Before the

Administrative Hearing Commission

State of Missouri

ST. FRANCIS DE SALES BENEVOLENT 
)

SOCIETY,
)



)



Petitioner,
)




)


vs.

)

No. 09-1611 RI



)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

DECISION 


St. Francis de Sales Benevolent Society (“St. Francis”) is not liable for Missouri income tax, interest, or additions for 2002 or 2005.  St. Francis is liable for $515.69 in Missouri income tax for 2003, plus accrued interest.  St. Francis is not liable for additions to tax.  

Procedure


St. Francis filed a complaint on December 2, 2009, challenging the Director of Revenue’s (“the Director”) assessment of Missouri income tax, interest, and additions for 2002, 2003, and 2005.  

This Commission convened a hearing on the complaint on April 1, 2010.  Kenneth J. Feld represented St. Francis.  Senior Counsel Jan Hemm Pritchard represented the Director.  The matter became ready for our decision on August 27, 2010, when St. Francis filed a memorandum stating that it would not be filing a reply brief.  
Findings of Fact


1.  St. Francis was incorporated on February 10, 1886, under the name of St. Franz Von Sales Benevolent Society.


2.  The purpose of the society is to perform religious duties; to promote a fraternal spirit among its members; to enable its members to care for themselves; to assist, comfort and give pecuniary aid to members when sick or disabled from their usual vocation; and to aid widows and minor children of deceased members.  


3.  St. Francis did not file Missouri income tax returns for 2002, 2003, and 2005.  



4.  The Director received information from the IRS indicating that St. Francis had filed federal income tax returns for 2002, 2003, and 2005.  


5.  St. Francis is a tax-exempt organization under Internal Revenue Code (26 U.S.C.)

§ 501.  


6.  St. Francis filed federal income tax returns reporting the following amounts: 


2002
2003
2005

Interest
$54,271
$48,014
$41,396


Other income
5,865
5,734
6,023


Total income
60,136
53,748
47,419


Deductions
56,318
39,094
46,229


Taxable income
3,818
14,654
1,190


Tax
573
2,198
179


6.  The interest income reported on St. Francis’ federal income tax returns is interest from bank accounts and from mortgage loans to its members.
  The “other income” reported on St. Francis’ federal income tax returns is dues from its members.  

7.  Based on the federal taxable income that St. Francis reported on its federal income tax returns, the Director estimated Missouri corporate income tax for 2002, 2003, and 2005.  On 
February 8, 2009, the Director issued notices of adjustment computing Missouri income tax, interest, and penalties as follows: 

2002
2003
2005

Federal taxable income
$3,818.00
$14,654.00
$1,190.00

Federal income tax
287.00
1,099.00
90.00


Deduction


Missouri taxable income
3,531.00
13,553.00
1,100.00


Missouri income tax
221.00
847.00
69.00


Interest
80.74
269.47
15.13


Penalty
55.25
211.75
17.25


Total
356.99
1,328.22
101.38


8.  On March 24, 2009, the Director issued notices of deficiency assessing Missouri income tax and penalties for 2002, 2003, and 2005 as set forth in the notices of adjustment, plus additional accrued interest.  St. Francis protested the notices of deficiency.


9.  On November 9, 2009, the Director issued a final decision upholding the notices of deficiency.  The Director found that St. Francis is a tax-exempt organization under 26 U.S.C. 

§ 501, but was subject to tax on unrelated business income.  
Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.
       St. Francis has the burden to prove that it is not liable for the amount 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.
  
I.  Jurisdiction Over Constitutional Issues

St. Francis argues that we do not have jurisdiction because of constitutional issues.  This Commission has jurisdiction to apply the statutes consistently with the state and federal 
constitutions,
 but cannot declare a statute constitutionally invalid.
  In doing so, we routinely address constitutional issues such as retrospectivity, due process, and nexus for taxation.
  We doubt that St. Francis actually wishes to have its appeal dismissed on constitutional grounds, as 
it is the party that filed the complaint.  We have jurisdiction over the complaint pursuant to 
§ 621.050.1.

II.  Statute of Limitations


St. Francis argues that the Director’s assessments are untimely under § 143.711.1, which provides: 

Except as otherwise provided in this section and section 143.721, a notice of deficiency shall be mailed to the taxpayer within three years after the return was filed.  No deficiency shall be assessed or collected with respect to the year for which the return was filed unless the notice is mailed within the three-year period or the period otherwise fixed.

