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DECISION 

Moberly Hospital, Inc. (“Moberly”), which does business as Moberly Regional Center, is liable for Missouri income tax deficiencies in the following amounts, plus interest:  

2001                             2002                      2003

$160,914.43                 $341,982.43          $117,064.00
Because all of Moberly’s income is earned in Missouri, Moberly is not eligible to apportion its income on its Missouri income tax returns.  Moberly is not liable for additions to tax.  
Procedure


Moberly filed a complaint on February 27, 2007, challenging the Director’s final decision assessing Missouri income tax, interest and additions for 2001, 2002 and 2003.   

On January 18, 2008, the Director filed a motion for summary determination.  Moberly filed a motion for summary determination on August 15, 2008.  The Director filed a response on August 21, 2008.  Moberly filed a reply on September 3, 2008.  
Findings of Fact

Corporate Structure
1. Moberly Regional Center (“MRC”) is a hospital located in Moberly, Missouri.  
2. Moberly is a hospital-operating subsidiary of Community Health Systems, Inc. (“CHSI”).  
3. CHSI is a publicly traded holding company.  It has no employees.  
4. Moberly is legally domiciled in Moberly, Missouri, and it does business as MRC.  
5. All of Moberly’s property and employees are located in Missouri, and all of its patients are treated within Missouri.  
6. Community Health Systems Professional Services Corporation (“CHSPSC”) is a wholly owned indirect subsidiary of CHSI.  
7. CHSPSC is incorporated in Delaware, but is commercially domiciled in Franklin, Tennessee.  
8. CHSPSC focuses on providing centralized management to improve the quality and availability of services at rural hospital facilities owned by subsidiaries of CHSI, including Moberly.  To implement this strategy, all of the hospital facilities owned by CHSI, including Moberly, operate under the same general philosophy.  
9. Each hospital subsidiary of CHSI locally employs personnel necessary to provide patient care and to operate the hospital, including a local management team.  
10. The senior management team of CHSPSC in Tennessee is actively involved in the non-medical decision-making and reporting functions at Moberly.  

Management Agreement
11. The “Management Agreement”
 between Moberly and CHSPSC provides:  

ARTICLE I

ENGAGEMENT, SERVICES AND AUTHORITY

* * * 

Section 1.3  Authority and Responsibilities of Management Company.
a) Responsibilities.  Subject to the limitations and conditions set forth in this Agreement, Management Company, as manager of the Hospital, shall have the authority and responsibility to conduct, supervise, and manage the day-to-day operations of the Hospital. . . . 

Section 1.4  Control Retained by the Corporation [Moberly].  The Corporation shall at all times exercise control over the assets and operation of the Hospital, and Management Company shall manage the Hospital as described in this Agreement in accordance with policies, directives, and budgets adopted by the Corporation. . . . 
Section 1.5  Medical and Professional Matters.  Under no circumstances shall Management Company be responsible for any medical or professional matters.  Management Company may, however, consult with the Corporation and make recommendations concerning such matters.  

Section 1.6  Policies and Procedures.  Management Company shall draft such policies and procedures as may be necessary for the operations of the Hospital.  Such policies and procedures may be adopted by the Corporation at its discretion.  

* * * 
Section 1.9  Management Personnel.  Management Company shall provide the Corporation with a qualified Chief Executive Officer, Chief Nursing Officer, Chief Financial Officer, and one or more Assistant Administrators for the Hospital.  Such personnel shall be employees of Management Company.  The Corporation shall reimburse Management Company for the salary, benefits and other costs incurred by Management Company in employing such personnel and providing them to the Corporation.  
ARTICLE II

FISCAL MATTERS
Section 2.1  Accounting Records.  Management Company shall supervise, direct and maintain, at the Corporation’s expense, a suitable accounting system on the accrual method of accounting.  
Management Company shall provide the Corporation with such financial repots as may be reasonably agreed to by the parties from time to time.  

Section 2.2  Deposit and Disbursement of Funds.  As agent for and on behalf of the Corporation, Management Company shall deposit in an interest bearing bank account opened in the name of the Corporation all receipts and monies arising from the operation of the Hospital, and shall make disbursements from the account on behalf of the Corporation in such amounts and at such times as the same are required for operation of the Hospital.  

Section 2.3  Collection of Accounts.  Pursuant to collection policies approved by the Corporation, Management Company shall use reasonable efforts to collect all accounts due to the Corporation, to enforce the rights of the Corporation under any contract or in connection with the rendering of any service, and to take reasonable steps to minimize the number and amount of bad debts.  Management Company may employ collection agencies or attorneys for the collection of bad debts in the name of and at the expense of the Corporation.  
Section 2.4  Payment of Accounts and Indebtedness.  

a) General.  Management Company may effect the payment of payroll, trade accounts, amounts due on short-term and long-term indebtedness, taxes, and all other obligations of the Hospital on behalf of the Corporation and from the Corporation’s accounts.  Management Company shall have no separate liability with respect to any obligation of the Corporation or the Hospital.
b) Payroll.  Management Company shall have the authority to utilize a payroll agent for the Hospital, should Management Company determine the use of such an agent to be desirable.  

c) Management Company Funds.  In no event shall Management Company have any obligation to supply out of its own funds working capital for the Corporation or for the Hospital’s operations.  

