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IN THE TAX APPEAL COURT OF THE STATE OF HAWAI |

IN THE MATTER OF THE TAX

CASE NO 2232
APPEAL

FI NDI NGS OF FACT AND
CONCLUSI ONS OF LAWY
JUDGVENT

OF

McDONALD S RESTAURANTS OF
HAWAI T, INC., as the
successor in interest
McDONALD S OF HAWAI |
MANAGEMENT CORPCORATI ON

of

FI NDI NGS OF FACT AND CONCLUSI ONS OF LAW

This case was presented by stipulations of fact

filed
herein on February 19,

1985 and on May 17, 1985,

by concurrent
openi ng and answering briefs,

and by oral argunent before the
Honorable Edwin H Honda on May 17, 1985. Edward Y. C. Chun
represented the Taxpayer and Kevin T. Wakayama represented the

Director. The Court has exam ned the pleadings, stipulations,
exhibits, and briefs, and has heard the argunents of counsel.
The Court states the question presented as follows:

p TRUT AmnY ATTEST WITH
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QUESTI ON PRESENTED

1. Is there an internediary service relationship
bet ween Taxpayer (nanagenent service provider), MDonald s
Corporation (internmediary), and MDonald s restaurants
(custoner) within the nmeaning of HRS § 237-13(6)? If so,
Taxpayer is subject to the 1/2% general excise tax rate; if
not, Taxpayer is subject to the 4% rate.
a. Is MDonald' s Corporation a taxpayer engaged

in a service business?

b. Does McDonal d’s Corporation act in the nature
of an internediary between the restaurants and Taxpayer?

c. Wwo is the ultimate recipient of the benefits
of Taxpayer’s managenent services, is it MDonald s Corporation
or the restaurants?

THE COURT HEREBY MARES AND ENTERS THE FOLLOW NG
FI NDI NGS OF FACT AND CONCLUSI ONS OF LAW
FI NDI NGS OF FACT

1. Appeal. Taxpayer has tinmely appealed from the
general excise tax assessnments for calendar years 1978, 1979,
1980, and 1981. Taxpayer contends that these assessnents are
partially invalid because it is providing nmanagenent services
to its custoners (MDonald s restaurants) at the request of an
intermediary (MDonald s Corporation), and therefore qualifies
for the 1/2% general excise tax rate under HRS § 237-13(6).
The anmount of taxes in controversy is $202,056.09, plus

i nterest.



2. Description of Characters. Thi s case concerns

the relationships between and anong (a) MDonal d’s Corporation,
(b) the McDonald s restaurants in Hawaii, and (c) the Taxpayer
(McDonal d’s of Hawaii Managenent Corporation) for the tax years
1978 t hrough 1981. McDonald’s Corporation is the |argest
fast-food franchisor in the world. The MDonald s restaurants
in Hawaii are licensees of the “MDonald s Systenf and are
either wholly owned subsidiaries of MDonald s Corporation or
are not related to McDonal d’s Corporation. Stipul ation of
Facts filed herein on February 19, 1985 (“SCF") f1l. For the
years in question, the Taxpayer was a wholly owned subsidiary
of MDonal d’ s Corporation. Taxpayer contracted with MDonal d’ s
Corporation to provide managenent services to the MDonald s
restaurants in Hawaii on behalf of, and as agent of, MDonald s
Cor por ati on. SOF 1 5 and 6.

In this decision, MDonald s Corporation is sonetines
referred to as “MDonald s” and the MDonald s restaurants are
sonetimes referred to as the “restaurants”.

3. Nature of License between MDonal d's Corporation

and MDonal d' s restaurants.

a. MDonald s Corporation licenses the use of its
restaurant system to its MDonald s restaurants. The License
Agreenent describes the restaurant system and the nature of the
i cense as foll ows:

A MDonald s Corporation, a Delaware
corporation (“MDonald s”) has devel oped

and operates a restaurant system
(“McDonald’s Systeni). The MDonald s



System includes proprietary rights in
certain valuable trade nanes, service marks
and trademarks, including the trade nanes
“McDonal d’s” and “MDonald’s Hanburgers,”
designs and col or schenes for restaurant
bui | di ngs, signs, equipnment |ayouts,
formulas and specifications for certain
food products, nmethods of inventory and
operation control, bookkeeping and
accounting, and manuals covering business
practices and policies. The MDonal d’' s
System is operated and is advertised w dely
within the United States of America and in
certain foreign countries.

