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Overview of Contents

• Background on Sales Taxation of Services in Virginia.

• Federation of Tax Administrators Nationwide Surveys of Sales Taxation of Services.

• Issues in Taxing Services.

• The Florida and Massachusetts Attempts to Impose Broad Sales T axes on

Services.

• Sales Taxation of Mixed Transactions.

Historical Basis for Limiting Sales Tax To Sales of Tangible Personal
Property ("TPP")

• The sales tax was introduced in many states in the 1930's.

• At that time, the economy was focused on the production and sale of tangible

property.

• Services accounted for a small portion of economic activity.

• As a result, most states' sales taxes are based on the sale of tangible property.

• Today's economy has shifted to provision of services.

• Sales tax on tangible property does not fully "capture" modern economic activity.

Services Taxed By Virginia

• Services provided in connection with the sale of personal property.



• Meals served in restaurants and hotels.

• Transient accommodations of less than 90 days.

• Fabrication of tangible personal property for consumers who furnished the materials

used in the fabrication.

• Rental of tangible personal property.

Federation of Tax Administrators (FTA) Studies

• Surveys of states' sales taxation of services.

• Original 1990 survey updated in 1992 and 1996.

• Includes sales taxes and other gross receipts taxes.

• Surveyed 164 selected services in eight broad categories.

• In general, the survey shows a trend that states that tax services have taken

the approach of taxing selected services rather than imposing a broad based

tax on services.

• List of selected services surveyed by category in Appendix A.

1990 FTA Survey

• Most states taxed some types of services.

• Extent of service taxation varied considerably among the states.

• Hawaii, New Mexico, and South Dakota had general sales tax systems with broadly

defined bases that tax the bulk of the enumerated services.



• Delaware and Washington State imposed no general sales tax, but assessed

business privilege gross receipts taxes on most businesses which are similar to

general sales taxes.

• Several other states taxed a large number of selected services, except for

professional services.

• Some states, including Virginia, taxed comparatively few services.

Trends Apparent from the 1992 FTA Survey

• States were taking a more incremental approach to broadening the sales tax base.

• States continued to have take the approach of taxing additional selected services

rather than imposing a broad based tax on services.

Trends Apparent from 1996 FTA Survey

• The rate of expansion of the sales tax base to include services has declined.

• With improvement in the economy, states were reluctant to impose tax increases or

new types of taxes.

• No state has undertaken a broad-based expansion of the sales tax to services.

• Fewer states enacted legislation expanding the sales tax base to selected services

than in earlier years.

• Most of the activity during both periods is in the business services category .The

next most common category was personal services. No state added any new

professional services to their sales tax base during either period.

How Does Virginia Compare to Other States in Taxing Services?

• The number of services taxed by states in the FT A survey ranged from a low of zero

to a high of 157 services.



• Of the states surveyed, Virginia ranked 44th in the number of services taxed.

• Only 7 states tax fewer services.

• The majority of states tax more services than Virginia.

• The graph on the next page depicts where Virginia ranks among the states

regarding total number of services taxed.



Total Number of Services Taxed by States

Categories of Services Surveyed

• The 164 services surveyed by the FTA were placed in one of eight broad

categories:

q Admissions and Amusements

q Repairs, Custom Fabrication and Installation

q Personal Services

q Business Services

q Computer Services

q Professional Services

q Utility Services

q Other Services



Admissions and Amusements

• Survey examined 14 admissions and amusement services.

• Admissions and amusements is the most widely taxed service category in the

survey.

• However, some states still tax very few services in this category.

• Videotape rentals are the most widely taxed service in the category.

• Other amusement services covered include pari-mutuel betting, billiard parlors,

bowling alleys, circuses, video and pinball machines, and membership fees for

private clubs.

Repairs, Custom Fabrication and Installation

• Survey examined 19 services.

• Widely taxed because of the close relationship to tangible personal property.

Personal Services

• Survey examined 20 different personal services.

• The number of states taxing each service varied widely.

• Generally, services involving TPP are taxed by a greater number of states.

Business Services

• Thirty-four business services were examined in the survey.

• Despite the revenue potential, many states still leave business services largely

untaxed because of concern over raising business costs.



Computer Services

• Survey examined 6 computer services.

• Computer software, programming, and related data processing services have

presented a problem for traditional sales taxes.

• The problems stem from the intangible nature of programming instructions, the lack

of need for a tangible medium for providing information, and the nature of the data

and information processing services performed with computers, as well as the

professional nature of the programming design and development services.

• States have, however, begun to tax certain services associated with computers.

Professional Services

• Survey examined 8 professional services.

• Most discussions of taxing services end up focusing on certain professionals such

as lawyers, accountants, engineers, and doctors.

