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DECISION 


ICC Management, Inc. (“ICC”) is liable for sales/use tax as the Director of Revenue (“the Director”) assessed, plus interest, on ICC’s purchases of food, clothing and consumable items for use at its private jail facility.  
Procedure


ICC filed a complaint on March 14, 2007, challenging the Director’s assessments of sales/use tax and interest on its purchases of food, drinks and consumable items.  


This Commission convened a hearing on the complaint on December 6, 2007.  John W. Simpson, with Shook, Hardy & Bacon, represented ICC.  Senior Counsel Gary Barnhart represented the Director.  ICC filed the last written argument on April 10, 2008.  

Commissioner Douglas M. Ommen, having read the full record including all the evidence, renders the decision.

Findings of Fact

1. ICC is a private for-profit corporation that operates a private jail facility located near Holden, Missouri.  
2. ICC contracts with certain municipalities and counties, including Lee’s Summit and Independence, to provide jail services.  ICC contracted with Wyandotte County, Kansas, for part of the period at issue in this case, but otherwise contracted with local governments within Missouri.  Pursuant to the contracts, ICC provides three meals per day, as well as clothing and consumable items such as soap, shampoo, and medical supplies, to the inmates.  ICC does not enter into written contracts with some smaller local governments, but provides the services under the same terms and conditions as for the local governments under contract.  ICC receives some prisoners on a work release program and is paid directly by the court.  ICC has also housed prisoners overnight who were being transported from one state to another.    
3. The governmental entities pay ICC a specified fee per inmate per day.  This fee ranged from $32.50 to $50.00 during the periods at issue.   
4. ICC also allows its employees to have meals, snacks and drinks free of charge.  This is approximately one to two percent of the meals served, and most employees prefer to bring their meals from home.  
5. ICC factors the cost of the food, clothing and consumable items into the fee that it charges the local governments.  The local governments do not pay sales tax on the food and consumable items.  
6. ICC has found that providing good quality meals to inmates helps maintain the peace in its facility.  
7. ICC purchases food and consumable items from in-state and out-of-state vendors.  ICC purchases clothing for the inmates from an out-of-state vendor.  When ICC purchased food 
and consumable items from January 2002 through December 2005, it provided exemption certificates to the in-state vendors.  Thus, the vendors did not collect sales tax from ICC.  ICC did not file use tax returns for January 2000 through December 2005, and did not pay use tax on any of its purchases from out of state.  
8. The Director conducted a sales tax audit of ICC for January 2002 through December 2005, and a use tax audit of ICC for January 2000 through December 2005.  ICC agreed that it was subject to sales/use tax on some items that are not at issue in this case, and paid the tax on those items pursuant to the audit.  The auditor concluded that ICC is liable for sales/use tax on its purchases of food, clothing and consumable items.  The Director issued final decisions assessing a total of $14,056.25 in sales tax and $5,459.79 in use tax, plus interest, on ICC’s purchases of food, clothing and consumable items during the audit period.
      

Conclusions of Law


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

ICC initially claimed that it was exempt as a social or service organization or that it was exempt as an eleemosynary or penal institution of the state,
 but ICC has abandoned those 
claims.  ICC argues that it purchased some of the food to become component parts or ingredients, and that it purchased the food, clothing and consumable items for resale.    

I.  Sale and Resale


Section 144.020.1, RSMo Supp. 2007, imposes the state’s sales tax, at a rate of four percent, on sellers for selling tangible personal property and offering certain enumerated services at retail.  Section 144.010.1(10), RSMo Supp. 2007, defines “sale at retail” as:  

any transfer . . . of the ownership of, or title to, tangible personal property to the purchaser, for use or consumption and not for resale in any form as tangible personal property[.]

Sales for resale are thus excluded from the scope of the sales tax.
  Section 144.210.1 provides that when a purchaser has purchased tangible personal property under a claim of exemption that is found to be improper, the Director may collect the proper amount of tax and interest directly from the purchaser.  

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

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

Section 144.605(10) defines “storage” as:  

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

The use tax statutes thus exclude resales from tax by definition.  The use tax statutes also contain a specific exemption for resales.
  Because the sales tax and use tax complement one another, the resale exclusion/exemption should be construed in the same manner for purposes of both the sales tax and the use tax.
  

The Missouri Supreme Court has held that a resale has three elements:  (1) the transfer, barter or exchange (2) of the title to or ownership of tangible personal property, or the right to use, store, or consume the same, (3) for a consideration paid or to be paid.


In support of his contention that tax is owed by ICC, the Director cites Odorite of America, Inc. v. Director of Revenue.
  Odorite was engaged in the business of manufacturing air deodorant machines and deodorant chemicals that were sold to distributors.  The distributors installed the deodorizing machines in customers’ restroom areas, and made periodic visits to replenish chemicals in the deodorizing machines and to clean the urinals and toilets.  Odorite claimed that it sold the deodorizers and chemicals for resale, and the Director claimed that Odorite’s sales to its distributors constituted retail sales because the distributors used the merchandise in the performance of services to customers.  The Court held that Odorite was subject to sales tax because it sold products that were used and consumed by its distributors in the normal conduct and performance of their distributorship services.  The Court noted that the distributors retained ownership over the dispensers and supplies after they were placed in service in the customers’ restrooms.  Because there was no transfer of ownership or title from the distributors to their customers, there was no resale.  


