FOR LIVE PROGRAM ONLY

Navigating Divergent State Sales Tax Treatment of Product
and Service Warranties and Software Maintenance Contracts
TUESDAY, FEBRUARY 21, 2017, 1:00-2:50 pm Eastern

IMPORTANT INFORMATION FOR THE LIVE PROGRAM
This program is approved for 2 CPE credit hours. To earn credit you must:
• Participate in the program on your own computer connection (no sharing) – if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.
• Respond to five prompts during the program plus a single verification code. You will have to write
down only the final verification code on the attestation form, which will be emailed to registered
attendees.
• To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT
For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)
For Assistance During the Live Program:
-On the web, use the chat box at the bottom left of the screen
If you get disconnected during the program, you can simply log in using your original instructions and PIN.

Tips for Optimal Quality

FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.

Navigating Divergent State Sales Tax
Treatment
Feb. 21, 2017

Sean Evans, Director, Tax Advisory Services
DuCharme McMillen & Associates, Overland Park, Kan.
sevans@dmainc.com

Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.

Sean C Evans, Director-DuCharme McMillen & Associates

SALES TAX ON WARRANTIES AND
SOFTWARE MAINTENANCE
CONTRACTS
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Breakdown of state and local tax revenue
Composition of State and
Local Business FY 2015-2016

Taxes on business property

7%
Sales tax on business inputs

5%

36%

7%

Excise, utility and insurance taxes
Corporate income tax

9%
Unemployment insurance taxes
Individual income tax

15%
Business license and other business taxes

21%
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What is on the horizon?
• Continuation of expansion of tax bases
― Services

• “Real Time” sales tax collection
• Cross-training of auditor to cover multiple taxes
• Local governments putting more enforcement on
business licenses
• Movement towards Gross Receipts Taxes
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Tangible Personal Property vs. Real Property
• Tangible Personal Property (TPP)- Defined as anything
that one can touch, feel, smell, move, measure, or
otherwise perceivable to the senses
― The sale or use of TPP generates a sales and use tax
― Our economy shifting more towards a service industry is making
more services taxable and less services exempt
― Examples: Consulting or Legal Services

• Real Property- Defined as property that is permanently
affixed to a location and cannot be moved
― Examples: Land, Buildings, Walls
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Assumptions Regarding Taxability
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Taxation of Services
• Services as a Tax Basis
― Some states are trying to increase base by adding sales
tax to various services.
― Targeted areas for States:
― SaaS, PaaS, and IaaS
― SaaS- Software as a Service

― PaaS- Platform as a Service
― IaaS- Infrastructure as a Service
― Professional Services
― Consulting

― Automatic Data Processing
― Help Supply Services
― Computer Services
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Tax Strategy for Dealing with Maintenance and
Warranty Contracts
•

Documentation is critical

•

What does the contract cover
―

Mandatory vs. Optional

―

Upgrades only?

―

Service only?

―

Support only?

―

How will the upgrades will delivered?

•

Do those in purchasing include details on the purchase orders as to
the specifics of the contract?

•

Do you have a process to review use tax on tangible personal
property given away under a maintenance agreement.
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Exempt Sales of Warranties


There are many different types of exemption certificates.



There are state prescribed forms issued for several purposes.



The Multistate Tax Commission (MTC) issued a certificate for resale
purposes.



Purposes of exemptions:



Resale



Industry



Property



Exempt organization



Direct Pay permit holders



Must be taken in good faith



Obtained in a timely fashion

13

Texas-Software
• Canned and custom computer programs are taxable.
― Texas sales tax law defines software as tangible personal
property.
― Software is subject to tax whether delivered in tangible or
electronic form. Unless otherwise provided, “the sale or
use of a taxable item in electronic form instead of on
physical media does not alter the item’s tax status.”
Texas Tax Code §151.010
― Texas sales/use tax is due on a charge to download
software to a computer in Texas, whether the software is
downloaded from a server located in or outside of Texas.
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Texas-Software-Related Services
•

Services connected with the sale of software are also
taxable.
― Tax Code §151.007 defines “sales price” to include a service
that is part of the sale.

