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The Revenue Departnent assessed use tax against Teledyne
| ndustries, Inc., d/b/a Tel edyne Continental Mtors (Taxpayer) for
the years 1985 through 1987. The Taxpayer appealed to the
Adm ni strative Law D vision and hearings were conducted on February
25, 1991 in Montgonery and on March 16, 1992 in WMbbile. John
Ctow ey and Fred Helnsing appeared for the Taxpayer at both
heari ngs. Assistant counsel Dan Schneel i ng
represented the Departnent.

FI NDI NGS OF FACT

The Taxpayer operates a facility in Mbile, Al abama at which
it devel ops, manufacturers and sells sophisticated aircraft engi nes
and ot her high-tech hardware.

The Departnent audited the Taxpayer and assessed additi onal
use tax for the years 1985 through 1987. The. Departnent revi ewed
the audit at an informal conference and reduced the assessnment from
approximately $112, 000 down to approxi mately $59, 000.

The primary issue in dispute is whether certain tangible

property purchased by the Taxpayer was subject to the Al abama use



tax, and if so, what was the taxable neasure. A second issue is
whet her certain repair |abor charges should be taxed.

The Taxpayer purchased. nptors, parts and other tangible
property from various out-of-state vendors during the period in
i ssue. The materials either becane conponent parts of hardware
manuf actured for sale by the Taxpayer, or were used by the Taxpayer
in research and devel opnent worKk.

The vendors sonetinmes provided a stock part to the Taxpayer
but usually were required to perform extensive redesign and
engi neering work to conform the part to specifications. The
vendors either billed the Taxpayer separately for the design and
engi neering work or included those charges in a |lunp suminvoice
al ong with the hardware.

The Departnent contends that the entire anount charged by the
vendors should be taxed, including all separately invoiced design
and engineering charges and without regard as to whether the
mat eri al s becane a conponent part of hardware manufactured for sale
by the Taxpayer.

The Taxpayer responds. that tax is not due on those materials
and parts that becane an ingredient or conponent part of hardware
manuf actured for sale, citing Code of Ala.. 1975, 940-23-60(4)b.

The Taxpayer next argues that if an itemis taxable, then the
taxabl e neasure ("sales price") should include only the ordinary
| abor costs associated with the manufacture of the property. The

Taxpayer contends that all extraordinary design and engineering
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charges should be excluded. from the taxable neasure, whether
separately invoiced or included in a lunp, sum along with the
hardware. The Taxpayer presented testinony estimating what portion
of the lunp sum invoices constituted hardware and what part
constituted engi neering and desi gn charges.

The vendors also perforned engineering, design, testing and
repair work on nmaterials already owned by the Taxpayer or otherw se
unrelated to the sale of tangible property. The Depart nent
concedes that those services not incidental or related to the sale
of tangible property by a vendor are not taxable.

However, the repairs sonetines included the sale of new parts
to the Taxpayer. The Departnent argues that the entire repair
charge nust be taxed if the non-taxable | abor and taxable parts are
not separated on the invoice. The Taxpayer concedes that point, see
transcript of March 16 hearing, at page 46.

CONCLUSI ONS OF LAW

"Whol esale Sale" is defined in part at Code of Ala. 1975, §40-
23-60(4)b. as "a sale of tangible personal property ..... to a
manuf acturer or conpounder which enter into and beconme an
i ngredi ent or conponent part of the tangi ble personal property or
products which such manufacturer or conpounder nmanufactures or
conpounds for sale, . . ." Applying the above definition to this
case, all materials that subsequently becane a conponent part of

hardwar e manufactured for sale by the Taxpayer were purchased at
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whol esal e and therefore are not taxable. See, State v. Kershaw

Mg. Co., Inc.., 372 So.2d 1325 (1979), and State v. Thi okol Chem

Corp., 246 So.2d 447. The Taxpayer nust prove that the materials
becane a conponent part hardware nmanufactured for sale. Wthout
adequate proof, the materials nust be taxed.

On the other hand, the parts and materials used by the
Taxpayer which did not becone a conponent part of property
manuf actured for sale are taxable. Included in that category are
the prototypes used in research and devel opnent and not resold by
t he Taxpayer. The issue then becones what is the taxable neasure,
or "sales price", of that taxable property.

