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During 1990 and 1991, petitioner engaged its wholly
owned subsidiary, a foreign sales corporation, to act as
its agent for the international sales of standardized
mass- mar ket ed conputer software products and conputer
software nasters. The standardi zed software products
were copyrighted articles sold without a right to
reproduce abroad. The software nmasters were |licensed to
related foreign subsidiaries and wunrelated foreign
equi pnrent manufacturers with aright to reproduce abroad.

I n the notices of deficiency, respondent all owed t he
deductions for the foreign sal es corporation conm ssions
attributable to the standardi zed software products but
denied themwth respect to the export of the software
masters. The issue is whether the software masters
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constitute “export property” within the nmeani ng of sec.
927(a), |.R C, and sec. 1.927(a)-1T(f)(3), Tenporary
I ncone Tax Regs., 52 Fed. Reg. 6463 (Mar. 3, 1987) (the
tenporary regul ation).

Hel d: The tenporary regulation is a reasonabl e and
valid interpretation of sec. 927(a)(2)(B), I.R C

Hel d, further, conputer software masters do not
constitute sec. 927(a), |I.R C., “export property”.

James M O Brien, Mchael P. Boyle, John M Peterson, Jr.,

Thomas V.M Linquanti, Andrew J. CGottlieb, Neal J. Block, Scott H

Frewi ng, Robert B. Mtchell, Mchael J. Bernard, and WIlliam H.

Bur khart, for petitioner.

David P. Fuller, John M Altnman, Ronald M Rosen, Kinberley J.

Peterson, Mchelle D. Korbas, and Kevin G Croke, for respondent.

JACOBS, Judge: Pursuant to two notices of deficiency
addressed to petitioner, respondent determ ned Federal incone tax

deficiencies and an overpaynent, as foll ows:

Tax Year Ended June 30 Defi ci ency Over paynent
1987 $6, 279, 330 ---
1988 4,618, 862 ---
1989 1, 644, 505 ---
1990 --- $1, 944, 520
1991 8, 810, 992 ---

The deficiencies determ ned for 1987-89 are attributable to

respondent’s adjustnents to general business credit carrybacks from
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1990 and 1991 to 1987-89 and to foreign tax credit carrybacks from
1990 to 1987 and 1988. These adjustnents are conputational,
arising fromincone adjustnents for 1990 and 1991.

| nt r oducti on

Petitioner devel ops, produces, and narkets conputer software.
During 1990 and 1991, petitioner engaged its wholly owned
subsidiary, Mcrosoft FSC Corp. (M5>-FSC), to act as its agent for
the international sales of standardized nass-nmarketed conputer
products and conputer software masters.!? These products were
sold/licensed to petitioner’s controlled foreign corporations
(CFC s) and unrelated foreign original equipnment nmanufacturers

(foreign OEM s).

! Pursuant to the foreign sales corporation provisions
(secs. 921 through 927), a donestic corporation may receive
favorable tax treatnent on a portion of its profits from
international sales of its U S -made products by selling/leasing
such products through a foreign corporate subsidiary (the foreign
sal es corporation). Specifically,

(1) That portion of the foreign sales corporation’s incone
(known as exenpt foreign trade incone) is not subject to U S
taxation in the hands of the foreign sales corporation;

(2) the donestic corporation may deduct the comm ssion paid
to the foreign sal es corporation based upon the anount the
foreign sales corporation reports as foreign trade gross receipts
(using certain admnistrative pricing rules); and

(3) the donestic corporation can excl ude dividend
distributions fromits foreign subsidiary (e.g., the foreign
sal es corporation) that are attributable to the foreign sales
corporation’s exenpt foreign trade incone.
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Pursuant to the |licensing agreenents wth the CFC s,
petitioner earned a royalty based upon a percentage of the CFC s
revenues fromthe sale of the licensed software products. Pursuant
to the licensing agreenents wth the foreign OCEMs, petitioner
earned a royalty equal to the greater of the OEM s conputer systens
sal es or copies of the conputer software products distributed.

M5-FSC reported the royalties as foreign trading gross
receipts (FTGR s). Petitioner paid M5-FSC a conmi ssi on (based upon
the amount MS-FSC reported as FTGR' s) and deducted the foreign
sales corporation (FSC) comm ssi on, using the applicable
adm ni strative pricing rules.

It is the aforenentioned royalties and FSC comm ssi ons that

are at issue, nanely:

1990 1991

Royal ties--foreign OCEM s $155, 784, 783 $150, 349, 955
FSC comm ssi ons per

return 11,477,502 5,019, 782
Royal ties--CFC s 55, 817, 274 112, 887, 716

FSC comm ssi ons per

return 4,948, 544 10, 321, 015
Additional Irish royalties 12, 669, 936 16, 816, 754
Addi ti onal FSC conm ssi ons

per petition 2,914, 085 3, 867, 853

Respondent determned that the disputed royalties were
nonqualifying FTGRs. As a result, respondent disallowed FSC
conmi ssi on deductions of $16, 426,046 for 1990 (i.e., $11,477,502 +

$4,948,544) and $15,340,797 for 1991 (i.e., $5,019,782 +
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$10, 321, 015), which petitioner clained in connection with its
conput er software masters exported for reproduction and
di stribution abroad.

Petitioner also <claimed FSC conm ssion deductions of
$4, 049, 134 for 1990 and $13, 625,222 for 1991 with respect to its
export sales of standardized software products. Respondent has
al | oned t hese deducti ons.

The di spositive issue to be resolved is whether the royalties
attributable to the licensees’ reproduction and distribution of
petitioner’s conputer software masters outside the United States
constitute FTGR s within the purview of section 924. Resol ution of
this issue hinges upon whether the I|icensed conputer software
masters constitute “export property” within the nmeani ng of section
927(a) (1) and the tenporary regul ations thereunder.

Unl ess otherw se indicated, all section references are to the
I nternal Revenue Code in effect for the years in issue. Al Rule
references are to the Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are found
accordingly. The stipulations of facts and the attached exhibits
are incorporated herein by this reference.

A. Backgr ound

Petitioner, a Washi ngton corporation, maintainedits principal

pl ace of business in Rednond, Washington, at the tinme the petition
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was fil ed. It was the common parent of an affiliated group of
corporations, which filed consolidated Forns 1120, U. S. Corporation
| ncone Tax Return, for 1987, 1988, 1989, 1990, and 1991.

During the years in issue, petitioner conducted its business
t hrough several operating groups: Systens software, applications
software, systens peripherals and accessories group, OEM sales,
U S. sales and marketing, international operations, and press.

Approxi mately three-quarters of petitioner’s worldw de
enpl oyees were based in Rednond, where petitioner developed its
pr oduct s.
B. MS-FSC

M5- FSC was organized as a Virgin Islands corporation on
Decenber 24, 1984. On January 1, 1985, petitioner and Ms-FSC
entered into a Comm ssion and Expense Agreenent, which remained in
effect during the years in issue. At all relevant tines, Ms-FSC
elected to be taxed as a foreign sales corporation and was so
qualified. M5-FSC determned its conm ssion incone using section
925(a) adm nistrative pricing rules.

