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Cl assification of Certain Transactions Invol ving Conputer
Pr ogr ans

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regul ations.

SUMVARY: This docunent contains regulations relating to the tax
treatnment of certain transactions involving the transfer of
conput er prograns. The regul ations provide rules for classifying
such transactions as sales or |licenses of copyright rights, sales
or | eases of copyrighted articles, or the provision of services,
or of know how, under certain provisions of the Internal Revenue
Code and tax treaties. These regulations are necessary to give

t axpayers gui dance on the taxation of conputer program
transactions. These regul ations affect taxpayers engaging in
certain transactions involving conputer prograns.

DATES: Effective date. These regulations are effective Cctober

2, 1998.

Applicability date. These regulations apply to transactions
occurring pursuant to contracts entered into on or after Decenber
1, 1998. Taxpayers may elect to apply this section to
transactions occurring pursuant to contracts entered into in
taxabl e years ending on or after Cctober 2, 1998. Taxpayers nay

also elect to apply this section to transactions occurring in
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taxabl e years ending on or after Cctober 2, 1998, pursuant to
contracts entered into before Cctober 2, 1998, provided the
t axpayer woul d not be required under this section to change its
met hod of accounting, or the taxpayer would be required to change
Its method of accounting but the resulting section 481 adjustnent
woul d be zero.
FOR FURTHER | NFORMATI ON CONTACT:  Anne Shel burne, (202) 874-1305
(not a toll-free nunber).
SUPPLEMENTARY | NFORMATI ON:
Paper wor k Reducti on Act

The collection of information in this final rule has been
revi ewed and, pending receipt and eval uation of public comments,
approved by the Ofice of Managenent and Budget (OVB) under the
Paperwor k Reduction Act (44 U.S.C. 3507) and assigned control
nunber 1545-1594. An agency may not conduct or sponsor, and a
person is not required to respond to, a collection of information
unl ess the collection of information displays a valid control
nunber assigned by QOVB.

The collection of information in this regulation is in
81.861-18(k) of the regulations. This information is required to
permit taxpayers to obtain an automatic change in method of
accounting. This information will be used to enable the IRS to
determine if taxpayers were entitled to an automatic change in
method of accounting. The likely respondents are organizations.

Comments concerning the collection of information should be

directed to OMB, Attention: Desk Officer for the Department of
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the Treasury, Ofice of Information and Regul atory Affairs,
Washi ngt on, DC 20503, with copies to the Internal Revenue
Service, Attn: IRS Reports Cl earance Oficer, OP:.FS FP
Washi ngton, DC 20224. Any such comments shoul d be subm tted not
| ater than Decenber 1, 1998. Comments are specifically requested
concer ni ng:
Whet her the collection of information is necessary for the proper
performance of the functions of the IRS, including whether the
information will have practical utility;
The accuracy of the estimted burden associated with the
collection of information (see bel ow);
How t o enhance the quality, utility, and clarity of the
I nformati on col |l ected;
How to m nim ze the burden of conplying with the collection of
i nformation, including the application of automated coll ection
techni ques or other fornms of information technol ogy; and
Estimates of capital or start-up costs and costs of operation,
mai nt enance, and purchase of services to provide information.
The burden per respondent is reflected in the burden of Form
3115.

Books or records relating to this collection of information
must be retained as long as their contents nmay becone material in
the adm nistration of any internal revenue law. Cenerally, tax
returns and tax return information are confidential, as required
by 26 U.S.C. 6103.

Backgr ound
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Thi s docunent contains final regulations to be added to the
I ncone Tax Regul ations (26 CFR part 1) under section 861 of the
I nternal Revenue Code (Code). These regulations clarify the
treatment under certain provisions of the Code and tax treaties
of income fromtransactions involving conputer prograns.

On Novenber 13, 1996, proposed regul ations [ REG 251520- 96]
were published in the Federal Register (61 FR 58152). The IRS
received witten coomments on the proposed regul ations and held a
public hearing on March 19, 1997. Having considered the coments
and the statenents nade at the hearing, the IRS and Treasury
Depart ment adopt the proposed regulations as nodified by this
Treasury decision. The coments and revisions are di scussed
bel ow.

|.  The Proposed Regul ations

The proposed regulations clarify certain rules for
classifying transactions involving conputer prograns. The
regul ati ons generally require that a transaction involving a
conput er program be treated as being within one of four possible
categories: (1) transfer of copyright rights, (2) transfer of a
copyrighted article, (3) provision of services relating to
devel opment or nodification of a conputer program or (4)
provi sion of know how relating to conmputer progranm ng
t echni ques.

The regul ati ons di stinguish between transfers of copyright
rights and transfers of copyrighted articles based on the type of

rights transferred to the transferee. They recognize that
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conput er prograns are subject to copyright protection under both
U.S. and foreign copyright law. See the Copyright Act of 1976,
as anended (17 U . S.C. 101 et. seq.); see also, EC Directive on
Legal Protection of Conputer Prograns, Council Directive 91-250,
1991 J. O (L 122), and the Berne Convention for the Capital
Protection of Literary and Artistic Works, 25 U S. T. 1341 (Paris
Text, July 24, 1971). Copyright law grants certain exclusive
rights to a copyright owner. The regulations classify a
transaction as the transfer of a copyright right if the
transferee acquires one or nore of the copyright rights
identified in 81.861-18(c)(2) of the proposed regulations. If
the transferee acquires a copy of a computer program but does not
acquire any of the rights identified in 81.861-18(c)(2), the
regulations classify the transaction as the transfer of a
copyrighted article.

The proposed regulations further classify transfers of
copyright rights as either a sale or a license of copyright
rights. The proposed regulations require that this
classification be made by examining whether, taking into account
all facts and circumstances, all substantial rights in the
copyright have passed to the transferee. The proposed
regulations also require that transfers of copyrighted articles
be further classified as either a sale or a lease of a
copyrighted article. This classification is made by examining
whether the benefits and burdens of ownership of the copyrighted

article have passed to the transferee.
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The specific rules of the proposed regul ati ons are based on
certain key principles: that the special features of conputer
prograns shoul d be recogni zed and that functionally equival ent
transactions should be treated simlarly. The regulations are
al so based on the principle that copyright | aw should be a factor
in classifying transactions for tax purposes, but should not be
determ nati ve.

Finally, the proposed regul ations contain 18 exanpl es
il lustrating the rules.

1. Coments and Final Reqgul ations.

1. Scope and Application of the Regul ati ons.

a. Ceneral Scope.

The proposed regul ations classify transactions in conputer
prograns for certain international provisions of the Code. A
nunber of comments addressed two types of issues involving the
scope of the regulations: the treatnent of conputer prograns
under other tax provisions of the Code and the application of the
principles of the proposed regulations to products other than
comput er prograns.

As to the treatnent of conputer prograns under other Code
sections, comments were mxed. Several commentators requested
that Treasury expand the scope of the final regulations to apply
the regulations’ principles for all U S. tax purposes. O her
comment at ors, however, urged caution, stating that issues raised
under ot her Code sections should be resolved only by |egislation

or by revising the regul ati ons under those other sections. Most
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comment ators recomrended applying the regul ations for tax
accounti ng purposes.

Sone commentators requested that Treasury specifically
address the rel evance of the regulations in a specific context.
For exanpl e, some commentators requested that the regul ations
clarify how the principles apply in determ ning the consequences
of conputer programtransactions under tax treaties.

After consideration of these coments, the final regulations
retain the scope of the proposed regul ati ons. However, Treasury
and the IRS are considering whether the principles of these
regul ati ons should apply to other tax provisions of the Code.

These regul ations are intended to apply for purposes of
applying and interpreting U S. tax treaties. United States tax
treaties provide that ternms not defined in the treaty are defined
by reference to donestic law. See e.g., U S. Mdel Incone Tax
Convention of Septenber 20, 1996, Article 3(2).

The second group of coments generally addressed expandi ng
the scope of the regulations to apply to transactions in other
types of digitized information. The proposed regul ations are
limted to classifying transactions in conmputer prograns.

Section 1.861-18(a)(3) of the proposed regul ati ons defines a
conputer programas "...a set of statements or instructions to be
used directly or indirectly in a conputer in order to bring about
a certain result.” The definition includes any data base or
simlar itemonly "...if the data base or simlar itemis

incidental to the operation of the conputer program”™



- 8 -
Comment ators expressed differing views as to how to define
conput er progranms. Several comrentators recommended that the
definition be expanded to include data bases and content provided
as part of the transaction. They note that advances in
technol ogy now permt significant amounts of content, that are
not nmerely incidental, to be included in even inexpensive nass-
mar ket ed prograns. Some commentators reconmended that the
definition be expanded to include data bases or simlar itens
even if not incidental, while sone stated that data base products
containing only a de minims anount of software progranmng to
facilitate access to the data should be excluded fromthe
definition.

Several comrentators requested that Treasury expand the
regul ati ons nore generally, by applying the same or anal ogous
principles in determ ning the tax consequences of transactions
I nvol ving copyright rights and copyrighted articles to
entertai nment products, or to other digitized information.

