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solderless connectors of $479,000, and royalty
income of $9,000 and $12,000 from foreign cor-
porations Y and Z respectively. X utilized
the optional gross income methods of appor-
tionment for its return filed for its first tax-
able year to which this section applies.

(ii) Allocation. X’s research and experi-
mental expenses are definitely related to all
of the products that it produces, which are
floodlights, flashlights, fuse boxes, and
solderless connectors. All of these products
are in the same three digit SIC Code cat-
egory, Electric Lighting and Wiring Equip-
ment (SIC Industry Group 364). Thus, X’s re-
search and experimental expenses are allo-
cable to all items of income attributable to
this product category, domestic sales income
and royalty income from the foreign coun-
tries in which corporations Y and Z operate.

(iii) Apportionment. (A) The statutory
grouping of gross income is general limita-
tion income from sources without the United
States. The residual grouping is gross in-
come from sources within the United States.
X’s deduction of $100,000 for its research ex-
penditures must be apportioned between the
groupings. For apportionment on the basis of
sales in accordance with paragraph (c) of this
section, X is entitled to an exclusive appor-
tionment of 50 percent of its research and ex-
perimental expense to the residual grouping,
gross income from sources within the United
States, since more than 50 percent of the re-
search activity was performed in the United
States. The remaining 50 percent of the de-
duction can then be apportioned between the
residual and statutory groupings on the
basis of sales. Since Y and Z are unrelated li-
censees of X, only their sales of the licensed
product, floodlights, are included for pur-
poses of apportionment. Floodlight sales of Z
are unknown, but are estimated at ten times
royalties from Z, or $120,000. All of X’s sales
from the entire product category are in-
cluded for purposes of apportionment on the
basis of sales. Alternatively, X may appor-
tion its deduction on the basis of gross in-
come, in accordance with paragraph (d) of
this section. The apportionment is as fol-
lows:

(1) Tentative Apportionment on the Basis of
Sales

(i) Research and experimental expense to be ap-

portioned between statutory and residual

groupings of gross iNCOME: ........ccceeveevenvenerennns $100,000
(ii) Less: Exclusive apportionment of research

and experimental expense to the residual

groupings of gross income ($100,000x50 per-

cent): ... $50,000
(iiiy Research and experimental expense to be

apportioned between the statutory and residual

groupings of gross income on the basis of

sales: ........... $50,000
(iv) Apportionment of research and experimental

expense to the residual groupings of gross in-

come ($50,000x$900,000/

($900,000+$135,000+$120,000)): ....cvoveeererrmrenes $38,961
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(v) Apportionment of research and experimental
expense to the statutory grouping, royalty in-
come from countries Y and z
($50,000x$135,000+$120,000/

($900,000+$135,000+$120,000)): ....cvveererrerenes $11,039
(vi) Total apportioned deduction for research and

eXPerimentation: ...........ccoeorrrnreeceeinennennenes $100,000
(vii) Amount apportioned to the residual grouping

($50,000+838,961): ..o $88,961
(viiiy Amount apportioned to the statutory group-

ing of sources within countries Y and Z: ........... $11,039

(2) Tentative Apportionment on Gross Income
Basis

(i) Exclusive apportionment of research and ex-

perimental expense to the residual grouping of

gross income ($100,000x25 percent): .............. $25,000
(i) Apportionment of research and experimental

expense to the residual grouping of gross in-

come ($75,000x$479,000/$500,000): ................ $71,850
(iiiy Apportionment of research and experimental

expense to the statutory grouping of gross in-

come ($75,000x$9,000+$12,000/$500,000): ..... $3,150
(iv) Amount apportioned to the residual grouping: $96,850
(v) Amount apportioned to the statutory grouping

of general limitation income from sources with-

out the United States: .........cccccvervvereecevrnincns $3,150

(B) Since X has elected to use the optional
gross income methods of apportionment and
its apportionment on the basis of gross in-
come to the statutory grouping, $3,150, is less
than 50 percent of its apportionment on the
basis of sales to the statutory grouping,
$11,039, it must use Option two of paragraph
(d)(3) of this section and apportion $5,520 (50
percent of $11,039) to the statutory grouping.

[T.D. 8646, 60 FR 66503, Dec. 22, 1995, as
amended by T.D. 9441, 74 FR 390, Jan. 5, 2009]

§1.861-18 Classification of trans-
actions involving computer pro-
grams.

(a) General—(1) Scope. This section
provides rules for classifying trans-
actions relating to computer programs
for purposes of subchapter N of chapter
1 of the Internal Revenue Code, sec-
tions 367, 404A, 482, 551, 679, 1059A, chap-
ter 3, chapter 5, sections 842 and 845 (to
the extent involving a foreign person),
and transfers to foreign trusts not cov-
ered by section 679.

(2) Categories of transactions. This sec-
tion generally requires that such trans-
actions be treated as being solely with-
in one of four categories (described in
paragraph (b)(1) of this section) and
provides certain rules for categorizing
such transactions. In the case of a
transfer of a copyright right, this sec-
tion provides rules for determining
whether the transaction should be clas-
sified as either a sale or exchange, or a
license generating royalty income. In
the case of a transfer of a copyrighted
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article, this section provides rules for
determining whether the transaction
should be classified as either a sale or
exchange, or a lease generating rental
income.

(3) Computer program. For purposes of
this section, a computer program is a
set of statements or instructions to be
used directly or indirectly in a com-
puter in order to bring about a certain
result. For purposes of this paragraph
(a)(3), a computer program includes
any media, user manuals, documenta-
tion, data base or similar item if the
media, user manuals, documentation,
data base or similar item is incidental
to the operation of the computer pro-
gram.