Section 2.5  Insurance.  The Corporation shall, at its expense, maintain general liability insurance, including professional liability insurance, with an endorsement naming Management Company (as agent for the Corporation) as an additional insured thereunder.  

Section 2.6  Operating Supplies and Equipment.  Management Company shall direct the employees of the Corporation with respect to the ordering and purchasing, at the Corporation’s expense, of operating supplies and equipment and other materials, supplies and equipment for the account of the Corporation as may be reasonably needed for the maintenance and operation of the Hospital. . . . 

ARTICLE III

MAINTENANCE OF STANDARDS
Management Company shall (i) evaluate all quality control aspects of the Hospital’s operations and implement quality control programs designed to meet the standards imposed by appropriate 
certifying or licensing agencies and to bring about a high standard of health care in accordance with the Corporation’s written policies and the Hospital’s available resources; (ii) with the prior approval of the Corporation, employ consultants at the Corporation’s expense; (iii) assist the Corporation in reviewing the objectives of the Hospital and make recommendations to the Corporation with respect to these objectives; (iv) help assure that the Hospital comply with the requirements of any statute, ordinance, law, rule, regulation, or order of any governmental or regulatory body having jurisdiction respecting the Hospital; (v) help assure that the Hospital adhere to the requirements of any applicable compliance programs; (vi) apply for, and take all steps necessary to obtain and maintain, in the name of and at the expense of the Corporation, all licenses and permits required in connection with the management and operation of the Hospital; (vii) protect the confidentiality of the records of the Hospital and comply with all applicable federal, state, and local laws and regulations relating to the records of the Hospital; (viii) make recommendations to the Corporation as appropriate concerning changes in the services offered by the Hospital; and (ix) review the operating systems and procedures of the Hospital and make recommendations to the Corporation relating to any changes which may be desirable.  

ARTICLE IV 

EMPLOYEES AND SERVICES

Section 4.1  General.  The Corporation hereby authorizes Management Company to recruit, hire, train, promote, assign, terminate and set the compensation level of, all operating and service personnel necessary for the proper operation and maintenance of the Hospital, subject to and in accordance with the policies of the Corporation.  All such operating and service personnel shall be employees of the Corporation.  Management Company shall review and make recommendations to the Corporation regarding the pay scales of the Corporation’s employees, the number of employees required for the Hospital’s operations, and the Hospital’s personnel policies.  The Corporation shall be solely liable to such employees for their wages, compensation, and benefits, if any, including the Corporation’s employer contribution to F.I.C.A., unemployment compensation and any other employment taxes, workers’ compensation, pension plan contributions groups [sic] life and accident and health insurance premiums, retirement, disability, and other similar benefits.  

Section 4.2  Corporation’s Rights.  The Corporation shall have the right to demand by written notice delivered to Management Company that any employee of the Corporation be terminated, but only if the termination is reasonably and legally supportable in the opinion of Management Company as a termination for cause.  Otherwise, the termination of any employee at the instance of the Corporation shall only be completed upon the Corporation’s agreement to indemnify Management Company with respect to any liability for such termination, and such indemnity shall be in a form and under terms satisfactory to Management Company.  Any employee of the Corporation may be suspended by the Corporation for failure to maintain quality care or to adhere to the policies of the Corporation. 
ARTICLE V