The suggestions to expand the scope of the regul ations,
ei ther by expanding the definition of conputer prograns or by
applying the regulations to other types of digitized information,
were not adopted. |Instead, the final regulations generally
retain the definition of conputer prograns found in the proposed
regulations. It is intended that a conputer programincludes any
medi a, user manual s or docunentation, or simlar itenms (in
addition to data bases) if incidental to and routinely

transferred along with the conmputer program Treasury and the
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I RS are not aware of specific instances where the failure to
expand the definition of conputer programwould result in
| nappropri ate consequences to taxpayers for the portion of the
transaction not governed by these regulations. Treasury and the
IRS invite comments on this point.

The regul ations al so continue to apply only to cross-border
transactions invol ving conputer prograns because Treasury and the
| RS believe that such transactions raise the nost pressing need
for guidance. Treasury and the I RS may consi der whether to apply
the principles of these regulations to all transactions in
digitized information as part of a separate gui dance project.

b. Relationship with Section 482.

Numer ous commentators requested clarification regarding the
application of the regulations for purposes of section 482,
requesting that transactions in copyright rights be treated as
transactions in intangibles and transactions in copyrighted
articles be treated as transactions in tangi ble property, even if
delivered el ectronically.

Thi s suggestion has not been adopted. Treasury and the IRS
intend to further consider this issue and nmay provi de additi onal
guidance in the future. See generally, 81.482-3(f).

c. Source of Income

Several commentators requested that Treasury provide
explicit guidance in final regulations on how to source income
arising from transactions in computer programs. Generally, under

the current rules, the source of income from sales of property
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depends to varying extents upon both the type of property and,
for inventory property, the place of sale, with the place of sale
generally determ ned by the place where title to the property
passes. See 81.861-7(c). Several commentators requested
clarification of which source rule applies to various
transactions in computer programs. The commentators also pointed
out that the place of sale can be problematic when dealing with
sales of computer programs, in part because typical license
agreements do not refer to a transfer of property, and in part
because an electronic transfer is generally not accompanied by
the usual indicia of the transfer of title. Several commentators
suggested that the place of sale should be deemed to be the
location of the customer, or the place where the customer first
obtains the opportunity to install the program onto its computer.

In response to comments, the final regulations provide
specific source rules. The regulations provide that income from
transactions that are classified as sales or exchanges of
copyrighted articles will be sourced under sections 861(a)(6),
862(a)(6), 863, 865(a), 865(b), 865(c), or 865(e), as
appropriate. Income derived from the sale or exchange of a
copyright right will be sourced under sections 865(a), 865(c),
865(d), 865(e), or 865(h), as appropriate. Income derived from
either the leasing of a computer program or the licensing of
copyright rights in a computer program will be sourced under
section 861(a)(4) or section 862(a)(4), as appropriate. As to

the issue of determining the place of sale under the title



- 11 -
passage rule of 81.861-7(c), the parties in many cases can agree
on where title passes for sales of inventory property generally.
Consistent with the overall policy of the regulations, income
from electronic transfers of computer programs that constitute
inventory property, classified as sales of copyrighted articles,
will be sourced under similar principles.

2. Relevance of Foreign Law

Several commentators requested that Treasury clarify that
classification of a transaction involving computer programs for
U.S. tax purposes does not depend on foreign copyright law. In
addition, one commentator requested that the regulations
explicitly state that the terms used in the regulations, although
taken from copyright law, will be interpreted in a manner
consistent with the purposes of the regulations and Internal
Revenue Code. In certain cases, terms taken from copyright law
are specifically defined in the regulations so as to properly
iImplement the regulations' underlying policy. Unless
specifically defined in the regulations, legal standards taken
from copyright law are intended to be given the same
interpretation as under U.S. copyright law. Factual predicates
for application of those standards, however, may be provided by
referring to foreign copyright law. For example, if it were
necessary to determine whether the transferee had acquired the
right to create a derivative work based on a computer program
protected under French copyright law, the facts of the case, i.e.

the rights that the transferee may exercise, are determined under
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French | aw and the agreenent between the parties. However,
whet her or not the transferee’s rights constitute the right to
create a derivative work for purposes of this regulationis
determ ned by conparing those rights created under French | aw and
the agreenent between the parties to the U S law definition of
the right to create a derivative work.

In addition, commentators requested clarification that the
determ nation of whether a foreign tax inposed on transactions in
conputer prograns is a conpul sory paynent, eligible for a foreign
tax credit, is not affected by these regulations. Treasury
believes clarification is unnecessary. These regul ations do not
in any way modify the requirement of §1.901-2(e)(5) that
substantive and procedural provisions of foreign law (including
applicable tax treaties) determine the taxpayer's liability under
foreign law for tax and thus whether an amount paid is a
compulsory payment. Moreover, the regulations under section 904
recognize that a creditable foreign tax may be imposed on an item
of income that is taxed at a different time or in a different
manner in a foreign country than in the United States. See
§1.904-6(a)(1).

3. Copyright Rights

The proposed regulations, in 81.861-18(c)(2), describe four
copyright rights: (i) the right to make copies for distribution
to the public, (ii) the right to prepare derivative programs,
(iii) the right to make a public performance of the program, and

(iv) the right to publicly display the program. If a transfer of
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a conputer programresults in a transferee acquiring any one or
nore of the four listed rights, the regulations classify the
transaction as a transfer of a copyright right. Al though the
commentators agreed that the right to nake copies for
distribution to the public is properly included, they nade a
nunber of comments regarding the three other copyright rights.

a. Derivative Prograns.

Comment ators stated that final regulations should clarify
the right to prepare derivative prograns. They reconmended t hat
the regul ations nore specifically describe the circunstances
resulting in the transfer of such a copyright right.

Sone commentators recommended that a transfer of the right
to prepare a derivative program should not be treated as the
transfer of a copyright right unless it is coupled with the right
to distribute the derivative programto the public. That change,
t hey say, would nmake the right nore consistent with the right to
reproduce copies, which results in the transfer of a copyright
right only if it is coupled with the right to distribute to the
publi c.

The final regulations do not adopt this recommendati on.

Al t hough the final regulations disregard the de mnims right to
make a derivative work, a substantial right to nake a derivative
work is appropriately treated as the transfer of a copyright
right, regardless of whether it is coupled with the right to
distribute to the public. The regulations generally follow

copyright law in this respect. Although the right to make copies
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constitutes the transfer of a copyright right only if coupled
with the right to distribute to the public, the regul ations treat
the right to make copies differently fromthe other copyright
rights because of the unique characteristics of conputer

prograns, including the ease by which conputer prograns can be
copi ed.

Anot her set of comments requests clarification of the effect
of the transfer of prograns that permt the user to distribute
certain ancillary progranms in conjunction wth works created
usi ng the underlying program or to incorporate certain program
el ements into new prograns created using the underlying program
For exanple, certain prograns, such as software devel opnent
tools, permt the transferee to distribute certain ancillary
prograns or include certain segnents of conputer code in new
prograns created by the transferee using the devel opnment program
Simlarly, transferees of conputer prograns are sonetines granted
access to the program s source code in order to permt the
transferee to correct mnor errors or inconpatibilities in the
progr am

Under the proposed regul ations, the transfer of a software
devel opnment tool or the grant of the right to correct m nor
errors by nodifying the source code m ght constitute the right to
create a derivative conputer program resulting in the transfer
of a copyright right. Commentators argued, however, that in both
cases, the overall character of the transacti on was anal ogous to

the transfer of a copyrighted article. Several commentators
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recommended that where limted portions of a devel opnent tool are
I ncluded in an application program the inclusion should be
considered de mnims, and the resulting application program not
treated as a derivative program of the program devel opnent tool

I n addition, several commentators reconmended that where no
I ndependent val ue attaches to exploitation of the right to
prepare derivative conputer prograns, such right should be
treated as de mnims, and not considered in classifying the
transacti on.

In response to these comments, the final regulations provide
In paragraph (c)(1)(ii) that the de mnims transfer of a
copyright right will not be taken into account in determ ning
whet her a transaction is considered the transfer solely of a
copyrighted article. Exanple 17 clarifies that the right to use
sof tware devel opment tools to create an insubstantial conponent
of a new program constitutes such a de mnims copyright right.
Exanple 18 clarifies that the right to nodify the source code to
correct mnor errors and nmake m nor adaptations to a conputer
program al so constitutes a de mnims copyright right.

However, the final regulations do not provide that where no
I ndependent val ue attaches to the exploitation of the right to
prepare derivative conputer prograns, such right nust be treated
as de mnims. Treasury and the IRS believe that in nost cases
where no i ndependent val ue attaches to the grant of the right to

prepare derivative conputer prograns, the right is de mnims.
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However, this may not be true in all cases and, therefore, this
comment has not been adopted.

b. Public Performance and Displ ay.

