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revenue law. Generally, tax returns anttansaction as the transfer of a copyrightrs requested that Treasury expand the
tax return information are confidential, agight if the transferee acquires one oscope of the final regulations to apply the

required by 26 U.S.C. 6103. more of the copyright rights identified inregulations’ principles for all U.S. tax
81.861-18(c)(2) of the proposed regulapurposes. Other commentators, however,
Background tions. If the transferee acquires a copy afrged caution, stating that issues raised

This document contains final regula computer program but does not acquirender other Code _secf[ions should .b.e re-
tions to be added to the Income Tax Reg@Y of the rights identified in §1.861-solved onI)_/ by legislation or by revising
lations (26 CFR part 1) under section g618(c)(2), the regulations classify thethe regulations under those other sections.
transaction as the transfer of a copyMost commentators recommended apply-

of the Internal Revenue Code (Code). s . . .
These regulations clarify the treatmenfighted article. ing the regulations for tax accounting

under certain provisions of the Code and The proposed regulations further claspurposes.
tax treaties of income from transactionSifY transfers of copyright rights as either Some commentators requested that

a sale or a license of copyright rightsTreasury specifically address the rele-

involving computer programs. X : . . e
On November 13, 1996, proposed regThe proposed regulations require that thigance of the regulations in a specific con-

ulations [REG-251520-96 (19962 C.BClassification be made by examiningext. For example, some commentators
511)] were published in theederal Reg- Whether, taking into account all facts andequested that the regulations clarify how
ister (61 F.R. 58152). The IRS receivedFircumstances, all substantial rights iihe principles apply in determining the
written comments on the proposed reguldD® Copyright have passed to the trangonsequences of computer program trans-
tions and held a public hearing on Marcfiereée. The proposed regulations also r@ctions under tax treaties.

19, 1997. Having considered the comduire that transfers of copyrighted arti- After consideration of these comments,
ments and the statements made at ti§€S be further classified as either a sal@e final regulations retain the scope of
hearing, the IRS and Treasury Depar@' @ lease of a copyrighted article. '_rhiéhe proposed regulations. However, Trea-
ment adopt the proposed regulations Llassification is .made by examiningsury a_nd_the IRS are conS|der_|ng whether
modified by this Treasury decision. TheVhether the benefits and burdens of owrthe principles of these regulations should

comments and revisions are discusséfSiP of the copyrighted article haveapply to other tax provisions of the Code.

below passed to the transferee. These regulations are intended to apply
' The specific rules of the proposed regufor purposes of applying and interpreting
I. The Proposed Regulations. lations are based on certain key princiU-S. tax treaties. United States tax

, _ ples: that the special features of computdieaties provide that terms not defined in
The proposed regulations clarify cery,,qrams should be recognized and thie treaty are defined by reference to do-

tain rules for classifying transactions in'functionally equivalent transactionsmestic law. See e.g., U.S. Model Income
VO|Ving CompUter programs. The regUIa-Should be treated S|m||ar|y The regu'a:rax Convention of September 20, 1996,
tions generally require that a transactiof),,s are also based on the principle thaxrticle 3(2).

involving a computer program be treatetlq o riaht law should be a factor in classi- The second group of comments gener-
as being within one of four possible cateq ;i yransactions for tax purposes, budlly addressed expanding the scope of the
gories: (1) transfer of copyright rights, (2)shquid not be determinative. regulations to apply to transactions in
transfer of a copyrighted article, (3) pro- ginaly the proposed regulations conother types of digitized information. The
vision of services relating to developmenfyiy 1g examples illustrating the rules. ~ Proposed regulations are limited to classi-

or modification of a computer program, fying transactions in computer programs.
or (4) provision of know-how relating toIl. Comments and Final Regulations.  Section 1.861-18(a)(3) of the proposed
computer programming techniques. L regulations defines a computer program
The regulations distinguish betweerl- SCOP€ and Application of the as “...a set of statements or instructions to
transfers of copyright rights and transfers Regulations. be used directly or indirectly in a com-
of copyrighted articles based on the typg seaneral Scope. puter in order to bring about a certain re-
of rights transferred to the transferee. sult.” The definition includes any data
They recognize that computer programs The proposed regulations classifybase or similar item only “. . . if the data

are subject to copyright protection undetransactions in computer programs fobase or similar item is incidental to the
both U.S. and foreign copyright law. Seeertain international provisions of theoperation of the computer program.”
the Copyright Act of 1976, as amende€ode. A number of comments addressedommentators expressed differing views
(17 U.S.C. 101 et. seq.); see also, EC Diwo types of issues involving the scope ods to how to define computer programs.
rective on Legal Protection of Computethe regulations: the treatment of comSeveral commentators recommended that
Programs, Council Directive 91-250 puter programs under other tax provisionthe definition be expanded to include data
1991 J.0. (L 122), and the Berne Conversf the Code and the application of thdases and content provided as part of the
tion for the Capital Protection of Literaryprinciples of the proposed regulations teransaction. They note that advances in
and Artistic Works, 25 U.S.T. 1341 (Pariproducts other than computer programs.technology now permit significant
Text, July 24, 1971). Copyright law As to the treatment of computer proamounts of content, that are not merely
grants certain exclusive rights to a copygrams under other Code sections, conircidental, to be included in even inex-
right owner. The regulations classify anents were mixed. Several commentgensive mass-marketed programs. Some
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commentators recommended that the def- This suggestion has not been adoptedegulations, income from electronic trans-
inition be expanded to include data base&reasury and the IRS intend to furthefers of computer programs that constitute
or similar items even if not incidental,consider this issue and may provide addinventory property, classified as sales of
while some stated that data base produdisnal guidance in the future. See genecopyrighted articles, will be sourced

containing only a de minimis amount ofally, §1.482-3(f). under similar principles.
software programming to facilitate access )

to the data should be excluded from th& Source of Income. 2. Relevance of Foreign Law.
definition.

Several commentators requested that Several commentators requested that
Several commentators requested thateasyry provide explicit guidance inTreasury clarify that classification of a
Treasury expand the regulations morgy, 5| regulations on how to source incoméransaction involving computer programs
generally, by applying the same or analoising from transactions in computer profor U.S. tax purposes does not depend on
gous principles in determining the t&,ams. Generally, under the current rulegoreign copyright law. In addition, one
consequences of transactions involVinghe soyrce of income from sales of propsommentator requested that the regula-
copyright rights and copyrighted articles,y gepends to varying extents upon bottions explicitly state that the terms used in
to entertainment products, or to other dige type of property and, for inventorythe regulations, although taken from
itized information. property, the place of sale, with the placeopyright law, will be interpreted in a
The suggestions to expand the Scope gf saje generally determined by the placenanner consistent with the purposes of
the regulations, either by expanding thghere title to the property passes. Seie regulations and Internal Revenue
definition of computer programs or by apgq gg1-7(c). Several commentators reCode. In certain cases, terms taken from
plying the regulations to other types Oy egted clarification of which source rulecopyright law are specifically defined in
digitized information, were not adoptedgppjies to various transactions in comthe regulations so as to properly imple-
Instead, the final regulations generally régter programs. The commentators alsment the regulations’ underlying policy.
tain the definition of computer programs,inteqd out that the place of sale can benless specifically defined in the regula-
found in the proposed regulations. It ig)roplematic when dealing with sales ofions, legal standards taken from copy-
intended that a computer program iNgompyter programs, in part because typiight law are intended to be given the
cludes any media, user manuals or docily) jicense agreements do not refer to same interpretation as under U.S. copy-
mentation, or similar items (in addition Oyanster of property, and in part becauseght law. Factual predicates for applica-
data bases) if incidental to and routinely, glectronic transfer is generally not adion of those standards, however, may be
transferred along with the computer progomnanied by the usual indicia of theprovided by referring to foreign copyright
gram. Treasury and the IRS are not awafgnsfer of title. Several commentatoréaw. For example, if it were necessary to
of specific instances where the failure tQ,gqested that the place of sale should determine whether the transferee had ac-
expand the definition of computer pro-yeemed to be the location of the customeguired the right to create a derivative
gram would result in inappropriate conseg the place where the customer first obwork based on a computer program pro-
quences to taxpayers for the portion of thging the opportunity to install the protected under French copyright law, the
transaction not governed by these reguldsiam onto its computer. facts of the case, i.e. the rights that the
tions. Treasury and the IRS invite com- |, regnonse to comments, the final regransferee may exercise, are determined
ments on this point. _ ulations provide specific source rulesunder French law and the agreement be-
The regulations also continue t0 applyrhe regulations provide that income fromween the parties. However, whether or
only to cross-border transactions involvingyansactions that are classified as sales oot the transferee’s rights constitute the
computer programs because Treasury adchanges of copyrighted articles will beight to create a derivative work for pur-
the IRS believe that such transactions raisg,;rced under sections 861(a)(6)poses of this regulation is determined by
the most pressing need for guidance. Treggo 4y(6), 863, 865(a), 865(b), 865(c), ocomparing those rights created under
sury and the IRS may consider whether 955(6)  as appropriate. Income deriveBrench law and the agreement between
apply the principles of these regulations ¢,y the sale or exchange of a copyrighthe parties to the U.S. law definition of
all transactions in digitized information asjght will be sourced under sectionshe right to create a derivative work.
part of a separate guidance project. 865(a), 865(c), 865(d), 865(¢), or 865(h), In addition, commentators requested
b. Relationship with Section 482. as approprigte. Income derived from eielarification that thel determination of
ther the leasing of a computer program owhether a foreign tax imposed on transac-
Numerous commentators requestethe licensing of copyright rights in a com-tions in computer programs is a compul-
clarification regarding the application ofputer program will be sourced under secsory payment, eligible for a foreign tax
the regulations for purposes of sectiotion 861(a)(4) or section 862(a)(4), as aperedit, is not affected by these regulations.
482, requesting that transactions in copypropriate. As to the issue of determiningreasury believes clarification is unneces-
right rights be treated as transactions ithe place of sale under the title passagary. These regulations do not in any way
intangibles and transactions in copyrule of §1.861-7(c), the parties in manynodify the requirement of 81.901-2(e)(5)
righted articles be treated as transactiormsses can agree on where title passes tbat substantive and procedural provisions
in tangible property, even if deliveredsales of inventory property generallyof foreign law (including applicable tax
electronically. Consistent with the overall policy of thetreaties) determine the taxpayer’s liability
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under foreign law for tax and thusthe right to make copies constitutes th&on is considered the transfer solely of a
whether an amount paid is a compulsoriransfer of a copyright right only if cou-copyrighted article. Example 17 clarifies
payment. Moreover, the regulationgled with the right to distribute to the pub-+that the right to use software development
under section 904 recognize that a credic, the regulations treat the right to makeools to create an insubstantial component
itable foreign tax may be imposed on acopies differently from the other copy-of a new program constitutes such a de
item of income that is taxed at a differentight rights because of the unique charagninimis copyright right. Example 18
time or in a different manner in a foreigrteristics of computer programs, includingclarifies that the right to modify the
country than in the United States. Sethe ease by which computer programs caburce code to correct minor errors and