(b) Categories of transactions—(1) Gen-
eral. Except as provided in paragraph
(b)(2) of this section, a transaction in-
volving the transfer of a computer pro-
gram, or the provision of services or of
know-how with respect to a computer
program (collectively, a transfer of a
computer program) is treated as being
solely one of the following—

(i) A transfer of a copyright right in
the computer program;

(ii) A transfer of a copy of the com-
puter program (a copyrighted article);

(iii) The provision of services for the
development or modification of the
computer program; or

(iv) The provision of know-how relat-
ing to computer programming tech-
niques.

(2) Transactions consisting of more than
one category. Any transaction involving
computer programs which consists of
more than one of the transactions de-
scribed in paragraph (b)(1) of this sec-
tion shall be treated as separate trans-
actions, with the appropriate provi-
sions of this section being applied to
each such transaction. However, any
transaction that is de minimis, taking
into account the overall transaction
and the surrounding facts and cir-
cumstances, shall not be treated as a
separate transaction, but as part of an-
other transaction.

(c) Transfers involving copyright rights
and copyrighted articles—(1) Classifica-
tion—(i) Transfers treated as transfers of
copyright rights. A transfer of a com-
puter program is classified as a trans-
fer of a copyright right if, as a result of
the transaction, a person acquires any
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one or more of the rights described in
paragraphs (¢)(2)(i) through (iv) of this
section. Whether the transaction is
treated as being solely the transfer of a
copyright right or is treated as sepa-
rate transactions is determined pursu-
ant to paragraph (b)(1) and (b)(2) of this
section. For example, if a person re-
ceives a disk containing a copy of a
computer program which enables it to
exercise, in relation to that program, a
non-de minimis right described in para-
graphs (¢)(2)(i) through (iv) of this sec-
tion (and the transaction does not in-
volve, or involves only a de minimis
provision of services as described in
paragraph (d) of this section or of
know-how as described in paragraph (e)
of this section), then, under paragraph
(b)(2) of this section, the transfer is
classified solely as a transfer of a copy-
right right.

(ii) Transfers treated solely as transfers
of copyrighted articles. If a person ac-
quires a copy of a computer program
but does not acquire any of the rights
described in paragraphs (c)(2)(d)
through (iv) of this section (or only ac-
quires a de minimis grant of such
rights), and the transaction does not
involve, or involves only a de minimis,
provision of services as described in
paragraph (d) of this section or of
know-how as described in paragraph (e)
of this section, the transfer of the copy
of the computer program is classified
solely as a transfer of a copyrighted ar-
ticle.

(2) Copyright rights. The copyright
rights referred to in paragraph (c)(1) of
this section are as follows—

(i) The right to make copies of the
computer program for purposes of dis-
tribution to the public by sale or other
transfer of ownership, or by rental,
lease or lending;

(ii) The right to prepare derivative
computer programs based upon the
copyrighted computer program;

(iii) The right to make a public per-
formance of the computer program; or

(iv) The right to publicly display the
computer program.

(3) Copyrighted article. A copyrighted
article includes a copy of a computer
program from which the work can be
perceived, reproduced, or otherwise
communicated, either directly or with
the aid of a machine or device. The
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copy of the program may be fixed in
the magnetic medium of a floppy disk,
or in the main memory or hard drive of
a computer, or in any other medium.

(d) Provision of services. The deter-
mination of whether a transaction in-
volving a newly developed or modified
computer program is treated as either
the provision of services or another
transaction described in paragraph
(b)(1) of this section is based on all the
facts and circumstances of the trans-
action, including, as appropriate, the
intent of the parties (as evidenced by
their agreement and conduct) as to
which party is to own the copyright
rights in the computer program and
how the risks of loss are allocated be-
tween the parties.

(e) Provision of know-how. The provi-
sion of information with respect to a
computer program will be treated as
the provision of know-how for purposes
of this section only if the information
is—

(1) Information relating to computer
programming techniques;

(2) Furnished under conditions pre-
venting unauthorized disclosure, spe-
cifically contracted for between the
parties; and

(3) Considered property subject to
trade secret protection.

(f) Further classification of transfers in-
volving copyright rights and copyrighted
articles—(1) Transfers of copyright rights.
The determination of whether a trans-
fer of a copyright right is a sale or ex-
change of property is made on the basis
of whether, taking into account all
facts and circumstances, there has
been a transfer of all substantial rights
in the copyright. A transaction that
does not constitute a sale or exchange
because not all substantial rights have
been transferred will be classified as a
license generating royalty income. For
this purpose, the principles of sections
1222 and 1235 may be applied. Income
derived from the sale or exchange of a
copyright right will be sourced under
section 865(a), (c), (d), (e), or (h), as ap-
propriate. Income derived from the li-
censing of a copyright right will be
sourced under section 861(a)(4) or
862(a)(4), as appropriate.

(2) Transfers of copyrighted articles.
The determination of whether a trans-
fer of a copyrighted article is a sale or
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exchange is made on the basis of
whether, taking into account all facts
and circumstances, the benefits and
burdens of ownership have been trans-
ferred. A transaction that does not
constitute a sale or exchange because
insufficient benefits and burdens of
ownership of the copyrighted article
have been transferred, such that a per-
son other than the transferee is prop-
erly treated as the owner of the copy-
righted article, will be classified as a
lease generating rental income. Income
from transactions that are classified as
sales or exchanges of copyrighted arti-
cles will be sourced under sections
861(a)(6), 862(a)(6), 863, 865(a), (b), (c), or
(e), as appropriate. Income derived
from the leasing of a copyrighted arti-
cle will be sourced under section
861(a)(4) or section 862(a)(4), as appro-
priate.

