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   May 14, 2010 
    
     
    
    
    

    
Dear Interested Party:  

 
Staff has reviewed comments received in response to our March 11, 2010, interested parties 
meeting regarding the proposed amendments to Regulation 1507, Technology Transfer 
Agreements.  After considering the comments and information provided to date, staff is 
recommending more amendments to Regulation 1507.  
 
Enclosed is the Second Discussion Paper on this subject.  This document provides the 
background, a discussion of the issue and explains staff’s recommendation in more detail.  Also 
enclosed for your review is a copy of the proposed amendments to Regulation 1507 (Exhibit 1).   
 
A second interested parties meeting is scheduled for June 23, 2010, at 10:00 a.m., in Room 122 
to discuss the proposed amendments to Regulation 1507.  If you are unable to attend the meeting 
but would like to provide input for discussion at the meeting, please feel free to write to me at the 
above address or send a fax to (916) 322-4530 before the June 23, 2010 meeting. If you plan to 
attend the meeting on June 23, 2010, or would like to participate via teleconference, I would 
appreciate it if you would let staff know by contacting Ms. Cecilia Watkins at (916) 445-2137 or 
by e-mail at cecilia.watkins@boe.ca.gov prior to June 18, 2010.  This will allow staff to make 
alternative arrangements should the expected attendance exceed the maximum capacity of Room 
122 and to arrange for teleconferencing. 
 
Any comments you may wish to submit subsequent to the June 23, 2010, meeting must be 
received by July 23, 2010.  They should be submitted in writing to the above address.  After 
considering all comments, staff will complete a formal issue paper on the proposed amendments 
to Regulation 1507 for discussion at the Business Taxes Committee meeting scheduled for 
September 14, 2010.  Copies of the formal issue paper will be mailed to you approximately ten 
days prior to this meeting.  Your attendance at the September Business Taxes Committee 
meeting is welcomed.  The meeting is scheduled for 9:30 a.m. in Room 121 at 450 N Street, 
Sacramento, California. 
 
Please be aware that a copy of the material you submit may be provided to other interested 
parties.  Therefore, please ensure your comments do not contain confidential information.  
 
 
 

 

 E-file now, find out how . . . www.boe.ca.gov 
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We look forward to your comments and suggestions.  Should you have any questions, please feel 
free to contact Ms. Leila Hellmuth, Supervisor, Business Taxes Committee Team at  
(916) 322-5271.  
 
 Sincerely, 

 
 
 
Jeffrey L. McGuire, Chief 
Tax Policy Division 

 Sales and Use Tax Department 
 
JLM: caw 
 
Enclosures 
 
cc: Honorable Betty T. Yee, Chairwoman, First District (MIC 71) 

Honorable Jerome E. Horton, Vice Chair, Fourth District 
Honorable Michelle Steel, Member, Third District 
Honorable John Chiang, State Controller, c/o Ms. Marcy Jo Mandel 
Ms. Barbara Alby, Acting Member, Second District (MIC 78) 

 
 Via E-mail: 

Mr. Alan LoFaso, Board Member’s Office, First District  
Mr. Gary Qualset, Board Member’s Office, First District  
Ms. Mengjun He, Board Member's Office, First District  
Mr. Doug Anderson, Board Member’s Office, Fourth District  
Ms. Regina V. Evans, Board Member’s Office, Fourth District 
Ms. Cynthia Suero, Board Member’s Office, Fourth District 
Mr. Lee Williams, Board Member’s Office, Second District  
Mr. Neil Shah, Board Member’s Office, Third District 
Ms. Elizabeth Maeng, Board Member’s Office, Third District  
Ms. Natasha Ralston Ratcliff, State Controller’s Office  
Mr. Ramon J. Hirsig 
Ms. Kristine Cazadd 
Ms. Randie L. Henry 
Mr. Jeff Vest 
Mr. Randy Ferris 
Mr. Robert Lambert     Mr. Geoffrey E. Lyle  
Mr. Robert Tucker 
Mr. Jeffrey Graybill 
Mr. Bradley Heller 
Mr. Todd Gilman  
Ms. Laureen Simpson 
Mr. Robert Ingenito Jr. 
Mr. Bill Benson  
Ms. Freda Orendt 
Mr. Stephen Rudd 

Mr. Kevin Hanks 
Mr. James Kuhl 

Ms. Leila Hellmuth   
Ms. Cecilia Watkins   
Ms. Lynn Whitaker   
 
 
 
 
 

 



SECOND DISCUSSION PAPER 
Proposal to Amend Regulation 1507, Technology Transfer Agreements 

INTRODUCTION 

The Board adopted Sales and Use Tax Regulation (Regulation) 1507, Technology Transfer 
Agreements, in 2002 to implement, interpret, and make specific the provisions of Revenue and 
Taxation Code (RTC) sections 6010.9, 6011, and 6012, the California Supreme Court’s holding 
in Preston v. State Board of Equalization (2001) 25 Cal.4th 197, and Regulation 1502,  to the 
extent that they prescribe the application of the Sales and Use Tax Law to transactions 
combining the transfer of tangible personal property, including a computer program transferred 
on tangible storage media, with the transfer of the right to reproduce copyrighted material, make 
and sell a patented product, or use a method or process patent under a technology transfer 
agreement (TTA).  However, since the initial implementation of Regulation 1507, some 
taxpayers have been confused about the regulatory requirement that TTAs be “in writing.”  
Furthermore, some taxpayers have been confused about how sales and use tax applies to 
transfers of the right to use a copyrighted computer program transferred on tangible storage 
media and the right to use a patented product, including a product that embodies an embedded 
method or process patent, such as the right to use a computer program that performs a patented 
process. 

ISSUES 

The issues raised in this paper are whether Regulation 1507 should be amended to: 

• Further clarify that to qualify as a TTA, a written agreement must identify a copyright 
or patent interest and “clearly” assign or license:  (A) the right to reproduce the 
assignor’s or licensor’s copyrighted material in other property the assignee or licensee 
produces, reproduces, or manufactures and sells; (B) the right to produce, reproduce, 
or manufacture, and sell, other property subject to the assignor’s or licensor’s patent 
interest; or (C) the right to use a process subject to the assignor’s or licensor’s patent 
interest; 

• Further explain and illustrate that written agreements are TTAs if they transfer the 
right to reproduce copyrighted material in other property the assignee or licensee 
produces, reproduces, or manufactures and sells; however written agreements are not 
TTAs merely because they transfer the right to use a copyrighted computer program; 

• Further explain and illustrate that written agreements are TTAs if they transfer the 
right to produce, reproduce, or manufacture and sell other property subject to a patent 
interest; however, written agreements are not TTAs merely because they transfer the 
right to use a product subject to copyright and/or patent interests (e.g., the right to use 
a modern automobile or a copyrighted computer program transferred on tangible 
storage media that performs patented processes); and  

• Clarify the definition for the term “computer program,” as used in Regulation 1507, 
by revising the definition to refer to the definition for the term “program,” provided in 
Regulation 1502, Computers, Programs, and Data Processing. 

These issues are scheduled for discussion at the September 14, 2010, meeting of the Business 
Taxes Committee. 
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BACKGROUND 

RTC section 6010.9 & Regulation 1502  

The Board initially adopted Regulation 1502 in 1972 to prescribe the application of sales and use 
tax to data processing and computer programming services.  However, there was still confusion 
over whether tax applied to the sale or lease of “custom” computer programs transferred on 
tangible storage media after Regulation 1502’s implementation.   

As a result, the Legislature enacted RTC section 6010.9 in 1982 to specifically address the 
application of the Sales and Use Tax Law to sales and purchases of computer programs in a 
manner that provides “state incentives for the development and utilization of computer 
software.”  (Stats. 1982, ch. 1274, §§ 1 and 2.)   Under RTC section 6010.9, charges for “the 
design, development, writing, translation, fabrication, lease, or transfer for a consideration of title 
or possession, of a custom computer program” and “separately stated charges for [custom] 
modifications to an existing prewritten program which are prepared to the special order of the 
customer” are not subject to sales or use tax, even if the custom computer programs or custom 
modifications are transferred on tangible storage media.  (RTC § 6010.9, first sentence and subd. 
(d), respectively.)  However, charges for “a ‘canned’ or prewritten computer program which is 
held or existing for general or repeated sale or lease, even if the prewritten or ‘canned program’ 
was initially developed on a custom basis or for in-house use,” did not receive special treatment 
and remained taxable when the program is transferred on tangible storage media.  (RTC § 
6010.9, subd. (d).) Therefore, the Board amended Regulation 1502, subdivision (f) in 1988 to 
address the application of tax to custom computer programs, custom modifications to prewritten 
computer programs, and canned or prewritten computer programs in conformity with RTC 
section 6010.9.   