§1.904-6(a)(1). be copied. make minor adaptations to a computer
. _ Another set of comments requests claprogram also constitutesde minimis
3. Copyright Rights. ification of the effect of the transfer of copyright right.

The proposed regulations, in §1.8612rograms that permit the user to distribute However, the final regulations do not
18(c)(2), describe four copyright rights:cgrtaln ancillary programs In CO”JUHCU_OHprovide that where no independent value
(i) the right to make copies for distriby-Vith Works created using the underlyintattaches to the exploitation of the right to
tion to the public, (ii) the right to prepareP’09"am. Or to incorporate certain proprepare derivative computer programs,
derivative programs, (iii) the right to 9™ elements into new programs createglich right must be treated de minimis
make a public performance of the prot'SiNg the underlying program. For examTreasury and the IRS believe that in most
gram, and (iv) the right to publicly dis-P!€: C€Main programs, such as softwargases where no independent value at-
play the program. If a transfer of a comdevelopment tools, permit the transferegyches to the grant of the right to prepare
puter program results in a transfere& distribute certain ancillary programs Ojerivative computer programs, the right is
acquiring any one or more of the fout"'¢lUde certain segments of computeége minimis However, this may not be
listed rights, the regulations classify th gode in new programs created by thgye in all cases and, therefore, this com-
transaction as a transfer of a copyrighf'Sferée using the development proment has not been adopted.

right. Although the commentators agreegram' Similarly, transferees of computer

that the right to make copies for distripyPrograms are sometimes granted accessttoPublic Performance and Display.

tion to the public is properly included,the program’s source code in order to per-

it the transferee to correct minor errors S€veral commentators urged Treasury

itrr:e);htig?ez gtlhﬁ;?iLOf ﬁom?erf:g regard incompatibilities in the program. to reserve in final regulations on two of
g pyrignt rignts. Under the proposed regulations, thdhe c_:opyrlght rights, the nght to make a
a. Derivative Programs. transfer of a software development tool oPUPlic performance and the right to public

the grant of the right to correct minor erdisplay of the copyrighted work. Several

Commentators stated that final regularors by modifying the source code mighfommentators recommended that, if_Tre_a—
tions should clarify the right to prepareconstitute the right to create a derivativéU"y €lects not to reserve, a transaction in-
derivative programs. They recommendegomputer program, resulting in the trans¥©lVing €ither right should result in treat-
that the regulations more specifically defer of a copyright right. CommentatorsM€nt as a transfer of a copyright right
scribe the circumstances resulting in thargued, however, that in both cases, tHY if the transfer is for commercial ex-
transfer of such a copyright right. overall character of the transaction waBloitation rather than for internal use.

Some commentators recommended thahalogous to the transfer of a copyrighted Commentators also requested clarifica-
a transfer of the right to prepare a derivaarticle. Several commentators recomtion of these rights in the entertainment
tive program should not be treated as th@ended that where limited portions of &rea. They recommended the regulations
transfer of a copyright right unless it isdevelopment tool are included in an appliState that the right to publicly perform or
coupled with the right to distribute the decation program, the inclusion should bélisplay the computer program should not
rivative program to the public. Thatconsideredde minimis and the resulting be considered the transfer of a copyright
change, they say, would make the righdpplication program not treated as a deight if the performance or display is lim-
more consistent with the right to reprorivative program of the program deve|opjted to the advertisement of a copyrighted
duce copies, which results in the transfanent tool. article, and does not permit the public dis-
of a copyright right only if it is coupled In addition, several commentators recplay of the entire article.
with the right to distribute to the public. ommended that where no independent These suggestions have not been

The final regulations do not adopt thissalue attaches to exploitation of the righadopted. However, Treasury and the IRS
recommendation. Although the final regto prepare derivative computer programgecognize that the definition of these
ulations disregard the de minimis right tasuch right should be treated as de mirights in the context of computer pro-
make a derivative work, a substantiaimis, and not considered in classifying thgrams is still developing, and in the future
right to make a derivative work is approransaction. it may be necessary to revisit this issue.
priately treated as the transfer of a copy- In response to these comments, th#t the present time, Treasury and the IRS
right right, regardless of whether it is coufinal regulations provide in paragraphbelieve it is appropriate to continue to fol-
pled with the right to distribute to the(c)(1)(ii) that thede minimistransfer of a low copyright law as to these rights. In
public. The regulations generally followcopyright right will not be taken into ac-many cases, however, the transfer of a
copyright law in this respect. Althoughcount in determining whether a transacright for public display or performance of
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a computer program, such as marketing @r. Definition of Copyrighted Article. 5. Further Classification of a Copyright
advertising the program, to the extent it Right as a Sale or License.

constitutes the transfer of a copyright '€ comments on this issue fell into . o
right, would be considered de minimis two categories. One group of comments In classifying a copyright right as a sale

grant of a copyright right under §1.861-/ecommended that final regulations clarer license, the proposed regulations look
18(c)(1)(ii) of the final regulations, Solfy the_conseql_Jence.s of transferr.mg a dE) whether, considering all _the facts gnd
that the transaction would not result in th&inimis copyright right along with the circumstances, all substantial rights in a
transfer of a copyrighted article. The proeopyright right are transferred. Commen-
posed regulations state in §1.861+ators raised a number of issues regarding
c. Definition of to the Public. 18(c)(1)(ii) that if a person acquires ahe all substantial rights test, commenting
. . . copy of a computer program but does nain the effect of exclusivity, term of trans-
The proposed regulations list the right,cqire any of the four copyright rightsfer, geographic area, and time and manner
to make copies for distribution 10 théy,q transfer is classified as a transfer of af payment.
public as one of the four copyright rightS ¢,y righted article. Several commenta- Several commentators stated that ex-
Commentators recommended that the regs” requested that the regulations clarifglusivity is the most important factor in
ulations clarify the meaning of "o theyq gatement to say that if the transfer irdetermining whether all substantial rights
public.” They recommended the defini-|yqes only a de minimis copyright righthave been transferred. They pointed out
tion exclude distribution to a relatedi,e ransfer is classified as a transfer of that two examplesExamples &nds, dis-
party, with related party defined to ensure,righted article. As discussed abovesuss other factors, the term of the transfer
that transfers to a non-controlled joinf, yesponse, the final regulations providend a transfer in a limited geographic
venture would not be considered distribug, o if the transfer includes only a de minarea, in addition to exclusivity, and re-
tion to the public. They also recom-yig copyright right, the transfer is classiquested that the regulations explicitly
mended that distribution to identified dis<ieq a5 a transfer of a copyrighted article state that exclusivity is the most important
tributees not be considered distribution t©0 e second category of comments corfactor. One commentator suggested that
the public. cerned the definition of a copyrighted artithe term of the transfer may not be rele-
Commentators also recommended thge  gection 1.861-18(c)(3) defines aant since the useful life of the program
regulations state that distribution t0 theqnyrighted article as a copy of a computanay be shorter than originally believed
public does not mean distribution t0 €M q5ram from which the work can be perdue to technological advances.
ployees. In addition, they urge Treasurfeied, reproduced, or otherwise commu- The final regulations do not incorporate
to make explicit that internal distributionpicateq; either directly or with the aid of @hese comments. The regulations were
includes distribution to many employeesyachine or device. Several commentatorsot intended to change the generally ap-
including employees of affiliates, at mul-ocommended the regulations be modifiedlicable “all substantial rights” test used
tiple I(_)catlons. . to say that the copy of the program neeith determining whether a transfer of an in-
In light of these comments, the finalyy pe fixed in a tangible medium, and thugangible, including copyright rights, is a
regulations provide in new paragraphyjecironically transferred copies also corsale of the intangible or a license of the
(9)(3) that distribution to the public doesjyte copyrighted articles. intangible.
not include distribution to a related per- treagyry and the IRS believe that the Another fact mentioned in the exam-
son, which is defined for purposes of thegy1ations clearly indicate that electroniples is the manner of payment. Several
regulation as a person who bears a relaa)y transferred copies also constitute theommentators stated that the term over
tionship to the transferee specified in S€Gzansfer of a copyrighted article. Sectionhich payments are made should be irrel-
tion 267(b)(3), (10), (11), or (12), or S€C7 861-18(g)(2) of the final regulationsevant in characterizing the transaction,
tion 707(b)(1)(B), with "10 percent” ¢qqtinyes to provide that the physical oand requested that this be made explicit.
substituted for “50 percent.” The terMgacironic medium used to effectuate Although the regulations are not intended
also excludes distribution to certain ideNganster of a computer program shall nao depart from what is the generally ap-
tified persons or to those with a legal relagg aken into account. Also, the exampleslicable rule on this issue, this comment
tionship to the original transferee. Th&niained in the regulations, includinchas been reflected in paragraph (-
number of employees or independent Conya agraph (h)Examples 2, 3and 4, ample Sof the final regulations, thus clar-
tractors who are permitted to use the prgyyecifically conclude that the electronidfying that the payment term is irrelevant
gram in performance of services for theransfer of software can constitute then the facts of this example.
transferee is not relevant. The exampleg,nsfer of copyrighted articles. Several commentators pointed out that,
have also been amended to clarify that the 5ne commentator suggested that thie determining whether all substantial
number of permitted users, which iny,q.4s “carrier medium” should be substitights are transferred, the regulations state
cludes employees of the transferee, withifie for the words “the magnetic mediunthe principles of section 1222 and section
the group of related persons is not takegx 4 floppy disk” because computer prod235 shall apply. They seek clarification
into account in determining whether thgy.ams may be distributed on a non-maghat section 1222, not section 1235, ap-
transferee has the right to distribut@eiic medium, such as a CD-ROM. Thiglies to transfers of copyrights, with sec-
copies of the program to the public. Seg,mment has been adopted in §1.861tion 1235 only applying to qualifying
e.g., paragraph (hizxample 11. 18(c)(3) of the final regulations. transfers of patents.

