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DECISION 


Medicine Shoppe International, Inc., was entitled to allocate its investment interest income from Cardinal Health, Inc., prior to application of the Missouri single-factor apportionment fraction.  Medicine Shoppe is not liable for Missouri income tax deficiencies for 7/1/98 through 6/30/99 (1998), 7/1/99 through 6/30/00 (1999), or 7/1/00 through 6/30/01 (2000).  Medicine Shoppe is not entitled to an additional refund of Missouri income tax for 1998.  Medicine Shoppe is entitled to a refund of $128,398 for 1999 and $41,799 for 2000, plus interest.  


However, this case presents an important question regarding the continued viability of allowing the allocation of income prior to application of the apportionment fraction.  

Procedure


Medicine Shoppe filed a complaint on July 2, 2002, challenging the Director’s June 5, 2002, final decision assessing Missouri income tax and interest for 1999.  We opened the appeal 

as Case No. 02-1071 RI.  On January 14, 2003, Medicine Shoppe filed a complaint challenging the Director’s December 18, 2002, final decisions assessing Missouri income tax and interest for 1998 and assessing Missouri income tax, additions, and interest for 2000.  We opened the appeal as Case No. 03-0053 RI.  On March 4, 2003, we issued an order consolidating Case No. 03-0053 RI into Case No. 02-1071 RI.  


This Commission convened a hearing on July 3, 2003.  Richard E. Lenza, with Shughart Thomson & Kilroy, P.C., represented Medicine Shoppe.  Senior Counsel Michael L. Murray represented the Director.  The parties filed the last written arguments on September 16, 2003.  

The Prior Medicine Shoppe Case


This Commission previously decided a case involving Medicine Shoppe’s Missouri income tax for 1990 through 1995.  Medicine Shoppe International, Inc. v. Director of Revenue, No. 99-2414 RI (Mo. Admin. Hearing Comm’n July 16, 2001) (Medicine Shoppe I).  That case involved income from loan origination fees and interest income on money loaned to non-Missouri franchisees, which Medicine Shoppe claimed was non-Missouri source income and thus not subject to apportionment.  Initially, Medicine Shoppe also claimed that its service charges on accounts receivable from the sale of pharmaceutical supplies to pharmacies located outside Missouri, as well as service charges received from non-Missouri franchisees on the late payment of franchise fees, were non-Missouri source income.  However, during the course of the proceeding, Medicine Shoppe agreed that those items were more appropriately classified as partly within and partly without Missouri.  This Commission determined that the income from the loan origination fees and interest income on money loaned to non-Missouri franchisees was improperly excluded from apportionable income, and was more appropriately income from partly within and partly without Missouri for purposes of the single-factor apportionment 

formula.  Medicine Shoppe appealed, and the Supreme Court of Missouri affirmed our decision.  Medicine Shoppe International, Inc. v. Director of Revenue, 75 S.W.3d 731 (Mo. banc 2002).  


Medicine Shoppe filed its returns for the periods at issue in this case before the Supreme Court issued its opinion in Medicine Shoppe.  Id.  Therefore, Medicine Shoppe did not have the benefit of that decision.  Medicine Shoppe agrees that adjustments are required for the years at issue in this case, in light of the Court’s decision in Medicine Shoppe.  Therefore, the only item that remains in dispute in this case is Medicine Shoppe’s investment income from Cardinal Health.  

Findings of Fact

Medicine Shoppe’s Business

1.  Medicine Shoppe is the world’s largest franchiser of apothecary-style retail pharmacies, with nearly 1,300 locations in the United States and abroad.  During the periods at issue, there were more than 1,200 franchises located outside Missouri.  Medicine Shoppe provides a system, and services that support that system, for franchisees to run retail pharmacy operations.

2.  For all relevant periods, Medicine Shoppe was a Delaware corporation, in good standing in Missouri, with its headquarters in St. Louis, Missouri.

3.  Since 1995, Medicine Shoppe has been a wholly-owned subsidiary of Cardinal Health, an Ohio corporation with its corporate headquarters in Dublin, Ohio.

4.  Cardinal Health is a Fortune 60 company, with annual revenues of more than

$25,000,000,000.  It provides products and services to tens of thousands of customers in the

healthcare industry.  Cardinal Health’s principal businesses are grouped into four business segments:  pharmaceutical distribution and provider services, medical-surgical products and 

services, pharmaceutical technologies and services, and automation and information services.  Medicine Shoppe is part of the “pharmaceutical distribution and provider services” segment.


5.  Cardinal Health’s products and services are complementary; for example, it has complemented its $19 billion presence in drug distribution with other market-leading services for healthcare providers such as retail pharmacy franchising through Medicine Shoppe International.


6.  During the periods at issue, Medicine Shoppe did not have any offices outside Missouri. All of its officers were located in Missouri, and all but a couple of its approximately 200 employees were located in Missouri.


7.  Medicine Shoppe’s activities in its St. Louis headquarters included marketing, operations, accounting, finance, advertising, third-party contracting, and servicing franchisees.

Investment Agreement with Cardinal Health

8.  On July 1, 1997 (prior to the periods at issue), Medicine Shoppe entered into an investment agreement under which Medicine Shoppe was the lender and Cardinal Health was the borrower. 

9.  The investment agreement provides for the transfer of funds between Medicine Shoppe and Cardinal Health as follows:

§2.  Transfer of Funds.  If, as of the close of any business day, there exists Excess Funds in the Bank Account, [Medicine Shoppe] shall notify [Cardinal Health] of such event, or permit [Cardinal Health] to inquire of the Bank as to such an event, and arrange for the transfer of such Excess Funds from the Bank Account to [Cardinal Health] at the close of such business day.  If, as of the close of any business day, there exists a Shortfall, [Medicine Shoppe] shall notify [Cardinal Health] of such event, or permit [Cardinal Health] to inquire of the Bank as to such an event, and [Cardinal Health] shall arrange for the transfer from [Cardinal Health] to the Bank Account an amount of Investable Funds necessary to restore a zero balance to the Bank Account[.]   


The investment agreement further provides:  

§ 3.  Investment Return.  For each month during the term of this agreement, [Cardinal Health] shall pay to the [Medicine Shoppe], as interest on the Investable Funds held by [Cardinal Health], an amount equal to the Rate of Return multiplied by the average daily balance of the Investable Funds for such month divided by 12.  Within 10 days after the end of each month, [Cardinal Health] shall send a written statement to [Medicine Shoppe] indicating the amount of Investable Funds held as of the end of the last day during such month, the average daily balance of Investable Funds for such month, and the interest payable to [Medicine Shoppe] for such month.  The amount of interest payable, as reflected on such statement, shall be credited to the Investable Funds balance within 15 days after the end of each month.  

*   *   * 

§5.  Investable Funds to Remain Assets of [Medicine Shoppe].  Subject to the terms of this agreement, the Investable Funds shall remain the assets of [Medicine Shoppe], and [Cardinal Health] shall not have any interest or claim to such Funds or the value of such Funds; provided, however, nothing in this agreement shall prevent [Cardinal Health] from allocating, distributing, reallocating, or redistributing the Investable Funds deposited or accumulated in the Investment Account or from buying, selling, investing and reinvesting the assets in the Investment Account.  

(Resp. Ex. T.)


