Joint Legislative Budget Committee

Staff Memorandum
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DATE: March 11, 2013
TO: Richard Stavneak
FROM: Hans Olofsson, Chief Economist HO
SUBJECT: HB 2657 TRANSACTION PRIVILEGE TAX CHANGES

We have received several inquiries on the fiscal impact estimate of HB 2657, which makes changes to the state and
local transaction privilege tax (TPT). Among other revisions, the bill would eliminate the prime contracting tax.
While contractors are currently exempt from paying the retail TPT on building materials, they would become subject
to the tax under HB 2657. Please see the attachment for more information on the bill, as amended by the House
Ways and Means Committee.

Estimated Impact

The fiscal impact of HB 2657 is difficult to determine with certainty due to significant data limitations. The
magnitude of the impact is highly sensitive to 3 main assumptions: (1) the current levels of non-compliance with the
prime contracting tax, (2) the cost of materials as a percent of the total contract and (3) the increase in the retail
taxable sales base. In each of these circumstances, there is a lack of definitive data to measure the impact of HB
2657. While methodologies have been developed to address the data uncertainty, these approaches are speculative
at best.

As a result, the JLBC Staff has developed 2 estimates of the fiscal impact to provide a perspective on the possible
outcomes. Estimate A attempts to replicate the Department of Revenue (DOR) methodology and its key
assumptions. Estimate B uses a different set of assumptions for the 3 main issues. Both assumption sets are equally
plausible.

Depending on the assumptions, the potential state General Fund impact varies widely during the first full year of
implementation in FY 2016, Under Estimate A, the bill would generate a net gain of $19 million in General Fund
revenue. In contrast, there would be a General Fund revenue reduction of $(137) million in that same year under
Estimate B. See Table 2 for the impact of individual provisions.

At the local level, counties and cities are likely to experience a net gain from the TPT revenue sharing formula under
either option. The estimates range from $50 million in Estimate B to $102 million in Estimate A.

Unlike the revenue sharing formula, the fiscal impact on local option TPT is likely to be negative. The estimates
range from a net loss of $(24) million under Estimate A to a net loss of $(61) million under Estimate B.

All local estimates reflect systemwide impacts. City-specific impacts are difficult to derive. For example, there is
insufficient information regarding the site of building material purchases compared to the location of the
construction contract. Without more detailed evidence of this comparison, any individual city estimates are highly
uncertain.
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Analysis

The elimination of the prime contracting tax is expected to reduce General Fund revenues by $(520) million in FY
2016. This loss would be partially offset by the TPT being applied to contractor building material purchases
previously exempt under the retail tax. Materials are estimated to be 38% to 41% of the value of the contract. Prior
to changes in the compliance rate, eliminating the exemption is forecast to generate $269 million to $290 million in
new revenue,

Non-Compliance - Part of the remaining General Fund revenue gap would be closed with greater compliance. At
the current time, some contractors may fail to levy the prime contracting TPT. Since they have a contractor’s retail
exemption, the whole transaction may escape taxation. If this TPT exemption no longer existed, it would be more
difficult for contractors to evade paying TPT on building materials. Measuring non-compliance with any tax,
however, is inherently difficult.

Various statistical analyses suggest that the current contracting non-compliance rate is 20% to 40%. While these
methodologies have merit, they should also be evaluated from a total dollar loss perspective. At these rates, the total
level of contracting non-compliance would range from $4.6 billion to $12.3 billion. Given that the largest contracts
are typically audited in some fashion, there are reasonable questions as to whether Arizona’s “underground”
contracting economy is that large.

DOR estimates the non-compliance rate at 31%. Assuming that non-compliance falls from 31% to 0%, $140 million
in new revenue is generated in Estimate A. Estimate B assumes a non-compliance rate of 20%. The lower rate
serves to moderate the “underground economy” magnitude as well as demonstrate the sensitivity of the fiscal impact
to the compliance rate. At the lower rate, retail TPT would increase by $72 million in Estimate B.

