Before the

Administrative Hearing Commission

State of Missouri

MEDICINE SHOPPE INTERNATIONAL, 
)

INC.,

)



)



Petitioner,
)




)


vs.

)

No. 99-2414 RI




)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

FINDINGS OF FACT AND CONCLUSIONS OF LAW


On July 27, 1999, Medicine Shoppe International, Inc., (Medicine Shoppe) filed a petition challenging the Director of Revenue’s final decisions assessing Missouri income tax for the 1992 and 1993 tax years, denying Medicine Shoppe’s refund claims on amended returns for 1990, 1991, 1992, and 1993, and denying Medicine Shoppe’s protest of the reduction of overpayment of taxes for 1995 and 1996.  The only two issues in this case are whether:  

(1) Medicine Shop’s income from loan origination fees and interest income on money loaned to non-Missouri franchisees is non-Missouri source income to Medicine Shoppe; and (2) whether such income is from transactions partly within and partly without Missouri.
 


This Commission convened a hearing on October 23, 2000.  Richard E. Lenza with Shughart Thomson & Kilroy represented Medicine Shoppe.  Senior Counsel Michael L. Murray 

represented the Director.  The parties elected to file written arguments.  The matter became ready for our decision on April 13, 2001, when the last written argument was filed.

Findings of Fact

1. During all pertinent years, Medicine Shoppe was a Delaware corporation with its corporate headquarters and principal place of business located at 1100 North Lindbergh, 

St. Louis, Missouri, 63132.

2. The income tax periods at issue include 10-1-90 to 9-30-91 (1990); 10-1-91 to 9-30-92 (1991); 10-1-92 to 9-30-93 (1992); 10-1-93 to 9-30-94 (1993); 10-1-95 to 11-13-95 (10-95); and 11-14-95 to 6-30-96 (11-95); identified collectively as “the periods at issue.”

Medicine Shoppe’s Activities during the Periods at Issue

3. During the periods at issue, Medicine Shoppe’s primary business was franchising retail pharmacies throughout the United States.

4. Medicine Shoppe is a business format franchise, meaning that the franchise is driven by offering services, rather than selling specific products.  It offers an array of services, including marketing, advertising, operational accounting, and the review and analysis of third party plans with franchisees.

5. Medicine Shoppe had between 800 and 1,000 franchisees (also called licensees) in the United States during the periods at issue.  The franchisees included individuals, partnerships, corporations, and limited liability companies.

6. All of Medicine Shoppe’s officers were located in Missouri, and all but a couple of its approximately 200 employees were located in Missouri.

7. All but two of Medicine Shoppe’s officers performed their work primarily in Missouri.  The two exceptions were the Executive Vice President, who was responsible for the 

operations group and had extensive field contact, and the Real Estate Vice President, who also made site trips to the franchisees.

8. Medicine Shoppe’s activities in its St. Louis headquarters included marketing, operations, accounting, finance, advertising, third-party contracting, and servicing franchisees.  The operations group is the largest group.  It performs financial analysis for the stores and promotes Medicine Shoppe’s services to the stores.

9. During the periods at issue, Medicine Shoppe contracted with a company in Missouri for tax preparation services that were performed in Missouri.

10. Medicine Shoppe’s CEO, who was located in Missouri, had authority to enter into licensing agreements with franchisees.  Medicine Shoppe’s Chief Financial Officer, who was located in Missouri, had authority to enter into financing agreements with franchisees.

11. During the periods at issue, four or five of Medicine Shoppe’s 200 employees worked in the credit area, which handled credit related to loans to franchisees and credit issues related to such things as franchise receivables and product receivables.

12. For franchises that are financed by Medicine Shoppe, Medicine Shoppe does its credit review, makes its decision to accept the financing arrangement, and does its disbursement of funds in St. Louis.

13. Medicine Shoppe’s activities related to making loans to its franchisees include reviewing credit and filing documents for security interests.  After a loan is set up, the main activity by Medicine Shoppe is administering payments.

14. Medicine Shoppe did not have any offices outside Missouri during the periods at issue.  Its activities outside Missouri included visits to the stores by the operations manager, district and regional meetings to promote workshops of interest for pharmaceutical care, and business workshops done in the field.

Medicine Shoppe’s Income during the Periods at Issue

15. During the periods at issue, almost all of Medicine Shoppe’s income was from franchisees; exceptions include interest from municipal bond investments, income from a managed pharmacy benefit subsidiary, and a de minimis amount of rebates from third-party pharmaceutical providers.