transfer of a copyright right.
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Although section 1235 by its termstransferred. One commentator stated th@ode sections. Thus, the relevance of the
only applies to patent transfers, the prathis test is not helpful here, and proposedistinction between services and know-
posed regulations state that “the princian economic substance test instead, fbow must be determined under other
ples of sections 1222 and 1235” (emphacusing on the right to use a computer pr&=ode sections. Compare sections
sis added) shall apply. Treasury and thgram as the economically valuable right861(a)(3) and 862(a)(3), looking to place
IRS believe that the all substantial right&nder that standard, a copyrighted articlef performance in sourcing income from
test in the regulations under section 123%ould be considered sold if transferregervices, with sections 861(a)(4) and
although a safe harbor under that sectiomjith the right to use it indefinitely. 862(a)(4), sourcing income derived from
nevertheless reflects the all substantial Other commentators, however, bethe transfer of certain know-how based on
rights test arising from case law generallyjieved that the existing authorities applywhere the know-how is used. The dis-
and is, therefore, an appropriate standafflg the benefits and burdens test providénction between services and know-how
that may be applied. However, in applythe correct analytical approach for distinmay also be relevant under income tax
ing the all substantial rights test to transguishing a sale from a lease of a copyireaties. Compare Convention Between
actions in computer programs under thesgyhted article. the United States of America and Japan
regulations, relevant case law, other than The final regulations preserve the bendor the Avoidance of Double Taxation and
that specifically addressing section 123%its and burdens test, and are not intenddfie Prevention of Fiscal Evasion with Re-
or section 1222, may also be applied, ang change the generally applicable bené&pect to Taxes on Income, Article 8 (Busi-
the final regulations clarify this point.  fits and burdens test. ness Profits) and Article 14 (Royalties).

Some commentators suggested the final

6. Further Classification of a 7. Related Parties. regulations eliminate the requirement in
Copyrighted Article as a Sale or aragraph (€) of the proposed regulations,
Lease. The examples to the proposed regLJIaﬁaquiring that know-how not be copy-

tions state that they assume the parties Fhn isi i

-+ Loase Character for Convriahied ightable as a prerequisite to being treated

Lease € pyng unrelated. Several commentators reso o how for purposes of this section.

quested that final regul:_itions clarify therpic comment has been adopted to elimi-
The proposed regulations treat a norfeatment of related parties under the e ate any inference that only orally trans-

sale transfer of a copy of a computer prdlations. They state that the regulation§ise information could be classified as
gram as a lease. Some commentatopgou!d apply to related and unrelated pajg, o\ how, The final regulations, how-
urged Treasury to reconsider its decisiof€S in the same way, and that Treasury e add two other requirements. Know-
to adopt lease characterization for tranghould specify any particular concems. o is of the type covered by these regu-
actions that traditionally have been char- N response to these comments, the €)5tjons only if the information is
acterized as licenses. They submitted th&Mples to the final regulations do not conormation relating to computer program-
the change creates confusion, is inconsit&iN an assumption that the parties are Ugsing techniques, is furnished under condi-
tent with established commercial practicg’€lated. The regulations are intended t@yns preventing unauthorized disclosure,
and implies that all lease transactions ir@PPIly to related and unrelated parties igpecifically contracted for between the
volve tangible property. One commentalh® same manner. The relationship bgsarties, and is considered property subject
tor asked the IRS to clarify that the regufween the parties does not affect the chagy trade secret protection. Know-how is
lation is not intended to produce anyicter of the transaction, with the excepeonsidered a property interest under ap-
differences in income tax consequencdion of special rules regarding definitionpjicable law, and only if the know-how is
by treating a transfer of a program as @f the term “distribution to the public.” specifically contracted for between the
lease instead of a license. Of course, if the parties are related foparties. These additional requirements
These comments have not beeRurposes of section 482, that section mashould help clarify the definition of know-

adopted. Treasury and the IRS continu@Pply to determine the proper amount ofiow described in these regulations.
to believe that lease characterization igonsideration for the transfer.
correct for non-sale transfers of copies oé Senvi

. Services and Know-How.