(3) Special circumstances of computer
programs. In connection with deter-
minations under this paragraph (f),
consideration must be given as appro-
priate to the special characteristics of
computer programs in transactions
that take advantage of these charac-
teristics (such as the ability to make
perfect copies at minimal cost). For ex-
ample, a transaction in which a person
acquires a copy of a computer program
on disk subject to a requirement that
the disk be destroyed after a specified
period is generally the equivalent of a
transaction subject to a requirement
that the disk be returned after such pe-
riod. Similarly, a transaction in which
the program deactivates itself after a
specified period is generally the equiv-
alent of returning the copy.

(g) Rules of operation—(1) Term applied
to transaction by parties. Neither the
form adopted by the parties to a trans-
action, nor the classification of the
transaction under copyright law, shall
be determinative. Therefore, for exam-
ple, if there is a transfer of a computer
program on a single disk for a one-time
payment with restrictions on transfer
and reverse engineering, which the par-
ties characterize as a license (includ-
ing, but not limited to, agreements
commonly referred to as shrink-wrap
licenses), application of the rules of
paragraphs (¢) and (f) of this section
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may nevertheless result in the trans-
action being classified as the sale of a
copyrighted article.

(2) Means of transfer not to be taken
into account. The rules of this section
shall be applied irrespective of the
physical or electronic or other medium
used to effectuate a transfer of a com-
puter program.

(3) To the public—(i) In general. For
purposes of paragraph (c)(2)(i) of this
section, a transferee of a computer pro-
gram shall not be considered to have
the right to distribute copies of the
program to the public if it is permitted
to distribute copies of the software to
only either a related person, or to iden-
tified persons who may be identified by
either name or by legal relationship to
the original transferee. For purposes of
this subparagraph, a related person is a
person who bears a relationship to the
transferee specified in section 267(b)(3),
(10), (11), or (12), or section 707(b)(1)(B).
In applying section 267(b), 267(f),
707(b)(1)(B), or 1563(a), ‘10 percent”
shall be substituted for ‘50 percent.”

(ii) Use by individuals. The number of
employees of a transferee of a com-
puter program who are permitted to
use the program in connection with
their employment is not relevant for
purposes of this paragraph (g)(3). In ad-
dition, the number of individuals with
a contractual agreement to provide
services to the transferee of a com-
puter program who are permitted to
use the program in connection with the
performance of those services is not
relevant for purposes of this paragraph
)(3).

(h) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. (i) Facts. Corp A, a U.S. corpora-
tion, owns the copyright in a computer pro-
gram, Program X. It copies Program X onto
disks. The disks are placed in boxes covered
with a wrapper on which is printed what is
generally referred to as a shrink-wrap li-
cense. The license is stated to be perpetual.
Under the license no reverse engineering,
decompilation, or disassembly of the com-
puter program is permitted. The transferee
receives, first, the right to use the program
on two of its own computers (for example, a
laptop and a desktop) provided that only one
copy is in use at any one time, and, second,
the right to make one copy of the program
on each machine as an essential step in the
utilization of the program. The transferee is
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permitted by the shrink-wrap license to sell
the copy so long as it destroys any other cop-
ies it has made and imposes the same terms
and conditions of the license on the pur-
chaser of its copy. These disks are made
available for sale to the general public in
Country Z. In return for valuable consider-
ation, P, a Country Z resident, receives one
such disk.

(ii) Analysis. (A) Under paragraph (g)(1) of
this section, the label license is not deter-
minative. None of the copyright rights de-
scribed in paragraph (c)(2) of this section
have been transferred in this transaction. P
has received a copy of the program, however,
and, therefore, under paragraph (c)(1)(ii) of
this section, P has acquired solely a copy-
righted article.

(B) Taking into account all of the facts and
circumstances, P is properly treated as the
owner of a copyrighted article. Therefore,
under paragraph (f)(2) of this section, there
has been a sale of a copyrighted article rath-
er than the grant of a lease.

Example 2. (i) Facts. The facts are the same
as those in Example 1, except that instead of
selling disks, Corp A, the U.S. corporation,
decides to make Program X available, for a
fee, on a World Wide Web home page on the
Internet. P, the Country Z resident, in re-
turn for payment made to Corp A, downloads
Program X (via modem) onto the hard drive
of his computer. As part of the electronic
communication, P signifies his assent to a li-
cense agreement with terms identical to
those in Example 1, except that in this case P
may make a back-up copy of the program on
to a disk.

(ii) Analysis. (A) None of the copyright
rights described in paragraph (c)(2) of this
section have passed to P. Although P did not
buy a physical copy of the disk with the pro-
gram on it, paragraph (g)(2) of this section
provides that the means of transferring the
program is irrelevant. Therefore, P has ac-
quired a copyrighted article.

(B) As in Example 1, P is properly treated
as the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section,
there has been a sale of a copyrighted article
rather than the grant of a lease.

Example 3. (i) Facts. The facts are the same
as those in Example 1, except that Corp A
only allows P, the Country Z resident, to use
Program X for one week. At the end of that
week, P must return the disk with Program
X on it to Corp A. P must also destroy any
copies made of Program X. If P wishes to use
Program X for a further period he must
enter into a new agreement to use the pro-
gram for an additional charge.

