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FOREWORD 

This study on the application of the excise tax to credits 

received by car dealers from manufacturers for warranty work 

was prepared in response to Senate Concurrent Resolution 

No. 113 of the Eighth Legislature of the State of Hawaii, 

Regular Session of 1976. 

Information obtained from the State Department of 

Taxation, the Hawaii Automobile Dealers Association, and the 

departments of taxation of the other states and the District 

of Columbia was most helpful in the preparation of this report 

and their contributions are gratefully acknowledged. 

Samuel B. K. Chang 
Director 

November 1976 
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CHAPTER l 
INTRODUCTION 

Senate Concurrent Resolution No. 113 (Appendix C), 

adopted by the Legislature at the Regular Session of 1976, 

requested the Legislative Reference Bureau to conduct a 

"study and ~nalysis of the taxation of warranty parts and 

labor of automobiles". Pursuant thereto the following 

analysis, findings, and recommendations are submitted con~ 

cerning the levying of the general excise tax on credits 

received by new car dealers from the car manufacturers for 

amounts expended in meeting the manufacturer's new car 

warranty. 

The fact situation may be described as follows: a 

customer buys a new car from a dealer, and along with the 

car, the customer receives a warranty issued by the manu­

facturer valid for a certain period of time or mileage 

covered by the vehicle. The warranty is a guarantee by the 

manufacturer that the car is free from certain defects, and 

that if these defects arise, the manufacturer or someone 

acting for him will repair such defects. The dealer is 

usually required to do this under his franchise agreement. 

Thus, if within the stated time or mileage and subject to 

certain conditions being met (e.g., the defect was not 

caused by.customer's negligence) a defect develops in the 

car, the customer can take the car to the dealer who will 
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repair it free of charge under the manufacturer's warranty. 

The manufacturer then credits the dealer for the parts and 

labor used in making these repairs. This credit is subject 

to the general excise tax, and it is this incidence of 

taxation which is being studied. 

SUMMARY OF TAXES INVOLVED 

In studying the levying of the general excise tax on 

the warranty credits in the given situation, it is necessary 

to understand the different types of taxes applicable in 

this area. Hawaii levies a general excise tax; other states 

levy a sales tax, or a gross income tax similar to the 

excise tax. The excise, sales, or gross income tax is 

usually complemented by a use tax designed to be applied 

where the excise, sales, or gross income tax does not apply. 

As the name implies, the sales tax is a tax on a retail sale 

of property paid by the final consumer at the time of the 

sales transaction. On the other hand, the general excise 

(or gross income) tax is a tax on the privilege of doing 

1 business which is paid by the business monthly or quarterly.

It is a tax on the gross income of the business. For example, 

the customer buys a car from the dealer. In a sales tax 

state, the customer is liable for the tax on the retail sale 

of the car and usually must pay the tax at the time of the 

sale to the dealer who then transmits it to the State. 

However, in a general excise or gross income tax state, the 

2 



dealer is liable for a tax for the privilege of engaging in 

the business of selling cars. The customer does pay a 4 per 

cent excise tax, but the dealer is liable for a tax based on 

the dealer's gross income. The gross income from this 

transaction includes both the price of the car and the 

amount paid by the customer as tax. The dealer is not 

allowed to deduct from his gross income the amount paid by 

the customer as tax. 2 Thus the dealer can never pass all of 

the excise tax directly on to the customer. 

In another example, where the manufacturer sells parts 

to the dealer, because this is not a sale to the final 

consumer but rather a sale for a later resale to the final 

consumer (the customer), most sales tax states do not impose 

a sales tax on this transaction. The excise tax states, 

however, treat it like any other business transaction and 

impose a tax on the sale by the manufacturer (where the 

manufacturer does business in that state). It should be 

noted that in Hawaii the percentage of tax due varies from 

1/2 of 1 per cent for manufacturers to 4 per cent for retailers, 

service businesses, etc. 3 

In the case where the dealer does repair work under the 

warranty, while in a sense, this is a sale of parts to the 

customer, because of various considerations; e.g., treating 

the parts sale as covered by the tax on the original sale of 

the car, this transaction is not taxed in many sales tax 

states. Hawaii and some gross income tax states treat this 
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repair work as a business transaction subject to the excise 

(or similar) tax. The important distinction between the 

sales tax and the excise tax is that the sales tax generally 

applies only to the sale of property whereas the excise tax 

is a privilege tax on the engaging of business, and this 

includes the sale of services (labor) as well as parts 

(property). Although the dealer cannot pass all of the 

general excise tax on to the customer directly, it may be 

that as good business practice this tax is passed on to the 

customer indirectly; e.g., in higher prices for nonwarranty 

repairs and in the price of a new car. 

