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FINDINGS OF FACT AND CONCLUSIONS OF LAW


This case involves consolidated complaints of DST Systems, Inc., challenging the Director of Revenue’s final decisions denying its sales/use tax protest payments.  DST argues that mainframe computers and various other materials that it purchased were machinery used to expand its manufacturing plant, and that the machinery was used in manufacturing a product that is intended to be sold ultimately for final use or consumption.


DST filed the complaints as follows:  


Filing Date
Tax Period
Tax Amount
AHC Case Number

4/21/98
9/95-12/97

$5,499,978.45
98-1037 RV


4/20/98
10/92-8/95
$5,200,000.00
98-1044 RV


7/24/98
2/98
$33,032.95
98-2196 RV


7/24/98
1/98
$93,843.47
98-2199 RV


7/28/98
3/98
$44,622.36
98-2244 RV


7/31/98
4/98
$4,239.82
98-2272 RV


9/18/98
5/98-6/98
$29,876.84
98-2652 RV


11/10/98
7/98
$22,504.39
98-3209 RV


We issued orders consolidating the complaints into case No. 98-1037 RV for purposes of hearing and decision.
 


On August 20, 1993, Data Switch Corporation filed a petition challenging the Director’s denial of Data Switch’s claim for a refund of sales/use tax that Data Switch paid on equipment that it sold to DST.  We assigned case No. 93-1298 RV to that case.  On July 28, 1995, we issued an order holding the case in abeyance to International Business Machines Corp. v. Director of Revenue (IBM), No. 95-001260 RV.  On December 16, 1998, Data Switch filed a motion to consolidate the case with DST, No. 98-1037 RV.  We granted the motion on December 18, 1998.  


We convened a hearing on the consolidated cases on May 24-26, 1999.  Kent Lowry and Sherry Doctorian, with Armstrong Teasdale LLP, represented DST.
  General Counsel Carol Iles and Senior Counsel Harry D. Williams represented the Director.  



The parties elected to file written arguments.  The matter became ready for our decision on January 14, 2000, when DST filed the last written argument. 

Official Notice


The Director requested that we take official notice of the record in IBM, No. 95-001260 RV (Mo. Admin. Hearing Comm’n, Jan. 23, 1997).  In that case, IBM, as the seller, brought a claim for refund on behalf of DST, which purchased computer equipment from IBM.  As in this case, the exemption claim was that the equipment was used to expand DST’s production capacity and was 

used directly in manufacturing a product that is intended to be sold ultimately for final use or consumption.  IBM agreed to forward the refund to DST if IBM won the case.  We denied the exemption claim, and the Supreme Court of Missouri affirmed.  International Business Machines v. Director of Revenue, 958 S.W.2d 554 (Mo. banc 1997).  The Director also requested that we take official notice of the record in Support Resources, Inc. v. Director of Revenue, No. 92-000189 RV (Mo. Admin. Hearing Comm’n, Feb. 16, 1993), which involved a printing subsidiary of DST.  

In the present case, DST is the primary petitioner, having paid sales/use tax under protest as the purchaser of the materials.
  DST’s operations were the focus of the exemption claim in IBM. 


We decline to take official notice of our records in the prior cases.  DST obviously made  a record to the end either to overturn IBM or to distinguish the record presented there.  Each case before this Commission must be decided on its own facts.  Official notice would also present practical problems because we no longer have the exhibits in either of the prior cases.
  We note our decisions in those cases, as we would any other decisions of this Commission, but we decline to take official notice of the records in the prior cases.  

Findings of Fact

1. DST designs and operates on-line customer servicing systems for the mutual fund, insurance, securities transfer, pharmaceutical, banking and real estate industries.  (Resp. Ex. F at 

22.) 

DST’s Organization and Facilities
2. DST has a number of facilities in the Kansas City, Missouri, area.  DST’s Winchester Data Center houses mainframe computers, and is located near I-435.  (Tr. at 70; Pet’r Ex. 7.)  In 1992, DST had 6 mainframes at Winchester.  (Tr. at 109, 305.)  Winchester had 8 mainframes by August 1995, and currently has 11 mainframes.  (Tr. at 305.)  

3. In 1991, DST formed Output Technologies, Inc. (OTI), a wholly-owned DST subsidiary, as a holding company for its businesses involved in providing printed output processing services to the mutual fund and financial services industries.  (Resp. Ex. F. at 36.)  OTI also acquired all of the outstanding stock of Mail Processing Systems, Inc., a financial printing and mailing business with locations in Connecticut and Massachusetts, for $7.1 million.  (Resp. Ex. F at 33.)  OTI opened seven new U.S. locations through its wholly-owned subsidiary, United Micrographics Systems, Inc., a provider of computer process microfilm and microfiche.  (Resp. Ex. F at 36.)  At the end of 1992, OTI had 29 locations throughout the United States.  (Resp. Ex. F at 33.)  

