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DECISION 


Embarq Corporation (“Embarq”) is liable for $65,894 in income tax plus interest at the statutory rate for the 2006 tax year.
Procedure


On August 2, 2010, Embarq filed a complaint challenging the Director of Revenue’s (“Director”) final decision seeking an additional $76,633.80 in income tax and accrued interest for Embarq’s 2006 tax year.
  The Director’s decision resulted from her adjustment of Embarq’s income tax liability for the 2006 tax year to $1,028,091.00 and accrued interest to date in the amount of $10,739.80, all of which was reduced by the $962,197.00 of income tax previously paid for the year. The Director filed her answer on August 27, 2010.

The parties filed joint stipulated facts
 and exhibits on September 7, 2011.  We make our findings of facts from these stipulated facts and exhibits.  Embarq filed its written arguments on October 6, 2011.  The Director filed her written arguments on November 28, 2011.  Embarq filed its final written arguments on December 23, 2011, when this matter became ready for our decision.
Joint Stipulated Facts
1. Embarq is, and was during all times relevant herein, a Delaware corporation registered to do business in the State of Missouri.
2. Embarq is a holding company engaged in providing telecommunication services through its subsidiaries. These services include local and long distance voice and data service, high speed internet, satellite video, wireless and other communication-related products and services to both consumers and businesses.
3. Embarq was formerly a wholly owned subsidiary of Sprint Nextel until it was spun off in May 2006. When it was spun off from Sprint Nextel, Embarq became the parent corporation of a group of affiliated companies also spun off from Sprint Nextel at the same time.
4. Embarq and its subsidiaries electronically filed a federal consolidated income tax return for the tax year at issue in this matter, the short income tax year beginning May 18, 2006, and ending December 31, 2006.
5. On October 15, 2007, Embarq and its subsidiaries elected to file a Missouri consolidated income tax return for the 2006 tax year (“2006 Missouri return”).
6. For the 2006 tax year, the affiliated companies participating in Embarq’s Missouri consolidated income tax return were identical to the companies participating in Embarq’s federal consolidated income tax return.
7. On the 2006 Missouri return, Embarq elected the three-factor method of income apportionment set forth in Article IV of § 32.200.

8. On January 22, 2008, the Director’s Field Compliance Bureau (the “Bureau”) began an audit of Embarq’s 2006 tax year.
9. In the course of the Bureau’s audit, the Director made the following adjustments to the apportionment factors for Embarq’s 2006 tax year: 

	Adjusted Item
	Taxpayer
	Bureau
	Difference

	Property Factor Denominator 
	$21,332,169,051 
	$21,213,939,610 
	($118,229,441) 

	Sales Factor Denominator 
	$6,735,738,833 
	$5,443,551,237 
	($1,292,187,596) 

	Apportionment Factor 
	2.789% 
	2.980% 
	0.191% 

	Missouri Dividends Deduction 
	$66 
	$71 
	$5 


10. Specifically, the Director made the following adjustments to the sales factor denominator:
	Item of Income
	Taxpayer
	Bureau
	Difference

	Sales 
	$5,060,524,016 
	$5,055,813,054 
	($4,710,962) 

	Dividend Income 
	$19,676,582 
	$2,374 
	($19,674,208) 

	Interest Income 
	$129,166,335 
	$129,166,339 
	$4 

	Rental Income 
	$48,192,766 
	$48,192,796 
	$30 

	Proceeds from sale of Assets
	$38,778,202
	$48,106,506
	$9,328,304

	Other Income
	$162,578,756
	$162,270,168
	($308,588)

	Dividends
	$1,276,822,176
	$0
	($1,276,822,176)

	Total
	$6,735,738,833
	$5,443,551,237
	($1,292,187,596)


11. As a result of the audit, the Director issued a Notice of Deficiency to Embarq, dated September 17, 2008, reporting tax, interest, and penalty due for the 2006 tax year as follows:
	Income Tax
	Interest
	Penalty
	Previously Paid
	Balance Due

