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STATEMENT OF FACTS

W.L. Gore (Gore) isa producer of expanded plytetraflouroethylene (ePTFE). Legd File
(L.F.) a 32. Itislargely owned by the family of one of its founders, and by that family’strugts. 1d. It
has four divisons— medica, industrid, eectronic, and fabrics, apparently none of which are separately
incorporated. Id. Gore sells goodsin Missouri and sawhere, principaly medica products, fabrics,
and industrial products. L.F. at 34.

In 1983, Gore formed Gore Enterprise Holdings, Inc. (“Holdings’) as a Delaware corporation.
L.F. a 32. During the tax periods at issue, Holdings officers were the same as Gore s officers. L.F. a
34. For two of the years at issue, Holdings had no other officers and no employees or offices. 1d. “Its
activities were carried out by Gore' s employees at Gore s offices” 1d. Only during the last year —
1995 — did Holdings have its own small office and a pardegd asitsonly employee. L.F. a 34-35.

When it formed Holdings, Gore transferred to Holdings dl of its patents (but not trademarks),
andinturn ownsal of Holdings stock. L.F. 32, 34. Holdings quickly licensed those patents back to
Gore. L.F. 32-33. During the tax periods at issue, that was an exclusve license. L.F. 33. Holdings
licensed patents to only one other company during the tax periods here: a German subsidiary of Gore.
L.F. 34. Holdings shared with Gore the right to sue for infringement — and gave to Gore the entire
proceeds of any suit Gore undertook. L.F. 33. Gore agreed to pay aroydty to Holdings that was
cdculated to move perhaps dl of Gore' s profits to Holdings:

[Gore] shdl pay to [Holdingg] aroyalty at the rate of 7 %2 per centum of the sales prices
of dl products manufactured, by [Gore] in the United States and sold by [Gore] for use,

disposition or consumption in the United States or any of its territories and possessons or in
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any foreign country; provided, however, that [Gore' g obligations for roydty payments for any

caendar year shal not exceed an amount equd to the Net Income from operations of [Gore]

for that year.
L.F. 33. Though the agreement permitted the royalty to be renegotiated annudly, L.F. 32, Gore and
Holdings did not negotiate regarding roydty rates, L.F. 33.

Holdings, then, maintained the Gore patent portfolio, including paying the fees required to retain
patent rights. L.F. 32-35. Gore continues to use those patents to create and sdll products in Missouri
and elsewhere. 1d. Neither company has physicd facilitiesin Missouri. 1d. Holdings— unlike Gore —
did not register to do businessin Missouri, nor did it file Missouri income tax returns. L.F. a 35.

When the Director audited Gore, she discovered the existence of Holdings. L.F. 36. Her
auditor concluded that Holdings was subject to Missouri income tax, and used amodified version of
three-factor gpportionment to determine the amount of Holdings' Missouri taxable income. L.F. 36.
The Director issued notices of deficiency to Holdings, based on the auditor’ sfindings. L.F. 37.
Holdings protested, but on August 6, 1999, the Director issued find deficiency notices, assessing taxes
and interest but not additions. L.F. 37.

On September 3, 1999, Holdings filed atimely complaint in the Administrative Hearing
Commission (AHC). L.F. 36. The Commission upheld the Director’s decision, rgjecting Holdings

assertion that it “ does not have anexus with or do businessin Missouri.” L.F. 31. Holdings gppeded.



ARGUMENT

Standard of Review

Thisis an gpped from adecison by the Missouri Adminigrative Hearing Commisson (AHC).
The AHC' s decisons are upheld when authorized by law and supported by competent and substantia
evidence upon the record as awhole, and when they are not clearly contrary to the reasonable
expectations of the Generd Assembly. 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, adopts the
AHC'sfactud findings. See Concord Publ’ g House v. Director of Revenue, 916 S\W.2d 186,
189 (Mo. banc 1996).

The AHC' sdecisons on questions of law are matters for this Court’ s independent judgment.
La-Z-Boy Chair Co. v. Director of Economic Development, 983 S.W.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 appellant had the burden of proof before the AHC. See § 621.050.2, RSMo 2000.
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I ntroduction

This gppedl presents the question whether a corporation, while continuing to do businessin
Missouri in precisdly the same way, can suddenly exclude from taxation some or dl of its profits from
that business by designating them as“roydties’ on patents, paid by the parent to a separately
incorporated, but wholly owned and controlled subsidiary. Although the apped presents a question of
first impression in Missouri, it is not the first to address the ability of a corporation to avoid State taxes
merdly by creating and then transferring to a Dlaware subsdiary rights to intellectud property that the
corporation uses to manufacture goods sold in Missouri. As discussed below, tribunas in other states
have reached differing conclusons.

These decisions demondtrate that what Gore did here was not unusud. The practiceis
becoming a popular method not just to avoid state taxes, but to avoid federd tax aswell. See GlennR.
Simpson, “A New Twist in Tax Avoidance Firms Send Best |deas Abroad,” Wall Street
Journa (June 24, 2002) at A1. In Holdings, Gore invoked atax evasion device that did not require
any changein how or where it sold its goods — only a change in where the profits moved. In Holdings
view, abare corporate change can make income that is taxable today not taxable tomorrow. The

court, like the AHC, should reject that perverson of statutory and congtitutional tax law.

Becauseroyalty incomefrom the salein Missouri of goods made using

a company’s patent isincome “derived from” Missouri, it issubject to
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Missouri incometax under 8§ 143.071 absent some exclusion or

constitutional defense. (Respondsto appellant’s Point |.)

Missouri imposes an income tax on corporations “in an amount equd to five percent of
Missouri taxable income.” § 143.071, RSMo. 2000. If Holdings has “Missouri taxable income,” it is
subject to tax (barring, of course, a congtitutional 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.” §143.431. The cross referenced section begins by restating the samerule:
“Missouri taxable income of a corporation shdl include dl income derived from sources within this
state.” §143.451.1.