Several comrentators urged Treasury to reserve in fina
regul ati ons on two of the copyright rights, the right to nake a
public performance and the right to public display of the
copyrighted work. Several comentators recommended that, if
Treasury elects not to reserve, a transaction involving either
right should result in treatnment as a transfer of a copyright
right only if the transfer is for commercial exploitation rather
than for internal use.

Conmment ators al so requested clarification of these rights in
the entertainnent area. They recommended the regul ations state
that the right to publicly performor display the conputer
program shoul d not be considered the transfer of a copyright
right if the performance or display is limted to the
adverti senment of a copyrighted article, and does not permt the
public display of the entire article.

These suggesti ons have not been adopted. However, Treasury
and the IRS recognize that the definition of these rights in the
context of conputer prograns is still developing, and in the
future it may be necessary to revisit this issue. At the present
time, Treasury and the IRS believe it is appropriate to continue
to follow copyright law as to these rights. In many cases,
however, the transfer of a right for public display or

performance of a conmputer program such as marketing or
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advertising the program to the extent it constitutes the
transfer of a copyright right, would be considered a de mnims
grant of a copyright right under §1.861-18(c)(1)(ii) of the final

regulations, so that the transaction would not result in the

transfer of a copyright right.

c. Definition of to the Public

The proposed regulations list the right to make copies for
distribution to the public as one of the four copyright rights.
Commentators recommended that the regulations clarify the meaning
of "to the public." They recommended the definition exclude
distribution to a related party, with related party defined to
ensure that transfers to a non-controlled joint venture would not
be considered distribution to the public. They also recommended
that distribution to identified distributees not be considered
distribution to the public.

Commentators also recommended the regulations state that
distribution to the public does not mean distribution to
employees. In addition, they urge Treasury to make explicit that
internal distribution includes distribution to many employees,
including employees of affiliates, at multiple locations.

In light of these comments, the final regulations provide in
new paragraph (g)(3) that distribution to the public does not
include distribution to a related person, which is defined for
purposes of the regulation as 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), with "10 percent" substituted for
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"50 percent.” The termalso excludes distribution to certain
identified persons or to those with a legal relationship to the
original transferee. The nunber of enployees or independent
contractors who are pernmitted to use the programin perfornmance
of services for the transferee is not relevant. The exanples
have al so been anended to clarify that the nunber of permtted
users, which includes enployees of the transferee, within the
group of related persons is not taken into account in determning
whet her the transferee has the right to distribute copies of the
programto the public. See e.g., paragraph (h), Exanple 11.
4. Definition of Copyrighted Article.

The comments on this issue fell into two categories. One
group of comments recomended that final regulations clarify the
consequences of transferring a de minims copyright right along
with the transfer of a copyrighted article. The proposed
regulations state in 81.861-18(c)(1)(ii) that if a person
acquires a copy of a computer program but does not acquire any of
the four copyright rights, the transfer is classified as a
transfer of a copyrighted article. Several commentators
requested that the regulations clarify the statement to say that
if the transfer includes only a de minimis copyright right, the
transfer is classified as a transfer of a copyrighted article.

As discussed above, in response, the final regulations provide
that if the transfer includes only a de minimis copyright right,
the transfer is classified as a transfer of a copyrighted

article.
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The second category of comments concerned the definition of
a copyrighted article. Section 1.861-18(c)(3) defines a
copyrighted article as a copy of a conputer program from which
the work can be perceived, reproduced, or otherw se conmuni cat ed,
either directly or with the aid of a machine or device. Severa
comment ators recomended the regul ations be nodified to say that
the copy of the program need not be fixed in a tangi ble medi um
and thus electronically transferred copies also constitute
copyrighted articles.

Treasury and the IRS believe that the regulations clearly
indicate that electronically transferred copies also constitute
the transfer of a copyrighted article. Section 1.861-18(Qg)(2) of
the final regulations continues to provide that the physical or
el ectronic nmediumused to effectuate a transfer of a conputer
program shall not be taken into account. Also, the exanples
contained in the regul ations, including paragraph (h), Exanples
2, 3, and 4, specifically conclude that the electronic transfer
of software can constitute the transfer of copyrighted articles.

One comment ator suggested that the words "carrier medi unt
shoul d be substituted for the words "the magnetic nediumof a
fl oppy disk" because conputer prograns nmay be distributed on a
non- magneti c nmedium such as a CO-ROM This comment has been
adopted in 81.861-18(c)(3) of the final regulations.

5. Further classification of a copyright right as a sale or
license

In classifying a copyright right as a sale or license, the

proposed regulations look to whether, considering all the facts
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and circunstances, all substantial rights in a copyright right
are transferred. Commentators raised a nunber of issues
regarding the all substantial rights test, comenting on the
effect of exclusivity, termof transfer, geographic area, and
time and manner of paynent.

Several comentators stated that exclusivity is the nost
I nportant factor in determ ning whether all substantial rights
have been transferred. They pointed out that two exanpl es,
Exanples 5 and 6, discuss other factors, the termof the transfer
and a transfer in a limted geographic area, in addition to
exclusivity, and requested that the regulations explicitly state
that exclusivity is the nost inportant factor. One conmentator
suggested that the termof the transfer may not be rel evant since
the useful life of the program may be shorter than originally
bel i eved due to technol ogi cal advances.

The final regulations do not incorporate these coments.
The regul ati ons were not intended to change the generally
applicable "all substantial rights" test used in determ ning
whet her a transfer of an intangible, including copyright rights,
Is a sale of the intangible or a |icense of the intangible.

Anot her fact nentioned in the exanples is the manner of
paynment. Several commentators stated that the term over which
paynments are nmade should be irrelevant in characterizing the
transaction, and requested that this be made explicit. Al though
the regul ations are not intended to depart fromwhat is the

generally applicable rule on this issue, this coment has been
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reflected in paragraph (h), Exanple 5 of the final regulations,
thus clarifying that the paynent termis irrelevant on the facts
of this exanple.

Several commentators pointed out that, in determ ning
whet her all substantial rights are transferred, the regul ations
state the principles of section 1222 and section 1235 shal
apply. They seek clarification that section 1222, not section
1235, applies to transfers of copyrights, with section 1235 only
applying to qualifying transfers of patents.

Al t hough section 1235 by its terns only applies to patent
transfers, the proposed regul ations state that "the principles of
sections 1222 and 1235" (enphasis added) shall apply. Treasury
and the IRS believe that the all substantial rights test in the
regul ati ons under section 1235, although a safe harbor under that
section, nevertheless reflects the all substantial rights test
arising fromcase |aw generally, and is, therefore, an
appropriate standard that may be applied. However, in applying
the all substantial rights test to transactions in conputer
prograns under these regulations, relevant case |aw, other than
that specifically addressing section 1235 or section 1222, may
al so be applied, and the final regulations clarify this point.

6. Further Cassification of a Copyrighted Article as a Sale or

Lease.

a. Lease Character for Copyrighted Articles.

The proposed regul ations treat a non-sale transfer of a copy

of a conmputer programas a | ease. Sone commentators urged
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Treasury to reconsider its decision to adopt |ease
characterization for transactions that traditionally have been
characterized as licenses. They submtted that the change
creates confusion, is inconsistent with established commerci al
practice, and inplies that all |ease transactions involve
tangi bl e property. ©One comentator asked the IRS to clarify that
the regulation is not intended to produce any differences in
I ncome tax consequences by treating a transfer of a programas a
| ease instead of a |icense.

These comments have not been adopted. Treasury and the IRS
continue to believe that |ease characterization is correct for
non-sal e transfers of copies of conputer prograns. Any incone
tax consequences from such characterizati on under these
regul ations will result fromapplication of generally applicable
tax law to the | easing transaction.

b. Benefits and Burdens Test.

In determ ning whether the transfer of a copyrighted article
results in a sale, or instead as a | ease generating rental
I nconme, the proposed regul ations | ook to whether, based on the
facts and circunstances, the benefits and burdens of ownership
are transferred. One comentator stated that this test is not
hel pful here, and proposed an econom c substance test instead,
focusing on the right to use a conputer programas the
econom cally valuable right. Under that standard, a copyrighted
article would be considered sold if transferred with the right to

use it indefinitely.
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O her comment ators, however, believed that the existing
authorities applying the benefits and burdens test provide the
correct analytical approach for distinguishing a sale froma
| ease of a copyrighted article.

The final regul ations preserve the benefits and burdens
test, and are not intended to change the generally applicable
benefits and burdens test.

7. Related Parties.

The exanples to the proposed regul ations state that they
assune the parties are unrelated. Several commentators requested
that final regulations clarify the treatnent of related parties
under the regulations. They state that the regul ati ons shoul d
apply to related and unrelated parties in the sane way, and that
Treasury shoul d specify any particul ar concerns.

In response to these coments, the exanples to the final
regul ati ons do not contain an assunption that the parties are
unrel ated. The regulations are intended to apply to related and
unrel ated parties in the same manner. The relationship between
the parties does not affect the character of the transaction,
with the exception of special rules regarding definition of the
term"distribution to the public." O course, if the parties are
rel ated for purposes of section 482, that section may apply to
determ ne the proper anmount of consideration for the transfer.

