IN THE SUPREME COURT OF MISSOURI

No. 84225

ACME ROYALTY CO.,, INC,, et al.
Appellants,
V.
DIRECTOR OF REVENUE,

Respondent.

Appeal from the Administrative Hearing Commission,
Honor able Sharon M. Busch, Commissioner

RESPONDENT'SBRIEF

JEREMIAH W. (JAY) NIXON
Attorney General

JAMESR.LAYTON
State Solicitor
No. 45631

Office of the Attorney General
Supreme Court Building

P.O. Box 899

Jefferson City, MO 65102-0899
573-751-3321



TABLE OF CONTENTS

TABLE OF AUTHORITIES.......ceerteieieieieieie ettt sesese st sae st sesssesesnsesssesnsnsnsnsnsnens 4
STATEMENT OF FACTS ..ot 7
ARGUMENT ...ttt ettt e et e et nn s e e s e 10
ST 00 (0 o B Y T TSR 10
11070 1o [ OSSR 11

l. Because roydty income from the use of licensad trademarksin Missouri is
income “derived from” Missouri, it is subject to Missouri income tax under
§ 143.071 absent some exdusion or condiitutiona defense. (Respondsto
AEPEIANS POIME L) ..ottt 12
A. Income “derived from” Misouri iStaxed..........cooeeerererererenirenereneenes 13
B. Thiscourt hddin A.P. Green that trademark
roydty incomeis derived from where the
trademarked goods are S0Id. ........ceveerivirirccrr e 14
C. The A.P. Green holding dandstoday. .........cccccevreieninrncecncnienns 16
D. A trademark owner cannot dissssociate itsalf
from UL Of the MK, ... 20
. No congtitutiond limitation prevents Missouri from taxing roydties based on
sdes pad between corporations with common ownership when one
corporation uses on saesin Missouri atrademark licensed from the other.

(Respondsto gppdlants Points 1 and H1L).....ccoeveeeeeennneeerreeceeeee 21

1



Missouri’ sincome tax on the roydty income

does not violate the Commerce Clause

(Regponds to appealantS POINE11.) ......vveeerereeirereeeseeeeeeseeeeeeenes 21
Missouri law does nat irrationdly tex Smilar

taxpayers differently in violation of the Equd

Protection or Uniformity Clauses. (Responds

t0 goPalantS POINE L) ..o 31

The AHC chose agatutorily permissible gpportionment method thet fairly

represents the source of gppedlant’ sincome — unlike the method thet gppdlants

demand, which would ignore the redlity of what they are doing. (Respondsto

aopdlants points 1V AUV ) e 3

A.

A company that has minimd payrdll and

tangible property cannot use three-factor

goportionment to avoid taxaion. (Respondsto

EPEIANS POINEV.) oot 34
The Multistate Compact does not bar using aformula

that looks at the location from which the incomeis

derived regardless of whose handsiit first pesses

through, when, as here, such aformulais required to

“farly represent the extent of the taxpayer’ sbusiness



activity inthisgate” (Respondsto gppdlants Point
Y TR 37
IV.  Theimpostion of exiging taxes on anewly invented type of corporaion does
not condtitute a change in palicy or interpretation under 8 143.903. (Responds
O 011 0= 0 10 VA1) JO 39

CONCLUSION......cociiiiiitiiisieisre st s bbb e n e 41



TABLE OF AUTHORITIES
Error! Notableof authoritiesentriesfound.A.P. Green Fire Brick Co. v. Missouri
State Tax Commission, 277 SW. 2d 544 (Mo.

1O55) ettt 14, 15, 16, 18, 20 22, 36

American Dairy Queen Corp. v. Taxation and Revenue Dept., 605 P.2d 251 (N.M. 1979).24

Associated Industriesv. Director of Revenue, 857 SW. 2d 182 (Mo0. 1993) ........cccccvevrerenee 33
Becker Elec. Co. v. Director of Revenue, 749 SW.2d 403 (Mo. banc 1988) ..........cccccevveeuenene 10
Brown Group, Inc. v. AHC, 649 SW. 2d 874 (M0. banc 1983).........ccccerrrrerererererererenenns 15, 36

Central Cooling and Supply Co. v. Director of Revenue, 648 SW. 2d a 546 (Mo. 1982)

.................................................................................................................................................. 28,29
Chamberlainv. Sate, 721 SW. 2d 139 (Mo. Ct. App. E.D. 1986).......cccovrrvrerrrerererereenereenen. 31
Concord Publ’ g House v. Director of Revenue, 916 SW.2d 186 (Mo. banc 199 ............... 10
Couchot v. Sate Lottery Comm’'n, 659 N.E. 2d 1225 (1996).........ccccerereererererereerereneserseneseenens 23
Crown Cork & Seal (Delaware) Inc. v. Comptroller, 1999 Md. Tax LEX1S4 (Md. Tax
CL1999).....ceerteeeeeer et ree ettt et 25



Ennisv. Kmart Corp, No. 20,977 (N.M. Ct. App. JUne 21, 2001) .......cceoerereerereeererrrrereeerenseenes 25

General Motors Corp. v. City of Seattle, 25 P.3d 1022 (Wash. App. 2001) .......cceeeervrererrennes 25
Geoffrey, Inc. v. South Carolina Tax Commission, 437 SE.2d 13 (S.C)).....ccccecvvervnee. passim
Goldberg v. State Tax Commission, 639 SW. 2d 796 (Mo. banc 1982) ..........cccoceeueuenenee. 18-21
Gore Enterprise Holdings, Inc. v. Director of Revenue, NO. 84226............ccccoveevreevnennnne. 21

Hewitt Well Drilling & Pump Service, Inc. v. Director of Revenue, 847 SW.2d 797 (Mo.

