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FINDINGS OF FACT CONCLUSIONS OF LAW and ORDER FOR JUDGMENT

KATHLEEN H. SANBERG, Judge.

*1 The issue in this sales tax case is whether Appellants' business practice of providing DVDs containing digital photo images constitutes a retail sale of tangible personal property taxable under Minnesota's sales tax statute. For the reasons stated below, we find the transactions are taxable.

The Court, having heard and considered the evidence adduced at the hearing, and upon all of the files, records and proceedings herein, now makes the following:

FINDINGS OF FACT

1. The parties have stipulated to the following: FN1

    FN1. Stipulation of Facts, dated December 1, 2008.

2. The Tax Court has jurisdiction over this Appeal pursuant to Minn.Stat. §§ 271.01, subd. 5, 271.06, and 270C.35, subd. 8.

3. On May 26, 2006, the Commissioner of Revenue issued a Notice of Change in Sales and Use Tax (“Notice”) assessing Donald Bakewell and Troy Bakewell (“Appellants”) $121,405.85, including $93,937.31 in additional sales and use tax, $14,957.89 in penalties and $12,510.65 in interest as of that date. Appellants appealed administratively and on April 11, 2007, the Commissioner of Revenue issued a Notice of Determination (“Order”) on Appeal, upholding the Notice, with the final amount owing totaling $128,035.65 for the taxable periods May 1, 2002, through March 31, 2005 (“Tax Period”). Appellants timely filed this Appeal with the Tax Court on August 7, 2007.

4. Appellants started their wedding photography business, Camelot Weddings (“Camelot”), in 1997. The business operated differently from traditional wedding photography businesses. Traditional wedding photographers retained customers' negatives and the copyrights to the photographs and packaged their services to include a set of finished prints as part of the cost of hiring the photographer. In contrast, Camelot charged only for photographer services, turned over the photo negatives to its customers, and released all copyrights to its customers. The customers could have the pictures printed wherever and by whomever they desired.

5. Appellants pioneered the “own your own negatives” approach in the state of Minnesota; no other photographer was selling their services in this way when Camelot began doing business.

6. At or around the time Appellants started Camelot, Troy Bakewell and the Bakewell accountant each contacted the Minnesota Department of Revenue. Based on Mr. Bakewell's and the accountant's descriptions and the Department of Revenue's understanding of the nature of Camelot's business model as a photographer-for-hire, Mr. Bakewell and the accountant were informed that Camelot need not collect sales tax. There are no records or written correspondence regarding these contacts in either Appellants' records or in the Department of Revenue's records.

7. Appellants did not charge or collect sales tax from their customers on the cost of the photography services provided prior to the Audit.

8. Prior to the Audit, Appellants charged, collected, and paid sales tax on subsequent sales of printed photographs if customers returned to Camelot to have their pictures printed by Appellants. This excludes the periods for the line items identified as “Pro Foto Sales” in Schedules A and B of the Notice, which are not disputed by Appellants.

*2 9. Prior to the Tax Period, as digital photography technology improved and became a better option than film, Camelot changed from primarily using film for shooting weddings and began using digital cameras and other digital technology. Camelot stopped providing a film negative to its customers and provided the digital file on a digital video disc (DVD) instead.

10. Part of the customer agreement with Camelot was that Camelot would provide a DVD containing all of the images to its customer. The images on the DVD could be viewed on a television connected to a DVD player or a computer with a DVD-drive, printed as a standard photograph, or sent electronically.

11. Camelot did not charge or collect sales tax on the costs of the photography services for its customers who were photographed using digital technology and who received a DVD containing their wedding photographs.

12. When Appellants changed Camelot's practice of using film (and turning over the negatives to customers) to using digital technology (and providing customers with a DVD containing the images), they did not contact the Department of Revenue regarding the possible tax consequences of this change in business practice.

13. The Department of Revenue began an audit of Camelot in 2005. The Audit assessment covered tax periods May 1, 2002 through March 31, 2005.

14. During the Audit, the Auditor was initially unsure if Camelot should be charged sales tax and consulted with other Department of Revenue employees and her supervisor regarding whether Appellants' wedding photography practices were taxable. Appellants were notified a couple of weeks later that they should charge sales tax.

