ST 08-0176-GIL 12/10/2008 SERVICE OCCUPATION TAX

This letter concerns tangible personal property transferred incident to sales of service. See 86
lIl. Adm. Code 140.01. (Thisis a GIL.)

December 10, 2008

Dear XxXxxx:

This letter is in response to your letter dated October 9, 2007, in which you request
information. The Department issues two types of letter rulings. Private Letter Rulings (“PLRs”) are
issued by the Department in response to specific taxpayer inquiries concerning the application of a
tax statute or rule to a particular fact situation. A PLR is binding on the Department, but only as to the
taxpayer who is the subject of the request for ruling and only to the extent the facts recited in the PLR
are correct and complete. Persons seeking PLRs must comply with the procedures for PLRs found
in the Department’s regulations at 2 Ill. Adm. Code 1200.110. The purpose of a General Information
Letter ("GIL"”) is to direct taxpayers to Department regulations or other sources of information
regarding the topic about which they have inquired. A GIL is not a statement of Department policy
and is not binding on the Department. See 2 Ill. Adm. Code 1200.120. You may access our website
at www.tax.illinois.gov to review regulations, letter rulings and other types of information relevant to
your inquiry.

The nature of your inquiry and the information you have provided require that we respond with
a GIL. In your letter you have stated and made inquiry as follows:

Our client operates a business ("the company”) that sells business class telephone
systems and related components and services. We are requesting written technical
advice from the department concerning the application of the state's sales and use tax
on the company's sales of products and services based upon the following information.

Descriptions of Products and Services Sold

Telephone Systems - The company offers an array of telephone equipment for sale
including telephones, headsets, wall boards, and other related telephone system
components. The charge for the telephone systems includes the operation manuals.

Installation - The company offers their clients the option of paying an additional fee for
installing the telephone system components or arranging for the installation of the
telephone system on their own behalf. The optional installation service includes
installing and configuring the telephone system at the customer's location. Installation
may also include the affixing of certain components of the telephone system (i.e. wall
boards) to real property.

Training - The company also offers their clients the option of paying an additional fee
for training services. The service consists of instruction on the operation of the



telephone system. No operational manuals or other property are included with this
service, since the manuals are included in the charge for the telephone systems.

Custom Programming - Purchasers of the telephone systems are offered the opinion
of paying an additional fee for the modification of prewritten software necessary for the
proper operation of the telephone system. Customers may perform this service
themselves or hire third party vendors for this service.

Project Management - Project management fees are not a required component of the
sale of the systems. This charge represents the general management for determining
the equipment and personnel required and how they will be utilized in order to
implement the system.

Maintenance Contract - The company offers their clients the option of purchasing
maintenance contracts on the hardware and software sold with the system. In addition,
the charge for the optional maintenance contract is separately stated from the sale of
the system. Hardware maintenance contracts include parts and labor while the
software maintenance contracts include labor only. Updates to the software are
provided in tangible form. The maintenance contracts are performed by the company's
vendor for the system.

Software Licensing & Activation - Software fees include licensing the right to access
user account files. The number of user accounts granted depends on the customer's
requirements. The software is loaded onto the system and licenses are "activated". The
charge for activating user licenses is a mandatory component of the system, while the
software fee is optional.

Should you have any additional questions regarding the products and services sold, |
can be reached at #. Thank you in advance for your consideration.

DEPARTMENT’'S RESPONSE:

The lllinois Retailers’ Occupation Tax Act imposes a tax upon persons engaged in this State in
the business of selling tangible personal property to purchasers for use or consumption. See 86 lII.
Adm. Code 130.101. In lllinois, Use Tax is imposed on the privilege of using, in this State, any kind of
tangible personal property that is purchased anywhere at retail from a retailer. See 86 Ill. Adm. Code
150.101. These taxes comprise what is commonly known as "sales" tax in lllinois.

lllinois Retailers' Occupation and Use Taxes do not apply to sales of service that do not involve
the transfer of tangible personal property to customers. However, if tangible personal property is
transferred incident to sales of service, this will result in either Service Occupation Tax liability or Use
Tax liability for the servicemen depending upon his activities. For general information regarding
sales of service and Service Occupation Tax, see 86 Ill. Adm. Code 140.101 through 140.109.

Under the Service Occupation Tax Act, businesses providing services (i.e. servicemen) are
taxed on tangible personal property transferred as an incident to sales of service. See 86 Ill. Adm.
Code 140.101. The purchase of tangible personal property that is transferred to the service customer
may result in either Service Occupation Tax liability or Use Tax liability for the servicemen depending
upon his activities. The serviceman’s liability may be calculated in one of four ways: (1) separately-
stated selling price of tangible personal property transferred incident to service; (2) 50% of the
servicemen's entire bill; (3) Service Occupation Tax on the servicemen's cost price if the servicemen



are registered de minimis servicemen; or (4) Use Tax on the servicemen's cost price if the
servicemen are de minimis and are not otherwise required to be registered under Section 2a of the
Retailers' Occupation Tax Act.