16. Medicine Shoppe’s income was primarily from (1) franchise origination fees paid by franchisees when the franchisees were started; (2) fees from franchisees based on a percentage of the franchisees’ sales; and (3) receipts from the sale of tangible property (pharmaceutical supplies) to the franchisees.

17. The franchise origination fee is the “opening fee” or the price paid by the franchisee that entitles the franchisee to the rights and marks of the franchise agreement.

18. The fees from franchisees based on a percentage of sales are called franchise fees, license fees, continuing license fees, or royalties.  These fees are the most significant portion of Medicine Shoppe’s revenue stream.

19. Franchisees are not required to buy products from Medicine Shoppe, but they pay franchise fees based on net revenues, regardless of where the products are purchased.

20. The tangible property that Medicine Shoppe sells to franchisees includes over-the-counter products, fixtures, and signs.  Some of the sales of tangible property were by drop shipments, where the item is shipped directly from a supplier to a store.

21. During the periods at issue, Medicine Shoppe also received income from the following:  loan origination fees and interest on loans to franchisees to finance initial business costs and equipment purchases; service charges (sometimes referred to by the parties in this case as interest) on accounts receivable (from the sale of pharmaceutical supplies) not paid within the 

prescribed time period; service charges (sometimes referred to by the parties in this case as interest) on the late payment of franchise fees; and income from state and local government obligations.

22. Some of the interest on the loans and loan origination fees described in the previous paragraph were paid by franchisees located outside Missouri.  Loan origination fees are small amounts, typically $50 to $500 per loan, paid by the borrower to initiate the loan.

23. Medicine Shoppe issued annual reports to its shareholders for the periods at issue – 1990, 1991, 1992, and 1993.  In its annual reports, Medicine Shoppe stated that revenues from franchise fees and financing activities contribute the bulk of its earnings.  The annual reports show that interest income, including financing, amounts to approximately 7% of total revenues and that franchise fees amount to approximately 68% of total revenues.

24. During the periods 1991, 1992, 1993, 10-95 and 11-95, Medicine Shoppe’s total deductions (expenses) were approximately 50% of its total income.

25. For loan origination fees and interest on loans to franchisees, a reasonable estimate of the amount of expenses related to this income is 5% of the income.
  Financing is a high profit center for Medicine Shoppe, compared to other earning centers, because there are fewer costs related to financing.

26. In statements of earnings in its annual reports, Medicine Shoppe distinguished between interest income on financing (classified as revenue) and income on investments.  In identifying its investments in the annual reports, Medicine Shoppe stated that “predominantly all short and long-term investments were in municipal bonds.”

Enlistment of Franchisees

27. A successful enlistment of a franchisee for Medicine Shoppe includes the following steps:  (1) solicitation, (2) initial contact, (3) follow-up, (4) discovery day, (5) negotiation of franchise agreement, and (6) return of franchise agreement.

28. Medicine Shoppe solicited franchisees through trade journals, direct mail, trade shows, newspapers, referrals, and cold calls.  The group that is solicited is registered pharmacists.

29. If a pharmacist is interested, Medicine Shoppe’s sales and development group makes an initial contact via telephone, with follow-up calls until the pharmacist makes a decision about whether he or she wants to visit on a “discovery day.”

30. On discovery day, the pharmacist visits Medicine Shoppe’s location in metropolitan St. Louis, Missouri, to learn about services that are provided.  After additional follow-up by Medicine Shoppe, the pharmacist will decide whether to sign the franchise agreement.

31. If a pharmacist wants to sign a franchise agreement, Medicine Shoppe is required by state law to give the pharmacist a Uniform Franchise Offering Circular, and the pharmacist cannot buy a franchise until after a ten-day waiting period.

32. If a franchise agreement is signed, the pharmacist is put in a queue to determine when a site can be found and a store opened.  The site for a franchisee’s store may be located by either Medicine Shoppe or the franchisee.  Medicine Shoppe would have to approve a site proposed by the franchisee.

Franchise Agreements

33. During the periods at issue, the business relationship between Medicine Shoppe and each of its franchisees was governed by a franchise agreement.  Each franchise agreement grants 

the franchisee the right to operate a Medicine Shoppe pharmacy and to use Medicine Shoppe marks at a specific location.  The franchise agreements are generally for a term of 20 years.

