Before the

Administrative Hearing Commission

State of Missouri

ROSE COFFEE COMPANY, INC.,  
)



)



Petitioner,
)




)


vs.

)

No. 04-0331 AF 




)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

DECISION 


Rose Coffee Company, Inc., is not entitled to an award of attorney fees or expenses incurred in Rose Coffee Co., Inc. v. Director of Revenue, No. 03-0159 RS (Mo. Admin. Hearing Comm’n Feb. 13, 2004) (“the underlying case”) or in this case.   

Procedure


On March 15, 2004, Rose filed an application for an award of attorney fees and expenses incurred in the underlying case.  We held a hearing on the application on October 28, 2004.  Edward F. Downey, with Bryan Cave LLP, represented Rose.  Senior Counsel Ronald C. Clements represented the Director.  Rose filed the last written argument on December 28, 2004.  

Findings of Fact

Findings of Fact in the Underlying Case


Our findings of fact in the underlying case included the following facts:  


1.  Rose is in the business of selling coffee beans, ground coffee, tea, and purified water. Rose’s customers consist of convenience stores, businesses such as law firms and accounting firms, and other similar businesses, as well as resellers that resell to these businesses.  


2.  Rose purchased various items of coffee grinding and brewing equipment (“coffee equipment”) and parts from vendors located both inside and outside of Missouri. It also purchased mugs; coffee pots; and coffee dispensing, promotion, and display materials (“related materials”) from vendors located both inside and outside of Missouri.  


3.  Rose did not use the coffee equipment, parts, and related materials.  Rose provided the coffee equipment, parts, and related materials to its customers as part of their purchase of Rose’s coffee beans, ground coffee, and tea, or sold the coffee equipment outright to some customers who sought it.  The customers then used the coffee equipment to grind their coffee beans and to brew coffee from the grounds and consumed or resold the related materials.  As long as Rose’s customers were making purchases of coffee beans, ground coffee, or tea from Rose, those customers were given the exclusive use of the coffee equipment and were provided the related materials.  Once those customers ceased buying coffee beans, ground coffee, and tea from Rose, those customers were required to return the coffee equipment to Rose or purchase the coffee equipment from Rose outright and were no longer provided the related materials.  Rose purchased the related materials and provided them to its customers for their use or resale.  The related materials were not required to be returned to Rose under any circumstances.  


4.  Rose purchased the parts of coffee equipment and provided them to its customers when repairing coffee equipment that those customers used.  

5.  Rose provided coffee equipment pursuant to a loan agreement, which provides in part:  

THIS LOAN AGREEMENT [illegible] made this ____ day of _____, between ROSE COFFEE COMPANY, a Missouri corporation, d/b/a Mid-America Coffee Service, hereinafter 

referred to as “Company” and _____, hereinafter designated “Dealer”, WITNESSETH.  

WHEREAS, Dealer is now purchasing coffee from the Company and has requested the Company to loan for use in HIS/HER business, and upon the terms and conditions hereinafter mentioned, the following described property:

[see attached exhibit(s)]

NOW THEREFORE, said Company does hereby loan to said Dealer the personal property described, to be used at Dealer’s place of business at _____ during this loan agreement. . . .

It is expressly understood and agreed that said equipment above mentioned and all appliances connected therewith or used in connection with the same furnished by the Company, shall at all 

times be and remain the property of the Company and shall be used by the Dealer only in connection with the conduct of its business at the above address or at such subsequent address as hereinafter provided, and shall be used exclusively for making, storing, and distributing coffee sold to the Dealer by the Company.  

(Ex. F to Mtn. for Sum. Determ.)


6.  The cost of the coffee equipment, parts, and related materials that Rose provided to its customers was factored into the purchase price of the coffee beans, ground coffee, and tea that Rose sold to its customers.  The more the coffee equipment, parts, and related materials cost Rose, the more Rose’s customers had to pay for their purchase of coffee beans, ground coffee, and tea.  


7.  Rose collected and remitted sales tax on 20 percent of its sales of coffee beans, ground coffee, and tea.   


8.  During the periods at issue in the underlying case, Rose did not remit Missouri sales tax on some of its purchases of coffee equipment and parts from vendors located within Missouri because it presented exemption/exclusion certificates to those vendors.


9.  During the periods at issue in the underlying case, Rose did not remit Missouri use tax on some of its purchases of coffee equipment, related materials, and parts from vendors located 

outside of Missouri because it believed that the purchases of such coffee equipment, parts, and related materials were purchases for resale to Rose’s customers.   


