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TITLE 23. TAXATION

DEPARTMENT OF TAXATION

Fast-Track Regulation

Title of Regulation: 23VAC10-210. Retail Sales and Use Tax (amending 23VAC10-210-693).
Statutory Authority: §58.1-203 of the Code of Virginia.

Public Hearing Information: No public hearings are scheduled. 

Public Comments: Public comments may be submitted until 5 p.m. on September 19, 2008.

Effective Date: October 6, 2008.

Agency Contact: Kristen Peterson, Tax Policy Analyst, Department of Taxation, P.O. Box 27185, Richmond, VA 23261-7185, telephone (804) 371-2340, FAX (804) 371-2355, or email kristen.peterson@tax.virginia.gov.

Basis: Section 58.1-203 of the Code of Virginia provides that the "Tax Commissioner shall have the power to issue regulations relating to the interpretation and enforcement of the laws of this Commonwealth governing taxes administered by the Department."

Purpose: The emergency regulation was promulgated on July 26, 2007, and will expire on July 25, 2008. The language contained in the 2006 Budget Bill, requiring that the true object test be applied at the order level, rather than at the contract level, will remain in effect.

This regulatory action is intended to perpetuate the emergency regulation. As with the emergency regulation, this regulation provides a summary of the law, as applied prior to July 1, 2006, and describes the change in law as a result of the budget language. Definitions for statements of work are included, as are definitions for orders, which encompass task orders, delivery orders, and similar work orders. The regulation also provides an explanation and examples as to the treatment of subcontractors to a governmental contract. In addition, based upon mandates included in the 2006 Budget Bill, this regulation includes examples to illustrate when a contractor is deemed to have exercised taxable interim use of tangible personal property purchased pursuant to a government contract, as well as examples in which exempt interim use is made incidental to a resale to the government.  The regulation deviates from the emergency regulation only to the extent that it adds a definition for contractor, includes additional examples to provide further clarification, and makes minor style changes, pursuant to the Virginia Register Style Manual.

Rationale for Using Fast-Track Process: As mandated by the provisions of the Budget Bill, the department worked closely with the government contracting industry to develop the emergency regulation. The department solicited suggestions, comments, and additional information as to industry practices in order to define terms, develop relevant examples and to ensure accuracy of the provisions of the emergency regulation.

The department has continued to work with the government contracting industry in developing the permanent regulation. The department made several changes to the emergency regulation text based on additional comments received from the industry subsequent to the promulgation of the emergency regulation. A draft of the permanent regulation was then submitted to the industry, which had no objections to the changes made subsequent to promulgation of the emergency regulation. The department has made no substantive changes to the proposed regulation following the distribution of the draft to the government contracting industry. As the department has worked closely with the government contracting industry to develop this regulation, the department expects this regulatory action to be noncontroversial.

Substance: The concepts set forth in the emergency regulation are retained, but additional examples and definitions are added to provide further clarification as to the new application of the true object test.

Issues: This regulatory action will ease voluntary taxpayer compliance and the department's administration of the state tax laws by providing clarification as to the treatment of government contracts following the expiration of the emergency regulation on July 25, 2008.  The regulation will provide a summary of the law, as applied prior to July 1, 2006, and describe the change in law as a result of the budget language. Definitions for statements of work will be included, as will definitions for orders, which will encompass task orders, delivery orders and similar work orders. The regulation will also provide an explanation and examples as to the treatment of subcontractors to a governmental contract. The regulation will also include examples to illustrate when a contractor is deemed to have exercised taxable interim use of tangible personal property purchased pursuant to a government contract, as well as examples where exempt interim use is made incidental to a resale to the government.  By clarifying these concepts, the department ensures uniform application of the tax laws to taxpayers, particularly, businesses contracting with government entities. In addition, businesses will be better equipped to predict the tax consequences of transactions and avoid unanticipated tax assessments as the result of audits.

As this regulation perpetuates an emergency regulation mandated by the 2006 Budget Bill, this regulatory action poses no disadvantages to the public or the Commonwealth.

The Department of Planning and Budget's Economic Impact Analysis: 
Summary of the Proposed Amendments to Regulation. Pursuant to Item 268 of Chapter 3, 2006 Acts of Assembly, the Department of Taxation proposes to promulgate the new interpretation of the “true object” test as it applies to retail sales and use tax liability of government contractors. Proposed changes have been in effect since July 2006 under the legislative language. Also, an emergency regulation has been in effect since July 2007.

Result of Analysis. The benefits likely exceed the costs for all proposed changes.

Estimated Economic Impact. Pursuant to Item 268 of Chapter 3, 2006 Acts of Assembly, the Department of Taxation (Department) proposes to promulgate the new interpretation of the "true object" test as it applies to retail sales and use tax liability of government contractors. Prior to this legislative change, Department had made taxability determinations regarding the true object of the transaction based upon the true object of the underlying contract between the government entity and the contractor. The General Assembly mandated in 2006 that the department make its taxability determinations based upon the true object of each separate "work order", "statement of work" and "task order."

The legislation further mandated promulgation of emergency regulations to illustrate how the taxability determinations shall be made.  The proposed regulations are permanent replacement regulations for the existing emergency regulations. 