In the matter of A& F Trademark, Inc., et al., Adminidraive Decison No. 331 (North

CadinaTax Review Board May 7, 2002) ........cceeuririrerinieeneresisieeesesesesisesesesesssssesesssens 25

La-Z-Boy Chair Co. v. Director of Economic Development, 983 SW.2d 523 (Mo. banc



M.V. Marine Co. v. State Tax Commission, 606 SW. 2d 644 (Mo. banc 1980) ................ 16-20

Maxland Development Corp. v. Director of Revenue, 960 SW.2d 503 (Mo. banc 1998)

............................................................................................................................................ 22
Medicine Shoppe International v. Director of Revenue, 2002 Mo. LEXIS 45 (Mo. banc

2002 TR 21,22
Missourians for Tax Justice Education Project v. Holden, 959 SW.2d 249 (Mo. banc

L997) ottt Rt 32
Mobil Oil Corp. v. Commissioner of Taxes of Vermont, 445 U.S. 425 (1980)..........c.ccceuenenee. 24
Osler v. Joplin Life Insurance Co., 164 SW.2d 295 (MO. 1942) .......cccceovrrererenereeerereeneneenns 29
Quill Corp. v. North Dakota, 504 U.S. 298 (1992).......cccoreirirrerinieereresesieieeseseseesssesesesessssenes 23
Schnorbus v. Director of Revenue, 790 SW. 2d 241 (Mo. banc 1990) .......cccovvevveevrereenereenen. 31
State v. Bates, 224 SW. 2d 996 (MO. 199)........cccvrreirirrireeeresis e sesanes 33
Syl, Inc. v. Comptroller, 1999 Md. Tax LEXIS3 (Md. Tax Ct. 1999).......ccceeivrvrerererererienereenen. 25
United Drug Co. v. Theodore Rectanus Co., 248 U.S. 90 (1918)........cccccerrrerrerererereneenenn. 20

6



Condtitutiond and Sautory Provisons

Error! Notable of authoritiesentriesfound.
Other Authorities

Error! Notable of authoritiesentriesfound.



STATEMENT OF FACTS

Acme Brick Company haslong “filed Missouri income tax returns and paid Missouri income
tax onitsMissouri sdes” Legd Fle(L.F.) a 46. Thiscase arisesfrom a corporate reorganization
under which asubgtantiad portion of the profits from those sdles are diverted to a separate corporate
entity, and, in Acmée s view, thus removed from the scope of Missouri’ s daility to tax.

Until 1991, Acme Brick was adivison of Judin Indudries, Inc. In December 1991, Judin
Indudtries reorganized, cregting three subsidiary corporaionsthet play arolehere. L.F. 37. Acme
Brick Company held dl the property and personnd of the former Acme Brick Divison. 1d. It
continued to manufacture and sl bricksin a seven-date area that indluded Missouri. L.F. 37-38.
Judin Manegement Company performed management functionsfor dl of the Judin Indudries
subddiaies L.F. 38. And Acme Roydty Company was assigned dl Justin Indudtries “building
rlaed trademarks and trade names,” and was given respongbility “to hold, manage, protect, and
market the trademarks and trade names.” 1d. Acme Royadty was organized as a Ddlavare
corporaion. L.F. 39. In December 1993, Judtin Indudtries creeted a fourth rlevant subsdiary, Brick
Investment Company (BIC). L.F. 40.

Although Acme Roydty wasto “market” the Acme trademarks, its “marketing” condsted of a
sngle grant of an exdugve licenseto Acme Brick, alicenseit granted just two weeks after the 1991
reorganizetion. I1d. Inreturn, Acme Brick paid Acme Roydty aroydty based on sdes 1d. Aame
Roydty' s own activities condsed of the bare requidites of corporate exisgence: it used aDdaware
agency to provide pace, equipment, and personnd necessary to hold annua board meetings and other
tasks L.F. 43-44. Acme Roydty’s Ddaware officers and ther “ asssants maintained the checkbook,
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paid bills, produced transaction reports for the operating account, produced bank reconciliation reports,
and made mondary trandfers” L.F. 44. Those officerswere employed in asmilar fashion by many
other corporations. Id.

When BIC was organized, Jugtin Indudtries formed alimited partnership, Acme Royadty
Company LP. L.F. 40. Acme Roydty contributed dl of the Acme trademarks and trade names, BIC
contributed cash. 1d. BIC wasthe generd partner, and was responsible for the trademark- and
roydty-rdaed tasks previoudy undertaken by Acme Roydty. Id. BIC hed the same officersas Judtin
Management, id., and entered into an agreement under which Justin Management would perform BIC's
accounting and adminigrative functions, L.F. 41.

Acme Royalty filed * holding company information returnswith Delaware ..., but did not pay tax
to Ddaware” L.F. 45. BIC did nat file any income reurmns with any sate, and did not pay income tax
to any date, though it did pay franchisetax to Texas 1d. Nether Acme Roydty nor BIC filed income
tax returnsin or paid income tax to Missouri. L.F. 46-47. Acme Brick filed Missouri returns and paid
Missouri taxes— but took a deduction for royaties paid to Acme Royaty Company LP. L.F. 46.

In July 1998, the Director began an audit of Acme Brick. The Director’s auditor there learned
of Acme Roydty and BIC, and audited those companiesaswael. 1d. Hetreated “the roydty income
attributable to Missouri sdes asincome from whally within Missouri.” L.F. 47. The Director issued
notices of defidency to Acme Roydty and BIC, based on the auditor’ sfindings. 1d. Acme Roydty
and BIX protested, but on Augugt 5, 1999, the Director issued find deficiency natices, assesang taxes

and interest but not additions. 1d.



On September 3, 1999, Acme Roydty and BIC filed timdy complantsin the Adminigrative
Hearing Commisson (AHC). L.F. 36. The Commission uphdd the Director’ s decison, rgecting
Acme Roydty and BIC' s assartion that “as partnership owners of trademarks and trade names used in

Missouri, ... they are free from taxation on the roydty income by any dae” L.F. 37.
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ARGUMENT

Standard of Review

Thisisan goped from adecison by the Missouri Adminigraive Hearing Commisson (AHC).
The AHC' s decisons are uphdd when authorized by law and supported by competent and subgtantia
evidence upon the record as awhole, and when they are not dearly contrary to the reasongble
expectations of the Generd Assambly. See Becker Elec. Co. v. Director of Revenue, 749
S\W.2d 403, 405 (Mo. banc 1988); § 621.193, RSMo. 2000. This court, in essence, adoptsthe
AHCsfadtud findings. See Concord Publ’ g House v. Director of Revenue, 916 SW.2d 186,
189 (Mo. banc 1996).

The AHC' sdecisons on questions of law are matters for this Court’ sindependent judgment.
La-Z-Boy Chair Co. v. Director of Economic Development, 983 SW.2d 523, 524-25 (Mo.
banc 1999); Hewitt Well Drilling & Pump Service, Inc. v. Director of Revenue, 847 SW.2d
797, 797 (Mo. banc 1993).

