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*2 Introduction

Under the first sale doctrine, the owner of a particular copy of a copyrighted work is entitled to sell or otherwise dispose of
that copy without the authority of the copyright owner." As the Supreme Court explained in Bobbs-Merrill Co. v. Straus,
which established the first sale doctrine at American common law before it was codified in the Copyright Act, “[t]he
purchaser of a book, once sold by authority of the owner of the copyright, may sell it again, although he could not publish a
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new edition of it.”> The doctrine recognizes that “[o]wnership of a copyright . . . is distinct from ownership of any material
object in which the work is embodied” and rests on the principle that the copyright owner has received full value for a copy
of his work when that copy is first sold.* After the first sale, “the policy favoring a copyright monopoly for authors gives way
to the policy opposing restraints of trade and restraints on alienation.” Because of the doctrine, libraries, used book stores,
movie rental businesses, and half.com can exist.

A mere licensee, however, cannot claim the protection of the first sale doctrine.® A licensee infringes the copyright owner’s
rights under § 106(3) of the Copyright Act if he attempts to sell, rent, lease, give away, or otherwise “distribute” the work.’
For example, “a person who has rented a print of a motion picture from the copyright owner would have no right to rent it to
someone else without the owner’s permission.” The distinction between an “owner” and a “licensee” is thus of major
significance, yet the Copyright Act defines neither term. Two recent cases currently *3 on appeal before the Ninth Circuit
grapple with the surprisingly unsettled question of how to determine when a transaction confers ownership of a copy of a
copyrighted work for purposes of the first sale doctrine. The two cases are UMG Recordings, Inc. v. Augusto, which
concerns the transfer of promotional compact disks (promo CDs) of music,” and Vernor v. Autodesk, Inc., which concerns the
transfer of software CDs.” In both cases, the district courts ruled against the copyright holders, finding that when they
distributed their CDs, they transferred ownership, thereby subjecting them to the first sale doctrine." UMG and Autodesk
both appealed to the Ninth Circuit, which heard arguments in both cases on June 7, 2010."

This paper examines whether routine transfers of promo CDs and software CDs should be treated as transfers of ownership
for purposes of the first sale doctrine. It concludes that the answer is an unequivocal “yes” for promo CDs and a more
hesitant “yes” for software CDs. Just as consumers of traditional media, such as books, videotapes, and digital video disks
(DVDs), a consumer who has paid for the right to use a software CD indefinitely should be able to transfer those rights if he
no longer wants to use the software. The problem, however, with applying the first sale doctrine to software CDs is that § 117
of the Copyright Act permits the original user to retain a copy of the software on his hard drive.” This loophole allows for the
proliferation of the software without compensation to the copyright owner. Nevertheless, this problem should not be grounds
for a court to refuse to apply the first sale doctrine to software CDs.

Part I of the paper summarizes the procedural posture of Vernor v. Autodesk and UMG Recordings v. Augusto and sketches
out the unsettled state of the law on the issue. Part II compares the functional arguments that the content holders have
advanced--which I will describe as “user substitution” arguments and “user proliferation” arguments--to the policies
underlying the first sale doctrine and the Copyright Act. This exercise demonstrates that promo CDs and software CDs
should both be subject to the first sale doctrine, although such treatment is admittedly imperfect *4 when it comes to software
CDs because of § 117 of the Copyright Act. Part III examines the conflicting legal tests for distinguishing between ownership
and licenses in the Ninth Circuit. It argues that the Wise test," which inquires whether a consumer is required to return the
CD to the copyright holder," is superior to the Wall Data test,' which inquires whether the “copyright owner makes it clear
that she or he is granting only a license to the copy of software and imposes significant restriction on the purchaser’s ability
to redistribute or transfer that copy.”” Part IV considers how copyright holders such as UMG and Autodesk are likely to
respond to a ruling that the first sale doctrine applies to their products. Such a ruling will probably accelerate a trend that is
already underway, which is that the industries are shifting from distributing their content via physical compact discs to
distributing their content via direct download from the Internet.

Part I: Procedural Posture of UMG Recordings, Inc. v. Augusto and Vernor v. Autodesk, Inc.

A. UMG Recordings, Inc. v. Augusto

UMBG Recordings, Inc. v. Augusto concerns the transfer of promo CDs."® Before the mass-market release of a music album,
record companies such as Universal Music Group (UMG) create promo CDs and mail them at no charge to music industry
insiders such as music critics, disc jockeys, and radio stations.” The promo CDs are similar to the mass-market albums,
except that a “promotional CD may contain fewer songs and may not include the artwork included with the new CD.””* But
unlike mass-market CDs, promo CDs assert that the transaction is a license by labeling with the following, or similar,
language:

This CD is the property of the record company and is licensed to the intended recipient for personal use only. Acceptance of
this CD shall constitute an agreement to comply with the terms of the license. Resale or transfer of possession is not allowed
and may be punishable under federal and state laws.” *5 In this case, eBay seller Troy Augusto obtained various UMG



promo CDs from secondhand shops and online auctions and then posted them for auction on eBay.”? UMG brought a
copyright infringement claim against Augusto on grounds that it licenses and never transfers ownership of its promo CDs.”
So according to UMG, neither Augusto nor any other person possessing the promo CDs could be an owner, and therefore,
could not be protected by the first sale doctrine.” Augusto disagreed.” Technically, Augusto did not contend that the promo
CDs were “sold” by UMG to the initial recipients, since UMG distributes them at no cost to music industry insiders, but he
nevertheless asserted ownership.” As the court recognized, the first sale doctrine “does not require a ‘sale”” and can apply
“when copies are given away or are otherwise permanently transferred without the accoutrements of a sale.””” For example, a
gift “qualiffies] as a ‘first sale’ to the same extent as an actual sale for consideration.”” On June 10, 2008, Judge S. James
Otero of the Central District of California granted Augusto’s motion for summary judgment, finding the “economic realities
of the transaction” demonstrated that “UMG’s distribution of promo CDs to the music industry insiders is properly
characterized as a gift or sale, not a license.”” UMG appealed.

