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BEFORE THE UTAH STATE TAX COMMISSION

PETITIONER,
ORDER
Petitioner,
Appeal No.  06-0709
V.
Account No. #####
AUDITING DIVISION Tax Type: Sales and Use
OF THE UTAH STATE Audit Period: 01/01/03 — 09/30/05
TAX COMMISSION,
Judge: Chapman
Respondent.
Presiding:

Kerry Chapman, Administrative Law Judge

Appearances:
For Petitioner: PETITIONER REP. 1
PETITIONER REP. 2
For Respondent: RESPONDENT REP. 1, Utah Assistéorey General
RESPONDENT REP. 2, from Auditing Division

STATEMENT OF THE CASE

This matter came before the Utah State Tax Comaridsr an Initial Hearing on August 8,
2007.

On March 17, 2006, Auditing Division (“Division”ssued a Preliminary Notice - Sales and
Use Tax (“Preliminary Notice”) to the Petitioner the audit period January 1, 2003 through Nover3bBer
2005. The Preliminary Notice indicated that thétPmer owed $$$$$ in additional sales and usephrs
interest, for the audit period. No penalties wiergosed. On April 28, 2006, the Division issuestatutory

Notice to the Petitioner, informing it that the #dhal tax and interest previously identified ihet
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Preliminary Notice was being assessed.

In the Preliminary Notice, the Division determinttht sales and use tax was due on

transactions identified in four separate audit dcles. The amounts of the transactions identifietthe

schedules are as follows:

Schedule Amount of Transactions
Schedule 1 $5353$
Schedule 2 $53$$
Schedule 3 $53$$
Schedule 4 $55$$
Total $53$%

The Petitioner is only contesting the Division’spiasition of sales and use tax on the
transactions identified in Schedule 3, which condbe Petitioner’s purchases of photographs, ihtisins,
or artwork (collectively referred to as “artwork”)The Petitioner asks the Commission to rule that t
Schedule 3 transactions are not subject to satbgsatax, while the Division asks the Commissicsuistain

its imposition of tax on these transactions.

APPLICABLE LAW

Utah Code Ann. §59-12-103(1) provides for the inifhms of sales and use tax on certain

transactions, as follows in pertinent part:

A tax is imposed on the purchaser as providedigwghrt for amounts paid or
charged for the following transactions:

(a) retail sales of tangible personal property maitlin the state;

(k) amounts paid or charged for leases or renfaéagible personal property if
within this state the tangible personal property is

(i) stored;

(ii) used; or

(iii) otherwise consumed;
(I amounts paid or charged for tangible persongperty if within this state the
tangible personal property is: (i) stored; (&ed; or (iii) consumed;
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Utah Code Ann. 859-12-102 provides definitiongiiarmposes of Utah's sales and use tax, as

follows in pertinent part:

(43)(a) “Lease” or “rental” means a transfer of gssion or control of tangible
personal property for:
() (A) a fixed term; or
(B) an indeterminate term; and
(ii) consideration.

(82) (a) “Sale” means any transfer of title, exapgnor barter, conditional or
otherwise, in any manner, of tangible personal erypor any other taxable
transaction under Subsection 59-12-103(1), for ickemation.

(b) “Sale” includes:

(v) any transaction under which right to possessiperation, or use of
any article of tangible personal property is grdnteder a lease or
contract and the transfer of possession wouldxXabta if an outright sale
were made.

(96)(a) “Tangible personal property” means pers@naperty that:
(i) may be:
(A) seen;
(B) weighed;
(C) measured;
(D) felt; or
(E) touched; or
(i) is in any manner perceptible to the senses.

(108)(a) “Use” means the exercise of any righpower over tangible personal

property under Subsection 59-12-103(1), incidettiécownership or the leasing of

that property, item, or service.

UCA 859-12-104(25) provides for an exemption froates and use tax for “property
purchased for resale in this state, in the regatarse of business, either in its original formasran
ingredient or component part of a manufacturedoonmounded product|[.]”

Utah Admin. Rule R865-19S-75 (“Rule 75”) providasdance concerning the taxability of

products sold by photographers, as follows in pertt part:
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A. Photographers, photofinishers, and photostadycers are engaged in selling
tangible personal property and rendering serviaeh as developing, retouching,
tinting, or coloring photographs belonging to other
1. Persons described in this rule must collecbtazll of the above services
and on all sales of tangible personal propertyhasgfilms, frames, cameras,
prints, etc.

