Before the
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State of Missouri

ROBERT H. and ELIZABETH A. 
)

GAFFNER,
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)
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)




)


vs.

)

No. 02-1679 RI




)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

DECISION 


Robert H. and Elizabeth A. Gaffner are liable for Missouri income tax and additions as the Director of Revenue assessed for 2001, plus accrued interest.  As a non-resident, Robert has not been taxed on his retirement income, as Missouri law provides a method to prorate the Missouri-source income of a non-resident.  

Procedure


The Gaffners filed a complaint on October 30, 2002, challenging the Director’s final decision assessing them Missouri income tax, interest, and additions for 2001.  This Commission convened a hearing on the complaint on April 17, 2003.  Robert represented himself.  Legal Counsel Joyce Hainen represented the Director.  The matter became ready for our decision on September 11, 2003, when the Director filed the last written argument.

Findings of Fact

1. The Gaffners were residents of Illinois in 2001.  Their residency is not in dispute.  

2. During 2001, Robert had $34,955 in income from his employment with the IRS in Missouri, and $39,411 in retirement income from the Public School Retirement System of Missouri.  

3. On their 2001 Missouri income tax return, filing as non-residents, the Gaffners reported:  


Robert
Elizabeth
Combined


Federal adjusted gross income
$75,155
$17,047
$92,202


Subtractions
$40,030
$619
$40,649


Missouri adjusted gross income
$35,125
$16,428
$51,553


Income percentage
68%
32%
100%


Exemptions


$4,200


Itemized deductions


$18,104


Federal income tax deduction


$10,000


Long-term care insurance deduction


$2,176


Taxable income
$11,610
$5,463
$17,073


Tax
$472
$143
$615


Missouri income percentage
100%
0
100%


Tax
$472
$0
$472


Withholdings


$1,055


Refund


$588

4. Form MO-A, Part 2 has a section for “Subtractions,” which includes line 5 – interest on exempt federal obligations; line 6 – state income tax refund included in federal adjusted gross income; and line 7 – partnership, fiduciary, S corporation railroad retirement benefits, or “other.”  Robert reported his state income tax refund of $619 on line 5.  On line 7, Robert checked the box for “other,” wrote “Mo Public Retirement” in the blank next to it, and reported his Missouri public school retirement income of $39,411 on that line.  His Missouri subtractions, as reported on the return, thus totaled  $40,030 ($619 + $39,411).  

5. On May 22, 2002, the Director issued a notice of proposed changes, reducing Robert’s Missouri subtractions to $619 and regarding his wages as Missouri-source income, resulting in the following computation:  


Robert
Elizabeth
Combined


Federal adjusted gross income
$75,155
$17,047
$92,202


Subtractions
$619
$619
$1,238


Missouri adjusted gross income
$74,536
$16,428
$90,964


Income percentage
82%
18%
100%


Exemptions


$4,200


Itemized deductions


$18,104


Federal income tax deduction


$10,000


Long-term care insurance deduction


$2,176


Taxable income
$46,317
$10,167
$56,484


Tax
$2,554
$385
$2,939


Missouri income percentage
47%
0
47%


Tax
$1,200
$0
$1,200


Withholdings


$1,055


Underpayment


$145


Additions


$7.25


Interest


$1.22


Balance due


$153.47

The Director calculated the Missouri income percentage of 47% for Robert by dividing $34,955 in Missouri wage income by $74,536, the amount that would have been Robert’s Missouri adjusted gross income if he had been a resident.  The Director then multiplied that percentage by $2,554, the tax Robert would have paid if he were a Missouri resident, to arrive at the non-resident tax of $1,200.  The notice stated the reasons for the changes in the tax computation, but did not specifically state the basis for the imposition of additions.  

6. On July 3, 2002, the Director issued a notice of deficiency for $145 in tax, $7.25 in additions, and $2.22 in interest, a total of $154.47.  The notice stated no factual basis for the imposition of additions.  The Gaffners protested the notice.  