B. Vernor v. Autodesk, Inc.

In the other case before the Ninth Circuit, Vernor v. Autodesk, Inc.,”® eBay seller Timothy Vernor acquired CD copies of
Autodesk’s copyrighted software program AutoCAD from an architecture firm, Cardwell/Thomas Associates (CTA), at its
office sale. CTA had acquired these CDs from Autodesk in 1999 as part of a dispute settlement.”’ In 2002, CTA upgraded its
Autodesk software and entered *6 into an agreement with Autodesk to destroy all copies of the Autodesk CDs it had acquired
in 1999. In breach of that agreement, CTA transferred the CDs to Vernor.” Vernor then put the CDs up for auction on eBay,
and Autodesk sent him takedown notices pursuant to the Digital Millenium Copyright Act, asserting copyright
infringement.** Autodesk claimed that it only licensed and never sold copies of its software.”” The standard packaging of its
CDs bears a “shrinkwrap” notice that the “software is subject to the license agreement that appears during the installation
process or is included in the package.” The standard license agreement accompanying the CDs contains the following key
terms: “it limits [the] installation of AutoCAD software to two computers, with a ban on simultaneous use of the software on
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those computers”; “[i]t prohibits modification or reverse engineering of the software”; “[i]t bars any use or transfer of the
software outside the western hemisphere”; “it bars any transfer of the software without Autodesk’s written permission”; it
declares that “[t]itle and copyrights to the Software . . . remain with Autodesk”; and it requires “users who obtain the
software via an upgrade from Autodesk [] to destroy any copies of older AutoCAD software in his possession.”’ Vernor filed
a declaratory judgment action against Autodesk, asserting that he owned the CDs.” On September 30, 2009, Judge Richard
A. Jones of the Western District of Washington granted Vernor’s motion for summary judgment.”” Following the approach of
a 1977 Ninth Circuit case, United States v. Wise,” and rejecting the approach of subsequent Ninth Circuit cases, the court

concluded that “the transfer of AutoCAD copies . . . [wa]s a transfer of ownership.”' Autodesk has appealed.

C. “Inconsistent and Unpredictable” Precedents

Vernor and Augusto are the latest cases in a substantial but conflicting list of cases that address the license-versus-sale
question in the context of the first sale *7 doctrine. Augusto seems to be the first case to raise the question with respect to
promo CDs, but many cases have previously addressed this issue with respect to software. As Pamela Samuelson
summarizes, “There is, oddly enough, no definitive court ruling [on the issue],”* and “the case law on whether the first sale
rule applies to mass-marketed software is mixed.”* William Fisher similarly states, “[T]he law governing the permissibility
of resales of software is, to an unusual degree, inconsistent and unpredictable.”* Others have echoed Samuelson’s and
Fisher’s observations.* Some relevant cases have more or less accepted at face value the manufacturers’ characterizations of
their software distributions as licenses.* Other cases have conducted a somewhat deeper analysis, looking to various
characteristics of the “license” agreements. Some of these cases have then concluded that the software copy was licensed,”
while others have concluded that the software copy was sold.*

*8 Part II: What are the Copyright Holders’ Motivations?

For a moment, set aside the admittedly discordant case law, and consider instead the functional reasons underlying the
copyright holders’ objections to the application of the first sale doctrine to copies of their copyrighted works. Content
industries, such as those providing mass media, recognizing the stake that they have in these cases, have filed amicus curiae
briefs before the Ninth Circuit in these cases. The Motion Picture Association of America (MPAA) and the Software &
Information Industry Association (SITA) have filed amicus briefs in support of Autodesk, and the Recording Industry



Association of America (RIAA) has filed an amicus brief in support of UMG.* These amici briefs, together with UMG’s and
Autodesk’s appellate briefs,” advance a variety of results-oriented arguments as to why the first sale doctrine should not
apply in these cases. What exactly are content holders trying to prevent, and how do these motivations compare with the
purposes of the first sale doctrine and copyright law as a whole?

The content holders’ arguments can be separated into two distinct motivations: First, a desire to prevent downstream “user
substitution,” and second, a desire to prevent downstream “user proliferation.” “User substitution” occurs when a user who
has acquired the right to enjoy a copy of a copyrighted work transfers those usage rights to someone else while
simultaneously forfeiting his own ability to use the work. In other words, the net number of users following such a
transaction remains unchanged after the transfer of the copy of the copyrighted work. “User proliferation,” *9 in contrast,
occurs when a user, who has acquired the right to use and benefit from a copy of a copyrighted work, transfers those rights to
someone else while simultaneously retaining his own ability to enjoy the work. In other words, the net number of users after
such a transaction increases after the transfer of the copy of the copyrighted work.

A. Preventing “User Substitution”

The ability to prevent user substitution benefits the copyright holder in a number of ways. John Rothchild explained that
“[w]hen the end user of a good lends, gives, sells, or rents it to somebody else, the manufacturer of the item may lose a sale. .
. . In addition, by suppressing competition with its own products, the manufacturer may be able to maintain a higher selling
price.”' Moreover, the prevention of user substitution facilitates price discrimination. Price discrimination is the practice of
“charging different consumers different prices for access to the same good or service” or variants of the same good or service,
where the disparity in pricing for the different versions “cannot be explained by differences in the costs of the versions.””
Price discrimination usually increases a firm’s profits because it enables the firm to capture more profit from those consumers
with higher willingness and ability to pay.” Classic examples of price discrimination include airlines charging higher prices
for business-class tickets than coach tickets and movie theaters offering student and senior discounts.*

As Anthony Reese explained, the first sale doctrine “complicate[s] price discrimination by allowing buyers to . . . engage in
arbitrage. If a copyright owner tried to price discriminate in the sale of her works, the buyer of a copy could resell access to
the work to a second consumer at a price lower than the price the copyright owner would charge the second consumer
directly (but higher than the price the copyright owner charged to the first consumer).” The very existence of the first sale
doctrine indicates that preventing user substitution is simply not a goal of copyright law. Instead, the doctrine exists to
promote user substitution. The Copyright Office, citing the Supreme Court’s reasoning in Bobbs-Merrill Co. v. Strauss, *10
noted that allowing the copyright holder to exert “control . . . over resales would not further [the Copyright Act’s] main
purpose of protecting the reproduction right.”*® The Copyright Office added, “[Clompetition policy is viewed as one of the
underlying bases for the first sale doctrine.””

