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FINDINGS OF FACT AND CONCLUSIONS OF LAW


Sheldon M. Enger (Enger) and Rochelle S. Enger filed a complaint on December 28, 2001, challenging the Director of Revenue’s November 30, 2001, final decision assessing them 1999 Missouri income tax and interest.  The Engers argue that they are entitled to apportion their income from an S corporation and subtract non-Missouri source income from their income subject to Missouri tax.  


This Commission convened a hearing on the complaint on May 2, 2002, before Commissioner Sharon M. Busch.  Enger represented himself.  Senior Counsel Michael L. Murray represented the Director.  


The parties elected to file written arguments.  The matter became ready for our decision on August 1, 2002, the last date for filing a written argument.


Commissioner Karen A. Winn, having read the full record including all the evidence, renders the decision.  Section 536.080.

Findings of Fact

1. The Engers reside in St. Louis, Missouri. 

2. In 1999, Enger was the president of Enger Consulting Group, an S corporation.  Rochelle was the sole shareholder.  

3. The Engers’ 1999 W-2 forms show that Enger had $74,794 in wages and Rochelle had $56,490 in wages.  

4. Rochelle had S corporation income of $43,645 in 1999.  

5. On their 1999 federal income tax return, the Engers reported the following income:  


Wages, salaries, tips, etc.                  $131,284


Interest                                                    $293


Dividends                                             $3,032


Capital gain                                         $39,650


Rental real estate, royalties,                $43,144
 
partnerships, S corporations, 
trusts, etc. 

6. Form MO-MSS, S Corporation Allocation and Apportionment Form, Part 1, provides for the computation of the single-factor apportionment fraction, and instructs the taxpayer to enter the apportionment fraction on Form MO-NRS.  On Form MO-MSS, attached to Form MO-1120S, the S corporation showed $51,816 as business wholly in Missouri and $133,242 as business wholly without Missouri, resulting in a single-factor apportionment 

fraction of 28 percent for Missouri-source income.  As Missouri residents, the Engers did not complete a Form MO-NRS.  

7. On their 1999 Missouri income tax return, the Engers attributed half of their federal adjusted gross income to Enger and half to Rochelle ($108,701 each).  The Engers each took a subtraction of $15,712 (a total of $31,424), representing apportionment of S corporation income to other states.
  This reflected the fact that some of their consulting contracts were performed on site at out-of-state locations.  They took the subtraction on Form MO-1040, line 4, “Total subtractions.”  They also reported the subtraction on Form MO-A, Part 2, line 7, under “Subtractions,” where they checked the box marked “Other” and wrote in “Allocation of Mo Adjustment.”   

8. The total subtraction of $31,424 was also written in as a subtraction on the 1999 Missouri S corporation income tax return, Form MO-1120S as “Other adjustments,” as there was no specific line for it on the form.     

9. On their 1999 Missouri income tax return, the Engers reported personal exemptions of $4,200, itemized deductions of $32,009, and a federal income tax deduction of $10,000, resulting in Missouri income tax of $3,968 for each of them.  They reported $5,678 in withholdings and $54 in estimated tax payments, resulting in a balance of $2,204, which they paid with their return in August 2000.  

10. The Engers signed their 1999 Missouri income tax return, Form MO-1040, on August 12, 2000, and filed as Missouri residents.  

11. The Engers prepared their state and federal individual and S corporation returns themselves.  

12. On February 28, 2001, the Director issued a notice of adjustment, disallowing the subtraction for apportionment of S corporation income, and adjusting the itemized deductions to $28,626.  The Director computed a tax of $5,012 for each spouse and withholdings and estimated tax payments of $5,732, resulting in a tax liability of $4,292, plus additions of $214.60, plus interest of $233.28.  The Director applied the payment of $2,204 to this liability, resulting in a balance of $2,535.88,
 including interest.  

13. On July 4, 2001, the Director issued a notice of deficiency, reflecting a tax balance of $2,414.24, plus interest.  

14. On November 30, 2001, the Director issued a final decision upholding the notice of deficiency.   

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.  The Engers have the burden to prove that they are not liable for the amounts that the Director assessed.  Sections 136.300.1 and 621.050.2. 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.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).  We may do whatever the law permits the Director to do.  State Bd. of Regis'n for the Healing Arts v. Finch, 514 S.W.2d 608, 614 (Mo. App., W.D. 1974). 