The use tax, based on the use of the product within the 

State, complements the sales or excise tax. The use tax is 

meant to apply where the sales or excise tax does not. For 

example, where the sale occurs outside the State, the sales 

or general excise tax does not apply, but if the object is 

brought into the State for use, it is subject to the use 

tax less any sales or use tax paid to other states. 
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CHAPTER 2 

LEGALITY OF THE GENERAL EXCISE TAX 

The legality of applying the excise tax to credits for 

car warranty repair has been established. In In re Tax 

Appeal of Aloha Motors, Inc. consolidated with In re Tax 

Appeal of Edward R. Bacon Co. of Hawaii, Ltd., 56 H.321 

(1975), the Supreme Court of Hawaii held that certain credits 

for warranty work were reimbursements exempt under section 

237-20, Hawaii Revised Statutes, from the excise tax. How­

ever the case also holds that, except as provided in section 

237-20, Hawaii Revised Statutes, the excise tax may legally 

be applied to credits for warranty work. Section 237-20, 

~awaii Revised Statutes, reads: 

Sec. 237-20 Principles applicable in certain 
situations. A person or company having share­
holders or members (a corporation, association, 
group, trust, partnership, joint adventure, or 
other person) is taxable upon its business with 
them, and they are taxable upon their business 
with it. A person or company, whether or not 
called a cooperative, through which shareholders 
or members are pursuing a common objective (for 
example, the obtaining of property or services 
for their individual businesses or use, or the 
marketing of their individual products) is a 
taxable person, and such facts do not give rise 
to any tax exemption or tax benefit except as 
specifically provided. Even though a business 
has some of the aspects of agency it shall not 
be so regarded unless it is a true agency. The 
reimbursement of costs or advances made for or 
on behalf of one person by another shall not con­
stitute gross income of the latter, unless the 
person receiving such reimbursement also receives 
additional monetary considerations for making such 
costs or advances. 
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The Court limited the reimbursements exemption under section 

237-20, Hawaii Revised Statutes, to warranty credits made to 

the dealer by the manufacturer for work done by an independent 

third party and not where the dealer supplied the parts or 

labor himself. Where the dealer performed the work, the 

Court held that a sale had occurred, the credits were not 

reimbursements within section 237-20, Hawaii Revised Statutes, 

and the credits were gross income subject to the excise tax. 

It should be noted that since section 237-20, Hawaii Revised 

Statutes, deals with exemptions, the Court strictly construed 

it against the taxpayer. 
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CHAPTER 3 

FACTORS TO CONSIDER REGARDifiG THE EXCISE TAX 

A. APPLICABILITY OF EXCISE TAX 

The parties to the Aloha Motors case raised several 

issues which should be considered by the Legislature in 

deciding whether to change the law concerning the general 

excise tax. The first issue raised is whether the excise 

tax law (chapter 237, Hawaii Revised Statutes) applies to 

warranty work. The dealer argued that the excise tax is a 

tax on "business", defined as activity "with the object of 

1 gain or economic benefit", and that since warranty work was 

nonprofitable; i.e., strictly limited to recovery of only 

costs, warranty work was not a business activity within the 

scope of the excise tax. 2 This argument does not appear to 

have merit. The excise tax law does not equate profit with 

gain or economic benefit. A business is subject to the 

general excise tax on the gross income and not just on 

profit or net income. The statute specifically prohibits 

deductions for costs, taxes, etc. from the taxable gross 

income. 3 Gain or economic benefit is more than just making 

money; in fact the definition of "business" refers to indirect 

as well as direct economic benefit. For example, in the 

warranty situation where the dealer makes repairs free of 

charge, the dealer builds up customer goodwill for his 

business; this is an indirect economic benefit. 
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B. APPLICABILITY OF SECTION 237-20 EXEMPTION 

The second issue, raised by the State in the Aloha Motors 

case is whether the exemption statute, section 237-20, Hawaii 

Revised Statutes, applies in any way to warranty work. The 

State argued that the exemption applied only where there 

were reimbursements of costs without any additional monetary 

consideration, and the exemption did not apply since the 

dealer was receiving additional compensation; i.e., an extra 

4 25 per cent added on to the cost of parts. Although not 

raised by the parties in Aloha Motors, the same argument could 

apply to the reimbursements for labor. The dealer is reimbursed 

at either a set rate; i.e., the rate which would be charged 

by an average mechanic doing the same work, or at the dealer's 

warranty labor rate; i.e., a certain percentage of the mechanics' 

hourly wage plus fringe benefits. This set rate may involve 

additional compensation because the dealer is reimbursed 

for a certain number of labor hours even though the repair 

may have taken less time. The dealer's warranty rate may 

also involve additional compensation because the rate may be 

set to cover over 100 per cent of the hourly wage or because 

it allows for fringe benefits. This argument has some 

merit. The court did not specifically rule on this issue, 

but it did define costs as limited to direct costs. Since 

the extra 25 per cent was apparently intended to cover 

indirect costs such as overhead, this 25 per cent falls into 

the category of additional monetary consideration, thus 
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apparently taking the warranty work out of section 237-20, 