MANAGEMENT FEES/REIMBURSEMENT


As compensation for its management services under this Agreement, the Corporation shall pay to Management Company a monthly fee (the “Management Fee”).  The Management Fee shall be equal to the Hospital’s pro rata share (based on licensed beds) of the current fiscal year’s budgeted corporate office expenses (minus the expenses of the Acquisition Department and one-half of the expenses of the Office of the CEO).  Management Company’s fee shall be payable by the last day of the month for which such fee was earned.  In addition, Management Company shall be reimbursed by the Corporation for all expenses incurred by the Management Company in performing its obligations under this Agreement.  
CHSPSC’s Role
12. All of the corporate officers and directors of Moberly are employed by CHSPSC and work in Tennessee when performing services in their capacity as officers and directors of Moberly.    
13. CHSPSC houses employees in Tennessee that have expertise in accounting, law, Medicaid and Medicare compliance, information systems technology, recruiting, and revenue collection.  
14. Because of CHSPSC’s advanced management team and their ability to serve multiple facilities, the CHSI affiliated group (“the Company”) is able to provide higher quality and expanded services at its local hospitals.  Many of these management positions would otherwise be too costly for traditional non-urban hospital facilities on a stand-alone basis; however, through the use of a centralized team focused on multiple facilities, CHSI is able to provide additional and higher quality services at its hospitals that are integral to increasing revenue and profitability.  Specifically, the Company believes that providing these services increases the dollars spent at hospitals by local residents and limits inpatient and outpatient migration to larger urban facilities.  
15. Many of the services provided by CHSPSC’s Tennessee personnel are directly related to and are required for the production of income at Moberly and the other hospitals 
owned by CHSI.  For example, the revenue management team housed at CHSPSC in Tennessee is responsible for preparing and filing Medicare and Medicaid reimbursements, a significant revenue segment for the hospitals.  
16. CHSPSC employs individuals designated as “Regional Group Operations” that are 100% dedicated to the oversight of hospitals.  Regional Group Operations is comprised of four divisions, each consisting of a president, one or two vice presidents, two or three financial analysts, a director of financial operations, and a special projects manager.  Each division is assigned to a region and is responsible for the oversight and financial performance of approximately seven to twelve hospitals within that region.  Division Two is responsible for the oversight and financial performance of Moberly.  
17. Services provided by the Regional Group Operations include direct supervision of the local hospital management teams and on-site visits to each hospital on a regular basis.  In general, capital expenditures in excess of $1,000 require approval by a member of the Regional Group Operations team, and contracts/leases must be submitted to corporate headquarters for review and signature.  On-site visits to the hospital are generally focused on an operational review of the processes set forth by CHSPSC’s senior management team.  In addition, Regional Group Operations is responsible for monitoring medical staffing, quality control, progress of capital projects, and financial benchmarks.  The Regional Group Operations team is integrated with the hospital operations and provides hands-on support to local personnel on a regular and consistent basis.  The services performed by this team are necessary for the successful operation of the facility and would otherwise be required of local personnel if not performed by the employees of CHSPSC.  
18. The Company identifies its experienced physician recruiting efforts as one of the most critical factors in improving financial performance at its hospitals.  According to the Company’s 2003 Annual Report, the Company: 
seeks to increase revenue at our facilities by providing a broader range of services in a more attractive care setting, as well as by supporting and recruiting physicians.  We identify the healthcare needs of the community by analyzing demographic data and patient referral trends.  We also work with local hospital boards, management teams, and medical staffs to determine the number and type of additional physician specialties needed.  
A core group of primary care physicians is necessary as an initial contact point for all local health care.  In addition, specialists offering services such as general surgery, OB/GYN, cardiovascular services, orthopedics and urology provide a solid range of medical and surgical services required to meet a community’s core health care needs. Because CHSI hospitals are located in non-urban areas, experienced physician recruiting centralized at CHSPSC allows the Company to better identify, attract, and retain quality physicians and medical specialists that might otherwise be unavailable to a stand-alone rural hospital without the appropriate resources.  CHSPSC employs the physician recruiting team in Tennessee that is responsible for supporting the physician recruiting efforts at Moberly.  Physicians at Moberly are available for all of the aforementioned specialty services, in addition to gastroenterology, neurology, otolaryngology, pathology, pediatrics, podiatry, psychiatry and pulmonology.  
19. The quality and resource management team includes individuals employed by CHSPSC based out of Tennessee that travel to the various hospitals to assist with accreditation reviews, hospital inspections, and customer satisfaction surveys.  Various quality control procedures have been managed and implemented by this team to ensure continuous improvement in the quality of care provided by the hospitals owned by CHSI.  According to the Company’s 
2003 Annual Report, the ability to offer quality service is a key driver of profitability as it limits inpatient and outpatient migration to larger urban facilities.  
20. Examples of programs implemented by the quality and resource management team include training programs for all senior hospital management, chief nursing officers, quality directors, physicians, and other clinical staff.  CHSPSC has developed standardized accreditation documentation and requirements to be used by the individual facilities.  Quality assurance programs are maintained by employees of CHSPSC to support and monitor the quality of care standards and to meet Medicare and Medicaid accreditation and regulatory requirements.  In addition, members of the quality and resource management team assist the individual facilities, including Moberly, with accreditation reviews. 
21. One of the responsibilities of the quality and resource management team includes maintaining quality control for the psychiatric unit at MRC, which is subject to strict regulation and subject to frequent surveys.  Without support from the quality and resource management team provided by CHSPSC, Moberly would require local staffing to support the quality requirements of the psychiatric unit.  
22. Information support services are centralized at CHSPSC’s corporate office in Tennessee.  Employees of this department assist hospitals with setup of information services, training, and technical support.  For example, the 2003 Annual Report mentions that the emergency rooms in CHSI facilities were upgraded through the implementation of specialized computer software programs designed to assist physicians in making diagnoses and determining treatments.  Personnel in this department are employed by CHSPSC, but provide information support services to Moberly that would otherwise be required at the local level.  
23. In addition, CHSPSC employs individuals responsible for the procurement of new equipment for the hospital facilities, such as MRI machines, CT scanners, and other imaging 
equipment.  This group identifies hospitals that are in need of equipment, determines the products most applicable to the hospitals’ needs, and procures the equipment at the best price available using CHSI’s buying power when possible.  Maintaining appropriate medical equipment is critical to providing the level of quality service that CHSI expects at its facilities to achieve targeted revenue and growth.  
24. CHSPSC employs revenue management personnel (approximately 16 people during the 2001-2003 tax years) who are responsible for the collection and reporting of hospital revenues.  This group is responsible for preparing and filing cost reports required for Medicare and Medicaid for Moberly and other CHSI hospital facilities.  The cost reports require specialized knowledge of the reporting requirements for each state and are necessary in order for the hospital to receive Medicare and Medicaid payments.  This group is also responsible for managing Medicare and Medicaid audits, which can typically be expected to occur one year after filing the cost reports.  In addition, the revenue management team performs the month-end closing process for Moberly, including valuing receivables, reviewing contractuals, and recording the allowances for bad debt. 
25. MRC would not receive any payments from Medicare or Medicaid without the cost reports filed by the revenue management group.  Accordingly, the services performed by the revenue management group would be required at the local hospital if not performed at corporate headquarters.  Net operating revenue generated from Medicare and Medicaid represented approximately 46-50% of total revenue during the 2001, 2002, and 2003 tax years.    
Moberly’s Income Tax Returns
26. Tax professionals at Ernst & Young advised Moberly that its income was earned partly within and partly without Missouri.  Based on that advice, Moberly prepared amended returns for 1997, 1998, and 1999, electing the single-factor method of apportionment and reporting its income as earned 50 percent within Missouri, rather than wholly within Missouri.  Moberly claimed refunds for the resulting difference in tax liability.  The Director accepted the amended returns and issued the refunds.  
27. The Company filed consolidated federal income tax returns for 2001, 2002, and 2003.  Moberly filed separate-company Missouri income tax returns for 2001, 2002, and 2003 and elected the single-factor method of apportionment.  Moberly reported all of its income as earned partly within and partly without Missouri, resulting in a single-factor apportionment fraction of 50 percent.   
28. Moberly did not file income tax returns or pay income tax in any other state besides Missouri for 2001, 2002, and 2003.  

