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DECISION 


Custom Hardware Engineering & Consulting, Inc. (“CHE”) is not liable for use tax on its purchases of parts and items used in its contracts with the federal government.  CHE is liable for use tax plus interest and additions to tax on its purchases of parts and items for use in fulfilling maintenance contracts for private and other governmental customers in and outside of the state of Missouri.  
Procedure


CHE filed a complaint on January 23, 2008, challenging the Director of Revenue’s (“the Director”) assessments of sales/use tax and interest on parts and items purchased for use in fulfilling its computer hardware maintenance contracts.

This Commission convened a hearing on the complaint on October 1, 2009.  Matthew S. McBride, of Lashly & Baer, P.C., represented CHE.  Senior Counsel Ron Clements represented the Director.  CHE filed the last written argument on June 7, 2010.  

Commissioner Karen A. Winn, having read the full record including all the evidence, renders the decision.

Findings of Fact

1. CHE is a company headquartered in Fenton, Missouri, that performs computer hardware maintenance and repair on “enterprise class” machines.  Enterprise class machines are large, sophisticated machines, like an IBM mainframe computer.   CHE does not sell enterprise class machines.
2. CHE does business in approximately 32 states.  It has numerous customers, both private corporations and governmental entities, federal and non-federal, within and without the state of Missouri.  Its customers own different models of enterprise class machines, made by different manufacturers.

3. CHE enters into firm fixed price contracts with its customers for the service of preventive and remedial maintenance for their enterprise class machines.  Under the contracts, CHE is required to provide all services and all tangible personal property required to perform the maintenance.  The tangible personal property installed by CHE (hereinafter, the “parts”) ranges from small, inexpensive items like a mouse, to large, expensive components like a central processing unit for a mainframe computer.

4. CHE prices its bids by reviewing the customer’s equipment listing, and analyzing the “average meantime between failure” for necessary parts as established by the manufacturer and its own internal databases.  This allows CHE to predict the level of parts supply required to 
support the enterprise class machines.  CHE also factors in the price of labor, overhead, general and administrative expenses, and profit to determine its contract pricing.

5. CHE purchases parts and other items from in-state and out-of-state vendors to fill its customers’ anticipated needs.  Some of CHE’s purchases were “drop shipped” from locations outside the state of Missouri to other locations outside the state of Missouri.  Some were shipped to CHE’s location in Fenton, Missouri, tested and certified, then shipped to (a) private customers outside Missouri; (b) federal government customers in and outside Missouri; (c) other governmental customers outside Missouri; and (d) state government customers in the state of Missouri.

6. Regardless of where they are shipped, CHE retains title to the parts until they are actually utilized in the customer’s enterprise class machine, unless otherwise provided by contract.
7. CHE did not file use tax returns during the audit period and did not pay use tax on any of its purchases from out of state.  
8. The Director audited CHE in 2006 and 2007 for the period from April 2001 through March 2006 (“the audit period”).  By agreement, the Director and CHE agreed to use calendar year 2005 as a sample period.

9. The Director reviewed 100% of CHE’s fixed asset purchases during the audit period and assessed tax on them.  She reviewed expensed purchases only for the 2005 calendar year, the sample period.  After arriving at the 2005 total, she divided the amount by 12 to derive a monthly average purchase of expensed items, then extrapolated that over the entire audit period.  

10. The Director determined that CHE owed sales and use tax on certain purchases.  CHE conceded the sales tax and paid $3,473.78 to satisfy the assessment.

11. With regard to purchases subject to use tax, the Director determined that the total amount of fixed assets was $34,117.17.  The extrapolated amount of expensed purchases was $433,706.20.  The total was $467,823.37.  The Director assessed use tax on that amount at 4.225%, the use tax rate for Fenton, Missouri – the headquarters of CHE.  The amount of tax was $19,765.49, with interest at $3,811.87 and additions of 5%, at $942.48, for a total of $24,519.84. CHE paid this amount under protest.
Drop Shipped Parts

12. CHE purchased some parts from locations outside the state of Missouri and had them shipped directly to other locations outside the state of Missouri.  These were referred to as the “drop shipped” items, and they include the following exhibits: 

Exhibit
Invoice Amount

37
$400.00


151
479.00


74
288.90


103
741.19


104
218.87


105
214.45



750.66


106
2,036.00

Exhibits 37 and 151 were for expensed items, totaling $879.  Projected over the audit period, on these invoices CHE paid $229.60 under protest, consisting of $185.08 in tax, $35.69 in interest, and $8.83 in additions.  Exhibits 74, 103, 104, 105 and 106 were all fixed assets, taxed at 100% of the invoice amount.  CHE paid $220 under protest for these items, consisting of $177.81 in tax, $34.29 in interest, and $8.83 in additions to tax.  

