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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comami$sr an Initial Hearing on January 29,
2008.

On June 27, 2006, Auditing Division (“Division”)9ged a Statutory Notice - Sales and Use
Tax (“Statutory Notice”) to the Petitioner for thadit period January 1, 2002 through June 30, 2008e
Statutory Notice, the Division imposed $$$$$ initiddal sales and use tax plus interest in the arhofi

$$$$3, for a total of $$$$$. No penalties weredseml.

At issue is the Division’s assessment of salesteamounts paid for services the Petitioner
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performed on computers and computer networks and/iich it did not collect sales tax, as detailed o
Schedule 2 of the Statutory Notice. The Divisieehed these transactions to be taxable eitheecBuse
the services were for the taxable repair or renomaif tangible personal property or the taxabiatation

of tangible personal property in connection witlhest tangible personal property; or 2) because the
Petitioner’s invoices did not separate taxableisesv/from nontaxable services.

For the Petitioner, PETITIONER REP. asks the Comiorsto reverse the Division’s
imposition of tax on these transactions becausddimves his company’s services are nontaxable.
PETITIONER REP. also asks the Commission to comside he consulted and followed the advice of CPAs
in determining not to charge sales tax on the #etiens at issue.

APPLICABLE LAW

l Taxation of Repair or Renovation Services and I nstallation Services.
1. Until July 1, 2005, Utah Code Ann. §59-12-108¢)provided for the imposition of
sales and use tax on repairs or renovations oftikngersonal property and certain installationtaofyible
personal propertyas follows in pertinent part:

A tax is imposed on the purchaser as providedigghrt for amounts paid or
charged for the following transactions:

(9) amounts paid or charged for services:
(i) for repairs or renovations of tangible perdqaperty . . . .; or
(ii) to install tangible personal property in coetien with other tangible
personal property . . . .
2. During the audit period, Utah Administrative BUR865-19S-78 (“Rule 78)

provided as follows in pertinent part:

1 Effective July 1, 2005, Section 59-12-103(1%gk amended and a definition of the term “repairs o
renovations of tangible personal property” was admeSection 59-12-102. These statutory amendments
became effective after the audit period and dampgact this appeal.

2 Rule 78 was amended on July 20, 2005 in reciognitf the related statutory changes that became
effective on July 1, 2005. Again, these changesiwed after the audit period and do not impastaipipeal.
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A. Charges for installation labor.
1. Amounts paid or charged for labor for instajltangible personal property
in connection with other tangible personal proparg subject to tax.

B. Charges for labor to repair, renovate, waslt|@an.
1. Charges for labor to repair, renovate, waslglean tangible personal
property are subject to sales tax. . . .
2. Charges for labor to service, repair or renevatal property,
improvements, or items of personal property thaidtached to real property
as to be considered real property are not sulpesales tax. . . .
. Computer Software.

3. Effective July 1, 2004, definitions of “compugaftware” and “prewritten computer
software” were added to UCA §59-12-102 and forrdmaainder of the audit period, provided as follows:

(21) “Computer software” means a set of codediicsibns designed to cause:
(a) a computer to perform a task; or
(b) automatic data processing equipment to perfotask.

(67) (a) Except as provided in Subsection (§{jjlor (iii), “prewritten computer
software” means computer software that is not desigand developed:
(i) by the author or other creator of the compustetware; and
(ii) to the specifications of a specific purchaser.
(b) “Prewritten computer software” includes:
(i) a prewritten upgrade to computer software & pihewritten upgrade to
the computer software is not designed and developed
(A) by the author or other creator of the compustetware; and
(B) to the specifications of a specific purchaser;
(i) notwithstanding Subsection (67)(a), computaitware designed and
developed by the author or other creator of thepder software to the
specifications of a specific purchaser if the cotepaoftware is sold to a
person other than the purchaser; or
(i) notwithstanding Subsection (67)(a) and excegt provided in
Subsection (67)(c), prewritten computer softwara prewritten portion
of prewritten computer software:
(A) that is modified or enhanced to any degree; and
(B) if the modification or enhancement describedSumbsection
(67)(b)(ii)(A) is designed and developed to thedfications of a
specific purchaser.
(c) Notwithstanding Subsection (67)(b)(iii), “pretten computer software”
does not include a modification or enhancement rileest in Subsection
(67)(b)(iii) if the charges for the modification enhancement are:
(i) reasonable; and
(i) separately stated on the invoice or otherestent of price provided to
the purchaser.
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4, Prior to June 29, 2004, Utah Admin. Rule R865-82 (“Rule 92"), which concerns
the sale of computer software and other relatetséretions, provided as follows in pertinent part:

A. Definitions:
1. “Canned computer software” or “prewritten congsisoftware” means a
program or set of programs that can be purchased umed without
modification and has not been prepared at the apegjuest of the purchaser
to meet their particular needs.
2. “Custom computer software” means a program eir of programs
designed and written specifically for a particuiaer. The program must be
customer ordered and can incorporate preexistimges, utilities or similar
program components. The addition of a customerenanaccount titles or
codes will not constitute a custom program.

5. “Tangible personal property” includes cannedhpater software.
B. The sale, rental or lease of canned or preawritomputer software constitutes a
sale of tangible personal property and is subfetiie sales or use tax regardless of
the form in which the software is purchased or gfamed. Payments under a
license agreement are taxable as a lease or cénted software package. Charges
for software maintenance, consultation in connectiwith a sale or lease,
enhancements, or upgrading of canned or prewrstdéivare are taxable.
C. The sale, rental or lease of custom computiware constitutes a sale of
personal services and is exempt from the salesetax, regardless of the form in
which the software is purchased or transferred.ar@ds for services such as
software maintenance, consultation in connectiothwa sale or lease,
enhancements, or upgrading of custom software @trearable.
D. Charges for services to modify or adapt caruoedputer software or prewritten
computer software to a purchaser’s needs or equipane not taxable if the charges
are separately stated and identified.

Rule 92 was amended on June 29, 2004, severapdayso the July 1, 2004 date on which
the computer software definitions in Section 591102-became effective. Although Section (C) ofrille
was not amended and remains in effect, Sectioaidthe portions of Section (A) cited above weletdd,
as were the last two sentences of Section (B).oAticgly, beginning on June 29, 2004 and effedtivehe
remainder of the audit period, Rule 92 provideébews:

B . .The sale, rental or lease of prewritten compsitétware constitutes a sale of

tangible personal property and is subject to thessar use tax regardless of the
form in which the software is purchased or tramsfr
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C. The sale, rental or lease of custom computliware constitutes a sale of
personal services and is exempt from the salesetax, regardless of the form in
which the software is purchased or transferred.ar@ds for services such as
software maintenance, consultation in connectiothwa sale or lease,
enhancements, or upgrading of custom software @trearable.

1. Purchase Price or Sales Price.

5. Throughout the audit period, Section 59-12¢20P(20023 defined “purchase price”
to mean “the amount paid or charged for tangiblsqm®al property or any other taxable transacticsheun
Subsection 59-12-103(1), excluding only cash diat®taken or any excise tax imposed on the purchase
price by the federal government.”

DISCUSSION

The Petitioner sells computer equipment and pew/idarious services associated with
computer equipment. Not only does the Petitiomevige services that pertain to a single compuoet jt
also contracts to maintain and service entire caermetworks and operating systems for variougiesti
PETITIONER REP. proffers that he was not concemubdn the Division decided to audit his company’s
sale tax liability because he had followed the eewdf CPAs in deciding which of his transactiongeve
taxable. However, for the audit period, the Distsdetermined that sales tax was due on approxiyrate

) transactions for which the Petitioner had prodidarious services and had not collected sales tax.

3 In the 2003 General Session, the Legislaturetedé&enate Bill 147 (“S.B. 147"), which included a
modified definition of “purchase price” that wasginally to become effective on July 1, 2004. he 2004
Third Special Session, however, the LegislaturetmbSenate Bill 3000, in which it delayed the efffee
date of the S.B. 147 definition of “purchase pricatil July 1, 2005 and reinstated the cited d&bni of
“purchase price.” As a result, the definition ptitchase price” found in current law did not beceffiective
until July 1, 2005, the day after the audit perddssue, and has no effect on this decision.
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PETITIONER REP. proffers that approximately 95%tlué transactions at issue involve
services to “support” computers and keep them dipexa. He contends that these transactions are
nontaxable pursuant to the version of Rule 92(@j #xisted prior to June 29, 2004, which providweat t
“services to modify or adapt canned computer saftvea prewritten computer software to a purchaser’s
needs or equipment are not taxable if the changeseparately stated and identified.”