Like UMG and Autodesk, copyright holders in “traditional” media for which the first sale doctrine is well-established--such
as books, mass-marketed music CDs, and DVDs--have strong economic reasons to prevent user substitution. It is clear,
however, that the copyright holders in these traditional media cannot use copyright law as a means to facilitate price
discrimination or suppression of the secondary market. For example, Scholastic Books, an educational publishing company,
“regularly sells paperback versions of children’s books to school markets at greatly reduced prices” in comparison to the
prices in other retail outlets.” Scholastic labels these reduced-price versions with a notice on the back cover: “This edition is
for distribution by schools only.”” This notice serves to discourage retailers “from buying these books from unscrupulous
third parties because doing so reflects poorly on the retailers,” but it does nothing to “prevent purchasers from reselling their
copies of books on eBay . . . or to used book stores.”® Thus, any control that Scholastic can wield over resale comes from a
type of shaming built into industry norms, not from the tools of copyright law.

The movie industry has also found its desires to prevent user substitution inconvenienced by the first sale doctrine. This
inconvenience has proven particularly acute with the advent of DVD rental “vending machines” such as those operated by
Redbox. Redbox’s grocery store vending machines offer new-release rentals for $1 per night almost immediately after the
movies are first released for sale on DVD. Since “DVD sales historically have been how the studios earn a profit on
movies,”" and sales traditionally did not have to compete with rentals until a certain period after the movie’s initial release on
DVD, Redbox’s business model has made *11 movie studios “[f]urious about a potential cannibalization of DVD sales.”®
Because of the first sale doctrine, Redbox can stock its vending machines with freshly released DVDs that it purchases from
wholesale and retail sellers. The movie studios seem to have accepted this application of the first sale doctrine and have not



attempted to use copyright law to transform their DVD distributions to retailers and wholesalers into “licenses” with a
prohibition on “sub-licensing” to Redbox.” Instead, the studios have looked to contractual mechanisms for dampening
competition from Redbox.*

It is debatable whether price discrimination ultimately increases or decreases net social welfare.” Copyright law, however,
simply does not facilitate price discrimination beyond the first sale. It is quite startling then, that UMG, Autodesk, and their
amici in Augusto and Vernor continued to cling tightly to this price discrimination prevention rationale, which should be
dismissed as a red herring. For example, Autodesk argued that “allowing copyright holders . . . to specify that the user is
merely licensing the software copy . . . permits software developers to price their software differently for different markets.”*
The SIIA’s amicus brief in Vernor mentioned software manufacturers’ desire to prevent “a university computer store
employee or student ‘reselling’ academic-licensed titles as unrestricted consumer software.”” The RIAA’s amicus brief in
Augusto pointed out that that record companies wanted to prevent promo CDs from being “tak [en] . . . out of the *12 hands
of [music industry] insiders” because the industry places special value on those insiders due to their ability to generate
publicity for the music.® The MPAA’s amicus brief points to the “negative economic impact of forcing copyright owners into
single-price models of dissemination.”” These arguments are unpersuasive, given that copyright law is unsympathetic to
similar claims that could be made by copyright holders in traditional media. There is no principled way to credit copyright
holders’ desire to control user substitution when it comes to promo CDs and software CDs but not when it comes to books,
mass-marketed CDs, and DVDs.”

B. Preventing “User Proliferation”

The second of the copyright holders” motivations, the need to prevent user proliferation, is entirely distinct from the desire to
prevent user substitution. Preventing user proliferation is countenanced by--indeed fundamental to--copyright law.
Proliferation requires reproduction, and a copyright holder’s reproduction right under § 106(1) is the “main purpose” of
copyright law.” The reproduction right prevents one user from legally gaining access to a copyrighted work, copying it, and
then keeping a copy or copies for himself while distributing the original copy to another user. Such a scenario could entirely
undermine the Copyright Act’s ability to “promote the Progress of Science and useful Arts”” since others would be able to
reap value from a copyright holder’s work without compensation to the copyright holder.

The content holders’ briefs in Augusto and Vernor repeatedly pointed to the problem of user proliferation. Autodesk argued
that a ruling in its favor would help “protect[] against unauthorized reproductions of the software,”” noting that “software
users can easily retain . . . the identical working copy of the software loaded on their computers, even after they transfer the
physical medium.””* UMG’s opening brief similarly argued that treating promo CDs as licensed goods would help restrict
*13 users from “making multiple, unlawful, digital copies or uploading a copy of the promotional CD to the [I]nternet to be
made ‘virally’ and prematurely available to millions of computer users.”” The RIAA echoed in its amicus brief, “Because the
[pJromotional CDs are digital copies, they can easily be reproduced as perfect physical or virtual copies. . . . [A] single
upload of a ‘leaked’ [p]romotional CD to a peer-to-peer file sharing site, from which it could then be globally distributed,
could be catastrophic.”” The MPAA’s amicus brief in Vernor argued that embracing the licensing regime helps copyright
owners “limit [] unauthorized reproduction of their copyrighted works.”” These concerns are entirely consistent with the
purposes behind the Copyright Act.

