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INTRODUCTION

Theisue presanted by this caseis whether the Missouri Director of Revenue may tax aforeign
corporation’ sroyaty income from trademearks utilized in Missouri when that corporation —the owner of
the trademarks— has no employees, property, or sdes activity in Missouri. The Director asksthis
Court to hold Appdlants ligble for Missouri income tax — even though they are engaged in no income-
producing activity in this state — because the roydty income comes from ardated non-resident
company whose sdes of trademarked goods indude sdlesto cusomersin Missouri (and even though
thet related company pays Missouri tax with repect to those sales).

For the reasons sat forth below and in our opening brief, the Director’ s atempt to tax
Appdlants trademark roydty incomeiswithout condtitutiona or Satutory authority, and the decison of

the Adminigrative Hearing Commission in favor of the Director should be reversed.



ARGUMENT

l. The Trademark License Royalties Are Not Missouri Sour ce | ncome of
Appellants.

Appdlant Acme Roydty Company (“ARC”), and later Acme Roydty Company, L.P.
(“ARCLP"), licensed trademarks that Acme Brick Company (“ABC”) usad in making its sdesin
Missouri and dsawhere. The Director arguesthat Appdlant ARC'sand later ARCLP sroydty income
“is derived from Missouri sources” Y et the Director aites nothing thet ARC, ARCLP, or Appdlant
Brick Invesment Company (“BIC"), have donein Missouri to generate thet roydty income. Rather,
thefocd point of her argument isABC’ s sdes of productsto Missouri cusomers. She reesons that
because the amount of the royaty pad for the right to use the marksis cdculated as a percentage of
ABC'ssdes of the products bearing the marks, the royaty income was derived by Appdlantsin
Misouri (Dir. Br 13-14). But Appdlants incomeis not derived from anything they do in Missouri
because they engage in no income-producing activity in Missouri.

Asthe Director concedes (Dir. Br. 24), Misouri law is dear that there mugt be some income-
producing activity in Missouri to judtify imposing the Missouri income tax upon Appdlants income,
Sections 143431 and 143451 R.SMo. This Court hasjust recently reeffirmed this fundamenta
propogtionin Medicine Shoppe Int’ |, Inc. v. Director of Revenue, 75 SW.3d 731, 734 (Mo.
banc 2002), where it sad “[t]o be a[taxabl€g] *transaction,” there mugt be activity or effort in the taxing
date that contributes to the production of income.”  Unlike the taxpayer in Medicine Shoppe,
Appdlants engage in no income-producing activity in Missouri. Here, the Director saeksto tax the

royaty incomewithout identifying anything that Appellants have done in Missouri that produced



theincome. She does not and cannot dispute Appdlants proof thet they do no businessin Missouri,
own no red or persond property in Missouri, and have no agents or employessin Missouri. ABC's
use of the trademarks pursuant to atrademark licenseis not abags for conduding that Missouri may
tax Appellants’ income Red Wing Shoe Co. v. Hockerson-Halber stadt, Inc., 148 F.3d 1355,
1359-62 (Fed. Cir. 1998). Faced with these dipogtive redlities, the Director devotes subgtantid
discusson to ABC's, rather than Appdlants,, activities, even though ABC is not aparty to the
Assessment or to this case.

The Director arguesthat ABC's“sream of revenue’ was diverted from Missouri because
ABC pad aroydty, and took adeduction for royaty expenses, that lowered its Missouri tax lighility.
Accordingly, she ressonsthet Missouri isthe “origind source’ of the royaty income, so Missouri hesa
right to tax it (Dir. Br. 14). Her actionsin adminigering the tax laws are incondgent with her arguments
before this Court. If the Director believed that the roydty condtituted a“diverson” of a*“sream of
revenue’ that was dreedy in Missouri, she should have chdlenged the royalty deduction taken by ABC
onitsreturns, and assessad ABC based upon the effect of such adisdlowance. Her falure to assess
ABC, or even to question the propriety of the roydty rate, demondrates thet thiswas not her bdief, and
bdies her asgumentsin thisregard before this Court. Alternetively, the Director argues thet because
Appdlants attivitiesin Texas and Ddaware are insufficent, in her opinion, to generate ther income,
sheisentitled to tax that income. But, as explaned in detall beow, these argumentsignore the
requirement under Missouri law that Appel lants engage in some income-produding attivity in
Missouri. Because they do nat, they are not subject to Missouri income tax.

A. Appellants Engage In No Missouri Income-Producing Activities.



Appdlants royaty income derives from ther activities outside of Missouri, primerily in Texas
and Ddaware, where ther effairs are centered. There, they entered into the contract for licensing the
trademarks, engaged in dl conduct necessary to carry out the terms of thet license, and otherwise
caried on ther busness and affars (Tr. 43-44, 46-51). The onefact thet the Director continudly
recites—that ABC sdls products to Missouri customers—is no basisfor conduding thet Appellants
(or ARCLP) are doing anything in Missouri that is productive of the roydty income d issue.