Hawaii Revised Statutes. 

c. DISTINGUISHING WARRANTY WORK BY DEALER AND BY 
THIRD PARTY 

In the Aloha Motors case, the Court held that a reimburse­

ment exemption under section 237-20, Hawaii Revised Statutes, 

would apply to credits received by the dealer from the 

manufacturer for warranty work performed by a third party; 

i.e., where the dealer farms out the work to another party; 

however the exemption does not apply to credits for warranty 

work performed by the dealer himself. The dealer in Aloha 

Motors raised a third issue as to whether the distinction 

between warranty work by a third party and by the dealer can 

be justified. 5 A possible basis for this distinction is the 

avoidance of double taxation for the same work. In the 

first situation where the dealer farms out the warranty work 

to the third party, the third party pays an excise tax on 

the work done, and thus there is some reason to exempt the 

dealer from paying the excise tax. But in the second situa­

tion where the dealer performs the work himself, there is no 

one else to levy an excise tax on. 6 

Another basis for this distinction is suggested by the 

exemption statute, section 237-20, Hawaii Revised Statutes, 

itself. The statute is apparently cast in terms of a system 

where the taxpayer merely acts as a conduit between the 

manufacturer and a third party as when the dealer farms out 
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the work to a third party. Although the Court in the Aloha 

Motors case held that a true agency was not required under 

section 237-20, Hawaii Revised Statutes, the section speaks 

in terms of agency; i.e., " ... reimbursements of costs or 

advances made for or on behalf of one person by another .... " 

(emphasis added) The statute seems to imply that this is a 

three party transaction; i.e., dealer pays third party on 

behalf of manufacturer, and the Court so held. 

A third basis for the distinction between exempting 

work done by a third party and not work done by the dealer 

may be found by looking at the differences between the two 

party (dealer-manufacturer) transaction and the three party 

(dealer-manufacturer-third party) transaction. In the three 

party transaction where the dealer merely acts as a conduit 

between the manufacturer and the third party, the dealer is 

not really engaged in business, and the possibility of his 

seeking unintended exemptions is minimal. On the other 

hand, in the two party transaction where the dealer is 

engaged in the business of warranty repair, there is a 

possibility of tax exemption where none was probably intended. 

Costs and expenses are not deductible from the gross income.7 

Thus, there appears sufficient basis for exempting 

as reimbursements warranty work credits for work done by the 

third party while not exempting for work done by the dealer 

because: (1) There is no double taxation on the two party 

transaction; (2) Section 237-20, Hawaii Revised Statutes, 
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implies a three party transaction; and (3) Limiting the 

exemption to three party transactions reduces the possibility 

that the taxpayer would seek to classify costs as reimburse­

ments. 

D. DISTINGUISHING THE THIRD PARTY TAXPAYER FROM THE DEALER 
TAXPAYER 

In engaging in the business of repairing cars under 

warranty, the third party is liable for the excise tax; 

however, is there justification to distinguish between third 

parties and dealers so as to exempt dealers engaged in the 

same business? One possible basis suggested by the dealer 

in Aloha Motors for exempting the dealer is that the third 

party seeks additional compensation and does not come within 

the scope of section 237-20, Hawaii Revised Statutes, 

whereas the dealer does not seek additional compensation. 8 

This argument appears faulty because the dealer apparently 

does receive additional compensation in the form of an 

additional 25 per cent. 

E. STATEMENTS IN s.c.R. NO. 113 

There are several statements presented in Senate Con­

current Resolution No. 113 (see Appendix C), based on a 

survey conducted by the Hawaii Automobile Dealers Association 

of 22 states, which should be analyzed. The resolution 

reflects the belief that an exemption would help alleviate 

the rising costs of automobile parts and labor. This assumes 

that there is some relationship between the payment of the 
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excise tax on warranty credits and higher costs; i.e., the 

dealer is indirectly passing on the excise tax to the 

consumer by increasing the prices for parts and labor. 

While reducing the costs of automobile parts and labor is 

desirable, there is no assurance that an exemption on warranty 

credits would lead to lower prices. Warranty repair in many 

9 instances is an unprofitable business, and reducing non­

warranty repair prices may not be economically feasible. 

F. TREATMENT IN OTHER STATES 

The Legislative Reference Bureau surveyed the other 49 

states and the District of Columbia concerning the taxability 

of warranty work. The survey table is presented in Appendix 

A. Most of the jurisdictions surveyed have a sales tax 

complemented by a use tax. A majority of these sales tax 

states do not tax parts used in meeting warranty repairs, 

and it should be noted that in most such states the failure 

to tax applies across the board to all warranties and warranty 

activities in general. Of the 35 sales tax states which do 

not tax the warranty work, only 3 specifically referred to a 

statutory exemption. Another 23 states referred to their 

interpretation of the sales tax law, including 13 states 

which referred to rules interpreting the statutes, and 9 

states did not refer to either a statute or interpretation. 

