STATE OF HAWAI |

DEPARTMENT OF TAXATI ON
General Excise Tax Menorandum No. 3
TO  ALL CONTRACTORS AND OTHER PERSONS WHO, AS A BUSINESS OR AS A PART CF A
BUSI NESS IN WH CH THEY ARE ENGAGED, CONSTRUCT BUI LDI NGS OR MAKE OTHER
| MPROVEMENTS ON LAND HELD BY THEMSELVES | N FEE S| MPLE

and

TG ALL PERSONS WHO ENGAGE I N BUSI NESS VWH CH | NVOLVES THE MAKI NG OR SALE
OF LEASEHOLDS.

Subject: Inposition of General Excise Tax
PART |
GENERAL
Scope of this nmenorandum provisions of |aw involved. This neno-

randumrelates to the provisions of sections 3(a) and 3(n) of Act 1, Special
Session Laws of 1957. Section 3(n) reads as follows: (now 237-13, paragraph D)

“(n) Section 117-14 is amended by adding to subsection (c) a new
paragraph to read as foll ows:

““(4) A person who, as a business or as a part of a business
in which he is engaged, erects, constructs, or inproves any building
or structure, of any kind or description, or makes, constructs or
i nproves any road, street, sidewalk, sewer or water system or other
i nprovenents on |and held by him (whether held as a | easehold, fee
simple, or otherw se), shall upon the sale or other disposition of
the land or inprovements, even if the work was not done pursuant to
a contract, be liable to the same tax as if engaged in the business
of contracting, unless he shall show that at the time he was engaged
in making such inprovenents it was, and for the period of at |east
one year after conpletion of the building, stricture or other im
provenents it continued to be, his purpose to hold and not to sel
or otherw se dispose of the land or inprovements. The tax in respect
of such inprovements shall be measured by the anount of the proceeds
of such sale or other disposition that is attributable to the erection,
construction or inprovenment of such building or structure, or the making,
constructing or inproving of such road, street, sidewalk, sewer or water
system or other inprovenents. The neasure of tax in respect of the
I nprovenents shall not exceed the amount which woul d have been taxable
had such work been performed by another, subject asin other cases to
the deductions allowed by paragraph (2) of this subsection. Upon the
el ection of the taxpayer this paragraph may be applied notw thstanding



the inprovements were not made by the taxpayer, or were not nmade as
or as a part of a business, or were made with the intention of

hol ding the sanme. However, this paragraph shall not apply in respect
of any proceeds that constitute or are in the nature of rent; al

such gross income shall be taxable under subsection (h).'”

Section 20(d) of Act 1 provides that this provision:
“shal | not, except upon the election of the taxpayer, apply to
any work done under a building permt issued prior to May 1, 1957,
or to any gross incone derived froma sale or other disposition
actually and finally agreed upon prior to May 1, 1957, but the
burden shall be upon the person claimng the benefit of this sub-
section to show his conpliance therewith.”

Section 3(a) anends the exenption (section 117-3), which
formerly read: “gross receipts fromthe sale of ** stocks or from

the sale of real property”, to read:

“gross receipts fromthe sale of ** stocks or, except as otherw se
provided, fromthe sale of land in fee sinple, inproved or un-
i mproved**”.

Wiat persons are affected. The persons affected by the quoted |aw

are both those who sell fee sinple land and those who make or sell [|easehol ds.

As to sales of fee sinple land the persons affected are, in general
those who nake inprovenents on their own land, without hiring a licensed con-
tractor, or who hire a licensed contractor for only part of the work. A
typical case is that of a |andowner who hinself is a contractor. If all the
work is contracted out to another who is a licensed contractor and pays the
tax on the contracting business so done by him when the property afterward
Is sold there is no tax on the sales proceeds. However, if the work is
parcel ed out anong a nunber of contractors in such a manner that the project
owner occupies a position equivalent to that of a general contractor, there
generally will be a tax to be paid on the proceeds attributable to the im
provenent. The taxable anount will be reduced by deductions allowed for the
amounts on which the contractors who occupy the position of sub-contractors

are taxed, as stated in Part I|I.