10.  The investment agreement was for a one-year period, with automatic renewal for successive one-year periods upon the same terms and conditions, unless the agreement was terminated.  The agreement allowed for termination as follows:  

(a) At the end of the original term or any renewal term of this agreement by either party upon giving advance written notice to the other party, at least 30 days prior to the end of the term then in effect; or 

(b) By [Medicine Shoppe] in the event [Cardinal Health] fails to perform and observe all obligations to be performed an observed by [Cardinal Health] under this agreement, and [Cardinal Health] does not correct any such failure within 30 days after notice from 

[Medicine Shoppe] to do so or, having so corrected any such failure, fails to perform and observe all such obligations at any time in the future (without the requirement of any additional notice from [Medicine Shoppe]).  

The agreement remains in effect to the present day.  

11.  The agreement provides that all notices and communications under the agreement be made to Medicine Shoppe at its St. Louis, Missouri, address.

12.  Payments from Medicine Shoppe customers are directed to one of three banks, depending on the type of payment.  Credit card payments and some wire and ACH payments are sent to a Cardinal Health account.  Other wire and ACH payments are sent to a Medicine Shoppe account.  Payments by check are sent first to a Medicine Shoppe lock box account, then to a Cardinal Health account in the same bank.

13.  At the end of the day, all of the funds from the three accounts are transferred to a Cardinal Health “corporate concentration” account in First Union Bank in Charlotte. The funds that Medicine Shoppe has in the corporate concentration account represent excess cash earned over time. 

14.  Funds from the corporate concentration account are wire-transferred to Cardinal Health’s corporate master account at Wachovia Bank.  

15.  Wachovia Bank makes payments from Cardinal Health’s corporate master account to Medicine Shoppe’s operating account to make payments to Medicine Shoppe’s vendors. This account is a zero balance account; i.e., Cardinal Health funds it for the exact amount of checks drawn against it on a daily basis.

16.  On a monthly basis, more of Medicine Shoppe’s money is transferred into the Cardinal Health corporate concentration and corporate master accounts than is transferred out of those accounts to Medicine Shoppe’s operating account, although there may be days when the 

opposite is true.  Medicine Shoppe receives from Cardinal a monthly summary of the activity of those accounts.  The excess is not used in Medicine Shoppe’s business operations, and that is what is invested under the investment agreement between Medicine Shoppe and Cardinal Health.  Medicine Shoppe has no control over where the funds are invested under the agreement.  If there were ever a time when Medicine Shoppe’s operating expenses exceeded its revenues, it could draw down on the investment account; however, that has never occurred.  


17.  Cardinal Health books a monthly journal entry for the net investment account on its balance sheet.  Medicine Shoppe posts a journal entry by computer for the amount of the investment interest.  


18.  During the periods at issue, Medicine Shoppe received the following amounts of interest under the investment agreement:


1998
$5,351,747


1999
$5,697,550


2000
$6,809,956


19.  On July 1, 1997, Medicine Shoppe also entered into a credit agreement under which Medicine Shoppe was the borrower and Capital Health was the lender.  The credit agreement allowed Medicine Shoppe to borrow up to $100,000,000 from Cardinal Health.  Included in this amount was an “initial disbursement” of an amount equal to the outstanding balance of intercompany notes payable from Medicine Shoppe to Cardinal Health as of the end of the day on June 30, 1997.
  The investment agreement and credit agreement between the two corporations were signed by the same person, as Vice President-Taxes, for both companies.  


20.  The record does not show what Cardinal Health did with the money it received from Medicine Shoppe and others.  Cardinal Health’s 2000 annual report states that it experienced a 

strengthening cash flow during the periods at issue.  It reported a record cash flow of $638,000,000 in fiscal year 2000 and expected a cash flow of $700,000,000 for 2001.  It used the 2000 cash flow to invest in capital expenditures, acquisitions, and repurchasing stock, and its plan was to continue to reinvest its strong cash flow to support future growth.

Medicine Shoppe’s Missouri Income Tax Returns

21.  For the 1998, 1999 and 2000 periods, Medicine Shoppe’s income was included in consolidated federal income tax returns that its parent filed.  Medicine Shoppe filed separate Missouri returns.

22.  Medicine Shoppe’s pro forma separate company federal returns reported the following amounts on line 18, which is designated for deductions of interest:


1998
-$5,351,747


1999
-$5,697,550


2000
-$6,809,956

These are the amounts of the investment interest from Cardinal Health, except that they are reported as negative numbers on a line for deductions.  Because Medicine Shoppe’s deductions were reduced by the amounts of the investment interest from Cardinal Health, the effect is the same as including them in federal taxable income.
  

23.  Included with Medicine Shoppe’s pro forma federal returns were Schedules M-2 regarding unappropriated retained earnings, reporting the following:


1998
1999
2000


Balance – beginning of year
$113,435,786
$119,731,192
$112,671,347


Net income per books
$6,761,594
$9,260,843
$11,162,691


Other increases
$603,407
$3,179,312
$16,629,891


Other decreases
$1,069,595
$19,500,000
$24,879,368


Balance – end of year
$119,731,192
$112,671,347
$115,584,561

The retained earnings are what are invested with Cardinal Health.


24.  For each of the periods at issue, Medicine Shoppe elected the single-factor method of apportionment.  The Missouri corporate income tax returns provide for the allocation of non-Missouri source interest income, royalties, rents, net capital gains, and net dividends (non-Missouri source income) prior to the application of the single-factor apportionment fraction.  The returns also provide that these amounts shall be reduced by expenses of earning the income.  

The Director’s tax forms provide the following method of computing Missouri income tax:  

· Missouri taxable income-all sources plus federal income tax = partial Missouri taxable income-all sources

· Partial Missouri taxable income-all sources  minus non-Missouri source income = apportionable income

· Apportionable income times single-factor apportionment fraction = partial Missouri taxable income, Missouri sources

· Missouri income percentage = partial Missouri taxable income-Missouri sources/partial Missouri taxable income-all sources

· Missouri taxable income-all sources times Missouri income percentage = Missouri taxable income-Missouri sources

· Missouri taxable income-Missouri sources times tax rate = Missouri income tax


25.  Medicine Shoppe’s income from business transacted for the periods at issue consisted of the following:


1998
1999
2000


License fees (royalties)
$62,672,178
$75,527,614
$84,829,472


Supply and product sales
$10,550,411
$11,600,022
$1,447,529


Management fees


$392,231


Transfer fees


$76,937


Deposits


$1,000


Interest on notes from franchisees
$4,492,244
$1,759,575
$2,254,551


Service charges
$961,606
$1,231,557
$1,302,241


Loan origination fees
$1,134,190
$754,009
$815,945

Total
$79,810,629
$90,872,777
$91,119,906

26.  For 1998, Medicine Shoppe computed and reported non-Missouri source income as follows:  


Everywhere
Missouri
Non-Missouri Source


Interest on notes from franchisees
$4,492,244
$266,842
$4,225,402


Service charges
$961,606
$57,120
$904,486

Total
$5,453,850
$323,962
$5,129,888

Medicine Shoppe’s interest income from Cardinal Health was thus not included in its non-Missouri source income as reported on the return.  