(ii) Analysis. (A) Under paragraph (c)(2) of
this section, P has received no copyright
rights. Because P has received a copy of the
program under paragraph (c)(1)(ii) of this
section, he has, therefore, received a copy-
righted article.
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(B) Taking into account all of the facts and
circumstances, P is not properly treated as
the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section,
there has been a lease of a copyrighted arti-
cle rather than a sale. Taking into account
the special characteristics of computer pro-
grams as provided in paragraph (f)(3) of this
section, the result would be the same if P
were required to destroy the disk at the end
of the one week period instead of returning
it since Corp A can make additional copies of
the program at minimal cost.

Example 4. (i) Facts. The facts are the same
as those in Example 2, where P, the Country
Z resident, receives Program X from Corp
A’s home page on the Internet, except that P
may only use Program X for a period of one
week at the end of which an electronic lock
is activated and the program can no longer
be accessed. Thereafter, if P wishes to use
Program X, it must return to the home page
and pay Corp A to send an electronic key to
reactivate the program for another week.

(ii) Analysis. (A) As in Example 3, under
paragraph (c)(2) of this section, P has not re-
ceived any copyright rights. P has received a
copy of the program, and under paragraph
(2)(2) of this section, the means of trans-
mission is irrelevant. P has, therefore, under
paragraph (c)(1)(ii) of this section, received a
copyrighted article.

(B) As in Example 3, P is not properly treat-
ed as the owner of a copyrighted article.
Therefore, under paragraph (f)(2) of this sec-
tion, there has been a lease of a copyrighted
article rather than a sale. While P does re-
tain Program X on its computer at the end of
the one week period, as a legal matter P no
longer has the right to use the program
(without further payment) and, indeed, can-
not use the program without the electronic
key. Functionally, Program X is no longer
on the hard drive of P’s computer. Instead,
the hard drive contains only a series of num-
bers which no longer perform the function of
Program X. Although in Erxample 3, P was re-
quired to physically return the disk, taking
into account the special characteristics of
computer programs as provided in paragraph
(£)(3) of this section, the result in this Exam-
ple 4 is the same as in Example 3.

Example 5. (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program X
to Corp B, a Country Z corporation, and
grants Corp B an exclusive license for the re-
maining term of the copyright to copy and
distribute an unlimited number of copies of
Program X in the geographic area of Country
Z, prepare derivative works based upon Pro-
gram X, make public performances of Pro-
gram X, and publicly display Program X.
Corp B will pay Corp A a royalty of $y a year
for three years, which is the expected period
during which Program X will have commer-
cially exploitable value.
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(ii) Analysis. (A) Although Corp A has
transferred a disk with a copy of Program X
on it to Corp B, under paragraph (c)(1)(i) of
this section because this transfer is accom-
panied by a copyright right identified in
paragraph (c)(2)(i) of this section, this trans-
action is a transfer solely of copyright
rights, not of copyrighted articles. For pur-
poses of paragraph (b)(2) of this section, the
disk containing a copy of Program X is a de
minimis component of the transaction.

(B) Applying the all substantial rights test
under paragraph (f)(1) of this section, Corp A
will be treated as having sold copyright
rights to Corp B. Corp B has acquired all of
the copyright rights in Program X, has re-
ceived the right to use them exclusively
within Country Z, and has received the
rights for the remaining life of the copyright
in Program X. The fact the payments cease
before the copyright term expires is not con-
trolling. Under paragraph (g)(1) of this sec-
tion, the fact that the agreement is labelled
a license is not controlling (nor is the fact
that Corp A receives a sum labelled a roy-
alty). (The result in this case would be the
same if the copy of Program X to be used for
the purposes of reproduction were trans-
mitted electronically to Corp B, as a result
of the application of the rule of paragraph
(2)(2) of this section.)

Example 6. (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program X
to Corp B, a Country Z corporation, and
grants Corp B the non exclusive right to re-
produce (either directly or by contracting
with either Corp A or another person to do
s0) and distribute for sale to the public an
unlimited number of disks at its factory in
Country Z in return for a payment related to
the number of disks copied and sold. The
term of the agreement is two years, which is
less than the remaining life of the copyright.

(ii) Analysis. (A) As in Example 5, the trans-
fer of the disk containing the copy of the
program does not constitute the transfer of a
copyrighted article under paragraph (c)(1) of
this section because Corp B has also acquired
a copyright right under paragraph (c)(2)(i) of
this section, the right to reproduce and dis-
tribute to the public. For purposes of para-
graph (b)(2) of this section, the disk con-
taining Program X is a de minimis compo-
nent of the transaction.

(B) Taking into account all of the facts and
circumstances, there has been a license of
Program X to Corp B, and the payments
made by Corp B are royalties. Under para-
graph (f)(1) of this section, there has not
been a transfer of all substantial rights in
the copyright to Program X because Corp A
has the right to enter into other licenses
with respect to the copyright of Program X,
including licenses in Country Z (or even to
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sell that copyright, subject to Corp B’s inter-
est). Corp B has acquired no right itself to li-
cense the copyright rights in Program X. Fi-
nally, the term of the license is for less than
the remaining life of the copyright in Pro-
gram X.

Example 7. (i) Facts. Corp C, a distributor in
Country Z, enters into an agreement with
Corp A, a U.S. corporation, to purchase as
many copies of Program X on disk as it may
from time-to-time request. Corp C will then
sell these disks to retailers. The disks are
shipped in boxes covered by shrink-wrap li-
censes (identical to the license described in
Example 1).

(ii) Analysis. (A) Corp C has not acquired
any copyright rights under paragraph (c)(2)
of this section with respect to Program X. It
has acquired individual copies of Program X,
which it may sell to others. The use of the
term license is not dispositive under para-
graph (g)(1) of this section. Under paragraph
(c)(1)(i) of this section, Corp C has acquired
copyrighted articles.