Under the Director’ stheory, any taxpayer deriving income from a person or entity doing
businessin Missouri would be subject to Missouri income tax on the income derived from that person
or entity. An author writing in Delaware would be taxed on royalties from a publisher that makes book
sdesto any Missouri cusomers, and a Brazilian soccer player would be subject to tax on endorsement
incomeif the products endorsed are sold to any Missouri cusomers. The Director would impose an
income tax on each of those persons even though they did aosolutdy nothing in Missouri.

This pogtion is patently inconsstent with the view successully advanced by the Director ina
casein which the contract and dl of the sdles activities between two entities were held to occur soldly
within Missouri, even though the maeriasto be ddivered to the purchaser were acquired by the sdler
from athird party outsdethisdae In Langley v. Admin. Hearing Comm'’ n, 649 SW.2d 216
(Mo. banc 1983), this Court held thet the sdes attivities between two entitiesin this Sate were to be
taxed whally within this Sate, even though the sdler acquired the materids and hed them shipped from a
different gate. This case presents the oppodite Stuation in that the contract and sales activities between
ABC and Appdlant ARC or ARCLP took place outsde of Missouri, and thus for income tax

purposes, must be deemed to have occurred whally outsde the gate. Accordingly, the pogtion of the
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Director in thiscaseisa odds with her argument in Langl ey, which was adopted by this Court asits
rule concerning the source of income.

The Director' s pogtion ignores the well-established rule of congruction thet tax Satutes areto
be drictly congtrued in favor of taxpayers, United Air Lines, Inc. v. Sate Tax Comm' n, 377
S\W.2d 444, 448 (Mo. banc 1964), and are to be given a reasonable congruction, Collins v.
Director of Revenue, 691 SW.2d 246 (Mo. banc 1985). The Director’s atempt to impose
Missouri income tax upon anyone who does business with someone who in turn does businessin
Missouri is overreaching, is beyond the reasonable expectations of the Missouri legidature, and violates
federd law.

Highlighting the legidative intent not to tax thistype of incomeis the action taken on proposed
legidation lagt sesson to disdlow the royaty expense for any taxpayer that pays aroyaty to ardaed
company — legidation that no doulbt was sponsored or supported by the Director. The Missouri
Legidaure, intacit goprovd of Appdlants postion heran, rejected this proffered legidation. See
H.B. 1877, 91% Gen. Assem. (proposed section 143.435).

B. A.P. Green and Brown Group Do Not Support Taxation of Appellants.

! The Director’ s proposal to disdlow the royalty expense only if paid to ardated corporation
contradicts the Director' s daim and the Commisson’s Finding of Fact, in response to the uniformity
and equd protection chalenges, that shetaxes dl roydty income uniformly (Dir. Br. 31-33).
Presumably, the Director would not be o arbitrary asto disdlow the roydty expense deduction by the

licensee, while dso attempting to tax the royaties asincome of the licensor.
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The Director cites A.P. Green Fire Brick Co. v. Missouri Sate Tax Comm'n, 277
S\W.2d 544 (Mo. 1955), and Brown Group, Inc. v. Admin. Hearing Comm’n, 649 SW.2d
874, 880 (Mo. banc 1983), as would-be authority for her pogtion that she can tax the roydty incomeif
the products bearing the marks are sold by the licensee to cusomerslocated in Missouri (Dir. Br.
14-21), even where the taxpayers do nothing in Missouri to generate the royalty income.
But thet is not the holding of thosetwo cases What this Court said in A.P. Green and Brown
Group, conagent with the decisonsin Medicine Shoppe, and Maxland Devel opment Corp. v.
Director of Revenue, 960 SW.2d 503, 506 (Mo. banc 1998), isthat the Director could not tax
royalty income that was in effect, passve invesment income from the licensee’ s use of the
taxpayers' intangible assets outside of Missouri. Nowhere did the Court suggest that a
licensor is subject to Misouri income tax if its only daimed contact with Missouri isitslicenseg ssdes
to Missouri cusomers. A.P. Green and Brown Group were Missouri-based taxpayers with roydty
income, and the question was not whether those taxpayers were subject to tax in the jurisdictions where
thelr licensees did busness. Rather, the question was whether those roydties were subject to income
tax in thar home date.