(Emphasis added).  Section 143.711.1 imposes the three-year limitation “[e]xcept as otherwise provided in this section[.]”  Section 143.711.3 provides: 

If no return is filed . . . , a notice of deficiency may be mailed to the taxpayer at any time. 

Because St. Francis did not file Missouri income tax returns for the periods at issue, the bar on assessments beyond the three-year period does not apply, and the Director’s assessments were timely.  

III.  Income Tax
Section 143.071.1 imposes the Missouri income tax on the Missouri taxable income of corporations.  Section 143.431.1 provides:  

The Missouri taxable income of a corporation taxable under sections 143.011 to 143.996 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.  
For purposes of the Missouri income tax, a corporation is defined to include:

Every corporation . . . organized, authorized, or existing under the laws of this state[.]
Tax exemptions are strictly construed against the taxpayer, and the taxpayer has the burden to prove entitlement to a tax exemption.
     
A.  Exemption from Missouri Income Taxation Under the Laws of Missouri

St. Francis relies on § 143.441.2(5), which provides:

The tax on corporations provided in subsection 1 of section 143.431 and section 143.071 shall not apply to:

*   *   * 

(5) Any other corporation that is exempt from Missouri income taxation under the laws of Missouri or the laws of the United States.

St. Francis argues that it is exempt from taxation under Mo. Const. art. X, § 6, which provides: 

All property, real and personal, not held for private or corporate profit and used exclusively for religious worship, . .  [or] for purposes purely charitable, . . . may be exempted from taxation by general law[;]

and § 137.100(5), which provides: 

The following subjects are exempt from taxation for state, county or local purposes:

*   *   * 

(5) All property, real and personal, actually and regularly used exclusively for religious worship, . . . or for purposes purely charitable and not held for private or corporate profit[.]

These provisions grant an exemption from property tax, not income tax.
  Section 143.441.2(5) does not exempt St. Francis from Missouri income tax.  
B.  Federal Exemption from Tax


Section 143.441.2(1) provides: 

The tax on corporations provided in subsection 1 of section 143.431 and section 143.071 shall not apply to:

(1) A corporation which by reason of its purposes and activities is exempt from federal tax.  The preceding sentence shall not apply to the unrelated business taxable income and other income on which chapter 1 of the Internal Revenue Code imposes the federal income tax or any other tax measured by income[.]

St. Francis’ complaint and written argument do not cite any provision of law that exempts it from federal income taxation.  The Director’s final decision recognizes that St. Francis is a tax-exempt organization under 26 U.S.C § 501.  Section 143.441.2(1) provides that a corporation is not subject to Missouri income tax if it is exempt from federal income tax, but then further provides: 

The preceding sentence shall not apply to unrelated business taxable income and other income on which chapter 1 of the Internal Revenue Code imposes the federal income tax or any other tax measured by income[.]

Section 143.091 provides: 
Any term used in sections 143.011 to 143.996 shall have the same meaning as when used in a comparable context in the laws of the United States relating to federal income taxes, unless a different meaning is clearly required by the provisions of sections 143.011 to 143.996. 

We examine the meaning of the term “unrelated business taxable income” as set forth in the federal income tax laws.  26 U.S.C. § 511 provides: 

(a) Charitable, etc., organizations taxable at corporation rates.—

(1) Imposition of tax—There is hereby imposed for each taxable year on the unrelated business taxable income (as defined in section 512) of every organization described in paragraph (2) a tax computed as provided in section 11. . . . 

(2) Organizations subject to tax.—

(A) Organizations described in sections 401(a) and 501(c).—The tax imposed by paragraph (1) shall apply in the case of any organization (other than a trust described in subsection (b) or an organization described in section 501(c)(1)) which is exempt, except as provided in this part or part II (relating to private foundations), from taxation under this subtitle by reason of section 501(a).


Though the record does not identify the specific provision of 26 U.S.C. § 501 that exempts St. Francis, it appears that St. Francis is exempt under 26 U.S.C. § 501(c)(3) as a corporation “organized and operated exclusively for religious, charitable, . . . or educational purposes[.]”  