C. Petitioner’s Products

Petitioner’s first products were progranm ng |anguages and
tools that permtted software developers to create conputer
software. Thereafter, petitioner’s product |ine was expanded to
i ncl ude operating systens. |In 1981, petitioner released its first

operating system “Mcrosoft Di sk Operating Systenf or *“Ms- DOS’,
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for International Business Machine’'s (IBMs) first m croconputer.
M5-DOS was the operating system used on a nmjority of IBMs
per sonal conputers and |IBMconpatible personal conput ers.
Petitioner (M5-DOS), IBM(PC-DOS or IBMDOS), Digital Research (DR
DOS), and ot her conpanies marketed a di sk operating system (DQOS)
under various nanes. DOS was a text or character-based system it
requi red conputer users to input words or characters to give the
conput er conmands. Since 1981, operating systens software has
continually evolved to permt conputer wusers to acconplish
i ncreasingly diverse and conpl ex tasks on conputers.

In addition to M5-DOS, petitioner marketed other proprietary
operating systens during the years at issue, such as “Mcrosoft
W ndows”, “M crosoft LAN Manager”, and “XENIX’. At that tinme, M-
DCS accounted for the | argest nunber of Mcrosoft operating system
units distributed; Mcrosoft Wndows was second.

In the early 1980's, petitioner also began to devel op and
mar ket application software products in order to increase the
appeal of the mcroconputer. Petitioner’s applications included
word processing (e.g., “Mcrosoft Wrd”), spreadsheet conputations
(e.g., “Mcrosoft Excel”), graphics (e.g., “M crosoft PowerPoint”),
and vi deo ganes (e.g., “Mcrosoft Flight Sinulator”). In 1990 and
1991, petitioner offered a wde line of application software

product s.
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Petitioner created its software products at its Rednond
facilities. It took 25 to several hundred persons to develop a
conputer software product (i.e., Mcrosoft Wndows or Mcrosoft
Excel ).

Petitioner’s product devel opment, which could take up to 3
years, involved three phases: (1) Product planning, during which a
functional specification and final schedule were prepared (3-12
mont hs); (2) product devel opnent, during which the source code was
conpl eted (and was further revised in the next phase) (6-12 nonths);
and (3) product stabilization, during which a gold nmaster was
produced and the software product was rel eased for duplication (3-8
nmont hs) .

D. Producti on of Masters for Export

Froman Aneri can- made gol d naster, petitioner’s product rel ease
services group (PRS) in Rednond produced master copies of the
sof tware and rel at ed docunentation for distributionto petitioner’s
Canyon Park facility, the foreign OEMs, and the CFC s. These
mast er s cont ai ned obj ect code for conputer prograns and rel at ed data
files. Petitioner’s PRS duplicated the nasters on various nedi a,
dependi ng upon the size of the particular software product and the
di stribution channel.

Petitioner’s products used magnetic tape for nasters provided
tothe foreign OEMs. Specifically, during the years in issue, PRS

provi ded masters to the foreign OEMs on .25-inch nmagnetic tapes,



- 9 -
5.25-inch diskettes, and 3.5-inch diskettes.

The software nmasters renained petitioner’s property and were
unavail able for distribution to third parties. After petitioner
provi ded the foreign OEMor CFCw th a software master, the |Iicensee
stored the informati on on a network conputer and archi ved t he naster
for security or production purposes. Upon transfer to the network,
the Jlicensee’s duplication equipnment accessed the digita
information to initiate duplication runs.

E. Petitioner’'s Export Transactions

Petitioner distributed its conputer software products
worl dwi de. I n connectionwithits sal es abroad, petitioner used two
types of channels: (1) The foreign OEM channel, and (2) the
international retail channel. The products distributed through
t hese channel s were duplicated both in the United States and abroad.
Petitioner’s international revenues (fromboth the foreign OEM and
retail channels) constituted 54.9 percent of petitioner’s tota
revenues for 1990 and 57.3 percent for 1991.

F. For ei gn CEM Channe

Petitioner’s foreign OEM channel <consisted of conputer
manuf acturers that installed petitioner’s software directly intothe
hard drive of a conputer and/or “bundled” software-encoded nedia
along with the conputer. The foreign OEM s distributed petitioner’s

conputer software as a conponent of their own conputer systens.



- 10 -
In 1990 and 1991, approximtely 500 foreign CEM s distri buted
petitioner’s software products. Operating systens constituted the
bul k of these products.
During these years, approximately 250 foreign OEM s paid
royalties to petitioner pursuant to the OEM agreenents. The top 10
products licensed to the foreign OEM s (ranked in terns of royalties

petitioner accrued) were as foll ows:

1990 1991
Pr oduct Units Revenue Units Revenue
MV5- DOS 7,079, 682 $96, 742, 734 7,726,513 $116, 463, 986
GWM Basic Interpreter 941, 064 6, 882, 172 762, 623 12, 535, 546
W ndows 760, 961 5,779, 208 1, 686, 907 4,378, 615
W ndows 386 226, 552 4,114, 398 38, 580 4,227,137
s/ 2 22,128 2,784, 467 151, 267 2,790, 240
Shel | / DOS 929, 728 2,359, 430 188, 846 2,759, 226
MB- Wor ks 154, 732 2,054, 785 364, 822 2,733,731
LAN Manager 2,942 1, 612, 589 4,299 1, 828, 122
Net wor ks 86, 562 1, 083, 822 171, 035 1, 534, 083
Basic Interpreter 176, 279 994,132 60, 154 1,427,047

These products represented approxi mately 75 percent of petitioner’s
foreign CEMI i censing revenues for 1990 and approxi mately 84 percent
for 1991.

During 1990 and 1991, petitioner alsolicensed applications and
ot her software products to the foreign OCEM s.

G Standard OEM Li cense Agreenent

Petitioner’s CEM busi ness personnel and |l egal staff drafted a
standard (exenplar) OEM |icense agreenent (the standard OEM
agreenent) as the basis for negotiating licenses with the foreign
CEM s. The standard OEM agreenent was the starting point fromwhich

negoti ati ons ensued.



- 11 -

Wet her a foreign OEM and petitioner entered into a |license
agreenent or a distribution agreenent depended upon several factors,
such as the foreign OEM s projected volune of conputer sales, the
size of the market for a particular software product, and
petitioner’s confidence in the foreign OEM s trustworthi ness and
recordkeeping. Pertinent provisions of the standard CEM agr eenent
i nclude the foll ow ng provisions:

2. LI CENSE GRANT

(a) M5 [Mcrosoft] grants to COMPANY [l i censee] the
fol | ow ng nonexcl usive, worldw de |icense rights:

(1) to adapt the Product as necessary
to enable it to execute on COWANY' s Customer
Systen(s);

(i) to reproduce and manufacture the

Product in object code form and

(rit) to distribute directly or
indirectly and license the Product in object
code form to end users, under the terns of
COVWPANY’ s end user |icense agreenent.

Al rights not expressly granted, including wthout
l[imtation translation rights, are reserved by M.

