STATE OF ALABAMNA, § STATE OF ALABANA
DEPARTMENT OF REVENUE

V. § ADM NI STRATI VE LAW DI VI SI ON
BURROUGHS CORPORATI ON § DOCKET NO. R 85-122
Bur roughs Pl ace
Detroit, M 48232, §

Taxpayer . §
ORDER

This matter concerns a |l ease tax prelimnary assessnent entered
by the Revenue Departnent against the Burroughs Corporation
(Taxpayer) for the period April 1, 1981 through March 31, 1984.
Under the provisions of the Al abama Adm nistrative Procedure Act,
Code of Al abama 1975, §41-22-1, et sec., a hearing was conducted by
the Admnistrative Law Division of the Revenue Departnent on
Sept enber 11, 1985. At said hearing, the parties were represented
by attorneys Marshall Tinberlake and WIlliamE. Shanks, Jr., for the
Taxpayer, and assistant counsel Adol ph Dean, for the Departnent.

Based on the testinony and exhibits submtted by the parties, the
follow ng findings of fact and concl usions of |aw are hereby nade
and entered.

FI NDI NGS OF FACT

During the period in issue, the Taxpayer was engaged in the
| easi ng of conputer software to various custoners in Al abana. The
Revenue Departnent audited the Taxpayer and determ ned that the
| ease tax levied at Code of Al abama 1975, §40-12-220, et seq. was
due on said transactions. The issues presented for review are as

follows (1) Is conputer software "tangi bl e personal property” wthin
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the scope of the lease tax law, and (2) is there a valid |ega
di stinction between "canned" and "custom zed" software for purposes
of applying the lease tax, and if so, in which category does the
software in issue fall

The |lease transactions in issue evolved substantially as
follows: To begin, the Taxpayer would study the software needs of a
customer, and thereafter submt to the customer a proposed software
package. After acceptance of the proposal, the Taxpayer would
perform a detailed evaluation of the custoner's specific software
requirenments, i.e. the "requirenents definition" stage. Next would
cone the "conceptual design" and "detail design" stages, in order
in which the Taxpayer would formand nodify the software package to
satisfy and fit the particular needs of the custoner. Finally, In
t he "devel opnment” and "inpl enent ati on" phases, the program woul d be
physically created and packaged, and thereafter applied to the
custoner's hardware. |In sone instances, the above process took as
I ong as six nonths to conpl ete, depending on the conplexity of the
custoner's individual software requirenents.

The conpl eted software programwas transmtted to the custoner
by either magnetic nmedia or wire, generally nmagnetic tapes or discs.
After the programwas read into the custoner's hardware nenory, the
transmttal nedia was either stored, reused or destroyed by the
custonmer. In any case, after delivery of the programthe nedia was
not essential or necessary for the effective utilization of the

program by the custoner. The cost of the nedia used in each
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transaction was approxi mately $20.00, depending on the nunber of
tapes or discs used, as conpared to a software program cost of at
| east $4,000.00. Separate invoices were issued for the nmedia and the
program wth the Taxpayer collecting sales tax on only the nedia
charges. Wiile the programwas transmtted as set out above, the
i nformati on coul d have been delivered by phone lines or directly by
an enpl oyee of the Taxpayer, although such delivery nethods would
have been Inpractical. |If a fully Inplenented programhad been | ost
due to power failure or conputer malfunction, the Taxpayer would
have resupplied the program and charged the custoner only for the
cost of the tapes or discs used for delivery.

In developing the progranms in question, the Taxpayer would
begin wwth a standard shell program which was then nodified as
descri bed above to fit the specific needs and requirenents of the
particul ar custoner. The shell prograns contained the basic
requi renents necessary to fit a general type of custoner, i.e
banks, savings and | oans, etc. However, the shell progranms were
usel ess w thout substantial nodification, and no standard nodifi -
cation package was available that could have satisfied the
particul ar needs of any of the Taxpayer's custoners. That 1s,
i ndi vi dual and varying nodifications were necessary in each case.

None of the software prograns in issue could have been used
effectively by a second custoner, unless that custoner also had the
exact software requirenents and needs as the custoner for which the

program was desi gned.
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CONCLUSI ONS OF LAW

The primary issue is whether conputer software is tangible
personal property within the purview of the Al abama | ease tax | aw,
Code of Ala. 1975, §40-12-220. That section reads in pertinent part
as follows:

For purposes of this article, the followng terns shall
have the respective neanings ascribed by this section;

(8) TANG BLE PERSONAL PROPERTY. Personal property which
may be seen, weighed, neasured, felt or touched, or is in
any ot her manner perceptible to the senses. The term 11l

tangi bl e personal property" shall not include stocks,
bonds, notes, insurance or other contracts, or securities.