These arguments, however, must be considered in conjunction with the fact that the first sale doctrine embodies a certain
level of risk tolerance for user proliferation. Consider the traditional media to which the first sale doctrine applies. When the
original owner of a book is permitted to resell the book to a secondhand bookstore, some users may photocopy the entire
book before reselling it. In practice, this may be an infrequent occurrence because it is generally rather time-consuming and
labor-intensive to photocopy an entire book. The same rule applies, however, to mass-produced music CDs. The owner of a
music album is permitted to resell it despite the possibility that some owners will burn copies of the CD--a very quick and
inexpensive process--before doing so. Such infringing activity would probably be diminished if resale were altogether
abolished, but in adopting the first sale doctrine, Congress made the judgment that the benefits of user substitution generally
outweigh the costs of any user proliferation that occurs from abusing the doctrine.

In certain situations, Congress found that the abuses overshadow the legitimate uses of the first sale doctrine, and it
responded by enacting specific exceptions to the doctrine. For example, Congress enacted the Record Rental Amendment of
1984 after recognizing that there was a “direct link between the commercial rental of a phonorecord and the making of a copy
of the record without the permission of or compensation to the copyright owners.”” The House noted that, according to



industry estimates at the time of the amendment, there were approximately 200 *14 commercial record rental stores in
existence, which rented phonorecords for twenty-four to seventy-two hours for fees of $0.99 to $2.50 per album.” Tellingly,
the stores would also offer blank cassette tapes for sale, and one store even advertised, “Never, ever buy another record.”
Similarly, the Computer Software Rental Amendments Act of 1990 was Congress’s response to a “concern that commercial
rental of computer programs encourage[d] illegal copying of the rented programs, depriving copyright owners of a return on
their investment and discouraging creation of new works.” These two amendments, codified at §109(b) of the Copyright
Act, now forbid the owner of a phonorecord or a copy of a computer program from renting, leasing, or lending it for
commercial advantage.”

These exceptions may seem arbitrary. Why forbid the rental of phonorecords and software CDs, but not the rental of books
and movies? Why forbid the rental but not the resale of phonorecords and software CDs? Determining when the abuse
outweighs the benefit for a particular type of media and a particular kind of transaction is a judgment that the legislature is
suited to make based on data and other evidence. When that determination is made, the remedy to the problem is
conceptualized as a carveout, an amendment to existing law, rather than an interpretation of it, so a court would seem to lack
the authority to institute this kind of remedy. Congress has determined that the abuse outweighs the benefit with respect to
the rental of phonorecords and software CDs, but not with respect to resale of the same types of media or to the rental of
other types of media such as books and movies.

C. The Answer Consistent with the Goals of Copyright Law

To summarize, the content holders’ arguments in Augusto should be separated into two prongs. The first prong, the
anti-user-substitution argument, should be disregarded because it contradicts the purposes of the first sale doctrine. The
second prong, the anti-user-proliferation argument, articulates a concern that is consistent with the purposes of the Copyright
Act; however, it is in tension with the first sale doctrine’s willingness to tolerate some level of abuse in order to promote user
substitution. *15 Only Congress can determine when the abuse becomes so severe as to warrant enacting a carveout to the
first sale doctrine.

1. Promo CDs

In light of these observations, Augusto presents an easy question. The transfer of promo CDs should be treated as transfers of
ownership protected by the first sale doctrine. While UMG and its amici were rightly concerned that promo CDs will be
illegally copied, resulting in user proliferation, this concern is no more compelling than it is for mass-marketed CDs.
Congress simply has not deemed the potential user proliferation of mass-marketed music CDs sufficiently worrisome to
warrant amending the first sale doctrine, and promo CDs seem to be no different. Therefore, just like copyright holders of
content in traditional media, UMG and other producers of promo CDs must use their exclusive reproduction right as the
means to go after those who actually engage in copying before selling the original CD. Producers should not be allowed to
avoid the first sale doctrine and use their exclusive distribution right to bar all users from transferring promo CDs, regardless
of whether the user has actually copied any of the content.

2. Software CDs

Software CDs, however, present a more difficult question, though the difference may not be readily apparent. In theory, the
following kind of software transaction should be permitted, consistent with the first sale doctrine: User A pays for a software
CD and uses it. When she decides that she no longer wants to use the software, User A should be free to sell the software CD
to User B, assuming that User A no longer retains her ability to use the software. Forbidding this kind of transaction under
copyright law would be contrary to the user substitution policies of the first sale doctrine. At first, this software transaction
seems analogous to transactions in other media under the first sale doctrine: if User A bought a CD of Lady Gaga’s “The
Fame Monster,” she should be able to sell it to User B once she tires of the album. We assume that User A has not copied the
album onto another CD, her hard drive, or her iPod; if she has, she would be liable for copyright infringement under 17
U.S.C. § 106(1).%

The problem arises from the fact that copyright law currently contains a loophole that permits user proliferation when it
comes to software CDs. Section 117(a)(1), the “essential step” exemption from a software copyright holder’s reproduction
right, permits “the owner of a copy of a computer program to make . . . another copy . . . of that computer program provided .
.. that such a new copy . . . is *16 created as an essential step in the utilization of the computer program in conjunction with a



machine.”® Both § 109 and § 117 use the word “owner,” and it has generally been assumed that the meaning of the word is
the same for both provisions.* Thus, whenever the first sale doctrine applies to a software CD, § 117 also applies.* It is also
generally accepted that an “essential step” under § 117 includes the copying of the software from the CD to the hard drive of
a computer.”