Holdings argues, initsfirst point, that the roydtiesit collects from the use of the Gore patentsin
Missouri are not “income derived from sources within this state.” That iswrong. It makes no sense
when compared to the language of the atute. It contradicts this court’s prior holdings. And it ignores

both the nature of patent rights and the manner in which the Gore patents are used and policed.

A. Income “derived from” Missouri istaxed.
Holdingsfirgt quotes the language of the statue, noting that a corporation’s Missouri taxable
incomeis “so much of the corporation’sincome ‘as is derived from Missouri sources”” Appellant’s

Brief (App. Br.) at 35, quoting 8§ 143.431. It never returnsto that language. Nor could it reasonably
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do s0. Thereis no reasonable argument to be made that the income at issue here was not “derived
from Missouri sources.”

As noted above, the income at issue isroydty payments from Gore to Holdings. Gore made
the payments pursuant to the license agreement (which, during the periods at issue, was an exclusve
license) it entered into with Holdings. The payments were caculated as a percentage of Holding's
sdes. Those sdes occurred in places—including Missouri —that Gore had served since long before it
crested Holdings. If Gore had no salesin Missouri, Holdings would receive no roydties from Missouri
sdes.

“Derived’ is not an ambiguous term. It means “to have or take origin,” to “originate.”
WEBSTER'S THIRD NEW INTERNATIONAL DICTIONARY (Merriam-Webster 1993) at 608. When
referring to funds, Missouri statutes use “derived” to refer not just to funds that come directly from a
particular source, but aso to funds that are connected with, or whose receipt is triggered by a particular
sourceor act. E.g., 8474.163.1 (vaue of property “derived” by survivor includes asserts recelved
from third parties, but triggered by spouse’ s degth). Itsusein § 143.431 requires the Director of
Revenue and the taxpayer to look to the source of funds from which the part ultimately paid to Holdings
was diverted. See WEBSTER'S at 608.

The income at issue here was diverted from the stream of revenue obtained by Gore when it
sold goods, made using the Gore patents that Gore transferred to its Holdings subsidiary, in Missouri.
Missouri isthusthe origina source of theincome. The statutory language precludes any logicd
argument that the roydty income is not within the scope of Missouri’ s corporate income tax (barring, of

course, some condtitutional or other statutory exception).
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B. Thiscourt held in A.P. Green that the sour ce of royalties paid on
manufacturing processes and other types of intellectual property isnot
wher e the company owning the property islocated, but wherethe
incomeis produced.

Although the statutes spesk of income “derived from” Missouri, caselaw often speaks instead
of “Missouri source income” — thus hearkening back to the former language of the statute, which
imposed atax on a corporation’s “net income from al sourcesin this state during the preceding year.” §
143.040, RSMo. 1949. The “derived from” language was adopted in 1972. Mo. L. 1972, SB. 549.
The change to “derived from” does not suggest a stricter standard. In fact, it suggests a broader reach.
Certainly the change does not suggest that something taxable under the “source” language is not taxable
under the “derived from” language.

Thus this court can refer back to “source’ cases, and again say, “Fdicitousto the
circumstances of these proceedingsisA.P. Green Fire Brick Co. v. Missouri State Tax
Commission, 277 SW. 2d 544 (Mo. 1955), for it finds that * source of income' is the place where
trademarks, trade names and manufacturing processes are used and the income produced.”
Brown Group, Inc. v. AHC, 649 SW. 2d 874, 8380 (Mo. banc 1983) (emphasis added). Part of
theincome at issuein A.P. Green —theincome from the licenaing of intellectud property, including
patents covering manufacturing processes — was the precise corollary of the income at issue here:
“roydtiesto [A.P. Green] asthe consideration for the use of certain of [A.P. Green's] . ...
manufacturing processes in connection with the manufacture and sde of firebrick and other clay
products.” 277 SW.2d at 545. The*sole question” before the court in A.P. Green was the same
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one Holdings wants to contest inits Point |: “whether the royadlties . . . were income from ‘sourcesin
thisgtate' . . . and taxable asincome under the Income Tax Act, Chapter 143, RSMo.” 1d. at 545.

This court held that they were not — even in part —and in doing S0 etablished arule for the
determining the source of income that gpplies to those with royaty income from Missouri (this case) as
it doesto those with roydty income from dsewhere (A.P. Green). The court recognized that
“technicaly, theincome in roydties paid . . . for the use of respondent’s property might be said to have
had its genesisin the property interest of” A.P. Green, aMissouri resident corporation. 1d. a 547. But
the court refused to accept that “technical” point as dispogitive. Instead, it concluded that “redigticdly,
the *source’ of the income was the place where the trade-marks, trade names and manufacturing
processes were used and the income produced.” 1d.

The court relied on In re Kansas City Star Co., 142 SW. 2d 1029 (Mo banc 1989),
where the court had previoudy “employed what it termed aredistic approach to these questions.” 277
SW. 2d a 547. It determined that the “source’ of income is the place where the property or capita
was “actudly usgd].” 1d. at 547-48.

Here, of course, Holdings must concede that the profit on the patents was the result of the sde
in Missouri (and dsewhere) of goods made from materia's manufactured using the patents. Theincome
was not produced in Delaware, where Holdings purports to hold the patents, but here; but for the sdle
of goods, there would be no income, and hence no tax. Thus, under A.P. Green, or any other
“redidic’ gpproach, Holdings and Gore cannot remove income from Missouri taxation merely by
ensuring that when they enter into a licensing agreement that provides for the royalty payments or when

they hand over the royaty check, they stand outside the state.
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C. The A.P. Green holding stands today.