Furthermore, as relevant here, Regulation 1502, subdivision (f) has provided that tax does not 
apply to “license fees or royalty payments that are made for the right to reproduce or copy a 
program to which a federal copyright attaches in order for the program to be published and 
distributed for a consideration to third parties, even if a tangible copy of the program is 
transferred,” since at least 1988.  And, Regulation 1502, subdivision (f) has not changed in any 
relevant respect since 1988.1   

RTC sections 6011 and 6012 

RTC sections 6011, subdivision (c)(10), and 6012, subdivision (c)(10), were enacted in 1993.  
(Stats. 1993, ch. 887 (Assem. Bill No. 103 (1993-94 Reg. Sess.)).)  They both define a TTA to 
mean “any agreement under which a person who holds a patent or copyright interest 
assigns or licenses to another person the right to make and sell a product or to use a 
process that is subject to the patent or copyright interest.”  The statutes further provide that 
“sales price” and “gross receipts” do not include the “amount charged for intangible personal 
property transferred with tangible personal property in any” TTA, if the TTA “separately states 
a reasonable price for the tangible personal property.”  (Bold emphasis added.)

 
1 Note:  The Board added the last sentence to Regulation 1502, subdivision (f)(1)(D) in 1999 and made some minor 
grammatical changes and changes to conform the definition for “electronic or digital pre-press instructions” in 
Regulation 1502, subdivision (f)(2)(F) to the definition for “digital pre-press instructions” in Regulation 1540 in 
2002. 
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Preston v. State Board of Equalization 

In Preston v. State Board of Equalization (2001) 25 Cal.4th 197 (Preston), the California 
Supreme Court applied the statutory TTA provisions to a number of written agreements:   

1. An agreement, under the terms of which, “Preston provided Celestial Arts, a book 
publisher, with eight illustrations for Remember the Secret, a children’s book. Celestial 
Arts received ‘the right to reproduce the artwork in the book and in publicity and 
promotion connected with the book.’  In return, Celestial Arts gave Preston ‘a 5 [percent] 
of cash received royalty on books sold’ and paid her $1,500 as an advance against future 
royalties.”   

2. A series of agreements, under the terms of which Preston transferred 54 designs to All 
Night Media, a rubber stamp manufacturer, and “gave All Night Media ‘[a]ll rights for 
the use of [Preston’s] artwork on any and all rubber stamp products. . . .’  In return, 
Preston received a flat fee upon publication of the first All Night Media catalog 
containing the designs and an additional amount in the form of either a flat fee for each 
publication of the designs in a subsequent catalog or a 5 percent royalty on sales.” 

3. An agreement, under the terms of which “Preston contracted with Enchante, a book 
publisher, to supply illustrations for a children’s book, The Rainbow Fields. Enchante 
acquired ‘all of the exclusive rights comprised in the copyrights’ contained in these 
illustrations, including the ‘unlimited perpetual right to sell, license, distribute, and 
otherwise use’ these copyrights in any media. In return, Preston received a royalty from 
Enchante on all book, calendar and poster sales containing the illustrations and a $7,500 
advance on these royalties. Preston also retained the right to reproduce the illustrations 
‘solely for portfolio and self-promotion purposes.’”  (Id. at pp. 204-205.) 

The California Supreme Court began its analysis of the agreements by explaining that its prior 
decision, Simplicity Pattern Co. v. State Board of Equalization (1980) 27 Cal.3d 900, established 
that a sale of tangible personal property “does not become ‘nontaxable whenever its principal 
purpose is to transfer the intangible content of the physical object being sold.’” (Preston, supra, 
25 Cal.4th 197, 210.)  The court explained further that “[s]ince Simplicity Pattern, appellate 
courts have consistently held that a transfer of tangible property physically useful in the 
manufacturing process in conjunction with a transfer of intangible property rights in that 
property results in a taxable sale.”  (Id. at p. 210.)  The court also cited Capitol Records, Inc. v. 
State Board of Equalization (1984) 158 Cal.App.3d 582, and A & M Records, Inc. v. State Board 
of Equalization (1988) 204 Cal.App.3d 358, as examples, stating: “Together, these decisions 
establish that any transfer of tangible property physically useful in the manufacturing process is 
subject to sales tax even though the true object of the transfer is an intangible property right like 
a copyright. . . . The purpose or nature of the transfer and the form of payment are irrelevant.”  
(Id. at pp. 210-211.) 

Then, the California Supreme Court interpreted the statutory TTA provisions, which had been 
enacted after Simplicity Pattern, Capital Records, and A & M Records, and concluded that: 
“Read as a whole and giving the statutory language its ordinary meaning, sections 6011(c)(10) 
and 6012(c)(10) unambiguously establish that the value of a patent or copyright interest 
transferred pursuant to a technology transfer agreement is not subject to sales tax even if the 
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agreement also transfers tangible personal property. The lone trigger for this exemption is the 
presence of a technology transfer agreement.  In other words, these provisions exclude the 
value of a patent or copyright interest from taxation whenever a person who owns a patent 
or copyright transfers that patent or copyright to another person so the latter person can 
make and sell a product embodying that patent or copyright.”  (Preston, supra, 25 Cal.4th 
197, 213-214 [italics in original and bold emphasis added].)   The court also concluded that 
federal law requires a “writing” to legally transfer a copyright interest.2  (Id. at 214.)  However, 
no special language is needed to transfer or assign a copyright, so long as the written agreement 
“clearly transfers one of the rights or any subdivision of the rights” associated with a copyright.  
(Id. at p. 214 [bold emphasis added].)   

Further, and as relevant here, the California Supreme Court went on to explain the fundamental 
attributes of transfers involving copyrights and patents.  The court said, “Patents give an owner 
‘the exclusive right to manufacture, use, and sell his invention.’  [Citation omitted.]  Thus, the 
license of a patent interest, by definition, gives the licensee the right to make a product or 
to use a process.  In contrast, ‘copyright protects originality rather than novelty or invention–
conferring only the sole right of multiplying copies.’  [Citation omitted.]  Thus, the license of a 
copyright interest can only give the licensee the right to reproduce the copyrighted material 
in a product–and not the right to make and sell a product.  Because sections 6011(c)(10) and 
6012(c)(10) expressly exempt the assignment or license of the right to make and sell a product 
subject to either a patent or copyright from taxation, they must encompass agreements, like 
Preston’s, that license the right to reproduce copyrighted material in a product to be 
manufactured and sold by the licensee.”  (Preston, supra, 25 Cal.4th 197, 215-216 [bold 
emphasis added].) 

Therefore, the California Supreme Court found that all of Preston’s agreements constituted TTAs 
because the agreements were in writing, transferred Preston’s copyrighted tangible artwork, and 
also “clearly” transferred Preston’s rights to reproduce the artwork.  (Preston, supra, 25 Cal.4th 
197, 214.)  However, the court explained that “Preston’s Agreements are not entirely exempt 
from taxation because they involved a transfer of tangible property for consideration.”  (Id. at p. 
212.)  And, as a result, “only the portion of Preston’s income attributable to the Agreements’ 
temporary transfer of tangible artwork is taxable.  Because the Agreements do ‘not separately 
state a price for the tangible personal property,’ [citations omitted] the amount subject to taxation 
is either ‘the price at which the tangible personal property was sold, leased, or offered to third 
parties’ [citation omitted], or ‘200 percent of the cost of materials and labor used to produce the 
tangible personal property subject to tax’ [citations omitted].”   (Id. at p. 225.)   