*17 Therefore, if User A sells her copy of a software CD and yet, retains a copy installed on her hard drive, there seems to be
no way to penalize her for the § 117-sanctioned copy on her hard drive. Unlike the music studios, who could at least
theoretically use their § 106(1) reproduction right against the user who had copied “The Fame Monster” onto her computer or
iPod before selling the album, the copyright holder of the content of a software CD cannot do so because of § 117. Therefore,
software CDs and music CDs are different. Subjecting software CDs to the first sale doctrine, in conjunction with § 117,
would mean that user proliferation would be explicitly sanctioned by the Copyright Act. In contrast, with music CDs (of
either the mass-produced or promotional variety), no user proliferation can occur as long as consumers do not engage in
infringing reproductions of the content. If the first sale doctrine can be consistent with the rest of the Copyright Act only
because of the premise that the doctrine does not facilitate proliferation in the absence of consumers’ misbehavior, this
fundamental premise is lacking when it comes to transactions involving software CDs.

Surprisingly, Autodesk’s briefing in Vernor draws scant attention to this problem. Autodesk does allude to the possibility that
user proliferation has occurred, pointing out that “Vernor stated in his eBay listing for these packages that ‘[t]his software is
not currently installed on any computer,” but he did not know whether or not that was true.”*® The MPAA’s amicus brief in
Vernor described the problem more explicitly, albeit in a footnote. The MPAA stated that if Vernor was deemed the owner of
the AutoCAD CDs,

Vernor could argue that as an owner of the particular copy he could make copies of the Autodesk software as an essential
step in the utilization of that software, as could a person that purchases the software from Vernor, who could then give the
software to a friend, who could also copy the software, and so on, ad infinitim. The net effect of such a scenario would be
that Autodesk would have “sold” one copy of the software, and yet the software could be reproduced by multiple transferees,
leaving Autodesk with no remedy or ability to stop the copying.*

*18 In Augusto, UMG has also recognized this point, noting that “[t]he owner of computer software has the right to make a
copy to use it on a computer” because of § 117.”

The Vernor court did not grapple much with the user proliferation problem that results from § 117 and the first sale doctrine.
The court rightly realized that completely exempting the AutoCAD CDs from the first sale doctrine would lead to the
problematic result of foreclosing user substitution in the absence of user proliferation. It observed that “even if CTA had
never opened its AutoCAD packages [and] never installed the software on its computer, . . . Autodesk would still take the
position that CTA’s resale of those packages was a copyright violation,” a position which made the court uncomfortable.” At
summary judgment, the court indeed assumed that Vernor had not installed the software on any of his own computers.”
While recognizing these reasons why it would be problematic not to apply the first sale doctrine, the court did not address the
user proliferation problems that can result from allowing the first sale doctrine to apply. The court did not explain if or why
its ruling should still hold if there was evidence that Vernor had used the CDs to install AutoCAD on his computer before
auctioning them on eBay. The court also did not seem troubled by the fact that CTA, the firm that had sold the CDs to
Vernor, had installed the CDs on its computers and sold the CDs after it had received an “enormous discount” on its upgrade
to the next generation of AutoCAD.”

The preceding analysis of why it is more problematic to apply the first sale doctrine to software CDs than to promo CDs is
based on the assumption that copyright law forbids the copying of the promo CDs under § 106(1) but permits the copying of
software CDs onto hard drives under § 117. While these assumptions are generally accepted, they admittedly are not entirely
settled. One commentator noted that while the RIAA currently appears to take the position that it is infringement for a
consumer to copy music from his CD onto a hard drive, mp3 player, or backup CD, the RIAA had previously argued that
such copies are permissible.”* As *19 for software CDs, one court has held that “[t]he copy authorized by Section 117 . . .
must be destroyed when the original copyrighted work is resold.”” If one takes seriously the possibility that a consumer
copying a promo CD onto her hard drive is not infringement, and that § 117 somehow bars the consumer from retaining a
hard drive copy of software if she sells the CD that the copy came from, then the implications of applying the first sale
doctrine to promo CDs versus software CDs would converge. These views, however, seem difficult to derive from the plain
text of the statute. Therefore, such wrinkles notwithstanding, it seems that under prevailing understandings of § 106 and §
117, it is reasonable to expect that the first sale doctrine will affect promo CDs and software CDs differently, as it would



result in legally sanctioned user proliferation for only the latter.

Part III: The Legal Tests: The Wise Test Is Wiser

Part II explored what outcomes are consistent with the policies underlying the first sale doctrine and copyright law in general.
Under this approach, the promo CDs at issue in Augusto should be treated as transfers of ownership. For the software CDs at
issue in Vernor, however, neither pole of the license-versus-sale dichotomy offers an answer that fully harmonizes with the
policies underlying copyright law. Calling transfers of software CDs licenses undermines the first sale doctrine’s user
substitution policies. Calling such transfers sales introduces a user proliferation problem that runs counter to the purposes of
copyright law, a problem that does not arise in the context of books, music CDs, videos, and DVDs.

Part 111, turning away from the policy-based analysis, takes a narrower approach and examines the merits of the specific legal
tests proffered in Augusto and Vernor. The Ninth Circuit has taken a variety of approaches to differentiating between licenses
and sales. The Vernor court focused primarily on four Ninth Circuit cases --United States v. Wise,” MAI Systems Corp. v.
Peak Computer, Inc.,” Triad Systems Corp. v. Southeastern Express Co.,” and Wall Data Inc. v. Los Angeles *20 County
Sheriff’s Department”--and found that these cases constitute “two sets of conflicting precedent.”'” There is the Wise test, and
alternatively there is the approach taken by the other three cases, which I will refer to as the Wall Data test. The Augusto
court relied mainly on yet another Ninth Circuit case, Microsoft Corp. v. DAK Industries, Inc. (In re DAK),"" but In re
DAK’s approach is fundamentally similar to, and can be discussed along with, the Wise test.

Part III argues that the Wise test is the superior legal test for resolving the license-versus-sale question because it is more
faithful to common law concepts of ownership and is more workable. The Wall Data test, in contrast, is flawed because it is
circular in its reasoning, and if it were applied in a principled manner, it would make the first sale doctrine vanish altogether.