The continued vdidity of A.P. Green was doubted, briefly, because of a decision on which
Holdingsrdies, M.V. Marine Co. v. State Tax Commission, 606 S.W. 2d 644 (Mo. banc 1980).
There, the court observed that “the legidative taxing schemein this state ha[d] been broadened since
thedaysof Green.” Id. a 648. The court cited just one statutory change for its conclusion that the
legidature had “ broadened” the tax scheme: the adoption of the Multistate Tax Compact, now set out
at § 32.200, RSMo. 2000. 606 S\W. 2d at 648. Adding the Compact to the language of 88§ 143.451
and .461, the court moved directly to the question of how the combination of statutes authorizes a
taxpayer to “dlocateitsincome” (606 SW. 2d a 648) or to “gpportion” it among the various states
that might wish to impose atax (id. a 649). The court then asked whether the taxpayer could use the
three-factor apportionment method provided in the Compact, 8 32.200, art. 1V, cl. 9. Id. The court
remanded the case to the State Tax Commisson to determine whether gpportionment under the
Compact was available. Id. at 650. Notably, the court observed that “[w]hile duplicative taxation isto
be spurned, so is’ an interpretation of law “that would permit an avoidance of tax by any state.” I d.

InM.V. Marine, the court did not distinguish between the question of whether the corporation
had Missouri income, making it subject to tax, and the question of how to alocate income among
dates. The court purported to abandon its earlier practice of determining “whether a particular
taxpayer was entitled to gpportion” income among states, which “involved a tortured process of
discerning the ‘source’ of the taxpayer’sincome.” Id. at 649. The court reached that conclusion by
drawing on the language of the Multistate Compact. The court concluded that after adoption of the
Compact, “ dthough taxpayers are till given an option on the method of dlocation they may use, dl
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other questions reference gpportionment of income are to be resolved by reference to the Compact.”
Id. (emphesisin origind).

In Goldberg v. State Tax Commission, 639 SW. 2d 796, 798-99 (Mo. banc 1982), this
court expressy regjected the conclusonin M.V. Marine that the adoption of the Multistate Tax
Compact had diminated the *“ source of income” test used in A.P. Green. The court recognized that
the Compact “was never intended by anyone to be a substantive taxation statute,” id. at 799, i.e., to
replace or modify the Missouri law that now impaoses atax on income “ derived from” the state. Rather,
the Compact was “merely a procedurad vehicle by which the states could resolve conflicts among
themselves and aggrieved taxpayers concerning the proper scope of taxation authority that affected
states could exercise with regard to a taxpayer subject to taxation in more than one sate” 1d. It was
designed to “forestdl the threet that Congress might take away from them the authority to tax any part
of income earned from business conducted in interstate commerce.” |d. at 800. Thus the court
concluded that “[a]ny reasonable reading” of the Chapter 143 and the Compact “compels the
conclusion that neither the Multistate Tax Commission . . . nor the Missouri legidature ever intended

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

1 M.V. Marine involved the lease of persond property. If it retained any viability in a manner
that would affect this case, it should be overruled as inconsistent with A.P. Green and other cases
discussed inthetext. It ignoresthe fact that “alessor” of such equipment “that dlows and facilitatesits
lessees to useits property within the taxing State purposefully avalls itsdf of the *privilege of conducting

activities withinthat State,” Truck Renting & Leasing Ass'n, Inc. v. Commissioner of
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What the court did wrong in M.V. Marine wasto use the second question (apportionment or
dlocation) to answer the firgt (whether the corporation has income “ derived from” Missouri). Holdings
makes the same error not just inits Point |, but dso inits Point V. Thereit defined * derived from
Missouri sources’ by jumping to the gpportionment or alocation portions of the Multistate Compact.
App. Br. a 78-79. Evenif itsanadyss of the alocation formula and its application here were correct
(and it isnot, as discussed in part 111 below), it would not matter at the first stage of the andysis. For
again, this court recognized in Goldber g that merging the “source’ and “dlocation” questionsis
impermissible. The Director (and thus the court) must answer the independent “source’ question firg,
and only then determine how to dlocate income among states that might assert aclaim of ability to tax
it.

Asthiscourt indicated in Gol dber g, then, it must consider first “the existence and gpplication
of dtate laws independent of the Compact.” 639 SW. 2d at 801. That included, in Goldberg, and
includes, here, “the ‘ source of income’ test embodied in the present 8 143.451.” 1d. Contrary to the
condusonin M.V. Marine, that test gill governed — and today, still governs — the question of “how a
taxpayer isto make the threshold determination whether hisincome is * subject to gpportionment and
alocation for tax purposes.’” 1d. Goldber g thus reingates the rationde behind, and the holding in

A.P. Green. Royaty income of the sort at issue here still has a Missouri source — or, to return to the

Revenue, 746 N.E. 2d 143, 148 (Mass. Sup. Jud. Ct. 2001), citing Hanson v. Denckla, 357 U.S.
235, 253 (1958). That iswhat Holdings did when it granted back to Gore alicense that permitted

Gore to continue doing business, using those patents, in Missouri.
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actud dtatutory language, it is“derived from” Missouri. Again, but for sdes, Holdings would have no
income, and would owe no tax.

D. That this caseinvolves only patents and not trademar ks does not

mandate a different result.

This case differs, of course, from Acme Royalty Co. v. Director of Revenue, No. 84225,
in that the intellectud property Holdings owns consists of product and process patents, rather than
trademarks. Thus the requirement under the Lanham Act, see 15 U.S.C. 1127, that the owner
supervise use of the property does not apply. But that should not be dispostive. The question is not
thelegd obligation to supervisg, it isthelegd right to supervise. Under the patent laws, Holdings
has the right to restrict and supervise the manufacture, use, and sde of goods made using its patents.
35U.S.C.

§271. Of course, the record suggests that Holdings has not unilateraly exercised that right. But the
reason for that would seem obvious from the manner in which Holdings was formed, the composition of
its management, and the nature of the licenaing agreement. Gore has the legd right to police therights
to the patents it gave to Holdings. And the common officers of Gore and Holdings can determine,
based in part on where the greatest tax advantage lies, which entity will sue and collect damages. As
discussed below, Holdings and Gore are effectively dter egos.

