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On May 31, 2019, Governor Doug Ducey signed Arizona H.B. 2757 adopting
economic nexus standards for internet sales made into Arizona. This change was in
direct response to the US Supreme Court’s decision in South Dakota v. Wayfair, 138
S. Ct. 2080 (2018) and becomes effective October 1, 2019.

In addition to adopting economic nexus standards, H.B. 2757 requires marketplace
facilitators (Amazon, et. al.) to collect the sales tax on behalf of sellers using the
facilitator’s platform. It also preempts the retail classification for city sales taxes
under the Model City Tax Code.

WAYFAIR ECONOMIC NEXUS FOR REMOTE SELLERS AND
MARKETPLACE FACILITATORS

Approximately 43 states have economic nexus laws, while 27 states have adopted
rules regarding online “marketplaces.” With H.B. 2757, Arizona jumped on the
Wayfair bandwagon and adopted economic nexus for both remote sellers and
marketplace facilitators.

In Wayfair, the US Supreme Court eliminated the decades-old physical presence
nexus rule in favor of a more nebulous “economic nexus” standard to accommodate
the age of online retailing (although it should be noted that while the Supreme
Court eliminated physical presence as a prerequisite for having nexus with a state, a
physical presence will still establish nexus). The South Dakota law at issue
established economic nexus (and the resultant tax collection obligation) for remote
sellers that made $100,000 or more in sales or 200 individual transactions to
customers in South Dakota. The US Supreme Court held that South Dakota’s law
did not violate the Commerce Clause of the US Constitution, pointing specifically
to several key factors:

■ A single, statewide tax base
■ Only two municipal tax rates
■ Single state-level administration
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■ A safe harbor for small sellers (the sales and transactions thresholds)
■ Prospective-only application
■ South Dakota’s adoption of the Streamlined Sales and Use Tax Agreement (SSUTA)

The SSUTA is a voluntary agreement aimed at standardizing state sales tax laws in order to ease compliance burdens on
sellers. SSUTA member states are required to use single, standardized definitions of products and services, adopt
simplified rate structures, and offer sellers access to tax-administration software that limits the seller’s audit liability.

Possibly hindering Arizona’s efforts to adopt economic nexus is its transaction privilege tax regime (TPT, the Arizona
version of a sales tax), which is widely recognized as one of the most complex in the nation. The state utilizes different
tax codes at the state and the municipal level, and while all cities and towns are required to use a standard Model City
Tax Code, they have numerous options on what to tax within that framework. The state, counties, and municipalities also
have the ability to set their own rates, which can further vary depending on what activity is being taxed. Arizona is not a
member of the SSUTA, and it only recently moved to centralized reporting and audits (although taxpayers may still be
subject to single-jurisdiction audits in some circumstances).

Although Arizona’s legislature attempted to draft an economic nexus law that satisfies the parameters articulated by the
US Supreme Court, questions regarding the law’s constitutionality remain. H.B. 2757 establishes safe harbors for small
sellers, setting sales thresholds for both remote sellers and “marketplace facilitators.” The law applies prospectively only,
including a phase-in period for remote sellers. And as noted above, Arizona finally implemented state-level
administration of all sales taxes in 2017. However, while the bill preempts the retail classification in the Model City Tax
Code for purposes of the tax base, cities retain the ability to independently assess taxes on several categories of retail
sales, and the bill does nothing to address the plethora of tax rates. It also prohibits cities from requiring remote sellers
and marketplace facilitators to obtain municipal TPT licenses, which is good but does not address the potential for a city-
specific audit.

Finally, it is important to note that while H.B. 2757 adopts economic nexus rules, it does not appear to overrule or
otherwise modify the old physical presence rules. Thus, out-of-state sellers should be aware that any in-state activities (i.
e., presence of salesmen, attendance at a conference, etc.) could still establish nexus with Arizona, even if the sales
thresholds for a remote seller or marketplace facilitator have not been met. The Department of Revenue needs to clarify
its position on this issue.

A. ECONOMIC NEXUS THRESHOLDS FOR REMOTE SELLERS
A “remote seller” is defined as a person selling products for delivery into Arizona that does not have a physical presence
in Arizona. Under H.B. 2757, a remote seller is required to collect and remit Arizona TPT on retail sales to customers
located in the state if sales exceed the following thresholds either during the previous or current calendar year.

