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Governor’s Proposed Executive Budget for 2009-2010

By: Joseph Lipari and Debra Silverman Herman

overnor David A. Paterson re-
cently introduced the Executive
Budget for New York State for

2009-10 (the “Budget Bill”)1. Facing
“the greatest economic and fiscal chal-
lenge” since the Great Depression, the
Budget Bill proposes several important
amendments to the tax law that primar-
ily affect individual taxpayers.2 Many
of the proposals extend New York’s
sales and use taxes to essential items,
such as clothing, beverages, transporta-
tion and personal services, as well as to
entertainment products (including mov-
ies and downloadable music), cable and
satellite television and other luxury
goods. Similar to the last two budget cy-
cles, the Budget Bill also contains cer-
tain “loophole closers” that alter or
eliminate certain planning and struc-
tures that businesses and individuals
have used to reduce New York taxes.3

Other proposed amendments would
eliminate the State’s STAR property tax
rebate program,4 reform the Empire
Zones Program to benefit businesses
creating jobs in the State,5 and expand
the low income housing tax credit.6

New Sales and Use Taxes

1. Non-Dietetic Beverages
Much is being written about the

proposal to add an 18% tax on sales of
non-dietetic soft drinks, such as soda,

Joseph Lipari is a partner in, and
Debra S. Herman is of counsel at, the
law firm of Roberts & Holland LLP.

and other beverages containing less
than 70% natural fruit juice.7 In prac-
tice, this proposal will be difficult to ad-
minister, inasmuch as the law requires
vendors to separately calculate the tax
due when the taxable beverage is sold in
a package with other items or as a mixed
drink with non-taxable beverages based
on a 500% markup on a cost basis.

2. Entertainment Events, Cable &
Satellite Television & Digital Products

State sales tax would also apply for
the first time to certain entertainment
related expenses that were previously
expressly exempt from tax.8 For exam-
ple, charges for admission to movie the-
aters, golf courses, beaches, live dra-
matic and musical arts performances,
and other places where individuals will
participate in a sport, such as swim-
ming, bowling, and tennis. For those
taxpayers who prefer to stay at home,
the Budget Bill imposes sales and use
tax on cable and satellite television and
radio services,9 as well as charges for
digital products,10 such as movies and
music that one downloads to an Ipod.

The imposition of sales and use
taxes on digital products extends well
beyond individual personal use to busi-
nesses and commercial transactions.
Historically, such sales were considered
exempt sales of intangible property be-
cause the products were delivered in an
electronic format versus a tangible for-
mat. Since sales tax applied solely to
sales of tangible property (and certain
services) the method of delivery chosen

dictated the incidence of the tax (with
the exception of sales of pre-written
computer software that were statutorily
categorized as tangible personal prop-
erty). The Budget Bill eliminates the
ability of taxpayers to avoid tax by ob-
taining delivery of the product electron-
ically.11 "Digital product" is defined
broadly as "any property or service of
whatever nature, delivered to the pur-
chaser through the use of wire, cable, fi-
ber optic, laser, microwave, radio wave,
satellite or similar or successor media"
and includes, but is not limited to, audio
works, audiovisual works, visual works,
books, graphic works, games, infor-
mation and entertainment services, and
the storage of digital products and com-
puter software in a non-tangible form.
Although the purchase and resale of a
digital product will not be subject to tax,
as well as the purchase and resale of
property of which the digital product
becomes a component part, purchases
by businesses of digital products that
are used in the performance of services
in New York will now be subject to tax.
Retailers that sell digital products will
need to perform a nexus analysis to de-
termine whether they have sufficient
contacts with New York that would re-
quire them to register as a vendor and to
collect and remit sales and use taxes on
their sales of such products. In addition,
companies that distribute promotional
items in New York by electronic means
may have use tax exposure, if the legis-
lation is enacted.
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3. Clothing & Luxury Products
The Budget Bill would eliminate

the current exemption from State sales
and use taxes for clothing and footwear
costing less than $110 and provide for
two one-week exemption periods for
clothing and footwear costing less than
$500.12 Furthermore, purchases of the
following luxury items will be subject
to a new additional tax at the rate of 5%
(to the extent the cost exceeds the
amount listed): motor vehicles
($60,000), boats ($200,000), aircraft
($500,000), and jewelry, fur clothing
and footwear ($20,000).13

The Budget Bill also targets certain
"sales tax avoidance schemes," namely
the use of two exemptions often used by
companies and individuals to purchase
airplanes, motor vehicles, and boats,
without payment of tax.14 Part AA of
the Budget Bill would amend the defi-
nition of commercial aircraft found in
the commercial aircraft exemption to
exclude aircraft that is used primarily to
transport the purchaser's personnel or
those of an affiliated company. This
will prevent "business entities . . .
[from] taking advantage of the commer-
cial aircraft exemption to avoid sales
tax on their purchase of aircraft used
primarily to transport corporate execu-
tives by having the airplane purchased
by a non-resident affiliate, which then
charges resident affiliates for use of the
aircraft."15 A related use tax exemption,
the exemption for property purchased
while a nonresident of New York and
subsequently brought into New York, is
also substantially narrowed under the
Budget Bill to exclude property pur-
chased primarily to carry individuals
who are agents, employees, officers,
shareholders, members, managers, part-
ners or directors of the purchaser, where
any of those individuals was a resident
of New York at the time of purchase, or
an affiliate of the purchaser when such
affiliate was a resident of New York at
the time of the purchase. Historically,
residents would form a nonresident
business entity to purchase the vessel
and subsequently use such product in
New York.

