DEPARTMENT OF TAXATION
STATE OF HAWAII

April 19, 1974

TAX INFORMATION RELEASE 1o 42.74

| TOM 58
RE:  Application of the General Excise Tax to Interest Income

Advi ce has been requested as to the application of the general excise tax to
I nterest incone received by taxpayers from various sources and activities.

Section 237-13, HRS, provides that there is levied and shall be assessed and
collected “privilege taxes agai nst persons on account of their business and
other activities in the state --.”

Section 237-2, HRS, defines “business” or “engaging”. in business to include all
activities (personal, professional, or corporate), engaged in or caused to be
engaged in with the object of gain or economc benefit either direct or indirect,

but does not include casual sales.

Section 237-3, HRS, defines “gross incone” to nean the gross receipts, cash or
accrued, of the taxpayer received as conpensation for personal services and the
gross receipts of the taxpayer derived fromtrade, business, comerce, or sales
and the value proceeding or accruing fromthe sale of tangible personal property,
or service, or both, and all receipts, actual or accrued as hereinafter provided,
by reason of the investment of the capital of the business engaged in, including
interest, discount, rentals, royalties, fees and the I|ike.

In general, all gross incone from “engaging in business” or “business incone”
are subject to the general excise tax. “Business income” neans income arising
fromtransactions and activities in the ordinary course of the taxpayer’'s trade
or business and includes income fromtangible and intangible property if the
acqui sition, managenent, and disposition of the property constitute integral
parts of the taxpayer’s ordinary trade or business operations.

Simlarly, interest income is business incone subject to the general excise tax
where it arises out of or was derived in the ordinary course of the taxpayer's
trade or business or where the purpose for acquiring and hol ding the intangible
Is related to or incidental to such trade or business operations.

Business entities, such as corporations, partnerships, joint ventures, sole
proprietorships, are generally created for the purpose of naking profits, and
practically all interest income earned by such business entities are considered



busi ness income subject to the general excise tax. It is only when interest
income is earned by an individual on his personal savings account, if such

i ndividual is not engaged in any trade or business, that the income is con-
sidered exenpt; the theory being that the individual is not engaged in business
when he merely makes deposits in his personal savings account for safekeeping
pur poses.

Sone specific situations with corresponding conclusions are presented below to
exenmplify the circunstances under which interest may or may not be subject to
the general excise tax.

Taxabl e Situations

Exanple 1

“A," an individual, receives rental incone froma 20-unit apartment
situated on a fee sinple property and upon which inconme the general excise
tax was reported and paid. In 1972, due to his failing health, “A” sold the
entire 20-unit apartnment on an agreenent of sale.

The interest received under the agreement of sale is subject to tax as
the interest thus received is deemed to be earned by reason of the investnent
of the capital of the business in which engaged (rental of the apartnents) as
provided in section 237-3.

Exanple 2

“B” operates a soda fountain as a sole proprietor. In addition to this
busi ness income, he derives other income from actively trading stocks which
are purchased by the use of the funds from his business. The profits from
his business, together with the proceeds fromthe sales of stocks, are
deposited in a savings account at a bank. In 1972, “B" renodel ed his business
prem ses and dipped into this savings account for the necessary paynent.
Furthermore, he consistently relies on this savings account as a source of
fund to supplenent the financial needs of his business.

Since “B" is engaged in business, as defined in section 237-2, the
interest earned on the deposits of the profits fromhis business is subject
to tax by reason of his investing the capital of the business. As to the
interest earned on the deposits of the proceeds fromthe sales of stocks,
it too is subject to tax because such proceeds are used in the business.

Not wi t hstandi ng the foregoing, the general excise tax shall not be
I nposed on the interest earned on the deposits of the proceeds fromthe sales
of stocks if “B” can prove to the satisfaction of the Director of Taxation
that such sales proceeds are clearly segregated fromthe profits of his business
and are deposited in a personal savings account and are not used to suppl ement
the financial needs of his business.