10.  The Director began a Missouri sales and use tax audit of Rose in early 2001, covering January 1, 1998, through February 28, 2001, the periods at issue in the underlying case.  In connection with the audit, Rose agreed to an extension of the statute of limitations through December 19, 2002, for the Director to issue assessments.  Both the Director and Rose agreed to a sampling plan in which Rose’s purchases for calendar year 2000 would be examined and the result extrapolated to the remainder of the period at issue.  


11.  In accordance with the sampling plan, the auditor audited Rose’s non-taxed, in-state purchases for 2000.  The auditor determined that nine untaxed purchases were subject to Missouri sales tax.


12.  After extrapolating the audit findings, the auditor determined that Rose owed $398.76 in additional sales tax, plus interest, for the periods at issue.  


13.  On December 13, 2002, the Director issued sales tax assessments against Rose for a total of $398.76 in sales tax, plus interest, for the periods at issue.  


14.  In accordance with the sampling plan, the auditor audited Rose’s non-taxed purchases from out-of-state vendors for 2000.  The auditor determined that 174 such purchases were subject to Missouri use tax.  Those purchases consist of coffee equipment, related materials, and parts that Rose provided to those customers as part of the charge for coffee and tea that those customers purchased from Rose.  Only one of these items was a brewer, at a cost of 

$767.  Items that the auditor considered as “equipment” include decanters, power racks, and automatic brewers.  

15.  After extrapolating the audit findings, the auditor determined that Rose owed $11,546 in additional use tax, plus interest, for the periods at issue in the underlying case. 


16.  On December 13, 2002, the Director issued use tax assessments against Rose for a total of $11,546 in use tax, plus interest.   

The Underlying Case


17.  On February 3, 2003, Rose filed a complaint challenging the Director’s sales/use tax assessments.  


18.  Rose filed a motion for summary determination on May 30, 2003.  The Director filed a response on July 14, 2003.  Attached to the response was an affidavit from the auditor, which stated:  “My calculations as set forth in Respondent’s Exhibit B though E do not include tax on gas mart coffee cards.”  The auditor thus reduced the use tax to $10,137.24, plus interest.  


19.  On August 29, 2003, the Director filed a motion to file a revised brief in response to Rose’s motion for summary determination.  The motion stated:  

1.  After filing of her initial response to Petitioner’s Motion for Summary Determination, Petitioner contacted Respondent to discuss clarification of a particular fact at issue in the above styled case. 

2.  The fact at issue is that Petitioner collected sales tax on 20% of its sales.  This particular fact was not clearly set forth in either Petitioner’s brief or Respondent’s response. 

3.  Respondent reviewed the matter and concluded that Petitioner had in fact collected tax on 20% of its sales.  Based on this fact Respondent finds that it is necessary to revise the amount of tax at issue to take into account the 20% of Petitioner’s taxed sales.  

4.  Respondent has recalculated the tax at issue and has presented this information in its revised brief.  

On September 3, 2003, we issued an order granting the motion to file a revised brief.  Attached to the Director’s revised response was a revised affidavit from the auditor, stating:  

9.  Petitioner did not collect tax from its customers on 80% of the leases it required to be returned once the taxpayer’s customers ceased buying coffee.  The items that were required to be returned were machinery and equipment and repair and replacement parts. 

10.  Since the taxpayer neither paid tax at the time the items at issue were purchased nor collected tax on 80% of the lease transactions, I calculated that tax was due on the items that were required to be returned at the time the customer ceased buying coffee.  

The auditor thus reduced the tax amounts to $319.03 in sales tax, plus interest, and $8,109.80 in use tax, plus interest.  The Director filed a further revised response on September 9, 2003, which did not change the amounts.  


19.  On February 13, 2004, this Commission issued its decision granting Rose’s motion for summary determination and concluding that Rose was not liable for sales/use tax on its purchases.  The Director did not appeal that decision.  

Findings Pertaining to Attorney Fees and Expenses


20.  Rose had a net worth of less than seven million dollars and employed fewer than 500 employees on the date that the underlying case was filed.  


21.  Rose incurred $15,492.50 in attorney fees in the underlying case, at an average hourly rate of $253.98 per hour.  


22.  Through the time of the hearing, Rose incurred $5,803.75 in attorney fees, at an average hourly rate of $244.37 per hour, in this attorney fees case.  Since the hearing in this case, Rose has incurred an additional $3,495 in attorney fees (13.75 hours) for this case.  Rose also incurred $2,357 in this case by retaining James B. Deutsch as an expert witness on attorney fees.  

Conclusions of Law


Rose claims attorney fees and expenses under § 536.087.1,
 which provides:  


A party who prevails in an agency proceeding or civil action arising therefrom, brought by or against the state, shall be awarded those reasonable fees and expenses incurred by that party in the civil action or agency proceeding, unless the court or agency finds that the position of the state was substantially justified or that special circumstances make an award unjust.  

