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This is an appeal filed under the formal procedure pursuant to G.L. c. 62C, § 39, from the refusal of the Commissioner of Revenue to abate sales/use taxes for tax periods 1989 through 1996.


Commissioner Gorton heard the appeal and was joined in the decision for the appellant by Commissioners Egan and Rose.


These findings of fact and report are made at the request of the appellee pursuant to G.L. c. 58A, § 13 and 831 CMR 1.32.
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FINDINGS OF FACT AND REPORT


Based on testimony and exhibits offered into evidence at the hearing of this appeal, the Appellate Tax Board (“Board”) made the following findings of fact.  Classic Kitchens, Inc. (“the appellant”) is a Massachusetts corporation specializing in the construction and remodeling of kitchens.  Pursuant to its customary business practice during the periods at issue, when the appellant purchased items to be used in its kitchen remodeling business, including partially finished cabinets and countertops, it paid a sales tax to its vendors.  The appellant charged its customers on a lump sum basis for its remodeling services and did not separately state a charge for cabinets or countertops and did not charge its customers a sales tax on these items.  The appellant did, however, pass through to its customers the sales tax that the appellant paid to its vendors. 

In 1997, the Commissioner of Revenue (“the appellee”) conducted a sales and use tax audit of the appellant’s business.  After the audit, the appellee determined that Classic Kitchens was a vendor of cabinets required to collect and remit sales tax.  Therefore, on November 12, 1997, the appellee issued to the appellant a notice of failure to file sales/use tax returns for the tax periods 1989 through 1996.  

On December 10, 1997, Classic Kitchens filed sales/use tax returns for the tax periods January 1, 1990 through December 31, 1996, based on the auditor’s calculations.  By Notice of Assessment (“NOA”) dated January 3, 1998, the appellee notified the appellant that on December 10, 1997, additional tax plus interest and penalties had been assessed.  On May 11, 1998, the appellant filed seven applications for abatement for tax years 1990 through 1996.  By notice dated July 30, 2001
, the appellee notified the appellant that it had denied each of the appellant’s seven applications for abatement.  On September 24, 2001 the appellant timely filed an appeal with the Board.  On this basis, the Board found it had jurisdiction over the appeal.  

In support of its position that it was not a vendor of cabinets, Classic Kitchens offered the testimony of two witnesses:  Mr. Thomas Supple, founder and owner of Classic Kitchens, and Michael Procaccini, a long-time employee.  Mr. Procaccini has owned and operated his own cabinet company and has taught cabinetmaking and construction technology at a vocational school.  During the period at issue, Mr. Procaccini worked between ten and fifteen hours per week as a project manager for Classic Kitchens and he also owned his own construction company.  In his position as project manager for the appellant, Mr. Procaccini was responsible for securing the various subcontractors, including electricians, plumbers and plasterers, necessary to complete the customer’s renovations.  

Mr. Supple testified that customers do not go to his business merely to purchase cabinets, but to have a complete kitchen designed and built.  Mr. Supple explained that there are many steps that go into redesigning a kitchen and, generally speaking, the whole process takes between six and eight weeks.  

As a first step, a customer typically visits the appellant’s showroom to discuss the scope of the proposed renovation and to view some of the various types of cabinetry that could be used in the remodeling project.  Each renovation project is custom designed according to the particular tastes and budget of the appellant’s customers.  Accordingly, the appellant has ongoing discussions with its customers to better understand their wants and needs, including quality and pricing of cabinets and countertops, and to better develop a floor plan.  The appellant also discusses with the customer whether any new appliances, lighting or plumbing will be part of the renovation project. 

During the designing and engineering phase, the appellant may meet with a customer a dozen or more times.  When discussions are finally finished and the appellant has a complete understanding of the customer’s requests, the appellant prepares drawings and floor plans using a computer-aided design system.  The floor plans facilitate communication between the appellant and its customer concerning the proper design of the kitchen and also guide the subcontractors during the construction of the kitchen.  Mr. Supple explained that to produce proper floor-plan drawings, the appellant must be knowledgeable of the latest appliances, as well as applicable electrical and plumbing codes.  At this time, the appellant also provides the customer a cost estimate for the project as shown on the floor plans.