A. The Wise Test

United States v. Wise involved a prosecution for willful copyright infringement against Woodrow Wise, who had attempted
to sell 16 and 35 mm films of copyrighted feature-length movies.'"” In defense, Wise contended that the movie studios
routinely distributed the films at issue as sales, thus subjecting the films to the first sale doctrine.'” The court therefore
analyzed the terms of several types of agreements through which the studios had distributed the films to determine whether
the transactions were sales or licenses.'™ These included movie studios’ agreements with theaters, the military, hotels,
television networks, and actors.'”

Wise noted various characteristics of the agreements in its analysis, including whether the movie studio retained title,
whether the agreement required the recipient of the film to destroy the transferred copies, and whether the recipient paid a
single upfront payment for the film.'” The Vernor court observed, however, that none of those factors proved dispositive.'” In
contrast, there was a single characteristic *21 that appeared only in agreements that Wise deemed to be a transfer of
ownership: “In each instance in which the transferee could, at his election, retain possession of the transferred copy
indefinitely, and the copyright holder had no right to regain possession, [Wise] found an ownership transfer.”'® The Vernor
court therefore regarded this characteristic as dispositive and held that “Wise leads to the conclusion that the transfer of
AutoCAD copies . . . is a transfer of ownership.”'” It likened Autodesk’s “license terms” accompanying the AutoCAD CDs
to one of the agreements in Wise."” That agreement also “purported to reserve title in the copy to the copyright holder” and
“severely restrict[ed] the use and transfer of the copy,” but did not require the transferee to surrender possession at any point
and was deemed to be a sale despite the restrictions in the agreement.'"

The court’s analysis in Augusto noted an “economic realities” test, citing a bankruptcy case, Microsoft Corp. v. DAK
Industries, Inc. (In re DAK), but it ended up relying largely on the Wise test.” Under In re DAK, “the fact that [an]
agreement labels itself a ‘license’ . . . does not control [the] analysis,” and the court looks instead to indicators of the
“economic realities” of the transaction.'” The Augusto court found that a “hallmark” of a license is the owner’s intent to gain
repossession, citing Wise, and concluded that Augusto was protected by the first sale doctrine.'

Since the Copyright Act does not define “owner” or “ownership,” one should look to common law and ordinary meanings
and understandings of these words."* *22 The Wise test comports with common understandings of ownership. The definition
of “ownership” in Black’s Law Dictionary includes the statement that “[o]wnership rights are . . . permanent.”"'* The entry for



“lease,” on the other hand, refers to a “lease term [which] can be for life, for a fixed period, or for a period terminable at
will.”""” The Uniform Commercial Code also distinguishes between sales (governed by UCC Article 2) and leases (governed
by UCC Article 2A)."® Corinne Cooper states that one of the “basic assumptions” about how a sale and a lease differ is that
“in an unconditional sale, the buyer gets to keep the goods,” whereas “in a lease, the lessor gets the goods back.”" Courts
have observed that one indication that a transaction is really a sale and not a lease is if the supposed “lessor’s known practice
is not to bother with reclaiming the used goods.”*® A bankruptcy court clarified the term “lease”: “By definition, a lease is an
arrangement whereby the use of property is temporarily reserved to one who is not the owner of the property. When the lease
term ends, the lessor thereafter ‘can do as he pleases with his property.””"* These traditional understandings of ownership
with respect to other physical goods has led Reese to conclude that “[i]f the consumer essentially obtains permanent
dominion over the physical object that is the copy, the transaction should probably . . . be characterized as a sale.'” Rothchild
similarly declared that the “critical question is whether the ‘licensee’ of the CD-ROM or floppy diskette has to give it back
during its useful life: if not, the transaction is a sale, and the acquirer is the ‘owner’ of the software copy for purposes of
sections 109(a) and 117(a).”"*

The most compelling argument against the Wise test that the content holders have raised in Augusto and Vernor is that the
return requirement is “pointless and *23 inefficient.”"** Why should a copyright holder be able to transform its distributions of
CDs from sales into licenses simply by, but only by, requiring users to return the physical discs? As Autodesk stated, “the
physical media has almost no value . . . independent from the software contained on the media,” and it would be
“economically nonsensical” to require customers to return the CDs, generating postage and processing costs.'” Similarly,
UMG stated that it would be “logistically difficult, expensive, and time consuming” to seek return of its promo CDs, “only to
arrange for and pay for their destruction.”* Autodesk and UMG argued that instead of incurring such wasteful expenses,
their license terms stipulating non-transferability should have the same legal effect of making their transactions licenses.'”’

But a non-transferability requirement and a return requirement do not achieve the same result. Requiring returns proves that a
copyright holder intends for the consumer to possess the work for a limited period of time. A non-transferability requirement
permits a user to retain the work indefinitely. If duration of possession is the substantive “hallmark” that distinguishes
between a license and a sale, a non-transferability clause would not be enough to classify the transaction as a license. It might
be more compelling if, rather than prohibiting transfers, the shrinkwrap terms instead required the user to destroy the work
after a specified period of time. This scenario is still problematic, however, in that one would question whether the copyright
holder was serious about imposing temporal limitations if it did not plan to enforce them. Moreover, UMG candidly admits
that it does not want to impose temporal limitations on its recipients because it hopes that the recipients will use the music
repeatedly over time (for example, to write reviews of a subsequent album by the same artist or to play the music in a club or
on the radio).”

Additionally, Autodesk and UMG’s argument is problematic. If shrinkwrap terms forbidding transfers could be sufficient to
establish that a transaction is a license rather than a sale, there is no reason that copyright holders in traditional media could
not do this as well. It is hard to imagine what would prevent a book publisher or movie studio from imposing similar terms
for its products, enabling them to avoid the first sale doctrine as well.

