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Section 621.189

Section 621.193



POINT RELIED ON

THE ADMINISTRATIVE HEARING COMMISSION ERRED IN DENYING
APPELLANT' SREFUND CLAIM BECAUSE, UNDER SECTIONS 621.189 AND
621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR SUPPORTED BY
COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT APPELLANT’S
PURCHASES OF MACHINERY AND EQUIPMENT ARE EXEMPT FROM
MISSOURI USE TAX UNDER SECTIONS 144.615(3) AND 144.030.2(4) AND (5)
BECAUSE THE MACHINERY AND EQUIPMENT ISUSED TO MANUFACTURE
PRODUCTSWITHIN THE MEANING OF THOSE SECTIONS.

Inter national Business Machines Corporation v. Director or Revenue,

958 S\W.2d 554 (Mo. banc 1997);

Bridge Data Co. v. Director of Revenue, 794 SW.2d 204 (Mo. banc 1990);

DST Systems, Inc. v. Director of Revenue, 43 SW.3d 799 (Mo. banc 2001).



ARGUMENT

THE ADMINISTRATIVE HEARING COMMISSION ERRED IN DENYING
APPELLANT'SREFUND CLAIM BECAUSE, UNDER SECTIONS 621.189 AND
621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR SUPPORTED BY
COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT APPELLANT’S
PURCHASES OF MACHINERY AND EQUIPMENT ARE EXEMPT FROM
MISSOURI USE TAX UNDER SECTIONS 144.615(3) AND 144.030.2(4) AND (5)
BECAUSE THE MACHINERY AND EQUIPMENT ISUSED TO MANUFACTURE
PRODUCTSWITHIN THE MEANING OF THOSE SECTIONS.

| ntroduction

It isundigputed that Bdll’ s basic and verticd tdlephone services are taxable sarvices or tangible
persond property, both of which are subject to sdestax in Missouri. Assuch, they are products
within the meaning of the manufacturing exemptions, §8144.030.2(4) and (5) (“Manufacturing
Exemptions’)." International Business Machines Corporation v. Director of Revenue
(“1BM™), 958 SW.2d 554, 557-58 (Mo. banc 1997) (“the General Assembly intended that
exemption [8144.030.2(5)] to apply to machinery and equipment that generates sales of
tangible personal property or taxable services.”), ? diingwith approva Bridge Data Co. v.
Director of Revenue, 794 SW2d 204, 206 (Mo. banc 1990) (“products’ not limited to tangible

persond property), overruled by IBM however on theissue of whether sarvices mudt be taxable.

LAl datutory citations are to the Revised Statutes of Missouri of 1986, unless otherwise noted.



Because this Court has conduded that taxable services are thus manufactured products, id., the
processes thet create them are necessarily manufacturing. The Director’ sbridf, like the
Commisson’sdedigon, fallsto address much lessresolves, the paradox thet her underlying argument
cregtes, namdy, thet under |BM, taxable services are products for purposes of the Manufacturing
Exemptions, but thet those products are not manufactured. Under IBM and Bridge Data, Bdl's
purchases of the meachinery and equipment are exempt because that machinery and eguipment
“genegrates’ the taxable sarvices, and in some cases tangible persond property, thet Bdl is

The Director’ s principd authority is oddly, one she admitsis of “limited vaue’ (Dir. Br. 23).
That authority, GTE Automated Electric v. Director of Revenue, 780 SW.2d 49 (Mo. banc
1989), isadecison that was expresdy overruled by 1BM and precticdly overruled by Bridge Data.
The GTE decison held thet tlephone service was not amanufactured product because it was not
tangible. Based on GTE and the Director’ s other autharities involving tangible products, the Director
then argues that because the production of taxable services does nat fit squardy within the discussion of
the production of tangible products, Bell’ s processes must nat be manufacturing (Dir. Br. 27-33).

Further, the Director misreads and misnterprets cartain tetimony of Bdl’stechnicd expert, Mr.
William Degre (Dir. Br. 33-36), in her atempt to downplay Bel's cregtion of vertical sarvices. Mr.
Deere tedtified that each piece of equipment is used to produce Bdll’sbasc and verticd services (Tr.
508-509). The Director then goparently assumes that because Bell’ s equipment a issueis not solely

usd to cregte vertica sarvices, that equipment is not exempt even if generation of verticdl sarvicesis

2 Emphesis added here and throughout unless otherwise noted.



manufacturing. Thisargument is not supported by the manufacturing exemptions and was expresdy
rgectedin DST Systems, Inc. v. Director of Revenue, 43 SW.3d 799 (Mo. banc 2001).

The record firmly demondrates that Bdll used the Machinery & Equipment in an integrated
telephone system for generating basic and verticd telgphone products sold to cutomers. Asnoted in
the Director’ sbrief (Dir. Br. 12), the facts were established a athree-day hearing (and reflected by
Bdl' stwenty-five page Statement of Factsin its opening brief) a which the Commisson admitted nearly
40 exhibits. The Director does nat digpute any of the facts et forth in Bell’s Statement of Facts, but
rether reinforces the description of some of the vertical sarvices offered by Bdl and destribed inthe
Commisson'sdecison (Dir. Br. 6-9). And, asexplained in Bdl’s opening brief, the Director's
technicd expert did not tegtify because, having heard Bdl’ s expert’ s testimony, he conduded thet the
“technicd information [wes| very correct” (Tr. 682).