The appellant then visits the customer’s home to take measurements and to determine what other work is necessary to complete the final design.  The appellant uses this time to assess the plumbing and electrical work necessary, the relocation of appliances, the removal or installing of duct work, the planning of ventilation, and, anything else necessary to satisfy the customer’s renovation design.

After the floor plans are finalized and approved, the appellant and its customer enter into a Standard Form of Agreement for Design and Installation, approved by the National Kitchen & Bath Association.  Pursuant to the contract, the appellant agrees to construct a finished kitchen.  The contracts do not price the individual materials and labor that will be used in the project, but instead the contract price is stated as a lump sum for a completed kitchen.  The contract also provides that since the cabinets used in the project are “specially designed and custom built” and the appellant has taken “immediate steps upon execution of th[e] Agreement to design, order and construct those items”, the contract is not subject to cancellation.  

In addition, the contract requires that the customer pays fifty percent of the contract price upon signing the contract, a portion upon delivery of the cabinets, and the remainder upon substantial installation, including installation of all electrical, plumbing and heating units.  The contract specifically provides that “[t]itle . . . shall not pass until the full price as set forth in this Agreement is paid to the Seller”.  Accordingly, since full payment is not made until installation of all components of the renovation is substantially complete, title to the cabinets remains with the appellant up until the installation is substantially complete, which occurs when the real estate renovation is substantially complete.  

 After the contract has been signed, the appellant orders all building materials necessary to complete the project, including, but not limited to, specially designed cabinetry, ceramic tile or other types of flooring, two-by-fours, nails, staples, insulation, sheet rock and other types of wall covering, various types of ceiling materials, and heating and electrical supplies.  The appellant pays sales tax to its vendors when it purchases these raw materials.

With respect to the specially-designed cabinets, the appellant relies upon the computer-designed floor plans together with the measurements taken at the customer’s home, to place the specific order.  The order indicates the exact design specifications including height, width, and depth of each component piece, the style of door to be used for each component, and the wood type and finish to be used.  The order is placed with the appellant’s vendor that is best suited for the design, quality and price specified by the appellant.

The appellant does not sell to its customers individual cabinet pieces nor does it maintain an inventory of cabinets.  All cabinetry used in its remodeling business is purchased from vendors who conduct the initial manufacturing of the cabinets.  The appellant explained that over the last fifteen years the kitchen remodeling industry changed such that contractors themselves no longer build the cabinets from scratch on the job site.  Instead, he testified that the industry practice is now for contractors to order from vendors partially-constructed cabinets that require substantial additional construction work by the contractor.  

After the contract has been signed and the appellant has ordered all necessary building materials, the appellant begins demolition of the existing kitchen.  At this stage, Mr. Procaccini becomes involved, contacting and scheduling all necessary subcontractors, including electricians, plumbers and plasterers.  Together with his work crew, Mr. Procaccini first begins by removing the old cabinetry, any walls, windows, doors and flooring necessary for the renovation project.  It may, in certain cases, be necessary to involve plumbers and electricians at this stage.  During the demolition the old cabinetry is destroyed leaving no salvage value. 

Next, the work crew reframes the kitchen including relocating, and possibly adding, walls and windows.  Placements are dependent upon the kitchen floor plan designed by Mr. Supple and the customer.  After the rough framing is completed, plumbers and electricians must also do rough electrical work for the plumbing, heating and electrical needs of the client.  The appellant’s crew then installs blue board, making sure to leave any necessary cut outs for wires and pipes to pass.  The plasterer would then skim coat the job wherever new blue board was installed.

After the rough framing is complete and all new walls have been plastered, the appellant can begin the final construction and installation of the kitchen cabinets and countertops.  First, the appellant must establish a level base line on the walls, dependent on the height of the cabinets and measured up from the floor.  The line is established to ensure that the cabinet height is sufficient to hold the appliances and that the ends of the cabinet runs touch the floor.  The appellant then cuts, planes, scribes and shims the partially constructed cabinets to ensure that the cabinets are level, plumb, square and flush with the foundation and walls.  Scribing is done to ensure that the cabinets fit snugly against the back and side walls.  If the cabinets do not reach all the way to the walls, the appellant must construct “style extensions” using the same material and finish as found in the cabinets.  During this phase the appellant must also ensure that there is proper spacing between the lower and upper cabinets.