15. After the Audit and after Appellants were notified that they should charge sales tax, they immediately began doing so.

16. If Appellants only transmitted images to customers electronically, such as by email or internet download, the Commissioner would not have assessed sales tax for those transactions.

17. In May 2002, the Commissioner issued Sales Tax Fact Sheet 169, entitled “Photography and Video Production.”

18. The Commissioner did not send the Sales Tax Fact Sheet 169 directly to Appellants when it was issued. When the Commissioner issues Sales Tax Fact Sheets or a Revenue Notice, the Commissioner does not send them to individual businesses without a request from a business.

19. Sales Tax Fact Sheet 169 does not have the force and effect of law.

20. The Commissioner assessed Appellants for additional sales and use tax, penalties, and interest based on Minn.Stat. ch. 297A and 289A, and Minn. Rules 8130.

21. The Commissioner admits that Appellants did not operate as a “traditional wedding photographer” both at the inception of their business in 1997 and during the Tax Period.

22. If the transactions are taxable, then Appellants do not contest the amounts stated in the Commissioner's Order.

CONCLUSIONS OF LAW

The Commissioner's Order dated April 11, 2007, determining that Appellants are liable for additional sales tax, penalties and interest for taxable periods May 1, 2002, through March 31, 2005, is hereby affirmed.

*3 IT IS SO ORDERED. LET JUDGMENT BE ENTERED ACCORDINGLY. A STAY OF FIFTEEN DAYS IS HEREBY ORDERED. THIS IS A FINAL ORDER.

Memorandum

Introduction

This is a sales and use tax appeal arising out of the wedding photography business, Camelot Weddings (“Camelot”), of Donald and Troy Bakewell (“Appellants”). The Commissioner of Revenue (“Commissioner”) assessed Appellants additional sales tax, penalties, and interest in the amount of $128,035.65, for the taxable period at issue, May 1, 2002 through March 31, 2005 (“Tax Period”).

Facts

Appellants operate a wedding photography business called Camelot Weddings, which they started in 1997. Camelot differed at that time from most other wedding photography businesses by selling labor services only, after which the customer was provided with all of the negatives as well as the copyrights to the negatives.

Around the time the company started, Troy Bakewell and the company's accountant each contacted the Minnesota Department of Revenue. Based on Mr. Bakewell's and the accountant's descriptions and the Department of Revenue's understanding of the nature of Camelot's business model as a photographer-for-hire, Mr. Bakewell and the accountant were informed orally that Camelot need not collect sales tax.

Appellants did not charge or collect sales tax from their customers on the cost of the photography services provided prior to the Audit described below. Appellants did charge, collect, and pay sales tax, however, on the sales of printed photographs if customers returned to Camelot to have their pictures printed by Appellants. This excludes the periods for the line items identified as “Pro Foto Sales” in Schedules A and B of the Notice, which are not disputed by Appellants.

Prior to the Tax Period, as digital photography technology improved and became a better option than film, Camelot changed from primarily using film for shooting weddings and began using digital cameras and other digital technology. On or about May 1, 2002, Camelot stopped providing a film negative to its customers and provided the digital file on a digital video disc (DVD) instead as stated in their customer agreements. The images on the DVD could be viewed on a television connected to a DVD player or a computer with a DVD-drive, printed as a standard photograph, or sent electronically.

When Appellants changed Camelot's practice of using film (and turning over the negatives to customers) to using digital technology (and providing customers with a DVD containing the images), they did not contact the Department of Revenue regarding the possible tax consequences of this change in business practice.

In May 2002, the Commissioner issued Sales Tax Fact Sheet 169, entitled “Photography and Video Production,” that discussed tax liability for photography services like Appellants. The Commissioner did not send the Sales Tax Fact Sheet 169 directly to Appellants when it was issued. When the Commissioner issues Sales Tax Fact Sheets or a Revenue Notice, the Commissioner does not send them to individual businesses without a request from a business. The parties agreed that Sales Tax Fact Sheet 169 does not have the force and effect of law.

*4 Camelot did not charge or collect sales tax from its customers who were photographed using digital technology and who received a DVD containing their wedding photographs. If Appellants only transmitted images to customers electronically, such as by email or internet download, the Commissioner agrees that sales tax would not be assessed for those transactions.