As to the making and selling of |easeholds, if the land has been
devel oped or inproved it may well be that sone portion of the proceeds is
deductible by reason of the quoted [aw. Any person who considers the
possibility of claimng such a deduction should acquaint hinself with the
principles involved. Leaseholds also are affected by reason of the fact
that, under certain circunstances, the making of inprovenents is taxable
upon the disposition of the inprovenents, thus elimnating, in such cir-
cunstances, the question whether the sale of the |easehold in itself is
“busi ness”. See Part II1.

The follow ng persons are not affected by the quoted law, if the
property is fee sinple property or is a |leasehold the sale of which does not

constitute “business”



Those whose construction activities are not in the course of a
busi ness.

Those who build for rental purposes or with the intention of
hol ding the property (unless there is a change of purpose within the

year).

Those who sell property on which the inprovements are just the
sane as those on the property when it was acquired.

It should be noted that the furnishing of equipnent which is not
installed as a part of the structure is, and always has been, a sale of
tangi bl e personal property by the supplier, contractor or project owner, as
the case may be. The quoted | aw does not change this.

Wien the tax is due. No tax is due prior to sale or other dis-
position of the property. The tax applies as the price is received if the
taxpayer is on the cash basis, or at the tinme of sale if the taxpayer is on
the accrual basis.

PART |1
FEE SI MPLE PROPERTY

Upon the sale of fee sinple land by one who has made inprovenents
in such a way as to be affected by the quoted law (see Part 1), the neasure
of the tax is the |ower of these two anmpunts:

(a) The ampunt of sales proceeds attributable to the inprovenents,

or

(b) The ampunt which would have been taxable as contracting busi-
ness of a licensed contractor if the work had been contracted out in the

usual nanner.

As to any work contracted out, the anount on which tax was paid by that con-
tractor may be deducted fromthe tax base in determning the tax, the sane as
I's done by a general contractor having subcontractors.

PART |11
LEASEHOLDS

In sone instances the sale of a |easehold does not constitute
“busi ness” (for exanple, an isolated sale of a hone situated on |easehold
property), and in such instances the sales proceeds may be accounted for
sinply on the ground that the inprovenents, if any, made by the seller while
he held the property were not nmade in the course of a business, or were made
by a |icensed contractor, or were nade with the intention of holding the
property which purpose continued for at |east one year

Wien a |easehold is made, or when the sale of a |easehold consti -
tutes “business”, all of the proceeds are taxable with the possible exception
of those attributable to the sale or other disposition of the inprovenents.



For exanple, the tax always applies to a premium attributable to a rise in |and
val ues, which represents the difference between the ground rent stipulated in
the | ease and that which would be conmandcd at the time of sale.

As used herein the expression “sales proceeds attributable to the

i nprovements” does not signify any proceeds that constitute or are in the
nature of rent.

The amount of sales proceeds attributable to the inprovements is
subject to reduction, as to the taxable amount, in the follow ng manner:
By showing, if |ower than the anmount of sales proceeds attributable to the
i nprovements, the amount which would have been taxable as contracting business
of a licensed contractor if the work had been contracted out in the usual manner,
and by deducting fromthis amount any amounts as to which it is clainmed that
licensed contractors have paid the tax, or that persons taxable as contractors
(for exanple, land developers) have paid the tax. The balance constitutes the
tax base so far as the anount of sales proceeds attributable to the inprovenents
is concerned.

If all of the inprovements were made by a licensed contractor in the
usual manner the entire amount of sales proceeds attributable to the inprove-
ments may be deducted on that ground

The deduction always are subject to the required tax having in fact
been paid by others.

