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State of California 
Office of Administrative Law 

In re: 

Board of Equalization 

Regulatory Action: 

Title 18, California Code of Regulations 

Amend section: 1507 

NOTICE OF APPROVAL OF CHANGES 
WITHOUT REGULATORY EFFECT 

California Code of Regulations, Title 1, 
Section 100 

OAL File No. 2011-0531-01 N 

This action deletes from CCR, title 18, section 1507, subdivision (a), a provision that 
limits availability of the exemption of technology transfer agreements from sales and 
use tax when the transaction is a sale or lease of prewritten software. The provision 
that is being deleted by this action is an exclusion from the definition of the term 
"technology transfer agreement." 

OAL approves this change without regulatory effect as meeting the requirements of 
California Code of Regulations, Title 1, section 100. 

Oa~j!O ~ Date: 	 6/22/2011 
David D. Potter 
Senior Staff Counsel 

For: 	 DEBRA M. CORNEZ 
Assistant Chief Counsell 
Acting Director 

Original: Kristine Cazadd 
Copy: Richard Bennion 



STATE OF CALIFORNIA EDMUND G, BROWN, Jr" Governor 

OFFICE OF ADMINISTRATIVE LAW 

300 Capitol Mall , Suite 1250 
Sacramento, CA 95814 
(916) 323-6225 FAX (916) 323-6826 

DEBRA M, CORNEZ 
Assistant Chief Counsel/Acting Director 

MEMORANDUM 


TO: Richard Bennion'\ ' r 
FROM: 
DATE: 

OAL Front Desk,,' Lv lif " 
6/23/2011 / v 

RE: Return of Approved Rulemaking Materials 
OAL File No. 2011-0531-01 N 

OAL hereby returns this file your agency submitted for our review (OAL File No. 2011-0531­
01 N regarding Technology Transfer Agreements). 

If this is an approved file, it contains a copy of the regulation(s) stamped "ENDORSED 
APPROVED" by the Office of Administrative Law and "ENDORSED FILED" by the Secretary 
of State. The effective date of an approved file is specified on the Form 400 (see item B.5). 
(Please Note: The 30th Day after filing with the Secretary of State is calculated from the date the 
Form 400 was stamped "ENDORSED FILED" by the Secretary of State.) 

DO NOT DISCARD OR DESTROY THIS FILE 

Due to its legal significance, you are required by law to preserve this rulemaking record. 
Government Code section 11347.3(d) requires that this record be available to the public and to 
the courts for possible later review. Government Code section 11347.3(e) further provides that 
" .... no item contained in the file shall be removed, altered, or destroyed or otherwise disposed 
of." See also the Records Management Act (Government Code section 14740 et seq.) and the 
State Administrative Manual (SAM) section 1600 et seq.) regarding retention of your records. 

If you decide not to keep the rulemaking records at your agency/office or at the State Records 
Center, you may transmit it to the State Archives with instructions that the Secretary of State 
shall not remove, alter, or destroy or otherwise dispose of any item contained in the file. See 
Government Code section 11347.3(f). 

Enclosures 
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Technology Transfer Agreements 
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subdivision (a), a provision that limits availability ofthe 
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sales and use tax when the transaction is a sale or lease 
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(
Text of Proposed Change to . 

Title 18. Public Revenue 

Regulation 1507. Technology Transfer Agreements. 

(a) Definitions. 

(1) "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 ofreproducing 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 technology transfer agreement.-A 
teohnology tr8:l1£lter agreemem also does Rot FRean 8fl agreemeftt for the traasier ofpre>.vfitteft 
software as deMed ia subdiyisioa (9) of Regulatioa 1502, Computers, Programs, aad Data 
Prooessiag. 

Example No.1: ... (unchanged). 

Example No.2: ... (unchanged). 

Example No.3: ... (unchanged). 

(2) ... (unchanged). 

(3) ... (unchanged). 

(4) ... (unchanged). 

(b) Application ofTax 

(1) ... (unchanged): 

(A) ... (unchanged); 

(B) ... (unchanged); or, 

(C) ... (unchanged). 

1 




(2) ... (unchanged). 

(3) ... (unchanged). 

Note: Authority cited: Section 7051, Revenue and Taxation Code. Reference: Sections 6011 and 
6012, Revenue and Taxation Code; Preston v. State Board of Equalization (2001) 25 Cal. 4th 
197, 105 Cal. Rptr. 2d 407. 
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CHANGE WITHOUT REGULATORY EFFECT UNDER 

CALIFORNIA CODE OF REGULATIONS, TITLE 1, SECTION 100 


Statement of Explanation 

Change to Title 18. Public Revenue 

Regulation 1507, Technology Transfer Agreements 

A. Factual Basis 

California Code of Regulations, title 18, section (Regulation) 1507, Technology Transfer 
Agreements, implements, interprets, and makes specific the provisions of subdivisions (c)(lO) of 
Revenue and Taxation Code sections 6011 and 6012, which define the term "technology transfer 
agreement" (TTA) for purposes of the Sales and Use Tax Law (Rev. & Tax. Code, § 6001 et 
seq.) and provide that the terms "sales price" and "gross receipts" do not include "[t]he amount 
charged for intangible personal property transferred with tangible personal property in any 
technology transfer agreement." Regulation 1507, subdivision (a)(1) further defines the term 
"technology transfer agreement" as used in Revenue and Taxation Code sections 6011 and 6012 
and the last sentence in the second paragraph of Regulation 1507, subdivision (a)(I) provides 
that "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." 

However, in Nortel Networks, Inc., v. State Board o.fEqualization (2011) 191 Cal.AppAth 1259, 
1278, I the Court ofAppeal held that: 

To the extent that regulation 1507, subdivision (a)(1) excludes from the definition 
of a TT A prewritten computer programs that are subject to a copyright or patent, 
the regulation exceeds the scope of the Board's authority and does not effectuate 
the purpose of the TT A statutes: It is, for these reasons, invalid. 

Therefore, the State Board of Equalization (Board) proposes to delete the last sentence from the 
second paragraph of Regulation 1507, subdivision (a)(1), which was held invalid by the Court of 
Appeal. 

The Board has determined that this change to Regulation 1507 is appropriate for processing under 
California Code of Regulations, title 1, section (Rule) 100 because the change makes the regulation 
consistent with the Court of Appeal's holding in Nortel and does not materially alter any 
requirement, right, responsibility, condition, prescription or other regulatory element of any 
California Code of Regulations provision. Furthermore, the change is expressly authorized by the 
provisions of Rule 100, subdivision (a)(3) providing that "[c]hanges without regulatory effect 
include, but are not limited to ... (3) deleting a regulatory provision held invalid in a judgment 
that has become final, entered by a California court of competent jurisdiction." 

I The California Supreme Court denied the State Board of Equalization's petition for review on April 27, 2011, and 
the Court of Appeal's decision is now final. 

Page 1 of3 
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B. Proposed Change to Regulation 1507 

Proposed change to Regulation 1507: 


Regulation 1507. Technology Transfer AbJTeements. 


(a) Definitions. 