The Director’s Audit and Assessments
29. The Director conducted an audit of Moberly for 2001, 2002, and 2003.  The auditor concluded that Moberly’s income was earned wholly within Missouri.
  
30. Pursuant to the audit, the Director issued notices of deficiency against Moberly as follows:  


2001
2002
2003

Income tax
$323,895.00
$690,137.00
$234,149.00


Franchise tax
7,499.00
7,864.00
13,469.00


Interest
39,893.87
68,541.67
13,914.84


Penalty
22.00
2,007.00
0.00


Previously paid less refunds
170,479.57
356,018.57
130,554.00


Total due
200,830.30
412,531.10
130,978.84

Moberly protested the notices of deficiency.  


31.  On January 29, 2007, the Director issued a final decision denying the protest and upholding the notices of deficiency.  
Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.
  Moberly 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.


Moberly elected the single-factor method of apportionment on its Missouri corporate income tax returns for 2001, 2002, and 2003, and treated all of its income as earned partly within and partly without Missouri, resulting in a single-factor apportionment fraction of 50 percent.  The Director asserts that Moberly is not entitled to apportion its income because it employed no labor or capital outside Missouri.  
I.  Eligibility to Apportion:  Statutes and Case Law

A.  Statutes

Section 143.441.1(1) defines the term “corporation” to include every corporation organized, authorized or existing under the laws of this state, as well as every corporation doing business in this state.  Section 143.451 provides:  

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

2.  A corporation described in subdivision (1) of subsection 1 of section 143.441 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.


Section 143.451.2(2) further provides that a taxpayer may elect between options to compute the portion of its income from all sources in this state.  Under § 143.451.2(2)(a), the 

taxpayer may elect to determine the income from all sources according to the three-factor method of apportionment as provided in the Multistate Tax Compact.
  Alternatively, the taxpayer may elect the single-factor method of apportionment as set forth in § 143.451.2(2)(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 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.  

Section 143.451.2(3) provides definitions:  

For the purposes of this section, a transaction involving the sale of tangible property is:  

(a) “Wholly in this state” if both the seller’s shipping point and the purchaser’s destination point are in this state;  

(b) “Partly within this state and partly without this state” if the seller’s shipping point is in this state and the purchaser’s destination point is outside this state, or the seller’s shipping point is outside this state and the purchaser’s destination point is in this state;  

(c) Not “wholly in this state” or not “partly within this state and partly without this state” only if both the seller’s shipping point and the purchaser’s destination point are outside this state[.]

Prior to 1980, these definitions were not in the statutes.  From 1980 through 1988, § 144.010.1(7) contained the definitions for purposes of Chapter 143 that are now contained in § 143.451.2(3)(a) 
and (b).  However, effective January 1, 1989, House Bill 1335 (84th Gen. Assembly, 2d Reg. Sess.) deleted these definitions from § 144.010.1(7) and added subdivision (3) to § 143.451.2.
  

B.  Missouri Supreme Court Decisions

In Goldberg v. State Tax Commission,
 the Court addressed the threshold issue of whether the taxpayer, Paul Mueller Company, was entitled to apportion its income.  Mueller was 

not domesticated in any other state and did not own property or maintain branch offices outside Missouri.  Mueller employed sales representatives who lived outside the state, and the salesmen based at its Springfield office also traveled extensively throughout the United States.  Mueller did not pay income tax to any other state during the tax periods in question, and reported its sales to customers outside Missouri as partly within and partly without Missouri under the single-factor formula.  The Court overruled M.V. Marine Co. v. State Tax Comm’n, 606 S.W.2d 644, 649 (Mo. banc 1980), in which it had stated that the Multistate Tax Compact
 “simplified the process of determining entitlement to apportion taxes by changing the focus of the inquiry from a search for the ‘source’ of income to a simple showing of jurisdictional ‘tax liability’ in another state.”  In Goldberg, the Court further stated: 

We hold that the determination whether a taxpayer may elect to apportion income derived from the transaction of business in interstate commerce should be based upon the “source of income” test of § 143.451 and its predecessors and the longstanding judicial interpretation thereof.[
]

The Court held that the solicitation of orders outside the state and any negotiation necessary before consummation of the contract were integral components of the entire transaction, thus some of the sales were partly within and partly without Missouri.  Though that case involved tax 
years that were prior to the adoption of the definitions contained in § 144.010.1(7), the Court noted the definitions contained in § 144.010.1(7) and found them convincing evidence that the legislature did not intend to vitiate the source of income test when it adopted the Multistate Tax Compact.     


