UNLOCKING THE
POWER OF ROYALTIES

BUSINESS ADVISORY
ACTIONABLE PRINCIPLES

@ 727-530-0036

L Wwww.busadvisory.com

Q 2641 McCormick Dr.Suite 103
Clearwater, FL 33759




£ UNLOCKING THE POWER OF ROYALTIES

WHAT ARE ROYALTIES, AND HOW
CAN THEY BENEFIT YOUR BUSINESS?

Understanding Royalties: A Strategic Revenue Opportunity

Royalties are payments made to the owner of an asset for the continued use of that asset by another party. For
small to medium-sized businesses, leveraging royalties can provide a steady stream of income, protect valuable
assets, and open up new growth opportunities.

Types of Royalties Your Business Can Earn:

Intellectual Property (IP) Royalties:
Patents — Payments for the use of inventions, processes, or technological advancements.
Trademarks - Payments for the use of a business’s brand names, logos, or symbols.
Copyrights - Payments for the use of creative works like books, music, software, and designs.

Franchises - Payments received when licensing a business model, brand, and operational systems to a franchisee.

How Your Business Can Generate Royalty Income:

Licensing Your Creating a Publishing or Distributing Leveraging
Intellectual Property: Franchise Model: Creative Works: Existing IP Assets:

e Allow other companies e Turn your successful e Earnroyalties from e Audit your existing IP
or individuals to use business into books, music, software, to identify untapped
your IP in exchange for a franchise, generating or Online content assets that could be
royalty payments. royalties from distributed through licensed or franchised
Protects your IP while franchisees who use various platforms. for royalty income.

® monetizing its value. your brand and

business systems.

Benefits of Using Royalties in Your Business Strategy:

Steady Revenue Stream: HElEolR (s Tax Efficiency: il otection:

Expand your business
reach without the
need for significant
capital investment.

Retain ownership and
control of your valuable
intellectual property while
still profiting from its use.

Generate ongoing income
with minimal effort once
your IP is licensed.

L Potential to optimize _—
tax planning by using
royalties strategically.
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HOW ROYALTIES CAN BE A STRATEGIC
TAX PLANNING TOOL

Royalty Income: A Smart Way to Manage Taxes

Royalty income offers unique opportunities for small business owners to optimize their tax strategy.
Understanding how royalties are taxed, the deductions available, and the structures that can maximize
tax benefits is key to making the most of this income stream.

How Is Royalty Income Taxed?

Passive vs. Active Royalty Income:

Key Tax Differences

» Generally Taxed as Ordinary Income:

» Most royalty income is considered ordinary income, taxed at your
applicable tax rate.

» However, depending on how the income is earned, there may be
opportunities to qualify for more favorable tax treatment.
» Potential for Capital Gains Taxation:

» If royalties come from the sale or transfer of intellectual property (IP),
they may qualify for capital gains treatment, which can offer a lower
tax rate than ordinary income.

Potential Tax Deductions for Royalty Income

» Passive Royalty Income:

» Generated when there is no significant participation in the
management or promotion of the IP.

» May qualify for unique tax benefits, such as the ability to offset passive
losses against passive income.
» Active Royalty Income:

» Earned through active involvement in the development,
licensing, or promotion of IP.

» Typically taxed as ordinary income but may offer more
deductions related to business operations and expenses.

Tax-Advantaged Structures for

» Expenses for Creating and Maintaining IP:

» Legal Fees - Deduct costs associated with registering and protecting
patents, trademarks, copyrights, etc.

» Research and Development (R&D) Costs - Deduct expenses for
developing new products, technologies, or processes.

» Marketing and Promotional Costs - Deduct costs related to advertising
and promoting your IP.

» Administrative and Compliance Costs - Deduct expenses incurred in
managing and enforcing IP rights.
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Holding Intellectual Property

» Separate LLCs or Holding Companies:
» Establishing a separate LLC or holding company to own your IP can:

= Provide liability protection by separating valuable IP assets
from the core business.