The Director contends that ICC never transferred title or ownership, or the right to use, store or consume the tangible personal property, to the local governments.  However, the sole purpose of ICC’s purchases of the food, clothing and consumable items was for use and consumption by the prisoners, with the limited exception of the free meals provided to employees.  The local governments paid consideration for the food, clothing and consumable items pursuant to their contracts with ICC.  This case is distinguishable from Odorite, where there was no resale because the distributor retained ownership over the dispensers and supplies.     

The Director further argues that ICC’s use or consumption of the food, clothing and consumable items in rendering its services defeats the resale claim.  The Missouri Supreme Court has addressed this issue.  R & M Enterprises v. Director of Revenue
 involved a fabric wholesaler that sent sample books of patterns and inventory to retailers.  There, the Court held that providing the sample books did not constitute a resale even though the cost of the books was factored into the price charged to the customers. The Court stated:

There is no quantitative connection between the furnishing of sample books to retailers and the purchase of fabrics by these retailers for their customers.  It is of course to the appellant’s interest to have the sample books in the hands of the retailers, but there is no assurance that orders will be forthcoming from any particular retailer, or of the volume of any such orders.  The circumstance that the cost of binding the books is factored into the price charged the customers is not controlling.  The appellant necessarily considers all of its costs in fixing its prices.  The evidence fails to demonstrate a sale for resale.[
]

Then, in House of Lloyd v. Director of Revenue,
 the Court revisited the issue:  

Prior decisions of this Court draw a fine line between cases in which the taxpayer holds the property only for resale and cases in which the taxpayer receives a benefit from holding the property prior to or in conjunction with resale.  See R & M Enterprises v. Director of Revenue, 748 S.W.2d 171, 172 (Mo. banc 1988). 
(“It makes no difference that [a taxpayer] may assert this privilege [of using tangible personal property] only a very brief time.  The privilege of using is the occasion for the [use] taxation.”)  R & M Enterprises stands for the proposition that the definition of “use” in Section 144.605(10) includes situations in which a benefit accrues to the taxpayer prior to or in conjunction with the resale of the property.  Under that reasoning, the exclusion Lloyd claims under Section 144.605(10) applies only where the sole benefit to the seller holding the property is the resale of the property.  Indeed, the Commission relied on R & M Enterprises in this case to affirm to the Director’s decision against Lloyd.
The use tax “is designed to complement and to protect the tax imposed upon the occupation of selling at retail ... [within the state of Missouri], and the validity of its exemptions is to be determined in the light of that purpose.”  Turner v. Wright, 11 Ill.2d 161, 142 N.E.2d 84, 89 (1957), quoted with approval in Southwestern Bell Tel. Co. v. Morris, 345 S.W.2d 62, 68 (Mo. banc 1961).  For the taxes to complement one another, the phrase found in the use tax exemption, “[t]angible personal property held ... solely for resale,” § 144.615(6), must carry an identical meaning and application to the sales taxes phrase “tangible personal property ... not for resale in any form.” § 144.010.1(8).
If this is so, R & M Enterprises must be overruled to the extent it reads the phrase “solely for resale” in the use tax law to vitiate the exemption if the taxpayer receives any benefit from holding the property prior to its shipment to the end purchaser.  As to packing material cases only, we reject the fine line drawn in R & M, and conclude that a taxpayer holds property “solely” for resale within the meaning of Section 144.615 (6) if the taxpayer holds the property for no other telos than resale.  The fact that the taxpayer receives some incidental benefit from using the packing material will not defeat the use tax exemption.
In this case, Lloyd purchased the packing material to assure both its customers and itself that merchandise would arrive in an unspoiled condition, free from breakage or other damage.  The evidence shows that Lloyd’s end purpose was the sale of the packing material to its customers.  The fact that Lloyd received a benefit by using the packing material to protect its merchandise during shipping is not a use by Lloyd sufficient to defeat the use tax resale exemption provided in Section 144.615(6).[
]  

Similarly, the fact that ICC obtained a benefit from the use of the food, clothing and consumable items in performing its services does not defeat its resale claim.  ICC purchased the food, clothing and consumable items from its vendors, and then transferred title or ownership, or the right to use, store or consume the property, for a consideration.  The fact that inmates actually consumed most of the items and were not the party that paid the consideration does not defeat the resale claim.  The definition of “sale at retail” requires the “transfer . . . to the purchaser, for use or consumption.” 
   Each element of a sale is met, and the statutes impose no restriction that the natural person who actually uses or consumes the product must be the same entity who paid the consideration.
II.  Taxable Resale
 
Even though ICC may purchase the food, clothing and consumable items for resale, the Missouri Supreme Court has held that the resale must be a taxable transaction in order for the resale exclusion/exemption to apply.  In Westwood Country Club v. Director of Revenue,
 the taxpayer was a private country club that was not open to the public.  Westwood purchased food that it prepared and served to its members and guests as meals.  Because Westwood did not regularly serve meals and beverages to the general public, its meal service to members and guests was excluded from the sales tax.  Westwood paid sales tax under protest on its purchases of food and drinks, arguing that it purchased the food and drinks for resale.  The issue was thus whether Westwood could claim the resale exclusion when none of its subsequent sales of the food and drinks was subject to tax.  The Court held that Westwood was subject to sales tax on its 
purchases because there must be a subsequent sale at retail in order for the resale exclusion to apply.
  