Year
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Sales Threshold

2019

$200,000

2020

$150,000

2021 and beyond

$100,000

The economic nexus law requires a remote seller to obtain a TPT license and begin collecting and remitting tax on the
first day of the month that starts at least 30 days after the threshold is met. Additionally, the law requires the remote
seller to continue collecting and remitting tax for the following calendar year, even if the sales threshold is not achieved
(a concept known as “trailing nexus”); however, the remote seller would be permitted to cancel its TPT license for the
following calendar year.

For example, if a remote seller had $130,000 in Arizona sales in 2019, and reached the threshold of $150,000 in Arizona
sales on May 15, 2020, then the remote seller would be required to begin collecting tax on July 1, 2020. The remote
seller is required by H.B. 2757 to continue to collect and remit TPT for the remainder of 2020 and all of 2021. If, however,
the remote seller only has $90,000 in Arizona sales in 2021, it would be permitted to cancel its TPT license and cease
collecting and remitting TPT in 2022. But if the remote seller exceeded the threshold midway in 2022, they would have
to start the collection process again.

A number of states have taken a more sensible approach: rather than having an ongoing and rolling threshold that could
be met during the tax year, these states make the threshold determination based on sales in the prior year. If the
threshold was met in that prior year, then the remote seller begins collection from day one in the next year (i.e., if a
remote seller surpassed the threshold during 2019, they would begin collecting tax on January 1, 2020).

B. ECONOMIC NEXUS FOR MARKETPLACE FACILITATORS
H.B. 2757 also statutorily adopts nexus rules for marketplace facilitators. Under the new law, a “marketplace facilitator” is
a person that “facilitates a retail sale by a marketplace seller by listing or advertising for sale… in a marketplace tangible
personal property… regardless of whether the marketplace facilitator receives compensation” for its services. A
“marketplace” is a physical or electronic space where tangible personal property is available for sale. A “marketplace
seller” is a person making retail sales through a marketplace operated by a marketplace facilitator. The definition of
“marketplace facilitator” does not include payment processing businesses (like credit card companies). Finally, the
definition of “sale” is amended to include “transactions facilitated by a marketplace facilitator on behalf of a marketplace
seller.”
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Marketplace facilitators will have economic nexus with Arizona if they have $100,000 or more in annual sales to Arizona
customers through at least one marketplace seller (a marketplace facilitator that facilitates no sales for third parties would
instead be considered a remote seller, subject to those thresholds). As with individual remote sellers, marketplace
facilitators will be required to obtain a TPT license and begin collecting and remitting tax on the first day of the month
that starts at least 30 days after the threshold is met, and the one-year trailing nexus provision also applies.

Marketplace facilitators are required to collect and remit retail TPT on sales made through the marketplace, whether by
the marketplace facilitator or by a marketplace seller. Additionally, sales of tangible personal property by marketplace
sellers which are facilitated by a marketplace facilitator and where the marketplace facilitator is required to collect and
remit tax are specifically exempted under the state retail classification.

When reporting TPT to the Department of Revenue, marketplace facilitators have two options:

■ Report all sales made through the marketplace (one combined tax return); or
■ Report its sales separately from marketplace sales (two returns).

C. EFFECTIVE DATES
The new nexus rules for remote sellers and marketplace facilitators officially take effect on October 1, 2019. However,
the law specifies that the sales thresholds are based on sales during the calendar year – not sales made after the new law
takes effect. This means that businesses who meet the definition of a remote seller or marketplace facilitator must look
back at all of their sales to Arizona customers starting January 1, 2019. If the threshold has already been met, these sellers
should prepare to start collecting tax on October 1.

D. AUDITS AND ASSESSMENTS
Marketplace facilitators and remote sellers are eligible for certain limitations of liability during 2019 and 2020, as
explained below. The Department of Revenue will determine the manner in which a marketplace facilitator or remote
seller can claim the liability relief, and it may also waive penalties and interest if it finds reasonable cause exists (but only if
the marketplace facilitator or remote seller actually paid tax during the period in question). Additionally, H.B. 2757
specifies that an audit of a marketplace facilitator cannot automatically trigger the audit of a marketplace seller.