8. Services and Know how.

Sone comment ators suggested that final regulations clarify

the rel evancy of the distinction between the provision of
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services and the provision of knowhow This suggestion has not
been incorporated in the final regulations. The purpose of the
regul ations is only to characterize transactions invol ving
conputer progranms. Once the character of the transaction is
determ ned under the regulations, the taxation of the incone
arising fromthe transaction is determ ned under other Code
sections. Thus, the relevance of the distinction between
services and know how nust be determ ned under other Code
sections. Conpare sections 861(a)(3) and 862(a)(3), looking to
pl ace of performance in sourcing income fromservices, with
sections 861(a)(4) and 862(a)(4), sourcing incone derived from
the transfer of certain know how based on where the know how is
used. The distinction between services and know how rmay al so be
rel evant under inconme tax treaties. Conpare Convention Between
the United States of Anerica and Japan for the Avoi dance of
Doubl e Taxation and the Prevention of Fiscal Evasion w th Respect
to Taxes on Inconme, Article 8 (Business Profits) and Article 14
(Royal ties).

Some conment ators suggested the final regulations elimnate
the requirenent in paragraph (e) of the proposed regul ations,
requiring that know how not be copyrightable as a prerequisite to
bei ng treated as know how for purposes of this section. This
comment has been adopted to elimnate any inference that only
orally transmitted information could be classified as know how.
The final regul ations, however, add two other requirenents.

Know how i s of the type covered by these regulations only if the
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information is information relating to conputer progranm ng
techni ques, is furnished under conditions preventing unauthorized
di scl osure, specifically contracted for between the parties, and
I's considered property subject to trade secret protection. Know
how i s considered a property interest under applicable | aw, and
only if the knowhow is specifically contracted for between the
parties. These additional requirenents should help clarify the
definition of know how described in these regulations.

9. Mxed Transactions.

The proposed regul ations state that if a transaction in a
conput er program consi sts of transactions in nore than one
category listed in 81.861-18(b)(1), the transactions, unless de
minimis, will be treated as separate transactions, with the rules
applied separately to each. Several commentators requested
further guidance on how to treat transactions that include
payments for updates, support, consulting, education, and
training. They pointed out that in many cases, the extent to
which such transactions or services will be required by the
transferee are unknown at the time of the initial contract. They
asked that regulations clarify the factors that will sustain an
allocation where these various options are made available, or
that Treasury consider bundling rules.

These comments have not been adopted. These regulations are
limited to characterizing transactions relating to computer
programs, and are not intended to provide rules for allocating

income arising from mixed transactions. Mixed transactions occur
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I n many circunstances outside of transactions involving conputer
prograns. \Wether incone arising froma mxed transaction
I nvol vi ng conputer prograns or otherw se, nust be allocated to
Its separate conmponents under generally applicable principles of
taxation, and the nmethod by which such incone is allocated to the
transaction’s components, must be determined under other Code
sections.

10. Shrink Wrap License

Several commentators stated that the reference to the term

shrink wrap license in the proposed regulations should be

deleted, because the reference can be misinterpreted as ascribing
some legal significance to the term. They suggested a more
general reference to a user agreement or a user license. In
response to these comments, the final regulations now indicate in

Example 1 that the term shrink-wrap license Is merely

illustrative. The regulations' analysis is based on the terms of
the agreement between the parties, and on the nature and extent
of the rights transferred, not the means of packaging or
distributing the computer program. In particular, the use of the

term shrink-wrap license in the proposed regulations was not

intended to create an inference that the regulations apply only
to mass-marketed software.

11. Pre-Effective Date Transactions

The proposed regulations draw no inference for transactions
prior to the regulations' effective date. One commentator

recommended that the regulations permit taxpayers to elect
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retroactive application of the regulations. Another commentator
requested a statenment that a taxpayer’'s prior treatnent of a
transaction woul d be respected as long as it is reasonably
supportabl e. Another comentator recommended the I RS renedy
doubl e tax problens for transactions prior to the effective date.

The final regulations apply to transacti ons occurring
pursuant to contracts entered into on or after the effective date
of the regulations. A special transition rule permts taxpayers
to elect to apply the regulations to transactions occurring
pursuant to contracts entered into in taxable years ending on or
after the date of publication of this docunent in the Federa
Regi ster. Taxpayers may also elect to apply this section to
transactions occurring in taxable years ending on or after the
date of publication of this docunent in the Federal Register, for
contracts entered into before the date of publication of this
docunent in the Federal Register, provided the taxpayer woul d not
be required under this section to change its nethod of
accounting, or the taxpayer would be required to change its
met hod of accounting but the resulting section 481 adj ust nent
woul d be zero.

Wth regard to doubl e taxation, taxpayers who believe they
are subject to double taxation may pursue conpetent authority
relief.

12. Accounting Method Changes.

Comment ators suggested that the IRS i ssue, sinmultaneously

with the issuance of the final regulations, a revenue procedure
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permtting an automati c change of accounting to all ow taxpayers
to apply the principles of these regul ations for purposes of
accounting for prepaid i nconme under software nmaintenance
agreenents. Different rules apply dependi ng on whether the
I ncome fromsuch agreenents is considered to be derived fromthe
sale of goods or the performance of services. Compare, 81.451-5
(sale of goods) and Rev. Proc. 71-21 (1971-2 CB 549) (performance
of services).

In response to comments, the final regulations grant
taxpayers consent to change their method of accounting if
necessary to conform the classification of transactions with
these regulations, where the taxpayer elects one of the transtion
rules in paragraph (i)(2) of the regulations. To obtain
automatic consent to change a method of accounting, the
regulations direct taxpayers to file Form 3115 with their returns
and send a copy to the national office.

13. Reverse Engineering and Decompilation

One commentator stated that the right to reverse engineer
(or decompile) a computer program (i.e., the right to reconstruct
the source code from the object code) should be irrelevant in
classifying transactions in computer programs, and that
references to that right should be eliminated from the examples.
This comment has not been adopted. The decompilation of a
computer program can result in the creation of a derivative work.
Under the regulations, the right to create a derivative work is a

copyright right. Therefore, whether the transferee is prohibited
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fromreverse engi neering a conputer programcould be relevant in
determining if a copyrighted article has been transferred.

14. Effect of Practices Used to Control Piracy.

One comment at or suggested that certain practices used to
control software piracy, such as a requirenent that the
transferee annually contact the transferor and pay an annual fee,
be disregarded in determ ning whether a transaction results in a
sal e or | ease of a conputer program

This comment has not been adopted. Such a transaction nust
be anal yzed under the benefits and burdens test, taking into
account all the facts and circunstances. Under that test, the
requi renent that the transferee contact the transferor and pay an
annual fee mght not result in | ease characterization, if other
significant benefits and burdens of ownership pass to the
transferee.

15. Definition of Conputer.

One commentator urged Treasury to adopt a flexible
definition of the termconputer. However, the final regulations
do not define conputer. The definition of software used in the
regul ations is based on the definition in the Copyright Act. The
Copyri ght Act does not define the term conputer.

16. Comments (not otherw se addressed above) Regarding Specific

Exanpl es.

a. Paragraph (h), Exanples 6 and 7.

Comment ators requested that, given the ease of reproduction,

the distinction between paragraph (h), Exanples 6 and 7 should be
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renoved. This comment has not been adopted. Although conputer
prograns can be easily reproduced, a fact which the regul ations
recogni ze, there is still an inportant commercial and |egal
di stinction between persons who are granted the right to nake
copies of a programfor distribution and persons who do not have
that right.
b. Exanple 6.

In response to conmments, the final regul ations nmake cl ear
that the party exercising reproduction rights can exercise that
right indirectly by contracting out the reproduction function.

c. Exanple 8.

In response to a conment, Exanple 8 has been clarified to
indicate that the right to make back-up copies of the program or
the fact that a back-up copy of the programis transferred on a
disk, is irrelevant to classification.

d. Exanple 9.

In response to a comment, paragraph (h), Exanple 9 is
clarified to indicate that the mechanics of copying a conputer
programare irrel evant.

e. Exanple 10.

Some conment ators suggested that in the case of so-called
enterprise licenses, the fact the transferee can use the program
at nmultiple |ocations should not affect the character of the
transaction as the sale of copyrighted articles. This conment
has been adopted, and paragraph (h), Exanple 10(ii)(C) of the

final regul ations has been anended accordi ngly.



f. Exanples 12 and 13.

Some conment at ors suggest ed addi ng exanples to illustrate
so-cal | ed software mai ntenance or subscription agreenents.

Par agraph (h), Exanples 12 and 13 of the proposed regul ati ons,

however, were intended to illustrate such agreenents, and, in
response to coments, these exanples have been nodified in the
final regulations. Cenerally, the provision of an updated
program pursuant to a mmi ntenance agreenent is intended to be
treated as the transfer of a copyrighted article. However, this
may not al ways be the case, and mai ntenance agreenents nust be
anal yzed in the sane way as ot her transactions under the
regul ati ons.

g. Exanple 15.