Moreover, Holdings, like Acme Royadty, obtains the benefit of Missouri law, law enforcement,
and courts. Thereis one difference: patent infringement can be contested only in federa court. But
Holdings economic benefit is nonetheless the result of athriving Missouri market. If Missourians quit

buying Gore products, Holdings would receive no roydties. Those products are delivered on Missouri

19



highways and sold in Missouri stores to Missouri customers using wages and other income earned in
Missouri. The sdes are thus dependent on the entire economic and regulatory structure of the Sate.
And though Missouri courts would not hear infringement dams, they might well serve Holdingsin its

efforts to enforce contract rights or to collect judgments.
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. No constitutional limitation prevents Missouri from taxing royalties based
on sales paid between cor porations with common owner ship when one

cor por ation uses patentslicensed from the other. (Respondsto appellant’s

PointsIl, I11,and 1V.)

A. Missouri’sincometax on theroyalty income does not violate the

Commer ce Clause. (Respondsto appellant’sPoint I1.)
1. Nexusrequirement.

Inits effort to keep the royaty income out of the scope of Missouri’ s corporate income tax,
Holdings cites decisons such as Medicine Shoppe International v. Director of Revenue, 2002
Mo. LEXIS 45 (Mo. banc 2002). But those decisions do not suggest that the law has been changed,
or even been reinterpreted, since Goldber g s0 asto modify the holding in A.P. Green. Instead, they
dwell on adifferent question: how far Missouri may go, under the U.S. Conditution, in imposing atax
on income involving interstate transactions. As gppellant points out, Missouri law contains an exception
that excuses tax payments when the impaosition of taxes would violate federd law — including
conditutiond law. Ap. Br. a 45, citing § 145.441.2. But the condtitutiona limits on state taxation do
not prevent Missouri from taxing the royalties at issue here.

In Medicine Shoppe, this court recognized that the Commerce Clause limits the scope of
Missouri taxation, reiterating that the “ congtitution prohibits a state from imposing an income-based tax
on income earned outside its borders.” 2002 Mo. LEXIS 45 at *6, citing Luhr Bros. Inc. v.
Director of Revenue, 780 SW.2d 55, 57 (Mo. banc 1989). But the Commerce Clause does not

shield dl interdate transactions from tax. “The state may, of course, tax the income from interstate
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operations, which include operations within the taxing Sate, if the State provides a fair gpportionment
formula” 2002 Mo. LEXISat *6, citing Luhr Bros. and Maxland Development Corp. v.
Director of Revenue, 960 SW.2d 503, 505 (Mo. banc 1998). The court correctly stated that the
“badic requirement is that there be some activity in the taxing Sate that justifiesimposing the tax.” 2002
Mo. LEXISa *6. Where royalties are being paid between two corporations with common
ownership, based on the sdes in a state, the recipient corporation has sufficient nexus with the Sate to
permit the state, without violating the Commerce Clause, to impose an income tax.

The closest the U.S. Supreme Court has come to dedling with that question in an andogous
caewasin Quill Corp. v. North Dakota, 504 U.S. 298 (1992). There the Court demanded a
physica presence, but it so took great pains to emphasize that it was conddering only sales and use
taxes. Asother courts have observed, “[t]hereisno indication in Quill that the Supreme Court will
extend the physica-presence requirement” cited by gppellants here “to cases involving taxation
measured by income derived from the state.” Couchot v. State Lottery Comm’ n, 659 N.E. 2d
1225, 1230 (Ohio 1996). And indeed, the “physi cal-presence requirement” makes little sense when a
corporation’s business is entirely the management of property that has no red physica existence.

Theissue of Quill’s gpplication to such intangible property was quickly taken up in the states.
The firgt court to rule was in South Carolina. Geoffrey, Inc. v. South Carolina Tax
Commission, 437 S.E.2d 13 (S.C.), cert. denied 510 U.S. 992 (1993). Thefact Stuationin
Geoffrey was drikingly smilar to the one here — it was merdly an earlier use of the same tax avoidance
tool. While the Supreme Court in Quill demanded the physical presence of ataxpayer inagaein

order to impose sdes or use taxes, the South Carolina Supreme Court held in Geoffrey that there was
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no such requirement where the business a issue is deding only with intangible persond property —
property that could not logicdly have a* physicd presence’ in any specific location.

Addressing Geoffrey’s Commerce Clause chalenge, the South Carolina court observed thet it
is“wedll settled that the taxpayer need not have atangible, physica presencein a gate for income to be
taxablethere” 1d. a 18. That permits the taxation of a corporation based on the “presence,” or use,
of intangible persond property in the date. “The presence of intangible property doneis sufficient to
edablish nexus” 1d., citing American Dairy Queen Corp. v. Taxation and Revenue Dept.,
605 P.2d 251, 255 (N.M. 1979). The court rgected Geoffrey’s claim that “the Situs of its intangibles
isits corporate headquartersin Delaware.” 437 SE. 2d at 17. The court pointed out that in Mobil
Oil Corp. v. Commissioner of Taxes of Vermont, 445 U.S. 425, 445 (1980), the Supreme
Court had rgjected the view that intangibles have only one taxable Situs.

The South Carolina court concluded that the nexus was sufficient when the “redl source of
Geoffrey’ sincomeis not a paper agreement,” i.e., alicense, “but South Carolina’'s Toys R Us
customers” 437 SE.2d at 18. The sameistrue, of course, here: the real source of Holdings income
IS not a paper agreement, but Missouri’ s Gore customers.

