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In brief

The Massachusetts Supreme Court recently held that fees related to the sale of a subscription to access
computer software involved the sale of tangible personal property and, therefore, were subject to sales
tax.

Although the holding is limited to sales tax, the Court’s rationale could have corporate income tax and
local property tax implications. The Court’s treatment of remote access subscription fees as receipts from
the transfer of pre-written software could potentially extend to treating the company charging such fees
as a software developer engaged in manufacturing. If a taxpayer is deemed to be substantially engaged
in manufacturing due to software development, it would be required to apply single sales factor
apportionment. Moreover, if a taxpayer is deemed to be substantially engaged in manufacturing in
Massachusetts, it may be eligible for the investment tax credit and may be exempt from local property
tax on most types of machinery if formally classified as a manufacturing corporation.

[Citrix Systems v. Commissioner of Revenue], Mass. Sup. Ct., No, SJC-12741 (2/5/20)

In detalil

Facts

From 2007 to 2011, Citrix Systems, Inc. charged customers fees for subscriptions to use online software
products. The monthly or annual subscription allowed a customer to create and maintain a screen-sharing
connection with a remote computer connected to the Internet. One such product, GoToMeeting, permitted
users to share screen access and control for purposes of online presentations, demonstrations, and
collaboration. Generally, a host computer was owned by Citrix's customer, and remote computers were
owned by third parties that were participating in the meeting.

On audit, the Commissioner of Revenue determined that such subscription fees constituted sales of
software and, therefore, were subject to Massachusetts sales tax. On appeal, the Appellate Tax Board
upheld the assessments, and Citrix appealed to the Massachusetts Supreme Court.
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Statute and regulation

Massachusetts law subjects sales relating to the transfer of tangible personal property to sales tax. Regulation 830 CMR
64H.1.3(3)(a) provides that “transfers of rights to use software installed on a remote server” are taxable transfers of
prewritten software and generally subject to sales tax (emphasis added).

No physical ‘transfer’ of software required

Citrix asserted that the subscription fee was not subject to sales tax because no actual ‘transfer’ of software occurred.

The Court disagreed, noting that Massachusetts law includes within the definition of a transfer of tangible personal
property a “transfer of standardized computer software, including but not limited to electronic, telephonic, or similar
transfer.” According to the Court, this supports that taxability is not dependent on the method of delivery.

The Court also found that Regulation 830 CMR 64H.1.3(3)(a) allowing sales tax on fees charged for the use of software
on remote servers was not inconsistent with Massachusetts law.

Subscription fees qualify as taxable transfers of rights

The Court noted that when a Citrix customer uses its subscription to access an online product, the customer gains access
to a remote network of Citrix's servers running proprietary software, which is necessary for Citrix's products to function.
According to the Court, “it is apparent that Citrix's subscription fees involved ‘transfers of rights to use software installed
on a remote server.”

The true object was the sale of property, not providing services

Alternatively, Citrix argued that the ‘true object’ of its subscriptions fees was the provision of a nontaxable remote
connection service and not the taxable sale of tangible personal property. For example, Citrix provided many support
functions necessary to develop, maintain, test, and troubleshoot the online products.

The Court disagreed, stating that the basic purpose and the ‘true object’ of the subscription was to acquire access to and
use online products (rather than for “unseen support operations”).

Accordingly, the Court affirmed the Board’s determination that Citrix's sales of subscriptions for the online products
constituted sales of tangible personal property and, as such, were subject to Massachusetts sales tax.

The takeaway

Although this case involves Massachusetts sales tax, the treatment of subscription fees as sales of tangible personal
property could have income tax implications.

Massachusetts requires corporations substantially engaged in manufacturing to apportion based on a single sales factor.
Additionally, corporations substantially engaged in manufacturing in Massachusetts can qualify for the state’s investment
tax credit and are eligible to apply for local property tax benefits. Software development is considered a manufacturing
activity.

If a taxpayer develops pre-written software offered to customers on a subscription basis that is remotely accessed by
customers then, based on the rationale of this decision (assuming such software development activity is substantial), the
taxpayer could be treated as a manufacturer. Corporations treated as manufacturers must use single-sales factor
apportionment. If the manufacturing activity within Massachusetts is substantial, then such corporations may be eligible
for an investment tax credit for qualifying purchases and might qualify for certain local property tax benefits.
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Let’'s talk

If you have any questions regarding the Citrix decision, please contact:

State and Local Tax Services

Jon Muroff Robert C. Ozmun David Sheehan

Principal, Boston Partner, Boston Managing Director, Boston
+1 (617) 823-6979 +1 (612) 209-0508 +1 (339) 223-2651
jon.muroff@pwc.com robert.c.ozmun@pwc.com david.sheehan@pwc.com

Click here to access our library of past state and local tax Insights.
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