The prevailing reason for the sales tax nontaxation is that 

warranty work is considered an integral part of the original 

sale of the car, and as such, the warranty parts have been 
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included in computing the sales price of the car which is 

already taxed. Any further sales tax on warranty parts 

would be double taxation. The nontaxation of warranty 

transactions applies where there is a mandatory warranty; 

i.e., the warranty is included in and comes with the sale of 

the car. 

The reasoning also applies to optional and separate 

warranties. Optional and separate warranties are warranties 

which are not included and do not come automatically with 

the sale of the car. The buyer may decide to buy or not to 

buy these warranties; or the dealer may offer his own warranty 

in addition to whatever other warranty is available. The 

optional warranty may extend for a longer period or cover 

more items than the mandatory warranty. Sales tax states 

withhold taxation of either the sale of the warranty or the 

parts used in performance of such a warranty, so that taxation 

of both the original sale and the parts used do not occur. 

Some states accomplish this by taxing the original sale of 

the warranty and not taxing parts used under the warranty 

thereafter, while other states do not tax the original sale 

of the warranty but do tax the parts used when warranty 

work is done. 

Another reason offered for not taxing warranty parts 

by sales tax states is that the sale of the parts from the 

manufacturer to the dealer is really a sale for resale (to 

the car owner) and is thus not subject to a sales tax. This 
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reasoning does not seem to be persuasive because the trans­

actions are different. 

G. APPLICABILITY OF SALES TAX REASONING TO EXCISE TAXES 

The sales tax is different from the excise tax, and the 

reasoning justifying the nontaxation under a sales tax does 

not seem to apply to an excise tax exemption. The sales tax 

is a tax on a retail sale of property which is paid by the 

final consumer at the time of the sales transaction. The 

excise tax, on the other hand, is a tax on the privilege of 

engaging in business (both parts and labor) which is paid by 

the business (e.g. seller) at periodic intervals. In the 

warranty sale of parts from the dealer to the customer in a 

sales tax state, the customer would be liable for the tax were 

it not for the sales tax reasoning; in an excise tax state 

the dealer is liable for the tax as it is a business trans­

action within the scope of excise taxation. 

The reas'oning behind nontaxation in sales tax states 

is basically to avoid double taxation of parts already taxed 

in the sale of the car. This reasoning, however, is not 

persuasive in discussing excise taxes. The 4 per cent 

excise tax rate applies to both the sale of car parts between 

the distributor (where the distributor does business locally) 

and the dealer and to the sale of car repair services between 

the dealer and the customer. Generally where there is a 

sale of goods by a local manufacturer to a dealer for resale 

to a customer, the manufacturer-dealer sale is subject to 
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only a 1/2 of 1 per cent excise tax. However, where the 

dealer is a service business such as a car repair business, 

the sale of parts to the dealer is treated as a sale for 

final consumption and not a sale for resale; this sale is 

subject to the 4 per cent excise tax rate. The sale of the 

same parts from the dealer to his customer is treated by 

the Department of Taxation as a sale of services, with the 

parts being merely incidental to the rendition of services. 

This retail service business repair situation is different 

from the warranty situation because the dealer in the service 

business situation can pass most of the excise tax on to the 

customer, while the dealer in the warranty situation cannot. 

The customer gets the warranty work done without extra 

charge. 

Using the reasoning of the sales tax states, opponents 

of the general excise tax law argue that the 4 per cent rate 

should apply only once, at the time of the retail sale, and 

that the wholesaler's 1/2 of 1 per cent rate should apply to 

the other sale. The argument is that the 4 pe.r cent taxa­

tion of both sales amounted to double taxation. The authors 

of Hawaii's Generai Exaise Tax: Prospeats, ProbZems, and 

Presariptions, summarized the applicability of the reasoning 

in sales tax states to Hawaii's excise tax law as follows: 

But the Iowa Rule, along with the other 
state court views on services, really deals with 
an essentially different problem than that which 
faces Hawaii. Most state courts are wrestling 
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with statutes which are retail sales taxes (i.e., 
single stage sales taxes) and which do not apply 
to service businesses, These courts are thus 
caught up in the practical problem of deciding 
how to rationalize the levying of the retail tax 
on the transfers of property at some single stage 
in the distribution process. Therefore, certain 
states have held that the tax should be levied 
on sales by the service business, others, that 
it should be levied on sales to the service 
business, seldom, if ever, both levels .... We 
offer this example to demonstrate that there 
is nothing particularly compelling or relevant 
about the application to Hawaii's tax problems 
of legal precedents made in other states.10 

The rationale in sales tax states of avoiding double 

taxation is reflected in the application of a sales tax as a 

tax on one transaction; i.e., the final sale. The excise 

tax is not limited to one final transaction--it applies, and 

is designed to apply, to as many transactions as possible. 