The Department of Revenue began an audit of Camelot in 2005. The Audit assessment covered tax periods May 1, 2002 through March 31, 2005. During the Audit, the Auditor was initially unsure if Camelot should be charged sales tax and consulted with other Department of Revenue employees and her supervisor regarding whether Appellants' wedding photography practices were taxable. After the Audit, Appellants were notified that they should charge sales tax and they immediately began doing so.

On May 26, 2006, the Commissioner issued a Notice of Change in Sales and Use Tax, assessing Appellants for $121,405.85, which included: $93,937 in additional sales and use tax, $14,957.89 in penalties, and $12,510.65 in interest as of the date of the Notice based on Minn.Stat. ch. 297A and 289A, and Minn. Rules 8130. The Commissioner referred to, but did not rely on, the Sales Tax Fact Sheet 169 in the assessment of sales tax against Appellants. The parties agree that if the transactions are taxable, then Appellants do not contest the amounts stated in the Commissioner's Order.

Analysis

The issue before us in this sales tax case is whether Appellants' business practice of providing DVDs containing digital photo images constitutes a retail sale of tangible personal property taxable under Minnesota's sales tax statute. For the reasons stated below, we find that the DVDs are sales of tangible personal property and subject to taxation. Because the parties agreed to an amount due if we found liability for tax, we do not address the issue of the amount of the tax. We turn to the statutes.

Relevant Statutes

Under Minn.Stat. § 297A.62, subd. 1, a sales tax is imposed on the gross receipts from retail sales made in Minnesota. “Gross receipts” are defined as the total amount received for all sales at retail as measured by the sales price.FN2 A retail sale is defined as any sale ... for any purpose other than resale ... FN3 We next move to the definition of “sale” which is “ any transfer of title or possession, or both, of tangible personal property, whether absolutely or conditionally, for a consideration in money .... “ (emphasis added).FN4 Finally, we look to find the definition of tangible personal property. Minnesota Statute Section 297A.61, subd. 10(a) (2004) defines “tangible personal property” as “personal property that can be seen, weighed, measured, felt, or touched, or that is any other manner perceptible to the senses.” FN5

    FN2. Minn.Stat. § 297A.61, subd. 8 (2002, 2004).

    FN3. Minn.Stat. § 297A.61, subd. 4(a) (2002, 2004).

    FN4. Minn.Stat. § 297A.61, subd. 3(b)(1) (2002, 2004).

    FN5. In 2002, tangible personal property was defined as “corporeal personal property of any kind ...”

Appellants' Arguments

Appellants argue that they are not subject to sales tax because, first, they relied on conversations with the Department of Revenue at the time the business began and the Department said that the photography services were not taxable because the film and copyrights transferred after the pictures were taken. Appellants argue that the change to digital did not change their business practices as the DVDs delivered to customers simply took the place of negatives. The photos can also be transferred electronically or over the internet. The change in practices, they assert, should not change the tax status. Appellants admit that if pictures were printed, then those prints were properly subject to tax.

*5 Second, Appellants argue that at the time that they moved to digital photography, it was unclear whether their services were taxable, as evidenced by the fact that the Department of Revenue's Auditor did not know whether the transactions were taxable until she checked with her supervisor.

Next, Appellants assert that the DVDs given to customers are merely incidental to Appellants' services and do not fall within the terms of the sales tax statute covering tangible personal property.

Appellants also argue that because they immediately began collecting tax after being told to do so, they should not be taxed for a period of time when they did not know about the tax. They argue that this would be a retroactive tax liability which violates Constitutional Due Process and public policy. Alternatively and finally, if the tax is applied retroactively, Appellants argue that they should not be responsible for the penalties and interest.

Commissioner's Arguments

The Commissioner argues that the transfer of the DVD containing wedding photographs is a sale of tangible personal property and, therefore, subject to sales tax. According to the Commissioner, the business practice of transferring DVDs as part of their contract for photographing weddings is a sale of the photographs contained on the DVD. The Commissioner asserts that the Appellants cannot cite any statute or case law that supports a conclusion that the transfer of the DVDs was anything other than the transfer of tangible personal property for consideration. The customers paid Appellants to photograph their weddings and to receive the images on a DVD. According to the Commissioner, because the DVDs contain the photographs in a readily useable form, they are subject to tax.