* * * * * * *

7. COPYRI GHT NOTI CES; TRADENMARKS

(a) COWANY w Il cause to appear on the container
and | abels of each copy of Product, the copyright and
patent notices for the Product that appear on the
appl i cabl e rel ease of the Product as provided to COVPANY
pursuant to Section 2 hereof * * *

(b) COWPANY shal |l market the Product only under the
Product nane(s) for such Product as specified * * * and
COVPANY agrees to use the appropriate trademark synbol *
* * and clearly indicate M5 ownership of its
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trademar k(s) whenever the Product name is first nentioned
in any advertisenent, brochure or in any other manner in
connection wth the Product. COWANY' s nane and/or
trademarks shall not be displayed in relation to the
Product nanme in a manner which suggests that COVWPANY s
name and/or trademarks are part of the Product nane.
COMPANY agrees to maintain the high level of quality
accorded products associated with and marketed by MS
under M5 trademarks. COVPANY shall not use or display
any M5 logo in its materials or packaging wthout M
prior witten perm ssion. COWANY shall not wuse or
imtate the trade dress of MS products. COVWANY' s nane
and/ or trademarks shall be displayed on the packagi ng and
disk |l abels for the Product at |east as prom nently as
the nane “M crosoft.” Upon request, COMPANY shall submt
the Product in proposed finished goods form (including
software and docunentation) to MS for approval prior to
di stribution, which approval shall not be unreasonably
wi t hhel d. COVWPANY shall, wupon request, provide M5
sanples of all COWANY literature which uses Product
name(s). COWPANY shall provide Ms with five (5) copies
of the Product in finished goods form

* * * * * * *

13. NONDI SCLOSURE AGREEMENT

COMPANY expressly undertakes to retain in confidence and
to require its distributors to retain in confidence all

informati on and know how transmitted to COVPANY by NS
that M5 has identified as being proprietary and/or
confidential or that, by the nature of the circunstances
surrounding the disclosure, ought in good faith to be
treated as proprietary and/or confidential, and will nake
no use of such information and know how except under the
terms and during the existence of this Agreenent.
However, COWVPANY shall have no obligation to maintain the
confidentiality of information that (i) it received
rightfully from another party prior to its receipt from
M5; (ii) MS has disclosed to a third party w thout any
obligation to maintain such information in confidence; or
(ti1) is independently devel oped by COVPANY. Furt her,

COMPANY may di scl ose confidential information as required
by governnental or judicial order, provided COMPANY gives
M5 pronpt notice of such order and conplies with any
protective order (or equivalent) inposed on such
di scl osure. COVWPANY shall treat all Product adaptation
materials (including source <code) as confidentia
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information and shall not disclose, dissemnate or
di stribute such materials to any third party w thout M5
prior witten perm ssion. COWANY shall treat the terns
and conditions of this Agreenent as confidential;
however, COWANY may disclose such information in
confidence to its imediate |egal and financia
consultants as required in the ordinary course of
COMPANY’ s busi ness. COMPANY’ S obligation under this
Section 13 shall extend to the earlier of such tine as
the information protected hereby is in the public domain
t hrough no fault of COMPANY or ten (10) years follow ng
term nation or expiration of this Agreenent.

* * * * * * *

16. CONTROLLI NG LAW NO FRANCHI SE

(a) This Agreenent shal | be construed and
controlled by the laws of the State of Washi ngton, and
COVPANY consents to jurisdiction and venue in the state
and federal courts sitting in the State of Washi ngton. *

* %

18. GENERAL

* * * * * * *

(f) The Section headings used in this Agreenent and

the attached Exhibits are intended for conveni ence only

and shall not be deenmed to supersede or nodify any

provi si ons.

The OEM agreenents granted the licensee the right to nodify,
reproduce, and distribute the |icensed software (and derivative
work) on or with the foreign CEMs hardware systens specified in
each agreenent. The royalties at issue were paid as consideration
pursuant to these agreenents, which conputed the royalty on a “per

copy” or “per systeni basis. The foreign CEMs paid a royalty for

each copy of the copyrighted work duplicated and distributed in the
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market, or for each conputer system manufactured and sold by the
forei gn OEM s.

The OEM agreenents required the foreign CEM s to make m ni num
comm tnment paynments quarterly. To the extent earned royalties
exceeded the cunul ative mninmum conm tnent paynents, the foreign
CEM s were required to pay petitioner for actual earned royalties.
To the extent cumul ative m ni rumcommi t nent paynents exceeded act ual
earned royalties, the excess was considered prepaid royalties and
was recoupabl e against future earned royalties during the term of
the |icense agreenent.

The standard OEM agreenent was for a 2-year term The foreign
CEM s generally extended their relationship with petitioner by
entering into subsequent agreements licensing |ater releases and
versions of the sane software.

The proprietary information petitioner transferred to the
foreign OEMs (pursuant to the standard OEM agreenent) was
mai ntai ned as a trade secret. The parties have stipulated that this
proprietary information included algorithns, processes, fornulas,
and desi gns.

The foreign CEM s could also |icense petitioner’s source code
for specific products pursuant to a separate, royalty-bearing
i cense arrangenent (source code |license). A source code |icense

authorized the foreign CEM to use the source code solely for



- 15 -

“internal use” in furtherance of its |license to adapt, reproduce,
and di stribute the conputer software i n object code form Pertinent
provi sions of the source code license are as foll ows:

19. LI CENSE GRANT FOR SOURCE CODE

(a) Ms grants to COVPANY a nonexcl usi ve, personal,
nont r ansf erabl e, nonassi gnabl e Ii cense during the termof
the Agreenent to use and nodify the source codes of the
Products (“Source Code”) * * *

(b) The license granted hereunder shall extend to
the Source Code for any new rel eases to each Product as
are supplied by M5 and accepted by COVPANY. * * *
(c) COWPANY hereby conveys to Ms all right, title
and interest to any nodifications made to the Source Code
by COMPANY. Ms grants to COMPANY non-excl usive marketing
and distribution rights to the object code version of any
nodi fications made to the Source Code by COVWPANY * * *
(d) Notwthstanding anything to the «contrary
cont ai ned herei n, COMPANY shall not reproduce, duplicate,
copy or otherwi se disclose, distribute or dissemnate
Source Code (code or listing) in any nedia except for
COWANY’'s own internal wuse by COWANY'S full-tine
enpl oyees on a need-to-know basis on COMPANY prem ses. *
The foreign OEM s paid royalties for the source code in addition to
ot her royalty paynents.
In sone instances, petitioner provided a foreign CEMw th an
CEM adaptation kit (QAK), which contained a copy of the product’s
obj ect code, sanpl e adaptation code, and rel ated docunentati on. An
QAK assisted foreign OEM s to adapt operating systens to personal
conput ers. Whether a foreign OEM needed the adaptation code

depended on its particul ar conputers.
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H. | nternati onal Retail Channel

In 1990 and 1991, petitioner exported shrink-w apped soft war e?
products (made in the United States) to its CFC s for distribution
to end users outside the United States. In addition, petitioner
licensed its CFC s the rights to duplicate and distribute shrink-
wr apped software packages outside the United States pursuant to CFC
(or product localization) agreenents. |n nost instances, the CFC s
| ocal i zed petitioner’s software and t hen manuf actured copi es of the
| ocal i zed software for distribution as shrink-w apped products.

The CFCs in Ireland (Mcrosoft Ireland), Japan (M crosoft
Japan), Korea (Mcrosoft Korea), and Taiwan (Mcrosoft Taiwan)
reproduced, packaged, and distributed retail products for the
international retail channel, as well as white box products for the
i nternational OEM channel. (A “retail” product consisted of an
i ndi vi dual copy of the software marketed in a decorative retail box
(shrink-w apped sof t ware), contai ni ng sof t war e-| oaded st or age nedi a,
user manual s, and other docunentation. A “white box” product
consisted of software-loaded nedia and product docunentation
packaged in a plain white box, intended to deter separate retai

sales by a foreign OEM) M crosoft Irel and manufactured both retail

2 Shri nk-w ap packagi ng consi sted of packing the
sof twar e-| oaded di skettes wth manual s and ot her printed
materials in shrink-wapped boxes bearing graphics, product
information, trademark registrations, trade nanmes, and ot her
trade dress. The warehousi ng operation consisted of storing and
shi ppi ng the shrink-w apped software packages.
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and white box products frommasters petitioner supplied. M crosoft
Japan, M crosoft Taiwan, and M crosoft Korea used subcontractors to
duplicate and distribute both retail and white box products.