― Charges for certain services are considered part of the sales
price of the software if the software vendor charges for the
services.
― Such services are taxed in the same manner as the software,
whether or not separately stated.
― Examples: installation, warranties and delivery charges
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Texas-Taxable Services
 Tax Code §151.0101 defines “taxable services” to
include software repair, remodeling, modification,
restoration, or maintenance services provided by the
software vendor.
― Maintenance = providing error correction, improvements, or
technical support

•

These services are not taxable if purchased directly
from a third-party service provider who did not sell the
software.
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Software Installed on Texas Server
 Comptroller’s Decision No. 44,127 (2005): Taxpayer purchased
software and installed it on a server located in Texas. The
software was used by employees located in other states.



Taxpayer’s Argument: The treatment of software as TPP is a legal
fiction, and the legal fiction should be extended to where the users
actually use the software.



Comptroller’s Ruling: Installing software on a server located in
Texas is a use in Texas. The software is taxable in Texas, regardless
of whether users in other states can access the software.
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California-Software
• Canned and custom computer programs
― California taxes the sale of "canned" computer software, which is
software designed and manufactured for general retail sale and not
under the specifications or demands of any individual client.
― Tax does not apply to sales of canned software that are transmitted
electronically from the seller's place of business to or through the
purchaser's computer as long as the purchaser does not obtain
possession of any tangible personal property in the transaction.
― Custom-ordered modifications to existing, prewritten programs are
exempt, provided that such charges are separately stated.
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California-Software Maintenance and Warranties
• Optional vs. Mandatory
― If the purchase of the maintenance contract is optional to the
purchaser, and there is a single lump-sum charge for the contract,
then 50% of the lump-sum charge for the contract is subject to
California sales and use taxes as a taxable sale of tangible personal
property.
― If the contract is optional, and is for support only, the charge is tax
exempted
― If the contract in optional, and for upgrades received in physical
form, the charge is taxable
― If the contract in optional, and for upgrades received in electronic
form, the charge is non-taxable.
Mandatory maintenance and warranty contracts are taxable
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Florida-Software
• Canned and custom computer programs
― The sale of pre-packaged software for use with computer equipment
is subject to sales tax when the software, as purchased by the
customer, is fully usable without modifications by the vendor and
when the vendor does not perform a detailed analysis of the
customer's requirements in selecting or preparing the programs.
― In Florida, software delivered electronically is not considered an
exchange of tangible personal property and is not subject to tax.
― The sale of software is exempt as a service transaction if the vendor,
at the customer's request, modifies or alters the pre-packaged
program to the customer's specification and charges the customer for
a single transaction.
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Florida-Software Maintenance and Warranties
― If the purchase of the maintenance/warranty contract
includes both upgrades, repairs and support are fully
taxable in the State of Florida. It makes no difference if
such charges are mandatory or optional.
― Agreements that provide telephone support only are not
taxable.
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Minnesota-Software
• Canned and custom computer programs
― Sales of prewritten computer software are taxable. The
tax also applies when the software is delivered
electronically, by load and leave, or otherwise.
― Sales, leases, and licenses of custom software programs
are exempt.
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Minnesota-Software Maintenance and
Warranties
•

If the maintenance agreement for a prewritten software program is required by the
vendor as a condition of the sale, lease, or license to use the prewritten software,
the price of the maintenance agreement is taxable.

•

If the maintenance agreement for prewritten software is optional, separately
stated charges are taxed as follows:
―

Upgrades or enhancements. Information and directions, received in any format, that
provide new or significantly improved function to a computer program are taxable. This
includes information and directions that dictate the function performed by the computer. It
also includes updated tables, such as employee withholding tables, and postage rates.

―

Support services. Corrections received in any format, consultation services, or technical or
telephone support for computer programs are not taxable.

―

Combination charges. If there is only one charge for both upgrades or enhancements and
support services, tax applies to 20% of the entire price of the optional maintenance
agreement.

2424

Massachusetts-Software
Canned and custom computer programs
•

Prewritten software is included in the definition of tangible personal property.
Sales of prewritten (canned) computer software, regardless of the method of
delivery, and reports of standard information in tangible form are generally
subject to the Massachusetts sales tax.