A conmment at or suggested that the exanple s use of a
derivative conputer program adds conplexity, and recommends the
exanple be redrafted to purely illustrate services. This comment
has been adopted and the exanpl e has been revised accordingly.

h. Additional Exanples.

Comment at ors suggested addi ti onal exanples. The final
regul ati ons add additi onal exanples where clarification was
bel i eved necessary.

Speci al Anal yses

It has been determined that this Treasury decision is not a

significant regulatory action as defined in EO 12866. Therefore,

a regul atory assessnent is not required.
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It is hereby certified that the collection of information
contained in these regulations will not have a significant
econom c i npact on a substantial nunber of small entities. This
certification is based on the fact that the rules of this section
| npact taxpayers who engage in international transactions in
conputer prograns, and therefore the rules will inpact very few
smal | entities. Mreover, in those few instances where the rules
of this section inpact small entities, the econom c inpact of the
collection of information on such small entities is not likely to
be significant because it nerely requires a copy of the Form 3115
to be filed with the National Ofice. Accordingly, a regulatory
flexibility analysis is not required under the Regul atory
Flexibility Act (5 U. S.C. chapter 6).

Pursuant to section 7805(f) of the Internal Revenue Code,
the notice of proposed rul emaki ng precedi ng these regul ati ons was
submtted to the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on its inpact on small business.
Drafting Information

The principal author of these regulations is Anne Shel burne,
of the Ofice of Associate Chief Counsel (International), I|IRS
However, other personnel fromthe IRS and Treasury Depart nent
participated in their devel opnent.

Li st of Subjects
26 CFR Part 1
I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 602
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Reporting and recordkeepi ng requirenents.
Adoption of Anendnents to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues to
read in part as follows:

Authority: 26 U S.C. 7805 * * *

Par. 2. Section 1.861-18 is added to read as foll ows:

81.861-18 Classification of transactions involving computer

programs .

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

(2) Categories of transactions . This section generally

requires that such transactions be treated as being solely within
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 section provides rules for determining whether the
transaction should be classified as either a sale or exchange, or
a license generating royalty income. In the case of a transfer

of a copyrighted article, this section provides rules for
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determ ni ng whether the transaction should be classified as
either a sale or exchange, or a | ease generating rental incone.

(3) Conputer program For purposes of this section, a

conputer programis a set of statenents or instructions to be
used directly or indirectly in a conputer in order to bring about
a certain result. For purposes of this paragraph (a)(3), a
conput er programincludes any nedia, user manuals, docunentation,
data base or simlar itemif the nedia, user manual s,
docunentation, data base or simlar itemis incidental to the

operation of the conputer program

(b) Categories of transactions--(1) GCeneral. Except as
provided in paragraph (b)(2) of this section, a transaction
i nvolving the transfer of a conputer program or the provision of
services or of knowhow with respect to a conputer program
(collectively, a transfer of a conmputer program is treated as
bei ng solely one of the follow ng--

(1) Atransfer of a copyright right in the conputer
progr am

(i) A transfer of a copy of the conputer program (a
copyrighted article);

(ii1) The provision of services for the devel opnent or
nodi fication of the conmputer prograny or

(iv) The provision of knowhow relating to conputer
progranm ng techni ques.

(2) Transactions consisting of nore than one category. Any

transaction invol ving conputer prograns which consists of nore
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than one of the transactions described in paragraph (b)(1) of
this section shall be treated as separate transactions, with the
appropriate provisions of this section being applied to each such
transaction. However, any transaction that is de mnims, taking
Into account the overall transaction and the surrounding facts
and circunstances, shall not be treated as a separate
transaction, but as part of another transaction.

(c) Transfers involving copyright rights and copyri ghted

articles--(1) dassification--(i) Transfers treated as

transfers of copyright rights. A transfer of a conputer program

Is classified as a transfer of a copyright right if, as a result
of the transaction, a person acquires any one or nore of the
rights described in paragraphs (c)(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 separate
transactions is determ ned pursuant to paragraph (b)(1) and
(b)(2) of this section. For exanple, if a person receives a disk
containing a copy of a conputer program which enables it to
exercise, in relation to that program a non-de mnims right
described in paragraphs (c)(2)(i) through (iv) of this section
(and the transaction does not involve, or involves only a de
mnims 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 copyright right.
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(ii1) Transfers treated solely as transfers of copyrighted

articles. |If a person acquires a copy of a conputer program but
does not acquire any of the rights described in paragraphs
(c)(2)(i) through (iv) of this section (or only acquires a de
mnims grant of such rights), and the transacti on does not

I nvol ve, or involves only a de mnims, 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 conputer programis classified solely as a transfer
of a copyrighted article.

(2) Copyright rights. The copyright rights referred to in

par agraph (c)(1) of this section are as foll ows--

(i) The right to nmake copies of the conputer programfor
pur poses of distribution to the public by sale or other transfer
of ownership, or by rental, |ease or |ending;

(ii) The right to prepare derivative conputer prograns based
upon the copyrighted conputer program

(iii) The right to make a public performance of the conputer
program or

(iv) The right to publicly display the conputer program

(3) Copyrighted article. A copyrighted article includes a

copy of a conputer program from which the work can be perceived,
reproduced, or otherw se comuni cated, either directly or with
the aid of a machine or device. The copy of the program may be
fixed in the magnetic nediumof a floppy disk, or in the main

menory or hard drive of a computer, or in any other nmedi um
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(d) Provision of services. The determ nation of whether a

transaction involving a newly devel oped or nodified conputer
programis 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 circunstances of the transaction,

i ncluding, as appropriate, the intent of the parties (as

evi denced by their agreenent and conduct) as to which party is to
own the copyright rights in the conputer program and how t he
risks of loss are allocated between the parties.

(e) Provision of know how. The provision of information

With respect to a conputer programw || be treated as the
provi sion of know how for purposes of this section only if the
I nformation is--
(1) Information relating to conputer progranm ng
t echni ques;
(2) Furnished under conditions preventing unauthorized
di scl osure, specifically contracted for between the parties; and

(3) Considered property subject to trade secret protection.

(f) Further classification of transfers involving copyright

rights and copyrighted articles--(1) Transfers of copyright

rights. The determ nation of whether a transfer of a copyright
right is a sale or exchange of property is made on the basis of
whet her, taking into account all facts and circunstances, 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
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classified as a license generating royalty incone. For this
pur pose, the principles of sections 1222 and 1235 nmay be appli ed.
I ncome derived fromthe sale or exchange of a copyright right
wi |l be sourced under section 865(a), (c), (d), (e), or (h), as
appropriate. |Incone derived fromthe |licensing of a copyright
right will be sourced under section 861(a)(4) or 862(a)(4), as
appropri ate.

(2) Transfers of copyrighted articles. The determ nation

of whether a transfer of a copyrighted article is a sale or
exchange is nmade on the basis of whether, taking into account al
facts and circunstances, the benefits and burdens of ownership
have been transferred. A transaction that does not constitute a
sal e or exchange because insufficient benefits and burdens of
ownership of the copyrighted article have been transferred, such
that a person other than the transferee is properly treated as
the owner of the copyrighted article, will be classified as a

| ease generating rental incone. Incone fromtransactions that
are classified as sal es or exchanges of copyrighted articles wll
be sourced under sections 861(a)(6), 862(a)(6), 863, 865(a), (b),
(c), or (e), as appropriate. Incone derived fromthe |easing of
a copyrighted article will be sourced under section 861(a)(4) or
section 862(a)(4), as appropriate.

(3) Special circunstances of conputer programs. In

connection with determ nations under this paragraph (f),
consi deration nust be given as appropriate to the speci al

characteristics of conputer prograns in transactions that take
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advant age of these characteristics (such as the ability to nmake
perfect copies at mninmal cost). For exanple, a transaction in
whi ch a person acquires a copy of a conputer program on disk
subject to a requirenment that the disk be destroyed after a
specified period is generally the equivalent of a transaction
subject to a requirenent that the disk be returned after such
period. Simlarly, a transaction in which the program
deactivates itself after a specified period is generally the
equi val ent of returning the copy.

(g) Rules of operation--(1) Termapplied to transaction by

parties. Neither the formadopted by the parties to a
transaction, nor the classification of the transaction under
copyright law, shall be determ native. Therefore, for exanple,
if there is a transfer of a conputer programon a single disk for
a one-tine paynent with restrictions on transfer and reverse
engi neering, which the parties characterize as a |license
(including, but not limted to, agreenents commonly referred to
as shrink-wrap licenses), application of the rules of paragraphs
(c) and (f) of this section may nevertheless result in the
transaction 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 nediumused to effectuate a

transfer of a conputer program
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(3) To the public--(i) 1n general. For purposes of

paragraph (c)(2)(i) of this section, a transferee of a conputer
program shall not be considered to have the right to distribute
copies of the programto the public if it is permtted to
distribute copies of the software to only either a rel ated
person, or to identified persons who may be identified by either
nane or by legal relationship to the original transferee. For
pur poses 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)(21)(B). In
appl yi ng section 267(b), 267(f), 707(b)(1)(B), or 1563(a), "10
percent” shall be substituted for "50 percent."