The CFC agreenents with M crosoft Taiwan, M crosoft Korea, and
M crosoft Japan inposed a mandatory trademark brandi ng requirenent
on the CFC s. The CFC agreenents with M crosoft Ireland included
an express trademark |icense.

Petitioner generally sent the master diskettes to the CFC s
contai ning object code for the licensed retail products. Simlar
to the CEMagreenents, the CFC agreenents i nposed obligations on the
CFCs to mmintain in confidence all trade secret information
petitioner provided.

Pursuant to the CFC agreenents, petitioner ultimtely received
royalties from the CFC s. M5- FSC reported the royalties on its
returns as FTGRs from transactions in qualifying export property.
The royalties in dispute are those received from M crosoft Japan
M crosoft Korea, Mcrosoft Ireland, and M crosoft Taiwan in 1990 and
1991, paid pursuant to the CFC agreenents. During the years in
i ssue, Mcrosoft Ireland accounted for approximately 85 percent of
petitioner’s royalty accruals fromthe CFC s.

Petitioner did not allocate or apportion the royalty stream
from the CFCs and OEMs anong intellectual property rights.
Respondent determ ned that the royalties petitioner accrued fromits

export licensing transactions were not FTGR s on the basis that the
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royalty inconme did not arise fromtransactions in export property
(i.e., the incone arose fromdisqualified intangibles).

OPI NI ON

A. The Statutes

In 1971, Congress enacted the donmestic international sales
corporation (DISC) provisions (sections 991 through 997), see
Revenue Act of 1971, Pub. L. 92-178, sec. 501, 85 Stat. 497, 535,
to provide an export tax incentive to U. S. businesses and to i nprove
the country’s balance of paynents, see S. Rept. 92-437, at 90
(1971), 1972-1 C.B. 559, 609. The DI SC provisions attenpted to
equal ize tax treatnent between U. S. conpanies that sold goods in
foreign markets regardl ess of whether the goods were nade in the
United States. These provisions allowed donestic corporations to
defer taxes on a substantial portion of profits fromexport sales
(simlar tothe tax benefits avail abl e to corporati ons manufacturi ng
abroad through foreign subsidiaries). See H Rept. 92-533, at 58
(1971), 1972-1 C.B. 498, 529; S. Rept. 92-437, supra at 90, 1972-1
C.B. at 609.

In 1984, Congress supplenented the DI SC provisions with the
foreign sales corporation (FSC) provisions (sections 921 through
927), see Deficit Reduction Act of 1984, Pub. L. 98-369, sec. 801,
98 Stat. 494, 985, in order to conply with the General Agreenent on
Tariffs and Trade, see S. Prt. 98-169 (Vol. I), at 635 (Comm Print

1984). Under the FSC provi sions, a taxpayer may permanently excl ude
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from Federal incone tax a portion of its profits from qualifying
export sales.?®

Both the DI SC and the FSC provisions reallocate a portion of
a U S conpany’'s profits attributable toits export of Anerican-nmade
products. The proper anount of the reallocation for 1990 and 1991
is in controversy.

Only activities that generate FTGR s qualify for FSC benefits.

FTGR s are the gross receipts of an FSC that are:

(1) fromthe sale, exchange, or other disposition
of export property,

(2) fromthe | ease or rental of export property for
use by the | essee outside the United States,

(3) for services which are related and subsidiary
t 0—-

3 On Feb. 24, 2000, the World Trade Organi zation (WO
appel | at e body upheld an October 1999 WIO panel ruling that the
U S. foreign sales corporation (FSC) tax regine is essentially an
export subsidy in contravention of WIO rules. The pane
recommended that the United States conply with the WO ruling by
Cct. 1, 2000, or face the prospect of European Union retaliation.

In May 2000, the United States proposed to the European
Uni on an FSC repl acenent system wth tax benefits generally
applying to foreign incone fromall foreign sales, rentals, and
| eases, regardl ess of whether goods are nmanufactured in the
United States or abroad. The European Union rejected this
proposal, maintaining that the system would continue to nmake tax
benefits contingent upon exports.

As of the release date of this Opinion, H R 4986, 106th
Cong., 2d Sess. (2000), the FSC Repeal and Extraterritorial
| nconme Exclusion Act of 2000, is under consideration in order to
bring the U S. export tax reginme into conformty with the WO
ruling.
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(A any sal e, exchange, or ot her

di sposition of export property by such
corporation, or

(B) any lease or rental of export
property described in paragraph (2) by such
cor poration,
(4) for engineering or architectural services for

construction projects |located (or proposed for |ocation)
outside the United States, or

(5) for the performance of nmnagerial services for

an unrelated FSC or DISCin furtherance of the production
of foreign trading gross receipts described in paragraph

(1), (2), or (3).
Sec. 924(a).

The FSC and DI SC provisions define “export property” as
property “manufactured, produced, grown, or extracted in the United
States”.* Secs. 927(a)(1)(A), 993(c)(1)(A. However, export
property does not include:

patents, inventions, nodels, designs, forml as,

or  processes, whet her or not pat ent ed,

copyrights (other than filns, tapes, records,

or simlar reproductions, for comercial or

home use), good wi ll, trademarks, trade brands,

franchi ses, or other |ike property.
Secs. 927(a)(2)(B), 993(c)(2)(B). These sections expressly exclude
intangi ble property from the definition of export property. The

parent hetical phrase “other than filns, tapes, records, or simlar

reproductions, for commercial or home use” (the parenthetical)

4 The parties have stipulated that for purposes of this
case, petitioner’s software devel opnent in the United States
sati sfied the manufacture or production requirenent of sec.
927(a) (1) (A
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B. The Requl ati ons

Section 1.993-3(f)
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treatment with regard to copyrights.?®

(3), Income Tax Regs., T.D. 7514, 1977-2 C. B.

266, was issued on Cctober 14, 1977,° excl udi ng copyrights in books

fromexport property tr

Regs., provides:

eat nent . Section 1.993-3(f)(3), Incone Tax

(3) Intangible property. Export property

does not i ncl

ude any patent, invention, nodel,

design, formula, or process, whether or not

patented, or

any copyright (other than filns,

tapes, records, or simlar reproductions, for

comrerci al or

home use), goodw I, trademark

tradebrand, franchise, or other |ike property.
Al t hough a copyright such as a copyright on a
book does not constitute export property, a

5 The Taxpayer

Relief Act of 1997, Pub. L. 105-34, sec.

1171, 111 Stat. 788, 987, anended sec. 927(a)(2)(B). As a

result, copyrights of

conputer software are explicitly referred

to as not being excluded property (i.e., such copyrights qualify

as export property).

The anendnment applies to gross receipts

fromconputer software licenses attributable to periods after
1997, in tax years ending after Dec. 31, 1997.

The conference report acconpanyi ng the Taxpayer Relief Act
of 1997 states that no inference is intended as to the
qualification of conputer software |icensed for reproduction
abroad as export property under the pre-1997 law. See H Conf.

Rept. 105-220, at 636

(1997), 1997-4 C.B. (Vol. 2) 1457, 2106.

I n reaching our conclusions, we have adhered to this

pr onouncement .