	$1,028,091
	$5,735.45
	$3,295
	$962,197
	$74,924.45


12. On November 11, 2008, Embarq appealed the Notice of Deficiency directly to this Commission.  On the same date, Embarq filed a written protest of the Notice with the Director’s Taxation Division.  On December 10, 2008, the Director filed a Motion to Dismiss the November 11, 2008, appeal in order to first address Embarq’s protest of the Notice of Deficiency.  On December 23, 2008, we granted the Director’s motion and dismissed Embarq’s appeal.
13. On July 6, 2010, Director issued her Final Decision upholding the Notice of Deficiency dated September 17, 2008.  On August 2, 2010, Embarq timely appealed the Final Decision to this Commission.
14. Per Embarq’s protest letter and subsequent communications with the Director, Embarq disputes the audit adjustment that excluded dividends in the amount of $1,276,822,176 paid from a member of the consolidated group to another member(s) (the “dividends”) from the sales factor denominator.  Embarq accepts all other adjustments made by the Director as a result of the Bureau’s audit.
15. Embarq’s sales factor denominator with all agreed-upon adjustments made by the Bureau is $5,443,551,237, which results in a sales factor of 2.896%.  The sales factor denominator with the addition of the dividends as proposed by Embarq is $6,720,373,413, which results in a sales factor of 2.346%.
16. The dividends at issue were dividends paid to Embarq or its subsidiaries by other affiliated companies that were part of its federal consolidated group.  Embarq or its subsidiaries held the stock of these affiliated companies and received the dividends at issue based on such holding.
17. On the Federal Schedule M-2, Analysis of Retained Earnings, Embarq identified the dividends as “cash distributions” that were eliminated for federal income tax purposes.
18. The dividends were not considered to be sales of goods or services by the payers or recipients.  As such, no invoices were prepared, and the dividends were not included in the dividend payer’s trade accounts payable or the dividend recipient’s trade accounts receivable.
19. The dividends at issue in this matter were originally paid by the local exchange carriers (“LECs”)
 within the Embarq consolidated group.
20. An LEC is a telephone service provider within a specific geographic area.  An LEC offers local telecommunication services to consumer and business customers within its local service territory, generally for a fixed monthly charge.  A facilities-based LEC is subject to pervasive regulation by both state and federal regulatory bodies, which largely governs the 
amount that it can charge a customer for local calling services.  At the federal level, an LEC is subject to regulation by the FCC, and that regulation is generally more extensive than the regulation of competitors, such as wireless and long-distance carriers, and cable companies.  At the state level, an LEC’s local service prices and company earnings were historically regulated based on the cost of providing the service plus a prescribed rate of return, but are now generally regulated under various forms of “price cap” regulations that typically limit an LEC’s ability to increase rates for local services by a predetermined formula, but relieves it from the requirement to meet certain earnings tests.
21. Part of the regulation associated with operating as an LEC is the assignment of certain duties and responsibilities to the LEC.  The LEC has the duty to negotiate in good faith the particular terms and conditions of agreements.  It has the duty to provide interconnection for the facilities and equipment of any requesting telecommunications carrier with the LEC’s network.  Unbundled network elements are to be provided to requesting carriers in a manner that allows the combination of such elements in order to provide telecommunication service.  The LEC has the duty to sell, at wholesale rates, any telecom service provided at retail and to facilitate the reselling of such service.  It has the duty to provide for the physical collocation of equipment necessary for interconnection or access to unbundled network elements at its premises at reasonable rates and terms.  LECs generally face “carrier of last resort,” or COLR, obligations that require the provision of service to all prospective and current customers in the service territory who request service and are willing to pay rates prescribed in the tariffs.
22. All, or nearly all, of the officers of the LECs were also officers of Embarq.
23. The board of directors for each LEC was composed of people who also served as officers of Embarq.  There were no outside directors serving on the boards of directors of the LECs.
24. Embarq Management Company (“EMC”) was included in Embarq’s federal and Missouri consolidated income tax returns for the 2006 tax year.
25. EMC provided centralized management, marketing and services to the other members of the consolidated group, including sales, billing and collection, legal, accounting, tax functions, and other centralized services as defined in greater detail in the next paragraph, in exchange for a management fee paid by the affiliates.
26. EMC provided the following non-exhaustive list of services to affiliates, including all of the LECs:
(a) Human resource services: EMC administered pension plans, savings plans and other employee benefit plans. EMC also maintained personnel records, coordinated intercompany moves, established goals for personnel, established ranges for compensation levels, and established and conducted management development programs.
(b) Accounting Services: EMC provided advice and assisted with how to account for individual items and kept abreast of the latest accounting rule changes. EMC prepared various financial reports and performed accounting studies and internal audits.  EMC also provided centralized cash management for the subsidiaries, including all record keeping through intercompany payable and receivable accounts.
(c) Financial Management Services: EMC provided investment and financing advice, which included performing research studies regarding capital markets, alternative financing methods and the impact of external factors on financing and earnings levels. EMC also made recommendations regarding a company’s financial structure, long term financing, bank financing, cash management, budgeting and forecasting.
(d) Real Estate and Insurance: EMC provided corporate real estate services and insurance management services, including the arrangement and administration of property and casualty insurance, and coordinated and recommended safety programs.
(e) Legal Services: EMC provided legal services and counsel relating to any matter as requested or required by the companies in the group.
(f) Planning Services: EMC provided assistance with long range business planning, including support in the development of appropriate long range goals, strategies and programs, and the implementation thereof.
(g) General Services: EMC provided administrative services, including, but not limited to, maintenance of corporate records and printing services.
(h) Tax: EMC provided advice and assistance with both tax compliance and tax planning for federal, state, local and international taxes.
(i) Supply Chain Management: EMC assisted in the identification of products and suppliers of products.  EMC provided assistance and advice in the negotiation of prices with suppliers as well as contract administration.  EMC also assisted with matters relating to order management and warehousing services.
(j) Regulatory Matters: EMC provided advice and assistance as requested in regulatory policy matters, including state legislative affairs, federal regulatory affairs, external affairs and governmental affairs.
(k) Company Operation: EMC provided management and administration of marketing and advertising, sales strategies, call center support, field sales and retail store sales.  EMC also provided management and administration for business planning and development, customer service operations and network planning and engineering.
(l) Information Services: EMC also provided the following non-exhaustive list of information services to the companies in the Embarq group:

1. data processing for financial and accounting data and property record accounting; 
2. editing services for all data input and the preparation and distribution of resultant data reports; 
3. programming services for various needs of the companies to assure proper functioning of widely used programs; and 
4. design and program development services, for applications not used company-wide but specific to a particular company.

(m) Mailing Services: EMC prepared the bills issued by the affiliated companies, stuffed the bills and any inserts into envelopes, placed the proper postage and addresses on the envelopes and delivered the stuffed envelopes to the United States Postal Service.
27. EMC also provided archival services for the other members of Embarq’s consolidated group including, but not limited to, the following:
(a) Accounting records pertaining to property (including description of the property, location of the property and original cost);

(b) Other accounting records (including accounts payable, accounts receivable, general ledgers and check registers);

(c) Banking records (including information on the company sweep account and all wire transfers of funds);

(d) Audit reports (including both external and internal audit reports);

(e) Litigation records (including affidavits, transcripts, depositions, orders and judgments);

(f) Contracts and agreements (including fully executed original agreements, amendments to agreements, exhibits and attachments to agreements and all customer contracts);

(g) Corporate organizational records (including articles of incorporation or organization, bylaws, minute books and SEC filings);

(h) Customer records (including billing records, records detailing each customer’s level of service, maintenance records and detailed registers for each customer);

(i) Employee records (including personnel files such as human resources, insurance elections, pension elections, medical information and payroll records for each employee, including enrollment forms and election forms);
(j) Insurance records (including insurance policies of all kinds and amendments to these policies, as well as insurance bonds);

(k) Intellectual property (including copyrights, patents, trademarks, the applications therefore, and records of any infringements upon any of this intellectual property);

