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By: Joseph Lipari

pen any state tax publication in the
past two years and you will find an
article on “cloud computing”.1

Cloud computing”[i]n the simplest terms, .
. . means storing and accessing data and
programs over the Internet instead of your
computer’s hard drive.”2 Products3 like
Google Drive (which gives users access to
word processing, spreadsheet, and presen-
tation software in their web browsers), and
Salesforce.com (which provides “sales
force automation” and customer relation-
ship management tools, among others)
continue to proliferate and replace desktop
software and locally-provided services
alike. These products often provide func-
tionality and features unavailable from
boxed or downloaded-but-locally-installed
software.4 State tax authorities have strug-
gled in recent years to determine how to
apply their sales tax laws and regulations
to cloud computing. For obvious reasons,
tax departments do not wish to exempt
these products from imposition of sales
tax. However, it is often difficult to con-
clude that cloud computing products fall
within the statutory definitions needed to
subject them to tax. A recent determination
by an administrative law judge (“ALJ”) of
the New York State Division of Tax Ap-
peals, Matter of SunGard Securities
Finance LLC,5 illustrates some of the
problems faced.

As background, a brief overview of
the New York State Sales Tax imposed on
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computer software and services is useful.
Tax Law section 1105(a) imposes sales tax
on “[t]he receipts from every retail sale of
tangible personal property.”6 Tax Law sec-
tion 1101(b)(6) specifically includes in the
definition of tangible personal property
“pre-written computer software, whether
sold as part of a package, as a separate
component, or otherwise, and regardless
of the medium by means of which such soft-
ware is conveyed to a purchaser.”7

Amounts paid to rent tangible property or
to license pre-written computer software
are also subject to tax.8 Although custom
software is exempt from sales tax, such ex-
emption will not generally apply to cloud
computing products since they are ordinar-
ily made available to multiple users.9

In contrast to tangible personal prop-
erty, which is subject to sales tax unless an
exemption applies, a service is subject to
sales tax only if it is specifically enumer-
ated in Tax Law section 1105(c). Para-
graphs (1) and (9) of Tax Law section
1105(c) impose a sales tax on information
services, “but exclud[e] the furnishing of
information which is personal or individ-
ual in nature and which is not or may not
be substantially incorporated in reports
furnished to other persons.”10

This blurring of the line between soft-
ware and services, and gradations within
both software and services, frustrates tax-
payers and state taxing authorities alike
when it comes to determining the applica-
bility of sales tax. Depending upon the par-
ticular facts applicable to a cloud compu-
ting product, for purposes of sales tax, it
may be: (1) a license of pre-written soft-
ware or (2) non-individual information
services, each of which is subject to sales

tax. Alternatively, the cloud computing
product may be (3) custom software, (4)
individual information services, or (5)
other, non-enumerated services, each of
which is not subject to sales tax.

Petitioner in SunGard was “engaged
in the business of providing consulting and
related data processing services to custom-
ers in the financial industry. Its customers
include[d] broker-dealers, custodian
banks, third-party agency lenders and other
financial institutions.” Four of petitioner’s
products were at issue in the determina-
tion: (a) Smart Loan; (b) Lending Pit; (c)
Board Reporting; and (d) Performance An-
alytics. The ALJ ruled that Smart Loan was
not subject to sales tax as an individual in-
formation service, and that the latter three
products were subject to sales tax as non-
individual information services.

Smart Loan was a product that pro-
vided “‘back office’ functions for . . . cus-
tomers, including analyzing, processing
and maintaining ancillary accounting ledg-
ers regarding the customer’s securities
lending and borrowing transactions and
making such information available to the
customer’s employees in various pro-
cessed formats.” The Tax Division argued
that the transaction was a license of the
Smart Loan computer software and was as
such subject to sales tax. In determining
that Smart Loan was a service and not a
software license, the ALJ looked to four
factors. First, that a customer’s use of
Smart Loan “out-source[d] . . . the expense
and potential risks associated with [cer-
tain] ‘back office’ functions.”11 Among
other things, the services that petitioner
provided as part of Smart Loan included
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interfacing with third-party trust compa-
nies, legal compliance monitoring, and
maintaining and verifying customers’ ac-
counting ledgers. Second, the ALJ noted
that the agreement between petitioner and
its customers was, by its terms, for services
and not software: the agreement was called
a “Service Agreement”; it explicitly states
that there was no transfer of title of the
software used for the Smart Loan product;
and customers were not permitted to mod-
ify the Smart Loan software in any manner.
Third, the ALJ noted that Smart Loan was
not always available. Rather, customers
could only use Smart Loan 7:15 a.m. to
6:00 p.m. Monday through Friday (exclud-
ing holidays); customers had to upload
their data onto the system by 3:00 a.m. in
order to have it available for use later that
same business day. Lastly, the ALJ noted
that petitioner, and not petitioner’s custom-
ers, actually used the Smart Loan soft-
ware.12 The ALJ found that the portion of
the software that petitioner used to transmit
information to customers was “integrally
related” to the performance of the service,
and did not constitute a software license in
and of itself. Although the ALJ found that
Smart Loan added to the “intelligence” of
customers’ data, making it an information
service, he concluded that Smart Loan was
a non-taxable individual information ser-
vice, as only a customer’s own data was
used, and that data was not used for other
customers.

