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DECISION 


FileNet Corporation (“FileNet”) is not subject to Missouri use tax on its sale of computer software to SBC Services, Inc. (“SBC Services”).  
Procedure


FileNet filed a complaint on January 30, 2007, challenging the Director of Revenue’s (“the Director”) use tax assessment.  FileNet filed a first amended complaint on July 11, 2008.  The Director filed an answer to the first amended complaint on July 31, 2008.    

We convened a hearing on the complaint on August 10, 2009.  Edward F. Downey and B. Derek Rose, with Bryan Cave LLP, and Janette M. Lohman, with Thompson Coburn LLP, represented FileNet.  Senior Counsel Roger Freudenberg represented the Director.  


The matter became ready for our decision on March 19, 2010, when FileNet filed the last written argument. 


Commissioner Sreenivasa Rao Dandamudi, having read the full record including all the evidence, renders the decision.
 

Evidentiary Ruling


At the hearing, FileNet raised a hearsay objection to Respondent’s Exhibit B, which is the Director’s audit package.  We took the objection with the case.  We overrule the objection and allow the audit package into evidence as a business record of the Director.
  However, we do not take every assertion in the audit package as true, as some facts do not appear to be correctly stated by the auditor.  
Findings of Fact

FileNet’s Business Operations
1. FileNet is a corporation with, at all relevant times, its principal place of business at 3565 Harbor Blvd., Costa Mesa, California.  FileNet is duly authorized and in good standing to do business in Missouri.  
2. FileNet is a software and hardware company specializing in database storage.  FileNet sells pre-formatted modules to a variety of users and can modify the software for each business or industry.
3. FileNet was acquired by IBM Corporation in 2007. 
SBC Services’ Business Operations
4. SBC Services was a first-tier affiliate of SBC Communications, Inc.  Upon the purchase of AT&T Corp. by SBC, the name of SBC Services was changed to AT&T Services.  In all respects other than the change of the name, SBC Services and AT&T Services are the same.

5. SBC Services is a subsidiary of SBC that provides administrative support functions to the SBC family of companies.  SBC Services provides services including information technology, corporate security, procurement, finance (including accounts payable functions), legal, external affairs and corporate real estate.  

6. The services provided by SBC Services to the SBC affiliates are generally of the type considered to be more efficiently procured from a centralized position for all affiliates. 
7. SBC Services charges the other affiliates for these services based upon its costs.  Specifically, SBC Services accumulates costs into cost pools and allocates the costs based upon allocation factors to each affiliate.  SBC Services also applies a rate of return as allowed by the FCC.  

Computer Software

8.
Software is the set of instructions either in machine language or a higher language that tells the computer what to do and how to do it.  The basic level computer language is a binary code in 1s and 0s that runs a computer.  Data is recorded electronically in the computer as a series of 1s and 0s.  The computer processes the 1s and 0s, adds additional 1s and 0s, and produces a different ordering of the 1s and 0s that reflects the different data and additional data that is gathered along the path.  If one had an oscilloscope, one could see the positive and negative charges moving across a chip, but the 1s and 0s could not actually be seen.  

9.
The data processed by the FileNet software has a higher value to AT&T than the data that the computer started with.     


10.
Once the software is stored or saved, it is written to some type of media, such as a hard drive, floppy disk, flash drive or CD, for continued use.  

11.
Application software is a set of instructions that tells the computer to perform a specific type of function, such as word processing or e-mail.  


12.
Operating software is an operating system such as Windows.  Application software runs on the operating software.  


13.
A person cannot touch or see software.  


14.
A person can see the media that software is stored on, such as a computer, CD or hard drive.  


15.
Canned software, or “off the shelf” software, is a type of application software that is written to perform a specific function, such as preparing spreadsheets, and is made available to a wide number of users.


16.
Custom software is software that is written for a specific customer’s set of requirements.  

17.
Software takes up space on a computer’s hard drive.  All of the software could not be transferred unless there was adequate space on the hard drive.  


18.
A computer screen can show a user what is stored on the hard drive.    
Delivery of the FileNet Software

19.
On December 18, 2003, SBC Services signed a Master Software Agreement with FileNet.  On December 29, 2003, FileNet signed the agreement.  The agreement was for the purchase of FileNet software.  

20.
The Master Software Agreement sets forth the terms and conditions for software licenses between FileNet and SBC Services.  

21.
Beginning in 1999, SBC Services implemented a policy under which all acquired software was to be acquired via electronic transfer rather than through the receipt of a tangible medium, such as CDs, because it was not economical and very time consuming to track software if maintained on CDs.  

22.
During the period at issue, FileNet delivered software to SBC Services by use of a computer hard drive.  


23.
In 2003, most vendors had the capability to transfer software over the Internet.  An electronic Internet download of software is accomplished by the opening of a communications channel over the Internet from a receiving computer and a vendor computer, which need not be geographically proximate due to the Internet connection.  After the communication channel is open, the receiving computer issues commands to the vendor computer over telephone lines or data lines to copy the software to the receiving computer, and the vendor computer sends the copy back through telephone lines or data lines.  


24.
The Master Software Agreement § 3.10 provides:
 

3.10 Load and Leave Delivery for Missouri Locations

For Software Orders: 

FileNet will physically deliver and install Software on SBC’s equipment on a time and materials basis based on SBC’s request, but will leave no tangible materials or backup discs at the SBC site (the “load and leave method”).  When the transfer of Software occurs using the load and leave method, FileNet will provide SBC with an affidavit (as set forth in Appendix E) indicating the method of transfer, the Product transferred, the date, and its representative making the transfer.  SBC will acknowledge receipt of the affidavit and will countersign the document with the date received and the authorized SBC representative involved in the Software transfer.  SBC will send the original countersigned affidavit to FileNet and retain a copy for audit purposes.  Software delivered via the load and leave method is delivered pursuant to Missouri Regulation 12 CSR 10-109.050, as in effect at the time of the execution of this Agreement.  Tax benefits as may available to SBC pursuant to Missouri Regulation 12 CSR 10-109.050 under this delivery methodology may be affected by changes in Missouri tax regulations and FileNet retains the right to change the availability of this delivery methodology.  Further, SBC shall indemnify FileNet against any taxes assessed against FileNet based on a disallowance of SBC’s exemption for sales taxes due on the Software so delivered.  

25.
A “load and leave” transfer means that software is stored on a tangible medium that is brought by the vendor to a buyer’s location and is electronically loaded by the vendor onto the buyer’s server.  Upon completion of the electronic download, the vendor retains the medium through which the software was brought to the customer’s location, whether it be a hard drive, CDs or other medium.  


26.
The vendor uses the tangible medium containing the software in a “load and leave” transaction. 


27.
A “load and return” transfer occurs when a vendor ships software on a tangible medium to the customer.  The customer then uses that medium to copy the software from the tangible medium onto its server and then ships the tangible medium back to the vendor.  

28.
The customer uses the tangible medium containing the software in a “load and return” transaction.  


29.
Pursuant to an Enterprise License Schedule (“ELS”) signed by SBC Services on December 18, 2003, and signed by FileNet on December 29, 2003, FileNet transferred the FileNet software to SBC Services with a license for 175,000 users.


