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Contractors engaged in real property construction ac-
tivities are subject to a complicated maze of rules and
regulations relating to their sales and use tax obligations.
While the sales and use tax treatment afforded their
purchases and sales may be confusing at times, the treat-
ment is generally uniform among the states. However, as
discussed below, uniform tax treatment is not present in
cases where a contractor purchases materials and then
manufactures or assembles them into another article for
use in its real property construction activities.

Background

Contractors often fulfill several different roles during
the course of a construction project. With each differ-
ent role, the contractor must be aware of the different
sales and use tax rules that apply. For example, when
a contractor performs real property improvements, it
is deemed a consumer of the tangible personal prop-
erty incorporated into the real estate and, thus, must
pay tax on its purchases of the construction materials.
Or, when a contractor sells tangible personal property
(e.g., a refrigerator), it is deemed a retailer of such per-
sonal property and may claim a resale exemption on
its purchase of the property. A third example is when
a contractor performs repair services, in which event
the contractor’s sales and use tax treatment generally
follows the treatment of the item being repaired: if the
item is real property, the contractor is deemed to be
the consumer of the materials, whereas if the item is
personal property, the contractor is deemed the reseller
of the materials used in the repair activities. Finally, a
contractor might also manufacture some of the materi-
als that it incorporates into its real property construction
activities. Using a series of cases, all involving Morton
Buildings, Inc. (“Morton”), this article identifies the
unique issues that arise in the contractor-manufacturer
context, the states’ disparate tax treatment afforded
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these transactions, and the arguments that have been
advanced to support the disparate treatment.

Facts and Issue

Morton is a construction contractor engaged in the busi-
ness of producing, selling and erecting prefabricated
warehouses and other buildings (collectively “Build-
ings”) for use in farming and industry. Morton often
purchases and stores lumber, steel and other materials
(collectively “Materials”)
outside of the state in which
it erects the Buildings. The
Materials purchased by
Morton are not for use in
any particular customer
order; rather, Morton ob-
tains the amount and types
of Materials it needs after
reviewing sales projections
and supply storage histo-
ries. Morton then assembles
the Materials into trusses,
columns, purlins and metal
panels (collectively “Build-
ing Components”), again
often in states other than
in which it constructs the
Buildings. The Building Components are incorporated
into Buildings constructed in the state that then seeks
to impose use tax on the Materials.

At issue in all of the Morton cases is whether the Ma-
terials purchased by Morton, and used to make Building
Components that are eventually assembled into Buildings
in the taxing state, are subject to that state’s use tax.

Morton Owes Use Tax
on the Materials

N.C. Gen. Stat. §105-164.6(b) imposes use tax on the
purchase price of tangible personal property “purchased
inside or outside the state that becomes a part of a build-
ing or other structure in the state.” In Morton Buildings,
Inc. v. Tolson, North Carolina Court of Appeals (2005).",
Morton did not dispute that it purchased the Materials,
nor that the Materials were tangible personal property.
Instead, Morton argued that the Materials (i) did not
become a “part of a building or other structure in the
state” and (ii) were consumed and transformed into
Building Components outside of the state (i.e., it was
the Building Components—not the Materials—that

A third example is when a
contractor performs repair services,
in which event the contractor’s
sales and use tax treatment
generally follows the treatment of
the item being repaired: if the item
is real property, the contractor
is deemed to be the consumer of
the materials, whereas if the item is
personal property, the contractor is
deemed the reseller of the materials
used in the repair activities.

became a “part of a building or other structure in the
state”). Because it did not purchase the Building Com-
ponents, and because the Materials purchased were not
incorporated into the Buildings in their “unaltered state,”
Morton reasoned that the Materials were not subject to
North Carolina’s use tax. The court rejected Morton’s
argument that the Materials “ceased to exist” when
they were incorporated into the Building Components.
Concluding that the Materials as incorporated into
the Building Components remained tangible personal
property that became a
“part of a building or other
structure” in North Caro-
lina, the court found that
the Materials were subject
to use tax under subsec-
tion (b) of N.C. GeN. StaT.
§105-164.6. The court also
ruled, in the alternative,
that the Materials were
subject to use tax under
subsection (a) of that same
statute, which imposes use
tax on “the storage, use or
other consumption in [the]
state of tangible personal
property inside or outside
the state for storage, use,
or consumption in the state.” According to the court,
“[bly incorporating the lumber and other materials ...
into buildings [Morton] constructed in North Carolina,
[Morton] exercised a right, power, and dominion over,
and therefore used the lumber and other materials” in
the state. The court also rejected Morton’s argument
that the Building Components were “a manufactured
product distinct from” the Materials on the notion that
while Morton’s “rudimentary process may change the
form of the [Materials] ... it [was] difficult to discern”
how the Building Components were a different article
with a “distinctive ... character or use,” as was required
for a finding of manufacturing.