34. For any property that is leased when a franchise is set up, the property is leased in the name of the franchisee.  Medicine Shoppe is not a guarantor or any other kind of signatory to the lease, but each franchise agreement grants Medicine Shoppe the right to approve the terms of any lease, sublease or purchase contract for the premises where the franchisee would operate.  The franchisee is responsible for completing any construction or remodeling work that is required on the premises.

35. Each franchise agreement contains the following provision regarding the application of payments:  “Notwithstanding your designation to the contrary, we shall have sole discretion to apply any of your payments to any of your indebtedness to us.”

36. Each franchise agreement allows Medicine Shoppe to terminate the agreement upon the occurrence of certain events, including the franchisee’s failure to make payments of “continuing license fees, advertising fund contributions, merchandise purchases or other amounts owed under this Agreement or any other agreement with us or our affiliates (including any financing agreements),” when the failure is not corrected within ten days after written notice is delivered.  Medicine Shoppe is also allowed to terminate the agreement, whether or not the failure is corrected, when there are two such failures within a year.

37. The inventory in a store belongs to the franchisee, but when Medicine Shoppe makes a loan to the franchisee, it typically takes a security interest in the property in the store and perfects the interest by filing UCC financing statements.

Financing

38. Some of the advertisements Medicine Shoppe uses to solicit potential franchisees state in part:  “We provide financing based on our confidence in your abilities” and “Financing can be arranged.”

39. In its annual reports, Medicine Shoppe described its operations and reason for financing as follows:  “Medicine Shoppe . . . operates its business in a single business segment, which is franchising.  [It] provides various services, including financing, to its franchisees; all of these services are for the sole purpose of maintaining and enhancing the quality of existing franchisees or developing and expanding new franchise business.”

40. In its annual reports, Medicine Shoppe stated that it has a program to provide financing to new franchisees for primarily opening or acquisition costs other than the franchise origination fee.  In its annual reports, Medicine Shoppe reported that it had committed to provide additional financial assistance to new franchisees in the amounts of approximately $2,123,000 at September 30, 1991; $2,466,000 at September 30, 1992; $2,696,000 at September 30, 1993; and $2,800,000 at September 30, 1994.

41. A franchisee is not required to obtain financing through Medicine Shoppe.

42. Between 1991 and 1995, Medicine Shoppe financed 70% of its franchised pharmacies that were opened (210 out of 302 pharmacies).  For the years 1991, 1992, 1993, 1994 and 1995, the percentages of total franchises financed by Medicine Shoppe were 58%, 75%, 90%, 63%, and 68%, respectively.  Medicine Shoppe’s funds used for financing were from excess funds of the company.

43. After a franchisee signs a franchise agreement, Medicine Shoppe obtains and reviews a financial update to determine if it would be financially feasible for the pharmacist to get into the business with Medicine Shoppe.

44. If the franchisee is interested in financing and meets Medicine Shoppe’s credit criteria, Medicine Shoppe will approve financing and, when the business is ready to open, will issue a credit and security agreement with a credit line so that Medicine Shoppe can lend out money to the franchisee over a period of time. 

45. Using the credit line, the franchisee requisitions money as it is needed for equipment, leasehold improvements, inventory, fixtures and similar items.

46. Money loaned to franchisees from Medicine Shoppe is to be used only for items related to the operation of the franchise.  Medicine Shoppe has the sole discretion to increase or decrease at any time the maximum amount of credit from which the franchisee could request disbursement.

47. The exact terms of financing that Medicine Shoppe provides to a particular franchisee may vary, but the financing program has several general features.  The financing terms are comparable to those available for similar financing from independent financial institutions, with a percentage rate of prime plus 3%. 

48. Medicine Shoppe will finance up to 100% of approved start-up costs of a franchisee.  Medicine Shoppe does not usually require debt repayment during the first year of a pharmacy’s operation so that the stores may concentrate on building volume.

49. Medicine Shoppe requires the financing to be secured by a life insurance policy, and the loan is usually secured by a mortgage or second deed of trust on the franchisee’s primary residence and by filing UCC financing statements on the property in the store.

50. Franchisees make payments to Medicine Shoppe’s St. Louis office.

51. Franchisees have the option to refinance, without penalty, with someone other than Medicine Shoppe.  More than 50 percent of those who finance with Medicine Shoppe will refinance with someone else before the term of the loan is over.