27.  On its 1998 Missouri income tax return, Medicine Shoppe computed an apportionment factor of 52.2200%.  It classified $74,356,779 in total business transacted
 as follows: 


Wholly within Missouri
$3,736,827


Partly within Missouri
$70,184,851


Wholly without Missouri
$435,101

The total business transacted included:


License fees (royalties)
$62,672,178


Gross receipts
$10,550,411


(supply and product sales)


Initial origination fees
$1,134,190


28.  On its 1998 Missouri income tax return, Medicine Shoppe reported:  


Federal taxable income
$5,127,598


Corporate income tax from Missouri or


other state, deducted in determining


federal taxable income
$306,119


Partial Missouri taxable income – all sources
$5,433,717


Federal income tax
$179,714


Missouri taxable income – all sources
$5,254,003


Non-Missouri-source income
$5,129,888


Income percentage
2.92%


Missouri income tax
$9,589


Payments
$597,088


Overpayment
$587,499

Medicine Shoppe requested that $337,499 of the overpayment be applied to the next period and $250,000 be refunded.  The Director refunded $250,000 on April 26, 2000, and transferred $337,499 to the next period.

29.  For 1999, Medicine Shoppe computed and reported non-Missouri source income as follows:  


Everywhere
Missouri
Non-Missouri Source


Interest from Cardinal Health
$5,697,550
----
$5,697,550


Interest on notes from franchisees
$1,759,575
$577,290
$1,182,285

Subtotal
$7,457,125
$577,290
$6,879,835


Service charges
$1,231,557
$95,341
$1,136,216

Total
$8,688,682
$672,631
$8,016,051



30.  On its 1999 Missouri income tax return, Medicine Shoppe computed an apportionment factor of 52.2210%.  It classified $87,881,645 in total business transacted as follows: 


Wholly within Missouri
$4,503,367


Partly within Missouri
$82,778,596


Wholly without Missouri
$599,682

The total business transacted included:  


License fees (royalties)
$75,527,614


Gross receipts
$11,600,022


(supply and product sales)


Initial origination fees
$754,009


31.  On its 1999 Missouri income tax return, Medicine Shoppe reported:  


Federal taxable income
$12,991,511


Corporate income tax from Missouri or


other state, deducted in determining


federal taxable income
$ -2,818


Partial Missouri taxable income – all sources
$12,988,693


Federal income tax
$1,640,291


Missouri taxable income – all sources
$11,348,402


Non-Missouri-source income
$8,016,051


Income percentage
19.992%


Tax
$141,798


Payments
$337,499


Overpayment
$195,701

Medicine Shoppe requested that the overpayment be applied to the next period.  However, because the Director found a deficiency for 1999, all of the payment was applied to 1999 and none was applied to the next period.  


32.  For 2000, Medicine Shoppe computed and reported non-Missouri source income as follows:  


Everywhere
Missouri
Non-Missouri Source


Interest from Cardinal Health
$6,809,956
----
$6,809,956


Interest on notes from franchisees
$2,254,551
$159,028
$2,095,523


Origination fees
$815,945
$12,557
$9,708,867

Total
$9,880,452
$171,585
$9,708,867


33.  On its 2000 Missouri income tax return, Medicine Shoppe computed an apportionment factor of 53.0050%.  It classified $86,747,169 in total business transacted as follows: 


Wholly within Missouri
$5,224,959


Partly within Missouri
$81,511,024


Wholly without Missouri
$11,186

The total business transacted included:


License fees (royalties)
$84,829,472


Gross receipts
$1,447,529


(supply and product sales)


Management fees
$392,231


Transfer fees
$76,937


Deposits
$1,000


34.  On its 2000 Missouri income tax return, Medicine Shoppe reported:  


Federal taxable income
$7,420,400


Corporate income tax from Missouri or


other state, deducted in determining


federal taxable income
$74,500


Partial Missouri taxable income – all sources
$7,494,900


Federal income tax
$418,564


Missouri taxable income – all sources
$7,076,336


Non-Missouri-source income
$9,708,867


Income percentage
0%


Tax
$0


Franchise tax
$2,777


Payments
$261,701


Overpayment
$258,924

Medicine Shoppe requested that the overpayment be applied to the next period.  However, Medicine Shoppe’s reported payments of $261,701 included $195,701 that it had calculated as an overpayment on its 1999 return and requested to be applied to the next period.  The Director found a deficiency for 1999 and thus did not apply the reported overpayment from 1999 to 2000.  Therefore, the Director allowed credit for payment of $63,223 in Missouri income tax ($261,701 - $195,701 - $2,777 franchise tax) for 2000.  


35.  Medicine Shoppe did not include the following income in its computation of the single-factor apportionment fraction:  


1998
1999
2000

Wholly within Missouri


Interest on notes from franchisees
$266,842
$577,290
$159,028


Service charges
$57,120
$95,341
$100,000


Origination fees
$0

$0
$12,557

Partly within Missouri, partly without Missouri


Interest on notes from franchisees
$4,225,402
$1,182,285
$2,095,523


Service charge
$904,486
$1,136,216
$1,202,241


Origination fees
$0
$0
$803,388


Total
$5,129,888
$2,318,501
$4,101,152

Grand Total
$5,453,850
$2,991,132
$4,372,737


36.  Medicine Shoppe filed income tax returns with states other than Missouri.

The Director’s Adjustments and Assessments 

37.  On June 27, 2001, the Director issued Medicine Shoppe a notice of adjustment for the 1999 period, indicating that the non-Missouri source income was reduced from $8,016,051 to zero.

38.  On August 21, 2001, the Director issued Medicine Shoppe a notice of deficiency reporting the following amounts due for 1999:

Adjusted Tax
Additions
Interest
Amount Due
Previous Payments
Total


$370,391.00
$1,644.59
$3,186.77
$375,222.36
$337,449.01
$37,723.35



39.  Medicine Shoppe protested the assessment for 1999 in a letter dated October 15,

2001.  It asserted that it had several income items that “should be sourced outside Missouri,” including loan origination fees and interest on notes, service charge income on accounts receivable, and service charges on license fees.  The letter stated:  


Miscellaneous Interest-  All interest income that could not be specifically
identified was included in apportionable income on the subject tax returns.  


Exhibit 2 details the amounts of each type of interest income.  

Exhibit 2 to the protest letter sets forth the amounts of the interest on notes from franchisees and the service charges, and further states:  

     The taxpayer is in receipt of interest income received from third parties who own and operate Medicine Shoppe franchise pharmacies.  In essence, the taxpayer receives interest income in exchange for financing certain activities of the franchisees.  The majority of these independent businesses conduct their activities in states other than Missouri.  The taxpayer also receives interest income from other Non-Missouri corporations for the use of capital outside of Missouri.  

     The interest income received by the taxpayer from companies located outside Missouri and not doing business in Missouri is derived from non-Missouri sources and, therefore, is not subject to Missouri income tax under the statutory formula.  In taking this position on its return, taxpayer relies on the plain language of the Missouri statutes and the interpretation of those statutes contained in Missouri case law.  

(Resp. Ex. H.)


40.  On June 5, 2002, the Director issued a final decision upholding the disallowance of non-Missouri source income for 1999.  The Director also included this income in the apportionment factor computation as sales partly within and partly without Missouri.  The final decision reported the following amount due:


Tax
Additions
Interest
Total


$31,572.00
-0-
$4,698.89
$36,270.89

41.  On June 13, 2002, the Director issued Medicine Shoppe a notice of adjustment for the 1998 period, indicating that the non-Missouri source income was reduced from $5,129,888 to zero and that the sales partly within and partly without Missouri were increased by the same amount.  On June 17, 2002, the Director issued Medicine Shoppe a notice of adjustment for the 2000 period, indicating that the non-Missouri source income was reduced from $9,708,867 to zero.  The Director allowed credit for estimated payments of $66,000, $2,777 of which was applied to franchise tax, leaving $66,223 for income tax.  

