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DECISION 


We conclude that MRI Northwest Rental Investments I, Inc. (MRI), a limited partner in Northwest Plaza Associates, L.P., is not liable for Missouri franchise tax based on the gross assets of the partnership.  Instead, in computing the value of MRI’s interest in the partnership for purposes of the franchise tax, we subtract the partnership’s liabilities from its assets.  Because MRI’s assets are less than the par value of its outstanding stock for each year at issue, MRI’s franchise tax for each year at issue is $4,961, plus interest.  

Procedure


MRI filed a complaint on November 7, 2001, challenging the Director of Revenue’s October 10, 2001, final decision assessing it Missouri franchise tax, plus interest, for 1993 through 1997.  MRI challenges the Director’s valuation of its interest in a partnership.  


The parties filed a joint stipulation of facts on April 5, 2002, thus waiving hearing before this Commission.  Regulation 1 CSR 15-3.450(1).  Juan D. Keller, Edward F. Downey, and B. Derek Rose, with Bryan Cave LLP, represent MRI.  Senior Counsel Michael L. Murray represents the Director.  


The parties simultaneously filed reply briefs on May 21, 2002.  We held oral argument on July 19, 2002.  The parties filed additional information on July 22, 2002.  

Findings of Fact

MRI’s Operations

1. MRI is and was at all relevant times a Delaware corporation, registered and in good standing to do business in Missouri. 

2. During the calendar years 1993 through 1997, MRI was the general partner in Northwest Plaza Associates, L.P., a Missouri limited partnership.  The partnership owned the Northwest Plaza Shopping Mall in St. Ann, Missouri. 

3. During the periods at issue, MRI owned a 35.264% interest in the partnership, and owned a few other assets of minor value.

4.  During the periods at issue, MRI conducted no business in Missouri, other than acting as the general partner of the partnership.  MRI’s activities as the general partner involved all of the decisions necessary to manage the shopping mall and the real property underlying it.  

5. The partnership agreement, Paragraph 8.03(b)(5), states that upon certain dispositions of an interest in the partnership, that interest should be valued at fair market value or the amount agreed between the parties to the transaction.  

Pertinent Figures
6. For accounting purposes, the book value
 of MRI’s interest in the partnership at the beginning of each period at issue, as shown on MRI’s federal income tax returns, Schedule L, line 9, was:  


1993
$2,320,139


1994
$759,956


1995
$681,046


1996
$658,824


1997
$330,419

7. The undisputed value of MRI’s assets at the beginning of each period at issue, other than its interest in the partnership, was:  


1993
$5,074


1994
$5,097


1995
$21,994


1996
$23,999


1997
$28,366

8. For accounting purposes, the book value of MRI’s interest in the partnership at the beginning of each period at issue, plus the undisputed value of its other assets, as shown on MRI’s federal income tax returns, Schedule L, line 15, was:


1993
$2,325,213


1994
$765,053


1995
$703,040


1996
$682,823


1997
$358,785

9. During the periods at issue, the par value of MRI’s capital stock was $9,922,500.  For all the periods at issue, the par value of MRI’s capital stock exceeded the “book value” of its interest in the partnership plus the undisputed value of its other assets.

10. At the beginning of the periods at issue, the balance sheets of the partnership, as reflected on Schedule L of the federal partnership tax returns, showed the following figures:  

1993


Assets
$89,229,110


Accounts Payable
$481,985


Other current liabilities
$865,928


All non-recourse loans
$63,672,920


Other liabilities
$112,405


Partners’ capital accounts
$24,095,872

1994


Assets
$86,977,679


Accounts Payable
$93,558


Other current liabilities
$1,145,440


All non-recourse loans
$63,050,153


Other liabilities
$3,016,951


Partners’ capital accounts
$19,671,577

1995

Assets
$83,753,367


Accounts Payable
$2,972,619


Other current liabilities
$884,060


All non-recourse loans
$58,025,622


Other liabilities
$2,423,259


Partners’ capital accounts
$19,447,807

1996

Assets
$81,647,631


Accounts Payable
$22,718


Other current liabilities
$823,366


All non-recourse loans
$59,567,189


Other liabilities
$1,849,569


Partners’ capital accounts
$19,384,789

1997


Assets
$80,523,889


Accounts Payable
$526


Other current liabilities
$3,880,073


All non-recourse loans
$59,935,363


Other liabilities
$1,254,415


Partners’ capital accounts
$18,453,512

Franchise Tax Forms
11. During the periods at issue, the Missouri franchise tax forms instructed the taxpayer to report assets per an attached balance sheet.  The instructions instructed the taxpayer to submit a copy of the balance sheet (Schedule L of Form 1120 or Part 2 of Form 1120A U.S. Corporations Income Tax Return) and supporting schedules as of the first day of the taxable period.
  