While the 2006 legislative change likely had reduced sales and use tax revenues significantly, the economic effects of the legislative action cannot be attributed to this proposed regulatory action.

Also, emergency regulations have been in effect since July 2007. Thus, the benefits associated with clarification of the legislative intent have already been present and no significant immediate economic effect is expected upon promulgation of the proposed regulations.

Businesses and Entities Affected. The proposed regulations apply to government contractors doing business in Virginia. According to a 2001 Fiscal Impact Statement prepared by the Department approximately 3500 federal contractors are estimated to be doing business in Virginia in 1999.

Localities Particularly Affected. The proposed regulations apply throughout the Commonwealth.

Projected Impact on Employment. No significant impact on employment is expected.

Effects on the Use and Value of Private Property. No significant impact on the use and value of private property is expected.

Small Businesses: Costs and Other Effects. No significant costs and other effects on small businesses is expected.

Small Businesses: Alternative Method that Minimizes Adverse Impact. No adverse impact on small businesses is expected.

Real Estate Development Costs. No adverse impact on real estate development costs is expected.

Legal Mandate. The Department of Planning and Budget (DPB) has analyzed the economic impact of this proposed regulation in accordance with §2.2-4007.04 of the Administrative Process Act and Executive Order Number 36 (06).  Section 2.2-4007.04 requires that such economic impact analyses include, but need not be limited to, the projected number of businesses or other entities to whom the regulation would apply, the identity of any localities and types of businesses or other entities particularly affected, the projected number of persons and employment positions to be affected, the projected costs to affected businesses or entities to implement or comply with the regulation, and the impact on the use and value of private property.  Further, if the proposed regulation has adverse effect on small businesses, §2.2-4007.04 requires that such economic impact analyses include (i) an identification and estimate of the number of small businesses subject to the regulation; (ii) the projected reporting, recordkeeping, and other administrative costs required for small businesses to comply with the regulation, including the type of professional skills necessary for preparing required reports and other documents; (iii) a statement of the probable effect of the regulation on affected small businesses; and (iv) a description of any less intrusive or less costly alternative methods of achieving the purpose of the regulation.  The analysis presented above represents DPB’s best estimate of these economic impacts.

Agency's Response to the Department of Planning and Budget's Economic Impact Analysis: The agency agrees with the Department of Planning and Budget’s economic impact analysis.

Summary:
The 2006 Budget Bill (Chapter 3, 2006 Acts of Assembly, Special Session I) changed the application of the true object test under the Retail Sales and Use Tax, as it applies to contractors doing business with the federal, state, and local governments.  Prior to this change, government contractors applied the “true object test” to the underlying contract between the contractor and the government entity to determine the retail sales and use tax application.  The 2006 Budget Bill changed the process by requiring that, effective July 1, 2006, for task orders, work orders, or statements of work executed on or after July 1, 2006, application of the sales and use tax to government contracts would be determined based upon the true object of each separate task order, work order, or statement of work, issued in furtherance of the contract, rather than the overall contract.
Under the terms of the budget bill, the Department of Taxation (TAX) was required to work with the government contracting industry to promulgate an emergency regulation on or before June 30, 2007, to implement this change in tax policy. The current regulatory action will provide a permanent regulation replacing the emergency regulation.
The regulation provides for the application of the true object test to the order level for contracts between contractors and government entities. Examples and definitions are added to clarify the new application of the true object test.
23VAC10-210-693. Government contractors.