The gppdlants had the burden of proof beforethe AHC. See § 621.050.2, RSMo 2000.
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I ntroduction

Thisgoped presents the question whether a corporation, while continuing to use trademarks
and sl goodsin Missouri in precisdy the same way, can suddenly exempt asubgtantid portion of its
prafits from those sdles by desgnating them as“roydties” paid by one subsdiary to another. Although
the apped presents a quedtion of firg impresson in Missour, it is not the fird to address the ability of a
corporaion to avoid dete taxes merdly by cregting and then trandaring to a Ddlaware subsdiary rights
to intdlectud property (here, trademarks) that the corporation usesin Missouri. As discussed beow,
tribunasin other gates have reached differing condusons

These decigons demondrate that whet Acme did herewas not unusud. The practiceis
becoming a popular method not just to avoid Sate taxes, but to avoid federd tax aswdl. See GenR.
Smpson, “ A New Twist in Tax Avoidance Firms Send Best Ideas Abroad,” Wal Street
Journd (June 24, 2002) at A1. Acmeinvoked atax evason devicetha did not require any changein
how or whereit sold its goods— only a change in where the prafits moved. In Acme sview, abare
corporate change can make income that is taxable today not taxable tomorrow. The court, like the

AHC, should rgect that perverson of datutory and conditutiond tax law.

l. Because royalty income from the use of licensed trademarksin
Missouri isincome “derived from” Missouri, it issubject to Missouri
income tax under 8§ 143.071 absent some exclusion or constitutional

defense. (Respondsto appellants’ Point |.)
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Missouri imposes an income tax on corporations “in an amount equd to five percent of
Missouri taxableincome.” § 143.071, RSMo. 2000. If Acme Roydty and BIC have “Missouri
taxableincome” they are aubject to tax (barring, of course, a condtitutiond defense, discussed in part 11
below).

“Missouri taxable income,” for purposes of the corporate income tax, is*“so much of” the

corporation’s “federd taxableincome. . . asis derived from sources within Missouri as provided in
section 143.451.” § 143431 The cross referenced section begins by resating the samerule:
“Missouri taxable income of acorporation shdl indude dl income derived from sources within this
date” §143.451.1.

Acme Roydty and BIC argue, in thelr first point, thet the roydtiesthey callect from the use of
thar trademarksin Missouri are nat “income derived from sources withinthisgtate” That iswrong. It

meakes no sense when compared to the language of the Satute. 1t contradicts this court’ s prior holdings.

And it ignoresthe nature of trademark rights.

A. Income “derived from” Missouri istaxed.

Acme Roydty and BIC firg quote the language of the Satue, noting thet a corporaion’s
Missouri taxable incomeis o much of the corporaion’sincome * asis derived from Missouri
sources”” Appellant’ s Brief (App. Br.) a 35, quating 8 143.431. They never return to thet language.
Nor could they reasonably do 0. Thereis no reasonable argument to be made thet theincome a issue

here was not “ derived from Missouri sources.”
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Asnoted above, theincome a issueis roydty payments from Acme Brick to Acme Roydty
and BIC.* Acme Brick made the payments pursuiant to the exdusive license agreement it entered into
with Acme Roydty. The payments were caculatied as a percentage of Acme Brick'ssdes. Those
sdles occurred in the seven-diate area— which indudes Missouri — that Acme Brick hed served since
long before Judin Indudtries reorganized. If Acme Brick had no sdlesin Missouri, Acme Royaty would
recaive no roydties from Missouri sdes

“Derived” isnot an ambiguousterm. It means “to have or teke origin,” to “originate.”
WEBSTER' S THIRD NEW INTERNATIONAL DICTIONARY (Meriam-Webger 1993) at 608. When
referring to funds, Missouri Satutes use “derived” to refer not just to fundsthat come directly from a
particular source, but aso to funds that are connected with, or whose receipt istriggered by a particular
sourceor act. E.g., 8 474.163.1 (vaue of property “derived” by survivor includes assarts received
from third parties, but triggered by spouse’ sdeeth). Itsusein § 143.431 requires the Director of
Revenue and the taxpayer to look to the source of funds from which the part ultimatdy paid to Acme

Roydty was diverted. See WEBSTER' S at 608.

! For some of the years a issue, the royalties passed through the limited partnership. Acme
Roydty and BIC do not suggest that inserting the intervening Sep changed their ligbility for Missouri

taxes.
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Theincome & issue here was diverted from the Stream of revenue obtained by Acme Brick
when it sold goods, using the Acme trademarks, in Missouri. Missouri isthusthe origina source of the
income. The datutory languege predudes any logicd argument thet the roydty incomeis nat within the
soope of Missouri’ s corporate income tax (barring, of course, Some condlitutiond or other Satutory
exception).

B. Thiscourt held in A.P. Greenthat trademark royalty incomeisderived

from wherethetrademarked goods ar e sold.

Although the gtatutes gpesk of income “derived from” Missouri, casdaw often spesksingtead
of “Missouri source income’ —thus hearkening back to the former language of the Satute, which
imposed atax on a corporation’s * net income from al sourcesin this sate during the preceding year.”
§143.040, RSV 0. 1949. The“derived from” language was adopted in 1972. Mo. L. 1972, SB.
549. The changeto “derived from” does not suggest adricter sandard. Infact, it uggests a broader
reech. Certainly the change does not suggest that something taxable under the “source’ language is not
taxable under the “derived from” languege.

Thusthis court can refer back to “source’ cases, and again say, “Fdidtousto the
drcumdiances of these procesdingsis A.P. Green Fire Brick Co. v. Missouri State Tax
Commission, 277 SW. 2d 544 (Mo. 1955), for it finds thet ‘ source of income isthe place where
trademarks, trade names and manufacturing processes are used and the income produced.” Brown
Group, Inc. v. AHC, 649 SW. 2d 874, 880 (Mo. banc 1983). Theincomeat issuein A.P. Green
was the precise corallary of the income a issue here: “roydtiesto [A.P. Green| asthe consderaion for

the use of cartain of [A.P. Green' q trade-marks, trade names and manufacturing processesin

15



connection with the manufacture and sde of firebrick and other day products” 277 SW.2d a 545.
The“solequestion” before the court in A.P. Green was the same one Acme Royalty and BIC want to
contest in their Point |: “whether theroydties. . . wereincome from ‘sourcesinthisgate . . . and
taxable asincome under the Income Tax Act, Chapter 143, RSMo.” 1d. at 545.

This court held thet they were not —even in part —and in doing so established arule for the
determining the source of income that gppliesto those with royaty income from Missouri (this case) asit
does to those with royaty income from esewhere (A.P. Green). The court recognized thet
“technicdly, theincomein roydties pad . . . for the use of respondent’ s property might be said to have
hed its genesisin the property interest of” A.P. Green, aMissouri resdent corporation. Id. at 547. But
the court refused to acoept that “technica” point as dispositive. Indteed, it conduded thet “redligticaly,
the ‘source of the income was the place where the trade-marks; trade names and manufacturing
processes were used and the income produced.” Id.

Thecourt rdied on In re Kansas City Star Co., 142 SW. 2d 1029 (Mo banc 1989), where
the court had previoudy “employed wheat it termed aredidtic goproach to these questions” 277 SW.
2d & 547. 1t determined that the “source’ of income is the place where the property or capitd was
“actudly usg[d].” Id. at 547-48.