The purpose of § 536.087 is to require state agencies to carefully scrutinize proceedings and to increase the agency's accountability.  Wadley v. Department of Social Services, 895 S.W.2d 176, 178-79 (Mo. App., S.D. 1995).  The statute was designed “to encourage relatively impecunious private parties to challenge abusive or unreasonable government behavior by relieving such parties of the fear of incurring large litigation expenses.”  Hernandez v. State Bd. of Regis’n for the Healing Arts, 936 S.W.2d 894, 902 (Mo. App., W.D. 1997).  Section 536.087 is patterned after the Federal Equal Access to Justice Act (“the EAJA”), 28 U.S.C. 2412.  Congress envisioned that the EAJA’s fee-shifting mechanism would allow individuals to overcome the financial barriers that might otherwise preclude vindication of individual rights; such individual action, Congress believed, would ensure that the rights of citizens were protected from governmental abuse and would ultimately stem inequitable and irresponsible abuses of authority by governmental agencies.  Myers v. Sullivan, 916 F.2d 659, 665 (C.A.11 (Fla.) 1990).  

I.  Prevailing Party


Section 536.087.1 authorizes an award of attorney fees to a non-state party who “prevails” in an agency proceeding or civil action arising therefrom.  A corporation qualifies as a “party” under § 536.085(2)(b) if its net worth did not exceed seven million dollars and did not have more than 500 employees at the time the underlying case was initiated.  Rose had a net 

worth of less than seven million dollars and employed fewer than 500 employees on the date that the underlying case was filed.  Therefore, Rose was a prevailing party.  Section 536.085(3).

II.  Substantial Justification


A prevailing party is entitled to an award of attorney fees and expenses unless we determine that “the position of the state was substantially justified or that special circumstances make an award unjust.”  Section 536.087.1.  The State has the burden to prove that its position was substantially justified.  Melahn v. Otto, 836 S.W.2d 525, 529 (Mo. App., W.D. 1992).  The Director’s position need not be correct or even highly justified, but it must have a clearly reasonable basis in fact and law.  Hernandez, 936 S.W.2d at 903.  The Director’s position must be in good faith and capable of being reached by a reasonable person.  Id.  Section 536.087.3 provides in part:  

The fact that the state has lost the agency proceeding . . . creates no legal presumption that its position was not substantially justified.  Whether or not the position of the state was substantially justified shall be determined on the basis of the record (including the record with respect to the action or failure to act by an agency upon which a civil action is based) which is made in the agency proceeding or civil action for which fees and other expenses are sought, and on the basis of the record of any hearing the court or agency deems appropriate to determine whether an award of reasonable fees and 

expenses should be made, provided that any such hearing shall be limited to consideration of matters which affected the agency’s decision leading to the position at issue in the fee application.  

A.  The Director’s Position


Though our ultimate conclusion was in favor of Rose in the underlying case, that creates no presumption that the Director’s position was not substantially justified.  Section 536.087.3.  We conclude that the Director’s position had a reasonable basis in fact and law.  The decision in the underlying case was a difficult one – 29 pages long – and the transactions in question were somewhat unusual.  The issue was whether Rose was subject to sales/use tax on its purchases of 

the items that it supplied to its customers in conjunction with its sales of coffee and tea to the customers.  The cost of those items was factored into the price of the coffee and tea; thus, Rose did not charge its customers a stated charge for those items, nor did it collect tax from the customers on those items. 
  The equipment was to be returned to Rose if the customer ceased buying the coffee and tea from Rose.  The parts were installed by Rose on its equipment.  Title did not pass to the customers.  Both Rose and the customer had some degree of control over the equipment, but Rose had the right to replace the equipment at any time, thus exercising the right of ownership of the equipment.  Rose remitted sales tax on the sales of coffee and tea that were subject to sales tax, which only amounted to 20 percent of the transactions.  Rose prevailed in the underlying case only because of a principle of the law pertaining to resales:  that the transfer of a right to use property for consideration may be considered a “sale” even though title and ownership do not pass.  Sipco, Inc. v. Director of Revenue, 875 S.W.2d 539, 542 (Mo. banc 1994); Weather Guard, Inc. v. Director of Revenue, 746 S.W.2d 657, 658 (Mo. App., E.D. 1988).  