Retail Tax Base - Another possible revenue generator in the bill involves the expansion of the retail TPT tax base.
DOR estimates that the bill would increase the retail base by 4%. Among other items, DOR has linked its 4%
estimate to the elimination of the TPT exemption for non-residents shipping materials out of state. DOR notes that
retailers claim that there are $197 million of these exemptions each year. Believing that estimate to be too high,
DOR has reduced the estimated impact to $100 million. Even at this dollar level, however, the total dollar value of
non-resident shipping would approach $2 billion. From a practical standpoint, it is difficult to envision the types of
nonresident shipping activity that would generate $2 billion in sales.

The Estimate A analysis includes the 4% DOR estimate and would generate $88 million for the state General Fund
after accounting for revenue sharing. Estimate B assumes a 1.2% increase in the retail base, which would generate

$26 million in new revenue.

Table 1 summarizes the main assumption differences,

Table 1
Summary of Estimate A and B Assumptions
Estimate A Estimate B
Level of Non-Compliance with Prime Contracting Tax 31% 20%
Cost of Materials as a Percent of the Total Contract 41% 38%
Increase in Remote Sales Tax Taxation 4% 1.2%
FY 2015

The major provisions in the bill would become effective January 1, 2015. As a simplifying assumption, the FY
2015 fiscal impact can be viewed as being approximately 40% of the full FY 2016 estimate. Any contracts signed
prior to January 1, 2015, however, would still be taxed under the prime contracting classification. As a result, this
provision would likely further lessen the impact during the first 6 months of implementation.
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Table 2
HB 2657 - Transaction Privilege Tax Changes

HB 2657 and Other Assumptions with Fiscal Impact

General Fund Impact:

Eliminate Prime Contracting Tax

Impose Retail TPT on Contractor Building Materials [60/40 Split]:
- Materials Rate = 41%
- Materials Rate = 38%

Eliminate Use Tax Exemption on Building Materials (Interstate Sales)
Increased TPT Compliance on Building Materials:

- Non-compliance Rate = 31%

- Non-compliance Rate = 20%
Expansion of Existing Retail Taxable Sales:

- 4% Increase

- Clarify Sourcing Statutes for Remote Sales

- Eliminate Nonresident Shipping Retail Exemption
Add DOR Auditors in Place of City Audit
DOR BRITS Programming Changes
General Fund Net Impact

County Revenue Sharing Impact:

Eliminate Prime Contracting Tax

Impose Retail TPT on Building Materials [60/40 Split]
- Materials Rate = 41%
- Materials Rate = 38%

Eliminate Use Tax Exemption on Building Materials (Interstate Sales)

Increased TPT Compliance on Building Materials
- Non-compliance Rate = 31%
- Non-compliance Rate = 20%

Expansion of Existing Retail Taxable Sales:
- 4% Increase
- Clarify Sourcing Statutes for Remote Sales
- Eliminate Nonresident Shipping Retail Exemption

County Revenue Sharing Net Impact

City Revenue Sharing Impact: 1/

Eliminate Prime Contracting Tax

Impose Retail TPT on Building Materials [60/40 Split]
- Materials Rate = 41%
- Materials Rate = 38%

Eliminate Use Tax Exemption on Building Materials (Interstate Sales)

Increased TPT Compliance on Building Materials
- Non-compliance Rate = 31%
- Non-compliance Rate = 20%

FY 2016
$ in Millions
Estimate A Estimate B
($519.6) ($519.6)
$290.3
269.1
20.7 19.2
139.7
72.1
88.3
18.4
7.4
TBD (1.9)
TBD (2.0)
$19.5 ($137.4)
($48.4) ($48.4)
63.7
59.1
0.0 0.0
28.6
14.8
19.4
4.1
1.6
$63.3 $31.1
($29.9) ($29.9)
39.3
36.5
0.0 0.0
17.7
9.1