Here, of course, Acme Roydty and BIC must concede that the “ actud usg’ of the trademarks
wasin Missouri. Thus under A.P. Green, or any other “redistic” approach, they cannot avoid
Missouri taxation merdy by waking across the Sate line when they enter into alicenaing agreement thet
provides for the royaty payments or to hand over the roydty check.

C. TheA.P. Green holding standstoday.
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The continued vdlidity of A.P. Green was doubted, briefly, because of adecision on which
Acme Roydty and BIC rdy, M.V. Marine Co. v. Sate Tax Commission, 606 SW. 2d 644 (Mo.
banc 1980). There, the court observed that “the legidative taxing schemein this sate hg(d] been
broadened sncethe daysof Green.” |d. a 648. The court cited just one Satutory change for its
condusion thet the legidature had “broadened” thetax scheme: the adoption of the Multistate Tax
Compect, set out & § 32.200, RSMo. 2000. 606 SW. 2d a 648. Adding the Compact to the
languege of
88§ 143451 and 461, the court moved directly to the question of how the combination of statutes
authorizes ataxpayer to “dlocate itsincome’ (606 SW. 2d a 648) or to “gpportion” it anong the
various dates that might wish to imposeatax (id. a 649). The court then asked whether the taxpayer
could use the three-factor gpportionment method provided in the Compact, § 32.200, art. IV, dl. 9.

Id. The court remanded the case to the State Tax Commisson to determine whether gpportionment
under the Compact was avaldble. Id. a 650. Notably, the court observed that “[w]hile duplicative
taxation isto be ourned, 0 is” an interpretation of law “that would permit an avoidance of tax by any
date” Id.

InM.V. Marine, the court did not digtinguish between the question of whether the corporation
hed Missouri income, making it subject to tax, and the question of how to alocate income among daes
The court purported to abandon its earlier practice of determining “whether a particular taxpayer was
entitled to gpportion” income among sates, which “involved atortured process of discerning the
‘source of the taxpayer’sincome.” 1d. a 649. The court reached that concdluson by drawing on the

language of the Multigtate Compact. The court conduded that after adoption of the Compect,
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“dthough taxpayers are dill given an option on the method of dlocaion they may use, dl other
questions reference gpportionment of income are to be resolved by reference to the Compact.” 1d.
(emphagsin origindl).

In Goldberg v. State Tax Commission, 639 SW. 2d 796, 798-99 (Mo. banc 1982), this
court expresdy rgected the condusionin M.V. Marine thet the adoption of the Multigate Tax
Compact had diminated the “source of income’ test usedin A.P. Green. The court recognized thet
the Compect “was never intended by anyone to be a subdantive taxation satute” id. a 799, i.e., to
replace or modify the Missouri law thet now imposes atax on income “ derived from” the date. Rather,
the Compact was*“merdy a procedurd vehide by which the Sates could resolve conflicts among
themsdves and aggrieved taxpayers concerning the proper scope of taxation authority that affected
dates could exercise with regard to ataxpayer subject to taxation in morethan one sate” 1d. It was
designed to “foregtall the threat thet Congress might take away from them the authority to tax any part
of income earned from business conducted in interstate commerce” 1d. & 800. Thusthe court
conduded that “[a]ny reasonable reading” of the Chapter 143 and the Compect “compdsthe
condusion that neither the Multigtate Tax Commisson . . . nor the Missouri legidature ever intended thet

the Compact have the effect M.V. Marine would giveit” 1d.?

2 M.V. Marine involved the lesse of persond property. If it retained any viability in amanner
that would affect this case, it should be overruled asincondgtent with A.P. Green and other casss
discussedinthetext. It ignoresthe fact that “alessor” of such equipment “that dlows and fadllitatesits

lessses to use its property within the taxing State purposefully availsitsdf of the * privilege of conducting
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activities within that State” Truck Renting & Leasing Ass'n, Inc. v. Commissioner of
Revenue, 746 N.E. 2d 143, 148 (Mass. Sup. Jud. Ct. 2001), citing Hanson v. Denckla, 357 U.S.
235, 253 (1958). Thet iswhat Acme Royadty did here when it granted alicenseto Acme Brick to

continue its longgtanding use of the Acme namein the sdle of brick in Missouri.
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What the court did wrong in M.V. Marine was to use the second question (gpportionment or
dlocation) to answer thefirgt (whether the corporation hasincome “ derived from” Missouri). Acme
Roydty and BIC make the same eror not just inthar Point |, but dso inther Point IV. Therethey
defined “ derived from Missouri sources’ by jumping to the gpportionment or dlocation portions of the
Multigate Compact. App. Br. a 64-65. Evenif ther andyds of the dlocation formulaand its
application here were correct (and it isnot, as discussed in part 111 beow), it would not matter at the
firg dage of theandyds For again, this court recognized in Gol dber g thet merging the “source’ and
“dlocaion” quedionsisimpermissble. The Director (and thus the court) must answer the independent
“source’ quedtion firgt, and only then determine how to dlocate income among Sates that might assart a
dam of ability to tax it.

Asthiscourt indicated in Gol dber g, then, it must congder firgt “the existence and application
of gate lawsindependent of the Compact.” 639 SW. 2d a 801. That incdluded, in Goldberg, and
includes, here, “the ‘ source of income test embodied in the present 8 143.451.” Id. Contrary to the
condusonin M.V. Marine, thet test dill governed —and today, ill governs—the question of “how a
taxpayer isto make the threshold determination whether hisincomeis ‘ subject to gpportionment and
dlocation for tax purposes.”’” 1d. Goldber g thus reindates the rationde behind, and the halding in
A.P. Green. Roydlty income of the sort & issue here dill has aMissouri source— o, to return to the
actud datutory language, it is* derived from” Missouri.

D. A trademark owner cannot disassociate itself from use of the mark.

Under the Lanham Act, See 15 U.S.C. 1127, trademarks differ from some other types of

intelectua property in asignificant repect: those licendang trademarks must,, if they areto retain rights
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to the marks supervisethar use. They cannot disassodiate the marks they own from the use of those
marks. See United Drug Co. v. Theodore Rectanus Co., 248 U.S. 90, 987 (1918) (“Thereis
no such thing as property in atrade-mark except as aright gppurtenant to an established business or
trade in connection with which the mark isemployed.”). In other words, Acme Royalty could not
legdly just I alicense to Acme Brick and then be done with it; Acme Royalty was required to
mantain comelevd of involvement in supervisng use of themarks: Thus Aame Roydty and BIC are
careful nat to argue thet they did nathing at dl in Missouri; they Smply argue that their supervision of the
trademarksis not enough.