(i1) Use by individuals. The nunber of enployees of a

transferee of a conputer programwho are permtted to use the
programin connection wth their enploynent is not relevant for
pur poses of this paragraph (g)(3). |In addition, the nunber of

i ndividuals with a contractual agreenent to provide services to
the transferee of a conputer programwho are permtted to use the
programin connection with the performance of those services is
not relevant for purposes of this paragraph (g)(3).

(h) Exanples. The provisions of this section may be
Illustrated by the foll ow ng exanples:

Exanple 1. (i) Facts. Corp A a U S. corporation, owns
the copyright in a conputer program Program X. |t copies
Program X onto di sks. The disks are placed in boxes covered with
a wrapper on which is printed what is generally referred to as a
shrink-wap license. The license is stated to be perpetual.

Under the license no reverse engi neering, deconpilation, or

di sassenbly of the conputer programis permtted. The transferee
receives, first, the right to use the programon two of its own
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conputers (for exanple, a |laptop and a desktop) provided that
only one copy is in use at any one tine, and, second, the right
to make one copy of the program on each machi ne as an essenti al
step in the utilization of the program The transferee is
permtted by the shrink-wap license to sell the copy so |ong as
It destroys any other copies it has made and inposes the sane
terns and conditions of the |license on the purchaser of its copy.
These di sks are nmade avail able for sale to the general public in
Country Z. In return for val uable consideration, P, a Country Z
resident, receives one such disk

(ii) Analysis. (A Under paragraph (g)(1) of this
section, the |abel license is not determ native. None of the
copyright rights described 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 sectlon P has acquired solely a copyrighted
article.

(B) Taking into account all of the facts and circunstances,
Pis properly treated as the owner of a copyrighted article.
Theref ore, under paragraph (f)(2) of this section, there has been
a sale of a copyrighted article rather than the grant of a |ease.

Exanple 2. (i) Facts. The facts are the sane as those in
Exanple 1, except that instead of selling disks, Corp A the U.S.
corporation, decides to make Program X avail able, for a fee, on a
Wrld Wde Wb hone page on the Internet. P, the Country Z
resident, in return for paynent made to Corp A, downl oads Program
X (via noden) onto the hard drive of his conputer. As part of
the el ectronic conmunication, P signifies his assent to a |license
agreenent with terns identical to those in Exanple 1, except that
in this case P may nmake a back-up copy of the programon to a
di sk.

(ii) Analysis. (A) None of the copyright rights described
I n paragraph (c)(2) of this section have passed to P. Although P
did not buy a physical copy of the disk wwth the programon it,
paragraph (g)(2) of this section provides that the neans of
transferring the programis irrelevant. Therefore, P has
acquired a copyrighted article.

(B) As in Exanple 1, 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 rather
than the grant of a |ease.

Exanple 3. (i) Facts. The facts are the sane as those in
Exanple 1, except that Corp Aonly allows P, the Country Z
resident, to use Program X for one week. At the end of that
week, P nmust return the disk with Program X on it to Corp A, P
nmust al so destroy any copies made of Program X. |If P wshes to
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use Program X for a further period he nust enter into a new
agreenent to use the program 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)(21)(ii) of this
section, he has, therefore, received a copyrighted article.

(B) Taking into account all of the facts and circunstances,
Pis not properly treated as the owner of a copyrighted article.
Therefore, under paragraph (f)(2) of this section, there has been
a |l ease of a copyrighted article rather than a sale. Taking into
account the special characteristics of conputer prograns as
provided in paragraph (f)(3) of this section, the result would be
the sane if P were required to destroy the disk at the end of the
one week period instead of returning it since Corp A can nake
addi ti onal copies of the programat mninmal cost.

Exanple 4. (i) Facts. The facts are the sane as those in
Exanple 2, where P, the Country Z resident, receives Program X
from Corp A's honme 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 | onger be
accessed. Thereafter, if P wishes to use Program X, it nust
return to the hone page and pay Corp Ato send an el ectronic key
to reactivate the programfor another week.

(ii) Analysis. (A As in Exanple 3, under paragraph
(c)(2) of this section, P has not received any copyright rights.
P has received a copy of the program and under paragraph (g)(2)
of this section, the nmeans of transmssion is irrelevant. P has,
t herefore, under paragraph (c)(1)(ii) of this section, received a
copyrighted article.

(B) As in Exanple 3, Pis not properly treated as the owner
of a copyrighted article. Therefore, under paragraph (f)(2) of
this section, there has been a | ease of a copyrighted article
rather than a sale. While P does retain Program X on its
conputer at the end of the one week period, as a legal matter P
no longer has the right to use the program (w thout further
paynent) and, indeed, cannot use the programw thout the
el ectronic key. Functionally, Program X is no |onger on the hard
drive of P’'s computer. Instead, the hard drive contains only a
series of numbers which no longer perform the function of Program
X. Although in Example 3 , P was required to physically return
the disk, taking into account the special characteristics of
computer programs as provided in paragraph (f)(3) of this

section, the result in this Example 4 Is the same as in Example
3.
Example 5 . (i) Facts . Corp A, a U.S. corporation,

transfers a disk containing Program X to Corp B, a Country Z
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corporation, and grants Corp B an exclusive license for the

remai ning termof the copyright to copy and distribute an
unlimted nunber of copies of Program X in the geographic area of
Country Z, prepare derivative works based upon Program X, nake
public performances of Program X, and publicly display Program X
Corp Bwill pay Corp A aroyalty of $y a year for three years,
which is the expected period during which Program X will have
comerci al ly expl oi tabl e val ue.

(ii) Analysis. (A Athough 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 acconpani ed by
a copyright right identified in paragraph (c)(2)(i) of this
section, this transaction is a transfer solely of copyright
rights, not of copyrighted articles. For purposes of paragraph
(b)(2) of this section, the disk containing a copy of Program X
Is a de mnims conponent of the transaction.

(B) Applying the all substantial rights test under
paragraph (f)(1) of this section, Corp Awll be treated as
havi ng sol d copyright rights to Corp B. Corp B has acquired al
of the copyright rights in Program X, has received 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 paynments cease before the copyright termexpires is not
controlling. Under paragraph (g)(1) of this section, the fact
that the agreenent is labelled a license is not controlling (nor
Is the fact that Corp A receives a sumlabelled a royalty). (The
result in this case would be the sane if the copy of Program X to
be used for the purposes of reproduction were transnmtted
electronically to Corp B, as a result of the application of the
rul e of paragraph (g)(2) of this section.)

Exanple 6. (i) Facts. Corp A a U S. corporation,
transfers a disk containing Program X to Corp B, a Country Z
corporation, and grants Corp B the non exclusive right to
reproduce (either directly or by contracting with either Corp A
or another person to do so) and distribute for sale to the public
an unlimted nunber of disks at its factory in Country Z in
return for a paynent related to the nunber of disks copied and
sold. The termof the agreement is two years, which is | ess than
the remaining life of the copyright.

(i) Analysis. (A As in Exanple 5, the transfer of the
di sk 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 al so acquired a copyright right under
paragraph (c)(2)(i) of this section, the right to reproduce and
distribute to the public. For purposes of paragraph (b)(2) of
this section, the disk containing Program X is a de minims
conponent of the transaction.
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(B) Taking into account all of the facts and circunstances,
there has been a |icense of Program X to Corp B, and the paynents
made by Corp B are royalties. Under paragraph (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 wth respect to the copyright of
Program X, including licenses in Country Z (or even to sell that
copyright, subject to Corp B s interest). Corp B has acquired no
right itself to license the copyright rights in Program X
Finally, the termof the license is for less than the remaining
life of the copyright in Program X

Exanple 7. (i) Facts. Corp C, a distributor in Country Z,
enters into an agreenent with Corp A, a U S. corporation, to
purchase as many copies of Program X on disk as it may fromti ne-
to-time request. Corp Cwll then sell these disks to retailers.
The di sks are shipped in boxes covered by shrink-wap |icenses
(identical to the license described in Exanple 1).

(ii) Analysis. (A) Corp C has not acquired any copyright
ri ghts under paragraph (c)(2) of this section wth respect to
Program X. It has acquired individual copies of Program X, which
it my sell to others. The use of the termlicense is not
di spositive under paragraph (g)(1) of this section. Under
paragraph (c)(21)(ii) of this section, Corp C has acquired
copyrighted articles.

