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Understand the Following
• Sales/Use Tax Fundamentals
• Terms and Definitions
• New Construction v. Repair/Remodeling
• Lump Sum v. Separated Contracts
• Taxability By Contract and Project Type
• Taxability for Projects when an Exemption is Claimed

Course Objectives



Fundamentals of Sales/Use Tax



Sales Tax
• Tax is imposed on final consumer
• Tax is collected by the retailer
• Tax is reported and paid by the retailer
• Example: Purchase of tools at a retail store

Fundamentals of Sales/Use Tax



Use Tax
• Tax is imposed on final consumer
• Tax is remitted directly by the consumer
• Tax reported and paid as taxable purchase
• Example: Equipment rental from out of state vendor

who doesn’t collect the tax

Fundamentals of Sales/Use Tax



Tangible Personal Property v. Services
• Tangible personal property (TPP) is taxable unless specifically

enumerated as exempt. TPP can include items commonly
considered intangible such as electricity.

• Examples of TPP:
• Incorporated Materials
• Consumables
• Tools
• Equipment Rentals

Fundamentals of Sales/Use Tax



Tangible Personal Property v. Services
• Services are non-taxable unless specifically enumerated as taxable. However,

many services are taxable in Texas.
• Examples of non-taxable services for construction projects:

• Engineering & Design
• Inspections
• Insurance

• Examples for taxable services for construction projects:
• Surveying
• Security Services
• Trash Service/Waste Removal
• Landscaping

Fundamentals of Sales/Use Tax



Summary
• Both sales and use tax are imposed on the consumer
• Primary difference is who reports and remits payment
• Be aware of use tax implications
• Always consider TPP to be subject to tax unless an 

exemption can be claimed
• Understand taxable services as they relate to your 

business

Fundamentals of Sales/Use Tax



Terms and Definitions and Key Concepts



Contractor – Any person who builds new improvements to residential or nonresidential real property,
completes any part of an uncompleted new structure that is an improvement to residential or
nonresidential real property, makes improvements to real property as part of periodic and scheduled
maintenance of nonresidential real property, or repairs, restores, maintains, or remodels residential
real property, and who, in making the improvement, incorporates tangible personal property into the
real property that is improved. The term includes subcontractors but does not include material men,
suppliers, or persons who provide taxable real property services.

Note: The definition excludes those who repair, remodel, and restore nonresidential real property.

Residential Property – Property that is used as a family dwelling, multifamily apartment or housing
complex, nursing home, condominium, or retirement home. The term includes homeowners
association-owned and apartment-owned swimming pools, laundry rooms, and other common areas
for tenants' use. Common areas of mixed residential and nonresidential property are allocated or
prorated based on the ratio of residential to nonresidential use of the property. The term does not
include any commercial area open to nonresidents, retail outlets, hospitals, hotels, or any other
facilities that are subject to the hotel occupancy tax.

Terms and Definitions and Key Concepts



Incorporated Materials – Tangible personal property that becomes a part of any building or other
structure, project, development, or other permanent improvement on or to such real property
including tangible personal property that, after installation, becomes real property by virtue of being
embedded in or permanently affixed to the land or structure constituting realty and which property
after installation is necessary to the intended usefulness of the building or other structure.

Examples of Incorporated Materials:
• Foundation
• Framing
• Plumbing
• HVAC
• Electrical Wiring & Conduit

Terms, Definitions, and Key Concepts

• Windows/Doors
• Flooring
• Paint
• Nails and Screws
• Electrical & Plumbing Fixtures



Consumable Item – Nondurable tangible personal property that is used to improve realty and, after
being used once for its intended purpose, is completely used up or destroyed. Examples of
consumable items are nonreusable concrete forms, nonreusable drop cloths, barricade tape, natural
gas, and electricity. The term "consumable item" does not include machinery, equipment, accessories
to machinery or equipment, repair or replacement parts for machinery or equipment, or any rented or
leased item.

Examples of Consumables:
• Electricity
• Concrete Forms (Non-reusable)
• Welding Gas
• Silt Fence (should be coded to job)

Terms, Definitions, and Key Concepts

• Chalk
• Tape
• Plastic Sheeting
• Disposable Rags



Equipment – Tangible personal property that a contractor uses that is not a consumable item or an
incorporated material. Examples include tools, machinery, implements, and accessories and repair or
replacement parts for the equipment.