12. During the periods at issue, MRI filed no Missouri franchise tax returns.  

Sale of Shopping Mall for $111,000,000
13. On December 16, 1997, the partnership sold the shopping mall for $111,000,000.  

Audit and Assessment
14. In April 1999, one of the Director’s auditors conducted an audit of MRI’s activities and assessed Missouri franchise tax.  The auditor valued MRI’s interest in the partnership by assuming that the value of MRI’s interest was equal to 35.264% of the partnership’s assets, as set forth in Finding 9, without regard to its liabilities.  The auditor thus valued MRI’s partnership interest as follows at the beginning of each period:  


1993
$31,465,753


1994
$30,671,809


1995
$29,534,787


1996
$28,792,221


1997
$28,395,944

To these respective amounts, the auditor added the value of MRI’s assets per MRI’s Schedule L but then subtracted out the value of MRI’s interest in the partnership as reported on MRI’s Schedule L.
  The result was MRI’s interest in the partnership, as valued by a percentage of the  partnership’s assets, plus MRI’s other incidental assets.  The auditor thus computed the total value of MRI’s assets as follows: 


1993
$31,470,827


1994
$30,676,906


1995
$29,556,781


1996
$28,816,220


1997
$28,424,310

The auditor assessed franchise tax on these amounts.  

15. MRI timely protested the proposed audit assessment, although it conceded that it was subject to Missouri franchise tax at least based upon its stock’s par value.  

16. The Director issued a final decision dated October 10, 2001, denying the protest.  The Director agreed to abate penalties, but upheld the assessment of franchise tax, plus interest.  

Stipulation as to Tax Amounts
17. The parties stipulated that if MRI’s other assets and the book value of its interest in the partnership reflect its gross assets, its franchise tax liability for each period at issue is $4,961, plus accrued interest.  The parties stipulated that if its share of the partnership’s assets, disregarding liabilities, reflect its gross assets, its franchise tax liability for the periods at issue is as assessed by the Director in the final decision:  


1993
$15,735.41


1994
$15,338.45


1995
$14,778.39


1996
$14,408.11


1997
$14,212.16

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  MRI has the burden to prove that it is 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.  The Franchise Tax Base


Section 147.010.1 provides:  

[E]very corporation organized [under Missouri law] shall, in addition to all other fees and taxes now required or paid, pay an annual franchise tax to the state of Missouri equal to one-twentieth of one percent of the par value of its outstanding shares and surplus if its outstanding shares and surplus exceed two hundred thousand dollars. . . .  A foreign corporation engaged in business in this state, whether pursuant to a certificate of authority issued pursuant to chapter 351, RSMo, or not, shall be subject to this section. . . .


In Household Finance Corp. v. Robertson, 364 S.W.2d 595, 601 (Mo. banc 1963), the Court held that “surplus,” within the context of the franchise tax law, means the excess of gross assets over the par value of outstanding shares.  Thus, the franchise tax base is the par value of outstanding shares + (gross assets – the par value of outstanding shares), and as a practical 

matter, the franchise tax base is the greater of the gross assets or the par value of the outstanding shares.  


The Director asserts that MRI’s gross assets, according to her method of valuation, are greater than the par value of its outstanding shares and that the franchise tax should thus be based on the gross assets.  MRI asserts that its gross assets, as measured by the value of its interest in the partnership as stated on MRI’s books, plus its minor assets, are less than the par value of its outstanding shares and that the franchise tax should thus be computed based on the par value of its outstanding shares.  Therefore, the key question is how MRI’s gross assets, consisting primarily of its interest in the partnership, should be valued for franchise tax purposes.  

II.  Valuation of MRI’s Interest in the Partnership


As the parties note, the valuation of an interest in a partnership, for purposes of determining “gross assets” in the franchise tax base, is an issue of first impression in this state.  “Statutes imposing taxes are to be construed against the taxing authority and in favor of the taxpayer.” American Healthcare Management, Inc. v. Director of Revenue, 984 S.W.2d 496, 498 (Mo. banc 1999).  Here, the term “gross assets” is not a statutory term, but part of the definition of the statutory term “surplus” as construed by the court in Household Finance.  