•

Taxable transfers of software include, but are not limited to, the following:

― licenses and leases of prewritten software;
― granting the right to use prewritten software installed on a remote
service;
― upgrades to prewritten software, including upgrades delivered pursuant to
maintenance contracts, regardless of whether the software was taxable
when initially transferred to the retail customer; and
― license upgrades for prewritten software.
•

Sales of custom software are generally exempt from tax as professional
service transactions, regardless of the method of delivery.
2525

Massachusetts-Software Maintenance and
Warranties
• Charges for optional software maintenance contracts,
which are defined as one that the customer is not
obligated to purchase as a condition to acquiring the
software, that do not include upgrades are generally not
taxable if separately stated. If the charges for upgrades
and services are not separately stated, tax applies to 50%
of the sales price of the maintenance contract.
• If an "upgrades plus service contract" separately and
reasonably charges for the service and upgrades portion
of the contract, charges for the upgrades are taxable,
and charges for the service portion are not taxable.
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South Carolina
•

The South Carolina Department of Revenue has issued a revenue
ruling to remind taxpayers that effective September 1, 2011, a
warranty or maintenance contract purchased after the tangible
personal property is purchased is no longer taxable, with limited
exceptions. If the warranty or maintenance contract is purchased at
the same time as the tangible personal property, it remains taxable,
unless the sale is otherwise tax-exempt. South Carolina Revenue
Ruling #03-5, concerning “Software and Software Maintenance
Contracts” has been reinstated and is effective for sales of software
and software maintenance contracts occurring on or after September
1, 2011.
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Software Maintenance Agreements-Optional

29

Software Maintenance Agreements-Mandatory
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Software / Cloud Computing
State

Issues

MA, NY, PA

Canned – taxable ; Custom – exempt.
Manufacturing exemption if used in process.
Delivery method is not determinative of taxability.
Cloud is taxable

ME, RI, VT

Canned – taxable ; Custom – exempt.
Manufacturing exemption if used in process.
Delivery method is not determinative of taxability.
Cloud is typically exempt unless evidence of software transferred.

CT

Canned – taxable ; Custom – taxable.
Manufacturing exemption if used in process.
Delivery method is determinative of taxability at a reduced rate of 1%
Cloud is taxable.

NJ

Canned – taxable ; Custom – exempt.
Manufacturing exemption if used in process.
Delivery method is determinative of taxability if used directly in business.
Cloud is exempt.
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Software / Cloud Computing
State

Issues

Georgia

•
•

Cloud Computing currently Non-Taxable
Prewritten software and digital goods delivered electronically are exempt
and not considered TPP.

Florida

•
•

Cloud Computing currently Non-Taxable
Electronically downloaded software and digital downloads not taxable

North Carolina

•
•

Cloud Computing currently Non-Taxable
Electronically Delivered Software Taxable

Alabama

•
•

Cloud Computing currently Non-Taxable
Electronically Delivered Software Taxable

South Carolina

•

In short, South Carolina doesn’t charge sales tax on ASP or cloud
computing access, but instead taxes it under the state’s “sales” tax on
communication services.
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Software / Cloud Computing
State

Issues

Michigan

Canned – taxable ; Custom – exempt
Manufacturing exemption if used in process.
Delivery method is not determinative of taxability
Cloud is typically exempt unless evidence of software transferred

Indiana

Canned – taxable ; Custom – exempt
Manufacturing exemption if used in process
Delivery method is not determinative of taxability
Cloud is taxable if using software; Cloud storage exempt

Kentucky

Canned – taxable ; Custom – exempt
Manufacturing exemption if used in process
Delivery method is not determinative of taxability
Cloud is typically exempt unless evidence of software transferred

Tennessee

Canned – taxable ; Custom – taxable
Manufacturing exemption if used in process
Delivery method is not determinative of taxability
Cloud is taxable if using software; Cloud storage exempt

Ohio

Canned – taxable ; Custom – exempt
Manufacturing exemption if used in process.
Delivery method is not determinative of taxability.
Cloud is taxable.
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Software / Cloud Computing
State

Issues

Illinois

• Software License – Exempt
•
•
•
•
•

Evidenced by a written agreement signed by both parties
Restricts the customers’ duplication and use of the software
Prohibits the customer from licensing, sublicensing or transferring
the software to third parties
Licensor has a policy of providing another copy of the software at
minimal or no cost if customer damages or loses the software
Customer must destroy or return all copies at the end of the license
period.