(1) "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 technology transfer agreement.-A 
technology transfer agreement also does not mean an agreement for the transfer of pre written 
software as defined in subdivision (b) of Regulation 1502, Computers, Programs, and Data 
Processing. 

Example No.1: ... (unchanged). 

Example No.2: ... (unchanged). 

Example No.3: ... (unchanged). 

(2) ... (unchanged). 

(3) ... (unchanged). 

(4) ... (unchanged). 

(b) Application of Tax 

(1) ... (unchanged): 

(A) ... (unchanged); 

(B) ... (unchanged); or, 

(C) ... (unchanged). 

Page 2 of3 



(2) ... (unchanged). 

(3) ... (unchanged). 

Note: Authority cited: Section 7051, Revenue and Taxation Code. Reference: Sections 6011 and 
6012, Revenue and Taxation Code; Preston v. State Board of Equalization (2001) 25 Cal. 4th 
197, 105 Cal. Rptr. 2d 407. 
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CERTIFIED FOR PUBLICATION 

IN THE COURT OF APPEAL OF THE STATE OF CALIFORNIA 


SECOND APPELLATE DISTRICT 


DIVISION TWO 


NORTEL NETWORKS INC., 

Plaintiff and Appellant, 

V. 

STATE BOARD OF EQUALIZATION, 

Defendant and Appellant. 

B213415 

(Los Angeles County 
Super. Ct. No. BC341568) 

COURT Or APPEAL - SECOND ms· 

ra-'1! [ TL ~ I[)\F,";1Jf · · , 7 ) t...,, Lid)
~- t:::;:;; .-- ­

JA~~ ·1 ~ ,011 
Clerk 

f61,rmmnn ;:;.:s._..-_. 

APPEALS from a judgment of the Superior Court of Los Angeles County. 

Terry A. Green, Judge. Affirmed in part and reversed in part. 

Edmund G. Brown, Jr., Attorney General, W. Dean Freeman, Felix E. 

Leatherwood and Stephen Lew, Deputy Attorneys General, for Defendant and Appellant. 

Paul, Hastings, Janofsky & Walker, Jeffrey G. Varga, Julian B. Decyk, Paul W. 

Cane and Peter J. Wied for Plaintiffand Appellant. 



This appeal requires an interpretation of the Sales and Use Tax Law. (Rev. & Tax. 

Code,§ 6001 et seq.)1 Nortel Networks Inc. sells telephone switching equipment in 

California. Income from switch hardware sales is indisputably taxable by the State of 

California. The question is whether sales tax is imposed on the software that Nortel 

Hcenses to operate the switching equipment. The State Board ofEqualization (the Board) 

determined that Nortel owes sales tax on software it licensed between January 1994 and 

December 1997. Nortel paid the tax then sued for a refund. 

We conclude that the software licensed by Nortel is exempt from sales tax under 

the Technology Transfer Agreement (TTA) statutes because it (1) is copyrighted; (2) 

contains patented processes, and (3) enables the licensee to copy the software, and to 

make and sell products-telephone calls-embodying the patents and copyright. 

(§§ 6011, subd. (c)(lO)(D), 6012, subd. (c)(lO)(D).) The Board's attempt to limit the 

scope.of the TTA statutes by excludingprewritten computer programs is an invalid 

exercise of its regulatory power. The TTA statutes encompass "any" transfer of an 

interest subject to a patent or copyright, which includes prewritten programs licensed by 

Nortel. 

FACTS2 

Nortel Designs, Manufactures and Sells Switch Hardware 

Nortel manufactured and sold switches to Pacific Bell Telephone Company. Each 

switch processes telephone calls, and handles features such as conference calling, call 

1 All undesignated statutory references in this opinion are to the Revenue and 
Taxation Code. All references to state regulations are from the California Code of 
Regulations, title 18, and are referred to as "regulation." 

2 Owing to state budgetary problems, the sole expert witness designated by the State 
refused to be deposed because his fee was unpaid. As a result, he was not permitted to 
testify at trial, a lapse the trial coµrt aptly for~cast as "fatal" to the State's defense. Nortel 
was the beneficiary of the State's fiscal distress: to make its factual findings, the trial · 
court had to rely exclusively on technical testimony from a procession of Nortel-friendly 
witnesses. The court found the testimony "credible in all respects," based on the 
witnesses' candor and demeanor. 
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waiting, and voice mail. A switch is hardware, comprised of computer processors, 

frames, shelves, drawers, circuit packs, cabfes, and trunks. A "line card" for each Pacific 

Bell customer is contained within the switch. The line card is attached to cables that 

eventually connect to a subscriber's home or business. When the subscriber picks up the 

telephone to make a call, the audible dial tone is generated by the computer in the switch. 

Pacific Bell houses its switches in California at over 200 buildings or central 

offices. A switch for a dense-urban area such as downtown Los Angeles is large enough 

to fill a bowling alley or small auditorium. Each locatiori requires different equipment. 

Nortel's engineers inspect the site where the switch is to be located and write hardware 

specifications in order to design and build a new switch.3 

Nortel Licenses Software Programs for the Switches 

Nortel and Pacific Bell entered licensing agreements giving Pacific Bell the right 

to use Nortel's software programs in the switches. There are two types oflicensed 

software. First, there are prewritten operator workstation programs (that connect 

customers to operators), ·data center programs (that connect customers to directory 

assistance), and switch-connection programs (that allow switches to communicate). 

Second, there are switch-specific programs (SSP's) that operate the switch and enable it 

to process telephone calls. Each SSP is unique, is created for a particular switch, and 

cannot be used to operate any other switch. 

Owing to their uniqueness, SSP's are "never" offered for general sale, or-for 

repeated sale or lease. Instead, they are "created on an as-needed basis." The Board 

agrees that each switch and each program to operate a switch is "unique." 

Nortel copyrights its S SP' s: each program is "an original work of authorship 

created by the Nortel software programmers." The SSP itself incorporates one or more 

processes that are subject to--and implement-Nortel's patent interests. Nortel holds 

between 200 and 500 patents on inventions related to switches. For example, one 

Nortel has competitors for this business, such as Lucent, Siemens, Erickson, 
Fujitsu and Cisco. 

3 
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patented invention melds caller identification with call waiting, enabling a person who is 

already on the telephone to view the name or ·telephone number of an incoming caller. 

Nortel's licensing agreements forbid Pacific Bell from giving a copy of the SSP to 

third parties. Although Pacific Bell could theoretically sell the switch hardware to 

another company without the SSP, "the hardware is of no use to anybody without the 

sofuvare running on it." If Pacific Bell wants to use a different vendor at the end of the 

licensing period, it would have to tear out all ofNortel's hardware, then install new 

hardware and sofuvare. 

The Creation ofan SSP 

The foundation for Nortel's SSP's is a basic code, a component of the sofuvare for 

every switch. The basic code has been in use for at least three decades, and is still being 

·developed. It is "a starting point or subset of instructions necessary to operate a specific 

switch." The basic code itself cannot operate a switch or process a telephone call. Nortel 

takes portions of the basic code and merges it into translations, parameters and 

instructions designed specifically for a given installation, resulting in an SSP. The newly 

created SSP operates the switch, enabling it to process telephone calls and operate 

features. 

