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Sales and Use Taxation of Dig

In response to technological developments, states have begun to consider

legislation explicitly addressing the taxability of products delivered
electronically to purchasers. The Streamlined Sales and Use Tax Agreement
has adopted standards member states must meet if they impose tax on those
digital products. This article discusses the agreement’s requirements and

their effect on sales tax laws in both member and non-member states.

Thedigital revolution is coming slowly but steadily to sales and use taxation. Asis
customary, state tax law is following technological developments. The iPod and
other digital music players have been around for nearly a decade, and electronic
book readers such as the Kindle are in their second generation. Y et generally, itis
only within the last two years that states have begun to consider legislation
explicitly addressing the taxability of various products that are delivered
electronically to purchasers, rather than through some tangible storage medium.
Thefocusin recent years has been spurred to a considerable degree by
requirements of the Streamlined Sales and Use Tax Agreement (“SSUTA”) that
will become fully effective January 1, 2010. While some states, including both
SSUTA members and non-members, have enacted or are considering legislation
specifically addressing taxation of digital products, other states have not. For those
states that have considered the issue, some of the driving factors for taxation appear
to be preserving or expanding the tax base and creating parity between digital
products and equivalent goods that are delivered in tangible form. Whatever the
reason, most taxpayers would agree that transparency islong overdue.

SSUTA Rules

Although state tax laws (at least until recently) generally did not explicitly address
the taxation of digital products, a number of states took the position that certain
digital products were taxable pursuant to their general sales and use tax imposition
statute applicable to tangible personal property or to specifically enumerated
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taxable services (e.g., computer or information services) or under some other legal
or administrative interpretation of the state' s tax law.! Certain taxpayers, however,
were not aware of the state position regarding the taxability of these products,
which resulted in unanticipated tax exposure. To reduce this uncertainty and bring
greater clarity to the area, various affected interests worked to incorporate
standards into the SSUTA that member states must meet if they impose tax on
electronically delivered products.

As amended, the SSUTA provides that effective January 1, 2008, amember state
may not tax “specified digital products’ pursuant to itsimposition statute
applicable to tangible persona property, “computer software,”
“telecommunications,” or “ancillary services’ (a category of telecommunications
services).? “ Specified digital products’ is defined to include “ digital audio-visual
works,” “digital audio works,” and “digital books.”*® To tax these defined digital
products, an SSUTA member state must enact specific imposition language
subjecting these products to taxation and must adopt the SSUTA definition of
these terms.* Furthermore, effective January 1, 2010, the above taxability
restriction will also be applicableto all other products “transferred electronically,”
not just the three digital products defined above.> A product is “transferred
electronically” if it is provided to the purchaser in means other than on atangible
storage media.® Accordingly, effective January 1, 2010, member states generally
will no longer be able to tax products delivered via other-than-tangible media

An accurate and consistent listing of states taking the position that
electronically delivered digital products are taxable is difficult to obtain.
According to a survey conducted by the Federation of Tax Administrators in
2007, 16 states imposed a sales tax on various downloaded products. See
Federation of Tax Administrators, Sales Taxation of Services — 2007 Update,
available at http://www.taxadmin.org/fta/pub/services/services.html. Another
review found that in 2006, 15 states and the District of Columbia taxed such
transactions. This list differed slightly from the Federation of Tax Administrators
list. Stephanie Condon, States May Tax iTunes, Other Digital Downloads,
CNET News, Aug. 12, 2008. Another review claimed that in late 2008, 20 states
took a position that certain digital goods were taxable, including nine of whom
reportedly did not have legislative authority for the position. Don’t Tax You,
Don’t Tax Me, Tax Anything Delivered Electronically, Sutherland Legal Alert,
Dec. 19, 2008.

Streamlined Sales and Use Tax Agreement as amended through February 26,
2009 (“SSUTA”") 88 332, 333. The amendments were adopted on September
20, 2007, with some of the amendments effective January 1, 2008.

This requirement is contained in SSUTA section 332. The definitions of “digital
audio-visual works,” “digital audio works,” and “digital books” are contained in
Appendix C, Part Il of the SSUTA Library of Definitions, Product Definitions.

*  SSUTA § 332.

> SSUTA § 332A.

® SSUTA § 332l
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unless the state has enacted specific laws taxing electronically delivered or
enumerated digital products.