C. The Lanham Act Does Not Serveasa Basisto Tax Appellants.

The Director argues thet the Lanham Act, 15 U.S.C. § 1127, requires atrademark licensor to
upervieitsmarks or risk abandonment (Dir. Br. 20). The Director then assumes that because the
marks were nat abandoned, and because supervigon was reguired, that supervison must have occurred
in Missouri. But that assumption is contrary to the sworn testimony in the record that Appdlants

activities were not carried on in Missouri, but rather in Texas and Ddaware (Tr. 43-44, 46-51).
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The Director aso argues (Dir. Br. 20-21) that Appdlants hed the benefit of Missouri law, law
enforcement, and courtsin protecting itsmarks. The only fact in the record to judify such agaement is
thet Appdlants registered one of their trademarks with the Secretary of State, but no “enforcement” or
“court” activities have ever beeninitiated. Ladt, the Director references ABC' s ctivities that have
utterly no connection to Appdlants—ABC' s use of Missouri highways and Sores—as abadsto tax
Appdlants. Thereis no authority, and the Director cites none, to support thet daim. Indeed, it isnove
to suggest that a Sate can impose atax on a corporation because of athird party’ suse of adae's
resources. In any event, the Director’ s pogition in this case isinconggtent with her pogtion in, and this
Court’shalding in, Langl ey, discussed above.

The Director' s congructions of the tax satute in this regard are hardly reasonable congtructions,
much less grict condructionsin favor of the taxpayer.

[l. Appelants Are Not Subject to Missouri Income Tax Because They Have

No Substantial Nexus With Missouri.

A. Appellants Have No Physical Presencein Missouri.

“It isfundamenta that a Sate has no power to impose atax on income thet is earned outside of
the State.” Mobil Oil Corp. v. Comm'r of Taxes, 445 U.S. 425, 451 (1980) (Stevens, J,,
dissenting). Nowhere does the Director disoute that: (1) Appdlants had no physicd presencein
Missouri; and (2) if aphysicd presenceisrequired,

§ 143.441.2 prohibits her from taxing Appellants (Dir. Br. 21-25). To avoid the obvious concluson
that sheis prohibited from taxing Appdlants, the Director arguesthat no physica presenceis required

under the Commerce Clause (Dir. Br. 21-25).
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The only appelate authority cited to support the Director’ s podtion is the controversid opinion
inGeoffrey v. South Carolina, 437 SE.2d 13 (S.C. 1993), cert. denied, 510 U.S. 992 (1993).
Other decisons, ignored by the Director, areto the contrary. See J.C. Penney National Bank v.
Johnson, 19 SW.3d 831 (Tenn. Ct. App. 1999), cert. denied, 531 U.S. 927 (2000); Syl, Inc. v.
Comptroller, Case Number C-96-0154-01 at 6 (Md. Tax Ct. 1999); and Cerro Copper
Products, Inc. v. Alabama, Docket Number F94-444 (Ala Dept. Rev. 1995) (cited in App. Br.
55-57).2

While Geoffrey admittedly bears asmilarity to the present case, two of the key factorsrdied
on by the South Cardlina court ae missing here. Thetrid judgein Geoffrey found that the rdaionship
between licensor and licensee condtituted a“franchise” and thus created amuch tighter link to the non-
resdent licensor than would ordinerily exis. No such finding — or contention —exigshere. The
Geoffrey court dso found that the licensor had accounts recaivable located in South Cardlina Again,
thet factor ismissing from thiscase. Moreover, as discussad in more detal beow in subpart B, the
Geoffrey opinion is pegged on amismpression aoout the nature of atrademark license

The Director d0 dites Couchot v. State Lottery Comm' n, 659 N.E.2d 1225, 1230 (Ohio
1996), which fallowed Geoffrey indicta, but conduded that the physica presence sandard was
sidfied in any event by the out-of-dete taxpayer |ottery winner’ s purchase and redemption of the

winning lottery ticket in Ohio. Likewise, the Director’ sreliance on American Dairy Queen Corp.

? The Director do references Crown Cork & Seal (Delaware) Inc. v. Comptroller,
1999 Md. Tax LEXIS4 (Md. Tax Ct. 1999), halding, like Syl, that physicd presenceisrequired

under the Commerce Clause in the absence of “phantom” corporaion gatus.
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v. Taxation and Revenue Dept., 605 P.2d 251 (N.M. Ct. App. 1979), isunavalling, asthat case
does not address the Commerce Clause issue, refarring ingeed to earlier New Mexico decisons. As
noted in our opening brief, New Mexico' s Supreme Court is currently considering the Commerce
Clause nexusisue (App. Br. 53). TheDirector’ sditation of Inre A& F Trademark, Inc.,
Adminidrative Decison No. 381 (North Cardlina Tax Review Bd. May 7, 2002), does not ad her
cause because the adminidrative law judge refused to rule on the Commerce Clause issue Snce
“conditutiondl daims are not issues thet the Tax Review Board is empowered to detlermine” 1d. at
38°