• For various reasons, most states have avoided this area.

Utility Services

• Survey examined 16 utility services.

• With the exception of four states, all states tax some form of utility services either

through a sales tax or a gross receipts tax.

• Due to deregulation, Virginia changed the manner in which electricity and gas

services are taxed.

• Beginning in 2001, Virginia started imposing a consumption tax on electricity and

gas based on volume.



Other Services

• The survey examined several other categories including such items as agriculture,

industrial mining, construction, transportation and storage, finance, insurance, and

real estate, automotive, and leasing and rental services.

• These areas tend to be relatively untaxed (except for the leasing and rental area)

except in states that tax a large number of other services or those that impose a

gross receipts tax on most enterprises.

Florida Sales Tax on Services

• In 1987, Florida enacted the broadest taxation of services in the country.

• Tax imposed on all services, including most professional services and advertising.

• As Florida already taxed many personal services, it was mainly an expansion of

existing sales tax to business services.

• Tax imposed on all services performed more than 50% in Florida. Later legislation

proposed a use tax on services performed outside of the state for an in-state

customer.

Repeal of Florida Sales Tax on Services

• Massive opposition, including advertising campaigns and boycotts of state by

service industries, media and media customers.

• Tax Executives International President described it as "bad tax policy" and "an

administrative nightmare."

• 77% of public opposed tax. 60% preferred raising general sales tax rate.

• Tax operational for 6 months.

• Repealed effective January 1, 1988.



• Replaced with a higher sales tax rate.

Massachusetts Sales Tax on Services

• Enacted in 1990.

• Imposed tax on services provided to businesses.

• Exemption for businesses purchasers employing five or fewer individuals.

• $20,000 exemption for purchases of professional services.

Repeal of Massachusetts Sales Tax on Services

• Professionals led fight to repeal tax.

• Tax repealed (retroactively) two days after its effective date in 1991 in exchange for

massive cuts in state educational and human services spending.

Selected Issues in Taxing Services

• Should service providers receive an exemption for their purchases of TPP?

• Should service providers receive an exemption for their purchases of taxable

services?

• Should governmental and non-profit purchasers receive an exemption for their

purchases of taxable services?

• Should in-state service providers collect tax on services performed for out of state

customers?

• Should in-state customers pay a use tax on services performed by out of state

service providers?

• How should services performed partly in one state and partly in another be treated?



• How should mixed transactions be treated?

Mixed Transactions

• Mixed transactions are a significant issue in the retail sales & use tax.

• A mixed transaction is a sales transaction that includes both the provision of taxable

tangible personal property and the provision of an exempt service.

• To apply the retail sales and use tax to mixed transactions, states have adopted the

"True Object Test."

The "True Object Test"

• If the "true object" of a transaction is the tangible personal property conveyed, the

transaction is taxable;

• Likewise, if the true object of the transaction is the provision of an exempt service,

the transaction is exempt.

Variants of the "True Object Test"

• The true object test is a fact-based test.

• There are numerous variations among the states on how the test is applied.

• For example, in a District of Columbia court decision, the court ruled that because

the value of the tangible personal property only amounted to 10% of the value of the

transaction, the transaction was exempt.

State Courts Opting Out of the True Object Test

• When interpreting a case involving the true object test, some state courts have

developed different lines of reasoning to opt out of the test on a case by case basis.

Some courts have chosen to opt out of the test if:



q The sale is one of service with only an incidental transfer of tangible personal

property;

q A service or intangible personal property is purchased and the tangible personal

property is merely the form in which the service or intangible is embodied;

q The tangible personal property has value to no one but the purchaser; and

q After use, the tangible personal property is valueless.

Virginia's True Object Test

• "In order to determine whether a particular transaction which involves both the

rendering of a service and the provision of tangible personal property constitutes an

exempt service or a taxable retail sale, the "true object" of the transaction must be

examined. If the object of the transaction is to secure a service and the tangible

personal property which is transferred to the customer is not critical to the

transaction, then the transaction may constitute an exempt service. However, if the

object of the transaction is to secure the property which it produces, then the entire

charge, including the charge for any services provided, is taxable." 23 VAC 10-210-

4040(D)

Examples of the True Object Test in Virginia

• Exempt transaction: A transaction, which includes the electronic transmittal of

current stock market quotations via a terminal. The object of the transaction is to

obtain information. The tangible personal property included serves only as a medium

for securing the service.

• Taxable transaction: A portrait painted by an artist. While the majority of the charge

by the artist is for his service and expertise as an artist, and the actual "cost" value

of the tangible personal property is de minimis, the true object of this transaction is

the finished product, i.e., the portrait.



History of the True Object Test in Virginia

• Virginia statutes do not set forth the true object test.