Although Arizona centralized its audit procedures in 2013, eliminating the potential for multiple audits by different cities
(as well as a separate audit by the state), it is possible that remote sellers and marketplace facilitators may still be subject
to city-directed audits. Cities are permitted to request the ability to audit taxpayers doing business in only that
jurisdiction if the city makes a request to the Department of Revenue. It is unclear how the Department of Revenue
would view such requests regarding remote sellers or marketplace facilitators, but it is the understanding of the authors
that the Department of Revenue is yet to turn down a city’s audit request for a city audit of a taxpayer doing business
only in that city.
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i. Limitations on Liability for Marketplace Facilitators and Remote Sellers 

a. Marketplace Facilitators

A marketplace facilitator will not be liable for a failure to remit the correct amount of TPT on a sale made by a
marketplace seller if the failure was due to incorrect information provided by the marketplace seller or another non-
sourcing error. In both cases, the marketplace facilitator and marketplace seller cannot be affiliated persons as defined by
the statute (generally, common ownership of 5% or more).

The protections for a marketplace facilitator are capped, however. The relief is limited to 5% of the total tax due for 2019,
3% of the total tax due for 2020, and 0% of the total tax due in 2021 and beyond.

b. Remote Sellers

Remote sellers are not liable for failing to pay the correct amount of TPT if failure to pay was due to an error other than
an error in sourcing. As with marketplace facilitators, there are limitations on the protection available: 5% of the total tax
due for 2019, 3% of the total tax due for 2020, and 0% of the total tax due in 2021 and beyond.

E. EFFECT ON THE MODEL CITY TAX CODE: STATE PREEMPTS THE CITY RETAIL
CLASSIFICATION
One of the key factors contributing to the US Supreme Court’s decision in Wayfair was South Dakota’s relatively simple
sales tax regime: it had one state-wide tax base and only two tax rates. South Dakota is also a member of the SSUTA. By
contrast, Arizona is not a member of the SSUTA and its TPT is widely recognized as one of the most complex in the
nation, due in no small part to the municipal autonomy embodied in the Model City Tax Code.

With that in mind, H.B. 2757 adopts a number of provisions aimed at simplifying the retail sales tax for remote vendors
and marketplace facilitators:

■ The state level retail classification (A.R.S. § 42-5061) now supersedes all city or town ordinances, including Section
460 of the Model City Tax Code (the municipal retail classification), with certain exceptions; in other words, the state
finally was successful in preempting at least the retail classification of the Model City Tax Code;

■ A city or town cannot require a person or business to obtain a municipal TPT license merely because that person or
business has exceeded the economic nexus thresholds as either a remote seller or a marketplace facilitator; and

■ The municipal tax rate applicable to marketplace facilitators will be the municipal retail tax rate in effect in that city or
town.

Municipalities are still permitted to impose local sales taxes on the following:

■ Certain sales of food at retail;
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■ Selling textbooks that are required by any state university or community college;
■ Certain sales to agricultural, horticultural, viticultural, floricultural, farming, ranching, livestock feed, and livestock

breeding businesses, if the tax was already levied on or before May 1, 2019;
■ Sales of nonmetalliferous mined materials;
■ In-state sales of fine art to non-residents who ship the art out-of-state; and
■ Certain sales of motor vehicles to non-residents and members of Indian tribes.

Cities are also permitted to exempt sales of fine art, if the sale is made by the original artist.

Finally, the legislative intent section of the bill states that the state legislature will not enact legislation to preempt other
classifications under the Model City Tax Code for a period of five years following the effective date, to provide “stability
to adapt to and implement the new regulatory structure created by” H.B. 2757.

F. PRE-WAYFAIR ECONOMIC NEXUS: MARKETPLACE FACILITATORS UNDER TPR 16-3
H.B. 2757 represents a departure from the “online marketplace” policy adopted by the Arizona Department of Revenue
in 2016. In Arizona Transaction Privilege Tax Ruling TPR 16-3 (Sept. 20, 2016), the Department of Revenue held that a
“retailer” subject to Arizona’s TPT included a business that operated an online marketplace, if the business provided the
following:

■ The e-commerce infrastructure utilized by individual sellers in order to make sales into Arizona;
■ A primary point of contact for general customer service, including providing customers with information on their

orders, order confirmations, shipment notifications, delivery notifications, and refund status;
■ Payment processing services, including any refund processing; and
■ Marketing of the online marketplace under a single brand (i.e., the brand itself is marketed, rather than each merchant

listed on the marketplace).

Notably, TPR 16-3 did not purport to establish nexus for any online marketplace business that did not already have nexus
with the state.

G. DOES ARIZONA’S ECONOMIC NEXUS LAW SATISFY WAYFAIR?
One of the biggest challenges in the post-Wayfair world is determining whether an economic nexus law does in fact pass
constitutional muster. Although the US Supreme Court used Wayfair to eliminate the old physical presence rule, it did
not create a new rule for nexus. Rather, it approved of the law adopted by South Dakota, while laying out some of the
constitutional considerations – and explicitly noting that some economic nexus laws may violate the Commerce Clause.