(l) Marketing and advertising records (including the text of newspaper, magazine and other advertising placed in print medium, such as bill inserts and other publications);
(m)Payroll records (including timesheets, tax withholdings, wage garnishments and authorized payroll deductions);
(n) Manuals (including company policy and procedure manuals and operations manuals for equipment);
(o) Property and asset records (excluding inventory, but including things like deeds and titles, as well as records of ownership of tangible property);
(p) Sarbanes-Oxley records (including all testing records related to the Sarbanes Oxley Act);
(q) Tax records (including property tax, income tax, excise tax, the 911 tax and sales tax for federal, state and local tax impositions; in addition to the tax returns themselves, this also includes any tax workpapers); and
(r) Telecommunications industry government reporting records (including various filings with state Public Service Commissions (PSCs), state Public Utility Commissions (PUCs) and filings with the Federal Communications Commission (FCC)).
28. In states where unitary combined reporting was elected or required for the period at issue,
 EMC was included in the combined returns as were the dividend paying affiliates
 and Embarq (parent).  On these unitary combined returns filed by Embarq and its affiliated companies, identified dividends in the amount of $1,276,822,176 were excluded from the sales factor in the apportionment computation.  Additionally, in states where Embarq filed a unitary 
combined report, it excluded intercompany transactions (as that term is defined in Treas. Reg. 1.1502-13) in computing the sales factor for the apportionment of its income.
29. During the period at issue, Embarq and its subsidiaries participating in its Missouri consolidated return had the following retail sources of income:
(a) Local calling services provided for a fixed monthly charge to residential and business customers within the companies’ local service territories;
(b) Monies received for enhanced calling features and like services such as caller identification, call forwarding, call waiting, and remote voicemail services;
(c) Certain nonrecurring charges such as installation, activation/deactivation and maintenance charges;
(d) For consumers, the company received revenues from the bundling of voice, internet, long distance, wireless and satellite video services within the LECs’ local service territories; and
(e) For businesses, the company received revenues for providing local and long distance services, satellite video services and data services, including high speed internet, as well as maintaining and managing network services to businesses and governments (federal, state and local).
30. During the period at issue, Embarq and its subsidiaries participating in its Missouri consolidated return had the following wholesale sources of income:
(a) Revenues from certain Competitive Local Exchange Carriers (CLECs) on a resale or unbundled basis for allowing these CLECs to collocate certain of their equipment in Embarq’s subsidiaries’ central switching offices;
(b) Revenues from switched access services from both wireless and wireline telephone providers for the use of Embarq’s facilities in transmitting some portion of a phone call; and
(c) Certain data services to businesses, long distance carriers, wireless service providers and CLECs. The largest wholesale service revenues (in terms of dollars) were from providing “special access,” which consisted of dedicated circuits connecting (a) other carriers’ networks to their customers’ locations, (b) dedicated 
circuits to wireless service providers which connect their cellular towers to mobile switching centers, and (c) business customers to the LEC’s network.
31. The total amount of the dividends at issue in this matter is $1,276,822,176.
32. The dividends paid to Embarq from members of its consolidated group were treated as intercompany eliminations for purposes of computing the consolidated group’s consolidated federal taxable income.
33. The computation of Missouri taxable income begins with federal taxable income obtained from line thirty of Federal Form 1120; consequently, dividends were eliminated from the computation of Embarq’s Missouri taxable income because they are eliminated in computing Embarq’s federal taxable income.
34. In the states where Embarq files a unitary combined income tax return, the payers of the $1,276,622,176 of dividends are all included as part of Embarq’s unitary combined reporting group.
Conclusions of Law


We have jurisdiction over appeals from the Director’s final decisions.
 Our duty in a tax case is not 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.
  Petitioner has the burden of proof.

I. Overview

This is a case of first impression in Missouri.  The parties have provided us with case law from Florida
 and a California Franchise Tax Board Legal Ruling
 to guide us.