52. All franchisees control the brands and amounts of inventory that is stocked in the pharmacy, regardless of whether they are financed by Medicine Shoppe.  Franchisees are not required to keep a certain percentage of Medicine Shoppe’s products in the store.

Returns

53. Medicine Shoppe timely filed Missouri corporation income tax returns for each period at issue (within the extended due date).

54. Medicine Shoppe also filed income tax or franchise tax returns with the state of Wisconsin for the periods at issue.  Medicine Shoppe did not file income tax returns or franchise tax returns with any state other than Missouri and Wisconsin for the periods at issue.

55. On its 1990, 1991, and 1992 Missouri income tax returns, Medicine Shoppe calculated its taxable income by using the single-factor apportionment method.
  For this calculation, Medicine Shoppe classified and reported its loan origination fees and interest income, service charges on accounts receivable, and interest income from service charges on the late payment of franchise fees, as income apportioned to Missouri.  Medicine Shoppe classified its sales from drop shipments of tangible property in states where the seller’s shipping point and the purchaser’s destination point were both outside Missouri as “wholly without” Missouri.  

56. On its 1993, 10-95 and 11-95 Missouri income tax returns, Medicine Shoppe calculated its taxable income by using the single-factor apportionment method.  For this calculation, Medicine Shoppe classified and reported its loan origination fees and interest income, service charges on accounts receivable, and interest income from service charges on the late payment of franchise fees, all from franchisees located outside Missouri, as non-Missouri source income.  This income was shown on Form MO-MS, Part 2, Line B,
 as non-Missouri 

source income.  Because it was shown and designated in that manner, it was not included in Medicine Shoppe’s income subject to apportionment.

57. On May 23, 1995, Medicine Shoppe filed timely amended Missouri corporation income tax returns for 1990, 1991 and 1992, requesting tax refunds of $74,931, $72,364 and $55,570, respectively.  On the amended returns, Medicine Shoppe reported the following income as non-Missouri source income:  interest income from non-Missouri government obligations; loan origination fees and interest income from franchisees located outside Missouri; service charges on accounts receivable from franchisees located outside Missouri; and service charges on the late payment of franchise fees from franchisees located outside Missouri.  This income was shown on Form MO-MS, Part B,
 Line 9, as non-Missouri source income.  Because it was shown and designated in that manner, it was not included in Medicine Shoppe’s income subject to apportionment.

58. Medicine Shoppe also amended its returns for 1990, 1991, 1992, and 1993 to report changes in income and federal tax as a result of changes to its federal corporate income tax returns; however, these adjustments were not at issue.

59. Medicine Shoppe has made the following payments to the Director and received the following refunds from the Director for the periods at issue:


Period
Payment/Date
Refund/Date


1990
$319,000.00 on 1/15/92



$24,593.00 on 6/15/92



$1,000.98 on 10/14/92
$786.96 on 11/25/92



$11,881.03 on 8/10/93



$53.50 on 3/25/94


1991
$393,000.00 on 1/15/93



$21,677.00 on 6/15/93



$1,092.40 on 7/31/93
$499.97 on 10/4/95


1992
$353,000.00 on 1/18/94
$20,503.00 on 8/3/94





$2,529.97 on 9/27/95



$3,901.00 on 2/7/96


1993
$563,000.00 on 1/17/95



$8,420.00 on 2/7/96


10-95
$153,095.00 on 10/1/95
$54,894 on 11/14/95


11-95
$704,894.00 on 10/15/96
$299,867.00 on 7/1/96

The Director’s Adjustments

60. The Director disallowed Medicine Shoppe’s non-Missouri source income as shown on the 1990, 1991, and 1992 amended returns and on the 1993 original and amended returns.

61. The Director conducted an audit of Medicine Shoppe’s returns for 1991, 1992, and 1993 and classified sales from drop shipments of tangible property where the seller’s shipping point and the purchaser’s destination point were both outside Missouri from “wholly without” Missouri to “partly within and partly without” Missouri, except for sales to purchasers in Wisconsin, which were allowed as “wholly without” Missouri.

62. The Director denied Medicine Shoppe’s claims for refund for 1990, 1991, 1992, and 1993 and issued notices of deficiency for 1992 and 1993 in the amounts of $29,859 and $94,932, respectively.