B. Li censor holds the right to grant
licenses for the adoption and use of the
McDonal d’s System at the |ocation hereafter
descri bed.

C Li censee desires to acquire the
right to adopt and use the MDonal d’' s
System in a restaurant at the | ocation
specified in this License.

Therefore, in consideration of the
privilege of conducting a restaurant
busi ness under this License, and the nutua
obligations contained herein, the parties
agree as follows:

1. Interpretation. The McDonal d’s
System is a conprehensive restaurant system
for the retailing of a Iimted nmenu of
uniform and quality food products,
enphasi zing pronpt and courteous service in
a clean, whol esone atnosphere which is
intended to be attractive to children and
famlies. The foundation of the MDonald s
System and the essence of this License is
t he adherence by Licensee to standards and
policies of Licensor providing for the
uni form operation of all MDonald s
restaurants within the MDonald s System
including, but not limted to, serving only
designated food and beverage products; the
use of only prescribed equi pnment and
buil ding layout and designs; strict
adherence to designated food and beverage
specifications and to Licensor’s prescribed
standards of quality, service and
cleanliness in Licensee s restaurant




operati on. Conpl i ance by Licensee with the
foregoing standards and policies in
conjunction with the MDonald s trademarks
and service marks provides the basis for
the valuable good will and wide famly
acceptance of the MDonald s System
Moreover, the establishnment and mai nt enance
of a close personal working relationship
with the Licensee in the conduct of his
McDonal d’s restaurant business, his
accountability for performance of the
obligations contained in this License, and
hi s adherence to the tenets of the

McDonal d’s System constitute the essence of
this License.

(a) The provisions of this License
shall be interpreted to give effect to the
intent of the parties stated in this
paragraph 1 so that the restaurant
specified in this License shall be operated
in conformty to the MDonald s System
through strict adherence to Licensor’s
standards and policies as they exist now
and as they may be fromtinme to tine
nodi fi ed.

Li cense Agreenent, pp. 1 and 2, attached to
SOF as Exhibit 1.

b. The MDonald’s restaurants pay a service fee
equal to 3% of their gross sales. The service fee is paid
twice a nonth. The License Agreenent states that the service
fee is “in consideration of licensor’s services” and in
“consideration for the grant of this license.” License
Agreenment, p. 4.

C. The restaurants pay the service fee for the use
of the license and for ancillary services perforned by
McDonal d’s Corporation in Illinois.

“In substance, the service fee of 3% paid

by Hawaii stores is a periodic payment in

exchange for the use of the MDonald s
“Systenf which was devel oped outside the



State of Hawaii and continues to be
enhanced at our headquarters in Qak Brook,

Il'linois. The services provided to the
stores in Hawaii, including product and
equi prent  devel opnent, are all initiated

and fornulated in Cak Brook. Hawai i
Managenent Co. [Taxpayer], one of the
conpanies included in your audit, then
conmuni cates these updates in the system to
the stores.”

Letter dated May 24, 1983 from Thomas E.
Frenmgen, State Tax Counsel for MDonal d’ s
Corporation, to Melvin Wakunoto, Tax
Auditor, attached to SCOF as Exhibit 4.

“I'n sunmary, we continue to assert
that . . . the services creating the [service
fee] income are perforned in Illinois.”

Letter dated July 28, 1983 from Thomas E.
Frengen to Melvin Wakunoto, attached to SOF
as Exhibit 4.