A tax is imposed on a corporation’s Missouri taxable income.
  Missouri taxable income is income derived from sources in Missouri.
  When a corporation transacts business both within Missouri and outside Missouri, it has the option of apportioning and allocating its income under the three-factor method of apportionment. 
  For the 2006 tax year, Embarq, with its affiliated companies, filed a consolidated 2006 Missouri return and elected the three-factor method of income apportionment.  The three-factor method is best described by a graph created by the Supreme Court:
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Embarq received dividends from its affiliated companies.  The only issue in this case is whether those dividends should be included in the denominator of the sales factor, which is illustrated by “TOT. SALES” in the Supreme Court’s graph.  Embarq claims dividends fall within the meaning of sales and should be included in the sales factor denominator.  The Director argues dividends are not sales and should not be included in the sales factor denominator.  The Director further argues that, even if we deem such dividends to be sales, dividend income should not be included in the sales factor denominator because the proportion of income derived from Missouri is not readily identified, thus diluting the sales factor denominator and decreasing Embarq’s Missouri income tax.

In presenting their legal arguments, both parties rely on one of two regulations.  Embarq relies on 12 CSR 10-2.045(19), while the Director relies on 12 CSR 10-2.075(64)(C).  We will address each regulation separately.
II. Analysis
A. 12 CSR 10-2.045 (19)

Missouri law
 allows an affiliated group of corporations to file a consolidated Missouri tax return.  The law authorizes the Director to promulgate regulations, and she has promulgated 12 CSR 10-2.045(19), which provides:
(19) Intercompany Transactions. For the purposes of determining the amount of sales or business transactions under the interstate division of income methods provided in sections 143.451.2. and 143.461, RSMo, and in the Multistate Tax Compact, the term sales and business transactions shall include all intercompany sales (business transactions) as defined in Treas. Reg. Section 1.1502–13.
Treasury Regulation § 1.1502-13
 provides:
(b) Definitions.  For purposes of this section---
(1) Intercompany transactions---
(i) In general.  An intercompany transaction is a transaction between corporations that are members of the same consolidated group immediately after the transaction.  S is the member transferring property or providing services, and B is the member receiving the property or services.  Intercompany transactions include---

(A) S’s sale of property (or other transfer, such as exchange or contribution) to B, whether or not gain or loss is recognized;

(B) S’s performance of services for B, and B’s payment or accrual of its expenditure for S’s performance;

(C) S’s licensing of technology, rental of property, or loan of money to B, and B’s payment or accrual of its expenditure; and

(D) S’s distribution to B with respect to S stock.

1. Applicability of 26 CFR § 1.1502-13

The Director argues that 12 CSR 10-2.045(19) does not apply because it references “intercompany sales (business transactions) as defined in Treas. Reg. Section 1.1502–13.”  The Director further argues that 26 CFR § 1.1502-13 does not reference intercompany sales or business transactions.  Instead, the federal regulation references intercompany transactions rather than intercompany sales.  The Director feels this difference is stark enough to mean that intercompany sales are not defined by 26 CFR § 1.1502-13.  However, we find intercompany transactions and intercompany sales to be the same for two reasons.  First, 12 CSR 10-2.045(19) specifically provides that 26 CFR § 1.1502-13 will define intercompany sales.  Second, 12 CSR 10-2.045(19) provides that intercompany sales are the same as business transactions.  Since these terms do use the same words, we find them to have the same meaning.  For both of these reasons, we find that 26 CFR § 1.1502-13 is the correct regulation to define intercompany sales, and we find that intercompany sales are the same as intercompany transactions.
2. Intercompany Transactions

Embarq argues that dividends are intercompany transactions as defined in 26 CFR 
§ 1.1502-13(b)(1)(i), and are to be included in the sales factor denominator under 12 CSR 10-2.045(19).

Under 26 CFR § 1.1502-13(b)(1)(i), there are two requirements to meet the definition of intercompany transactions.  First, the corporations must be members of the same consolidated group immediately after the transaction.  Second, there must be a transfer of property or services.  The first requirement is met because the companies at issue were members of Embarq’s consolidated group both before and immediately after the transaction.  As for the second requirement, Embarq relies on 26 CFR § 1.1502-13(b)(1)(i)(D).