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

Exanple 8. (i) Facts. Corp A a U S. corporation,
transfers a disk containing Program X to Corp D, a foreign
corporation engaged in the manufacture and sal e of personal
conputers in Country Z. Corp A grants Corp D the non-excl usive
right to copy Program X onto the hard drive of an unlimted
nunber of conputers, which Corp D manufactures, and to distribute
those copies (on the hard drive) to the public. The termof the
agreenent is two years, which is less than the remaining life of
the copyright in Program X. Corp D pays Corp A an anount based
on the nunber of copies of Program X it | oads on to conputers.

(i1) Analysis. The analysis is the sane as in Exanple 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 conputers that it manufactures and then
sells. For purposes of paragraph (b)(2) of this section, the
di sk containing Program X is a de minims conponent of the
transaction. Taking into account all of the facts and
ci rcunst ances, Corp D has not, however, acquired all substantial
rights in the copyright to Program X (for exanple, the term of
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the agreenent is less than the remaining Iife of the copyright).
Under paragraph (f)(1) of this section, this transaction is,
therefore, a license of Program X to Corp D rather than a sale
and the paynents made by Corp D are royalties. (The result would
be the sane if Corp D included with the conputers it sells an
archival copy of Program X on a floppy disk.)

Exanple 9. (i) Facts. The facts are the sane as in
Exanpl e 8, except that Corp D, the Country Z corporation
recei ves physical disks. The disks are shipped in boxes covered
by shrink-wap licenses (identical to the |icenses described in
Exanple 1). The terns of these licenses do not permit Corp Dto
make additional copies of Program X. Corp D uses each individual
disk only once to load a single copy of Program X onto each
separate conputer. Corp Dtransfers the disk with the conputer
when it is sold.

(ii) Analysis. (A As in Exanple 7 (unlike Exanple 8) no
copyright right identified in paragraph (c)(2) of this section
has been transferred. Corp D acquires the disks w thout 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 circunstances,
Corp Dis 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 copyrighted article.
(The result would be the sane if Corp D used a single physical
disk to copy Program X onto each conputer, and transferred an
unopened box containing Program X with each conputer, if Corp D
were not permtted to copy Program X onto nore conputers than the
nunber of individual copies purchased.)

Exanple 10. (i) Facts. Corp A, a U S. corporation,
transfers a disk containing Program X to Corp E, a Country Z
corporation, and grants Corp E the right to | oad Program X onto
50 individual workstations for use only by Corp E enpl oyees at
one location in return for a one-tinme per-user fee (generally
referred to as a site license or enterprise license). |If
addi ti onal workstations are subsequently introduced, Program X
may be | oaded onto those machi nes for additional one-tinme per-
user fees. The license which grants the rights to operate
Program X on 50 workstations also prohibits Corp E fromselling
the disk (or any of the 50 copies) or reverse engineering the
program The termof the license is stated to be perpetual.

(ii) Analysis. (A The grant of a right to copy,
unacconpani ed by the right to distribute those copies to the
public, is not the transfer of a copyright right under paragraph
(c)(2) of this section. Therefore, under paragraph (c)(21)(ii) of
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this section, this transaction is a transfer of copyrighted
articles (50 copies of Program X).

(B) Taking into account all of the facts and circunstances,
Pis 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 | ease.
Notw t hstanding the restriction on sale, other factors such as,
for exanple, the risk of loss and the right to use the copies in
perpetuity outweigh, in this case, the restrictions placed on the
right of alienation.

(C© The result would be the sane if Corp E were permtted to
copy Program X onto an unlimted nunber of workstations used by
enpl oyees of either Corp E or corporations that had a
relationship to Corp E specified in paragraph (g)(3) of this
section.

Exanple 11. (i) Facts. The facts are the sanme as in
Exanpl e 10, except that Corp E, the Country Z corporation
acquires the right to make Program X avail able to workstation
users who are Corp E enployees by way of a |ocal area network
(LAN). The nunber of users that can use Program X on the LAN at
any one tine is limted to 50. Corp E pays a one-tine fee for
the right to have up to 50 enpl oyees use the program at the sane
tinme.

(i1) Analysis. Under paragraph (g)(2) of this section the
node of utilization is irrelevant. Therefore, as in Exanple 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 transaction is a sale of
copyrighted articles. The result would be the sanme if an
unlimted nunber of Corp E enpl oyees were permtted to use
Program X on the LAN or if Corp E were permitted to copy Program
X onto LANs nmaintained by corporations that had a relationship to
Corp E specified in paragraph (g)(3) of this section.

Exanple 12. (i) Facts. The facts are the sanme as in
Exanple 11, except that Corp E pays a nonthly fee to Corp A the
U S. corporation, calculated wth reference to the permtted
maxi nrum nunber of users (which can be changed) and the conputing
power of Corp E's server. In return for this nonthly fee, Corp E
receives the right to receive upgrades of Program X when they
becone avail able. The agreenment nmay be term nated by either
party at the end of any nonth. Wen the disk containing the
upgrade is received, Corp E nust return the disk containing the
earlier version of Program X to Corp A. If the contract is
term nated, Corp E nust delete (or otherw se destroy) all copies
made of the current version of Program X. The agreenent al so
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requires Corp A to provide technical support to Corp E but the
agreenent does not allocate the nonthly fee between the right to
recei ve upgrades of Program X and the technical support services.
The amobunt of technical support that Corp Awll provide to Corp
E is not foreseeable at the tine the contract is entered into but
IS expected to be de minims. The agreenment specifically

provi des that Corp E has not thereby been granted an option to
pur chase Program X

(ii) Analysis. (A) Corp E has received no copyright
ri ghts under paragraph (c)(2) of this section. Corp A has not
provi ded any services described in paragraph (d) of this section.
Based on all the facts and circunstances of the transaction, Corp
A has provided de mnims 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 circunstances, under
the benefits and burdens test Corp Eis 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 |l ong as
It continues to make paynents. Corp E does not have the right to
pur chase Program X on advant ageous (or, indeed, any) terns once a
certain anmount of noney has been paid to Corp A or a certain
period of tinme has el apsed (which mght indicate a sale). Once
the agreenent is termnated, Corp E wll no | onger possess any
copies of Program X, current or superseded. Therefore under
paragraph (f)(2) of this section there has been a | ease of a
copyrighted article.

Exanple 13. (i) Facts. The facts are the sane as in
Exanpl e 12, except that, while Corp E nust return copies of
Program X as new upgrades are received, if the agreenent
term nates, Corp E may keep the | atest version of Program X
(although Corp Eis still prohibited fromselling or otherw se
transferring any copy of Program X).

(ii) Analysis. For the reasons stated in Exanple 10,
paragraph (ii)(B), the transfer of the programw || be treated as
a sale of a copyrighted article rather than as a | ease.

Exanple 14. (i) Facts. Corp G a Country Z corporation
enters into a contract wwth Corp A, a U S. corporation, for Corp
A to nodify Program X so that it can be used at Corp Gs facility
in Country Z.  Under the contract, Corp Gis to acquire one copy
of the programon a disk and the right to use the program on
5,000 workstations. The contract requires Corp Atorewite
el ements of Program X so that it wll conformto Country Z
accounting standards and states that Corp A retains all copyright
rights in the nodified Program X. The agreenent between Corp A
and Corp Gis otherwise identical as to rights and paynent terns
as the agreenent described in Exanple 10.
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(ii) Analysis. (A As in Exanple 10, no copyright rights
are being transferred under paragraph (c)(2) of this section. In
addition, since no copyright rights are being transferred 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 paragraph (c)(1)(ii) of this section.

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

Exanple 15. (i) Facts. Corp H, a Country Z corporation,
enters into a |license agreenent for a new conputer program
ProgramQis to be witten by Corp A, a US. corporation. Corp A
and Corp H agree that Corp Ais witing ProgramQ for Corp H and
that, when Program Q is conpleted, the copyright in Program Q
will belong to Corp H Corp H gives instructions to Corp A
programers regardi ng program specifications. Corp H agrees to
pay Corp A a fixed nonthly sum during devel opnent of the program
If Corp His dissatisfied with the devel opnent of the program it
may cancel the contract at the end of any nonth. 1In the event of
termnation, Corp Awll retain all paynments, while any
procedures, techniques or copyrightable interests will be the
property of Corp H Al of the paynents are |abelled royalties.
There is no provision in the agreenment for any continuing
rel ati onship between Corp A and Corp H, such as the furnishing of
updates of the program after conpletion of the nodification
wor k.

(ii) Analysis. Taking into account all of the facts and
circunstances, Corp Ais treated as providing services to Corp H
Under paragraph (d) of this section, Corp Ais treated as
providing services to Corp H because Corp H bears all of the
ri sks of | oss associated with the devel opnment of Program Q and is
the owner of all copyright rights in Program Q Under paragraph
(g9)(1) of this section, the fact that the agreenent is |abelled a
l'icense is not controlling (nor is the fact that Corp A receives
a sum | abelled a royalty).