Thus, the central dispute is whether the use of tangible media for the transfer of information is taxable. We turn to the case law.

Case Law

Tangible Personal Property

Here, the parties do not dispute that a DVD containing photo images was transferred to the Appellants' customers. The issue is whether the DVD (as a physical manifestation of the images) is used, or if the DVD is merely incidental to the transfer of the images. There are several Minnesota Supreme Court and Minnesota Tax Court cases addressing the difference between tangible and intangible personal property where information is contained on a tangible medium.

In Fingerhut Products Company v. Commissioner of Revenue,FN6 the Minnesota Supreme Court found tax liability where typed mailing lists, Cheshire tapes, gummed labels, and heat transfers were transferred to a direct mail merchandiser. The Court distinguished between transactions where a tangible medium containing information “is merely incidental to the use of the information” and transactions where “the physical manifestation of the property is itself used, not merely the intangible information.” Where the physical manifestation of the property is used, it is subject to tax.FN7

    FN6. 258 N.W.2d 606 (Minn.1977).

    FN7. In Fingerhut, the taxpayer argued that it was exempt from use tax because it was using the intangible information contained on the typed lists, tapes and labels.

*6 With regard to the typed lists, the Minnesota Supreme Court agreed with the taxpayer that the tax did not apply, stating that the “use of the tangible medium of typed mailing lists is merely incidental to the use of the incorporeal information contained in those lists.” FN8 The Court held, however, that the use of tapes, labels and heat transfers, which were separated and attached to envelopes, was subject to tax because “the physical manifestation of the property is itself used-not merely the intangible information.” FN9

    FN8. Id., 258 N.W.2d at 610.

    FN9. Id.

In Zip Sort, Inc. v. Commissioner of Revenue,FN10 the Minnesota Supreme Court noted that the bar codes in question were not merely bearers of information, but were instead already in a usable form for the customer. The Court stated that “the consumer, therefore, is paying for more than the information contained in the bar code, it is paying for a particular ‘form’ of this information.” FN11

    FN10. 567 N.W.2d 34 (Minn.1997).

    FN11. Id., 567 N.W.2d at 40.

The Tax Court has recently decided a case that is very similar to the present case. In Dynamic Digital Design, Inc. v. Commissioner of Revenue,FN12 we took the Fingerhut and Zip Sort analysis one step further and held that CD-ROM's were tangible personal property. In Dynamic Digital, a computer based designer took customers' 2-dimensional drawings and converted them to 3-dimensional animations saved in digital data files. The taxpayer provided the finished product to its customers in digital data files on CD-ROM, diskettes, or videotape. We found that a customer was “paying for more than just the information on the CD-ROM, diskette, or video tape; it is paying for the particular portable and retrievable ‘form’ of the information.” FN13 We noted that a CD-ROM could be physically removed from one computer and put into another computer.

    FN12. Docket No. 7380 (Minn. Tax Ct. Jan. 14, 2004).

    FN13. Id. at 9.

In this case, DVDs contain the photographs in a readily useable form, like the bar codes in Zip Sort and the CDs in Dynamic Digital. The customer is not paying for just the photographs, it is also paying for the ease of portability and retrievability of the images provided by the DVD. We find, therefore, that the DVDs are tangible personal property.

Transfer by Other Means

Appellants also argue that because the images could have been transferred by other means, the fact that they were transferred by DVD should not cause the transaction to be taxed. We disagree. In Dynamic Digital we stated that just because there are other possible methods to transfer the information that would not be taxable does not mean that all methods of transfer are not taxable. FN14 Here, if the information was transferred via email, the Appellants would not be subject to sales tax. That is not, however, the situation here. Rather, Appellants have been providing the information to the customers via a tangible medium; it is the fact that it is being transferred on the DVD that makes it taxable.

    FN14. Id. at 8.

Knowledge of Tax

Appellants next argue that they did not know they were supposed to collect and pay sales tax. This was due in part because the Department of Revenue did not notify them or send the Sales Tax Fact Sheet to them. The Commissioner argues that Appellants 1) knew of the tax at the beginning of their business and failed to keep abreast of tax law, and 2) did not notify or call the Department of Revenue when they changed their business practices. We agree with the Commissioner.