Utah Admin. Rule R865-19S-81 provides guidance eamag the taxability of art, as
follows:

A. Art dealers and artists selling paintings, drays, etchings, statues, figurines,
etc., to final consumers must collect tax, whe#reobject is sold from an inventory
or is created upon special order. The value orlwairthe services to produce the art
object are an integral part of the value of thegialle personal property upon
completion and no deduction for such services maynlade in determining the
amount which is subject to tax.
B. Paints, canvases, frames, sculpture ingrediantsitems becoming part of the
finished product may be purchased tax-free if uis@dpainting or other work of art
for resale.
1. Brushes, easels, tools, and similar items @nsumed by the artist, and tax
must be paid on the purchase of these items.

Utah Admin. Rule R865-19S-110 (“Rule 110”) providgsdance concerning the taxability
of advertisers’ purchases and sales, as follovgeritinent part:

A. "Advertiser" means a person that places adsamients in a publication,
broadcast, or electronic medium, regardless ohtree by which that person is
designated.

1. A person is an advertiser only with respecitems actually placed in a
publication, broadcast, or electronic medium.
B. All purchases of tangible personal propertyhyadvertiser are subject to sales
and use tax as property used or consumed by threstésbr.
C. The tax treatment of an advertiser's purchfgephic design services shall be
determined in accordance with rule R865-19S-111.

Utah Admin. Rule R865-19S-111 (“Rule 111") providgsdance concerning the taxability
of graphic design services, as follows in pertirgant:

A. Graphic design services are not subject tossahel use tax:
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1. if the graphic design is the object of the $@ation; and
2. even though a representation of the desigmciarporated into a sample or
template that is itself tangible personal property.
B. Except as provided in C., if a vendor provitesh graphic design services and
tangible personal property that incorporates tlaglgic design:
1. there is a rebuttable presumption that theildegersonal property is the
object of the transaction; and
2. the vendor must collect sales and use tax@gt#phic design services and
the tangible personal property.
C. A vendor that provides both graphic design isessand tangible personal
property that incorporates the graphic design tsequired to collect sales tax on
the graphic design services if the vendor subcotsithe production of the tangible
personal property to an independent third party.
D. Avendor that provides nontaxable graphic desiyvices and taxable tangible
personal property under C. must separately st&entimtaxable graphic design
services or the entire sale is subject to salesiaadax.

ANALYSIS

The Petitioner SERVICES to the public. For purposé this appeal, the Petitioner’s
customers are interested in obtaining ( PRODUG®6other similar items (the “final products”).efdre a
final product is produced, the Petitioner produeémaster product,” which is used in the process Xf )
the required number of copies of a final product.

Once the Petitioner produces the master produetPetitioner claims that its transactions
with its clients take one of three forms:

1) The Petitioner uses the master product itegifint the final product requested by
the customer, after which the Petitioner sellsfihal product (i.e., PRODUCTS .) to the custom&he
Petitioner proffers that this type of transacti@mecurs for “smaller jobs”;

2) The Petitioner subcontracts out the ( X ) jobanother firm, after which the
Petitioner sells the final product to the custonaed

3) The Petitioner sells the master product to itst@mer, after which the customer

either prints the final product itself or subcostsaout the ( X ) job to another firm.
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Atissue in this appeal are those instances inlnthie Petitioner obtains a license or right to
replicate the artwork not only in the final produmit also in its master product in preparatiortter( X ).
Examples of Invoice and License Agreements for sutliork are included in Exhibit B of the Divisian’
Prehearing Memorandum. The October 5, 2005 InvaigkLicense Agreement in Exhibit B illustrates a
transaction that is at issue. In this transactiom Petitioner paid $$$$$ to obtain a one-time-exclusive
right to use an image in magazine advertising widistribution quantity of ( # ). The Petitiortkd not pay
sales tax on the transaction, while the Divisioeththe transaction in Schedule 3 of its assessment

In this situation, the Division argues that theitReter's purchase of a license or right to use
artwork is taxable because the Petitioner “constintes artwork in producing the master product. The
Division admits, however, that this matter may be of first impression for the Commission to coesid

The Petitioner argues, however, that the Commissionld find that its purchase to obtain a
license or right to use artwork is not subjectiation, under any one of four arguments, spetifich) the
Petitioner’s purchase of a license to use the akivgoa transaction for a nontaxable, intangibigat; 2) its
purchase of a license to use artwork is exempt Balas and use tax under Section 59-12-104(25)beca
the artwork is purchased for resale either in itgioal form or as an ingredient or component pdra
manufactured or compounded product; 3) its purcludsa license to use artwork should be deemed
nontaxable because it is made in order to provigeaxable design services; or 4) it would be intiplé to
impose tax on the Petitioner’s purchases becaesedtitioner is not convinced that other, similam$ are
taxed on their purchases of licenses to use artwork
l. A License of Artwork - Nontaxable Intangible or Taxable Tangible Personal Property?