Rather then digputing the integrated nature of Bell’s network, the Director is asking this Court to
ignore that integrated plant by trying to convince this Court that it should not congider the numerous
verticd services produced by the taxpayer. Thus, the Director argues that Bell’s manufacturing is not
“integrated” becauseit only provides basic sarvice. Asthe record thoroughly demondrates, Bell's
integrated network was created and operates to produce both the basic and verticd services sold and
subject to tax to its customers. This Court should rgect the Director’ s atempts to otherwise

characterize the integrated nature of Bdll’s operdtions as something dse.
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The soleissue before this Court iswhether, based on the undisputed facts, Bell isentitied to a
refund of Missouri use tax in the amount of $601,404.46° on its purchases of Machinery and Equipment
during the same period that it collected and remitted $11,011,655.48 in sdestax on its sdles of basic
and verticd sarvices produced by thet and other equipment.

Asnaoted in Bdl's opening brief, Concord Publishing House, Inc. v. Director of
Revenue, 916 SW.2d 186, 190 (Mo. banc 1996), didilled the dements of the Manufacturing
Exemptionsasfalows

Nether sdes nor usetax is due on mechinery and equipment (1) used directly for (2)
manufacturing (3) a product which isintended to be sold ultimatdy for find use or
consumption (4) if the machinery or equipment was purchased (a) to replace equipment
by reason of design or product changes or (b) to expand existing manufacturing.

The Director does not dispute thet the basic and vertical services condtitute “products’ sold for
find consumption as the Director concedes thet they are taxable services (Dir. Br. 16, n. 1).
Accordingly, dl of those sarvices are “products’ under this Court’ s definition of thetermin IBM.
Likewise, the Director does not disoute that the Machinery & Equipment was purchased to replace
equipment by reason of design or product changes or to expand existing manufacturing (Dir. Br. 18-

19).

® The Director correctly notes that Bell’s cdculation of the refund daim should be reduced by
severd hundred dollars because Bdl mistakenly included purchases thet were recorded on “X”

acoounts and thus not digible for exemption as capitaized equipment (L.F. 46) (Dir. Br. 29).

11



Ingteed, the Director presants her argument for denying Bell the Manufacturing Exemptions on
three bases: (1) the generation of basic and verticd sarvices does not conditute “ manufacturing;” (2) if
it does condtitute manufacturing, nat dl of the Machinery and Equipment was “ directly used” to
manufecture the products; and (3) some of the Machinery & Equipment did not qudify as“machinery
and equipment or meterids and supplies soldy required for the inddlation or congtruction of such
mechinery and equipment” within the meaning of the Manufacturing Exemptions. As explained beow,
none of these arguments is congstent with the language of the Manufacturing Exemptions or this Court’'s
interpretations thereof.

The Director 0 seeksto avoid Bdl'sdam of exemption by arguing that unless redesigned
products or services are 0ld during the tax period when the Machinery and Equipment is purchased,
the purchases are nat digible for the Manufacturing Exemptions. Smply put, this argument is contrary
to any common sense reading of the Manufacturing Exemptions, this Court’ sdecisonin Concord
Publishing House v. Director of Revenue, 916 SW.2d 186, 194 (Mo. banc 1996), and the
Commisson’'sown decisonin Hogan Transports, Inc. v. Director of Revenue, Case Number
93-1305RV (Mo. Admin. Hrg. Comm. 1999).

FHndly, the Director saeksto avoid Bdl’srefund dam by assarting thet adecision by this Court
granting Bdl’ s refund would condtitute an “ unexpected decison” within the meaning of Section
143.903. Asdiscussed below, this assartion isincorrect for two ressons. Firg, neither this Court, the
Commission, nor any other court has decided whether the production of vertica services condtitutes
meanufacturing. Second, any decison that the production of basic tdephone sarvice is * manufacturing”
isnot unexpected after this Court’'s 1990 decison in Bridge Data.

A. Bell ManufacturesBasic and Vertical Telephone Services

12



1. Production of Vertical Services Constitutes M anufacturing

This case syuardy presents the question whether Bell, like DST, Concord, and IBM, isentitied
to the Manufacturing Exemptions when it uses Machingry and Equipment to manipulae informetion and
datato produce its products, in this case verticd sarvices The Director would have this Court virtudly
ignore the significant Imilarities between B’ s operaions and the operations of DST, Concord, and
IBM, and insteed focuses soldy on Bdl’ s provision of basic tdephone service: That is becausethe
Director's primary authority is GTE, a case that addressed basic tdephone sarvice (dthough its holding
was basad upon amiscongruction of the term “product™), but did not address in any manner
whatsoever the generation of verticd sarvices

Bdl, in addition to usng itsintegrated system to manufacture basic tdlgphone sarvices, usssits
integrated system to manufacture vertical services The Director’ s argument thet the provison of
verticd services does not conditute manufacturing reguires this Court to ignore its own precedents snce
itsdedgonin Bridge Data.

The verticd sarvices that were addressed during thetrid of this case are Bill Plus, Customer
Billing Report, Detailed Billing Locd Measure Savices CABS Billson Hoppy Disks Cdler ID,
Anonymous Cdl Rgection, Auto Redid, Cdl Blocker, Cdl Forwarding, Sdective Cdl Forwarding,
Remote Accessto Cdl Forwarding , Cdl Return, Cdl Trace, Cdl Waiting, Priority Cal, Speed Cdl,
and Three Way Cdling (Exh. 31; Tr. 439-662). Each of these products involves the manipulation of
informetion and data through use of Machinery and Equipment in the Bdll sysem far beyond the smple
trander of andog Sgndsthat were conddered in GTE.