30.
The purchase price of the FileNet software was $9,534,965.  This amount was capitalized as a fixed asset on the financial accounting books and records of SBC Services.  In connection with the purchase of the FileNet software, SBC Services paid a maintenance fee of $1,600,955.43 for maintenance of the FileNet software to be performed for the remaining days of 2003 and all of 2004.  


31.
The ELS expressly required that the delivery of the FileNet software be accomplished by the “load and leave” method.  


32.
The transfer of the FileNet software was effectuated by Dan Woodruff, an employee of FileNet, on December 19, 2003.  Woodruff took a USB hard drive, which contained 
a copy of the FileNet software, and a USB cable to SBC Services’ offices at One Bell Center in St. Louis, Missouri.

33.
The Master Software Agreement § 3.2 provides: 

3.2 Access

a.  When appropriate, FileNet shall have reasonable access to SBC’s premises and computer systems during normal business hours, and at such other times as may be agreed upon by the Parties to enable FileNet to perform its obligations under this Agreement.  FileNet shall coordinate such access with SBC’s designated representative prior to visiting such premises.  FileNet will ensure that only persons employed by FileNet or subcontracted by FileNet will be allowed to enter SBC’s premises.  If SBC requests FileNet or its subcontractor replace any person provided by FileNet or its subcontractor performing Work on SBC’s premises, FileNet shall comply with such request within a commercially reasonable period.  Once replaced, FileNet shall not furnish such person again to perform Work on SBC’s premises without SBC’s written consent. 

b.  SBC may require FileNet or its representatives, including employees and subcontractors, to exhibit identification credentials, which SBC may issue to gain access to SBC’s premises for the performance of Services.  If, for any reason, any FileNet representative is no longer performing such Services, FileNet shall inform SBC within a commercially reasonable period.  Notification shall be followed by the prompt delivery to SBC of the identification credentials, if issued by SBC.  FileNet agrees to comply with SBC’s corporate policy requiring FileNet or its representatives, including employees and subcontractors, to exhibit their company photo identification in addition to the SBC issued photo identification when on SBC’s premises. 

c.  FileNet shall ensure that its representatives, including employees and subcontractors, while on or off SBC’s premises, will perform work which (i) protects SBC’s Material, buildings and structures, (ii) does not interfere with SBC’s business operations, and (iii) perform such Work with care and due regard for the safety, convenience and protection of SBC, its employees, and property and in full conformance with the policies specified in the SBC Code of Business Conduct, which prohibits the possession of a weapon or an implement which can be used as a weapon (a copy of the SBC Code of Business Conduct is available upon request).  If SBC notifies FileNet that one of FileNet’s 
representatives is in violation of this subsection C, FileNet will immediately remove such representatives from the Work.

d.  FileNet shall ensure that all persons furnished by FileNet work harmoniously with all others when on SBC’s premises. 

e.  When FileNet obtain [sic] access to SBC’s computer systems, whether directly or remotely by means of data/ telecommunications, FileNet will access them only by way of a[n] SBC authorized remote access network gateway. 


34.
Security guards check the identification badges of persons attempting to enter One Bell Center.  If the person has a valid employee badge or a “vendor” badge reflecting that a non-SBC employee has been authorized to enter the building, he or she may pass into the building.  Because Woodruff had a vendor badge at the time, he passed through security at One Bell Center in approximately ten seconds.  


35.
At that point, Woodruff proceeded across a bridge to the St. Louis Data Center (“Data Center”), another building owned by SBC, in order to reach Jana Gottlieb, the SBC Services employee assigned to verify that the transfer was made in accordance with the ELS.  


36.
The Data Center is the building that houses the equipment that performs production processes including all software and equipment used to make sure that telephone calls are made.


37.
In addition to housing the production software, the Data Center contains office space, including Gottlieb’s office.


38.
Approximately 500 persons are employed at the Data Center. 


39.
Gottlieb was assigned office space in the Data Center when she began her employment in information technologies for SBC Services in 1997.  At that time, it was common for employees to be assigned office space in the same building as their manager.  In 1997, Gottlieb’s manager was located in the Data Center.

40. 
There was no technical reason for the transfer of the FileNet software to be accomplished in the Data Center, as computers both inside and outside the Data Center could 
have been used to accept the transfer of the FileNet software.  However, certain security measures would have to be followed to download software using a computer outside the building. 

41.
The only reason that the transfer of the FileNet software took place in the Data Center (as opposed to another location) was that Gottlieb’s office was in the Data Center.

42.
Due to the sensitivity of this equipment in the Data Center, there is an additional level of security there.  Specifically, persons with access to the Data Center have an additional key card that allows access to the building.

43.
Because Woodruff did not have access to the Data Center by virtue of his vendor badge, he contacted Gottlieb by phone from One Bell Center to arrange to meet her in the lobby of the third floor of the Data Center to effectuate the transfer.

44.
When he arrived in the Data Center lobby, Woodruff signed a sign-in sheet and awaited Tina Giesking, an employee under Gottlieb.  When Giesking arrived, she escorted Woodruff to her cubicle where the download took place.

45.
Upon reaching Giesking’s desk, Woodruff connected his USB hard drive via his USB cable to Giesking’s desktop computer and plugged the AC power adapter for this USB hard drive into the wall outlet at her desk.  The computer system had been previously logged on to by an AT T Services employee, and a designated area of the system was previously established for loading the FileNet software.  Woodruff then typed in the commands to copy the software onto SBC Services’ computer system. Woodruff could not access any other area of the computer system.

46.
The electronic download of the FileNet software from the USB hard drive to SBC Services’ computer system took approximately one hour.

47.
After the copying was completed, Woodruff unplugged the AC adapter for his USB hard drive and unplugged his USB cable from SBC Services’ computer system.

48.
Woodruff then completed the affidavit required by the Master Software Agreement and obtained Gottlieb’s signature as well, leaving a copy of the affidavit as the only tangible personal property behind.

49.
A difference between an Internet electronic download of software and the transfer of the FileNet software at issue was the proximity of the hard drive to SBC Services’ computer.  An Internet download uses the existing wires to facilitate the Internet.  

50.
At no time did anyone other than Woodruff touch the USB hard drive, USB cord, or power cord.

51.
Woodruff did not leave the portable hard drive or any other tangible storage media or other tangible personal property with SBC Services.  

52.
Woodruff would have refused any request by an SBC agent to turn over his hard drive or any other property in his possession on December 19, 2003. 

SBC Services’ Use of the FileNet Software
53.
The FileNet software is canned (i.e., “off the shelf’) software that is used to manage content in an enterprise environment.  The content can be spreadsheets, documents, audio files or video files.  The FileNet software is used to control, ingest, maintain, and export data through its life cycle.  It tracks different versions of data and also can create a workflow.
54.
The FileNet software replaced prior versions of the software created by FileNet that were used by SBC Services.  
55.
The reasons for purchasing the FileNet software were twofold.  First, the prior version of the software had fewer functions than the new FileNet software.  Second, the prior version of the software supported only 10,000 licensees.  The FileNet software supports 175,000 licensees.
56.
The FileNet software is loaded on top of the Operating System and provides a set of instructions. Some of those instructions are set up to perform the document management operation of the software, and other sets of those instructions are the tools that allow SBC to create the workflows that allow the automated flow of those documents throughout the system.