The Petitioner contends that any purchase of adie¢o use artwork transfers an intangible
right, not tangible personal property, and, asalteis not subject to sales and use tax. Thiéidtedr argues
that such a transaction is similar to the nontaxghlirchase of a manuscript. However, the sale of a
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manuscript is nontaxable because the primary olgkthe transaction is considered to be the sesvice
required to create the manuscript, not the incildangible personal property associated with deilg the
manuscript. On the other hand, a photograph @epéart is subject to taxation because the taxabigible
personal property itself, not the services requilt@dreate it, is considered the primary objecthsf
transaction.SeeRule 75(A) and Rule 81(A).

Furthermore, courts generally apply a differentysia in determining whethdicenseso
use tangible personal property such as photograplstrations, or other artwork are taxable. Aitgh a
few courts have found otherwise, many courts ireotates have sustained sales tax on licenseseto u
motion picture films, tapes and records, in additio licenses to reproduce photographs and comaierci
illustrations in advertising catalogs and brochureBhese courts have found that the right to uspestyg
cannot be separated from the property itself. Beg#he items of tangible personal property aréymed for
broadcast or reproduction, the courts have fouatittte transfer of possession with a license tadzast or
reproduce constitutes a taxable transfer for tmswmption of the tangible personal property.

Such a result appears consistent with Utah lawwels Section 59-12-102(82)(b)(v)
provides that a “sale” includes “any transactiodemwhich the right to possession, operation, erafig&ny
article of tangible personal property is grantederra lease or contract and the transfer of possessuld
be taxable if an outright sale were made.” The e&h photograph or other artwork at issue woaldubject
to taxation in Utah, if an outright sale were ma#earthermore, the Petitioner enters into contraxtdbtain

the right to use the artwork. As a result, the @vssion finds that the Petitioner’s transactiombdain a

1 Jerome R. Hellerstein & Walter Hellersteiate TaxationP 13.07(4) (8 ed. 2000), citindmerican
Television Co. v. Herveq90 S.W.2d 796 (Ark. 1973)Jount Mansfield Television, Inc. v. Vermont Comm’r
of Taxes336 A.2d 193 (Vt. 1975Pagano & Andersen v. City of N30 N.Y.S.2d 302 (Sup. Ct. 1939), aff'd,
48 N.Y.S.2d 693 (LDep’t 1944), aff'd, 66 N.E.2d 298 (1946Yjliman Periodicals, Inc. v. Gerosd 37
N.Y.S.2d 863 (I Dep't), aff'd, 127 N.E.2d 842 (1955).
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license to use artwork qualifies as a “sale” ofjibte personal property under Utah law.

In addition, amounts paid to “use” an item of tdolgipersonal property are subject to
taxation pursuant to Section 59-12-103(1)(l). “Usedefined in Section 59-12-102(108)(a) to me#re“
exercise ofiny right or power over tangible personal property.(emphasis added). With the licenses it
purchases, the Petitioner obtains a right or pawer the items of artwork. Accordingly, the Peiiter is
deemed to “use” the artwork at issue, and the &@iens for licenses to obtain such use are sulgect
taxation.

For these reasons, the Commission finds that therolusive license or right to use artwork
is subject to Utah sales and use tax unless angi@napplies. The Commission also notes thalitkase
to use artwork is taxable, even if the artworkativiered from the supplier in an electronic forma&eSouth
Central Utah Telephone Association, Inc. v. Auditiiv., 951 P.2d 218 (Utah 1997),

. Section 59-12-104(25) Exemption — Purchase fé&tesale or as Component Part.

The Commission has rejected the Petitioner's aggunthat the licenses at issue are
nontaxable intangibles. Accordingly, the trangadifound in Schedule 3 of the assessment arelégxab
unless an exemption applies. The Petitioner arthasthe exemption provided in Section 59-12-16%(2
applies, while the Division argues that the exeompis inappropriate because the Petitioner didecxive
title to the artwork to pass on to its customers.

Section 59-12-104(25) provides an exemption forgactions involving “property purchased
for resale in this state, in the regular coursbudiness, either in its original form or as an @ujent or
component part of a manufactured or compoundedustdd The Petitioner argues that the artwork sitiés

becomes part of the final product and, as suchyldhiualify for exemption as property purchasedésale.

2 Given this conclusion, the Commission finds Betitioner’'s argument that a “license” is not
“tangible personal property,” as defined in Sec@12-102(91), to be unpersuasive.
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The Commission does not find the Division’s argutrconcerning title to the artwork to be
entirely on point. Earlier, the Commission detiereal that a license to use artwork is subjecttdtrause
the tangible personal property associated withlit@se may not be segregated for taxation purposes
Accordingly, regardless of whether the licensede artwork passes title to that artwork, the Corsioiss
decision is dependent on whether the tangible patqmoperty the Petitioner receives with the Iseis
resold to its customers.