4. Support Resources, Inc. (SRI) is a subsidiary of OTI (Tr. at 61) that prints materials including shareholder reports.
  DST and SRI are separate companies, with separate officers, directors, and accounts.  (Tr. at 97-98.)

5. OTI/SRI has a complex of buildings in Kansas City at 2450 Summit, approximately eight or nine miles from Winchester.  (Tr. at 67; Pet’r Ex. 7.)

6. Vantage Computer Systems, a 91%-owned subsidiary of DST, provides record keeping services and custom-designed software packages to the life and property/casualty insurance industries.  (Resp. Ex. F at 22.)  

7. Other DST subsidiaries include DST Realty and domestic and international subsidiaries.  (Pet’r Ex. 6.)  

8. DST performs accounting and transfer agent functions for its mutual fund customers.  A transfer agent performs record keeping and servicing functions for the funds. Transfer agent functions may include taking calls from customers, opening accounts, processing mail, and processing purchases and sales of mutual fund shares.  DST performs all of these functions for some mutual funds.  DST employs approximately 1,500 people who perform the “full service” functions, such as answering telephones, receiving mail, and processing checks.  (Tr. at 65.)  Some mutual funds prefer to take shareholder calls themselves but use DST to perform the record keeping functions.  DST performs the “full service” process in its Centennial Building, which is directly linked to Winchester.  (Tr. at 149; contra, Tr. at 65-66.)  

9. DST’s systems and programming group is located in its Broadway Square building, which is also directly linked to Winchester, in Kansas City.  (Tr. at 66.)  DST’s image data center is in the Poindexter Building in Kansas City.  (Tr. at 148, 151.) 

10. OTI/SRI performs package production operations for mutual funds and other DST customers.  Package production operations include the production of printed materials such as transaction confirmations and quarterly and annual reports to shareholders.  

11. Winchester is connected to OTI/SRI by telecommunications transmission lines that allow information and operating instructions or commands to pass from the mainframes to the printing operation.  (Tr. at 179, 194.)  Channel extension devices allow the transmission to take place.  (Tr. at 269-70.)  A channel extension device is more complicated than a telephone modem.  (Tr. at 268.)  Without the channel extension devices, the mainframes and the printers would have to be within 400 feet of each other.  (Tr. at 268-70.)  Only two of the mainframes are 

actually connected to SRI by the channeling devices (one in use and one for backup), but the other mainframes may send information to SRI through the mainframes that are connected.  

(Tr. at 324-26, 341.)  Channel extension devices connect various DST locations.  (Tr. at 67.)  

DST’s Computer Programs
12. DST has developed a number of computer programs.  TA2000 is an application providing shareholder accounting and fund reporting.  TA2000’s functions include asset allocation, performance reporting, average cost accounting, and net asset value (NAV) calculations.
  TA2000 tracks the buying and selling of shares, provides support for telephone operations, and transmits data to and from banks.  (Tr. at 445-46.)  

13. SRI Print is software developed by DST that runs on the mainframes at Winchester and provides the capability to deliver information and commands to the OTI/SRI facility.  (Tr. at 249.)  

14. The Multimedia Information Management System (MIMS) takes information from TA2000, determines how it will be used on the printed documents, feeds the information for a production order, and produces a print ticket.  (Tr. at 181-82, 257.)  OTI/SRI maintains and uses MIMS, but MIMS runs on the Winchester mainframes.  (Tr. at 191.)  

15. American Software Incorporated (ASI) determines the production routes and production instructions for printed materials to OTI/SRI.  (Tr. at 213.)  

16. DST’s mainline software applications are proprietary products; thus, it does not sell these software applications.  (Tr. at 68-69.)  

17. DST’s Portfolio Accounting System (PAS) performs investment accounting and valuation services.  (Resp. Ex. F at 24.)  The composition and value of an investment portfolio 

held by a mutual fund change every day based upon:  purchases and sales made by the investment manager, dividends and other earnings received on the investments, and market price fluctuations for the securities.  (Resp. Ex. E.)  The PAS computes a new portfolio balance and net asset value for the mutual fund, based upon such activity, at the end of each day.  The net asset values calculated by the PAS are transmitted to the National Association of Securities Dealers (NASD) at the end of each day for publication by newspapers and other financial reporting services.  (Resp. Ex. E.)  