But thet kind of involvement means more then gppdlants suggest. Acme Roydty obtained the
benefit of Missouri law, law enforcement, and courtsin protecting itsmarks It could have avaled itsdlf
of such toolsto attack infringement. Moreover, its economic benefit was purdy the result of athriving
Missouri market. If Missourians quit buying Acme-abdled products, Acme Royalty would receive no
roydties. Those products are ddivered on Missouri highways. They are used to build structures under

Missouri permits. They are degpendent on the entire economic and regulatory structure of the Sate. But again, &

Il. No constitutional limitation prevents Missouri from taxing royalties based on
sales paid between cor porationswith common owner ship when one
cor por ation useson salesin Missouri atrademark licensed from the other.
(Respondsto appellants PointslIl and 111.)
A. Missouri’sincometax on theroyalty income does not violatethe

Commerce Clause. (Respondsto appellants Point 11.)
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1. Nexusrequirement.

Intheir effort to kegp the roydty income out of the scope of Missouri’ s corporate income tax,
Acme Roydty and BIC dte decisons such as Medicine Shoppe International v. Director of
Revenue, 2002 Mo. LEXIS 45 (Mo. banc 2002). But those decisons do not suggest thet the law has
been changed, or even been reinterpreted, Snce Gol dber g 0 asto modify thehaldingin A.P. Green.

Ingteed, they dwdll on adifferent question: how far Missouri may go, under the U.S. Condtitution, in
imposing atax on income involving interdate transactions. As gppd lants point out, Missouri law
contains an exception that excuses tax payments when the imposition of taxes would violate federd law
—induding condiitutiond law. Ap. Br. a 45, dting § 145.441.2. But the condiitutiond limits on date
taxation do not prevent Missouri from taxing the roydties a issue here.

Acme Roydty and BIC correctly destribe the issue as whether they “have a subdtantid nexus
with Missouri stiffying the Commerce Clausg’ of the U.S. Condtitution. App. Br. & 47 (emphesis
omitted). In Medicine Shoppe, this court recognized thet the Commerce Clause limits the scope of
Missouri taxation, reiterating thet the  condtitution prohibits a sate from impasing an income-based tax
on income earned outsde its borders.” 2002 Mo. LEXIS45 & *6, citing Luhr Bros. Inc. v.
Director of Revenue, 780 SW.2d 55, 57 (Mo. banc 1989). But the Commerce Clause does not
shidd dl interdate transactions from tax. “The Sate may, of course, tax the income from interdate
operations, which indude operations within the taxing ate, if the Sate provides afair gpportionment
formula” 2002 Mo. LEXISa *6, ating Luhr Bros. and Maxland Devel opment Corp. v.
Director of Revenue, 960 SW.2d 503, 505 (Mo. banc 1998). The court correctly dated thet the

“bed ¢ requirement isthet there be some attivity in the taxing Sate thet judtifiesimposing the tax.” 2002
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Mo. LEXISa *6. Whereroydties are being paid between two corporaions with common
ownership, basad on the sdesin agate, the recipient corporation has sufficient nexus with the date to
permit the gate, without violating the Commerce Clause, to impose an income tax.

Thedoses the U.S. Supreme Court has come to dedling with thet question in an andogous
caewasin Quill Corp. v. North Dakota, 504 U.S. 298 (1992). There the Court demanded a
physcd presance, but it aso took great painsto emphasize that it was congdering only sdesand use
taxes. Asather courts have observed, “[t]hereisno indication in Quill that the Supreme Court will
extend the physdcal-presence requirement” cited by gppdlants here “to casesinvolving taxation
meesured by income derived from the gate” Couchot v. State Lottery Comm'’ n, 659 N.E. 2d
1225, 1230 (1996). And indeed, the “ physi ca-presence requirement” makeslittle sensewhen a
corporation’sbusinessis entirdy the management of property that has no red physicd exigence

Theissueof Quill’s goplication to such intangible property was quickly taken up in the Sates
Thefirg court to ruewasin South Cardina Geoffrey, Inc. v. South Carolina Tax Commission,
437 SE.2d 13 (S.C)), cert. denied 510 U.S. 992 (1993). Thefact Stuation in Geoffrey was
drikingly Smilar to the one here—it was merdy an earlier use of the same tax avoidance todl. Whilethe
Supreme Court in Quill demanded the physica presence of ataxpayer in agatein order to impose
sdesor usetaxes, the South Cardlina Supreme Court hed in Geoffr ey that there was no such
requirement where the busness a issue is dedling only with intangible persond property — property thet
could not logicaly have a*phydcd presence’ in any oedific location.

Addressng Geoffrey’s Commerce Clause chdlenge, the South Carolina court observed thet it

is“well sattled thet the taxpayer need not have atangible, physica presencein adate for incometo be
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taxablethere” 1d. a 18. That permitsthe taxation of a corporation based on the “presence” or use,
of intangible persond property inthe date. “The presence of intangible property doneis sufficient to
edablish nexus” 1d., ating American Dairy Queen Corp. v. Taxation and Revenue Dept.,
605 P.2d 251, 255 (N.M. 1979). The court rejected Geoffrey’ s daim that “the situs of itsintangibles
isits corporate headquartersin Ddlawvare” 437 SE. 2d a 17. The court pointed out thet in Mobil
Oil Corp. v. Commissioner of Taxes of Vermont, 445 U.S. 425, 445 (1980), the Supreme
Court hed rgected the view that intangibles have only one taxable Stus

The South Cardlina court concluded thet the nexus was sufficient when the “red source of
Geoffrey’ sincome is not a paper agreament,” i.e., alicense, “but South Carolinds ToysR Us
customes” 437 SE.2d a 18. Thesameistrue, of course, here thered source of Acme Royadty
and BIC' sincomeis not a paper agreement, but Missouri’s Acme cusomers.

More recently, the question came before the New Mexico courts. The court of appedls
afirmed the decison of the Revenue and Taxation Department’ s hearing officer (decigon available July
18, 2002 a hitp:/Awww.gtatenm.us’tax/d& o/dno2000_04.htm), and followed Geoffrey, Ennisv.
Kmart Corp, No. 20,977 (N.M. Ct. App. June 21, 2001). The New Mexico Supreme Court
granted certiorari and is now congdering the case, see Appendix A to App. Br.

