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In brief 

The Illinois Department of Revenue ruled that agreements for information technology hosting and cloud 

computing are properly characterized as service contracts for Illinois sales factor apportionment 

purposes.  [Illinois Private Letter Ruling IT 14-0003 PLR (4/24/2014)] 

 

In detail 

Taxpayer services 

Taxpayer is an information 
technology hosting and cloud 
computing service provider that 
operates various data-centers 
around the world, including one 
located in Chicago, Illinois. 
Cloud computing consists of 
delivery applications provided 
via the internet that are 
accessible from web browsers, 
desktops and mobile 
applications, while the software 
and data are stored on servers at 
remote locations.  Cloud 
technologies enable Taxpayer to 
manage a pool of computing 
resources and deliver these 
resources over the internet to a 
large base of customers when 
they need them. 

Taxpayer specializes in the 
delivery and support of hosting 
solutions that generate revenue 
from two main hosting services: 

Dedicated Cloud and Public 
Cloud Computing. Dedicated 
Cloud refers to IT services 
provided on a server or servers 
reserved for a specific customer. 
Taxpayer owns the servers and 
provides a customer 
management portal and tools 
that eliminate the burden of 
managing a data-center, 
network and hardware devices. 
Customers have full 
administrator privileges and are 
responsible for most 
administrative functions. Due to 
the dedicated nature of the 
services provided, Dedicated 
Cloud is mainly recurring and 
billed as a subscription-based 
business. Included in Dedicated 
Cloud hosting is private cloud, 
which refers to a pool of 
computing resources dedicated 
to one particular customer. 

Public Cloud computing 
technology uses the internet and 
central remote servers to 

maintain data and applications.  
Public cloud allows customers to 
use applications without 
installing them on their 
computers.  It allows customers 
to access data remotely from 
any computer with internet 
access.  

Taxpayer provides remote 
customer support from 
locations outside of Illinois. 

Ruling request 

Taxpayer requested the 
Department issue a ruling 
stating that dedicated hosting, 
cloud computing and remote 
customer support are services 
for Illinois sales factor 
apportionment purposes that 
should be sourced to  customers’ 
billing addresses. 

Illinois Private Letter Ruling 

The Department noted that the 
Illinois Income Tax Act does not 
define “services,” or otherwise 
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provide rules to distinguish between 
service contracts and contracts 
involving the lease or license of 
intangible personal property. 
However, the Department referred to 
Internal Revenue Code Section 
7701(e), which provides: 

A contract which purports to be a 
service contract shall be treated as a 
lease of property if such contract is 
properly treated as a lease of property, 
taking into account all relevant factors 
including whether or not –  

(A) the service recipient is in physical 
possession of the property, 

(B) the service recipient controls the 
property, 

(C) the service recipient has a 
significant economic or 
possessory interest in the 
property, 

(D) the service provider does not bear 
any risk of substantially 
diminished receipts or 
substantially increased 
expenditures if there is non-
performance under the contract, 

(E) the service provider does not use 
the property concurrently to 
provide significant services to 
entities unrelated to the service 
recipient, and 

(F) the total contract price does not 
substantially exceed the rental 
value of the property for the 
contract period.  

The Department also found helpful 
case law interpreting the IRC prior to 
the enactment of Section 7701(e).   In 
Xerox Corp v. U.S., 656 F.2d 659 
(1981) the court summarized several 
factors that distinguish service 
contracts from leases.  The court 
noted that while these factors overlap 
in some respects, they generally relate 
to two broad areas: first, the nature of 
the possessory interest retained by the 

taxpayer; and second, the degree to 
which the property supplied a 
customer is a component of an 
integrated operation in which the 
taxpayer has other responsibilities. 

The following factors were deemed 
relevant by the IRS in determining 
that a service arrangement existed: (1) 
retention of property ownership by 
taxpayer, (2) retention of possession 
and control of property by the 
taxpayer, (3) retention of risk of loss 
by the taxpayer, and (4) reservation of 
the right to remove property and 
replace with comparable property. 

The Department applied these factors 
and determined that Taxpayer’s 
agreements with its cloud computing 
customers are properly characterized 
as service contracts.  This conclusion 
was based on descriptions provided in 
the customer contracts that 
demonstrated the following: 

1) Customers were not in physical 

possession of Taxpayer provided 

hardware and software.  