Whether a state tax on interstate commerce is permissible requires a four-part analysis articulated in Complete Auto
Transit, Inc. v. Brady, 430 U.S. 274 (1977):
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1. Whether the tax applies to activity with a “substantial nexus” to the state;

2. Whether the tax is fairly apportioned;

3. The tax does not discriminate against interstate commerce; and

4. The tax is fairly related to the services the state provides.

Wayfair addressed only the “substantial nexus” prong of the Complete Auto test, noting that a business may be present in
a state in a meaningful way without that presence being “physical in the traditional sense.” The Court held that
“substantial nexus” existed when a taxpayer “avails itself of the substantial privileges of carrying on business” in a state,”
and that such nexus could be established through economic and virtual connections, as well as physical ones.

The Court also took care to point out that not all economic nexus laws will pass the Complete Auto test, particularly with
respect to the third prong, that the tax does not discriminate against interstate commerce. This prong typically demands
that a state’s tax law not place any “undue burdens” on interstate commerce.

While the Court pointed out aspects of South Dakota’s law that indicated that there was no “undue burden” on interstate
commerce, it did not explicitly address this prong or articulate any sort of rule for economic nexus laws. Favorable factors
included the protections for small sellers (the $100,000 sales and 200 transactions thresholds), the state’s uniform tax
base and simplistic rate structure, and the state’s membership in the SSUTA.

Whether Arizona’s economic nexus laws passes the Complete Auto test remains to be seen. Although H.B. 2757 features
protections for small sellers (the sales thresholds), Arizona is not a member of the SSUTA. Preempting the retail
classification of the Model City Tax Code is a significant step, but H.B. 2757 does not address the plethora of local rates,
and the cities’ ability to retain power to impose additional local taxes on certain items, and the power to audit.

Finally, the US Supreme Court also favorably cited the fact that South Dakota’s law applied prospectively only. By
contrast, while Arizona’s law nominally takes effect on September 30, 2019, it defines its sales thresholds based on the
calendar year, with no carve out for sales made prior to the law’s effective date. This means that sellers who now meet the
definition of a remote seller or marketplace facilitator must look back at all sales to Arizona customers starting January 1,
2019 to determine if they have (or soon will) surpass the nexus threshold. While not a true retroactivity provision, this
requirement appears to conflict with the spirit of the Supreme Court’s “prospective application only” directive.

H. CAUTION FOR SOFTWARE PROVIDERS
Like many states, Arizona considers software to be tangible personal property, generally subject to tax regardless of the
method of delivery (although custom software applications designed for a particular customer are exempt). However,
whether software is taxable under the retail classification or the personal property rental classification depends on the
terms of the software license: a perpetual license is considered a sale subject to tax under the retail classification, while a
license for a definitive term (whether or not it can be renewed) is considered a lease subject to tax under the personal
property rental classification.
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It is possible that out-of-state software providers could establish nexus with Arizona, either as remote sellers under the
new economic nexus thresholds or under the traditional physical presence analysis – because the Department of
Revenue considers software to be tangible personal property, the download of the software by an Arizona customer onto
its computer could establish nexus. As such, software providers might find that an aggressive Department of Revenue
considers them to have nexus with Arizona even without meeting the remote seller sales thresholds. This is a potential
issue that calls for a resolution.

Additionally, out-of-state software providers may find themselves subject to taxation under multiple classifications. As
noted above, Arizona makes a distinction between perpetual and renewable software licenses, and taxes them under
different classifications, and H.B. 2757 only preempted the Model City Tax Code with respect to the retail classification –
the city-level personal property rental classification is still in effect. Out-of-state software providers may thus find
themselves subject to multiple sets of tax rules: the state-level retail laws on their perpetual software licenses (but no local
rules, as H.B. 2757 preempts the local retail classification), and both state and municipal taxation on their renewable
software licenses, undermining the Arizona legislature’s attempts at simplifying the tax structure for remote businesses.
And whether a fix is possible is an open question – legislative intent section of H.B. 2757 states that the legislature will not
act to preempt other classifications under the Model City Tax Code for a period of five years.

For more information on H.B. 2757, please contact Karen Lowell at klowell@lrrc.com and Pat Derdenger at
pderdenger@lrrc.com.
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