Ky. Rev. Stat. §139.310 imposes use tax “on the
storage, use, or other consumption in [the] state of
tangible personal property ... for storage, use or other
consumption in [the] state.” Accordingly, for use tax
to apply, (i) the matter to be taxed must be deemed
tangible personal property, (ii) the property must have
been purchased, (iii) the property must have been
intended for storage, use or other consumption in the
state, and (iv) the property must actually have been
stored, used or consumed in Kentucky. In Morton
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Buildings, Inc. v. Revenue Commissioner,> Morton
argued that the third requirement was not satisfied
because the Materials were not purchased for applica-
tion to a particular customer order in Kentucky but,
instead, were purchased for use only in its out-of-state
manufacturing factories. The court was not convinced,
holding that “specific intent is not required to establish
whether an item is intended for use in a particular state
as intent can be inferred from the taxpayer’s activi-
ties within the taxing jurisdiction.” Here, the record
contained evidence that
Morton maintained sales
offices in Kentucky and
that it had performed over
700 jobs in the state during
the years at issue. Morton
alternatively argued that
the fourth requirement
was not satisfied based on
the notion that the pro-
cessing of the Materials
in locations outside the
state precluded their latter
“use” in the construction
of the Buildings because
the Materials were being
consumed beforehand.
The court again rejected Morton’s arguments, finding
that “there [was] no question that the raw materials,
despite their alteration at the out-of-state facilities,
constitute[d] tangible personal property actually used
in Kentucky as components for Morton’s prefabricated
buildings,” meaning that Morton exercised taxable
control over the Materials. The court also pointed out
that the “plain language” of the taxing statute imposed
use tax on the Materials “regardless of whether or not
[the Materials] were first manufactured.”

32 V1. Stat. ANN. §9773(1) imposes use tax on
“any tangible personal property purchased at retail”
unless that property has previously been subject
to use tax. Accordingly, for the Materials to be
subject to use tax, the Department was required to
demonstrate that (i) Morton purchased the tangible
personal property at retail and (ii) that Morton used
the “same tangible personal property in Vermont”
in the Vermont Supreme Court decision in Morton
Buildings, Inc. v. Dep't of Taxes.* Morton argued
that the first condition was not satisfied because
the Building Components were manufactured by
Morton and, thus, not purchased at retail. The De-
partment countered by pointing out that Morton
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Because it did not purchase the
Building Components, and because
the Materials purchased were not
incorporated into the Buildings
in their “unaltered state,” Morton
reasoned that the Materials were not
subject to North Carolina’s use tax.
The court rejected Morton’s argument
that the Materials “ceased to exist”
when they were incorporated into the
Building Components.
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sold Buildings, not Building Components, and
that the Building Components were themselves
raw materials. According to the Department, the
partial assembly of the Materials did not transform
the Materials into something else. In finding for
the Department, the Court identified three reasons
for imposing use tax on the Materials. First, the
Court noted that the statutory language “taken as
a whole” supported a finding of use tax since the
statutes did “not specifically state that raw ma-
terials that [were] used
in manufacturing lose
their separate identity as
personal property pur-
chased at retail subject
to use tax.”* Second, the
Court rejected Morton’s
claim that the Materi-
als were manufactured,
holding that “[e]ven if
the purlins, trusses and
columns have a ‘form,
composition or charac-
ter’ different from the
wood and metal com-
ponents from which they
[were] made, it [was]
difficult to discern how they [were] a ‘different
product’ with a “distinctive ... character and use.””
Finally, the Court noted it would be “inherently
unfair” to similarly situated in-state taxpayers not
to impose a use tax on the Materials.