Theissue has been raised, with opposing results, before the Maryland Tax Court, in Syl, Inc.
v. Comptroller, 1999 Md. Tax LEXIS3 (Md. Tax Ct. 1999), andin Crown Cork & Seal
(Delaware) Inc. v. Comptroller, 1999 Md. Tax LEXIS4 (Md. Tax Ct.1999).  Andit hasbeen
most recently decided by the North Caralina Tax Board, which followed Geoffrey and afirmed the

impogtion of taxes on the intelectud properties subddiaries of Limited Stores, Inc., thet hold the rights
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to trademarks such as“The Limited,” “ Abercombie & Fitch,” “Victoria s Secret,” and “Lane
Bryat.” Inre A&F Trademark, Inc., Adminidrative Decison No. 381 (North Carolina Tax
Review Board May 7, 2002), avalable on July 18, 2002 &

http:/Avww.dor. sate.nc.us/practitioner/hearing/ A& F_TrademarkDecison2002.pdf.

Thetribundsthat have followed Geoffrey have rgected Acme Roydty and BIC sbasic
argument: that they cannot be taxed because ancther, dbeit afiliated, corporation isthe entity actudly
meking the sdesin Misouri. They recognize that “subgtantia nexus has never turned on this
didinction.” General Motors Corp. v. City of Seattle, 25 P.3d 1022, 1027 (Wash. App. 2001).

This court should not give thet paper digtinction digpostive force

2. Alter egos.

That is paticularly gppropriate when the companies licenang and sdling in Missouri cannot be
effectivdy disinguished from ther parent or from each other. Because of their dose rdationship with
Judtin Indudtries, the“nexus’ andysis cannot entirdly ignore the combined efforts of Judtin Industries
and its other subgdiaries as Aame Roydty and BIC demand. Every fact in this case pointsto the
condusion that Acme Royaty and BIC are dter egos of Judtin Indudtries e.g., ther origind cregtion
soldy by Judtin Indudtries the sde of asngle, exdusve license to another newly-crested subsdiary of
Jugtin Indudtries; the subsequent corporate reorganizetion that moved dl of the management functions of
both companies to the same subsdiary — Jugtin Management — that manages the other Jugtin

ubddiaries
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To argueto the contrary, Acme Roydty and BIC firg point to the correct legd sandard: thet
thereis*such dominion and contral thet the controlled corporation has, So to spesk, no separate mind,
will or exigence of itsown.” App. Br. a 59. But then they fall to point to asngle fact that suggests
Acme Royalty, BIC, the later limited partnership, Jusin Management, or any other corporate creglions
have a“ separate mind, will, or exisence” Ingtead, they point to two sdf-serving dams, neither of
which logicdly leads to the corporate restructuring thet creeted Acme Royalty.

They say, firg, that the corporations (and the LLP) “were formed for the soecific purpose of
separaing the Trademearks from the operating divisons of Judtin because, different <kill levdsare
required to manage intellectud property than to produce and sdl footwear.” Id. It may wel bethat
“different skill levels are required to manage intdlectud property.” But that Satement isinedeguate to
explain the corporate reorganization for a least three reasons.

Hr4, though it may explain why a group of specidigs should be assigned responghility for
meanaging intdlectud property, it does not explain why those spedidists need to have their own
corporate entity in which to operate.

Second, it impliesthat Acme Royalty or BIC or both in fact created qeffs of spedididts, when
there is no evidence in the record to support such adam. Indeed, the evidenceis precisdy to the
contrary. The management of Acme Roydty waseft, firg, to a person who specidized not in
trademarks, but in the corporate formdities of Ddaware corporations, working for dozens of such
companies (L.F. 43-44), and laer to the same Jugtin Management personne who worked for the other

Judtin subgdiaries (L.F. 45).
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And third, it implies that someone a or on behdf of Acme Royalty or BIC actudly engaged in
sophigicated intdlectud property management, when the only intdllectud property transaction entered
into by ether gopelant wasthe sde of an exdusive license to Acme Brick —asdethat occurred just
two weeks after Acme Roydty wasformed. See L.F. a& 38. Thereisnat even ahint, much less prodf,
in the record that Acme Royalty during those two weeks or & any time needed or used additiond skills
to manage intdlectud property.

The second reason given by Acme Royaty and BIC for “ separating the Trademarks from the
operating divisons of Judin” istha “people gpedidizing in intelectud property would be better aileto
market the sameto unrdated entities” App. Br. a 59. But the possibility of marketing the Acme Brick
trademarksto “unrdaed entities’ disappeared two weeks after Acme Royaty was formed, when
Acme Roydty gave an exdusive licenseto its Ster company. That event —and, again, the goeed with
which it occurred —smply cannot be reconciled with the assertion that Jugtin Industries was setting up a
new corporation in Davare, without expert employees or independent ownership or supervison, to
actudly market the trademarks whose use in Missouri led to the Director’ s assessment.

Appdlants referenceto Central Cooling and Supply Co. v. Director of Revenue, 648
SW. 2d & 546 (Mo. 1982), iscurious. There, the court distinguished casesin which it had previoudy
“ignored separate corporate entities’ when seeking to “* pierce the corporate vall’ to impaose liability on
the corporation, not to bestow an advantage’ of the sort Centrd Cooling sought. 1d. a 547. The court
recognized that Missouri law will refuse to recognize corporate didinctions thet appear on paper
“where one corporation is S0 controlled and its affairs so conducted asto trandform it into the adjunct

or dter ego of another corporation.” 1d. & 548. Thedidinct “legd formsand rdationships’ are
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obsarved “[i]f the purpose served by the arangement isfair and lawful.” 1d. That andydsrequires,
again, that the court condder the “ purpose sarved by the arangement.” And here, thereis only one
purpose actually served by the arrangement: tax avoidance. That purposeisnot “fair.”

Thiscaseis infact, morelike one that the court didinguished in Central Cooling: Osler v.
Joplin Life Insurance Co., 164 SW.2d 295 (Mo. 1942). The description of the formeation of the
corporationsinvalved in Osler sounds much like the cregtion of Acme Royadlty, BIC, and Judin
Management. “The men in contral of the corporation heretofore mentioned formed four separate
subddiary corporations. ... The principd business of these corporations was dedling in the stock and
securities of” the parent company. 164 SW. 2d a 297. “The affairs of the corporaions named were
completdy managed and controlled” by the same group of people and companies. |d. & 298. The
court thus“pierced the corporate veall” despite the fact thet “dl the corporations may have been formed
for alegitimete purpose” id. at 297.

Agan, the court in Central Cooling merdy hdd that when a corporation subdivides for
busness advantage, it cannat then avoid the consequences of that subdivison. Nothingin Central
Cooling suggeststhat acorporaion can subdivide, maintaining dl its businessin the date as before,
save for the redirection of profitsto a new, out-of-gate subddiary, and then demand that Missouri
afirm that the redirection of prafits prevents Missouri from taxing them.

