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TERRITORY OF HAWAII

DEPARTMENT OF THE ATTORNEY GENERAL

Honorable WI1Iliam Borthw ck
Tax Conmm ssi oner

Territory of Hawaili
Honolulu, T. H

Dear Sir:

HONOLULU

45, 5
Cct ober 29, 1940

CPINION NO. 1748

TAXATI QN, PUBLI C UTILITIES TAX;
NON- OPERATI NG | NCOME

The public utilities tax applies
to gross non-operating inconme as well
as to the gross operating incone from
the public utility business.

SAME; SAME; SAME

Were a conpany has both a utility
and a non-utility business the incone
from investnments derived from public

utility funds is subject to the public
utilities tax.

SAME; SAME;, EXEMPT | NCOMVE

Constitutional imunity from
taxation, such as in the case of federal
bonds, applies to the public utilities
tax, as does immunity conferred by
territorial law upon the issuance of
territorial or county bonds, but ex-
enptions, such as the exenption of
di vidends contained in the incone tax
l aw, do not apply.

Your letter of January 17 requests our advice as to



the inclusion of dividends, interest and other non-operating

incone of a public utility in “gross incone” for the conputa-

tion of the tax inposed by Act 43, 2d Sp. S. L. 1932, now

Chapter 69, R L. 1935.

183,

Said Act 43, 2nd Sp. S. L. 1932, as anended by Act
L. 1933, provides:

“Sec. 1. Public utility tax. In lieu of all taxes
other than inconme taxes, the specific taxes inposed by
Chapter 102 of the Revised Laws of Hawaii 1925, as anended,
and the fees prescribed by Chapter 132 of said Revised
Laws, as anended, and any tax specifically inposed by the
terns of its franchise, there shall be levied and assessed
upon each public utility within the Territory a tax of
such rate per cent of its gross incone each year fromits
public utility business as shall be determned in the man-
ner hereinafter provided.”

“Section 2. Definitions. (a) The term ‘public
utility’ as used in this Act shall have the neaning
given that termin section 2208, as nended, of the
Revi sed Laws of Hawaii 1925. (b) the term ‘gross
i ncone’ shall have the neaning of that term as used in
section 2207 of said Revised Laws. (c) the term ' net
operating incone’ neans the operating revenues |ess the
operating expenses and tax accruals, including in the
comput ation of such revenues and expenses, debits and
credits arising from equi pnent rents and joint facility
rents.

“Section 3. Returns. Each public utility on or
before March 20 in each year shall file wth the tax
collector for the division within which the principal
office of the public utility is maintained, a return
in such formas the tax conm ssioner may prescribe,
showing its taxable gross receipts for the precedi ng
cal endar year. In case any public utility carries
on other lines of business than its public utility
busi ness, the receipts therefrom shall not be subject
to tax under this Act, but the sanme tax liabilities
shall attach to such public utility on account of
such other lines of business and the real property
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used in connection therewith as would exist if no
public utility business were done.

“Section 4. Rate how determ ned. The rate of

the tax upon the gross incone of any public utility
for the purposes of this Act shall be determ ned as
follows: If the ratio of the net incone of the com
pany to its gross incone is fifteen per cent (15%
or less, the rate of the tax on gross incone shall be
five per cent (5%; for all conpanies having net in-
come in excess of fifteen per cent (15% of the gross,
the rate of the tax on gross incone shall increase
continuously in proportion to the increase in ratio
of net incone to gross, at such rate that for each
i ncrease of one per cent (1% in the ratio of net
incone to gross, there shall be an increase of one-
fourth of one per cent (¥29 in the rate of the tax.
The following fornmula may be used to determ ne such
rate, in which fornula the term‘r’ is the ratio of
net incone to gross inconme, and 'x' is the required
rate of the tax on gross earnings for the utility in
questi on:

x= (1.25 + 25r)%
provi ded, however, that in no case shal
than five per cent (5%.”

x' be |ess

In Hawaii Consolidated Ry. v. Borthw ck, 34 Haw.

269, 278, aff’'d 105 Fed.(2d) 286, our Suprene Court (the
Crcuit Court of Appeals not passing upon this point) had

this to say:

“I'n the ordinary conmercial enterprise gross
incone is classified accordingly as it is derived
from the operating or nonoperating departnments of
the business and is ordinarily referred to as gross
operating and gross nonoperating incone, an instance
of the latter of which is income fromthe investnents
of surplus and otherwi se. This classification is
equal ly applicable to gross incone fromutility bus-
iness as instanced in the case of a railroad s gross
operating incone fromits railroad and gross nonoper-
ating inconme frominvestnments of its surplus from
utility business. The statute, in using the words
‘gross incone fromits utility business,’” clearly



contenpl ates gross incone from both its operating

utility business and its nonoperating utility bus-

Iness. * * * 7
As indicated by the above and by the approval by this office,
on Cctober 29, 1937 (L.F. 45, No. 944) of the form of certain
instructions to taxpayers covering this matter, the expression
“its gross inconme each year fromits public utility business”
i ncludes both gross operating and gross non-operating revenues
of the utility business.