(B) Taking into account all of the facts and
circumstances, Corp C is properly treated as
the owner of copyrighted articles. Therefore,
under paragraph (f)(2) of this section, there
has been a sale of copyrighted articles.

Example 8. (i) Facts. Corp A, a U.S. corpora-
tion, transfers a disk containing Program X
to Corp D, a foreign corporation engaged in
the manufacture and sale of personal com-
puters in Country Z. Corp A grants Corp D
the non-exclusive right to copy Program X
onto the hard drive of an unlimited number
of computers, which Corp D manufactures,
and to distribute those copies (on the hard
drive) to the public. The term of the agree-
ment is two years, which is less than the re-
maining life of the copyright in Program X.
Corp D pays Corp A an amount based on the
number of copies of Program X it loads on to
computers.

(ii) Analysis. The analysis is the same as in
Example 6. Under paragraph (c)(2)(i) of this
section, Corp D has acquired a copyright
right enabling it to exploit Program X by
copying it on to the hard drives of the com-
puters that it manufactures and then sells.
For purposes of paragraph (b)(2) of this sec-
tion, the disk containing Program X is a de
minimis component of the transaction. Tak-
ing into account all of the facts and cir-
cumstances, Corp D has not, however, ac-
quired all substantial rights in the copyright
to Program X (for example, the term of the
agreement is less than the remaining life of
the copyright). Under paragraph (f)(1) of this
section, this transaction is, therefore, a li-
cense of Program X to Corp D rather than a
sale and the payments made by Corp D are
royalties. (The result would be the same if
Corp D included with the computers it sells
an archival copy of Program X on a floppy
disk.)
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Example 9. (i) Facts. The facts are the same
as in Erxample 8, except that Corp D, the
Country Z corporation, receives physical
disks. The disks are shipped in boxes covered
by shrink-wrap licenses (identical to the li-
censes described in Example 1). The terms of
these licenses do not permit Corp D to make
additional copies of Program X. Corp D uses
each individual disk only once to load a sin-
gle copy of Program X onto each separate
computer. Corp D transfers the disk with the
computer when it is sold.

(ii) Analysis. (A) As in Example 7 (unlike Ezx-
ample 8) no copyright right identified in
paragraph (c)(2) of this section has been
transferred. Corp D acquires the disks with-
out the right to reproduce and distribute
publicly further copies of Program X. This is
therefore the transfer of copyrighted articles
under paragraph (c)(1)(ii) of this section.

(B) Taking into account all of the facts and
circumstances, Corp D is properly treated as
the owner of copyrighted articles. Therefore,
under paragraph (f)(2) of this section, the
transaction is classified as the sale of a copy-
righted article. (The result would be the
same if Corp D used a single physical disk to
copy Program X onto each computer, and
transferred an unopened box containing Pro-
gram X with each computer, if Corp D were
not permitted to copy Program X onto more
computers than the number of individual
copies purchased.)

Example 10. (i) Facts. Corp A, a U.S. cor-
poration, transfers a disk containing Pro-
gram X to Corp E, a Country Z corporation,
and grants Corp E the right to load Program
X onto 50 individual workstations for use
only by Corp E employees at one location in
return for a one-time per-user fee (generally
referred to as a site license or enterprise li-
cense). If additional workstations are subse-
quently introduced, Program X may be load-
ed onto those machines for additional one-
time per-user fees. The license which grants
the rights to operate Program X on 50
workstations also prohibits Corp E from sell-
ing the disk (or any of the 50 copies) or re-
verse engineering the program. The term of
the license is stated to be perpetual.

(ii) Analysis. (A) The grant of a right to
copy, unaccompanied by the right to dis-
tribute those copies to the public, is not the
transfer of a copyright right under para-
graph (c¢)(2) of this section. Therefore, under
paragraph (c)(1)(ii) of this section, this trans-
action is a transfer of copyrighted articles
(50 copies of Program X).

(B) Taking into account all of the facts and
circumstances, P is properly treated as the
owner of copyrighted articles. Therefore,
under paragraph (f)(2) of this section, there
has been a sale of copyrighted articles rather
than the grant of a lease. Notwithstanding
the restriction on sale, other factors such as,
for example, the risk of loss and the right to
use the copies in perpetuity outweigh, in this
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case, the restrictions placed on the right of
alienation.

(C) The result would be the same if Corp E
were permitted to copy Program X onto an
unlimited number of workstations used by
employees of either Corp E or corporations
that had a relationship to Corp E specified in
paragraph (g)(3) of this section.

Example 11. (i) Facts. The facts are the
same as in Example 10, except that Corp E,
the Country Z corporation, acquires the
right to make Program X available to
workstation users who are Corp E employees
by way of a local area network (LAN). The
number of users that can use Program X on
the LAN at any one time is limited to 50.
Corp E pays a one-time fee for the right to
have up to 50 employees use the program at
the same time.

(ii) Analysis. Under paragraph (g)(2) of this
section the mode of utilization is irrelevant.
Therefore, as in Example 10, under paragraph
(c)(2) of this section, no copyright right has
been transferred, and, thus, under paragraph
(c)(1)(ii) of this section, this transaction will
be classified as the transfer of a copyrighted
article. Under the benefits and burdens test
of paragraph (f)(2) of this section, this trans-
action is a sale of copyrighted articles. The
result would be the same if an unlimited
number of Corp E employees were permitted
to use Program X on the LAN or if Corp E
were permitted to copy Program X onto
LANs maintained by corporations that had a
relationship to Corp E specified in paragraph
(2)(3) of this section.