63. The Director disallowed Medicine Shoppe’s non-Missouri source income for 10-95 and 11-95 and reduced Medicine Shoppe’s overpayments for taxes reported for 10-95 and 11-95 in the amounts of $18,419 and $91,258, respectively.

Medicine Shoppe’s Protests

64. Medicine Shoppe timely protested the denial of refunds claimed on amended returns for 1990, 1991, 1992, and 1993 in a letter dated November 8, 1995, and timely protested the notices of deficiency for tax years 1992 and 1993 in a letter dated August 26, 1996.

65. Medicine Shoppe timely protested the reduction of overpayments of taxes for 10-95 in a letter dated September 26, 1996, and timely protested the reduction of the overpayment of taxes for 11-95 in a letter dated June 13, 1997.

The Director’s Final Decisions and Medicine Shoppe’s Appeals

66. On June 28, 1999, the Director issued three final decisions:  (1) the Director denied Medicine Shoppe’s protests for 1990, 1991, 1992, and 1993, but allowed income from non-Missouri government obligations to be classified as non-Missouri source income; (2) the Director denied Medicine Shoppe’s protest for 10-95, but allowed income from non-Missouri government obligations to be classified as non-Missouri source income; and (3) the Director denied Medicine Shoppe’s protest for 11-95, but allowed income from non-Missouri government obligations to be classified as non-Missouri source income. 


In all these decisions, the Director included the loan origination fees and the interest income on money loaned to non-Missouri franchisees as partly within and partly without Missouri for the purpose of calculating the single-factor apportionment percentage.

67. Medicine Shoppe appealed the final decisions described in the previous paragraph in a complaint filed with this Commission on July 27, 1999.

68. Medicine Shoppe initially disputed the Director’s disallowance as non-Missouri source income:  (1) loan origination fees to non-Missouri franchisees and interest on money loaned to non-Missouri franchisees to finance opening costs and equipment purchases, 

(2) service charges on accounts receivable from the sale of pharmaceutical supplies to pharmacies located outside Missouri, and (3) service charges received from non-Missouri franchisees on the late payment of franchise fees.  These amounts, by category and period, are as follows:



Period
(1)
(2)
(3)
Total


1990
$2,044,034
$126,914
$380,763
$2,551,711



1991
$2,138,283
$131,839
$430,287
$2,700,409



1992
$2,462,978
$141,889
$461,761
$3,066,628



1993
$2,731,679
$132,034
$457,993
$3,321,706



10-95
$652,458
$15,577
$64,923
$732,958



11-95
$2,999,054
$78,884
$342,569
$3,420,507

69. At the time of the hearing, the only items still in issue and disputed by Medicine Shoppe were the treatment of loan origination fees and interest on money loaned to non-Missouri franchisees to finance opening costs and equipment purchases (column 1).  As reported by Medicine Shoppe, the amounts stated in column (1) above include the following:


Period
Interest
Loan Orig. Fee

Total

1990
$2,044,034
-0-

$2,044,034

1991
$2,138,283
-0-

$2,138,283

1992
$2,462,978
-0-

$2,462,978

1993
$2,731,679
-0-

$2,731,679

10-95
$648,058
$4,400
$652,458

11-95
$2,946,464
$52,590
$2,999,054

70. Medicine Shoppe incurred expenses in order to earn the income identified in the preceding paragraph, and these expenses were reported as deductions on the corresponding federal income tax returns filed by Medicine Shoppe’s affiliated group.  A reasonable estimate of the amount of expenses related to the income identified in the preceding paragraph is 5% of the income;
 i.e. for income of $2,044,034, the related expense is approximately $102,202.  

Conclusions of Law


We have jurisdiction to hear Medicine Shoppe’s petition.  Section 621.050.1, RSMo 2000.  Medicine Shoppe has the burden of proof on its petition.  Sections 136.300 and 621.050.2, RSMo 2000.  We do not merely review the Director’s decision, but we find the facts and make an independent decision by applying existing law to the facts.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20 (Mo. banc 1990).  We must do what the law requires the Director to do.  Id. at 20-21.  Neither the Director nor this Commission has any power to change the law.  Lynn v. Director of Revenue, 689 S.W.2d 45, 49 (Mo. banc 1985).  In making our determination, taxing statutes are strictly construed against the taxing authority, May Dep’t Stores v. Director of Revenue, 791 S.W.2d 388, 389 (Mo. banc 1990), while exemption provisions are subject to strict construction against the claimant.  Director of Revenue v. Armco, Inc., 787 S.W.2d 722, 724 (Mo. banc 1990).


