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A recent Chief Counsel Advice memorandum determined that fees in connection with
access to online software represented services and, as such, should not be
considered qualified gross receipts for purposes of the Section 199 deduction.

Section 199 provides a deduction for businesses engaged, in whole or significant
part, in manufacturing or production in the United States. This includes, among
other activities, the sale, lease, rental, license, or exchange of computer
software.

Calculation of the Section 199 deduction is complex and utilizes, in part, qualified
gross receipts in the calculation. Treasury Regulation Section 1.199-3(i)(6)(ii)
clarifies the meaning of qualified gross receipts in relation to computer software.
The regulation provides that, in the absence of recognized exceptions, gross
receipts derived from “services” are not qualified gross receipts in the disposition
of computer software. Services include customer and technical support, telephone
services, and online services.  

In the facts outlined by the memorandum, the taxpayer operated online software
platforms that enabled users to engage in certain online activities, including the
operation of websites, user and non-user interface software applications, servers
where computer software is hosted (data centers), other hardware, and the computer
network. The taxpayer charged a fee for users to access the online software
platforms, but not a fee for software provided on the platforms. The taxpayer
included revenues from this fee as qualified gross receipts in calculating its
Section 199 deduction. 

The Chief Counsel determined the taxpayer could not include the fees as qualified
gross receipts in the calculation of the Section 199 deduction. Specifically, the
Chief Counsel held that the fees were not for direct use of software, but were
instead for access to the services provided by online software platforms. No
exceptions applied to the facts in question. Accordingly, because the fees
represented services, they were not qualified gross receipts.      

The ruling in this matter was limited to the taxpayer in question, but its reasoning
could serve as guidance in future decisions. Toward this end, taxpayers in similar
circumstances should review their user agreements, business models, and other facts
to determine eligibility to claim a Section 199 deduction.    
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For more information, contact Schnedier Downs or visit the Our Thoughts On blog.

 

You’ve heard our thoughts… We’d like to hear yours

The Schneider Downs Our Thoughts On blog exists to create a dialogue on issues that are
important to organizations and individuals. While we enjoy sharing our ideas and insights, we’re
especially interested in what you may have to say. If you have a question or a comment about
this article – or any article from the Our Thoughts On blog – we hope you’ll share it with us.
After all, a dialogue is an exchange of ideas, and we’d like to hear from you. Email us at
contactSD@schneiderdowns.com.

Material discussed is meant for informational purposes only, and it is not to be construed as
investment, tax, or legal advice. Please note that individual situations can vary. Therefore,
this information should be relied upon when coordinated with individual professional advice.
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