computer programs. Any income tax con- The proposed regulations state that if a
sequences from such characterization Some commentators Suggested th@t{ansaction in a Computer program con-
under these regulations will result fronina| regulations clarify the relevancy ofsists of transactions in more than one cat-
application of generally applicable taxhe distinction between the provision ofgory listed in §1.861-18(b)(1), the trans-
law to the leasing transaction. services and the provision of know-howactions, unless de minimis, will be treated
b. Benefits and Burdens Test. This suggestion has not been incorporategh separate transactions, with the rules ap-
in the final regulations. The purpose oplied separately to each. Several com-
In determining whether the transfer of dhe regulations is only to characterizenentators requested further guidance on
copyrighted article results in a sale, or intransactions involving computer pro-how to treat transactions that include pay-
stead as a lease generating rental inconggams. Once the character of the transaments for updates, support, consulting,
the proposed regulations look to whethetjon is determined under the regulationssducation, and training. They pointed out
based on the facts and circumstances, thee taxation of the income arising fromthat in many cases, the extent to which
benefits and burdens of ownership arthe transaction is determined under othesuch transactions or services will be re-
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quired by the transferee are unknown ahended the IRS remedy double tax prolit3. Reverse Engineering and
the time of the initial contract. Theylems for transactions prior to the effective ~ Decompilation.
asked that regulations clarify the factorslate. .
that will sustain an allocation where these The final regulations apply to transac- ON€ commentator stated that the right
various options are made available, diions occurring pursuant to contracts erf® '€Verse engineer (or decompile) a com-
that Treasury consider bundling rules.  tered into on or after the effective date oPUter program (i.e., the right to recon-
These comments have not beethe regulations. A special transition rulUct the source code from the object
adopted. These regulations are limited toermits taxpayers to elect to apply th&2d€) should be irrelevant in classifying
characterizing transactions relating toegulations to transactions occurring purlf@nsactions in computer programs, and
computer programs, and are not intendesliant to contracts entered into in taxablf'at references to that right should be
to provide rules for allocating incomeyears ending on or after the date of publliminated from the examples.
arising from mixed transactions. Mixedcation of this document in the Federal 1hiS comment has not been adopted.
transactions occur in many circumstanceRegister. Taxpayers may also elect thn€ decompilation of a computer pro-
outside of transactions involving com-apply this section to transactions occung_ram can result in the creation qfa deriva-
puter programs. Whether income arisinging in taxable years ending on or after thV€ Work. Under the regulations, the
from a mixed transaction, involving com-date of publication of this document in thé!9nt to create a derivative work is a copy-
puter programs or otherwise, must be akederal Register, for contracts enterefight right. Therefore, whether the trans-
located to its separate components undgfio before the date of publication of thideree is prohibited from reverse engineer-
generally applicable principles of taxadocument in the Federal Register, prdnd & computer program could be relevant
tion, and the method by which such invided the taxpayer would not be required detérmining if a copyrighted article has
come is allocated to the transaction’sinder this section to change its method G€€n transferred.
components, must be determined undeiccounting, or the taxpayer would be res Effect of Practices Used to Control
other Code sections. quired to change its method of accounting  pjracy,
10. Shrink Wrap License. but the resulting section 481 adjustment
would be zero. One commentator suggested that cer-
Several commentators stated that the With regard to double taxation, taxpaytain practices used to control software
reference to the tershrink wrap license €rs who believe they are subject to doublgiracy, such as a requirement that the
in the proposed regulations should b&xation may pursue competent authoritjransferee annually contact the transferor
deleted, because the reference can be miglief. :nd pay an ar;}nual fee, be disregardedl in
interpreted as ascribing some legal signif- ) etermining whether a transaction results
icange to the term. g']|'hey sugggestgd 12. Accounting Method Changes. in a sale or lease of a computer program.
more general reference to a user agree-Commentators suggested that the IRS TNiS comment has not been adopted.
ment or a user license. In response fgsue, simultaneously with the issuance ofYch @ transaction must be analyzed
these comments, the final regulations nogke final regulations, a revenue procedurdnder the benefits and burdens test, taking
indicate in Example 1 that the termpermitting an automatic change of acinto account all the facts and circum-
shrink-wrap licensés merely illustrative. counting to allow taxpayers to apply the>tances. Under that test, the requirement
The regulations’ analysis is based on thgrinciples of these regulations for pur_that the transferee contapt the transferpr
terms of the agreement between the paspses of accounting for prepaid incom&nd pay an annual fee might not result in
ties, and on the nature and extent of thghder software maintenance agreemen{gase_characterlzatlon, if other 3|_gn|f|cant
rights transferred, not the means of paclpifferent rules apply depending onbenefits and burdens of ownership pass to
aging or distributing the computer proyyhether the income from such agreet® transferee.
gram. In particular, the use of the tefMnents is considered to be derived fro -
shrink-wrap licensén the proposed regu- the sale of goods or the performance r(%5_ Definition of Computer.
lations was not intended to create an inseryices. Compare, §1.451-5 (sale of One commentator urged Treasury to
ference that the regulations apply only tg50ds) and Rev. Proc. 71-21 (1971-2 CBdopt a flexible definition of the term
mass-marketed software. 549) (performance of services). computer However, the final regulations
In response to comments, the final regdo not define computer. The definition of
ulations grant taxpayers consent tgoftware used in the regulations is based
The proposed regulations draw no inchange their method of accounting if necen the definition in the Copyright Act.
ference for transactions prior to the reguessary to conform the classification offhe Copyright Act does not define the
lations’ effective date. One commentatotransactions with these regulations, wherermcomputer
recommended that the regulations permihe taxpayer elects one of the transtion )
taxpayers to elect retroactive applicationules in paragraph (i)(2) of the regulal6: Comments (not otherwise addressed
of the regulations. Another commentatotions. To obtain automatic consent to  aP0ve) Regarding Specific Examples.
reguested a statement that_ a taxpayemgnge a method of accoupting, the regy; Paragraph (h), Examples 6 and 7.
prior treatment of a transaction would béations direct taxpayers to file Form 3115
respected as long as it is reasonably supith their returns and send a copy to the Commentators requested that, given
portable. Another commentator recomnational office. the ease of reproduction, the distinction
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between paragraph (Hgxamples &nd7 ever, this may not always be the case, aésociate Chief Counsel (International),
should be removed. This comment hasaintenance agreements must be anBRS. However, other personnel from the
not been adopted. Although computelyzed in the same way as other transatRS and Treasury Department partici-
programs can be easily reproduced, a fagons under the regulations. pated in their development.
which the regulations recognize, there is
still an important commercial and Iegalg' Example 15.

distinction between persons who are A commentator suggested that the exadoption of Amendments to the
granted the right to make copies of a prosmple’s use of a derivative computer proRegulations
gram for distribution and persons who d%ram adds complexity, and recommends
not have that right. the example be redrafted to purely illus- Accordingly, 26 CFR parts 1 and 602
trate services. This comment has beei® amended as follows:
' adopte_d and the example has been revissﬂRT 1—INCOME TAXES

In response to comments, the final regaccordingly.
ulations make clear that the party exerci% Paragraph 1. The authority citation for
ing reproduction rights can exercise that’ part 1 continues to read in part as follows:
right indirectly by contracting out the re-  Commentators suggested additional ex- Authority: 26 U.S.C. 7805 * * *
production function. amples. The final regulations add addi- Par. 2. Section 1.861-18 is added to

tional examples where clarification wagead as follows:
believed necessary.

* k k * %

b. Example 6.

Additional Examples.

c. Example 8.
81.861-18 Classification of transactions

In response to a commeiiixample 8 . : .
has beerl? clarified to indicate that t%e righ?peclal Analyses involving computer programs.

to make back-up copies of the program, |t has been determined that this Trea- (&) General—(1) Scope.This section
or the fact that a back-up copy of the prosury decision is not a significant regulaprovides rules for classifying transactions
gram is transferred on a disk, is irrelevartory action as defined in EO 12866 /relating to computer programs for pur-

to classification. Therefore, a regulatory assessment is npeses of subchapter N of chapter 1 of the
required. Internal Revenue Code, sections 367,
d. Example 9. It is hereby certified that the collection404A, 482, 551, 679, 1059A, chapter 3,

In response to a comment, paragrap‘i_’f information contain.ed'i.n these regulgchapt_er 5, s_ections 842_ and 845 (to the ex-
(h), Example gs clarified to indicate that tions will not have a significant economictent involving a foreign person), and
the mechanics of copying a computer prdmpa_lct ona subs_tf_;mtlgl n_umber of smatrangfers to foreign trusts not covered by
entities. This certification is based on thsection 679.
fact that the rules of this section impact (2) Categories of transactionsThis
e. Example 10. taxpayers who engage in internationadection generally requires that such trans-

transactions in computer programs, andctions be treated as being solely within

Some commentators suggested that {ferefore the rules will impact very fewone of four categories (described in para-
the case of so-called enterprise licensegmga|| entities. Moreover, in those few in-graph (b)(1) of this section) and provides
the fact the transferee can use the progragiances where the rules of this section intertain rules for categorizing such trans-
at multiple locations shoqld not affect thepact small entities, the economic impacictions. In the case of a transfer of a
character of the transaction as the sale gf the collection of information on suchcopyright right, this section provides rules
copyrighted articles. This comment hagmall entities is not likely to be significantfor determining whether the transaction
been adopted, and paragraph #¥ample pecause it merely requires a copy of thehould be classified as either a sale or ex-
10(i))(C) of the final regulations has beenForm 3115 to be filed with the Nationalchange, or a license generating royalty in-
amended accordingly. Office. Accordingly, a regulatory flexi- come. In the case of a transfer of a copy-
bility analysis is not required under the&ighted article, this section provides rules
Regulatory Flexibility Act (5 U.S.C. for determining whether the transaction

Some commentators suggested addirfapter 6). should be classified as either a sale or ex-
examples to illustrate so-called software Pursuantto section 7805(f) of the Interchange, or a lease generating rental in-
maintenance or subscription agreementgal Revenue Code, the notice of proposeghme,

Paragraph (hExamples 12nd13of the rulemaking preceding these regulations (3) Computer program.For purposes
proposed regulations, however, were invas submitted to the Chief Counsel fopf this section, a computer program is a
tended to illustrate such agreements, anfidvocacy of the Small Business Admin-set of statements or instructions to be used
in response to comments, these examplidration for comment on its impact ongjrectly or indirectly in a computer in

gram are irrelevant.

f. Examples 12 and 13.

have been modified in the final regulaSmall business. order to bring about a certain result. For
tions. Generally, the provision o_f an uP'Drafting Information purposes of th|§ paragraph (a)(3),. a com-
dated program pursuant to a maintenance puter program includes any media, user

agreement is intended to be treated as theThe principal author of these regulamanuals, documentation, data base or
transfer of a copyrighted article. How-tions is Anne Shelburne, of the Office olsimilar item if the media, user manuals,
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documentation, data base or similar iterof know-how as described in paragraph (e) Provision of know-howThe provi-
is incidental to the operation of the com{e) of this section), then, under paragrapsion of information with respect to a com-

puter program. (b)(2) of this section, the transfer is classiputer program will be treated as the provi-
(b) Categories of transactiors(l) fied solely as a transfer of a copyrighsion of know-how for purposes of this
General. Except as provided in para-right. section only if the information is—

graph (b)(2) of this section, a transaction (ii) Transfers treated solely as trans- (1) Information relating to computer
involving the transfer of a computer profers of copyrighted articleslIf a person programming techniques;

gram, or the provision of services or oficquires a copy of a computer program (2) Furnished under conditions pre-
know-how with respect to a computetbut does not acquire any of the rights desenting unauthorized disclosure, specifi-
program (collectively, a transfer of a comscribed in paragraphs (c)(2)(i) througkecally contracted for between the parties;
puter program) is treated as being solelfiv) of this section (or only acquires a deand

one of the following— minimis grant of such rights), and the (3) Considered property subject to
(i) Atransfer of a copyright right in the transaction does not involve, or involvedrade secret protection.
computer program; only ade minimis,provision of services (f) Further classification of transfers

(i) A transfer of a copy of the com- as described in paragraph (d) of this setavolving copyright rights and copy-
puter program (a copyrighted article);  tion or of know-how as described in pararighted articles—(1) Transfers of copy-

(iif) The provision of services for the graph (e) of this section, the transfer ofight rights. The determination of
development or modification of the com-the copy of the computer program is claswvhether a transfer of a copyright right is a
puter program; or sified solely as a transfer of a copyrightedale or exchange of property is made on