The appropriate tax treatment of purchases of tangible personal property by persons who contract with the federal government, the state or its political subdivisions, is based upon whether the contract is for the sale of tangible personal property (e.g., a computerized data retrieval system) or for the provision of an exempt service (e.g., facilities management or real property construction). If a contract is for the sale of tangible personal property, a contractor may purchase such tangible personal property exempt from the tax using a resale exemption certificate, Form ST-10. The tangible personal property may be resold to the government exempt of the tax. 
However, if a contract is for the provision of services, the contractor is deemed to be the taxable user and consumer of all tangible personal property used in performing its services, even though title to the property provided may pass to the government or the contractor may be fully and directly reimbursed by the government, or both. 
See 23VAC10-210-410 for further explanation of the tax treatment of government contractors. 
A. Definitions. The following words and terms when used in this regulation shall have the following meanings, unless the context clearly indicates otherwise:
"Add-ons" mean additional obligations subsequent to the execution of the original contract or order, including modifications to contracts or orders. 
"Classified contract" means a contract in which the contractor or its employees must have access to classified information during contract performance.
"Classified contract agent" means an auditor employed by the department who has been authorized to review secure or classified contracts.
"Contractor" means an entity that contracts to perform all or a portion of a contract for a government entity.  For purposes of this section, the term contractor shall include a prime contractor, contractor, subcontractor, or any other term conveying  the same obligation, whether incurred by contracting directly with the government entity or with another contractor, to perform the work under the contract.
"Department" means the Virginia Department of Taxation.   
"Government" or "government entity" means the United States government, the Commonwealth of Virginia, and any agency, board, commission, political subdivision or instrumentality of the Commonwealth of Virginia.  The terms "government" and "government entity" do not include any foreign governments, other state governments of the United States, or any political subdivisions of such other state governments.  
"Indeterminate purpose contract" means a contract in which the sale of the tangible personal property or the provision of services is dependent upon some future action of the purchaser for which the exact amount of time and quantity cannot be determined at the time the contract is entered into.  
"Mixed contract" means a contract between a government entity and a contractor that involves the contractor both rendering a service and providing tangible personal property to the government entity under that contract.
"Order" means a specific task assigned to a contractor pursuant to a contract with a government entity. For purposes of this regulation, the term "order" shall include, but not be limited to, task orders, delivery orders, work orders, contract line item numbers (CLINs), and shall also include orders issued under a subcontract for fulfillment of work or products required under a general contractor’s prime contract with the government and add-ons to existing contracts or orders.   The term "order" shall not include a vendor order issued by a contractor to a vendor. 
"Purchase for resale" means any tangible personal property or taxable service purchased by a government contractor with the intent of resale to a government agency and that is not used by the contractor for any purpose that is inconsistent with holding the property for resale to the government.   "Purchase for resale" also includes tangible personal property to be incorporated into a manufactured product, that will be sold to the government entity.
"Real property contract" means a contract between a contractor and a government entity in which the contractor contracts to perform construction, reconstruction, installation, repair, or any other service with respect to real estate, or fixtures thereon, including highways, and in connection therewith, to furnish tangible personal property.
"Statement of work" means a description of work that must be completed in order to fulfill a contractual obligation. A "statement of work" may be for the provision of a service or the transfer of tangible personal property, or both. A "statement of work" may be associated with the overall purpose of a government contract, or may be a separate and distinct subordinate activity under the overall purpose of a contract.  A statement of work may be included in a contract, or in an order, as defined herein.
"Subcontractor" means a contractor who contracts to perform all or a portion of a general or prime contractor’s contract with a government entity. For purposes of this regulation, a subcontractor shall be deemed as such regardless of how far removed the contractor is from the general or prime contractor. A subcontractor may be referred to by any other term that conveys the relationship at any tier between the contractor and the entity to perform the work under the subcontract.
"True object test" means the method of determining whether a particular transaction that involves both the rendering of a service and the provision of tangible personal property constitutes the sale of a service or the sale of tangible personal property.
"Vendor" means a person who is not a contractor or subcontractor, and who transfers tangible personal property by sale.
"Vendor order" means a commercial document or form completed by a contractor and issued to a vendor requesting that the vendor provide certain tangible personal property only. For examples of vendor orders, see subsection E of this section.
B. Treatment of mixed government contracts, contracts solely for the provision of services or solely for the provision of tangible personal property, and real property contracts. Where a transaction between a government entity and a contractor involves both the rendering of a service and the provision of tangible personal property, the transaction is deemed a mixed transaction, and the true object of the transaction must be examined to determine the taxability of the transaction.
However, where a transaction between a government entity and a contractor is solely for the provision of tangible personal property, solely for the provision of services, or constitutes a real property contract, application of the true object test is not necessary.
Example 1: Contractor A enters into a transaction with the federal government under which it must furnish personnel to staff a federal government agency’s human resources department.  Under the terms of the contract, Contractor A is not required to provide any equipment or supplies to the government.  Because the transaction is purely for the provision of services, application of the true object test is not necessary.  Contractor A will be deemed the taxable user and consumer of all tangible personal property used in performing its services. 
Example 2: Contractor B enters into a transaction to purchase a computer system for the federal government.  The terms of the contract also require that the contractor develop and oversee training, such that outside assistance will not be required to assist government personnel in the operation and maintenance of the computer system. Because the transaction is a mixed transaction requiring Contractor B to provide services (training) as well as tangible personal property (the computer system), application of the true object test is necessary.  The true object of the transaction is the provision of a computer system, thus tangible personal property purchased or leased pursuant to this contract can be purchased for resale exempt of the retail sales and use tax.