More recently, the question came before the New Mexico courts. The court of appeds
affirmed the decison of the Revenue and Taxation Department’ s hearing officer (decision available July
18, 2002 at http://mww.state.nm.us/tax/d& o/dno2000_04.htm), and followed Geoffrey, Ennis v.
Kmart Corp, No. 20,977 (N.M. Ct. App. June 21, 2001). The New Mexico Supreme Court

granted certiorari and is now considering the case, see Appendix A to App. Br.
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The issue has been raised, with opposing results, before the Maryland Tax Court, in Syl, Inc.
v. Comptroller, 1999 Md. Tax LEXIS 3 (Md. Tax Ct. 1999), andin Crown Cork & Seal
(Delaware) Inc. v. Comptroller, 1999 Md. Tax LEXIS 4 (Md. Tax Ct.1999). And it has been
most recently decided by the North Carolina Tax Board, which followed Geoffrey and affirmed the
imposition of taxes on the intellectud properties subsdiaries of Limited Stores, Inc., that hold the rights
to trademarks such as“The Limited,” “ Abercombie & Fitch,” “Victorid s Secret,” and “Lane Bryant.”
Inre A& F Trademark, Inc., Adminigrative Decison No. 381 (North Carolina Tax Review Board
May 7, 2002), available on July 18, 2002 at
http://ww.dor.state.nc.us/practitioner/hearing/A& F_TrademarkDecis on2002.pdf.

The tribunas that have followed Geoffrey have rgected Holdings basic argument: thet it
cannot be taxed because ancther, dbeit affiliated, corporation is the entity actually making the salesin
Missouri. They recognize that “substantial nexus has never turned on this distinction.” General
Motors Corp. v. City of Seattle, 25 P.3d 1022, 1027 (Wash. App. 2001). This court should not
give that paper distinction dispositive force.

2. Alter egos.

That is particularly true when the companies licenang and sdlling cannot be effectively
digtinguished from their parent or from each other. Because of its close relationship with Gore, the
“nexus’ andyss cannot entirely ignore the combined efforts of Gore as Holdings demands. Every fact
in this case points to the conclusion that Holdingsis an dter ego of Gore: e.g., theimmediate grant of a
license back to Gore; the complete identity of officers and the dearth of employees, particularly & the

time the license was granted.
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To argue to the contrary, Holdings first points to the correct legd standard: that thereis“such
dominion and control that the controlled corporation has, so to speak, no separate mind, will or
exigence of itsown.” App. Br. a 63. But then it fallsto point to asingle fact that suggests Holdings
and Gore separate minds, wills, or existence.

Holdings does not — fortunately — merdly rely on the self-serving clam that Gore organized
Holdings because of the different skill levels are required to manage intdlectud property. Such aclam
would explain why Gore might want to create a group of intellectua property specidists and give them
independence from the divisons of the company that were using the patents. But of course Gore never
created such a group of specidists within Holdings, choosing instead to have it run by the same officers
who run Gore. And unlike Acme Royadlty, Holdings never suggests a reason thet the requiste
independence required a separate corporation — except, of course, for the tax advantages that Holdings
cdamshere. See L.F. 32 (Gore formed Holdings “ because it was adminigratively more efficient to
centralize the patents developed in the various divisons. Tax savings were dso a consderation.”)

Instead, Holdings asserts that Holdings is not Gore' s dter ego because “[ilnthiscase” i.e., in
granting the license the income from which is a issue in this case, “Holdings acted in its own, not Gore' s
interests.” App. Br. & 63. That is not afinding that was made by the AHC. Nor isit afinding that the
AHC could have made based on the record. Holdings smply did not provide abasis for the Director
or the AHC to reach such a conclusion.

To support its clam of independence, Holdings points firgt to its licenses “to other, unrelated
entities including Donadson, adirect competitor of Gore.” App. Br. a 63. Holdings there ignores the

fact that the origind license to Gore was exclusive, and that the licenaing of patents to unrelated entities
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occurred after thetax periods at issue. L.F. 33-34. And Gore merely assumes— it never proves — that
granting alicense to Donddson or any other company was in the best interests of Holdings but not in
the best interests of Gore. 1t may well be that the royaty agreement with Donaldson would result in
more or better assured income to Gore, as a consolidated entity. We smply do not know. And given
the identity of actors, it ssems highly unlikely thet Holdings entered into a licensing agreement that would
result in an overdl loss of income, i.e., adecrease in Gore income that is not offset or exceeded by
royaties received by Holdings from the other licensee.

Holdings dso pointsto its decision to “dedicate a patent to the public.” App. Br. a 63. But
Holdings ignores the reasons its witness gave for that decison: that the company found prior art that
likely would have led to invaidetion of the patent. Tr. at 74. Again, thereisno bagsin the record for
concluding anything but that the common officers of Holdings and Gore concluded that further litigation
was not cost-effective — regardless of whether the litigation was undertaken by Holdings or by Gore.

In attempting to define arift between Holdings and Gore, Holdings asserts that “Holdings
frequently decided to abandon patents, or to refrain from enforcing or renewing patents, even though
that conduct was not in the best interests of its licensees (including Gore).” App. Br. a 63-64. But
agan, thereisno AHC finding to that effect. And the evidence actudly isthat sometimes “the expense
of maintaining” a patent “isjust too great.” Tr. a 86. In other words, the royaties to be received from
use of the patents no longer judtify the costs of maintaining them. At that point, the source of the
roydtiesislargdy irrdlevant.

And to the extent it is relevant, it would be the basis for renogitation between Gore and

Holdings. The license agreement with Gore permits Gore (the entity alegedly harmed by abandoning
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the patent) to increase its roydty payment to Holdings (the entity dlegedly harmed by maintaining it), if
Goré sinterest in maintaining the patent outweighs the benefit it receives through Holdings' profitability.
Gore and Holdings smply do not engage in those negotiations. L.F. a 3. The necessary inferenceis
that Holdings abandons patents when the profits to be made from them — profits that are largely or
entirdy moved from Gore to Holdings through royaties — do not judtify further expense not just to
Holdings, but through Holdings to Gore asawhole. At that point, abandoning the patent isin the best
interest of the Gore group, though it may not be in the best interests of the managers of adivison whose
ability to contribute to corporate profits (by the manufacture and sale of goods using the patents) is, in
essence, being shifted to Holdings (by the receipt of roydties from the manufacture and sde of goods
by others).