• Prior to 1977, the true object test was only used in administrative rulings of the

Department of Taxation.

• Virginia's use of the true object test was based primarily on rulings of the Ohio

courts, a state with very similar of the sales and use tax statutes.

• In 1977, the Virginia Supreme Court, in WTAR Radio-TV v. Commonwealth, 217 Va.

877,234 S.E.2d 245 (1977), upheld the use of the true object test as a determining

factor as to the taxability of mixed transactions.

• The courts provided in WTAR Radio-TV v. Commonwealth that when tangible

personal property provided in a mixed transaction is inconsequential to the service

rendered, the transaction constitutes an exempt service, and vice versa.

• Other states with similar sales tax statutes to Virginia have also successfully

incorporated the true object test in determining the tax application to mixed

transactions.

• In 1985, the Department of Taxation revised its Services regulation to specifically

include the true object test as the department's method of determining the tax

applications to mixed transactions.

• The regulation expounds on the true object test to provide that when the service and

the tangible personal property are critical to the transaction, the department will look

at the degree of customization, uniqueness or specific services provided in

determining the appropriate tax application.



Rulings of the Department of Taxation

• The Department of Taxation has issued a large number of administrative rulings that

address the taxation of mixed transactions. In each case, the true object test was

used to determine how the transaction was taxed.

• In the past five years, TAX has issued approximately 85 administrative rulings that

contained issues related to the true object test.

Recurring Issues in Rulings

• It is because the true object test is a fact-based test that the department has

received many ruling requests on this subject.

• When requesting a ruling on the true object test, taxpayers strive to differentiate their

fact scenario from the already established rulings of the department.

• This practice leads to multiple rulings on the same subject matter but does not

necessarily indicate that the true object test is a major area of controversy.

• The following is a list of some common issues noted in the department's rulings and

the department's position on each issue.

• Government Contractors: The overall contract governs true object determination;

separate task orders or work orders under the contract do not change the overall

treatment of the contract. If contract does not state the overall purpose, individual

task orders, work orders, etc. may be used to determine the true object on a

separate basis.

• Security Systems: Charges for monitored security systems are an exempt service.

Charges for non-monitored systems are retail sales.

• Electronic Information Services: Information services are generally an exempt

service under the true object test. Such services include stock quotation services,



marketing information services, real estate listing services, credit reporting services,

and ticket ordering services.

• Mailing Lists: Customized mailing lists generated to conform to customer

specifications are an exempt service. Standard lists are taxable sales if provided in a

tangible format. If transmitted electronically, standard lists are an exempt service.

• Equipment with or without Operators: Charges for equipment that includes one or

more operators is an exempt service. Equipment rentals or leases without the

provision of operator(s) are taxable sales.

• Home Health Care Services: The provision of home health care is an exempt

service. Purchases made by the provider of the service are generally taxable

although tangible personal property may be transferred to the patient.

• Funeral Homes: Funeral homes are providers of exempt services. However,

itemized charges for caskets, vaults, flowers, cards, and clothing are considered

retail sales.

• Drawings and Blueprints: Professional drawings and blueprints produced by

architects, engineers, patent artists, etc., are exempt services. Charges for copies of

the drawings or blueprints are retail sales.

• Video and Audio Tapes: The production of a master video and audio tapes or

recordings are retail sales. Production costs such as recording, editing, filming,

dubbing, studio time and similar services that are included in the charge are taxable.

• Training Classes and Seminars: Charges for seminars and training are exempt

services. Tangible personal property such as training manuals, books, ID badges,

and other materials provided with the training class or seminar are not retail sales. If

these items are sold separately, the transaction is a retail sale.

• Cable and Satellite Television: Providing cable and satellite television is an

exempt service. Charges for tangible personal property provided as part of the



service are not retail sales. Cable and satellite television equipment sold without the

provision of the television service is a retail sale.

• Photographs: Slides, photographs, transparencies produced from camera film are

retail sales.

• Prepaid Phone Cards: Prepaid phone cards are considered an exempt service.

The true object is the phone service, not the card. An exception is collectible phone

cards, which have value beyond the phone service itself .

• Portable Toilets: Charges for the use of portable toilets are retail sales although the

charge may include waste disposal services.

• Linen Services: Charges for the use of linens, uniforms, and surgical gowns are

taxable rentals or leases although the items are picked up and cleaned.

• Motor Vehicle Painting: The painting of motor vehicles is an exempt service.

• Creative Works: Charges for creative works such as portraits, artwork, play scripts

and musical scores are taxable retail sales when a tangible product is provided to

the customer.

• Word Processing: Charges for word processing are exempt services when an

original document is produced. Charges for additional copies of documents are retail

sales.