Notwithstanding her citations of sdected authorities from other Sates, the Director judicidly
admitsthat Appdlants principa authority on thisissue, Quill Corp. v. North Dakota, 504 U.S. 298
(1992), is“[t]he dosest the U.S. Supreme Court has come to dedling with [thisissug] in an andogous

casg’ and that Quill requiresaphysicd presence under the Commerce Clause before agate can

¥ Jugt asthis brief was being findlized, we leamed of the July 30, 2002, decision of the
Tennessee Court of Appedsin America Online, Inc. v. Johnson,  SW.3d __, 2002 WL
1751434 (Tenn. Ct. App. 2002). There, the court reversed asummary judgment that had found asa
metter of law that AOL’svariousinternet and online sarvices, induding email and internet access, did
not condtitute adequiate nexus to subject it to ungpecified Seate taxes. The gopelate court emphasized
numerous contacts with the ate, induding the leesing of tangible property (modems), the supplying of
savices, and the conduct of various adtivities by agentsthet furthered AOL’sbusinessin the date.

Nating, though, that “the activity taxed mus have a subgantid nexus with the date” the court

remanded the case for further development of the nexusissue, which it ruled was “ ill open.”
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imposeits sdes and usetaxes (Dir. Br. 23). The Director contends, however, thet thereisa
condtitutiondly significant difference between the protections afforded income taxpayers and those
afforded sdles and use taxpayers, saying that the “ phyd ca-presence requirement makes little sense
when a corporation’ s busnessis entirdy the management of property thet has no red physicd
exigence’ (Dir. Br. 23). But thet lack of physicd location of intangible property is exactly why
“subgtantid nexus’ under the Commerce Clause reguiresthe taxpayer to be physcaly present.

Hrg, the physca-presence test under the Commerce Clause is consstent with the Supreme
Court’s preferencefor a“bright ling’ rule. In Quill, the Supreme Court dated thet it had never
intimated adedreto rgect “bright-ling’ testsin dl ingances, and renforced the bright-line rule of
National Bellas Hess, Inc. v. Dep’t of Revenue, 386 U.S. 753 (1967):

“Like other bright-line tests, the Bellas Hess rule gppears attificd a its edges
Whether or not a State may compd avendor to collect asdes or usetax may
turn on the presence in the taxing State of asmall sdesforce, plant or office
Thisartificiality, however, is more than offset by the benefits of a
clear rule.” Id. a 315-16, emphasis added.

A bright-linetest is criticd in the context of taxation of income, particularly income daimed to be
related to the use of intangible property. A nexus dandard eficiently operatesin an dl-or-nothing
fashion; ether acorporaion issubject totax inadate, or itign't. Y, under the Director’ s reasoning,
virtudly any sate could tax Appdlants so long as one of the licensee' s cusomersislocated there. Such
an unreasonable condruction is nat a principle of nexus, but rather an invitation to chaos—exactly whet

the Commerce Clause was designed to prevent!
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Seocond, adequiate nexus exists when an activity has a dlase enough connection with the taxing
date that interdate rdlaions will nat be frayed and the sovereignty of one gate will not be infringed by
another. No one—induding the Director — has ever explained why the connection required to protect
those interestsin the sales and use tax context — physica presence — should be any different with regard
to an income tax.

Third, physcd presenceis more condstent with busness' s settled expectations. The United
Sates Supreme Court has never hdd that nexusis stisfied by ametgphysca presence, and the
Director has cited no authority so holding. Many corporations have been careful to eer dear of
cartain unfavorable juridictions and ddiberatdly to concentrate their ativitiesin busnessfriendly Sates.
Such tax planning is perfectly legitimate; indeed, many of Missouri’ stax datutes are designed to lure
businessesto Missouri by providing favorable tax trestment. The Director’s seerch for additiona
revenue has undermined confidence in the integrity of Missouri’ s taxing scheme and has caused
busnessesto rethink decisons previoudy mede. Indeed, Appdlant ARC and/or ARCLP have
conducted their activities under the license agreement with ABC since 1992, and achangeintherules &
this sage of the game would be unssamly and inhospiteble. If ametaphyscd presence gandard having
such broad-reaching impect is to determine nexus under the Commerce Clause, only Congress hasthe
power to imposeit.