The Taxpayer clains that extraordinary design and engi neering
charges should not be taxed. However, "Sales Price" is defined at
Code of Ala. 1975, 8§40-23-60(10) as "the total anount for which
tangi bl e personal property is sold, including any services,

w thout any deduction therefrom on account of the cost of the

property sold, the cost of the materials used, |abor or service

cost, i nt er est char ged, | osses or any ot her expenses
what soever;..... "
Under the above definition, all |I|abor costs incurred in

devel opi ng, manufacturing or nodifying a specific piece of hardware
for sale are taxable. There is no distinction between "normal" and
"extraordi nary" | abor charges. The fact that the | abor charges are

of a special, one-tine nature is not relevant. Nor is the fact



5

that in sonme cases the engineering and design charges are
separately invoiced by the vendor. A vendor (or in this case the
vendor's custoner) cannot avoid tax by separately invoicing the
various |abor costs involved in developing and manufacturing a
specific itemfor sale.

An anal ogous situation involves transportation charges. |If
the seller is required to deliver the sales item as part of the
sale, the transportation is necessary to the sale and is taxabl e,

even if separately invoiced. See East Brewton Materials, Inc. v.

State, Dept. of Revenue, 233 So.2d 751. Likew se, engineering and

design nodifications. required by the Taxpayer and necessary to
prepare a part for sale are taxable even if separately invoiced.
The second sentence of the Reg. 810-6-1-.84 provides that

"services not necessarily or customarily perforned incidental to

the sale of property or services unusual in nature" are not
taxable. | agree that labor not incidental to the sale of tangible
property is not taxable. However, all |abor costs, no matter how

unusual , are taxable if incurred, or incidental to the manufacture
of tangi ble property for sale. Labor costs incurred in redesigning
and engi neering a uni que, special-ordered notor should be included
in the taxabl e neasure the sanme as common | abor necessary to nass
produce an item

Repair |l abor is not taxable because it is not incurred in the
manuf acture of tangi ble property for sale. See generally, Sparks.

V. Louisville and Nashville RR Co., 166 So. 2d 865. However, if
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the repair also involves the sale of a part or materials, the
t axpayer must keep specific records distinguishing taxable parts
and non-taxable labor. The entire repair charge nust be taxed if
adequate records. separating the two are not naintained. See

State v. Ludlam 384 So.2d 1089.

In summary, all- labor <costs incurred in designing,
engi neering, and manufacturing tangible property is taxable.
Whet her the sales itemis mass-produced or one of a kind is not
rel evant. Nor is the fact that the |abor constitutes a nmjor
portion of the overall cost. Were the Taxpayer ordered a specia
part requiring redesign and engineering indications, those costs
were necessary to prepare the part for sale and are therefore
taxabl e, even if separately invoiced.

On the other hand, design and engineering work unrelated to a
specific piece of hardware or perforned on a part already owned by
t he Taxpayer is not taxable. Sonetinmes the distinction is not
cl ear. For exanple, the Taxpayer may have hired a vendor to do
i ndependent engi neering or design work, but along with the witten
pl ans or blueprints the vendor al so delivered a nodel or prototype
resulting fromthe work. As a general rule, if the engineering and
design work is incidental and necessary to the sale of the
hardware, those charges are taxable. |If the hardware is incidenta
to the engineering and design services, then only the separately
i nvoi ced hardware is taxable.

Each transaction nust be decided on a case-by-case basis.
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However, in all cases. adequate, contenporaneously prepared records
must be avail abl e di stingui shing non-taxabl e services and taxabl e
hardware. Unverified testinony identifying what part of a | unp sum
i nvoi ce consists of non-taxable labor is not sufficient. See,

State v. Mack, 411 So.2d 799.

As agreed by the parties, the issues in dispute have been
addressed in broad, non-specific ternms. The Departnent is directed
to review the audit and adjust the assessnent based on this Final
Order. The reaudit report shoul d explain why each itemor category
of itens is being taxed. The prelimnary assessnent should then be
made final as adjusted.

Entered on May 4, 1992

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



