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Apple Sales Tax Case Disregards Form of Transaction

By: Joseph Lipari and Aaron S. Gaynor

n the September 2018 edition of this
column, we discussed the case of
CLM Associates, LLC, DTA No.

826735 (N.Y. Tax App. Trib., Feb. 12,
2018), in which the Tax Appeals Tribu-
nal held that a series of transactions
among affiliated companies was subject
to sales tax. See Joseph Lipari and Aaron
S. Gaynor, “Recent Case Demonstrates
Risk of Sales Tax in Affiliate Transac-
tions,” NYLJ (Sept. 6, 2018). In CLM,
the Tribunal disregarded that the compa-
nies engaging in the transactions com-
prised a single business enterprise, and
looked to the formalistic nature of prop-
erty transferring between separate enti-
ties for consideration. However, in the
recent case of Apple Inc., DTA No.
827287 (N.Y. Div. Tax App., Nov. 20,
2018), the Division of Tax Appeals in-
stead of disregarding the substance of a
set of transactions, disregarded the form
of the transaction to find that the popular
customer electronics producer and re-
tailer had under-collected sales tax in
connection with a promotional program.

The Law
N.Y. Tax Law §1105(a) generally

imposes tax on the sale of the “retail sale
of tangible personal property.” Subdivi-
sion (a) of 20 N.Y.C.R.R. §526.5 gener-
ally defines “receipt” (the sales tax base)
as “the sale price of any property.” How-
ever, subdivision (c)(3) of that regula-
tion provides that, where a seller charges

Joseph Lipari is a partner and Aaron S.
Gaynor is an associate at the law firm of
Roberts & Holland LLP.

an unreimbursed discounted price, “the
tax is due from the purchaser on only the
discounted price” (emphasis added).
Thus, if property normally sold for $100
is on sale for $80, sales tax is collected
only on the lower $80 price. New York
Sales Tax Bulletin No. TB-ST-806
(April 13, 2011) provides that the sale of
gift cards is exempt from sales tax, rec-
ognizing that sales tax will be paid upon
the redemption of the gift card (to the ex-
tent that the purchased items are subject
to sales tax).

Back-to-School Promotion
In 2011 and 2012, Apple, known for

its iPhones, iPads, and personal comput-
ers, ran a back-to-school promotion, un-
der which qualifying customers would
receive a gift card upon the purchase of
certain devices. The gift cards were re-
deemable at Apple’s online stores in ex-
change for digital content including soft-
ware, music, movies, games, and books.

With respect to devices purchased
through its online store, Apple collected
sales tax on the “sticker price” (for the
sake of illustration, $1,000), and then
separately issued a gift card (for illustra-
tion, $100) to the customer at no addi-
tional charge. However, due to limita-
tions with the point of sale (POS) system
in its physical retail stores, Apple was
unable to dispense the gift cards at no ad-
ditional charge. Therefore, in order to ac-
commodate the promotion, Apple dis-
counted the device by the amount of the
gift card. For example, rather than charg-
ing $1,000 for a device and giving the

customer a $100 gift card at no addi-
tional cost, Apple reduced the cost of the
device by $100 (to $900) and charged
the customer $100 for the gift card. In
these cases, Apple collected sales tax
only on $900 (the discounted price of the
device), as gift cards are not subject to
sales tax

Apple’s Arguments
Apple argued that the gift card was

not “free,” and, implicitly, that Apple re-
ceived consideration for the gift card, but
gave the customer an offsetting discount
against the sales-taxable device. The rec-
ord, however, was somewhat mixed on
this point.

Although Apple’s marketing mate-
rials were careful not to use the word
“free,” one advertisement notes that cus-
tomers “will not be charged for the gift
card.” Additionally, the terms and condi-
tions of the program stated that custom-
ers purchasing a qualifying device “may
receive” a gift card (again, without men-
tion of the gift card expressly being free).

However, an FAQ on Apple’s web-
site states, with respect to the promotion,
that a customer’s “invoice or receipt will
…show an equivalent discount amount
to cancel out the charge for the card,” ra-
ther than showing the gift card as pur-
chased for no consideration. Moreover,
in the event that a customer declined the
gift card, that customer paid the full
sticker price for the device, and Apple
collected sales tax based upon that
amount. Further, if a customer returned
the device, the customer was required to
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return the gift card as well in order to re-
ceive a complete refund. (In such a case,
the customer did not receive a refund to
the extent that the customer already used
the gift card.)

Apple argued that the imposition of
the sales tax on the gift card (or on the
discounted portion of device) would
cause a double sales tax, because when
the customer redeemed the gift card for
sales-taxable items, sales tax would also
be paid at that time.

The Determination
The ALJ held against Apple, ruling

that sales tax was due and collectible on
the full amount paid for the purchased
device without any reduction for the
value of the gift card on the theory that
the gift card was provided for free. Alt-
hough the ALJ acknowledged the ab-
sence of the word “free” from the rele-
vant materials, he stated that “the impli-
cation [from the terms and conditions] is
clear that the gift card was free.” The
ALJ went on that, rather than looking to
the form, “the offer must be interpreted
as an average customer would view the
offer.” Finally, the ALJ notes that Ap-
ple’s ultimate undoing was the incon-
sistency between the form of the transac-
tion with respect to online sales (for
which sales tax was collected on the full
sticker price) and the form with respect

to in-store sales (for which sales tax was
collected only on the discounted price).
As to Apple’s argument that there would
be double sales tax once the gift card was
redeemed, the ALJ dismissed the issue,
stating that the purchase and redemption
of the gift card should be viewed as sep-
arate transactions (rather than one).

What Went Wrong
Apple did itself no favors by using a

different form of transaction for online
and in-store sales. As an additional mat-
ter, the record reflects that the form of
transaction for in-store sales was deter-
mined based on the limitations of the
POS system, rather than an effort to
more properly reflect the economic ar-
rangements. Nevertheless, it is not clear
that the ALJ came to the right conclu-
sion.

The transaction in which customers
engaged in store was to receive a dollar-
for-dollar discount on a (sales-taxable)
device for the purchase of a (non–sales-
taxable) gift card. As a general matter,
sales tax is due only upon a discounted
price (and not the “gross” price before
the application of a discount). While the
ALJ may have been correct that custom-
ers viewed the arrangement as a “free”
gift card (rather than a discount on a de-
vice), he did not properly apply the law
to the transaction. If the ALJ was fo-

cused on substance and consistency ra-
ther than form, Apple should have ar-
gued that they over-collected sales on tax
online sales, and that the in-store sales
tax collection was correct. The bottom
line is that under the ALJ determination,
once the gift cards are used, sales tax will
be charged and collected on an amount
of sales greater than actually realized.

What makes the determination
alarming, however, is that the state
seems to being pressing a “heads I win,
tails you lose” position on sales tax. That
is, when it suits them, such as in CLM,
the state will ignore the economic reality
of a transaction, and hold a hard line on
a formalistic application of the sales tax
rules. However, when the state is dis-
pleased with the results of formalism, as
they were with Apple, they will pursue a
substance-over-form approach to a con-
troversy.

The lesson for taxpayers here may
be to act consistently. That may matter
more than the form or the substance of
the transaction.
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