26 U.S.C. § 512 provides: 
(a) Definition.—For purposes of this title—

(1) General rule.—Except as otherwise provided in this subsection, the term “unrelated business taxable income” means the gross income derived by any organization from any unrelated trade or business (as defined in section 513) regularly carried on by it, less the deductions allowed by this chapter which are directly connected with the carrying on of such trade or business, both computed with the modifications provided in subsection (b). 

26 U.S.C. § 513 provides: 
(a) General rule.—The term “unrelated trade or business” means, in the case of any organization subject to the tax imposed by section 511, any trade or business the conduct of which is not substantially related (aside from the need of such organization for income or funds or the use it makes of the profits derived) to the exercise or performance by such organization of its charitable, educational, or other purpose or function constituting the basis for its exemption under section 501 . . . , except that such term does not include any trade or business—

(1) in which substantially all the work in carrying on such trade or business is performed for the organization without compensation; or

(2) which is carried on, in the case of an organization described in section 501(c)(3) . . . , by the organization primarily for the convenience of its members, . . . or

(3) which is the selling of merchandise, substantially all of which has been received by the organization as gifts or contributions.

Thus, a tax-exempt organization is subject to tax with regard to a particular activity if the activity constitutes a trade or business, is regularly carried on, and is not substantially related to the tax-exempt purposes of the organization.


26 CFR § 1.513-1 provides: 

(a) In general.  As used in section 512 the term unrelated business taxable income means the gross income derived by an organization from any unrelated trade or business regularly carried on by it, less the deductions and subject to the modifications provided in section 512.  Section 513 specifies with certain exceptions that the phrase unrelated trade or business means, in the case of an organization subject to the tax imposed by section 511, any trade or business the conduct of which is not substantially related (aside from the need of such organization for income or funds or the use it makes of the profits derived) to the exercise or performance by such organization of its charitable, educational, or other purpose or function constituting the basis for its exemption under section 501 .
 . . . 

(b) Trade or business.  The primary objective of adoption of the unrelated business income tax was to eliminate a source of unfair competition by placing the unrelated business activities of certain exempt organizations upon the same tax basis as the nonexempt business endeavors with which they compete.  On the other hand, where an activity does not possess the characteristics of a trade or business within the meaning of section 162, such as when an organization sends out low-cost articles incidental to the solicitation of charitable contributions, the unrelated business income tax does not apply since the organization is not in competition with taxable organizations.  However, in general, any activity of a section 511 organization which is carried on for the 
production of income and which otherwise possesses the characteristics required to constitute trade or business within the meaning of section 162—and which, in addition, is not substantially related to the performance of exempt functions—presents sufficient likelihood of unfair competition to be within the policy of the tax.  Accordingly, for purposes of section 513 the term trade or business has the same meaning it has in section 162, and generally includes any activity carried on for the production of income from the sale of goods or performance of services. . . .

The term “trade or business” has never been defined in the Internal Revenue Code or the regulations.
  In Commissioner of Internal Revenue v. Groetzinger,
 the Court stated: 
We accept the fact that to be engaged in a trade or business, the taxpayer must be involved in the activity with continuity and regularity and that the taxpayer’s primary purpose for engaging in the activity must be for income or profit.  


Having considered these definitions, we conclude that St. Francis’ mortgage loan interest income is from a trade or business.  Other lenders in the marketplace would have to compete with St. Francis for gaining the mortgage loan business of its members.  Further, there is no evidence that mortgage loans are related to the exempt charitable purpose of the organization.

St. Francis also presented evidence that some of its interest income was from bank accounts.  However, St. Francis did not attach Statement 1 to the federal income tax returns in evidence, and we have no way to separate out this amount.  The bank interest would be miniscule in comparison to the mortgage loan interest.  Therefore, we conclude that St. Francis has failed to meet its burden of proof as to the interest income, and we include all of the interest income as unrelated business income. 


The dues from its members, on the other hand, are not derived from trade or business activities and are related to the exempt charitable purposes of the organization.  The dues are not unrelated business income.
C.  Computation of Tax

Section 143.431.1 provides: 

The Missouri taxable income of a corporation taxable under sections 1434.011 to 143.996 shall be so much of its federal taxable income for the taxable year, with the modifications specified in subsections 2 and 3 of this section, as is derived from sources within Missouri as provided in section 143.451.  The tax of a corporation shall be computed on its Missouri taxable income at the rates provided in section 143.071.  