The Director’s position was reasonable because Rose arguably used and consumed the items in the course of promoting its sales of coffee and tea to its customers.  The underlying case was decided on summary determination, and the Director did not dispute Rose’s affidavit in support of its motion for summary determination, which stated:  “Rose did not use the coffee equipment, parts, and related materials.”  “Use” is a legal term under the use tax, rather than a factual issue, and is the crux of the use tax.  Sections 144.605(13) and 144.144.610.  In responding to Rose’s motion for summary determination, the Director chose not to dispute what Rose asserted as a “fact” in its motion.  However, we believe that the Director took a reasonable 

position that Rose was liable for sales/use tax on its purchases.  The items benefited Rose and helped to facilitate its sales of the coffee and tea, which were truly the object of its transactions with its customers.  In our decision, we distinguished R & M Enterprises v. Director of Revenue, 748 S.W.2d 171, 173 (Mo. banc 1988), and Southwest Technologies v. Director of Revenue, No. 98-1506 RV (Mo. Admin. Hearing Comm’n Oct. 13, 1999), which support such a theory.  However, that does not make the Director’s position unreasonable.  "[A]dvancing in good faith novel but credible arguments in favor of an extension or new interpretation of law is not a basis for finding that the government's position is not substantially justified."  State ex rel. Pulliam v. Reine, 108 S.W.3d 148, 158 (Mo. App., W.D. 2003).  Similarly, a good faith argument, though rejected by the tribunal, may be a reasonable position.  See Mo. R. Civ. Pro. 55.03(b)(2) (by signing a pleading filed in court, an attorney certifies that to the best of the attorney’s “knowledge, information, and belief, formed after an inquiry reasonable under the circumstances, that . . . the claims, defenses, and other legal contentions therein are warranted by existing law or by a nonfrivolous argument for the extension, modification, or reversal of existing law or the establishment of new law”).  

In response to Rose’s motion for summary determination, the Director cited 

§ 144.020.1(8), which provides:  


A tax equivalent to four percent of the amount paid or charged for rental or lease of tangible personal property, provided that if the lessor or renter of any tangible personal property had previously purchased the property under the conditions of “sale at retail” as defined in subdivision (8) [now subdivision (10)] of section 144.010 or leased or rented the property and the tax was paid at the time of purchase, lease or rental, the lessor, sublessor, renter or subrenter shall not apply or collect the tax on the subsequent lease, sublease, rental or subrental receipts from that property. . . .

Although we determined that Rose had a loan agreement rather than a lease transaction with its customers, both parties treated the transaction as a lease.  Therefore, we cannot say that they were unreasonable in doing so.  Even if the transaction is regarded as a loan, it was reasonable for the Director to treat a similar transaction in the same manner.  Rose collected no sales tax on the overwhelming majority of its sales, and it collected no sales tax at all on its loan or lease of coffee equipment.  As the Director noted in the underlying case, it would have been extremely difficult for the Director to calculate a tax due on Rose’s customers’ loan payments for the use of the parts and equipment, because Rose did not even charge its customers for the parts and equipment separately from its charge for the coffee and tea.  Therefore, the Director attempted to collect the tax on Rose’s purchases of the items.  


As we noted in our decision, § 144.020.1(8) did not apply to the case because Rose had no separate charge, much less a tax, on rental of the coffee equipment.  However, the statute supports the Director’s position that if a transaction is not taxed at one end, it should be taxed at the other.  We found that the reasoning of Brambles Industries v. Director of Revenue, 981 S.W.2d 2d 568 (Mo. banc 1998), which allowed a resale exclusion for a lease/loan transaction, was applicable.   However, the Director asserted that the Brambles court did not discuss the effect of § 144.020.1(8).  The Director also argued that Brambles conflicted with the reasoning of Westwood Country Club v. Director of Revenue, 6 S.W.3d 885 (Mo. banc 1999), and Six Flags Theme Parks v. Director of Revenue, 102 S.W.3d 526 (Mo. banc 2003).   In Westwood and Six Flags, the Court applied § 144.020.1(8) and concluded that the businesses were not required to remit tax on their receipts from leases because tax had already been paid on the purchases of the items that they leased.   


No opinion of the Missouri Supreme Court has analyzed the interplay between these various statutes and cases that the Director discussed in the underlying case.  Therefore, the 

Director’s position in the underlying case was reasonable.  As we stated earlier, “advancing in good faith novel but credible arguments in favor of an extension or new interpretation of law is not a basis for finding that the government’s position is not substantially justified.”  State ex rel. Pulliam, 108 S.W.3d at 158.  Similarly, the Director was substantially justified in presenting a reasonable argument for clarification of the law.  