6 On Cct. 12,
| ncome Tax Regs., was
| nt ernal Revenue Ser vi

1977 (2 days before sec. 1.993-3(f)(3),
i ssued), the Acting Conm ssioner of the
ce sent a nenorandumto the Assistant

Secretary of the Treasury recomrendi ng approval of sec. 1.993-
3(f)(3), Incone Tax Regs., and attached a technical nenorandumin

support thereof. The
(1) The parentheti cal
rights; and (2) sound

t echni cal nenorandum recogni zed that:
described a |imted category of copyright
recordi ng copyrights fell wthin the

limted category of copyrights saved by the parenthetical.
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copyrighted article (such as a book) if not
acconpanied by a right to reproduce it is
export property if the requirenments of this
section are otherw se satisfi ed. However, a
license of a master recording tape for
reproduction outside the United States is not
di squal i fi ed under this subparagraph frombei ng
export property.

Section 1.993-3(f)(3), Inconme Tax Regs., does not explicitly
refer to conputer software. Consequently, the Comm ssioner’s
position with respect to whether conputer software qualifies as
export property for DI SC purposes was | ater expressed through the
foll owi ng pronouncenents: (1) Gen. Couns. Mem (GCM 39, 449 (Feb.
17, 1983), concluded that mass- marketed software wi thout

reproduction rights may qualify as export property under the DI SC

rul es as being akin to a copyrighted book; (2) Tech. Adv. Mem (TAM
85-49-003 (Aug. 16, 1985), concluded that standardized, nass-

mar ket ed conputer software w thout reproduction rights is section

993(c) export property; and (3) Priv. Ltr. Rul. (PLR) 86-52-001
(Sept. 3, 1986), concluded that exported conputer software updates
that were not copyrighted would qualify for DI SC benefits because

the property was sold w thout reproduction rights. (W recognize

that GCCMs, TAMs, and PLR s do not have the force of |aw and are
not binding on us. W nention these pronouncenents nerely to show
t he manner in which the Conm ssioner interpreted and/ or applied the

regul ations.)
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On March 3, 1987, the Secretary pronul gated section 1.927(a)-
1T(f)(3), Tenporary Incone Tax Regs., 52 Fed. Reg. 6463 (Mar. 3,
1987) (the tenporary regulation), effective for taxable years
begi nning after Decenber 31, 1984. The preanble to the tenporary
regul ation states, in relevant part:

Section 1.927(a)-1T provides definitions
of export property for purposes of the FSC
rules. These definitions parallel in al
i nportant respects the definitions of export
property of a D SC at 81.993-3. These
regul ations at 81.927(a)-1T(f)(3) provide that
export property wi | i ncl ude certain
st andardi zed conputer software on nedia that
are mass-marketed wthout the right to
reproduce for external use. * * * [Enphasis
added. ]

52 Fed. Reg. 6433.
The tenporary regul ati on provides:

(3) Intangible property. Export property
does not include any patent, invention, nodel,
design, fornula, or process, whether or not
patented, or any copyright (other than fil ns,
tapes, records, or simlar reproductions, for
commercial or hone use), goodw ||, trademark,
tradebrand, franchise, or other |like property.
Al t hough a copyright such as copyright on a
book or conputer software does not constitute
export property, a copyrighted article (such as
a book or standardi zed, mass narketed conputer
software) if not acconpanied by a right to
reproduce for external use is export property
if the requirements of this section are

ot herw se sati sfi ed. Comput er sof t war e
referred to in the precedi ng sentence nay be on
any nedium including, but not limted to,

magnetic tape, punched cards, disks, sem -
conductor chips and circuit boards. A license
of a master recording tape for reproduction
outside the United States is not disqualified
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under this paragraph from being export
property.

(The enphasized portions reflect additions or changes from the
| anguage of section 1.993-3(f)(3), Inconme Tax Regs.)

Foll owi ng the promulgation of the tenporary regulation, the
Comm ssi oner issued the followng: (1) PLR 92-100-15 (Mar. 6, 1992)
concl uded that even though the software therein was not subject to
a copyright, the Ilicense agreenent restricted its wuse and
reproduction, qualifying it as export property; (2) PLR 93-440-02
(May 27, 1993) concluded that a master conputer disk provided to
distributors, acconpanied by a right to reproduce, is not export
property; also, “tapes” in the parenthetical refers to audio or
video tapes used in the entertainnent industry and does not apply
to magnetic tapes used in the conputer software industry; and (3)
TAM 93-44-002 (May 27, 1993) concluded that “conputer software
conveyed through a licensing agreenent that gives the |licensee the
right to reproduce the software is excluded fromthe term *‘export
property’”. Also, the technical advice nenorandum reflected that
the tenporary regulation limted the reproduction exclusion of
section 927(a)(2)(B) to reproductions wused solely in the
entertai nment industry, stating, in relevant part:

The parenthetical exception in section
927(a)(2)(B) of the Code and section 1.927(a)-
1T(f)(3) of the regul ations, which is identical
to and based on the parenthetical exception in
section 993(c)(2)(B) should al so be interpreted
to include only audio or video tapes used in

the entertainnent industry and not nmagnetic
conput er software tapes.



C. | ndustry Position

Before enacting the FSC regine, the Senate Finance Committee
recei ved witten subm ssions and hel d hearings on February 3, 1984.
See Hearings on S. 1804 Before the Senate Comm on Finance, 98th
Cong., 2d Sess., Part 2 of 2 (1984). Representatives from the
software industry testified that the DI SC provi sions were uncl ear
as to the treatnment of exported conmputer software copyrights. In
this regard, Gerald K Howard, vice president for taxes, Sperry
Corp. (representing several conputer, business, and electronics
associ ations), stated:

we ask that a DISC rule that has caused us sone

difficulty in the past be nodified or clarified, nanely

that * * * the definition of qualified export property be

revised to include software. W believe that this wll

assist in elimnating the uncertainty that exists in the

tax | aw concerning software. * * *

W don't believe it was intended for the high
technology industry to suffer a decrease in the tax
incentives that are provided and we ask that software be
included in the definition of export property. * * *

[ Enphasi s added. ]

ld. at 123. The software industry’s request went unheeded.

In 1993, software industry representatives again attenpted to
convi nce Congress to anmend the FSC rules to “clarify” that exports
of software qualify for FSC benefits that are available to other
exports. Legislation to make such “clarification” was introduced.

Hearings on H R 63 Before Subcomm on Select Revenue Measures,

House Ways and Means Comm, 103d Cong., 1st Sess., Part 1 of 3
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(1993). A software industry representative sunmarized the

i ndustry’s position as foll ows:

The failure to permt exports of conputer
software to qualify for FSC treatnent 1is
count er producti ve and i nconsi stent with the U. S,
interest in fostering the continued growth of
this industry in the United States. I n
addition, there is no tax policy reason for
denyi ng exporters of software the tax benefits
of the FSC rules that are available to other
U S. exporters and in particular the film and
record industries * * *.  There is a need for
Congress to clarify the original intent of the
DISC and FSC legislation to encourage U.S.
exports, including software, in light of the
Treasury Departnent’ s tenporary FSCregul ati ons.
Therefore, we respectfully request that Congress
enact |egislation which would clarify that the
definition of FSC export property includes the
license of conputer software to foreign
distributors and custonmers wth the right to
r epr oduce.

