SER i3 193 @F:isEaM NE RTTY GEN LITVLEG 48204712835

~T3

g&}o

IN THE DISTRICT COURT OF LANCASTER COUNTY, NEBRASKA

REVENUE, STATE OF NEBRASKA, “TATE OF NSRRASHA

LACKAWANNA LEATHER COMPANY, )
C DOCKET 553 PAGE 281

Plaintiff, )
)

va. ) JUPGMENT DEPT. DF JUSTIGE

) | ..

NEBRASKA DEPARTMENT OF ) SEP 17 1998
)
)
)

Defendant.

THIS MATTER CAME on for tial oa 3eprember 2, 1958, 85 an appesl fom the
dotartnination of the Commissioner of the Dapariment of Revenue (UDepanment™ under the
Webrasia Administrative Procedures Act, NE2. REV, STAT. §84-901, ef seq, Cvidence was
edduced, The Court was duiy advised in the premises. The court finds that judgment should be
ererad in favor of the Plaintiff, raversing the decision of the State Tax Commissioner,

The issue prasented by this appeal Is whether & solvent which is mixed with color
rigment to besoine 2 paint or dye and is then applied to leather to create a finished product for
suls is an ingredient r component of the finisked product and thereby exempt Fom sales aad uso
tax. The Defendant found that it was nol. Defendant assessed 2 sales tax against the Plainiff,
The PlainiiT paid the tax and applicd fer arefund. Following a hearing the Defendant denied the
refund. This appesl followed. The evidance was presented to the State Tax Cornissioner on
stipulated facts.

Tax exemptions are to be awictly construed. Omahka Pablic Power Dist. V. Neb. Dapt.
Of Revenue, 248 Neb. 518, 519, 537 M. W.2d 212, 314 (1995), The burden of establishing the
right to the exemption resides with the taxpayer. Fulcraft v. Karnes, 229 Neb. 676, 678, 428
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N.W.2d 805, 207 {1983). “In reviewing final administrative orders under the Administrative
Proceduse Act, the district court functions not as a trial court ‘ojat a8 an interrmediate cournt of
appeals. Sec Booker v. Nebraska State Pairoi, 239 Neb. 687, 477 N.W.2d 803 (19%1)."
Wolzamaott v. Abramson, 253 Meb, 350, 335, 570 N,W.2d 818 (1997). The District Court’s
review i3 sonductad de novo on the record made at the agency. NeB. REV, 8TAT. §84-217(5)(4).
The facts of he case are faizly simple. The Plaintiff is a leather processor that takes raw
hides and applies various chemical and machanical processes to the hides to produce finished
leather goods for aale Some of these products require that the Plaintiff dye or paint the leather
Rather than purchase pre-mixed dves and paints, the Plaintif has elected to purchase color

pigments sepacate from various solvents which are then combinad to make the paiuts and dyes.

ra

"Jsing this method, the Plaintiff is able to mix its paints or dyes to match specifications of each

purchaser and is abie to maintain 2 lowgr inventery. The parties have sipulated:

a, solvent B-3472 .., zcts as a carrier for other solutlons appiled 1o the leathsr,”

b, solvent B-2423 assists in “.. even distribution of components ... and to ensure
good intercoat adhasior of the paim.”

2, solvent B-3408 aids in *... even distribution of the paint and the intergoat adhesion
of thz paint.” .

d. Cyelohexanone prevents ... water hazing due t high relative humidity .7

The three solvents and Cyclohexsnone will collectively be raferred o as “solvents” hereafter.
The parties also stipulated that each of these solvents svaporates during the processing, but “a
{race arnount remains with the finished product. There belng ne dispute with respect o the
fas, thus appeal involves the interpretation of regulations, which are ﬁuestions oflaw., Inser

Harbour Haspitals v, State, 251 Neb, 793, 5573 WN.W.2d 487 (1997), Souikeast Rural
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Volunteer Fire Dept, v. Nebraska Depl. of Revenue, 251 Neb, 852, 834, 560 N.W.2d 426
(1997),

The statutory basis for the enemption claimed states that the sale of property is exempt
from sales tax if it is 8 “sale of property which will enter into and becoms an ingredient or
component part of property manufactured, processed, or fabricated for ultimate sale at retuil.”
WNeg. REV, STAT. § 77-2702.13(2)a). Pursuant to the statute, the Department of Revenuc
adopted the following regulativon upon which this cese turns.