7. On October 8, 2002, the Director issued a final decision upholding the deficiency, plus additional accrued interest.  

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  The Gaffners 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.  Tax


We recognize that the income tax liability of a husband and wife is separate and not joint and several.  Section 143.491.  The parties do not dispute that the Gaffners were not Missouri residents in 2001 and that Elizabeth had no Missouri income tax because she had no Missouri income.  However, because the Gaffners filed a combined Missouri return and the Director issued a final decision to the couple, her adjusted gross income enters into the calculation.  Section 143.031 provides:


1.  A husband and wife who file a joint federal income tax return shall file a combined tax return. . . .


2.  The Missouri combined taxable income on a combined return shall include all of the income and deductions of the husband and wife.  The Missouri taxable income of each spouse shall be an amount that is the same proportion of their Missouri combined taxable income as the Missouri adjusted 

gross income of that spouse bears to their Missouri combined adjusted gross income.  


3.  The tax of each spouse shall be determined by the application of either section 143.021 or section 143.041 depending upon whether such spouse is a resident or nonresident.  Their Missouri combined tax shall be the sum of the tax applicable to each spouse. 

(Emphasis added).  


Section 143.041 provides the method for computing a non-resident’s Missouri income tax:  

A tax is hereby imposed for every taxable year on the income of every nonresident individual which is derived from sources within this state.  The tax shall be that amount which bears the same ratio to the tax applicable to the individual if he would have been a resident as (A) his Missouri nonresident adjusted gross income as determined under section 143.181 (Missouri adjusted gross income derived from sources within this state) bears to (B) his Missouri adjusted gross income derived from all sources.  

This statute thus defines a Missouri non-resident’s tax as equal to the following amount:  

Tax if a resident  x (Non-resident MoAGI/All-source MoAGI)


Robert argues that as a non-resident, he should not be taxed in Missouri on his retirement income.  4 U.S.C. 114 provides:  

(a) No State may impose an income tax on any retirement income of an individual who is not a resident or domiciliary of such State (as determined under the laws of such State).

(b) For purposes of this section—

(1) The term “retirement income” means any income from—

(A) a qualified trust under section 401(a) of the Internal Revenue Code of 1986 that is exempt under section 501(a) from taxation;

(B) a simplified employee pension as defined in section 408(k) of such Code;

(C) an annuity plan described in section 403(a) of such Code;

(D) an annuity contract described in section 403(b) of such Code;

(E) an individual retirement plan described in section 7701(a)(37) of such Code;

(F) an eligible deferred compensation plan (as defined in section 457 of such Code);

(G) a governmental plan (as defined in section 414(d) of such Code);

(H) a trust described in section 501(c)(18) of such Code; or

(I) any plan, program, or arrangement described in section 3121(v)(2)(C) of such Code, if such income—

(i) is part of a series of substantially equal periodic payments (not less frequently than annually) made for—

(I) the life or life expectancy of the recipient (or the joint lives or joint life expectancies of the recipient and the designated beneficiary of the recipient), or

(II) a period of not less than 10 years, or

(ii) is a payment received after termination of employment and under a plan, program, or arrangement (to which such employment relates) maintained solely for the purpose of providing retirement benefits for employees in excess of the limitations imposed by 1 or more of sections 401(a)(17), 401(k), 401(m), 402(g), 403(b), 408(k), or 415 of such Code or any other limitation on contributions or benefits in such Code on plans to which any of such sections apply.

Such term includes any retired or retainer pay of a member or former member of a uniform service computed under chapter 71 of title 10, United States Code.


The Director agrees that as a non-resident, Robert should not be taxed on the retirement income.  In calculating the non-resident Missouri income percentage, the Director divided the Missouri-source income ($34,955 in wages from the IRS) by Robert’s Missouri adjusted gross income from all sources ($74,536), resulting in a percentage of 47%.  Robert asserts that his 

retirement income is from a Missouri source because it is from the Public School Retirement System of Missouri, but he argues that he cannot be taxed on that income because he is not a Missouri resident.  Section 143.181.1 provides:  

The Missouri nonresident adjusted gross income shall be that part of the nonresident individual’s federal adjusted gross income derived from sources within Missouri, as modified in the same manner as set forth in section 143.121 with respect to resident individuals. . . .

Although § 143.181 continues by giving a number of examples of what is and is not Missouri-source income, it does not give guidance in determining the source of retirement income.  However, in previous decisions, this Commission has regarded retirement income as earned in the state where the retiree resides, Lalumondiere v. Director of Revenue, No. 02-1245 RI (Mo. Admin. Hearing Comm’n Sept. 24, 2003), and the Director does not dispute that in this case.  