Content Management Capabilities
57.
A managed document is a document in an electronic format stored on a computer with control features.  The document may be limited with respect to the number of people who may access, modify or delete it, that has metadata gathered which would allow the tracking of the people who have created, accessed or viewed the document, and for which a records management schedule can be established to determine the time for purging.  A non-managed document normally resides in an open storage area that everybody shares. 
58.
Metadata is data surrounding a document that provides insight to the document that may not exist in the document itself.  Metadata can include the author and title of a document as well as information about persons who have viewed or edited the document. 
59.
As a document is created and controlled by the FileNet software, metadata is gathered surrounding the document. For example, metadata surrounding the author of a document and the creation date are recorded. 
60.
The FileNet software allows security to be set on content to allow some persons the ability to view a document, some persons the ability to edit it, others to create a new document, and others the ability to delete it.  In each case, the FileNet software documents the activities of each person with respect to the document.
61.
In addition to restricting the means by which documents may be modified, the FileNet software retains copies of prior versions of documents rather than overwriting them. 
62.
One of the functions within the FileNet software’s content management is E​-forms. E-forms provide the capability of pre-populating a form with information based upon the user’s identification.  For example, for a particular form, the FileNet software could utilize information in the corporate directory to automatically populate the user’s address, phone number, geographic location and supervisor information. 
63.
Thus, the FileNet software is used for data entry.  
64.
The FileNet software is also capable of performing data searches.  For example, SBC Services has a repository of approximately 100,000 documents.  The FileNet software can allow a user to search a document by word search (i.e., looking for a specific word in the text of a document), or by author, or both. 

Workflow
65.
A workflow is a set of requirements to perform some function involving the creation, revision and approval of a document or file to be moved from person to person electronically.
66.
For example, if a document must be approved by several persons in a chain of command, a copy of the document will be sent to the first person.  Upon approval, the FileNet software will automatically send it to the next person in the chain of command without any other action taken by a human. 
67.
SBC Services uses the workflow creation function for Web hosting to be performed by other SBC affiliates on behalf of large corporations such as Microsoft. Based upon the purchase by a company like Microsoft, a workflow is kicked off and moves along a path informing people in different places of the work that needs to be done.  Once the work is done, SBC employees use the FileNet software to indicate that the work is completed, and information is sent to the next person to work on the next link.  When every task is completed, the workflow 
then moves automatically into the SBC Services billing department with the list of work and the amount of time that was spent for the billing people to issue a bill from.

Specific Services Charges by SBC Services to Affiliates

68.
Among other services, the FileNet software is used to produce information technology services.  The FileNet software allows the security and protection generated by having managed content.  The FileNet software gives the ability to conduct data searches, manipulate data, populate E-Forms, and to create and sustain workflows.   

69.
SBC Services charged one of its affiliates, Southwestern Bell Telephone Services (“SWBT”), more than $100 million per year for information technology services provided in Texas during every year from 2003-2008.  This charge was based upon SWBT’s share of SBC Services’ actual costs.  SBC Services is a cost based company and charges the other affiliates for these services based upon its costs.  Specifically, SBC Services accumulates costs into cost pools and allocates the costs based upon allocation factors to each affiliate.  SBC Services also applies a rate of return as allowed by the FCC.      

70.
Among other services, the FileNet software is used to provide an approval process for accounts payable.  Specifically, the accounts payable department uses the image management portion of the FileNet software to scan every invoice into the system.  A bar code is created and associated with the image of the invoice, which is treated as a cover page.  The FileNet software interprets the bar code and the associated number to the bar code that ties the invoice image together for accounts payable.  Before a bill is paid, the approving party will be able to see the invoice image to ensure that the charges are valid. 

71.
SBC Services charged SWBT more than $2 million per year for accounts payable services provided in Texas during every year from 2003-2008. 

72.
It would have been possible for SWBT to obtain the information technology services and accounts payable processing services from third parties.  The information technology services were provided by SBC Services because it was determined to be more cost effective than obtaining such services from third parties. 

73.
The amounts charged by SBC Services to SWBT for the provision of information technology and accounts payable services include amounts paid for the FileNet software. 

74.
Neither SBC Services nor any of the affiliates charged for services produced by the FileNet software paid Texas sales or use tax on such services.  Although such services are subject to Texas sales and use taxes, an inter-company exemption from taxation set forth by Texas Tax Code Section 151.346 applied. That section provides that a sale of services, such as those provided by SBC Services to its affiliates, is exempt from taxation.

Physical Operation of the FileNet software
75.
The FileNet software sits on 40 servers (computers) in the Data Center and runs on top of the operating software (i.e., Windows 2003). The FileNet software provides sets of instructions.  Some of the instructions are set up to perform the document management portion of the FileNet software, while other instructions are set up to create the workflow creation portion.
76.
The FileNet software converts data in the form of a binary code of ls and 0s.  The ls and 0s are converted into different and additional data ls and 0s from tracking the use of the data. For example, if a document that was input into the system contained 5,000 bytes of information, the FileNet software would add additional bytes of information including the date and time of input, the names of the author(s), and the security information surrounding the document, and after use of the FileNet software, the total amount of information on the electronic document could be 8,000 bytes. 
77.
The new and additional data has a higher value to SBC Services because, among other reasons, the additional data has value in the context of regulatory activities such as Sarbanes-Oxley compliance and for internal purposes to efficiently identify particular subject matter experts that may have added additional information to the document or metadata that will help the document to function better within the enterprise.  Additionally, the workflow management allows a series of automatic functions in order to perform tasks such as provisioning Web hosting for customers in such diverse geographical areas as Hong Kong and Canada.
78.
The FileNet software is currently accessed by employees of the affiliated companies approximately 50,000 times per day.
79.
In January 2004, the FileNet software was accessed by employees between 10,000-15,000 times per day.
Tax Policy Group Meeting in November 2003
80.
On November 18, 2003, a notice was posted on the door of the offices of the Director of Revenue on the sixth floor of the Truman Building stating that there would be a meeting of the Director’s Taxation Policy Group.
81.
The Taxation Policy Group is a group that includes many of the senior staff and tax substantive staff of the Director that meets on a regular basis to recommend to the Director certain actions with respect to the interpretation of the law and the recommendation of policy that the Director may adopt or choose not to adopt.
82.
Notices of meetings of the Taxation Policy Group are publicly posted at least 24 hours before the meeting on the door of the offices of the Director of Revenue on the sixth floor of the Truman Building.
83.
The Deputy Director of Taxation could not recall if any member of the public ever attended a meeting of the Taxation Policy Group.
84.
A memorandum was discussed at the November 19, 2003, meeting addressing whether the Director’s policy of treating “load and leave transactions” to be nontaxable sales was correct.
85.
There was no final determination on the memorandum at the November 19, 2003, as the action item remained open at least until another meeting of the Taxation Policy Group on December 22, 2003.
86.
The Director did not attend the November 19, 2003, meeting of the Taxation Policy Group.  However, the Director signed and issued Letter Ruling 1724 on November 21, 2003.  In the letter ruling, the Director addressed a factual situation in which the licensee of canned software received the software on tangible media by the load and leave method.  The letter ruling states:
 

A “load and leave” transaction is one in which delivery is made to a purchaser by use of a tangible storage media where the tangible storage media is not physically transferred to the purchaser.  The software remains on the customer’s local server network, where it can be downloaded on the users’ computers according to the number of site licenses purchased from vendor or seller.  Vendor or seller maintains the master copy of the software and updates it at all times. . . .  Sales of software licenses to customers via the “load and leave” method are subject to Missouri sales/use tax.