After all cabinet components are aligned the appellant cuts or drills holes to accommodate any plumbing and electrical wiring required by the final design, including dishwashers, ice makers, heating units, and special cabinetry lighting.  The appellant may also have to modify the cabinet components to install electrical outlets required by the building Code.  The appellant then drills holes to attach the cabinets to one another and to the walls.  Lastly, the appellant affixes and anchors the cabinets to the floor, wall studs and ceiling with three-inch screws and finish washers, and attaches the cabinets to one another using two-inch screws.  

After the cabinets are attached to the walls and foundation, the appellant completes the construction and installation of the countertops that are designed specifically for the project.  The appellant attaches the countertop with glue and caulk and then locks it in place with a backsplash attached to the countertop and walls with more glue and caulk.  The appellant then constructs a soffit between the upper cabinets and the ceiling.  The soffit may be made from two-by-fours and plaster, or from material that matches the finish on the cabinets.  The soffit is an essential part to completing the project as it fills the space between the top cabinets and the ceiling.

After all construction work pertaining to the cabinets and countertops is completed, the appellant subcontracts with electricians and plumbers to make all necessary connections for lighting and kitchen appliances.  Before the job is finished, the appellant must complete all items on the customer’s “punch list” which may include items as small as putting a hole, or as large as finishing installation of lighting fixtures.  Until the customer is satisfied that substantially all aspects of the renovation are completed, the job is not finished and the appellant does not receive final payment.

Just as the appellant had to demolish the existing kitchen at the beginning of the renovation project, the new kitchen cabinets and countertops which have been permanently attached to the house could not be removed without damage to themselves and the underlying floor, walls and ceiling.  Even if the damage to the cabinets could be repaired, the cabinets themselves could not be used elsewhere as they were constructed specifically for this particular job.

On the basis of the evidence presented, the Board found that during the periods at issue the appellant was a construction contractor who specialized in the remodeling and renovation of kitchens.  The Board further found that the appellant did not sell kitchen cabinets and countertops but sold construction services to design and build a remodeled kitchen.  Although the appellant purchased partially-constructed cabinets and countertops for use in its renovation business, the cabinets required the appellant to perform significant finishing construction work.  The cabinets are specifically designed and manufactured for a particular client and are not fungible or easily adaptable to another use.  Further, at the time that title passes to the cabinets and countertops, they are substantially, if not completely installed in the kitchen, thereby losing their character as “tangible personal property.”  They could not be removed without substantial damage to the cabinets, countertops and surrounding area.

For all of the foregoing reasons, the Board found that the appellant was the ultimate consumer of the cabinets and countertops and was not a vendor of such item.  Accordingly, the appellant was not required to charge and collect sales taxes from its customers.

The Board therefore issued a decision for the appellant and granted an abatement in the amount of $38,466.80, plus statutory additions.

OPINION

Massachusetts imposes an excise upon sales at retail of tangible personal property by a vendor, unless expressly exempt, at the rate of five percent of the gross receipts of the vendor from all sales of such property.  G.L. c. 64H, § 2.  The term “sale” includes any transfer of title or possession, or both, exchange, barter, lease, rental, conditional or otherwise, of tangible personal property for a consideration, in any manner or by any means whatsoever.  G.L. c. 64H, § 1.  A sale at retail is a sale of tangible personal property for any purpose other than resale in the regular course of business.  Id.

A familiar benchmark in state tax practice is the sales and use tax treatment of builders and construction contractors.  It is well-settled that “construction contracts . . . are not contracts for the sale of goods . . . . [Such] contracts . . . [are] not contracts for the sale of bricks or window frames or caulking material but contracts for the construction and sale of a building.”  White v. Peabody Construction Co., Inc., 386 Mass. 121, 132-133 (1982).  The general rule for contractors and subcontractors who construct, reconstruct, alter, improve and remodel and repair real property is that the contractor is the consumer of tangible personal property purchased by them for the performance of their contracts.  See e.g., Ace Heating Service, Inc. v. State Tax Commission, 371 Mass. 254, 256 (1976); PPC Contractors v. Commissioner of Revenue, 2001 ATB Adv. Sh. 310 (May 7, 2001); Lawrence-Lynch Corp. v. Commissioner of Revenue, 22 Mass. App. Tax Bd. Rep. 245, 254 (1997); LR 88-8; LR  86-4.  The contractors must pay a sales or use tax to their suppliers on purchases of tangible personal property to be used in its business.  PPC Contractors, 2001 ATB Adv. Sh. at 320.