*24 B. The Wall Data Test

A non-transferability clause is central to the Wall Data test, the test that Autodesk and UMG embrace in their appellate
briefs.”” The Vernor court treated Wall Data as part of the “MAI trio,”"* grouping it with two earlier cases that had readily
accepted the distribution of software as licenses. However, Wall Data provided the most thorough articulation of the legal
test: “Generally, if the copyright owner makes it clear that she or he is granting only a license to the copy of software and
imposes significant restrictions on the purchaser’s ability to redistribute or transfer that copy, the purchaser is considered a
licensee, not an owner, of the software.””' In Wall Data, the court found that the defendant could not invoke § 117 because
the agreement under which the defendant acquired its software CDs contained “severe restrictions,” making it a licensee, not
an owner."” The transfer of promo CDs in Augusto and of the Autodesk CDs in Vernor would certainly be licenses under the
Wall Data test, given the restrictions on transfers contained in notices conveyed with the CDs. As the Vernor court
acknowledged, under the Wall Data test, “[T]he court would have to conclude that the Autodesk License did not transfer
ownership of any software copy.”*

The Wall Data approach, however, is flawed because it uses circular reasoning. If the purpose of asking whether someone is
an “owner” is to determine whether he is entitled to alienate his goods against the copyright holder’s wishes, it does not make



sense to look to whether he is restrained in his ability to alienate his goods to determine whether he is an “owner.” If the Wall
Data test was adopted *25 and applied to traditional media--again, there seems to be no principled way to limit this rule to
software or promo CDs--it would virtually eviscerate the first sale doctrine. Content holders would be able to simply contract
around the first sale doctrine by giving sufficiently prominent and clear notice that a consumer only “licenses,” rather than
“buys,” their product. A book publisher or movie studio could label its products with notices akin to those in Augusto and
Vernor: “[This product] is licensed to the intended recipient for personal use only. Acceptance of this [product] shall
constitute an agreement to comply with the terms of the license. Resale or transfer of possession is not allowed.”"** Autodesk
hastily dismissed this possibility, contending that it is inconsistent with the business models of other media industries,** but
there is evidence to the contrary. For example, the bar exam preparation company, BarBri, currently uses a form contract that
attempts to characterize its distribution of instructional materials as “leases,” presumably in an attempt to prevent
downstream user substitution and thus boost enrollment in its courses.””* Though such notices may be sufficient to create
valid contracts between the copyright holder and the first recipient of a copy his work,"” the legislative history of § 109
indicates that Congress did not intend for parties to be able to contract around the first sale doctrine.”® The House stated that
the existence of the first sale doctrine “does not mean that conditions on future disposition of copies or phonorecords,
imposed by a contract between their buyer and seller, would be unenforceable between the parties as a breach of contract, but
it does mean that they could not be enforced by an action for infringement of copyright.”* In other words, Autodesk should
be able to bring a breach of contract claim against CTA for selling the AutoCAD CDs to Vernor, but it should not be able to
assert a copyright claim *26 against CTA or against a downstream purchaser such as Vernor. Accepting the Wall Data test
would strip this distinction of significance.

Part IV: What Next? Congressional Action, or Self-Cure by the Industry?

If courts ultimately find that software CDs and promo CDs are subject to the first sale doctrine, what recourse is available to
copyright holders in these industries? The copyright holders can lobby Congress to amend the Copyright Act as it did with
the Record Rental Amendment Act of 1984 and Computer Software Rental Amendments Act of 1990.° However, music
studios would probably have difficulty demonstrating why their promo CDs should be treated differently than mass-marketed
music CDs. Software manufacturers, on the other hand, may have a more compelling case to differentiate software CDs from
mass-marketed music CDs. In addition to the § 117 loophole, there are other plausible reasons why software should be
treated differently than other copyrighted media. One possible reason is that users are simply more tempted to pirate software
because it is typically more expensive than other types of copyrighted works. When contemplating a $100+ software
package, in contrast to a music album that costs around $15, consumers’ moral hesitations about copyright infringement may
be more likely to yield to their desire to save money. Another possible difference is that software manufacturers have reasons
to engage in a wider range of price discrimination than traditional media industries. Perhaps facilitating price discrimination
in software does result in greater net social efficiency.

If software CDs are subject to the first sale doctrine, software manufacturers are likely to respond by distributing more of
their content by direct download from the Internet, rather than by physical compact disks. The transition to Internet
distribution of software is already substantially underway. For example, Microsoft has made its Office 2010 suite available
for download online."' Moreover, it charges up to 30% less for the downloaded version than for the CD version, leading
some to predict that it “will ultimately help turn boxed software into an endangered species.”'* Some software is now
available via “cloud computing,” which refers to accessing “software and data on the Internet (a.k.a., the cloud) instead of on
your hard drive.”'* As one reporter stated, “Ten years ago if you wanted to do something *27 with your PC you needed to
buy software and install it[,] . . . [but now] [t]he ascent of Web 2.0 . . . is making that practice obsolete.”'*

The availability of Internet distribution of software means “fewer works [are] being distributed . . . in the form of copies . . .
that are effectively transferable as a practical or legal matter.”* This is because “the first sale privilege is generally
unavailable in cyberspace.”* When User A downloads a software program or a music album from the Internet to his hard
drive, the copy of the work that he owns is the copy imprinted on the hard drive inside his computer. Unless User A sells his
entire hard drive with the software on it (which should be permissible under the first sale doctrine for all the same user
substitution reasons why he should be able to sell a software CD), User A cannot transfer the software or music to User B
without infringing the copyright holder’s reproduction rights. Thus, the transition to Internet distribution of software may
make the Vernor ruling that favors first sale doctrine protection, even if upheld by the Ninth Circuit, “ever less relevant.”"*
Indeed, Autodesk stated in its briefing that it currently distributes AutoCAD both via CD and via Internet download, although
it does not disclose what proportion of its sales are generated by each method.'*