Private Customers Outside the State of Missouri

13. CHE received some parts at its location in Missouri, then shipped them to private customers outside the state of Missouri.  The parts remained in the state for five to seven days, during which time they were tested and certified for use by CHE technicians.  The customers, exhibit numbers, and invoice amounts are listed as follows:


Private Company
Ex. Number
Invoice Amount

Acquisition Alternatives
31
22,500.00


Acquisition Alternatives
38
64.62

Acquisition Alternatives
43
2,475.00


Acquisition Alternatives
45
360.50


Acquisition Alternatives
57
 9,750.00


Acquisition Alternatives
58
750.00


Acquisition Alternatives
62
6,250.00


Acquisition Alternatives
69
2,700.00


Acquisition Alternatives
75
682.00


Acquisition Alternatives
79
62,250.00


Acquisition Alternatives
84
625.50


Acquisition Alternatives
88
950.00


Acquisition Alternatives
92
12,000.00


Acquisition Alternatives
107
62.41


Acquisition Alternatives
113
525.00


Acquisition Alternatives
121
10,000.00


Acquisition Alternatives
122
20,000.00


Acquisition Alternatives
130
6,725.00


Acquisition Alternatives
137
302.00

Acquisition Alternatives
140
250.00


Acquisition Alternatives
141
1,850.00


Acquisition Alternatives
144
4,500.00


Acquisition Alternatives
147
1,200.00


Acquisition Alternatives
149
61.91


Acquisition Alternatives
153
4,500.00


Acquisition Alternatives
157
450.00


Direct Data
78
134.00

Direct Data
117
178.50


Direct Data
139
937.50


Direct Data
160
1,980.00


Direct Data
161
20.00


IBM
41
3,000.00


IBM
42
500.00


IBM
44
22,500.00


IBM
63
6,965.00


IBM
64
2,500.00


IBM
109
12,850.00


IBM
118
434.49

IBM
131
1,000.00

IBM
143
2,000.00


Test Equity
68
109.00


         TOTAL

  226,892.43

Federal Government Customers In and Out of Missouri

14. CHE has contracts with two large federal government customers, the Defense Information Systems Agency (“DISA”), and the Army’s Personnel Enlisted Records Management Systems (“AR-PERSCOM”).  

15. CHE’s contract with DISA provides that the scope of work is:

on-site predictive, remedial and preventive hardware maintenance and integrated operating systems software (as required), service at the DISA Computing Services Directorate (CSD) processing centers, or its successor, as well as satellite installations/ information processing centers, at various locations.  The specification additionally covers software and technical support when they are offered as an integral and essential part of providing hardware maintenance.[
]
The contract also provides:

The contractor is responsible for furnishing all labor, supplies, materials, supervision, test equipment, parts, documentation, diagnostic software  . . . and transportation thereof, required to perform in accordance with contract specifications.[
]
With regard to replacement parts, the contract provides that they:

[m]ust be OEM certified new, or reconditioned and certified by the contractor like new, and be form, fit, and function compatible with existing ECP release levels for equipment operation.  Installation of used components which have not been tested or reconditioned and certified as like new is unacceptable, except when such parts are no longer available from any source, including the OEM.
Parts required to accomplish repair shall become the property of the Government.[
]
The contract’s pricing structure is described as follows:

Except as provided elsewhere in this contract, the contractor’s monthly charges include all costs, including but not limited to, labor, materials, supplies, transportation, replacement parts, diagnostic routines, modems, other test equipment, and supervision, for remedial and preventive maintenance.[
]
16. CHE’s contract with ARS-PERSCOM states its objective as:
hardware maintenance services on a monthly basis at five geographically separate sites. . . .  PERMS requires a combination of guaranteed response times with high-quality service by a trained technician familiar with PERMS site operations and equipment.  These technicians are expected to diagnose the hardware problem, correct it, and return the equipment to operational status.  The Contractor is expected to install equipment upon acquisition, to transfer equipment between PERMS sites, and to remove and dispose of obsolete equipment.  All necessary parts and materials are to be provided by the Contractor.[
]
The contract also provides:
The Contractor will retain sufficient spare parts to ensure system restoration within the specified time.[
]
17. Both DISA and ARS-PERSCOM (“the federal customers”) have locations in and outside the state of Missouri.  CHE received items and parts for these contracts at its location in Missouri.  All of the parts remained in the state for five to seven days, during which time they were tested and certified for use by CHE technicians.  After that, 75 % of the parts were shipped to a federal government customer outside of Missouri, and 25% were shipped to a federal customer within Missouri. The federal customers, exhibit numbers, and invoice amounts are listed as follows:



Agency
Ex. Number
Invoice Amount

DISA
29
14,400.00


DISA
30
31,750.00


DISA
114
3,125.00


DISA
126
280.00


DISA
148
325.00


DISA
154
60.00


DISA
162
300.00


AR-PERMS
39
95.50


AR-PERMS
40
95.50


AR-PERMS
73
330.00


AR-PERMS
82
3,600.00


AR-PERMS
83
306.00


AR-PERMS
98
218.00


AR-PERMS
116
320.00


AR-PERMS
124
2,642.42


AR-PERMS
125
150.00


AR-PERMS
136
32.94


AR-PERMS
145
25.00


AR-PERMS
150
608.00


AR-PERMS
158
400.00


         TOTAL

59,063.36

Other Governmental Customers Outside the State of Missouri
18. One of CHE’s customers was the city of Tampa, Florida.  One item at issue in this case, Exhibit 34, was received by CHE in Missouri for testing and certification, then shipped to Tampa after five to seven days.  The invoice for this item was $2,100.00.
State Governmental Customers within the State of Missouri

19. CHE had contracts with the University of Missouri, Central Missouri State University, and Southwest Missouri State University.  
20. CHE’s contract with the University of Missouri states that “the Contractor will provide maintenance of IBM and OEM [original equipment manufacturer] computer equipment contained in this Request for Bid.”
  Further,

Successful contractor must provide all labor, parts, and materials necessary for Preventive Maintenance, Engineering Improvements and Repair.  All parts installed will become the property of the University.[
]
With regard to taxes:

The contractor shall assume and pay all taxes and contributions including, but not limited to, State, Federal and Municipal which are payable by virtue of the furnishing and delivery of item(s) specified herein.   Materials and services furnished the University are not subject to either Federal Excise Taxes or Missouri Sales Tax.[
]
21. The purchase order that CHE received from SMSU states that the contract is for “on-site computer equipment maintenance services for the University’s iSeries systems, servers and various peripherals as listed below,” and that payment shall be a “monthly maintenance price.”
  It further directs:

Do not bill sales and/or use tax.  Southwest Missouri State University, as a public supported educational institution, pursuant to sections 144.040 and 144.615 RSMo, is exempt from all such sales and use taxes.[
]
22. CHE’s contract with CMSU states:
Except as expressly provided for to the contrary herein, CHE shall provide Customer with all preventive and remedial maintenance on an annual basis, including labor and parts, necessary to keep the subject computer hardware equipment in good operating condition.[
]
The pricing structure for the contract is a fixed annual maintenance charge.