The available basic code is a "library" ofinformation so large that, if printed out, 

it would fill several warehouses. It encompasses various geographic areas, such as North 

America, Central America, and Europe. Within a geographic area, there are customers 

like Pacific Bell that want local calling capability, while a company such as AT&T would 

want only long distance capability. The basic code is "never" available for general sale 

or lease. Nortel did not license to Pacific Bell the right to use the basic code. 

Nortel's marketing materials suggest that there is no need to refine switch sofuvare 

because purchasers can selectively activate the basic code features that they wish to use. 

Despite the marketing language, Nortel's sophisticated telecommunications customers 

understand that the basic code will not operate a switch without the addition of 

instructions derived from translations, parameters, and hardware specifications. Without 

4 




this additional information, the switch cannot process telephone calls or operate features. 

In short, the basic code-without more-is incomplete and unusable. 

To create a switch, Nortel extracts from the basic code information pertaining to 

the customer's geographic area, and the type of telecommunications service the customer 

will provide (local versus long distance). The basic code has evolved over the years, and 

newer versions of the basic code contain new features. Common "features" include call 

waiting, caller identification, call forwarding, voice mail and music-on-hold. 

"Parameters" refers to information used to determine the amount of memory needed, 

software resources, and the timing of events and optional features. Parameters vary 

depending on population size and the type of subscriber, whether business or residential, 

rural or suburban. Approximately 300 to 400 parameters are used for an SSP. 

Translations for each switch are determined by physical location, area code, and 

the range of telephone numbers the switch will serve. For example, if a residential 

subscriber in Los Angeles dials a number in North Carolina, the switch translates the call 

as nonlocal and routes it to another switch that will send the call out of state and 

determine how the call needs to be billed to the subscriber. Additional instructions are 

needed when creating an SSP to ensure that calls are made in the manner prescribed by 
. . 

the California Public Utiiities Commission; for example, the PUC dictates whether the 

area code must be dialed when making a local call, or just the seven digit phone number. 

Creating a new SSP for a Pacific Bell location, using the basic code as a 

foundation, requires some 400 hours ofwork. A Nortel expert stated that "there's 

thousands and thousands of pieces of information you have to put in there." Another 

expert described the work as "lots of programming." 

At the outset of the project, a Nortel applications engineer obtains from the 

customer information regarding the type arid quantity of equipment for a new switch, as 

well as the projected population growth of the area served, and develops hardware 

specifications. A Nortel software systems engineer obtains from the customer 

information regarding switch-specific parameters. Without this information, Nortel 

cannot create anew SSP. The Nortel software engineer enters the customer data into 
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"tools." Tools are not part of the basic code. Rather, they are prewritten computer 

programs used by Nortel to create SSP's. Through "significant processing," the tools 

integrate the basic code with the customer's specifications, developing a new code and 

generating an SSP. To expand the capabilities of an existing switch, or upgrade the 

switch to software with more features, Nortel must create.a new SSP. 

Pacific Bell's Use ofthe Software 

The completed SSP is shipped to Pacific Bell on disks, magnetic tapes, or 

· cartridges, also knowµ as "s.torage media." Nortel also provides Pacific Bell with the 

three prewritten programs-the data center program, the operator work station program, 

and the switch connection program. The cost ofproducing the storage media is 

negligible-$54,604-and the licensing agreements do not separately state a price for the 

storage media. The licensing agreements allow Pacific Bell to copy the software from 

the storage. media and load it into the operating memory of a switch's computer 

hardware. This authorization to copy the software onto its computers allows Pacific Bell 

to use the programs without violating Nortel's copyright. Nortel's. experts testified that 

the licensing agreements between Nortel and Pacific Bell are TTA's. Nortel licensed the 

copyrighted SSP's to Pacific Bell for $401,990;030.12. The license gives Pacific Bell the 

right to produce telephonic communications, without fear of infringing upon Nortel's 

patents. 

The Sales Tax Refund Proceeding 

· In 2001, the Board determined that Nortel owed sales tax on its transactions with 

Pacific Bell. As a result of this determination, Nortel paid sales tax of $32,054,936.62, 

but no interest. Of this amount, $29.7 million is tax attributabie to the SSP's, and $2.3 

million is tax attributable to the prewritten operator workstation, data center, and switch­

connection programs. Nortel exhausted its administrative remedies with the Board, then 

instituted this lawsuit seeking a tax refund. The· Board filed a cross-complaint seeking 

unpaid interest from Nortel. 

A bench trial was conducted in April and May 2008. The trial concluded that the 

licensing fees for SSP's are not subject to taxation, though the amount Nortel charged for 
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use of the prewritten programs is taxable. The court entered judgment for Nortel for 

$29,719,048.76, plus interest and costs. The parties stipulate that the interest due is 

$13,360,926.53, and the costs are $89,639.47. The court dismissed the Board's cross­

complaint against Nortel for unpaid interest. 

DISCUSSION 

The Board appeals from the judgment, challenging the court's decision to refund 

the sales tax paid by Nortel for licensing the S SP' s. Nortel is pursuing a cross-appeal 

challenging the validity of the Board's administrative regulation and the court's refusal to 

exempt sales tax paid on prewritten programs, b.ased on the regulation. Our interpretation 

of statutes and regulations is de nova; but factual determinations made by the trial court 

will not be disturbed if they are supported by substantial evidence. (Professional 

Engineers in California Government v. Kempton (2007) 40 Cal.4th 1016, 1032; 20th 

Century Ins. Co. v. Garamendi (1994) 8 Cal.4th 216,271; As You Sow v. Conbraco 

Industries (2005) 135 Cal.App.4th 431, 447-448.) 

1. Overview of the Taxation Scheme 

a . . Tangible Versus IntangiblePersonal Property 

A tax is imposed on all retailers who sell or lease "tangible personal property" in 

this state. (§ 6051.) Tangible personal property "may be seen, weighed, measured, felt, 

or touched"; i.e., is "perceptible to the senses." (§ 6016.) A sale is "[a]ny transfer of title 

or possession, exchange or barter, condit.ional or otherwise, in any manner or by any 

means whatsoever, of tangible personal property for a consideration." (§ 6006, subd. 

(a).) Any lease of tangible personal property for a consideration creates a taxable 

transfer. (§ 6006, subd. (g); Preston v. State Bd. ofEqualization (2001) 25 Cal.4th 197, 

211 (Preston).) A "lease" includes a license. (§ 6006.3.) 

By contrast, a transfer of "intangible personal property is not subject to sales tax." 

(Preston, supra, 25 Cal.4th at p. 208.) Intangible property "'is generally defined as 

property that is a "right" rather than a physical object."' (Ibid.) Intellectual property is 

an intangible right "existing separately from the physical medium that embodies it." 

(Simplicity Pattern Co. v. State Ed. ofEqualization (1980) 27 Cal.3d 900, 906.) 
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Intangible property includes a license to use information under a copyright or patent. 