C. True object test; generally. In order to determine whether a particular transaction that involves both the rendering of a service and the provision of tangible personal property constitutes a sale of a service or of tangible personal property, the true object of the transaction must be examined. The appropriate tax treatment of purchases of tangible personal property by persons who contract with the government or its political subdivisions is based upon whether the transaction is for the sale of tangible personal property (e.g., a computerized data retrieval system) or for the provision of an exempt service (e.g., real property facilities management). If a transaction is for the sale of tangible personal property, a contractor may purchase the tangible personal property exempt of the tax using a resale exemption certificate, Form ST-10. The tangible personal property may be resold to the government exempt of the tax.
However, if a transaction is for the provision of services, the contractor is deemed to be the taxable user and consumer of all tangible personal property used in performing its services, even though title to the property provided may pass to the government or the contractor may be fully and directly reimbursed by the government or both.
D. Tax treatment of government contracts executed prior to July 1, 2006. With respect to mixed contracts between government entities and contractors executed prior to July 1, 2006, the true object test shall be applied to the underlying contract without regard to the individual orders issued prior to July 1, 2006, in furtherance of the overall contract.
Example 3: Contractor A enters into an agreement with the federal government to modernize a signal acquisition system to address advances in signal interception and collection technology through the modification and customization of existing software.  The contract is executed on January 1, 2004. Pursuant to the contract, the federal government issues orders specifying particular jobs under the umbrella of the contract. One order executed on January 10, 2004, requires Contractor A to provide support for the modification of government-owned software once it is customized.  Using technical information that describes target signals, the contractor is required to deliver code modification, test the modification, and to make further modifications as required. A second order executed on January 15, 2004, requires Contractor A to acquire a computer workstation on which the modified software will be installed. Because both the contract and orders were executed prior to July 1, 2006, the true object test is applied to the underlying contract, without regard to the individual orders issued by the federal government in furtherance of the underlying contract.  The true object of the contract is the provision of services related to a signal acquisition system, as the overall objective of the federal government is for Contractor A to use its expertise to address advances in signal interception and collection technology through the modification and customization of existing software. Contractor A is deemed the taxable user and consumer of all tangible personal property used in fulfilling the terms of the contract. 
Example 4: Contractor B enters into a contract with the Commonwealth of Virginia on January 5, 2000, to implement a complete computer-based Traffic Signal Management System, consisting of a digital, computer based, networked, central system providing direct communications with all intersections in the project area. A separate order executed on March 1, 2000, and issued pursuant to the contract requires Contractor B to furnish and integrate the complete computerized system, including all necessary communications equipment not provided by the local telephone company, central computers and peripherals, software, and other incidentals required to properly operate the system. An order executed on March 1, 2000, requires Contractor B to provide systems documentation and end-user training and support. Because the contracts and orders were entered into prior to July 1, 2006, the true object test is applied to the underlying contract, without regard to the individual orders issued in furtherance of the contract. Although Contractor B is contractually required to perform systems integration, end-user training, and support services, the true object of the contract is for the provision of a fully operational and automated Traffic Signal Management system. The required services are provided as part of the sale of the system. Therefore, the true object of the contract is the provision of tangible personal property to the Commonwealth of Virginia. Tangible personal property purchased or leased by Contractor B, the title to which passes to the Commonwealth, may be purchased exempt from the Virginia sales tax using resale exemption certificates.
Example 5: Contractor C enters into a contract with the federal government on June 30, 2005, to replace two antennas on a combat tank. A separate order issued on July 5, 2006, pursuant to the contract calls for integration and calibration of the two antennas. Although the contract was executed prior to July 1, 2006, the true object test will be applied to the separate order issued on July 5, 2006, as that order was issued on or after July 1, 2006, and therefore, falls under the new true object test policy effective July 1, 2006. The true object of the separate order is the provision of a service and Contractor C is deemed the taxable user and consumer of all tangible personal property used in providing those services.
With respect to indeterminate purpose contracts and basic ordering agreements executed prior to July 1, 2006, the true object test shall be applied to each individual order.  If the true object of the individual order constitutes a sale of tangible personal property, the sale is treated as an exempt sale for resale to a government entity.  The contractor may purchase tangible personal property exempt of tax as a sale for resale using a resale exemption certificate. If the true object of the individual order is the provision of a tax-exempt service, the contractor is the user and consumer of all tangible personal property used in providing the service as well as all tangible personal property that is transferred to the government entity.
Example 6: Contractor D enters into an indeterminate purpose contract with a government entity on January 1, 2005. The contract includes hourly rates for various labor categories and specifies that all supplies and services will be ordered by individual orders. On March 1, 2005, the government entity issues a task order requiring Contractor D to provide 40 hours of system evaluation services. On April 1, 2005, the government entity issues a task order requiring Contractor D to provide 20 licenses for a Commercial Off the Shelf (COTS) software package. The true object test would be applied to the March 1 and April 1 task orders independently.  Thus, the March 1 order is an order for services, and the April 1 order is an order for tangible personal property.