There are four hypothetical scenarios for intercompany transactions under 26 CFR 
§ 1.1502-13(b)(1)(i) that are labeled (A) through (D).  Embarq uses the hypothetical scenario under 26 CFR § 1.1502-13(b)(1)(i)(D), which provides, “S’s distribution to B with respect to S stock,” as an example of an intercompany transaction.  According to Embarq, the affiliated companies that paid dividends are S.  Embarq claims that dividends are distributions made with respect to stock, and that such dividends made among its consolidated group fall under example (D) and therefore are intercompany transactions under 26 CFR § 1.1502-13(b)(1)(i).  As such, Embarq believes dividends are to be included in the sales factor denominator under 12 CSR 10-2.045(19).

While Embarq’s argument is persuasive, we must also take into consideration Department of Revenue v. Anheuser-Busch, Inc.,
 which the Director provided to guide us on intercompany transactions.  Florida has a similar intercompany sales regulation as Missouri.  
In Anheuser-Busch, the parent company owned 100% of the subsidiary.  The subsidiary manufactured and sold beer cans to the parent company.  The subsidiary invoiced these sales transactions as “sold to” the parent company on its books.  The parent company recorded these sales transactions as “total amounts invoiced” on its books, recorded the beer cans as inventory, and created an “accounts payable due” to the subsidiary.  The parent company paid the subsidiary indirectly by cash advances and payments on behalf of the subsidiary to third parties.  The District Court of Appeal of Florida found that this constituted intercompany transactions because there were indicia of sales.
  The Court went on to explain these indicia of sales:
The cans were “invoiced” as “sold to” [taxpayer].  Delivery of the cans to [taxpayer] by [subsidiary] is uncontroverted.  Finally, we find that [taxpayer’s] cash advances to [subsidiary] and payment of 
[subsidiary’s] third party obligations constitute sufficient evidence of payment.[
]
With Embarq, the indicia of sales under Anheuser-Busch are not present.  On its federal tax return, Embarq identified dividends as cash distributions, not sales of goods or services.  Furthermore, there were no invoices prepared and dividends were neither included in the payers’ trade accounts payable nor the recipients’ accounts receivable.

Based on Anheuser-Busch, we find in favor of the Director on this point and deem dividends are not intercompany transactions as defined by 26 CFR § 1.1502-13.  Consequently, dividends are not to be included under the sales factor denominator pursuant to 12 CSR 10-2.045(19).
B. 12 CSR 10-2.075(64)(C)

The Director relies on 12 CSR 10-2.075(43) and (57) in her argument regarding 12 CSR 10-2.075(64)(C).  Therefore, we provide all of these sections of 12 CSR 10-2.075:
(43) Exceptions. In some cases certain gross receipts should be disregarded in determining the sales factor in order that the apportionment formula will operate fairly to apportion to this state the income of the taxpayer’s trade or business.

*   *   *

(57) The mere holding of intangible personal property is not, of itself, an income-producing activity.

*   *   *

(64) Special Rules—Sales Factor. The following special rules are established in respect to the sales factor of the apportionment formula:

*   *   *

(C) Where the income-producing activity in respect to business income from intangible personal property can be readily 
identified, that income [sic] included in the denominator of the sales factor and, if the income-producing activity occurs in this state, in the numerator of the sales factor as well.  For example, usually the income-producing activity can be readily identified in respect to interest income received on deterred payments on sales of tangible property (subsection (42)(A) of this rule) and income from the sale, licensing or other use of intangible personal property (subsection (56)(D) of this rule). Where business income from intangible property cannot readily be attributed to any particular income-producing activity of the taxpayer, that income cannot be assigned to the numerator of the sales factor for any state and shall be excluded from the denominator of the sales factor. For example, where business income in the form of dividends received on stock, royalties received on patents or copyrights, or interest received on bonds, debentures or government securities results from the mere holding of the intangible personal property by the taxpayer, the dividends and interest shall be excluded from the denominator of the sales factor.