The rules on construction contracts were originally published as Massachusetts Regulation No. 12 in 1966, shortly after the sales tax took effect.  See Ace Heating, 357 Mass. at 256.  Although the regulation lapsed without a hearing and was never promulgated and, therefore, the commissioner has conceded that it does not have the force of law (see e.g. LR 88-8), the Supreme Judicial Court, the Department of Revenue and this Board have recognized Emergency Regulation No. 12 as a contemporaneous interpretation of the sales tax statute which is entitled to deference.  See Ace Heating, 357 Mass. at 256; PPC Contractors, 2001 ATB Adv. Sh. at 320-321. 
A “construction contract” is defined as “a contract for the construction, reconstruction, alteration, improvement, remodeling or repair of real property. Emergency Regulation No. 12 at (1).  In such cases, the “contractor shall pay the sales or use tax as a consumer.”  Ace Heating, 371 Mass. at 256.  However, where a contractor 

acts as a vendor selling tangible personal property in the same manner as other vendors and is required to install a complete unit of standard equipment, requiring no further fabrication but simply, installation, assembling, applying or connecting services . . . the contract is not regarded as a construction contract. . . .  For example, . . . a dealer sells cabinets and agrees to install them.

Emergency Regulation No. 12 at (4).  In such circumstances, the contractor is deemed to be a vendor and is required to collect and remit the sales tax.

In the present appeal the appellant maintained that it is a construction contractor liable for payment of sales or use tax at the time it purchased materials to be used in its business, including partially constructed cabinets and countertops.  The appellee, however, contended that the appellant is a vendor of kitchen cabinets and countertops.  The appellee argued that the appellant entered into contracts for the sale of cabinets and merely “agreed to install the cabinets.”  

The Board found that the appellant was not in the business of simply selling kitchen cabinets, but instead sold construction services to design and build a remodeled kitchen. To fulfill its contracts, the appellant purchased partially constructed cabinets from its vendors.  The appellant does not maintain an inventory of “standard” cabinets.  Instead, the partially-manufactured cabinets it orders from its vendors are designed and assembled on the basis of the specific requirements of the appellant’s customers.  Moreover, these cabinets were not a completed unit at the time of appellant’s purchase or at the time they were delivered to the appellant’s customers.  Rather, they required significant alterations and finishing work once at the job-site.  Since the appellant constructed the finished cabinets for the particular job, they could have no other use.  
In The Anthony Galuzzo Corp. v. Commissioner of Revenue, 21 Mass. App. Tax Bd. Rep. 72, 73 (1997), the taxpayer entered into contracts with Massachusetts general contractors requiring the taxpayer to supply construction materials and custom-made mill work.  The taxpayer did not maintain an inventory of materials required for the performance of the contracts, but instead purchased the particular materials necessary to fulfill each of its contracts.  Id.  
The taxpayer entered into two kinds of contracts with its customers:  “furnish only” contracts where the taxpayer merely sold items of tangible personal property; and “furnish and install” contracts where the taxpayer supplied the requested items and, as part of the contract, was required to install them.  With regard to the “furnish only” contracts, the Board found that the taxpayer acted as a vendor because it “merely purchased the materials and resold them.”  Id. at 75.  With regard to the “furnish and install” contracts, however, the Board found that the taxpayer was the ultimate user of the items purchased.  Id. at 76.  The Board found that the taxpayer did not maintain an inventory of items and concluded that the taxpayer had, in fact, purchased the building materials to use in furtherance of its construction contracts.  Id. at 73-74.  

In LR 88-8 custom cabinetmakers purchased materials to make custom cabinets pursuant to contracts with owners of real estate or general contractors, began construction in their workshops, and then moved the partially constructed cabinets to the job-site where installation was completed.  The commissioner ruled that the cabinetmakers were construction contractors, not vendors.  The facts recited in LR 88-8 bear a striking similarity to the facts of the present appeal:

After the parties enter into the contract, the custom cabinetmaker measures the site and consults with the buyer on the location of the cabinets, the configuration and shape of the cabinets, the style, and the type of woods and finishes to be used.  The custom cabinetmaker formulates a design for the buyer, discusses any modifications to the design with the buyer, and obtains final approval of the design from the buyer.