The Director arguesthat Bdll' sMachinery and Equipment in this regard merdly “repackages’

information and deta that Bell dready collects and modifiesit into formats that customers can better use

13



(asevidenced by thar willingnessto pay afeeto recaive the infformation in such aform). She argues
thet these processes are * not manufacturing under this Court’ s definitions’ (Dir. Br. 31). This
datement isincorrect. As noted in Bell’s opening brief and dsewherein thishrief, in Bridge Data this
Court hdd that organizing informetion through computer technology is manufecturing. There, the
taxpayer “repackaged” financid datainto formats that its cusomers could better use (as evidenced by
thar willingnessto pay afeeto recave theinformation in such aform). Bdl differsfrom Bridge Data
only in that its generated services are taxable in Missouri while Bridge Datal s sarvices were taxable only
in other Sates.
Likewisg inDST Systems, Inc. v. Director of Revenue, 43 SW.3d 799 (Mo. banc

2001), this Court conduded thet the taxpayer’ s use of mainframe computers and other equipment to
“organize information” to creete printed products was manufecturing. Also, in Concord, this Court
relied on Bridge Data to condude thet the recording and processing of information was
manufacturing. There, the Court found thet the computers usad to “lay out” anewspaper for printing
were usad in menufecturing: “[ The Director] damsthet gethering, soring, and arranging the informetion
printed is not manufacturing. We Disagree” This Court aso conduded thet the reporters’ |gptop
computers were exempt manufacturing equipment:

[T]he Director argues that even if the pagination system directly manufactures the

newspaper, the laptop or portable computers were only used to teke notes at an evernt,

not to process the information and were therefore not necessary or integrd to the

pagination process. She argues they merdy ddiver the information to the editing

computers and are not themsdves involved in the editing process. We bdieve

14



equipment used to record informetion is part of the manufacturing process aswl.
Recording isthe fird ep in processng words into a newspaper.

Here, Bdl uses catan input information and, by use of its sophidicated Meachinery and
Equipment, organizes this deta into formats cusomers can better use (e.g., converting dectric impulses
of the cdler’ s phone number into letters for the cdler’ s name and numbers for the caler’s number to be
displayed on the cadlled person’s Cdler ID device).* Whether those manipulation and organization
functions are characterized as“repackaging” or not, those processes condtitute manufacturing under this
Court’ s precedents that address the processing of informetion.

The Director arguesthet the “vast mgority” of Bdl’sverticd sarvices merdly dlow customers
to determine when, how or whether to have conversations (Dir. Br. 30). But nathing in Bridge Data,
IBM, Concord, or DST makes the cusomer’s use of the processad information rdevant. Thefact
that Bdl's cusomers find vaue in purchasing products basad on processed information is evidenced by
thar willingness to pay additiond amounts Wheat the customers do with the product isirrdevant. For
al we know, many of Concord' s customers did not read dl of their newspgpers

The Director argues that under Bdll’ s reasoning the Manufacturing Exemptions would thus goply

to numerous other sarvicesinduding bank sarvices (Dir. Br. 31). The Director never redly explans

* " In her brigf, the Director erroneoudy sates thet the information thet accompaniesacall to
permit the use of Cdler ID accompaniesevery cdl (Dir. Br. 30). The record demondrates thet dectric
impulses representing the name of  the cdler are retrieved from Bdl’ s database and converted into
sgndsthat can be reed as digits and letters on the recaiving cusomer’s Cdler ID device only when the

receiving cdler has subscribed to that service (Tr. 402-405).

15



how the copying of a check condiitutes the manipulaion of information or how thet is andogousto
Bdl'soperations. Furthermore, the Director’s argument in thisregard ignores IBM.  There, this Court
specificaly held that in order for asarvice to conditute a* product” for purpases of the Manufacturing
Exemptions, the srvice must betaxable. Banking sarvices (induding the charge for copying a check)
are not subject to Missouri sdestax. Therefore, purchases of machinery and eguipment used to
organize information as part of banking services are nat digible for the Manufacturing Exemptions

Fndly, the Director atemptsto compare Bdl’ sinformation organization operationsto the
repackaging of tangible productsin House of Lloyd v. Director of Revenue, 824 SW.2d 914
(Mo. banc 1992) (Dir. Br. 31-32). There, the taxpayer received productsin shipping cartons, removed
the products from the cartons, and ingpected, repaired, sorted and repackaged the products for its
cusomers On thesefacts this Court held that the taxpayer was not engaged in manufacturing or
fabricating’ because the taxpayer’ s product was in its completed state when it was ddlivered to the
taxpayer. 1d. a 919. TheHouse of LIoyd decison isnot authoritative here. Bdl’sverticd sarvices
aenat inthefind gate when Bel recaives the inputs, usudly dectric impulses.

For example, with repect to Cdler ID, Bdl’sinput is the dectronic pulses reflecting the dided
number of the cdling party. Bdl’sMachinery & Equipment processes these Sgnds, generates separate

sgndsreflecting the cdler’ s name from Bdl’ s database, which isin no way input by the cdler, and

> Contrary to the Director’s statement that “Bell has never argued thet its provision of
tdecommunications sarvice isfaoricaing” (Dir. Br. 18, n.2), Bdl has conagtently usad theterm
“manufacturing” to incdlude “fabricating,” and therey reserved such postion. See Petitioner’s

Opening Brief to Commisson at 28, n.3, acopy of which is atached as Appendix A.
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trandforms those dectronic sgndsto adifferent formet (i.e., Sgnasthat will gopear aslettersand
numerds digolayed on ascrean). Thefact that the manipulated information is of an increesed vaueis
demondrated by the cusomers willingnessto pay an additiond feefor it. Likewise, with respect to the
various Billing Services (Tr. 453-512), Bdll takesits exiding detaand manipulatesit into a different
format, information summarizing cals and charges for example, that its cusomersfind vduadle Some
of those outputs are a combination of taxable services and tangible property like diskettes.