(iv) The provision of know-how relat- article. the basis of whether, taking into account
ing to computer programming techniques. (2) Copyright rights. The copyright all facts and circumstances, there has

(2) Transactions consisting of morerights referred to in paragraph (c)(1) obeen a transfer of all substantial rights in
than one categoryAny transaction in- this section are as follows— the copyright. A transaction that does not
volving computer programs which con- (i) The right to make copies of the com-constitute a sale or exchange because not
sists of more than one of the transactiorguter program for purposes of distributiorall substantial rights have been transferred
described in paragraph (b)(1) of this sedo the public by sale or other transfer oWill be classified as a license generating
tion shall be treated as separate transamanership, or by rental, lease or lending;royalty income. For this purpose, the
tions, with the appropriate provisions of (ii) The right to prepare derivative principles of sections 1222 and 1235 may
this section being applied to each sucbomputer programs based upon the cophe applied. Income derived from the sale
transaction. However, any transactiomighted computer program; or exchange of a copyright right will be
that isde minimistaking into account the  (iii) The right to make a public perfor- sourced under section 865(a), (c), (d), (e),
overall transaction and the surroundingnance of the computer program; or or (h), as appropriate. Income derived
facts and circumstances, shall not be (iv) The right to publicly display the from the licensing of a copyright right
treated as a separate transaction, but esmputer program. will be sourced under section 861(a)(4) or
part of another transaction. (3) Copyrighted article.A copyrighted 862(a)(4), as appropriate.

(c) Transfers involving copyright article includes a copy of a computer pro- (2) Transfers of copyrighted articles.
rights and copyrighted articles(1) gram from which the work can be per-The determination of whether a transfer
Classification—(i) Transfers treated as ceived, reproduced, or otherwise commuwf a copyrighted article is a sale or ex-
transfers of copyright rightsA transfer nicated, either directly or with the aid of achange is made on the basis of whether,
of a computer program is classified as machine or device. The copy of the protaking into account all facts and circum-
transfer of a copyright right if, as a resulgram may be fixed in the magneticstances, the benefits and burdens of own-
of the transaction, a person acquires amgedium of a floppy disk, or in the mainership have been transferred. A transac-
one or more of the rights described itmemory or hard drive of a computer, or irtion that does not constitute a sale or
paragraphs (c)(2)(i) through (iv) of thisany other medium. exchange because insufficient benefits
section. Whether the transaction is (d) Provision of servicesThe determi- and burdens of ownership of the copy-
treated as being solely the transfer of mation of whether a transaction involvingighted article have been transferred, such
copyright right or is treated as separata newly developed or modified computethat a person other than the transferee is
transactions is determined pursuant tprogram is treated as either the provisioproperly treated as the owner of the copy-
paragraph (b)(1) and (b)(2) of this secef services or another transaction derighted article, will be classified as a
tion. For example, if a person receives scribed in paragraph (b)(1) of this sectiotease generating rental income. Income
disk containing a copy of a computer prois based on all the facts and circumstanc&®m transactions that are classified as
gram which enables it to exercise, in relasf the transaction, including, as approprisales or exchanges of copyrighted articles
tion to that program, a notle minimis ate, the intent of the parties (as evidencedlill be sourced under sections 861(a)(6),
right described in paragraphs (c)(2)(ipy their agreement and conduct) as t862(a)(6), 863, 865(a), (b), (c), or (e), as
through (iv) of this section (and the transwhich party is to own the copyright rightsappropriate. Income derived from the
action does not involve, or involves onlyin the computer program and how théeasing of a copyrighted article will be
a de minimis provision of services as derisks of loss are allocated between thsourced under section 861(a)(4) or section
scribed in paragraph (d) of this section oparties. 862(a)(4), as appropriate.
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(3) Special circumstances of computer (i) Use by individuals.The number of ring the program is irrelevant. Therefore, P has ac-
programs. In connection with determina- employees of a transferee of a computdired a copyrighted article.

. . . - _ (B) AsinExample 1P is properly treated as the
tions under this paragraph (f), considergerogram who are permitted to use the prg; " =~ copyrighted article. Therefore, under

tion must be given as appropriate to thgram in connection with their employ-paragraph (f)(2) of this section, there has been a sale
special characteristics of computer proment is not relevant for purposes of thisf a copyrighted article rather than the grant of a
grams in transactions that take advantageragraph (g)(3). In addition, the numbelease.

of these characteristics (such as the abilityf individuals with a contractual agree- Example 3.() Facts. The facts are the same as

. . . . those inExample 1except that Corp A only allows
to make perfect copies at minimal cost)ment to provide services to the transfereg’, Countr;Z reiider?t 0 Use Pprogranfx for one

For example, a transaction in which a peef a computer program who are permitte@eek. At the end of that week, P must return the
son acquires a copy of a computer prde use the program in connection with theisk with Program X on it to Corp A. P must also

gram on disk subject to a requirement thagerformance of those services is not relglestroy any copies made of Program X. If P wishes
the disk be destroyed after a specified peant for purposes of this paragraph (g)(3J° use Program X for a further period he must enter

. . . .. . Into a new agreement to use the program for an addi-
riod is generally the equivalent of a trans- (h) Examples. The provisions of this ;. Chargg prog

action subject to a requirement that theection may be illustrated by the follow- iy analysis. (A) Under paragraph (c)(2) of this
disk be returned after such period. Siming examples: section, P has received no copyright rights. Because
larly, a transaction in which the program Example 1 (i) Facts. Corp A, a U.S. corpora . ha;? (l’e)?f)i\(/_(_i;d ?ttf’opy OI' thehpr?1grant]hundfer e
: ; s ; : , . - graph (c)(1)(ii) of this section, he has, therefore, re-
Qeactlvates itself aftgr a specified pe'rlogon’ owns the copyright in a computer programgei\?ed a copyrighted article.
is generally the equivalent of returningerogram X. It copies Program X onto disks. The (B) Taking into account all of the facts and cir-
the copy. disks are placed in boxes covered with a wrapper @umstances, P is not properly treated as the owner of
(9) Rules of operation-(1) Term ap- Wwhich is printed what is generally referred to as @& copyrighted article. Therefore, under paragraph
plied 1o vansacton by parlesieither SIS CPLSELS [T ) o s sctr e o e 5 e o3
; . opyrighted article rather than a sale. Taking into
the, form adopted by the partles toa trangécomp”ation, or disassembly of the computer proaccount the special characteristics of computer pro-
action, nor the classification of the transSgram is permitted. The transferee receives, first, thgrams as provided in paragraph (f)(3) of this section,
action under copyright law, shall be deterright to use the program on two of its own computthe result would be the same if P were required to
minative. Therefore, for example, if thereers (for example, a laptop and a desktop) providegestroy the disk at the end of the one week period in-
is a transfer of a computer program on %2 Og'yﬂ?”e_ e o at any Optehz“;fége:’;ﬁeacil of retur?ir;]g it since Corp A can make addi-
; ; ; --S€econd, the right to make one copy o nal copies of the program at minimal cost.
smglg P“Sk for a one-time payment Wlthon each machine as an essential step in the utiliza- Examzle 4.(i) F:Ctsg. The facts are the same as
restrictions on transfer and reverse engiin of the program. The transferee is permitted byhose inExample 2where P, the Country Z resident,
neering, which the parties characterize ase shrink-wrap license to sell the copy so long as feceives Program X from Corp A's home page on the
a license (including, but not limited to,destroys any other copies it has made and imposksernet, except that P may only use Program X for a
sgrsments commonly referad 1o o S o e e e s
. . g s is activated and the program can no longer be
Sh”nk'wrap “Censes)’ appllcatlon 9f thible for sale to the general public in Country Z. Iraccessed. Thereafter, if Ppwizhes to use Proggram X,
rules of paragraphs (c) and (f) of this S€Gzturn for valuable consideration, P, a Country Z rest must return to the home page and pay Corp A to
tion may nevertheless result in the transdent, receives one such disk. send an electronic key to reactivate the program for
action being classified as the sale of a (i) Analysis.(A) Under paragraph (g)(1) of this another week.
copyrighted article. section, the label license is not determinative. None (ii) Analysis. (A) As in Example 3under para-
of the copyright rights described in paragraph (c)(2yraph (c)(2) of this section, P has not received any
. (2) Means of transfer ”F’t to l?e takerbf this section have been transferred in this transacepyright rights. P has received a copy of the pro-
into account.The rules of this section shalltion. p has received a copy of the program, howevegram, and under paragraph (g)(2) of this section, the
be applied irrespective of the physical o&nd, therefore, under paragraph (c)(1)(ii) of this seaneans of transmission is irrelevant. P has, therefore,
electronic or other medium used to effectution, P has acquired solely a copyrighted article.  under paragraph (c)(1)(ii) of this section, received a
ate a transfer of a computer program. (B) Taking into account all of the facts and cir-copyrighted article.
. cumstances, P is properly treated as the owner of a (B) As inExample 3P is not properly treated as
(3) To the publie—(i) In general. FOI’ copyrighted article. Therefore, under paragrapthe owner of a copyrighted article. Therefore, under
purposes of paragraph (c)(2)(i) of this seqy)2) of this section, there has been a sale of a copparagraph (f)(2) of this section, there has been a
tion, a transferee of a computer programghted article rather than the grant of a lease. lease of a copyrighted article rather than a sale.
shall not be considered to have the right to Example 2.(i) Facts. The facts are the same asWhile P does retain Program X on its computer at
distribute copies of the program to thér_\ose in Example 1, except th_at |nste:_;1d of sellinthe end of the one yveek period, as a legal mgtter P
L . . . disks, Corp A, the U.S. corporation, decides to makeo longer has the right to use the program (without
pUb“C ifitis permltted to_ distribute COpIeSProgram X available, for a fee, on a World Widefurther payment) and, indeed, cannot use the pro-
of the software to only either a related pefyen home page on the Internet. P, the Country gram without the electronic key. Functionally, Pro-
son, or to identified persons who may beesident, in return for payment made to Corp Agram X is no longer on the hard drive of P's com-
identified by either name or by legal re|adqwnloaqs Program X (via modem) onto the harguter. Instead,. the hard drive contains only a series
tionship to the original transferee. Fofi”"e_ of h|s com'put_e_r. As_ part of the ele_ctromc comef numbers which no Ignger perform the functllon of
. mynication, P signifies his assent to a license agreBrogram X. Although ifExample 3P was required
purpose; of this subparagraph, a rele}t%dént with terms identical to thosefixample 1ex-  to physically return the disk, taking into account the
person is a person who bears a relatiogapt that in this case P may make a back-up copy special characteristics of computer programs as pro-
ship to the transferee specified in sectiothe program on to a disk. vided in paragraph (f)(3) of this section, the result in
267(b)(3), (10), (11), or (12), or sectiond (ii) bAr:jalysis. (A) Nﬁn(e)c()f )thef CEpyright righr:s thisEExamE)le54?')th'ei satmecas Ezamplljes&

