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FINDINGS OF FACT AND CONCLUSIONS OF LAW


On May 19, 2000, Southwestern Bell Yellow Pages, Inc. (Southwestern Bell) filed a complaint appealing the Director of Revenue’s decision to deny its refund claim for use tax on raw materials and printing charges used to manufacture yellow page telephone directories.  Mark W. Eidman and Ray Langenberg, with Scott, Douglass & McConnico, L.L.P., and Gary Hartman, with Southwestern Bell, represented Southwestern Bell.  Associate Counsel Roger L. Freudenberg represented the Director.


On July 16, 2001, the parties filed a joint stipulation of facts.  The matter became ready for our decision on October 1, 2001, when Southwestern Bell filed the last brief.

Findings of Fact

1. Southwestern Bell is a corporation authorized to do business in Missouri, with its principal Missouri business office located at 1 Bell Center, Suite 3600, St. Louis, MO  63101.

2. Southwestern Bell publishes and distributes yellow page telephone directories (directories) for residential and business use in areas of the state where telephone service is provided by Southwestern Bell Telephone Company.  There is no charge for the directories.

3. Missouri businesses pay to advertise in the directories.  This is the main source of revenue from the publication and distribution of the directories.

4. Southwestern Bell purchased rolls of blank paper stock from various paper mills located outside of Missouri for delivery to a printer located outside of Missouri.  

5. Southwestern Bell contracted with the printer to cut, print and bind the paper into the directories.

6. The printer shipped the directories to a Missouri independent contractor, employed by and under the direction of Southwestern Bell, to distribute the directories.

7. Southwestern Bell self-assessed and paid Missouri use tax on the purchases of paper and printer charges for the directories distributed in Missouri.

8. Other than the use tax paid to Missouri, Southwestern Bell did not pay any state or local sales or use tax on the paper purchased or the printer charges for the Missouri directories.

9. On December 20, 1999, Southwestern Bell filed an application for tax refund/credit.  On March 21, 2000, the Director denied the application.

Conclusions of law 


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Southwestern Bell has the burden to prove that it is entitled to a refund.  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).


The parties agree that Southwestern Bell is owed a refund of $1,012,449.23 for Missouri use taxes paid on printing charges, plus statutory interest.
  Because the parties have removed this issue from us without explanation, we will only consider liability for tax on the paper used.


Section 144.610 states:


1.  A tax is imposed for the privilege of storing, using or consuming within this state any article of tangible personal property . . . .  This tax does not apply with respect to the storage, use or consumption of any article of tangible personal property purchased, produced or manufactured outside this state until the transportation of the article has finally come to rest within this state or until the article has become commingled with the general mass of property of this state.


Southwestern Bell argues that it does not owe use tax because the paper, which was purchased in another state, was consumed and transformed into the directories.  Thus, the paper was never used in Missouri.  The Director argues that Southwestern Bell used the paper in Missouri because paper makes up a substantial portion of a directory and a substantial portion of the value of a directory.


Both parties cite International Business Machines Corp. v. David, 408 S.W.2d 833 

(Mo. banc 1966).  In that case, the court found that the Director could not tax parts used to manufacture machines because the manufacture took place in another state.  The court stated:

From all of these provisions, our view is that our use tax applies to the completed article (machine here) that is brought into this state and not the items of raw material that went into its manufacture, which, of course, are greatly changed in form and could not be identified as separate articles.  Because the machines involved herein were not purchased by plaintiff, but manufactured by it, they are not subject to our use tax.  Likewise, because the raw material used to make these machines was never used in this state 

as such, it seems reasonable to hold there is no basis for a use tax on its value because it is part of a machine which is the article used in this state.

Id. at 836.  The Director argues that, although the paper was purchased, printed, and bound outside of Missouri, Southwestern Bell used the paper to fulfill its advertising obligations.  She argues that the paper did not substantially change its form as did the component parts of the machines in IBM.


