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JURISDICTIONAL STATEMENT

The principd issues before the Court involve the congruction of sections 143.431.1; 32.200,
at. 1V, § 18; 143.903; and 32.053;*and, the gpplication and construction of the Commerce Clause of
the United States Condtitution (U.S. Cong. art. |, § 8), the Equd Protection Clause and the Due
Process Clauses of the United States Condtitution (U.S. Congt. amend. XIV) and the Due Process
Clause of the Missouri Condtitution (Mo. Cond. at. |, § 10), the Equd Protection Clause of the
Missouri Condtitution (Mo. Condt. at. |, § 2) and the Uniformity Clause of the Missouri Conditution
(Mo. Cond. at. X, 8§ 3). In particular, the questions presented ares

(1)  whether under section 143.431, Appdlant’' s trademark and trade name
royaty incomeis Missouri source income based upon the sales of
Appdlant’ slicensee of the licensee s products in Missouri usng
Appdlant’ strademarks,

(2  whether the Commerce Clause requires ataxpayer’ s physcd presence
in Missouri before Missouri may imposeitsincome tax on the taxpayer;

(3)  whether the Equd Protection Clause, the Due Process Clause and the
Uniformity Clause prohibit the Director from imposing tax on trademark
and trade name roydty income of alicensor having no physcd

presence in Missouri paid by rdaed corporations doing businessin

1 All gatutory ditations are to the Revised Statutes of Missouri of 2000, as amended, unless

otherwise noted.

SL01DOCS/1469200.01 9



Missouri when the Director impases no such lighility on trademark and
trade name roydty income recaved by alike taxpayer whenit ispad
by unrdlated licensees under identicd drcumgtances
(4  whether under section 32.200, art. 1V, § 17, the Commission may
atribute the sdles of alicensee to the licensor in computing the
licensor' s desfactor;
(5)  whether under section 32.200, art. 1V, § 18, the Commissonisfreeto
exdude the payrall or property factorsin gpportioning income for
taxpayers having no or smdl payrall or property ownership; and
(6)  whether theterm “previous policy” as usad in section 143.903 indludes
apastion of not taxing certain transactions, and whether the phrase
“changein palicy or interpretation” as used in section 32.053 includes,
in reaction to judicd precedent from another date, the impaosition of tax
on transactions thet the Director earlier did not tax.
Thus, the Court’ sreview of this case will necessrily involve the congruction of sections
143.431.1; 32.200, at. 1V, 8 18; 143.903; and 32.053—dl of which are revenue laws of the State of
Missouri. This Court has exdusive jurisdiction over these issues pursuant to atide V, section 3 of the

Missouri Condtitution.
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STATEMENT OF FACTS

| ntroduction

Appellants Acme Royalty Company (“ARC?) and Brick Investment Company (“BIC?),
goped from the Adminidrative Hearing Commission's (“Commisson”) decison upholding assessments
of Missouri income tax on income recaived from the licenaing of trademarks and trade names. The
Director assessad ARC for annud tax periods from 1992-96; the Director assessed BIC for annud tax
periods 1994-96 (each a“ Tax Period” and, callectively, the “ Tax Periods’).

Thefacts and issues before this Court in this case are Smilar, but not the same, asthose
presented in Gore Holdings Company v. Director of Revenue, Case Number 84226.
Soedificaly, this case addresses whether Missouri may subject aforeign corporation’strademark
and trade name royaty income on trademarks ardaed corporation usesto sdl therdaed
corporation’s products to customerslocated in Missouri. In Gor e, theissue iswhether Missouri may
subject aforeign corporation’s patent royaty income on patents used by aforeign menufacturer to
produce products outsde Missouri merdly because the manufacturer is rdated to the patent licensor and
because the licensor sdls some of its products to Missouri cusomers: Consequently, severd of the
Issues overlgp between the two cases while others do nat.

In both cases, this Court is asked to determine: (a) whether the taxpayers roydty incomeis
Missouri source income; (b) whether ataxpayer must have physicd presencein Missouri to be subject
to Missouri incometax; () whether the Director may subject the roydty income of alicensor of
intdlectud property to Missouri income tax when the intdllectud property islicensed to ardated
corporaion, while not taxing Smilar income when theintdlectud property islicensad to an unrdated

corporation; (d) whether the Director can ignore Satutory factorsin the three-factor gpportionment
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method when the numerators of some or dl of the factors are amdl or zero; and (€) whether the
Director' s determination to tax the royaty income of such alicensor may be goplied on aretroactive
besis againg Appdlants

Additiondly, in this case, the Court is caled upon to determine: (a) whether the slesby
licensees of trademarks and trade names may be atributed to Appdlants or Acme Roydty Company
Limited Partnership (*ARCLP’) for purposes of determining Appdlants Missouri source income; and
(b) whether ARC, asalimited partner in ARCLP during Tax Periods 1994-1996, may be subjected to
Missouri income tax.

Consequently, Appdlants respectfully request thet this case be heard in tandem with Gore
Holdings Company, dthough nat consolidated for argument therewith.

Acme Brick Company and Justin

Acme Brick Company wasformed in 1891. Sinceitsinception, Acme Brick Company
manufactured and didtributed day bricks and other products (L.F. 37). In 1968, Acme Brick
Company merged with Justin Boot Company, forming Frg Worth Company (L.F. 37). Two years
|ater, the new corporation’s name was changed to Judtin Indudtries, Inc. (*Jugtin”) (L.F. 37). 1n 1968,
Acme Brick Company was not a separate corporation, but rather adivison of Judtin (L.F. 37). Judin
was a publicly hed Texas company heedquartered in Fort Worth (Ex. 12, 1 1). During the Tax
Periods, through its subsidiaries and operating divisons, Jugtin produced and sold building materids,
induding bricks, footwear such as Tony Lamaboots, and Mexican and AmericanaArt (Ex. 12, 11 1).
Further, Judin's subddiaries, induding ARC, hedd numerous trademarks and trade namesthat are a
issueinthis case (L.F. 38-39).

The Trademarks

SL01DOCS/1469200.01 12



The trademarks and trade names (“ Trademarks’) a issue are“Acme’; “Acme Brick”;
“Acme Brick and Design”; “Acme Brick. The Best Thing to Have Around Y our Housg’; “Acme
Eversst”; “Everlagt”; “Acmesed 85”; and “Thinwal Fences” Only the“Acme’ trademark has been
registered with Missouri; it has been o regisered snce 1964 (L.F. 42). Each of the Trademarks
relaes to building products that are regarded as the premier brand in the building indudtry, and
accordingly command higher sales prices than other building products (L.F. 37; Tr. 102-109).

Reor ganization and For mation of ABC and ARC

In December 1991, Jutin underwent a corporate reorganization (L.F. 37). Justin separady
incorporated its Acme Brick Company Divison under the name Acme Brick Company (‘ABC”) (L.F.
37). dudin trandferred dAl of the operating assats of the Acme Brick Company divisonto ABC in
exchangefor dl of the dock in ABC (L.F. 37). During the Tax Periods, ABC manufactured,
digtributed and sold day face bricks and other products like tile and bag goodsin aregion comprised of
Texas, Louigana, Oklahoma, Arkansas, Tennessee, and Missouri (L.F. 38).

As part of the corporate reorganization, Justin ssparatdly incorporated its boot divison and
management divisonsin amanner milar to the cregtion of ABC (Tr. 31-39). Additiondly, in 1991
Judtin formed ARC by tranderring the Trademarksto ARC in exchange for dl of its stock (L.F. 38).

Judtin reorganized and formed ABC and ARC in December 1991 for anumber of business
ressons.

(1)  Many people were confused because Judin's building divison did
busness under the name “Acme Brick Company” and thought thet the

divison was a sgparate corporation;
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©)

4

©)

©)

The building divison was subjecting dl of Judin's asststo daims
agand it because the divison was not a separate corporaion;
Judin was consdering sdling or goinning off ether itsbuilding and
footwear operaionsin order to increase shareholder vdue, and this
would be esser to accomplish if they were separate corporaions,
Justin sought to separate the corporate accounting, employee benfit,
and management functions that were not performed by the subsidiaries
into anewly formed separate company, Jusin Management Company;
Judtin sought to accuratdly reflect the contributions the various divisons
made to Judin’s bottom line and

Judtin separated its valuable intellectud property, induding the
Trademarks, from its operating divisons because different kill leves
are required to manage intdlectud property as opposad to the skill
levelsto produce and sl bricks or footwear. Judtin conduded thet
people specidizing in intdlectud property would be better dbleto

market the same to unrdated entities. (Tr. 31-42).

Judtin choseto incorporate the new subddiariesin Dlavare because itslaws afforded better

protections from hodtile takeover atempts, such asthe attempt Justin had successfully defended in

1990-91 (Tr. 35-39).

TheLicensing Agr eement

Effective January 1, 1992, ARC entered into alicensng agreament (“Licensang Agreement”) to

license the Trademarksto ABC in exchange for aroyaty payment determined independently by the

SL01D0OCS/1469200.01
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public accounting firm of Erngt & Young (L.F. 39; Ex. 12, 1 7, exhibit A). The Licensang Agreement
expresdy providesin section 3.1 that the license granted condtitutes an “ exclusve worldwide right,
license and privilege’ (Ex. 12, exhibit A). The Licenang Agreement dipulatesin section 5.1 thet it does

not creste any joint venture or partnership between ARC and ABC (Ex. 12, exhibit A).

SL01DOCS/1469200.01 15



ARCLP

In December 1993, Acme Roydty Company Limited Partnership (*ARCLP’) wasformed
(L.F. 40). ARC contributed the Trademarksto ARCLP, effective January 1, 1994, in exchange for a
99% limited partnership interest in ARCLP (L.F. 40). Thus ARC hdd the Trademarks only during
1992-93 (L..F. 40).

