
stantially understating taxes paid on cap-
ital gain that the IRS determines should
have been taxable as ordinary income.
For now, songwriters and recording artists
may be left strumming a guitar or singing
a cappella until there is further guidance
from Congress or courts. l
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