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Digital Taxation: The Source of the Problem
Timothy P. Noonan is a
partner in the Buffalo and
New York offices of
Hodgson Russ LLP.
It’s awfully convenient
for this installment of
Board Briefs to involve a
topic that basically
mirrors a program I
participated in at the Council On State Taxation’s
annual Sales Tax Conference in Las Vegas last
month. There’s nothing like a little economies of
scale for a busy tax practitioner!
As I prepared for the COST event, it was
interesting to see all sorts of developments
around taxability, meaning that states have
quickly jumped on the digital bandwagon,
coming out with new legislation, rulings, or
policy guidance outlining their intentions to tax
basically anything that moves in the digital
economy.29 Digital goods? Sure, we’ll tax them.30
Software as a service? Well, it’s kind of like
31
tangible property. Streaming services? What the
32
heck, why not! And I suspect some of my
colleagues on the advisory board will comment
about the new and wacky (tax term) attempts to
tax digital advertising and consumer data.33
This, of course, puts taxpayers in the
unenviable position of trying to keep up with all
the new and exciting ways states are looking to
raise revenue. And nowhere is this more
problematic than with the issue of sourcing. Sales
taxes, for example, are generally destinationbased taxes; the imposition of tax is based on
where an item is delivered. This is very easy to
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determine for sellers of tangible personal
property; just check the FedEx label. But what is a
seller of digital goods or services or software to do
when its customers use the seller’s products in
multiple jurisdictions? If you ask that question in
most states, you’ll be greeted by the familiar
sound of chirping crickets. There’s just no
guidance. And the few states that have adopted
some form of guidance appear to outline differing
and sometimes contradictory methods for the
determination of which state’s tax is supposed to
apply or at least how to go about proving it.
For example, in the since-repealed “multiple
points of use” rules from the Streamlined Sales
and Use Tax Agreement, a purchaser who knew at
the time of purchase the digital good or service
would be used in multiple places could provide
the seller with a multiple points of use certificate
that relieved the seller from the collection of tax or
34
allowed the parties to determine points of use.
Some states (Ohio, Minnesota, Massachusetts,
and Washington) have adopted similar
provisions. Other states, like Utah and Tennessee,
have outlined legislation or regulations staking
out their own provisions, based on the percentage
of users or other reasonable methods.35
The SSTUA itself suggests a sourcing
determination based on a set of hierarchy rules.
And a couple of states, like New York and
Pennsylvania, have chosen (or been forced) to
stake out a position in response to a ruling request
36
by a taxpayer. In New York, for example, the
taxpayer was instructed to simply get a letter from
its customer on the customer’s letterhead
outlining the number of users located inside and
37
outside New York. Colorado has issued similar
38
guidance. Finally, Texas has adopted regulations
applicable to data processing services and
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software that look a little more like the kind of
market-based sourcing rules we see for income
taxes, allowing an allocation not based on the
number of users but instead based on where the
benefit is received by a “separate, identifiable
39
segment of a customer’s business.”
But that’s basically all there is. In most states,
we’re left to figure it out for ourselves, which often
leaves us trying to fashion remedies and ways to
resolve sourcing issues on an ad hoc basis during
an audit. Of course, we SALT practitioners are
used to dealing with varying and often
inconsistent approaches by states, especially in
the sales tax area. But as states are seemingly
falling over themselves seeking to expand the
reach of their sales taxes to cover digital goods
and services, this kind of “tax first, ask questions
later” approach puts many taxpayers in the
sometimes impossible position of trying to
comply with new state tax policies and practices
in the dark.
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