In Langley v. Administrative Hearing Commission,
 the Court held that a taxpayer that purchased bottles from an out-of-state manufacturer for direct shipment to the taxpayer’s customer in St. Louis was not entitled to apportion its income.  The Court stated:
  

Such arrangements and purchases (for resale) are not a part of the transaction by which the taxpayer sells or resells to its customers.  The taxpayer must have a product to sell if it is to produce income; and the transaction which produces income is the sale by the taxpayer to its customer, not the preceding purchase by the taxpayer.  Unless the taxpayer uses labor or capital outside this 

state in its transaction, the income from the transaction must be regarded as produced from a source wholly within this state.  


In Dick Proctor Imports, Inc. v. Director of Revenue,
 the Court again addressed whether a taxpayer was entitled to apportion its income:  

The initial issue here is whether appellant was eligible to use the single factor apportionment formula.  Taxpayers are eligible to do so when some of their sales are transactions partly within and partly without Missouri.  If a sale occurred prior to January 1, 1980, the “source of income” test is used to determine the nature of a sale.  [FN  Section 144.010.1(7)(b), RSMo 1986, which became effective January 1, 1980, defines when a sale occurring on or after that date is a transaction partly within and partly without Missouri.][
]  

The Court held that in making sales to out-of-state customers, the company used labor outside Missouri and that the sales were thus partly within and partly without Missouri.  


In Bass Pro Shops, Inc. v. Director of Revenue,
 the Court again addressed a taxpayer’s right to apportion:  

Whether a taxpayer may elect to apportion income derived from the transaction of business in interstate commerce is “based upon the ‘source of income’ test of § 143.451 and its predecessors and the long-standing judicial interpretation thereof.”  Goldberg v. State Tax Commission, 639 S.W.2d 796, 803 (Mo. banc 1982); Langley v. Administrative Hearing Commission, 649 S.W.2d 216, 217 (Mo. banc 1983).  The source of income has been defined as the place where the income was produced.  In Re Kansas City Star Company, 346 Mo. 658, 142 S.W.2d 1029, 1038 (banc 1940).  Unless the taxpayer employs capital or labor outside the state in its income producing transaction, the income from the transaction must be regarded as produced from a source wholly within the state.  Langley v. Administrative Hearing Commission, 649 S.W.2d at 217-18 (Mo. banc 1983); In Re Kansas City Star Company, 346 Mo. 658, 142 S.W.2d 1029, 1038 (banc 1940).  
Here, Bass utilized the telephone and the mails in selling products to its mail order catalog customers.  Use of these instrumentalities of interstate commerce does not require the expenditure of capital 

or labor outside of Missouri.  Bass does expend capital outside of the state by hiring out of state printers to publish and distribute its catalogs and by employing out of state advertisers to publicize its products.  Capital expended in the mere solicitation of orders, however, does not rise to a level of out of state activity sufficient to establish a nexus with another state.  Such expenditures alone do not constitute a significant part of the income producing transaction. 

This Court concludes the income producing activities of Bass occurred wholly within Missouri and are not subject to apportionment under § 143.451, RSMo 1978.  


We note that Goldberg, Langley, Dick Proctor, and Bass Pro all involved tax years that were prior to the effective date of the definitions that were formerly contained in § 144.010.1(7) and are now contained in § 143.451.2(3).  However, the statutory amendments do not affect the Court’s holdings in those cases that a threshold determination must be made as to whether the taxpayer is entitled to apportion its income.   


In Dow Chemical Co. v. Director of Revenue,
 the taxpayer elected the three-factor formula, but argued that the test as to whether a taxpayer may apportion its interstate income is the source of income standard under § 143.451.  While rejecting that argument as to the three-factor formula, the Court reaffirmed the source of income test for purposes of determining the taxpayer’s right to apportion under the single-factor formula:  

Our law allows a corporation that does business both within and without the state alternatives for the allocation and apportionment to Missouri of a percentage of the taxpayer’s total income.  The corporation has the option under Section 143.451.2 of a single-factor formula that rests apportionment solely on the sales or business ratio.  The corporation has the other option of the Multistate Tax Compact formula under Section 32.200, et seq., RSMo 1986, to apportion its business income according to a three-factor formula of property, payroll and sales to derive the taxable Missouri income of the corporation. . . . There is no doubt that the source of income test and the single-factor apportionment formula are parts of an integral scheme for the taxation of the income of corporations.  A taxpayer may elect to apportion income from 

interstate transactions or business, but only if that income has at least some of its source in Missouri. . . . Our decisions, before and after Goldberg, construe the source of income and single-factor apportionment components as an integral scheme for taxation of a corporation, in pari materia.  The apportionment formula under the scheme so interdepends with the source of income test as to restrict the interstate activity of a corporation subject to taxation by Missouri to income with a geographical nexus with our state. (footnotes and citations omitted).[
] 