• Cloud Computing currently Non-Taxable
Chicago

• Chicago
•

•
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An exempt software license is subject to the Chicago Non-titled
Lease Transaction Tax of 9%
Effective 1/1/16 Cloud computing is taxable at either the full 9%
transaction tax rate or a reduced 5.25%

Software / Cloud Computing
State

Issues

Iowa

• Computers & software used in manufacturing to operate
equipment and used to process or store data or information for
an insurance company, financial institution, or commercial
enterprise are exempt.
• Cloud computing has not been plainly addressed by the Iowa
Code. However, Iowa Code section 423.3(67) exempts property
that is delivered electronically and has exempted cloud software
in public rulings.

Minnesota

• Cloud computing is currently exempt.
• Software maintenance should be carefully reviewed. If a
taxpayer purchases optional maintenance that is billed in a lump
sum for support/upgrades, the entire charge is taxable at only
20%.
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Software / Cloud Computing
State

Issues

Wisconsin

• Significantly modified canned software (e.g., SAP, Oracle,
PeopleSoft) is taxable.
• Separately stated modifications to software are exempt.
• There is a rebuttable presumption that software costing less than
$10,000 is not custom.
• Internet Access Fees are Taxable
• Cloud Computing is currently exempt
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Software / Cloud Computing
State

Issues

Texas

Texas does not differentiate between software sold in electronic or
physical form. Software is taxable unless created from scratch and
all and exclusive rights to the software are transferred to the
customer. Software modification or repair is only taxable when
performed by the original seller of the software. (Rule 3.308)
Cloud computing is a taxable data processing service. Only 80% of
the charge for data storage or manipulation is subject to tax. (Rule
3.330)
A multistate customer may claim a reduction based upon use
benefitting non Texas identifiable segments of the business. (Rule
3.330(f))
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Software / Cloud Computing
State

Issues

Oklahoma

Sales of prewritten computer software delivered electronically are
exempt. The term "delivered electronically" is defined as delivered
to the purchaser by a means other than tangible storage media. ( 68
O.S. Sec. 1357(32) )
The sale of electronic data processing services is exempt from
Oklahoma sales tax. ( Rule 710:65-19-86(a) ) Cloud computing is not
taxable.

Louisiana
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"Custom computer software" is computer software that is prepared,
created, adapted, or modified: (1) to the special order of a particular
purchaser, licensee, or user; or (2) to meet the specific needs or
requirements of a particular purchaser, licensee, or user. All other
computer software that is not included as part of a custom program
is subject to state and local sales and use taxes regardless of the
method of delivery. ( Sec. 47:301(16)(h), (22), and (23), La R.S.; Sec.
47:305.52, La R.S.) Cloud computing is not taxable.

Software / Cloud Computing
Jurisdiction

Software delivered on tangible media

Electronically- delivered software

Software as a Service

Arizona

Taxable

Taxable

Taxable

California

Taxable

Exempt

Exempt

Colorado

Taxable

Exempt

Exempt

Hawaii

Taxable

Taxable

Taxable

Idaho

Taxable

Exempt

Exempt

Nevada

Taxable

Exempt

Exempt

New Mexico

Taxable

Taxable

Taxable

Utah

Taxable

Taxable

Taxable

Washington

Taxable

Taxable

Taxable

1.
2.
3.

The information provided in this table is intended to be general and directional in nature; additional analysis is
recommended before concluding on specific fact patterns.
This table is limited to state-level jurisdictions; different rules may apply in "home rule" jurisdictions in Arizona and
Colorado.
This table is limited to sales and use tax only; the findings are not applicable to Washington Business and Occupation tax,
for example.
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CONTACT INFORMATION
Sean C. Evans
Director, Tax Advisory Services
Overland Park, KS
800-309-2110, ext. 2145
sevans@dmainc.com
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