Holdings find claim, that it was formed “to prevent ‘turf wars between Gore divisons and for
Holdings to become the * common enemy’ of those divisons’ (App. Br. a 64), suffersfrom asmilar
dearth of support in evidence or logic. Gorée s aleged need for “enemies’ within its corporate family
hel ps explain why Holdings would make decisions that were opposed by various divisons of Gore. But
it does not explain why Holdings, led by Gorée s officers and with dl its shares in Gore' s hands, would
make decisons that were not in the interests of the corporate group. And of course, Holdings il
offers no explanation why it would be necessary for Holdings to be separately incorporated in order to
be the divisons “common enemy.”

Holding's subsequent reference to Central Cooling and Supply Co. v. Director of
Revenue, 648 SW. 2d 546 (Mo. 1982), is curious. There, the court digtinguished casesin which it

had previoudy “ignored separate corporate entities’ when seeking to “‘ pierce the corporate vel’ to
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impose ligbility on the corporation, not to bestow an advantage’ of the sort Central Cooling sought. 1d.
at 547. The court recognized that Missouri law will refuse to recognize corporate distinctions that
appear on paper “where one corporation is so controlled and its affairs so conducted asto transform it
into the adjunct or dter ego of another corporation.” Id. & 548. Thediginct “legd formsand
relationships’ are observed “[i]f the purpose served by the arangement isfair and lawful.” 1d. That
anaysis requires, again, that the court consider the “ purpose served by the arrangement.” And here,
thereis only one purpose actually served by the arrangement: tax avoidance. That purposeis not
“fair”

Thiscaseis, in fact, more like one that the court distinguished in Central Cooling: Osler v.
Joplin Life Insurance Co., 164 SW.2d 295 (Mo. 1942). The description of the formation of the
corporationsinvolved in Osler sounds much like the creation of Holdings. “The men in control of the
corporation heretofore mentioned formed four separate subsidiary corporations.. . . . The principa
business of these corporations was dedling in the stock and securities of” the parent company. 164
SW. 2d a 297. “The affairs of the corporations named were completely managed and controlled” by
the same group of people and companies. 1d. at 298. The court thus * pierced the corporate vell”
despite the fact that “al the corporations may have been formed for alegitimate purpose,” id. at 297.

Agan, the court in Central Cooling merely held that when a corporation subdivides for
business advantage, it cannot then avoid the consequences of that subdivison. Nothing in Central
Cooling suggests that a corporation can subdivide, maintaining dl its business in the sate as before,
save for the redirection of profits to a new, out-of-state subsidiary, and then demand that Missouri

affirm that the redirection of profits prevents Missouri from taxing them.
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Thiscaseis, of course, even more like Geoffrey thanitislike Osler. Arguing agang the
Geoffrey pardld, Holdings asserts afactud distinction: that it, unlike Geoffrey, Inc. in South Caralina,
does not have “accounts receivable’ in Missouri. App. Br. a 55. But that assertionisillogica. Infact,
Holdingsisin precisdy the same position as Geoffrey, Inc. It hasaright, under the licensng agreement,
to a set portion of the proceeds of each sde of merchandise manufactured using its patents. Thus when
Gore sHlsa Gore-Tex glove liner in Misouri (see L.F. a 32), it creates an account receivable — the
same kind of recelvable that was afactor in Geoffrey. That receivadleis, of course, intangible
persond property. Itslocation a any given moment is difficult to define. But at least a the moment of
sde, it must be in the location where the proceeds of the sde are located, i .e., Missouri.

Holdings dso points out that the court in Geoffrey referred to Geoffrey, Inc. asa“franchiser.”
App. Br. a 52. But that was not intended to refer to aformal franchise arrangement, of the sort found
in the fast-food industry. The court referred to the rights granted by Geoffrey’slicenseto ToysR Usas
a“franchise” 437 SE2d a 17 & n.2. Inthat respect, again, Holdings is indistinguishable from
Geoffrey, Inc. It, too, has given such alicense— and is now receiving income “derived from this Sate.”

B. By taxing a corporation’sroyaltiesderived from activities by itsalter

egoin Missouri, the state does not violate the Due Process Clause.
(Respondsto appellant’s Point 111.)

Like Geoffrey, Inc., Holdings couples its Commerce Clause argument with a Due Process one.

And asin Geoffrey, the Due Process claim should be rgected — for the reasons much the same as

those explained in I1.A. in response to Holdings Commerce Clause claim.
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The issue in both is the relationship between the taxpayer and the taxing state. Both Holdings
and Geoffrey point out that considered literaly, they do not enter the taxing state. Neither has offices,
employees, or other physicd presencein the state. Neither sells goodsin or into the state. But in both
instances, the property that is the essence of the company’ s business—the intellectua property —isin
the sate. Like Geoffrey, Holdings “contemplated a purposday sought the benefit of economic contact
with” Missouri. 437 SE. 2d & 16.

Holdings suggests thet it is different from Geoffrey, Inc. and Acme Royalty because its roydty
payments are “triggered by the manufacture of products, an event that never occursin Missouri.” App.
Br. at 55. But that is contrary to the facts found by the AHC — specificaly, contrary to the license
agreement itsdf. Theroydty isset a aparticular portion of “the sdesprice” L.F. a 33. That isnot
the list or some other hypothetica price; it is the price & which goods are actudly sold. The only fair
reading of the licenseisthat if alicensee manufactures goods but never sellsthem, no payment is due
under the licensaing agreement. Certainly there is no suggestion in the record that Gore is paying
Holdings at the moment of manufacture. Indeed, such payments would make it difficult if not
impossible to determine when to cease royaty payments because the “ exceed an amount equd to the
Net Income from operations of [Gore] for [the] year.” L.F. a 33. ThusHoldings own witness
described the roydlties as “measured by sdlesinto Missouri.” Tr. at 122. Holdings connection to
Missouri through those sdesis sufficient to establish a nexus for purposes of the Due Process Clause,
just asit isfor purposes of the Commerce Clause.