I.  Apportionment of S Corporation Income 


Under Internal Revenue Code (I.R.C.) Subchapter C, sections 301 through 386, a corporation is treated as a taxable entity separate and distinct from its shareholders.  However, 

under I.R.C. Subchapter S, section 1361, closely held corporations meeting certain criteria are not treated as separate taxable entities, and their income passes through to their shareholders in a fashion similar to a partnership.  Therefore, the S corporation pays no tax, and the shareholders pay their pro rata share of the tax.  


Section 143.471, RSMo Supp. 1998, provides:  


1.  An S corporation, as defined by section 1361(a)(1) of the Internal Revenue Code, shall not be subject to the taxes imposed by section 143.071, or other sections imposing income tax on corporations. 


2.  A shareholder of an S corporation shall determine his S corporation modification and pro rata share, including its character, by applying the following:  


(1) Any modification described in sections 143.121 and 143.141 which relates to an item of S corporation income, gain, loss, or deduction shall be made in accordance with the shareholder’s pro rata share, for federal income tax purposes, of the item to which the modification relates.  Where a shareholder’s pro rata share of any such item is not required to be taken into account separately for federal income tax purposes, the shareholder’s pro rata share of such item shall be determined in accordance with his pro rata share, for federal income tax purposes, of S corporation taxable income or loss generally; 


(2) Each item of S corporation income, gain, loss, or deduction shall have the same character for a shareholder under sections 143.005 to 143.998 as it has for federal income tax purposes.  Where an item is not characterized for federal income purposes, it shall have the same character for a shareholder as if realized directly from the source from which realized by the S corporation or incurred in the same manner as incurred by the S corporation.  


3.  A nonresident shareholder of an S corporation shall determine his Missouri nonresident adjusted gross income and his nonresident shareholder modification by applying the provisions of this subsection.  Items shall be determined to be from sources within this state under regulations of the director of revenue in a manner consistent with the division of income provisions of section 143.451, section 143.461, or section 32.200, RSMo (Multistate Tax Compact). . . .

Missouri thus preserves the “pass-through” of income from the S corporation to the shareholders, and the S corporation is treated as a partnership for income tax purposes.  Wolff v. Director of Revenue, 791 S.W.2d 390, 392 (Mo. banc 1990). 


Section 143.121, referenced in section 143.471.2(1), provides for the computation of a resident individual’s Missouri adjusted gross income by making certain modifications to the federal adjusted gross income.  Section 143.141, also referenced in section 143.471.2(1), provides for the computation of the Missouri itemized deductions by making certain changes to the federal itemized deductions.  None of the modifications provided by sections 143.121 and 143.141 include the subtraction for apportionment of S corporation income that the Engers have taken on their return.  


The Engers argue that they are entitled to apportion their S corporation income.  Because an S corporation is not subject to income tax, section 143.471.1, an S corporation return is merely an information return.  Form MO-MSS instructs the taxpayer to enter the apportionment fraction on Form MO-NRS.  The Engers are Missouri residents and did not complete Form MO-NRS, which we infer is a form for non-residents.  Missouri case law has clearly established that Missouri residents who are shareholders of S corporations are not entitled to apportion income from other states.  Wolff, 791 S.W.2d 390; Lloyd v. Director of Revenue, 851 S.W.2d 519 

(Mo. banc 1993).  Deductions are a matter of legislative grace, and may be taken only to the extent allowed by statute.  Brown Group, Inc. v. Admin. Hearing Comm’n, 649 S.W.2d 874, 877 (Mo. banc 1983).  As the court stated in Wolff: 

It is Missouri’s policy to tax the entire income of individuals who reside in Missouri, subject to credit for income tax paid to other states. . . .  Missouri’s policy on taxing Missouri corporations is different.  It taxes only income allowable to Missouri, even though the constitution might permit the state to tax the entire income. . . . These taxpayers want to retain some of the benefits of 

incorporation by reporting only a portion of the corporation’s net income as their individual income.  They seek to use an allocation factor to reduce the income figure on account of sales totally or partially outside the state.  The [apportionment] factor of § 143.451, however, is available only to corporation taxpayers, in corporate returns.  By the express language of 143.471.1, the S corporation is not a taxpayer.  The appellant taxpayers simply read 143.451 as though 143.471 did not exist. 

Section 143.471.3 provides an apportionment formula for nonresident shareholders in an S corporation . . . .  It follows that there is to be no apportionment of income of resident S shareholders, just as there is no apportionment of income of resident partners.  

791 S.W.2d at 392.  The subtraction for apportionment of the S corporation income by a Missouri resident shareholder is not authorized by statute, nor was there a place for it on the appropriate forms.  Therefore, the subtraction must be disallowed.  Section 143.471.3 plainly allows apportionment only for non-resident S corporation shareholders.  