Furthermore, and as additionally relevant here, the California Supreme Court found that “the 
legislative history validates our interpretation of sections 6011(c)(10) and 6012(c)(10), even if 
the statutory language is ambiguous.”  (Preston, supra, 25 Cal.4th 197, 216.)  The court said that 
the statutory TTA provisions “grew out of the Board's decision in Petition of Intel Corporation 
(June 4, 1992)” and the express purpose of the assembly bill sponsored by Charles Quackenbush, 
which contained the statutory TTA provisions, “was to ‘implement [the] decision of the Board of 
Equalization (BOE) with regards to . . . the Intel Corporation’ appeal.”  (Ibid.)  The court 
explained that “[i]n Intel, petitioner licensed several patents and copyrights to other companies 

 
2 Federal law currently requires a writing to transfer or assign an interest in a copyright or patent.  (17 U.S.C. § 204 
and 35 U.S.C. § 261, respectively.) 
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so they could manufacture integrated circuits embodying these patents and copyrights.  As part 
of the license agreements, petitioner transferred tangible property consisting of ‘written 
information, instructions, schematics, database tapes, and test tapes.’ [Citation omitted.]  The 
Board held that these agreements created two separate and distinct transactions for tax purposes. 
The first transaction involved the transfer of tangible personal property and was subject to sales 
tax. The second transaction involved the nontaxable transfer of intangible property. In reaching 
this conclusion, the Board broadly defined ‘intangible property’ as ‘the license to use the 
information under the copyright or patent.’ [Citation omitted].”  (Ibid.)   

The California Supreme Court also explained that there was some debate between the Assembly 
and the Senate as to the proper scope of the statutory TTA provisions. Specifically, the issue was 
whether the statutory TTA provisions should apply to an agreement that transfers a copyright 
interest, but not a patent interest, particularly where the value of the tangible personal property 
being transferred is substantial in relation to the value of the copyright interest being transferred.  
(Preston, supra, 25 Cal.4th 197, 217.)  The court also explained that the Board’s analysis of the 
assembly bill opposed the expansion of the Board’s decision in Petition of Intel Corporation to 
apply to agreements that transfer a copyright interest, but not a patent interest, where the value of 
the tangible personal property being transferred is substantial in relation to the value of the 
copyright interest being transferred.  (Id. at pp. 217-218.)  However, the court noted that the 
Legislature disagreed with the Board’s analysis and enacted the statutory TTA provisions with 
the broad language applicable to transfers of both patent and copyright interests.   (Id. at p. 218.)        

Doctrine of Patent Exhaustion 

Since the 19th century, the United States Supreme Court has applied the “doctrine of patent 
exhaustion” to sales of products that embody patented technology, including method or process 
patents. (Quanta Computer, Inc. v. L.G. Electronic, Inc. (2008) 128 S.Ct. 2109, 2115.)3  The 
doctrine “provides that the initial authorized sale of a patented item terminates all patent rights to 
that item.”  (Id. at p. 2115.)  Therefore, for practical purposes, “when a patented item is ‘once 
lawfully made and sold, there is no restriction on [its] use to be implied for the benefit of the 
patentee.’”  (Id. at p. 2118 [emphasis in original].)   

In other words, a manufacturer does need authorization from a patent holder to make and sell a 
product embodying the patent holder’s patent, including a method or process patent.  Otherwise, 
the product would infringe upon the patent holder’s patent rights under federal patent law.  
However, once the product is manufactured and sold pursuant to the patent holder’s 
authorization, the patent holder has no further patent rights (or property) interest in the mere use 
of the finished product.  Therefore, the purchaser has the right to use the finished product, 
separate and apart from any transfer of an interest in the patent holder’s patent under federal 
patent law and any purported transfer of such an interest from the patent holder to the purchaser 
would be a nullity.  

                                                           
3 The citation to the official United States Supreme Court Reports is 553 U.S. 617 for this opinion.  However, this 
discussion paper uses the citation to the unofficial Supreme Court Reporter because it is currently paginated. 
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For example, in Quanta Computers, Inc., L.G. Electronics, Inc. (LG), purchased three patents, 
including at least one method or process patent, covering: 

• A “system for ensuring that the most current data are retrieved from main memory”; 

• An “efficient method of organizing read and write requests”; and 

• “[M]ethods that establish a rotating priority system” for granting multiple devices access 
to a bus connecting two computer components.    

LG licensed the patents to Intel Corporation (Intel) and under the terms of the license gave Intel 
the right to manufacture and sell microprocessors and chipsets that use LG’s patents. Then, Intel 
manufactured and sold microprocessors and chipsets, which embodied the patented processes, to 
Quanta Computer (Quanta) and other manufacturers for incorporation into their finished 
computers for sale to end consumers.   LG then filed a complaint against Quanta claiming that its 
finished computers infringed upon LG’s method patents because they performed the specified 
data processes.  (Quanta Computer, supra, 128 S. Ct. at pp. 2113-2114.)  However, the United 
States Supreme Court disagreed with LG and held that the authorized manufacture and sale of 
Intel’s microprocessors and chipsets exhausted LG’s patent rights with regard to the finished 
Intel products and their use in Quanta’s finished computers.  Therefore, neither Quanta nor its 
customers needed further licenses from LG or Intel to use the Intel products and finished 
computers to perform the processes specified in LG’s patents under federal patent law.  (Id. at p. 
2122.) 

Regulation 1507 

Regulation 1507 was originally adopted in 2002 and incorporates the California Supreme Court’s 
holding in Preston.  Regulation 1507, subdivision (a)(1) currently provides that:   

“Technology transfer agreement” means an agreement evidenced by a writing 
(e.g., invoice, purchase order, contract, etc.) that assigns or licenses a copyright 
interest in tangible personal property for the purpose of reproducing and selling 
other property subject to the copyright interest. A technology transfer agreement 
also means a written agreement that assigns or licenses a patent interest for the 
right to manufacture and sell property subject to the patent interest, or a written 
agreement that assigns or licenses the right to use a process subject to a patent 
interest. 

A technology transfer agreement does not mean an agreement for the transfer of 
any tangible personal property manufactured pursuant to a technology transfer 
agreement, nor an agreement for the transfer of any property derived, created, 
manufactured, or otherwise processed by property manufactured pursuant to [a] 
technology transfer agreement.  A technology transfer agreement also does not 
mean an agreement for the transfer of prewritten software as defined in 
subdivision (b) of Regulation 1502, Computers, Programs, and Data Processing. 
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Regulation 1507, subdivision (a)(1) also explains that under the TTA provisions, tax will not 
apply to charges for the right to use a patented process that is external to tangible personal 
property, but tax will apply to all of the charges for the transfer of tangible personal property, 
including charges for the use of the tangible personal property.  (Regulation 1507, subd. (a)(1), 
example 3.)   

Regulation 1507, subdivision (a)(2) through (4), implements, interprets, and makes specific the 
terms “process,” “assign or license,” “copyright interest,” and “patent interest” from RTC 
sections 6011, subdivision (c)(10)(D), and 6012, subdivision (c)(10)(D).  As relevant here, the 
regulation currently defines “process” to mean:  “one or more acts or steps that produce a 
concrete, tangible and useful result that is patented by the United States Patent and Trademark 
Office, such as the means of manufacturing tangible personal property.  Process may include a 
patented process performed with an item of tangible personal property, but does not mean or 
include the mere use of tangible personal property subject to a patent interest.”  (Regulation 
1507, subd. (a)(3).)   In addition, the regulation currently provides that “‘Assign or license’ 
means to transfer in writing a patent or copyright interest to a person who is not the original 
holder of the patent or copyright interest where, absent the assignment or license, the assignee or 
licensee would be prohibited from making any use of the copyright or patent provided in the 
technology transfer agreement.”  (Regulation 1507, subd. (a)(4).)   