Exanple 16. (i) Facts. Corp A, a U S. corporation, and
Corp I, a Country Z corporation, agree that a devel opnent
engi neer enployed by Corp Awll travel to Country Z to provide
know how rel ating to certain techni ques not generally known to
conmput er programrers, which will enable Corp | to nore
efficiently create conputer prograns. These techni ques represent
t he product of experience gained by Corp A from working on many
conput er programm ng projects, and are furnished to Corp | under
nondi scl osure conditions. Such information is property subject
to trade secret protection.
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(ii) Analysis. This transaction contains the elenents of
know how specified in paragraph (e) of this section. Therefore,
this transaction will be treated as the provision of know how.

Exanple 17 (i) Facts. Corp A, a U 'S. corporation,
transfers a disk containing ProgramyY to Corp E, a Country Z
corporation, in exchange for a single fixed paynent. ProgramyY
IS a conputer program devel opnment program which is used to
create other conputer prograns, consisting of several conponents,
including libraries of reusable software conponents that serve as
general building blocks in new software applications. No el enent
of these libraries is a significant conponent of any overall new
program Because a conputer programcreated wth the use of
ProgramyY will not operate unless the libraries are also present,
the license agreenent between Corp A and Corp E grants Corp E the
right to distribute copies of the libraries with any program
devel oped using ProgramyY. The |icense agreenent is otherw se
Identical to the license agreenent in Exanple 1.

(i1) Analysis. (A) No non-de mnims copyright rights
described in paragraph (c)(2) of this section have passed to Corp
E. For purposes of paragraph (b)(2) of this section, the right
to distribute the libraries in conjunction with the prograns
created using ProgramyY is a de minims conponent of the
transaction. Because Corp E has received a copy of the program
under paragraph (c)(1)(ii) of this section, it has received a
copyrighted article.

(B) Taking into account all the facts and circunstances,
Corp Eis properly treated as the owner of a copyrighted article.
Therefore, under paragraph (f)(2) of this section, there has been
the sale of a copyrighted article rather than the grant of a
| ease.

Exanple 18 (i) Facts. (A) Corp A a U S. corporation
transfers a disk containing Program X to Corp E, a country Z
Corporation. The disk contains both the object code and the
source code to Program X and the |icense agreenent grants Corp E
the right to--

(1) Modify the source code in order to correct mnor errors
and make m nor adaptations 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 identical to the license agreement in Example 1
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(i1) Analysis. (A) No non-de mnims copyright rights
described in paragraph (c)(2) of this section have passed to Corp
E. For purposes of paragraph (b)(2) of this section, the right
to nodify the source code and reconpile the source code in order
to create new code to correct mnor errors and make m nor
adaptations is a de mnims conponent of the transaction.

Because Corp E has received a copy of the program under paragraph
(c)(1)(ii) of this section, it has received a copyrighted
article.

(B) Taking into account all the facts and circunstances,
Corp Eis properly treated as the owner of a copyrighted article.
Therefore, under paragraph (f)(2) of this section, there has been
the sale of a copyrighted article rather than the grant of a
| ease.

(i) Effective date--(1) GCeneral. This section applies to

transactions occurring pursuant to contracts entered into on or
after Decenber 1, 1998.

(2) Elective transition rules—-(i) Contracts entered into

In taxabl e 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 Cctober 2, 1998. A taxpayer that nmakes an el ecti on under
this paragraph (i)(2)(i) nmust apply this section to all contracts
entered into in taxable years ending on or after October 2, 1998.

(i1) Contracts entered into before October 2, 1998. A

taxpayer may elect to apply this section to transactions
occurring in taxable years ending on or after Cctober 2, 1998,
pursuant to contracts entered into before Cctober 2, 1998,

provi ded the taxpayer would not be required under this section to
change its nmethod of accounting as a result of such election, or
the taxpayer would be required to change its nmethod of accounting

but the resulting section 481(a) adjustnment would be zero. A
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t axpayer that nmakes an el ection under this paragraph (i)(2)(ii)
must apply this section to all transactions occurring in taxable
years ending on or after Cctober 2, 1998, pursuant to contracts
entered into before Cctober 2, 1998.

(3) Mnner of nmeking election. Taxpayers may el ect, under

paragraph (i)(2)(i) or (i)(2)(ii) of this section, to apply this
section, by treating the transactions in accordance with these
regul ations on their original tax return.

(4) Exanples. The follow ng exanples illustrate
application of the transition rule of paragraph (i)(2)(ii) of
this section:

Exanpl e 1. Corp A devel ops conputer prograns for sale to
third parties. Corp A uses an overall accrual method of
accounting and files its tax return on a cal endar-year basis. In
year 1, Corp A enters into a contract to deliver a conputer
programin that year, and to provide updates for each of the
follow ng four years. Under the contract, the conputer program
and the updates are priced separately, and Corp Ais entitled to
recei ve paynents for the conputer program and each of the updates
upon delivery. Assune Corp A properly accounts for the contract
as a contract for the provision of services. Corp A properly
I ncl udes the paynents under the contract in gross inconme in the
t axabl e year the paynents are received and the conputer program
or updates are delivered. Corp A properly deducts the cost of
devel opi ng the conputer program and updates when the costs are
incurred. Year 3 includes Cctober 2, 1998. Assune 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 el ection under paragraph (i)(2)(ii) of this section, Corp
A woul d not be required to change its nmethod of accounting for
I ncome under the contract as a result of the election. Corp A
woul d al so not be required to change its nethod of accounting for
the cost of devel oping the conputer program and the updates 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 t he updates provided in years
3, 4, and 5, because Corp Ais not required to change fromits
accrual nethod of accounting for the contract as a result of the
el ection.
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Exanple 2. Corp A devel ops conmputer prograns for sale to
third parties. Corp A uses an overall accrual nethod of
accounting and files its tax return on a cal endar-year basis. In
year 1, Corp A enters into a contract to deliver a conputer
program and to provide one update the follow ng year. Under the
contract, the conputer program and the update are priced
separately, and Corp Ais entitled to receive paynent for the
conmput er program and the update upon delivery of the conputer
program Assune Corp A properly accounts for the contract as a
contract for the provision of services. Corp A properly includes
the portion of the paynent relating to the conmputer programin
gross incone in year 1, the taxable year the paynent is received
and the programdelivered. Corp A properly includes the portion
of the paynent relating to the update in gross inconme in year 2,
the taxable year the update is provided, under Rev. Proc. 71-21,
1971-2 CB 549 (see 8601.601 (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 accounted for as the transfer of a
copyrighted article. If Corp A made an election under paragraph
(1)(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 income in

year 2, the taxable year the update is provided, under both Rev.
Proc. 71-21 and 81.451-5. 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 in year 2, because the section 481(a) adjustment 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 accrual 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 Example 1 except
that Corp A is entitled to receive payments for the computer
program and each of the updates 30 days after delivery. 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)(5) and 81.448-2T to
account for income on its contracts. If Corp A made an election
under paragraph (i)(2)(ii) of this section, Corp A would be
required to change from the nonaccrual-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
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apply the provisions of this section to the updates provided in
years 3, 4, and 5, under paragraph (i)(2)(ii) of this section,
because Corp A would be required to change fromthe nonaccrual -
experience nethod of accounting for inconme on the contract as a
result of the election.

(j) Change in nethod of accounting required by this section-

-(1) Consent. A taxpayer is granted consent to change its nethod
of accounting for contracts involving conputer progranms, to
conformwith the classification prescribed in this section. The
consent is granted for contracts entered into on or after
Decenber 1, 1998, or in the case of a taxpayer making an el ection
under paragraph (i)(2)(i) of this section, the consent is granted
for contracts entered into in taxable years ending on or after
OCctober 2, 1998. In addition, a taxpayer that nakes an el ection
under paragraph (i)(2)(ii) of this section is granted consent to
change its nmethod of accounting for any contract with
transactions subject to the election, if the taxpayer is required
to change its nmethod of accounting as a result of the election.

(2) Year of change. The year of change is the taxable year

t hat includes Decenber 1, 1998, or in the case of a taxpayer
maki ng an el ecti on under paragraph (i)(2)(i) or (i)(2)(ii) of
this section, the taxable year that includes October 2, 1998.

(k) Tinme and manner of making change in nethod of

accounting--(1) General. A taxpayer changing its nethod of
accounting in accordance with this section nust file a Form 3115,
Application for Change in Method of Accounting, in duplicate.

The taxpayer nust type or print the follow ng statenent at the

top of page 1 of the Form 3115: “FILED UNDER TREASURY REGULATI ON
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8§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 required by this paragraph

(k)(I) 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 Station, Washington DC 20044 (or in
the case of a designated private delivery service: Commissioner
of Internal Revenue, Attention: CC:DOM:IT&A, 1111 Constitution
Avenue, NW., Washington, DC 20224).

(3) Effect of consent and Internal Revenue Service review

A change in method of accounting granted under this section is
subject to review by the district director and the national

office and may be modified or revoked in accordance with the
provisions of Rev. Proc. 97-37 (1997-33 IRB 18) (or its
successors) (see 8601.601(d)(2) of this chapter).
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