4. Description of Taxpaver’'s “Managenent Services”

for McDonal d’s.

a. For the tax years under appeal, MDonald s
Cor poration engaged Taxpayer to perform managenent services on
behal f of, and as agent of, MDonald s Corporation. The
Managenent Services Agreenment describes the managenent
services, and the relationship between the parties, as follows:

ARTICLE 11 - SCOPE OF SERVI CES

McDonal d’s hereby engages Managenent
and Managenent hereby agrees to perform for
McDonald's to the best of its ability in a
faithful and diligent nmanner [a] such
general supervisory services with respect
to the managenent of the Restaurants as may
fromtinme to tine be required, and as are
necessary and appropriate for the efficient
and economi cal operation and nanagenent of
the Restaurants, [b] as well as those
contractual obligations and duties wth
respect to the operation of the Restaurants



as may be required pursuant to the terns
and provisions of the relevant License
Agreenents . . . .

ARTICLE Vi1 - RELATIONSH P

In the performance of this Agreenent,
Managenent shall be deenmed to be an agent
of McDonald' s, its authority limted to the
scope specified in Article 11, above.

Managenent Services Agreenent, pp. 2 and 4,
attached to SOF as Exhibit 2.

b. McDonal d’s Corporation characterizes Taxpayer’s

(a) general supervisory services and (b) contractual
obligations under the License Agreenents, as: (a) oversight of
restaurant operations, (b) quality control of products and (c)

comuni cation of updates in the MDonald s System to the

restaurants.

“There are several other corporations
in Hawaii, also examned in your audit,
whi ch oversee the restaurant operations.
For exanple, MDonald s Hawaii Managenent
Co. enployees are responsible for the
guality of products.”

Letter dated July 28, 1983, Frengen to
Wakunoto, attached to SOF as Exhibit 4.

“Hawai i Managenent Co., one of the
conpani es included in your audit,
communi cates these updates in the
[ McDonal d’s] system to the stores.”

Letter dated May 24, 1983, Frengen to
Wakunoto, attached to SOF as Exhibit 4.



CONCLUSI ONS  OF  LAW

A McDonal d’s Corporation (the
intermediary) is not a taxpayer
engaged in a service business; and
therefore the internediary service
provision (HRS § 237-13(6)) does not
apply to Taxpayer’s situation.

1. Taxpayer contends that it should be taxed at the
1/ 2% general excise tax rate because an internediary service
rel ati onship exists between the MDonald s restaurants
(custoners), MDonald s Corporation (internediary), and
Taxpayer (service provider). In pertinent part, HRS
§ 237-13(6) provides:

“[Where any person [Taxpayer] engaging or

continuing within the State in any service

business or calling renders such services

upon the order of or at the request of

anot her taxpayer [MDonal d s Corporation]

who is engaged in the service business and

who, in fact, acts as or acts in the nature

of an internmediary between the person

rendering such services and the ultimte

reci pient of the benefits of such services,

so nmuch of the gross inconme as is received

by the person rendering the services shall

be subjected to the tax at the rate of

one-hal f of one per cent "
HRS § 237-13(6) expressly requires that the internediary be
“anot her taxpayer who is engaged in the service business.”

2. The Director contends that Taxpayer should be
taxed at the 4% general excise tax rate because MDonal d’ s
Corporation (the internediary) is not a taxpayer engaged in a
service business as required by HRS § 237-13(6), and therefore

the internmediary service provision does not apply.



3. McDonal d’s Corporation is a taxpayer engaged in
the business of franchising its MDonald s System through
Li cense Agreenents. The License Agreenents provide that the
McDonal d’s restaurants shall have the right, license and
privilege to use the MDonald s System at a certain |ocation
for 20 years. Ancillary to the grant of the |icense, the
Li cense Agreenents provided that MDonald' s Corporation (a)
shall “advise and consult” with the licensees in connection
with the operation of the restaurants, and (b) shall
“comunicate . . . its know how, new devel opnents, techniques and
i nprovenents in areas of restaurant nanagenent, food
preparation, and service which are pertinent to the operation
of a restaurant using the MDonald s System” License
Agreenment, p. 2, SOF Exhibit 1.

McDonald’s is in the business of selling the
privilege to use a fast-food restaurant system for a certain
time at a particular place. Thi s business of selling
privileges is clearly a franchising or |icensing business, as
opposed to a service business.