Expansion of Existing Retail Taxable Sales:
- 4% Increase
- Clarify Sourcing Statutes for Remote Sales
- Eliminate Nonresident Shipping Retail Exemption

City Revenue Sharing Net Impact

Local Option Tax
Eliminate Contracting Tax
Impose Municipal Retail TPT on Building Materials
- Materials Rate = 41%
- Materials Rate = 38%
Increased TPT Compliance on Building Materials
- Non-compliance Rate = 31%
- Non-compliance Rate =20%
Reduce City Auditors in Place of DOR Audit

Net Local Option Impact

1/ Excludes impact associated with local option tax.
TBD = To Be Determined

FY 2016
$ in Millions

Estimate A Estimate B
12,0
2.5
1.0
$39.1 $19.2
($208.3) ($208.3)
127.1
117.8
57.1
29.5
TBD TBD
($24.0) ($61.0)




Attachment
Description of the Fiscal Impact of HB 2657 (as Amended by House Ways & Means Committee)

Eliminate Prime Contracting Tax

Prime contracting comprises the business of construction, alteration, or demolition of any building, road, railroad, or
other structure or project. The bill eliminates the prime contracting tax, beginning January 1, 2015. Under current
law, the retail sales tax does not apply to the sale of materials to a contractor if such materials are incorporated into a
construction project. Contracts entered into before January 1, 2015, however, will be subject to the contracting tax.
Under Estimate A or B, this provision is estimated to result in a General Fund revenue loss of $(519.6) million when
fully implemented in FY 2016. The estimated fiscal impact of this provision as well as the other provisions listed
below are based on projected sales tax growth under the JLBC January Baseline.

Impose Retail TPT on Contractor Building Materials

With the elimination of the prime contracting tax, the sale of tangible personal property, such as building materials
and supplies, to a contractor would be subject to retail TPT, beginning January 1, 2015. Additionally, under retail
TPT, 60% of collections go directly to the General Fund and 40% are deposited into the revenue sharing
“distribution” base (compared to 20% of the prime contracting tax). After adjusting for the General Fund share of
the distribution base, 26% of these revenues are distributed to cities and counties (compared to 13% of prime
contracting).

In calculating the revenue generated by the elimination of the Contractor Building Materials TPT exemption, a key
assumption is the percent of contracts related to materials. Under current law, the tax base for the prime contracting
classification is 65% of the contract. The 65% figure was originally intended to represent the cost of materials
associated with a contract. The remaining 35% represents the cost of labor and is deducted from the contract before
the tax rate is applied. The 65% figure is currently believed to overstate the impact of materials on current contracts.
Estimate A assumes that the average cost of materials is 41% of the total contract. This estimate is based on a 1999
study by the consulting firm Arthur Andersen. Estimate B uses an alternate materials rate of 38% based on Arizona
construction data from the 2007 Economic Census. This provision is estimated to generate General Fund revenue of
$290.3 million under Estimate A and $269.1 million under Estimate B. Use tax proceeds are not shared with local
governments.

Eliminate Use Tax Exemption on Building Materials (Interstate Sales)

Under current law, materials purchased outside of Arizona and brought into the state to be used in a contract are not
subject to the use tax. HB 2657 eliminates this exemption and instead imposes a use tax on such materials. While
the amount of building materials purchased out of state is not currently known, the Department of Revenue (DOR)
estimates this figure to be 5% of the value of materials incorporated into construction projects in Arizona.
According to DOR, this estimate was based on anecdotal information furnished by representatives of the
homebuilding industry. The elimination of the use tax exemption on materials bought out of state is estimated to
increase General Fund revenues by $20.7 million under Estimate A and $19.2 million under Estimate B. Use tax
proceeds are not shared with local governments.