87.
Based upon the records set forth in the minutes of the December 22, 2003, meeting, which was attended by the Director, the Director agreed to revise the Tax Policy Notice changing the then-existing policy of the Director regarding “load and leave” transactions by including specific language that computer software was covered by the notice and to post it to the Director’s Web site.
88.
On January 9, 2004, the Director published Tax Policy Notice 16, purporting to -announce that “the Department of Revenue has changed its policy regarding the taxability of computer software load and leave transactions.” 
89.
It is and has always been the Director’s policy that the transfer of software over the Internet is not subject to Missouri sales/use taxation.
90.
The Director’s letter rulings are generally posted to the Director’s Web site after they have been sanitized (i.e., information identifying the applicant is deleted).
91.
There are no set dates for the publication of letter rulings on the Director’s Web site.  Instead, the letter rulings are generally posted on an ad hoc basis as they are received by the Web master for the Director’s Web site.
92.
Based upon the digital time stamp on the file for Letter Ruling 1724 in the Director’s records, Letter Ruling 1724 was posted to the Director’s Web site on December 12, 2003.
93.
Letter Ruling 1724 was not otherwise available to the public prior to December 12, 2003.
94.
Because the posting of new letter rulings has never been included on the “What’s New” tab of the Director’s Web site, the only means by which a taxpayer could discover the existence of new letter rulings would be to navigate to the letter ruling page within the Director’s Web site and search for relevant new letter rulings on a day-to-day or regular basis.
95.
The Director has no evidence as to whether any taxpayer reviewed Letter Ruling 1724 during any time period.

Assessment of Taxes and Withdrawal of Part of the Assessment
96.
On December 1, 2006, the Director issued her final decision assessing use tax against FileNet in the amount of $773,946.47, plus statutory interest with respect to the FileNet 
software (including the maintenance fee), and $60,794.05 with respect to a transaction unrelated to the FileNet software.  The Director has withdrawn the assessment of $60,794.05 with respect to the unrelated transaction. 
Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.
  FileNet has the burden to prove that it is not liable for the amount 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.
  

Section 144.610 imposes a use tax, at the rate of four percent, for the privilege of storing, using, or consuming in Missouri tangible personal property purchased from out of state.
  We find one issue determinative – whether the computer software is tangible personal property.     
I.  Missouri Supreme Court Precedents

The Missouri Supreme Court has addressed the taxability of computer software in three opinions.  In James v. TRES Computer Systems,
 the seller loaded data onto computer tapes.  The tapes were worth $50 before the seller put the data on them and $135,000 after.  The court stated the issue as follows: 

Give[n] that there is no dispute that the data and programs sold are intangible personal property, the question is whether, by their presence on the tapes, they could become tangible personal property so as to be taxable under § 144.610, RSMo 1978.[
] 


The court determined that the tapes were disposable and were simply a medium of transmittal – a mere incident to the sale of the data.  Another factor that the court examined was whether other means could be used to convey the same information, thus suggesting that the intangible service was the ultimate object of the transaction.  The court noted that the seller could have transmitted the data electronically, thereby dispensing altogether with any tangible component to the transaction.  The court held that the sale of the computer data and programs was not subject to tax as a sale of tangible personal property.   


In International Business Machines Corp. v. Director of Revenue (“IBM I”),
 the taxpayer sought a refund of tax paid on sales of systems control and application programs for IBM mini and mainframe computers, and the court affirmed this Commission’s decision denying the refund claim.  The customer selected a program from a list in IBM’s directory, and IBM delivered the program to the customer via disk, diskette, tape reels, or punch cards.  IBM alleged that it was entitled to a refund due to “the fact that this tax amount was paid in connection with the marketing of computer programs and such activity has been declared not subject to tax in James v. Tres Computer Systems, Inc., No. 63662 (Mo. Sup. Ct. Dec. 3, 1982).”
  IBM conceded that its sales of such programs for micro computers were taxable sales of tangible personal property, and IBM did not seek a refund of tax paid on those sales.  The court concluded that “IBM’s broad reason supporting their request for refund was correctly interpreted by the [Administrative Hearing] Commission to preclude determination of issues not raised in Tres.”
  This Commission made a finding that, at the termination of the agreement, the customer had the option of either returning the program, program materials and all modifications to IBM, 
or destroying them.
  This Commission rejected, as contrary to the terms of the governing license agreement, IBM’s testimony that the customer must immediately return the program.   
 
In affirming this Commission’s decision that IBM was subject to sales tax and was not entitled to a refund, the court stated:  

On the evidence before us, we can only conclude that modifications of cataloged software were minimal, if any.  The Commissioner found the modifications were related to fitting programs together so that all programs would operate together and in synchronization with each other, and that modifications were not made to the basics of the program structure.  There appears little similarity to the programs in Tres.  

The Commissioner also found the tapes to be the ultimate objects of the transactions, noting the crucial role the tapes play in the bargaining process.  The tapes were ready to use to program the customer’s machine, which is another difference from Tres. 
The second point examined by the Commissioner was the “alternative methods of delivery argument”—the possibility that this software could have been delivered to the customer via telephone lines.  The “alternative methods” argument has been considered in several cases.  It is questionable whether this issue is before us.  IBM stipulated that the only manner by which the programs were delivered was by tapes, discs, diskettes or punched cards.  None were delivered by telephone lines.  While there was evidence that there were printed instructions on the tapes to the effect that they must be returned to IBM, the instructions also said for the customer to copy the tape and retain the copy as a backup.  We see no distinction between keeping the original tape and copying the tape and returning the original copy.  As a matter of fact, IBM conceded that it made no effort to enforce the “return to IBM” instruction.[
]

In Bridge Data Co. v. Director of Revenue,
 the court again affirmed a decision of this Commission as to taxability of computer software.  This Commission held that assessments of tax against computer programs that were delivered via telephone transmission were “clearly 
erroneous and are overturned.”
  This Commission also concluded that software conveyed via magnetic tape that Bridge Data was required to return to the vendor was not taxable because the programs, rather than the tapes, were the true object of the transactions, and that the transactions were not taxable because they were not transfers of tangible personal property.
  This Commission found that the remaining programs, which were conveyed in the form of tapes, floppy disks, punch cards, or other tangible personal property, were subject to tax because they were “canned” rather than custom-designed programs, and they were conveyed via tangible personal property that was not discarded or returned.
  Bridge Data appealed that portion of the decision to the Missouri Supreme Court.  The court stated:  
The Commission, however, has found explicitly that the programs as to which it sustained the assessment were not custom programs but rather stock items, so that IBM rather than Tres was the governing authority.  This finding is supported by sound law and substantial evidence, and we sustain it. 