Example 12. (i) Facts. The facts are the
same as in Example 11, except that Corp E
pays a monthly fee to Corp A, the U.S. cor-
poration, calculated with reference to the
permitted maximum number of users (which
can be changed) and the computing power of
Corp E’s server. In return for this monthly
fee, Corp E receives the right to receive up-
grades of Program X when they become
available. The agreement may be terminated
by either party at the end of any month.
When the disk containing the upgrade is re-
ceived, Corp E must return the disk con-
taining the earlier version of Program X to
Corp A. If the contract is terminated, Corp E
must delete (or otherwise destroy) all copies
made of the current version of Program X.
The agreement also requires Corp A to pro-
vide technical support to Corp E but the
agreement does not allocate the monthly fee
between the right to receive upgrades of Pro-
gram X and the technical support services.
The amount of technical support that Corp A
will provide to Corp E is not foreseeable at
the time the contract is entered into but is
expected to be de minimis. The agreement
specifically provides that Corp E has not
thereby been granted an option to purchase
Program X.

(ii) Analysis. (A) Corp E has received no
copyright rights under paragraph (c)(2) of
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this section. Corp A has not provided any
services described in paragraph (d) of this
section. Based on all the facts and cir-
cumstances of the transaction, Corp A has
provided de minimis technical services to
Corp E. Therefore, under paragraph (c)(1)(ii)
of this section, the transaction is a transfer
of a copyrighted article.

(B) Taking into account all facts and cir-
cumstances, under the benefits and burdens
test Corp E is not properly treated as the
owner of the copyrighted article. Corp E does
not receive the right to use Program X in
perpetuity, but only for so long as it con-
tinues to make payments. Corp E does not
have the right to purchase Program X on ad-
vantageous (or, indeed, any) terms once a
certain amount of money has been paid to
Corp A or a certain period of time has
elapsed (which might indicate a sale). Once
the agreement is terminated, Corp E will no
longer possess any copies of Program X, cur-
rent or superseded. Therefore under para-
graph (f)(2) of this section there has been a
lease of a copyrighted article.

Example 13. (i) Facts. The facts are the
same as in Example 12, except that, while
Corp E must return copies of Program X as
new upgrades are received, if the agreement
terminates, Corp E may keep the latest
version of Program X (although Corp E is
still prohibited from selling or otherwise
transferring any copy of Program X).

(ii) Analysis. For the reasons stated in Ez-
ample 10, paragraph (ii)(B), the transfer of
the program will be treated as a sale of a
copyrighted article rather than as a lease.

Example 14. (i) Facts. Corp G, a Country Z
corporation, enters into a contract with Corp
A, a U.S. corporation, for Corp A to modify
Program X so that it can be used at Corp G’s
facility in Country Z. Under the contract,
Corp G is to acquire one copy of the program
on a disk and the right to use the program
on 5,000 workstations. The contract requires
Corp A to rewrite elements of Program X so
that it will conform to Country Z accounting
standards and states that Corp A retains all
copyright rights in the modified Program X.
The agreement between Corp A and Corp G is
otherwise identical as to rights and payment
terms as the agreement described in Example
10.

(ii) Analysis. (A) As in Example 10, no copy-
right rights are being transferred under
paragraph (c)(2) of this section. In addition,
since no copyright rights are being trans-
ferred to Corp G, this transaction does not
involve the provision of services by Corp A
under paragraph (d) of this section. This
transaction will be classified, therefore, as a
transfer of copyrighted articles under para-
graph (¢)(1)(ii) of this section.

(B) Taking into account all facts and cir-
cumstances, Corp G is properly treated as
the owner of copyrighted articles. Therefore,
under paragraph (f)(2) of this section, there
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has been the sale of a copyrighted article
rather than the grant of a lease.

Example 15. (i) Facts. Corp H, a Country Z
corporation, enters into a license agreement
for a new computer program. Program Q is
to be written by Corp A, a U.S. corporation.
Corp A and Corp H agree that Corp A is writ-
ing Program Q for Corp H and that, when
Program Q is completed, the copyright in
Program Q will belong to Corp H. Corp H
gives instructions to Corp A programmers
regarding program specifications. Corp H
agrees to pay Corp A a fixed monthly sum
during development of the program. If Corp
H is dissatisfied with the development of the
program, it may cancel the contract at the
end of any month. In the event of termi-
nation, Corp A will retain all payments,
while any procedures, techniques or copy-
rightable interests will be the property of
Corp H. All of the payments are labelled roy-
alties. There is no provision in the agree-
ment for any continuing relationship be-
tween Corp A and Corp H, such as the fur-
nishing of updates of the program, after com-
pletion of the modification work.

(ii) Analysis. Taking into account all of the
facts and circumstances, Corp A is treated as
providing services to Corp H. Under para-
graph (d) of this section, Corp A is treated as
providing services to Corp H because Corp H
bears all of the risks of loss associated with
the development of Program Q and is the
owner of all copyright rights in Program Q.
Under paragraph (g)(1) of this section, the
fact that the agreement is labelled a license
is not controlling (nor is the fact that Corp
A receives a sum labelled a royalty).

Example 16. (i) Facts. Corp A, a U.S. cor-
poration, and Corp I, a Country Z corpora-
tion, agree that a development engineer em-
ployed by Corp A will travel to Country Z to
provide know-how relating to certain tech-
niques not generally known to computer pro-
grammers, which will enable Corp I to more
efficiently create computer programs. These
techniques represent the product of experi-
ence gained by Corp A from working on
many computer programming projects, and
are furnished to Corp I under nondisclosure
conditions. Such information is property
subject to trade secret protection.

(ii) Analysis. This transaction contains the
elements of know-how specified in paragraph
(e) of this section. Therefore, this trans-
action will be treated as the provision of
know-how.