Increased TPT Compliance on Building Materials

According to the final report issued by the Governor’s Transaction Privilege Tax Simplification Task Force in
December 2012, the complexity of the current prime contracting tax is believed to result in some level of non-
compliance, Taxpayer non-compliance results in a loss of state and local government taxes, since such revenues go
uncollected. One source of non-compliance is contractors failing to levy the TPT on their contracts. Another source
is the erroneous use of exemption certificates by contractors for purchases of items that are not tax-free under retail
TPT. The retail TPT is more difficult to evade than the prime contracting tax. As a result, the bill is expected to
increase overall TPT compliance and generate added revenue.

By its nature, taxpayer non-compliance is difficult to measure with any certainty. The Simplification Task Force
Report noted that estimates of noncompliance range from 20% to 40%. DOR estimates the rate at 31%, which has
been incorporated into Estimate A.

The 31% non-compliance rate was calculated in 2 steps. First, DOR attempted to determine the amount of prime
contracting tax that would be collected if there was 100% taxpayer compliance. To estimate this amount, DOR
determined the net value of construction by Arizona companies with at least one employee from the 2007 Economic
Census and added to this figure total receipts by Arizona construction firms with no employees from a separate data
series provided by the U.S. Census Bureau. This calculation was intended to capture the construction activity of all
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construction establishments in the state. Second, DOR compared the estimated construction tax base based on
Census data to the actual amount of taxable prime contracting receipts.

Based on most recent Economic Census data, this calculation yielded an estimated non-compliance rate of 27.2% in
2007. Finally, DOR adjusted its non-compliance estimate to 31% to account for unspecified non-compliance not
captured by Census data.

While Census data provides some gauge of contracting activity, the quality of this information depends on the
accuracy of construction firms in completing their questionnaires. The data could understate non-compliance in so
far as contractors underreport the value of construction. In the opposite direction, contractors may not always
distinguish between regular contracts and subcontracts. If the latter are included, the state's overall level of
construction activity would be overstated.

In dollar terms, the 31% non-compliance rate means that $8.3 billion in contracting activity would be untaxed.
Given that large scale construction activity tends to be monitored more closely by state and local auditors, there is a
reasonable question as to whether non-compliance on smaller projects could approach the magnitude of $8.3 billion.

If DOR's Census methodology is updated for the latest 2010 data, the non-compliance rate is 22.7%, or a decline
from 27.2% in FY 2007. Given the questions about the magnitude of the level of non-compliance and the later
Census data, Estimate B assumes a non-compliance rate of 20% as an alternative assumption. The use of a lower
rate also helps demonstrate the sensitivity of the revenue gain to the non-compliance assumption,

Assuming full compliance under the proposed materials retail TPT, JLBC Staff estimates that Estimate A will
generate additional General Fund revenues of $139.7 million compared to $72.1 million under Estimate B.

Expansion of Existing Retail Taxable Sales

DOR estimates that the various provisions in the bill would increase the size of the retail sales tax base by 4%,
Estimate A incorporates this assumption, which would generate $88.3 million in General Fund revenue. The overall
4% estimate is not related to any single provision in the bill. Among other provisions, it is intended to include the
impact of eliminating 2 retail TPT exemptions related to the sales of tangible personal property to nonresidents when
such property is shipped or delivered out of state. The 4% figure may also be related to language in the bill
clarifying the sourcing of remote sales.

In its FY 2012 Tax Expenditure Report, DOR estimates that the dollar value of the nonresident shipping exemptions
is $197 million. This estimate is based on the exemptions that retailers record on the TPT forms submitted to DOR.
The Department, however, believes that the dollar value of the exemptions is overstated and estimates that the
impact is closer to $100 million.

At the $100 million level, the dollar value of goods shipped out of state by nonresidents would be $2 billion. As
with the non-compliance information, there is a reasonable question as to whether this magnitude is correct. It is
difficult to determine the type of nonresident shipping that would generate that level of activity.

Unlike the 4% assumption in Estimate A, the alternative estimate attempts to provide a dollar value for each
provision separately.