PART 1V
METHOD OF REPORTI NG AND MAKI NG RETURNS

Every licensee making a sale of fee sinple land, and every licensee
making or selling a |easehold who claims that any anount of the proceeds is
deductible or non-taxable, nust attach to the first return relating to the
particular project answers to a questionnaire, the formof which will be
supplied by the Tax Office. This questionnaire is to furnish the information
set out bel ow under the heading: “Questionnaire A "In addition, if there are
any “yes” answers to this questionnaire, unless the filing of further data is
excused by the Director on the basis of the answers furnished, the taxpayer is
to attach to the first return of payments fromor sales of a given project a
schedul e showi ng the anount of tax returned and to be returned as conputed by
himfor that project, and just how the amount has been conputed for the project
as a whole and al so how the amount presently returnable has been deternined
On subsequent returns relating to the same project reference should be nade to
the questionnaire and this schedule and to the time of filing them unless other
copies are attached, and the anmount returned on the subsequent returns shoul d
be tied in to the initial schedule and questionnaire.

The information celled for by Questionnaire B nust be available in
the records of the person filing the return, and upon denand of the Director
answers to this questionnaire, or portions of it as designated by the Director
must be furnished as a supplenmentary return and special statenent under section
121-36, made applicable to the general excise tax |aw by section 117-9.



Questionnaire A

(To be answered by persons selling fee sinple |and, and by persons
making or selling a |easehold vwhoclaimthat any amount of the proceeds is
deductible or non-taxable.)

1. Location and area of the project; date of the sale or other dis-
position of the property; whether the sale was of the fee sinple; if a |ease-
hol d, date of the |ease, name of |essor, ground rent provided for by the |ease.

2. Did the person making the return, as a business or as a part of a
busi ness in which he was engaged, make inprovenents on the property without
hiring a licensed contractor for the job, or by hiring a licensed contractor
for only part of the job, or by parceling out the job anong a nunber of
contractors?

3. If the answer to No. 2 is “yes”, when were these inprovenments made?

4, If the answer to No. 2 is “yes”, what was the purpose in naking the
| mprovement s?

5. If it is stated in answer to No. 4 that the purpose was to hold the
property, when did a change of purpose occur?

6. If the making or sale of a leasehold is involved, does the person
making the return claimthat any amount of the proceeds is deductible or non-

t axabl e? Wy?

7. If the nmaking or sale of a |easehold is involved, does the person
making the return elect to have paragraph (4) of section 117-14(c) of the
CGeneral Excise Tax Law apply? (now paragraph (D) of section 237-13 (3))



Questionnaire B

(To be filled out, upon demand of the Director, in whole or in part as
designated by the Director.)

(a) Roads or streets, sidewal ks, sewers or water systems, driveways,
and other iprovenents to |and, except buildings, made or constructed as a
part of the project. (In the case of |easehold property, designate also
i nprovements of this type made by a previous devel oper.)

(b) To what extent, if any, were the inprovenents listed in (a) con-
tracted out and perforned by a licensed contractor who, it is clained, paid
the general excise tax on this contracting business. (In the case of |easehold
property designate also inprovenents of this type on which it is claimd a
previous devel oper paid the sane tax as a |icensed contractor.)

(c) Asto any inprovenents listed in (a), that were not contracted out
or made as explained in (b), a description of them giving square feet or cubic
feet, type of materials and construction, and cost of each.

(d) Nunber of buildings constructed and for what purpose (e.g. number of
houses, garages etc.); for each type of building, statement as to class of
construction, type of materials, and floor areas with attached blue print.

(e) For each unit constituting a sales unit a description stating |and
area and buildings; floor area and nunmber of floors of each class of construc-
tion and type; fixtures and equipment included; additional facilities included
in the sales price, such as parking space, use of |obby, elevators, hallways
etc.; also total number of sales units.

(f) Cost of construction for each type of building, segregated between
material and |abor; sources of supply for materials (named conpanies); cost
of fixtures and equi pment.

~ (9) Sales proceeds, per unit, and opinion of taxpayer as to proper
division of this amount of sales proceeds between (1) raw land; (2) inprove-

ments listed in (a); (3) buildings, fixtures and equi pment.
(h) Dates of commencement and conpletion of the project.

