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FINDI NGS OF FACT AND CONCLUSI ONS OF LAW

This case cane on for decision on an Agreed
Statenent of Facts and the Court, having duly considered
the briefs of counsel and otherw se being fully advised
in the prem ses, nakes and files the follow ng findings

of fact and conclusions of |aw

FI NDI NGS OF FACT

1. Plaintiff Taxpayer is a professional corpora-
tion duly organi zed and existing under the |aws of the
State of Hawaii licensed to do business at all tines

pertinent hereto pursuant to and in conpliance with the



provi sions of Chapter 237, Hawaii Revised Statutes.

2. The Taxpayer is engaged in the practice of
architecture and for this purpose is duly registered under
the provisions of Chapter 464, Hawaii Revised Statutes.

3. Whenever architectural services are to be
perforned, the Taxpayer enters into contracts with the
owners using standard fornms of the American Institute of
Architects. The services to be performed include the neces-
sary conferences; the preparation of prelimnary studies;
wor ki ng draw ngs and specifications; the preparation of
large scale and full size detailed drawi ngs; the furnishing
of architectural, structural, nechanical and electrical
work; assistance in the drafting of forns of proposals
and contracts; the issuance of certificates of paynent;
the keeping of accounts; the general adninistration of the
busi ness and supervision of the work. The Taxpayer is also
required to make periodic visits to the project site and to
conduct inspections. For these services, the architect
is paid an agreed upon fee. The contract form also provides
that the Taxpayer shall be reinbursed for certain incidental
expenses in connection with the project such as the ex-
penses of transportation and living when traveling, |ong
di stance telephone calls and telegrans. The Taxpayer
was also to be reinbursed for the expenses of reproduction,
postage and handling of draw ngs and specifications.

4. In performng architectural services during
the tax period involved in this appeal, the Taxpayer has
engaged the services of a construction consultant for the
preparation of construction cost estinmates and the services
of an industrial designer for the preparation and furnish-

ing of interior signs.



5. The Taxpayer has incurred incidental expenses
in connection with its performance of the architectura
services such as air travel expenses, U Drive rental
charges, living and traveling expenses for projects situated
on the neighbor islands or on the mainland; |ong distance
tel ephone calls, telegrans, and expenses for duplicating
bl ue prints and specifications.

6. For the period Decenber 1, 1968, through
Novenmber 30, 1971, the Taxpayer was assessed additiona
general excise taxes, together with interest, in the total
anmount of $1,243.09, as foll ows:

Rei nbursed expenses
determined to be gross

receipts $904. 02
| nt er est 117. 17 $1, 021. 19
Di sal | owed subcon-
tractor's deductions 202. 36
I nt erest 19. 54 221.90
TOTAL . . . . . . . . . . . . .. $1, 243.09

7. Notice of the additional taxes assessed to
t he Taxpayer was given on May 17, 1973. The Taxpayer paid

the assessed taxes under protest on June 5, 1973

CONCLUSI ONS OF LAW

1. The Taxpayer nmkes two contentions.
First, that the Director of Taxation has inproperly dis-
all oned the subcontractor's deduction allowed by HRS
Section 237-13(3)(B). The Taxpayer contends that a
construction consultant who renders cost estimtes for the

architectural trade and an industrial designer who prepares



and furnishes the architectural trade with interior signs
are contractors within the purview of Section 237-13(3)(B)
because they are professional engineers. Thus, the Tax-
payer argues that the anounts paid to the construction
consultant and to the industrial designer have been
properly deducted from the Taxpayer's gross incone in
conputing its general excise taxes.

Exenptions fromtaxation are to be construed
strictly against the Taxpayer and when a taxpayer seeks a
reduction in taxes, the taxpayer is seeking an exenption

Honolulu Star-Bulletin, Limted v. Burns, 50 Haw. 603 (1968).

The Taxpayer, therefore, must clearly show that it is en-
titled to the subcontractor's deduction. The burden, thus
is upon the Taxpayer to show by clear proof that construc-
tion consultants and industrial designers are professional
engi neers.

Section 237-13(3)(B) provides, in pertinent part:

“I'n conmputing the tax |evied under
this paragraph (3) or section 237-16, there
shal | be deducted fromthe gross income of
the taxpayer so nuch thereof as has been
included 1n the nmeasure of the tax levied
under paragraph (3)(@% or section 237-16,
on anot her taxpayer 0 is a contractor,
as defined, in respect of his business as
such, if the tax on the anpbunt so deducted
has been ﬁaid by the other person, or has
been withheld by the taxpayer and shall be
paid over by himto the assessor at the
time of filing the return, "

The term “contractor” has been defined in HRS

Section 237-6, as anended, to include:

“(1) Every person engaging in the
busi ness of contracting to erect, construct,
repair or inprove buildings or structures,
of any kind or description, including any
portion thereof, or to make any installation
therein, or to make, construct, repair or
i mprove any highway, road, street, sidewalk,



ditch, excavation, fill, bridge, shaft, well,

culvert, sewer, water system drainage system

dredgi ng or harbor inprovenment project,

electric or steamrail, lighting or power

system transmi ssion |line, tower, dock,

wharf, or other inprovenents; and

(2) Every person engaging in the

practice of architecture, professional

engi neering, land surveying, and |andscape

architecture, as defined in section 464-1."