To further enhance transparency, the SSUTA also provides that unless a state
statute specifically provides otherwise, imposition of itstax on digital productsis
presumed to apply only to salesinvolving an end user, the transfer of aright of
permanent use, and a transaction for which no further payment is required.” A
state may overcome this presumption and tax intermediate transactions, less-than-
permanent use, and subscriptionsto digital products; to do so, the state’s statute
must specifically address the taxability of these transactions.® Additionally, the
sale of a“digital code” allowing a purchaser to obtain adigital product will be
treated the same as the purchase of the digital product itself.® A “digital code”
includes a“song code,” “video code,” or “book code” that allows the purchaser to
obtain the product.™

SSUTA Impact

Asaresult of the amendments adopted in 2007, several SSUTA member states
have enacted legidation specifically imposing tax on certain digital products.
Member states that adopted legislation in 2008 include Indiana,** Nebraska,*? and
South Dakota,™* along with SSUTA associate members'® Tennessee™ and Utah.*®
They were joined by Kentucky,'” Vermont® and Washington State™ in 2009.
With the exception of Vermont, each of these states took the position that it had
previously imposed tax on some digital products and the enactments were
necessary to meet the separate imposition requirement of the SSUTA and to
clarify the taxability of digital productsin the state. Imposition of the tax on digital
goods resulted in an expansion of the tax base in Vermont. Also this year, as part
of its overall legislation to conform its sales tax to the SSUTA, Wisconsin adopted

7 SSUTA § 332D.

8 d.
® SSUTA § 332G.
0 .

1 s.B. 233, 116th Gen. Assem., 1st Reg. Sess. (Ind. 2008).

12| B. 916, 100th Leg., 2d Sess. (Neb. 2008).

13 H.B. 1010, 83rd Legis. Assem., Reg. Sess (S.D. 2008).

14 An associate member is one that has adopted the various provisions of the
SSUTA, but some of the provisions are not yet effective, or one that has
adopted most of the provisions and is expected to adopt the remainder by a
date certain.

S.B. 4173, 105th Gen. Assem., 2d Sess. (Tenn. 2008).

H.B. 206, 58th Leg., Gen. Sess. (Utah 2008).

H.B. 347, 2009 Leg., 2009 Reg. Sess. (Ky. 2009).

H.B. 441, 70th Biennial Sess., 2009 Special Sess. (Vt. 2009).

H.B. 2075, 61st Leg., 2009 Reg. Sess. (Wash. 2009).

15
16
17
18
19

© 2009 KPMG LLP, a U.S. limited liability partnership and a member firm of the KPMG network of
independent member firms affiliated with KPMG International, a Swiss cooperative. All rights reserved.



legislation imposing its sales tax on certain digital products® and thus expanding
its sales and use tax base.

In addition to these states, SSUTA members Minnesota®* and North Carolina®
considered legidation this year that would impose tax on certain digital products
and that, as in Wisconsin, would mean an expansion of the current tax base in each
state. Another SSUTA member, North Dakota, took a different approach: It
adopted the digital product definitions and then passed alaw to specifically
exempt those products from taxation.”®

The actions of the SSUTA Governing Board to improve clarity around the states
taxation of digital products have had an impact beyond the contours of the
member (and associate member) states. Mississippi,?* a non-member state,
adopted legidation this year imposing tax on the three specified digital products
using the SSUTA definitions. In addition, legislation based in part on the SSUTA
definitions has been considered in New Y ork and Californiain the last two
years.”

Definitional Uniformity May Not Equal Taxability Uniformity

The SSUTA project has gone along way to provide needed transparency
regarding the taxability of digital productsin member and other states. However,
taxpayers should remember that the SSUTA is not intended to dictate the
taxability of a specific product or service but rather to require member statesto
adhere to certain definitional provisions.?® Assuch, thereis till significant
variance, even among member states, as to whether and to what extent digital
products are taxable in a particular state.

For example, several states—Indiana, Mississippi, Nebraska, and Tennessee—
have chosen to tax only the three defined types of digital products.?” Wisconsin

2 5.B. 62, 99th Legis. Sess., 2009-2010 Reg. Sess. (Wis. 2009). Wisconsin’s
petition for SSUTA membership was accepted in May 2009, and the state will
become an associate member on July 1, 2009, and a full member effective
October 1, 2009.

2L H.F. 2323, 86th Leg., 2009-2010 Reg. Sess (Minn. 2009).

22 H.B. 558, 2009 Gen. Assem., Reg. Sess. (N.C. 2009).

2 3.B. 2347, 61st Gen. Assem., Reg. Sess. (N.D. 2009).

24 H.B. 1461, 2009 Miss. Leg., 2009 Reg. Sess. (Miss. 2009).

% See 2009-2010 New York State Executive Budget, Revenue Article VI
Legislation, Part CC. See also A.B. 1956, 2008 Gen. Assem., 2007-08 Reg.
Sess. (Cal. 2008).

% SSUTA § 103.