(i) If sale is on agreenment of sale, outline of sales plan, as to down
payments, installnents, rate of interest, etc.

(j) Name of financial institution handling loans, if any.

(k) Names of contractors on the project and, for each, the subject natter
of his contract and the anount on which it is clained that tax has been paid

by him

Originally Issued: August 2, 1957
Rei ssued: April 10, 1961
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EARL W FASE, D‘rector of Taxation



G E Mno. No. 3a
July 30, 1957

TO Honorabl e Earl W Fase

FROM Attorney GCeneral’s Departnent

Attention: M. J. A Bel

This concerns questions raised by persons attending the meetings on
June 24 and 28, 1957. These neetings were held for discussion of a pre-
limnary draft of nenmorandum “To all contractors and other persons who
as a business or as a part of a business in which they are engaged, con-
struct buildings or nake other inprovenents on |and hel d by thensel ves
(l easehold or fee sinple property).

Q 1. Wat is neant by the reference on page 2 to the “furnishing
of equi pment which is not installed as part of the structure”?

Comment. This refers to items such as stoves or refrigerators,
furnished the supplier to the person erecting the project.

If the person erecting the project is a |licensed contractor who has
included the stoves and refrigerators in the contract price, and title
passes fromthe supplier to the contractor and then again fromthe con-
tractor to the property owner, this is a sale at wholesale on the part of
the supplier. Even though the stoves and refrigerators remain “tangible
personal property” throughout, and are not deened part of the structure or
an installation therein, this is a sale by the supplier to a |icensed
seller, nanely the contractor

In the case of a sale by the supplier to a person erecting the project
who hinself is the property owner, holding the site either as fee sinple
property or as a leasehold, it is necessary for the supplier to ascertain
whet her the project owner buying this equipnment is going to sell the
property, including the equipment, or is going to hold it.

If the project owner is going to sell the property, there will be a
3% tax on the project owner when he does so, upon his sale of tangible
personal property, that is the stoves and refrigerators. This liability
on the part of the project owner exists and has existed right along; such
liability is not dependent upon the application of the new Section 117-14
(O(4). In this case the supplier’s sale is “at whol esal e”.

If the project owner is not going to sell the property, thisis a
36 sal e upon the part of the supplier. Should the project owner,
after renting the property or putting it to sone other use thereafter
sells it, this would not change the rate of tax upon the supplier

Q 2. In the case of a supplier selling building naterials to a
project owner who intends to continue to hold the property, for exanple,
for rental purposes, at what point can the project owner nmake the election
referred to at the end of Section 117-14(c)(4)? How is the supplier to
determne the rate of tax on the sale of the building nmaterials?



Conment. The election referred to at the end of Section 117-14(c)(4)
is not made until the sale of the property by the project owner. (In the
case of a project on |easehold property, such election may be advantageous
to the project owner as noted below in the conment on the next question.)
So far as the supplier is concerned he determnes the rate of tax according
to whether the purchaser does or does not intend to sell the property or
di spose of the inprovements at the time of purchase of the building materials.

Shoul d the purchaser of the building materials say that he intends to
sell the property but not sell it, the supplier of the building materials
m ght be assessed an additional tax to bring the tax on the sale of the
building materials to the 3 rate. The supplier of the building
materials then woul d have recourse against the purchaser of the materials
if the supplier had taken a resale certificate.

3. Wen would it be advantageous for a property owner to make the
el ection permtted by Section 117-14(c)(4)? Wuld such an election be
advantageous in the case of a project situated on |easehold property, if
the sales price included a profit on the inprovenents and the inprovenents
had not depreciated in val ue?