Examples of Equipment
• Dozers
• Cranes
• Scaffolding (including set-up/tear down provided by rental company)
• Portable Toilets (including service/cleaning)
• Job-Site Dumpsters
• Temporary Fencing
• Job-Site Trailers
• Drill Bits
• Saw Blades

Terms, Definitions, and Key Concepts



Subcontractor – Same prior definition of “Contractor.” Someone who
makes improvements to real property and in doing so incorporates
tangible personal property into the real property that is improved.
Examples include electricians, plumbers, and HVAC contractors.

Subcontractors do not include service providers who do not make
improvements to the realty. Examples include steel fabricators who do
not also perform installation, surveyors, job-site security, and trash
service.

Terms, Definitions, and Key Concepts



Taxable Services – As mentioned previously, many services are taxable in Texas. Examples of
the most common taxable services for construction projects include the following:

• Surveying
• Job-Site Security
• Trash Service/Waste Removal
• Daily Job-Site Cleanup
• Pest Control Services
• Equipment Repair
• Landscaping

• Landscaping includes adding vegetation such as sod, seed, plants, and trees, as well as soil
and mulch; hardscaping such as irrigation, lighting, fences, ponds, drainage systems, and
retaining walls are taxed like contractors, differently than landscaping.

Terms, Definitions, and Key Concepts



Taxable Services (Continued)
• Some taxable services can be resold under certain

circumstances
• Landscaping and surveying are the two most common

• Exemption for labor exists for real property services when
performed as part of construction of a new residential
structure

• Landscaping
• Surveying
• Waste Removal
• Janitorial/Site Cleanup
• Pest Control

Terms and Definitions and Key Concepts



New Construction v. Repair/Remodeling



New Construction – All new improvements to real property including initial finish out work to the interior or exterior
of the improvement. An example is a multiple story building that has had only its first floor finished and occupied.
The initial finish out of each additional floor before initial occupancy or use is considered new construction. New
construction also includes the addition of new, usable square footage to an existing structure. Examples are the
addition of a new wing onto an existing building, or the addition of a new mezzanine level within an existing
building. Reallocation of existing square footage inside a structure is remodeling and does not constitute the
addition of new, usable square footage. For example, the removal or relocation of interior walls to expand the size
of a room, or the finish out of an office space that was previously used for storage, is remodeling. Raising the
ceiling of a room or the roof of a building is not new construction unless new, usable square footage is created.

Remodeling or Modification – To rebuild, replace, alter, modify, or upgrade existing real property. Work that is
performed after the initial finish out has been completed is remodeling even when the improvement has not
been occupied or used. For example, a prospective tenant wants the unit of a completely finished out shopping
complex repainted before the tenant leases the unit. The repainting is remodeling. Partial demolition of existing
nonresidential realty is taxable remodeling. The complete demolition of an existing nonresidential improvement
to real property is neither remodeling nor modification and is not taxable.

New Construction v. Repair/Remodeling



Repair – To mend or bring back real property that was broken, damaged, or defective as near as possible to its
original working order.

Restoration – An activity that is performed to bring back real property that is still operational and functional but that
has faded, declined, or deteriorated, as near as possible to its original condition.

Maintenance on Real Property – For operational and functional improvements to realty, maintenance means
scheduled, periodic work that is necessary to sustain or support safe, efficient, continuous operations, or to prevent
the decline, failure, lapse, or deterioration of the improvement. Maintenance does not include work to remodel,
modify, upgrade, perform major repair, or restore, even if the work is scheduled or periodic.

• As it relates to maintenance, the term "scheduled" means anticipated and designated to occur within a given
time period or production level.

• As it relates to maintenance, the term "periodic" means ongoing or continual or at least occurring at intervals
of time or production that are reasonably predictable.

• The scheduled shutdown or turnaround of a manufacturing or processing plant is considered to be
maintenance within the meaning of this definition.

New Construction v. Repair/Remodeling



New Construction or Repair/Remodeling?

Contractor adds an outdoor bar and patio to an existing restaurant, where none 
previously existed.

New Construction              or              Repair/Remodeling

Contractor demolishes a building leaving only the steel framing, and rebuilds the 
structure.

New Construction              or              Repair/Remodeling

New Construction v. Repair/Remodeling



New Construction or Repair/Remodeling?

Contractor builds out a space to accommodate a change of tenants.  

New Construction              or              Repair/Remodeling

Contractor adds a mezzanine within a warehouse for a new tenant.  