; ; escribed in paragraph (c)(2) of this section have Example 5.(i) Facts. Corp A, a U.S. corpora-
707(b)(1)(B). - In applying section 267(b), " L 1\ 5" Ahough P did not buy a physical copion, transfers a disk containing Program X to Corp
267(f), 707(b)(1)(B)] or 1563(a), “10 PEI"6f the disk with the program on it, paragraph (g)(2B. a Country Z corporation, and grants Corp B an
cent” shall be substituted for “50 percent.’sf this section provides that the means of transfeexclusive license for the remaining term of the copy-
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right to copy and distribute an unlimited number ofU.S. corporation, to purchase as many copies of Pr{fj(2) of this section, the transaction is classified as
copies of Program X in the geographic area ofjram X on disk as it may from time-to-time requestthe sale of a copyrighted article. (The result would
Country Z, prepare derivative works based upoi€orp C will then sell these disks to retailers. Thde the same if Corp D used a single physical disk to
Program X, make public performances of Progrardisks are shipped in boxes covered by shrink-wrapopy Program X onto each computer, and trans-
X, and publicly display Program X. Corp B will pay licenses (identical to the license describe&xam- ferred an unopened box containing Program X with
Corp A a royalty of $y a year for three years, whictple J). each computer, if Corp D were not permitted to copy
is the expected period during which Program X will (i) Analysis (A) Corp C has not acquired anyProgram X onto more computers than the number of
have commercially exploitable value. copyright rights under paragraph (c)(2) of this secindividual copies purchased.)

(i) Analysis. (A) Although Corp A has trans- tion with respect to Program X. It has acquired indi- Example 10.(i) Facts. Corp A, a U.S. corpora-
ferred a disk with a copy of Program X on it to Corpvidual copies of Program X, which it may sell totion, transfers a disk containing Program X to Corp E,
B, under paragraph (c)(1)(i) of this section becausethers. The use of the term license is not dispositivee Country Z corporation, and grants Corp E the right
this transfer is accompanied by a copyright rightinder paragraph (g)(1) of this section. Under parde load Program X onto 50 individual workstations
identified in paragraph (c)(2)(i) of this section, thisgraph (c)(1)(ii) of this section, Corp C has acquiredor use only by Corp E employees at one location in
transaction is a transfer solely of copyright rightscopyrighted articles. return for a one-time per-user fee (generally referred
not of copyrighted articles. For purposes of para- (B) Taking into account all of the facts and cir-to as a site license or enterprise license). If additional
graph (b)(2) of this section, the disk containing a&umstances, Corp C is properly treated as the owneporkstations are subsequently introduced, Program X
copy of Program X is a de minimis component obf copyrighted articles. Therefore, under paragrapmay be loaded onto those machines for additional
the transaction. ((2) of this section, there has been a sale of coppne-time per-user fees. The license which grants the

(B) Applying the all substantial rights test underighted articles. rights to operate Program X on 50 workstations also
paragraph (f)(1) of this section, Corp A will be  Example 8 (i) Facts. Corp A, a U.S. corpora- prohibits Corp E from selling the disk (or any of the
treated as having sold copyright rights to Corp Btion, transfers a disk containing Program X to Corfs0 copies) or reverse engineering the program. The
Corp B has acquired all of the copyright rights irD, a foreign corporation engaged in the manufacturerm of the license is stated to be perpetual.

Program X, has received the right to use them excland sale of personal computers in Country Z. Corp (ii) Analysis. (A) The grant of a right to copy,
sively within Country Z, and has received the right#\ grants Corp D the non-exclusive right to copyunaccompanied by the right to distribute those
for the remaining life of the copyright in Program X.Program X onto the hard drive of an unlimited numeopies to the public, is not the transfer of a copyright
The fact the payments cease before the copyrigber of computers, which Corp D manufactures, andght under paragraph (c)(2) of this section. There-
term expires is not controlling. Under paragrapho distribute those copies (on the hard drive) to thfore, under paragraph (c)(1)(ii) of this section, this
(9)(1) of this section, the fact that the agreement isublic. The term of the agreement is two yeardransaction is a transfer of copyrighted articles (50
labelled a license is not controlling (nor is the factvhich is less than the remaining life of the copyrightopies of Program X).

that Corp Areceives a sum labelled a royalty). (Th&n Program X. Corp D pays Corp A an amount (B) Taking into account all of the facts and cir-
result in this case would be the same if the copy dfased on the number of copies of Program X it loadsumstances, P is properly treated as the owner of
Program X to be used for the purposes of reproducn to computers. copyrighted articles. Therefore, under paragraph
tion were transmitted electronically to Corp B, as a (ii) Analysis. The analysis is the same asbr-  (f)(2) of this section, there has been a sale of copy-
result of the application of the rule of paragraplample 6. Under paragraph (c)(2)(i) of this section,righted articles rather than the grant of a lease.
(9)(2) of this section.) Corp D has acquired a copyright right enabling it tdNotwithstanding the restriction on sale, other factors

Example 6 (i) Facts. Corp A, a U.S. corpora- exploit Program X by copying it on to the hard dri-such as, for example, the risk of loss and the right to
tion, transfers a disk containing Program X to Corpes of the computers that it manufactures and therse the copies in perpetuity outweigh, in this case,
B, a Country Z corporation, and grants Corp B thaells. For purposes of paragraph (b)(2) of this sethe restrictions placed on the right of alienation.
non exclusive right to reproduce (either directly otion, the disk containing Program X is a de minimis  (C) The result would be the same if Corp E were
by contracting with either Corp A or another persortomponent of the transaction. Taking into accourgermitted to copy Program X onto an unlimited
to do so) and distribute for sale to the public an urell of the facts and circumstances, Corp D has natumber of workstations used by employees of either
limited number of disks at its factory in Country Z inhowever, acquired all substantial rights in the copy€orp E or corporations that had a relationship to
return for a payment related to the number of diskdght to Program X (for example, the term of theCorp E specified in paragraph (g)(3) of this section.
copied and sold. The term of the agreement is twagreement is less than the remaining life of the Example 11 (i) Facts. The facts are the same as
years, which is less than the remaining life of theopyright). Under paragraph (f)(1) of this sectionjn Example 10gxcept that Corp E, the Country Z
copyright. this transaction is, therefore, a license of Program ¥orporation, acquires the right to make Program X

(i) Analysis.(A) As inExample 5the transfer of to Corp D rather than a sale and the payments madeailable to workstation users who are Corp E em-
the disk containing the copy of the program does ndty Corp D are royalties. (The result would be theployees by way of a local area network (LAN). The
constitute the transfer of a copyrighted article undesame if Corp D included with the computers it sellsiumber of users that can use Program X on the LAN
paragraph (c)(1) of this section because Corp B has archival copy of Program X on a floppy disk.) at any one time is limited to 50. Corp E pays a one-
also acquired a copyright right under paragraph Example 9.(i) Facts. The facts are the same astime fee for the right to have up to 50 employees use
(©)(2)(i) of this section, the right to reproduce and disin Example 8 except that Corp D, the Country Zthe program at the same time.
tribute to the public. For purposes of paragraph (b)(2orporation, receives physical disks. The disks are (ii) Analysis.Under paragraph (g)(2) of this sec-
of this section, the disk containing Program X @ea shipped in boxes covered by shrink-wrap licensetion the mode of utilization is irrelevant. Therefore,
minimiscomponent of the transaction. (identical to the licenses describedErample J.  as inExample 10under paragraph (c)(2) of this sec-