The Court finds the definition to be plain and
unanmbi guous and conveys a clear and definite neaning as to
who are contractors. Section 237-6, therefore, is not
open to construction. The section does not include con-
struction consultants and industrial designers within its
enuneration. Furthernore, construction consultants and
industrial designers do not fall within the class of persons
engaging in the business of erecting, constructing, repair-
ing or improving the public works type of inprovenents
described in the section. The Court finds that construc-
tion consultants and industrial designers are not, by Iaw,
prof essional engineers, but that they provide ancillary
services to the architectural and engi neering professions.

2. The Taxpayer next contends that the paynents
it received as reinbursements for the expenses incurred in
connection with the performance of its architectural
services constitute non-taxable reinbursenents within the
purview of HRS Section 237-20.

Section 237-20 provides:

“A person or conpany having sharehol ders or

menbers (a corporation, association, group,

trust, partnership, joint advanture, or

ot her person) is taxable upon its business

with them and they are taxable upon their

business with it. A person or conpany,

whet her or not called a cooperative,

t hrough which sharehol ders or nenbers are
pursuing a conmon objective (for exanple,



the obtaining of property or services for

their individual businesses or use, or the

marketing of their individual products) is

a taxable person, and such facts do not

give rise to any tax exenption or tax

enefit except as specifically provided.

Even though a business has some of the

aspects of agency it shall not be so

regarded unless It is a true agency.

The rei mbursement of costs or advances

made for or on behalf of one person by

anot her shall not constitute gross incone

of the latter, unless the person receiving

such rei nbursement al so receives additional

nonetary consideration for making such costs

or advances."

That portion of Section 237-20 which provides
that “[T]he reinbursenent of costs or advances made for or
on behal f of one person by another shall not constitute

gross incone of the latter states the general rule
with respect to the taxability of reinbursenents in this
case.

The Court finds that the expenses incurred by
the Taxpayer in this appeal such as expenses for trans-
portation and living when traveling, |ong distance tele-
phone calls and tel egrans, the expenses of reproduction
postage and handling of drawi ngs and specifications in-
curred in connection with the project for which the Tax-
payer was engaged to perform architectural services, are
i nci dental expenses which the Taxpayer must necessarily
incur for the production of income. The expenses were
incurred pursuant to the Taxpayer's obligation to render
architectural services for the owner and the expenses were
necessarily incurred in order that the Taxpayer nmay com
pl ete performance of these architectural services. The
Taxpayer argues that the services for which the expenses
were incurred were performed by third parties, consequently,

the paynents received by the Taxpayer do not constitute



gross incone but are non-taxable reinbursements. The
Court finds that these services rendered by third parties
are ancillary services furnished to the Taxpayer and are
not the reinbursements contenplated by HRS Section 237-20.
The Court, therefore, finds that the expenses were incurred
for the Taxpayer’s own benefit and on its own behal f, not
on behalf of the owner. Al anopunts received fromthe
owner as paynents for these expenses, consequently, con-
stitute taxable gross incone. In this wise, the status

of the Taxpayer is no different from any other taxpayer
engaged in business which incurs incidental expenses in
connection with the production of income. They may not
deduct the expenses. The Hawaii General Excise Tax Law
taxes all gross inconme and gross receipts w thout deduc-
tions of any kind whatsoever. HRS § 237-3. In view of
the foregoing, it is not necessary to go into the question
whet her or not the Taxpayer also received additional
nonetary consideration.

3. The Court agrees with the Director that
while the parties may segregate these incidental expenses
in the contract as reinbursabl e expenses, the designation
is not controlling as to whether or not they constitute
non-t axabl e rei nbursements for purposes of Section 237-20.
Where tax avoi dance schenes are involved, the Court will
| ook through the formused by the parties and consi der
the substance of the transaction. The nane attached by

the parties will be ignored. In re Taxes. U upal akua Ranch,

52 Haw. 557 (1971). The Court finds in this case that the
rei mbursements have been segregated as a matter of form

only but in substance the expenses have been incurred by



the Taxpayer for his own benefit and on his own behal f,
as necessary expenses for the production of incone.
4.  The Taxpayer urges that the case of Aloha

Mtors, Inc. and Edward R Bacon, Ltd. v. Ralph W Kondo.

T. A Nos. 1298 and 1309 deci ded June 4, 1973, should be

made to apply to exenpt the paynents as non-taxable reim

bur senent s. The Court concludes that Al oha Mtors., Inc.

does not apply to the facts in this case.

5. The reinbursements are taxable as gross
i ncome and do not constitute non-taxabl e reinbursemnments
within the purview of HRS Section 237-20.

6. Judgnent will be entered for the Director of
Taxation and the sum of $1,243.09 shall be, and is hereby

made, a | awful government realization.
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