C.  Administrative Hearing Commission Decisions

Numerous decisions of this Commission also addressed whether a taxpayer was entitled to apportion.
  Although the Missouri Supreme Court does not give precedential value to the 
legal conclusions in our decisions,
 taxpayers and the Director rely on them in order to enhance predictability.  In Cowhey,
 the tax years at issue included 1980, when § 144.010.1(7) was in effect, and the Commission stated:  

A corporate taxpayer is eligible to apportion in a given tax year if any of its income is produced by transactions that are partly within and partly without Missouri.  Dick Proctor Imports, Inc. v. Director of Revenue, 746 S.W.2d 571, 573-574 (Mo. banc 1988).  This determination is made by application of the “source of income” test embodied in Section 143.451.2(2)(b), RSMo, and the long-standing judicial interpretations thereof.  Proctor, supra, at 573.  The test is a formulation of the clear mandate of the statute:  “Missouri taxable income of a corporation shall include all income derived from sources within this state.”  Section 143.451.1, RSMo.

Income is considered to be produced by a transaction partly within and partly without the state if labor or capital was employed outside the state during the course of the transaction.  Proctor, supra, at 573.  Petitioner herein has stipulated that it “employs no capital or labor outside the State of Missouri.”  (Finding of Fact 8).  By this test, Petitioner is not eligible to apportion its income according to the single factor formula contained in Section 143.451, RSMo.  Consequently, all of the income concerned herein 

must be considered to derive from sources within Missouri and all of it is properly to be included in Petitioner’s Missouri taxable income.  

More recently, in Jay Wolfe Imports,
 this Commission analyzed these previous decisions from the Missouri Supreme Court and this Commission, and concluded:  
These decisions make clear that apportionment is for corporations that do business in more than one state and must find a way to divide their income between those states for taxation purposes.  Before providing for the methods of apportionment, § 143.451.2 provides:  

A corporation described in subdivision (1) of subsection 1 of section 143.441 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 that transaction of business partly done in this state and partly done in another state or states.  

Therefore, a corporation that transacts business solely in this state must include all of its income as Missouri income, and the corporation is not entitled to apportion that income.  


As in Jay Wolfe Imports, we apply the previous holdings of the Missouri Supreme Court that a threshold determination must be made as to whether a taxpayer is entitled to apportion its income.  
II.  Cases Involving Management of Business Activity in Another State

Because the present case involves management functions that occur in one state and business operations that occur in another state, we also examine a trio of cases decided by the Missouri Supreme Court that involved a similar, but converse situation:  management from within Missouri of property located outside Missouri.  In each of these cases, the taxpayer also had some ownership interest in property located within Missouri.  In J.C. Nichols Co. v. Director of Revenue,
 the taxpayer developed, managed and sold real estate in Kansas and Missouri.  Nichols argued that it did not have “interstate income.”  The Court noted:  

The [Administrative Hearing] Commission concluded that decisions to enter the real estate transactions at issue here were controlled by Nichols’ Kansas City, Missouri headquarters.  “The overall effort of [Nichols’] income-producing activities was directed from that office, and the management structure which produced the income from Kansas properties was in Missouri.”[
]  

Therefore, the Court upheld this Commission’s determination that Nichols’ income was from partly within and partly without this state.  


Moberly especially relies on Lemay Bldg. Corp. v. Director of Revenue.
  Lemay was a Missouri corporation engaged in business as a real estate holding company.  Thomas Green was the president, the director, and a shareholder of Lemay.  Green maintained his working office in St. Louis County.  Lemay owned a mobile home park located in Florida.  Green retained final decision-making authority over the mobile home park’s operation.  Lemay retained National Real Estate Management Company, a Missouri corporation that shared office space with Lemay in St. Louis, to provide bookkeeping and tax preparation services for the mobile home park.  Lemay treated the rental income from the mobile home park as earned wholly without Missouri.  The Court upheld this Commission’s determination that Lemay maintained enough participation and control to be an efficient cause contributing directly to the production of the mobile home park’s income and to render the transactions partly within and partly without Missouri.  There was one important fact noted in this Commission’s decision that the Court did not repeat in its discussion:  in addition to the Florida property, Lemay owned a strip shopping center in St. Louis County, Missouri.
  The decision also states that Lemay owned a partnership interest in an apartment building, but does not state where the apartment building was located.  

In Maxland Development Co., et al. v. Director of Revenue,
 the Court consolidated three appeals from decisions of this Commission, each involving a parcel of out-of-state property.  Various corporations held ownership interests in the out-of-state properties.  Thomas Green, who was also the president of Lemay, was a president or other officer of each corporation involved in Maxland.  The corporations were incorporated in Missouri and had registered offices in Missouri.  The corporations also had ownership interests in property within Missouri.  As in Lemay, National Real Estate Management Corporation performed bookkeeping and tax 
preparation services for each corporation.  In each case except the case involving Maxlune Realty Corporation and Tobeck Realty Corporation, the Court affirmed this Commission’s decision that the income from the out-of-state properties was partly within and partly without Missouri because the Missouri corporations retained control over management, even if they did not always exercise it.  The Court reached a different result in the case involving Maxlune and Tobeck because the property owners in that case rented out the property under a triple net lease in which the lessee was to pay for all expenses and maintenance, to insure the property, and to pay real estate taxes and utilities.  The lessor provided no services to the tenant.  The lessee had the right to sublease the property without the lessor’s consent, and had done so.  The Court held that in this “passive investment, the corporations had no control of management.”  Therefore, the Missouri effort was not an efficient cause contributing directly to the production of income for the Michigan property, and the resulting income was from wholly without this state.   