The taxpayer argues that the blank magnetic tapes and floppy disks have only minimal value, and that the purchaser is interested in the programs rather than the disks and tapes, which may be discarded after their initial use.  Under IBM this circumstance is not controlling.  In Hearst Corp. v. Director of Revenue, 779 S.W.2d 557 (Mo. banc 1989), we held that the director’s position that the sale of a newspaper was not a sale of tangible personal property, because the newsprint was simply a means of transmitting information, was legally unsound.  The commission properly found that the challenged items were acquired through sales of tangible personal property, and so were subject to sales and use tax.[
]

We also note the Missouri Supreme Court’s decision in International Business Machines Corp. v. Director of Revenue (“IBM II”),
 where the court held that IBM’s sales of computers, document scanners, direct storage devices, tape drives and printers to DST Systems, 
Inc. (“DST”) did not qualify for a manufacturing exemption because DST did not manufacture a product intended to be sold for final use or consumption.
  Although IBM II did not involve the taxability of computer software, we find the case analogous.  DST designed and operated software to process information for the mutual fund, insurance, securities transfer, pharmaceutical, banking and real estate industries.  The court stated:
 

DST thus manipulates the data to create forms of output such as balance, control and exception reports, super sheets (reports of daily activity for each fund), ad hoc reports and statements, account confirmation statements, dividend and redemption checks, tax information forms, and net asset values.  The output information is (mostly) transmitted to mutual fund companies, shareholders, and the public media (as appropriate).  It reaches the customer by various mean including hard copy, electronic transmission, optical storage, tape storage, michrofiche/film, direct access storage, and downloading to personal computers.  


DST claimed a manufacturing exemption under § 144.030.2(5) for: 

Machinery and equipment . .  . purchased and used . . . to expand existing manufacturing . . . plants in the state if such machinery and equipment is used directly in manufacturing . . . a product which is intended to be sold ultimately for final use or consumption.  

The court held:

The decisive point then is whether DST’s products are “sold.”  Selling computer printouts or computer output is defined by statute not to be “the sale of tangible personal property.”  Sec. 144.010.8(ii).  Further, selling computer printouts or computer output is not one of the services listed as taxable in the sales tax laws.  Sec. 144.010(8); 144.020 RSMo 1986.  Therefore, the exemption in section 144.030.2(5) is not available for machinery and equipment used to manufacture computer printouts, and computer output on microfiche or microfilm-which include several of DST’s products.

DST’s outputs are also transmitted to customers on various storage devices such as optical and tape storage.  There is no evidence in the record that DST transfers to customers the title to these storage devices, which is required for a “sale.”  See Dean Machinery, 918 S.W.2d at 246.  Nor is there evidence that the storage devices are the “true object” or “true essence” of the transaction.  See Sneary v. Director of Revenue, 865 S.W.2d 342, 345 (Mo. banc 1993); IBM Corp. v. Director of Revenue, 765 S.W.2d 611, 613-14, (Mo. banc 1989); James v. Tres Computer Systems, Inc., 642 S.W.2d 347, 349 (Mo. banc 1982).
DST’s outputs are also transmitted to customers electronically.  A “sale” requires transferring tangible personal property or rendering a taxable service.  Sec. 144.010.1(7); sec. 144.010(8); sec. 144.020.1 RSMo 1986.  DST’s electronic transmission of information does not qualify as a “sale.”  

None of DST’s products are intended ultimately to be “sold.”  Thus, the exemption in section 144.300.2(5) does not apply to DST’s purchase of machinery and equipment from IBM.  


Even though IBM II did not involve a sale of computer software, we note this decision because the court held that DST’s electronic transmission of information was not a transfer of tangible personal property and did not qualify as a sale.  
II.  Trends in Case Law as to 

Taxability of Computer Software


This Commission is bound by the precedents of the Missouri Supreme Court, and we dutifully follow them in our decisions.  However, the court’s opinions in Tres
 and IBM I
 expressly recognized that the court’s review was limited to the specific issue that the parties raised therein.  In none of the precedents that we have discussed was the court called upon to define “tangible personal property” and to apply that definition to computer software.  Further, while repeatedly recognizing the pace of technological changes, the court has not been called upon to address the taxability of computer software since its opinion in Bridge Data.
  The court 
issued that opinion in 1990 – 20 years ago.  Given the importance of this issue, we examine the trends in the case law of various taxing jurisdictions as to the taxability of computer software.  


As the Supreme Court of Alabama noted in Wal-mart Stores, Inc. v. City of Mobile,
 there has been a shift in the viewpoint of many courts towards the taxability of computer software:  

As computer software became more prevalent in society, and as courts’ knowledge and understanding of computer software grew, later cases saw a shift in courts’ attitudes towards the taxability of computer software, and courts began holding computer software to be tangible for sales, use and property tax purposes. . . .  The software itself, i.e., the physical copy, is not merely a right or an idea to be comprehended by the understanding.  The purchaser of the computer software neither desires nor receives mere knowledge, but rather receives a certain arrangement of matter that will make his or her computer perform a desired function.  This arrangement of matter, physically recorded on some tangible medium, constitutes a corporeal body.  


In South Central Bell Telephone Co. v. Barthelemy,
 the Supreme Court of Louisiana had technical evidence before it as to the nature of computer software:

To correctly categorize software, it is necessary to first understand its basic characteristics.  In its broadest scope, software encompasses all parts of the computer system other than the hardware, i.e., the machine; and the primary non-hardware component of a computer system is the program.  In its narrowest scope, software is synonymous with program, which, in turn, is defined as “a complete set of instructions that tells a computer how to do something.”  Thus, another definition of software is “a set of instructions” or “a body of information.”  

When stored on magnetic tape, disc, or computer chip, this software, or set of instructions, is physically manifested in machine readable form by arranging electrons, by use of an electric current, to create either a magnetized or unmagnetized space.  The computer reads the pattern of magnetized and unmagnetized spaces with a read/write head as “on” and “off”, or to put it another way, 
“0” and “1”.  This machine readable language or code is the physical manifestation of the information in binary form.

Based on this evidence, the court stated:
  

South Central Bell argues that the software is merely “knowledge” or “intelligence,” and as such is not corporeal and thus not taxable.  We disagree with South Central Bell’s characterization.  The software at issue is not merely knowledge, but rather is knowledge recorded in a physical form which has physical existence, takes up space on the tape, disc, or hard drive, makes physical things happen, and can be perceived by the senses.  As the dissenting judge at the court of appeal pointed out, “In defining tangible, 

‘seen’ is not limited to the unaided eye, ‘weighed’ is not limited to the butcher or bathroom scale, and ‘measured’ is not limited to a yardstick.”  That we use a read/write head to read the magnetic or unmagnetic spaces is no different than any other machine that humans use to perceive those corporeal things which our naked senses cannot perceive.  