E. Tax treatment of orders executed on and after July 1, 2006. As of July 1, 2006, the application of the sales and use tax to all mixed contracts and indeterminate purpose contracts shall be based on application of the true object test to each individual order and not the original contract. If the true object of an order is the provision of a service, the government contractor is deemed the user and consumer of all tangible personal property used in providing the service. If the true object of the order is the sale of tangible personal property, tangible personal property purchased by the contractor to fulfill that order, even if not expressly identified by the terms of the order itself, may be purchased exempt of the tax, provided the property can be tied back to the order for resale. For add-ons to government contracts executed on or after July 1, 2006, the true object test will be applied to each separate add-on without regard to the true object of the original contract.  This amended treatment of orders executed on and after July 1, 2006, shall not apply to vendor orders as defined in subsection A of this section.
Example 7: Contractor A enters into a ship outfitting contract with the U.S. Navy. A task order is issued to Subcontractor B to obtain safety equipment.  Subcontractor B submits an order to Vendor C for the provision of unmodified lifejackets. The order submitted to Vendor C constitutes a vendor order, as defined in subsection A of this section. As such, the true object test does not apply to the vendor order. Instead, Subcontractor B must apply the true object test at the task order level to determine whether items purchased in furtherance of fulfilling that task order are subject to the retail sales and use tax.
Example 8: Contractor A enters into a facilities management contract with a state agency to include the provision of trash bags. Contractor A issues a task order to Subcontractor B to provide trash removal services.  Subcontractor B submits an order to Vendor C for a large quantity of trash bags to fulfill the order.  The order submitted to Vendor C constitutes a vendor order, as defined in subsection A of this section.  As such, the true object test should be applied at the task order level, rather than to the vendor order.  Because the task order constitutes an order for the provision of services, Subcontractor B must pay retail sales tax on the purchase of the trash bags.
Example 9: Contractor A enters into a contract with the federal government on January 1, 2007, to design and provide a turn-key integrated computer hardware and software system. The contract is divided into separate orders. Order 1 requires that Contractor A design the integrated system. Order 2 requires Contractor A to test and evaluate potential hardware and software components of the integrated system. Order 3 requires that Contractor A provide and deliver the integrated system. Order 4 requires that Contractor A maintain the system, including performing all necessary functions to keep the computerized system up and running, for a period of five years following delivery. The true object of Order 1 is the provision of services, as it requires Contractor A to design the integrated supply system. The true object of Order 2 is the provision of services, as it requires Contractor A to perform the functions of testing and evaluation. As such, Contractor A is deemed the taxable user and consumer of all tangible personal property used in fulfilling Orders 1 and 2. The true object of Order 3 is the provision of tangible personal property. The true object of Order 4 is the provision of tangible personal property. As such, Contractor A may purchase items to fulfill Orders 3 and 4 exempt of the tax as purchases for resale. Contractor A purchases servers, routers, disk arrays processors and software to fulfill Order 3. Contractor A’s cost accounting records clearly differentiate purchases among the four separate orders. Although the terms of Order 3 only discuss a "turn-key computerized system" generally and do not identify the specific parts constituting that system, Contractor A’s purchases of the servers, routers, disk arrays, processors, and software can be tied back to Order 3.
Example 10: Contractor A enters into a contract with an agency of the Commonwealth of Virginia on March 1, 2006, for the purchase and installation of a telecommunications system in Virginia. The government entity issues a separate order on August 1, 2006, requiring that Contractor A provide installation services.  Because the separate order is issued after July 1, 2006, the true object test is applied to the separate order, rather than the underlying contract.  The true object of the order is the provision of services. Contractor A is deemed the taxable user and consumer of all tangible personal property used in performing these services.
Example 11: Contractor D executes a contract with the federal government on March 1, 2010, for the construction of a ship. The provisions of the contract contain a separate order (Order 1) that calls for engineering studies and design. An additional order (Order 2) mandates that Contractor D obtain steel and components, which will later become affixed to the ship.  The true object of Order 1 is the provision of services, including engineering studies and design.  As such, Contractor D is deemed the taxable user and consumer of all tangible personal property purchased in fulfilling Order 1.  The true object of Order 2 is the provision of tangible personal property to be incorporated into a manufactured product sold to the government. As such, Contractor D can purchase the steel and components exempt of the tax for resale.
F. Transitional provisions for orders entered into prior to July 1, 2006. The true object test shall be applied to all orders issued under all mixed government contracts if executed on and after July 1, 2006, regardless of the date on which the original contract, add-on, or order was executed.
Example 12: Contractor B enters into a contract with a government entity on January 1, 2004.  The contract requires Contractor B to sell and install a computer system to the government entity; therefore, the underlying true object of the contract is the sale of tangible personal property to the government entity. The contract is to be fulfilled by Contractor B over a five-year period with the final phase of the contract completed on or before December 31, 2008. From January 1, 2004, through June 30, 2006, all aspects of the contract will be treated as exempt sales of the tangible personal property to the government entity. Beginning July 1, 2006, the tax will be applied based on the true object of each individual order and taxed accordingly. Therefore, on and after July 1, 2006, if the true object of an order is the provision of a service, Contractor B will be liable for sales and use tax on all tangible personal property used in providing the service, even if the tangible personal property is eventually transferred to the government entity.
Example 13: Contractor C enters into a contract with a government entity on June 1, 2005. The underlying true object of the contract is the provision of  janitorial services for a five-year period ending May 31, 2010. From June 1, 2005, through June 30, 2006, Contractor C will be the taxable user and consumer of all tangible personal property purchased for use in fulfilling the service contract. For all orders executed on and after July 1, 2006, the contractor will apply the true object test to each separate order. In orders for the sale of tangible personal property to the government, purchases under the order will be exempt, provided there is not a taxable interim use of the tangible personal property by the contractor prior to its sale to the government. In orders for the provision of a service, the contractor will be liable for the tax as user and consumer for purchases made pursuant to the order.
G. Interim use. If a contractor makes an interim use of tangible personal property held for resale to a government entity pursuant to an order for the purchase of tangible personal property, the use will constitute taxable interim use provided that the terms of the order in question call for the operation of the tangible personal property by the contractor and that operation is inconsistent with the holding of that property for resale. 