The excise tax has a pyramiding application; i.e., it applies 

to different stages of the development of a product. 11 For 

example, the manufacturer must pay an excise tax in selling 

the product to the dealer, and the dealer must also pay an 

excise tax in selling the product to the consumer without 

any deduction for prior taxes paid on the product. The 

taxes build up in a pyramiding fashion as more transactions 

occur. Thus, the double taxation reasoning of the sales tax 

states generally does not appear to apply to excise taxes. 

Finally, it should be noted that there are a few sales tax 

states which do tax warranty parts; however, no reason was 

given by these states for such taxation. 
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H. GROSS INCOME TAX STATES ARE SPLIT 

The other tax used in taxing warranty parts and labor, 

the gross income tax or the business and occupation tax, is 

similar to Hawaii's excise tax. The tax is levied on gross 

income which includes both parts and labor. Alaska, Delaware, 

Washington, and West Virginia tax warranty parts and labor 

whereas New Mexico does not. No rationale was given by 

these states for the taxation or nontaxation of warranty 

parts and labor (see Appendix A). 

I . INSUFFICIENT JUSTIFICATION TO EXEMPT WARRANTY PARTS AND 
LABOR 

One of the strongest arguments against exempting warranty 

parts and labor is that there is no apparently strong reason 

to do it. The strongest reason to exempt warranty parts and 

labor would be to avoid a certain inequity in double taxation 

under a sales tax state rationale. This reasoning applies 

equally well to other business transactions subject to the 

excise tax; i.e., the excise tax has a certain inequity 

built into its structure through its pyramiding effect. 

Since the equity argument reaches throughout the excise tax 

structure and applies to business transactions other than 

the warranty repair transaction, exempting warranty parts 

and labor might open the door to attempting to justify 

exemptions for more so-called inequitable taxation. 

For example, the excise tax applies to both the sale between 

the manufacturer and the dealer and to the sale between the 
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dealer and the customer. Using the same equity reasoning 

justifying an exemption for a warranty situation; i.e., that 

such a tax would be double taxation, the door would seem to 

be open to also exempt one of the sales, either between the 

manufacturer and the dealer or between the dealer and the 

customer. 

J. TAX REVENUE LOSS 

The Legislature might also be concerned with the amount 

of revenue that would be lost by granting an exemption for 

warranties whether across the board or only for car repair. 

An across the board exemption on equity principles might be 

more justifiable than an exemption applying only to car 

repairs since the same reasoning applies to all warranty 

work. The exact figures are not available because the 

Department of Taxation does not break down the figures 

showing how much revenue came from which source. The Legis­

lative Reference Bureau conducted a survey to obtain an idea 

of how much revenue loss would occur. The survey was taken 

of three groups furnishing warranty repairs: (1) automobile 

dealers; (2) heavy equipment dealers; and (3) boat dealers. 

The survey on revenue loss, printed in Appendix B, shows 

that 64 per cent of the car dealers replied, while 36 per 

cent did not (see Appendix B). It should also be noted that 

there are other warranty repair dealers which were not 

surveyed, notably the appliance dealers, television dealers, 
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etc. Based on this survey, the State will lose at least 

$186,649 in excise taxes from all three dealer groups, 

including at least $170,157 from automobile dealers alone. 
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CHAPTER 4 
SUMMARY OF FliiDINGS 

The summary of findings of this report are as follows: 

(1) The excise tax and the sales tax, both used in 

warranty work taxation, are different in terms 

of transactions covered, persons held liable (tax 

incidence), items included in taxable income, scope 

of coverage, and reasoning. 

(2) The legality of applying the excise tax to warranty 

work has been established in Hawaii. 

(3) The excise tax applies to warranty work as a business 

with the object of gain or economic benefit even 

though the work is nonprofitable. 

(4) Section 237-20, Hawaii Revised Statutes, exempts 

as reimbursements credits received for costs made 

on behalf of another where the person being 

reimbursed did not receive any additional monetary 

consideration for paying such costs. Costs are 

limited to direct costs. 

(5) In the Aloha Motors case, the Court held that section 

237-20, Hawaii Revised Statutes, exempted as reimburse­

ments any credits from the manufacturer to the 

dealer where the warranty work was done by a third 

party but not where work was done by the dealer him­

self. In this latter situation, the Court held 
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that the transaction was a sale, and the credits 

were not reimbursements exempt under section 

237-20, Hawaii Revised Statutes, and the credits 

were taxable income. 