The software itself, i.e. the physical copy, is not merely a right or an idea to be comprehended by the understanding.  The purchaser of computer software neither desires nor receives mere knowledge, but rather receives a certain arrangement of matter that will make his or her computer perform a desired function.  This arrangement of matter, physically recorded on some tangible medium, constitutes a corporeal body. . . .  As the court of appeals explained, and as Bell readily admits, the programs cannot be utilized by Bell until they have been recorded into the memory of the electronic telephone switch.  The essence of the transaction was not merely to obtain the intangible “knowledge” or “information”, but rather, was to obtain recorded knowledge stored in some sort of physical form that Bell’s computers could use.  Recorded as such, the software is not merely an incorporeal idea to be comprehended, and would be of no use if it were.  Rather, the software is given physical existence to make certain desired physical things happen.  

One cannot escape the fact that software, recorded in physical form, becomes inextricably intertwined with, or part and parcel of the corporeal object upon which it is recorded, be that a disk, tape, hard drive, or other device.  That the information can be transferred and then physically recorded on another medium is of no moment, and does not make computer software any different 
than any other type of recorded information that can be transferred to another medium such as film, video tape, audio tape, or books.     


In Gilreath v. General Electric Co.,
 the Florida Court of Appeals reviewed the prevailing trends and reached the opposite conclusion:  
To be frank, the nature of software is not easy to categorize.  The plaintiffs suggest that it is simply a series of electrons and binary instructions representing intellectual property, and having no intrinsic value.  The defendants argue that the source codes for such programs are reduced to paper, the papaers [sic] may be manually handled, and the end product is inherently extremely valuable.  Both sides make valid points, and both positions have been most ably articulated by counsel for the respective parties. The Court, however, after considerable reflection concludes that the plaintiffs' position is more viable. . . . 
While no appellate court in Florida has addressed the issue, the courts of our sister states have spoken with some frequency.  The vast majority of cases cited by the parties and located by the Court have concluded that software is not tangible personal property. See, e.g., District of Columbia v. Universal Computer Associates, Inc., 465 F.2d 615 (D.C.Cir.1972); Computer Associates International, Inc. v. City of East Providence, 615 A.2d 467 (R.I.1992); Northeast Datacom v. City of Wallingford, [212 Conn. 639, ]563 A.2d 688 (1989); Protest of Strayer, [239 Kan. 136, ]716 P.2d 588 (1986); Honeywell Information Systems, Inc. v. Maricopa County, [118 Ariz. 171, ]575 P.2d 801 (1977); Matter of Western Resources, Inc., [22 Kan.App.2d 593, ] 919 P.2d 1048 (1996).

The court in Dallas Central Appraisal District v. Tech Data Corp., 930 S.W.2d 119 (Tex.App.1996), nicely summarizes the theory.  In holding that computer application software was not tangible personal property subject to local taxation, the appellate court noted that “the ‘imperceptible binary impulses' that make up computer application software are not capable of being ‘seen, weighed, measured, felt or otherwise perceived by the senses.’ ” It noted that the essence of the property is the software itself, and not the tangible medium on which the software might be stored.

The Florida Legislature obviously agreed.  In amending Section 192.001(19), it made a sharp distinction between the information, program or routine (the “imperceptible binary impulses”), and the medium on which the information, program or routine is carried. 
That is to say, as the court interprets this amendment, the Legislature determined that the disk or tape itself was tangible personal property, but the information, program or routine was not. The remainder of the statute clearly indicates that the information, program or routine is not subject to local taxation, because it “does not increase the value of the computer or computer-related peripheral equipment, or any combination thereof.”

The most significant case holding to the contrary comes out of the State of Louisiana.  In South Central Bell v. Barthelemy, 643 So.2d 1240 (La.1994), the Supreme Court of Louisiana held that software was tangible personal property, and therefore subject to local taxation.  Unlike the Florida Legislature and the other courts cited above that have considered the issue, the view of the Louisiana court was that under its civil law system software consisted of knowledge recorded in a physical form.  As those physical forms-discs, tapes, hard drives, etc.-have a physical existence, take up space, and make things happen, they are tangible and taxable.

The court disagrees, and concludes that the views expressed in the other cited cases are more persuasive.  Perhaps the Supreme Court of Connecticut stated it most succinctly.  In Northeast Datacom, Inc. v. City of Wallingford, [212 Conn. 639, ]563 A.2d 688 (1989), the court determined that the physical components of software-the same discs, tapes, hard drives, etc.-discussed by the Louisiana court, are only “tangential incidents” of the program.  It noted that “the fact that tangible property is used to store or transmit the software's binary instructions does not change the character of what is fundamentally a classic form of intellectual property.”


Having examined the cases of various jurisdictions and noted the differing results in these decisions, we turn to the Missouri statutes, regulation, and court precedents as applied to this case.  
III.  Application of Statutes, the Director’s 
Regulation and Court Precedents to this Case
A.  The Director’s Regulation

The Director’s Regulation 12 CSR 10-109.050 provides:  

(1) In general, the sale of canned computer software programs is taxable as the sale of tangible personal property.  The sale of customized software programs, where the true object or essence of 
the transaction is the provision of technical professional service, is treated as the sale of a nontaxable service. 

(2) Definition of Terms.

(A) Canned programs—Canned programs are standardized programs purchased “off the shelf” or are programs of general application developed for sale to and use by many different customers with little or no modifications.  These may include programs developed for in-house use and subsequently held or offered for sale or lease.  A program may be a canned program even if it requires some modification, adaptation or testing to meet the customer’s particular needs. 

(B) Customized programs—Customized programs are programs developed to the special order of a customer.  The real object sought by a purchaser of customized programs is the service of the seller and not the property produced by the service of the seller.

(3) Basic Application of the Tax. 

(A) Tax applies to the sale of canned programs delivered in a tangible medium which are transferred to and retained by the purchaser.  Examples of canned programs delivered in a tangible medium would include coding sheets, cards, magnetic tape, CD-ROM or other tangible electronic distribution media on which or into which canned programs have been coded, punched or otherwise recorded.  

(B) Tax applies to the entire amount charged to the customer for canned programs.  Where the consideration consists of license fees or royalty payments, all license fees or royalty payments, present or future, whether for a period of minimum use or for extended periods, are includable in the measure of the tax.  Tax does not apply to the amount charged to the customer for customized programs.  The seller of the customized programs is subject to tax on the purchase of any materials or tangible personal property used to provide the nontaxable service.  

*   *   * 

(4) Examples. 

*   *   * 

(B) Canned programs used to operate business computers, personal computers, word processors, display writers and other similar 
hardware are considered the sale of tangible personal property and subject to tax.

(C) The provision of programming services to create a software program to the particular specifications and requirements of a purchaser are not subject to tax.  The seller should pay tax on the purchase of any materials or supplies used to provide the service. 

(D) The sale of software maintenance agreements which include tangible periodic canned program updates as part of the sales price that are not separately stated on the invoice are subject to tax.

(E) The sale of software modules that are part of an integrated canned program is taxable even if the seller performs activities to install and prepare the programs for use by the purchaser.  For example, the sale of general ledger, accounts receivable, accounts payable, or other modules from accounting applications is taxable, even though the seller establishes a chart of accounts or company information for the purchaser. 


“Duly promulgated substantive regulations have the force and effect of laws.”
  However, we are not required to follow any regulation to the extent that it is contrary to a statute.