42.  On July 23, 2002, the Director issued Medicine Shoppe a notice of deficiency for 1998, and on July 30, 2002, the Director issued Medicine Shoppe a notice of deficiency for 2000.  The notices reported the following:


Adjusted
Previous

Period
Tax
Additions
Interest
Amount Due
Payments
Total

1998
$171,008.00
-0-
$31,932.40
$202,940.40
$9,589.00
$193,351.40

2000
$234,426.00
$42,800.75
$11,238.39
$288,465.14
$63,223.00
$225,242.14

43.  Medicine Shoppe protested the assessments for 1998 and 2000 in separate letters dated September 18, 2002.  In each letter, it asserts that it had several income items that “should be sourced outside Missouri,” including loan origination fees and interest on notes, service charge income on accounts receivable, and service charges on license fees.  Like the protest letter for 1999, the letters state that “all interest income that could not be specifically identified was included in apportionable income on the subject tax returns,” and that “Exhibit 2 details the amounts of each type of interest income.”  Each Exhibit 2 contains the same language as the protest letter for 1999, quoted in Finding 39.    

44.  On December 18, 2002, the Director issued final decisions upholding the disallowance of non-Missouri source income for 1998 and 2000.  In the final decision for 1998, the Director also upheld the classification of that income as partly within and partly without Missouri.  In the final decision for 2000, the Director classified the disputed income as sales partly within and partly without Missouri.  The final decisions reported the following amount due:


Period
Tax
Additions
Interest
Total


1998
$161,419.00
-0-
$42,128.06
$203,547.06


2000
$169,867.00
$8,493.35
$14,388.35
$191,748.70

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Medicine Shoppe has the burden to prove that it is not liable for the amounts that the Director assessed.  Sections 136.300.1 and 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).  We may do whatever the law permits the Director to do.  State Bd. of Regis'n for the Healing Arts v. Finch, 514 S.W.2d 608, 614 (Mo. App., W.D. 1974).


Section 143.431 provides:  


1.  The Missouri taxable income of a corporation . . . 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. . . . 


2.  There shall be . . . subtracted the federal income tax deduction provided in section 143.171. . . . 


3.  * * * 


(4) For each taxable year an affiliated group of corporations filing a federal consolidated income tax return does not file a Missouri consolidated income tax return, for purposes of computing the Missouri income tax, the federal taxable income of each member of the affiliated group shall be determined as if a separate federal income tax return had been filed by each such member.  

Section 143.451 provides:  


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


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


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


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

*   *   *


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

(Emphasis added.)  The single-factor method of apportionment, as set forth in § 143.451.2(2)(b),  is expressed by the following formula:


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



   Missouri and partly without Missouri)_______________________ 



  (divided by) total amount of sales from all sources

At the hearing, Medicine Shoppe stated that it had non-Missouri source income of $5,351,747 for 1998; $5,697,550 for 1999; and $6,809,956 for 2000.  These are the amounts of 

investment interest that it received from Cardinal Health.  Medicine Shoppe agreed that its remaining income was at least partly attributable to Missouri sources.  (Exhibits 4, 5, 6; Tr. at 17-21, 46.)  Therefore, the only item remaining in dispute in this case is the amount of interest that Medicine Shoppe received from Cardinal Health.  

I.  Exclusion of the Interest Income from the 

Net Income Multiplicand of the Single-factor 

Apportionment Formula


Medicine Shoppe relies on a history of decisions of the Missouri Supreme Court holding that certain income, as non-Missouri source income, may be excluded from the income subject to tax.  Petition of Union Electric Co. of Missouri, 161 S.W.2d 968 (Mo. 1942); A.P. Green Fire Brick Co. v. Missouri Tax Comm’n, 277 S.W. 2d 544 (Mo. 1955); Union Electric Co. v. Coale, 146 S.W.2d 631 (Mo. 1940); Brown Group, Inc. v. Administrative Hearing Comm’n, 649 S.W.2d 874 (Mo. banc 1983). 


In Union Electric v. Coale, 146 S.W.2d at 635 (Union Electric I), the Missouri Supreme Court held that dividends from stock in foreign corporations that had no capital or business operation in Missouri were not subject to Missouri income tax for 1936 because they were not Missouri-source income.  The Court held that the source of income is the place where it was produced, and the income in question was not produced in this state.  Id.  


In Petition of Union Electric Co., 161 S.W.2d 968 (Union Electric II), the Missouri Supreme Court was asked to re-examine its holding in Union Electric I.  As in Union Electric I, the corporation held stocks and bonds issued by companies located entirely outside of Missouri.  Also at issue in Union Electric II was interest on bonds executed and issued by Union Electric Co. of Illinois, an Illinois corporation that did business exclusively in Illinois.  The bonds were not secured by any lien on property in Missouri.  The Court held that the entire amount of the 

dividend and interest income was non-Missouri-source income and was thus not subject to Missouri income tax for 1937 and 1938.  The Court noted that the actual use of capital that gave rise to the income represented by the dividends took place outside Missouri, id. at 971, and similarly, the source of the interest income was “the person paying the interest and not the mere bond itself[.]”  Id. at 972.    


We note that the statutes in effect for the periods in question in the Union Electric cases differ from those currently in effect.  Such statutes predated the current system, in which a corporation’s Missouri taxable income is based on its federal taxable income.  Section 143.431.1.  Section 10117, RSMo 1929, contained a specific definition of income.  In holding as it did in regard to the interest income, the Court in Union Electric II, 161 S.W.2d at 972, specifically relied on that definition, which included in the taxable income:  

Interest on bonds, notes or other interest-bearing obligations of residents, corporate or otherwise, to the extent deductible, by such residents, interest on any obligation secured by lien on any property having a situs in this state, to the extent deductible by the lienor[.]

Section 10117, RSMo 1929.  The Court stated:  

The legislature has specifically seen fit to include in taxable income certain items of interest received, making due allowance by proper exceptions to prevent double taxation; but it has specifically provided for the inclusion of such interest when the payer thereof  is a resident and when the obligation is secured by a lien on Missouri property.  The specific inclusion of such interest is an implied exclusion of interest derived from a person or corporation not a resident of the state when the same is not connected with an obligation secured by a lien on Missouri property. 

Hence we conclude that the circuit court was right in holding that the income items here involved were not properly included in the gross income of the taxpayer for the purpose of computing its Missouri income tax[.]

Union Electric II, 161 S.W.2d at 972.  We also note that the single-factor apportionment formula, first effective in 1929, was in effect during the tax periods at issue in the Union Electric cases.  However, the Court did not discuss that formula in either of those cases. 


In A.P. Green, 277 S.W. 2d 544, the Missouri Supreme Court held that royalties paid to a Missouri corporation under contracts for the use of trademarks, trade names, and manufacturing processes, in connection with business done wholly outside of the United States, was non-Missouri-source income.  The Court determined that the source of the income was the place where the trademarks, trade names, and manufacturing processes were used and the income produced.  Id. at 547.  As in the Union Electric cases, a specific statute was in effect defining income, § 143.040.1, RSMo 1949, and the Court did not mention the single-factor apportionment formula, even though it was in effect at the time.  