Fourth, the phyd cd-presence nexus sandard has the weight of higtory, tredition, and certainty
behind it. 1t has been litigated, and its boundaries are well known and acoepted. Metgphysicd nexus,
by itsvery nature, is amorphous and portends an abundance of litigation. Mogt businesseswill not

know exactly where their licensees have done or will do busness The uncertainty and unpredictability
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of abusiness stax gatus would only serve to discourage interdate investments and thereby thwart the
ultimete god of the Commerce Clause

Fnally, Quill itsdf rejected the nation that nexus could be basad on the licensing of intangible
property (software) directly to “some’ of Quill’ s 3000 customersin the sate and the presence there
of tangible property (disks) containing that software. 1d. a 302 n.1, 315n.8. Surdy, then, thelicenang
of intangible property to anonresdent of Missouri is even lessindicaive of nexus

Under any fair and ressonable reeding of Quill, and the Supreme Court’'s Commerce Clause
jurigorudence, aphysicd presence in Missouri isrequired for income taxation. Because Appdlants
have no physicd presence in Missouri, they are exempt from incometax. Section 143.441.2.

B. Even Without a Physical-Presence Requirement, Appellants Do Not

Have Substantial Nexus With Missouri.

Theonly rdevant “contact” that Appelants have with the State of Missouri arises from the fact
that one of their many trademarks has been registered with the Secretary of State. To thet extert,
Appdlants could arguably be sad to have availed themsdves of the protections of Missouri law, and
therefore to have sufficdient minimum contacts— though bardy —to satiSfy due process. But thet isafar
cry from the “ subgtantid nexus’ necessary to judtify taxation of ther roydties under the Commerce
Clause.

In Quill, the Supreme Court found that the mail-order house taxpayer had engaged in the
“continuous and widespread solicitation of business’ within North Dakota, through a* dduge of
cadogs” and therefore had purposefully directed its ectivities a North Dakota resdents to such an
extent that the Due Process Clause did not bar enforcement of the date susetax. Quill, 504 U.S. a

308. The Court went on to empheasize, however, that the Commerce Clause andysswas vary different:
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“Thus, the ‘subgtantid nexus requirement is not like due process “ minimum

contacts requirement, a proxy for notice, but rather ameans for limiting Sate burdens

on intergtate commerce. Accordingly, contrary to the State s suggestion, a corporation

may have the ‘minimum contacts with ataxing State as reguired by the Due Process

Clause, and yet lack the * subgtantid nexus with that Sate as required by the

Commerce Clause” 1d. at 313.

We submit, of course, that physica presenceis required under the Commerce Clause for any
kind of taxation. But even if somelesser contact is deemed sufficient to creste nexus it does not exist
here. The solitary fact that one of Appdlants trademarksis regisered in Missouri may arguably stisy
due process, but it falsway short of condtituting a nexus substantid enough to meet the strictures of the
Commerce Clause. The merefiling of one trademark registration with the State of Missouri is
congderably more benign then the flurry of activity directed a North Dakota resdents by the taxpayer
inQuill. Furthermore, as obsarved earlier, Quill dso hdd thet thelicenang of “some’ software
within the state, embodied in tangible property physcaly present there, was likewise too insubgtantid to
cregte nexus. 1d. a 315n.8. Hence, Quill compdsthe condusion that Appdlants do nat have
subgtantial nexus with Missouri —no metter how defined.

The Director’ srdiance on Geoffrey for the supposed propostion that the intangible property
in question is present wherever trademarked goods are sold (Dir. Br. 24) ismigplaced. To the extent
that the South Carodlina court S0 held, its andlysis has been refuted by the federd gppdlate court thet has
exdusive juridiction over patent cases and concurrent jurisdiction over trademark cases. In Red
Wing Shoe Co. v. Hocker son-Halberstadt, Inc., 148 F.3d 1355 (Fed. Cir. 1998), the court

ruled thet a patent holder who hed 34 licensees sdling the patented products in Minnesota could
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neverthdess nat be subjected to persond jurisdiction there because it lacked sufficient minimum
contactsto satisfy due process. A fortiori, Commerce Clause nexus was d o wanting.

The Federd Circuit in Red Wing pointed out thet a patent license condtitutes “a covenant not
to sue, not a[product] incorporating the patented technology. As such, [licensor’ g product never
entersthe stream of commerce” 1d. a 1362. Likewise, by granting atrademark license, the licensor
merdy agrees that the licensee may use the mark, in return for aroyalty, without being subject to a suit
for infringement. It isthe license agreement — and not the mere existence of the trademark itsdf —thet
entitles Appdlantsto roydty payments, and is therefore the intangible property that the Director istrying
totax. But, contrary to the argument at page 24 of the Director’ s brief, Missouri is no more the Stus of
the intangible property in issue here (an intdlectud property license) than was Minnesotathe Situs of the
comparable property (an intdlectud property license) in Red Wing. The Federd Circuit dso hdd thet
the defendant-licensor’ srecaipt of royaty income for sdes mede in Minnesotawasirrdlevant to the due
process andyssin that it was afinendd bendfit that did not sem from a* conditutiondly cognizable
contact withthe gate” 1d. a 1361-62. The court further expresdy rejected the “ stream of
commerce’ algument. 1d. Initstotdity, therefore, Red Wing completdy knocks the props out from
under the Geoffrey decison and raionde.