MINN. STAT.§297A.14 imposes use tax “for the
privilege of using, storing or consuming in Min-
nesota tangible personal property ... purchased
for use, storage or consumption” in the state.
Again, in Morton Buildings, Inc. v. Commissioner
of Revenue,®> Morton was subject to use tax only
if (i) the item of tangible personal property was
used, stored or consumed in Minnesota, (ii) the
item of tangible personal property was purchased,
and (iii) the purchase of the tangible personal
property was for use, storage or consumption in
Minnesota. The Minnesota Tax Court found in fa-
vor of Morton, holding that the tangible personal
property used in Minnesota (i.e., the Building
Components) was not the same tangible personal
property purchased by Morton and that the Build-
ing Components themselves were not purchased
but, instead, manufactured. The Supreme Court
reversed the Tax Court, noting that Minnesota
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courts had never “required that raw material
be unaltered when used in Minnesota in order
to trigger liability for the use tax,” the Supreme
Court reversed the Tax Court and found that Mor-
ton’s manufacturing process did not transform
the Materials into something else. And, while
acknowledging that Morton made its “strongest ar-
gument” in connection with the third requirement
(i.e., that the Materials were not “purchaseld] ...
for use, storage or consumption in Minnesota,” the
Court found that the presence of Morton’s sales
offices in the state were sufficient to demonstrate
intent and that it was not necessary to determine
“precisely which two-by-four or bracket would
be used in Minnesota.”

Morton Does Not Owe
Use Tax on the Materials

As demonstrated above, in cases in which Morton
was found to owe use tax on its Materials, tribunals
have identified several different, and alternative,
reasons for doing so. By contrast, in cases in which
Morton has been found not to owe use tax, tribu-
nals have been rather consistent in their approach.
For example, in Morton Buildings, Inc. v. Com-
missioner of Revenue,® the Tax Court relied on the
“fundamental rule of statutory construction” that
tax imposition statutes are to be construed in favor
of the taxpayer and against the taxing authority,
and that the statutory language should not be ex-
tended to reach transactions that do not fall clearly
within the language. The court then went on to
conclude that (i) the Materials had not been used,
stored, or consumed by Morton in Minnesota, (ii)
the tangible personal property brought into the
state—the Building Components—were not “pur-
chased” by Morton, and (iii) the Materials were
not purchased for use in the storage or consump-
tion in the state. In finding that Morton engaged
in the manufacture of the Building Components,
the court also rejected the Commissioner’s argu-
ment that use tax should be imposed to account for
Morton’s “integrated system incorporating its stor-

age facilities and factories outside of Minnesota
and extending through its transportation system
to the building site.” See also, Morton Buildings,
Inc. v. Chu,” (“when [Morton] manufactured the
raw materials into building component it changed
their identity”); Morton Buildings, Inc. v. Director
of Revenue,® (“Although the lumber, steel sheet-
ing, nails and other raw material that go into the
building components ... may be suitable for com-
mon use before that are made part of the building
components, these raw materials nevertheless
loss their individual identities and become part
of a manufactured product”); Morton Buildings,
Inc. v. Wisconsin Dep't of Revenue,® (the Build-
ing Components were never purchased from any
retailer and the Materials were transformed into
completely different and distinct articles outside
of Wisconsin thereby losing their identity); and
Morton Buildings, Inc. v. Bannon," (Morton'’s
“conversion of raw materials into identifiably dif-
ferent building components precludes the levy of
the use tax on [the] raw materials”).

In each of these cases, the tribunals found
that Morton’s subsequent manufacture of the
Materials into the Building Components was a
“use” that preceded the transfer of the Building
Components to the state in which the Buildings
were being erected.

Conclusion

A contractor engaged in real property construction
activities must address many difficult questions
when attempting to identify its sales and use tax
obligations. These questions are further compli-
cated when that contractor assumes different
roles during the course of a construction project,
such as the role of retailer or repairman. As the
Morton cases illustrate, where the contractor also
manufactures or assembles the Materials used in
its real property construction activities, it is even
more difficult to discern—from state to state—the
appropriate tax treatment regarding the contrac-
tor’s purchases of raw materials.
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