Exanple 3

A group of individuals formed an investnent club for the purpose of
purchasing common stocks. Initially, each nmenber was required to invest
$1,000; thereafter, each nenber paid in an additional $10 each month. In
the interim the anounts thus pooled were deposited in a savings and | oan
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institution. which paid 5% interest. As sufficient cash was accumul ated, with-
drawal s were made to purchase the commn stocks. Any dividends from the stocks
as well as the gross proceeds fromthe sale of the stocks were al so deposited

in this savings account. At the end of the year, interest in the anount of
$250 was credited to the club’s savings account.

As defined in section 237-2, the club is deemed to be engaged in business
since it was formed with “--the object of gain or econom c benefit either

direct or indirect--;” consequently, the interest is subject to the genera
exci se tax.
Exanple 4

“C’ Corporation operates a departnment store. For the convenience of its
many charge custoners, “C’ Corporation has a 30-day charge plan as well as a
revolving charge plan. If the amount due on the 30-day charge plan is delinquent,
a service charge in the formof interest at the rate of 1/2% on the previous
month’s bal ance is added to the account. A simlar procedure is followed with
respect to the revolving charge plan

The interest received fromthe foregoing source is subject to tax since
such interest is earned in the regular course of the business.

Example 5

“D" Corporation is engaged in the business of acquiring, holding and
selling real property in Hawaii. During 1972, it sold to purchasers on the
mai nl and fee sinple Hawaii |and on agreements of sales in the ordinary course
of its business.

The interest earned on the agreenents of sales is deemed gross incone of
the business as defined in section 237-2 because the sales originate fromrea
property situated in Hawaii. The foregoing principle is applicable notwth-
standing the agreenments of sales are executed outside of Hawaii and the trans-
actions involve persons who are not residents of Hawaii

Al't hough section 237-3 excludes gross income derived fromthe sale of |and
in fee, “D Corporation cannot contend that the interest arising from such agree-
ments of sales is also excludable. The interest arises not fromthe sale of the
| and, but rather as a charge for the use of noney. “D’ Corporation is investing
its money (business income), getting back the sumlent plus a return in the form
of interest.

Exanple 6

Realty Associates, a registered partnership, was formed solely for the
purpose of purchasing certain real property in Hawaii as an investnent. No
other properties were sold in Hawaii and no inprovenents were made on the said
property purchased by this partnership. Subsequently, the real property was
sold on installment.

The interest received by the partnership under the installnent sale
constitutes gross income within the neaning of section 237-3; it is a return
on investment of the partnership s business; therefore, the interest is subject
to tax. As was held in the previous exanple, the interest received on an agree-
ment of sale arises not fromthe sale but as a charge for the use of the unpaid
portion of the sale price.
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Exanple 7

XYZ Menorial Park, Ltd., a profict cenetery conpany, is engaged in the
busi ness of selling cenetery plots, crypts and niches. A percentage of the
selling price of the cenetery plots, crypts and niches is set aside for a
perpetual care fund, the income fromwhich is applied to the perpetual care
and mai ntenance of the cenetery plots, crypts and niches. The fund is turned
over to XYZ Menorial Park Association, a nonprofit organization conposed of
purchasers of the cemetery plots, crypts and niches in the nmenorial park
XYZ Menorial Park Association invests the perpetual care fund in corporate
and governmental bonds receiving interest thereon

The interest income received by XYZ Menorial Park Association is subject
to the general excise tax, notw thstanding the fact that it is a nonprofit
organi zation, on the premse that the perpetual care fund provides an essentia
part of the function of the cenetery conpany itself. Were the conpany actually
operating the cenetery is itself a profit-making enterprise, the perpetual care
fund operated in connection with it would also partake of this character and
the interest income thus received is subject to tax. Furthernmore, as the
services and facilities furnished by a perpetual care fund to a cenetery opera-
ted for profit constitute substantial assistance in its business by affecting
the salability and selling price of lots, and relieving the conpany itself of
a legal or contractual obligation, net earnings of such funds inure to the
benefit of the profit conpany or its stockhol ders.