ICC relies on Canteen Corp. v. Goldberg.
  Canteen operated a dining facility for the residents of Council Plaza, a retirement home.  Canteen billed Council Plaza monthly at a predetermined price per meal.  Council Plaza then billed the retirees for their meals at a price fixed by Council Plaza.  The Court accepted Canteen’s argument that Canteen sold the food to Council Plaza for resale to the retirees, thus the sales of food to Council Plaza were not sales at retail and were not subject to sales tax.  We find no indication in Canteen that the retirees would have been subject to sales tax on the meals that Council Plaza sold to them.  However, the Court’s decision in Canteen pre-dated its decision in Westwood,
 and no one raised an issue in Canteen as to whether the resale must be a sale that is subject to sales tax.   

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


ICC relies on McDonnell Douglas for the proposition that the resale need not be a taxable sale.  That factor was not addressed in McDonnell Douglas.  Further, the Court’s decision in McDonnell Douglas pre-dated its decision in Westwood,
 in which the Court stated that the resale transaction must be a taxable sale at retail in order for the resale exclusion to apply.  


We find the Court’s reasoning in Westwood applicable to this case.  The local governments do not pay sales/use tax on the food, clothing and consumables that are provided pursuant to the contracts.
  Further, employees do not pay sales tax on their meals because ICC does not charge them at all.  In Westwood, which was decided subsequent to Canteen and McDonnell Douglas, the Court held that the resale transaction must be a taxable sale in order for the resale exclusion to apply.  ICC purchased the food, clothing and consumable items for use and consumption.  Because its distribution of these materials to inmates and its employees was not subject to sales tax, ICC’s purchases were not for resale.  ICC’s in-state purchases from the vendors were sales at retail as defined by § 144.010.1(10), RSMo Supp. 2007, and its purchases from out-of-state vendors were for its use under § 144.605(13).     
III.  Component Parts or Ingredients

ICC also claims that some of its purchases were exempt as component parts or ingredients.  Section 144.030.2(2), RSMo Supp. 2007, exempts from sales and use tax:  
Materials . . . which when used in manufacturing . . . become a component part or ingredient of the new personal property resulting from such manufacturing . . . and which new personal 
property is intended to be sold ultimately for final use or consumption[.]


“Manufacturing has been described . . . as a process that takes something practically unsuitable for any common use and changes it so as to adopt it to such common use.”
  ICC suggests that the food it purchases becomes component parts or ingredients of the meals that it serves.  ICC relies on Al-Tom Investment Inc. v. Director of Revenue,
 where the Court held that cooking oil used by Kentucky Fried Chicken franchises became an ingredient of the fried chicken because a portion of the oil remained as an essential or necessary part of the finished product, thus making the entire purchase exempt.  However, in Westwood,
 the taxpayer argued the component part or ingredient exemption, in addition to the resale claim, as to its food purchases.  The Court rejected Westwood’s component part or ingredient argument, just as it rejected Westwood’s resale argument.  The Court stated that the purpose of Missouri’s sales tax system is to tax property once and not at various stages in the stream of commerce.  The Court also noted that Westwood did not charge sales tax on the meals and drinks that it served to members and their guests because there was no sale at retail.  The Court stated that Al-Tom avoids double taxation, whereas Westwood sought to avoid being taxed even once.  The Court denied the component part or ingredient exemption claim, stating that because Westwood did not engage in sales at retail and thus did not charge sales tax on the meals and drinks served to members and guests, it must pay sales tax on its purchases of food and drinks.  Under the Court’s holding in Westwood, in order to qualify for the component part or ingredient exemption, the ultimate sale for final use or consumption must be a taxable sale.  Like Westwood, ICC was not 
required to charge and collect sales tax on its food sales; thus, it is not entitled to the component part or ingredient exemption for its purchases.      
IV.  “True Object” Test


The parties also discuss cases applying the “true object” test to determine whether a transaction was the provision of nontaxable services or a taxable sale of tangible personal property. 
   In this case, ICC is a service provider and there is no dispute that its services and its distribution of the tangible personal property to the prisoners are not subject to sales tax.  The issue is whether its purchases of tangible personal property are subject to sales tax.  The “true object” line of cases addresses whether the essence of a transaction is the provision of services or a sale of tangible personal property.  This line of cases is not relevant to ICC’s resale claim and component part or ingredient claim.  We find ICC’s purchases taxable under the plain language of § 144.020.1(1) and § 144.610.   

Summary


ICC is liable for sales/use tax as the Director assessed, plus interest,
 on its purchases of food, clothing and consumable items.  

SO ORDERED on August 4, 2008.



________________________________



DOUGLAS M. OMMEN 



Commissioner
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