BIC was formed to be the generd partner of ARCLP (L.F. 40). Effective January 1, 1994,
BIC trandferred to ARCLP cash in the amount of one percent of the vaue of the Trademarksin
exchange for aone percent generd partnership interest in ARCLP (L.F. 40). Asgenerd partner, BIC
was responsible for the day-to-day operations of ARCLP (L.F. 40). Since 1994, ARCLP hashdld
and holds the Trademarks, upon which it collected roydties under the Licenang Agreement (Ex. 12,
110).

Operations of ARC

ARC s officeswerelocated in Wilmington, Delaware, during the Tax Periods (L.F. 43). All its
board medtings, generdly conducted twice annudly, were hdd in Wilmington (L.F. 43). ARC filed
holding company information returns with Delaware during the Tax Periods (L.F. 45). Itsofficers mede
investment decisons regarding excess cash flow or working capitd, such as whether to put it in amoney
mearket account or certificates of depogt (L.F. 45).

During 1992, ARC did not have any office space or equipment (L.F. 43). ARC leased office
space and equipment for payments of $1,833.33 in 1993; $2,200.00 in 1994; $2,260.00 in 1995; and
$2,837.50in 1996 (L.F. 43).

ARC did not have any employeesin 1992 (L.F. 43). Threeindividuaswere responsble for

supavisng the collection of roydties and ascartaining compliance with the payment of roydtiesto ARC
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for the use of the Trademarks (L.F. 43). Theseindividudswere not compensated (L.F. 43). From
1993-96, ARC had two part-time employees that were compensated in the amounts of $2,501.00 in
1993; $2,750.00 in 1994; $2,826.00 in 1995; and $2,900.00 in 1996 (L.F. 44).

Operationsof BIC

BIC hdd its board meetings, generdly on an annud bad's in Fort Worth, Texas (L.F. 43). BIC
filed Texas franchise tax returns during the Tax Periods (L.F. 45). Asgenerd patner of ARCLP, BIC
was regponsble for managing, controlling and conducting the afairsof ARCLP (L.F. 45). BIC
meanaged the cash and collection activities relaed to ARCLP sroydty income, monitored the licensee's
use of the Trademarks, prepared finendd datements and tax returns and oversaw legd filings rdated to
the regidration of the Trademarks dl from its officesin Fort Worth (L.F. 45).

BIC had no employees other than its officers, directors and agents (L.F. 45). All activities of
the business were conducted under a management agreement with Justin Management Company (L.F.
45). Jusin Management Company rendered adminidrative, management, and accounting servicesto
BIC for an annud fee of $5,000.00 (L.F. 45).

L ack of Missouri Contactsof ARC, BIC and ARCLP

Nether ARC, BIC, nor ARCLP ever regigtered to do businessin Missouri (L.F. 42). Neither
ARC, BIC, nor ARCLP ever owned red or persond property in Missouri (L.F. 42). Neather ARC,
BIC, or ARCLP ever maintained enployees hed agents, hed an office or mailing address hed aphone
number, accounts receivable, or payroll in Missouri (L.F. 43). Nether ARC, BIC, nor ARCLP has
ever, in Missouri, entered into a contract or one interpreted under Missouri law (except with regard to

the prasecution of this apped) (L.F. 43).
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ABC conducted busness and made sdesin Missouri during the Tax Periods and filed Missouri
income tax returns and paid tax based upon the Multistate Tax Compect three-factor method of
goportionment (Exhibit B). But neither ARC, BIC, nor ARCLP has ever done busnessin Missouri or
mede sdesin thissate (L.F. 46; Tr. 45-48, 50-51; Ex. 22, p. 49-50; Ex. 26, p. 12, 16-17; Ex. B; Ex.
E; Ex. F). Furthermore, nather ARC, BIC, nor ARCLP ever actively marketed anywhere, much lessin
Missouri, the Trademarks for licenaing (Tr. 60-61).

Director’s Audit

The Director audited ARC and BIC, and assessed Appdlants Missouri income tax using the
sngle factor goportionment formulaset forth in section 143.451 (collectivey, the “ Assessment”) (L.F.
46). The Director determined that dl roydty payments mede by ABC based upon sdes made by ABC
in Missouri were, @ther directly or through Appdlants respective partnership interestsin ARCLP,
income to Appdlants whally within Missouri under section 143451 (L.F. 46-47). The Director
determined thet the “ presence of intangible assetsin Missouri” was a sufficient basisfor assessng
Missouri incometax againg Appdlants (Ex. 22, p. 23).

On or about February 2, 1999, and February 8, 1999, respectively, BIC and ARC filed
Missouri income tax returns for the Tax Periods (Exs 9-10). Appdlants disagreed with the Director’'s
use of the angle-factor method of gpportionment, and thus on ther returns eected to dlocate/gpportion

using the Multistate Tax Compect three-factor method of gpportionment under section 32.200 (Exs. 9
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10).> Each return showed no tax due to Missouri because Appdllants had no payrall, property or sales
in Missouri
(Exs. 9-10).

Director’s Policies

In October 1996, the Director published the Nexus Position of her Corporate Income Tax
Manud for her Feld Audit Bureau (“Nexus Pogition”) (Ex. 15; Ex. 22, p. 27-30; Ex. 23, p. 60-67;
Ex. 25, p. 25-30). Prior to the publication of the Nexus Pogtion, the Director did not tax the royaty
income of out-of-ate licensors based upon alicensee sbusnessin Missouri that contributed to the
obligation to pay roydtiesto the licensor (Ex. 22, p. 27-30; Ex. 23, p. 60-67; EX. 25, p. 25-30).

After the publication of the Nexus Position, the Director asserted the power to tax the royaty
income of out-of-gate trademark licensors based upon alicensee sbusinessin Missouri thet
contributed to the obligation to pay roydties to the licensor when the licensor is rdated to the licensee
(Ex. 22, p. 27-30; Ex. 23, p. 60-67; Ex. 25, p. 25-30). However, even after the publication of the
Nexus Pogtion, the Director has not taxed Smilar income when the licensor is unrdlaed to the licensse
(Ex. 22, p. 38; Ex. 23, p. 29-32, 41-42; Ex. 25, p. 19-20, 31-34).

Commission’s Decision

Inits Findings of Fact and Condusions of Law dated January 3, 2002, the Commission

concluded that Appdlants had sufficient nexus under both the Commerce Clause and the Due Process

2 The Commission'sfinding of fact a paragraph 57, that Appellants did not request the use of a
method of gpportionment other than the Sngle factor method of section 143.451, isthus contrary to the

evidence on thispaint.
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Clause to permit Missouri taxation. Spedificaly, the Commisson found that Appdlants“ purpossfully
avaled themsdves of the benefits of Missouri’ s economic market” by licenang the Trademarksto ABC
because ABC did busnessin Misouri (L.F. 52).

The Commission found thet Appelants had nexus with Missouri under the Commerce Clause
notwithstanding the fact that Appelants had no physica presence in Missouri because the Commerce
Clausg s physicd presence requirement, in the Commission’s opinion, gpplies only to sdesand use
taxes (L.F. 54). The Commisson Sated:

“Income tax is different because intangibles, such asthose a issue here, may
earn income in the taxing Sate, even though their owner has no physica
presencein that date. Asnoted in Miched T. Fatde, State Jurisdiction
and the Mythical ‘Physical Presence’ Constitutional Sandard, 54
Tax Lawyer 105, 107 (Fdl 2000), ‘acorporation, through designated asa
‘person’ for purposes of various legd requirementsinduding tax filings, isa
merelega construct that is not in fact present anywhere” (L.F. 54-55)°

The Commission condluded that the Assessment against Appdllants did not violate the Equal
Protection Clause or the Uniformity Clause (L.F. 60). Notwithgtanding the Satement of the Director’'s
designee (for purpases of the Director’ s depodition) thet the Director has not taxed Smilar income when
the licensee is unrdated to the licensor (Ex. 23, p. 29-32, 41-42), the Commisson disregarded the

Director' sadmissonsin favor of the tesimony of the Director’ s auditor and conduded:

® Miched T. Fatdeisatax atorney employed by the Massachusetts Department of Revenue.
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“[Appdlantg argue that the Director attempts to tax out-of-State corporations
thet trandfer the right to use trademarks and patentsto raed corporaionsin
Missouri while not taxing out-of-date corporations thet trandfer the right to use
trademarks and patentsto unrdlated corporaions. However, thereisno
evidence that thisisthe Director’ spodtion. All of the auditors who testified by
live testimony or depogtion indicated thet the Director would treet roydty
income the same way regardiess of whether the trademarks were trandferred to
ardated corporation.” (L.F. 60).

With respect to gpportionment, the Commission gpparently acoepted Appdlants position thet
the Director is required to use the three-factor method of gpportionment (L.F. 62).* In gpplying the
Multistate Tax Compect, the Commission Sated that both the property and payrall factors should be
diminated in gpportioning Appdlants income because the property and payroll were® de minimis in
relaion to the huge amount of royaty income that [Appdlantg recaved” (L.F. 63).

With respect to the sdlesfactor, the Commission sated that attributing the sdesof ABCin
Missouri to Appdlantsisan “equitable method” of gpportionment, and therefore induded ABC' s sdes

in the numerator of Appellants respective sdlesfactors (L.F. 64).