The only Al abama case that has addressed the question of whether
conputer software is tangible personal property is a use tax case,

State of Alabama v. Central Conputer Services, Inc., 349 So.2d 1156

(1977). Wiile the Al abama use tax |aw, found at Code of Ala. 1975,
§40- 23-60, et seq., provides no definition of "tangi ble persona
property", there can be no question that the termnust be given the
sanme neaning relative to both use tax and | ease tax, especially in
light of the broad, general |ease tax definition quoted above.

Accordingly, the holding of the Central Conputer case is applicable

in the present case.

The essential facts in the Central Conputer case were as follows:

The taxpayer, a subsidiary of a bank hol ding conpany, purchased
ei ght software prograns froma Texas corporation. The prograns were
delivered to the taxpayer in the formof punched cards and magnetic

tapes of general applicability to the banking industry. The
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t axpayer subsequently nodified the prograns to fit its specific
sof tware needs and requirenents. The nodified prograns, after being
transferred onto a magnetic disk, were then used to program the

t axpayer's conputers.

G ven the above facts, both the Court of Gvil Appeals and the
Suprene Court found that the conputer software did not constitute
tangi bl e personal property. The relevant facts in the present case

are identical in substance to the Central Conputer facts.

Accordingly, it must be found that the software in issue is not
tangi bl e personal property for purposes of the Al abama | ease tax.
The Revenue Departnment seeks to tax the software on the theory
that it was canned, as opposed to custom zed. That distinction was
formalized by the Departnent in Regulation 810-6-1-.37. That

regulation imts the applicability of the Central Conputer case to

only customwitten prograns, and states that "[C]anned prograns,
prewitten for any prospective purchaser, sold over the counter are

subject to the tax however, froma reading of the Central Conputer

case, no basis can be found for the attenpted distinction by the
Depart nent. Both appellate courts have found that "conputer
software does not constitute tangible personal property”. No
di stinction has been nade between custom and canned software.
Because the Al abama courts have exenpted all software, the
distinction between canned and custom software has not Dbeen

addressed, nor is there statutory guidance on the subject. However,
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a reasonable distinction would be as follows: canned software is
mass produced and can be used off the shelf; custom software denotes
a package devel oped for a specific user, tailored to their needs.

From a review of the facts in issue, it is clear that the
software was extensively nodified to fit the particular needs of
each custoner. The Taxpayer did, in sone cases, begin with a
standard program shell which was applicable to a general class of
custoners. However, in all such cases the shell was altered so as
to fit the requirenents of the particular customer. Thus, w thout
statutory or judicial direction to the contrary, the software in
i ssue was clearly custom zed under the definition set out above.
Further, even under the Departnent’'s regul ation, the software woul d
not be canned in that it was not "prewitten for any prospective
customer".

State courts throughout the country are in conflict as to
whet her conputer software is taxable as being tangible persona

property. A nunber have held for taxation, Hasbro Industries, Inc.

v. Norberg, 487 A 2d 124; Ctizens and Southern Systens, Inc. v.

South Carolina Tax Conmmission, 311 S.E 2d 717; Chittenden Trust

Conpany v. King, 465 A 2d 1100; Conptroller of the Treasury v.

Equi t abl e Trust Conpany, 464 A.2d 248, while an equal nunber have

decided to the contrary, First National Bank of Fort Wrth v.

Bul | ock, 584 S.W2d 548; First National Bank of Springfield v.

Departnent of Revenue, 421 N E. 2d 175. 1In sone of the cases, the

di stinction between canned versus custom prograns has been accepted,
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Hasbro Industries, Inc. v. Norberg, supra, while in others the

distinction has been rejected, First National Bank of Fort Worth v.

Bul | ock, supra, Janes v. Tres Conputer Services, Inc., 642 S.W2d

347. For a detailed analysis of the present tax status of software,
see "The Sales Tax Status of Software Revisited", found in Vol. 4,

No. | of The Journal of State Taxation (Spring, 1985).

Not wi t hst andi ng the above conflict of views, the A abama | aw on

the subject, as set out in the Central Conputer case, is settled.

Comput er software does not constitute tangible personal property.
Accordingly, it is hereby determned that the software in issue,
not constituting tangi ble personal property, is not subject to the
Al abama | ease tax. The Revenue Departnent is hereby directed to
make the prelimnary assessnent in issue final show ng no tax due.

Done this the 2nd day of Decenber, 1985.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