But the court need not merdy follow Geoffrey and conclude that Holdings own contacts with

Missouri were sufficient. The court can and should dso “ pierce the corporate vell” and rely on the
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contacts by Gore — contacts which are evident from the AHC' s findings, and not contested by
Holdings.

That the acts of an dter ego can form the nexus necessary under the Due Process clauseis
beyond dispute. A federd gppdlate court recently — and correctly — observed that

federd courts have consstently acknowledged that it is compatible with due processfor a

court to exercise persond jurisdiction over anindividua or a corporation that would not

ordinarily be subject to persond jurisdiction in that court when the individua or corporation is
an dter ego or successor of a corporation that would be subject to persond jurisdiction in that
court. The theory underlying these casesis that, because the two corporations (or the
corporation and itsindividua dter ego) are the same entity, the jurisdictiond contacts of one
arethejurisdictiona contacts of the other for the purposes of the I nter national Shoe due
process analysis. See, e.g., Lakota Girl Scout Council [Inc. v. Havey Fund-Raising

Management, Inc.], 519 F.2d 634, 637 [(8" Cir. 1975)] (explaining that "if the corporation

is[the individud defendant's] dter ego, its contacts are his and due processis satisfied”).
Patin v. Thoroughbred Power Boats Inc., 2002 U.S. App. LEXIS 11382, *33 (5" Cir. 2002)
(footnote omitted), citing I nter national Shoe Co. v. Washington, 326 U.S. 310 (1945).

None of the precedents cited by Holdings (App. Br. a 72-74) are to the contrary. They dedl
with precisaly what Holdings suggests: whether the activities of amere licensee can be atributed to the
licensor for due process purposes. E.g., Aluminum Housewares Co., Inc. v. Chip Clip Corp.,
609 F. Supp. 358, 361 (E.D. Mo. 1984) (defendant’ s products were sold in Missouri “through an

independent manufacturer’ s representative’). Here, Gore is not amere licensee. Rather, as discussed
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above, Holdings and Gore are dter egos. Holdings thus cannot avoid Missouri tax liability by
disavowing Gore' s nexus with the sate.

C. Missouri law does not irrationally tax similar taxpayersdifferently in
violation of the Equal Protection or Uniformity Clauses. (Respondsto
appellant’sPoint 1V.)

Holdings makes a third condtitutional argument in Point 1V: that the Director imposes different
taxes on two taxpayers who are in the same position. Bt its hypothetica taxpayers are not in the same
position.

Its argument is phrased as an attack on the “Director’'s’ actions. See App. Br. at 75-76. But
the only authority it citesisto a case involving not a decision by the Director to assess taxes againg one
person and not another, but a chalenge to the condtitutiondity of a statutory ditinction, Schnorbus v.
Director of Revenue, 790 SW. 2d 241 (Mo. banc 1990). Holdings does not identify any statutory
diginction here; its argument, as phrased, isaclam of sdective prosecution. But it never atemptsto
fulfill the elements of such aclaim —and never tried to assert it at the AHC. That is, perhaps, because
the requirements for such aclam are stringent. “To establish the defense of selective prosecution
movant must show he was prosecuted while others smilarly stuated were not and the state's dection to
prosecute him was based upon such impermissible congderations as race, religion, or the state's desire
to prevent movant's exercise of conditutiond rights” Chamberlain v. State, 721 SW. 2d 139, 140
(Mo. Ct. App. E.D. 1986). What Holdings must do, then, is challenge the statute itself. And again,
neither a the AHC nor in its brief on gpped did Holdings identify a statutory distinction of the sort that

it saysis condtitutionally barred.
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But even if the Director’ s decision to assess taxes first againgt those in a position anadogous to
Geoffrey, Inc., could be tested as Holdings proposes, it would pass the test — under both the equa
protection and uniformity rules.

Thefirg critica question in equd protection analysisis, of course, whether the sate istreating
differently two persons (or here, corporations) that are “smilarly stuated.” See Missourians for
Tax Justice Education Project v. Holden, 959 SW.2d 249, 257 (Mo. banc 1997). Appellant
argues that the digtinction being made by the state here is between the use of “patents by arelated
licenseg” and the same kind of transactionsiif they involve “an unrelated licensee” App. Br. a 75-76
(emphasis added). But its very statement of the “problem” reved s the element that dooms their claim.
Related and unrelated companies are not smilarly stuated.

And if they were deemed “gmilar,” the Director’s dleged distinction would merdly recognize
the obvious. Only ardated company could attempt, by unilateral decisions of corporate organization,
to remove income from the scope of state taxation without changing their business risks or practices.
Only ardated company would have the same people managing the owner of the intelectud property
and other subsdiaries. A “related/unrelated” distinction would have the “rationa basis’ required by
equd protection jurisprudence.

When faced with a uniformity clause challenge, this court has used pardld criteria E.g.
Associated Industries v. Director of Revenue, 857 SW. 2d 182, 192 (Mo. 1993). It has
sugtained distinctions among taxpayers unless they are “‘ papably arbitrary.”” 1d., quoting State v.
Bates, 224 SW. 2d 996, 1000 (Mo. 1949). Holdings provides no basis for supposng that the

digtinction it says the Director made was “papably arbitrary.” Indeed, the Director could rationaly
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conclude, in the wake of Geoffrey, that by far the best place to begin her efforts to diminate this newly
developed tool to avoid State taxation was companies whose activities paralleled those of Geoffrey,

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

[II.  The AHC chose a statutorily permissible apportionment method that

fairly representsthe sour ce of Holding’sincome —unlike the method

that appellant demands, which would ignorethereality of what it is

doing. (Respondsto appellant’s PointsV and VI.)

In Points V and V1, Holdings makes arguments that go directly to gpportionment. But it seeks
to gpportion in away that creates an exception to Missouri taxation that Missouri’ s own statute does
not countenance, and that the Multistate Tax Compact specifically permits Missouri to avoid.

A. A company that has minimal payroll and tangible property cannot use

three-factor apportionment to avoid taxation. (Respondsto appellant’s
Point VI.)