Although Nichols, Lemay, and Maxland are similar to the present case in that they involved management activities in one state over business activity in another state, they are distinguishable because those cases all involved taxpayers with ownership interests in property in more than one state.  In the present case, there is no dispute that all of Moberly’s property and employees are located in Missouri, and all of its patients are treated within Missouri.  The previous cases are also distinguishable because the management effort was in Missouri and business activity occurred in another state.  In the present case, the business activity occurred in Missouri and the corporation contracted with an out-of-state management company.  The management company was part of the same affiliated group, but the corporation had no employees outside Missouri.  Apportionment of income from interstate business activity becomes necessary because the United States Constitution precludes states’ taxation of income 
earned outside their borders.
  A state is free to tax the income from business activity conducted within its borders.  Further, in Lemay and Maxland, no issue was raised as to the taxpayer’s eligibility to apportion its income.  In Nichols, the taxpayer’s claim that it had no “interstate income” was rejected, in light of the fact that Nichols developed, owned and managed real estate in both Kansas and Missouri.   
III.  Employment of Labor or Capital Outside Missouri 

A state may tax an apportioned share of the value generated by the intrastate and 

extra-state activities of a multistate enterprise.
  The previous decisions from the United States Supreme Court, the Missouri Supreme Court, and this Commission make clear that apportionment is for corporations that do business in more than one state and therefore must find a way to divide their income between those states for taxation purposes.  Before providing for the methods of apportionment, § 143.451.2 provides: 

A corporation described in subdivision (1) of subsection 1 of section 143.441 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.  

Therefore, as we stated in Jay Wolfe,
 a corporation that transacts business solely in this state must include all of its income as Missouri income, and the corporation is not entitled to apportion that income. 


Citing In re Kansas City Star Co.
 and Dick Proctor, 
 Moberly argues that out-of-state contract labor may produce income and may entitle the taxpayer to apportion its income between 
Missouri and the other state.  The present case is distinguishable from Dick Proctor,
 where the taxpayer engaged in the wholesale distribution of consumer electronics, such as stereos and portable radios, to retail stores and other distributors within and outside of the state of Missouri.  Approximately 65 percent of Dick Proctor’s sales were made through a network of sales representatives, who were independent contractors, located throughout the United States.  Moberly, in contrast, transacts no business outside the state of Missouri.  In In re Kansas City Star Co.,
 the newspaper allocated to Missouri the proportion of its total net income attributable to newspaper circulation in this state.  The newspaper had branch offices in other states and employed correspondents in other states, and it was also “plain that in delivering newspapers to Kansas City, Kansas, in its own trucks [the Star] performs labor outside the state of Missouri.”
   Again, the present case is distinguishable because Moberly transacts no business outside the state of Missouri.  The Star and Dick Proctor both had out-of-state sales and had employees or independent contractors working for them outside of Missouri.  Moberly is legally domiciled in Moberly, Missouri.  All of Moberly’s property and employees are located in Missouri, and all of its patients are treated within Missouri.  Moberly has no independent contractors working exclusively for it outside of Missouri.  CHSPSC is a management company that is part of the CHSI affiliated group and performs management functions for Moberly and for other affiliated hospitals.  Paying a management company that provides services for numerous affiliated hospitals does not suffice as the employment of labor outside the state of Missouri within the meaning of the Missouri Supreme Court’s precedents.  As the Director points out, if we accepted Moberly’s position, other taxpayers could utilize the services of out-of-state management 
companies and thus shield a portion of their income from taxation in the sole state where the taxpayers do business.    

Moberly also argues that CHSI’s efforts contribute significantly to the production of Moberly’s income.  However, that is not the test imposed by the statutes.  Section 143.441.1(1) requires that a corporation include in its Missouri taxable income all income 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.  Moberly’s business is operating a hospital.  Moberly transacts that business in Missouri and not in any other state.  Moberly’s income is earned in Missouri.  Moberly does not have property or employees in any other state.  The undisputed facts show that each hospital subsidiary of CHSI locally employs personnel necessary to provide patient care and operate the hospital, including a local management team.  Moberly pays fees to a management company that performs services for members of the affiliated group.  The Management Agreement expressly provides that Moberly “shall at all times exercise control over the assets and operation of the Hospital,” and “[u]nder no circumstances shall [the] Management Company be responsible for any medical or professional matters.”  The undisputed facts show that the senior management team of CHSPSC in Tennessee is actively involved in the non-medical decision-making and reporting functions at Moberly.  Moberly has failed to show that it transacts business partly in another state and that it employs labor or capital outside the state of Missouri. 
IV.  Nexus