Example 17. (i) Facts. Corp A, a U.S. cor-
poration, transfers a disk containing Pro-
gram Y to Corp E, a Country Z corporation,
in exchange for a single fixed payment. Pro-
gram Y is a computer program development
program, which is used to create other com-
puter programs, consisting of several compo-
nents, including libraries of reusable soft-
ware components that serve as general build-
ing blocks in new software applications. No
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element of these libraries is a significant
component of any overall new program. Be-
cause a computer program created with the
use of Program Y will not operate unless the
libraries are also present, the license agree-
ment between Corp A and Corp E grants Corp
E the right to distribute copies of the librar-
ies with any program developed using Pro-
gram Y. The license agreement is otherwise
identical to the license agreement in Exam-
ple 1.

(ii) Analysis. (A) No non-de minimis copy-
right rights described in paragraph (c)(2) of
this section have passed to Corp E. For pur-
poses of paragraph (b)(2) of this section, the
right to distribute the libraries in conjunc-
tion with the programs created using Pro-
gram Y is a de minimis component of the
transaction. Because Corp E has received a
copy of the program under paragraph
(c)(1)(i) of this section, it has received a
copyrighted article.

(B) Taking into account all the facts and
circumstances, Corp E is properly treated as
the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section,
there has been the sale of a copyrighted arti-
cle rather than the grant of a lease.

Example 18. (i) Facts. (A) Corp A, a U.S. cor-
poration, transfers a disk containing Pro-
gram X to Corp E, a country Z Corporation.
The disk contains both the object code and
the source code to Program X and the license
agreement grants Corp E the right to—

(I) Modify the source code in order to cor-
rect minor errors and make minor adapta-
tions to Program X so it will function on
Corp E’s computer; and

(2) Recompile the modified source code.

(B) The license does not grant Corp E the
right to distribute the modified Program X
to the public. The license is otherwise iden-
tical to the license agreement in Example 1.

(ii) Analysis. (A) No non-de minimis copy-
right rights described in paragraph (c)(2) of
this section have passed to Corp E. For pur-
poses of paragraph (b)(2) of this section, the
right to modify the source code and recom-
pile the source code in order to create new
code to correct minor errors and make minor
adaptations is a de minimis component of
the transaction. Because Corp E has received
a copy of the program under paragraph
(c)(1)(di) of this section, it has received a
copyrighted article.

(B) Taking into account all the facts and
circumstances, Corp E is properly treated as
the owner of a copyrighted article. There-
fore, under paragraph (f)(2) of this section,
there has been the sale of a copyrighted arti-
cle rather than the grant of a lease.

(1) Effective date—(1) General. This
section applies to transactions occur-
ring pursuant to contracts entered into
on or after December 1, 1998.
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(2) Elective transition rules—(i) Con-
tracts entered into in tarable years ending
on or after October 2, 1998. A taxpayer
may elect to apply this section to
transactions occurring pursuant to
contracts entered into in taxable years
ending on or after October 2, 1998. A
taxpayer that makes an election under
this paragraph (i)(2)(i) must apply this
section to all contracts entered into in
taxable years ending on or after Octo-
ber 2, 1998.

(i1) Contracts entered into before Octo-
ber 2, 1998. A taxpayer may elect to
apply this section to transactions oc-
curring in taxable years ending on or
after October 2, 1998 pursuant to con-
tracts entered into before October 2,
1998 provided the taxpayer would not
be required under this section to
change its method of accounting as a
result of such election, or the taxpayer
would be required to change its method
of accounting but the resulting section
481(a) adjustment would be zero. A tax-
payer that makes an election under
this paragraph (i)(2)(ii) must apply this
section to all transactions occurring in
taxable years ending on or after Octo-
ber 2, 1998 pursuant to contracts en-
tered into before October 2, 1998.

(3) Manner of making election. Tax-
payers may elect, under paragraph
(1)(2)(1) or (i)(2)(ii) of this section, to
apply this section, by treating the
transactions in accordance with these
regulations on their original tax re-
turn.

(4) Examples. The following examples
illustrate application of the transition
rule of paragraph (i)(2)(ii) of this sec-
tion:

Example 1. Corp A develops computer pro-
grams for sale to third parties. Corp A uses
an overall accrual method of accounting and
files its tax return on a calendar-year basis.
In year 1, Corp A enters into a contract to
deliver a computer program in that year, and
to provide updates for each of the following
four years. Under the contract, the computer
program and the updates are priced sepa-
rately, and Corp A is entitled to receive pay-
ments for the computer program and each of
the updates upon delivery. Assume Corp A
properly accounts for the contract as a con-
tract for the provision of services. Corp A
properly includes the payments under the
contract in gross income in the taxable year
the payments are received and the computer
program or updates are delivered. Corp A
properly deducts the cost of developing the
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computer program and updates when the
costs are incurred. Year 3 includes ctober 2,
1998. Assume under the rules of this section,
the provision of updates would properly be
accounted for as the transfer of copyrighted
articles. If Corp A made an election under
paragraph (i)(2)(ii) of this section, Corp A
would not be required to change its method
of accounting for income under the contract
as a result of the election. Corp A would also
not be required to change its method of ac-
counting for the cost of developing the com-
puter program and the updates under the
contract as a result of the election. There-
fore, under paragraph (i)(2)(ii) of this sec-
tion, Corp A may elect to apply the provi-
sions of this section to the updates provided
in years 3, 4, and 5, because Corp A is not re-
quired to change from its method of account-
ing for the contract as a result of the elec-
tion.