= Allow for income and expense allocation strategies to
minimize overall tax liability.

= Potentially enable more favorable state or local tax treatment.

» Family Trusts or Partnerships:
» Transferring IP to a family trust or partnership can:

= Help distribute income among family members in lower
tax brackets.

= Provide estate planning benefits, reducing estate taxes and
facilitating the transfer of assets to future generation.




£ UNLOCKING THE POWER OF ROYALTIES

AVOIDING COMMON PITFALLS: COMPLIANCE
AND RISK MANAGEMENT

Stay Compliant and Manage Risks Effectively with Royalty Income

Managing royalty income can offer significant benefits, but there are risks and compliance requirements
that business owners must consider. Proper planning, documentation, and awareness of potential pitfalls
can help you minimize risks and avoid costly mistakes.

Common Risks and Pitfalls to Watch Out For: Why Proper Documentation Is Essential

» Misclassification of Royalty Income:
» Incorrectly categorizing royalty income can lead to higher taxes, penalties, or interest.

» Support for Royalty Arrangements:

» Keep thorough records of all agreements, contracts, and transactions
» Ensure that royalty income is accurately classified as either ordinary income or, in involving royalties.
some cases, as capital gains to reflect its correct tax treatment. » Documentation should include the terms of the license, the basis for calculating

a-q royalties, and evidence of payments.
» Incorrect Transfer Pricing:

» If you are licensing IP to a related entity (like a subsidiary), setting prices too high
or too low can lead to penalties.

» Evidence of Fair Market Value:
» When dealing with related-party transactions, provide evidence that the pricing

» Transfer pricing must be aligned with market rates to avoid scrutiny from reflects fair market value.

tax authorities. » Maintain comparable pricing data, transfer pricing studies, or third-party valuations

. 3 ) to support your royalty rates.
» Failure to Comply with IRS Regulations:
» Royalty payments and structures must adhere to all applicable tax laws
and IRS guidelines.

» Proof of Active Management:
» If you claim active involvement in managing or promoting the IP, document the
activities to support this classification for tax purposes.

» Non-compliance can result in audits, penalties, or even legal action. i ) X -
» Include records of meetings, marketing efforts, and other business activities.

r Common Red Flags That Mi Trigger IRS Scrutiny ~

» Unusually High or Low Royalty Rates: » Significant Shifts in Income or Deductions:
» Rates that deviate significantly from market norms, especially in related-party » Large or sudden changes in reported royalty income or related expenses
transactions, may attract attention. can raise red flags.
» Lack of Clear Documentation: » Failure to Report Foreign Royalty Income:
» Inadequate or missing documentation for royalty agreements, especially those » If you earn royalties from international sources, ensure that all foreign income
involving related entities, could lead to audits. is properly reported to avoid penalties.
\_ J
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AVOIDING COMMON PITFALLS:
COMPLIANCE AND RISK MANAGEMENT

Ensure Compliance and Minimize Risks When Managing Royalty Income

Royalty income can be a valuable revenue source for your business, but it comes with specific
compliance requirements and potential risks. Understanding these pitfalls and how to avoid them can
help you protect your business from costly mistakes and IRS scrutiny.

Common Risks and Pitfalls to Watch Out For:

» Misclassification of Royalty Income:
» Misclassifying royalty income can lead to incorrect tax filings, penalties, or overpayment
of taxes.
» Ensure that royalty income is accurately reported based on its nature—such as
distinguishing between ordinary income and capital gains.

» Incorrect Transfer Pricing:
» For businesses licensing intellectual property (IP) to related entities (e.g., subsidiaries
or family members), transfer pricing must reflect fair market value.

» Incorrect transfer pricing can lead to tax penalties, especially in transactions between
related parties.

» Failure to Comply with IRS Regulations:
» Royalty arrangements must comply with all relevant IRS regulations, including proper
reporting of income and adherence to international tax rules.