4, McDonal d’s franchising or licensing business is
not a service business. Taxpayer argues that MDonal d s
contractual duties to “advise and consult” and *“comunicate”
constitute a service business. These duties are (a) ancillary
to MDonald s licensing business and (b) do not constitute a
separate service business. Al nost every business activity

i ncludes sone type of ancillary services. For exanpl e,



shoppi ng center |eases generally provide that the |essor shall

provide janitorial, security, and shopping center managenent

servi ces. These ancillary services do not (a) change the
| easi ng business into a service business, or (b) constitute a

separate service business.

5. Furthernore, the facts show that MDonald s only

business in Hawaii is licensing local franchise rights, and
that MDonald' s does not in fact perform any services in
Hawai i .

“Since its qualification [to do
business in Hawaii], MDonald s Corporation
has had no enployee in the State of Hawaii,
nor did it own or rent any property wthin
the State [except a vacation condom ni uni

“I'n substance, the service fee of 3% paid
by Hawaii stores is a periodic paynment in
exchange for the use of the MDonald' s
“Systenf which was devel oped outside the
State of Hawaii and continues to be
enhanced at our headquarters in Qak Brook,
[11inois. The services provided to the
stores in Hawaii, including product and
equi prent  devel opnent, are all initiated
and formulated in Oak Brook.”

Letter dated May 24, 1983 from Frengen to
Wakunot o, SOF Exhibit 4.

“I'n summary, we continue to assert that
the services creating the [service fee]
income are perforned in Illinois.”

Letter dated July 28, 1983 from Frengen to
Wakunot o, SOF Exhibit 4.

6. Since McDonald’ s does not perform any services

in

Hawaii, it cannot be a “taxpayer who is engaged in the service

10



busi ness” in Hawaii . McDonal d’s therefore, is taxed as a

t axpayer engaged in the licensing business in Hawaii.

In re Heftel Broadcasting Honolulu, Inc., 57 Haw. 175

(1976), held that income from a |licensing business (the
business of licensing telecast rights) was taxable as *“other
busi ness” under HRS 8§ 237-13(10) (rather than as “service
busi ness” under HRS § 237-13(6)). Note that the question of
whet her the business was |icensing or services was never raised
in the case.
7. For the above reasons, MDonald s is not a
t axpayer engaged in a service business, and therefore the
internmedi ary service provision does not apply to Taxpayer’s
si tuation.
B. McDonal d’s Corporation does not act in
the nature of an internediary between
the McDonald’s Restaurants and
Taxpayer; and therefore the
internmediary service provision (HRS

§ 237-13(6)) does not apply to
Taxpayer’s situation.

8. HRS 8§ 237-13(6) expressly requires that the
Taxpayer render its managenent services at the request of
anot her taxpayer (MDonald s Corporation) who “acts in the
nature of an internediary between the person rendering such
services and the ultimate recipient of the benefits of such
services.” For purposes of this section, an internediary is a

“taxpayer who is a nere conduit for the service en route to the

ultimate recipient, the custoner.” In re Busk Enterprises

Inc., 53 Haw 518, 521 (1972); and In re Pacific Laundry Co.,

11



Ltd., T.A No. 1864 (Decision and Oder filed January 14,
1980), affirnmed 65 Haw. 678 (1982).

9. An “internediary” is generally defined as

foll ows:

“An arbitrator or nediator. A broker; one
who is enployed to negotiate a natter
between two parties, and who for that

pur pose nay be agent of both; e.q.

i nsurance broker. See al so Finder.’

Black’s Law Dictionary (fifth ed. 1979).

“I: one that is internediate: a:

MEDI ATOR, | NTERAGENT, GO BETWEEN ( . . .
between the people and God) b: sonet hi ng
that serves as a nedium or neans:

nmedi ati ng agency 2: an internmediate form
stage, or product.”

Webster’s Third New Internationa
Di ctionary (unabridged 1967).

10. Under the above definitions, an “internediary”

is a person who is a nere conduit or go-between between the two

princi pal parties: the custoner on the one hand, and the
seller or service provider on the other. By definition, an
internmediary can never by a principal party. If the

intermediary was a principal party, it wuld no |onger be an
intermediary. Therefore an internediary cannot be the service
provi der or the seller.