Unless provided for to the contrary herein, such maintenance charge shall represent the total compensation paid to CHE by Customer for all labor and parts necessary to furnish the maintenance services that are the subject of this agreement.[
]
The contract also states:

Customer shall pay all applicable federal, state and local taxes based on, or measured by, this Agreement Maintenance services and/or supplies furnished hereunder, excluding taxes based on CHE’s net income.[
]
23. The vendors, exhibit numbers, and invoice amounts for the state government customers are listed as follows:


Vendor
Ex. Number
Invoice Amount


Abacua Solutions
28
600.00


Bradshaw
32
375.00


Celtic Computer Systems
33
400.00


Data Sales
35
1,200.00


Data Sales
36
500.00


Data Sales
46
2,350.00


Data Sales
47
1,150.00


Data Sales
48
1,125.00


Data Sales
49
750.00


Data Sales
50
1,450.00


Data Sales
51
125.00


Data Sales
52
875.00


Dell
53
837.60


Data Sales
59
240.00


IBM
60
62.67


IBM
61
420.00


Salem Group
65
225.00


Salem Group
66
400.00


Salem Group
67
150.00


Data Sales
70
450.00


Data Sales
71
150.00


Data Sales
72
60.00


Salem Group
76
450.00


Salem Group
77
300.00


Celtic Computer Systems
80
170.00


Data Sales
81
100.00


IBM
85
111.50


IBM
86
135.00

Salem Group
87
750.00


Salem Group
89
200.00


Salem Group
90
100.00


Salem Group
91
250.00


Celtic Computer Systems
93
475.00


Celtic Computer Systems
94
225.00


Data Sales
95
140.00


Data Sales
96
100.00


Data Sales
97
700.00


IBM
99
1,083.00


Midrange Repair
100
2,800.00

Reprographic Tech
101
275.00


Salem Group
102
2,700.00


Salem Group
111
150.00


Data Sales
115
500.00


Salem Group
119
500.00


Salem Group
120
500.00


Data Sales
123
375.00


Salem Group
127
250.00


Salem Group
128
350.00


Bradshaw
132
975.00


Bradshaw
133
975.00


Data Sales
134
375.00


Data Sales
135
650.00


IBM
138
194.00


Salem Group
142
350.00


Data Sales
146
1,960.00


Reprographic Tech
155
118.00


Reprographic Tech
156
190.00


IBM
159
1,572.00


           TOTAL

34,943.77


Source One (fixed asset)
112
129.00

24. CHE had paid tax on the parts in Exhibit 54 prior to the audit.  The tax paid was $33.78.  Projected over the audit period, the amount paid under protest attributable to this invoice was $122.75, of which $98.95 was tax, $19.08 was interest, and $4.72 was additions.

25. CHE concedes that tax should be assessed against the item in Exhibit 110.  The amount of the invoice is $58.50.
Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.
  CHE has the burden to prove that it is not liable for the amounts that the Director assessed.
  Our duty in a tax case is not merely to review the Director’s decision, but to find the facts and to determine, by the application of existing law to those facts, the taxpayer's lawful tax liability for the period or transaction at issue.
  

CHE argues that it purchased the parts for resale and that even if not, the parts were not used, but only stored temporarily, in Missouri.  The Director argues that CHE was providing a service to its customers, not selling them parts, and is thus not a reseller.  The Director argues that even if CHE were reselling the parts, the resale exclusion does not apply because the resale is not a “sale at retail.”
Sale and Resale


Section 144.610 imposes a use tax, at the rate of four percent, for the privilege of storing, using, or consuming in Missouri personal property purchased from out of state.
  Section 144.605(13) defines “use” as:  

the exercise of any right or power over tangible personal property incident to the ownership or control of that property, except that it does not include the temporary storage of property in this state for subsequent use outside the state, or the sale of the property in the regular course of business[.]

Section 144.605(10) defines “storage” as:  

any keeping or retention in this state of tangible personal property purchased from a vendor, except property for sale or property that is temporarily kept or retained in this state for subsequent use outside the state[.]

The use tax statutes thus exclude resales from tax by definition.  The use tax statutes also contain a specific exemption for resales.
  The Missouri Supreme Court has held that a resale has three elements:  (1) the transfer, barter or exchange (2) of the title to or ownership of tangible personal property, or the right to use, store, or consume the same, (3) for a consideration paid or to be paid.
  Because the sales tax and use tax complement one another, the resale exclusion/ exemption should be construed in the same manner for purposes of both the sales tax and the use tax.
  

The Director contends that CHE is not reselling the parts it uses in maintaining its customers’ enterprise machines.  However, the sole purpose of CHE’s purchases of the parts was for use in those machines, and title to the parts passed to the customers when the parts were installed in their machines. The customers paid consideration for the parts, even if they were not separately itemized, pursuant to their contracts with CHE.  