Regardless, the Commission is not convinced tmatartwork for which the Petitioner
purchases a license to use is actually resoldstoustomers in its original form or as an ingretien
component part of the master product or the finadipct. When the Petitioner produces the mastehymt,
the Commission is not convinced that the actual@i provided by the supplier is incorporated iitto
Similarly, the actual artwork is not incorporatedoi the final product. Although reproduced images/
appear in the master product or the finished prodiae items of artwork (i.e., the photographsisttation,
and other artwork) actually received by the Patiioare not incorporated into these products. Asalt,
the Commission finds that the Petitioner is “usitigg artwork, not reselling the artwork or the tise to use
the artwork, in the course of providing its ownviegs.

The Commission believes that this conclusion gpsuted by the Utah Supreme Court’s
interpretation of the resale exemption in otheesasThe Commission also believes the situation islairto

cutting dies purchased for use in the graphic deisidustry. In a New York case where dies wergguat

3 See Gull Lab, Inc. v. Utah State Tax Comra36 P.2d 1082, 1084 (Utah Ct. App. 1997), in Wwhic
the Court found that in order “[t]Jo determine wheatfan item] was indeed "purchased for resale,nust
evaluate Gull's purpose for buying the [item] asduise of the [item], citinflucor Corp. v. Utah State Tax
Comm’n 832 P.2d at 1294 (Utah 1992). The Court furthgrlained that [t]he essential consideration in
determining whether the purchased-for-resale exemppplies is the ‘primary purpose of the purchasé
who eventually ended up with the items.”
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customer’s specifications, become the customeopgnty, and were used in the purchaser’s cuttiaggas,
the court found that the purchaser used the digs pmoduction process so that the primary utityhe dies
was exhausted prior to any transfer to the custo®eeCut-Outs, Inc. v. State Tax Comm&3 A.D.2d 838,
446 N.Y.S.2d 436 (N.Y. 3d Dep’t 1981).

In conclusion, the Commission finds that the Retér’s transactions to purchase licenses to
use artwork are not eligible for the resale exeampgirovided in Section 59-12-104(25).
Il. Nontaxable Design Services

Nor does the Commission find the Petitioner’'s amgat concerning nontaxable design
services to be convincing. In the previous sectilbe@ Commission found that the Petitioner consutines
artwork associated with the licenses at issue.oAlingly, even if some or all of the Petitioner&saces are
considered nontaxable design services in accordaitheRule 111, any items the Petitioner consuroes t
provide these services are still subject to taxatio
V. Inequity — Petitioner’s Claim that Other Taxpayers Not Taxed on Similar Transactions.

The Petitioner claims that it is not convinced tha Tax Commission requires other firms in
the same business as the Petitioner to pay salassartax on their purchases of licenses to us@edt The
Division, on the other hand, assures the Commidbiatrit taxes other firms of which it is aware #arly to
the way it taxed the Petitioner in Schedule 3 efdssessment. However, the Division stated thaniot
aware on any previous assessment of the licenssetartwork in this context and that the matter beagne
of first impression.

Nevertheless, the Petitioner has provided no exedhat the Commission’s taxation of
licenses to use artwork is a departure from itergoractice, that the Commission has ruled othenivis

regards to other taxpayers, or that the Commiskasaudited other, similar firms in the past withou
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imposing sales and use tax on such transactionghoW evidence to support the Petitioner’s claim o

inequity, the Commission does not consider theraent persuasive.

ORDER

Based upon the foregoing, the Commission susthgBivision’s imposition of additional
sales and use tax on the transaction concernirgdes to use artwork, as imposed in Schedule Beof t
Division’s assessment. Accordingly, the Petiticdappeal is denied. It is so ordered.

This decision does not limit a party's right tocarRal Hearing. However, this Decision and
Order will become the Final Decision and Orderledf Commission unless any party to this case files a
written request within thirty (30) days of the dafehis decision to proceed to a Formal HeariSgch a

request shall be mailed to the address listed bafmmust include the Petitioner's name, addredsagpeal

number:
Utah State Tax Commission
Appeals Division
210 North 1950 West
Salt Lake City, Utah 84134
Failure to request a Formal Hearing will precludg aurther appeal rights in this matter.
DATED this day of 200y.

Kerry Chapman
Administrative Law Judge
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BY ORDER OF THE UTAH STATE TAX COMMISSION:

The Commission has reviewed this case and the sigaexd concur in this decision.

DATED this day of 2007.
Pam Hendrickson R. Bruce Johnson
Commission Chair Commissioner
Marc B. Johnson D’Arcy Dixon Pignanelli
Commissioner Commissioner

Notice: If a Formal Hearing is not requested as discuabesle, failure to pay the balance resulting frois th
order within thirty (30) days from the date of thisler may result in a late payment penalty.

KRC/06-0709.int
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