18. DST’s Automated Work Distributor (AWD) system is designed to eliminate paper transactions and automate the work environment.  (Resp. Ex. F at 23.)  In 1992, 20 DST clients were using AWD in 2,600 workstations.  (Resp. Ex. F at 20.)  

19. DST’s Financial Asset Builder (FAB) is a PC software tool for banks and financial planners to help their customers choose investments.  The FAB contains an asset allocation model, information on a variety of mutual funds and their performance, and projection tools based on hypothetical investments.  (Resp. Ex. F at 25.)  

20. DST’s Vantage One system is a complete insurance policy administrative system, including all policyholder transactions, processing, and customer service.  (Resp. Ex. F at 25.)  In 1992, Vantage handled 982,000 policyholder accounts.  (Resp. Ex. F at 20.)

21. DST’s Securities Transfer System (STS) is a remote record keeping service used by banks that provide securities transfer services.  (Resp. Ex. F at 24; Pet’r Ex. 8.)  In 1992, DST had 5,740,000 security holder accounts on STS.  (Resp. Ex. F at 20.)

DST’s Mutual Fund Servicing

22. DST services 50 million mutual fund accounts for almost 3,000 mutual funds.  (Tr. at 101.)  

23. The mutual funds have specifications for certain types of paper, colors, layout, font, inserts, and envelopes for materials mailed to their customers.  The appearance of the materials is vitally important to a mutual fund because, unlike a bank, a mutual fund does not have a physical location where its customers go and gain an impression of the business.  (Tr. at 368.)  

24. A mutual fund may require OTI/SRI’s packages of printed material to include certain inserts directed toward certain groups of customers, or selective messaging on the account statements directed toward certain groups of customers.  (Tr. at 382.)  MIMS was developed to perform this function, based on the “rules” established by the mutual fund.  DST’s system is even capable of determining which inserts may be inserted in an envelope without exceeding weight limitations set by a mutual fund.  MIMS instructs the formatting system to put a bar code on shareholder statements, and the bar code is then read by an inserting machine to get the proper inserts.  (Tr. at 436.)  In order to perform these functions, MIMS must know the characteristics of the printers.  It gets that information from ASI.  (Tr. at 442.)  MIMS/ASI decides which production route is the cheapest and prepares a production order.  (Tr. at 442.)  For example, if a large number of shareholders are receiving a certain insert, MIMS will create a fixed production order for those and use a variable route for the remaining statements.  (Tr. at 443.)  

25. The instructions or criteria for the selection of inserts and messaging are input at OTI/SRI, but these instructions are processed on the mainframes at Winchester.  (Tr. at 384.)  

Joint Ventures
26. DST also provides services through its ownership in the following joint ventures:  

· Midland Data Systems, Inc., a joint venture with Midland Properties, Inc., 


provides comprehensive commercial loan servicing.  

· Boston Financial Data Services, Inc., a Boston-based joint venture with State Street Bank, provides a mutual fund and corporate stock transfer service using DST’s systems on a remote basis.  

· Investors Fiduciary Trust Co., a joint venture with Kemper Financial Services, Inc., provides portfolio accounting, custody and transfer agent services.  

· Argus Health Systems, Inc., a joint venture with Financial Holding Corporation, provides pharmaceutical claim processing services for health care providers through an on-line, 24-hour-per-day database network.  

· Clark & Tilley Data Services Ltd., a joint venture formed in 1992 with State Street Bank of Boston and Clark & Tilley Ltd., provides advanced record keeping systems in the United Kingdom and Luxembourg.  

(Resp. Ex. F at 22; Pet’r Ex. 6.)  

The Results of DST’s Systems
27. DST’s systems produce paper hard copies, graphic displays, electronic transmissions, optical storage, tape storage, and microfiche/microfilm.  (Pet’r Ex. 8; DST protests (attached to complaint in each case.))  

28. Recipients of the results of DST’s systems include mutual funds, shareholders, the IRS, broker/dealers, the Securities Information Center, the National Securities Clearing Corporation, the National Association of Securities Dealers, banks, and state revenue departments.  (Pet’r Ex. 9.)  

29. DST generates hundreds of reports in its nightly processing.  Some reports are printed and others are transmitted to DST’s clients electronically.  (Tr. at 530.)  

Computer Capacity and Access to DST’s Services
30. The mainframes at Winchester are essential to the printing operation at OTI/SRI.  OTI/SRI could not perform the printing operations without the mainframes, unless it had its own computers at its facility.  (Tr. at 59-60, 215.)  

31. The mainframes contain subdivisions known as “L pars,” or logical partitions.  (Tr. at 321.)  Different workloads may be assigned to a mainframe at different times.  (Tr. at 322.)  DST does minor rearrangement of the workload between mainframes approximately once per quarter, and does significant rearrangement of the workload semi-annually or annually.  (Tr. at 345.)  