“The Due Process and Commerce Clauses of the Constitution do not allow a State to tax income arising out of interstate activities-even on a proportional basis-unless there is a ‘minimal connection’ or ‘nexus' between the interstate activities and the taxing State, and ‘a rational 
relationship between the income attributed to the State and the intrastate values of the enterprise.’”
  In Dow,
 the Missouri Supreme Court stated:  

Our source of income test, single-factor formula scheme for taxation of interstate commerce does not rest validity upon its approval or disapproval of the constitutional principles of nexus and rational relationship between the income attributable to the taxing state and the value of the intrastate enterprise.  Instead, as apportionment under our law rests on whether the statutory definitions of transaction partly within and partly without the state are met, it is no coincidence that our decisions lack discussion of those constitutional principles that give validity to any state taxation scheme.  The case discussions allude occasionally to “connection” and “nexus” to prove the situs of the transaction under the statutory requirements.  The constitutional analysis to justify an attributed income from interstate activity is absent from those decisions.  

The Dow Court further stated:
  

Our decisions, before and after Goldberg, construe the source of income and single-factor apportionment components as an integral scheme for taxation of a corporation, in pari materia.  The apportionment formula under the scheme so interdepends with the source of income test as to restrict the interstate activity of a corporation subject to taxation by Missouri to income with a geographical nexus with our state.  

In Bass Pro,
 the Missouri Supreme Court stated:  

Capital expended in the mere solicitation of orders, however, does not rise to a level of out of state activity sufficient to establish a nexus with another state.  
Moberly’s income-producing activities are not interstate in nature, and there is no question that these activities have sufficient nexus to allow taxation by this state.  

Moberly relies on Goldberg,
 where the Court held that the taxpayer was entitled to apportion its income, in spite of the Court’s finding that the taxpayer did not pay income tax to any other state.  Goldberg involved a Missouri manufacturer, and the Court found that the company “employs sales representatives who live outside the state.”
  In the present case, in contrast, there is no dispute that all of Moberly’s employees are within the state of Missouri.  Obviously, neither in Goldberg nor in any other case could the State of Missouri enforce any taxpayer’s obligation to pay tax in another state.  We may only make a determination, under the laws of this state, whether the taxpayer is entitled to apportion.   


In Goldberg,
 the Court overruled its previous ruling in M.V. Marine Co. v. State Tax Comm’n 
 that entitlement to apportion was premised upon “a simple showing of jurisdictional ‘tax liability’ in another state.”
  Even though Moberly is not required to show that it is subject to tax in another state in order to apportion its income, the fact that it has presented no evidence of payment of tax in another state, such as Tennessee, is significant and lends support to our conclusion that Moberly does not employ labor or capital in another state.  Dow
 and Bass Pro
 require that apportionable interstate business activity have some “geographical nexus” with this state and with some other state.  Moberly’s contractual management agreement with an affiliated out-of-state management company is insufficient to establish that nexus with another state.  
V.  Conclusion as to Taxation 

All of Moberly’s employees and property are located in Missouri, and all of its patients are treated in Missouri.  Moberly transacts business solely in Missouri and does not transact 
business partly in another state.  Moberly’s business activities in operating a hospital within Missouri do not have a geographical nexus with another state.  Moberly did not earn any income in any other state and thus has no income to apportion between Missouri and any other state.  Moberly is not entitled to apportion its income using the single-factor formula or any other formula.  All of Moberly’s income is taxable in Missouri.  We conclude that Moberly is liable for Missouri income tax as the Director assessed: 


2001
2002
2003

Income tax
$323,895.00
$690,137.00
$234,149.00


+ Franchise tax
7,499.00
7,864.00
13,469.00


- Previously paid less refunds
170,479.57
356,018.57
130,554.00


Income tax due
160,914.43
341,982.43
117,064.00

Interest applies as a matter of law.
 

VI.  Additions

In his response to Moberly’s motion, the Director “consents to the abatement of additions and penalties.”
  Because the parties have agreed on this issue, they have removed it from our consideration.  

VII.  Unexpected Decision


Moberly argues that our decision that it is not entitled to apportion its income would be an unexpected decision.  Under § 143.903, an unexpected decision, which a reasonable person would not have expected, based on prior law, previous policy or regulation of the Department of Revenue, is applied only after the most recently ended tax period. Section 143.903 applies when the result in a case “overrules a prior case or invalidates a previous statute, regulation or policy of the director of revenue and the decision was not reasonably foreseeable.”
  Throughout this 
decision, we have analyzed prior cases from the Missouri Supreme Court and this Commission in great detail.  Our decision in this case is consistent with those prior cases and does not overrule any prior case.  Our decision applies existing law.  The fact that the Director may have accepted Moberly’s previously filed returns for 1997, 1998, and 1999 does not establish a “policy” of the Director.  There is nothing in the record suggesting that the Director audited the previously filed returns for 1997, 1998, and 1999.
  In light of the precedents that we have discussed, our decision in this case is reasonably foreseeable.  Our decision is not an unexpected decision.  
Summary


We grant the Director’s motion for summary determination, deny Moberly’s motion for summary determination, and cancel the hearing.  Moberly is liable for Missouri income tax deficiencies as follows, plus interest:
2001                             2002                      2003
$160,914.43                 $341,982.43          $117,064.00

Moberly is not liable for additions.  

SO ORDERED on October 6, 2008.



________________________________



DOUGLAS M. OMMEN 
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