11. A transaction involving an internediary can be

di agramred as foll ows:

12



PROVIDER OR
SELLER

.= ?

CUSTOMER cash } SERVICE

Fd
Mgoods  Or services

*Intermedi ary arranges sale and is conduit for the cash

12. HRS § 237-18(c) (prior to 1971), which is the
predecessor to HRS § 237-13(6), expressly provided for three
exanmpl es of internediary services which qualify under HRS

§ 237-13(6). See |n re Busk Enterprises. Inc., 53 Haw. 518

(1972).
Cust oner | nt er medi ary Service Provider
1.  Custoner service station tire recapper
2.  Custoner body and fender shop auto paint shop
3. Custoner photo studio photo printer
In all cases, the internediary merely arranges for
the service and is a conduit for the paynment. The internediary

is not the service provider, and indeed is not capable of
perform ng the service which the customer requests.

13. The facts show that MDonal d’s Corporation is
not an intermediary between the restaurants and the Taxpayer.
The restaurants license MDonald s fast-food system Anci l | ary
to the use of the license, the restaurant’s request that
McDonal d’s provide consulting and comunication services in
order to set up and update MDonald s fast-food system The
restaurants are contracting wth and looking to MDonald s to

provide this service, and to no other person. | ndeed, no ot her

13



person could perform these services Which are inseparable from
the McDonald' s System itself. In this relationship, MDonald s
is clearly the service provider, because no one else could

perform t hese services.

It can reasonably be assuned that MDonald s would
never entrust the MDonald s System or its nost recent
i nprovenments to an independent third party service provider
The fast-food business is highly conpetitive and innovations
and inprovenents in the system are closely guarded.

14, McDonald's fulfilled part of its |icense

obligation to provide consulting and comuni cation services to

the restaurants through the Taxpayer. Taxpayer was not the
service provider, however, it was nerely the agent of the
servi ce provider. McDonal d’s Corporation at all tines was

fully Iiable under the license Agreenents to provide these
services to the restaurants. Taxpayer did not assune these
obligations in place of MDonald s, but only contracted wth
McDonald’s to perform these services on behalf of MDonald s as
McDonal d’ s agent.

15. The relationship between the restaurants,

McDonal d’s and Taxpayer can be summarized as foll ows:

Rest aur ant s McDonal d’ s Taxpayer
1. i censee i censor/ princi pal agent
2. custoner service provider/ agent
princi pal
3. contract obligee contract obligor subcontract or
4. subsi diaries and parent corporation subsi di ary

i ndependent s

14



16. The relationship between the restaurants,

McDonal d’s and Taxpayer can be diagranmed as foll ows:

MCDONALD'S
payment CORPORATION payment
s
.
license & ~ management |
services services
Restaurants Lraxpayer J

17. McDonal d’s Corporation is the sole principal
party in this relationship. The restaurants depend heavily
upon MDonal d' s Corporation, and indeed owe their very
exi stence to the MDonald s Corporation. They are nerely
distribution outlets for the MDonald s Corporation; they are
not principal parties in this relationship. The Taxpayer is
McDonal d’s whol | y-owned subsidiary, and by contract can only
act as its agent to perform certain services on behalf of
McDonal d’ s. Taxpayer is not a principal party in this
relationship, and indeed is alnost indistinguishable from
McDonal d’ s. McDonal d’s Corporation is clearly not an
intermediary or a conduit between the restaurants and the
Taxpayer. Rather, the restaurants and the Taxpayer are
conduits of the MDonald s Corporation created by |icense or
charter to serve MDonal d’ s purposes.

18. Because MDonal d’s Corporation does not act in

the nature of an internediary between the restaurants and the

15



Taxpayer, the internediary service provision (HRS § 237-13(6))

does not apply to Taxpayer’s situation.

C. The ultimate recipient of the benefits
O Taxpayer’s managenment services isS
McDonal d’s Corporation, not the
McDonal d’s restaurants; and therefore
no internmediary relationship exists.

