
I
t is well known that state and local
t a x i n g j u r i s d i c t i o n s a c ro s s t h e
nation are scrambling for desper-
at e l y n e e d e d re ve nu e s t o f i l l
unprecedented budget gaps. The

lag in the current economy and with fed-
eral funding shrinking, state and local
governments have been forced to come
up w ith new sources of revenue to bal-
ance their budgets while proposing wide-
spread spending cuts that have lef t the
taxpayer communit y reeling.

This has had a dramatic effect on the
tax enforcement sect ions of state and
local governments across the countr y.
Taxpayer audit activity by state and local
governments is reaching a record level,
not only in terms of the sheer grow ing
number of taxpayers being subjected to
an examinat ion, but in the depth and
scope of such audits, which have increased
dramatical ly in these recent economic
t imes. This has resulted in the ent ire
audit examinat ion pro cess across the
nat ion taking on an alarmingly newer
and longer life.

T here is no quest ion t hat t he con-
struct ion industr y is among those most
affected by this new trend. Although this

activ ity is not necessarily a strategically
planned and targeted attack against the
industr y by state and local governments,
it may be a function of the complexit y
and dy namics of construct ion projects
which present a significant challenge in
making accurate sales and use tax deter-
minations. Eyeing the significant dollar
amounts that generally accompany such
projects, examiners are digging deeper
into construct ion documents than ever
before, looking for specific items to ques-
t ion and scrutinize. Their goal is simply
to catch taxpayers off guard, both from
a documentat ion standpoint and a sales
and use taxabilit y-decision standpoint.
Given the jurisdict ionally var y ing state
and local sales and use tax rules across
the countr y and the diverse applicat ion
of such rules by each jurisdiction, the exact
same project could be taxed completely
differently from one jurisdict ion to the
next. Since the nature of each project
and the specific part ies to such projects
can also var y from project to project,
construction businesses are continually
required to make complex sales and use
taxabi l it y decis ions. This dr ives state
and local sales and use tax examiners to
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separate, proactive sales and use tax “examination-ready” f i le for each specif ic job or

construction project can turn the tables on any sales and use tax examiner.



.............................................................................................................................................................................

scrutinize such decisions relentlessly to
m ax imiz e opp or t unit ies to cha l lenge
wherever they can. With regard to the
documentat ion issue, the fact that state
and local sales and use tax examinations
can usual ly go back as far as three to
four years (depending on the jurisdic-
t ion) creates a ver y real and pract ical
issue for the construction industr y since
such businesses often do not maintain the
sufficient level of documentation to sat-
isf y a tax examiner scrutinizing a spe-
c i f i c p roj e c t t h at w a s f i n i s h e d a n d
completed years b efore t he examiner
walked in the door.

Go on the attack
How can you be better prepared in an envi-
ron m e nt w h e re t h e o d d s a re s t a cke d
against you? As the say ing goes, the best
offense is a good defense.

Creat ing and maintaining a separate,
proact ive sales and use tax “examina-
t ion-ready” fi le for each specific job or
construction project is the solution to this
problem and can turn the tables on any
sales and use tax examiner. It has been
this author’s opinion that no matter which
state or local taxing jurisdict ion across
the countr y is involved, having an effec-
t ive, proact ive system and approach in
place from the ver y beginning of a pro-
ject w il l consistently result in a mini-
mal amount of unanticipated sales and
use liabilit y under future examination.

Setting up an effective system and
approach
T h e mo s t i mp or t a nt a s p e c t i n m a x i -
mizing the effect iveness of a proact ive
sales and use tax system is to address
the relevant issues during the job pro-
posal process. Taking a solid, hard look
at the sales and use tax consequences of
a project dur ing the proposal process
can lead to the up-front identification of
s i g ni f ic ant l iabi l i t y issues t hat cou ld
affect the pricing and budgeting of the
project. All too often, hidden liabil it y
issues identified by a sales and use tax
examiner subsequent to a project’s com-
pletion result in a contractor being liable
for taxes that could have been passed

through to the customer in the proposal,
result ing in a hit to the overal l job prof-
itabilit y.