Nont axabl e Situations

Exanple 1

“E,” an individual, sells his automobile for $1,000. He uses his auto-
mobile primarily for commuting to and fromwork and for other personal purposes.
He deposits the proceeds fromthis sale in his savings account which is nain-
tained for depositing a part of his nmonthly salary.

Not wi t hstanding the fact that “E’ has nade a sale of property and deposited
sone or all of the noney so received, the interest earned hereon is not subject
to tax because he is not deened to be in “business” or “engaging” in business
as provided in section 237-2.

Exanple 2

“F,” an enpl oyee of Al pha Corporation, sold his residence situated on
Kauai because he was to be relocated to a new jobsite in Honolulu. He executed
an agreenment of sale for a termof five years with interest at the rate of 8%
per annum

The interest received on the agreement of sale does not constitute “gross
incone” as defined in section 237-3 nor does the transaction involve “engagi ng”
In business as provided under section 237-2. Consequently, the interest
received in this situation is not subject to the tax.

Exanple 3

Peter, Paul and Mary Singers inherited fromtheir father a large parce
of uninproved land situated in Hawaii. The property was held jointly for
several years, w thout producing any incone therefrom after which it was sold
on an agreement of sale
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The interest received under the agreement of sale is not subject to tax
since the acquisition and subsequent joint ownership of the property were for
purposes other than of acquiring, using, holding and |easing real property for
the production of incone.

However, if the Singers |eased the real property prior to the sale whereby
income attributable to the |ease was earned, the interest received on the agree-
ment of sale is subject to tax as provided under section 237-2 on the premni se
that the Singers were engaged in business.

Exanple 4

“G Corporation, a |local devel opment conpany qualifying for |oans under
section 502 of the Small Business Investment Act of 1958, as amended, applies
for and obtains a |oan of $100,000 through the Small Business Adnministration
at an interest rate of 5% It lends $25,000 of the funds so obtained through
the SBA to Fred Carpenter at the same interest rate of 5% M. Carpenter will
use the loan for purposes of establishing hinmself in a retail drug business.

“G Corporation is exenpted fromthe general excise tax relative to the
interest earned on this type of loan as provided in section 237-23(15), since
the interest on its loan to be repaid to the SBA and the interest to be
received from M. Carpenter are at the sane rate; otherw se, the exenption as
provided in section 237-23(15) will not be applicable

Exanple 5

ABC Lodge (an exenpt organization as provided in section 237-23(a)(5))
deposits in a savings account rmonies it receives fromcontributions, donations,
and dues as well as fromthe sale of the lodge's real property. Interest in
the amount of $1,500 was credited to this savings account at the end of the
year. This organization does not receive income other than from the foregoing
sour ces.

The contributions, donations, and dues received by the organization as
well as the proceeds fromthe sale of the property which are deposited in the
bank do not constitute “investnent of the capital of the business in which
engaged.” The interest received is deenmed incidental to the primry purpose
of depositing the nonies in the bank--that of safekeeping such funds; con-
sequently, the interest is not subject to tax.

Exanple 6

ABC Cenetery Park, Inc., a nonprofit cenmetery conmpany, is engaged in
the cenetery business which qualifies for the general excise tax exenption
as provided under section 237-23(a)(12). Included in the selling price of
the cemetery plots, crypts and niches is an anount for a perpetual care fund
the inconme from which the conpany applies to the perpetual care and maintenance
of the cenetery plots, crypts and niches. ABC Cenetery Park, Inc., invests
the fund in corporate and governnental bonds receiving interest incone thereon

The interest income received by ABC Cenetery Park, Inc., is not subject
to the general excise tax inasnuch as the overall activity of ABC Cenetery
Park, Inc., is deenmed to be in the establishment and conduct of a cenetery,
no part of the net earnings of which inures to the financial benefit of any
private stockhol der or individual



In conclusion, the determnation as whether interest incone is subject to the

general excise tax nust be based upon an independent review of the facts in
each situation. If the interest income is business income as described in
this menorandum such interest income is subject to the general excise tax.
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