(B) Taking into account all of the facts and cir-The terms of these licenses do not permit Corp D tioon, no copyright right has been transferred, and,
cumstances, there has been a license of Programm¥éke additional copies of Program X. Corp D usethus, under paragraph (c)(1)(ii) of this section, this
to Corp B, and the payments made by Corp B areach individual disk only once to load a single copyransaction will be classified as the transfer of a
royalties. Under paragraph (f)(1) of this sectionpf Program X onto each separate computer. Corp &pyrighted article. Under the benefits and burdens
there has not been a transfer of all substantial rightsansfers the disk with the computer when it is soldtest of paragraph (f)(2) of this section, this transac-
in the copyright to Program X because Corp A has (ii) Analysis. (A) As in Example 7(unlike Ex- tion is a sale of copyrighted articles. The result
the right to enter into other licenses with respect tample 8) no copyright right identified in paragraphwould be the same if an unlimited number of Corp E
the copyright of Program X, including licenses in(c)(2) of this section has been transferred. Corp Bmployees were permitted to use Program X on the
Country Z (or even to sell that copyright, subject tacquires the disks without the right to reproduce andAN or if Corp E were permitted to copy Program
Corp B's interest). Corp B has acquired no right itdistribute publicly further copies of Program X.X onto LANs maintained by corporations that had a
self to license the copyright rights in Program X. FiThis is therefore the transfer of copyrighted articleselationship to Corp E specified in paragraph (g)(3)
nally, the term of the license is for less than the rainder paragraph (c)(1)(ii) of this section. of this section.
maining life of the copyright in Program X. (B) Taking into account all of the facts and cir- Example 12.(i) Facts. The facts are the same as

Example 7. (i) Facts Corp C, a distributor in cumstances, Corp D is properly treated as the ownigr Example 11except that Corp E pays a monthly
Country Z, enters into an agreement with Corp A, af copyrighted articles. Therefore, under paragrapfee to Corp A, the U.S. corporation, calculated with
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reference to the permitted maximum number ofc)(2) of this section. In addition, since no copyrighuse of Program Y will not operate unless the li-
users (which can be changed) and the computingghts are being transferred to Corp G, this transabraries are also present, the license agreement be-
power of Corp E’s server. In return for this monthlytion does not involve the provision of services byween Corp A and Corp E grants Corp E the right to
fee, Corp E receives the right to receive upgrades @forp A under paragraph (d) of this section. Thiglistribute copies of the libraries with any program
Program X when they become available. The agre&ansaction will be classified, therefore, as a transfeteveloped using Program Y. The license agreement
ment may be terminated by either party at the end of copyrighted articles under paragraph (c)(1)(ii) ofs otherwise identical to the license agreemeibin
any month. When the disk containing the upgrade ihis section. ample 1
received, Corp E must return the disk containing the (B) Taking into account all facts and circum- (i) Analysis.(A) No nonde minimiscopyright
earlier version of Program X to Corp A. If the con-stances, Corp G is properly treated as the owner gfhts described in paragraph (c)(2) of this section
tract is terminated, Corp E must delete (or otherwiseopyrighted articles. Therefore, under paragraphave passed to Corp E. For purposes of paragraph
destroy) all copies made of the current version dff)(2) of this section, there has been the sale of @)(2) of this section, the right to distribute the li-
Program X. The agreement also requires Corp A toopyrighted article rather than the grant of a lease. braries in conjunction with the programs created
provide technical support to Corp E but the agree- Example 15.(i) Facts. Corp H, a Country Z cor- using Program Y is de minimiscomponent of the
ment does not allocate the monthly fee between thporation, enters into a license agreement for a netnansaction. Because Corp E has received a copy of
right to receive upgrades of Program X and the tecltomputer program. Program Q is to be written byhe program under paragraph (c)(1)(ii) of this sec-
nical support services. The amount of technical sugsorp A, a U.S. corporation. Corp A and Corp Htion, it has received a copyrighted article.
port that Corp A will provide to Corp E is not fore- agree that Corp A is writing Program Q for Corp H (B) Taking into account all the facts and circum-
seeable at the time the contract is entered into butasd that, when Program Q is completed, the copgtances, Corp E is properly treated as the owner of a
expected to be de minimis. The agreement specifiight in Program Q will belong to Corp H. Corp Hcopyrighted article. Therefore, under paragraph
cally provides that Corp E has not thereby beegives instructions to Corp A programmers regardingf)(2) of this section, there has been the sale of a
granted an option to purchase Program X program specifications. Corp H agrees to pay Corpopyrighted article rather than the grant of a lease.
(i) Analysis. (A) Corp E has received no copy- A a fixed monthly sum during development of the Example 18(i) Facts. (A) Corp A, a U.S. cor-
right rights under paragraph (c)(2) of this sectionprogram. If Corp H is dissatisfied with the developporation, transfers a disk containing Program X to
Corp A has not provided any services described iment of the program, it may cancel the contract at th@orp E, a country Z Corporation. The disk contains
paragraph (d) of this section. Based on all the facend of any month. In the event of termination, Corppoth the object code and the source code to Program
and circumstances of the transaction, Corp A ha& will retain all payments, while any procedures, X and the license agreement grants Corp E the right
provided de minimis technical services to Corp Etechniques or copyrightable interests will be theo—

Therefore, under paragraph (c)(1)(ii) of this sectionproperty of Corp H. All of the payments are labelled (1) Modify the source code in order to correct
the transaction is a transfer of a copyrighted articleroyalties. There is no provision in the agreement faminor errors and make minor adaptations to Pro-
(B) Taking into account all facts and circum-any continuing relationship between Corp A andyram X so it will function on Corp E's computer;

stances, under the benefits and burdens test Corp Ederp H, such as the furnishing of updates of the pr@and
not properly treated as the owner of the copyrightegram, after completion of the modification work. (2) Recompile the modified source code.
article. Corp E does not receive the right to use Pro- (ii) Analysis. Taking into account all of the facts  (B) The license does not grant Corp E the right
gram X in perpetuity, but only for so long as it con-and circumstances, Corp A is treated as providing distribute the modified Program X to the public.
tinues to make payments. Corp E does not have tkervices to Corp H. Under paragraph (d) of this sed-he license is otherwise identical to the license
right to purchase Program X on advantageous (or, ition, Corp A is treated as providing services to Coragreement ifexample 1.
deed, any) terms once a certain amount of money hesbecause Corp H bears all of the risks of loss asso- (i) Analysis.(A) No nonde minimiscopyright
been paid to Corp A or a certain period of time hasiated with the development of Program Q and is theghts described in paragraph (c)(2) of this section
elapsed (which might indicate a sale). Once thewner of all copyright rights in Program Q. Underhave passed to Corp E. For purposes of paragraph
agreement is terminated, Corp E will no longer posparagraph (g)(1) of this section, the fact that théb)(2) of this section, the right to modify the source
sess any copies of Program X, current or supersedegjreement is labelled a license is not controllingode and recompile the source code in order to cre-
Therefore under paragraph (f)(2) of this section thergor is the fact that Corp A receives a sum labelled ate new code to correct minor errors and make
has been a lease of a copyrighted article. royalty). minor adaptations is ée minimiscomponent of the
Example 13.(i) Facts. The facts are the same as Example 16.(i) Facts. Corp A, a U.S. corpora- transaction. Because Corp E has received a copy of
in Example 12except that, while Corp E must re-tion, and Corp |, a Country Z corporation, agree thahe program under paragraph (c)(1)(ii) of this sec-
turn copies of Program X as new upgrades are ra-development engineer employed by Corp A wiltion, it has received a copyrighted article.
ceived, if the agreement terminates, Corp E matyavel to Country Z to provide know-how relating to  (B) Taking into account all the facts and circum-
keep the latest version of Program X (although Corpertain techniques not generally known to computestances, Corp E is properly treated as the owner of a
E is still prohibited from selling or otherwise trans-programmers, which will enable Corp | to more effi-copyrighted article. Therefore, under paragraph
ferring any copy of Program X). ciently create computer programs. These techniquéB(2) of this section, there has been the sale of a
(i) Analysis. For the reasons statedBixample represent the product of experience gained by Cogopyrighted article rather than the grant of a lease.
10, paragraph (ii)(B), the transfer of the programA from working on many computer programming
will be treated as a sale of a copyrighted articl@rojects, and are furnished to Corp | under nondis- (i) Effective date-(1) General. This
rather than as a lease. closure conditions. Such information is propertysection applies to transactions occurring
Example 14. (i) Facts. Corp G, a‘Country 4 sub!_ect to trad_e sec_ret protect{on. _ pursuant to contracts entered into on or
corporation, enters into a contract with Corp A, a (ii) Analysis. This transaction contains the ele-
U.S. corporation, for Corp A to modify Program X ments of know-how specified in paragraph (e) of:"‘ﬂer December 1, 17998' .
so that it can be used at Corp G's facility in Countryhis section. Therefore, this transaction will be (2) Elective transition rules-(i) Con-
Z. Under the contract, Corp G is to acquire onéreated as the provision of know-how. tracts entered into in taxable years ending
copy of the program on a disk and the right to use Example 17(i) Facts. Corp A, a U.S. corpora- on or after October 2, 1998A taxpayer
the_ program on 5,000_Workstat|ons. The contract reion, transfers a disk co‘ntalr_nng Program Y to _Corl?nay elect to app|y this section to transac-
quires Corp A to rewrite elements of Program X sdt, a Country Z corporation, in exchange for a smgrli, . tt tract )
that it will conform to Country Z accounting stan-fixed payment. Program Y is a computer progra lons ‘?Ccuf“”g pursuant to Con,rac S en
dards and states that Corp A retains all copyrighdevelopment program, which is used to create oth€red into in taxable years ending on or
rights in the modified Program X. The agreementomputer programs, consisting of several compafter October 2, 1998. A taxpayer that
between Corp Aand Corp G is otherwise identical asents, including libraries of reusable software commakes an election under this paragraph
to rlghtg and payment terms as the agreement dgenents that serve as general building blocks_; in ne (2)(|) must appIy this section to all con-
scribed inExample 10. software applications. No element of these librarie . . .
(ii) Analysis. (A) As in Example 10, no copy- is a significant component of any overall new pro- racts entered into in taxable years ending
right rights are being transferred under paragrapiram. Because a computer program created with t Or after October 2, 1998.
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(i) Contracts entered into before Octo-a calendar-year basis. Inyear 1, Corp Aenters intoraethod of accounting for contracts in-
ber 2, 1998. A taxpayer may elect to contract to deliver a computer program and to proyg|ying computer programs, to conform
apply this section to transactions occuria¢ one update the following year. Under the cory ;e classification prescribed in this
) . X tract, the computer program and the update are . :
ring in taxable years ending on or aftefyiced separately, and Corp A is entitled to receivé€Ction. The consent is granted for con-
October 2, 1998, pursuant to contracts epayment for the computer program and the updaiéacts entered into on or after December 1,
tered into before October 2, 1998, proupon delivery of the computer program. Assumd 998, or in the case of a taxpayer making
vided the taxpayer would not be require@°'P A properly accounts for the contract as a corgpy glection under paragraph (i)(2)(i) of