» Non-compliance can result in penalties, interest, or audits.

Common Red Flags That Might

Trigger IRS Scrutiny:

» Unusual Royalty Rates:
» Rates significantly higher or lower than industry norms, especially in related-party
transactions, may attract IRS attention.

» Inadequate Documentation:
» Lack of clear, consistent, and thorough documentation for royalty agreements and
transactions could prompt an audit.

» Large Variances in Reported Income or Expenses:
» Significant changes in reported royalty income or expenses without clear justification
can be ared flag.

» Unreported Foreign Royalty Income:
» Failure to report royalty income from international sources can lead to penalties and
increased scrutiny from tax authorities.
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Importance of Maintaining Proper Documentation

Support Royalty Arrangements:

» Keep detailed records of all royalty agreements, including contracts, payment records,
and correspondence.

» Ensure documentation reflects the agreed terms, royalty rates, and the basis
for calculations.

Proof of Fair Market Value:

» For related-party transactions, maintain evidence that royalty rates are consistent
with market rates.

» Use independent valuations, transfer pricing studies, or comparable market data to
support your pricing.

Demonstrate Active Involvement (if Applicable):

» If your business claims active involvement in managing or promoting the IP,
document all relevant activities, such as marketing efforts, management decisions,
or strategic planning.
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CASE STUDIES: REAL-WORLD EXAMPLES
OF SUCCESSFUL ROYALTY TAX STRATEGIES

Learn from Real Businesses: How Small to Medium-Sized Companies Use Royalties for Tax Savings

Discover how other businesses have successfully leveraged royalty income to reduce tax liabilities and enhance their
financial strategy. These case studies highlight various approaches that can inspire your own tax planning efforts.

Income Shifting for
Family-Owned Businesses

Using a Holding Company to
Protect IP and Optimize Taxes

Boosting Revenue through
IP Licensing

M

P

M

» Business Type: Family-Owned
Retail Business

Business Type: Medium-Sized Consumer
Goods Manufacturer

Business Type: Small Technology Firm >

P

M

Challenge: The company had developed

a proprietary software tool but lacked » Challenge: The company needed to » Challenge: The business was generating
the resources to scale and market protect its brand while minimizing high profits, leading to a significant tax
it effectively. tax liabilities on its trademarks burden on the family members.
and product designs.
» Strategy: » Strategy:

P

M

Strategy: » Transferred ownership of the intellectual

property (brand name and product designs)
to a family trust.

» The business licensed the software to other
companies within the same industry in
exchange for royalty payments.

» Created a separate holding company to own
the intellectual property, including
trademarks, copyrights, and product designs. » The family trust licensed the IP back to
the operating business in exchange for

royalty payments.

» Entered into multiple licensing agreements,
expanding its market reach without
significant upfront costs.

» The operating company then paid royalties
to the holding company for the use of
these assets. » Royalty income was distributed among family
members in lower tax brackets, reducing the

overall tax rate.

P

~

Results:
»

M

» Generated a steady stream of royalty income, Results:

taxed at a lower rate than if the company had
sold the software outright.

» Protected valuable IP assets by separating

them from the main operating company. » Results:

» Lowered the family's collective tax liability by
distributing income to individuals in lower
tax brackets.

» Reduced overall tax liability by shifting income
to the holding company, which was located in
a state with more favorable tax rates.

» Deducted legal and marketing expenses
associated with maintaining and promoting
the software.

» Achieved significant tax savings by offsetting
expenses against royalty income, improving
cash flow and profitability.

» Leveraged inter-company transactions to
manage tax exposure more effectively while
ensuring compliance with tax regulations.

» Created a tax-efficient way to transfer wealth
to younger generations while maintaining
control over the business.

» Enabled long-term estate planning benefits
by using the trust to hold valuable IP assets.
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FAQS

What are royalties, and how can they benefit my business for tax purposes?