(6) A distinction between warranty work done by a 

dealer and work by a third party may be made on 

the bas is that: (A) an exemption is practical 

under section 237-20, Hawaii Revised Statutes, 

where there is someone else (third party) to pay 

the tax but impractical where there is no third 

party to pay; or (B) section 237-20, Hawaii Revised 

Statutes, apparently is intended to apply where 

there is a three party transaction with the dealer 

serving as a conduit; or (C) unlike the three 

party transaction (manufacturer-dealer-third 

party), the two party transaction (manufacturer­

dealer) raises the possibility of unintended 

substitution of costs for reimbursement exemptions, 

(7) There appears to be insufficient justification to 

exempt the dealer (at least in a two party trans­

action) from the excise tax where a third party 

is required to pay the tax for doing the same 

business. 

(8) There appears to be no assurance that exempting 

warranty parts and labor would lead to lower costs 

of automobile parts and labor. 
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(9) The survey conducted shows that a majority of the 

states use a sales tax but do not tax warranty 

parts, using either the reasoning that the parts 

were included in the tax on the original sale of 

the product or that there was a sale for resale. 

Most states based their nontaxation on an inter­

pretation of a statute rather than on an explicit 

statutory exemption itself. In the business and 

occupation tax (similar to Hawaii) states one 

state does not tax warranty credits, while five 

states, including Hawaii, do tax such credits. 

(10) The rationale used in sales tax states is not 

persuasive in discussing excise tax exemptions 

because of the difference between the sales tax 

and the excise tax. 

(11) There is no apparent justification strong enough 

to warrant a statutory change exempting warranty 

parts and labor. An exemption for warranties may 

open the door to other exemptions. 

(12) Based on a survey taken of three groups of dealers 

who do warranty work, the State may lose at least 

$186,649 in excise taxes because of a warranty 

work exemption. Car dealers account for $170,157 

in tax revenues. The revenue loss will probably 

be higher, since if the exemption is applied to 

all warranty work, small appliance dealers and 

others are involved. 

22 



CHAPTER 5 
RECOMMENDATIONS 

The present excise tax law should remain the same, and no 

statutory changes regarding exemptions for credits for 

warranty work performed by the dealer are recommended. There 

does not appear to be sufficient justification for any 

statutory exemption in the area of warranty work, and section 

237-20, Hawaii Revised Statutes, is sufficient to cover the 

reimbursement situation. 

If the Legislature should decide that an exemption for 

warranty work is justified, then the Legislature can approach 

this exemption in one of two ways. The exemption could be 

applied only to car dealer warranties or it could be applied 

across the board to all warranty credits. It would appear 

to be more equitable to give an exemption across the board. 

There does not appear to be any reason to distinguish a car 

warranty from any other kind of warranty. The same justi­

fications apply to both warranties. 

The Legislature could exempt only the car warranty, 

which is the specific situation being studied. Limiting the 

exemption to car dealers might minimize loss of revenue, but 

otherwise it is hard to distinguish the car warranty from 

other warranty credits. 
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A P P E N D I C E S 



APPENDIX A 

't'h(! l.e:gislati.ve Raferc-ncu aurcau survcyl!d thu other 49 states and tht:! Of stn.ct of Colu1t1bia ankiny the f.ollowir-<:1 

que$tionti: 

1. With r(;opect to products in qcncr.al, docs yciu.r :.itatc l"\!ii'Y .1 i•alun, w;<J, c&cir,c, or other tax on pnrts aud 
lnl;or provided by anyone in meeting the manutacturer'.fl warranty? 

i. With respect to ai.,.t.om,;.,hilca, docn your state levy such a tax Cln automobile p>1rts and labor provided in 
ffleeting the manufncturcr's warranty? 

3. tf such a tax is levii;d, on whom is it levi.ed? Cur dealers? Manufactut'er? 

4. We would ~lso appreciate a reference to or a copy of tho appropriate ~tate tax Rtatute and the rationale 
for grariting a tax exemption, 1£ any~ 

The results of the survey arc as follows: 

Alabama 

A hska 

Ar1zona 

STATE 

Arkansas 

Ca 11 forn h 

~oloradQ 

Connettfcu; 

Delaware 

1111nois 

Indiana 

towa 

TAX EXEMPT 
WARRANTY 

PARTS/LABOR? 

Yes {Pl 

Ho 

Yes 

Yes (B) 

Yes (B) 

Yes 

No (Pl 

No 

Yes (B) 

Yes 

Yes {P) 

Yes (cars) 

No 

Yes 

TYPE OF TAX 

Sales 

Gross Receipts 

Sales 

Sales 

Sales 

Sa1es 

Use 

Bus. & Occup. 