Example 2. Corp A develops computer pro-
grams for sale to third parties. Corp A uses
an overall accrual method of accounting and
files its tax return on a calendar-year basis.
In year 1, Corp A enters into a contract to
deliver a computer program and to provide
one update the following year. Under the
contract, the computer program and the up-
date are priced separately, and Corp A is en-
titled to receive payment for the computer
program and the update upon delivery of the
computer program. Assume Corp A properly
accounts for the contract as a contract for
the provision of services. Corp A properly in-
cludes the portion of the payment relating to
the computer program in gross income in
year 1, the taxable year the payment is re-
ceived and the program delivered. Corp A
properly includes the portion of the payment
relating to the update in gross income in
year 2, the taxable year the update is pro-
vided, under Rev. Proc. 71-21, 1971-2 CB 549
(see §601.601 (d)(2) of this chapter). Corp A
properly deducts the cost of developing the
computer program and update when the
costs are incurred. Year 2 includes October 2,
1998. Assume under the rules of this section,
provision of the update would properly be ac-
counted for as the transfer of a copyrighted
article. If Corp A made an election under
paragraph (i)(2)(ii) of this section, Corp A
would be required to change its method of
accounting for deferring income under its
contract as a result of the election. However,
the section 481(a) adjustment would be zero
because the portion of the payment relating
to the update would be includible in gross in-
come in year 2, the taxable year the update
is provided, under both Rev. Proc. 71-21 and
§1.451-5. Corp A would not be required to
change its method of accounting for the cost
of developing the computer program and the
update under the contract as a result of the
election. Therefore, under paragraph (i)(2)(ii)
of this section, Corp A may elect to apply
the provisions of this section to the update
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in year 2, because the section 481(a) adjust-
ment resulting from the change in method of
accounting for deferring advance payments
under the contract is zero, and because Corp
A is not required to change from its method
of accounting for the cost of developing the
computer program and updates under the
contract as a result of the election.

Example 3. Assume the same facts as in Ex-
ample 1 except that Corp A is entitled to re-
ceive payments for the computer program
and each of the updates 30 days after deliv-
ery. Corp A properly includes the amounts
due under the contract in gross income in
the taxable year the computer program or
updates are provided. Assume that Corp A
properly uses the nonaccrual-experience
method described in section 448(d)(56) and
§1.448-2T to account for income on its con-
tracts. If Corp A made an election under
paragraph (i)(2)(ii) of this section, Corp A
would be required to change from the non-
accrual-experience method for income as a
result of the election, because the method is
only available with respect to amounts to be
received for the performance of services.
Therefore, Corp A may not elect to apply the
provisions of this section to the updates pro-
vided in years 3, 4, and 5, under paragraph
(i)(2)(ii) of this section, because Corp A
would be required to change from the non-
accrual-experience method of accounting for
income on the contract as a result of the
election.

(j) Change in method of accounting re-
quired by this section—(1) Consent. A
taxpayer is granted consent to change
its method of accounting for contracts
involving computer programs, to con-
form with the classification prescribed
in this section. The consent is granted
for contracts entered into on or after
December 1, 1998, or in the case of a
taxpayer making an election under
paragraph (i)(2)(i) of this section, the
consent is granted for contracts en-
tered into in taxable years ending on or
after October 2, 1998. In addition, a tax-
payer that makes an election under
paragraph (i)(2)(ii) of this section is
granted consent to change its method
of accounting for any contract with
transactions subject to the election, if
the taxpayer is required to change its
method of accounting as a result of the
election.

(2) Year of change. The year of change
is the taxable year that includes De-
cember 1, 1998, or in the case of a tax-
payer making an election under para-
graph (i)(2)(i) or (i)(2)(ii) of this sec-
tion, the taxable year that includes Oc-
tober 2, 1998.
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(k) Time and manner of making change
in method of accounting—(1) General. A
taxpayer changing its method of ac-
counting in accordance with this sec-
tion must file a Form 3115, Application
for Change in Method of Accounting, in
duplicate. The taxpayer must type or
print the following statement at the
top of page 1 of the Form 3115: “FILED
UNDER TREASURY REGULATION
§1.861-18.” The original Form 3115 must
be attached to the taxpayers original
return for the year of change. A copy of
the Form 3115 must be filed with the
National Office no later than when the
original Form 3115 is filed for the year
of change.

(2) Copy of Form 3115. The copy re-
quired by this paragraph (k)(1) to be
sent to the national office should be
sent to the Commissioner of Internal
Revenue, Attention: CC:DOM:IT&A,
P.O. Box 7604, Benjamin Franklin Sta-
tion, Washington DC 20044 (or in the
case of a designated private delivery
service: Commissioner of Internal Rev-
enue, Attention: CC:DOM:IT&A, 1111
Constitution Avenue, NW., Wash-
ington, DC 20224).

(3) Effect of consent and Internal Rev-
enue Service review. A change in method
of accounting granted under this sec-
tion is subject to review by the district
director and the national office and
may be modified or revoked in accord-
ance with the provisions of Rev. Proc.
97-37 (1997-33 IRB 18) (or its successors)
(see §601.601(d)(2) of this chapter).

[T.D. 8785, 63 FR 52977, Oct. 2, 1998; 63 FR
64868, Nov. 24, 1998]

§1.862-1 Income specifically from
sources without the United States.

(a) Gross income. (1) The following
items of gross income shall be treated
as income from sources without the
United States:

(i) Interest other than that specified
in section 861(a)(1) and §1.861-2 as being
derived from sources within the United
States;

(ii) Dividends other than those de-
rived from sources within the United
States as provided in section 861(a)(2)
and §1.861-3;

(iii) Compensation for labor or per-
sonal services performed without the
United States;
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