First, the Commission will address the statute thposes tax on services to repair or
renovate tangible personal property and compasetbervices to those specifically deemed nontaxeioler
statute and rule. Second, the Commission will esilthe four types of transactions found on Sclecziof
the Statutory Notice that the Petitioner specificabntested at the Initial Hearing.

I Repairsand Renovations.

Section 59-12-103(1)(g)(i) specifically providést services to repair or renovate tangible
personal property are taxable.Union Pacific Railroad Co. v. Auditing Divisip842 P.2d 876 (Utah 1992),
the Utah Supreme Court interpreted the statute $ingdax on repairs or renovations of tangible peas
property, stating that:

Repair and renovation . . . suggest activities tfigt an already manufactured

product. To repair is to “restore by replacingaat r putting together what is torn

or broken.” To renovate is to “restore to a forrbetter state.” Webster’s Ninth

New Collegiate Dictionary 998 (1984). Drilling amulling the cross ties did not

involve repairing existing cross ties or restorihg existing cross ties to a former

better state.

Furthermore, irsouth Central Utah Telephone Ass’n v. Auditing Bivthe Utah State Tax Comm®51
P.2d 218 (Utah 1997), the Court found that trangastfor computer software maintenance contracte we
taxable as the future repairs or renovations dfitde personal property.

A review of the transaction descriptions on Sche@uwf the Statutory Notice indicates that

many of the Petitioner’s transactions appear tmbgervices to repair or renovate tangible pergomgperty.

For example, on the first page of Schedule 2,aHeviing descriptions of January 2, 2002 transaxgiare
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listed: 1) for COMPANY G, “Fixed PERSON A’s emailgblem. . .”; 2) for COMPANY B, “Troubleshoot
VPN connections. . .”; 3) for COMPANY C, “Troublestiost connection to internet. ..”; 4) for COMRX

D, “Called COMPANY D to troubleshoot error messages; 5) for PERSON B, “Troubleshot errors when
workstation boots up . . .”; and 6) for PERSON T,dubleshot HP1200C printer with laptop.”

In Utah State Tax Commission Private Letter Ruling0@B-(August 16, 2005), the
Commission determined that “troubleshooting” amnfij prewritten software is the taxable repair or
renovation of tangible personal property. The dptons of the January 2, 2002 transactions liatzul/e all
suggest that tangible personal property was “fixeeause it was either broken and repaired or lsedau
was restored to a former, better state. Withdditeonal evidence to suggest otherwise, the Cormsiris
finds that transactions with these characteristies taxable repairs or renovations of tangible qreak
property.

As a result, the Commission rejects the Petitisnargument that services to repair or
renovate tangible personal property should, insteaddeemed nontaxable services to modify or adapt
prewritten computer software to a customer’s negdsquipment, as set forth in the old version ofeRu
92(D) or the current version of Section 59-12-1G2(6). Nor does the Commission believe that repair
renovation services should be deemed nontaxablécesr“for software maintenance, consultation in
connection with a sale or lease, enhancementqgrading,” as set forth in the old version of RA&B).

To find otherwise would be to ignore the statutat timposes tax on repairs or renovations of tamegibl
personal property.
. Four Types of Transactions on Schedule 2 that the Petitioner Contests.

A. Configuring Computer PETITIONER REP. proffers that a large numbethef

transactions listed on Schedule 2 concern chaogestfigure” a computer or computer workstatiorttsat

it will operate. PETITIONER REP. explains thatew computer will not work until it is configuresa
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explains that configuring a computer generallyidies the following services: 1) setting up logirs i@nhd
network authentications, such as user names amsvpeds; 2) setting up “networking protocols,” which
enable an individual workstation and computer tmgwnicate and work with the local network, the inéd,
and email; 3) setting up spyware and virus scama setting up calendars and contact systems.