Sales 

Salas 

Sales 

Sales 

Sales 

Use 

COMMENTS 
(see fn.) 

warranty or service contract~ 
are taxable 

1 1 information supplied by 
Hawaii Automobile Cealers 
Association 

21 for optional warranties, 
there is no tax on the pur~ 
price of such warranty, but 
the dealer is liable for tax 
{sales) tn parts used in 
performance of the warranty 

1 1 2. for a warranty issued 
outside the original purchas0 
where a separate charge is 
made. there is no tax on the 
purchase price of such warrant 
but the dea1er or the wanu­
facturer (dependir.g on who 
issued the warranty) ls 113ble 
for sales tax on parts used 

manufacturer is liable for use 
tax 

1. 2, for optional warranty 
contract. there is sales tux o, 
price of contract, but parts 
used in performance of contrij~ 
are exnmpt 

2, for optional. separate. or 
service contract warranties, 
there is no tax on the pur~ 
chase price of s~ch warranttes 
but the warrnntor is lfa~le fa 
the sales tax on parts us~d 
in pcrfor•ance of the warranti 

2 

for a manufncturer 1 1 warranty, 
the manufacturer is l1ablc 
for the ~nle5 tax on parts 
used in performance of tti~ 
warrdnty. lhP dealer is s1mi­
larly liable riherc tl1eru i~ 
a dealer'~ warranty 

2 
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STATE 
TAX EXEMPT 

WARRANTY 
PARTS/LABOR? TYPE OF TAX COMMENTS 

(seefn.) -------------------------------------------~-
Kansas 

Kentucky 

Louisiana 

Haine 

Harylan~ 

Has·sachusetts 

Michigan 

Minnesota 

MfsSissippi 

Missouri 

Montana 

Nebraska 

Nevada 

New Hampshire 

New Jersey 

New Mexico 

New York 

North Carolina 

North Dakota 

Ohio 

Oklahoma 

Oregon 

Pennsylvania 

Rhode ls land 

South Carolina 

South Dakota 

Tennessee 

Texas 

Utah 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes (BJ 

Yes (P) 

Yes 

Yes (cars) 

No (P) 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes/No 

Yes/No 

No (P) 

Yes 

Yes (BJ 

Yes 

Yes 

Yes (0) 

Yes (P) 

Yes (b) 

Yes (0) 
27 

Sales 

Sa 1 es 

Sales 

Sales 

Sales 

Sales 

Sales 

Sales 

Sales 

Sales 

None 

Sales 

Sales 

None 

Sales 

Gross Receipts 

Sales 

Sales 

Sales/Excise 

Sales 

Sales 

None 

Sales 

Sales 

Sales 

Sales 

Sales 

Sales 

Sales 

l , 2 

1, 3 

1 , 2, 3 

1, 2 1 3 

1, 2, 3 

2 

1 , 2 

dealer is liable for sales tax 
on reimbursements for parts ustd 

1. 2, for optional warranty ther 
is no sales tax on purchase pric 
but dealer is liable for ta~ on 
parts used in performance of the 
warranty 

1, 2, 3 

1 f 2 1 3 

although the manufacturer is 
e~empt, the dealer is liable 
for the sales tax on parts 

generally there is no exemp­
tion. and A sales tax applies 
to warranty parts. However, 
the uutomob11e is subject to 
a different type of tax, 
automobile excise tax, and 
there is an exegption 

for mandatory warranty {required 
as part of the sale of the 
product), the manufacturer i$ 

liable for the sales tax. The 
dealer is similarly liable where 
there 1s a dealer's warranty 

1, 2, for separate warranty 
contract, there is sales tax on 
price of contract, but parts 
and labor used in performance 
of contract are exempt 

2, 3 

1, for a subsequent and separate 
warranty, the dealer is liable 
for a sales tax on parts used 

I, 2 

replacement parts are treated 
as component part of tlie manu• 
factured property and thus 
exempt from sales tax 

1, 2, for a separate warranty, 
the result would be the sa111c 



---·-·--· 

STATE 

Vermont 

Virginia 

Wa5hfngton 

West Virginia 

Wi$<;Dns1n 

Wyoming 

o.c. 

TAX EXEMPT WARRANTY PARTS/LABOR? 

TAX EXEMPT 
WARRANTY 

PARTS/LABOR? 

No 

Yes 

No 

No 

Yes (B) 

Yes 

Yes (B) 

-----·----

TYPE OF TAX 

Bus. 

Bus. 

Sales 

Sales 

& Occup. 

& Occup. 

Sales 

Sales 

Sales 

COMMENTS 
(see fn.) 

sales tax is levied on the cus­
tomer 

1, 2 

the dealer is liable for a 
business and occupation tax 
on parts used 

business and occupation tax 
levied on gross income of 
dealer. Also, West Virginia 
1s contemplating imposing sale' 
tax on warranty parts on the 
manufacturer 

1 1 2, for work not required 
by the original contract of 
sale, the dealer is liable 
for a use tax on p~rt used 

1 , 2 

1 , 2 

Unle,•• oth~rwise noted, a "yes" answer refers to a general tax exemption applying to all types of warranty situations. 