Based on anecdotal information provided by DOR, JLBC Staff expects that the provision related to the clarification
of sourcing statutes will generate $18.4 million in additional General Fund revenue. The elimination of the
nonresident retail TPT exemptions is assumed to generate $10 million rather than $100 million in new state tax
revenue, Of the $10 million, an amount of $7.4 million would be allocated to the General Fund. Added together,
the 2 provisions estimated under Estimate B equate to a 1.2% expansion of the existing retail sales tax base.

DOR Administrative Costs

HB 2657 transfers TPT administration related to collections, enforcements, and audits from the cities to DOR. This
change will primarily involve those (“non-program”) cities that are currently administering their own sales tax. In
addition, DOR will also be required to reprogram its current computer system to facilitate the use of its online portal.
DOR has not yet released any estimate of the additional administrative costs associated with the changes under the
bill. As a result, Estimate A labels the DOR administrative costs as “to be determined” (TBD).
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In contrast, Estimate B attempts to quantify these DOR costs so as to acknowledge some potential impact.
According to the League of Arizona Cities and Towns, the state’s 91 cities and towns had a total of 70 TPT auditors
on staff in FY 2012. In addition, there were 34 contract auditors working for the cities as well. Estimate B assumes
that centralizing auditing to DOR will result in some economies of scale and that DOR will need to employ 50 new
auditors. However, DOR will be able to redeploy its existing 25 prime contracting tax auditors to retail TPT audits.
The DOR staffing need would therefore be 25 FTEs. This added staff would cost $1.9 million in FY 2016.

This estimate reflects an average annual salary of $52,500, a benefits rate of 35%, and other operating costs equal to
10% of labor costs.

BRITS (Business Reengineering/Integrated Tax System) is the computer information system currently used by DOR
to integrate separate tax systems. In addition, BRITS also effectively serves as the web portal for business taxpayers
to file and pay their taxes online. Since HB 2657 would make DOR’s online portal the single point of contact for all
licensing and tax filing in the state, BRITS would need to be reprogrammed to facilitate such change. To date, DOR
has not released any cost estimate of such programming changes. For this reason, this cost is labeled as “to be
determined” under Estimate A. While the cost of reprogramming BRITS is not currently known, Estimate B
includes a placeholder estimate of $2.0 million.

Local Government Impact

As shown in Table 2, JLBC Staff estimates that counties will receive an additional $31.1 million (Estimate B) to
$63.3 million (Estimate A) in state shared revenue under the bill. The corresponding revenue increase for cities is
estimated to be $19.2 million under Estimate B and $39.1 million under Estimate A. These figures were calculated
based on the estimated change in state TPT revenue under the bill, of which a stipulated percentage is distributed to
counties and cities under the state’s revenue sharing formula,

Separate from revenue sharing, cities may also have their own local TPT option. Each city retains 100% of the local
option tax. Based on information from the League of Arizona Cities and Towns, local option contracting taxes
generated $168.1 million in FY 2012. This amount includes both the prime contracting tax and speculative builder
tax. Unlike the state, cities have a separate speculative builder tax that is imposed on the sale of improved real
property (which includes custom, model or inventory homes, and commercial buildings). Detailed information on
the breakdown between local option prime contracting tax and speculative builder tax is not currently available.

Assuming the same growth rates as under state TPT, JLBC Staff estimates that the elimination of local option
contracting taxes would reduce local revenues by $(208.3) million in FY 2016. If cities replace the prime
contracting tax with a local option retail TPT, they would gain $117.8 million to $127.1 million. These estimates
assume an average city prime contracting tax rate of 1.9% and an average city retail tax rate of 2.0%. Increased
compliance would add another $29.5 million to $57.1 million.

In total, local option TPT under the bill is estimated to decrease by $(24.0) million under Estimate A and $(61.0)
million under Estimate B.

This analysis does not attempt to address the fiscal impact on any individual city. City-specific impacts will depend,
in part, on each city’s expected level of contracting activity and its ability to capture the related TPT building
materials from retail establishments in its jurisdiction. Such city-specific information is not currently available.