19. HRS § 237-13(6) requires that the “ultimte
reci pient of the benefits of such services” provided by the
Taxpayer be sonme person other than the internediary. If the
ultimate recipient of the benefits of Taxpayer’'s services is
the internediary, then clearly no internediary relationship
exi sts.

20. The facts show that the ultimate recipient of
the benefits of Taxpayer’'s services is MDonal d s Corporation,
not the restaurants. The Managenent Services Agreemnent
requi res Taxpayer to perform two types of services for
McDonal d’ s: (a) “general supervisory services with respect to
t he managenent of the Restaurants” and (b) “those contractual
obligations and duties . . . as may be required pursuant to the
terms and provisions of the relevant License Agreenents.”

21. The general supervisory services were requested
by and perforned for the benefit of MDonal d s Corporation.
The restaurants did not request these general supervisory
servi ces. McDonal d’s Corporation has stated that Taxpayer is
one of its corporations “which oversee[s] the restaurant

operations” and is “responsible for the quality of products.”

16



Letter dated July 28, 1983, Frengen to Wakunoto, SOF Exhibit 4.
Taxpayer is a quality control agent for MDonal d' s whose
purpose is to prevent and correct any deviation by the
restaurants from the MDonal d s System Taxpayer protects
McDonal d’s from deviations which may threaten MDonal d’ s
trademarks, service marks, valuable good will, wide famly
acceptance, the MDonald s System and ultimately, MDonald s
profitability. Therefore the general supervisory services are
perforned at the request of and for the benefit of the

McDonal d’s Corporation, rather than for the restaurants.

22. The Taxpayer also performs the second type of
service (the contractual obligations required under the License
Agreements) for the MDonald s Corporation. The License
Agreements require MDonald s to: (a) “advise and consult”
with the restaurants and (b) to communicate its know how and
new devel oprent s. Li cense Agreenent, p. 2, SOF Exhibit 1.
McDonald’s is bound by contract to perform these obligations.
Taxpayer perforns MDonald's obligations to the restaurants on
behal f of and for the ultimte benefit of MDonald s.

23. In In re Busk Enterprises, Inc., 53 Haw. 518

(1972), the Hawaii Suprenme Court held that where a
“pre-existing contractual obligation” between customer and
service provider is subcontracted to a third party, the

reci pient of the performance by the third party is the service
provider, not the custonmer, and therefore no internediary

rel ationship exists. Taxpayer’s performance of MDonald s

17



contractual obligations under the License Agreenents is no
different.

24, For the reasons above, the ultimte recipient of
the benefits of Taxpayer’'s services is MDonal d s Corporation,
not the restaurants, and therefore no internediary relationship

exi sts .

CONCLUSI ON

The assessnents under appeal are therefore valid and
| egal ; and judgnment should be entered in favor of the Director
for the total anount in dispute.

DATED:  Honol ulu, Hawai i, AUG 8 1985

Cﬂa/win .JZJ. ﬂon&lz’ |

APPROVED AS TO FORM

EDWARD 2 8 éHé %

Attorney for Taxpayer
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CASE NO. 2232
IN THE TAX APPEAL COURT OF THE STATE OF HAWAI I
IN THE MATTER OF THE TAX

APPEAL
JUDGMVENT
OF
McDONALD S RESTAURANTS OF
HAWAI I, INC., as the

successor in interest of
McDONALD S OF HAWAI |
MANAGEMENT CORPORATI ON

J UDGVENT

In accordance with the foregoing Findings of Fact and
Concl usi ons of Law,

IT I'S HEREBY ORDERED, ADJUDGED, AND DECREED that the
assessnments of general excise tax against MDonald s of Hawaili
Managenent Corporation for cal endar years 1978, 1979, 1980 and
1981, (which Taxpayer has appealed in part) are valid and
| egal, and Judgnent is entered in favor of the DI RECTOR OF
TAXATI ON OF THE STATE OF HAWAI|I and against MDonal d' s
Restaurants of Hawaii, Inc. with respect to said assessnents.

DATED:  Honol ulu, Hawaii, AUG 8 1948

.
i
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