Based on the foregoing, it is obvious thet operations of Bridge Data, IBM, Concord, and
DST, and not House of Lloyd, ae more andogous to Bel’s operationsin organizing information for
the purpose of mekingitssdes. Because Bdl'sproduct isnot initsfind sate when Bl recaivesthe
inputs used in manufacturing the sarvice, and because Bl usssitsintegrated system to manipulate deta
to provideits vertical services, this Court should hold thet Bdl manufactures eech of the vertical
svices

2. Production of Basic Telephone Serviceis Manufacturing
(@ Bridge Data Controls

Inits opening brief, Bdl noted thet Bridge Data compe s the condlusion that the production of
bas ¢ tdgphone sarvices conditutes *“ manufacturing” within the meaning of the Manufacturing
Exemptions. The Director’s brief does not address those parts of Bdl’ s opening brief, but rather
emphasizestwo santences of Bridge Data inan atempt to refute the obvious conduson thet the
production of basic telgphone sarvice conditutes “ manufacturing.”

In Bridge Data, the taxpayer obtained finandd dataand converted it into sophisticated
busnessinformeation by taking “raw” finendd information thet it recaived from outsde sources and

converting thisraw datainto intangible formats usable by securitiesdedlers This Court Sated:

17



We condude thet the manufacturing exemption should be dlowed for the taxpayer’s
herdware used in callecting finandid data and tranamitting datato its cusomers. Here,
what comes out of the sysem isdearly different from what went into it, in contragt to
GTE, in which the tdephone company purported to tranamit, as accuratdy as possible,
the voices of the participants, even though what one leerned in theoreticd physics might
demondrate that what came out was nat redly the same aswha went in. The Satute
contains no explicit requirement thet the product be “tangible’ in order for the
manufacturing exemptionto goply. The taxpayer makes use of complicated and
expensive equipment in providing data to its customers. The recognition
of the manufacturing exemption represents a reasonable adoption of the
statutes to processes which were not known or hardly known, at the time

they were enacted.

Id. a 206. Asnoted in Bdl’s opening brief, and conggent with the condruction of “manufacturing” in

Bridge Data, Bdl’ s production of basic tdephone sarvice “meakes use of complicated and expensve

equipment in providing [dectrica impulsed to itscutomery.]”

The Director does not disoute thet in providing basic tdephone sarvice, Bdl convartsits

cudomes andog dectricd impulsesinto digita dectronic impulses and later conveartsthe impulsesinto

andog dectricd impulsesto provide effective tdlgghone communicaions service. Indeed, sherdies

entirdy upon this Court's characterization of the conversion as“theoretical physics”® In o daing, the

®  Asapracticd matter, the“theoretical” physicsthe Court referred to in Bridge Data was

shown asfact in the record below (L.F. 23-24). Specificdly, the process of converting andog to digitd

18



Director seeksto freeze this Court’' s decisons based upon an undersanding of technology morethan a
decade ago, and deprive the Court of the &bility to review therecord in thiscase. The definition of
“manufacturing” necessarily evolves with technologicd evolution.

The Director’s purported rdiance on Bridge Data isfurther undermined by her falureto
respond to Bell’ s comparison of its production of basic service to the production of acompact disk by
arecording dudio. Initsopening brief, Bdl noted that a recording studio cgptures sounds generated by
atigsand crestes digitd sgndsintended to “mirror” the actud sounds and burns them onto a compact
disc. Smilarly, Bel takes sgnds generated by its customers and cregtes digitd signdsintended to
“mirror” thesgnds The only difference between the two operationsiis thet the recording sudio’'s
output istangible, adiginction thet isirrdevant under IBM since both products are taxable. Sincethe
Director did not atempt to digtinguish these two Stuations or suggest thet a recording sudio would not

be entitled to the manufacturing exemption for purchases of mechinery and equipment used inthe

ggndsiscdled pulse anplitude modulaion. Fr4, the high and low frequendes of the andog sgnd are
trimmed off because they cannot be heerd well. The andlog Sgnds are then sampled 8,000 times per
second and each sampleis coded S0 thet the samples can later be recongtructed to replicate the origina
andog sound because the humean ear cannat hear digital Sgnals aswords and phrases. The processis
completed by reproducing the digital Sgnds, spaced one 125,000th of a second gpart, to regenerae an
andog Sgnd that islikethe arigind andlog Sgnd, but is in fact, something different, areplication of it.
Thedigitd sgnd mugt in fact be regenerated or “ reformated” numerous times (every 6,000 feet)