* Spedificaly, the Commission stated that the same economic resuit would be reached by using
the sngle factor method and treeting Appdlants income as whally within Missouri, asby usng the
Multigate Tax Compect method while diminating the property and payrall factors, the method of

gpportionment the Commission discussed at length (L.F. 61).
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With respect to the prospective gpplication of its decison, the Commission hed thet the
Assessment agang Appdlantsin rdiance on Geoffrey v. South Carolina, 437 SE.2d 13 (S.C.
1993), cert. denied, 510 U.S. 992 (1993), was not contrary to the Director’s prior policy because:

“Before the Director began taxing royaty holding companies efter Geoffrey,
the Director did not have apalicy regarding such because it was anon-issue
The decison to pursue collections under the reasoning of Geoffrey wasnot a
changein the Director’ s palicy, but Smply an avareness, that was not there
before, thet there was anew issue possibly resulting in tax lidhility.” (L.F. 65

66).
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STATEMENT OF THE ISSUES

Section 143.431 imposes the Missouri income tax upon Missouri sourceincome. Incomeis
from Missouri sources only “if the Missouri effort is among the effident causes which contribute directly
to the production of income” Wohl Shoe Co. v. Director of Revenue, 771 SW.2d 339, 342
(Mo. banc 1989). Nether Appdlants nor ARCLP made any effortsin Missouri that generated sdes of
productsto ABC's cusomersin Missouri. Doesthe recapt of roydty income by Appdlantsand
ARCLP condiitute Missouri source income?

The Commerce Clause authorizes Congress “to regulate Commerce with foreign Nations, and
among theseverd States” In Quill Corp. v. North Dakota, 504 U.S. 298 (1992), the United
Sates Supreme Court held that ataxpayer must have physca presence within a State to be subject to
sdesand usetaxes The Commerce Clause does not digtinguish among types of taxes affecting
interstate commerce. Appdlants have no physica presencein Missouri. Can Missouri subject
Appdlants to Missouri income tax conggtent with the Commerce Clause?

The Uniformity Clause requiresthet dl taxes* shdl be uniform upon the same dass or subdass
of subjectswithin the tarritorid limits of the authority levying thetax.” The Director imposed Missouri
income tax upon Appdlants based upon ther trandfer of the right to use the Trademarksto ardated
licensee. The Director’ s desgnee Sated that he was unaware of any instance where the Director taxed
amilar income when the licensee was unrdated to the licensor. Does the impogition of Missouri income
tax upon Appdlants vidate the Uniformity Clauss?

Assuming, ar guendo, that the Director may condtitutiondly subject Appdlantsto Missouri
income tax, their income is to be gpportioned using the three-factor method of goportionment. Section

32.200, at. 1V, 8§ 17 datesthat, in determining the sdes factor under the three-factor method of
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goportionment, sdles other than of tangible persond property are within Missouri only if the greater
proportion of the income-producing activity is performed in Missouri. Appdlants adtivitiesin securing
the royaty income occurred whally outsde Missouri. IsAppdlants roydty incomeinduded asa
Missouri sdefor purposes of section 32.200, art. 1V, § 9?

Section 32.200, art. 1V, 8 9 requiresthe use of dl three datutory factorsin gpportioning
income. The Commission exduded the property and payrall factorsin gpportioning Appdlants income
because these factors were “ de minimis” in comparison to Appelants roydty income. May the
Commission exdude gatutory factors of the three-factor method of gpportionment congstent with
section 32.200, at. 1V, § 9?

Section 143.903 prohibits the Director from assessing tax if adecison upholding such
assessment would not have been expected by areasonable person based on prior law or prior policy of
the Director. Likewise, section 32.053 datesthet any find decison of the Director thet isaresult of a
changein palicy or interpretation by the Director effecting a particular dlass of person subject to such
decison may be gpplied progpectivey only. Prior to the publication of the Director' s Nexus Position,
the Director Nexus Postion, the Director did not attempt to tax the roydty income of out-of-deate
licensors basad upon the use of the trademarks by licenseesin Missouri. With the publication of the
Nexus Pogtion, the Director asserted the power to tax the royaty income of out-of-gate licensors
based upon the use of the trademarks by licenseesin Missouri. The Director purportsto assess
Missouri income tax upon Appdlants based upon their recapt of royaty income from ABC based upon
ABC suse of the Trademarksin Missouri for periods prior to her publication of the Nexus Pogition? Is

the Director’ s Assessment permissible under sections 143.903 and 32.053?
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STANDARD OF REVIEW

The dedision of the Commisson shdl beuphdd: (1) if it isauthorized by law; (2) if itis
supported by competent and substantia evidence upon the whaole record; (3) if no mandatory
procedurd ssfeguards are violated; and (4) where the Commisson has discretion, it exercises that
discretion in away that is not dearly contrary to the Legidature s reesonable expectations. Section
621.193, RSMo; Concord Publishing House, Inc. v. Director of Revenue, 916 SW.2d 186
(Mo. banc 1996). Thefirg two dandards are a issue before this Court.

Furthermore, sections 143.431.1; 32.200, art. IV § 18; 143.903; and 32.053 are dl taxing
datutes. Taxing Satutes are condrued againg the Director, and if the right to tax is not plainly conferred
by datute, it will not be extended by implication. United Air Lines, Inc. v. State Tax Comm’n,
377 SW.2d 444, 448 (Mo. banc 1964), quoting Leavell v. Blades, 141 SW. 893, 894 (Mo.
1911) (“When the tax gatherer puts hisfinger on the dtizen, he mugt dso put hisfinger onthelav
permitting it.”).

FHndly, this Court’ sinterpretation of Missouri’s revenue lavsisde novo. Zip Mail

Services, Inc. v. Director of Revenue, 16 SW.3d 588, 590 (Mo. banc 2000).
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POINTSRELIED ON

l. THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING
THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189
AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR
SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT
APPELLANTSDO NOT HAVE MISSOURI SOURCE INCOME UNDER
SECTION 143.431 BECAUSE APPELLANTSDID NOTHING IN MISSOURI
THAT WASPRODUCTIVE OF THE ROYALTY INCOME.

Dow Chemical Company v. Director of Revenue, 834 SW.2d 742 (Mo. banc

1992);

Dow Chemical Co. v. Director of Revenue, 787 SW.2d 276 (Mo. banc 1990);

Goldberg v. State Tax Commission, 639 SW.2d 796 (Mo. banc 1982);

Medicine Shoppe International, Inc. v. Director of Revenue, Case Number 83888
(Mo. banc 2002);

Section 143.431;

Section 32.200, arts. 11l and 1V

Lanham Act, 15 U.S.C. § 1051, et seq.;

Intergtate Income Law, 15 U.S.C. § 381.

SL01DOCS/1469200.01 26



I[I.  THE ADMINISTRATIVE HEARING COMMISSION ERRED IN
UPHOLDING THE NOTICES OF DEFICIENCY BECAUSE, UNDER
SECTIONS621.189 AND 621.193, THAT DECISION ISNOT
AUTHORIZED BY LAW OR SUPPORTED BY COMPETENT AND
SUBSTANTIAL EVIDENCE IN THAT APPELLANTSDO NOT HAVE A
SUFFICIENT NEXUSWITH MISSOURI, CONSISTENT WITH THE
COMMERCE CLAUSE AND SECTION 143.441.2(5), THAT WOULD
PERMIT MISSOURI TO IMPOSE INCOME TAXES UPON
APPELLANTS.

National Bellas Hess, Inc. v. Dep’'t of Revenue, 386 U.S. 753 (1967);

Quill Corp. v. North Dakota, 504 U.S. 298 (1992);

Cerro Copper Products, Inc. v. Alabama, Docket Number F94-444 (Ala. Dept. Rev.
1995);

J.C. Penney National Bank v. Johnson, 19 SW.3d 831 (Tenn. Ct. App. 1999), cert.
denied, 531 U.S. 927 (2000);

Section 143.441.2.
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1.  THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING
THE NOTICESOF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189
AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR
SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT
THE EQUAL PROTECTION CLAUSE AND UNIFORMITY CLAUSE
PROHIBIT THE IMPOSITION OF MISSOURI INCOME TAX ON ROYALTY
INCOME RECEIVED BY A TAXPAYER HAVING NO PHY SICAL PRESENCE
IN MISSOURI FROM A LICENSEE RELATED TO THE TAXPAYER WHEN
NO SUCH IMPOSITION ISMADE UPON A LIKE TAXPAYER ON ROYALTY
INCOME RECEIVED FROM UNRELATED LICENSEES.

Exxon Corp. v. Eagerton, 462 U.S. 176 (1983);
Schnorbus v. Director of Revenue, 790 SW.2d 241 (Mo. banc 1990);
Mo. Cond. at. X, 8 3;

U.S. Const. amend. X1V, § 1.
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IV. THE ADMINISTRATIVE HEARING COMMISSION ERRED
IN UPHOLDING THE NOTICES OF DEFICIENCY BECAUSE, UNDER
SECTIONS621.189 AND 621.193, THAT DECISION ISNOT
AUTHORIZED BY LAW OR SUPPORTED BY COMPETENT AND
SUBSTANTIAL EVIDENCE IN THAT THE SALESOF ANOTHER
TAXPAYER MAY NOT BE TREATED ASAPPELLANTS SALES
UNDER SECTION 32.200, ART. 1V, §17.
Section 32.200;
Section 32.200 art. IV, 8 9;
Section 32.200 at. IV, § 17;

Section 143.431.
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V. THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING
THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189
AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR
SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT
UNDER SECTION 32.200, ART. 1V, 8§18 NEITHER THE DIRECTOR NOR
THE COMMISSION ISFREE TO EXCLUDE THE PROPERTY FACTOR IN
APPORTIONING THE INCOME OF TAXPAYERSHAVING NO OR SMALL
AMOUNTSOF PROPERTY OWNERSHIP OR PAYROLL.

Rentco Trailer Corporation v. Director of Revenue, Case Number 97-1373RI (Mo.
Admin. Hrg. Comm. 1998);

Section 32.200 at. IV, § 18;

Section 621.189;

Section 621.193.
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VI. THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING
THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189
AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR
SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT
THE IMPOSITION OF MISSOURI INCOME TAX UPON APPELLANT
CONSTITUTESA CHANGE FROM “PREVIOUSPOLICY” ASTHAT
PHRASE ISUSED IN SECTION 143.903 AND CONSTITUTESA “CHANGE IN
POLICY OR INTERPRETATION” WITHIN THE MEANING OF SECTION
32.053.