Record companies may also turn to more Internet distribution of promotional music, but its transition may be more difficult
than the software industry’s transition. Sony Music UK announced that as of May 2010, it has “switch[ed] to a digital e-card
system for the distribution of promotional music” and simultaneously phased out the mailing of promo CDs."* Greg Sandoval
of CNET reported that the record label EMI Group has also “drastically scaled back the numbers of CDs it sen[ds] out as
promos” and now “distributes secure online access where retailers or reviewers can hear songs.”'” According to MusicWeek,
there are “several established *28 systems in use” for distributing promotional music online, but “the idea of phasing out the
CD has created controversy.””' For example, one music blogger, referring to digital promos, comments that he “frankly
feel[s] less inclined to review something that has such [an] impersonal approach and [so] little effort put into it.”"*> Another
music critic, in response to Sony UK’s announcement, predicts that “within a year[,] when they want reviewers to take notice
of something they’ll start sending out copies again.”'** Thus, physical discs still seem to command an aura in the music world,
a phenomenon that does not similarly encumber the software industry.'

Conclusion

Promo CDs and software CDs should be no less alienable than other personal property, assuming that the user who sells his
CD no longer retains his ability to enjoy the CD’s content. This view is consistent with the first sale doctrine’s policy of
promoting user substitution. It is also the result reached by applying the Wise test, which is the better of the two opposing
legal tests that the parties are championing before the Ninth Circuit. The Wise test is faithful to longstanding understandings
of ownership with respect to other types of material property, and the Wise test is more workable than the Wall Data test,
which would permit copyright holders to easily contract around the first sale doctrine. It is important to acknowledge,
however, that applying the first sale doctrine to software CDs would also facilitate user proliferation, contrary to the purposes
of copyright law. This loophole is due to the “essential step” exemption under § 117 of the Copyright Act, which seems to
permit a user to sell his copy of a software CD while retaining a copy of the software on his hard drive."® While this problem
could be cured by amending the Copyright Act, the loophole will eventually lose significance as software manufacturers
transition to distributing their products through the Internet. Record companies, on the other hand, may struggle more than
software manufacturers in shifting to the Internet model for distributing promotional music.
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See Vernor v. Autodesk, Inc., No. C07-1189RAJ, 2009 U.S. Dist. LEXIS 90906, at *37-38 (W.D. Wash. Sept. 30, 2009) (“The
court has already noted the presumption that identical terms within the same statute have the same meaning. At least in their briefs,
Mr. Vernor and Autodesk agree that the phrases ‘owner of a copy’ in §117 and ‘owner of a particular copy’ in §109 have the same
meaning.... A more detailed review of the legislative history, moreover, strongly suggests that ‘owner’ has the same meaning in
§117 and §109.”); cf. Nimmer & Nimmer, supra note 5, §8.08[B][1][c] (noting that the significance of distinguishing “between
copyright ownership and ownership of the physical good in which the work of authorship is embodied is not limited to Section
117. Cases have misconstrued copyright’s first sale doctrine on the same basis”); see generally U.S. Copyright Office, supra note
56, at v (discussing “the relationship between existing and emergent technology and the operation of sections 109 and 117” without
mentioning any distinction between “owner” as used in §109 and “owner” as used in §117).

But see MDY Indus., LLC v. Blizzard Entm’t, Inc., No. CV-06-2555-PHX-DGC, 2008 U.S. Dist. LEXIS 53988, at *30 (D. Ariz.
July 14, 2008). MDY involved a §117 defense but not a first sale defense to software manufacturer Blizzard’s copyright
infringement claim. In granting summary judgment for Blizzard, the court refused to consider case law on the meaning of
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for its owner while the owner is away from his computer, id. at *4, which entails copying the computer game from the hard drive
to the computer’s random access memory, id. at *10.

See, e.g., Vault Corp. v. Quaid Software Ltd., 847 F.2d 255, 261 (5th Cir. 1988) (“Congress recognized that a computer program
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this essential purpose.”); Madison River Mgmt. Co. v. Bus. Mgmt. Software Corp., 387 F. Supp. 2d 521, 538 (M.D.N.C. 2005) (A
“copy made by the very act of installing a program into a computer ... is privileged.”); Nimmer & Nimmer, supra note 5,
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Ent. Law Blog, May 14, 2008, http://iplj.net/blog/archives/135 (“The RIAA used to say that that any copying of copyrighted music
onto your personal computer was infringement. It did not matter why or for what purposes you were making the copy....
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Somewhere along the way they changed their position. The RIAA now states on their website that the record companie[s] have
‘never’ objected to copies for personal use.... [But] [i]n reply comments to proposed rules from the U.S. Copyright Office, the
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Id. Augusto also pointed to two other factors that it found indicative of a sale. It found that “[t]he [a]bsence of a [r]ecurring
[b]enefit to UMG [s]uggests the [t]ransfer to [m]usic [i]ndustry [i]nsiders [i]s a [g]ift or [s]ale.” Id. at 1061 (emphasis omitted).
This point is somewhat related, however, to Wise’s emphasis on the duration of the recipient’s possession. It drew on In re DAK’s
observation that most rental arrangements entail recurring benefits to the lessor because payment is typically calculated based on
“the duration of the ‘use’ of the property.” Microsoft Corp. v. DAK Indus., Inc., 66 F.3d 1091, 1095 (9th Cir. 1995). The final
factor that Augusto found indicative of a transfer of ownership was that the only apparent benefit to UMG of treating the transfer
of promo CDs as licenses is to restrain trade. Augusto, 558 F. Supp. 2d at 1061.
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other hand, the acquirer may keep the copy indefinitely, or destroy it with impunity. In ordinary understanding, if you are the
‘owner’ of some item you are free to treat it as badly as you like, and are under no obligation to return it.”).

Hill v. Bentco Leasing, Inc., 708 S.W.2d 608, 610 (Ark. 1986).
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