DISCUSSION 

Board staff understands that some taxpayers have been confused about the statutory and 
regulatory requirement that TTAs be “in writing.”  They believe that sales documents that do not 
identify a copyright or patent interest and only list the amount charged for the sale or lease of 
tangible personal property, such as product invoices, are TTAs even though the documents do 
not contain any language that could be construed to transfer:  (A) the right to reproduce 
copyrighted material in other property for sale; (B) the right to produce, reproduce, or 
manufacture, and sell, tangible personal property subject to a patent interest; or (C) the right to 
use a process subject to a patent interest.  However, staff believes this interpretation of the “in 
writing” requirement is incorrect because the California Supreme Court has held that an 
agreement is a TTA only if it is in writing and clearly transfers one of the rights or any 
subdivision of the rights associated with a copyright or patent; and these types of sales 
documents would not satisfy the federal requirements to transfer a copyright or patent interest.  
(See, e.g., Radio Television Espanola, S.A., v. New World Entertainment, Ltd. (9th Cir. 1999) 
183 F.3d 922 [requiring a writing that evidences the parties’ intent to transfer a copyright] and 
McClaskey v. Harbison-Walker Refractories Co. (3d Cir. 1943) 138 F.2d 493 [requiring a 
writing that unambiguously transfers a patent interest].)   

Board staff understands that some taxpayers have mistakenly concluded that RTC sections 
6011’s and 6012’s TTA provisions and/or Regulation 1507 somehow exclude charges for the 
mere right to use a computer program transferred on tangible storage media from tax if the 
program is copyrighted or performs an embedded patented process.  Again, staff believes this 
interpretation of the TTA provisions is incorrect because it purports to exclude charges for the 
mere transfer and use of computer programs from the measure of tax that would not qualify as 
nontaxable charges for “custom computer programs or programming” or “custom modifications 
to prewritten programs,” as defined in RTC section 6010.9 and Regulation 1507.  This 
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interpretation is incorrect because it assumes that the TTA provisions apply to charges that are 
neither for the transfer of the right to reproduce copyrighted material in other property for sale 
nor the right to produce, reproduce, or manufacture and sell, other property subject to a patent 
interest, nor the right to use a process, subject to a patent interest, and directly conflicts with the 
California Supreme Court’s opinion in Preston.  Moreover, this interpretation is also incorrect 
because it conflicts with the current provisions of Regulation 1507, subdivision (a)(1), example 
3, regarding embedded and external processes, and Regulation 1507, subdivision (a)(3), which 
defines “process.”  Finally, this interpretation is incorrect because it assumes that a patent holder 
retains the right to control the mere use of a patented product or a product that performs an 
embedded patented process after its authorized sale or lease, despite the doctrine of patent 
exhaustion, as discussed and applied by the United States Supreme Court in Quanta Computers.   

Furthermore, Board staff understands that some taxpayers have mistakenly concluded that RTC 
sections 6011’s and 6012’s TTA provisions and/or Regulation 1507 somehow exclude charges 
for the right to use other types of tangible personal property, such as an egg vaccinator, from tax 
if the tangible personal property performs an embedded patented process with or without the aid 
of a computer program.  This interpretation is incorrect because it conflicts with RTC sections 
6011 and 6012, as interpreted by the California Supreme Court in Preston, the current provisions 
of Regulation 1507, subdivision (a)(1), example 3, regarding embedded and external processes, 
and Regulation 1507, subdivision (a)(3), which defines “process.”  Additionally, this 
interpretation is incorrect because it also ignores the doctrine of patent exhaustion as discussed 
and applied by the United States Supreme Court in Quanta Computers.   

In addition, Board staff believes that some of the confusion may be due to the current wording in 
Regulation 1507, subdivision (a)(1), defining the term “technology transfer agreement,” 
subdivision (a)(3), defining the term “process,” and subdivision (a)(4), defining the phrase 
“assign or license.”  Board staff also believes that some of the confusion may be due to the use of 
the word “software,” instead of the word “computer program” in Regulation 1507, subdivision 
(a)(1).  Finally, Board staff further believes that some of the confusion is due to the current 
wording of the examples in Regulation 1507, subdivision (a)(1), including example 3; the lack of 
examples illustrating transactions involving computer programs and other tangible personal 
property that performs embedded patented processes; and the lack of examples explaining why 
charges for the transfer of tangible personal property produced pursuant to a technology transfer 
agreement are subject to tax, even if the property performs an embedded patented process.   

Proposed Amendments 

The proposed amendments to Regulation 1507 illustrated in attached Exhibit 1 do not reinterpret 
the provisions of RTC sections 6010.9, 6011, and 6012, nor Preston, nor Regulation 1502.  
Rather, they are intended to more fully incorporate the California Supreme Court’s extensive 
discussion regarding transfers of copyright and patent interests in Preston, further clarify the 
Board’s longstanding interpretation and application of the statutes, regulations, and the 
California Supreme Court’s opinion, and provide additional examples to further illustrate the 
application of tax.  The proposed amendments: 

1. Revise subdivision (a)(1) (defining TTA) to more specifically incorporate the California 
Supreme Court’s discussion, from Preston, regarding the way that copyright and patent 
interests are assigned and licensed under federal copyright and patent law and the types 
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of transfers of copyright and patent interests that are excluded from tax under the TTA 
provisions; 

2. Revise subdivision (a)(1) and (4) to explain that a TTA means and includes an agreement 
that “clearly assigns or licenses” the required copyright or patent interests and explain 
that an agreement “clearly licenses or assigns” the required copyright and patent interests 
when it satisfies the requirements to transfer such interests under federal copyright and 
patent law”; 

3. Separate the definition for the term patented “process” from the definition for the term 
“patent interest” in subdivision (a)(3), refine the definition for the term “process” to its 
essence, which is “one or more acts or steps that are patented by the United States Patent 
and Trademark Office,” and expressly state that the transfer of the right to use a patented 
process does not include the mere transfer of the right to use property that performs an 
embedded process; 

4. Add subdivision (a)(6) to define the term “computer program” by reference to the 
definition for the term “program” in Regulation 1502, and revise subdivisions (a)(1) and 
(b)(3) to more specifically explain that the TTA provisions do not apply to an agreement 
for the transfer and/or reproduction of a computer program because Regulation 1502 fully 
prescribes the application of tax to charges for computer programs, including license fees 
or royalty payments for the right to reproduce a computer program;  

5. Revise subdivision (b)(1) to expressly state that taxable amounts received for tangible 
personal property, include,  but are not limited to, amounts received for the right to use 
tangible personal property; 

6. Move the examples from subdivision (a)(1) to new subdivision (c); 

7. Revise examples 1 and 2 so that they explain why the agreements at issue are or are not 
TTAs and explain how tax applies to the amounts received for the tangible personal 
property and copyright and patent interests being transferred; 

8. Revise example 3 to clarify that there is one TTA that includes the lease of a medical 
device and the transfer of the right to perform a separate patented process, and explain 
how tax applies to the amounts received for the device and the patent interest transferred 
under the TTA; 

9. Add example 4 to illustrate that: (a) amounts received for the transfer of the right to 
reproduce and sell a copyrighted computer program have been expressly excluded from 
tax under Regulation 1502 since at least 1988; and (b) agreements for the mere sale of 
copyrighted computer programs that perform embedded patented processes and 
agreements for the mere sale of the right to use computer programs are not TTAs and are 
subject to tax as provided in Regulation 1502; 

10. Add example 5 to illustrate that tax does not apply to amounts received for the transfer of 
the right to manufacture and sell patented manufacturing equipment that is operated by a 
copyrighted computer program and performs embedded patented processes, under a 
TTA; and illustrate how tax applies to subsequent contracts to sell additional 
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manufacturing equipment manufactured pursuant to the TTA that also performs 
embedded patented processes, and sales of widgets produced with the manufacturing 
equipment; 

11. Add example 6 to illustrate that tax does not apply to amounts received for the transfer of 
the right to manufacture and sell a computer assisted braking system that performs 
embedded patented processes, but tax applies to sales of automobiles that incorporate the 
braking system even though the automobiles will be capable of performing the same 
embedded patented processes; and  

12.  Add example 7 to illustrate that a written agreement for the manufacture and sale of hair 
cutting devices that perform embedded patented processes is not a TTA and that the sale 
of the products is subject to tax because the agreement is merely an agreement for the 
transfer and use of tangible personal property.    