New Construction              or              Repair/Remodeling

New Construction v. Repair/Remodeling



Lump Sum v. Separated Contracts



Lump-Sum Contract – A contract in which the agreed contract price is one lump-sum amount and in which the charges for
incorporated materials are not separate from any charges for skill and labor, including fabrication, installation, and other labor
that the contractor performs. For example, guaranteed-maximum contracts are considered lump-sum contracts when the
charges for incorporated materials and the charges for skill and all labor are not separately stated. Contracts to improve realty
that do not break out all charges for labor, including fabrication labor, are considered lump-sum contracts. For example, a
contractor who fabricates and incorporates cabinets into realty under a contract that includes the fabrication labor in the
agreed contract price of materials is a lump-sum contractor. Contracts to improve realty that have a zero charge for materials or
for labor are considered lump-sum contracts. Separated invoices issued to the customer will not change a lump-sum contract
into a separated contract unless the terms of the contract require separated invoices.

Separated Contract – A contract in which the agreed contract price is divided into a separately stated agreed contract price for
incorporated materials and a separately stated amount for all skill and labor that includes fabrication, installation, and other
labor that is performed by the contractor. If prices of incorporated materials and labor are separately stated in any part of the
contract or in a document that becomes part of the contract according to the terms of the contract, adding the charges
together to give a sum total does not change the contract into a lump-sum contract. For example, a contract that requires
separated invoices is a separated contract. Cost-plus contracts are considered separated contracts if the cost of labor is
separately stated from the cost for incorporated materials.

Lump Sum v. Separated Contracts



Hierarchy of Controlling Documents
• Contract
• Bid
• Invoice

Lump Sum v. Separated Contracts



Lump Sum or Separated Contract?

Contract stipulates the following pricing breakdown:
Labor: $200,000
Materials: $150,000
Tools/Equipment: $50,000
Total Contract Price: $400,000

Lump Sum              or              Separated

Lump Sum v. Separated Contracts



Lump Sum or Separated Contract?

Contract states that the Customer will pay a total lump sum price of $195,000 but
includes the following schedule of values in the Appendix:

Site Prep: $15,000
Foundation: $25,000
Electrical: $45,000
Plumbing: $35,000
Finish Out: $75,000
Total Contract Price: $195,000

Lump Sum              or              Separated

Lump Sum v. Separated Contracts



Lump Sum or Separated Contract?

The contract lists a lump sum price of $75,000 to be paid by the Customer. Under the
terms of the contract, the bid is incorporated as part of the contract. The bid lists the
following pricing:

Conduit, wiring, and other materials: $35,000
Installation labor: $40,000
Total Price: $75,000

Lump Sum              or              Separated

Lump Sum v. Separated Contracts







Taxability – New Construction, Residential 
Construction, and Real Property Maintenance



Lump Sum Contract
• Contractor is considered the final consumer
• Contractor pays sales tax and/or accrues and remits use

tax on all taxable purchases (incorporated materials,
consumables, equipment, and taxable services)

• No tax is collected from the customer

Taxability – New Construction, Residential, and Maintenance



Separated Contract
• Contractor is considered the retailer of materials and taxable

services that are transferred to the customer, but the final
consumer of other items*

• Contractor issues resale certificate when purchasing
incorporated materials and certain services, and collects sales
tax from the customer on the selling price of these items

• Contractor pays sales tax and/or accrues and remits use tax on
all other taxable purchases (consumables*, equipment, and
certain taxable services)

*Consumables can be purchased for resale when title transfers to the customer at or before contractor
takes possession and the items are immediately marked or labeled as customer’s property

Taxability – New Construction, Residential, and Maintenance



Maintenance
• Contracts are treated in the same manner as

aforementioned lump sum and separated contracts
• Labor is not taxable
• Absent a maintenance contract, Contractor should

obtain exemption certificate from customer or other
documentation showing the work qualifies as
maintenance

Taxability – New Construction, Residential, and Maintenance



Each Contract is Treated Independently

General 
Contractor

Sub FSub E

Sub CSub BSub A

Lump Sum

SeparatedLump Sum

Lump Sum Separated

Pays Tax

Pays Tax

Collects TaxPays Tax

Collects Tax

Taxability – New Construction, Residential, and Maintenance

Customer
Lump Sum



Taxability – Nonresidential Repair, 
Remodeling, and Restoration



• Contractor collects tax from the customer on the entire contract
amount - contract type (lump sum v. separated) is irrelevant

• Contractor issues resale certificate when purchasing incorporated
materials and certain services