Comment.  As background for discussion of this point it is necessary
to bear in mnd that Section 117-(3), as amended, does not exenpt gross
receipts fromthe sale of |easeholds. The amended law is the same in
this respect as the |aw before the 1957 amendment, that is, the sale of
a leasehold in itself is taxable if constituting “business”. However
by making the election above referred to, the |easehol der making the sale
can reduce the anount of tax in nost cases. This cones about as foll ows:

Under Section 117-14(c)(4), if applicable under the circunstances or
by reason of an election, the anount of the sales proceeds attributable to
the inmprovenents is not necessarily altogether taxed. If the anount of the
sal es proceeds attributable to the inprovements exceeds the anount which
woul d have been taxed to a |icensed contractor erecting or neking the im
provenents, the excess is not taxed. O if the |easeholder making the sale
can show that in fact a licensed contractor already has paid the tax upon
the performance of the work on the inprovenents, there is no tax on the
amount of sales proceeds attributable to the inprovenents. Thus, if the
work was perfornmed in the first place by a licensed contractor who paid the
tax on the work, it would be advantageous to the |easehol der selling the
i nprovenments to make the el ection even though the inprovenents had depre-
ciated and the anount of sales proceeds attributable to the inprovenments
was | ess than the anount representing the contract job in the first place.

The foregoing are exanples. The property owner nmeking the sale will
determne for hinself fromthe conbination of circumstances in the particular

case what is to his advantage.

Q 4. How does the tax apply to the premiumin the follow ng three
i nstances?

A An estate, owning a fee sinple, makes a contract in order to
have put in the streets, water connections etc., and then offers |easehol ds,

setting the ground rent on the basis of the |nproved lend. A few of the



lots do not sell for a considerable period, or perhaps having been sold are
turned back and new | eases issued by the fee sinple owner. During this

| apse of time there has been an upward trend in land values, and if the

fee sinple owner were setting the ground rents at this later time they would
be higher. Accordingly the fee sinple owner requires the paynent of a
prem um by persons taking |eases at this later tine.

Comment.  The proceeds derived fromthe making of a lease are, in
general, taxable except as the taxable amount is reduced by application of
the election permtted by Section 117-14(c)(4). This is true because
Section 117-(3) as anmended only exenpts “the sale of land in fee sinple,

I mproved or uninproved”.

In this case the prem umrepresents the difference between the specified
and the attainable ground rent for the termof the |ease, discounted to the
present day and paid in a lunp sum Section 117-14(c)(4) specifically says
that the paragraph does not apply “in respect of any proceeds that constitute
or are in the nature of rent.” The tax applies to this prem um

A-1. In the situation already stated, the person taking the
| ease is a contractor builder who has a nunber of lots on which he builds
and later sells by assigning the |ease. The question arises as to whether
the portion of the sales proceeds charged in order to recover the prem um
paid for the |ease may be deducted by this contractor builder fromhis
sal es proceeds.

Conmment. There is no deduction for this premum This resenbles the
case of a nonthly rent received froma sublessee, all of which is taxable
wi t hout any deduction for the rent which the sublessor pays under the

master | ease.

B. An estate, the owner of the fee sinple, sets the ground rent
on the basis of the raw land. A developer puts in the streets, water
connections etc. He contracts to do this but without any obligation on the
part of the fee sinple owner to pay himfor the work. A lease is nmade to
a | essee who intends to himself have a hone built by a contractor in the
usual manner. In order to obtain the lot, this person enters into a | ease
in which the ground rent represents the raw land, as above stated, and he
al so pays the devel oper the sum of $2,500,00, which represents a proportionate
part of the inprovenents made by the devel oper, with a profit for the
devel oper.

Comment. The developer is viewed as a “licensed contractor” putting
in the street Inprovements and the |ike under a contract with the estate
which owns the fee sinple. The devel oper is taxable on the entire proceeds
even though paid to him by the ot purchaser

B-1. The facts are as stated in B except that the lessee is a
contractor builder who buys this |ease, together with other |eases, in order
to put houses on the lots and sell the same by assigning the |eases. He
recei ves $16, 500. 00, $2,500.00 being recovery of the paynent to the
devel oper and $14,000.00 being for the house. May he deduct the $2,500.00
from his sales proceeds?