The Director further argues that CHE’s use or consumption of the parts in rendering its services defeats the resale claim, and cites Inland Printing Company v. Director of Revenue
 in support of her position that CHE is providing a service rather than selling parts.  Inland Printing Company sold service contracts to its customers under which it was obligated to perform routine maintenance, including parts replacement, in return for a specified periodic payment.  Inland did not separately charge for parts and did not charge extra if the value of the parts and labor expended in fulfilling the contract exceeded the contract price.  Title to the replacement parts passed to Inland’s customers upon installation in the customers’ machines.  This Commission found that under the circumstances described, the parts used to provide maintenance services were consumed by Inland, not sold at retail to Inland.  Thus, Inland was the ultimate purchaser and liable for sales and use tax.

But later cases of the Missouri Supreme Court, such as House of Lloyd v. Director of Revenue
 and Aladdin’s Castle, Inc. v. Director of Revenue
 have addressed this issue.  In Aladdin’s Castle, the court stated:
[W]here a business does not charge separately for goods transferred to customers but, rather, factors the cost of the goods into the price of all items sold to the customers, such goods are exempt from the use tax.[
]  

It is true that in those cases, the taxpayer was selling tangible personal property and factoring in the cost of other tangible personal property.  In this case, CHE is selling a service and factoring in the cost of tangible personal property.  But the same was true in ICC Management, Inc. v. Director of Revenue,
 in which the Director made the same argument.  In ICC Management, this Commission decided that the food, clothing, and other consumable items provided by the taxpayer pursuant to a service contract with local governments were “resold” to those governments, despite the fact that the contractual pricing structure was a flat per-inmate fee that did not separately account for those consumables.  The Director argued that because ICC used the consumables to fulfill its contract, it did not resell them.  We rejected that argument, noting that under a number of subsequent cases, the fact that ICC obtained a benefit from the use of the consumables in performing its services did not defeat its resale claim.  On appeal, the Missouri Supreme Court affirmed our decision.
  Although the court did not address that issue 
directly in its opinion, it impliedly did so when it found that ICC was liable for “tax on its purchase of consumables where, as here, its resale of the consumables is not taxable.”

Similarly, the fact that CHE obtained a benefit from the use of the parts in performing its services does not defeat its resale claim.  CHE purchased the parts from its vendors and then transferred title or ownership, or the right to use, store or consume the property, for consideration.  The fact that CHE’s contracts were “service” contracts does not defeat the resale claim.  The definition of “sale at retail” requires the “transfer . . . of the ownership of, or title to, tangible personal property to the purchaser, for use or consumption . . . for a valuable consideration.” 
   Each element of a sale is met in this case.  
Taxable Resale
 
Even though CHE may purchase the parts for resale, the Missouri Supreme Court has held that the resale must be a taxable transaction in order for the resale exclusion/exemption to apply.  ICC Management is controlling.  CHE may “sell” the parts it installs into its customers’ enterprise machines to those customers, but those customers do not pay tax on the parts.  Some of the customers are tax exempt.  Others are private, for-profit corporations that are not located in Missouri.  As the court noted in ICC Management, quoting Westwood Country Club v. Director of Revenue, 6 S.W.3d 885, 888 (Mo. banc 1999):
“[T]he purpose of Missouri’s sales tax system is to tax property once and not at various stages in the stream of commerce.” . . . Westwood wanted to invoke the principle of avoiding double taxation “to avoid being taxed even once.”[
]

CHE relies on McDonnell Douglas Corp. v. Director of Revenue.
  In that case, McDonnell Douglas entered into contracts with the federal government and claimed that it resold 
items to the federal government.  The Director argued that title did not pass to the federal government, that McDonnell Douglas could not have resold the supplies and materials because it used and consumed them in the course of its performance of its contractual obligations, and that there was no consideration for the transfer.  The Director argued in the alternative that the transfer of title to the federal government was incomplete and temporary.  The court rejected all of these arguments and held that McDonnell Douglas purchased the supplies and materials for resale because it transferred title to the federal government for consideration. 