The ALJ came to a different result
with respect the taxability of Lending Pit,
Board Reporting, and Performance Ana-
lytics (collectively, the “Lending Pit Prod-
ucts”), a suite of related-but-sold-sepa-
rately products. Lending Pit “allow[ed]
customers to view their own current lend-
ing data in comparison to their own histor-
ical lending data, as well as to view their
own current and/or historical lending data
in comparison with benchmarks formu-
lated by petitioner using raw data from all
of its customers.”13 Board Reporting pro-
vided an evaluation to customers of “per-

formance of the customer’s securities lend-
ing program data against market perfor-
mance benchmarks, as derived from the in-
formation in petitioner’s . . . database.”
Performance Analytics “evaluate[d] a cus-
tomer’s lending program [by] comparing
that customer’s results with the results of
other securities lending agents.” The deter-
mination did not need to address the possi-
bility that the Lending Pit Products were
licensed software since they would be sub-
ject to sales tax anyway as an information
service. In contrast to Smart Loan, the
Lending Pit Products used customers’ data
for other customers, meaning that the indi-
vidual information service exception was
not applicable. Petitioner’s only hope in
avoiding sales tax on the Lending Pit Prod-
ucts was the ALJ finding the products to be
a non-enumerated service.

The ALJ begins his analysis of the
Lending Pit Products by noting that ser-
vices are only subject to sales tax if they
are enumerated in the Tax Law, and that
such a form of statutory structure requires
the ALJ to construe such the language
“most strongly against the government and
in favor of the citizen.” The ALJ tempers
that statement observing that it is still “pe-
titioner’s burden . . . to show that [its]
services [are] not one of those set out in”
the statute. The ALJ mostly rests his deter-
mination of the nature of the Lending Pit
Products by means of the “primary func-
tion” test. Stated simply, under this
formulation, if the “primary function” of a
service is to provide information, then it is
an information service. If the provision of
information is merely incidental to the ser-
vice, then the service is not an information
service. The ALJ found that the primary
function of Lending Pit was “collecting in-
formation, compiling and analyzing the
same and furnishing such information,
either in raw or aggregate form or as ana-
lyzed by petitioner, in reports to custom-
ers.” He also found that the primary func-
tion of the other two Lending Pit Products
was essentially the same.14

As a secondary matter, and only with
respect to Board Reporting and Perfor-
mance Analytics, the ALJ notes that peti-
tioner failed to substantiate that it provided
exempt non-information consulting ser-
vices. Specifically, petitioner did not
provide qualifications for the employees
performing the analysis, and that petitioner
only gave “bare assertions and generic de-
scriptions” of such employees and the al-
leged value-added reports those employees
generated.

In general, taxpayers and their repre-
sentatives will be pleased with the ALJ’s
analysis in SunGard. The Tax Division, in
asserting sales tax on cloud computing
products, generally argues that the cus-
tomer’s ability to access the cloud web
platform constitutes a license of software
even if the customer’s access is limited to
that necessary to enable the customer to
upload data onto the system. The ALJ’s
ruling that there was no software license of
the Smart Loan software is significant.
With respect to the tax on information ser-
vices, the Tax Division has objected to the
use of the primary function test and instead
has argued that virtually anything involv-
ing the providing of information to a cus-
tomer is a taxable information service.

Nevertheless if Smart Loan was avail-
able on demand 24/7/365 or if its custom-
ers could take actions beyond the upload-
ing of their data, such as customizing re-
ports, one could imagine an ALJ finding it
to be pre-written software and not a ser-
vice. If a taxpayer with through cloud
based platforms is better able to substanti-
ate that it is providing services more than
mechanical reports, it may be better able to
escape sales tax by characterizing its ser-
vices as consulting instead of information
services at least in part. In fact, the best les-
son from SunGard may be that taxpayer’s
need to focus both on what they do and
how they describe what they do.
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