Laciny Brothers, Inc. v. Director of Revenue, 869 SW.2d 761 (Mo. banc 1994);
Lloyd v. Director of Revenue, 851 SW.2d 519 (Mo. banc 1993);
Section 32.053;

Section 143.903.
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ARGUMENT

l. THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING

THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189

AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR

SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT

APPELLANTSDO NOT HAVE MISSOURI SOURCE INCOME UNDER

SECTION 143.431 BECAUSE APPELLANTSDID NOTHING IN MISSOURI

THAT WASPRODUCTIVE OF THE ROYALTY INCOME.

The Missouri income tax isimposed upon So much of acorporaion’sfederd taxadle income
“asisderived from Missouri sources” Section 143.431. Here, the Director seeks to tax cartain of
Appdlants roydty income and thus the focus of this case is entirely upon thet Sream of income.
Because Appdlants roydty incomeis not Missouri source income, it is not subject to Missouri income
tax.

A. The Royalty IncomelsNot Missouri Source lncome

This Court has been cdlled upon severd timesto determine whether incomeis *“Missouri source
income” In J.C. Nichols Company v. Director of Revenue, 796 SW.2d 16, 17-18 (Mo. banc
1990), this Court ated the generd proposition that “[t]he source of income ‘isthe place where it was
produced.” (citing In re Kansas City Star Company, 142 SW.2d 1029, 1037 (Mo. banc
1940)). In Wohl Shoe Co. v. Director of Revenue, 771 SW.2d 339, 342 (Mo. banc 1989), this
Court determined that income was subject to Missouri tax “if the Missouri effort isamong the efficent
causes which contribute directly to the production of income”  Recertly, in Medicine Shoppe

International, Inc. v. Director of Revenue, Case Number 83888 (Mo. banc 2002), this Court
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succinctly stated the Missouri source income standard: “[t]he badic requirement is thet there be some
adtivity in [Missouri] that judifiesimposng the tax.”

Missouri’ s source of income reguirement is congstent with the congtitutiond requirements for
taxation of income. This Court explained that prindplein Dow Chemical Company, Inc. v.
Director of Revenue, 834 SW.2d 742, 747 (Mo. banc 1992)(Dow I1): “[the Court’ sdecisonin
Dow Chemical Co. v. Director of Revenue, 787 SW.2d 276 (Mo. banc 1990) (Dow 1)] infuses
[section] 143.431 with the grounding of principle thet vaideates the compact goportionment formulaasa
device of condiitutiond Sete taxaion of interdate ectivity.”

Regardless of how Missouri source income from interdate transactions is caculated (using the
snglefactor gpportionment formula of section 143.451 or the three-factor formula of the Multistate Tax
Compect (* Compact”), section 32.200 arts. 111 and IV), a corporation must have someincome
derived from Missouri sources (i.e. activity in Missouri thet is productive of itsincome) or it isnot
subject to Missouri incometax. Section 143.431.1; section 143.451.1; section 32.200 art. 111, 8 1 and
at. IV, 8 2, Goldberg v. State Tax Commission, 639 SW.2d 796, 802-03 (Mo. banc 1982);
Dow I, 834 SW.2d at 745-46.

Under the Multistate Tax Compact, section 32.200, art. 111, § 1, incometax is due “ pursuant to
the laws of [Missouri,]” thusincorporating section 143.431.1 and the requirement that some income be
“sourced” to Missouri. Also, art. IV, 8 2, providesthet “[a]ny taxpayer having income from business
adtivity which istaxable both within and without [Missouri] . . . shall dlocate and gpportion his net
income as provided inthisartide”  Although a unitary businessis not required under Missouri’ s source
of income requirement, thet requirement is entirdly congstent with the unitary business concept thet isthe

“linchpin” of gpportionability of multistate income under the Compact. Dow 11, 834 SW.2d at 746.
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There, this Court Sated thet “in the context of an gpportionment under [the Clompect ... in pari
materia with [section] 143.431, so much of the federal taxable income asis derived from
sourcesin Missouri means‘so much of the vaue of the busnessincome of the unitary busness
ativity of the multistate enterprise as can fairly be attributed to the taxpayer’ s activitiesin Missouri.”

Theroydty income of Appdlants and ARCLP derives from the Licenang Agreement between
those patiessand ABC. Appdlants negotiated and executed the Licenang Agreement entirdly outsde
of Missouri. Appdlants sl no products a dl, much lessany that usethe Trademarks a issue. Ingteed,
Appdlant ARC, or ARCLP, licensad Trademarks to a non-Missouri entity, ABC, pursuant to the
Licenang Agreemant. That Licenang Agreemeant isnot governed by Missouri law and, in every case
thereunder, payments were mede outsde of Missouri. Because Appdlants roydty incomewas
produced without any effort by Appdlantsin Missour, it isnot Missouri sourceincome. Thefact thet
the licensee s products in Missouri does nat mean thet Appdlants are doing anything in Missouri thet
Is productive of the roydty income a issue.

Furthermore, for tax years 1994 through 1996, ARC was alimited partner in ARCLP and, as
such, wasapassveinvesor. “[W]hally passve invesments outdde of the Sate of Missouri are not
induded in ... Missouri sourceincome” Medicine Shoppe, citing Union Electric Co. v. Coale,
146 SW.2d 631 (Mo. banc 1940), and Petition of Union Electric, 161 SW.2d 968 (Mo. banc
1942).

B. TheLicensing Agreement Does Not Permit “ Attributional Nexus.”

> Emphasis added here and throughout, unless otherwise noted.
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The Commisson hdd that Appdlants had nexus with Missouri because they “do businessin
Missouri by licenang thar intangible asssts for usein Missouri and earning royaty income from the use
of the trademarks and trade namesin Missouri” (L.F. 50). Thiskey condusion was presumably written
in the passve voice for the Smple reason thet the entity using the Trademarksin Missouri was not ether
of the Appdlants, or ARCLP for that metter, but rather ABC. Furthermore, this condusion ignores
both the undisouted evidence at trid aswell asrdevant trademark law and Missouri law.

Inthefirg place, by the expressterms of the Licensing Agreement, Appdlantsand ARCLP are
precluded from using the Trademarksin Missouri because the license with ABC isexdusve. When
an exdudve licenseis granted, the licensee is assured that there will be no other use of the license,
induding by the licensor itsdf. See, e.g., Shoney’ s Inc. v. Schoenbaum, 894 F.2d 92, 95 (4th Cir.
1990). Nather Appdlants nor ARCLP market any products; they thus do not use the Trademarks.
Ingtead, ARC in Tax Periods 1992-1993, and ARCLP in Tax Periods 1994-1996, licensed the
Trademarksto anon-Missouri entity, ABC, pursuant to a contract completed outsde of Missouri thet is
not governed by Missouri law, and under which payments are mede outsde of Missouri. Thus,
contrary to the Commisson’ sassertion, ABC, and not Appdlants or ARCLP, used the Trademarksin
Missouri.

Thereisno digoute that ABC used the Trademarksin Missouri. The Commission, however,
atempted to atribute ABC's Missouri nexusto Appdlants and ARCLP through the Licensing
Agresment under federd trademark law. Thefederal Lanham Adt, 15 U.SC. § 1051, et seq.,
govearnstrademark law in the United States and codifies basic principles of trademark protection
induding trademark licenang. S. Rep. No. 100-515 a 1, 4 (1988); Inwood Laboratories, Inc. v.

Ives Laboratories, Inc., 456 U.S. 844, 861 n.2 (1982). The Lanham Act requiresthat the licensor
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endure thet alicensee use the marks gppropriatey or risk abandonment due to their deceptive use thet
no longer ensures the qudity of goods and sarvices: Oberlin v. Marlin American Corp., 596 F.2d
1322, 1327 (7th Cir. 1979). However, to the extent such obligations are contained in the Licensng
Agreement, they do not cregte an agency rdationship:

“The purpose of the Lanham Act, however, isto ensure the integrrity of

registered trademarks, not to create a federal law of agency.

Furthermore, the scope of the duty of supervison of aregisered trademark is

commensurate with this narrow purpose. The duty does not give allicensor

control over the day-to-day operations of alicensee beyond that necessary to

ensure uniform qudity of the product or service in question. 1t does not

automaticdly saddle the licensor with the respongibilities under date law of a

principd for hisagent.” |d.

The Commisson’serror isfurther demondrated by this Court’ sdecisonin M.V. Marine Co.
v. Sate Tax Comm'’ n, 606 SW.2d 644 (Mo. banc 1980), asdaifiedin Goldberg v. State Tax
Comm' n, 639 SW.2d 796, 798 (Mo. banc 1982), and the Commisson’sown decison in John
Fabick Tractor Co. v. Director of Revenue, Case Number 95-0597RV (Mo. Admin. Hrg.
Comm. 1996).
InM.V. Marine, the taxpayer derived income from the lease of barges, towboats and trucks

It entered into the contractsin Missouri with rdlaed companies who usad the leased property both
within and outsde Missouri. The taxpayer argued that the lease income was generated partly within and
partly without Missouri based upon the places where the property was used to generate income. This

Court rgected that argument. In Goldber g, this Court explained thet the lease income of the taxpayer

SL01DOCS/1469200.01 36



was earned where the | eases were consummeated; it did not matter where the lessees used the property.
Id., 630 SW.2d a 798. Thesameistruehere The Licenang Agreement was not consummeted in
Missouri, and there is no didtinction between the lease of property and the license of the Trademarksin
this context.