Southwestern Bell characterizes the paper as raw material that, like the component parts, has changed into a new tangible personal property.  We agree.  In the same way that the machine parts were assembled into a machine, the rolls of paper were used to manufacture the telephone books.  This reading is also consistent with our decision in Morton Buildings, Inc. v. Director of Revenue, No. 88-001879 RZ, (Admin. Hearing Comm’n Dec. 8, 1989), in which this Commission found that no use tax was due on raw materials used to manufacture building components.  We stated:

Although the lumber, steel sheeting, nails and other raw materials that go into the building components manufactured by Morton Buildings outside Missouri may be suitable for common use before they are made a part of the building components, these raw materials nevertheless lose their individual identities and become part of a manufactured product.

Id. at 8.  In American Watchmakers – Clockmakers Inst. v. Tracy, 742 N.E.2d 228 (Ohio App. 2000), the court found that a tax exemption should be granted because items purchased by a publisher were consumed in the publication process.  In the same way, the raw paper is consumed when it is processed into a directory.

If Southwestern Bell had bought the paper in Missouri, or from a state that charged sales tax, then it presumably would have paid tax on the purchase of the paper.  The Director argues that if we accept Southwestern Bell’s argument, companies who purchase supplies outside the 

state would be treated more favorably under the law than companies who purchase supplies within the state.  It is true that under the facts of this case Southwestern Bell has paid no tax to any state for the purchase of the paper.  However, this fact cannot change our decision.


The Director also relies on Montgomery Ward Co. v. Director of Revenue, No. RS-84-0375 (Admin. Hearing Comm’n July 22, 1987), a case in which this Commission upheld the Director’s assessment of use tax on the retailer’s catalogues because they “came to rest” in the state when deposited in Missouri mailboxes.  However, the Montgomery Ward case did not ask us to address the “raw material” argument put forth by Southwestern Bell in this case.  And the Director does not argue that the distribution of the Yellow Pages themselves is subject to use tax.
  


We agree that the purpose of the use tax statute is “to protect Missouri revenue and Missouri sellers against competition from out-of-state sellers by removing any advantage which might be gained by making purchases outside the state, on which no sales tax is collected.”  

R & M Enterprises v. Director of Revenue, 748 S.W.2d 171, 172 (Mo. banc 1988).  We acknowledge that our determination does not aid that purpose in this unusual case in which the 

end product is not “sold” to a purchaser, but distributed free of charge.  However, we believe that IBM and May Dep’t Stores, read together, allow Southwestern Bell to avoid the incidence of use tax on its yellow pages in Missouri.

Summary


Southwestern Bell does not owe use tax on its purchase of raw paper purchased outside of Missouri because the paper was processed into telephone directories.  Southwestern Bell is owed a refund of $860,832.19, plus statutory interest.


SO ORDERED on November 29, 2001.



________________________________



KAREN A. WINN



Commissioner

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


	�Jt. Stip. ¶ 13, filed July 16, 2001.


	�It appears that the Director’s ability to assess use tax on the distribution of catalogues and perhaps yellow pages is governed by May Dep’t Stores Co. v. Director of Revenue, 748 S.W.2d 174 (Mo. banc 1988), which decided that the price a department store paid for catalogs printed out of state and mailed directly to customers was not subject to use tax.  (May also casts doubt on our holding in Montgomery Ward.)  This is in contrast to other states that have taxed this type of transaction based on the fact that the party is “using” the catalog by distributing it.  See Revenue Cabinet v. Lazarus, 49 S.W.3d 172 (Ky. 2001); J.C. Penney Co. v. Balka, 577 N.W.2d 283 (Neb. 1998); Service Merchandise Co. v. Arizona Dep’t of Revenue, (Ariz. App. 1996).  The United States Supreme Court has found that this type of taxation does not violate the Commerce Clause.  D.H. Holmes Co. v. McNamara, 505 So.2d 102, 105 (La. App. 1987), aff’d, 486 U.S. 24 (1988).  The court in Adco Publishing v. Commissioner of Revenue, 1996 WL 585157 (Minn. Tax), assessed use tax to the purchase price of telephone directories.  There may be an even more compelling argument to support assessing directories than catalogs, because the business entity has sold advertisements to third parties and is using the directories (if not the paper) to fulfill this obligation.
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