“023,01 Property that becomes an ingredient or component part of a product
manufactured, processed, assembled, or fabricated for sale by the purchaser is exempt.
Property that is necessary for production but whick does not becoms an ingredient or
camponent part of the product scld is taxable.”

“023.02 To qualify as exempt the property must meet all of the following conditions:

023.02A The property must physically or chemically enter inte and remain a part
of the finished product;

023,028 Toe property must be an essential ingredient or comporient of the
finished product, and

023.02C The fizished product must be 2 product that wes manufacturad,
procsssed, or fabricatad for sals by the purchaser of the ingredient or ¢cormponent
pﬁ.l't.”
Department of Revenue Reg-1-023
The Defendant maintains a two-fold position. First, the solvent is simply & vehicle for
transporting the dye intc the leather and therefore is not an ingredient or component, but rather
merely a property “that is necessary for production” (§023.01) and therefore subject to sales tax.

Second, the solvent does ot “physically or chemically enter into and remain 4 part of the

finished procuct,” (§023,02A) therefore not sxempt.  Defendant compares the solven: to

tar
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cellulose casings which are used 1o mold processed meat and ars then thrown away by the
consumer.! Defendant also comparss the solvants {0 mnaterial used to insulate equipment
exposed 1o high temperatires during steel processing. The insulating material wears away dwing
the processing and the worm material is either sold or given away,? Defendant aise likens the
solvent ip camera negatives, fiats, and lithographic plates in the printing process which act
merely as instrumentalities or utensilz for conveying the image to the paper.® Guides and forms
for meltan steel are also claimed comparable to the solvent.!

Tre Plaintiff contends that the solvent is an ingradient of 2 componeni (dye er paint) of
its end product - dved or painted leathar goods - and' is therefore exempt even though the solvent
largely evaporates during the drying process. Plaintiff also contends that since trace amouats of
the solvent remain, §023.02A is satisfied. Plaintiff compares the sclvent to processing oils that
remain as a coating on sieel bars following manufactuzing® It is compared to lime in drinking
water whete only rrace amounts remain in the drinking water.® Plalntiff also arpues that e

avaporation of the solvent is no different than the evaporation of dry ice” and use of water in

V American Stores Pucking Co. v. Peters, 203 Nab, 76, 227 N.W.2d 544 (1979},
2 Nucor Steel v, Leuenberger, 233 Neb. 863, 448 N.W.2d 909 (1939).
¥ Inderstate Printing Co. v. Dept. Of Revenue, 236 Neb, 110, 458 N.W.2d 519 (1990).

4 Nucor Steel v. Batka, 2 Meb. App. 138, 507 N.W.2d 449 (1593).

w

Vuleraft v. Balka, 5 Neb. App. 83, 555 N.W.2d 344 (1996).

§ Metrapolitan Utilities Dist. v. Donald S. Leuenbergar, Docket 365, Page 160,
Lancaster County District Court,

7 NeB, REV, RUL. 1-88-7 (not in evidence).
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manufacturing® which Plaintiff claims Defendant hes ruled to be exempt,

The parties' counsel have made a thorough presentation of the law in this asena. Each has
jegal authority to back its selocted position, The Decision of the Staie Tax Commissioner alsc
presans tha array of cases applizabie to this case. All the briefs and argumenis are well
presented. In the end. if the Court examines only the facts of this case, the igsues tums onh whers,
durizng the ieather processing, the required analysis is made. [f made at the point the soiveat is
mixed with the color pigment to form o dye or paint for the leather, the Plaintiff clearly wins.
The dye or paint is cleatly 3 component part of the ead product, If the paint or dye then become
the focuz, even after the paint or dye has dried in the final finished product, the Plaintiff alsn
wins, However, if the analysis foeuses only on the solvent, the outcome is iuss clear. Once the
paint or dye is applied te the leather, it begina to dry, and the solvent evaporates leaving ornly
trace armounts of the solver? in the l=ather