27 s.B. 233, 116th Gen. Assem., 1st Reg. Sess. (Ind. 2008); H.B. 1461, 2009
Miss. Leg., 2009 Reg. Sess. (Miss. 2009); L.B. 916, 100th Leg., 2d Sess. (Neb.
2008); S.B. 4173, 105th Gen. Assem., 2d Sess. (Tenn. 2008).
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taxes not only these products, but also other enumerated digital products,
including electronically transferred greeting cards, finished artwork, periodicals,
and video or electronic games, unless the state already exempts the same
product(s) sold in tangible form.? Like Wisconsin, Kentucky has chosen to tax
specific digital items (i.e., finished artwork, digital photographs, periodicals,
newspapers, “digital audio works,” and “digital books”) but not “digital audio-
visual works.” % Vermont has chosen to tax the three defined types of digital
products plus ringtones.*

In Washington State, “digital goods,” aterm broadly defined to include the three
specifically defined digital productsin the SSUTA aswell as other “sounds,
images, data, facts, or information ... transferred electronically,” are subject to
tax.** However, certain products and services, including personal or professional
services when the results of the work are delivered electronically, various digital
goods purchased solely for business purposes, electronic public records, and
certain newspapers delivered electronically, are specifically exempt.®

Interestingly, Washington State also imposes its sales and use tax on “digital
automated services,” defined as “ service that is transferred electronically that uses
one or more software applications.” * Examples of such servicesinclude photo
sharing services, car history report services, information services, and search
engines for which there is a charge. However, certain services, such aslending or
transferring money, dispensing cash or physical products from a machine,
payment processing, pari-mutuel wagering, online educational programs by
accredited education institutions, online classified advertising services, Internet
access, and travel agent services are explicitly excluded from the definition of
digital automated service.* The Washington legislation also explicitly taxes
“remote access software,” which is prewritten software provided remotely when
the buyer pays the seller for the right to access and use the software, which resides
on the sdller’s server or the server of athird party.

South Dakota appears, for the time being, to have taken the broadest approach to
taxing digital products. The state's imposition statute provides that “all sales,
leases and rental's of any product transferred electronically”* are subject to tax.

28 3.B. 62, 99th Legis. Sess., 2009-2010 Reg. Sess. (Wis. 2009).

29 H.B. 347, 2009 Leg., 2009 Reg. Sess. (Ky. 2009).
%0 H.B. 441, 70th Biennial Sess., 2009 Special Sess. (Vt. 2009).
31 H.B. 2075, 61st Leg., 2009 Reg. Sess. (Wash. 2009).

2 4.
B .
3.

% H.B. 1010, 83rd Legis. Assem., Reg. Sess (S.D. 2008).
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Utah, apparently to create parity between tangible and digital property, imposesits
salestax on al products that are “transferred electronically” only if those products
would be subject to tax if “transferred in amanner other than electronically.”*

More Work to Be Done

Although not perfect, the SSUTA amendments have already provided needed
transparency around the taxation of digital products with additional clarity
forthcoming when the other amendments discussed above are fully implemented
in January 2010. However, adoption of the SSUTA requirements is mandatory
only for member states. There are at least 11 other non-member states that have
been identified in at least one source® asimposing tax on certain digital products.
They include Alabama, Arizona, Colorado, Connecticut, the District of Columbia,
Hawaii, Idaho, Louisiana, Maine, New Mexico, and Texas. It appears that these
states may be identified as taxing digital products because their tax regimes fall
into one of the following categories: (1) atax imposed on all goods and services
unless specifically exempted (Hawaii and New Mexico); (2) atax imposed on
various computer, information, or data processing services (Connecticut and
Texas); or (3) atax subject to case law indicating that certain digital products are
taxable (Alabama).® For other states, statutory support for the taxability of digital
products is not always clear.

Conclusion

State tax law changes generally lag technological developments, which can mean
potential uncertainty and risk for purchasers and sellers, adiminution of state tax
bases, and dissimilar tax treatment for similar transactions and products. The
recent interest of statesin considering legislation dealing with the taxation of
certain digital products holds potential for improving the transparency and
certainty in this area of sales and use taxation. However, to achieve greater
transparency, enactment of the SSUTA definitions and other criteriawill have to
move beyond members of the SSUTA.

% H.B. 206, 58th Leg., Gen. Sess. (Utah 2008).

37 See Federation of Tax Administrators, supra note 1; Condon, supra note 1.
See also Apple Web site, http://www.apple.com/support/itunes/store/buy/,
providing information to purchasers of downloaded music from a leading site.
Robert Smith d/b/a FlipFlopFoto v. Ala. Dep’t of Revenue, No. S. 05-1240,
2006 WL 3587184 (Ala. Admin. Law Div. Nov. 17, 2006).
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ANY TAX ADVICE IN THISCOMMUNICATION ISNOT INTENDED OR
WRITTEN BY KPMG TO BE USED, AND CANNOT BE USED, BY A
CLIENT OR ANY OTHER PERSON OR ENTITY FOR THE PURPOSE
OF (i) AVOIDING PENALTIESTHAT MAY BE IMPOSED ON ANY
TAXPAYER OR (ii) PROMOTING, MARKETING OR RECOMMENDING
TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.

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.

This article represents the views of the author or authors only, and does not necessarily represent the
views or professional advice of KPMG LLP.

Unless otherwise indicated, references to section or sections in this article are to the Internal Revenue
Code of 1986 (the “Code”), as most recently amended, or to the U.S. Treasury Department regulations, as
most recently adopted or amended.
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