LR 88-8.

Similarly, in the present appeal, the Board found that the appellant entered into contracts for the design and renovation of kitchens, not for the mere sale of cabinets.  The commissioner sought to distinguish LR 88-8 by focusing on the fact that the cabinetmakers in LR 88-8 partially constructed the cabinets in the cabinetmaker’s shop, whereas the appellant purchased the partially-constructed cabinets from a third party vendor.  However, the key issue is not who partially constructs the cabinets.  Rather, the issue is whether the cabinets themselves are “standard” cabinets sold by the appellant out of inventory as any other vendor of tangible personal property or whether the cabinets are designed and built to the customer’s idiosyncratic specifications as part of an overall construction contract for the improvement of real estate.

On the basis of all the evidence, the Board ruled that the appellant was not a vendor of cabinets but a contractor who performs services related to the improvement of real estate and who finishes the construction of partially-manufactured cabinets and uses them, and other materials, in its business.

The commissioner’s restrictive interpretation of the contractor rule in the present appeal is inconsistent with his interpretation in other contexts.  In LR 82-121, a contractor entered into an agreement to perform design and engineering services and to remodel an office.  As part of the project, the taxpayer purchased a “superscreen television” that was built into one of the office walls.  The commissioner concluded that the taxpayer was the consumer of the television and, therefore, not liable to collect sales tax.  

If the commissioner determined that a television, which is unquestionably a “complete unit” of tangible personal property “requiring no further fabrication but simply installation,” was used and not sold by the contractor in LR 82-121, the custom designed and manufactured cabinets which required substantial alterations to adapt them to the particular kitchen design cannot be considered a “standard unit” requiring “simply installation.”

More recently, in PPC Constructors, Inc. v. Commissioner of Revenue, the Board ruled that a taxpayer which entered into contracts for the “highly specialized construction of items customized to each customer’s ‘unique’ specifications” was not a vendor of tangible personal property.  PPC Contractors, 2001 ATB Adv. Sh. at 324.  In so ruling, the Board noted that PPC, like the appellant in the present appeal, maintained no inventory of goods for use in its contracts and that it did not “act[] as a vendor selling tangible personal property in the same manner as other vendors . . . requiring no further fabrication but simply installation . . . .” PPC Contractors at 324-325.

On the basis of the evidence presented, the Board ruled that the appellant in this appeal was a construction contractor that entered into contracts for the improvement of real estate.  The appellant did not sell standard cabinets from its inventory like a cabinet vendor would.  Instead, the appellant purchased partially constructed cabinets from its vendors.  These cabinets, however, were not complete or ready for mere installation and mounting upon receipt.  As detailed in the Board’s findings of fact above, significant, detailed work, based on the particular design for the remodeling project, had to be performed by the appellant.

Therefore, the Board found that the contracts entered into by the appellant involved changes to real estate beyond “simply installation, assembling, applying or connecting services” as set forth in the exception to Emergency Reg. No. 12, at paragraph (4).  The partially finished cabinets and countertops purchased by the appellant were akin to any other building material used in its construction contracts.  

Moreover, at the time that title to and possession of the cabinets and countertops passed to the customer, they were integrated into the customer’s real estate and were no longer “tangible personal property.”  See, e.g., New England Homes, Inc. v. Commissioner of Revenue, 10 Mass. App. Tax Bd. Rep. 95, 96 (1988)(when control, possession, and title [of materials] is transferred before [the materials] have been affixed to the real estate,” construction contractor “is a vendor of tangible personal property”).  In the present appeal, the operative contracts provided that title to the cabinets and countertops did not pass until appellant receives full payment.  Because full payment is not due until the kitchen renovation is complete, or at least substantially complete, and because the cabinets and countertops become so integrated into the kitchen’s structure that their removal would render them useless and would damage the surrounding structure, the cabinets and countertops are no longer tangible personal property at the time of the sale.  Id.  Accordingly, the Board found that the appellant was not a vendor of cabinets and granted an abatement in the amount of $38,466.80, plus statutory additions.
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�    On each application for abatement the appellant consented, pursuant to G.L. c. 58A, § 6, to the Commissioner’s acting upon such application after six months from the date of filing.
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