CHE cites McDonnell Douglas for the proposition that the resale need not be a taxable sale.  That factor was not addressed in McDonnell Douglas.  Further, the court’s decision in McDonnell Douglas pre-dated its decision in ICC Management, in which the court stated that the resale transaction must be a taxable sale at retail in order for the resale exclusion to apply.  Most importantly, the court’s decision in McDonnell Douglas turned on specific provisions of the Federal Acquisition Regulations that do not apply to all the purchases at issue in this case.

CHE argues that ICC Management is no longer good law because of Senate Bill 928, effective May 12, 2010, which added a new §144.018, stating in pertinent part:

The purchase of tangible personal property by a taxpayer shall not be deemed to be for resale if such property is used or consumed by the taxpayer in providing a service on which tax is not imposed by subsection 1 of section 144.020, except purchases made in fulfillment of any obligation under a defense contract with the United States government.

*   *   *

4.  The provisions of this section are intended to reject and abrogate earlier case law interpretations of the state’s sales and use tax law with regard to sales for resale as extended in Music City Centre Management, LLC v. Director of Revenue, 295 S.W.3d 465 (Mo. 2009) and ICC Management, Inc. v. Director of Revenue, 295 S.W.3d 699 (Mo. 2009).

CHE states that “[t]he clear purpose of section 144.018.1, paragraph two [sic], is to abrogate and correct the ridiculous ruling in ICC Management that a resale cannot exist unless a tax is paid.”
  

CHE’s argument that the word “abrogate” means that the legislature intended for 
§ 144.018 to apply retroactively is easily disposed.  The same issue, with virtually identical statutory language, was at issue in Lawson v. Ford Motor Company.
  Ford claimed that 2005 amendments to the Missouri workers compensation law applied to a claim filed by Lawson in 2002.  The amendments added a new § 287.020(10), which stated that it was the “intent of the legislature to reject and abrogate earlier case law interpretations” of certain definitions, then listed several specific cases.  Ford claimed that the “intent to abrogate” meant that the legislature intended for the amendments to apply retroactively.  The court rejected Ford’s argument, noting the general rule that “[p]rospective application of a statute is presumed unless the legislature evidences a clear intent to apply the amended statute retroactively,”
 and finding no express language that the legislature meant to apply the amendments retroactively.

Because CHE’s transfer of these parts was not subject to sales tax, CHE’s purchases were not for resale.  
Use of the Parts Within the State of Missouri

CHE contends that even if it is not eligible for the resale exemption, no use tax is due on the parts it purchased out of state, received in Fenton, then shipped out of state.  CHE states that the parts were intended for use outside the state and that the five to seven days that the parts remain in Missouri before being shipped out of state represent a temporary, “de minimis” storage period. This temporary storage, it argues, is not subject to use tax under § 144.605(13), which provides that the term “use,” “does not include the temporary storage of property in this state for subsequent use outside this state,” and 12 CSR 10-113.300(1),
 which states:

In general, the temporary storage of property in this state with the intent to subsequently use the property outside the state is not subject to use tax.


The Director counters with several arguments.  She also cites to 12 CSR 10-113.300(3)(A):
The purchase of tangible personal property from an out-of-state vendor that is temporarily kept or retained in this state for subsequent use outside the state is not subject to use tax.  Any use of the property involving the exercise of any right, dominion, control or power over the tangible personal property, other than temporarily keeping or retaining the property in this state for subsequent use outside the state, constitutes a taxable use.

(Emphasis added).  The Director cites Director of Revenue v. Superior Aircraft Leasing Co.
 and Fall Creek Construction Company, Inc. v. Director or Revenue,
 for the proposition that interstate commerce is not immune from state and local taxation and may “constitutionally be made to pay its way.”
  She argues that CHE exercised the right, dominion, control or power over the parts when it inspected, tested, and certified them in Missouri before shipping them out of state for use in a customer’s enterprise computer.