The argunment nmade against this interpretation assunes

that the Public Wility Tax Act of 1932 (Act 43, 2d Sp. S. L.
1932) established solely a changed nethod of taxing the same
properties which previously had been taxed by the “enterprise
for profit” nmethod. Undoubtedly the elimnation of the enter-
prise for profit nmethod of valuing property without entirely
elimnating from consideration revenue producing potentialities
of the property of a public utility, was one of the primary
concerns of the Legislature. However, at the sane session the
Legi sl ature nade other sweeping changes. It elimnated the
personal property tax (though restoring the sane in 1933), and
it shifted to the general revenues of the Territory the burden
of neeting sonme needs which prior to the 1932 session had been
met out of the property tax rate. Conpare Section 1315, R L.

1925, as anended, the |ast anended form being Act 183, L. 1931,

with Section 21, Act 40, 2d Sp. S. L. 1932. It also provided



new sources of territorial revenue in the Business Excise Tax
Act, Act 42, 2d Sp. S.L. 1932, as well as revising existing

taxes. These tax acts were all enacted as part of one conpre-
hensi ve schene of taxation, the Second Special Session having

been called for that purpose. Senate Journal, 2d Sp. Sess.

1932, p. 2; Bishop v. Hll L. 14488, Grcuit Court, First

Crcuit, decision of Sept. 21, 1934 (affirnmed 33 Haw. 371).
There is no reason to suppose that the Legislature, in |ooking
to the new sources of revenue and in deleting from the property
tax rate certain itens previously met from that source, intended
that public utilities should be favored over other corporations
and businesses in the matter of taxable sources.

The Business Excise Tax, from which public utilities were
exenpted by Section 1 of said Act 43, 2d Sp. S. L. 1932 “in so
far as their public utility business is concerned’”, applied to
non-operating, as well as operating revenues of a business.
Continuing the sane policy the Legislature, in enacting the
G oss Incone Tax Law in 1935 (Act 141 (Ser. A-44) L. 1935),

i ncluded non-operating revenue in the neasure of the tax
(Section 1 (6)), but exenpted: ‘Public Wilities (as that
termis defined in the Revised Laws of Hawaii 1935, Section
7940) with respect to their public utilities business) upon
the gross incone from which they pay an annual tax under the

provisions of the Revised Laws of Hawaii 1935, chapter 69.”



(Sec. 4 (1) (c)). The non-operating revenue of a public utility
either was regarded by the Legislature as a part of the public
utilities business, and hence subject to tax under the public

utilities tax act, or as not a part of the public utilites

busi ness and hence subject to business excise tax and later to
gross incone tax. The question is, which?

Further expression of the legislative intent is to be
found in Section 3 of the Public Wilities Tax Act (Act 43, 2d
Sp. S. L. 1932) which provides:

“I'n case any public utility carries on other

business than its public utility business, the re-
ceipts therefrom shall not be subject to tax under
this Act, but the sane tax liabilities shall attach
to such public utility on account of such other Ilines
of business and the real property used in connection
therewith as would exist if no public utility business
wer e being done.”
Therefore the expressions “gross incone each year fromits public
utility business” in Section 1, of Act 43, 2s Sp. S. L. 1932
“in so far as their public utility business in concerned in

Section 2 of Act 42, 2d Sp. S L. 1932, and “with respect to
their public utilities business, upon the gross incone from
whi ch they pay an annual tax under the provisions of the Re-
vised Laws of Hawaii 1935, chapter 69" in Section 4 (1) (c)

of Act 141 (Ser. A-44) L. 1935 are to be determ ned as inclu-

ding or not including non-operating income of the public utility



fromits investnents according to whether or not such invest-
ments constitute a distinct Iine of business.

The Public Uilities Tax Act refers to the definitions
of “public utility” and “gross inconme” contained in Sections
7940 and 7965, R L. 1935 (fornerly Sections 2207 and 2208,

R L. 1925). These sections are part of the chapter covering
the authority of the Public Wilities Conmm ssion over public
utilities, now Chapter 261, R L. 1935. It therefore is per-
tinent to inquire as to what the Legislature conceived to be
part of the public utility business from the standpoint of

i nvestigation and supervision by the Public Wilities Conm s-
sion, as it nust have had the sanme conception of public util-
ities business in inposing the fee or tax required by Section
7965, R L. 1935 and the tax levied by said Act 43, 2nd Sp.