Thiscaseis of course, even more like Geoffrey thenitislike Osler. Arguing agang the
Geoffrey pardld, Acme Roydty and BIC assat afactud ditinction: that they, unlike Geoffrey, Inc. in
South Caroling, do not have “accounts receivable’ in Missouri. App. Br. & 52. But thet assrtionis

illogicd. Infact, these gppdlants arein precisdy the same pogition as Geoffrey, Inc. They have aright,
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under the licenang agreement, to aset portion of the proceeds of each sde of trademarked
merchandise Thuswhen Acme Brick sallsabrick in Missouri, it creates an account receivable—the
same kind of recaivable that was afactor in Geoffrey. Theat recaivableis, of course, intangible
persond property. Itslocation & any given moment is difficult to define. But &t leest a the moment of
e, it mugt bein the location where the proceeds of the sde are located, i .e., Missouri.

Acme Royaty and BIC a0 point out thet the court in Geoffrey referred to Geoffrey, Inc. asa
“franchiser.” App. Br. a 52. But that was not intended to refer to aformd franchise arrangement, of
the sort found in the fast-food indudtry.  The court referred to the rights granted by Geoffrey’slicenseto
ToysR Usasa“franchise” 437 SE2da 17 & n.2. Intha respect, again, Acme Roydty and BIC
areindiginguishable from Geoffrey, Inc. They, too, have given such alicense—and are now recaving

income “ derived from this gate”

B. Missouri law doesnot irrationally tax similar taxpayersdifferently in
violation of the Equal Protection or Uniformity Clauses. (Respondsto
appellants’ Point 111.)
Acme Royaty and BIC make a second condtitutiond argument in Point [11: thet the Director
imposes different taxes on two taxpayers who are in the same podtion. But their hypotheticd taxpayers

are nat in the same postion.
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Ther argument is phrased as an atack on the “Director's’ actions. See App. Br. at 62-64.
But the only authority they dteisto acase involving not adecison by the Director to assesstaxes
agang one person and not ancther, but a chdlenge to the condtitutiondity of a Satutory digtinction,
Schnorbusv. Director of Revenue, 790 SW. 2d 241 (Mo. banc 1990). Acme Roydty and BIC
do not identify any datutory disinction here; thair argument, as phrased, isadam of sdective
prosscution. But they never attempt to fulfill the dements of suchadam —and never tried to assart it a
the AHC. That is, perhaps, because the requirements for such adam are sringent. “To establish the
defense of sdective prosecution movant must show he wias prosecuted while others smilarly Stuated
were not and the Sates dection to prosacute him was based upon such impermissible congderations as
race, religion, or the Sates desire to prevent movant's exercise of conditutiond rights” Chamberlain
v. State, 721 SW. 2d 139, 140 (Mo. Ct. App. E.D. 1986). What gppdlants must do, then, is
chdlengethe datute itsdf. And again, nether a the AHC nor in thar brief on gpped do they identify a
datutory digtinction of the sort thet they say is condtitutionaly barred.

But even if the Director’ s decison to assess taxes firg againg those in a postion andogousto
Geoffrey, Inc., could be tested as Acme Royadty and BIC proposg, it would pass the test — under both
the equd protection and uniformity rules.

Thefird criticd quedion in equd protection andyssis, of course, whether the Sate istredting
differently two persons (or her, corporations) thet are “smilarly Stuated.” See Missourians for Tax
Justice Education Project v. Holden, 959 SW.2d 249, 257 (Mo. banc 1997). Appellants argue
that the distinction being made by the date here is between the use of “trademarks and trade names by

arelated licenssg’ and the samekind of transactions “if they involve unrelated licensees” App. Br.

30



a 62-63 (emphads added). But ther very satement of the “ problem” revedls the dement that dooms
their dam. Redaed and unrdated companies are not Smilarly stuated.

And if they were desmed “smilar,” the Director’ s dleged digtinction would merdly recognize
the obvious. Only the rdlaed company could atempt, by unilateral decisons of corporate organizetion,
to remove income from the soope of date taxation without changing their busnessrisks or practices.
Only ardaed company would have the same people managing the owner of the intdlectud property
and other subsdiaries. A “rdated/unrdated” digtinction would have the “rationd bags’ required by
equd protection jurigprudence.

When faced with a uniformity dause chdlenge, this court has used pardld aiteria E.Q.
Associated Industriesv. Director of Revenue, 857 SW. 2d 182, 192 (Mo. 1993). It has
sudaned diginctions among taxpayers unless they are“‘ pdpably arbitrary.’”” 1d., quoting State v.
Bates, 224 SW. 2d 996, 1000 (Mo. 1949). Appedlants provide no badsfor supposing thet the
didinction they say the Director mede was “ pdpably arbitrary.” Indeed, the Director could rationdly
condlude, in the wake of Geoffrey, that by far the best place to begin her efortsto diminete this newly
developed toodl to avoid Sate taxation was companies whose activities pardlded those of Geoffrey,

Inc. Surdy if sheissuccessul in her initid effort, she will expand her enforcement.

1. TheAHC choseastatutorily permissible apportionment method that
fairly representsthe sour ce of appellant’sincome—unlike the method
that appellants demand, which would ignorethereality of what they are

doing. (Respondsto appellants pointslV and V.)
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InPoints1V and V, Acme Roydty and BIC make arguments that go directly to gpportionment.
But they seek to gpportion in away that crestes an exoegption to Missouri taxation that Missouri’sown
datute does not countenance, and that the Multistate Tax Compact spedificdly permits Missouri to
avoid.
A. A company that hasminimal payroll and tangible property cannot use
three-factor apportionment to avoid taxation. (Respondsto appellants
Point V.)

Given thet they have some income “derived from Missouri,” but thet the royaty paymentsthey
recaive dso indude income derived from other dates, Acme Roydty and BIC mugt choose amethod to
dlocate income among the various dates. Of course, they did not do so inatimdy fashion, ingteed
failing to file income tax returns on the premise thet they had no Missouri income thet required them to
file Thusthe Director goplied Sngle factor goportionment, under 8 143.451.

Any gpportionment discussion mugt emphasize the purpose of goportionment: to caculaethe
portion of income thet should, in faimess, be taxed in one Sate rather then ancther. The various
formulas— induding bath the Snglefact formulain § 143.451 and the three-factor formulain the
Multistete Compact, § 32.200 — are merdly methods of dlocating income whose proper dassificationis

unoartain® Thus, for example, § 143.451.2(1) spesks of “income and deductions [that] cannot be

segregated.”