32. OTI/SRI (including MIMS, ASI, and SRI Print) uses approximately 15 to 20 percent of the MIPS (millions of instructions per second) capacity at Winchester.  (Tr. at 79, 81, 448-49; Pet’r Ex. 23.)
 

33. DST attempts to maintain computer processing capacity of 20-25 percent in excess of what is normally required, as a buffer to accommodate unpredicted increases.  (Tr. at 84-85.)    

34. Each mainframe at Winchester had a capacity of 300 to 700 MIPS.  (Tr. at 307.)  

35. As of July 1997, OTI/SRI required a computer capacity of 480 MIPS for the production of quarterly reports to mutual fund shareholders.  (Pet’r Ex. 23.)  

36. Not all of DST’s customers use the services of OTI/SRI.  (Tr. at 98.)  Approximately 10 to 15 percent of DST’s mutual fund customers do not use OTI/SRI’s printing production.  (Tr. at 413.)  Sometimes DST contracts with the customer for all of the products and services, and sometimes OTI/SRI has separate contracts with customers.  (Tr. at 115-16.)  OTI/SRI sometimes services customers that DST doesn’t.  (Tr. at 116.)  However, for such customers, OTI/SRI still must rely on the mainframes at Winchester.  (Tr. at 199-200.)  

37. Federal regulations require mutual funds to give their shareholders written reports.  (Tr. at 429.)  If a DST customer does not use OTI/SRI’s printing function, the client has to 

outsource to another printing operation or create a process in-house to get a printed product.  (Tr. at 428.)  

38. If a customer uses DST’s services but not the printing services, the customer receives a flat unformatted data file that would have to be formatted before it could be printed.  (Tr. at 422-23.)  If a DST customer uses the printing services, even a daily confirmation for the mutual fund would be formatted and would have instructions in order to be printed.  (Tr. at 423-24.)  

39. Some DST customers may access TA2000 without reducing it to a printed output.  For example, a fund may access TA2000 to give information in response to a shareholder’s inquiry.  (Tr. at 427.)  

40. Clients may access DST’s computer system from remote locations, even as far away as New York or Los Angeles.  (Tr. at 65-66, 259.)  

41. After printing reports, DST does not store the information on its mainframes, which only have temporary storage.  (Tr. at 285.)  It stores the quarterly report information on direct access storage devices (DASDs) for purposes of archives.  (Tr. at 220-21.)  

Expansion
42. Growth in the mutual fund industry has created a need for growth in DST’s computer capacity.  Historically, DST has increased its MIPS capacity by approximately 30 percent annually.  (Tr. at 244.)  

43. In 1994-95, DST increased the computer room floor space at Winchester from 30,000 square feet to approximately 74,000 square feet.  (Tr. at 242.) 

44. OTI/SRI experiences certain peak periods when it must send reports to mutual fund shareholders.  For quarterly reports, OTI/SRI must send 8 to 9 million packages (a total of 

approximately 30 million pages) in a five-day period.  For annual reports, OTI/SRI must send 30 million packages (90 million pages) in 20 days.  (Tr. at 187.)  

45. Timeliness of reports, as well as usability of the information presented, is extremely important because the mutual fund industry is very competitive.  (Tr. at 388, 392-95.)  Mutual fund shareholders are more likely to send more investments to the mutual fund from which they first receive a report.  (Tr. at 392-93).  

46. Due to the increased volume since 1992, DST has enhanced its MIMS platform.  (Tr. at 190.)  

47. TA2000 was modified during the periods at issue to produce combined statements for shareholders who have more than one account with a particular mutual fund provider, and to perform average cost accounting.  

48. Air conditioning and raised flooring are essential in operating the mainframes because the environment must be temperature-controlled.  (Tr. at 152.)  

Sales/Use Tax
49. DST and OTI/SRI charge sales tax on the printed materials.  (Tr. at 459-464.)  Per an arrangement made with auditors from the Department of Revenue, OTI/SRI calculates the sales tax on the printed materials based on the percentage of shareholders of the mutual fund in question who live in Missouri.  (Tr. at 469-70.)  The Director agreed that OTI/SRI is a manufacturer.
  (Tr. at 519.)  Approximately 3 to 5 percent of the printed material is thus subjected to sales tax by the State of Missouri.  (Tr. at 470-71.)  From 1989 through 1998, OTI/SRI remitted $3,159,653.23 in sales tax to the State of Missouri.  (Pet’r Ex. 33.)  