In John Fabick, aMissouri owner of tractors and other farm equipment leased such property
to an lllinois customer. Under the terms of the lease, the lllinois customer wias required to pick up the
equipment a the Missouri company’s place of business, and to return the equipment a the end of the
lease term. The Missouri company argued thet no Missouri saes tax was due because the leesed
property was to be used exdusivey outsde Missouri. The Commisson rgected this argument, noting
thet the “place of usg’ isirrdevant in determining the gpplication of Missouri sestax. Indeed, the
Commission noted thet Missouri law is dear that sales occur where possesson istrandered in
Missouri, the sde occurred in Missouri, and the ultimate place of use of the leased property was
irrdevant for Missouri sdestax purposes.

Thereisno digoute thet the Appdlant ARC strander of the exdusiveright to usethe
Trademarks and dl other of the Appdllants conduct that culmineated in the execution of the license
agreement or involved the management of the transactions under the license agreament, occurred

outsde of Missouri. Nothing the Appellants did to produce the royalty income was donein Missouri.

®  Asdiscussed in detail below under Point 11, thereis no legd basis to disregard Appellants
Separde corporate exisences, nor isthere any partnership or agency relationship between them and

ABC.
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Further, as explained above, the conduct the Director focusesonisABC’ s sales of products
to Missouri customers. Thus, the Director atemptsto tax Appdlants soldy on the fact that ABC
sdIsto Missouri customers products covered by Appdlants Trademarks Yet, even if Appellants
had directly engaged in the sale of those productsto Missouri customer s, the Director
would be preduded as amatter of federd law from taxing Appe lants based soldy on that conduct. The
federd Intersate Income Law,

15 U.SC. 8 381, prohibits agate from taxing aforeign corporation solely on the basis of sdesit makes
to customerswithin that sate’ In effect, the Director seeksto attribute the activities of ABC (desto
Missouri cusomers) to Appdlantsin an attempt to subject Appdlantsto Missouri incometax, when
those particular activitiesif engaged in directly by Appellantsare aninsufficdent besisto
subject Appdlantsto tax.

Missouri’ stax satutes are to be given reasonable congructions, Collins v. Director of
Revenue, 691 SW.2d 246 (Mo. banc 1985), and grictly in favor of taxpayers. United Air Lines,
Inc. v. Sate Tax Comm’ n, 377 SW.2d 444, 448 (Mo. banc 1964). Under thefacts of thiscase,

section 143.431.1 has been condrued in amanner never intended by the legidature, amanner that isin

" Title 15, section 381 provides thet “[n]o Sate.. . . shall have power to impose. . . anet income
tax on the income derived within such State by any person from interstate commerceif the only business
activitieswithin such State by or on behdf of such person during such taxable yeer are. . . the
solicitation of orders by such person. . . in such State for sales of tangible persond property, which
orders are sent outsde the State for gpprovd or regjection, and, if gpproved, arefilled by shipment or

ddivery from apoint outsde the Statd.]”
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fact absurd! The Director atemptsto goply section 143.431.1 in away that has Saggering implications
for dl taxpayers doing business across date lines, particularly those taxpayers who ded in intangible
property. Condder the author who is paid roydties by a publisher from the sle of abook, or a
software writer paid roydtiesfor the sde of its software, or an athlete recaiving roydtiesfrom his
endorsement of a product, or atdevison producer paid roydties by anetwork for theuse of a
program. The Director would subject dl of those entities to Missouri incometax, even though they
did nothing in Missouri, Smply because they did business with persons or entities that did busness
in Missouri. The legidature never could have reasonably expected such aresult. Indeed, asthisrecord
dearly shows and the Commission acknowledged, these types of transactions had never been subjected
to Missouri income tax before, and the Missouri legidature goparently never saw fit to tax these types of
transactions. The Director has certainly referenced no legiddive change as abagsfor this profound
changein Misouri taxation. It iswithin the sole province of the legidaure to effect such adaggering
changein Missouri income tax law and not within the province of ingenioustax callectors

Therefore, the Commission’s conduson that ABC sdes of products covered by Appdlants
Trademarks may somehow be atributed to Appelants or ARCLPisincorrect. In short, the receipt of
royaty income by Appdlants and ARCLP from the licensee, when the licensee done sold to Missouri
cudomers products covered by Appdlants Trademarks does not condiitute Missouri source incometo

Appdlantsor ARCLP. The Appdlants are not subject to Missouri income tax.
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[I.  THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING
THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189
AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR
SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT
APPELLANTSDO NOT HAVE A SUFFICIENT NEXUSWITH MISSOURI,
CONSISTENT WITH THE COMMERCE CLAUSE AND SECTION
143.441.2(5), THAT WOULD PERMIT MISSOURI TO IMPOSE INCOME
TAXESUPON APPELLANTS.
A. Introduction
Section 143431 imposes the Missouri income tax on corporaions upon So much of their
federd taxable income asis derived from Missouri sources. As explained above, the roydty income a
issueis not Missouri source income and i, therefore, not subject to Missouri incometax. However,
even if it were Missouri source income, it would be exempt from Missouri income tax anyway. Section
143.441.2 Sates:
“The tax on corporations provided in subsection 1 of section 143.431 and

section 143.071 shdl not goply to:

(5  Any other corporation that is exempt from Missouri income taxaion

under the laws of Missouri or the laws of the United States.
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The Commerce Clause of the United States condtitution prohibits Missouri from taxing
Appdlants roydty income Therefore, theincomeis exempt from tax by section 143441.2(5) 2

The Commerce Clause, Artide |, Section 8 of the United Siates Condtitution, authorizes
Congressto “regulate Commerce with foreign Nations, and among the severd States”  Although the
Commerce Clause does not expresdy provide for the protection of intersdate commerce in the aosence
of action by Congress, the United States Supreme Court has conggently sated thet the  dormant”
agpect of the Commerce Clause“by itsown foreg” prohibits certain State actions thet interfere with
interstate commerce. See, e.g., South Carolina State Highway Department v. Barnwel |
Brothers, Inc., 303 U.S. 177 (1938).

In Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977), the United States
Supreme Court evauated a Commerce Clause chdlenge to aMissssppi sdlestax directed upon
automobiles manufectured out-of-gate. The Court developed afour-part test to examine the
Commerce Clause dispute that assesses

0] whether the tax is gpplied to an interdate activity with asubstantial

nexus with the taxing ate”

® The Court, of course, should avoid constitutional adjudications when the case may be decided
on datutory grounds. See, e.g., Sate exrel. Union Elec. v. Public Serv. Comm’n, 687 SW.2d
162, 165 (Mo. banc 1985). This maxim compesthat section 143.431 should be construed as argued

in Point |, ante to avoid a congtitutiond confrontation.

®  Emphasis added here and throughout, unless otherwise noted.
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(i)  whetherthetax isfairly gpportioned;

(i)  whether it discriminates againg interstate commerce; and

(iv)  whetheritisfarly rdated to the srvices provided by the date. 1d. at

279
This Court hdd that the Brady factors are equdly gpplied to adetermingtion of the taxability of the
income from the interdate operations of aforeign corporation. Amway Corp. v. Director of
Revenue, 794 SW.2d 666, 671 (Mo. banc 1990). Theissuein this caseiswhether Appdlants have
asubstantial nexus with Missouri satisfying the Commerce Clause
The United States Supreme Court’s most recent discussion of the requirements of the
Commerce Clause regarding the taxation of out-of-gate vendorsis Quill Corp. v. North Dakota,
504 U.S. 298 (1992). In Quill, the Court prohibited North Dakata from imposing ausetax collection
duty on out-of-gtate mail order businesses. The North Dakota Supreme Court, which had permitted
the imposition of use tax collection duties upon the taxpayer, based its decison on it determingtion thet
the evalution of Commerce Clause jurisprudence Sgnded a“ retreat from the formaligtic congtrictions of
adringent physcd presencetest in favor of amore flexible substantive gpproach.” 1d. at 314, citing,
470 N.W.2d 203, 214 (N.D. 1991).
Specificdly, the North Dakota Court stated thet the precedents of the United States Supreme

Court had Sgnded aretreet from National Bellas Hess, Inc. v. Dep’t of Revenue, 386 U.S. 753
(1967). In Bellas Hess, the Court hdd thet a State could not condtitutionaly impose asdes tax upon
out-of-gate vendors having no physcd presance in the State, even though the vendor used the United
Saes Podd System to ddiver catdogsinto the State, and used the Postd System or a common carrier

to ddiver ther products.
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In Quill, the Supreme Court flatly rgected the reasoning st forth by the North Dakota
Supreme Court. The United States Supreme Court Sated thet it had never intimated adesireto rgect
“bright-line” testsin dl indances, and renforced the bright-line rule of Bellas Hess:

“Like other bright-line tets, the Bellas Hess rule gppears attificd a its edges
Whether or not a State may compe avendor to collect asdes or usetax may
turn on the presence in the taxing State of asmdl sdlesforce, plant or office.
Thisartificiality, however, is more than offset by the benefits of a
clear rule. Sucharulefirmly esablishes the bounderies of legitimeate Sate
authority to impose aduty to collect sales and use taxes and reduces litigation
concarning thosetaxes This bendfit isimportant, for as we have so frequently
noted, our law inthisareais something of a‘quagmire and the ‘ gpplication of
conditutiond prinaplesto goedific date Satutes leaves much room for
controversy and confuson and littlein theway of precise guidesto the Staesin
the exercise of ther indispensable power of taxation.”” 1d. a 315-16 (citations
omitted).

The Court continued:

“In sum, dthough in our cases subsequent to Bellas Hess and concerning
other types of taxes we have not adopted asmilar bright-line, physca presence
requirement, our reasoning in those cases does not compd that we now rgect
therule thet Bellas Hess etablished in the areaof sdlesand usetaxes Tothe

contrary, the continuing vaue of abright-line rulein this areaand the doctrine
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and principles of dare decigsindicate thet the Bellas Hess rule remains good
law.

