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Why New York sees taxable software sales everywhere
If your company provides services over 

the Internet, the New York Department 
of Taxation and Finance would like to 

have a word with you.
In the past two years, the department 

has become increasingly aggressive about 
taxing all sorts of services sold over the 
Internet by characterizing them as sales 
of computer software subject to sales tax. 
Companies using software to perform ser-
vices over the Internet need to plan care-
fully to avoid getting caught in the net.

In general, New York imposes sales tax 
on sales of software but not on sales of ser-
vices. Accordingly, when Microsoft sells 
you a copy of Windows 8 next year, New 
York will get its cut.

However, the fees of most service pro-
viders are not subject to sales tax. To take 
what is obviously the most important ex-
ample, fees for tax advisory services are 
not subject to tax. (There are all sorts of 
exceptions for specific services.)

But things get hairy when the item be-
ing sold has elements of both software and 
services. The problem with personalized 
services furnished on the Internet is that 
depending on the facts and circumstances, 
they can qualify as either non-taxable sales 
of services or taxable sales of software.

In 2009 New York issued a number of 
rulings that seemed to hold that any sale 
of services over the Internet was taxable.

For example, in one ruling, New York 
considered a company that operated online 
services for sellers of bank loans. General-
ly, the company provided non-taxable ser-
vices. However, it offered one service that 
differed from the others in that the seller of 
the bank loans entered its own information 
into an online platform. In addition, the 
customer could access a daily summary of 
transactions directly through the platform.

The state found that since the customer 
had direct access to the platform in this 

service, there was a taxable sale of com-
puter software. The implication was that 
if a customer interacted directly with an 
online platform in purchasing a service, 
the sale was taxable as a sale of software.

This ruling was cause for alarm in the 
tax and business community. One national 
law firm named it one of the two “worst 
administrative positions” of state tax de-
partments in 2009.

As a result of this ruling and similar 
holdings, many companies with businesses 
at the intersection of software and services 
requested rulings from New York about 
whether their sales were taxable. Though 
we’re still reading tea leaves at this point, 
the most recent rulings seem a bit more 
sensible in that they look to the primary 
purpose for which the item is being sold 
before finding that services are taxable.

These rulings provide a glimmer of hope 
for businesses, in that they suggest the de-
partment is willing to look at services pro-
vided over the Internet based on their pri-
mary purpose. If, fundamentally, the cus-
tomer is buying a customized service, there 
is no sales tax, even if the service comes 
with some access to a website.

What should a business selling servic-
es over the Internet do to ensure it ob-
tains this favorable treatment? The key 
is to think about the possible sales tax 
issues as early as possible. If, fundamen-
tally, the customer is buying a service, 
the company needs to establish a record 

to show that.
Put the right language in the contract. 

Many contracts have boilerplate references 
to licenses. While the cases have clearly 
established that the language in the con-
tract is not controlling, it certainly does not 
help to refer to a license of software if a 
license is not really being granted.

Review marketing materials to make 
sure they highlight the services being pro-
vided. The materials should make clear 
that the company is providing a service 
that cannot be done by a computer pro-
gram alone.

Think about fees. The fee structure 
should be consistent with how customers 
would be billed for services performed off-
line. If consistent with the facts, consider a 
small fee for a software license, on which 
tax is collected, and a more substantial fee 
for services, on which it is not.

This area of law is rapidly evolving, and 
there can be no assurance that these strate-
gies will work. If the Tax Department takes 
an aggressive position on audit, don’t roll 
over. Some of the department’s positions 
in this area are clearly not supported by the 
law; someone needs to run this through the 
court system.

If the risks of waiting for an audit are too 
high, companies may want to seek a rul-
ing from the state about whether the sale 
is taxable. Given how rapidly the law is 
changing, this is the only surefire way to 
know what the treatment will be.

The past year has been a wild ride for 
companies providing services over the In-
ternet because of the aggressive positions 
taken by a revenue-hungry Tax Depart-
ment. Hopefully, we will soon get a court 
ruling to curb the department’s overreach-
ing. In the meantime, careful planning can 
help minimize exposure.
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