Id. at 644 (statenent by Janes A Abrahanson, chairman of the board,
Oracle Corp., on behalf of the FSC software coalition). In
addi ti on, the representative conplained that the tenporary
regul ation “adopted a narrow interpretation of the parenthetica
exception and denied any FSC benefits for the |license of conputer
software if the license is acconpanied by the right to reproduce the
conputer software.” |1d. at 643. These hearings did not result in
a change to section 927(a)(2)(B)

Over the next several vyears, over 100 nenbers of Congress
requested that the Departnent of the Treasury amend the tenporary
regulation to explicitly extend FSC benefits to the export of

conputer software |icenses that include reproduction rights abroad.
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See 141 Cong. Rec. S16,086-S16,087 (daily ed. Oct. 27, 1995)
(statenment of Sen. Hatch); 140 Cong. Rec. H3428 (daily ed. May 17
1994) (statenment of Rep. Lantos). The Departnent of the Treasury
mai ntained that an “expansion” of the scope of the FSC rules
required legislative action. 140 Cong. Rec. H3428 (daily ed. My
17, 1994) (letter from Secretary of the Treasury Bentsen to Rep
Lantos (May 6, 1994)). Legislation was introduced to expressly
i nclude the sale or licensing of conputer software for use outside
the United States, even when acconpanied by a right to reproduce,
within the definition of FSC export property. See 141 Cong. Rec.
S16, 086- S16, 087 (daily ed. Cct. 27, 1995). This |egislation was not
enacted; thus, section 927(a)(2)(B) remained intact.

D. The Parties’ Positions

The threshold question before us is whether copyrights in
conputer software fall wthin the parenthetical. According to
respondent :

The parenthetical describes the narrow
subset of copyright rights that Congress
intended to “save” from the general rule
excl udi ng i ntangi bl es fromexport property. The
par ent heti cal describes only copyright rightsin
nmotion pictures and sound recordings. The
par ent heti cal was not i ntended to, and does not,
refer to copyrights fixed on various nedia
w thout regard to the nature of the copyrighted
content.

Thus, respondent maintains that “the parenthetical refers to
particul ar kinds of content fixed on the nmedia that are nentioned in

the parenthetical, and any simlar nedia that m ght be invented in
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the future.” Reading the statute in a restrictive manner,
respondent reasons that “The phrase ‘simlar reproductions’ neans
simlar content on other nedia, not sinply any content on simlar
medi a.” Respondent maintains that regardless of the nmedi um upon
which it is fixed, conputer software is neither a notion picture nor
a sound recording. According to respondent, a conputer’s
functionality distinguishes conputer software from notion pictures
and sound recordi ngs.

On the other hand, petitioner maintains that conputer software
masters are the same as or simlar to notion pictures and sound
recordi ng nmasters. Thus, petitioner asserts that the software
masters are “simlar reproductions” to notion pictures and sound
r ecor di ngs.

Specifically, petitioner clains:

“filnms, tapes, records” as used in section

927(a)(2)(B) denote tangible nmedia on which
i mges, sounds, and/or other information is

recorded and stored. These nedia differ in
terms of their specific physical attributes
(e.g., a strip of photosensitive cellulose

acetate, a plastic strip coated with magnetic
powder, a spiral grooved disc). Al three types
of media, however, require a machine to read
back the recorded content to the consunmer or end
user. In other words, they are inherently and
necessarily machi ne-readabl e nedi a.

Cont i nui ng, petitioner posits t hat t he phr ase “simlar

reproductions” (within the purview of the parenthetical) refers to
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copyrighted work di stributed on nmachi ne-readabl e nedi a, existing or
energent, in addition to “filns, tapes, and records”.

To restate the parties’ positions: in concluding that
copyrights in conputer software do not constitute export property,
respondent asserts that “filns, tapes, and records” are content-
specific and that “simlar reproductions” refers to “filns, tapes,
and records” on nedia that mght be invented in the future.
Conversely, in concluding that copyrights in conputer software
constitute export property, petitioner asserts that “filns, tapes,

and records” are nedia-specific, denoting the tangi ble media upon

whi ch i mages, sounds, and/or other information is recorded and
stored, and that “simlar reproductions” nmeans any information that
can be recorded on a recordi ng nedium (such as reel-to-reel filns,
Bet amax or VHS vi deocassettes, DVD' s, vinyl records, reel-to-reel
tapes, 8-track tapes, cassette tapes, diskettes, hard disk drives,
and CD s).

E. Analysis

1. St at ut es

As a general rule, patents, inventions, copyrights, and other
i ntangi bl es are not granted export property treatnent for purposes
of FSC benefits; rather, they are “excluded property”. Sec.
927(a)(2)(B). W Dbelieve the exception (contained in the

parenthetical) to this general rule should be narrowWy interpreted.
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In our opinion, the parenthetical refers to specific kinds of
content, not any content placed on nmachine-readable nedia, as
petitioner naintains. When section 993(c)(2)(B) was enacted in
1971, no one could foresee the future nmedia on which filns and sound
recordi ngs mght be distributed. Because of this unknown, Congress
i ncluded the phrase “simlar reproductions” in the parenthetical.

“Reproduction” is an exact copy of particular preexisting
content fixed on a nedium Bl ank tapes are not reproductions of each
other (but are manufactured). Copyri ght concerns content, not
medi a. Indeed, a copyright is defined as “A property right in an
original work of authorship (such as a literary, nusical, artistic,
phot ographic, or film work) fixed in any tangible medium of
expression, giving the holder the exclusive right to reproduce,
adapt, distribute, perform and display the work.” Bl ack’ s Law
Dictionary 337 (7th ed. 1999); see 17 U S.C. sec. 102(a) (1988).
Clearly, petitioner does nore than distribute blank tapes;
petitioner’s products are sold because of the content on the nedi um

Were we to accept petitioner’s broad interpretation that
“simlar reproductions” covers all content on machine-readable
medi a, then revenues from the sale or |ease of copyrights in
practically all products (existing and yet to be invented) would
qualify for FSC benefits.

The only copyrights Congress affirmatively identified as

qual i fying for export property treatnent were copyrights in notion



- 31 -
pi ctures and sound recordings when it enacted section 993(c)(2)(B)
(relating to DISCs) in 1971 and section 927(a)(2)(B) (relating to
FSC s) in 1984. The parenthetical in both sections does not
explicitly refer to conputer software nasters.

Conmputer software causes a conputer to perform countless
functions. Operating systens software makes a general-purpose
conputer function by controlling (1) the operation of the conputer’s
har dwar e conponents, (2) the execution of applications, (3) the
sequenci ng of tasks, and (4) the flow of information within the
conputer system When conmbined wth data and the hardware
conponents of a conputer system conputer software enables a
conputer to enter, store, process, and display information, thereby
perform ng specific tasks. Wthout software, conputers cannot
function. To illustrate, if an audio CDis placed in the CD drive
of a personal conputer, it can be played only if a conputer program
has been | oaded into the conputer that instructs the conputer howto
play the CD. An audio CD does not make the conputer function; the
conput er software does. Renoval of the audi o CD does not renove the
ability of the conputer to play a different audio CD. Yet if the
software is not installed, the audio CD cannot be pl ayed.

Unli ke software, notion pictures and sound recordi ngs do not
cause a conputer to function. They are played on nachi nes desi gned

to play them (but do not cause the nachine to function).
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The nere fact that sound or video recordings can be digitally
represented does not transformtheminto conputer software.