throughout Bdll’ s sysem because of the digital Sgnd’ s tendency to degrade (Tr. 373-379, 412, 414).
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meanufacture of compect discs one can assume thet the Director concedes that she cannot legitimetely
rely upon Bridge Data.
(b)  ThisCourt’sOther Manufacturing Decisions Do Not
Support the Director’s Argument
To support her position that the basic tdegphone service is not manufacturing, the Director
traced this Court’s manufecturing decisons. Contrary to the Director’ s arguments, however, those
casss demondrate that Bel’s use of itsintegrated network condtitutes manufecturing; the cases dearly
do not support the Director’s contentions.
InWest Lake Quarry & Material Company, Inc. v. Schaffner, 451 SW.2d 140 (Mo.
1970), this Court first addressed the definition of manufacturing. That taxpayer operated aquarry
where it mined rock, and then usad grinding equipment to pulverize the rock in various degrees to meet
itscugomers demands. The rock was not marketable immediately after it was blagted from the
ground. Therock hed to be coarsly ground to be used for dike purposes, and it had to be ground to a
fine powder to be used as agriculturd lime. The quarry hed other customers requiring degrees of rock
coarseness in between these two mentioned levels. 1d. at 141.
This Court gated that the purpase of the manufacturing equipment exemption wasto simulate
economic development by encouraging the production of products thet are subject to tax. 1d. at 142.
It then determined thet the grinding equipment quidified for the manufacturing exemption because
[The quarry took] something practicdly unsuitable for any common use and changd d] it

S0 asto adgpt it to such common use ... We, therefore, hold that the machinery and
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equipment usad in processing and grinding the rock in various szes for many different
usssisexempt ... asused in menufacturing. Id. a 143.

Even though the fundamentd nature of the product had not changed (i.e. rock was il rock),
this Court hed that the taxpayer’ s mechinery and equipment qudified for the Manufacturing
Exemptions

Likewise, as noted in the Director’ s brief, in Heidelberg Central, Inc. v. Director of
Revenue, 531 SW.2d 752 (Mo. 1972), this Court held that the transformation of paper productsinto
custom business forms, sationery, postcards and church bulletins congtituted manufacturing, even
though the fundamentd nature of the product (i.e., paper remaning paper) had not changed. The Court
explaned that producing “new and different artides from raw materids by the use of mechinery, labor
and ill.... informs suitable for new uses’ conditutes manufacturing.

InWilson & Company, Inc. v. Director of Revenue, 531 SW.2d 752 (Mo. 1976), this
Court reiterated its pogtion thet the fundamenta nature of a product need not change in order to qudify
for the Manufacturing Exemptions (converson of live hogsinto pork products suitable for humen
consumption condtituted manufacturing even though “pork remained pork”™). In Jackson Excavating
v. Administrative Hearing Commission, 646 SW.2d 48, 51 (Mo. 1983), this Court determined
thet water purification was manufacturing because the process caused “a subgtantid trandformation in
qudity and adgptability ... [credting] an end product quite different from the origind,” even though
water was dill water. In Galamet, Inc. v. Director of Revenue, 915 SW.2d 331 (Mo. banc
1996), this Court determined thet shredding discarded scrap metd gppliances condtituted manufacturing

because the sed dhreds had new uses and va ues because the “ deciding factor was whether the
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process in quedtion resulted in an end product different in quality and adaptability from the origind”
(citation omitted).

Asisevident, none of these cases cited in the Director’ s brief supports her interpretation of this
Court'sdecisonsin Bridge Data (as discussed above) and GTE. Each case supports a holding thet
the production of basic td ephone sarvice condtitutes manufacturing.

The Director dso reliesupon GTE. In GTE,” adivided Court, over the objection of asharply
worded dissent, conduded that a telephone company was not entitled to the Manufacturing Exemptions
for purchases used to produce basic locd tdephone sarvice. The bads of the Court’ s conclusion,
acknowledged in the Director’ s brief, was thet the exemptions do nat apply to services, but rather, only
to tangible persond property. 1d. a 51 (Dir. Br. 23). This Court sated “ This conclusion digposes of
gopdlant’ sfird point rlied on[.]” 1d.

Nonetheless, the Director seeksto rely on dicta in GTE to support her position thet Bdll does
not manufacture basic locd teegphone service: The Director noted thet the GTE migority conduded
thet the “tdephone sgnd has no intringc vaue because the vdue’ wasredly “asarvice nat anend in
itsdlf” and that because the human voice was the raw materia and had broad common uses, the

dteration of the human voice could not conditute manufacturing. 1d.

" The Director noted in her brief (Dir. Br. 22-23, n.3) that some of the verticd serviceswere
discussad in the Commisson's Findings of Fact in GTE. In fact, the only discussion of verticd sarvices
was adatement in the Satement of Facts. Nather the Commisson nor this Court was asked, nor did

dther address the issue of whether the production of any vertica services congtitutes manufacturing.
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The Director cannot sguare her interpretation of the GTE dictawith this Court’ sdedisonsin
Bridge Data and IBM. In Bridge Data, this Court rgected the condusion of GTE thet the
exemptionsdid nat apply to sarvices, and that the manipulation of data condituted manufacturing. In
IBM this Court mede it dear thet the definition of “products’ in the Manufacturing Exemptions indudes
all taxable sarvices. 1BM, 958 SW.2d 554 (“the Generd Assambly intended thet exemption
[8144.030.2(5)] to gpply to machinery and equipment that generates sdles of tangible persond property
or taxable savices”) Thereis no question that Bell manipulates the andlog Sgnd creeted by its
cusomers (the humean voice) in order to fadlitete the use of thissgnd by its cusomers over long
digances. Nor isthere any question that Bell’s services are taxable under 8144.020.1(4).