In Brown Group, 649 S.W.2d 874, decided under the current statutory scheme, in which  the Missouri taxable income of a corporation was based on federal taxable income, the Missouri  Supreme Court noted the single-factor apportionment formula and squarely addressed the question of whether certain income could be excluded from the net income multiplicand of the formula.  At issue in that case was Brown Group’s royalty income, paid by a Japanese corporation for the use of trade names, shoe designs and shoe patterns developed by a wholly-owned subsidiary of Brown Group.  The Court stated the Director’s argument as follows:  

The Director argues that when a taxpayer elects under § 143.451.2(2) to apportion income using the single factor formula it is precluded from allocating any of its income prior to apportionment and that the legislature intended to levy and apportion tax upon the entire net income.  

Id. at 879.


The Court continued:  

Felicitious [sic] to the circumstances of these proceedings is A.P. Green Fire Brick Co. v. Missouri State Tax Commission, 277 S.W.2d 544 (Mo. 1955), for it finds that “source of income” is the place in which the trademarks, trade names and manufacturing processes are used and the income produced.  Id. at 547.  That means that the source of income from Nippon, Inc. royalties was wholly outside Missouri, as the trade names and manufacturing processes were used and the income produced in Japan and other foreign countries to which Nippon, Inc. exported shoes. Since the royalties were a source of income wholly without Missouri, they do not figure in the taxing formula.

The Director’s response is that A.P. Green Fire Brick does not apply as the court was dealing with a statute that imposed an income tax upon corporate income “from all sources within this state,” inferring that no such limitation applies to the case sub judice.  But the Director’s offered distinction cannot overcome the language of §§ 143.431.1 and 143.451.1, the present taxing statutes, which define Missouri taxable income as so much of a corporation’s federal income tax [sic] as is derived from “sources within Missouri.”  This clear statement of legislative intent is not enervated in any regard by the language of § 143.451.2(2)(b) indicating that “net income” is to be multiplied by the fraction obtained pursuant to that section.

We hold fast to the basic precept that tax statutes are to be strictly construed in favor of the taxpayer and against the taxing authority.  Staley v. Missouri Director of Revenue, 623 S.W.2d 246, 250 (Mo. banc 1981).  The Director’s argument that upon election by the taxpayer to use the single factor formula, all income from any source must be included in the base income is out of phase with that principle.

Accordingly, the Administrative Hearing Commission’s decision is reversed with respect to the propriety of including the foreign royalties in petitioner's net income base under the single factor formula for the 1973-75 tax years.
Id. at 880-81.


Following cases such as these, the Director’s corporate income tax forms allow the taxpayer to remove certain “non-Missouri source income,” such as interest, dividends, royalties, 

and rental income, from its income prior to the application of the apportionment fraction.  These cases did not address an important question:  if an apportionment fraction is available to determine the portion of income that is attributable to Missouri sources and thus taxable by Missouri, why should these types of income be excluded from the income subject to apportionment?  


In Medicine Shoppe I, Medicine Shoppe claimed that its income from loan origination fees and interest income on money loaned to non-Missouri franchisees was non-Missouri-source income and thus not subject to apportionment.  This Commission determined that the income was improperly excluded from apportionable income, and was more appropriately classified as from partly within and partly without Missouri for purposes of the single-factor apportionment formula.  The Missouri Supreme Court affirmed our decision.  Medicine Shoppe International v. Director of Revenue, 75 S.W.3d 731 (Mo. banc 2002).  The Director relies primarily on the Supreme Court’s opinion in Medicine Shoppe, as well as other cases addressing whether a corporation’s sales, or amount of business transacted, are partly within and partly without Missouri for purposes of the apportionment fraction.  According to this line of cases, the sales (or amount of business transacted) of a corporation doing business in multiple states could be partly within and partly without Missouri if the Missouri effort was one of the efficient causes contributing to the production of income.  E.g., Maxland Development Corp. v. Director of Revenue, 960 S.W.2d 503, 505 (Mo. banc 1998); Bank Building and Equipment Corp. of America v. Director of Revenue, 687 S.W.2d 168, 171 (Mo. banc 1985).   In some of these cases, as the Court stated that the “brains” of the operation were in Missouri but other portions of the income-producing effort were performed in some other state, thus the sales or amount of business transacted were partly within and partly without Missouri for purposes of the apportionment fraction.  Bank Building, id.  


In Medicine Shoppe, 75 S.W.3d at 734-35, the Court stated:  

“Transaction,” as used in the statute, narrows the application of section 143.451.2 because “transaction” signifies business activity that produces income.  Hayes Drilling, Inc. v. Director of Revenue, 704 S.W.2d 232, 234 (Mo. banc 1986), quoting In re Kansas City Star, 142 S.W.2d 1029, 1034 (Mo. banc 1940).  To be a “transaction,” there must be activity or effort in the taxing state that contributes to the production of the income.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 16-18 (Mo. banc 1990).  

This Court has determined the requisite activity or effort in various ways depending on the circumstances of the case.  For instance, control of management in Missouri can be “an efficient cause” that contributes directly to the production of income.  See Maxland Development Corp., 960 S.W.2d at 506.  Maxland is particularly instructive.  This Court found that two of the three out-of-state properties in Maxland were controlled by Missouri corporations to an extent sufficient to contribute to the income.  The third property at issue in Maxland was held to be an entirely passive investment--and not subject to Missouri taxation--because there was no Missouri effort that was an efficient cause contributing to the income.  [FN2.]  See also Wohl Shoe Co. v. Director of Revenue, 771 S.W.2d 339, 343 (Mo. banc 1989).  

FN2.  The nontaxable property was in another state and was under a triple-net lease in which the lessor provided no services to the tenant and the lessee had to pay for all expenses, maintenance, structural and non- structural and was obligated to insure the property, pay taxes and utilities.  Maxland, 960 S.W.2d at 506, 507.

To determine that there has been requisite activity or effort in Missouri, this Court also has determined that, where the “brains” of the operation are located in Missouri, the income can be determined to be derived from activities partly within the state for the purposes of section 143.451.2.  Bank Building and Equipment Corp. of America v. Director of Revenue, 687 S.W.2d 168, 171 (Mo. banc 1985).  

In this case, there were numerous activities related to the financing of franchises, through the loans provided by Medicine Shoppe, that were conducted from the company’s St. Louis headquarters. Activities at St. Louis headquarters included marketing, operations, accounting, finance, advertising, third-party contracting, and servicing of franchises.  As noted, four or five Medicine Shoppe employees dealt with credit matters, handling loans to franchisees.

Medicine Shoppe cites Petition of Union Electric, 349 Mo. 73, 161 S.W.2d 968 (1942), and Union Electric Co. v. Coale, 347 Mo. 175, 146 S.W.2d 631 (1940), for the proposition that each activity or transaction 

that produces income should be put in one of three categories: capital, labor, or profits from sale or exchange of assets to determine the actual “source” of that income.  However, categorizing or subdividing a corporation’s revenues was rejected in Bank Building, 687 S.W.2d at 171.  

The Union Electric cases retain vitality to the extent that they recognize that wholly passive investments outside the state of Missouri are not included in the taxation formula used to determine Missouri taxable income.  Here the loans were part of the business of Medicine Shoppe--developing and enhancing its franchises. These loans might be characterized as investments, but they were an important part of the business transacted by Medicine Shoppe in Missouri. They were not passive.

Conclusion

The activities in Missouri were sufficient to support the conclusion that the income from loans to franchisees were “the transaction of business partly within this state.”  Medicine Shoppe maintains significant control over the franchisees to which it provides loans.  The brains of Medicine Shoppe’s operation are located in St. Louis.  The loans are not passive investments, but are part of the over-all business of developing franchises.  Therefore, the income so derived must be included in the calculation of Medicine Shoppe’s Missouri tax liability.