Given that it has some income “derived from Missouri,” but that the roydty paymentsit receives
aso include income derived from other sates, Holdings must choose a method to alocate income
among the various gates. Of coursg, it did not do so in atimely fashion, insteed failing to file income
tax returns on the premise that it had no Missouri income that required it to file. Thus the Director
applied single factor gpportionment, under § 143.451.

Any gpportionment discusson must emphasi ze the purpose of gpportionment: to caculate the

portion of income that should, in fairness, be taxed in one state rather than another. The various
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formulas — including both the single-fact formulain § 143.451 and the three-factor formulaiin the
Multistate Compect, 8 32.200 — are merely methods of allocating income whaose proper classfication is
uncertain. Thus, for example, 8§ 143.451.2(1) speaks of “income and deductions [that] cannot be
segregated.”

The principd error in Holdings gpportionment andysisisin its determination to beittle a critical
part of the Compact’s gpportionment scheme. Though the Compact provides for a three-factor
formula, it so recognizes that the formula does not dways represent afar or accurate divison of
income, and thus contains arelief mechanism. That mechanismisfound in Article IV § 18. It permits
the Director to require any one of severd adternatives to the standard three-factor formula

If the alocation and gpportionment provisons of this article do not fairly represent the
extent of the taxpayer’ s business activity in this gate, . .. The tax administrator may require, in
respect to dl or any part of the taxpayer’ s business activity, if reasonable:

(1)  separate accounting,

2 the excluson of any one or more factors;

3 the indluson of one or more additiond factors which will fairly represent the

taxpayer’ s business activity in this Sate; or

4) the employment of any other method to effectuate an equitable alocation and

gpportionment of the taxpayer’ sincome.
Under this provison, the god of “fair gpportionment” is paramount. No taxpayer can demand aright to

use the standard three-factor formulaif the result does not fairly represent the various states' share of
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the taxpayer’ sincome. And there is no reasonable argument (given the conclusion reached in part |
above) that $0 isafair dlocation of roydty income to Missouri.

B. The Multistate Compact does not bar using a formulathat looks at the
location from which theincomeisderived regardless of whose hands it
first passesthrough, when, ashere, such aformulaisrequired to
“fairly represent the extent of the taxpayer’s business activity in this
state.” (Respondsto appellant’s Point V.)

In Holdings find gpportionment argument, which appears asits Point V, Holdings bootstraps
its opening argumert, i .e., that it had no income * derived from” Missouri. That argument would, of
course, be dispositive of its appea without reference to gpportionment. But again, it iswithout merit.
Holdings argument must redly be that the Multistate Compact prohibits modification of three-factor
gpportionment in the manner chosen by the AHC. It does not.

According to Holdings, the Compact, § 32.300, art. IV, 88 9 and 17, precludes the Sate from
consdering the sales by Gore in caculating Missouri’ sfair share of the royaty income that is derived in
whole or in part from Missouri. So stated, the argument misses the mark. Missouri is not basing its
caculation on Gore sdes. Itisreying solely on the roydties paid to Holdings — dividing them according
to ther origina source. The digtinction issubtle. But Missouri is merdly using the saleslocation asa
subdtitute for the sales and other eements normally used in three-factor gpportionment —a step that is
permissible under art. 1V 8 18(4). Notably, Holdings does not argue that the use of the source of the
roydtiesisunfar or that it does not represent the economic redity of the source of their income. And it

cites no authority for the propostion that under Section 18 the state cannot do what it did.
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Inlieu of pertinent authority, Holdings points to the definition in Art. 1V 8 17 of the
denominator in three-factor apportionment. But in doing so, it again ignores the impact of § 18. That
section permits the numerator, and not just the denominator, to be changed when necessary to “fairly
represent” the portion of income that comes from Missouri.

What Holdings argues, in essence, is that because it is around peg and because the Compact
verson of gpportionment is asquare hole, its gpportionment factor is zero. But again, section 18
permits the Director to modify the shape of the hole to accommodete the configuration of an invention,
such asintellectud property subsidiaries, that was not specificaly contemplated when three-factor

apportionment was devised.

IV.  Theimposition of existing taxes on a newly invented type of corporation does
not constitute a changein policy or interpretation under § 143.903.
(Respondsto appellant’s Point VI1.)

When invoking the “unexpected decison” rule of § 143.903, Holdings does not point to any
audit, adjudication, assessment, or decision by or involving the Director that was contrary to the
position shetakesnow. See App. Br. a 83-84. ThusHoldings' last point raises what is apparently a
nove question: whether, when the Director for the firgt time identifies, and concludes that thereisa
method to defest, a particular tax avoidance structure, her effort to do so is necessarily a*change’ from
prior law or policy of the sort contemplated under § 143.903. In making that argument, Holdings lacks

two essentid dements. Firg, it cites no authority for the propostion it asserts, other than the statute
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itsedf. And turning to the statute’ s language, it provides no evidence of “prior law, policy or regulation
of the Director” on the point at issue here.

Agan, the “evidence’ to which Holdings pointsis merely the absence of evidence, i.e., that the
witnesses knew of no instance, until after Geoffrey, where the Director pursued roydty income being
paid between related corporations. See App. Br. at 84; L.F. 55. Thereis no evidencein the record
that, until Geoffrey, the Director was even aware of this sort of transaction. It would not be apparent
on the face of returnsfiled with the Director. Gore, for example, would deduct from itsincome
roydties paid to Holdings, but it would not announce that the payee was a corporation that it created,
owned, controlled, and operated, or that what it now called deductible roydties was what it had
previoudy cdled taxable income.

It took the Director some time in which to learn that tax lawyers and accountants were
Spreading the word on a new tax avoidance tool, to analyze whether the tool was legd, to instruct
auditors, and to identify taxpayers whose returns present a reasonable basis for testing the vaidity of
the pogition that the tool wasillega. That delay does not mean that the Director changed any “law,
policy or regulation.” Itiscorporations, such as Gore, that changed. The Director’s response to

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