Comment. Yes, in this case the deduction may be taken because the
$2,500. 00 represents a portion of the sales proceeds attributable to inprove-
ments upon which the tax already has been paid. That is, it was paid by
the original developer. This is not a premumthat is in the nature of rent.

C. An estate is the owner of the fee sinple. The estate fixes
the ground rent on the basis of the inproved |and, contracting in the usua
manner for the street inprovements and other inprovenents to the |land. The
| essee taking the original lease is a contractor builder who has a nunber
of such lots on which he builds hinself, and afterwards sells them by
assigning the leases. During the interval of time between his obtaining
of the lease and the sale, the land values in the area have increased, and
if alease were nade at this tine it would conmmand a hi gher ground rent.

In making the sale this is considered. A part of the sales proceeds re-
presents a premum which is the amount of the difference, for the remainder
of the termof the |ease, between the ground rent fixed in the | ease and
what woul d be conmanded at the present time, discounted to the present time
and conputed in a lunp sum Can the contractor builder deduct this portion
of the sales proceeds in conputing his tax?

Conmment. No. he may not deduct this for the reasons stated in the
comment on A, and A-1.

Q 5. In the case of a fee sinple owner who clains that the entire
amount of the sales proceeds is exenpt, for exanple on the ground that the
i nprovenments, though made by hinself, were made with the intention of
hol ding the property, which intention continued for a period ofat |east
one year after the conpletion of the inprovenents, what proof is required?

Comment. A formof questionnaire will be prepared so as to set out
questions having to do with clains of exenption by fee sinple owners upon
the sale of the property. The answers to this questionnaire will constitute
part of the taxpayer’'s return, and the penalties provided by |aw concerning
information supplied on a return (Section 115-38) will apply. It wll not
be necessary to make an affidavit.

Q 6. WII there be instances in which it is of advantage for a person
selling a leasehold to compute “(a) the ampunt of sales proceeds attributable
to the inprovenents”, or “(b) the amount which woul d have been taxable as
contracting business of a licensed contractor if the work had been contracted
out in the usual manner.” WII not the seller of a |easehold sinply deduct
the anount on which the tax has been paid by the contractor that he enploys?

Comment. Even if the seller of the |leasehold only seeks to deduct the
amount on which the contractor has paid the tax, that deduction cannot exceed
“the amount of sales proceeds attributable to the inprovenents,” so in every
case it will be necessary for a person selling a |easehold to determ ne that
amount if he clains any deduction at all. Then, if that anount is in excess
of “the amount which woul d have been taxable as contracting business of a
licensed contractor if the work had been contracted out in the usual manner,”
it will be advantageous to the seller of the | easehold to show the |atter

figure.



Q 7. Wat is the significance of information to be furnished by the
taxpayer as to the sales plan, down payments and installnents, rate of
interest, etc.?

Coment. This is significant only in the case of a sale made under an
agreenent of sale. It is necessary to determne what part of the tota
paynents constitutes interest. Interest always is taxable.

Q 8. Assune a contractor builder who is erecting houses on his own
property plans to sell each house and lot for $15,000.00. He arranges
financing. Under these arrangements a $10,000.00 nortgage loan is nade to
the buyer at a discount payable by the builder in the anount of 3% The
buyer makes a down payment of $5,000.00. O the renaining $10,000.00 the
bui | der receives fromthe nortgage conpany $9,700.00, the bal ance of
$300. 00 being the 3% di scount which is paid by the builder in order to
obtain financing. Is this $300.00 deductible from the sales proceeds?

Comment. The $300.00 is part of the sales proceeds attributable to the
I nprovenents, but of that anount the taxable amount can not exceed “the
amount whi ch woul d have been taxable as contracting business of a |icensed
contractor if the work had been contracted out in the usual manner.” The
computation of this last anount will exclude the $300.00 and in that sense
the $300.00 is deductible.

Respectful |y,
(S) Rhoda V. Lew s

RHODA V. LEWS
Deputy Attorney Ceneral