PETITIONER REP. explained that his company perftimese services on computers that it
sells, as well as on computers that it has not dedat computers that his company sells, PETITIONREP.
proffers that its “configuration services” chargdisted separately from any charges to purchasbuaae
and software. As an example of this type of camfigion charge, PETITIONER REP. refers the Comrmissi
to transactions described as “NRT Agent setup”agedl3 of Schedule 2. PETITIONER REP. explainis tha
these transactions relate to COMPANY A (“COMPANY)Airing his company to set up a workstation and
computer for each new agent hired. PETITIONER R&Bues that such services should not be deemed
taxable.

The Division, on the other hand, states thatafdbnfiguration services were associated with
the sale of the computer, the services would besidened part of the taxable sale of tangible peakon
property, even if the service charge were statpdra¢ely. The Commission disagrees. The conftgra
services are not included in the price of a compuated there is no evidence to suggest that thédPetr
requires a customer purchasing a computer to alsthpse the configuration services. Furthermdme, t
Petitioner performs these services on computeateas not sell, as well. It is also conceivabld thany
computer purchasers either configure their comguteemselves or have in-house staffs to perforrh suc
services. As a result, the Commission considersonfiguration services, as described by theiBeét, to
be a separate and distinct transaction not inclidéte “purchase price” of a computer. Accordinghe

Commission must determine whether the Petitiormngiguration services are taxable as either thairer
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renovation of tangible property or the installatimintangible personal property in connection withew
tangible personal property.

The configuration services do not appear to balikexrepairs or renovations, as there is no
indication that existing equipment is broken anddgeto be fixed or restored to a former, bettaestalor
does the Commission consider the configurationisesvdescribed by the Petitioner to be the taxable
installation of tangible personal property to tdotgi personal property. Although the Petitioner’s
configuration services may include the installatddrcertain spyware or virus programs to a comptier
Commission concludes, from the Petitioner’s desiorip that the configuration services consist maufl
entering passwords and IDs, setting features dwaoé to ensure that the computer will communigéte
the computer network, and performing other similantaxable services. As a result, it appearsttieat
installation of any free or existing spyware orugrscans is incidental to the other, nontaxableicsss.
Accordingly, the Commission finds that the trangact on Schedule 2 that are described as NRT agent
setups are nontaxable. The Division is orderegntwove these and any other similar transactioms ft®
assessment.

Although the NRT agent setups generally show amiae price of $$$$$ per setup,
PETITIONER REP. also proffers that some setupsoahas much as $$$$$. To illustrate, he stagasth
engineering client may purchase a new computewamd all of his or her programs and information v
from the old computer to the new computer. PETNER REP. explains that the transfer of such
information is very complicated because of the timraeded to set up the programs and configureatlifes
in the same way they existed on the old compR&TITIONER REP. further states that his company may
have to go and work on the configuration two oeéhtimes before it is correct. For the same reason
discussed above for the NRT agent setup charge€dmmission would conclude that these more complex

configuration services are also nontaxable services
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B. “Fixing” Systems PETITIONER REP. asks the Commission to rulehoee specific

services his company provides that he believes@rtaxable enhancements or adaptations of softivate
are nontaxable pursuant to Rule 92(D) (prior toeJ28, 2004). First, PETITIONER REP. states that hi
company often provides services to reconfigureebup a system that was incorrectly set up thetfire by
another party. Unlike the configuration servicesf@grmed on new equipment, which is not brokenas &
defect, these systems have a defect that the dPetitis hired to fix or repair. For these reasdhs,
Commission finds such transactions are taxableinema renovations of tangible personal property.
Accordingly, the Commission agrees that such tretitsss are taxable.

Second, PETITIONER REP. explains that his compahired to “clean off” a virus from a
computer. Services to remove viruses that haeetgt a computer’s ability to function properlytoess a
computer to a “former better state” and, as a teguhlify as the taxable repair or renovation obenputer.
Although there may be some viruses that do notakira computer, services to remove these virusesdvo
also restore the computer to a “former better statel, as a result, also qualify as a taxable repai
renovation of a computer. Accordingly, the Comnaissagrees that such transactions are taxable.