Furthermore, the Director has not, and cannot, explain how taxable telephone
service can, for purposes of the Manufacturing Exemptions, be a manufactured product
(Bridge Data and 1 BM), but not be manufactured. For that matter, what taxable service will
the Director agree can be manufactured? In effect, the Director would have this Court ignore Bridge
Data and IBM and return the interpretation of the Manufacturing Exemptionsto the sandard set forth
iNnGTE, namdy that services cannat as amatter of law be manufactured. This Court rejected thet
interpretation in Bridge Data and |BM, and should aso rgject the Director’ sinvitation in this case to
freezeitsinterpretations of the Manufacturing Exemptions, espedidly in light of the consgtent expansion
of technology. Bdl’s production of basic tdlephone sarvice by use of itsintegrated sysem condtitutes
menufacturing within the meaning of the Manufacturing Exemptions

3. The Standard of Review Does Not Alter the Result
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The Director argues thet the Sandard of review should compd this Court to ignoreitsown
precedents and affirm the Commisson’'sdecigon. While the Director is correct thet tax exemption
datutes are to be condrued againg the taxpayer, this does not mean that the Court can or should
decide dl exemption cases againg the taxpayer. In effectuating the legidature sintent, courts are to give
exemption atutes areesonable, naturd and practicd interpretation in light of modern drcumstances.
Wetterau, Inc. v. Director of Revenue, 843 SW.2d 365 (Mo. banc 1992). The Director
gpparently takesissue with this gatement of law (Dir. Br. 32-33), and concdludesthat Bdll isasking this
Court to rewrite 88144.030.2(4) and 144.030.2(5), when in fact, it isthe Director thet is asking this
Court to narrow the sdles tax exemptions set forth by the legidature and dready congtrued by this
Court.

The Director correctly notes that the legidature has amended the sdles tax Satutes addressing
telephone sarvice after this Court’ sdecisonsin GTE and Bridge Data, and did not enect legidaion
to overrule these decisons (Dir. Br. 27-28). However, this observation hampers, rather than helps, her
aguments. Bdl’s production of basic and verticd services by manipulating data and providing those
productsto its customersin various forms and subgtantive meterids that its cusomers find more useful
(asevidenced by the fact thet they willingly pay for such sarvices) is andogousto the processused in
Bridge Data that this Court conduded condituted “manufacturing” within the meening of the
Manufecturing Exemptions. In ingancesin which this Court hasjudicidly condrued theterms of a
datute, the legidature' s subsequent reenactment of the Satute established the presumption thet the
legidature knew and adopted thet condruction. Blue Springs Bowl v. Spradling, 551 SW.2d
596, 600-01 (Mo. banc 1977). Thelegidature sfalure to satutorily overrule this Court’ sdecison in

Bridge Data demondrates the legidature s acquiescence in that congruction of the Manufacturing
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Exemptions—that productsindude taxable sarvices. Thus, by denying the Manufacturing Exemptions
to Bdl, it isthe Director that seeksto “ update the sdestax laws’ IBM, 958 SW.2d at 559.

Fndly, the Director impliesthet Bdl’s arguments would be contrary to the reasonable
expectations of the legidaure and the public (Dir. Br. 28). If thetest is“reasonable expectations’ of
the legidature, areading not entirdy supported by 8621.193 (pertaining to the exercise of discretion by
the Commisson), the expectations are reflected in the very legidation thelegidature enects. The
enactments generdly reflect policy decisons. In its opening brief (App. Br. 37), Bdl noted thet one of
the policies of the Manufacturing Exemptions is to encourage the production of taxable products,
thereby increesing Stae revenue. |BM, 958 SW.2d a 558. Another palicy isto prevent the
pyramiding of sdestax inherent when tax isimpasad on the machinery and equipment used to produce
taxable products. Floyd Charcoal Company, Inc. v. Director of Revenue, 599 SW.2d 173,
177 (Mo. banc 1980). Asdated in Bdl’s opening brief, both policies are furthered by applying the
Manufecturing Exemptions to Bdll’ s purchases of Machingry & Equipment (Bdl remitted nearly
$12,000,000 in sdestax for the Tax Period). Thus, in addition to being condggtent with the language of
the Manufacturing Exemptions, the gpplication of the Manufacturing Exemptionsto Bell are entirdy
congstent with the reasonable expectations of the legidaure or the public. 1n sum, the Court need not
“legidae’ to find that the Machinery & Equipment isused to manufacture basic and verticd tdephone
savices The Court nesds Smply to apply the policies underlying the Manufacturing Exemptions to the
redities of today’ sworld as reflected in the record of this case.

B. TheMachinery & Equipment is Used Directly to Manufacture

Bell’s Products
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Inits opening brief, Bdl noted that this Court’s adoption of the “integrated plant” theory of the
Manufacturing Exemptions gppliesin this case, and Bdl demongrated that the Machinery & Equipment
was directly used in manufacturing basic and verticd tdephone sarvices: The Director does not
chdlenge the vidhility of theintegrated plant decisons, but she argues that the integrated plant does not
aoply to Bdl. Noneof her arlgumentsisvidble; each argument should be rgected.

Hrd, the Director arguesthat Bdll did not demondrate that the Machinery & Equipment was
usd directly in manufacturing vertica services because the Commisson “could nat isolate any piece of
equipment as a piece of equipment that provides aspedific varticad servicg’ (Dir. Br. 34). Inthis
regard, the Director set out testimony of Bell’s expert, William Deere, who sated that some eguipment
in Bell’'sintegrated system would be in place without regard to the vertical services (Dir. Br. 34-36).