2) Customers did not control 

Taxpayer provided hardware and 

software. 

3) Customers did not have a 

significant economic or 

possessory interest in Taxpayer 

provided hardware or software. 

4) Taxpayer bore the risk of 

substantially diminished receipts 

or substantially increased 

expenditures if there was non-

performance under the contract.  

5) Taxpayer used the hardware and 

software concurrently to provide 

services to unrelated customers. 

6) The total contract price 

substantially exceeded the rental 

value of the hardware and 

software for the contract period.  

Based on these factors, the 
arrangements between Taxpayer and 
its cloud computing customers were 
properly characterized as service 
agreements for Illinois sales factor 
purposes.  Thus, Taxpayer was 
engaged in provision of services. 
Accordingly, the Department ruled 
that receipts from those contracts 
should be sourced for sales factor 
purposes under the provisions of IITA 
Section 304(a)(3)(C-5)(iv). 

IITA Section 304(a)(3)(C-5)(iv) 
provides that sales of services are in 
this State if the services are received 
in this State.  For the purposes of this 
section, gross receipts from the 
performance of services provided to a 
corporation, partnership, or trust may 
only be attributed to a state where 
that corporation, partnership, or trust 
has a fixed place of business.  If the 
state where the services are received is 
not readily determinable or is a state 
where the corporation, partnership, or 
trust receiving the services does not 
have a fixed place of business, the 
services shall be deemed to be 
received at the location of the office of 
the customer from which the services 
were ordered in the regular course of 
the customer’s trade or business.  If 
the ordering office cannot be 
determined, the services shall be 
deemed to be received at the office of 
the customer to which the services are 
billed.  If the taxpayer is not taxable in 
the state in which the services are 
received, the sale must be excluded 
from both the numerator and the 
denominator of the sales factor.  The 
Department shall adopt rules 
prescribing where specific types of 
services are received for special types 
of services, including but not limited 
to, broadcast, cable, advertising, 
publishing, and utility services. 

In Letter Ruling IT-11-0002-PLR, the 
Department addressed the application 
of IITA Section 304(a)(3)(C-5)(iv). 
The facts of that ruling indicated that 

https://casetext.com/case/xerox-corp-v-united-states
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an education institution was unable to 
determine either the physical location 
of a student engaged in online classes 
or the physical location of a student 
when courses were ordered.  The 
Department ruled because the 
educational institution was unable to 
determine the physical location of the 
customer, the serviced were deemed 
received in the state of the student’s 
billing address, and should be 
excluded from the sales factor if the 
institution was not taxable in the state 
of the student’s billing address. 

The Department found Taxpayer’s 
facts similar to those in IT-11-0002-

PLR and ruled that since Taxpayer is 
unable to determine where a customer 
is physically located at the time it 
accesses the servers, its services would 
be deemed received at the location of 
the office of the customer from which 
the services were ordered in the 
regular course of business.  The 
Department further ruled that if the 
ordering office cannot be determined, 
then services will be deemed received 
at the office of the customer to which 
the services are billed.  In either case, 
if Taxpayer is not taxable in the state 
in which its services are deemed 
received, the sale must be excluded 

from the numerator and denominator 
of the sales factor. 

The takeaway 

The Illinois Department of Revenue 
for the first time has provided 
guidance on cloud computing from an 
income tax sourcing perspective. It is 
not known at this time whether the 
Department’s classification of cloud 
computing as a service will have an 
impact on other taxes it administers.  
From an income tax sourcing 
perspective this is welcomed guidance 
in a growing area of business activity. 

 
 

 
 

Let’s talk   

If you have any questions regarding Illinois sourcing of Cloud computing services, please contact one of the following 

individuals: 

State and Local Tax Services 

Kevin Merkell 
Partner, Chicago 
+1 (312) 298-5686 
kevin.merkell@us.pwc.com 

Christopher Tobin 
Partner, Chicago 
+1 (312) 298-2139 
christopher .tobin@us.pwc.com 

Michael Lovett 
Director, Chicago 
+1 (312) 298-5612 
michael.a.lovett@us.pwc.com 

© 2014 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the United States member firm, and may sometimes refer 
to the PwC network.  Each member firm is a separate legal entity.  Please see www.pwc.com/structure for further details. 

SOLICITATION 

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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