(Preston, supra, 25 Cal.4th at p. 216-219.) 

b. The Technology Transfer Agreement Statutes 

In 1993, the Legislature enacted the TTA statutory provisions relating to the 

transfer of intellectual property. ATTA is broadly defined 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." (§§ 6011, subd. (c)(lO)(D), 6012, subd. (c)(lO)(D), italics added; 

Preston, supra, 25 Cal.4th at p. 215 [TTA is "broadly defined"].) The TTA provisions 

exempt from taxation "the amount charged for intangible personal property transferred 

with tangible personal property in any technology transfer agreement, if the technology 

transfer agreement separately states a reasonable price for the tangible personal 

property." (§§ 6011, subd. (c)(lO)(A) [defining "sales price" in use tax transactions], 

6012, subd. (c)(lO)(A) [defining "gross receipts" in sales tax transactions].) 

The Legislature enacted the TTA statutes over the Board's objections. The Board 

warned the Legislature that the language covering licenses to "use a process" could mean 

the rightto use·a computer program; this.interpretation would exempt software licensing 

agreements that limit the buyer to conditional use of the program. This, in tum, would 

reduce state tax revenues. Despite the Board's concerns, the Legislature enacted the TTA 

provisions with the language to which the Board objected. 

c. Regulation 1507 

Regulation 1507, subdivision (a)(l) defines a TTA as "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." 
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Regulation 1507, subdivision (a)(l) also defines what a TIA is not. "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 ofprewritten software as defined in subdivision (b) of regulation 1502, . 

·computers, Programs, and Data Processing." A prewritten program is one "held or 

existing for general or repeated sale or lease. The term also includes a program 

developed for in-house use which is subsequently offered for sale or lease as a product." 

(Reg. 1502, subd. (b)(9).) 

2. Section 6010.9 Does Not Apply to the SSP Licensed by Nortel 

The Sales and Use Tax Law excludes from taxation "the design, development, 

writing, translation, fabrication, lease, or transfer for a consideration of title or 

possession, of a custom computer program ...." (§ 6010.9.)4 Section 6010.9 stands for 

the rule that the service of creating custom software is not taxable, because charges for 
l 

services are generally not subject to sales tax. '"In the enactment of section 6010.9 the 

Legislature has recognized that the design, development or creation of a custom computer 

program to the special order of a customer is primarily a service transaction and, for that 

reason, not subject to sales tax."' (Navistar Internat. Transportation Corp. v. State Bd. of 

Equalization (1994) 8 Cal.4th 868, 881.) 

A custom computer program is one "prepared to the special order of the customer 
and includes those services represented by separately stated charges for modifications to 
an existing prewritten program which are prepared to the special order of the customer. 
The term does not include 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. Modification to an existing 
prewritten program to meet the customer's needs is custom computer programming only 
to the extent of the modification." (§ 6010.9, subd. (d); reg. 1502, subd. (b)(4), (9), (10).) 
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Nortel does not claim that it created a custom computer program for Pacific Bell. 

The Board willingly agrees that Nortel did.not provide Pacific Bell with the (nontaxable) 

service of designing or creating a custom computer program. Instead, the Board argues 

that Nortel provided a '"canned' or prewritten computer program which is held or 

existing for general or repeated sale or lease." (§ 6010.9, subd. (d); reg. 1502, subds. 

(b )(9), (f)(l).) In the Board's view, because the program-which it identifies as Nortel's 

basic code-is canned or prewritten, the licensing of that program to Pacific Bell is 

taxable. 

A computer program "means the complete plan for the solution of a problem, such 

as the complete sequence of automatic data-processing equipment instructions necessary 

to solve a problem and includes both systems and application programs and subdivisions, 

such as assemblers, compilers, routines, generators, and utility programs." (§ 6010.9, 

subd. ( c).) The unrefuted evidence from Nortel's experts showed that the basic code is 

not a co~puter program within the meaning of section 6010 .9. The testimony showed 

that the basic code is not "the complete plan for the solution of a problem" because it 

cannot operate the switch hardware or process telephone calls. 5 Repeated testimony from 

the witnesses indicated that the basic code, by itself, is vast, unusable and "essentially 

inoperative." The Board concedes that the basic code by itself cannot operate a switch. 

No customer, such as Pacific Bell, could expect to purchase or lease a copy of the basic 

code "off the shelf," load it onto a switch, and use it. For this reason, the basic code has 

never been available for general, off-the-shelf sale to customers. 

Substantial evidence supports the trial court's findings that the basic code is not a 

computer program because it is not "the complete plan for the solution of a problem." 

The "problem" in this instance, is to operate a switch, process telephone calls and provide 

desired features. The basic code cannot operate a switch, process telephone calls or 

1, 

See footnote 2, ante. None of the testimony from plaintiffs witnesses was 
refuted. The Board had no expert witness testify that the basic code is a computer 
program or the complete solution of a problem. 
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operate features. Although the basic code has assemblers, compilers, routines, generators 

and utility programs, none ofthese-iridividually or collectively-are a complete 

sequence of instructions for making atelephone call. To solve the problem ofmaking a 

call, Nortel extracts applicable portions of the basic code (in this case, the portion 

covering North America). It applies 400 hours of programming labor to merge the basic 

code with site-specific information, and creates an SSP. 

The S SP is the complete plan for the solution of the problem of processing 

telephone calls. The Board characterizes the 400 hours ofwork to create an SSP as 

"de minimis" relative to the decades needed to develop the basic code. The statute does 

not make a program ,any less of a "complete plan" simply because itrequires 400 hours of 

programming instead ofyears. The trial court found that the 400 hours "represent a 

substantial amount of work," a factual finding we cannot disturb. 

Contrary to the Board's position, Nortel did not license the basic code to Pacific 

Bell. Nortel charged $400 million to license the usable SSP, not the unusable basic code. 

It is undisputed that each SSP is "unique" to its location. Any attempt to use an SSP at a 

different location on other computer hardware would fail. As a result, the SSP's cannot 

be held "for general or repeated sale or lease" under section 6010,9. 

After the trial court gave judgment to Nortel, the Board rewrote regulation 1502, 

subdivision (b )(10), a very tardy "Hail Mary" pass after the last whistle blew and the fans 

were filing toward the exits. At the time of trial, the regulation did not say what a 

"problem" is in its definition of a computer program: it simply echoed the statutory 

language stating that a program is "the complete plan for the solution of a problem." 

(§ 6010.9, subd. (c).) On May 12,2009, one year after the trial in this case, the Board 

approved new language describing what constitutes a "problem."6 

'"Problem' means and includes any problem that may be addressed or resolved by 
a program or subdivision; and the 'problem' addressed need not constitute the full array 
of a purchaser's or user's problems, and desired features. 'Problem' further includes, 
without limitation, any problem associated with: information processing; the 
manipulation or storage of data; the input or output of data; the transfer of data or 
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The Board asks this Court to apply the ne,~1ly rewritten regulation and reverse the 

trial court. The Board cannot win on appeal by belatedly describing a "problem" in the 

phrase "complete plan for the solution of a problem." Not only must a program be a 

complete plan for the solution of a problem, but it also must be held for "general or 

repeated sale or lease." (§ 6010.9, subd. (d); reg. 1502, subd. (b)(9).) The evidence 

shows that the second part of the equation was unmet. Numerous witnesses testified that 

the basic code is never held for general or repeated sale or lease. And, as the Board 

concedes, each SSP is "unique," so an SSP can only be used in a specific location and 

cannot be resold orleased to others for use elsewhere. Absent any countervailing 

evidence, we must accept the trial court's finding that neither the basic code nor the 

' SSP's were held for general or repeated sale or lease. 