S. L. 1932, Chapter 69, R L. 1935.

That the investnents nmade by the public utility were
conceived by the Legislature to be part of its public utility
busi ness, and not a distinct line of business, is clearly

shown by the statute, which provides:

“Sec. 7945. May investigate what. The Conm ssion
and each conmm ssioner shall have power to examne into
the condition of each public utility doing business in
the Territory, * * * the issuance by it of stocks and
bonds, and the disposition of the proceeds thereof, the
anount and disposition of its incone, and all its finan-
cial transactions * * *”




“Sec. 7956. Acquirenent of stock of another public
utility. No public utility corporation shall purchase
or acquire, take or hold, any part of the capital stock
of any other public utility corporation, organized or
exi sting under or by virtue of the laws of the Territory,
wi t hout having been first authorized to do so by the
order of the comm ssion. * * *”

“Sec. 7955. |Issuance of securities. A public
utility corporation may, on securing the prior approval
of the comm ssion, and not otherw se, issue stocks and
stock certificates, bonds, notes and other evidences
of indebtedness, payable at periods of nore than twelve
nmonths after the date thereof, for the follow ng pur-
poses and no other, nanely: For the acquisition of
property or for the construction., conpletion, extension
or inprovenent of or addition to its facilities or ser-
vice, or for the discharge or lawful refunding of its
obligations or for the reienbursenment of noneys actually
expended from incone or from any other noneys in its
treasury not secured by or obtained fromthe issue of
its stocks or stock certificates, or bonds, notes, or
ot her evidences of indebtedness, for any of the afore-
sai d purposes except nmintenance of service, replace-
ments and substitutions not constituting capital expen-
diture in cases where the corporation shall have kept
its accounts for such expenditures in such manner as
to enable the conm ssion to ascertain the anmount of
noneys so expended and the purposes for which such
expendi tures were nade, and the sources of the funds
inits treasury applied to such expenditures. ”

Under these provisions a conpany could not contend
that the anount devoted by it to investnents as distinguished
from plant and the like, and its financial transactions in
connection with such investnents, were of no concern to the
Public Wilities Commssion. Al investnents derived from
public utility funds should be deenmed part of the public

utility business.

Were a conpany has a distinct non-utility depart-
ment, and accordingly it is necessary to distinguish between
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utility and non utility funds, of course all capital obtained
for utility purposes, and all insurance funds and other funds
or reserves built up out of charges to revenue of the utility
busi ness, or held for the purposes of the utility business,
should be attributed to the utility business. In addition
surplus derived fromutility revenues should be attributed

to the utility business. Incone from investnents, to the
extent that the investnents represent such capital, funds,
reserves or surplus, should be included in gross incone from
the utility business.

You also have inquired as to whether it nakes any
difference if the income is non-taxable under the Federal and
Territorial Income Tax Laws. Incone from investnents conceivably
m ght be non-taxable for inconme tax purposes for any one of three
reasons i.e. (1) constitutional immunity from taxation, such
as in the case of federal bonds; (2) immunity of territorial
or county bonds conferred by the territorial |aw governing their
i ssuance; (3) specific exenption in the incone tax |aw

The first type of imunity applies to the public
utilities tax, unless that tax is a franchise tax. Education

Fiins Coloration v. Ward, 282 U.S. 379; 57 A.L.R 899, 902

71 A.L.R 256, 269. | am satisfied that the public utilities

tax was not framed as a franchise tax, and it has not previously



been construed by this departnent as a franchise tax when

questions of tax exenpt property were involved. (Qps. Atty.

Gen. (1935) No. 1615, citing Senate Journal, 2d Sp. Sess.

1932, p. 34.

Wth respect to the second type of imunity, this
also applies to the public utilities tax on the theory that

it is not a franchise tax. Conpare Pacific Co. v. Johnson

285 U.S. 480. Qur statutes exenpting the bonds from taxation
have al ways been regarded as exenpting the interest also.

See ahu Railway and Land Co. v. Pratt, 14 Haw 126

The third type of exenption has no application
outside the incone tax law itself. Although the incone tax
| aw specifically excludes certain dividends from “gross in-
come”, the Public Wilities Tax Act does not refer to the
income tax law for the definition of gross incone. Conse-
quently dividends are to be included. The argunent that this
may result in a pyramding of the tax is one which only the
Legislature may consider. The tax on gross incone of shares

of a public utility held by another public utility is no nore

invalid than a tax upon the shares of stock of a corporation

coupled with a tax upon the property of the corporation.

-10-



Argunents made upon behalf of a certain utility,
based upon past adm nistrative practice, do not influence
the result because the statute is not anbiguous. Ewa

Plantation v. Wlder, 26 Haw 299, 316, aff'd 289 Fed. 664.

Respectful Iy,

Do V. Lo,

Rhoda V. Lew s
Deouty Attorney GCeneral
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