Computer software is fundamentally different from notion
pictures and sound recordings. Wthin the purview of the
parenthetical, (1) “filns, tapes, and records” are content specific,
and (2) “simlar reproductions” refers to “filns, tapes, and
records” on nmedia that mght be invented in the future. In sum we
hol d that copyrights in conmputer software do not constitute section
927(a) “export property”. Support for this holding is found in the
tenporary regulation to which we now turn our attention.

2. Interpretation of the Tenporary Requl ati on

CGenerally, tenporary regul ations have binding effect and are

entitled to the same weight as final regulations. See UnionBanCal

Corp. v. Conmm ssioner, 113 T.C. 309, 316 (1999); Peterson Marital

Trust v. Conmm ssioner, 102 T.C 790, 797 (1994), affd. 78 F.3d 795

(2d CGr. 1996). W interpret tenporary regulations in toto rather

t han phrase by phrase. See Norfolk Energy, Inc. v. Hodel, 898 F. 2d

1435, 1442 (9th Cir. 1990).

The tenporary regulation conports with the |anguage of the
statute. It succinctly states that, although copyrights do not
constitute export property, copyrighted articles, such as conputer
software, do qualify as long as the article is not acconpanied by a

right to reproduce outside the United States. Permtting a right
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to reproduce abroad would facilitate reproduction activity outside
the United States. That is not the result intended.

The tenporary regulation contains four sentences. The first
sentence is virtually identical to the | anguage of the statute. It
states that intangibles (other than certain copyrights) are not
export property.

The introductory clause of the second sentence applies the
general rule that a copyright is not export property, giving books
and conmputer software as exanples of itens subject to the genera
rule (disqualifying intangibles). The second sentence states that
a copyrighted article exported without the right to reproduce for
external use is export property (so long as the other requirenents
are net).

The third sentence expands upon the second sentence. Read
together, the two sentences provide that conputer software on any
medium (i.e., magnetic tape, punched cards, or disks), if not
acconpanied by a right to reproduce outside the United States, is
export property. By rendering the nedium irrelevant, the third
sent ence di stingui shes anong copyri ghts based upon their content.

The fourth sentence is identical to the last sentence of
section 1.993-3(f)(3), Inconme Tax Regs. It was therein inserted to
address the concern of the sound recording industry that the
parent hetical was not witten broadly enough to include its industry

practices. Specific reference to conputer software in the second
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and third sentences of the tenporary regul ati on woul d not have been
made (in 1987) to contradict the fourth sentence (which was carried
over fromsection 1.993-3(f)(3), Inconme Tax Regs., to the tenporary
regul ation).

According to petitioner, conputer software nasters are “master
recording tapes” (within the purview of the fourth sentence)
licensed for reproduction outside the United States, and thus
constitute export property. We di sagree. Read in context, a
“master recording tape” does not include conputer software.

Because the second sentence interprets the general rule (that
copyrights are not export property), “reproduction” in the fourth
sentence refers to a copyright transaction described in the second
sent ence. The fourth sentence enphasizes that sound recording
masters fall wthin the parenthetical and thus are not disqualified
by the second sentence. Contrary to petitioner’s assertion, the
fourth sentence is not “trunped” by the second sentence because the
fourth sentence concerns a “master recording tape” whereas the
second sentence concerns conputer software and books. (It was
unnecessary to refer to notion pictures in the fourth sentence
because the legislative history reflects that copyrights in notion
pictures fall wthin the exception, and the notion picture industry
did not | obby for nodification.) Petitioner’s interpretation of the
fourth sentence would nullify, rather than harnonize wth, other

provi sions of the tenporary regulation.
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In sum we hold that pursuant to the tenporary regqgulation
copyrighted conputer software with a right to reproduce abroad does
not qualify as export property.

3. Validity of the Tenporary Requl ation

We now turn our attention to petitioner’s alternative argunent
that the tenporary regulation is invalid.

The tenporary regulation was pronulgated pursuant to the
general authority granted to the Secretary by section 7805(a), not
pursuant to specific legislative authority. Thus, it is

interpretive, see Jackson Fam |y Found. v. Conm ssioner, 97 T.C. 534

(1991), affd. 15 F.3d 917 (9th Gr. 1994), and should be upheld if
it is found to “‘inplenent the congressional mandate in sone

reasonabl e manner’”, United States v. Cartwight, 411 U. S. 546, 550

(1973) (quoting United States v. Correll, 389 U S. 299, 307 (1967)).

We defer to a regulation if it is a reasonable and perm ssible

interpretation of the statute. See, e.g., Atlantic Mut. Ins. Co. v.

Commi ssioner, 523 U S. 382, 389 (1998); National Miffler Dealers

Association, Inc. v. United States, 440 U. S. 472, 488-489 (1979).

It is not our function to decide what the best or nost
advi sabl e nethod would be to inplenment the Internal Revenue Code.

As the Suprenme Court stated in United States v. Correll, supra at

307: “Congress has del egated to the Conm ssioner, not to the courts,

the task of prescribing ‘all needful rules and regul ations for the
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enforcenment’ of the Internal Revenue Code.” The del egation hel ps

guarantee that the rules wll be witten by “masters of the

subject.” United States v. More, 95 U S. 760, 763 (1877).

In determ ning whether the Secretary’'s interpretation of a
statute is a reasonable one, rather than the best or only one, see

Atlantic Mut. Ins. Co. v. Comm Ssioner, supra, we are not at liberty

to strike down the regulation even if the taxpayer offers a nore

attractive statutory interpretation, see United States v. Vogel

Fertilizer Co., 455 U. S. 16, 26 (1982); Brown v. United States, 890

F.2d 1329, 1338 (5th Gr. 1989).

The parties agree that the standard in National Muffler Dealers

Association, Inc. v. United States, supra at 477,7 is appropriate in

! National Muffler Dealers Association, Inc. v. United
States, 440 U. S. 472, 477 (1979), states, in pertinent part:

In determ ning whether a particular regulation
carries out the congressional mandate in a proper
manner, we | ook to see whether the regulation
harnoni zes with the plain | anguage of the statute, its
origin, and its purpose. A regulation may have
particular force if it is a substantially
cont enpor aneous construction of the statute by those
presuned to have been aware of congressional intent.

If the regulation dates froma |ater period, the manner
in which it evolved nerits inquiry. Oher relevant
considerations are the length of tinme the regulation
has been in effect, the reliance placed on it, the
consi stency of the Conmm ssioner’s interpretation, and
the degree of scrutiny Congress has devoted to the
regul ati on during subsequent re-enactnents of the
statute. [Ctations omtted.]
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this case. By applying that standard, we hold that the tenporary
regulation is valid. Qur holding is based upon the follow ng.

(1) The tenporary regulation harnoni zes® with the purpose of
the statute by specifically excluding intangibles from the
definition of export property. The purpose of the D SC FSC
provisions was to increase U S. exports and U S. jobs by excluding
from Federal income tax certain property sold by an FSC or a DI SC
that was produced, nanufactured, or created in the United States.
See Staff of Joint Comm on Taxation, Ceneral Explanation of the Tax
Ref orm Act of 1976, at 290-291 (J. Comm Print 1976). The tenporary
regulation allows conputer software to be entitled to this
exclusion, as long as the software is not acconpanied by a right to
r epr oduce abr oad.

On the other hand, exporting a conputer software master with a
right to reproduce abroad sends adaptation, |ocalization, and
manuf acturing jobs offshore. Thus, granting FSC benefits to
copyrighted conputer software with the right to reproduce abroad
woul d underm ne the basic policy of withholding tax incentives from
export transactions that create manufacturing or production jobs

over seas.