Using the first method, servicemen may separately state the selling price of each item
transferred as a result of the sale of service. The tax is then calculated on the separately-stated
selling price of the tangible personal property transferred. If the servicemen do not separately state
the selling price of the tangible personal property transferred, they must use 50% of the entire bill to
the service customer as the tax base. Both of the above methods provide that in no event may the
tax base be less than the servicemen's cost price of the tangible personal property transferred. See
86 Ill. Adm. Code 140.106.

The third way servicemen may account for their tax liability only applies to de minimis
servicemen who have either chosen to be registered or are required to be registered because they
incur Retailers' Occupation Tax liability with respect to a portion of their business. See 86 Ill. Adm.
Code 140.109. Servicemen may qualify as de minimis if they determine that the annual aggregate
cost price of tangible personal property transferred as an incident of the sale of service is less than
35% of the total annual gross receipts from service transactions (75% in the case of pharmacists and
persons engaged in graphics arts production). Servicemen no longer have the option of determining
whether they are de minimis using a transaction by transaction basis. Registered de minimis
servicemen are authorized to pay Service Occupation Tax (which includes local taxes) based upon
their cost price of tangible personal property transferred incident to the sale of service. Such
servicemen should give suppliers resale certificates and remit Service Occupation Tax using the
Service Occupation Tax rates for their locations. Such servicemen also collect a corresponding
amount of Service Use Tax from their customers, absent an exemption.

The final method of determining tax liability may be used by de minimis servicemen that are
not otherwise required to be registered under Section 2a of the Retailers’ Occupation Tax Act. Such
de minimis servicemen handle their tax liability by paying Use Tax to their suppliers. If their suppliers
are not registered to collect and remit tax, the servicemen must register, self-assess and remit Use
Tax to the Department. The servicemen are considered to be the end-users of the tangible personal
property transferred incident to service. Consequently, they are not authorized to collect a "tax" from
the service customers. See 86 Ill. Adm. Code 140.108.

The provision of engineering, design, consulting services or project management services that
do not include the transfer of any tangible personal property with the provision of the such services
does not result in Service Occupation Tax or Use Tax liability. The transfer of any tangible personal
property such as, for example, written reports, tangible media (CDs) and training manuals incident to
a sale of service would be subject to liability under one of the four methods described above.

A contract to incorporate tangible personal property into real property is considered a
construction contract. The term “construction contractor” includes general contractors,
subcontractors, and specialized contractors such as landscape contractors. The tax liabilities
regarding construction contractors in lllinois may be found at 86 Ill. Adm. Code 130.1940 and
130.2075 on the Department’s Internet website.

In lllinois, construction contractors are deemed end users of tangible personal property
purchased for incorporation into real property. As end users of such tangible personal property,
contractors incur Use Tax liability for such purchases based upon their cost price of the tangible
personal property. See 86 Ill. Adm. Code 130.1940 and 86 Ill. Adm. Code 130.2075. Therefore, any
tangible personal property that a construction contractor purchases that will be permanently affixed to
or incorporated into real property in this State will be subject to Use Tax.



If a contractor does not pay the Use Tax liability to its suppliers, the contractors must self
assess Use Tax liability and pay it directly to the Department. If the contractor has already paid a tax
in another state regarding the purchase or use of such property, it will be entitled to a credit against
its lllinois Use Tax liability to the extent that it has paid tax that was properly due to another state.
See 86 Ill. Adm. Code 150.310. The lllinois Use Tax rate incurred by an out-of-State construction
contractor on purchases of materials from an unregistered supplier located outside of this State is
generally 6.25% as described in subsection (c) of Section 130.2075.

It is important to note that since construction contractors are the end users of the materials that
they permanently affix to real estate, their customers incur no Use Tax liability, and the construction
contractors have no legal authority to collect the Use Tax from their customers. However, many
construction contractors pass on the amount of their Use Tax liabilities to customers in the form of
higher prices or by including provisions in their contracts that require customers to “reimburse” the
construction contractor for his or her tax liability. Please note that this reimbursement cannot be billed
to a customer as “sales tax,” but can be listed on a bill as a reimbursement of tax. The choice of
whether a construction contractor requires a tax reimbursement from the customer or merely raises
his or her price is a business decision on the construction contractor’s part.

In the specific case of installers of telecommunications systems, Section 1 of the Retailers’
Occupation Tax, in an attempt to ease the burden of administration, provides specifically that
“[c]onstruction contracts for the improvement of real estate consisting of engineering, installation, and
maintenance of voice, data, video, security, and all telecommunication systems do not constitute
engaging in a business of selling tangible personal property at retail within the meaning of this Act if
they are sold at one specified contract price.” The Department’s administrative rules elaborate on this
further by stating “[t]his provision applies to all of the items . . . even if they are not incorporated into
real estate.” See 86 Ill. Adm. Code 130.1940(c)(3).