3. Application of the TTA Statutes 

The TTA statutes apply when '"the transfer ofpatents and copyrights"'. is at issue. 

(Preston, supra, 25 Cal.4th at p. 220.) The statutes "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 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." (Id. at pp. 213-214.) 

A licensing agreement is exempt from sales tax if it is a TTA. An agreement is a 

TTA if (1) the holder of a patent or copyright assigns or licenses to another person "the 

right to make and sell a product" that is subject to the. patent or copyright interest, or 

(2) the holder of a patent assigns or licenses "a process" that is subject to the patent. 

programs, including subdivisions; the translation ofprograms, including subdivisions, 
into machine code; defining procedures, functions, or routines; executing programs or 
subdivisions that may be invoked within a program; and the control of equipment, 
mechanisms, or special purpose hardware." (Reg. 1502, subd. (b)(lO).) 
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(§§ 6011, subd. (c)(lO)(D), 6012, subd. (c)(lO)(D).) A product is subject to a copyright 

interest when it "is a copy of the protected expression or incorporates a copy of the 

protected expression." (Preston, supra, 25 Cal.4th at p. 215.) A copyright, in other 

words, confers only '""the sole right of multiplying copies.""' (Id. at P: 216.) A license 

of a patent interest, by contrast, "gives the licensee the right to make a product or to use a 

process." (Ibid.) 

As the Board observes in its brief, "The series of sequences and steps ( e.g., 

process) carried out by computer software [is] expressed in a form that is considered to 

be a literary work that is subject to copyright protection." Copyright protection extends 

to computer programs (Apple Computer, Inc. v. Formula Intern. Inc. (9th Cir. 1984) 725 

F.2d 521, 523-525), and the Board admits that Nortel had copyright interests in its SSP's. 

A copyright and a patent can exist concurrently in an intellectual property case. "Neither 

the Copyright Statute nor any other says that because a thing is patentable it may not be 

copyrighted." (Mazer v. Stein (1954) 347 U.S.201, 217. See al,so Kewanee Oil Co: v. 

Bicron Corp. (1974) 416 U.S. 470,484 ["the patent policy of encouraging invention is 

not disturbed by the existence of another form of incentive to invention"].) 

The trial testimony showed that the SSP' s implemented processes that are subject 

to Nortel's patents. Further, the SSP's are copyrighted. Nortel licensed the copyrighted 

SSP's containing patented inventions to Pacific Bell. Nortel's expert descr_ibed the 

software licenses as "a bundle of intellectual property rights." In tum, Pacific Bell used 

the patented processes contained in the SSP's to create and sell a product; namely, 

telephone communications for consumers. The "products" cited in the testimony include 

basic and long distance telephone calls; call forwarding; caller identification; call 

waiting; conference calling; music-on-hold; and voicemail. 

The Board challenges the idea that creating telephone calls and providing 

telephonic features is a "product." At trial the State did not call any witnesses (see fn. 2, 

ante), so there was no testimony_refuting Nortel's experts, who testified that telephone 

companies provide a "product" to their customers. Out-of-state authority supports the 

testimony. The 1v1issouri Supreme Court vvrote that "telephone services constitute the 
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'manufacturing' of 'products"' for the purpose of sales and use tax exemptions. 

(Southwestern Bell Tel. v. Director ofRev. (Mo. 2002) 78 S.W.3d 763, 764.) The court 

observed that the human voice "is unsuitable for communication that must occur over any 

appreciable distance. It cannot be heard from residence to residence, from office to 

office, or from town to town. The listener requires that the voice be 'manufactured' into 

electronic impulses that can be transmitted and reproduced into an understandable 

replica. The end 'product' is not the same ·human voice, but a complete reproduction of 

it, with new value to a listener who could not otherwise heat or understand it." (Id. at p. 

768.) The Minnesota Supreme Court reached a similar conclusion in Sprint v. 

Commissioner ofRevenue (Minn. 2004) 676 N.W.2d 656,657, 663.) Thus, 

telecommunications equipment manufactures "a.product" that is ultimately sold at retail, 

and sales tax is imposed at the point of delivery to customers. (Id. at p. 664.) 

The licensing agreements allow Pacific Bell to copy the SSP from a storage 

medium such· as a disk onto the hard drive of its switching equipment, without violating 

Nortel's copyright. The owner of a copyright is authorized to "to reproduce the 

copyrighted work in copies ...." (17 U.S.C. § 106(1).) Transferring the right to 

reproduce the copyrighted work is a TTA. (Preston, supra, 25 Cal.4th at p. 214.) Even if 

the scope of the license is narrow, it is still a transfer, '"as long as the rights thus licensed 

are "exclusive.""' (Id. at p. 215.) Inputting a software program from a storage medium 

into the computer's memory "entails the preparation of acopy." (Micro-Spare, Inc. v. 

Amtype C01p. (D. Mass. 1984) 592 F.Supp. 33, 35.) Here, Nortel licensed the right to 

copy the diskette containing the SSP onto Pacific Bell's switch, making this a valid 

license of a copyrighted interest under the TTA statutes. 

Even if Pacific Bell does not make and sell a "product," Nortel licensed the right 

to use patented "processes" within the meaning of the TTA statutes. The TTA statutes 

cover agreements licensing "the right to make and sell a product or to use a process that 

is subject to the patent or copyright interest." (§§ 6011, subd. (c)(lO)(D\ 6012, subd. 

(c)(lO)(D), emphasis added.) The Board incorrectly reads the TTA statutes in the 

conjunctive rather than the disjunctive. In other words, the Board argues that there must 
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be a transfer of the right to make and sell a product and to use a process covered by a 

patent or copyright. 

The plain language of the TTA statutes does not support the Board's 

interpretation. (See Preston, supra, 25 Cal.4th at p. 217 [the Legislature broadened the 

TTA statutes by using the word "or" instead of "and"].) ATTA includes a written 

agreement that licenses the right to use a process subject to a patent, even if a tangible 

product is not being sold. To offer an example given by the Board in regulation 1507, 

subdivision (a)(l), a company may manufacture a medical device that uses a separate 

patented process external to the device: although the manufacturer's lease of the tangible 

equipment is taxable, its transfer of the right use the patented process is a nontaxable 

TTA, even if no tangible "product" is created by the medical device. As in the Board's 

example, Nortel's patented processes for making telephone calls are not embedded in the 

internal design of the switch equipment at the time of manufacture. Rather, the patented 

processes are external to the equipment: they are amalgamated on· an SSP for application 

to and usein the equipment. The SSP is licensed, loaded onto the.equipment, and the 

patented processes are used to create telephone calls and telephonic features'. 