Accordingly, the only conditutionally rdevant contact by Appd lantswith Missouri —the
regidration of one trademark — does not satisfy the Commerce Clause even if something lessthen
physica presence will do the jab.

C. The Nexusof ABC May Not Be Attributed to Appellants.

In gpparent recognition of her frail pogtion on the basc nexusissue, the Director devotesa

subgtantia portion of her brief to an attempt to disregard the separate corporate existences of
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Appdlants, Jugtin Indudtries, Inc. (the parent) and ABC, and the separate exisence of ARCLP (Dir.
Br. 26-30). Thedter ego theory of attack was not raised in the Director’ s audit report, her fina
decision, or her answer (Exs 1, 3, 5, and C-D).* As pointed out above, Appdlants cannot be
charged with the Missouri-basad ativities of their licensses under the Red Wing decison. The
Director’ sfal-back atempt to pierce Appelants corporate velsis equdly lacking in merit.

To support her arlgument for the extreme meesure of disregarding Appdlants separate
exigences, the Director damsthat “[glvery fact in this case paints to the condusion that Acme Roydty
and BIC arealter egos of Justin Industries,” the parent corporation (Dir. Br. 26). Y, the
Director cites only the following two “facts’ to support thet theory: (1) the origind crestion of ARC for
the purpose of exdusvdy licenang marksto ABC; and (2) the subsequent formation of Justin
Management, Inc., to handle “management functions’ of Judtin subgdiaries (Dir. Br. 26).

Hrg, while ABC admittedly does busnessin Missouri, nothing in the record shows that Justin
Indugtries— the parent —did businessin Missouri during the Tax Periods. Indeed, Exhibit B, and the
lack of any audit of Judin, would indicate thet it did no busnessin Missouri & that time. Weare
therefore bemused how piercing Appdlants corporate vells would be a bags for imposing Missouri
income tax when they are dleged dter egos of a corporation thet itsdf does no busnessin Missouri.

Second, the Director never explains how the dleged “facts’ are auffident under Missouri law to

support her request to disregard the Appellants separate existences.

* Indead, if Appellants redlly were Justin'sand ABC s dlter ego, the posture of this casewould
have been much different. If the Director redly bdlieved the theory sheis now advanding, she would

have atempted to disdlow ABC' sroydty expense, thereby increesng ABC stax lighility.
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Third, contrary to the Director' s assartion, Appellants were not formed for the purpose of
having one Judin subsdiary “soldy” license the marks to another Jugtin subgidiary. Judy Hunter
tedtified thet one of the purposesfor forming Appdlants was “to be able to license those names to other
parties outsde of our company and make money off of doing that” (Tr. 39). While Appdlantsdid not
accomplish that god with the building brands, thair counterparts in the footwear busnesswere
successtul in thet endeavor to the tune of more than $1,000,000.00 annudly (Tr. 39-40). Thus, the
Director’ sfactud assartion not only disregards Ms. Hunter’ stestimony, but it is contrary to the fact thet
asmilar rdated royaty company is actudly licenang to unrdeated paties

The Director goparently concedes the governing axiomatic legd gandards (Dir. Br. 26): (1) thet
even when the sock of one corporation is owned partly or whally by another, the two separate
corporations are to be regarded as digtinct legd entities, Central Cooling & Supply Co. v.
Director of Revenue, 648 SW.2d 546, 547-48 (Mo. 1982); (2) that corporations are not
respongble for the acts of reaed entities, Grease Monkey Int’l, Inc. v. Godat, 916 SW.2d 257,
262 (Mo. App. E.D. 1995); (3) thet the exisence of a partnership is never presumed, and the burden is
on the party assarting a partnership to prove its exisence by dear, cogent, and convincing evidence,
Morrison v. Labor and Industrial Relations Commission, 23 SW.3d 902 (Mo. App. W.D.
2000); (4) thet apartnership congds of partners placing their money, efforts, labor, and kill in lawful
commerce and dividing the resulting profits and lasses; (5) thet mere ownership of al the stock of one
corporation by ancther, and the common identity of officers with ancther, are nat done sufficient to
cregte an identity of corporate interests between two companies, and, (6) that to pierce the corporate
vall, there must be such dominion and contral thet the controlled corporation has, so to peek, no

separate mind, will, or exigence of itsown, Blackwell Printing Co. v. Blackwell-Wielandy Co.,
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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).