The facts in the current case are different from the previous Medicine Shoppe case because Medicine Shoppe became a subsidiary of Cardinal Health in 1995.  The interest earnings from the investment agreement with Cardinal Health are now at issue.  The question in this case is whether the interest income at issue is akin to that in the Union Electric cases – i.e., wholly passive, and therefore not included in the taxation formula used to determine Missouri taxable income – or like that in Medicine Shoppe, 75 S.W.3d at 734-35; i.e., generated by efforts within the State of Missouri sufficiently active to be considered an “efficient cause” that contributes directly to the production of income.  


BLACK’S LAW DICTIONARY 1124 (6th ed. 1990) defines “passive income” as follows:  

Income earned in an activity in which an individual does not materially participate.  An example of “passive income” includes:  income from an interest in a limited partnership in contrast to “active income” which is salaries and wages, or earnings from a trade or business.  

This definition follows 26 U.S.C. § 469, which limits passive activity losses, and paragraph (c) of which defines “passive activity” as follows:  

(1) In general.  The term “passive activity” means any activity—

(A) which involves the conduct of any trade or business, and

(B) in which the taxpayer does not materially participate.  

As a definition for “passive investment income,” BLACK’s refers to 26 U.S.C. § 1362(d)(3)(D).  26 U.S.C. § 1362 now sets forth the definition in subsection (d)(3)(C):  

Except as otherwise provided in this subparagraph, the term “passive investment income” means gross receipts derived from royalties, rents, dividends, interest, annuities, and sales or exchanges of stock or securities (gross receipts from such sales or exchanges being taken into account for purposes of this paragraph only to the extent of gains therefrom).  

26 U.S.C. § 1362 applies to the qualifications for a small business corporation to elect S corporation status.
  


Analysis of the source of income is somewhat difficult in this case because the record does not show how and where Cardinal Health invested the funds.
  All we know is that the funds from Missouri were controlled by the Ohio-based parent corporation.  However, the 

interest income at issue in this case fits within the definitions of passive income as set forth in 

26 U.S.C. § 469 and 26 U.S.C. § 1362(d)(3)(C).  The income is interest income from an activity in which Medicine Shoppe does not materially participate.  Medicine Shoppe’s management in Missouri has no control over production of the investment income.  The only choice that Medicine Shoppe’s management may make is whether to terminate the investment agreement, which it has not done.  


One issue is whether the close relationship between the parent – Cardinal Health – and the subsidiary – Medicine Shoppe – are such that the activities of the two corporations may be regarded as one and the same; thus, could the parent’s actions in Ohio, where it makes the investments, be regarded the actions of Medicine Shoppe, due to their close corporate affiliation?  The agreement between the two corporations regarding the investments of funds at issue in this case were signed by the same person, as Vice President-Taxes, for both companies.  


However, separate corporations are recognized as separate business entities for tax purposes.  Acme Royalty Co. v. Director of Revenue, 96 S.W.3d 72 (Mo. banc 2002).  In Acme Royalty Co., id., the Court held that the Missouri activities of a related company could not be attributed to a royalty company with no business in this state.  In that case, the Director treated the royalty income attributable to Missouri sales as income from wholly within Missouri under a single-factor apportionment formula.  However, the Court held that the royalty companies had no property, payroll, or sales in Missouri; thus, they were not subject to tax here. Id. at 75.  In the present case, the parent and subsidiary were distinct and separate business entities, and the investment transaction had a legitimate business purpose (gaining income from the investment, for both Medicine Shoppe and Cardinal Health), rather than solely a tax avoidance purpose.  See Boca Investerings Partnership v. United States, 314 F.3d 625, 631 (D.C. Cir. 2003).  Therefore, 

we do not regard Medicine Shoppe as having significant control over the investments merely because it had a corporate affiliation with Cardinal Health.  


We conclude that the interest in question was passive income.  It is from an activity in which Medicine Shoppe (or Cardinal Health, as far as we can tell from the record) does not materially participate.  The interest is similar to that at issue in cases such as the Union Electric cases, which Medicine Shoppe noted retained some “vitality.”  75 S.W.3d at 735.  


However, our conclusion is overshadowed by the troubling specter of “nowhere income” because we cannot tell that this income is taxed by any state.  See Acme Royalty Co., 96 S.W.3d at 78 (Wolff, J., dissenting); see also Randy Bakewell, Brown Group:  The Case of Nowhere Income, 44 J. Mo. Bar 111 (1988).  Medicine Shoppe’s corporate headquarters were in Missouri, all of its officers were located in Missouri, and all but a couple of its approximately 200 employees were located in Missouri.  The record does not demonstrate that any other state would have occasion to tax the interest income.
 


In addition, if this were a case of first impression as to the subtraction of non-Missouri source income, we would question whether income should be allocated as non-Missouri source prior to application of the single-factor apportionment fraction, when the apportionment fraction is available to determine the portion of income taxable by Missouri.  However, as an administrative agency, we are bound by the precedents of the Missouri Supreme Court, including Brown Group, 649 S.W.2d 874, and Medicine Shoppe, 75 S.W.3d 731, 735 (Mo. banc 2002).  Therefore, we must conclude that Medicine Shoppe was entitled to allocate the interest income from Cardinal Health as non-Missouri-source income, prior to application of the single-factor apportionment fraction.  However, we believe that this case presents an issue of the continued 

viability of the allocation of non-Missouri-source income prior to application of the single-factor apportionment fraction.  


The Director argues that the interest income should be reduced by the expenses related to that income.  The Director suggests that the expenses be estimated as 86% for 1998, 69% for 1999, and 83% for 2000, based on the ratio of deductions to income on the pro forma federal returns, but with both figures adjusted in order to reflect the fact that the interest from Cardinal Health should have been reported on the lines of the federal return for reporting income, rather than being taken as a negative deduction.  For example, for 1998, the Director would increase the deductions of $25,618,813 by $5,351,747, and add $5,351,747 to the $30,746,411 reported as income, resulting in an 86% ratio of expenses to income.
 Although the Director’s forms provide for the subtraction of expenses related to the production of non-Missouri-source income, we cannot discern that there were any such expenses in this case.  Medicine Shoppe presented evidence that Cardinal Health made a journal entry for the daily interest, and Medicine Shoppe entered the interest on its books via computer; thus, any expense involved for Medicine Shoppe is de minimus.  Because we are unable to determine any expenses of producing the income, we do not reduce the interest income from Cardinal Health by any expenses.   

II.  Apportionment Fraction 


The single-factor apportionment fraction is set forth in § 143.451.2(2)(b), as follows: 


(amount of sales wholly within Missouri + ½ of sales partly within


Missouri and partly without Missouri)_______________________ 


(divided by) total amount of sales from all sources

The single-factor apportionment fraction is based on sales, or where sales do not express the volume of business, on the amount of business transacted.  Section 143.451.2(2)(b).  


The interest income at issue here is different from that in the first Medicine Shoppe case.  It is non-Missouri-source income, and the Missouri management was not an efficient cause that contributes directly to the production of the income.  The interest income from Cardinal Health, as passive investment income, is not income from sales or from business transacted.  In addition, 

§ 143.451.2(2)(b) provides that “[t]he investment or reinvestment of its own funds . . . shall not be considered as sales or other business transacted for the determination of said fraction.”   Therefore, the interest income from Cardinal Health is not income from sales or from business transacted for purposes of calculating the single-factor apportionment fraction.  