*7 Appellants' argument that they did not know about sales tax is belied by the fact that Appellants had talked to the Department of Revenue when they started their business. Their argument that the Department should have notified them of a change in tax also fails because it is not the law that changed, it was Appellants' practices. There is no evidence that the Department knew of the change in business practices or that Appellants asked for information after the changes. Appellants cite no authority supporting their contention that they are excused from tax because they didn't know or because the Department of Revenue should have told them of the change in tax.

Next Appellants argue that they should not have to pay the tax for the period from May 1, 2002, to March 31, 2005, because 1) they were not notified until March 31, 2005, that their tax treatment changed on May 1, 2002, and 2) they began paying the tax when notified. Appellants argue that this would be a retroactive tax. We disagree. While the decision is applied retroactively, FN15 the tax itself is not retroactive. As stated above, there was no change in the law; the sales tax applied at the time of the transactions and it was the change in Appellants' business practices that changed their tax treatment. Their payment of the taxes after they were notified does not excuse nonpayment before notification. They are simply doing what they are legally obligated to do.

    FN15. See, Hoff v. Kempton, 317 N.W.2d 361, 363 (Minn.1982). The general rule is that dispositive decisions are to be given retroactive effect.

Penalties and Interest

Finally, Appellants ask that the Court not impose penalties and interest. Appellants maintain that they followed the advice of the Department of Revenue and should not be subject to penalties or interest.

The standard of review for considering requests for abatement of penalties is reasonable cause to believe that no tax was due.FN16 Here, Appellants presented no evidence that would support a finding of reasonable cause that no tax was due after they changed their business practices. In Dynamic Digital, in which we did abate penalties but not interest, the taxpayer contacted an attorney and an accountant who told the taxpayers that no tax would be due. Here, Appellants did nothing to see if the changes in their business practices would subject them to tax. They did not contact the Department of Revenue or review the Sales Tax Fact Sheet 169, which states that electronic delivery is exempt from tax, but stresses that physical transfer of discs is not exempt. Because Appellants did nothing to determine if their change in practices remained exempt, we will not abate the penalties.

    FN16. Fridlund Sec. Co. v. Commissioner of Revenue, 430 N.W.2d 154, 165 (Minn.1988); Dynamic Digital, at 10-11.

In order to abate interest, we look first at the benefit the taxpayer received by retaining the money that would have been collected, and second whether there was reasonable cause to believe that no tax was due.FN17 The benefit is either the interest earned on the retained money or the interest the taxpayer would have had to pay if it borrowed the money elsewhere.FN18 “Here, the question must be asked whether, on ... [the date of assessment], taxpayer had reasonable cause to believe that no tax, thus no interest, was due.” FN19 Because we find that Appellants did not have reasonable cause to believe that the tax was not due, as stated above, we do not address the benefit received by the Appellants. We decline to abate interest.

    FN17. Id.

    FN18. Fridlund, 430 N.W.2d at 167.

    FN19. Id.

Equitable Arguments to Excuse Nonpayment

*8 Finally, Appellants make several equitable arguments to support their Appeal. They argue that they have not collected the tax from customers and it would be unfair to make them pay. Second, they argue that it would be against public policy to collect a tax that they claim they did not know about. Next, they argue that since the state allows amnesty in certain situations, we should do so here. We disagree with these arguments. The Tax Court is not a court of equity; FN20 we must follow the law as enacted by the legislature. We, therefore, reject Appellants' equitable arguments.

    FN20. Gregory and Janice Boynton v. Commissioner of Revenue, Dkt. No. 6562 (Minn. Tax Ct. Apr. 13, 1995); Dahlquist v. Commissioner of Revenue, Dkt. No. 6022 (Minn. Tax Ct. May 22, 1992); Henry P. and Helen M. Klug v. County of Hennepin, File No. TC-10067 (Minn. Tax Ct. Mar. 7, 1991).

Conclusion

The DVDs are properly categorized as tangible personal property. The change in the business model, from turning over negatives to providing DVDs, changed the nature of the transaction from one of providing a service to one of a sale of tangible personal property, thus altering the sales tax treatment of the transactions. We find that Appellants are liable for sales tax, penalties and interest. The Commissioner's Order is affirmed.
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