Taxability – Nonresidential Repair, Remodeling, and Restoration

• Subs should obtain resale certificates as tax is collected by the 
general contractor 

• Contractor still pays sales tax and/or accrues and
remits use tax on consumables, equipment, and
most taxable services



Taxability – Mixed Contracts 
(5% Rule)



• Mixed contracts include a combination of taxable and
non-taxable services (e.g. a contract that includes both
new construction and nonresidential repair/remodeling)

• If more than 5% of the charge is related to taxable
services, the entire contract is presumed taxable

• Contractors should differentiate the charges and tax
accordingly

• This also applies to landscaping companies who provide
both landscaping and hardscaping

Taxability – Mixed Contracts (5% Rule)



Contracts with/for Entities Claiming 
an Exemption



Common Types of Exemptions
• Manufacturing – Manufacturers can claim an exemption on

certain qualifying equipment
• Direct Pay – Direct pay permit holders can issue an

exemption certificate to vendors, and then determine
taxability and remit the applicable tax themselves

• Exempt Entity – Federal and Texas governmental entities are
always exempt while others, such as non-profits, must apply
for and obtain exempt status with the Texas Comptroller

Contracts with/for Entities Claiming an Exemption



Exemption Certificates
• Certificates do not flow through
• Each party should obtain and issue their

respective certificates
• Make sure exemption certificate is

applicable to the transaction in question
• Review certificates for accuracy and

completeness

Contracts with/for Entities Claiming an Exemption



Manufacturing
• Must obtain a valid exemption certificate
• Not valid for lump sum new construction – must be

separated and the contract must separately identify the
charge for qualifying equipment

• For repair/remodeling the contract must separately
identify the charge for qualifying equipment

• Exemption certificate requirements differ between GC
and Subs

Contracts with/for Entities Claiming an Exemption



Direct Pay
• Contractor must obtain a valid direct pay exemption certificate – a copy

of the direct pay permit is not acceptable documentation
• Direct pay does not apply to lump sum new construction projects
• Under a separated contract for new construction, exemption applies to

the separately stated selling price of materials and taxable services
transferred to the customer, but contractor must pay tax on
consumables*, equipment, and certain taxable services

• When project is repair/remodeling contractor must pay tax on
consumables, equipment, and certain taxable services

• Exemption certificate requirements differ between GC and Subs
*Consumables can be purchased for resale when title transfers to the customer at or before contractor takes
possession and the items are immediately marked or labeled as customer’s property

Contracts with/for Entities Claiming an Exemption



Exempt Entities
• Most generous of the exemptions with respect to

construction contracts
• GC should obtain exemption certificate unless contract

is directly with a governmental entity
• Subs obtain exemption certificate listing the name of the

exempt entity and the project name
• Contracts can be either lump sum or separated

Contracts with/for Entities Claiming an Exemption



Exempt Entities (Continued)
• Exemption applies to:

• Incorporated materials
• Consumables that are 1) necessary and essential to contract

and 2) completely consumed at job site
• Taxable services performed at job site that are 1) expressly

required by the contract or 2) integral to the contract
• Contractor must pay tax on tools and equipment

Contracts with/for Entities Claiming an Exemption



GC has a new construction project with a church, listing the 
name of the church and project name within the contract. 

GC has sufficient documentation to exempt the job?

True              or              False

GC can provide church’s exemption certificate to its Subs?  

True              or              False

Contracts with/for Entities Claiming an Exemption



GC has a new construction project with a church and has provided a 
valid exemption certificate to its Subs. 

Masonry sub can claim exemption on concrete forms?

True              or              False

Framing crew can claim exemption on air compressor?  

True              or              False

Contracts with/for Entities Claiming an Exemption



Contracts with/for Entities Claiming an Exemption

General 
Contractor

Equipment 
Rental Co.

Material 
Supplier

Sub CSub B
Sub A

Lump Sum

Lump Sum

SeparatedExemption cert. from 
GC to Sub A

Exemption cert. from Sub A 
to Material Supplier Cert. N/A, Sub B pays tax 

to Equipment Rental Co.

Governmental 
Entity

Contract serves as exemption, or exemption cert. from Gov’t to GCLump Sum

Resale or Exemption cert. 
from GC to Sub C

Exemption cert. 
from GC to Sub B





Additional Questions?

2002 Timberloch Place
Suite 200
The Woodlands, TX 77380
www.engrsalestax.com

Todd Filo
Engineered Sales Tax Services, LLC
281-686-5803
todd@engrsalestax.com
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