The arguments under 12 CSR 10-2.075(64)(C) can be divided into two sections: whether the dividends are an income-producing activity and whether the inclusion of dividends would result in an unfair apportionment.
1. Income-Producing Activity

According to 12 CSR 10-2.075(57), the mere holding of intangible property, such as stocks, is not an income-producing activity.  Therefore, Embarq’s mere holding of stocks in its affiliated group does not constitute an income-producing activity.  However, this does not completely exclude the holding of stock from being an income producing activity.  Regulation 12 CSR 10-2.075(64)(C) acknowledges that the holding of intangible property can be an income-producing activity under certain circumstances.  If it is an income producing activity, then it is to be included in the sales factor.

In her claim that dividends are to be excluded from the sales factor denominator, the Director points to the following specific language of 12 CSR 10-2.075(64)(C):
Where the income-producing activity in respect to business income from intangible personal property can be readily identified, that income included in the denominator of the sales factor…

Where business income from intangible property cannot readily be attributed to any particular income-producing activity of the taxpayer, that income…shall be excluded from the denominator of the sales factor.  For example, where business income in the form of dividends received on stock… results from the mere holding of the intangible personal property by the taxpayer, the dividends…shall be excluded from the denominator of the sales factor.  (emphasis added)
The Director argues that Embarq’s dividends from ownership of the stock of its subsidiaries are not readily attributed to an income-producing activity.  Therefore, the Director contends that dividends are not to be included in the sales factor denominator, as provided in the beginning of 12 CSR 10-2.075(64)(C).  Furthermore, the Director argues that Embarq’s dividends are the result of the mere holding of intangible personal property and should, therefore, be excluded under the end language of 12 CSR 10-2.075(64)(C).

Embarq, on the other hand, points to the same beginning language of 12 CSR 10-2.075(64)(C) and claims that the exclusionary language applies only to passively held stocks because it excludes dividends “from the mere holding of the intangible personal property[.]”  (Emphasis added.)  Embarq points to the findings of fact in paragraphs 25, 26, and 27 above to show that it did not merely hold stocks, and that its dividends were business income that was readily identifiable by those income-producing activities.  In further support that these activities are income-producing activities, Embarq provides Legal Ruling 2003-3
 from the California Franchise Tax Board.  This legal ruling was made in reference to 18 CCR
 § 25137(c)(2)(C), which provides:
§ 25137. Other Apportionment Methods.
(c) Special Rules -Sales Factor.
*   *   *

2. For purposes of this subsection, a sale is occasional if the transaction is outside of the taxpayer's normal course of business and occurs infrequently.

*   *   *

(C) Where the income producing activity in respect to business income from intangible personal property can be readily identified, such income is included in the denominator of the sales factor and, if the income producing activity occurs in this state, in the numerator of the sales factor as well. For example, usually the income producing activity can be readily identified in respect to interest income received on deferred payments on sales of tangible property (Regulation 25134, sub. (a)(1)(A)) and income from the sale, licensing or other use of intangible personal property (Regulation 25136, sub. (b)(4)).

The language of 18 CCR § 25137(c)(2)(C) regarding “income-producing activity” is very close to the “income-producing activity” language of 12 CSR 10-2.075(64)(C).  Therefore, we do find Legal Ruling 2003-3 regarding this regulation to be helpful.  According to this legal ruling, business income dividends constitute gross receipts so long as they are more than the mere holding of intangible property.  Furthermore, the participation in the management and operations of companies is an income-producing activity with respect to dividends.  Based on paragraphs 25, 26, and 27 of our findings of fact, Embarq, through its EMC, participated in the management and operations of the other affiliated companies.  Therefore, the dividends derived from these companies are business income dividends that constitute gross receipts.


We find in favor of Embarq and deem its participation in the management and operations of its affiliated companies to be an income-producing activity that qualifies those dividends to be included in the sales factor denominator under 12 CSR 10-2.075(64)(C).
2. Fair Apportionment

Next, we consider whether the inclusion of dividends in Embarq’s sales factor denominator will lead to a fair apportionment.  Regulation 12 CSR 10-2.075(43) excludes gross receipts from the apportionment formula if the inclusion of these gross receipts will prevent the apportionment formula from operating fairly in apportioning the taxpayer’s Missouri income.