We agree.  CHE had to have dominion and control over the parts in order to test and certify them.  In Fall Creek, the Missouri Supreme Court found that a company was liable for use tax on its fractional ownership in an aircraft hangared and maintained outside Missouri.  The aircraft was actually in Missouri a small fraction of time, but while it was, Fall Creek had operational control over the aircraft.  The court found that this was sufficient “exercise of any right and power” within the state for use tax to apply to the corporation’s purchase.  The court also cited R & M Enterprises, Inc. v. Director of Revenue
 to support the argument that the amount of time that the tangible personal property is in the state is not determinative.  In R & M, a company sent fabric samples to binders in other states that made sample books.  The binders sent the sample books to R & M’s place of business in Cape Girardeau, which in turn sent them on to retailers in and outside the state of Missouri.  The company argued that when it received the sample books, it had a “fixed purpose of transshipping them in interstate commerce”
 and did not store, use, or consume the books within the state of Missouri.  The court, however, found that the company had complete dominion and control over the books after they were delivered to its business in Missouri and until it shipped them to retailers.  The company had the privilege of using the books, and “It makes no difference that it may assert this privilege only a very brief time.  The privilege of using is the occasion for taxation.”


The court found that this served the statutory purpose of the use tax:  “to protect Missouri revenue and Missouri sellers against competition from out-of-state sellers by removing any advantage which might be gained by making purchases outside the state, on which no sales tax is collected.”
  It explained:

Had the binder been located in Missouri, its charges would be subject to Missouri sales tax.  Without the use tax, there might be impetus to select an out-of-state binder rather than one in Missouri.  Had appellant paid a sales tax to the out-of-state binder, one possible motivation for going out of state would have been removed and the use tax, by its terms, would not be payable.  The use tax places local and out-of-state providers on an equal footing.[
]

CHE did not raise, and accordingly we do not address, the “come to rest” argument also found in R & M, Fall Creek, and Superior Aircraft (The use tax does not apply “until the transportation of the article has finally come to rest within this state or until the article has become commingled with the general mass of property of this state.”).
  But even if it had, the discussions in the above cases indicate that this requirement of § 144.610 has also been met.

CHE’s Federal Customers and the 
Federal Acquisition Regulations

We have found that CHE’s transfer of the parts it uses in fulfilling these contracts is not a taxable resale, and also that CHE exercises dominion and control over the parts while they are in Missouri.  But we must answer another question with regard to the parts that CHE purchased for use in fulfilling its contracts with its federal customers.  Do the peculiar clauses of those contracts or of the federal acquisition regulations vest title in the federal government “before the property is used or consumed,” as the Missouri Supreme Court found in McDonnell Douglas in 1997?  If so, the purchase of those parts is, in effect, a purchase by the federal government and therefore exempt from sales or use tax pursuant to § 144.030.1.


CHE states that it is prohibited from factoring sales or use tax into a bid submitted to the federal government under the Federal Acquisition Regulations (“FAR”).  At the hearing, CHE introduced as Exhibit 206 an excerpt from the FAR beginning with FAR 52.232-16, “Progress Payments.”  CHE marked a section therein, (d)(1), “Title,” which states: 

Title to the property described in this paragraph (d) shall vest in the Government.  Vestiture shall be immediately upon the date of this contract, for property acquired or produced before that date.  Otherwise, vestiture shall occur when the property is or should have been allocable or properly chargeable to this contract.

However, we do not believe that CHE is paid progress payments under the contracts at issue, and this section of the FAR appears to have no applicability to this case.  In its brief, CHE argues that the applicable FAR, relating to fixed-price contracts, is FAR 52.245-2, entitled “Government Property (Fixed-Price Contracts).”  CHE cites in particular to section 52.245-2(c)(2), which states in part:

All Government-furnished property and all property acquired by the Contractor, title to which vests in the Government under this paragraph (collectively referred to as “Government property”), are subject to the provisions of this clause . . .

But this, of course, proves nothing except that property acquired by the contractor may become government property, which is not in dispute.  Rather, the appropriate section of the FAR seems to be § 52.245-2(c)(3), which in 2005 read as follows:
Title to each item of facilities and special test equipment acquired by the Contractor for the Government under this contract shall pass to and vest in the Government when its use in performing this contract commences or when the Government has paid for it, whichever is earlier, whether or not title previously vested in the government.[
]

Assuming that this provision applies, it is difficult to discern when title to the parts utilized by CHE actually passes.  Does the use of the property commence when it is installed at the customer’s place of business, or when CHE tests and certifies it in Missouri?  And, in the case of a fixed price contract, where no separate charges are made for the parts, when has the federal customer paid for the part?  It is tempting to dismiss CHE’s argument entirely after Westwood and ICC Management as McDonnell Douglas did not specifically address the “taxable sale” argument.