Medicine Shoppe was not entirely consistent in what it included as sales or amount of business transacted for purposes of the apportionment fraction computation for the periods at issue.  Medicine Shoppe included some loan origination fees in the computation, but did not include others.  Medicine Shoppe excluded service charges and interest on notes from franchisees.  Medicine Shoppe now concedes that these items must be included in the computation pursuant to its agreement as to the service charges in Medicine Shoppe I and pursuant to the decisions of this Commission and the Supreme Court in the prior Medicine Shoppe case.  Therefore, we must adjust the apportionment fraction.  


Even though Medicine Shoppe did not include all of its income from software fees, transfer fees, and deposits in its amount of business transacted for each year, the Director does not seek to add those figures.  The Director argues that we must add to the amount of business transacted the interest on notes from franchisees, service charges, and origination fees that Medicine Shoppe did not include.  We agree.  


Therefore, the following numbers are used in computing the apportionment fraction:
  



1998
1999
2000


Wholly within Missouri
$4,060,789
$5,175,998
$5,496,544


Partly within and partly without Missouri
$75,314,739
$85,097,097
$85,612,176


Wholly without Missouri
$435,101
$599,682
$11,186


Total

$79,810,629
$98,872,777
$91,119,906

The application of the formula set forth in § 143.451.2(2)(b), 


(amount of sales wholly within Missouri + ½ of sales partly within


Missouri and partly without Missouri)_______________________ 


(divided by) total amount of sales from all sources

yields the following single-factor apportionment fractions:  

1998

($4,060,789 + 37,657,370)/$79,810,629 = .52271

1999

($5,175,998 + $42,548,549)/$90,872,777 = .52518

2000
($5,496,544 + $42,806,088)/$91,119,906 = .53010

III.  Tax Calculations


This Commission approved the use of the income percentage in Southwestern Bell v. Director of Revenue, No. 97-1066 RI (Mo. Admin. Hearing Comm’n Aug. 2, 1999) because 

§ 143.451.8 limits a corporation’s federal income tax deduction to the extent it is applicable to Missouri.  Pursuant to that statute: 

The extent applicable to Missouri shall be determined by multiplying the amount that would otherwise affect Missouri taxable income by the ratio for the year of the Missouri taxable income of the corporation for the year divided by the Missouri taxable income for the year as though the corporation had derived all of its income from sources within Missouri.  

In Southwestern Bell, this Commission held that the Director’s use of the income percentage on the tax forms effectuates the purpose of § 143.451.8.  

A.  1998


For 1998, Medicine Shoppe claims that its interest income from Cardinal Health was non-Missouri-source income.  However, Medicine Shoppe did not make that claim on a Missouri income tax return for 1998.  On its 1998 Missouri income tax return, Medicine Shoppe reported income tax of $9,589, payments of $597,088, and an overpayment of $587,499.  Medicine Shoppe requested that $337,499 of the overpayment be applied to the next period and that $250,000 be refunded.  The Director refunded $250,000 on April 26, 2000, and transferred $337,499 to the next period.  Although Medicine Shoppe claimed $5,129,888 in non-Missouri-source income on its 1998 Missouri income tax return, that income was service charges and interest on notes from franchisees.  Medicine Shoppe did not report the interest income from Cardinal Health as non-Missouri-source income on its 1998 Missouri income tax return.   
 
Allowing the interest income from Cardinal Health as non-Missouri source-income for 1998 would result in Missouri income tax as follows:  

Partial Missouri taxable income-all sources

$5,433,717

- Non-Missouri source income
$5,351,747

= Apportionable income
$81,970

Partial Missouri taxable income-Missouri sources =  $81,970 x .52271 = $42,847

Income percentage = $42,847/$5,433,717 = .00789

Missouri taxable income-Missouri sources = $5,254,033 x .00789 = $41,454

Tax = $41,454 x .0625
 = $2,591

Payments $9,589 minus tax  $2,591 = $6,998 overpayment


Section 143.821 provides that every refund claim shall be in writing and state the specific grounds upon which it is founded.  We cannot decide a refund claim on grounds that were not first raised before the Director.  Matteson v. Director of Revenue, 909 S.W.2d 356, 360-61 (Mo. banc 1995); see also Lucent Technologies  v. Director of Revenue, No. WD 62040 (Mo. App., W.D. Nov. 18, 2003) (slip op.).  Although Medicine Shoppe claimed some non-Missouri-source income on the 1998 return, it did not claim the investment income from Cardinal Health as non-Missouri source.  The return was insufficient to apprise the Director of any claim that the investment interest income from Cardinal Health was non-Missouri source.
  Medicine Shoppe received interest from a number of sources.  After the Director issued a notice of deficiency, Medicine Shoppe’s protest letter to the Director specifically stated, after naming the loan origination fees, interest on notes, and services charges, that all interest income that could not be specifically identified was included in apportionable income on the tax returns. 


Exhibit 2 to the protest letter states:  

The taxpayer is in receipt of interest income received from third parties who own and operate Medicine Shoppe franchise pharmacies.  In essence, the taxpayer receives interest income in exchange for financing certain activities of the franchisees.  The 

majority of these independent businesses conduct their activities in states other than Missouri.  The taxpayer also receives interest income from other Non-Missouri corporations for the use of capital outside of Missouri.  

The interest income received by the taxpayer from companies located outside Missouri and not doing business in Missouri is derived from non-Missouri sources and, therefore, is not subject to Missouri income tax under the statutory formula.  In taking this position on its return, taxpayer relies on the plain language of the Missouri statutes and the interpretation of those statutes contained in Missouri case law. 


Because the protest letters for 1998 and 2000 are dated the same date and are virtually identical, the Director arguably could have been put on notice that a claim involving the interest from Cardinal Health was at issue for 1998, as well as 2000, because Medicine Shoppe claimed the interest from Cardinal Health as non-Missouri-source income on its 2000 return.  However, for 1998, in contrast to 2000, Medicine Shoppe did not claim that income as non-Missouri-source income on the return.  Further, the record does not indicate that Medicine Shoppe has filed any amended return.  Exhibit 2 to its protest letter, referring to “interest income from other non-Missouri corporations,” is ambiguous at best.  That exhibit specifically refers to the position that Medicine Shoppe took on its return.  The 1998 return did not claim any interest from Cardinal Health as non-Missouri-source income.   Therefore, Medicine Shoppe did not clearly raise before the Director a claim that its interest income from Cardinal Health for 1998 was non-Missouri-source income.  Section 143.481(6) imposes on corporations earning income in this state the duty to file Missouri income tax returns.  The Director cannot be expected to grant an income tax refund that a taxpayer has never reported on a return.  Medicine Shoppe is not liable for a deficiency for 1998, but we cannot grant an additional refund.  