Regulation 1507, subdivision (a)(3) defines a "process" as "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." Relying on regulation 1507, the Board 

contends that Nortel allowed "the mere use" of its magnetic tapes, disks, or other physical 

storage media; therefore, it reasons, there was no license of any process subject to a 

patent interest that qualifies as a TIA. 

The testimony showed that each ofNortel's copyrighted SSP's contained one or 

more ofNortel's patented inventions. By reproducing the SSP on its switch hardware, 

Pacific Bell made use ofNortel's processes for producing telephone calls and features­

such as call waiting or caller identification-without fear of infringing upon Nortel's 
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patents.7 Pacific Bell made little use of the tangible disk containing the program, which 

was simply copied onto its computers, but it made continuous use of the intangible 

information contained on the disk, information that was necessary to run the switch. 

Pacific Bell's ability to use the information contained in the SSP was an intangible 

personal property right. 

Nortel's licensing agreements with Pacific Bell do not expressly reference any 

patents or copyrights. The Board contends that the absence o:t:_such references means that 

the agreements are not TTA's. Neither the TTA statutes nor the Preston case requires 

that a TTA expressly reference a patent or copyright. (See Preston, supra, 25 Cal.4th at 

p. 214 [absence of any reference to a copyright is "irrelevant"].) All that is required is 

that the licensed right be "subject to" the patent or copyright. (§§ 6011, subd. (c)(IO)(D); 

6012, ·subd. (c)(lO)(D).) 

The testimony showed that the SSP licensed to _Pacific Bell contained patented 

inventions: use of those processes without a license would infringe upon the patents. 

Nothing supports the Board's assertion that Nortel transferred no intellectual property to 

Pacific Bell. The limits contained in the licenses-preventing Pacific Bell from giving 

the SSP to third parties-underscore the proprietary nature ofthe SSP. The SSP can be 

copied by Pacific Bell pursuant to the licenses, but only onto its own computers, not onto 

the computers of third parties. 

4. The Validity of Regulation 1507, Subdivision{a){l) 

On cross-appeal, Nortel challenges the validity of one sentence in regulation 1507, 

claiming that it exceeds the Board's authority. The Board enforces the Sales and Use Tax 

Law, "and may prescribe, adopt, and enforce rules and regulations relating to [its] 

administration and enforcement ...." (§ 7051.) The legislative delegation of authority 

It is not significant that Pacific Bell could purchase switch hardware and software 
from Nortel's competitors, who presumably have their own patented processes for 
operating switches and creating features. "When P_acific Bell contracted with Nortel, it 
used patented processes that belong to Nortel and not to any other vendor. 
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"is proper even though it confers some degree of discretion on the administrative body. 

So long as that discretion is executed within the scope of the controlling statute, it will 

not be disturbed by the courts." (Henry's Restaurants ofPomona, Inc. v. State Bd. of 

Equalization (1973) 30 Cal.App.3d 1009, 1020.) 

An administrative agency may not promulgate a regulation that is "inconsistent 

with the governing statute," or that alters, amends, enlarges, or impairs the scope of the 

statute. (Woods v. Superior Court (1981) 28 Cal.3d 668, 679; Nicolle-Wagner v. 

Deukmejian (1991) 230 Cal.App.3d 652, 658J The agency's view is given no deference 

when a court decides whether a regulation lies within the scope of the agency's authority. 

(Yamaha Corp. ofAmerica v. State Bd. ofEqualization (1998) 19 Cal.4th 1, 11, fn. 4;) A 

regulation that conflicts with the TTA statutes exceeds the scope of the Board's authority 

and is invalid. (Preston, supra, 25 Cal.4th at p. 219.) Even if there is no conflict, the 

regulation must be """reasonably necessary to effectuate the purpose of the statute.""" 

(Ibid.) The burden of demonstrating the invalidity of a regulation falls upon the party 

chall.enging it. (Mission Pak Co. v. State Bd. ofEqualization (1972) 23 Cal.App.3d 120, 

125.) 

Regulation 1507 implements the TTA statutes. Nortel challenges language stating 

that a TTA "does not mean an agreement for the transfer ofprewritten software as 

defined in subdivision (b) of regulation 1502, Computers, Programs, and Data 

Processing." (Reg. 1507, subd. (a)(l).)8 The trial court declined to invalidate the 

challenged language in regulation 1507, finding that prewritten programs must be 

excluded from the scope of the TTA statutes; otherwise, the TTA statutes "would 

irreconcilably conflict with section 6010.9, rendering a nullity that section's inclusion of 

canned or prewritten computer programs." Three of the programs Nortel licensed to 

Regulation 1502, subdivision (b)(9) reiterates section 6010.9, defining a prewritten 
program as one "held or existing for general or repeated sale or lease. The term also 
includes a program developed for in-house use which is subsequently offered for sale or 
lease as a product." (Reg. 1502, subd. (b)(9). See fn. 4, ante, for the text of§ 6010.9, 
subd. (d).) 
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Pacific Bell are prewritten: the Operator Workstation Software Program, the Data Center 

Software Program, and the Switch-Connection Software Program. The court denied 

Nortel a sales tax refund of $2,326,878, plus interest, on licensing proceeds stemming 

from the three concededly prewritten programs. 

The TTA statutes broadly encompass "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." 

(§§ 6011, subd. (c)(lO)(D), 6012, subd. (c)(lO)(D), italics added.) The TTA statutes do 

not restrict agreements transferring an interest in prewritten software. Instead, they apply 

to "any agreement." Because the TTA statutes cover "any agreement" that involves the 

sale or license of copyrighted materials or patented processcps, the Board cannot exclude 

prewritten software that is subject to a copyright or patent, thereby creating an exception 

that the Legislature did not see .fit to make. 

Not every software program qualifies as a TTA: Only the transfer of a program 

that is subject to a patent or copyright is a TTA. In an uncodified section of the statute 

adopting the TTA amendments, the Legislature stated its intent that the amendments 

apply to technology transfer agreements, and do "notcreate .any inference regarding the 

application of the Sales and Use Tax Law to other transactions involving the transfer of 

both intangible rights and property and tangible personal property." (Assem. Bill No. 

103, § 3 (1993-1994 Reg. Sess.), italics added.) When transfer is made of a computer 

program that is not subject to a copyright or a patent, this is the type of "other 

transaction" that the Legislature had in mind, and section 6010.9 applies. Thus, a 

prewritten or "canned" program is taxable if it is not subject to a copyright or patent, and 

is held for general or repeated sale or lease. (§ 6010.9, subd. (d).) 

The Board exceeded its authority by excluding all prewritten computer programs 

from the definition of a TTA, even the licensing of a prewritten program "that is subject 

to [a] patent or copyright interest." (§§ 6011, subd. (c)(lO)(D), 6012, subd. (c)(lO)(D):) 

By doing so, the Board altered or impaired the scope of the TTA statutes. If the 

Legislature did not want the TTA statutes to apply to prewritten-but copyrighted or 
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patented-computer programs, it would have expressly excluded prewritten programs, as 

it did in section 6010.9.9 To the extent thatregulation 1507, subdivision (a)(l) excludes 

from the definition of a TTA prewritten computer programs that are subject to a 

copyright or patent, the regulation exceeds the scope of the Board's authority and does 

not effectuate the purpose of the TTA statutes: It is, for these reasons, invalid. 