50. DST paid sales/use tax under protest on its purchases of items that it claims were exempt because they were used for plant expansion, as follows:  


Tax Period
Tax Amount
Interest
Additions
AHC Case Number


9/95-12/97
$5,499,978.45
500,372.15
– 
98-1037 RV


10/92-8/95
$5,200,000.00
$1,800,000
–
98-1044 RV


2/98
$33,032.95
–
–
98-2196 RV


1/98
$93,843.47
$33.30
$519.44
98-2199 RV


3/98
$44,622.36
–
–
98-2244 RV


4/98
$4,239.82
–
–
98-2272 RV


5/98-6/98
$29,876.84
–
–
98-2652 RV


7/98
$22,504.39
–
–
98-3209 RV

The Director issued final decisions denying the protests.  

51. Items on which DST claims an exemption include mainframes, DASDs, and scanners.

52. DST also claims an exemption for air conditioning equipment and for raised flooring, including carpet tiles, that is necessary to maintain the temperature-controlled environment.  (Tr. at 152, 331.) 

53. DST also claims an exemption on millions of dollars of purchases of software and payments of software license fees.  (Pet’r Ex. 16.)  

54. DST’s exemption claim includes materials other than those used in mainframe processing and other than those used at Winchester.  (Pet’r Ex. 14-16.)  DST’s exemption claim includes equipment located at DST’s mail center and equipment such as desk top computers and telephones located at employee work stations.  (Tr. at 147.)  The claim includes equipment used in the Poindexter Building, which was DST’s image data center.  (Tr. at 148.)

55. DST’s energy center removes energy spikes, carries DST through drops in electrical power, and provides backup electricity in the event of an outage.  (Tr. at 239, 330.)  Batteries 

(uninterruptable power supply) and generators are part of the energy center.  (Tr. at 239, 330.)  DST includes the batteries and backup generators in its exemption claim.  (Tr. at 328.)  

Data Switch Refund Claim
56. In February and March of 1990, DST purchased channel-to-channel adapter equipment from Data Switch.  (Tr. at 496.)  The equipment was used to provide channel speed connectivity between mainframes at Winchester.  (Tr. at 496-97.)  DST paid $226,070 for the equipment.  (Tr. at 498.)  

57. Data Switch filed a claim for a refund of $15,992.65 in sales/use tax that it paid on its sale of the channel-to-channel adapter equipment to DST.  Data Switch claimed that the equipment was used to expand DST’s plant.  On July 21, 1993, the Director issued a final decision denying the refund claim.  

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  DST has the burden of proof.  Section 621.050.2.
  Our duty in a tax case is not merely to review the Director’s decision, but to find the facts and to determine, by the application of existing law to those facts, the taxpayer’s lawful tax liability for the period or transaction at issue.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).   


Sections 144.020.1 and 144.021 impose the legal incidence of the sales tax upon sellers of tangible personal property.  However, the seller collects the sales tax from the purchaser, who is obligated to pay tax to the seller.  Section 144.060.  DST, as a purchaser, paid sales/use tax to 

the Director under protest as allowed by section 144.700.  Data Switch, as the seller, filed a refund claim under section 144.190.2. 


DST claims that its purchases are exempt under section 144.030.2(5), which provides a sales/use tax exemption for:  

Machinery and equipment . . . purchased and used . . . to expand existing manufacturing . . . plants in the state if such machinery and equipment is used directly in manufacturing. . . a product which is intended to be sold ultimately for final use or consumption[.]


In written argument before this Commission, DST also argues that its purchases are exempt under section 144.030.2(4), which provides an exemption for replacement machinery and equipment used in manufacturing a product intended to be sold ultimately for final use or consumption.  DST did not present this argument in its protest payment affidavits as required by Regulation 12 CSR 10-3.552(1), and Data Switch did not present this argument in its refund claim as required by section 144.190.3.  Matteson v. Director of Revenue, 909 S.W.2d 356, 360 (Mo. banc 1995).  This argument is likewise not raised in the complaints before this Commission.  Therefore, we are prohibited from considering this argument.  Further, DST presented no evidence that any of the materials were used as replacements.

I.  Effect of Supreme Court Decision in IBM


The Supreme Court of Missouri has already addressed a claim that DST’s purchases of computer equipment were exempt because the equipment was used to expand DST’s production capacity.  IBM, 958 S.W.2d 554.  In IBM, id. at 557, the court held that “organizing information through computer technology is manufacturing” (quoting Concord Publishing House, Inc. v. Director of Revenue, 916 S.W.2d 186, 191 (Mo. banc 1996)).  The primary issue that the court addressed was whether DST made a product that was intended to be sold ultimately for final use 

and consumption.  The court concluded that a “product” does not have to be tangible personal property, but may be a service.  Id.  However, the court held that the word “sold” as used in section 144.030.2(5) means tangible personal property and services that are taxable under the sales tax laws.  Id. at 557-58.  The court stated:  

[T]he overall purpose of the sales tax law is implemented in section 144.030.2(5), to encourage the sale of machinery and equipment that have the aim or end ultimately to generate a sale within the meaning of the sales tax laws.