However, if a contractor makes an interim use of tangible personal property held for resale to a government entity pursuant to an order, the use will constitute an exempt interim use if the terms of the order in question call for the operation of the tangible personal property and that operation is consistent with the holding of that property for resale.
In most instances, the testing and approval of tangible personal property prior to its transfer to the government entity will constitute exempt interim use. Likewise, a sale that is contingent upon the demonstrated successful operation of tangible personal property purchased under the order will be exempt of the retail sales and use tax.  
Example 14: Contractor A enters into a contract with a state government agency after July 1, 2006, to provide and maintain computer systems, including hardware and software to that agency. A task order issued pursuant to the contract requires Contractor A to design a software package to be distributed to the state government agency. Under the terms of the order, Contractor A must provide a training session for the duration of one week to government agency employees on the use of this computer software package.  Employees of the government agency visit Contractor A’s facilities for a "hands-on" training session, at which Contractor A uses the actual software it will send to the government agency. After training is completed, Contractor A repackages the software and ships it by common carrier to the government agency. Because Contractor A’s use of the computers is integral to the sale of computer systems to the state government and because the use is consistent with the resale, the use is insufficient to destroy the resale status of the transaction. Contractor A has made an exempt "interim use" of the software, prior to shipping it to the government agency. Contractor A’s purchase of the software is exempt.
Example 15: Contractor B enters into a contract with a state agency on January 1, 2007, to acquire and furnish equipment and materials that are elements and parts of a computerized Traffic Management System. The system would provide computerized highway surveillance and control for highways in the state of Virginia. Under the provisions of the contract, Contractor B is required to provide documentation and training services on the new system to the state agency’s employees. A separate order requires that Contractor B provide computers as components of the system, and contains a provision providing that the sale of such computers to the state agency is contingent upon Contractor B’s ability to demonstrate the successful operation of the computers for a two-year period. Because the sale is contingent upon the successful operation of the computers for a two-year period, such use constitutes exempt interim use, and the computers can be purchased exempt of the retail sales and use tax.  
Example 16: Contractor C enters into a mixed contract with a state agency on January 1, 2007. Order 1 under the contract requires Contractor C to operate and maintain the state’s Hazardous Waste Accumulation Facility. Order 2 of the contract requires Contractor C to provide containers to the state agency.  Contractor C uses the containers to fulfill another contract before passing the containers over to the state government.  Contractor C’s use of the containers to fulfill an outside contract, prior to passing these containers on to the state agency constitutes use that is inconsistent with the holding of that property for resale.  This use is sufficient to destroy the resale status of the containers. Contractor C will be subject to tax on the purchase of these containers.
Example 17: Contractor D enters into a contract with a government entity to provide floor-cleaning services. The government entity issues an order to Contractor C for the purchase of mops and a separate task order for the provision of floor-cleaning services. Although Contractor C will use these mops to fulfill the service contract with the government entity, Contractor C’s purchase of the mops under the individual order will be exempt from tax as a sale for resale. Contractor D’s use of the mops does not constitute "taxable interim use" because this use was not directed under the individual order for the purchase of mops.  Thus, Contractor D may purchase these mops exempt of the retail sales and use tax.
H. Real property contracts with government entities. If a contractor contracts with a governmental entity to perform construction or reconstruction with respect to real property, and in connection with this real property contract, agrees to furnish tangible personal property for use in real estate construction, the contractor shall be deemed to have purchased this tangible personal property for use and consumption and shall be liable for the sales and use tax on this tangible personal property. 
Nothing in this regulation shall be construed to authorize the application of the true object test to real property contracts with government entities. A real property contractor is taxed on the cost price of any construction or installation supplies used or consumed in the performance of real property construction, installation or repair, regardless of whether the true object of the contract or order is for services or the sale of tangible personal property. Construction and installation supplies shall include, but not be limited to, structural steel, concrete, conduit, wiring, cabling, nuts, bolts, anchors, screws, nails, glue and other materials used or consumed by a government contractor in fulfilling a contract with any government entity.  Nothing in this regulation shall be construed to exempt from the retail sales and use tax materials, equipment, or other tangible personal property purchased by a contractor for use in real property construction contracts with a government entity, regardless of whether title to such property passes directly to the government entity upon purchase by the contractor or if the contractor is reimbursed directly by the government entity for the cost of such property.
The modified application of the true object test to individual orders will not apply to contracts with a government entity to perform construction or reconstruction with respect to real property. For more information on real property construction contracts with government entities, see 23VAC10-210-410.
I. Subcontractor activities.
1. Generally. For purposes of this section, a subcontractor to a prime contractor with a government entity shall be granted the same tax treatment as the prime contractor when fulfilling its contractual obligations to the prime contractor. Thus, a subcontractor shall apply the true object test to the overall purpose of the subcontract, unless it contains individual orders that were executed on or after July 1, 2006, in which case the subcontractor must apply the true object test to each separate order to determine the tax application.
Example 18: General Contractor A enters into a contract with the federal government, under which General Contractor A will furnish, install and maintain a telecommunications system. General Contractor A furnishes the system and subcontracts with Subcontractor 1 to install the system and Subcontractor 2 to provide maintenance and repair services. Order 1 is issued to General Contractor A for the provision of the telecommunications system, Order 2 is issued to Subcontractor 1 to install the system and Orders 3 and 4 are issued to Subcontractor 2 to provide the maintenance and repair services. General Contractor A, Subcontractor 1 and Subcontractor 2 may apply the true object test to each separate order to determine the tax application of each separate order.