364 S.W.2d at 601.  


MRI asserts that its interest in the partnership should be valued at the value stated on MRI’s books.  The parties have stipulated as to what is the “book value for accounting purposes of Petitioners’ interest in the Partnership added to the undisputed value of its Other Assets.”  “Book value” is defined as:  “the value of something as shown on bookkeeping records as distinguished from market value:  a : the value of an asset equal to cost less depreciation[.]”  MERRIAM-WEBSTER'S COLLEGIATE DICTIONARY 131 (10th ed. 1993).  The Director asserts that 

MRI’s interest in the partnership should be valued according to the percentage of its interest in the partnership (35.264%) times the value of the partnership’s gross assets.  The Director argues that because those assets are employed by MRI in its Missouri business, that figure should enter into the franchise tax base.  


MRI argues that in valuing its interest in the partnership, it should use the figure from its federal income tax return, Schedule L, as the instructions for the Missouri franchise tax return instruct it to do.  See Regulation 12 CSR 10-9.200, effective March 30, 1996.  However, MRI does not dispute that the Director is entitled to conduct an audit and may thus use a different figure.  Section 147.040.
   This Commission conducts a de novo review.  J.C. Nichols Co., 796 S.W.2d at  20-21.  Therefore, the inquiry before this Commission is not what the tax forms may require, but what the appropriate value of MRI’s interest in the partnership is.  


An interest in a partnership is an intangible asset.  In order to determine the value of that asset, a variety of methods could be possible.  In written argument, MRI contends that the Director may not reach through to the assets of the partnership in order to value MRI’s interest in the partnership, but must accept the amount shown on MRI’s Schedule L.  MRI cites Household Finance for that proposition.  In that case, the court held that the franchise tax could not be based on the assets of a corporation’s subsidiaries.  MRI’s reliance on Household Finance is misplaced.  The question in the present case is the valuation of MRI’s interest in the partnership, which is valuable intangible property. 


As this is an issue of first impression, there is no Missouri case law addressing the valuation of a corporation’s interest in a partnership for purposes of the corporate franchise tax.  We note that cases in various other contexts address the valuation of an interest in a partnership, 

and indicate that when no provision of the partnership agreement is controlling, a partnership interest should be valued at fair market value.  E.g., Meyer v. Lofgren, 949 S.W.2d 80 (Mo. App., W.D. 1997); Chapman v. Dunnegan, 665 S.W.2d 643 (Mo. App., E.D. 1984).  In this case, although the partnership agreement is not controlling for franchise tax purposes, it states that upon certain dispositions of an interest in the partnership, that interest should be valued at fair market value or the amount agreed between the parties to the transaction.  Paragraph 8.03(b)(5).
  In Hanson v. Hanson, 738 S.W.2d 429, 436 (Mo. banc 1987), although the specific issue was the value of goodwill in a professional practice, the Supreme Court of Missouri stated its “strong preference for the fair market value approach.”  


In L.R.M. v. K.R.M., 46 S.W.3d 24, 27-28 (Mo. App., E.D. 2001), the court of appeals affirmed the trial court’s use of an “adjusted net assets” method to arrive at fair market value.  The value of an interest in a law partnership was at issue in that case, which was a divorce proceeding.  The trial court, relying on the testimony of the wife’s expert, essentially used the assets of the partnership minus liabilities, with some other adjustments.  


In this case, the record is stipulated, and the parties have presented their case based on a very narrow issue as perceived by the parties.  We agree with MRI’s argument that the Director’s method, based only on the gross assets of the partnership without adjustment for liabilities, inflates the value of the interest in the partnership in this case.  At oral argument, counsel for MRI argued that the value of the corporation’s interest in the partnership should be determined by multiplying the percentage of interest in the partnership by the net worth of the partnership (partnership’s assets minus partnership’s liabilities).  (Tr. at 25-26.)  We believe that either the 

partnership’s net worth or the book value would be a reasonable method of valuing MRI’s interest in the partnership.  


If we subtract the partnership’s liabilities from its assets, Finding 9, the result is the same as the partners’ capital accounts.  Using 1993 as an example,


assets of the partnership
$89,220,110


– accounts payable
– $481,985


– other current liabilities
– $865,928


– all non-recourse loans
– $63,672,920


– other liabilities
– $112,405

equals
$24,095,872,

the same as the partners’ capital accounts.  If we multiply $24,095,872 by MRI’s 35.264% interest in the partnership, the result is $8,497,168.  Therefore, for the periods in question, MRI’s interest in the partnership, based on the partnership’s net assets, would be:  