3 Here it ssems odd to even be gpesking of gpportionment by formula. There does not

aopear to be any problem with dlocating the roydty income among the dates It is, after dl, based
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Theprincipd error in gppdlants gpportionment andyssisin thar determinaion to bdittlea
criticd part of the Compact’ s goportionment scheme. Though the Compact provides for athree-factor
formula, it a0 recognizes that the formula does not dways represent afar or accurate divison of
income, and thus contains ardief mechaniam. That mechanismisfound in Artide IV 8 18. It permits
the Director to require any one of severd dterndivesto the sandard three-factor formula

If the dlocation and goportionment provisons of this artide do not fairly represent the
extent of the taxpayer’ s business activity in thissate, . .. Thetax adminidrator may require, in
repect to dl or any part of the taxpayer’ s business etivity, if ressonable:

()  sgparae accounting;

(2  theexdudonof any oneor morefactors,

purdy on sdes. Though Acme Roydty and BIC have some deductions, they are minima compared to
the amount of roydtiesrecaved. In fact, gopdlants do not contest any of the figures thet the Director
used. They merdy contest which formulato use and how to use it — asserting that the proper choice
was “threefactor” gpportionment (a position thet the AHC assumed), then gpplying it in away that

reults in no income to be taxed in Missouri.



(3)  theinduson of one or more additiond factors which will fairly represent the
taxpayer’ s busness ativity in this Sate; or
(4  theemployment of any other method to effectuate an equitabdle dlocation and
gpportionment of the taxpayer’ sincome.
Under this provison, the god of “fair goportionment” is paramount. No taxpayer can demand aright
to use the gandard three-factor formulalif the result does not fairly represent the various Sates share of
the taxpayer’ sincome. And there is no reasonable argument (given the condusion reeched in part |
above) that $0isafar dlocaion of roydty incometo Missouri.

Acme Roydty and BIC did not seek to use singlefactor gpportionment — and with good
reason, for the results would be the same, as shown in Brown Group and A.P. Green, asthe result
reeched by the AHC. In those cases, the question was tax trestment of roydties by aMissouri
company, when the roydties were pad for the use of intdlectud property outsde the sate. Ineach
ingtance this court confirmed that the * source of income” for use of trademarks and Smilar intdlectud
property “isthe place where [they] are used and the income produced.” Brown Group, 649 SW.
2d at 880; A.P. Green, 277 SW. 2d a 547. Here, the trademarks were usad on sdesmadein
Missouri. Thusthe roydties on Missouri sdles areincome from “whally within” the date. Incorporating
thet into the Sngle-factor formulawould give the same resullt asthe andyd's of the AHC using the three-
factor formula, modified to metch the economic redlity of what Jugtin Indudtries and its subsdiaries are
doing.

B. The Multistate Compact doesnot bar using aformula that looks at the

location from which theincomeisderived regardless of whose handsit
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first passesthrough, when, ashere, such aformulaisrequired to “fairly
represent the extent of the taxpayer’s business activity in this state.”
(Respondsto appellants Point [V.)

In gppelants fina gpportionment argument, which gppears astheir Point IV, Acme Roydty
and BIC bootgrgp their opening argument, i.e., that they have no income “ derived from” Missouri.
That argument would, of course, be digpositive of their gpped without reference to gpportionment. But
agan, itiswithout merit. Therr argument must reelly be thet the Multistate Compect prohibits
modification of three-factor gpportionment in the manner chosen by the AHC. It does nat.

According to Acme Roydty and BIC, the Compeact, § 32.300, art. IV, 88 9 and 17, preclude
the date from congdering the sdes by Acme Brick in cdculaing Missouri’ sfair share of the roydty
income thet is derived in whole or in part from Missouri. So saed, the argument misses the mark.
Missouri is ot besing its caculation on Acme Brick sdes. It isrdying soldy on the roydties paid to
gppdlants — dividing them according to their origind source. Thedidinctionissubtle But Missouri is
merdy usng the sdeslocaion as a subditute for the sdes and other dements normdly used in three-
factor gpportionment —a gep that is permissble under art. 1V § 18. Notably, Acme Roydty and BIC
do not argue that the use of the source of the roydtiesis unfar or thet it does not represent the
economic redlity of the source of their income. And they dite no authority for the proposition that under
section 18 the Sate cannot do wht it didl.

Inlieu of pertinent authority, they point the definitionin Art. IV 8 17 of the denominetor in

threefactor gpportionment. But in doing S0, they again ignore theimpect of 8 18. Thet section permits



the numerator, and not just the denominator, to be changed when necessary to “fairly represent” the
portion of income thet comes from Missouri.

What Acme Roydty and BIC argue, in essence, istha because they are around peg and
because the Compact verson of gpportionment is a square hole, thar gpportionment factor is zero. But
agan, sction 18 permits the Director to modify the shepe of the hole to accommodate the configuration
of aninvention, such asintdlectud property subsdiaries, that was not spedificaly contemplated when

three-factor gpportionment was derived.

IV.  Theimposition of existing taxes on a newly invented type of cor poration does
not constitute a changein policy or inter pretation under § 143.903.
(Respondsto appellants Point V1.)

Appdlant’slast point raseswhat is goparently anove question: whether, when the Director for
the firg time obsarves and condudes that there is amethod to defeat a particular tax avoidance
gructure, her effort to do sois necessarily a*“change’ from prior law or policy of the sort contemplated
under § 143.903. In making that argument, appdlants lack two essentiad dements. Fird, they citeno
authority for the propogtion they assart, other than the datute itsdf. And turning to the Satute's
language, they provide no evidence of “prior law, palicy or regulaion of the Director” on the point &
issue here.
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The evidence to which they point ismerdy negative, i .e., that until after Geoffrey, the Director
mede no effort to pursue royaty income being paid between rdaed corporaions. See App. Br. at 70.
Thereisno evidence in the record thet, until Geoffrey, the Director was even awvare of this sort of
transaction. It would not be gpparent on the face of returnsfiled with the Director. Acme Brick, for
example, would deduct from itsincome roydties paid to Acme Royadlty, but it would not announce thet
the payee was a corporation owned, controlled, and operated by the same parent, or that whet it now
cdled deductible roydtieswas what it (or Justin Indudtries) hed previoudy cdled profits. The
Director took sometimein which to learn thet tax lawyers and accountants were Soreading the word on
anew tax avoidance todl, to andyze whether the todl waslegd, to train auditors, and to identify
taxpayers whose returns presant a reasonable basis for testing the validity of the position thet the tool
wasillegd. That dday does not mean that the Director changed any “law, policy or regulation.” Itis
cor porations, such as Jugtin Indugtries that changed. The Director’ s reoonse to such achange

cannot be what the legidature contemplated in § 143.903.
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CONCLUSION
For the reasons stated above, the decison of the AHC should be affirmed.
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