Section 143.431.1 provides that the Missouri taxable income of a corporation “shall be so much of its federal taxable income for the taxable year . . . as is derived from sources within Missouri as provided in section 143.451,” with modifications as specified in sections 143.431.2 and .3. 


Section 143.451 provides:  


1.  Missouri taxable income of a corporation shall include all income derived from sources within this state.


2.  A corporation . . . shall include in its Missouri taxable income all income from sources within this state, including that from the transaction of business in this state and that from the transaction of business partly done in this state and partly done in another state or states.  However:


(1)  Where income results from a transaction partially in this state and partially in another state or states, and income and deductions of the portion in the state cannot be segregated, then such portions of income and deductions shall be allocated in this state and the other state or states as will distribute to this state a portion based upon the portion of the transaction in this state and the portion in such other state or states. 


(2)  The taxpayer may elect to compute the portion of income from all sources in this state in the following manner:

*   *   *


(b)  The amount of sales which are transactions wholly in this state shall be added to one-half of the amount of sales which are transactions partly within this state and partly without this state, and the amount thus obtained shall be divided by the total sales or in cases where sales do not express the volume of business, the amount of business transacted wholly in this state shall be added to one-half of the amount of business transacted partly in this state and partly outside this state and the amount thus obtained shall be divided by the total amount of business transacted, and the net income shall be multiplied by the fraction thus obtained, to determine the proportion of income to be used to arrive at the amount of Missouri taxable income.  The investment or reinvestment of its own funds, or sale of any such investment or reinvestment, shall not be considered as sales or other business transacted for the determination of said fraction.

(Emphasis added.)  This is expressed by the following formula:


Net income   X    (amount of sales wholly within Missouri + ½ of sales partly within



   Missouri and partly without Missouri)_______________________ 



  (divided by) total amount of sales from all sources


Medicine Shoppe contends that it correctly excluded from income as non-Missouri source income loan origination fees and interest income from non-Missouri franchisees.  Medicine Shoppe argues that the Director’s disallowance of those amounts as non-Missouri source income is contrary to section 143.451 and is contrary to Petition of Union Electric Co. of Missouri, 161 S.W.2d 968 (Mo. 1942); A.P. Green Fire Brick Co. v. Missouri Tax Comm’n, 277 S.W. 2d 544 (Mo. 1955); and Union Electric v. Coale, 146 S.W.2d 631 (Mo. 1940).  Medicine Shoppe argues that financing the franchisees is a passive activity similar to an investment in municipal bonds and that the income is not from sources within this state under subsection 1 of section 143.451.
  Therefore, the effect of Medicine Shoppe’s argument is that such income should be excluded from net income prior to applying the apportionment percentage and also that it should not be included in the apportionment fraction as income partly within and partly without Missouri to determine the apportionment percentage.


The Director asserts that the income at issue should not be treated as non-Missouri source income under section 143.451.  The Director argues that the transactions at issue were partly within and partly without Missouri and that the overall effort of the income-producing activities was directed from Medicine Shoppe’s Missouri office.  Therefore, the Director argues that the income should be included in the apportionment computation as income from transactions that are partly within and partly without Missouri.  The Director cites J.C. Nichols, 796 S.W.2d

at 17-18; Bank Bldg. & Equip. Corp. of America v. Director of Revenue, 687 S.W.2d 168 

(Mo. banc 1985); Hayes Drilling v. Director of Revenue, 704 S.W.2d 232 (Mo. banc 1986); 

Lemay Bldg. Corp. v. Director of Revenue, 889 S.W.2d 835 (Mo. banc 1994); and Maxland Devel. Corp. v. Director of Revenue, 960 S.W.2d 503 (Mo. banc 1998).


At issue in J.C. Nichols was the treatment of a corporation’s income from the development, management, and sale of real estate located in Kansas.  The court held that the income was partly within and partly without Missouri under section 142.451 because the overall effort of the income-producing activity was directed from the corporation’s Missouri office and from the management structure in Missouri.  796 S.W.2d at 18.  The court determined that:  

(1) the “source of income” is the place where it was produced; (2) a “transaction” is any business activity that produces income; and (3) a transaction is partly within and partly without Missouri if the Missouri effort is one of the efficient causes that contribute directly to the production of income.  Id. at 17-18.