Paragraph 3(A) provides that tax applies to the sale of canned programs delivered in a tangible medium that are transferred to and retained by the purchaser.  The Director argues that Regulation 12 CSR 10-109.050(3)(A) does not require that the sale of canned software delivered by a tangible medium is taxable only if the tangible medium is retained by the purchaser.  We disagree with this reading.  The regulation plainly applies the tax to the sale of canned programs delivered in a tangible medium that is transferred to and retained by the purchaser.  The software at issue is canned software that is not delivered in a tangible medium and retained by the purchaser.  The regulation is silent as to canned software that is not delivered in a tangible 
medium and retained by the purchaser.  Paragraph 3(A) goes on to say that examples of canned programs delivered in a tangible medium would include coding sheets, cards, magnetic tapes, CD-ROMs or other tangible electronic distribution media on which or into which canned programs have been coded, punched or otherwise recorded.  There is nothing in this description that includes a portable USB hard drive.  The regulation is not specific as to a load and leave transaction and therefore does not apply to this case.  


The Director also points to Example 4(E) and asserts that the sale of canned software is taxable even if the seller performs activities to install and prepare the programs for use by the purchaser.  Example 4(E) states that the sale of software modules that are part of an integrated canned program is taxable even if the seller performs activities to install and prepare the programs for use by the purchaser.  The regulation is not clear as to what is meant by “software modules.”  There is no dispute that the FileNet software at issue is a canned program, but there is no evidence as to any specific ‘modules” that might be considered as part of the overall program.  The example describes circumstances in which the seller establishes a “chart of accounts or company information” for the purchaser.  The example thus applies to situations in which the seller sells a canned program, but performs some activity to establish the program for the particular purchaser.  In this case, the seller loaded the canned program onto SBC Services’ computer system, but performed no activities to establish any sort of module for the particular user.  We conclude that the regulation simply does not apply to the present case, and this case is governed by the applicable statutes.  We look to the case law for guidance in applying the tax statutes to this case.         
B.  Taxability of Computer Software:  
Tangible or Intangible Personal Property?  

Section 144.610 imposes the use tax for the privilege of storing, using, or consuming in Missouri tangible personal property purchased from out of state.
  Section 144.635 provides: 

Every vendor making a sale of tangible personal property for the purpose of storage, use or consumption in this state shall collect from the purchaser an amount equal to the percentage on the sale price imposed by the sales tax law in section 144.020 and give the purchaser a receipt therefor. . . .
 Section 144.605(7) defines a “sale” as: 

any transfer, barter or exchange of the title or ownership of tangible personal property, or the right to use, store or consume the same, for a consideration paid or to be paid[.]
A statute imposing a tax is strictly construed in favor of the taxpayer and against the taxing authority.
 

Though the precedents from the Court have applied to sales of software, the prior cases did not squarely address the issue that is presented in this case – whether the software is tangible personal property.  We have fulfilled our duty to make findings of fact based on the record presented in this case.  We have discussed cases from other jurisdictions because they may provide guidance to a reviewing court on this issue.  The Missouri Supreme Court has not had occasion to address the taxability of computer software in the last 20 years, and the more recent cases from other jurisdictions show that the various jurisdictions have reached differing conclusions based on the particular state’s statutes.  However, our conclusions of law must ultimately be guided by applying the rules of statutory construction, as established in Missouri case law, to the Missouri statutes.

The primary goal of statutory construction is to effectuate the intent of the legislature according to the language used.
  Section 144.605(11) defines “tangible personal property,” for purposes of the use tax, as:

all items subject to the Missouri sales tax as provided in subdivisions (1) and (3) of section 144.020[.]

Section 144.020.1(1) imposes the sales tax on “every retail sale in this state of tangible personal property[.]” Section 144.020.1(3) imposes the sales tax on “the basic rate paid or charged on all sales of electricity or electrical current, water and gas, natural or artificial, to domestic, commercial or industrial consumers[.]”  Even though the term “tangible personal property” is vitally important for purposes of the sales tax laws, no definition of the term is provided in the definitional section
 or in any other provision of the sales tax statutes.      


Section 1.090 provides:

Words and phrases shall be taken in their plain or ordinary and usual sense, but technical words and phrases having a peculiar and appropriate meaning in law shall be understood according to their technical import.
The general term “property” has been given a peculiar and technical meaning by Missouri courts:
  
Property is not merely real property.  It encompasses “everything which is the subject of ownership, corporeal or incorporeal, tangible or intangible, visible or invisible, real or personal[-]everything that has an exchangeable value or which goes to make  up wealth or estate.”  black's Law Dictionary 1216 (6 th ed.1990).  “It extends to every species of valuable right and interest, and includes real and personal property, easements, franchises, and incorporeal hereditaments, and includes every invasion of one's property rights by actionable wrong.”  Id.  In Hoffmann v. Kinealy, 389 S.W.2d 745, 752-53 (Mo. banc 1965) (footnotes and citations omitted), the Supreme Court said:

Property is defined as including not only ownership and possession but also the right of use and enjoyment for lawful purposes.  In fact, “[t]he substantial value of property lies in its use.”  It follows that: “[t]he constitutional guaranty of protection for all private property extends equally to the enjoyment and the possession of lands.  An arbitrary interference by the government, or by its authority, with the reasonable enjoyment of private lands is a taking of private property without due process of law, which is inhibited by the Constitution.”
The Missouri Court of Appeals has stated:
 

The word “property” . . . is nomen generalissimum, and extends to every species of valuable right and interest, including real and personal property, easements, franchises, and other incorporeal hereditaments.

In Ludlow-Saylor Wire Co. v. Wollbrinck, 275 Mo. 339, 352, 205 S.W. 196, 198, the court said: 

“In law and in the broadest sense ‘property’ means ‘a thing owned,’ and is, therefore, applicable to whatever is the subject of legal ownership.  It is divisible into different species of property, including physical things, such as lands, goods, money; intangible things, such as franchises, patent rights, copyrights, trade-marks, trade-names, business good will, rights of action, etc.  In short it embraces anything and everything which may belong to a man and in the ownership of which he has a right to be protected by law.”  


The term “personal property” does have a peculiar or technical meaning in the law.  Personal property is defined as “any movable or intangible thing that is subject to ownership and not classified as real property.”
  

The Missouri Court of Appeals has noted that stock, for example, has both tangible and incorporeal elements:
 

Although a stock certificate as a muniment of title is itself tangible personal property, it transfers an incorporeal interest in property in the nature of a chose in action and the recording of an instrument 
for the sale of stock does not constitute constructive notice of the rights or interests created thereby. 


We note that for purposes of ad valorem tax, tangible personal property and intangible personal property are specifically defined,
 but these definitions are neither applicable nor helpful in defining the terms for purposes of the sales/use tax.     