“This agpect of our decison ismade esser by the fact thet the underlying issue
isnot only one that Congress may be better qudified to resolve, but dso one
that Congress has the ultimate power to resolve. No matter how we evauate
the burdens that use taxes impose on intersate commerce, Congress remains
free to disagree with our condusons” 1d. at 317-18.

In short, the Court, while nating Congress has the power to modify the gandard, dated in
Quill thet in the absence of a physical presence of a taxpayer in the State, the taxpayer
does not have substantial nexus, for purposes of the Commerce Clause. Significantly, Congress
has not modified this standard in the decade since the Court’ sdecision in Quiill.

B. The Commission’s Attemptsto Avoid the Commerce Clause are

Unavailing.

Thereis no dispute that Appdlants had no physca presencein Missouri. The Director’sFHind
Decison dates that the substantia nexus standard is stified by “[t]he use of the trademarks and
patentsin Missouri” (Ex. 1, p. 2).° Thet should bethe end of the matter, with the condusion thet the
Director may not congtitutionally tax Appelants But the Commission held, notwithstanding the lack of

physicd presence, that the Director could impose taxes upon Appellants. Because none of the reasons

1% Thiscondusion is nat consitent with Quill. There, the Supreme Court noted thet the existence
of floppy diskettes owned by Quill in North Dakota did not condtitute physica presence. Appdlantsdo

not have even those minima amounts of property in Missouri.
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advanced by the Commission in support of thet condusion pass condtitutiond muster, each should be

rejected by this Court.
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1. The Commer ce Clause Requires Physical Presencefor the
I mposition of Income Tax.

The Commisson conduded thet, while the Commerce Clause requires physicd presence for the
impaosition of sdes and use taxes, no physica presance was requiired for the impaosition of income taxes
This position cannot be recondiled with the language of the Commerce Clause or the Supreme Court's
interpretation of the Commerce Clausein Quill.

InQuill, the Court dated:

“Hrg, asthe gate court itsdf noted, 470 N.W.2d a 214, dl of these cases
involved taxpayers who had aphyscd presencein thetaxing State and
therefore do not directly conflict with therule of Bellas Hess or compd thet it
be overruled. Second, and more importantly, athough our Commerce Clause
jurigorudence now favors more flexible balancing andyses, we have never
inimated adesreto rgect dl *bright-ling tets. Although we have nat, in our
review of other types of taxes, articulated the same physica-presence
requirement that Bellas Hess established for sdles and use taxes, that slence
does nat imply repudiation of the Bellas Hess rule” 1d. at 314.

The Director’s primary authority (and the one thet precipitated her changein palicy) is
Geoffrey v. South Carolina, 437 SE.2d 13 (S.C. 1993), cert. denied, 510 U.S. 992 (1993).
There, the South Cardlina Supreme Court held thet physica presenceis not required to establish nexus
inanincometax caxe. In upholding the assessment on Geoffrey’ strademark and trade name royaty
income, the court erroneoudy pargphrased the language of Quill, above, as saing theat “the physica

presence requirement has not been extended to other types of taxes” 1d. & 23, n4. The Court dso
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emphadized the presence of accounts receivable in South Carolinaand characterized Geoffrey asa
franchisar. Thus Geoffrey isnot only incongstent with Quill, and therefore wrong, but it is
diginguishable onitsfects.

In contrast to Geoffrey, neither Appdlants nor ARCL P have accounts receivable in Missouri.
Further, neither Appdlants nor ARCLP are franchisars, but merdly act aslicensors of the Trademarks
during the respective Tax Periods. Thus, the bas's upon which Geoffrey assarted physcd presenceis
not present in this case.

The other authorities dted by the Commission likewise provide no support for its decison.
Hrg, itsataion of Borden Chemicals and Plastics, L.P. v. Zehnder, 726 N.E.2d 73 (1. App.
2000), for the propodtion thet physicd presenceis not required for income tax casesis ingpproprigte
sncethe lllinois Court of Appeds atement was mere dictum in thet the Illinois court conduded thet
the plaintiff was physicdly presantin lllinois,

Second, the Commisson cited the dip opinion of the New Mexico Court of Appedsin Kmart
Properties, Inc. v. Taxation and Revenue Dep’t, Number 21,140 (November 27, 2001). In
Kmart, the intermediate gppelate court conduded that an out-of-gate corporation owning trademarks
and trade names that were licensed to another corporation for usein New Mexico was subject to New
Mexico incometax. Thisdecisonisaof no aval to the Director snce the New Mexico Supreme Court,
pursuant to New Mexico Rule of Appdlate Procedure 12-502, granted a petition for writ of certiorari
by Kmart, and spedificdly ordered the Court of Appedsto refrain from teking any action to publish its
decison. Hence, the Kmart opinion iscurrently in legd limbo and is not authority for anything. A copy

of the Writ of Certiorari is atached as Appendix A.
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Asevidenced by the dearth of authority in Geoffrey, Borden, and Kmart, the Commerce
Clause itsdf does not articulate differing Sandards for different types of taxes. Indeed, it datesthet
Congress has the power to “regulate Commerce with foreign Nations, and among the severd States”
Thereisno bagsin the language of the Commerce Clause nor any logica reason to extrgpolate from the
Commerce Clause adiginction between different types of taxes on intersate commerce.
The Commission, in atempting to disinguish sdes'use taxes from income taxes Sated:
“Income tax is different because intangibles, such asthose a issue here, may

earn income in the taxing Sate even though the owner has
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no physica pressncein that tate. Asnoted in Miched T. Fatde'! State Tax
Jurisdiction and the Mythical ‘ Physical Presence’ Constitutional
Standard, 54 Tax Lawyer 105, 107 (Fdl 2000), ‘a corporation, though
designated asa‘ person’ for purposes of various legd requirementsinduding
tax filings isamerelegd condruct that isnat in fact presant anywhere” Wedo
not countenance the use of amere legd condruct to shdlter income from
taxation in the gate from whose revenue stream the income was derived, asthe
Supreme Court has plainly ruled that physica presenceisnat required.” (L.F.
54-55).

Neither the Commisson nor Fatae, the M assachusetts revenue dtorney the Commission dited
for authority, attempted to explain any policy rationde for disinguishing income taxes from sdesand use
taxes for purposes of the Commerce Clause. Contrary to thelr ingnuaions, the United States Supreme
Court has gated thet direct taxes impose greeter burdens on interstate commerce than sdesand use
taxes. National Geographic Society v. California Board of Equalization, 430 U.S. 551,

560 (1977). Therefore, to the extent the two types of taxes are properly distinguishable, the Commerce

1 The Commission’s ditation of the arguments of Massachusetts Revenue Department attorney
Fatdeisindeed ironic in light of itsexdusion at the hearing of the tesimony (Ex. 20) of Appdlants
witness on thisissue, Professor Richard Pomp of the Univeraity of Connecticut. Unlike the biased
opinions of the Director’slavyer’ s counterpart in Massachusatts, Professor Pomp's opinions are that

of an academidan and tax scholar.
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Clause should impose gr eater bariersfor theimpaostion of direct income taxes then for the impostion
of sdesand usetaxes

The Commisson dso faled to quare Fatd € s satement that a corporaion may not be present
anywhere with the numerous decisions of the United States Supreme Court determining the presence of
corporate entities for purposes of persond jurisdiction and Commerce Clause litigetion.

The Commisson did not condder or discuss decisons of various Sate tribunds thet have
rgected the Commission’sraionde. For example, in J.C. Penney National Bank v. Johnson, 19
S\W.3d 831 (Tenn. Ct. App. 1999), cert. denied, 531 U.S. 927 (2000), a Tennessee gpped s court
rgjected the revenue authority’ s attempt to goply its net income tax upon a corporation managing
thousands of credit card accounts and deriving fees from Tennessee resdents. The Tennessee revenue
authority maintained thet the Commerce Clause required no physicd presence for imposing franchise
and excdse taxes and, dternatively, that the presence of the corporation’s credit cards and affiliated
companiesin Tennessee condtituted the corporation’s physica presencethere. The Tennessee court
disagreed. Firg, it concduded that aphysica presence wasrequired. 1d., 19 SW.3d at 839. Second,
it concluded thet the presence of the crediit cards, which represented the corporation’ sintangible credit
accounts, did not congtitute physical presence. 1d., 19 SW.3d a 840. Lad, it concluded that the
presence of retall J.C. Penney stores of ardated company was insufficient to establish the taxpayer’s
physicd presence. 1d., 19 SW.3d at 842-43. Therefore, consistent with Quiill, theimposition of
Tennessee income tax was unconditutiond.

The Tennessee court’ sdecison is not uniguein its rgection of the Director’s argument for the
dismissd of aphysica presence reguirement under the Commerce Clause See, e.g., Syl, Inc. v.

Comptroller, Case Number C-96-0154-01 a 6 (Md. Tax Ct. 1999) (* Geoffrey focused onthe
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use of the marks by the in-date filiate of the unitary group in order to determine the nexus of the
foreign corporation. We disagree thet thet activity condtitutes subgtantia nexus.”); Cerro Copper
Products, Inc. v. Alabama, Docket Number F94-444 (Ala. Dept. Rev. 1995) (“1 disagree with
Geoffrey’ s Commerce Clause andysis concarning intangibles. Spedificadly, | disagree thet recaivables
generated by anon-resdent taxpayer’ s ectivitiesin a Sate are necessxily ‘locaied’ inthet date. | dso
disagree that the ‘use’ or ‘presence of intangiblesin agateis, by itsdf and without some physica
presence, sufficient to establish * subgtantid nexus for Commerce Clause purposes”™).