2. Subcontractor recordkeeping requirements. Every subcontractor under a subcontract that is in furtherance of a government contract will be required to maintain suitable records and documentation in order to accurately determine the true object of an order entered into in furtherance of a contract between a prime contractor and a government entity. If the subcontractor determines that the true object of an order is the provision of tangible personal property, the subcontractor must present an ST-10 resale exemption certificate in order to purchase the property exempt of the retail sales and use tax. Every subcontractor will be required to present an ST-10 resale exemption certificate for all such exempt transactions, regardless of how far removed the contractor is from the general contractor. If a prime contractor issues an order to a subcontractor in furtherance of a government contract, the prime contractor shall provide the subcontractor a task order number, a copy of the task order and the name of the government agency or other such documentation that would allow the subcontractor to prove that the order is in furtherance of a government contract.
Example 19: Contractor A enters into a contract with a state agency for the development of a computer system, which requires Contractor A to furnish computers to the state agency. The state agency issues a task order for the provision of computers. The prime contractor issues a task order to Subcontractor 1, who issues a task order to Subcontractor 2 to provide the computers. Subcontractor 2 will be required to present the vendor with an ST-10 resale exemption certificate. Subcontractor 1 will be required to present an ST-10 resale exemption certificate to Subcontractor 2. The general contractor will be required to present Subcontractor 1 with an ST-10 resale exemption certificate. The state agency will be required to present to the prime contractor an ST-12 government exemption certificate.
J. Mixed invoices. In cases where a single vendor order or invoice for tangible personal property purchased by a government contractor includes items used in fulfilling two or more separate orders issued under a government contract, the government contractor shall determine the sales and use tax application based upon the true object of each of the two or more separate orders. Those items that will be used to fulfill the order for tangible personal property shall be deemed purchased pursuant to an order for tangible personal property and shall be exempt of the tax for resale. Those items that will be used to fulfill the order determined to be for the provision of services shall be deemed purchased pursuant to an order for the provision of services and shall be subject to the tax. Tax shall be paid on the cost price of items classified as items that are consumed in providing the services.
Example 20: Contractor E is under contract with a government entity that includes an order to supply 50 computer monitors to the government entity.  The same contract contains a separate order requiring Contractor E to provide services to the government entity that require an additional 50 computer monitors for use by Contractor E. Contractor E purchases all 100 computer monitors from the same supplier under the same vendor order.  The cost for the 50 monitors that will be supplied to the government will be exempt from the tax because the monitors are purchased pursuant to an order for which the true object is the provision of tangible personal property for resale. The remaining 50 computer monitors, to be used in providing services to the government entity under the contract will be fully taxable because they are purchased pursuant to an order for which the true object is the provision of a service. Contractor E should determine the total cost price of the 50 computer monitors based on the cost price of the monitors actually provided to the government entity in fulfillment of the service order.
K. Classified contracts. In cases where the true object of an order requires the review of a classified government contract, the department’s authorized Classified Contract Agent will review the order to determine if the order is for the sale of tangible personal property or for the provision of services. In situations where it is impossible or infeasible to obtain a classified contract, the department may review other sources of information in determining the true object of the order; however, the ultimate burden of proving that the true object of the transaction is the provision of tangible personal property or services rests with the contractor.  Other sources of information may include, but are not limited to unclassified statements of work, redacted versions of classified contracts, or other source documents furnished by the government entity and the government contractor in determining the true object of the contract or orders.
L. Consumable goods. A contractor is taxed on the cost price of all office, cleaning, clothing and other supplies used or consumed by the contractor in the performance of any type of government contract, or after June 30, 2006, in the performance of any type of order with a government entity.
Example 21: Contractor A enters into a contract with the federal government to provide chemical analysis of certain water samples. Pencils, paper, and other office supplies to be used in performing the contract will constitute consumable goods and will be subject to sales tax. 
M. Recordkeeping requirements of the contractor. Generally, the department will rely on the language used in each individual order to determine the true object of the transaction. In cases where the department is unable to determine the true object of an individual order, the department may consider other source documents to make its determination. Other documents may include, but are not limited to, the government agency’s request for proposal, basic ordering agreements, chart of accounts, individual transactions performed under a separate order, and confirmation of either goods or services delivered. Despite the change in policy, the underlying contract should also be made available for review.  It is the contractor’s duty to retain suitable records and documentation in order to accurately determine the true object of an order entered into with government entities.
To determine whether a particular purchase was made to fulfill a particular order, the department shall rely on the normal books and records kept by the contractor in the ordinary course of its business. For example, if a contractor’s books and records show that a purchase of property was charged to an account that identifies a specific order, those purchases should be deemed to be made to fulfill that order. The contractor may provide other information or documentation to identify the purchases that were made to fulfill that order, but shall not be required to produce any documentation not already kept by the contractor in the ordinary course of business.  A particular purchase made by a contractor may be for resale even if the corresponding order does not expressly reference that specific purchase. The contractor is required to abide by the recordkeeping requirements set forth in 23VAC10-210-470.
N. Audit methodology. All government contractor audits will be conducted in accordance with audit procedures as established by the department, including but not limited to, those procedures outlined in the department’s Field Audit Procedure Manual. 
NOTICE: The forms used in administering the above regulation are listed below. Any amended or added forms are reflected in the listing and are published following the listing.