In the context of construing a will, the Missouri Supreme Court has stated: 

The phrase “tangible personal property” has a clear and definite meaning.  It admits of no ambiguity.  The phrase can be found in our Constitution, statutes, and cases.  
Personal property can be either tangible or intangible.  Tangible personal property is property which may be felt or touched; such property as may be seen, weighed, measured, and estimated by the physical senses. Conversely, intangible personal property is that which has no intrinsic and marketable value, but is merely the representative or evidence of value, such as certificates of stock, bonds, promissory notes, and franchises.
This technical meaning of “tangible personal property” is consistent with the plain and ordinary meaning of the word “tangible” in the dictionary,
 which defines the word “tangible” as:

1 a : capable of being perceived esp. by the sense of touch : PALPABLE b : substantially real : MATERIAL[.]
Section 144.610 imposes the use tax, by definition, on a sale of tangible personal property.  The key issue is whether the computer software is tangible personal property.  

This Commission has a statutory duty to make findings of fact and conclusions of law.
  Our findings of fact must be sufficiently definite and certain to allow a court to review our 
decision intelligently and ascertain if the facts afford a reasonable basis for the decision.
  An administrative agency must avoid making findings of fact that are “completely conclusory.”
  Findings of fact are inadequate if they cause a reviewing court to speculate as to which part of the evidence we believed.
  We denied summary decision because we wanted evidence on the simple question of “what is computer software?”  The parties have presented very little evidence on this important question.


William Apple, the senior technical director of AT&T’s information technology organization in St. Louis, testified as follows regarding computer software:
 

Q:  Do you agree with what Mr. Woodruff said about whether one can see software?
A:  Yes.  It’s intangible. You cannot see software.

Q:  Do you agree with what he said about feeling software or touching it? 
A:  I do. 

Q:  What is your opinion?
A:  You cannot see or touch software.  In fact, in the questions that came up, the screen that they were talking about that indicated where the software was, it’s actually the screen that I believe that was being referred to just shows the actual physical locations of where information resides.  You have no idea what software resides in those locations.  Only that something is filling those particular pieces of the storage area.  As far as if you actually start to work with software, you’ll actually see the opportunity where software actually will split itself up because as it starts to write into a certain area it will run into an area that’s already been preoccupied.  It will itself split itself and go into an area that’s unoccupied.  

It is very unclear what Mr. Apple means when he states that software will split itself and go into an unoccupied area.  This statement was not clear enough for us to make a finding of fact on it.  


It would be helpful to have clearer expert evidence in a case of this magnitude.  However, we have allowed the opportunity for a hearing.  We decline to reopen the record for additional evidence when the parties have already been given a full opportunity to present evidence.  We accept the record that the parties have made, we have made findings of fact on that basis, and we render our decision based on those findings.  The Director relies heavily on the Supreme Court of Louisiana’s decision in South Central Bell Telephone.
  As we have stated, we find other states’ decisions instructive as to the law.  However, we cannot rely on such decisions for the facts.  We must rely on evidence in the record in this case.  


The record in this case demonstrates that software is a set of instructions either in machine language or a higher language that tells the computer what to do and how to do it.  The basic level computer language is a binary code in 1s and 0s that runs a computer.  Something tangible is capable of being perceived, especially by the sense of touch. 
   On cross-examination of one of FileNet’s witnesses, the Director solicited evidence that software takes up space on a computer’s hard drive.  However, the evidence in the record further shows that a person cannot see or touch software.  A person can only see the media that the software is stored on, such as a computer, CD or hard drive.  If one had an oscilloscope, one could see the positive and negative charges moving across a chip, but the 1s and 0s could not actually be seen.  Based on the record in this case, the FileNet software is intangible.    

Under the load and leave method, the programs were transferred from FileNet’s portable hard drive onto SBC’s computer system.  There was no use of any physical medium, such as 
tapes or disks, to transmit the computer programs to the end user, and there was no sale of tangible personal property.  The issue recognized by this Commission and affirmed by the court in TRES Computer,
 IBM I,
 and Bridge Data
 was whether the transaction was a service or whether the true object of the transaction was the acquisition of a tangible item, such as a tape or disk, that would subject the transaction to sales/use tax.
  IBM I
 does not control the present case because FileNet did not give SBC any tangible medium for transfer of the computer programs.  In TRES Computer,
 the sale of computer data and programs was held not subject to tax, even though they were transferred by tapes, because the data and programs were the true object of the transaction.  The present case is even more compelling because there was no transfer of tangible personal property at all.  This case is similar to the transfer of computer programs via telephonic transmission in Bridge Data,
 which this Commission held was not subject to tax.  That portion of this Commission’s decision was not appealed to the Supreme Court.
  This case is also analogous to IBM II,
 where the court held that DST’s electronic transmission of information did not qualify as a sale because a sale involves transferring tangible personal property or rendering a taxable service.  

Because FileNet did not make a sale of tangible personal property to SBC Services, the use tax does not apply.  As we have noted, issues as to the taxability of computer software have 
not been presented to the Missouri Supreme Court in the last 20 years.  Because this Commission is a legislative creation, we have only such power as the legislature has given us.
  We must apply the statutes as written, and we have no authority to change the law.
  
IV.  FileNet’s Remaining Arguments


Based on the evidence in the record, we have concluded that the FileNet software is not tangible personal property and is not subject to use tax.  This is determinative.  We briefly address the other issues that FileNet has raised on appeal.
A.  Manufacturing Exemptions


In the event that the software is determined to be tangible personal property, FileNet argues that the sale is exempt under the manufacturing exemptions found in § 144.030.2(4), RSMo Supp. 2009, for replacement items and § 144.030.2(5), RSMo Supp. 2009, for plant expansion.  Because we have found that the software is not tangible personal property and is not subject to use tax, we do not address whether the manufacturing exemptions apply.  However, FileNet has made a record on this issue.   
B.  Change in Policy by the Director

Based on letter rulings and tax policy notices of the Director, FileNet further argues that the Director’s assessment is precluded by § 32.053, which provides:  

Any final decision of the department of revenue which is a result of a change in policy or interpretation by the department effecting a particular class of person subject to such decision shall only be applied prospectively.  

We remake the Director’s decision.
  Because we conclude that FileNet is not subject to use tax, the Director’s assessment is void, and the applicability of § 32.053 is a moot issue.  However, because the parties made a record on this issue, we have made pertinent findings of fact.

C.  Unexpected Decision
 
FileNet also argues that a decision in favor of the Director would be an unexpected decision under § 143.903, which provides:  

1.  Any provision of law to the contrary notwithstanding, an unexpected decision by or order of a court of competent jurisdiction or the administrative hearing commission shall only apply after the most recently ended tax period of the particular class of persons subject to such tax imposed by chapters 143 and 144, RSMo, and any credit, refund or additional assessment shall be only for periods after the most recently ended tax period of such persons.  

2. . . . For the purposes of this section the term “unexpected” shall mean that a reasonable person would not have expected the decision or order based on prior law, previous policy or regulation of the department of revenue.  

The Missouri Supreme Court has held:  

Implicit in the statute is that a decision is unexpected if the decision overrules a prior case or invalidates a previous statute, regulation or policy of the director of revenue and the decision was not reasonably foreseeable.[
]
Because FileNet is not liable for any additional assessment,
 and our decision is not unexpected,
 § 143.903 does not apply. 
Summary


Because there was no sale of tangible personal property, FileNet is not subject to use tax on its sale of computer software to SBC Services.     


SO ORDERED on August 20, 2010.



_________________________________


SREENIVASA   RAO   DANDAMUDI


Commissioner
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