1993
$24,095,872 x .35264 = $8,497,168


1994
$19,671,577 x .35264 = $6,936,985


1995
$19,447,807 x .35264 = $6,858,075


1996
$19,384,789 x .35264 = $6,835,852


1997
$18,453,512 x .35264 = $6,507,446


Again, we note that we must perform a calculation to place a value on an intangible asset.  This is an ethereal exercise under any circumstances, and with a stipulated record and little information, is even more so.  In Chapman, 665 S.W.2d at 650 n.12, the court noted a “judicial hostility” to book value due to “the well-recognized fact that book value does not reflect the true value of a partner’s interest.”
  The book value of MRI’s interest in the partnership was  $2,320,139 in 1993, and declined to $330,419 in 1997.  However, the net assets of the 

partnership, as an alternative method of valuing an interest in the partnership, ranged from $6,507,446 to $8,497,168.  Forced to choose between the alternative methods, based on the record in this case we conclude that the net worth of the partnership appears to be a better indicator of the value of MRI’s interest in the partnership.  MRI’s interest in the partnership was by far its primary asset.  The partnership owned a shopping center that sold for $111,000,000 in 1997.  The “net assets” method thus produces a more realistic valuation than the book value reported on the return.  Therefore, we conclude that MRI’s interest in the partnership should be determined in this case by the partnership’s net worth:  assets minus liabilities.
  

III.  Calculation


If we add the undisputed value of MRI’s other assets to the value of its interest in the partnership, as determined by the partnership’s net worth, MRI’s total assets are:  


1993
$8,497,168 + $5,074 = $8,502,242


1994
$6,936,985 + $5,097 = $6,942,082


1995
$6,858,075 + $21,994 = $6,880,069


1996
$6,835,852 + $23,999 = $6,859,851


1997
$6,507,446 + $28,366 = $6,535,812


For each year, this figure is less than the par value of $9,922,500.  Because MRI’s assets are less than the par value of its outstanding stock, the par value of the stock is the franchise tax base.  We note that the result would be same in this case whether we valued the interest in the partnership according to the “net assets” or the book value, because either is less than the par 

value of the stock.  However, because we believe the method of calculation is important, we have set forth our reasoning in detail.
  


According to the parties’ stipulation, the result is a franchise tax of $4,961 each year.  

Summary


We conclude that MRI’s Missouri franchise tax for each year at issue, 1993 through 1997, is $4,961.  Interest applies as a matter of law.  Sections 147.120.3.  Because the Director agreed to abate penalties, there is no assessment of penalties before us.  


SO ORDERED on November 13, 2002.



________________________________



WILLARD C. REINE



Commissioner

	�At oral argument, counsel for MRI stated that the term “book value” in the stipulation means the value of MRI’s interest in the partnership as stated on MRI’s books.  The traditional accounting definition of “book value” is cost minus depreciation.   MRI’s protest letter, Exhibit D, page 2, states that the figure is “equal to the book value (determined in accordance with GAAP) of Taxpayer’s investment in the Partnership.”  The record does not show how this figure was determined.  Although it does not make a difference, given our disposition of this case, it would have been helpful to have an explanation for that figure, and it may make a difference to a reviewing court.   


	�The parties’ stipulation states that “the par value of Petitioner’s capital stock exceeded its interest in the book value of the Partnership added to the value of its Other Assets.”  We believe that the parties intended to state “book value of the interest in the partnership” rather than “interest in the book value of the Partnership.”  


	�As agreed during the oral argument, the parties submitted copies of franchise tax forms and instructions.  Therefore, we consider the parties to have stipulated that we may consider the franchise tax forms and instructions as evidence.  


	�The audit report labels the latter amount as “Investments in & Advances to Subsidiaries Over 50% Owned,” but the numbers are the same as reported on Schedule L as the value of its interest in the partnership.  


	�All statutory references are to the 2000 Revised Statutes of Missouri.  


	�This statute formerly applied to the Secretary of State.  The administration of the franchise tax was transferred from the Secretary of State to the Director.  H.R. 516, 90th Gen. Assem., 1st Reg. Sess., 1999 Mo. Laws 576.  


	�We do not intend to indicate that parties may control the valuation for franchise tax purposes by the terms of a partnership agreement.  


	�In this case we have no precise evidence as to how the “book value” figure was determined.  


	�Section 359.011(10) defines a “partnership interest” as “a partner’s share of the profits and losses of a limited partnership and the right to receive distributions of partnership assets[.]”  Section 358.260 provides that “[a] partner’s interest in the partnership is his share of the profits and surplus[.]”  We believe that our result is consistent with these statutory provisions.  


	�This Commission issued its decision in Saint Luke’s Health Ventures, Inc. v. Director of Revenue, No. 02-0339 RV, this same date, wherein this same method of calculation was used.  
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