FORMS 

Combined Registration Application Form, Form R-1 (eff. 10/89). 

Instructions for Completing Combined Registration, Form R-2 (eff. 10/89). 

4½% Virginia Sales Tax Table (eff. 1/87). 

Certificate of Registration, Form ST-4 (eff. 3/89). 

Direct Payment Permit Sales and Use Tax Return, Form ST-6 (eff. 1/90). 

Instructions for Form ST-6B, Form ST-6A (eff. 5/91). 

Schedule of Local Sales and Use Taxes, Form ST-6B (eff. 9/88). 

Consumer's Use Tax Return, Form ST-7 (eff. 4/91). 

Consumer's Use Tax Return Worksheet, Form ST-7A (eff. 11/93). 

Out-of-State Dealer's Use Tax Return, Form ST-8 (eff. 1/92). 

Instructions for Preparing ST-8, Form ST-8A (eff. 5/94). 

Dealer's Retail Sales & Use Tax Return, Form ST-9 (eff. 1/92). 

Dealer's Worksheet for Computing State and Local Retail Sales & Use Tax, Form ST-9A (eff. 9/92). 

Schedule of Local Taxes, Form ST-9B (eff. 7/90). 

Sales and Use Tax Certificate of Exemption (For dealers who purchase tangible personal property for resale, lease or rental), Form ST-10 (eff. 4/88 rev. 10/99). 

Sales and Use Tax Certificate of Exemption (For catalogs and other printed materials distributed outside of Virginia; property delivered to factor or agent for foreign export; advertising for placement in media; advertising supplements), Form ST-10A (eff. 3/86). 

Sales and Use Tax Certificate of Exemption (For manufacturing, processing, refining, converting, mining, basic research and research and development in experimental or laboratory sense, or certified pollution control equipment; equipment, materials or supplies used in the production of a publication issued at least quarterly; high speed electrostatic duplicators; materials, containers, etc. for future used for packaging tangible personal property for shipment or sale.), Form ST-11 (eff. 6/94). 

Sales and Use Tax Certificate of Exemption (For use by construction contractors and non-manufacturers when purchasing tangible personal property for usage directly in manufacturing products for sale or resale which are exempt from the tax; incorporation into real property in another state or foreign country which could be purchased free from the tax in such state or country; agricultural production, to be affixed to real property owned or leased by a farmer engaged in agricultural production for market.), Form ST-11A (eff. 6/94). 

Sales and Use Tax Certificate of Exemption (For use by the Commonwealth of Virginia, a political subdivision of the Commonwealth of Virginia, or the United States.), Form ST-12. 

Sales and Use Tax Certificate of Exemption (For use by certain nonprofit organizations that have been granted statutory exemption from the tax; medical and educational related.), Form ST-13 (eff. 6/94). 

Sales and Use Tax Certificate of Exemption (For use by nonprofit churches), Form ST-13A (eff. 6/88). 

Sales and Use Tax Certificate of Exemption (For use exclusively by an out-of-state dealer who purchases tangible personal property in VA for immediate transportation out of VA in his own vehicle for resale outside VA.), Form ST-14 (eff. 5/2/88). 

Sales and Use Tax Certificate of Exemption (For use exclusively by an out-of-state dealer who purchases livestock in VA for immediate transportation out of VA for resale outside VA.), Form ST-14A (eff. 3/1/76). 

Sales and Use Tax Certificate of Exemption (For use by individuals purchasing heating oil, artificial or propane gas, firewood or coal for domestic consumption.), Form ST-15 (eff. 9/81). 

Sales and Use Tax Certificate of Exemption (For use by watermen who extract fish, bivalves, or crustaceans from waters for commercial purposes.), Form ST-16 (eff. 7/85). 

Sales and Use Tax Certificate of Exemption (For use by harvesters of forest products.), Form ST-17 (eff. 6/94). 

Sales and Use Tax Certificate of Exemption (For use by farmers engaged in agricultural production), Form ST-18 (eff. 5/94). 

Sales and Use Tax Certificate of Exemption (For use by shipping lines engaged in interstate or foreign commerce, and by shipbuilding companies engaged in building, converting or repairing ships or vessel.), Form ST-19. 

Sales and Use Tax Certificate of Exemption (For use by public service corporations, commercial radio, and television companies, cable television systems, taxicab operators and certain airlines.), Form ST-20 (eff. 3/89). 

Sales and Use Tax Direct Payment Permit, Form ST-21 (eff. 2/94). 

Virginia Consumers Use Tax Return for Individuals, Form CU-7 (eff. 9/93). 

Dealer's Application for Certificate of Registration for Sales through Vending Machines, Form VM-1 (eff. 1/91). 

Vending Machine Dealer's Return, Form VM-2 (eff. 9/89). 

Dealer's Worksheet for Computing Tax on Sales Through Vending Machines, Form VM-2A (eff. 4/93). 

Schedule of Local Vending Machine Sales Tax, Form VM-2B (eff. 9/89). 
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