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FINDI NGS OF FACT AND CONCLUSI ONS OF LAW

This case canme on for decision on a Stipulation
of Facts agreed to by the parties, and the Court, having
duly considered the evidence and briefs of counsel and
otherwi se being fully advised in the prem ses, makes and
files the following findings of fact and conclusions

of law

FI NDI NGS OF FACT

1. Pacific Machinery Inc. (“Taxpayer”) is a
corporation duly organi zed and exi sting under the |aws of
the State of Hawaii with its principal place of business in
Honol ul u, Hawai i .

2. The Taxpayer sells and services heavy
construction equi prent.

3. Caterpillar Tractor Corporation (“Cater-
pillar”) is a manufacturer and seller of heavy construction

equi pnent .
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4. Under a Sales and Service Agreenent
(“Agreenment”) with Caterpillar, the Taxpayer is, and
at all relevant times was, the exclusive dealer and
distributor for the products of Caterpillar in Hawaii.

5. The Agreenment provides that Caterpillar
shall pronmote and advertise its products at its own expense
as it sees fit.

6. The Taxpayer and Caterpillar have agreed
to a pro rata sharing and rei nbursenent of certain costs
for advertisenents approved by Caterpillar. Under this
cooperative advertising agreenment, the Taxpayer invoices
Caterpillar for a portion of the advertising expenses
incurred on behalf of Caterpillar’s products. Cater -
pillar’s share of such costs is 50% of the amounts billed
to the Taxpayer by third parties for advertising
Caterpillar’s products.

7. The Taxpayer annually submits to Caterpillar
a form of document titled “Request for Annual Space and
Broadcast Advertising Cooperation” (“Request”) describing
proposed advertisenments of Caterpillar products, the
media to be used, and estimated costs, including third
party services required to create, design or place the
adverti senents.

8. The Request does not include any costs
for overhead, salaries, or any other internal expenses or
profit incurred by the Taxpayer.

9. The Taxpayer does not receive any paynment or
rei mbursenment from Caterpillar, under the Agreenment or
otherwise, for any of its overhead, costs, salaries,

profit, or internal expenses.



10. The anounts received by the Taxpayer from
Caterpillar are not paynents for services perforned
in advertising Caterpillar products nor do they con-
stitute reinmbursenents by Caterpillar for the interna
costs incurred by the Taxpayer in connection with adver-
tising Caterpillar products.

11. The Taxpayer is not, nor does it hold
itself out to the public as, a public relations conpany,
advertising agency, advertiser, or simlar business, nor
does it engage in the business activities associated with
such enterprises.

12. The Taxpayer enploys a public relations
director whose duties include the pronotion of products
sold and serviced by the Taxpayer

13. The Taxpayer sells and services Caterpillar,
Bucyrna-Eric, Donahoe, Pioneer Engineering, Bonag, Allatt
Al lied, Raynond, Liftall, Rone, Sullair, Dentz and
Bal | der son products.

14. The duties of the public relations director
al so include pronmoting the public imge of the Taxpayer (as
contrasted with products sold by it), witing and editing
“Pacific Progress”, a Taxpayer publication circulated to
its customers and enpl oyees, planning pronmotions, sales
contests, special events and sales neetings, collecting
and analyzing market information, supervising building
and ground mmi ntenance to enhance appearance and working

condi tions, encouraging participation in community



activities, producing advertising |ayouts, taking photo-
graphs, witing editorials and copy for advertisenents, and
sel ecting appropriate nedi a.

15. The Caterpillar related activities form
only a small and relatively mnor part of the duties of the
public relations director

16. The primary advertising agency used by the
Taxpayer, Tontzak Advertising Agency (“Tontzak”), provides
the nedia production and printing work for advertising
Caterpillar’s products.

17. Tonczak bills the Taxpayer for such work.
The Taxpayer then records the bills, makes full paynent,
establishes a journal entry for reinbursement from
Caterpillar of 50% of such amunts and receipts Cater-
pillar’s paynents as reinbursenments of expenses.

18. The Taxpayer has consistently treated
rei mbursenents from Caterpillar of third party adver-
tising charges, such as Tontzak, as a receivable due to an
advancenent on account of Caterpillar’s obligations to
third parties, not as earned incone.

19. During the calendar years 1974 through
1977, the Taxpayer recorded third party advertising
expenses incurred or advanced with respect to Caterpillar’s
products in the amount of $159, 150. 82.

20. During the calendar year 1974 through
1977, the Taxpayer paid its public relation director
the total aggregate sum of $58,110. 00.