(P)--exemption specifically refers to parts. Thia is to be expected where there is a sales tax since sales tax~s 
apply usually only to property and not to services. 

<,)--exemption specifically applies to both labor and parts, 

"'l'YPE OF TAX 

Gene,rally the sales tax states also have a us1 tax to complement the sales tax. 

COMMENTS 

1--exemption specifically applicable where no charge is made. 

2--tax exemrtion rationale is that the varraniy parts and labor were included in the original purchase price, and 
as such, it had been computed in levying the tax en the price already, Any further tax would be double taxation. 

3--"Sale" of parts from manufacturer to dealer is really a sale for resale, and is thus exempt from tax. 
Rationale used oqly in sales tax states. 
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APPENDIX B 

A survey was taken of three groups of dealers who do warranty 
repair work asking them to state how much excise tax was paid 
for income due to warranty work during fiscal year 1975. The 
results are as follows: 

GROUP 

Automobile dealers 

Heavy equipment 
dealers 

Boat dealers 

EXCISE TAX 
PAID IN 1975 

$17D,157 

$16,019 

$ 473 

COMMENTS 

42 out of 66 
dealers replied, 
including 5 who 
indicated they 
did no warranty 
work. The 15 
dealers who did 
not reply could 
possibly account 
for about another 
$47,000 in excise 
taxes. This 
figure was obtain­
ed by dividing the 
dealers who did 
respond into 3 
categories accord­
ing to the amount 
taxed, finding an 
average figure, 
and then applying 
this figure to the 
15 dealers. 

20 out of 59 
dealers replied, 
including 15 who 
indicated they did 
no warranty work 

4 out of 29 
replied, includ~ 
ing 2 who indi­
cated that they 
did no warranty 
work 
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APPENDIX C 
(To be made one and twelve copies) 

THE SENATE 

... ~~C,.II_'I'.II _______ .,_ LEGISLATURE, 19 __ 7_~ 

STATE OF HAWAII 

REQUESTING THE LEGISLATIVE REFERENCE BUREAU TO CONDUCT A STUDY ON 
STATE TAXATION OF WARRANTY PARTS AND LABOR OF AUTOMOBILES 
SOLD THROUGH NEW CAR FRANCHISED DEALERSHIPS. 

WHEREAS, the Hawaii Automobile Dealers Association have endeavored 
to secure a definitive determination of the propriety of the State's 
4% excise tax on parts and labor provided by the dealer in meeting the 
requirements of the manufacturer's warranty of a new automobile; and 

WHEREAS, Hawaii's new car dealers are confronted with a unique 
situation not shared by most dealers throughout the nation in the 
matter of the taxation of warranty parts and labor and the Hawaii 
Automobile Dealers Association, in cooperation with the National 
Automobile Dealers Association, has conducted a survey on how other 
States of the union deal with this matter; and 

WHEREAS, the initial results show that of 22 states responding, 
only two levy a tax on warranty parts and in both these states the 
tax is a use tax and not an excise tax; and 

WHEREAS, most states impose a sales tax on the initial sales 
transaction of a new car which includes a manufacturer's warranty 
which must be honored by the new car dealer; and 

WHEREAS, the survey response thus far indicates that most states 
specifically exempt warranty parts and labor services provided by a 
dealer from provisions of a State sales or use tax statutes on 
the basis that such a tax had already been levied in the original 
transaction; and 

WHEREAS, the Hawaii Automobile Dealers Association believes that 
the State of Hawaii could alleviate, to some extent, the rising cost 
of automobile parts and labor by imposing an exemption from the 4% 
excise tax of automobile warranty parts and labor; now, therefore, 
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Page ___ ~2 ___ _ 

BE IT RESOLVED by the Senate of the Eighth Legislature of the 
State of Hawaii, Regular Session of 1976, the House of Representatives 
concurring, that the Legislative Reference Bureau be requested to con­
duct a detailed study and analysis of the taxation of warranty parts 
and labor of automobiles; and 

BE IT FURTHER RESOLVED that the Hawaii Automobile Dealers 
Association be requested to make available all information which it has 
accumulated in its on-going state-by-state survey to the Legislative 
Reference Bureau; and 

BE IT FURTHER RESOLVED that the Legislative Reference Bureau com­
plete its study and submit its findings, conclusions and recommendations 
prior to the next session of the Legislature; and 

BE IT FURTHER RESOLVED that copies of this Concurrent Resolution be 
transmitted to the Governor of this State, the Director of the State 
Tax Department, the Legislative Reference Bureau and the Hawaii 
Automobile Dealers Association. 

OFFERED BY: ______________ _ 
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