Another benefit of focusing on sales
and use tax during the proposal process
is that it provides the flexibility to ensure
proact ively that the proposal and con -
tract language is presented in the most
advantageous fashion from a sales and
use tax perspect ive. Gear ing language
to specifical ly address a part icular state
and local sales and use taxing jurisdic-
tion’s capital improvement exemption, for
example, can lead to a smoother future
examination process w ith less scrutiny
from an examiner. On the flip side, this
process also ensures that the proposal or
contract contains no language that could
lead to unnecessar y scrutiny by an exam-
iner upon future audit. This process pro-
vides one the opportunity to cleanse the
documents of language that can cause
ambiguity with respect to a project’s tax-
abilit y, in whole or in part. Lastly, if it
is determined that a particular customer
proposal or contract contains a combi-
nat ion of taxable and nontaxable ser-
v ices, the oppor tunit y is prov ided up
front to make a proact ive al locat ion to
determine the most favorable and sup-
portable sales and use amount due w ith
respect to the taxable aspect of the pro-
ject. This, in effect, turns the tables and
places the burden on the examiner to
rebut the al locat ion and associated tax.
Attempt ing to address this a l locat ion
years af ter a project’s complet ion and
not having all of the relevant informa-
tion readily available (or not at all) usu-
al ly makes the negotiat ion process ver y
advantageous to the examiner.

Implementing an effective system and
approach can lead to the detect ion of
hidden benefits as wel l , such as avai l-
able economic development and enter-
prise zone sales and use tax exemptions.
Sur pr is ing ly, these par t icular exemp-
tions are often missed in a vast array of
available areas across the country and rarely
fully recouped if discovered after a pro-
ject’s completion. Another up-front ben-
efit to this process is in the area of projects
on behalf of tax-exempt organizat ions.
There are specific strategies in part icu-
lar state and local taxing jurisdict ions
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around t he count r y t hat c an b e u se d
when structuring the acquisition of mate-
r i a l s a nd e qu ipment for a proj e c t on
behalf of such organizat ions that can
y ield significant monetar y benefits to
the contractor by reducing the overall sales
and use tax costs related to the project.
T his c an have a s i g ni f ic ant favor able
impact on a project’s overal l profitabil-
i t y. O nce t he t r a ns a c t ions have b e e n
structured and completed, it is v ir tually
impossible to go back and undo what
was done and thus the available benefits
are lost.

Documentation issue
The sing le largest issue facing a con-
str uct ion business undergoing a sales
and use tax examination is documenta-
t ion. As prev iously stated, if not pre-
pared it is often a ver y difficult task to
obtain complete files of project documents
years after their completion. This is exac-
erbated by the recent trend of examin-
ers demanding an even greater level of
detai l than ever before. Businesses that
have experienced previous sales and use
tax examinations and believe they have
adequate records and files for a future audit
are facing a new world of burdensome,
detai led documentat ion requests from
examiners that are extremely diff icult
to accommodate. Much of the required
subcontractor informat ion is diff icult
to obtain because subcontractors do not
maintain the same level of recordkeep-
ing as contractors. This leaves contrac-
t o r s v u l n e r a b l e t o s i g n i f i c a nt
u na nt ic ip ate d l i abi l i t ie s up on f ut u re
examination if the issue is not addressed
up front w ith a clear and specific docu-
mentat ion requirement and retent ion
system and approach.

Creating a separate sales and use tax
project file
A common mistake made by the business
communit y is fai lure to create specific
and separate sales and use tax job fi les.
The new age of electronic documents
h a s g re at l y b e n e f i t te d t h e d o c u m e nt
retention process, not only from a pro-
tect ion standpoint, but from a duplica-

t ive standpoint as well. Having an elec-
tronic document system in place affords
a business the opportunit y to create a
parallel file specifically intended for a future
s a le s a nd u s e t a x ex a m i n at ion , to b e
handed over to an examiner without hes-
itat ion, review, or cleansing. The t y pi-
cal fi le would contain not only al l of the
standard documentat ion that is t y pi-
cal ly required w ith a sales and use tax
examination (contracts, proposals, rel-
evant sales and use tax retur ns, etc.) ,
but a lso addit ional detai l that proac-
t ively addresses and suppor ts the sales
and use tax determinations made during
the course of the ent ire project . Such
addit ional detai l includes relevant doc-
umented w ritten and oral representa-
t ions per taining to the project from a
number of sources, including subcon-
tractors, architects, engineers, and in-house
and outside counsel. Other suppor t ing
documentat ion would include architec-
tural blueprints, designs, and technical
schematics, al l change-order informa-
t ion and detail , relevant project vendor
invoices, relevant sales and use tax tech-
nical memorandums, supporting statutes,
c ase law, infor ma l r ul ings , and ot her
published guidance regarding the rele-
vant jurisdict ion.