21. During the cal endar years 1974 through 1977,



the Taxpayer did not include the anpunts reinbursed to
it by Caterpillar pursuant to the Agreement, $79, 565. 14,
in its taxable gross income for GCeneral Excise Tax
pur poses.

22. On or about July 30, 1979, the Taxpayer
was assessed by the Director of Taxation additional
general excise taxes of $3,780.55 on $79,565.14 as in-
cone received from Caterpillar.

23. On August 21, 1979, the Taxpayer filed
a notice of appeal from such assessnent to the Board
of Review of the First Taxation District and paid the
assessnent of $3,780.55 wunder appeal as required by
Chapter 237, Hawaii Revised Statutes, as anmended.

24. On January 24, 1980, the Board of Review of
the First Taxation District, after hearing, found in favor
of the Taxpayer in the amount of $3,780.55.

25. The Department of Taxation filed its
Noti ce of Appeal from the decision of the Board of Review
to the Tax Appeal Court, State of Hawaii, on February 15,
1980.

The following Conclusions of Law, i nsof ar
as they mmy be considered Findings of Fact, are also
found by this Court to be true in all respects.

From the foregoing Findings of Fact, the Court

makes the fol | ow ng:

CONCLUSI ONS OF LAW
1. Section 327-13(16), HRS, inposes the Ceneral

Exci se Tax upon gross receipts derived by a taxable service



entity engaged in business within the State of Hawaii.
Section 237-20, HRS, however, excludes from the definition
of gross receipts the reinbursement of certain costs or
advancenent s:

The rei nbursenents of costs or advances

made for or on behalf of one person by

another shall not constitute gross

income of the latter, unless the

person receiving such reinbursenent

also receives additional nmonet ary

consideration for maki ng such costs or
advances.

2. If the Taxpayer received additional nobnetary
consideration for advertising costs and services incurred
under the Agreenent, then such anmpunts would constitute
gross incone. If the Taxpayer, however, receives only a
rei mbursenent of costs incurred or advanced, w thout any
addi tional nonetary consideration, then such reinbursenent
is exenpt from general excise taxation under Section
237-20, HRS.

3. The anobunts received by the Taxpayer
from Caterpillar under the Agreenent neet the require-
ments of Section 237-20, HRS. The Agreenment between
Caterpillar and the Taxpayer provides for the reinburse-
ment of the Taxpayer by Caterpillar of 50% of third party
costs actually incurred by the Taxpayer on behalf of
Caterpillar. The Agreenent between the parties does not
provide for any additional nopnetary consideration of any
nature whatsoever to the Taxpayer for costs incurred
pursuant to its terns.

4. The Agreenment contains the true intentions of

the parties thereto, possesses substance, and does not



constitute a sham characterization of a fee for services
as a “reinbursenent” for tax-avoidance purposes.

5. The argunent of the Department of Taxation
that the Taxpayer is an independent contractor and,
therefore, not an agent nmking advances on behalf of
Caterpillar as required by Section 237-20, HRS, is without
merit. Section 237-20, HRS, does not require by its
express terms or legislative history that a true agency
rel ati onshi p exist between the parties to neet its require-

ments for exenption. In Re Aloha Mtors, Inc., 56 Haw. 231

(1975).

6. The Departnment of Taxation's contention
that the Taxpayer’'s accounting system treats npneys
received from Caterpillar as incone to the Taxpayer
and not as reinbursenents of costs or advances is devoid of
evidentary support.

7. The cases of |n Re Taxes. Foodland Super

Mar ket 51 Haw. 281 (1969), and Valdimr Ossjipoff &

Associates, Inc. v. Kondo, Tax Appeal No. 1450 (1974),

do not support the proposition that the reinbursenents
received by the Taxpayer from Caterpillar are taxable under
Chapter 237, HRS. The Court concludes that these cases are
not apposite to the issues presented in this proceeding.

8. The reinbursenents of costs and advances from
Caterpillar to the Taxpayer under the Agreement are reim
bursenents of costs or advances nade by the Taxpayer on
behal f of Caterpillar within the purview of Section 237-20,
HRS.

Judgnent will be entered affirming the decision



of the Board of Review of the First Taxation District
and in favor of the Taxpayer in the anmount of $3,780.55
together with costs and interest as allowed by |aw
JUDGMENT

WHEREFORE, IT IS ORDERED, ADJUDGED AND DECREED
t hat j udgment is entered for the Taxpayer Pacific
Machi nery, Inc., in the amunt of $3,780.55, together
with interest and costs provided by |aw

DATED:  Honolulu, Hawaii, &?AM/ [ ,
1980. ' -
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