4. Personal and Transportation
Services

Similar to New York City, sales
and use tax would apply to certain per-
sonal services, such as haircuts, mani-
cures, pedicures, massages, and ser-
vices sold by weight control salons,
health salons, gymnasiums, and baths.16

The sales tax would also be extended to
certain transportation services: (i) taxi-
cab, limousine, commuter van or other
vehicle service (ii) horse-drawn cab and
pedicab services (iii) intra-state charter
bus, vessel, train and plane service (iv)
charter fishing, and (v) and sightseeing
services.17

5. Capital Improvements
Part PP of the Budget Bill will sig-

nificantly impact the real estate indus-
try, as well as individual tenants and
homeowners, by limiting the type of im-
provements to real property that will
qualify for the State's capital improve-
ment exemption. In the case of build-
ings and other structures, the addition to
or alteration to real property must "con-
stitute[] new construction or a new ad-
dition to or total reconstruction of exist-
ing construction" to qualify as a capital
improvement. Thus, the exemption will
be limited to three general situations -
new construction, gut renovation of an
entire building, or the addition of a
whole new addition to a building. This
is a marked change from prior law,
which will detrimentally discourage im-
provements to New York real estate and
in effect be an indirect tax (and cost of
living) on commercial and individual
residents who will bear the cost of such
improvements.

Individual Taxpayer Changes
Instead of including a personal in-

come tax rate increase targeted at
wealthy New York individuals, which
was floated last budget cycle, the legis-
lation would limit the use of itemized
deductions by individuals whose ad-
justed gross income is over
$1,000,000.18 If enacted, such individu-
als would only be able to claim stand-
ardized deductions, with the exception
of charitable contributions.19 This
amendment applies equally to the City
personal income tax and is estimated to
bring in $140 million for the 2009-’10
fiscal year.

For individuals living overseas, an-
other proposal merits attention. Under
current law, an individual domiciled in
New York is not taxed as a resident (on
worldwide income) if, within any 548
day consecutive period: (1) the taxpayer
is present in a foreign country or coun-
tries for at least 450 days; (2) the tax-
payer is not present in the state for more
than 90 days; and (3) the taxpayer’s
spouse and minor children do not reside
at the taxpayer’s permanent place of
abode in New York for more than 90
days. The Department of Taxation and
Finance has lost cases on this issue
based on the plain language of the stat-
ute.20 In these cases, the taxpayer was
determined to be a nonresident, even
though the taxpayer’s spouse and minor
children were present in New York for
more than 90 days because they were
staying at a hotel or with relatives, ra-
ther than at the taxpayer’s permanent
place of abode. The Budget Bill would
amend the law to provide that presence
in New York for more than 90 days by
the taxpayer’s spouse or children cre-
ates residency, regardless of where they
stay while in New York.21 This “loop-
hole closer” would apply to tax years on
or after January 1, 2009.

Partners and Partnerships
Nonresident hedge fund managers

and other partners of investment part-
nerships doing business in New York
may face an increased New York tax
bill if Part N of the Budget Bill is en-
acted. The legislation would impose
New York personal income tax on in-
come (capital gain income) attributable
to “investment management services”22

provided to a partnership or other entity
doing business in New York.23 Simply
stated, this legislation would extend
New York’s personal income tax to car-
ried interests received in exchange for
services, which the State views as a
form of taxable compensation income.24

Nonresidents that are partners of
partnerships, members of limited liabil-
ity companies, or S corporation share-
holders, may also be subject to tax on a
portion of the gain attributable to the
sale of their ownership interest in the
entity, if more than fifty percent of the
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fair market value of the entity’s assets
consist of New York real property at the
time of sale.25 Similar to the provision
proposed last cycle this provision con-
tains an anti-stuffing rule (i.e. only
those assets that the entity owned for at
least two years prior to the date of sale
are used to determine fair market value
of all the assets held by the entity on the
date of sale). It remains to be seen
whether this proposal will die as it did
last year in the Assembly or will be en-
acted to close the "loophole" that cur-
rently exists, namely the ability of non-
resident taxpayers to “escape taxation
by placing New York real estate in an
entity and then selling his or her interest
in the entity.”26 Under current law, the
sale of an interest in an entity by a non-
resident is not subject to tax; whereas,
the direct sale of real estate by a nonres-
ident is subject to tax.

The Budget Bill would also extend
the State’s annual filing fee on partner-
ships to general partnerships with New

York source income greater than $1
million.27

Corporate Provisions
In contrast to the last budge cycle,

there are relatively few proposals in-
volving New York’s corporate fran-
chise tax. The primary amendment
would effectuate a change in timing of
a payment, rather than an increase in the
total amount due. The amendment
would require taxpayers whose tax for
the preceding year was in excess of
$100,000 to remit 40%, rather than
30%, of such amount, as their manda-
tory first installment of estimated fran-
chise tax (and MCTD surcharge) due
for the current tax year.28

Significant reforms are proposed
for the taxation of insurance compa-
nies.29

The Budget Process
Taxpayers, businesses and practi-

tioners will have to wait and see which
provisions are accepted and rejected by

the legislative bodies. In addition to the
provisions discussed above, several
other fees (e.g. $100 fee for tax return
preparers and $10 paper return filing
fee) and taxes, as well as the rate of in-
terest that applies to underpayments and
overpayments, are under consideration
to bridge the budget deficit, together
with new tax compliance and criminal
enforcement provisions (including a
controversial provision that would al-
low New York State Tax Department
attorneys to be appointed as special as-
sistant district attorneys in state tax
cases for the purpose of bringing tax
prosecution cases).30 How stormy will
the legislative process be? Unfortu-
nately, given the amount of the deficit
at issue, many of the proposed changes
may become law.
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