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Transaction Privilege Tax Reform: 
The Construction Project has Progressed But is Not Yet Complete 
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 By now, most folks know that much effort has been made in the 
recent past (long after a couple of good-faith but failed attempts were 
made in the 1990s) to reform Arizona’s state and local transaction 
privilege tax (aka sales tax, or TPT) system.  The more recent effort grew 
some teeth in June 2012 when Governor Brewer created a task force to 
study the current tax system and explore ways to reduce compliance 
burdens and increase the integrity of the system.  After many long hours 
invested by a variety of stakeholders, the task force submitted a report at 
the end of 2012 with its findings and recommendations for reform.    
 

Key portions of the report were then introduced as House Bill 
2657, which got off to a great start but then died in the committee-
hearing process.  This bill’s fate was primarily due to concerns about the 
impact on cities of the proposed shift from tax on construction revenues 
at the job location to tax on materials purchases at the vendor location.  
Had House Bill 2657 been enacted into law, beginning in 2015, 
contractors would no longer have be taxable on their revenues for jobs 
performed in Arizona and, instead, would have only faced the economic 
burden of tax on their purchases of materials.  Additional concerns with 
this bill involved the cities’ desire to maintain their audit and collection 
independence from the state.   

 
After some political wrangling, House Bill 2111 became the vehicle 

for compromise in the tax-reform process.  In the end, after last-minute 
negotiations and surviving a heated political wrestling match, House Bill 
2111 was passed with near-unanimous support on the day before the 
legislative session ended. Governor Brewer then signed the bill into law 
with significant fanfare while recognizing that additional work is still 
needed.  

 
As the dust has settled, we find the newly-enacted House Bill 

2111, which takes effect on January 1, 2015 and which has some open 
questions that need to be answered to complete the reform project.  
Recognizing the need to fine-tune the changes brought about through 
this important reform process, the Department of Revenue has formed 
four implementation working groups – contracting, audit, administration, 
and online portal – which are open to participation by any interested 
party.  The first of these working-group sessions (for the audit group) 
took place on September 4, 2013, with more to follow. 
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The key changes in the TPT reform bill aimed at the contracting 

industry are summarized below, along with a brief description of an 
additional stand-alone bill, House Bill 2535, which was signed by 
Governor Brewer on April 29, 2013 – this bill enacted desperately-needed 
reform of the infamous “permanent attachment” rule for determining 
whether tax applies to the installation activities for certain tax-exempt 
machinery and equipment.  Finally, additional TPT reforms that are more 
generally applicable to all taxpayers are summarized for your 
convenience.  Stay tuned as the construction project continues through 
the working-group process…. 

Key Contracting Tax Changes  
 

1. Service Contractors Generally Not Taxable  
a. Beginning January 1, 2015, service contractors – those 

providing maintenance, repair or replacement activities – are 
generally not considered to be taxable on their revenues for 
state or city purposes 

b. Each contract is treated independently of another contract, 
which allows a contractor who normally performs non-
taxable maintenance, repair or replacement activities to work 
on a taxable contracting project (independently or as a 
subcontractor for a larger job) without tainting the revenues 
from the non-taxable activities 

c. This change only applies if the contract is with the “owner of 
real property” 
 OPEN QUESTION:  What if a person who leases real 

property needs to hire the contractor?  As the law is 
currently drafted, it appears that a contract with 
anyone other than the owner will be taxable, but this 
could be fixed in a technical corrections law.  Stay 
tuned…. 

d. The Department of Revenue must create a form of certificate 
to be used by a service contractor when working on a taxable 
job 

i. This certificate is issued on a contract-by-contract 
basis, after the contractor provides documentation 
indicating that a taxable contractor is liable for tax on 
the job 

ii. But the certificate can only be issued if the contractor 
doesn’t owe any tax 

 OPEN QUESTION:  If a contactor is denied a 
certificate, or doesn’t apply for a certificate due 
to known outstanding liabilities, does the 
contractor get a credit for tax paid that otherwise 
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should have been exempt?  Stay tuned…. 
 

2. Pre-Construction Services 
a. Current law requires that “design phase services” and 

“professional services” – generally referred to as pre-
construction services – must be in a contract that is separate 
from the “construction services” to avoid tax on the pre-
construction services 

b. Effective January 1, 2015, no separate contract will be 
needed to avoid tax on the pre-construction services if the 
terms, conditions and pricing are separately stated from the 
construction services 
 

3. Installation of Tax-Exempt Machinery, Equipment and Related 
Items (House Bill 2535) 
a. Purchases of machinery, equipment and related items used 

in a wide range of activities, such as electricity generation 
and manufacturing, have long been exempt from tax 

b. Before enactment of this bill, the question of whether tax 
applied to the revenues received by a contractor for installing 
these tax-exempt items depended on a convoluted analysis of 
whether the tax-exempt items were “permanently attached” 
to the real property, a standard the proved uncertain at best 
and therefore created significant controversy over many 
years 

c.  With retroactive application, House Bill 2535 demolishes the 
old “permanent attachment” rule in favor of a new 
“independent functional utility” rule for determining whether 
the installation proceeds are exempt from tax 

d. “Independent functional utility” essentially means that an 
item can perform its function without attachment to real 
property, other than attachment related to: 

i. assembling the item 
ii. connecting the item to another item 
iii. connecting the item to any utility or other service, or 
iv. stabilizing or protecting the item during operation 

e. Although some uncertainty may continue with this new 
standard, it should bring much more certainty to taxpayers 
and administrative simplicity to the taxing authorities, 
therefore minimizing the need for costly and unproductive 
challenges 

 
Other Key Changes 

 
1. Single Point of Administration for Licensing, Filing and Payment 
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a. Beginning January 1, 2015, there will only be one tax license 
needed for all TPT jurisdictions in Arizona, with only one 
return to be filed for all jurisdictions and only one tax 
payment to be made for all jurisdictions 

b. Filing monthly TPT returns and making payments will occur 
through an online portal to be established by the 
Department of Revenue, though paper returns and payments 
may continue to be used if desired by the taxpayer 
 

2. Audit Reforms 
a. As of January 1, 2015, taxpayers will no longer be subject to 

the potential for multiple audits by various tax jurisdictions 
i. A city auditor will only be permitted to audit for his or 

her city 
ii. Taxpayers in multiple jurisdictions can only be audited 

by the Department of Revenue 
b. The Department of Revenue will train and certify all 

auditors, both state and city auditors 