The above-discussed fi les can be fur-
ther enhanced by the creation of an orga-
nized spreadsheet system that tracks and
inventories al l of the documents related
to the project and sets forth all of the trans-
act ions contained w ithin the draw sum-
mar ies, a long w ith the cor responding
state and local sales and use tax conse-
quences . This appro ach has a proven
track record of success in project orga-
nizat ion and adds significant credibil-
i t y t o t h e p roj e c t s a l e s a n d u s e t a x
taxability determinations from an exam-
iner’s perspect ive.

Classification issues
Another significant challenge facing con-
struct ion businesses is the area of clas-
sificat ion: whether a part icular project,
or a particular aspect of a project, is sub-
ject to a jurisdict ion’s sales and use tax
(as a qualified capital improvement). As
previously stated, the sales and use tax
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r ules var y f rom jur isdic t ion to jur is-
dic t ion around t he count r y and cus -
tomer jobs often have their own specifics
and parameters. This makes it a chal-
lenge to cont inu a l ly monitor, under-
stand, and apply accurately the rules of
the jur isdict ion in which a par t icular
job or project is occurring. It is impor-
tant to note that much of the informa-
t i o n t h at i s u s e f u l i n m a k i n g s u c h
deter minat ions is , in most c ases , not
general ly contained w ithin the relevant
statutes, rules, and regulat ions of a par-
ticular state or local taxing jurisdiction.
The specific answers and relevant guid-
ance are usually found w ithin a part ic-
u l a r j u r i s d i c t i o n’s i s s u e d p o l i c y
statements, publications, published for-
mal and informal rulings, and judicial court
decisions.

Using a proact ive approach, accurate
sales and use tax determinations can be
made and documented during the pro-
posal and contract process when all rel-
evant information is readily available.
More impor tantly, by review ing all rel-
evant case law and other guidance and
information in advance of the project,
any addit ional and necessar y detai led
information in support of the determi-
nation can be obtained and made part
of the project sales and use tax fi le.

Added benefits of being proactive
It i s wel l k now n t h at s t ate a nd lo c a l
s a l e s a n d u s e t a x e x a m i n e rs i n m o s t
cases do not ident if y areas of over pay-
ment t hat m ay have o cc ur re d dur ing
the l i fe span of a const r uc t ion projec t .
What is not commonly known is that there
are lurking sales and use tax over pay-
ments w ith regard to such projects that

of ten go undetec ted. Given the burden
and complexit y of monitoring al l of the
sa les and use tax aspec ts of a s ig nif i-
cant const r uc t ion projec t , it is reason-
able to assume that errors w il l be made.
For example, a subcont rac tor may be
er roneously charg ing tax on an other-
w ise nont axable projec t , or a vendor
may b e mist akenly charg ing a hig her
rate of tax than a par t icular jur isdic-
tion requires. Whatever the reason, such
mist a kes are common, but hav ing an
org a n i z e d a nd pro a c t ive s y s te m w i l l
help detec t such occur rences and also
prov ide t he opp or t u n it y to i m me d i -
ately recover the erroneously paid sales
tax direc t ly f rom w hoever charged the
tax. If such er ror is discovered in the
f uture, a for mal ref und claim may be
required to be fi led directly w ith a state
a nd / or lo c a l ju r is dic t ion i n order to
recover the over paid tax.

Conclusion
If you have ever experienced a sales and
use tax examination in any jurisdict ion
across the countr y, then you understand
the importance of preparedness and doc-
umentation availabilit y. If you have also
e ver b een assessed sa les t ax up on an
e x a m i n at i o n t h at s h ou l d h ave b e e n
charged to a customer and paid by such
customer, then you understand the impor-
tance of proactively addressing the sales
and use taxat ion in advance of a pro-
ject’s commencement.

Developing and implementing the sales
and use tax system discussed herein w ill
y ield your organization significant ben-
efits and place you on the offensive in the
battle being waged across the countr y
in the sales and use tax arena. �
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