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Sales and Use tax compliance is a major challenge for businesses operating in the United States. 

Unlike many countries with a single national sales tax, US sales tax being a local levy, there are 

thousands of taxing jurisdictions. This means businesses must navigate a maze of different tax 

rates, taxability rules, filing schedules, and exemption requirements just to sell the same product 

in different states.

The complexity doesn’t stop there. The 2018 Supreme Court Wayfair decision changed the 

game by requiring businesses to collect and remit sales tax even if they have no physical 

presence in the state. Now, simply exceeding a certain number of sales or revenue in a state can 

trigger a tax obligation, making it even harder for remote sellers and online businesses to keep 

up. States have moved quickly to enforce these “economic nexus” rules, and the risk of audits and 

penalties for non-compliance is higher than ever.  Further, certain states levy sales tax on 

enumerated services, which is unknown to many businesses operating in the United States.

M2K’s US Sales Tax Series is designed to educate the readers/ businesses & simplify the 

complexities. In the series, we will explain how sales and use taxes work, when should you get 

registration, what are the compliances that would apply, etc. 

Foreword
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Historically, sales tax was primarily levied 

on sale of tangible personal property 

(goods). However, many states expanded 

their sales tax laws to include services, 

computer software and software as a 

service (SaaS) within the definition of 

taxable goods and services. 

The taxability of SaaS is also treated 

inconsistently across states i.e., 

some states tax SaaS as a service or 

as a tangible personal property, 

while others exempt it entirely.

The taxability of software generally 

hinges on its delivery method (physical 

or electronic) and its classification 

(prewritten or custom software).

Given the varied treatment of 

software & SAAS across the states, 

it is pertinent to understand the 

state law and collect sales tax if 

applicable
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Background



Taxability of prewritten software
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❑ Prewritten software or canned software refers to off-the-shelf software not designed for specific use of any purchaser. 

❑ Prewritten software could include accounting software, video games, browsers, etc.  

❑ Prewritten software sold on physical media (such as CD) is generally treated as tangible personal property and subject to sales 

and use tax. 

❑ Prewritten software which is downloaded electronically is treated as tangible personal property in certain states and hence 

subject to sales and use tax. 

 

State Taxability

New York Prewritten software is taxable, regardless of the mode of delivery. 

California Prewritten software is taxable, if delivered through physical media.  

However, it is not taxable if it is delivered electronically. 



Taxability of custom software
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❑ Software designed and developed to meet a specific customer’s needs is 

classified as custom software. 

❑ Custom software is typically exempt from sales tax in most states. 

❑ If the custom software is sold to someone other than the person for whom it 

was originally developed, it may become subject to sales and use tax.

 

State Taxability

Illinois Custom software is not taxable 

Tennessee Custom software is treated as tangible personal property and 

hence taxable. 



Taxability of SaaS
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❑ Saas refers to software which is accessed on the cloud through a license / subscription without the customer owning or 

downloading the software.

❑ Given that the customer does not “own” the software, some states treat it as renting a service rather than buying a product. 

State Taxability

New York Taxable 

California Does not tax digital goods

Iowa Not taxable if it is purchased for business use

Connecticut Taxed at a reduced rate if it is purchased for business use



Stay tuned for more updates on Sales & Use Tax
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Please find below the list of alerts proposed to be released in the series (every Tuesday & Thursday). In case you have missed the previous 

alerts, click on the hyperlink.

If you have downloaded this alert via LinkedIn, the links might not work, refer our website for the same - https://www.m2kadvisors.com
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1. Alabama
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41. Rhode Island
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1. Introduction to sales 

& use tax 

2. Situs of sale

3. Sales tax exemptions

4. Determining nexus 

5. Registration & 

compliances

6. Voluntary disclosure 

agreements

7. Sales tax on software 

& SAAS

General overview State wise overview

https://www.m2kadvisors.com/adminpanel/upload/Pub3224022458US%20Sales%20Tax%20Alert%201%20-%20Introduction%20to%20sales%20and%20use%20tax.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub3224022458US%20Sales%20Tax%20Alert%201%20-%20Introduction%20to%20sales%20and%20use%20tax.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub5005757232M2K%20-%20USA%20Sales%20Tax%20Series%202%20-%20Situs%20of%20sales.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub587309789US%20Sales%20Tax%20Alert%203%20%E2%80%93%20Sales%20tax%20exemptions.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub5857703821US%20Sales%20Tax%20Alert%204%20-%20Determining%20Nexus.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub4266492052M2K%20-%20USA%20Sales%20Tax%20Series%20-5%20-%20Registration%20&%20compliances.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub4266492052M2K%20-%20USA%20Sales%20Tax%20Series%20-5%20-%20Registration%20&%20compliances.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub6611775152US%20Sales%20Tax%20Alert-6%20-%20Voluntary%20disclosure%20agreement.pdf
https://www.m2kadvisors.com/adminpanel/upload/Pub6611775152US%20Sales%20Tax%20Alert-6%20-%20Voluntary%20disclosure%20agreement.pdf
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Thank You

This deck is intended for general guidance only and hence should not be considered as an advice or opinion.   
We do not accept any responsibility for loss occasioned to any person acting or refraining from action as a result 
of any material in this deck.  On any specific matter, reference should be made to the appropriate advisor.  

For any queries, reach us at:
support@m2kadvisors.com; +1 (707) 800 8229

USA

M2K Advisors Inc 

16192 Costal Highway, 

Lewes,  County of Sussex, 

Delaware - 19958 India - Chennai

M2K Advisors LLP

7th Floor, Briley One, 

No. 30/ 64 Ethiraj Salai, 

Egmore, Chennai – 600 008, 

Tamil Nadu, India

Singapore

M2K Advisors Pte Ltd

The Octagon,  

105 Cecil Street,  #13-02

Singapore 069534

UAE

M2K Advisors LLC

Sharjah Business Center, 

Sharjah Media City Free 

Zone, Al Messanaed, 

Sharjah, UAE

India - Bengaluru 

M2K Advisors LLP

ClayWorks, South End Rd, 

Vijayarangam Layout, 

Jayanagar, Bengaluru, 

Karnataka 560070
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