» Royalties are payments received by the owner of an asset, such as intellectual property (IP), for the
ongoing use of that asset by another party. For tax purposes, royalties can provide a steady stream of
income and offer opportunities for deductions on expenses related to creating and maintaining the IP.
When managed strategically, royalties can reduce your overall tax burden by utilizing lower tax rates or
shifting income to more favorable tax environments.

How is royalty income generally taxed?

» Royalty income is usually taxed as ordinary income, meaning it is subject to your business's regular
income tax rate. However, in some cases, such as when royalties are generated from the sale or transfer
of IP, they may qualify for capital gains tax treatment, which can have a lower tax rate. The specific tax
treatment depends on how the royalty income is earned and structured.

What types of expenses can | deduct against royalty income?

» You can typically deduct expenses directly related to generating and maintaining the royalty income.
Common deductions include:
» |Legal fees for registering and protecting IP (patents, trademarks, copyrights).
» Research and development (R&D) costs incurred in developing the IP.
» Marketing and promotional expenses to market the IP.
» Administrative and compliance costs related to managing royalty agreements and protecting IP rights.

What is the difference between passive and active royalty income,
and why does it matter?

» Passive Royalty Income: Generated without significant involvement in managing or promoting the
IP. This type of income may qualify for certain tax advantages, like offsetting passive losses against passive income.

» Active Royalty Income: Earned through active participation in managing, licensing, or promoting the IP. It is
generally taxed at ordinary income rates but allows for a broader range of business-related deductions. The
classification matters because it affects the tax rate and the types of deductions you can claim.

How can | structure my business to maximize tax savings from royalties?

» Consider using tax-advantaged structures, such as:
» Separate LLCs or Holding Companies: These can own your IP and license it back to your main operating business,
potentially providing liability protection and optimizing tax treatment by shifting income to lower-tax jurisdictions.
» Family Trusts or Partnerships: Transferring IP to a family trust or partnership may allow income distribution to
family members in lower tax brackets and offer estate planning benefits.
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FAQS

Are there any risks or pitfalls to be aware of when using royalties for tax planning?

» Yes, common pitfalls include:
» Misclassification of Royalty Income: Incorrectly categorizing royalty income can result in higher taxes or penalties.
» Incorrect Transfer Pricing: Failing to use fair market rates for licensing transactions, especially between related
parties, can lead to IRS scrutiny and penalties.

» Lack of Proper Documentation: Insufficient records for royalty agreements or the basis for royalty calculations can
trigger audits or disputes with tax authorities.

How can | avoid triggering an IRS audit related to royalty income?

» To minimize the risk of an IRS audit:

» Ensure royalty rates are in line with market standards, particularly in related-party transactions.

» Maintain thorough documentation of all royalty agreements, payments, and transactions.

» Report all royalty income accurately, including any foreign royalty income, and comply with all applicable
IRS regulations.

Can | use international tax treaties to reduce taxes on royalties?

» Yes, if you are earning or paying royalties across borders, international tax treaties may reduce or
eliminate withholding taxes on royalties. It's essential to understand the specific provisions of these
treaties and work with an advisory firm to ensure compliance and maximize tax benefits.

What is the role of an advisory firm in using royalties for tax savings?

» An advisory firm can help you:

» Understand the complex tax rules and regulations related to royalty income.
» |dentify potential deductions and credits.

» Choose the most tax-efficient structure for holding IP.

» Maintain compliance with IRS regulations and avoid costly mistakes.

How do | know if royalties are a suitable strategy for my business?

» Consider royalties if your business owns valuable IP or has the potential to create it. Royalties may
provide a steady income stream, tax benefits, and opportunities for growth without significant capital
investment. Consult with an advisory firm to evaluate your specific situation and determine if this
strategy aligns with your business goals.

@ 727-530-0036
L Www.busadvisory.com

Q 2641 McCormick Dr.Suite 103 / / / /

Clearwate r, FL 33759 Busn\ltssAn\'1501{\'&Awb PARTNERS