Id. at 558.  The court held:  


The decisive point then is whether DST’s products are “sold.”  Selling computer printouts or computer output is defined by statute not to be “the sale of tangible personal property.”  Sec. 144.010.8(ii).  Further, selling computer printouts or computer output is not one of the services listed as taxable in the sales tax laws.  Sec. 144.010(8); 144.020 RSMo 1986.  Therefore, the exemption in section 144.030.2(5) is not available for machinery and equipment used to manufacture computer printouts, and computer output on microfiche or microfilm—which include several of DST’s products.  


DST’s outputs are also transmitted to customers on various storage devices such as optical and tape storage.  There is no evidence in the record that DST transfers to customers the title to these storage devices, which is required for a “sale.”  Nor is there evidence that the storage devices are the “true object” or “true essence” of the transaction.  


DST’s outputs are also transmitted to customers electronically.  A “sale” requires transferring tangible personal property or rendering a taxable service.  DST’s electronic transmission of information does not qualify as a “sale.”  


None of DST’s products are intended ultimately to be “sold.”  Thus, the exemption in section 144.030.2(5) does not apply to DST’s purchase of machinery and equipment from IBM.  

Id. at 558-59 (case citations omitted).  


Section 144.010(8)(ii), cited by the court in IBM, provides that:  

the selling of computer printouts, computer output or microfilm or microfiche and computer assisted photo compositions to a purchaser to enable the purchaser to obtain for his own use the desired information contained in such computer printouts, computer output on microfilm or microfiche and computer assisted photo compositions shall be considered as the sale of a service and not as the sale of tangible personal property.  


DST seeks to distinguish the record in IBM, where the court affirmed our decision and upheld our findings of fact.  Among those findings were:  

· Finding 3:  “DST’s Multi-Media Information Management System (MIMS) allows clients to design output media through OTI for shareholders, brokers, financial planners and 401(k) participants.  In 1992, OTI had twenty-nine locations throughout the United States and produced 460,032,000 pages of printed output.  Almost all of DST’s clients opt to use OTI to provide output processing.  For a typical client, DST receives twenty-eight percent of its revenue for printed output processing from OTI.”  

· Finding 4:  “SRI takes output from various DST systems and produces printed output, such as shareholder statements and checks.”

· Finding 5:  “The Director has considered SRI to be a manufacturer, and SRI has thus obtained exemptions from sales tax.”  

· Finding 46:  “DST’s output included:  balance, control and exception reports; super sheets (reports of daily activity for each fund); ad hoc reports and statements; account confirmation statements; position refresher files; dividend and redemption checks; tax information forms (such as 1099s); and net asset values.”  

· Finding 47:  “DST provided output to its customers in formats including hard copy, electronic transmission (data and voice), optical storage, tape storage, microfiche/film, direct access storage devices, and downloading to personal computers. DST’s clients may designate the media by which they receive the output.”

· Finding 48:  “Recipients of DST’s output include the IRS, the National Securities Clearing Corporation, the National Association of Securities Dealers (NASD), mutual fund custodians, broker/dealers, banks, and shareholders.”

· Finding 49:  “DST uses IBM mainframes to perform its data processing functions.  Most of the equipment used to print output is Xerox equipment, which does not directly use IBM technology.  DST’s data must be converted into a format that the Xerox equipment may use to produce the printed output.”  

· Finding 51:  “DST used the equipment [upon which it claimed the exemption] in its Kansas City data centers to perform transactions for its clients.  Tr. 72, 108-109.  SRI did not use the equipment.”  

Our Finding 51 in IBM was based on evidence that none of the mainframes and other equipment upon which the exemption was claimed were located in OTI/SRI’s facilities.  


DST relies on evidence, which was essentially not produced in the IBM case, that OTI/SRI’s printing operations at its Summit facility were connected to Winchester by the channel extension devices, and that Winchester’s computing capacity was thus used and was essential in OTI/SRI’s production of printed documents.
  DST has presented a credible argument, and based on the present record we could readily conclude that the mainframe computing equipment was used in the manufacturing of the printed materials at OTI/SRI.  