The solvents in {his case have funciions and properties siprificantly different from meat
or st=el molds. guides, or equipment insulating muterial. The soivents de more than merely
convay the paint o the leasher (ke lithopgraphic plates or camnera negatives, Waen the hide
prozessing is completed the selvents are gone and the only trace of their existence is absorbed in
the final produst to ke sold, The sclvents are an essential part of the final produst in that withow
their being absorbed into the hide, the paint or dye would not fransfer and adhere. This analyais
is 2.50 influenced by tha following exchange betwsen the Court and the -zmo@ey for the State

Tzx Commissioner:

2 NEB, REv. RUL. 1-88-1 {not in avidence).
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*THE COURT: Would it matter to you if the solvent was added by the paint
manufacturer and included in the container that ‘was purchased by Lackawanna?

“MR. BARTEL: If they purchazed -- I don’t think that -- I think if you bought the paint
alrzady that was mixed together, | don’t think there wauld be any way to distinguish it in
that sense and 1 suppose the entire amount of the product would be exempt....”

See also Artackment A 1o the Claim for Qverpayment. T21. Based on this exchange and the
foregoing comparisons (except thoss not in avidence] there is no choice but to conclude the
solvents are exempt. Any other sonciusion would be arbitrary, capricious end incorsistent,

I am obliged to reach a decision in this case which is not arbitrary or capricious. Merwest
Corp. v. State, 253 Neb, 574, 571 N.W.2d 628 (1997); Wolgamott v. Abramson, supra.;
MecGuire v. Department of Motor Vekicles, 253 Neb. 92, 368 N.W.2d 471 (1997). 1 mus, of
covimee, “[accond] deference to an agency's interpratation of its own regulations, unless plainiy
srroneous or inconsistent. Seuthzast Rural Volunteer Firs Dept. v. Neb. Dept. of Revenuz, 231
Neb. 832, 560 N.W.24 436 (1997); {nner Harbowr Hospizals v. State, 251 Neb. 793, 539
N.W.2¢ 487 ((997)" Vinci v. Nebraske Dept, of Correctional Services, 253 Neb, 433, 434, 371
N.W.2d 53 (1997). Concluding that the scivents are differsnt from the color pigment or pre-
mixed dye or paint would be inconsistent and arbitrary.

The department had the authority to deny the cefund requested. The juestion is whether
stich denials ace aritrary or capricicus. A desision is arbitvary when it is made in disregard of
tise facts or circurnatances and without some basis which would lead a reasonable person to the
same conclusion. Ponderssa Ridge LLC v. Banner County, 250 Neb. 944, 554 N.W .24 151
(1948); Central Piatte NRD v. City of Fremont, 250 Neb, 252, 549 N.W.2d 112 (1986). A

capricious decision iz one guided by fancy rather than by judgment or settled purpose: such s

E.\FILES\CDASCBWWPFEAL$1S6328L ORD &



SER 13 733 @7IS24M MNE PTTY GEN LIT-LEC 482-471-3832 P

m

dacision is apt to change suddenly; it is freakish, whirnsical, humorsome. FPonderosa Rildg'e
LLC, supra; Ceniral Plartg NRD, supra; in ve Application of. t}amzen‘ 243 Neb. 81, 51 I'N.W.Zd
504 (1994)," Southeast Rural Volunieer Fire Dept, v. Nebraska Dept. of Revenue, supra @
B66.

The Plaintiff has astablished its entitlement to an exemption for those solvents which aze
mixed with color pigment to create paint or dye which is then applied to its final leather good
products. Ancther conclusion would be arbitrary, capricious and inconsistent. The Decision of
the State Tax Comumissioner should therefore be reversed and the refund requested should be
permitted.

IT 18 THEREFORE HEREBY ORDERED AND ADJUDGED thas the decision of
the Director of the Department Revenue dated Octoker 30, 1997 is reversed and the refund
requestsd is grantad.

Dated: September L6, 1998,

~1
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