Third, PETITIONER REP. states there are circuntganvhere his company must remove all
software and reload a computer from “scratch” sheoifor the computer to work properly again. Urttiese
circumstances, the Petitioner’s services are ta fikoken computer or restore a computer to a foribedter
state. Again, the Commission considers such seswvic be the taxable repair or renovation of tdegib
personal property. Accordingly, the Commission agréhat such transactions are taxable.

Nevertheless, the Commission recognizes that thatters are complex and that it would be
productive for the Commission to issue a bulletiadopt a rule to better explain the taxation pfies and
installations performed by the computer servicdsigtry, especially where those services are pegdrom

software. As a result, the Commission finds thater these specific circumstances, the tax orettiese
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types of transactions involving services perfornoedcomputer software will be imposed prospectively.
Although the Commission will not require paymentanf on these transactions for purposes of thisapp
the Petitioner will be required to collect tax arck transactions prospective to the date a buiketssued or

a rule is adopted that clarifies the transactionset taxable.

C. The “"COMPANY E” TransactianPETITIONER REP. also contends that a specific

transaction between the Petitioner and the COMPANYCOMPANY E”) is nontaxable. The transaction,
listed on page 1 of Schedule 2, is dated Janua?2p@)2 and concerns a $$$$$ charge for a “complete
conversion ofall ( X )datato( X ) tablewsttures .. ..” PETITIONER REP. explains that iepany had
previously written algorithm software for COMPANYtEat enabled it doctors to predict the outcomigsof
surgeries. The Petitioner has not sold or markigtedoftware to any other customer. PETITIONERPRE
further explains that this specific transactionraiett COMPANY E hiring his company to “fine-tundie
algorithm program so that its doctors would hawedbility to receive data in a different formatnhaad
previously been available.

After hearing PETITIONER REP.’s explanation ofttransaction, the Division states that it
does not believe the transaction is taxable anddvmot object to the Commission ordering it to renadt
from the assessment. The Commission finds thdtdhsaction appears to be a service that hasieeened
nontaxable pursuant to the current version of R@C). For these reasons, the Commission orders th
Division to remove this specific transaction frais assessment.

D. Monthly Contract ChargesApproximately one-third of the assessment camcer

contracts that the Petitioner entered into witlitestsuch as COMPANY F and COMPANY A. Pursuant to
these contracts, PETITIONER REP. states that higpamy charged the entities a monthly fee to maintai
their computer networks and act as a network aditnaidbr. For most periods, the monthly fee paid by

COMPANY F was $$$$3$, while the monthly fee paid@®MPANY A was $$$$$.
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PETITIONER REP. explains that during the auditqubrhis company would maintain these
customers’ networks and perform services that ohedls 1) making sure that the network was “optimized
(i.e., working efficiently); 2) maintain support g and operating systems, which involves addird) an
deleting users, as necessary, from the networkremntaining security so that each user could oobeas
the appropriate portion of the network; 3) cleanimgises from the network or from computers, adlede
and 4) troubleshooting other problems that wouiskarPETITIONER REP. admits that his company did n
invoice the separate services that it performeti eaanth for each of these clients and that it ltaenords
to detail the various services performed duringatheit period.

The Division admits that some of these servicegldvbe nontaxable if separately stated and
invoiced, such as adding and deleting users froetaork. However, the Division also contends tither
services performed by the Petitioner were for téxedpairs or renovations. Because the nontasainléces
are not stated separately from the taxable servibesDivision contends that the entirety of thenthdy
charges should be deemed taxable.

The Commission agrees with the Division. Firse Commission finds that some of the
services the Petitioner performed under these actstivere for the taxable repair or renovatiorangtble
personal property. As explained earlier, fixingugi problems and troubleshooting other problemstise
with computer hardware and software are considéredepair or renovation of taxable tangible peason
property. The Petitioner's monthly charge combiitesharges for taxable services to repair or vat®
tangible personal property with other charges, sofwéhich appear to be nontaxable. Furthermoergtis
no evidence to show how the monthly charge is ajpwd between the taxable and nontaxable charges.
Section 59-12-102(67)(c)(ii) and Rule 92(D) (priordune 29, 2004) specify that a taxpayer museggge
nontaxable charges from taxable charges. Otherthisentire charge is taxable. In addition, Uaalimin.