However, we follow the principles set forth in the Missouri Supreme Court’s decision in IBM.  958 S.W.2d 554.  In that case, based on our findings that we have quoted above, the court had before it some evidence that DST’s computing capacity at Winchester was required for the production of printed materials at OTI/SRI, even though the direct connection between the facilities was not established.  The court concluded that DST had no products that were intended to be sold ultimately for final use or consumption and that DST’s printed materials were computer printouts that come within the provisions of section 144.010(8)(ii).


In this case, DST presented more direct evidence of the role of the Winchester computing capacity in producing printed statements.  In both this case and in IBM, the Director conceded that OTI/SRI’s production of printed materials qualifies as manufacturing.  IBM, AHC Finding 5; this case, Finding 49.  In the present case, DST has established that OTI/SRI is subjected to sales tax on its printed materials mailed to Missouri shareholders and that the Director agreed to this 

treatment.  In this case, the Director’s field audit supervisor testified that OTI/SRI is a 

manufacturing operation and that computers in OTI/SRI’s own facilities would be exempt, providing that OTI/SRI met the specific elements of an applicable manufacturing exemption.  The Missouri Supreme Court has likewise held that a commercial printing operation is manufacturing within the meaning of the sales tax exemption statutes for machinery used in manufacturing.  Concord, 916 S.W.2d at 191.  


Therefore, in some respects we question whether DST is distinguishable from a commercial printing operation, which undoubtedly qualifies as a manufacturing concern and undoubtedly has a product intended to be sold ultimately for final use and consumption.  However, also clear from this record is the fact that DST’s computing capacity is used for far more than the printing of reports and statements for mutual fund shareholders.  DST performs a variety of functions.  (Findings 1, 6, 12-21, 26.)  DST serves its customers by means other than printed materials.  (Findings 27, 36, 38-40.)  Further, our findings show that some of the materials that DST purchased were used at other locations besides Winchester.
  


In his written argument, p. 19, the Director suggests that because OTI/SRI’s use of the Winchester computing capacity was miniscule in comparison to DST’s principal use of such capacity, DST’s computer capacity is not directly used in manufacturing a product.  The Director thus seems to argue for a “primary purpose” test to determine if machinery and equipment is used directly in manufacturing a product.  DST relies upon the “integrated plant doctrine,” 

Floyd Charcoal Co. v. Director of Revenue, 599 S.W.2d 173 (Mo. 1980), where the court held that limiting a manufacturing exemption to the items of machinery or equipment that produce a change in composition of the raw materials would “ignore the essential contribution of the 

devices required for such operation.”  Floyd Charcoal, 599 S.W.2d at 178.  The court thus held that conveyors of storage bins carrying starch to be used in producing charcoal briquettes qualified for a manufacturing exemption. Id.  However, we have found no cases in Missouri addressing the applicability of an exemption when machinery may be used partly in manufacturing a tangible item and partly for some other purpose.  The “integrated plant” theory does not fully resolve that issue.  


DST seeks a re-examination of the court’s ruling in IBM.  DST argues that the term “computer output” as used in the statute has a limited meaning and is intended to refer to a physical manifestation of intangible information in the computer, which is indistinguishable from the data itself.  DST argues that “[t]he expansion of the use of computer technology to incorporate such tools as multi-dimension computer graphics, digital sound, and computer aided design have allowed the creation of ‘computer output’ which is far beyond the physical manifestation of the data residing in the computer.” Although we have noted the distinction between this record and the record in IBM, we follow the court’s reasoning in IBM and conclude that DST did not produce a product intended to be sold ultimately for final use and consumption.
Even if we concluded that DST produced a product intended to be sold ultimately for final use and consumption, the question would remain as to which items would qualify for an exemption.  For example, we would question whether software, and especially software licenses, qualify as “machinery and equipment,” Walsworth Publishing Co. v. Director of Revenue, 

935 S.W.2d 39, 40 (Mo. banc 1996), and whether items such as the air conditioning system, flooring, and backup generators are “used directly in manufacturing” the product under the integrated plant theory.  Further, we would question whether materials other than those purchased for the Winchester facility were used for purposes of plant expansion.  

II.  Unexpected Decision

Section 143.903 provides:  


1.  Any provision of law to the contrary notwithstanding, an unexpected decision by or order of a court of competent jurisdiction or the administrative hearing commission shall only apply after the most recently ended tax period of the particular class of persons subject to such tax imposed by chapters 143 and 144, RSMo, and any credit, refund or additional assessment shall be only for periods after the most recently ended tax period of such persons. 


2.  The provisions of this section shall apply only to final decisions by or orders of a court of competent jurisdiction or the administrative hearing commission which are rendered after October 1, 1990, and which are determined by the court or the administrative hearing commission rendering the decision, or subsequently by a lower court or the administrative hearing commission, to be unexpected.  For the purposes of this section the term “unexpected” shall mean that a reasonable person would not have expected the decision or order based on prior law, previous policy or regulation of the department of revenue.