The Director argues that inclusion of Embarq’s dividends in the sales factor denominator will prevent the fair operation of the apportionment formula.  Specifically, the Director argues that dividends derived from Missouri cannot be distinguished from dividends derived elsewhere.  We agree with this argument.  Embarq has several LECs operating exclusively in states and regions.  There is an LEC called “Embarq Missouri.”  Despite its name, we decline to assume Embarq Missouri operated exclusively in Missouri, or that no other LEC operated either partly or exclusively in Missouri; such a finding is neither supported by the jointly-stipulated facts nor from any evidence in the record.  With more facts, the parties could have established the dividends that arose from operations in Missouri.  Without those facts, we are unable to properly apportion Missouri dividends.  Without such proper apportionment, the inclusion of all dividends in the sales factor denominator will prevent the fair operation of the apportionment formula.

We find in favor of the Director and exclude all dividends from the sales factor denominator.

III. Conclusion

The dividends Embarq received from its affiliated companies are not intercompany transactions.  However, these dividends are derived from an income-producing activity that would normally allow their inclusion in both the numerator and denominator of the sales factor.  Still, because we are unable to determine the amount of dividends derived from Missouri, the inclusion of all of the dividends in the sales factor denominator will prevent the fair operation of 
the apportionment formula.  Therefore, we do not include Embarq’s dividends in the sales factor denominator.
Summary


We uphold the Director’s assessment of $1,028,091 in income tax plus interest for the 2006 tax year.  This amount is reduced by $962,197, which was previously paid.  Embarq is liable for $65,894 plus interest at the statutory rate.

SO ORDERED on October 17, 2012.


                                                                ________________________________________

                                                                SREENIVASA   RAO   DANDAMUDI 


                                                                Commissioner

�This was a short income tax year for Embarq that ran from May 18, 2006 to December 31, 2006.


�Regulation 1 CSR 15-3.446(3) provides that we may decide this case in any party’s favor without a hearing based upon a stipulation of facts.


�Statutory references are to RSMo 2000, unless indicated otherwise.


�These LECs include United Telephone Company of the Northwest; United Telephone Company of Eastern Kansas; United Telephone Company of Kansas; United Telephone Company of South Central Kansas; Embarq Missouri, Inc.; United Telephone Company of the West; United Telephone Company of Indiana, Inc.; United Telephone Company of Ohio; United Telephone Company of Pennsylvania; United Telephone Company of New Jersey, Inc.; Untied Telephone Company of the Carolinas; United Telephone Company of the Southeast, Inc.; United Telephone Company of Texas, Inc.; Embarq Minnesota, Inc.; Carolina Telephone and Telegraph Company; Central Telephone Company; Central Telephone Company of Texas; Embarq Florida, Inc.; and Central Telephone Company of Virginia.


�For the 5/18/06 to 12/31/06 reporting period, Embarq filed unitary combined returns in Alaska, California, Colorado, Hawaii, Idaho, Illinois, Kansas, Maine, Minnesota, Montana, North Dakota, Nebraska, New Hampshire, New Mexico, Oregon, Utah, and Vermont.


�All of the companies that paid the contested $1,276,822,176 in dividends to Embarq Corporation were also included in these combined income tax returns.


�Section 621.050.1.


�J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).


�Section 621.050.2.


�Department of Revenue v. Anheuser-Busch, Inc., 527 So.2d 877 (Fla. 1st DCA 1988).


�Franchise Tax Board Legal Ruling 2003-3 (December 4, 2003).


�Section 143.071.


�Section 143.431, RSMo. Supp. 2004.


�Section 32.200, art. IV.


�Phillip Morris, Inc. v. Director of Revenue, 760 S.W.2d 888, 889 (Mo. banc 1988).


�Section 143.431.3, RSMo. Supp. 2004.


�Also cited as 26 CFR § 1.1502-13 (2006).


�527 So.2d 877 (Fla. 1st DCA 1988).


�Id. at 879.


�527 So.2d at 879-880.


�December 4, 2003.


�California Code of Regulations
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