Beginning with the dedsonin Floyd Charcoal Company v. Director of Revenue, 599
SW.2d 173, 178 (Mo. 1980), this Court condstently rgected like arguments. Assated in Bdl’'s
opening brief, in Floyd Char coal, the Director argued thet the Manufacturing Exemptions could apply
only to those items thet could be identified as producing a change in the compostion of materidsto the
extent thet the operation could nat be carried on without the machinery and equipment. 1d. This Court
flaly rgected this argument by adopting the integrated plant doctrine: if machinery and equipment
condtitutes an integrd part of the business operation, it is“directly used’ in manufacturing for purposes
of the Manufacturing Exemption. This condusion has been conggently reiterated by this Court. See,
e.g., Noranda Aluminum, Inc. v. Department of Revenue, 599 SW.2d 1 (Mo. 1980);
Concord Publishing House, Inc. v. Director of Revenue, 916 SW.2d 186, 190 (Mo. banc
1996). Theissueis not whether apiece of eguipment produces only the taxable product and nothing

dse the question is whether the equipment produces ataxable product as demondrated by the holding
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of DST, where this Court rgected the Director’ s argument thet computer equipment was not exempt
because part of its output was not taxable tangible persond property. The Director’ s argument stands
this Court’ s precedents on its head, and should be rejected.

This Court'srecent decigon in Utilicorp United, Inc. v. Director of Revenue, Case
Number 83599 (Mo. banc 2001) provides no support for the Director’ sargument. In Utilicorp, this
Court held thet certain portions of the utilities integrated plants were not engaged in manufacturing
because the creation of their tangible product (dectricity) was completed at the point of generation. | d.
a 7,n6. Spedficdly, the mgority held “Nathing is added and nothing is subtracted in the transmission
and didribution process” Id. at 10.

In this case, as opposed to the facts determined by the Court in Utilicorp, Bdl’sbasc and
verticd sarvices are commenced a the cusomer’ s premise when the customer picks up the telephone,
and such services are not complete until the services have been received by Bdl's customer. Thus
evay piece of Bdl’sintegrated network is used to creste Bdl’ stangible and intangible products

The Director’ s other argument isthat Machinery & Equipment should not be trested as
“directly used” to manufacture the vertical services because the vertical services are * corollary” to
another sarvice: The Commission’s condusion, effectively “ decongructing” Bell’ sintegrated network
was made without the citation to any authority whatsoever, and Bl has located nonein support of this
condudon. In effect, the Commisson datesthat no piece of Machingy & Equipment may ever be
used to produce two different items, one of which may be ataxable product, and one of whichisnat.
ThisCourt, in DST, reached a condusion contrary to the Director’'s. There, this Court conduded thet
mechinery and equipment was directly usad in manufacturing even though the machinery and eguipment

was nat exdusvdy used in producing taxable products. In this case, the Machingry & Equipment is
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usad exdusivdy to produce taxable products (basic and verticd tdephone sarvices). Thus, the
Commisson'streatment of cartain sarvices as* corallary” to other sarvicesiswithout basisin lawv and
IS, in fact, contrary to this Court's decisons,

Furthermore, the Director' sarguments thet “if this Court agrees with the Director thet besic
telgphone sarvice is not manufactured, but isindined to condder the varticd services separady, Bdl
dill cannat preval” isincorrect. Just as the use of the mainframe computer and other equipment were
used to creste services that were not taxable productsin D ST, assuming ar guendo thet basic
telegphone sarvice is not amanufactured product (an assumption that Bell vigoroudy refutes throughout
its briefs), thisfact does not affect the Machinery & Equipment used to menufecture verticd services. In

short, the Director’ s arguments are erroneous.
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C. Each Purchase of Machinery & Equipment Constitutes Machinery
and Equipment or Materialsand Supplies Solely Required for the
Installation or Construction of Machinery and Equipment

In her brief, the Director notes thet the Commission st forth severd items of Machinery &

Equipment for which the Commisson questioned the gpplication of the Manufacturing Exemptions (Dir.
Br. 38-39) (L.F. 47). Frg, theseitems compriseasmdl part of Bdl'sdam. Second, they are either
equipment or indalation materidsand supplies Asnoted in Bdl'sinitid brief, Mr. Deare provided
lengthy tesimony describing thet dl of the Machinery and Equipment were either machinery, equipment
or materid and supplies (Tr. 239-661). The Director, before the Commission, conceded thet Mr.
Dearé stechnicd descriptionswere “very correct” (Tr. 682). In her brief, the Director does not
dispute any of this evidence (Dir. Br. 38-40). Therefore, her argument that any of the Machinery &
Equipment does nat qudify for the Manufacturing Exemptionsis misplaced. Furthermore, assuming
arguendo, that this Court questions the qudification of any of the Machinery and Equipment
purchases, the record is sufficient to recd culate the refund (Exhs. 8, 9(a-€), 28-30).

D. The Manufacturing Exemptions Do Not Require Bell to Sell Every
Possible Service To Be Created by the Machinery & Equipment When
the Machinery & Equipment is Purchased

The Commisson conduded thet it could not consider four of the seventeen verticd servicesthat

the Machinery and Equipment were designed to manufacture because the four were not sold during the
Tax Period (L.F. 45; Exh. 31). In her brief, the Director does not adopt the Commisson’s condusion.

Ingtead, the Director conceded that her smilar argument before this Court was rgjected in Concord
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(Dir. Br. 40-41). Inthat case, this Court conduded that the “purpose of” the purchase was
determinative, and that the Manufacturing Exemptions do not specify when the equipment beused. 1d.