Staff believes the proposed amendments will serve taxpayers by specifically incorporating the 
California Supreme Court’s discussion of the statutory TTA provisions and transfers of copyright 
and patent interest in Preston.  The proposed amendments will also serve taxpayers by further 
clarifying, and implementing, defining, and making specific the Board’s longstanding 
interpretation of the application of the Sales and Use Tax Law to amounts received for the right 
to use tangible personal property, including computer programs transferred on tangible storage 
media. 

Interested Parties Meeting & Comments 

Board staff met with interested parties on March 11, 2010, to discuss staff’s proposed revisions 
to the regulation dated February 26, 2010.  During the meeting, the interested parties questioned 
staff’s addition of the word “clearly” to Regulation 1507, subdivision (a)(1) and requested that 
staff explain how the addition of the word “clearly” explicates the original meaning of the 
regulation.  Staff explained that the term “clearly” comes directly from the California Supreme 
Court’s decision in Preston and staff added the word “clearly” to the proposed language for 
renumbered Regulation 1507, subdivision (a)(5) to specify that a written agreement “clearly 
assigns or licenses” a copyright or patent interest when it meets the requirements for such a 
written assignment or license under federal copyright and patent law.  The interested parties also 
asked staff to revise the examples in Regulation 1507 so that they better explain why tax does or 
does not apply, and both staff and the interested parties agreed that Regulation 1507 should 
contain more examples showing when tax does not apply to the transfer of an interest in a 
copyright or patent.  In response to these concerns, staff substantially revised the current 
examples in Regulation 1507 so that they better explain why tax applies or does not apply, and 
revised new examples 5 and 6 so that there is in fact a TTA present in both fact patterns. 

During the interested parties meeting, Mr. Jeffrey Varga of Paul, Hastings, Janofsky, and 
Walker, LLP, and Ms. Michele Pielsticker of the California Taxpayer’s Association stated their 
opinions that the Board lacks authority to amend Regulation 1507 as proposed by staff because 
the amendments conflict with the Revenue and Taxation Code and because the Board is in 
litigation with Mr. Varga’s clients and the Board has argued that Regulation 1507 applies to the 
pending litigation.  Following the interested parties meeting, staff received a letter from 
Mr. Varga, containing written comments which he submitted on behalf of AT&T, Inc., Alcatel-
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Lucent USA, Inc., and Nortel Networks, Inc., and a letter from Ms. Pielsticker containing 
comments which she submitted on behalf of the California Taxpayers’ Association, California 
Chamber of Commerce, California Manufacturers and Technology Association, and 
TechAmerica.  (See Exhibits 2 and 3.)  Both letters: (1) stated the senders’ opinions that the 
Board lacks authority to amend Regulation 1507 as proposed by staff because the amendments 
conflict with or offer an overly narrow interpretation of the Revenue and Taxation Code; (2) 
opposed the adoption of staff’s amendments because the Board has argued that Regulation 1507 
applies to pending litigation between the Board and Mr. Varga’s clients; and (3) asserted that it is 
inappropriate for the Board to amend Regulation 1507 while the specific litigation is pending. 

Board staff respectfully disagrees with Mr. Varga’s and Ms. Pielsticker’s comments.  Board staff 
believes that all of the proposed amendments to Regulation 1507 set forth in Exhibit 1 to this 
Second Discussion Paper are fully supported by and do not conflict with any of the provisions of 
the RTC, including the TTA provisions as interpreted by the California Supreme Court in 
Preston, and are fully supported by and do not conflict with federal copyright and patent law, 
including the doctrine of patent exhaustion, as explained by the United States Supreme Court in 
Quanta Computer.  Board staff also believes that the proposed amendments are necessary to 
provide guidance to all of the different types of businesses that may be contemplating transfers 
of patents and copyrights and that no sound legal or administrative reasons exist to postpone 
rulemaking simply because the amended regulation may have an effect on litigation.  Moreover, 
in this case, there is no telling when the pending litigation will be completed and there is also no 
way of being certain that no new litigation will commence before the pending litigation is 
completed; and it is unlikely that any one judicial decision will fully resolve all of the issues that 
are being addressed in the proposed amendments to Regulation 1507.   

Furthermore, California’s legislative authority is vested in the Legislature pursuant to the express 
provisions of the California Constitution (Cal. Const., art IV, § 1) and the doctrine of “Separation 
of Powers.”  The Legislature enacted RTC section 7051 to specifically impose the duty on the 
Board to enforce all of the provisions of the Sales and Use Tax Law, including the TTA 
provisions, and this duty is not obviated during litigation.  In addition, the Legislature enacted 
RTC section 7051 to expressly delegate authority to the Board to prescribe, adopt, and enforce 
regulations to clarify, interpret, implement, and make specific the statutory provisions of the 
RTC when necessary to administer or enforce the Sales and Use Tax Law.  And, the Legislature 
did not enact any law restricting the Board’s rulemaking authority or requiring the Board to 
postpone necessary action because rulemaking may have an effect on a matter that is currently in 
litigation.  

Finally, Board staff believes that a decision to postpone rulemaking could create further public 
confusion regarding the validity of the current version of Regulation 1507 and the Board’s 
longstanding interpretation and application of the TTA provisions and the California Supreme 
Court’s opinion in Preston.  Therefore, at this time, staff believes that the proposed amendments 
are necessary and should not be postponed.  And, staff intends to request that the Board’s 
Business Tax Committee authorize staff to commence formal rulemaking on September 14, 
2010, and publish the proposed amendments to Regulation 1507 illustrated in Exhibit 1.   
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Summary 

While Regulation 1507 does not alter the definition of a TTA as provided under RTC 
sections 6011 and 6012, and while the regulation is valid as currently written, the regulation 
would benefit from further clarification that makes more specific the definitions of TTA and 
“process,” and from a clear statement (with appropriate examples) that a TTA does not mean an 
agreement for the mere use of tangible personal property, including a computer program, that is 
subject to a copyright or patent interest, as mistakenly contended by some taxpayers.  
Accordingly, at this time, Board staff intends to recommend that the Board amend Regulation 
1507 as illustrated in Exhibit 1.  However, staff invites interested parties to comment on the text 
of Exhibit 1 and staff will consider those comments before we finalize the text of the proposed 
amendments for submission to the Board in September. 

Current as of 5/13/2010 
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(a) DEFINITIONS.  

  (1) “Technology transfer agreement” means and includes an agreement evidenced by a 
writing (e.g., invoice, purchase order, contract, etc.) that identifies a copyright or patent 
interest and clearly assigns or licenses:  (A) the right to reproduce the assignor’s or 
licensor’s copyrighted material ina copyright interest in tangible personal property for the 
purpose of reproducing and selling other property the assignee or licensee produces, 
reproduces, or manufactures, and sells;subject to the copyright interest. A technology 
transfer agreement also means a written agreement that assigns or licenses a patent interest 
for (B) the right to produce, reproduce, or manufacture, and sell tangible personal property 
subject to the assignor’s or licensor’s patent interest;, or a written agreement that assigns or 
licenses or (C) the right to use a process subject to a the assignor’s or licensor’s patent 
interest, as defined in this regulation. 

 
A technology transfer agreement does not mean or include an agreement for the mere 
transfer of any tangible personal property produced, reproduced, or manufactured pursuant 
to a technology transfer agreement, nor an agreement for the mere transfer of any property 
derived, created, manufactured, or otherwise processed by property produced, reproduced, 
or manufactured pursuant to a technology transfer agreement, nor an agreement for the mere 
transfer and use of tangible personal property.  A technology transfer agreement also does 
not mean an agreement for the transfer or reproduction of a computer programprewritten 
software as defined in subdivision (b) of Regulation 1502, Computers, Programs, and Data 
Processing.   

 
Example No. 1: Company X holds a copyright in certain tangible artwork.  Company X 
transfers (temporarily or otherwise) its artwork to Company Y and, in writing, transfers 
(temporarily or otherwise) a copyright interest to Company Y authorizing it to reproduce 
and sell tangible personal property subject to Company X’s copyright interest in the 
artwork.  Company X’s transfer of artwork and copyright interest to Company Y constitutes 
a technology transfer agreement.  Company Y’s sales of tangible personal property 
containing reproductions of Company X’s artwork do not constitute a technology transfer 
agreement. 
 