In this instance, the Board does not dispute that the three prewritten programs 

licensed by Nortel are copyrighted. Further, the evidence shows that these programs are 

subject to Nortel's patents; Thus, Nortel transferred an interest in intangible property that 

is subject to patents and copyright. (§§ 6011, subd. (c)(lO)(D), 6012, subd. (c)(lO)(D).) 

As with the SSP, the prewritten programs are contained on storage media external to the 

switch hardware, and are loaded onto the switch computers; they are not embedded in the 

hardware at the time of manufacture. The licenses gave Pacific Bell the right to 

reproduce the copyrighted material on its computers. As a result, the prewritten 

programs are TTA's, and are not taxable. The trial court erred by denying Nortel's 

request for a refund of the sales tax paid to license the prewritten programs. 

DISPOSITION 

The portion of the judgment awarding Nortel a refund of the sales tax it paid for 

licensing switch-specific programs is affirmed. The portion of the judgment denying 

Nortel's claim for a refund of the sales tax it paid for licensing prewritten programs is 

reversed, and the court is directed to enter judgment in favor ofNortel on this claim. 

Nortel is entitled to recover its costs on appeal. 

CERTIFIED FOR PUBLICATION. 

BOREN, P.J. 

We concur: 

DOI TODD, J. ASHNIANN-GERST, J. 

Should the Legislature decide that all prewritten programs ought to be taxed, even 
if they are subject to a copyright or paten( it can amend the TTA statutes to exclude all 
prewritten pro grams. 
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State of California Board of Equalization 
Legal Department-MIC: 83 

Office of the Chief Counsel 
(916) 445-4380 

Fax: (916) 323-3387 

Memorandum 

To: 	 Honorable Jerome E. Horton, Chairman Date: May 10,2011 
Honorable Michelle Steel, Vice Chair 
Honorable Betty T. Yee, First District 
Senator George Runner, Second District 
Honorable John Chiang, State Controller 

RandYFerri~~..From: 
Acting Chief Counsel 

Subject: 	 Board Meeting, May 24-25,2011 
Chief Counsel Matters - Item J - Rulemaking 
Request for Authorization to Make a Rule 100 Change to Sales and Use Tax Regulation 
1507, Technology Transfer Agreements 

On January 18, 2011, the Court of Appeal, Second Appellate District, filed an opinion in Nortel 
Networks, Inc. v. State Board ofEqualization! concerning the application ofRevenue and Taxation 
Code sections 6011, subdivision (c)(10), and 6012, subdivision (c)(10) (the technology transfer 
agreement (TTA) statutes) and Sales and Use Tax Regulation (Regulation) 1507, Technology 
Transfer Agreements (the TT A regulation). The opinion was certified for publication and 
expressly provided that: 

To the extent that regulation 1507, subdivision (a)( 1) excludes from the definition 
ofa TT A prewritten computer programs that are subject to a copyright or patent, 
the regulation exceeds the scope of the Board's authority and does not effectuate 
the purpose of the TTA statutes: It is, for these reasons, invalid. 

On April 27, 2011, the California Supreme Court issued a notice denying the Board's Petition for 
Review of the Court ofAppeal's opinion and left intact the portion of the Court ofAppeal's 
opinion invalidating the last sentence of the definition in Regulation 1507, subdivision (a)(1), 
which provides that "[ a] technology transfer agreement also does not mean an agreement for the 
transfer of pre written software as defined in subdivision (b) ofRegulation 1502, Computers, 
Programs, and Data Processing." As a result of the courts' actions, Board staff requests the 
Board's authorization to delete the invalid sentence from Regulation 1507, subdivision (a)(1), 
pursuant to California Code of Regulations, title 1, section (Rule) 100, as illustrated in 
attachment A. This change to Regulation 1507 can be made under Ru1e 100 because, pursuant to 
subdivision (a) of Rule 100, it "does not materially alter any requirement, right, responsibility, 
condition, prescription or other regulatory element of any California Code ofRegulations 
provision." Further, the change is specifically authorized by Rule 100, subdivision (a)(3), 

! Court of Appeal, Second Appellate District, case number B213415 and Los Angeles Superior Court case number 
BC341568. 

Item J1 

OS/25/11 




Honorable Board Members - 2 -	 May 10, 2011 

because the change merely deletes a provision that has been held invalid in a fmal judgment 
entered by a California court of competent jurisdiction. 

If you need more information or have any questions, please contact Tax Counsel IV 
Bradley Heller at (916) 323-3091. 

Approved: 

RF:bh:yg 
l:IChiefCounseVFinalslBoard Memo -Rule 100 Change to Reg. 1507 - 05-1O-2011.doc 
l:lBuslUselFinalslHellerlRegulations! Rule 100 Change to Sales and Use Tax Regulation 1507.Memo.doc 

Attachment: Recommended Rule 100 Change to Regulation 1507 

STATE BOARD OF EQUALIZATION
cc: 	 Ms. Kristine Cazadd MIC: 73 

Ms. Christine Bisauta MIC: 82 BOARD APPROVED 

Mr. Bradley Heller MIC: 82 
At the Board Meeting 
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!ll2t~9= ,13': Jd / ( Mr. Robert Tucker MIC: 82 

Ms. Susanne Buehler MIC: 92 



Attachment(0 _ 
Recommended Rule 100 Change to Regub.don 1507 

1507. Technology Transfer Agreements 

(a) Definitions. 

(1) "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 ofreproducing 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 ofany 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 technology transfer agreement.-A 

teebBelegy ft:aB5fef &gFeefBeBt alse tiees Bet fBeaft 8ft agt=eemeftt ref die tFoo:sfeF ef flFeWrit:tea 

sefiv.'afe 85 EiefiBeEI ift StleEiWisieft (6) efRe~8ti8ft lSG~, Cem}*ltet'S, PFegFams, 8ftEi Data 

PFeeessmg. 


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 a copyright interest to Company Y constitutes a 

technology transfer agreement. Company V's sales of tangible personal property containing 

reproductions ofCompany 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 ofany widgets that it manufactures 

does not constitute a technology transfer agreement. Company V's sale or storage, use, or 

other consumption ofany 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 
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Reco~1.ded Rule 100 Change to Regu( ion 1507 


use, application or manipulation ofthe 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 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 transf~ of its separate p~tent 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 ofthe 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 ofthe 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 ofliterary, musical, 
dramatic, and choreographic works, pantomimes, and pictorial, graphic, or sculptural works, 
including the individual images ofa 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 ofauthorship" 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. "Process" means 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 ofmanufacturing 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. 
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Attachment 

Recomnfended Rule 100 Change to Regul~1on 1507 

(4) "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. 