Asdemondraed a thetrid and in our opening brief (App. Br. 15-16), Appedlants were formed
for avariety of legitimate busness reasons (1) diminating confuson caused by the Judtin divison names,
(2) protecting corporate assets by limiting ligbilities
(3) fadlitating the sdle of lines of business; (4) creding adminidrative efficdencies and expetise (5)
accurady reflecting contributions to the bottom line; and (6) fostering marketing of vduable intdlectud
properties (Tr. 31-42). The Director, while presenting no evidence to dispute the svorn testimony on
this subject (Tr. 59-62), pooh+-poohs these corporate business objectives by characterizing them as
“sdf-sarving,” and by incorrectly daiming that Appelants could nat “point to asingle fact that suggests
[Appdlants] separate minds, wiills, or existencdg)” (Dir. Br. 26).°

Indeed, the Director’s brief is essentidly nothing more then afactud quarrd with the unrefuted
tesimony in this case (Dir. Br. 27). Because sheis unhappy with the explanations of Ms. Hunter, a
certified public accountant, the Director daims thet this Court should disregard Appdlants separate
corporate exigences. The Director gpparently seeks this Court’s permission to disregard corporate
form whenever she or her counsd are dissatified with the corporation’ s business objectives.
Thankfully, thet is not the law in Missouri.

The Director’ sinvocation of Osler v. Joplin Life Ins. Co., 164 SW.2d 295 (Mo. 1942)

(Dir. Br. 29), isway off themark. There, individuas used shell corporationsto defraud an investor.

> Having made that assertion, however, the Director then attempts to address (Dir. Br. 26-7)

the“facts’ Appdlantsidentified in their opening brief (App. Br. 59-60).
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The Court found that “ courts will ignore separate corporate entities in order to defeat afraud, wrong, or
injudtice, at leest where the rights of third persons are concerned.” 1d. at 298. Osler hasno rdlevance
here.

Furthermore, for some of the periods a issue in this case the licensor of the marks was neither
of the Appellants, but rather ARCLP. Even if the Director could attribute ABC' s sdles of productsto
itslicensor, neither of the Appdlantsfdl into that category during some of the rdevant timeframe. And
the Director cites no facts or authority for the proposition that she can likewise disregard the existence
of aTexas limited partnership.

At bottom, thereisno basisin law or fact for disregarding the separate corporate Satus of
ABC, Judin and Appdlants, or the separate exigence of ARCLP.

[11.  TheAssessment Violatesthe Unifor mity and Equal Protection Clauses.

The Director does not challenge Appdlants authorities esablishing that Missouri’ s Uniformity
Clause requires that: (1) dl taxes“shdl be uniform upon the same dass or subdass of subjectswithin
the territorid limits of the autharity levying thetax[,]” Mo. Condt. at X, 8 3; and (2) the power of the
Sate to dassfy for purposes of taxation must be reasonable, U.S. Cond. amend. X1V, 8 1;
Schnorbusv. Director of Revenue, 790 SW.2d 241, 242 (Mo. banc 1990); Exxon Corp. V.
Eagerton, 462 U.S. 176, 195-96 (1983). Likewise, she goparently makes no atempt to defend the
Commisson’s erroneous factud finding (L.F. 60) thet there was no evidence to support the Satement
that the Director does not tregt dl taxpayers the same (Dir. Br. 31-33).

Rether, the Director arguesthat Appdlants daim isone of sdective prosecution. Thisisa
flawved characterization. Appdlants argument isthet this Court should provide afair and reasoneble

condruction of § 143431, and condrueit, like dl other tax Satutes drictly in favor of the taxpayer.
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Further, any condruction that alows one income tax andard to be imposed on ataxpayer doing
busnesswith ardaed entity, while imposing a different dandard for taxpayers doing busness with
unrdated entities, must be rationdly based.

The Director arguesthet thereisarationd bassfor diginguishing between rdated and unrdated
licensors because they are not amilarly Stuated. She saysthat only rated corporaions “can remove
income from the scope of Sate taxation” (Dir. Br. 32). But that isnot redly the case. The expenseto
ABC isincometo the licensor, either ARC or ARCLP. If the Director bdievesthat certain rdated
corporations are removing income otherwise earned in Missouri from the soope of taxation, she should
atempt to disdlow such deductions on the return of the entity subject to Missouri income tax while
leaving the determination of licensors taxable income to those dates in which the licensors do business
Thereisno raiond bassfor the didinction the Director attempts to superimpase upon the law.

IV.  TheCommission IsNot Freeto Exclude Apportionment Factors That

the Commission ConcludesAre“Minimal.”