The Commission aso ignored the condusions of the hearing officer in the unpublished Kmart
decison:

“I concur with KPI’'sargumentsthet | can find no principled basis to
distinguish between sales and use taxes, and income taxes under
the Commerce Clause.... Onthisbags | disagree with the portion of the
South Cardlina Supreme Court' sdecison in Geoffrey, which uphdd the
impasgition of anincometax, under facts nearly identicd tothiscase ... onthe
bags that the Commerce Clause physca presance requirement announced in
Quill, was limited to sdles and use taxes (dtations omitted). Number 01-
287446-00-6 a 23, n. 10 (N.M. Tax Dept. 2000).

In summary, thereis no prindpled distinction between income taxes and sdesluse taxes for
purposes of the Commerce Clause. Therefore, the Commission’ s atempt to create such adidinction to
avoid the physicd presence requirement of the Commerce Clause must be rgected by this Court.

2. The Nexus of Appellants’ Licensee May Not Be Attributed to

Appellants.
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The Director argued below thet the nexus of ABC could be attributed to Appdlants Although
the Commission dedlined to reach thisissue basad upon its determination thet the Commerce Clause's
physca presence requirement does nat gpply to income taxes, the Commisson mede severd findings of
fact regarding the control of ABC, ARC, BIC, ARCLP, and Justin, and stated, “[b]ecause the Justin
enterprises were aunitary busness and were functiondly integrated, we could eesily rule that the Justin
business activity conducted in Missouri may be atributed to [Appdlantg and thet physicd presenceis
edablished.” (L.F. 60). Asdemondrated beow, thisline of argument is dearly incongsent with
Misouri law.

Under Missouri law, even when the sock of one corporation is owned partly or wholly by
another, the two separate corporations are to be regarded as didtinct legd entities. Central Cooling
& Supply Co. v. Director of Revenue, 648 SW.2d 546, 547-48 (Mo. 1982). Corporaionsare
not repongble for the acts of reated entities See, e.g., Grease Monkey Int’l, Inc. v. Godat, 916
S\W.2d 257, 262 (Mo. App. E.D. 1995); Mitchell v. K.C. Stadium Concessions, Inc., 865
SW.2d 779, 784 (Mo. App. W.D. 1993).

Although the Director’ s arguments before the Commission were somewhat opague, she
goparently argued that the above-cited generd rule did not goply to Appdlantsfor three reasons: (1)
ABC was engaged in a partnership with ARC, BIC, and ARCLP, (2) ABC wasthe dter ego of ARC,
BIC, and ARCLP, and/or (3) the Licenaing Agreement crested some sort of joint venture. None of
these theories is condstent with the facts of this case

(@ ABC WasNot Engaged in a Partnership with ARC, BIC

or ARCLP.
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The exigence of apartnership is never presumed, and the burden is on the party asserting a
partnership to prove by dear, cogent, and convincing evidence thet a partnership exiss. Morrison v.
Labor and Industrial Relations Commission, 23 SW.3d 902 (Mo. App. W.D. 2000). A
partnership consggs of partners placing ther money, efforts, labor, and skill in lavful commerce and
dividing the resulting profitsand losses 1d. Inthis case, therecord is dear that ABC shared naither
prafitsnor losses Thus, while ARC and BIC were partnersin ARCLP, ABC was not the partner of
any of those ertities

(b) ABC WasNot theAlter Ego of ARC, BIC, or ARCLP.

The Commission emphasized that Judin and its subsdiaries had a commondity of officersand
directors and condtituted afunctiondly integrated unitary busnessin saing thet it could “eedlly rule thet
the Jugtin business activity in Missouri may be attributed to [Appdlanty and that physica presenceis
edablished” (L.F. 60). The Commisson did not cite any authority showing thet any of these facts
authorized it to disregard the separate datuses of Appdlants from ABC and Jugtin. Missouri law is
clear that a corporation is an entity separate and gpart from its sockholders. Mere ownership of dl the
gock of one corporation by another, and the common identity of officers with another, are not done
sufficient to creste an identity of corporate interests between two companies. Rather, there mugt be
such dominion and control thet the controlled corporation has, S0 to speek, no separate mind, will, or
exigence of itsown. Blackwell Printing Co. v. Blackwel[-Wielandy Company, 440 SW.2d
433, 437 (Mo. 1969); Mid-Missouri Telephone Co. v. Alma Telephone Co., 18 SW.3d 578,
582 (Mo. App. W.D. 2000). The evidence demondrates that Appdlants were not the dter ego of

Judin or ABC.
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InCollet v. American National Stores, Inc., 708 SW.2d 273, 284 (Mo. App. E.D.
1986), the court noted thet among the factors usad to determine whether asubsidiary isthe dter ego of
its parent is whether the parent uses the subsidiary’ s property asits own and whether the directors of
the subsdiary act independently in the interest of the subgdiary or teke their orders from the parent
corpordion in the latter’ sinterest. Appelantslicensed the Trademarksto ABC. ARC, BIC, ad
ARCLP were formed for the specific purpose of sparating the Trademarks from the operating
divisons of Judin because different kill levels are required to manage intdlectud property than to
produce and sl footwear, and because Judtin conduded thet people specidizing inintelectud property
would be better able to market the same to unrelated entities (Tr. 31-42).

Inaninteresing twig, in Central Cooling & Supply Co. v. Director of Revenue, 643
SW.2d 546 (Mo. 1982), the Director successfully argued for the sparate corporate exisence of two
relaed corporations that were exchanging tangible persond property. This Court refused to disregard
the separate corporate exisence in upholding the assessment of sales and use tax on transactions
between two rdaed corporations. 1d. a 547. ThisCourt rlied on Moline Properties, Inc. v.
Commissioner, 319 U.S. 436, 438-39 (1943), which hed:

“The doctrine of corporate ety fillsauseful purposein busnesslife. Whether
the purpose be to gain an advantage under the law of the Sate of incorporation
or to avoid or to comply with the demands of creditors or to servethe cregtor’'s
persond and undisclosed convenience, so long asthat purposeisthe equivdent
of business activity or isfollowed by the carrying on of business by the

corporaion, the corporation remains a separate taxable entity.”
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The Director’ s arguments thet the commondlity of interests between Jugtin, ABC, ARCLP, ad
Appdlants permits this Court to disregard their repective separate Satuses are incongsent with

Missouri law.
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[11.  THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING

THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189

AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR

SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT

THE EQUAL PROTECTION CLAUSE AND UNIFORMITY CLAUSE

PROHIBIT THE IMPOSITION OF MISSOURI INCOME TAX ON ROYALTY

INCOME RECEIVED BY A TAXPAYER HAVING NO PHYSICAL PRESENCE

IN MISSOURI FROM A LICENSEE RELATED TO THE TAXPAYER WHEN

NO SUCH IMPOSITION ISMADE UPON A LIKE TAXPAYER ON ROYALTY

INCOME RECEIVED FROM UNRELATED LICENSEES.

The Uniformity Clause of the Missouri Condtitution requiresthet dl taxes“shdl be uniform upon
the same dass or subdass of subjectswithin theteritorid limits of the authority levying thetax.” Mo.
Cond. at X, 83. Whilethe power of the State to classfy for purposes of taxation is broad, taxpayers
must be dassfied on areasonable bass Schnorbus v. Director of Revenue, 790 SW.2d 241,
242 (Mo. banc 1990). Thevdidity of a date tax Satute under the Equa Pratection Clause (U.S.
Cong. amend. X1V, 8 1) isdetermined under the rationd bass gandard. Exxon Corp. v.

Eagerton, 462 U.S. 176, 195-96 (1983).

The taxation of out-of-date trademark and trade name licensors based upon the use of
trademarks and trade names by ardaed licensee to sl products to Missouri cusomersviolates the
Uniformity and Equa Protection Clauses when the Director doestax the same transactionsiif they

involve unrdated licensees. Thereis utterly no rationd beds for such discrimination under thelaw. The
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Commission did not dispute thislegd condusion. Indead, it said that “thereis no evidence that thisis
the Director’ s pogtion” (L.F. 60), atatement thet is patently incorrect.

The Commisson'sfactud finding is unsupported by competent and subdtantia evidencein the
record. The Director, through her designee pursuant to Missouri Rule of Civil Procedure 57.03(b)(4),
tetified that, dthough there were numerous Stuations in which out-of-gate licensors derive roydty
income from the use of trademarks by unrdated licensees in Missouri, she was unaware of any indance
in which an assessment was mede in that Stuation (Ex. 23, pp. 29-32, 41-42). This condusion was
amplified by the deposition of one of the Director’ s auditors, another designee of the Director, and who
gtson the Director’ s Tax Policy Committee. He likewise dated that he was unaware of any Stuation in
which the Director taxed income Smilar to Appdlants when the licensee was unrdaed to the licensor
(Ex. 25, p. 19-20, 31-34).

Accordingly, the Commission’s statement thet “Alll of the auditors who testified by live
testimony or depogtion indicated thet the Director would treet royaty income the same way regardiess
of whether the trademarks were trandferred to areated corporation” (L.F. 60), is contradicted by the
Director’ sfalure to assess Smilarly Stuated taxpayers. The Director’s assessment agangt Appdlantsis

invaid because it is contrary to the Uniformity Clause and denies Appd lants equd protection.
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IV. THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING

THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189

AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR

SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT

THE SALESOF ANOTHER TAXPAYER MAY NOT BE TREATED AS

APPELLANTS SALESUNDER SECTION 32.200, ART. 1V, § 17.

The Missouri income tax isimposed upon So much of acorporaion’sfederd taxadle income
“asisderived from Missouri sources” Section 143.431. Because Appelants do not have any
Missouri source income, the Director’ s assessment againgt Appdlantsisinvaid.