What is really in question in this case is the manner in which § 143.041 determines the Missouri taxable income of a non-resident.  Instead of looking at what income is earned in Missouri and calculating a tax on that amount, § 143.041 first determines the tax as if the taxpayer were a Missouri resident, and then multiplies that tax by the percentage of income that  is Missouri income.  The Missouri legislature writes the Missouri tax laws, and neither the Director nor this Commission has any authority to change them; we must apply them as written.  Lynn v. Director of Revenue, 689 S.W.2d 45, 49 (Mo. banc 1985).  Robert argues that because his retirement income is not taxable in Missouri, it should not even enter into the calculation or be reported on the return.  However, that is not how the legislature has determined to calculate a non-resident’s Missouri income tax, and we cannot change that result.  The retirement income is not subject to tax because the tax is based on the ratio of his Missouri wage income, which undisputedly is taxable in Missouri, to all of his income.  


The method of calculation that the Gaffners used on their return is incorrect because they  seek to compute a tax based only on the Missouri income, having subtracted out the retirement income, but then take advantage of the full panoply of deductions without limiting them to a Missouri source, thereby reducing the tax computation to a minimal amount.  That is not authorized by the statutes.  The legislature could have determined a non-resident’s tax by taking the Missouri-source income, allowing some portion of the deductions as Missouri-source, and then computing the tax on the remaining amount, but it has not done so.


The Director’s computation of Robert’s 2001 income tax is correct.  According to the formula set forth in § 143.041, a non-resident’s tax is:  

Tax if a resident  x (Non-resident MoAGI/All-source MoAGI)

The Director first computed the tax that Robert would pay if he were a resident – $2,554 –  pursuant to §§ 143.011 and 143.111.  Pursuant to § 143.121, the MoAGI of a resident is his federal adjusted gross income (FAGI), subject to certain modifications.  The Director determined that Robert’s non-resident MoAGI is $34,955, his wages from the IRS.  Applying the formula pursuant to § 143.041, his 2001 Missouri income tax as a non-resident is:  

$2,554 x ($34,955/$74,536) = $1,200

The Gaffners had Missouri withholdings of $1,055, leaving a tax balance of $145.  Interest applies to the unpaid liability as a matter of law.  Section 143.731.1.  

II.  Additions


The Director also imposed a 5 percent addition to tax.  Section 143.751.1 provides:  

If any part of a deficiency is due to negligence or intentional disregard of rules and regulations (but without intent to defraud) there shall be added to the tax an amount equal to five percent of 

the deficiency.  The director shall apprise the taxpayer of the factual basis for the finding of negligence, or the specific rules or regulations disregarded, at the time the director issues a proposed assessment.  

The Director’s notice of proposed changes notified the Gaffners of the basis for the adjustments.  The notice of deficiency, to which § 143.611.3 refers as a “proposed assessment,” does not state the factual basis for a finding of negligence.  The parties have not raised the question of whether the Gaffners received adequate notice of the factual basis for the finding of negligence.  Without deciding what might be sufficient notice as a general rule, we conclude that in this case the notice was in substantial compliance with the statute.  Negligence is “the failure to make a reasonable attempt to comply with the state tax laws.”  Hiett v. Director of Revenue, 899 S.W.2d 870, 872 (Mo. banc 1995).  Robert took a Missouri subtraction for his public school retirement income when the tax form did not expressly allow for one; he reported it in the box designated “Other.”  Missouri law and the Director’s forms provide a reasonable method for a non-resident to determine the amount of income taxable by Missouri.  Instead of following this method, Robert took an unauthorized subtraction for his non-Missouri source retirement income and then reported a non-resident income percentage of 100%.  Robert’s method of computation was not a reasonable attempt to comply with Missouri’s income tax laws.  Therefore, the Gaffners are liable for additions as the Director assessed.  

Summary


The Gaffners are liable for 2001 Missouri income tax and additions as the Director assessed, plus accrued interest.  


SO ORDERED on October 31, 2003.



________________________________



KAREN A. WINN



Commissioner

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


	�One could imagine the difficulty of sourcing deductions as well as income.  The legislature could have provided for computing some percentage of the deductions as “Missouri-source,” such as 47% of Robert’s share of the deductions in this case, and deducting them from the Missouri-source income, but it has not done so.  The Gaffners’ computation uses only the Missouri income, but does not limit the deductions to Missouri in any way.  
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