II.  Computation

A.  Tax


Although a husband and wife who file a joint federal income tax return must file a 

combined Missouri income tax return, the tax of each spouse is computed separately.  Sections 

143.031 and 143.491.1.  Therefore, the Engers’ distribution of income evenly between them is 

inappropriate.  However, we allocate the Engers’ interest, dividends, capital gains, rental loss, 

and itemized deductions evenly between them, because the record does not show any other 

manner of allocation.
  Therefore, we allocate their income between them as follows:  



Enger
Rochelle
Total


Wages
$74,794
$56,490
$131,284


Interest
$147
$146
$293


Dividends
$1,516
$1,516
$3,032


Capital gains
$19,825
$19,825
$39,650


Rent
($255)
($255)
($510)


S corporation
$0
$43,645
$43,645


Total
$96,027
$121,267
$217,394


Forty-four percent of the Missouri adjusted gross income was Enger’s ($96,027/$217,394), and 56% was Rochelle’s ($121,267/$217,394).   The Engers had $42,226 in deductions and exemptions ($4,200 + $28,026 + $10,000).   Sections 143.111, 143.141, 143.151, and 143.171.2.  Therefore, Enger’s portion of the Missouri taxable income is $77,074 ([$217,394 - $42,226] x .44).  Sections 143.031.2 and 143.111.  The 1999 Missouri income tax on $77,074 is $4,399.  Section 143.011.  Rochelle’s portion of the Missouri taxable income is $98,094 ([$217,394 - $42,226] x .56).  The 1999 Missouri income tax on $98,094 is $5,661.  Section 143.011.  Therefore, the Engers’ total 1999 Missouri income tax is $10,060 ($4,399 + $5,661).  The Engers had paid $5,732 in withholdings and estimated tax, leaving an underpayment of $4,328 by the due date.  Section 143.511.  

B.  Additions


Section 143.751 imposes a five percent addition to tax if any part of a deficiency is due to negligence or intentional disregard of rules and regulations.  Negligence is “the failure to make a reasonable attempt to comply with state tax laws.”  Hiett v. Director of Revenue, 899 S.W.2d 870, 872 (Mo. banc 1995).  The Engers attempted to take a subtraction and deductions that were not authorized.
  According to settled case law, a resident shareholder is not entitled to apportion S corporation income, and the Director’s forms did not provide for the subtraction for a resident 

shareholder.  Therefore, the Engers did not make a reasonable attempt to comply with the state tax laws, and they are liable for the addition to tax.  Five percent of $4,328 is $216.40.  

C.  Application of Payments

According to the Engers’ return, they had an underpayment of $2,204, which they did not pay until August 2000.  An extension of time to file a return does not extend the time for payment of tax.  Section 143.551.4.  The tax was due on April 17, 2000.  Sections 143.511 and 143.851.  Therefore, the Engers were liable for interest.  Section 143.731.1.  A further deficiency results pursuant to this decision.  This Commission does not customarily calculate the application of interest to tax liabilities.  The underpayment as of April 17, 2000, was $4,328, as we have computed, and the five percent addition was $216.40.  According to the Director’s written argument, interest of $112.58 accrued through August 14, 2000, when the Engers made payment of $2,204, resulting in a balance of $2,452.98 as of August 14, 2000.  Further interest has continued to accrue.  

Summary


We conclude that the Engers are liable for 1999 Missouri income tax and additions as set forth in this decision, plus further accrued interest.  


SO ORDERED on August 22, 2002.



________________________________



KAREN A. WINN



Commissioner

	�Statutory references are to the 2000 Revised Statutes of Missouri, unless otherwise noted.  





	�On Schedule E, the Engers reported a $510 loss on rental property.  $43,645 (S corporation income) - $510 = $43,144.  


	�Based on an apportionment factor of 28 percent for Missouri source income, the Engers apparently multiplied the S corporation income of $43,645 by .72 (100 percent – 28 percent) = $31,424, to determine non-Missouri source income.  


	�The Director concedes that the notice incorrectly stated the itemized deductions as $28,626 rather than $28,026, due to a key entry error.  (Ex. A.)  


	�The record shows that the Engers did not own all of the stocks jointly, but the record does not show who owned what.  Therefore, we must make as close an approximation as we can.  Dick Proctor Imports, Inc. v. Director of Revenue, 746 S.W.2d 571, 575 (Mo. banc 1988).  





	�The Engers do not dispute the Director’s adjustments to their itemized deductions.  
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