Although the auditor and Director computed Appdlants royaty income subject to Missouri
income tax by use of the sngle-factor formulaof 8 143451, Appdlants did file returns after assessment
employing the multi-gate three-factor formula of
§32.200 (Exs 9, 10). The Commission dected to goply amodified verson of the threefactor formula
(L.F.61).° Itatributed ABC'ssdesto Appellants and disregarded Appellants payroll and property

factorsin the cdculation, because it thought them “minimd.” 1t was beyond dispute thet Appelants hed

® The Director' s brief isnot entirely dear on whether the Director agreesthat the three-factor

formulawas the proper formulato use (Dir. Br. 34-5).
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no payrall or property in Missouri (L.F. 42-43), and thet those factors, if used, would be zero (Ex. 17).
Thus even if Appdlants are subject to Missouri income tax on account of ABC's sdesin Missouri, the
Commission's cdculation hed the effect of tripling Appdlants tax lighility snce the denominator of the
goportionment fraction was one rather then three (Ex. 17).

In disregarding two of the three gpportionment factors, the Commission perverted § 32.200,
at. 1V, 8 18, which dlows a different gpportionment formulawhen the threefactor formula of sdles,
property, and payrall, “do not fairly represent the extent of the taxpayer’ s business activity in
[Missouri.]” The Director argues that the Commission’s decison to exdude the payroll and property
factorswas a“far goportionment,” but the Director never explains why, other than the assartion thet
“thereis no reasonable argument ... that $0isafar dlocation” (Dir. Br. 36). But Appdlants
undergand that if this Court determines thet they are subject to income tax in Missouri, they will pay
sometax. Tha iswhy they submitted Exhibit 17 showing possble anounts due

If Appdlants are subject to Missouri income tax on the royaty income, dl factors should be
consdered, and Appdlants lighility should be reduced to athird of that found due by the Commission.
Asexplained in Appdlants opening brief (App. Br. 67), intdlectud property companies, by ther very
neture, may have limited payrall or property but, asin the case of an author, no one can reasonably
deny the contribution of thet one employee (Stgphen King) or histypewriter. The Commisson's
willingnessto disregard gpportionment factors when they are, in the Commisson’s opinion, “minimal”
will makeit practicdly impossble for corporations to predict with any kind of cartainty their Missouri
tax ligbility. The Commisson’saction in this regard opens the door for unending litigation. For
instance, the positions of the parties will undoubtedly change when the “minimad” payrall and property

heppen to be located within Missouri, as opposed to Dlaware or Texas.
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V. The Commission’s Decision |sAn Unexpected Decision.

Sections 143.903 and 32.053 provide that when an assessment is based upon achangein
policy of the Director, the assessment isvdid only for tax years beginning after that changein palicy.
Appd lants assart a change of the Director’ s policy after the last tax period at issue, S0 88 143.903 and
32.053 are acomplete defense to the assessment. The Director argues thet the Director’ s policies did
not change, “[i]t is cor porations, such as Judin Indudtries that changed” (Dir. Br. 40, emphesis
origind).

The record shows rather dearly in Appdlants opinion, thet the Director changed her pdlicy in
1996 in response to a court decison out of South Carolina (Geoffrey). At that time, the Director
changed her indructionsto her auditors (Ex. 15). The auditor admitted thet as aresult of Geoffrey,
“we decided that [assessing roydty companies] was anissue worth pursuing” (Ex. 22, p. 10). Also,
the audit report provides that “[t]he audit was conducted based on the South Carolina Supreme Court
caeinvalving Geoffrey, Inc.” (Ex. C). To counter this, the Director damsthet thereis*no evidencein
the record’ that “the Director was even aware of thistype of transaction” (Dir. Br. 39). Apparently
the Director would have this Court assume thet she and her auditors were never aware of, much less
bathered to audit, any daimed deductionsfor royaty payments until after 1996, in contravention of her
own condiitutiond duty st forth by atide1V,

8 22 of the Missouri Condtitution.

That isacurious dam given the Director’ s litigation on the taxability of royalty recaipts for
trademarks and patents as early as 1955. See A.P. Green, supra. Such adubious assumption
should not serve asthe basisto disregard evidence in the record.  Sections 143.903 and 32.053 are

intended to acknowledge that businesses make decigons basad upon expectations thet tax collectors
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will not changethe rulesin the middle of the game. That is precisdy what the Director attemptsto do

here.
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CONCLUSON

For the foregoing reasons, Appdlants respectfully request thet the Court reverse the decison of
the Commisson and determine thet the Assessment againgt Appdlantsisinvdid because (a) Appdlants
have no income derived from Missouri sources;

(b) Appdlants royadty income cannot be congtitutiondly taxed by Missouri; (C) even if the roydty
income were subject to tax by Missour, it cannot be taxed retroectivedy; and (d) in any event the
Commission incorrectly cdculated the Missouri income tax by disregarding the payrall and property
factors
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