Example No. 2: Company X holds patents for widgets and the process for manufacturing 
such widgets.  Company X, in writing, transfers (temporarily or otherwise) its patent 
interests to sell widgets and the process used to manufacture such widgets to Company Y.  
Company X’s transfer of its patent interests to Company Y constitutes a technology transfer 
agreement.  Company Y’s sale or storage, use, or other consumption of any widgets that it 
manufactures does not constitute a technology transfer agreement.  Company Y’s sale or 
storage, use, or other consumption of any tangible personal property used to manufacture 
widgets also does not constitute a technology transfer agreement.  
 
Example No. 3: Company X manufactures and leases a patented medical device to 
Company Y. As part of the lease of the medical device, Company X also transfers to 
Company Y, in writing, a separate patent interest in a process external to the medical device 
that involves the use, application or manipulation of the medical device. Company X 
charges a monthly rentals payable for the equipment as well as a separate charge for each 
time the separate patented process external to the medical device is performed by Company 
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Y. Company X’s lease of the medical device to Company Y to perform the separately 
patented process is not a technology transfer agreement and tax applies to the entire rentals 
payable for the medical equipment. Company X’s transfer of its separate patent interest for 
the right to perform the separate patented process external to the medical device is a 
technology transfer agreement. Company X’s separate charges to Company Y for the right 
to perform the separate patented process external to the medical device are not subject to tax 
provided they relate to the right to perform the separate patented process, are not for the 
lease of the medical device, and represent a reasonable charge for the right to perform the 
separate patented process external to the medical device. Where the separate charges for the 
right to perform the separate patented process relate to the patented technology embedded in 
the internal design, assembly or operation of the medical device, Company X’s separate 
charges for the right to perform the separate patented process are not pursuant to a 
technology transfer agreement and are instead part of the rentals payable from the lease of 
the medical device. 
 
  (2) “Copyright interest” means the exclusive right held by the author of an original work of 
authorship fixed in any tangible medium to do and to authorize any of the following: to 
reproduce a work in copies or phonorecords; to prepare derivative works based upon a 
work; to distribute copies or phonorecords of a work to the public by sale or other transfer 
of ownership, or by rental, lease, or lending; to perform a work publicly, in the case of 
literary, musical, dramatic, and choreographic works, pantomimes, and motion pictures and 
other audiovisual works; to display a copyrighted work publicly, in the case of literary, 
musical, dramatic, and choreographic works, pantomimes, and pictorial, graphic, or 
sculptural works, including the individual images of a motion picture or other audiovisual 
work; and in the case of sound recordings, to perform the work publicly by means of a 
digital audio transmission.  For purposes of this regulation, an “original work of authorship” 
includes any literary, musical, and dramatic works; pictorial, graphic, and sculptural works; 
motion pictures and other audiovisual works; sound recordings, including phonograph and 
tape recordings; and architectural works represented or contained in tangible personal 
property.  
 
  (3) “Patent interest” means the exclusive right held by the owner of a patent issued by the 
United States Patent and Trademark Office to make, use, offer to sell, or sell a patented 
process, machine, manufacture, composition of matter, or material.   
 
  (4) “Process” means one or more acts or steps that are produce a concrete, tangible and 
useful result that is patented by the United States Patent and Trademark Office, such as the 
means of manufacturing tangible personal property.  Such a separate patented process may 
either be external to a product or relate to a patented technology embedded in the internal 
design, assembly or operation of a product.  As used in this regulation, “Pprocess”may 
include a patented process performed with an item of tangible personal property, but does 
not mean or include the mere use of tangible personal property that performs an embedded 
process by the owner of such property, the owner’s agents, or the owner’s customers, 
regardless of whether the process issubject to a patented interest. 
 
  (45) “Clearly aAssigns or licenses” means to transfer in writing a patent or copyright or 
patent interest to a person who is not the original holder of the copyright or patent or 
copyright interest in a writing that meets the requirements of title 17 United States Code 
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(copyrights) or title 35 United States Code (patents), respectively, where, absent the 
assignment or license, the assignee or licensee would be prohibited from making any use of 
the copyright or patent that is the subject ofprovided in the writtentechnology transfer 
agreement. 
 
  (6) For purposes of this regulation, “computer program” means a “program” as defined in 
Regulation 1502, Computers, Programs, and Data Processing. 

 
(b) APPLICATION OF TAX 
 
  (1) Tax applies to amounts received for any tangible personal property transferred as part 
of a technology transfer agreement, including, but not limited to, amounts received for the 
right to use tangible personal property.  Tax does not apply to amounts received for the 
assignment or licensing of a copyright or patent or copyright interest as part of a technology 
transfer agreement.  The gross receipts or sales price attributable to any tangible personal 
property transferred as part of a technology transfer agreement shall be: 

 
    (A) The separately stated sale price for the tangible personal property, provided the 
separately stated price represents a reasonable fair market value of the tangible personal 
property;   
 
    (B) Where there is no such separately stated price, the separate price at which the tangible 
personal property or like tangible personal property was previously sold, leased, or offered 
for sale or lease, to an unrelated third party; or, 
 
    (C) If there is no such separately stated price and the tangible personal property, or like 
tangible personal property, has not been previously sold or leased, or offered for sale or 
lease to an unrelated third party, 200 percent of the combined cost of materials and labor 
used to produce the tangible personal property.  “Cost of materials” consists of those 
materials used or otherwise physically incorporated into any tangible personal property 
transferred as part of a technology transfer agreement.  “Cost of labor” includes any charges 
or value of labor used to create the tangible personal property whether the transferor of the 
tangible personal property contributes such labor, a third party contributes the labor, or the 
labor is contributed through some combination thereof.  The value of labor provided by the 
transferor of the tangible personal property shall equal the separately stated, reasonable 
charge for such labor.  Where no separately stated charge for labor is made, the value of 
labor shall equal the lower of the taxpayer’s normal and customary charges for labor made 
to third persons, or the fair market value of such labor performed.      
 
  (2) Tax applies to all amounts received from the sale or storage, use, or other consumption 
of tangible personal property transferredcoupled with a copyright or patent or copyright 
interest, where the transfer is not pursuant to a technology transfer agreement.  
 
  (3) Specific Applications.   
 
    (A) Tax applies to the sale or storage, use, or other consumption of artwork and 
commercial photography pursuant to a technology transfer agreement as set forth in 
Regulation 1540, Advertising Agencies, and Commercial Artists and Designers. 
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    (B) Tax applies to charges for the sale or storage, use, or other consumption of a 
prewritten computer program as set forth in Regulation 1502.  Tax does not apply to 
charges for the sale or storage, use, or other consumption of a custom computer program, 
other than a basic operational program, custom programming services, or custom 
modifications to prewritten computer programs as set forth in Regulation 1502.  Tax does 
not apply to license fees or royalties paid for the right to reproduce or copy a copyrighted 
computer program in order for the program to be published and distributed to third parties 
for a consideration, nor any storage media used to transfer the program concurrently with 
the granting of such right as set forth in Regulation 1502.   
 
(c) EXAMPLES 
 

Example No. 1: Company X holds a copyright in certain tangible artwork.  
Company X transfers (temporarily or otherwise) its artwork to Company Y and, in writing, 
transfers (temporarily or otherwise) a copyright interest to Company Y authorizing it to 
reproduce the copyrighted artwork and sell tangible personal property subject to Company 
X’s copyright interest in the artwork.  Company X’s transfer of artwork and copyright 
interest to Company Y constitutes a technology transfer agreement because the agreement 
identifies a copyright interest and clearly assigns or licenses the right to reproduce 
copyrighted material and produce and sell other property subject to that copyright interest.  
Therefore, tax applies to amounts Company X receives for the transfer of the tangible 
artwork, but tax does not apply to amounts Company X receives for the transfer of the right 
to reproduce the copyrighted material and produce and sell other property subject to 
Company X’s copyright interest.  Company Y’s agreements to sell tangible personal 
property containing reproductions of Company X’s artwork do not constitute technology 
transfer agreements.  They are agreements for the mere transfer of tangible personal 
property produced, reproduced, or manufactured pursuant to a technology transfer 
agreement, and tax applies to all amounts Company Y receives from the sale or storage, use, 
or other consumption of tangible personal property transferred pursuant to such agreements.  