. . . tract for the provision of services. Corp A properly,,. - : :
under this section to change its method of | jes the portion of the payment relating to théhls section, the consent is granted for

accounting as a result of such election, Qbmputer program in gross income in year 1, th€ONtracts entered into in taxable years
the taxpayer would be required to chang@xable year the payment is received and the pr&nding on or after October 2, 1998. In ad-
its method of accounting but the resultingram delivered. Corp A properly includes the pordition, a taxpayer that makes an election
section 481(a) adjustment would be zerdon of the payment relating to the update in grosgnder paragraph ()(2)(ii) of this section is

. income in year 2, the taxable year the update is prq; ;
A taxpayer that makes an election undgfiey under Rev. Proc. 71-21, 19712 CB 549 (Sgranted consent to change its method of

this paragraph (i)(2)(ii) must apply thisseo1.601 (d)(2) of this chapter). Corp A properlya_lccountin_g for any contract Wit_h transac-
section to all transactions occurring irdeducts the cost of developing the computer prdiONs subject to the election, if the tax-
taxable years ending on or after Octobeiram and update when the costs are incurred. Yeapayer is required to change its method of

2, 1998, pursuant to contracts entered inff?c'ﬁdes October 2, 1998'f ﬁssumde under It;‘e rulegccounting as a result of the election.
of this section, provision of the update would prop- 2) Year of ch
before October 2, 199_8‘ . erly be accounted for as the transfer of a copyrighted ’Eh) t bl angtﬁTP.e yle?'jr Of[():hang%
(3) Manner of making electionTax- article. If Corp Amade an election under paragrapl® '€ {@xable year that includes becember

payers may elect, under paragrapti(2)i) of this section, Corp Awould be required to 1, 1998, or in the case of a taxpayer mak-
(i)(2)(i) or (i)(2)(ii) of this section, to change its method of accounting for deferring ining an election under paragraph (i)(2)(i)

apply this section, by treating the transaeme under its contract as a result of the electiogyr (i)(2)(ii) of this section, the taxable

. . . . However, the section 481(a) adjustment would b ;
ear that includes October 2, 1998.
tions in accordance with these reQUIatlonzgero because the portion of the payment relating to

on their original tax return. the update would be includible in gross income in (k) Time and manner of making change
(4) Examples. The following exam- year 2, the taxable year the update is provided, undét method of accountirg(1) General.
ples illustrate application of the transitiorpoth Rev. Proc. 71-21 and §1.451-5. Corp Awould\ taxpayer changing its method of ac-
rule of paragraph (i)(2)(ii) of this section: not be required to chaﬁge its method of accountingounting in accordance with this section
for the cost of developing the computer program angh st file a Form 3115, Application for
Example 1. Co_rp A de_velops computer pro- the update under the contract as a rgsult .(.Jf the e.leéhange in Method of Accounting, in du-
grams for sale to third parties. Corp A uses an oveflon. Therefore, under paragraph (i)(2)(ii) of this i Th )
all accrual method of accounting and files its tax reSection, Corp A may elect to apply the provisions oplicate. ne taxpayer must type or print
turn on a calendar-year basis. In year 1, Corp HiS section to the update in year 2, because the sébe following statement at the top of page
enters into a contract to deliver a computer progradiP" 481(2) adjustment resulting from the change il of the Form 3115: “FILED UNDER

in that year, and to provide updates for each of tH&€thod of accounting for deferring advance payTREASURY REGULATION §1.861—
following four years. Under the contract, the com{Ments under the contract is zero, and because C%[%_” The original Form 3115 must be at-

; i ired to change from its accrual metho
puter program and the updates are priced separately!S not require 9 -
and Corp A is entitled to receive payments for th@! accounting for the cost of developing the comtached to the taxpayers original return for

computer program and each of the updates upon dter program and updates under the contract adhe year of change. A copy of the Form
livery. Assume Corp A properly accounts for the'®Sult of the election. 3115 must be filed with the National Of-

contract as a contract for the provision of services, Example 3Assume the same facts assixample  fice no later than when the original Form
Corp A properly includes the payments under thé except that Corp A'is entitled to receive payment;olls is filed for the year of change.

contract in gross income in the taxable year the pafR" the computer program and each of the updates
9 y P §pays after delivery. Corp A properly includes the (2) Copy of Form 3115The copy re-

ments are received and the computer program or u . .
dates are delivered. Corp A prpoperI)F/) dgducts thgmounts due under the contract in gross income fuired by this paragraph (k)(I) to be sent

cost of developing the computer program and ughe taxable year the computer program or updat¢e the national office should be sent to the
dates when the costs are incurred. Year 3 includ@&e Provided. Assume that Corp A properly uses theommissioner of Internal Revenue, At-

October 2, 1998. Assume under the rules of this seponaccrual-experience method described in sectiqaninn. CC:DOM:IT&A, P.O. Box 7604
: i 448(d)(5) and §1.448-2T to account for income o N . " . '
tion, the provision of updates would properly be ac: h ecti ;Eenjamm Franklin Station, Washington,
counted for as the transfer of copyrighted articles. ffS contracts. If Corp Amade an election under par DC 20044 (o in the case of a designated
Corp A made an election under paragraph (i)2)(iir@Ph ()(2)(ii) of this section, Corp A would be re- g

of this section, Corp A would not be required toduired to change from the nonaccrual-experiencprivate delivery service: Commissioner
change its method of accounting for income unddpethod for income as a result of the election, bepf |nternal Revenue, Attention: CC:

the contract as a result of the election. Corp AwoulG2YSe the method is only available with respect tBOM:IT&A, 1111 Constitution Avenue,

also not be required to change its method of a@mounts to be received for the performance of se IW. Washinaton. DC 20224).
counting for the cost of developing the computeVices: Therefore, Corp Amay not elect to apply thl\l . gron, )

program and the updates under the contract as a PSOVisions of this section to the updates provided in 3) Effec_t of consent and |n_tema| Rev-
sult of the election. Therefore, under paragrapf€@'s 3. 4, and 5, under paragraph (i)(2)(i)) of thi€nue Service reviewA change in method
()(2)(i) of this section, Corp A may elect to apply S€ction, because Corp A would be required t@f accounting granted under this section is

the provisions of this section to the updates provided@n9€ from the nonaccrual-experience method %fubject to review by the district director

in years 3, 4, and 5, because Corp A is not requir&i:counting for income on the contract as a result and the national office and may be modi-

; : e election. . . ’
to change from its accrual method of accounting foil fied or revoked in accordance with the

th tract It of the election. . . . .
eECXZnn:slce gs(l?)rrp()eiude(\)/eloise Ceocn'::;ter programs () Change in method of accounting reprovisions of Rev. Proc. 97-37 (1997-33
for sale to third parties. Corp A uses an overall aduired by this sectior-(1) Consent. A IRB 18) (or its successors) (see

crual method of accounting and files its tax return ot@xpayer is granted consent to change i§601.601(d)(2) of this chapter).

1998-42 |.R.B. 17 October 19, 1998



PART 602—OMB CONTROL
NUMBERS UNDER THE

CFR part or section Current OMB Approved April 1, 1998,

PAPERWORK REDUCTION ACT ‘é"::greib'ggnt'f'ed and  control No. Donald C. Lubick,
Deputy Assistant Secretary of
Par. 3. The authority citation for part the Treasury.
602 continues to read as follows: oroEowox
itv- (Filed by the Office of the Federal Register on
Authority: 26 U.S.C. 7805. .1.861-18 ... ... ... .. 1545-1594eptember 30, 1998, 8:45 a.m., and published in the
Par. 4. 1In §6Q2'101’ paragraph (c) is issue of the Federal Register for October 2, 1998, 63
amended by adding an entry to the table ok ok ok k F.R. 52971)

in numerical order to read as follows:

8602.101 OMB Control numbers. Michael P. Dolan,
Deputy Commissioner of
Internal Revenue.
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