However, the court in ICC Management described the FAR language at issue in McDonnell Douglas, and its effect, this way:

That exemption [the exemption found in § 144.030.1] applied in McDonnell Douglas because applicable government regulations in McDonnell Douglas provided that title to property purchased by a contract, such as MDC, vested in the government immediately.  These unusual title-vesting provisions of the contract made the property purchased by MDC the property of the United States government “before the property was used or consumed.[
]  

The FAR language discussed in McDonnell Douglas is strikingly similar to the language found in § 52.245-2(c)(3) of the FAR in 2005.  The Missouri Supreme Court has determined that that language vests the title of the parts at issue in the United States before they are used or consumed.  That being the case, CHE is not liable for use tax on the parts it purchased for use with the federal customers’ contracts.

Amounts Owed by CHE

At the hearing and in written argument, the Director conceded that tax is not due on the “drop-shipped” items described in paragraph 6 above.  The Director agreed to refund the $450.17 plus interest earned since the date payment was made under protest.  The Director also agreed that CHE had paid tax before the audit on the item in Exhibit 54, and agreed to refund the extrapolated amount of $122.75, plus interest, for that as well.
  Following the direction of J.C. Nichols Co. v. Director of Revenue, we have recalculated the amount of tax due based on the invoices submitted into evidence, instead of simply adjusting the Director’s numbers.  Therefore, we have simply omitted the items conceded by the Director in calculating the total amount of taxable purchases.


Most of the fixed asset invoices are not in evidence.  We accept the Director’s figures for those not in evidence.  We subtract $4,250, the amount of the drop-shipped fixed asset purchases, from the Director’s total of $34,117.17, for a total of $29,867.17 in fixed asset purchases subject to use tax.  At the rate of 4.225%, tax due on these purchases is $1,261.89.

To determine the amount of tax due on the expensed purchases, we follow the methodology described by the Director’s auditor at the hearing.  We derive the amount of expensed items subject to use tax by adding the total amounts in paragraphs 12 (private customers outside Missouri), 17 (the city of Tampa, Florida), 22 (state government customers in Missouri), and 24 (the item conceded by CHE):


$226,892.43


       2,100.00



    34,943.77


           58.50

Total
$263,994.70
We divided that amount by 12, the number of months in the sample period:  


$263,994.70 ÷ 12 = $21,999.56
We multiply that by 60, the number of months in the audit period:


$21,999.56 x 60 = $1,319,973.60
To determine the tax due, we multiply that amount by 4.225%, the use tax rate in effect in Fenton, Missouri:  


$1,319,973.60 x .04225 = $55,768.88
We add that to the amount due on the fixed assets to derive the total amount of CHE’s use tax liability during the audit period:  

$55,768.88 + $1,261.89 = $57,030.77  

The Director also assessed additions of 5% of the tax she determined that CHE owes.    Section 144.250.3, Supp. 2009, provides:

In the case of failure to pay the full amount of tax required under sections 144.010 to 144.525 on or before the date prescribed therefor, determined with regard to any extension of time for payment, due to negligence or intentional disregard of rules and regulations, but without intent to defraud, there shall be added to the tax an amount equal to five percent of the deficiency. . . .
Negligence is a failure to make a reasonable attempt to comply with the tax laws.
  We agree that CHE was negligent, but only in its failure to pay use tax on the purchases for its private customers.  The amount of tax attributable to those customers is $47,931.02.
  CHE owes 5% of that amount in additions to tax, $2,396.55.  CHE has already paid $24,519.84.  
Summary


CHE is liable for use tax of $57,030.77 on its purchases of parts it purchased for use in its fixed price maintenance contracts with private and government customers, plus interest,
 and additions in the amount of $2,396.55.  CHE is entitled to a credit of $24,519.84 against amounts owed.  CHE is not liable for its purchases of parts for use in its contracts with federal government customers.
  
SO ORDERED on December 2, 2010.


________________________________



KAREN A. WINN


Commissioner
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