Rule R865-19S-22 specifies that a retailer shatbkand preserve complete and adequate recordaréhat
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necessary to determine the amount of sales andxifa which the entity is responsible. The Retier has
not provided evidence from which the Commission datermine the amount of the monthly charge that is
nontaxable. For these reasons, the Commissioragrieh the Division that the entirety of these iy
charges are taxable.

Nevertheless, earlier the Commission explainetlith@as decided to apply prospective
compliance to certain taxable transactions that iomolve services performed on software. At thaiing,
the Division asked the Petitioner whether the sewiperformed under the monthly contracts included
services performed on hardware. The Petitioneffgnexd that it did not perform any services on haarck,
except to pick up malfunctioning equipment anddslit to the manufacturer to be fixed. Basedhis t
information, it appears that the monthly chargely aoncerned taxable services performed on software
which the Commission has decided to tax prospédgtigad nontaxable services. Under these circumsts
the Commission finds that an application of prosipecompliance would be appropriate to the Pet#is’
monthly contracts, as well. Accordingly, the Corasion will not require the Petitioner in this apideaay
over sales tax that it did not collect on the mgndontracts. However, the Petitioner will be reqd to
collect tax on such monthly contracts prospectivéhe date a bulletin is issued or a rule is adbghat
clarifies the services performed on software toaxable.

ORDER

Based upon the foregoing, the Commission findsti@COMPANY E transaction on the
first page of Schedule 2 is not subject to tax.adlition, the Commission finds that the transastifor
configuration services that are described as NR@&ntgetups on Schedule 2 and any other similar
transactions are not subject to tax. Furthermttre, Commission finds that it will apply prospective
compliance only for the three types of transactionslving software that are described in Sectib{g)

(“Fixing Systems”) and the taxable monthly charthes are described in Section (11)(D) (Monthly Crarat
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Charges). The Commission sustains the Divisicssgasment of tax on any other transactions atiis e
appeal. Itis so ordered.
This decision does not limit a party's right tocarRal Hearing. However, this Decision and

Order will become the Final Decision and Orderlef Commission unless any party to this case files a
written request within thirty (30) days of the dafehis decision to proceed to a Formal HeariSgch a
request shall be mailed to the address listed batamust include the Petitioner's name, addredsagpeal
number:

Utah State Tax Commission

Appeals Division
210 North 1950 West
Salt Lake City, Utah 84134

Failure to request a Formal Hearing will preclaay further appeal rights in this matter.

BY ORDER OF THE UTAH STATE TAX COMMISSION:

DATED this day of 2008.
Pam Hendrickson R. Bruce Johnson
Commission Chair Commissioner

Marc B. Johnson
Commissioner
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Partial Concurrence and Partial Dissent

I concur with my colleagues’ conclusions on thenis they have chosen not to tax. |
specifically commend the conclusions reached ore jag and page 13 relating to “fixing systems” and
“monthly contract charges” where my colleagues tmetaxes should be collected prospective todbea
bulletin is issued or a rule is adopted that desithe transactions that are taxable.

However, | respectfully dissent from my distindwesl colleagues where they sustain “the
Division’s assessment of tax on any other transastat issue in the appeal.” The Petitioner magieoa
faith effort to correlate sales tax to his businggsrations and he testified he consulted andvietbthe
advice of a CPA. The problem is there are justhesr guidelines. And a railroad decision isermbugh to
give this body any guidance on computer hardwadesaftware systems.

| hold the Commission should abate all taxes amerést associated with this case. In
addition, all audits in these matters should b@ended, until the Commission completes the rulengaki

process and a bulletin is issued which establistezs guidelines.

D’Arcy Dixon Pignanelli
Commissioner

Notice: If a Formal Hearing is not requested as discuabesle, failure to pay the balance resulting frois th
order within thirty (30) days from the date of thisler may result in a late payment penalty.

KRC/06-1038.int
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