In Bank Building, a construction company headquartered in Missouri had three categories of income:  consulting, design, and construction.  For buildings outside Missouri, it classified its consulting and design income as partly within and partly without Missouri, but classified construction revenues as wholly outside Missouri.  The Director argued that the income from a particular project should be treated as a unity, and the court agreed.  The court found that the disputed income was produced by an overall effort centered in Missouri.  

687 S.W.2d at 171.  The court noted that the “brains” of the operation was located in Missouri, where the design, consulting, and supervisory services were located.  In the similar case of Hayes Drilling, the court found that a drilling company headquartered in Missouri with drilling projects located outside Missouri had income from partly within and partly without Missouri because the income was produced from an overall effort centered in Missouri. 704 S.W.2d at 234.


In Lemay Building, a real estate holding company with headquarters in Missouri owned a mobile home park in Florida.  The company reported income from the mobile home park as 

wholly without Missouri and wholly within Florida.  The court found that the company “clearly maintained enough participation and control to be an efficient cause contributing directly to the production of [the company’s] income and to render the transactions partly within and partly without Missouri.”  889 S.W.2d at 835.


Maxland Development involved three appeals that were consolidated from a total of eight corporations.  Each corporation had its headquarters in Missouri and owned a fractional interest in a shopping center located in another state.  Each corporation reported the rental income from the out-of-state shopping center as wholly without Missouri.  In each case, the Director reclassified the income as partly within and partly without Missouri.  In two of the cases, the court agreed that the income was properly classified as partly within and partly without Missouri because the control of management rose “to the level of an ‘efficient cause’ which contributes directly to the production of income.”  960 S.W.2d at 506.  In the third case, the taxpayers owned a one-third interest in a shopping center that was leased under a triple net lease, with the lessee paying all expenses, including all maintenance, insurance, taxes, and utilities.  The court found that the taxpayers did not retain control of management, so the Missouri effort was not an efficient cause contributing directly to the production of income, and the resulting income was “wholly without this state.”  Id. at 507.


In Petition of Union Electric Co., the Missouri utility corporation held stocks and bonds issued by companies located entirely outside of Missouri.  The Missouri corporation excluded the interest and dividends from taxable income.  The court held that the entire amount of income was non-Missouri source income properly excluded by the taxpayer from its Missouri income.  


The court in A.P. Green held that royalties paid to a Missouri corporation under contracts for the use of trademarks, trade names, and manufacturing processes, in connection with business done wholly outside of the United States, was non-Missouri source income. 

277 S.W.2d 544.  The court determined that the source of the income was the place where the trademarks, trade names, and manufacturing processes were used and the income produced.  Id. at 547.  


In Union Electric v. Coale, the court held that dividends from stock in foreign corporations that had no capital or business operation in Missouri were not subject to Missouri tax because they were not Missouri source income.  146 S.W.2d at 635.


In the present case, the income in dispute is loan origination fees and interest on loans made by Medicine Shoppe to its non-Missouri franchisees.  The record shows that all of Medicine Shoppe’s management structure is located in Missouri.  The record further shows that Medicine Shoppe undergoes the following activities from Missouri with respect to financing:  Each year, Medicine Shoppe commits funds to finance the opening costs of some franchisees, determines to solicit financing agreements with franchisees, conducts a credit review of each financing candidate, decides whether to enter into a financing agreement, disburses funds at a rate determined by each franchisee’s needs, and administers the payments.  The financing efforts are closely related to Medicine Shoppe’s efforts in expanding its franchises throughout the United States.  The overall effort of the activities that produce the loan origination fees and interest paid by out-of-state franchisees is controlled from Medicine Shoppe’s Missouri headquarters.  The “brains” of the operation is located in Missouri.  Therefore, the subtraction as non-Missouri source income on Form MO-MS, Part B, Line 9, was properly disallowed, and the income is properly classified as income from sales partly within and partly without Missouri within the meaning of section 143.451.2. 