(b) Application ofTax 

(1) Tax applies to amounts received for any tangible personal property transferred in a 

technology transfer agreement. Tax does not apply to amounts received for the assignment or 

licensing of a 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 ofthe tangible personal 
property; 

(B) Where there is no such separately stated price, the separate price at which the tangible 
personal property or like (similar) 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 
(similar) 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 ofmaterials 
and labor used to produce the tangible personal property. "Cost ofmaterials" consists of 
those materials used or otherwise physically incorporated into any tangible personal 
property transferred as part ofa technology transfer agreement. "Cost of labor" includes 
any charges or value oflabor 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 oflabor 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 transferred with a patent or copyright interest, where the transfer is 
not pursuant to a technology transfer agreement. 
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Reco~ lded Rule 100 Change to Regu( Ion 1507 

(3) Specific Applications. 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, Commercial Artists and Designers. 

Note: Authority cited: Section 7051, Revenue and Taxation Code. Reference: Sections 6011 and 
6012, Revenue and Taxation Code; Preston v. State Board ofEqualization (2001) 25 Cal. 4th 
197, 105 Cal. Rptr. 2d 407. 
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15 REVIEWERS' DRAFT 

2011 MINUTES OF THE STATE BOARD OF EQUALIZATION 

Wednesday, May 25, 2011 

11.5 MetroPCS Communications (2733) - 'CF' 
2007-20lO, $557,314.00 Value 
Action: Upon motion of Ms. Steel, seconded by Ms. Yee and unanimously carried, 
Mr. Horton, Ms. Steel, Ms. Yee and Mr. Runner voting yes, Ms. Mandel not participating in 
accordance with Government Code section 7.9, the Board adopted the unitary land escaped 
assessment as recommended by staff. 

11.6 T-Mobile West Corporation (2748) - 'CF' 
20lO, $1,015,864.00 Value 
Action: Upon motion of Ms. Steel, seconded by Ms. Yee and unanimously carried, 
Mr. Horton, Ms. Steel, Ms. Yee and Mr. Runner voting yes, Ms. Mandel not participating in 
accordance with Government Code section 7.9, the Board adopted the unitary land escaped 
assessment as recommended by staff. 

Board Roll Change 

11.7 2010 State-Assessed Property Roll - "CF" 
Action: Upon motion of Ms. Steel, seconded by Ms. Y ee and unanimously carried, 
Mr. Horton, Ms. Steel, Ms. Yee and Mr. Runner voting yes, Ms. Mandel not participating in 
accordance with Government Code section 7.9, the Board approved the correction to the 2001 
Board Roll of State-Assessed Property as recommended by staff (Exhibit 5.S). 

[12] OFFERS-IN-COMPROMISE RECOMMENDATIONS 

Action: Upon motion of Ms. Yee, seconded by Ms. Steel and unanimously carried, 
Mr. Horton, Ms. Steel, Ms. Yee, Mr. Runner and Ms. Mandel voting yes, the Board approved the 
Offers in Compromise of Shinma Kusala and Starlite Design & Display Corporation; Rosemary 
Coleman, James Coleman and Unipac Distributors, Inc.; Karim Maredia; Mohammad Hossain 
Motavasseli; Kenny R. Kirk; Myoung 0. Kim; Tony Ing; and, James Donald Hammer and 
Hammer's Ski & Marine, Inc., as recommended by staff. 

CHIEF COUNSEL MATTERS 

[J] RULEMAKING 

J1 Sales and Use Tax Regulation 1507, Technology Transfer Agreements 

Bradley Heller, Tax Counsel, Tax and Fee Programs Division, Legal Department, 
made remarks regarding request for authorization to make a Rule 100 change to conform Sales 
and Use Tax Regulation 1507 to a recently published opinion from the Court of Appeal 
(Exhibit 5.9). 

Action: Upon motion of Ms. Steel, seconded by Ms. Yee and unanimously carried, 

Mr. Horton, Ms. Steel, Ms. Yee, Mr. Runner and Ms. Mandel voting yes, the Board approved the 

section 100 change as recommended by staff. 


Note: These minutes are not final until Board approved. 
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450 N STREET 

SACRAMENTO, CALIFORNIA 

MAY 25, 2011 

- - -000- -­

MS. OLSON: Our next item is J1, Sales and Use 

Tax Regulation 1507, Technology Transfer Agreements. 

MR. HORTON: Members, we have Mr. Bradley 

Heller to present on this matter. 

MR. HELLER: Good afternoon, Chairman Horton. 

I'm Bradley Heller from the Board's Legal Department. 

I am here to request your authorization to 

delete a sentence from Sales and Use Tax Regulation 

1507, Technology Transfer Agreements, pursuant to Office 

of Administrative Law Rule 100. 

The sentence provides that a technology 

transfer agreement also does not mean an agreement for 

the transfer of prewritten software and was recently 

held to be invalid in a final published decision from 

the California Court of Appeal. 

As you may be aware -­

MR. HORTON: Can you state 

MR. HELLER: Surely. 

MR. HORTON: -- the case? 

MR. HELLER" Oh, sure, the case was Nortel 

Networks, Incorporated versus the State Board of 

Equalization. 

MR. HORTON: Thank you. 

MR. HELLER: And, as you may be aware, some may 
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suggest or claim that the Nortel opinion now requires 

the Board to review every software license involving 

retail sales of prewritten or canned, mass marketed 

software transferred via tangible storage media to 

determine whether a technology transfer agreement 

exists. 

When a TTA -- excuse me, when a technology 

transfer agreement exists, the Board is required to 

exclude the amount charged for intangible personal 

property excuse me, intangible yeah, personal 

property from the taxable measure of the retail sale. 

However, under subdivision (c) (10) of Revenue 

and Taxation Code Section 6011 and 6012, a technology 

transfer agreement is only subject to the exclusion when 

the retailer of the tangible personal property is also 

the holder of the relevant copyright or patent interest. 

In the typical, off the shelf retail sale of 

canned, mass marketed software, the retailer only holds 

title to the tangible personal property, that is, the 

shrinkwrapped box containing the disks on which the 

software is stored, but does not hold any copyright or 

patent interest in the software programs. 

In other words, the retailer cannot transfer 

any intangible personal property to the purchaser. 

For this reason, the typical canned, mass 

marketed software transaction can never be a technology 

transfer agreement and everything the purchaser pays to 

the retailer is subject to sales tax because the only 
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thing the retailer transfers to the purchaser is title 

to the tangible personal property the purchaser 

receives. 

I can answer any questions you may have as 

well. 

MR. HORTON: Thank you very much. 

Is there a motion, Members? 

MS. STEEL: So moved. 

MR. HORTON: Moved by Ms. Steel, second by 

Ms. Yee. 

MS. YEE: Yes. 

MR. HORTON: Discussion, Members? 

Hearing none, objection? 

Without objection, such will be the order. 

Thank you very much, Mr. Heller. 

---000--­
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State of California ) 

) ss 

County of Sacramento 

I, JULI PRICE JACKSON, Hearing Reporter for the 

California State Board of Equalization certify that on 

MAY 25, 2011 I recorded verbatim, in shorthand, to the 

best of my ability, the proceedings in the 

above-entitled hearing; that I transcribed the shorthand 

writing into typewriting; and that the preceding pages 1 

through 5 constitute a complete and accurate 

transcription of the shorthand writing. 
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Hearing Reporter 
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