Section 143.431.2 provides:  “There shall be subtracted the federal income tax deduction provided in section 143.171.”  Section 143.171.3 provides: 
For all tax years beginning on or after September 1, 1993, a corporate taxpayer shall be allowed a deduction for fifty percent of its federal income tax liability under chapter 1 of the Internal Revenue Code for the same taxable year for which the Missouri return is being filed after reduction for all credits thereon[.]


This Commission is not bound by the amount of income reported on the federal return or reported to the IRS.
  We make the decision anew.
 


For 2002, St. Francis’ unrelated business income is $54,271, the amount of its interest income.  St. Francis reported $56,318 in deductions, which exceed the unrelated business income.  The Director has offered no evidence disputing the deductions for any of the tax years at issue.  Therefore, St. Francis had $0 in unrelated business taxable income and $0 in Missouri income tax for 2002.


For 2003, St. Francis had $48,014 in interest income, which qualifies as unrelated business income.  St. Francis reported $39,094 in deductions, resulting in unrelated business federal taxable income of $8,920.  The federal income tax on that amount is $1,338.
  The allowable federal income tax deduction is 50 percent of that amount, or $669, resulting in 
Missouri taxable income of $8,251.  The Missouri income tax is $515.69.
  Interest applies as a matter of law.


For 2005, St. Francis had $41,396 in interest income.  St. Francis had $46,229 in deductions, which exceed the unrelated business income.  Therefore, St. Francis had $0 in unrelated business taxable income and $0 in Missouri income tax for 2005.  
IV.  Additions


The Director assessed a “penalty” against St. Francis for each year at issue.  In written argument, the Director agrees that the additions to tax, previously asserted to be owed under 
§ 143.741.1, do not apply.  Because the Director has withdrawn the assessment of additions to tax, that issue is no longer before us.  Further, no additions to tax would lie for 2002 or 2005 because St. Francis is not subject to Missouri income tax for those periods.  St. Francis is not liable for additions to tax.

Summary


St. Francis is not liable for Missouri income tax, interest, or additions for 2002 or 2005.  
St. Francis is liable for $515.69 in Missouri income tax for 2003, plus accrued interest.  St. Francis is not liable for additions to tax.  


SO ORDERED on October 27, 2010.


                                                                _________________________________

                                                                SREENIVASA   RAO   DANDAMUDI 


                                                                Commissioner

�Each of St. Francis’ federal income tax returns for the periods at issue states:  “SEE STATEMENT 1” on Line 5 for interest income, Respondent’s Ex. D, but none of the statements are attached to the exhibits.   


�Section 621.050.1.  Statutory references are to RSMo 2000, unless otherwise noted.  


�Sections 136.300.1 and 621.050.2.


�J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).  


	�Duncan v. Missouri Bd. for Architects, Prof'l Eng'rs & Land Surveyors, 744 S.W.2d 524, 531 n.3 (Mo. App., E.D. 1988).


�State Tax Comm'n v. Administrative Hearing Comm'n, 641 S.W.2d 69, 75 (Mo. banc 1982).  


�See Moberly Regional Medical Center v. Director of Revenue, No. 07-0283 RI (Mo. AHC Oct. 6, 2008).  


	�Section 143.441.1(1).


�Cook Tractor Co. v. Director of Revenue, 187 S.W.3d 870, 872 (Mo. banc 2006).


�Wholistic Life Church, Inc. v. Christerson, 968 S.W.2d 190, 194-96 (Mo. App., S.D. 1998).  


�United States v. American College of Physicians, 106 S.Ct. 1591, 1594 (1986).  


�Commissioner of Internal Revenue v. Groetzinger, 107 S.Ct. 980, 987 (1986); see also Boyle, “What is a Trade or Business?,” 39 TAX LAWYER 737 (1986).  


�107 S.Ct. 980 at 987. 


�Buder v. Director of Revenue, 869 S.W.2d 752 (Mo. banc 1994).


�J.C. Nichols, 796 S.W.2d at 20-21.  


�At a rate of 15 percent.  26 U.S.C. § 1201.  


�Section 143.071. 2.  


�Section 143.731.1.  
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