While conceding thet the Manufacturing Exemptions must be interpreted in acommonsense
faghion, the Director nonethdess gates that congderation of the four vertical services not offered to
customers during the Tax Period may not be congdered in goplying the Exemptionsto Bdll’s mechinery
and equipment. Her firg argument isthet this Court’' sdecison in Concord diginguished between
“smdl” busnessesand “large’ businesses. Although she dedlined to define the distinction between
“gmdl” and “large’ busnesses, the Director presumes thet the taxpayer in Concord aswdl asthet in
Hogan Transports, Inc. v. Director of Revenue, No. 98-1305RV (Mo. Admin. Hrg. Comm.
1999) (purchases of equipment prior to offering of servicesto public does not afect qudification for
Manufacturing Exemptions) are“smdll,” while Bdl is“large” The Director’ s diginction iswithout
basisin §8144.030.2(4) and 144.030.2(5), and isinconggtent with this Court’s own language in
Concord:

It is unreesonable to expect dl businessesto pay for and make mgor production changesdl in

onetax year in order to qudify for the exemption. 1d.

Furthermore, the record in this case demondrates that Bdll is not freeto offer its servicesto the
public immediatdy upon acquiring the capability of producing them. As dated in Bdl’s opening brief, dl
savices provided by Bdl are subject to the prior goprova of the Missouri Public Service Commission
(“PSC”) (Tr. 502). Before seeking PSC gpprova, Bdl mugt purchase any machinery and equipment
necessary to produce the new product and test it using “friendly users’ to identify and correct any bugs
inthe sarvice. The eguipment and machingry isthen put into production and indruction manuas (Tr.

446-47). At that point, Bdll would file atariff with the PSC and participete in aseries of heerings (Tr.
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446-447). Thus, thetime framefor the devd opment of anew product through PSC gpprova can
range from severd monthsto severd years (Tr. 447).

With respect to the four vertica services noted in the Director’ s brief thet were not offered
during the Tax Period, one of such sarvices, Remote Accessto Call Forwarding, was offered within a
year (Exh. 31). Ancther, Cdler ID was offered for sdein April of 1993 (Exh. 31). A third, CABS
Billson Hoppy Disk, was offered two years efter the Tax Period. Thefind such service, Anonymous
Cdl Rgettion, the sarvice the Director focuses virtudly exdusivey upon in meking her arlgument, was
offered in 1999. However, as demondrated by the record, Anonymous Cal Rejection was planned
dong with many of Bdl’s other vertica services (Tr. 464-65). Bdl’'sdday in offering this service was
causad by concerns of the PSC that were not resolved until 1999 (Tr. 464-65).

In short, areasonable and commonsense interpretation of the Manufacturing Exemptions, in light
of the length of time necessary to implement new sarvices requiring PSC gpprovd, demondrates thet
the Commission erred in refusing to condder the four vertica sarvices thet were not offered during the
Tax Period. Therefore, this holding of the Commission should be reversed by this Court.?

E. A Decision Applying the Manufacturing Exemptionsto the Machinery

& Equipment Would Not be Unexpected Under §143.903
The Director argues that a decigon gpplying the Manufacturing Exemptionsto Bdl’s Machinery

& Equipment would be unexpected within the meening of §8143.903. The argument iswithout meit.

® Further, as noted above, the use of the Machinery & Equipment to produce the other thirteen
verticd sarvicesaswel asbasic locd tdephone service would support the exemption on the purchese

of the Machinary & Equipment under DST.
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Section 143.903 provides that arefund is not due for any period prior to the issuance of an
“unexpected decison.” In Lloyd v. Director of Revenue, 851 SW.2d 519, 523 (Mo. banc
1993), this Court held thet for a decison to be unexpected, it must:

(1) overdeaprior caseor invdidate a previous Setute, reguletion or
policy of the director of revenue, and
(2 not bereasonably foreseesble.

With respect to Bdl’ s vertica sarvices, the Director does not even atempt to argue that a
decison by this Court goplying the Manufacturing Exemptionsto Bdl’s Machingry & Equipment used
to manufacture vertical sarviceswould overrule aprior case or invalidate a previous datute, regulation
or palicy. Therefore, such adedson cannat, by definition, be an unexpected decison within the
meening of §143.903.

Furthermore, while a decison that gpplying the Manufacturing Exemptions to Bdl’s Machinery
& Equipment used to manufacture bad ¢ tdephone sarvices might arguably overrule GTE, thereisno
bagsfor gating thet such adecison is unexpected. That is because any such decison would be
eminently foresseeble. While GTE was not expressy overruled until this Court’ sdeaisonin IBM, as
discussad above, this Court discarded the holding of GTE that a“product” must bein atangible form
inBridge Data (decided nearly two years before the Tax Period). In Bridge Data, this Court hdd
that the “use of complicated and expensve equipment” to provide sarvices condiitutes “manufacturing.
Id. a 794 SW.2d a 206. Bdl’'s manufacturing processis not unlike the production of compact disks
by arecording udio, an andogy the Director did not, and could not, addressin her brief. Inlight of the

fact that the recording Sudio’ s activities are consdered to be manufacturing, it cannot farly be sad thet
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adecisgon goplying the Manufacturing Exemptions to Bdl’s Machingry & Equipment used to
manufacture basi ¢ td ephone sarvice would be unforessegble.

Thus, the Director’ s unexpected decison argument is contrary to Missouri law and cannot be
usd to avoid paying the refund on Bdll’'s Machinery & Equipment which sttiffies every dement of the
Manufacturing Exemptions

CONCLUSON

Basad on the foregoing, and for the reasons set forth in Bdll’s opening brief, this Court should
reverse the Commission and remand with ingrudtions to sugtain Bdl’ srefund daim.
Respectfully submitted,
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