Medicine Shoppe’s financing of its out-of-state franchisees is not a mere passive investment of capital.  From its Missouri headquarters, Medicine Shoppe is actively promoting, establishing, and maintaining financing with franchisees.  These activities are an efficient cause 

that contributes directly to the production of the income.  J.C. Nichols, 796 S.W.2d at 17-18.  The extent of its Missouri efforts is readily distinguishable from the mere receiving of interest and dividends on stocks and bonds as decided in Petition of Union Electric Co., the receiving of royalties in A P. Green, or the receiving of dividends from stock in foreign corporations in Union Electric v. Coale.  Obtaining the royalties in A.P. Green was an offshoot of the company’s business of manufacturing and selling brick.  The business of Union Electric is producing and selling energy, not investing in the stock market.


The record establishes that four or five employees of Medicine Shoppe in St. Louis work entirely in financing.  It is clear from the record as a whole that Medicine Shoppe’s operation in Missouri is an integrated operation in that everyone contributes to obtaining the franchisees that generate the income.  Further, the fact that the source of funds is excess cash of Medicine Shoppe does not diminish the fact that the company’s activities from its Missouri headquarters contribute directly to the income that is produced by the financing.  Financing the franchisees is part of its business operation, just as acquiring franchise fees is part of the business operation.  Medicine Shoppe solicits these loans up front even before the franchise agreement is signed and before any franchise fees are collected.


Medicine Shoppe’s loan origination fees and interest received on loans to out-of-state franchisees are properly classified as income on transactions that are partly within and partly without Missouri under section 143.451.  Therefore, the following amounts should not be subtracted as non-Missouri source income prior to apportionment and are properly included in the single-factor apportionment fraction as income on transactions that are partly within and partly without Missouri:

Period
Interest
Loan Orig. Fee
Total

1990
$2,044,034
-0-

$2,044,034

1991
$2,138,283
-0-

$2,138,283

1992
$2,462,978
-0-

$2,462,978

1993
$2,731,679
-0-

$2,731,679

10-95
$648,058
$4,400
$652,458

11-95
$2,946,464
$52,590
$2,999,054


In her brief, the Director calculated the effect of disallowing the above amounts as non-Missouri source income and including them in the single-factor apportionment fraction as income on transactions that are partly within and partly without Missouri.  Medicine Shoppe in its brief did not address those calculations.  Therefore, for 1990, Medicine Shoppe is entitled to a refund of $26,537.72 plus additional interest accruing from July 1, 1999.  For 1991, 1992, and 1993, Medicine Shoppe owes $33,633.57, $29,118.51, and $89,806.03, respectively, plus additional interest accruing from July 1, 1999.  For 10-95, Medicine Shoppe is entitled to a refund of $761, plus interest, and for 11-95 Medicine Shoppe has an overpayment of $586 to be applied to the next tax period.   


SO ORDERED on July 16, 2001.



________________________________



WILLARD C. REINE



Commissioner

�Both the original and the amended income tax returns filed by Medicine Shoppe and audited by the Director raise many other issues that are not now involved in this case.  See Finding 69.


�The period 10-1-94 to 9-30-95 was not at issue.


�None of this particular income is at issue in this case.


�The loan origination fees and interest on loans to franchisees are at issue in this case.  See Finding 38 et. seq.  The two types of service charges and the income from government obligations are not at issue.





�Tr. at 59 (Testimony of Don Schrieber, Chief Financial Officer of Medicine Shoppe).


�The single-factor apportionment method is set forth in section 143.451.  Statutory references are to the 1994 Revised Statutes of Missouri, unless otherwise noted.





�See attachments to Joint Exhibit A (the actual income tax returns).


� Part B on the 1992 and subsequent returns was referred to as Part 2 on the 1990 and 1991 returns.


�These are not at issue in this case.


�These are the two items at issue in this case.


�Medicine Shoppe’s schedules for 1990 and 1991 did not identify loan origination fees.  It is not clear whether these amounts were included in the interest amount or were excluded from the schedules.  For 1992 and 1993, all loan origination fees were identified as from Missouri sources.  For 10-95 and 11-95, all loan origination fees were identified as from non-Missouri sources. 


�Tr. at 59. 


�Under Missouri’s single-factor method of apportionment, it has been held that some types of non-Missouri source income may be allocated to the state of origin prior to apportionment and thus are not included with the apportionable income.  Brown Group, Inc. v. Admin. Hearing Comm’n, 649 S.W.2d 874, 880 (Mo. banc 1983); Union Electric v. Coale, 146 S.W.2d 631, 635 (Mo. 1940); and A.P. Green Fire Brick Co. v. Missouri Tax Comm’n, 277 S.W. 2d 544, 545 (Mo. banc 1955).   





5
22