B.  1999

Partial Missouri taxable income-all sources
$12,988,693

- Non-Missouri source income
$5,697,550

= Apportionable income
$7,291,143

Partial Missouri taxable income-Missouri sources =  $7,291,143 x .52518 = $3,829,162

Income percentage = $3,829,162/$12,988,693 = .29481

Missouri taxable income-Missouri sources = $11,348,402 x .29481 = $3,345,622

Tax = $3,345,622 x .0625 = $209,101

Payments $337,499 minus tax  $209,101 = $128,398 overpayment


In contrast to 1998, Medicine Shoppe claimed the investment interest income from Cardinal Health as non-Missouri-source income on its 1999 return.   Therefore, even though its protest letter did not clearly state that it claimed that income as non-Missouri source, the Director was on notice of amounts of interest claimed as non-Missouri source.  Some cases involving the specificity of a refund claim have been sales tax cases.  Lucent Technologies, No. WD62040 (Mo. App., W.D. Nov. 18, 2003), slip op.; Dyno Nobel, Inc. v. Director of Revenue, 75 S.W.3d 240, 242 (Mo. banc 2002); Kansas City Royals Baseball Corp. v. Director of Revenue, 32 S.W.3d 356, 560 (Mo. banc 2000); IBM v. Director of Revenue, 765 S.W.2d 611, 612-13 n.5 (Mo. banc 1989).  Although the sales tax refund statute, § 144.190.3, also requires a refund claim to state the specific grounds upon which it is founded, the sales tax procedure is fundamentally different from the income tax procedure.  A sales taxpayer remits the sales tax periodically with its sales tax return.  Section 144.021.  Therefore, in order to claim a refund, the sales taxpayer must submit the Director’s Form 472B.  See Dyno Nobel, 75 S.W.3d at 242.  Income taxpayers, on the other hand, make payments through withholdings and estimated tax payments before the return is due, in addition to other payments that they may make with the return or thereafter.  Income taxpayers may thus claim a refund when they file their income tax returns.  The Director 

may examine the return and determine whether it is correct.  Section 143.611.  In a case involving the specificity of an income tax refund claim, Matteson v. Director of Revenue, 909 S.W.2d 356, 360-61 (Mo. banc 1995), the Court held that the taxpayers were not permitted to raise a completely different issue before this Commission that they had not raised before the Director.   In this case, even though the interest from Cardinal Health was not clearly identified, Medicine Shoppe claimed it as non-Missouri-source income on the 1999 return.  On the return, it claimed an overpayment, which it requested to be applied to the following year’s estimated tax.  Therefore, we allow Medicine Shoppe a refund of $128,398 for 1999, plus interest pursuant to 

§ 143.811.1.  

C.  2000

Partial Missouri taxable income-all sources
$7,494,900

- Non-Missouri source income
$6,809,956

= Apportionable income
$684,944

Partial Missouri taxable income-Missouri sources =  $684,944 x .53010 = $363,089

Income percentage = $363,089/$7,494,900 = .04844

Missouri taxable income-Missouri sources = $7,076,336 x .04844 = $342,778

Tax = $342,778 x .0625 = $21,424

Payments $63,223 minus tax  $21,424 = $41,799 overpayment


Again, in contrast to 1998, Medicine Shoppe claimed the investment interest income from Cardinal Health as non-Missouri-source income on its 2000 return. Therefore, even though its protest letter did not clearly state that it claimed that income as non-Missouri source, the Director was on notice of the amounts of interest claimed as non-Missouri source.  On that return, it claimed an overpayment, which it requested to be applied to the following year’s 

estimated tax.  Therefore, we allow Medicine Shoppe a refund of $41,799 for 2000, plus interest pursuant to § 143.811.1.  

Summary


Medicine Shoppe was entitled to allocate its investment interest income from Cardinal Health prior to the application of the Missouri single-factor apportionment fraction.  Medicine Shoppe is not liable for Missouri income tax deficiencies for 1998, 1999, or 2000.  Medicine Shoppe is not entitled to an additional refund of Missouri income tax for 1998.  Medicine Shoppe is entitled to a refund of $128,398 for 1999 and $41,799 for 2000, plus interest.  


SO ORDERED on December 23, 2003.



________________________________



KAREN A. WINN



Commissioner

	�Medicine Shoppe’s witness was not aware of any occasions on which Medicine Shoppe borrowed under this agreement, as Medicine Shoppe always had a positive cash position during his tenure with the company.  


	�The record does not explain why these numbers were reported as negative amounts on a line for deductions.  A double negative (subtracting a negative number) is the same as a positive.  Medicine Shoppe’s witness was unable to explain why the investment interest was reported in this manner.  (Tr. at 58-59, 65-67.)  


	�Medicine Shoppe included the management fees, transfer fees, and deposits in the volume of business transacted for purposes of computing its apportionment fraction on the 2000 return, but did not do so for the 1998 and 1999 returns.  The Director does not dispute exclusion of these figures for the 1998 and 1999 tax years.


	�If “sales do not express the volume of business,” a company must determine the “amount of business transacted.”  Section 143.451.2(2)(b), RSMo 2000.  





	�In written argument, the Director shows how Medicine Shoppe derived this amount by subtracting the license fees and supply and product sales from the total amount of business transacted as Medicine Shoppe reported on the return.  The Director stated, and we infer, that this amount was origination fees because Medicine Shoppe also included origination fees as part of its business transacted on the 1999 Missouri return.


	�The record does not show why this is a negative amount.  The Director has raised no issue as to this figure.


	�The Director has estimated the division of the service charges between wholly within Missouri and partly within Missouri, roughly based on the figures for 1999.  Though Medicine Shoppe concedes that the service charges should be included in the computation, it has not provided any method for dividing them between wholly within Missouri and partly within Missouri, and it has not disputed this estimation.  When the evidence is insufficient to perform the calculation precisely, this Commission must make as close an approximation as it can.  Kansas City Power & Light Co. v. Director of Revenue, 83 S.W.3d 548, 553 (Mo. banc 2002).





	�For 1998 and 1999, the record does not show any methodology for dividing the origination fees between wholly within Missouri and partly within Missouri.  In written argument, the Director suggests that these amounts would be insignificant; thus, the Director concedes that these amounts may be omitted from the computation.


	�However, Medicine Shoppe’s witness did not know the names or number of states in which Medicine Shoppe filed state income tax returns.  (Tr. at 49).


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


	�We do not intend to undertake an exhaustive review of provisions of the Internal Revenue Code dealing with passive income or loss.  However, we note that 26 U.S.C. § 904(d)(2)(A)(i) and 26 U.S.C. § 1297(b)(1) define “passive income” as income of a kind that would be foreign personal holding company income as defined in 26 U.S.C. § 954(c), and that statute defines foreign personal holding company income to include dividends, interest, royalties, rents, and annuities.  





	�For all we know, though unlikely, it could have invested them completely in a Missouri source. 


	�Unfortunately, Medicine Shoppe’s witness did not know the names or number of states in which Medicine Shoppe filed state income tax returns.  


	�($25,618,813 + $5,351,747)/($30,746,411 + $5,351,747) = .86.  


	�These numbers are derived by adding the amounts that Medicine Shoppe included in its apportionment factor computations (Findings 27, 30, and 33), to the amounts that Medicine Shoppe did not include in the computations (Finding 35).  For example, for 1998, the amount wholly within Missouri is $3,736,827 + $323,962 = $4,060,789.  





	�The totals match the totals in Finding 25.


	�The Director does not dispute Medicine Shoppe’s numbers for the partial Missouri taxable income from all sources for any period at issue in this case.  


	�Section 143.071.2.  





	�Medicine Shoppe already received credit for the overpayment reported on its return—it received a refund of $250,000, and the Director applied $337,499 to the next period.    





	�The Director has not raised this issue in briefing, but Medicine Shoppe’s brief and proposed findings of fact and conclusions of law contain no calculations.   
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