 
Example No. 2: Company X holds patents for widgets and the process for 

manufacturing such widgets.  Company X, in writing, transfers (temporarily or otherwise) 
to Company Y a widget, a license allowing Company Y to manufacture and sell widgets, 
and a license allowing Company Y to use the patented process for manufacturing such 
widgets.  Company X’s transfer of the widget and its patent licenses to Company Y 
constitutes a technology transfer agreement because the agreement identifies a patent 
interest in the design of the widgets and clearly assigns or licenses the right to manufacture 
and sell tangible personal property subject to that interest and identifies a patent interest in a 
process and clearly assigns or licenses the right to use the process subject to that interest.  
Therefore, tax applies to the amounts Company X receives from Company Y for the widget, 
but tax does not apply to the amounts Company X receives from Company Y for the right to 
manufacture and sell widgets. 

 
Then, Company Y manufactures widgets and enters into an agreement, in writing, 

that transfers 100 widgets to Company Z.  Company Y’s agreement to sell widgets that it 
manufactures does not constitute a technology transfer agreement.  It is an agreement for the 
mere transfer of tangible personal property produced, reproduced, or manufactured pursuant 
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to a technology transfer agreement. Furthermore, Company Y’s agreement to sell tangible 
personal property used to manufacture widgets also does not constitute a technology 
transfer agreement.  Therefore, tax applies to all amounts Company Y receives from the sale 
or storage, use, or other consumption of tangible personal property transferred pursuant to 
such agreements. 

 
Example No. 3: Company X manufactures and leases a patented medical device to 

Company Y.  As part of the lease of the medical device, Company X also transfers to 
Company Y, in writing, a separate patent interest in a process external to the medical device 
that involves the use, application or manipulation of the medical device.  Company X 
charges a monthly rentals payable for the equipment as well as a separate charge for each 
time the separate patented process external to the medical device is performed by Company 
Y.  Company X’s lease of the medical device and transfer of its separate patent interest for 
the right to perform the separate patented process external to the medical device is a 
technology transfer agreement.  Tax applies to the entire rentals payable for the medical 
device, but Company X’s separate charges to Company Y for the right to perform the 
separate patented process external to the medical device are not subject to tax provided they 
relate to the right to perform the separate patented process, are not for the lease of the 
medical device, and represent a reasonable charge for the right to perform the separate 
patented process external to the medical device.  Where the separate charges for the right to 
perform the separate patented process relate to the patented technology embedded in the 
internal design, assembly or operation of the medical device, Company X’s separate charges 
for the right to perform the separate patented process are not pursuant to a technology 
transfer agreement and are instead part of the rentals payable from the lease of the medical 
device. 
 

Example No. 4: Company W holds a copyright in a prewritten word-processing 
computer program and holds patents for certain processes embedded in and performed by 
the computer program.  Company W, in writing, transfers (temporarily or otherwise) to 
Company X a copy of the computer program on tangible storage media and a license to use 
the computer program for word-processing purposes in the operation of its business.  The 
agreement between companies W and X does not constitute a technology transfer agreement 
because it merely allows Company X to use a computer program.  The amount Company W 
charges Company X for the transfer and use of the prewritten computer program is subject 
to tax, as provided in Regulation 1502. 

 
Then, Company W, in writing, transfers (temporarily or otherwise) to Company Y a 

copy of the computer program on tangible storage media and the right to reproduce and sell 
copies of the computer program subject to Company W’s copyright and patents.  The 
agreement between companies W and Y is not a technology transfer agreement because it 
only concerns the transfer of a computer program and the right to reproduce a computer 
program.  However, tax does not apply to the amounts Company W receives from Company 
Y for the right to reproduce and sell copies of the copyrighted computer program, which 
performs embedded patented processes, or the storage media used to transfer the program 
concurrently with the granting of such right, as provided in Regulation 1502.   

 
Finally, Company Y makes copies of the computer program pursuant to its 

agreement with Company W and enters into an agreement, in writing, that transfers a copy 
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of the computer program on tangible storage media to Company Z, but that only allows 
Company Z and its employees to use the computer program for word-processing purposes 
in the operation of its business.  The agreement between companies Y and Z does not 
constitute a technology transfer agreement because it merely allows Company Z to use a 
computer program.  The amount Company Y charges Company Z for the transfer and use of 
the prewritten computer program is subject to tax, as provided in Regulation 1502. 

 
Example No. 5: Company W holds a patent for a type of manufacturing equipment 

used to make widgets, a copyright in a prewritten computer program that operates the 
manufacturing equipment, and patents for certain processes embedded in and performed by 
the manufacturing equipment with the aid of the computer program.  Company W, in 
writing, agrees to transfer (temporarily or otherwise) to Company X the manufacturing 
equipment with a copy of the computer program already installed, the right to manufacture 
and sell the manufacturing equipment subject to Company W’s patents, and the right to 
reproduce and sell copies of the computer program subject to Company W’s copyright.  The 
agreement between companies W and X is a technology transfer agreement because it 
identifies patent interests in the manufacturing equipment and clearly assigns or licenses the 
right to manufacture and sell the manufacturing equipment subject to the patent interests.  
Therefore, the amounts Company W receives from Company X for the manufacturing 
equipment, including charges for the use of the manufacturing equipment, are subject to tax, 
but the amounts Company W receives from Company X for the right to manufacture and 
sell the manufacturing equipment are not subject to tax, as provided in this regulation.  In 
addition, tax applies to the amount Company W charges Company X for the copy of the 
prewritten computer program, which was preloaded on and operates the manufacturing 
equipment, including any charges for using the prewritten computer program, because the 
transfer of the computer program on tangible storage media is not solely incidental to the 
granting of the right to copy the computer program; however, tax does not apply to the 
amount Company W charges Company X for the right to reproduce the copyrighted 
computer program and sell copies of the computer program, as provided in 
Regulation 1502.   

 
 Then, Company X reproduces copies of the computer program and manufactures 
more manufacturing equipment pursuant to its technology transfer agreement with 
Company W, enters into an agreement, in writing, that transfers 10 units of manufacturing 
equipment with copies of the computer program already installed to Company Y that only 
allows Company Y and its employees to use the manufacturing equipment and program to 
manufacture widgets in the operation of Company Y’s business.  The agreement between 
companies X and Y does not constitute a technology transfer agreement because it merely 
transfers a computer program and property that was produced, reproduced, or manufactured 
pursuant to a technology transfer agreement.  Therefore, tax applies to the sales of the 
manufacturing equipment, and tax applies to any charges for the preloaded, prewritten 
computer programs, as provided in Regulation 1502.   
 

Company X also begins to manufacture and sell widgets and enters into an 
agreement, in writing, to transfer 1000 widgets to Company Z.  The agreement between 
companies X and Z does not constitute a technology transfer agreement because it merely 
involves the transfer of tangible personal property, which is not subject to any patent or 
copyright interest.  Therefore, tax applies to the sale of the widgets. 
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Example No. 6: Company X, a research and development company, holds patents 
for processes utilized by a computer-assisted mechanical braking system it developed that is 
operated by a copyrighted prewritten computer program.  Company X, in writing, transfers 
(temporarily or otherwise) to Company Y, an automobile manufacturer, the mechanical 
braking system, a copy of the program on tangible storage media, a license to use the 
program, and the right to incorporate the mechanical braking system into the design of a 
new automobile and manufacture and sell automobiles with the mechanical braking system, 
including the computer program.  The agreement between companies X and Y is a 
technology transfer agreement because the agreement identifies patent interests and clearly 
assigns or licenses the right to manufacture and sell tangible personal property subject to the 
assignor’s or licensor’s patent interests.  Therefore, tax applies to amounts Company X 
receives from Company Y for the transfer of the braking system, but tax does not apply to 
the amounts Company X receives from Company Y for the right to incorporate the patented 
processes into a new automobile and manufacture and sell automobiles that will perform 
processes subject to Company X’s patents, as provided in this regulation.  In addition, tax 
does not apply to the amount Company X charges Company Y for the right to reproduce 
and sell copies of the copyrighted computer program; however, tax applies to the amount 
Company X charges Company Y for the copy of the prewritten computer program on 
tangible storage media and the license to use the computer program, as provided in 
Regulation 1502, because the transfer of the computer program on tangible storage media is 
not solely incidental to the granting of the right to copy the computer program.   