8 Petitioner acknow edges that, in the event we hold that
the parenthetical is restricted to notion pictures and sound
recordi ngs (as we have), respondent’s construction of the
tenporary regul ation harnonizes with the statute’ s plain neaning.
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Petitioner clains that because conputer software involves a
creative industry where inportant jobs are perfornmed in the United
States, it belongs in the parenthetical. Respondent posits that the
guestion is not whether jobs are being perforned in the United
States but rather whether jobs that also could be perforned in the
United States are noved offshore because copyrights and other
i ntangi bl es are exported under |icense. W agree with respondent.
(2) The tenporary regul ation reflects Congress’ deci sion not
to expand export property treatnent for intangibles beyond
copyrights in notion pictures and sound recordings. The 1976 and
1982 anendnents to the DISC provisions reflected Congress’
continuing concern with the cost and revenue effects of the DI SC
regi ne. Despite pleas from the representatives of the software
i ndustry for a change in the statutory |anguage to include conputer
software as export property, section 993(c)(2)(B) was reenacted® as
section 927(a)(2)(B) without the requested inclusion, apparently on
t he basis that the requested change woul d not be revenue neutral and

that U S. jobs would be noved offshore. See TSR, Inc. & Sub. V.

Commi ssioner, 96 T.C. 903, 916-917 (1991). Had Congress desired to

make FSC benefits avail able to conputer software copyrights in 1984,

o The 1984 FSC | egi sl ation replaced nmany of the tax rules
t hat had been applicable to DISCs. DISCs were not aboli shed;
however, their tax benefits were limted, and an interest charge
on tax-deferred anounts was i nposed on DI SC sharehol ders. See
Deficit Reduction Act of 1984, Pub. L. 98-369, sec. 802(b),
98 Stat. 494, 997
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it would have specifically done so. See, e.g., Central Bank V.

First Interstate Bank, 511 U S. 164, 184-188 (1994); United States

V. Riverside Bayview Hones, Inc., 474 U S. 121, 137 (1985).

Congress’ inaction reflects its intent not to grant export property
treatnent to conputer software copyrights. The tenporary regul ation
fol |l owed Congress’ | ead.

(3) Congress was aware of the tenporary regulation, its
treatnment of conputer software, and the debate thereon. Congress
had the opportunity to anmend the statute in light of the tenporary

regul ati on. See Perkin-Elnmer Corp. & Subs. v. Conm ssioner, 103

T.C. 464, 480 (1994). But it did not do so, and the inference of
congressional approval is strong when | egislative history contains
sonme indication that Congress was aware of and approved the

adm ni strati ve constructi on. See Central Bank v. First Interstate

Bank, supra at 184-188.

(4) The Conmm ssioner has consistently denied export property
treatment for conputer software when acconpanied by the right to
reproduce outside the United States. As early as the conmment period
| eading up to the issuance of section 1.993-3(f)(3), Incone Tax
Regs., and the acconpanyi ng techni cal nenorandum see supra note 6,
software industry representatives sought a regulation that would
i ncl ude conputer software in the parenthetical. The Conm ssioner
consi dered but rejected the industry’s position, as evidenced by the

om ssion of conputer software fromsection 1.993-3(f)(3), I nconme Tax
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Regs. The Comm ssioner again rejected the industry’'s position in
the tenporary regul ation by explicitly excluding conputer software.

(5 Invalidating the tenporary regul ati on woul d eradi cate the
need for “copyrights” to appear in section 927(a)(2)(B) because nost
copyrights woul d qualify. If the parenthetical were to be expanded
so as to be based upon the type of nedium on which a copyrighted
wor k can be mastered, then copyrights in books would qualify.

In sum the tenporary regulation represents a “reasonable
accommodat i on of t he conpeting interests of fai rness,

admnistrability, and avoi dance of abuse.” Atlantic Mit. Ins. Co.

Conm ssioner, 523 U S at 383. W believe that the tenporary

regul ation is a reasonabl e and perm ssible interpretation of section
927(a) and harnoni zes with the |anguage, purpose, and |egislative
hi story of the statute.

4. Fi nal Matters

I n reachi ng our conclusions, we have considered all argunents
rai sed by the parties. For the sake of conpl et eness, we now di scuss
two argunents that heretofore have not been addressed.

(1) The parties disagree as to whether the royalties at issue
were paid solely for the exploitation of copyright rights, as
petitioner maintains, or for patents, trademark, and trade secrets,
in addition to copyrights rights, as respondent nmaintains.

Petitioner argues that assum ng arguendo the royalties it received
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fromthe OEMs and CFC s were for various types of intellectua
property, the paynent for rights other than copyrights was de
mnims.

In Iight of our hol ding above that conputer software masters do
not fall within the parenthetical, we conclude that it is not
necessary to decide this issue.

(2) Petitioner maintains that we should interpret the
parenthetical in the sanme manner as the Court of Appeals for the
Ninth CGrcuit (the court to which an appeal in this case would |ie)
interpreted the phrase “books, magazi nes, periodicals, filns, video
tapes, or other matter” for purposes of 18 U S.C. sec. 2252(a)(4)(B)

in United States v. Lacy, 119 F.3d 742 (9th Cr. 1997). I n that

case, the Court of Appeals interpreted “other matter” as foll ows:

“matter” is the physical nediumthat contains the visual
depiction—in this case, the hard drive of Lacy’s conputer
and the disks found in his apartnent. * * * “* * * 3 word
is understood by the associated words, * * * a general
termfollowng nore specific terns neans that the things
enbraced in the general termare the sane kind as those
denoted by the specific terns.” * * * Here, the word
“matter” appears at the end of the |list “books, nmagazi nes,
periodicals, filnms, [and] video tapes,” all of which are
physi cal nedia capable of containing imges. [Ctations
omtted.]

Id. at 748.

Lacy was a crimnal case. The issue involved therein was
whet her an individual conputer graphics file is “other matter”
pursuant to 18 U. S.C. sec. 2252(a)(4)(B). The defendant was charged

W th possessing child pornography; he had downl oaded conputerized



- 42 -

vi sual depictions of child pornography to his conputer. The statute
in question made it a crine to possess “3 or nore books, nagazi nes,
periodicals, films, video tapes, or other matter” containing the
of fendi ng depictions. 18 U S. C 2252(a)(4)(B). The Court of
Appeal s held that because “matter” appeared at the end of a |ist of
physical nedia capable of <containing inages, “other nmatter”
containing any visual depiction of a mnor engaging in sexually
explicit conduct neans a physical nedium that contains visual

depi cti on. United States v. Lacy, supra at 748; accord United

States v. MKelvey, 203 F.3d 66 (1st Cr. 2000); see also United

States v. Daury, 215 F.3d 257 (2d Cr. 2000); cf. United States v.

Vig, 167 F.3d 443, 448 (8th Cr. 1999); United States v. Hall, 142

F.3d 988, 999 (7th Gr. 1998).

Petitioner’'s reliance on Lacy is msplaced. Lacy construed
different words, within a different statute, in a different context.
It isirrelevant to the issue before us.

5. Concl usi on

Computer software does not come within the purview of the
parent heti cal . Accordingly, we hold that copyrights in conputer
software masters are not export property for purposes of determ ning

section 924 FTGR s.
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To reflect the foregoing and the parties’ concessions,

Deci sion will be entered

under Rul e 155.