As a result of the statutory and regulatory language, installers of telecommunications systems
are authorized to pay Use Tax to their providers on all equipment and supplies they purchase related
to the telecommunications systems they sell and install, even if some of those supplies are not
technically incorporated into real estate. This provision applies only if the sale and installation of the
telecommunications systems are packaged for one specified contract price.

Generally, sales of “canned” computer software are taxable retail sales in lllinois. Sales of
canned software are taxable regardless of the means of delivery. For instance, the transfer or sale of
canned computer software downloaded electronically would be taxable. However, if the computer
software consists of custom computer programs, then the sales of such software may not be taxable
retail sales. See 86 Ill. Adm. Code 130.1935(c). Custom computer programs or software must be
prepared to the special order of the customer.

Charges for updates of canned software are fully taxable pursuant to Section 130.1935. If the
updates qualify as custom software under Section 130.1935(c), they may not be taxable. But, if
maintenance agreements provide for updates of canned software, and the charges for those updates
are not separately stated and taxed, then the whole agreements would be taxable as sales of canned
software. Custom computer programs or software are prepared to the special order of the customer.
The selection of pre-written or canned programs assembled by vendors into software packages does
not constitute custom software unless real and substantial changes are made to the programs or
creation of program interfacing logic. See Section 130.1935(c)(3). If transactions for the licensing of
computer software meet all of the criteria provided in Section 130.1935(a)(1), neither the transfer of
the software or the subsequent software updates will be subject to Retailers’ Occupation Tax.



Assuming that the services provided, such as installation, phone support, training and
seminars, do not require the transfer of tangible personal property to the recipients of those services,
charges for such services are exempt if they are separately stated from the selling price of canned
software. See Section 130.1935(b). If computer software training or other support services are
provided in conjunction with a sale of custom computer software or a license of computer software,
the charges for that training are not subject to tax.

In general, maintenance agreements that cover computer software are treated the same as
maintenance agreements for other types of tangible personal property. See 86 Ill. Adm. Code
130.1935(b).

The taxation of maintenance agreements is discussed in subsection (b)(3) of Section 140.301
of the Department’s administrative rules under the Service Occupation Tax Act. See 86 Ill. Adm.
Code Sec. 140.301(b)(3). The taxability of agreements for the repair or maintenance of tangible
personal property depends upon whether charges for the agreements are included in the selling price
of the tangible personal property. If the charges for the agreements are included in the selling price
of the tangible personal property, those charges are part of the gross receipts of the retail transaction
and are subject to tax. In those instances, no tax is incurred on the maintenance services or parts
when the repair or servicing is performed. A manufacturer's warranty that is provided without
additional cost to a purchaser of a new item is an example of an agreement that is included in the
selling price of the tangible personal property.

If agreements for the repair or maintenance of tangible personal property are sold separately
from tangible personal property, sales of those agreements are not taxable transactions. However,
when maintenance or repair services or parts are provided under those agreements, the service or
repair companies will be acting as service providers under provisions of the Service Occupation Tax
Act that provide that when service providers enter into agreements to provide maintenance services
for particular pieces of equipment for stated periods of time at predetermined fees, the service
providers incur Use Tax based on their cost price of tangible personal property transferred to
customers incident to the completion of the maintenance service. See 86 Ill. Adm. Code Sec.
140.301(b)(3). The sale of an optional maintenance agreement or extended warranty is an example
of an agreement that is not generally a taxable transaction.

If, under the terms of a maintenance agreement involving computer software, a software
provider provides a piece of object code (“patch” or “bug fix”) to be inserted into an executable
program that is a current or prior release or version of its software product to correct an error or
defect in software or hardware that causes the program to malfunction, the tangible personal property
transferred incident to providing the patch or bug fix is taxed in accordance with the provisions
discussed above.

In contrast to a patch or bug fix, if the sale of a maintenance agreement by a software provider
includes charges for updates of canned software, which consist of new releases or new versions of
the computer software designed to replace an older version of the same product and which include
product enhancements and improvements, the general rules governing taxability of maintenance
agreements do not apply. This is because charges for updates of canned software are fully taxable
as sales of software under Section 130.1935(b). (Please note that if the updates qualify as custom
software under Section 130.1935(c) they may not be taxable). Therefore, if a maintenance agreement
provides for updates of canned software, and the charges for those updates are not separately stated
and taxed from the charges for training, telephone assistance, installation, consultation, or other
maintenance agreement charges, then the whole agreement is taxable as a sale of canned software.



| hope this information is helpful. If you require additional information, please visit our website
at www.tax.illinois.gov or contact the Department’s Taxpayer Information Division at (217) 782-3336.
If you are not under audit and you wish to obtain a binding PLR regarding your factual situation,
please submit a request conforming to the requirements of 2 Ill. Adm. Code 1200.110 (b).

Very truly yours,

Richard S. Wolters
Associate Counsel

RSW:msk