We further note that the underlying case involved three different types of items:  the coffee equipment, parts, and related materials.  Parts made up the lion’s share of the items at issue.  However, the parties agreed that the items should be treated consistently.  We look at the case as a whole, and not at separate categories of items, to determine whether the Director’s position was substantially justified.  See INS v. Jean, 110 S.Ct. 2316, 2320-21 (1990).  The Director’s position in the underlying case as a whole was substantially justified.     


The reasonableness of the Director’s position is further supported by the fact that Rose had also paid sales/use tax on such items.  Its claim for a refund of that tax was the subject of another case, Case No. 03-0765 RS.  In our decision in the underlying case, we denied the Director’s motion to consolidate the underlying case with Case No. 03-0765 RS, and we granted Rose’s motion to hold Case No. 03-0765 RS in abeyance to the underlying case.  Therefore, we did not develop a factual record as to Rose’s refund claim, but we do take official notice of that case file in favor of the proposition that Rose at one time took the same position that it now claims the Director unreasonably took.  

B.  Reduced Assessments


In its opening statement, Rose further argued that the Director’s position was not substantially justified because the Director reduced the assessments after Rose filed the appeal, thus settling the case in part.  As we have already stated, we look at the case as a whole to 

determine whether the State’s position is substantially justified.  When there is a wide disparity between the State’s original position and its position at settlement, the State’s position in pursuing the litigation may not be substantially justified.  Environmental Defense Fund v. Watt, 554 F. Supp. 36, 41 (E.D.N.Y. 1982); aff’d, 722 F.2d 1081 (2nd Cir. 1983).  After the appeal was filed, the auditor allowed credit for gas mart coffee cards as resales, and the auditor then made another adjustment to allow Rose credit for the 20 percent of its sales on which it collected sales tax; the Director thus agreed that Rose should not be subject to tax as to 20 percent of its purchases.  The gas mart coffee cards were not a substantial dollar amount.  The adjustment for 20 percent of the purchases is a high percentage, but was not the result of any change in the Director’s legal position as to taxability of the purchases.  The Director simply allowed an adjustment so that the transaction was not taxed at two different ends.  The focus of the audit was on Rose’s purchases.  At the time of the motion for summary determination and the initial response, neither the Director nor Rose pointed out that Rose had paid sales tax on 20 percent of its sales.  The taxpayer has the burden of proof before the Director.  Section 136.300.  Rose could have made the auditor aware of this fact and could have questioned the auditor’s initial findings.  The Director’s position as a whole was substantially justified.

C.  Use Tax Periods


Rose finally argues that the Director’s position was not substantially justified because the Director made assessments on purchases that were not within the assessment periods.  We did not reach this issue in the underlying case because we concluded that Rose was not liable for the assessments.  The use tax assessments were for quarters, denoted by the month in which the quarter ended.  (Bellm Aff. Ex. E, at 1, 3-5; attachments to complaint in underlying case.)  The 

sales tax assessments were for monthly periods.  The Director did not make assessments on purchases that were outside the assessment periods, and her position was substantially justified.
  

III.  Special Circumstances


Because we conclude that the Director’s position was substantially justified, we do not reach the question of whether “special circumstances make an award unjust.”  

IV.  Statutory Rate of Attorney Fees


The parties also debate whether a higher fee than the statutory rate is justified.  Section 536.085(4) provides that:  

attorney fees shall not be awarded in excess of seventy-five dollars per hour unless the court determines that a special factor, such as the limited availability of qualified attorneys for the proceedings involved, justifies a higher fee[.]

We note that the statute was enacted in 1989 and has not been amended to update the fee.  H.B. 143.  However, because we conclude that Rose is not entitled to attorney fees and expenses, we do not reach this issue.  

Summary


We deny Rose’s claim for attorney fees and expenses incurred in this case and the underlying case.  


SO ORDERED on March 2, 2005.



________________________________



JUNE STRIEGEL DOUGHTY



Commissioner

	�Rose’s affidavit in support of its motion for summary determination stated that “[t]hose purchases consist of Coffee Equipment and, in particular, parts of brewing and grinding equipment.”  (Bellm Aff. at 4.)  However, the exhibits to the affidavit show that the purchases were of miscellaneous parts, toggle switch, hardware, dump valve, and replacement gaskets.  Therefore, it appears that all of these items are parts and not coffee equipment.  


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


	�Although Rose also sold purified water, Rose’s affidavit in support of its motion in the underlying case refers primarily to sales of coffee and tea.  


	�During its opening statement in this case, Rose also argued that a portion of the assessments is beyond the statute of limitations.  In its reply brief, Rose agrees that the waiver of the statute of limitations could be construed to apply for a one-year period if it is also construed in that manner for purposes of its refund claim in Case No. 03-0765 RS.  Rose did not raise this issue in the underlying case. 
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