 
Then, Company Y manufacturers automobiles with Company X’s computer-assisted 

mechanical braking system and enters into a written agreement for the sale of 100 
automobiles to Company Z, a rental company, for use in its rental business.  Company Z 
will rent the automobiles to its customers, who will themselves drive and otherwise use the 
automobiles, which will perform processes subject to Company X’s patents every time a 
customer uses the brakes.  The agreement between companies Y and Z does not constitute a 
technology transfer agreement because it merely transfers automobiles that were produced 
pursuant to a technology transfer agreement, gives Company Z and its customers the right to 
use a patented technology embedded in the internal design, assembly or operation of the 
automobiles, and the right to use copyrighted prewritten computer programs installed on the 
automobiles.  Therefore, if Company Z does not purchase the automobiles for resale, tax 
applies to Company Y’s sale of the automobiles to Company Z, including any charges for 
the use of Company X’s computer assisted mechanical braking system, patented processes, 
or copyrighted computer program regardless of whether the charges are separately stated, as 
provided in this regulation and Regulation 1502. 

 
Example No. 7: Company X has patents for processes included in and performed by 

a digital device that cuts hair.  Company X manufactures the device and enters into a written 
agreement for the sale of 10 devices to Company Y, a local hair salon, that only allows 
Company Y and its employees to use the devices to cut hair in the operation of its business.  
The agreement does not constitute a technology transfer agreement because it merely 
transfers tangible personal property and the right to use a patented technology embedded in 
the internal design, assembly or operation of the property.  Therefore, tax applies to the 
amounts charged for the digital devices. 
 



 

 

     

     
March 26, 2010 

Mr. Jeffrey L. McGuire, Chief 
Tax Policy Division (MIC: 92) 
State Board of Equalization 
P.O. Box 942879 
Sacramento, CA  94279‐0092 
 
  Subject:  Comments Regarding Proposed Amendments to Regulation 1507, Technology 
Transfer Agreements  

Dear Mr. McGuire: 

  The above‐listed organizations are writing to express concerns regarding the Board 
staff’s draft of proposed amendments to Regulation 1507, Technology Transfer Agreements.  
The proposed amendments, as explained in the Discussion Paper of February 26, 2010, offer an 
overly narrow interpretation of Revenue and Taxation Code Sections 6011(c)(10) and 
6012(c)(10).  Moreover, amendments to Regulation 1507 are inappropriate at this time and are 
perceived as an effort to unduly influence the outcome of pending litigation. 
 
  Revenue and Taxation Code Sections 6011(c)(10)(D) and 6012(c)(10)(D) define 
“technology transfer agreement” as “any agreement under which a person who holds a patent 
or copyright interest assigns or licenses to another person the right to make and sell a product 
or to use a process that is subject to the patent or copyright interest.”  According to the 
Discussion Paper, the proposed amendments “Clarify the definition of a TTA, which requires an 
agreement that clearly assigns or licenses the types of copyright or patent interests specified in 
Preston.”  Discussion Paper at 3 (emphasis in original). We object to this inappropriately narrow 
interpretation of Sections 6011(c)(10)(D) and 6012(c)(10)(D), an interpretation contrary to 
Preston v. State Board of Equalization, 25 Cal. 4th 197 (2001).  In Preston, the California 
Supreme Court required a broad interpretation of these statutes based on their legislative 
history. See Preston, 25 Cal. 4th at 213 and 215 (“Sections 6011(c)(10)(D) and 6012(c)(10)(D) 
broadly define a ‘technology transfer agreement….The Legislature broadly defined ‘technology 
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transfer agreement’ to encompass the transfer of any copyright interest….”) (emphasis in 
original).   

  The proposed language in part requires “a written agreement that: (A)  Identifies a 
copyright or patent interest that includes the right to produce or reproduce, and sell, other 
tangible personal property subject to the copyright or patent interest and clearly assigns 
ownership of that interest; (B) Identifies a copyright or patent interest and clearly licenses the 
right to produce, reproduce, or manufacture, and sell, other tangible personal property subject 
to that interest; or (C) Identifies a patent interest and clearly licenses the right to use a process 
subject to that interest, as defined in subdivision (a)(4).” Discussion Paper, Exhibit 1, Page 1.  
The level of specificity required for written agreements transferring tangible property subject to 
a copyright or patent interest is contrary to the language of Sections 6011(c)(10)(D) 
6012(c)(10)(D) and  the Preston Court’s requirement of a broad definition of “technology 
transfer agreement.” 

  Board staff appears to be attempting to revive certain arguments made to narrow AB 
103 (Quackenbush, 1993), the bill that enacted Sections 6011(c)(10) and 6012(c)(10).  In the 
Board’s analysis of AB 103, the Board argued: “The provisions of AB 103 could be interpreted to 
apply in this situation as the right to use a process, i.e., the program.  If this were true, the 
retailer of the software could segregate a portion of the program sales price as a sale of 
intangible personal property.” Attachment 1, State Board of Equalization’s Legislative Bill 
Analysis, AB 103, Amended 08/17/93, Page 4.  The Legislature declined to amend AB 103 to 
address the Board’s concerns, indicating intent to keep the statute broad.  Nonetheless, Board 
staff wants to narrow AB 103 by regulation that is inconsistent with the broader statutes. 

  The proposed amendments also exclude from the definition of “technology transfer 
agreement” agreements “for the mere use of tangible personal property, including a computer 
program, that is subject to a copyright or patent interest, by the owner or its customers.” 
Discussion Paper, Exhibit 1, Page 1.   Yet, Sections 6011(c)(10)(D) and 6012(c)(10)(D) state that 
“technology transfer agreement’ means any agreement under which a person who holds a 
patent or copyright interest assigns or licenses to another person the right to make and sell a 
product or to use a process that is subject to the patent or copyright interest.”  Board staff’s 
proposed amendment directly conflicts with the governing statutes. 

  The proposed amendments include examples of this overly narrow interpretation of 
Sections 6011(c)(10)(D) and 6012(c)(10)(D).  Example No. 3 describes a company that has a 
patent interest in a word processing program that is licensed to Company Y for employee use 
only.  Example No. 4 states that Company X has a patent interest in a computer program that 
operates specific equipment and enters into an agreement with Company Y to use the 
computer program for the operation of the equipment.  The proposed amendments state that 
these are not technology transfer agreements and, as such, are taxable.  However, the Board’s 
analysis of AB 103, urging this more narrow interpretation was  before the Legislature and the 
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Legislature did not amend the bill in this manner.  Thus, the Legislature intended that the 
statute be interpreted more broadly than the Board would have liked. The proposed 
amendments to Regulation 1507 conflict with that intent.  

  The Board is involved in ongoing litigation in which the superior court of Los Angeles 
held for the taxpayer on the issue of whether the transfer of the right to use certain software 
programs were pursuant to technology transfer agreements.  Nortel Networks Inc.  v. State 
Board of Equalization, Los Angeles County Super. Ct., No. BC341568 (August 29, 2008). The case 
is now on appeal.  We respectfully submit that the Board should decline to amend Regulation 
1507 until the appellate court has had the opportunity to issue a decision in that case. 

   We appreciate the opportunity to submit comments on the proposed amendments to 
Regulation 1507, Technology Transfer Agreements. 
 

          Respectfully submitted, 

                     
          Michele Pielsticker 
          Vice President and General Counsel 

          California Taxpayers’ Association  

          California Chamber of Commerce 
          California Manufacturers and Technology Association 
          TechAmerica   

Attachment 

Cc:    The Honorable Betty Yee, Chair, State Board of Equalization 
  The Honorable John Chiang, State Controller 
  The Honorable Jerome Horton, Vice Chair, State Board of Equalization 
  The Honorable Barbara Alby, Acting Member, State Board of Equalization 
  The Honorable Marcy Jo Mandel, Deputy State Controller 
  The Honorable Michelle Steel, Member, State Board of Equalization 
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