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In brief 
A California appellate court concluded that royalties received from the license to 

replicate and install software during the manufacture of computers by original 

equipment manufacturers (OEMs) are receipts from intangible property and must be 

sourced based on the location of the preponderance of the costs of performance.   

In reaching its decision that the license was intangible property for franchise tax 

purposes, the court was guided by the plain meaning of "intangible property," 

California franchise and sales tax laws, as well as federal law.  Applying the standard 

for sourcing receipts from intangibles, the court concluded that Microsoft incurred 

the preponderance of its costs of performance in Washington and, therefore, such 

royalties were not sourced to California for sales factor purposes. [Microsoft 

Corporation v. Franchise Tax Board, Court of Appeal, First Appellate District, No. 

A131964, 12/18/12] 

In detail 
Background and procedural history 

Microsoft Corporation, organized and headquartered in Washington State, develops, 

licenses, manufactures and distributes computer software and provides software and 

software-related services. During the tax years 1995 and 1996, Microsoft received 
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royalty income from OEMs in exchange for the license to replicate and install 

Microsoft software programs as part of the computer manufacturing process.  

The court characterized the issue as "whether the right to replicate and install 

software is a tangible or intangible property right."  For purposes of the sales factor, a 

sale of tangible personal property is sourced based on the location of the buyer, 

whereas a sale of intangible property is sourced based on preponderance of the costs 

of performance attributable to the income-producing activity.  If the OEM licenses 

were intangible property, all of the royalties would be sourced outside of California 

because 99.5% of its direct costs to generate the royalties occurred outside of 

California.  

The trial court ruled that the underlying computer software is inherently tangible 

property and that the OEM licenses involved the transfer of this software as 

embodied on physical disks that were integral to the OEM manufacturing process.  

Based on this characterization of the license as tangible property, the trial court 

sustained the FTB's position.  The appellate court shifted the focus of the analysis 

from the underlying software to the intangible rights transferred as part of the license 

and overruled the trial court.   

On Appeal 

Microsoft argued that the license of its software programs involved intangible 

property and should not be sourced to California for sales factor purposes because 

the greater preponderance of its costs of performance related to developing, 

copyrighting, and licensing its software were incurred in the State of Washington.  

Microsoft added that the issue is not whether software itself is tangible or intangible 

property, but whether the right to replicate and install software is a tangible or 

intangible property right.  The court of appeal agreed with Microsoft and 

distinguished the sale of software to consumers from the intangible rights transferred 

as part of the license.      

The court found support for its position in two California sales tax decisions.  The 

California Supreme Court in Preston v. State Board of Equalization recognized that 

the separate and distinct transfer of a copyright was "an intangible right distinct from 

any material object in which the work is embodied," and concluded that income from 

that intangible was not subject to sales tax under the applicable Technology Transfer 

Act (TTA)statutes.  The Court of Appeal in Nortel Networks, Inc. v. State Board of 

Equalization similarly found that the license of software used to operate telephone 

switching equipment constituted a transfer of patent and copyright interests under 

California's TTA statutes and hence was not subject to sales and use tax. Though not 

controlling for franchise tax purposes, the Microsoft court found that sales tax laws 

and cases were relevant and that there was "no rational justification for treating 

licenses to replace software as intangible in the context of sales taxation, while 

treating these very same licenses as tangible in the context of franchise taxation."  

The court then turned to the State Board of Equalization's franchise tax decision in 

Appeal of Adobe Systems, Inc., where the Board found that royalties from licensing 

contracts constituted "gross receipts from the licensing of intangible personal 

property."  Although not bound by this decision, the court found it troubling that the 

Franchise Tax Board advocated a position in Adobe that is directly contrary to the 
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position it advanced against Microsoft.  The court recognized that "the inconsistency 

suggests a result-orientated bias based on the domicile of the taxpayer."   

The court also found federal law "helpful" in characterizing whether the licenses at 

issue constitute tangible or intangible property.  Federal law defines intangible 

property to include "franchises, licenses and contracts, as well as copyrights." 

Furthermore, federal regulations define copyright rights as including the right to 

make copies of a computer program for purposes of distribution to the public by sale 

or other transfer of ownership, or by rental, lease, or lending. 

Accordingly, the court found that Microsoft's royalties from OEM licenses arose from 

an intangible property right and should therefore be sourced based on the location of 

the preponderance of the costs of performance.  

The takeaway 

The court's decision may have broad ramifications with regard to the treatment of 

royalties for sales factor purposes, especially for California-based companies that 

receive royalties from licensed technology.  With that said, the case is important for 

the issues that it specifically did not decide.  For example, the sale of packaged 

software to consumers is still considered a sale of tangible property for California 

franchise tax purposes.  Further, while the answer appears obvious in this case given 

Microsoft's significant presence in Washington State, the court failed to identify the 

relevant costs of performance for purposes of sourcing receipts from intangibles - this 

is an area that the FTB has recently raised at audit for a number of taxpayers.   

Let's talk 

If you have any questions on the Microsoft decision or how it may affect your 
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