Missouri adopted the Compact as codified by section 32.200. ArtidelV, section 9 of section
32.200 provides thet “dl businessincome shdl be goportioned to this Sate multiplying theincome by a
fraction, the numerator of which isthe property factor plusthe payrall factor plusthe sdesfactor, and
the denominator of whichisthree” Because Appdlants respective property, payroll and sdlesfactors
are zero, Appdlants have no Missouri source income.

In computing Appdlants Missouri taxable income, the Commission induded
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ABC's sdesof productsin Missouri within the sdlesfactor of Appellants.*? Thisisinconsstert with
section 32.200, art. 1V, 8§ 17, which provides that sdes other than sales of tangible persond property
areinduded in the numerator of the slesfactor only if the mgority of the income producing activity
takes place in Missouri. The Director’'s Regulation 12 CSR 10-2.075(56) dates that income-
producing activitiesindude the sale, licenang or other use of intangible persond property. Asdaed
above, Appdlants have no products for which the Trademarks are used to market. Ingteed, Appdlants
licensed the Trademarks to a non-Missouri entity, ABC, pursuant to a contract completed outsde
Missouri thet is not governed by Missouri law, and under which, in every case, payments were mede
outside Missouri.*® Becaused| of Appdlants income producing activities took place outside of
Missouri, the Commisson’s aggregetion of ABC' s sdlesinto Appellants respective sdesfactorswas

ingppropriate.

12 The Commission' s atribution of ABC's sdles of productsin Missouri to ARC for Tax Periods
1994-199%6 is particularly erroneous Since during those Tax Periods, ARC was merdly the limited
partner of ARCLP, and was therefore engaged in a passve investment activity.

13 But for the fact that ABC was rdated to Appdllants and ARCLP, Appdlants and ARCLP,
Appdlants and ARCLP would not likely even have accessto the locations of ABC'ssdesto ABC's
customers and, therefore, would not even know where to file income tax returns, or how much to pay,

under the Director’ stheory of taxation.
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V. THE ADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING

THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189

AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR

SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT

UNDER SECTION 32.200, ART. 1V, 8§18 NEITHER THE DIRECTOR NOR

THE COMMISSION ISFREE TO EXCLUDE THE PROPERTY FACTOR IN

APPORTIONING THE INCOME OF TAXPAYERSHAVING NO OR SMALL

AMOUNTSOF PROPERTY OWNERSHIP OR PAYROLL.

The Commission gpportioned Appdlants income by using the sales factor with a denominator
of one. Thus assuming ar guendo that Appdlants are subject to Missouri income tax, the
Commisson’sdecisgon incorrectly goportioned Appdlantsincome under the Compact. The
Commisson dated thet it exduded the property and payrall factors because ARC's payrall and
property were de minimisin rdaion to its royaty income and because BIC did not have employees
and the record did not demongtrate that it hed property (L.F. 63). The Commission judtified this
departure from the statutorily required three-factor method under the authority of section 32.200, art.
IV, 8§ 18, which provides thet the Director may exdude one or more factors “[i]f the alocation and
goportionment provisons of thisartide do not fairly represent the extent of the taxpayer’ s business
adtivitiesinthisgate” The Commisson’s determination that the three-factor method does not fairly
represent Appdlants busnessis erroneous and is contrary to its own decisonin Rentco Trailer
Corporation v. Director of Revenue, Case Number 97-1373RI (Mo. Admin. Hrg. Comm.

1998).
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Ashere in Rentco, the Commisson addressed a Stuation in which the Director atempted to
goportion ataxpayer’ sincome usng fewer than dl of the three factors. Specificdly, the Director
exduded the payrall factor because the taxpayer did not have payrall in any gate. In Rentco, the
Commisson hed thet the Director’ s calculation was impermissible because the Satute requires the use
of dl threefactors. While the Commission recognized that section 32.200, art. 1V, 8 18 pamitsa
deviaion from the Satutory formula, such a deviation reguires a determination thet the three-factor
method does not fairly represent the extent of the taxpayer’ sbusiness. Because the Commisson
determined thet the taxpayer’ slack of payrall was dueto its organization rether then the nature of its
busness, the Commisson determined that the use of an dternative method of gpportionment was
ingppropricte.

Asauming arguendo that Appdlants are subject to Missouri income tax, under Rentco, the
Commisson’sexdusion of the payrall and property factors wasimproper and must be rejected.
Appdlant smdl (or nonexigent) amounts of property and payroll were bassd upon the nature of
Appdlants respective organizations. A smple example demondratesthe falacy of the Commisson’'s
reasoning, particularly for income generated from intdlectud property. Suppose Stephen King, Inc.,
writes books thet it copyrights and licenses. Stephen King, Inc. paysits one employes, Stephen King,
$20,000 per year in dary. Stephen King, Inc. has only asmdl office and aword processor thet its
one employee uses, and the vaue of thet property is$2,000. Y e, Stephen King, Inc. generates millions
of dollars each year in copyright roydties The Commisson would disregard the payrall and property
factors because they were minimd in rdation to the roydlties, yet no one could reasonably deny thet the
one employee and the smdl amount of property were primarily responsible for the production of thet

roydty income.
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Indesd, the Commisson’swillingness to disregard factors that, in the Commisson’s opinion,
are“minima” will makeit practicdly impossible for corporations thet actudly are subject to Missouri
income tax to predict with any kind of certainty tharr Missouri income tax liability. Depending upon the
Commisson’swhim, Missouri may be aone, two, or three factor gpportionment Sate for a particular
taxpayer. One can only wonder whether the Director would agree with the Commisson if Appdlants
“minimd” property or payrall werein Missouri.

In short, because Appdlants property, payroll and sdesfactors are zero, Appdlants have no
Missouri sourceincome. Because section 143431 permits the Director to assess Missouri income tax

upon Missouri source income, the Director’ s assessment againg Appdlantsisinvdid.
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VI. THEADMINISTRATIVE HEARING COMMISSION ERRED IN UPHOLDING

THE NOTICES OF DEFICIENCY BECAUSE, UNDER SECTIONS 621.189

AND 621.193, THAT DECISION ISNOT AUTHORIZED BY LAW OR

SUPPORTED BY COMPETENT AND SUBSTANTIAL EVIDENCE IN THAT

THE IMPOSITION OF MISSOURI INCOME TAX UPON APPELLANTS

CONSTITUTESA CHANGE FROM “PREVIOUSPOLICY” ASTHAT

PHRASE ISUSED IN SECTION 143.903 AND CONSTITUTESA “CHANGE IN

POLICY OR INTERPRETATION” ASTHAT PHRASE ISUSED WITHIN THE

MEANING OF SECTION 32.053.

Section 143.903 provides that an * unexpected” decison is goplied only after the mogt recently
ended tax period for purposes of additiond assessment. A decison is unexpected if “areasonadle
person would not have expected the decison or order based on prior law, palicy or regulation of the
Director.” 1d. See also Lloyd v. Director of Revenue, 851 SW.2d 519, 522-23 (Mo. banc
1993); Laciny Brothers, Inc. v. Director of Revenue, 869 SW.2d 761 (Mo. banc 1994).

The Director’s designee dated that her Audit Manud sets forth the policy and guiddines for
what the Director holds taxable (Ex. 23, p. 63-64). Prior to the publication of the Nexus Podtionin the
Audit Manud in October 1996, the Director did not assert the power to tax the royaty income of out-
of-ate licensors based upon the use of patents by a licensee to manufacture products outsde of
Missouri thet are eventudly sold to Missouri cusomers. After the publication of the Nexus Postion, the
Director did assart this power and began miaking retroactive assessments, induding the assessments

agangt Appdlants
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Nonethdess, the Commission determined thet the Director’ s change of pastion did not
condtitute a change of palicy because prior to the Nexus Postion, “the Director did not have apalicy”
(L.F. 65). The Commisson gated, “The Director’s decison to pursue collections under the reasoning
of Geoffrey was nat achangein the Director’s palicy, but Smply an avareness, that did not exist
before, thet there was anew issue passibly resulting in tax lidbility” (L.F. 65-66).

It should go without saying thet the Director’ s condtitutiond duty, as provided by atidelV,
section 22 of the Missouri Condtitution isto “collect dl taxes and fees payable to the Sate as provided
by lav.” Thus the Director’ s overiding policy isto collect dl taxesimposed by Satute. The
Commisson’s datement thet the Director was“unaware’ of whether a cartain type of incomeis subject
to Missouri tax suggests aderdliction of the Director’ s condtitutiona duty. Insteed, the Director’'s
decison to pursue collections under the reasoning of Geoffrey was achangein the Director's
interpretation of the law, and therefore a change in palicy that should be gpplied on a prospective only
bass under section 143.903.

Likewise, section 32.053 provides thet any find decison of the Director, which isthe result of a
changein palicy or interpretation by the Director, may be goplied on aprogpective bassonly. Even
asuming ar guendo that the Director did not have a*“policy” with repect to the taxation of the
trademark and trade name royaty income of out-of-geate licensors based upon the use of trademarks
by alicenseeto sl productsto Missouri customers, it is dear that the Director’ s assertion of the power
to tax such income was based upon anew interpretetion of the law asaresult of Geoffrey. Asa
conseguence, this determination must be goplied on aprogpective bess  Because the Assessment

agang Appdlants was mede on aretroective bads the Assessment isinvaid.
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CONCLUSION

For the foregoing reasons, Appelants respectfully requests that the Court reverse the decison
of the Commission and determine thet the Assessments againgt Appdlants areinvaid because: (9
Appdlants have no income derived from Missouri sources, (b) Appdlants have no nexus with Missouri;
and (C) eveniif the roydty income were Missouri source income, it would not be subject to tax
retroactivdy. Furthermore, even if the royaty income were subject to Missouri tax, the Commission
incorrectly calculated the Missouri income tax by disregarding two of three gpportionment factors.
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