To succeed under section 143.903, a party claiming that the decision was unexpected must show that the result in its 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.”  First National Bank of Callaway County v. Director of Revenue, 931 S.W.2d 471, 473 (Mo. banc 1996) (emphasis added).  


DST argues that the court’s decision in IBM, 958 S.W.2d at 559, was unexpected because the court overruled Bridge Data Co. v. Director of Revenue, 794 S.W.2d 204, 206 

(Mo. banc 1990).  However, we denied the exemption in our decision in IBM without the benefit of the court’s subsequent opinion affirming that decision.  We concluded that DST does not manufacture a product.  IBM, AHC decision at 15.  Further, we relied on GTE Automatic Elec. v. Director of Revenue, 780 S.W.2d 49, 51 (Mo. banc 1989), where the court held that the

exemption does not apply to equipment used in service industries.  Our decision was thus consistent with the law existing at the time.  Although the IBM court, 958 S.W.2d at 557, overruled GTE, it upheld our determination that DST’s equipment did not qualify for the exemption.  The court’s decision in IBM, denying the exemption claim, was “reasonably foreseeable.”  See First National Bank, 931 S.W.2d at 473.  Therefore, we conclude that the court’s decision in IBM was not an unexpected decision.  

III.  Interest and Additions


Interest applies to late payments of sales and use tax as a matter of law.  Sections 144.170 and 144.720.  An addition to tax applies to an unjustified failure to timely pay tax or file a return.  Sections 144.250 and 144.720.  DST paid certain amounts of interest and additions with its tax protest payments.  DST has not disputed that it is liable for additions and interest if it is liable for the tax, and has offered no evidence or argument to show that these amounts are not correct.  

Summary


We conclude that the purchases in question do not qualify for the replacement machinery or plant expansion exemptions.  Therefore, we deny DST’s protests and Data Switch’s refund claim.  


SO ORDERED on June 13, 2000.



_______________________________



WILLARD C. REINE



Commissioner

�Although the October 1997 through December 1997 period overlaps with the period at issue in International Business Machines Corp. v. Director of Revenue, No. 95-001260 RV, DST presented evidence that the dollar amounts do not overlap between the two cases.  (Tr. at 157-58.)  


�Case Nos. 99-0034 RV, 99-0316 RV, and 99-0759 RV were consolidated with case No. 98-1037 RV.  At the hearing, the parties agreed to de-consolidate those cases; thus, we de-consolidated them by separate order.   





�Laurence R. Tucker, with Armstrong Teasdale LLP, filed the complaints in some of the consolidated cases.  


�Data Switch was the petitioner in case No. 93-1298 RV, which we have consolidated into DST’s case.  Data Switch, like IBM, had brought a claim for refund on behalf of DST because it was the seller of the property and thus legally responsible for the sales tax under sections 144.020 and 144.021.  





�The exhibits in IBM were sent to the Supreme Court as part of the record in that case, and the exhibits in Support Resources were either returned to the parties or destroyed after the conclusion of the case.  


�Throughout this case, DST uses the designation OTI/SRI to refer to the printing operations.  (Tr. at 31.)  We use that designation to refer to the printing operations of SRI.    


�NAV is the value per share of a mutual fund.  (Tr. at 418.)  


	�DST presented evidence that TA2000 uses approximately 80 percent of the MIPS capacity at Winchester.  (Tr. at 449; see also Tr. at 271.)  However, this does not account for computer capacity that may be used for clients other than mutual funds, such as 5,740,000 security holder accounts on STS, or 982,000 policyholder accounts on Vantage One.  





�During the hearing testimony, Jay Welch, area manager of the Director’s field audit staff in Kansas City, testified that OTI/SRI is “a commercial printing . . . manufacturer,” and that if OTI/SRI had computers at 2450 Summit to run its printers, the computers would qualify for a manufacturing equipment exemption, as long as they were “tied in directly with their printing equipment” and met all other elements of the exemption, such as a new or expanded facility.  (Tr. at 526.)


�Statutory references are to the 1994 Revised Statutes of Missouri, unless otherwise noted.  





�Section 136.300.1, RSMo Supp. 1999, H.R. 516, 90th Gen. Assem., 1st Reg. Sess. (1999 Mo. Laws 578), was not effective at the time of the hearing in this case.  


�DST has not established whether the other OTI locations receive the data from Winchester.  


�Likewise unresolved is the fact that OTI/SRI had locations throughout the United States in addition to the Kansas City facility, and the record does not show whether such locations utilize the capacity of Winchester.  
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