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INTRODUCTION

Theprindpd issuein this case iswhether, and to what extent, the Director of Revenue may tax
royaty income of Appdlant Gore Enterprise Holdings, Inc. (“Holdings’), acompany thet hasno
connection with, or any activities of any kind in, Missouri. Despite Holdings lack of any connection
with this Sate, the Director argues that Holdings is required to pay Missouri income tax on its patent
roydty income because W.L. Gore, Inc. (“Gor€’), alicensee of Holdings patents, issdling to
Missouri cusomers goods that Gore entirdy manufactured outsde Missouri. Gore, and Holdings
other licensees sdl goods throughout the country, and Holdings has no right to contral the sales
activities. Conseguently, those goods may be sold by Gore to customers located anywhere,

Contrary to the Director’s Introduction (Dir. Br. 12), Gore stax liaaility is not before this Court
because the Director did not assess Gore or atempt to disdlow Gore s expense deduction for royaty
paymentsto Holdings Also, it isincorrect to characterize Gore sdam to the roydty expense as
“sudden” (Dir. Br. 12), given the undisputed record thet Gore acquired the patent license and made
roydty paymentsto Holdings sarting in 1983 (L.F. 32). Likewise, we quesion the propriety of the
Director’ satation of aWall Street Journal atide (Dir. Br. 12). Itisnot part of the record in this
cae and is hardly the type of authoritative tregtise thet this Court would judicidly notice. Wewould
note, though, thet it isin any event irrdevant ance thereis utterly no contention thet Holdingsis

domidiled off shore like the entities referenced in that artide

! Exhibit 6 of the record is the report of Professor Richard Pomp, awell-respected
academidian and scholar, addressing one of theimportant legd issuesinthiscase—nexus  Although

the Director moved to exdude Professor Pomp' s report from thetrid in this case because it contained



Appdlant aso takes issue with many of the Director’ s datements of fact. Holdings officers
were not the same as Gore' s officers for the Tax Periods (Dir. Br. 8). Specificdly, for the Tax Periods
darting in 1993 and 1994, Gore and Holdings had three common officers, but Holdings did not employ
Learis Donovan (Gore s assgant secretary) (Ex. G, pp. 5-6). 1n 1995, Gore and Holdings shared no
common officars. Id. Also, the Director’ s assartion that “[Holdings | activities were carried out by
Gore' semployees a Gore s offices[for years ending in 1993 and 1994]” (Dir. Br. 8) isincorrect to the
extent thet it implies Gore's employees conducted dl of Holdings business. Asthe record shows,
much of Holdings business was transacted by its“rented” employess—lawyers, acocountants, and
investment advisors—for which Holdings paid substantid sums (Tr. 56, 142-43, 164-65; Ex. G).

Smilaly, the Director erroneoudy asserts (Dir. Br. 8) that Gore sroyaty payment to Holdings
“was cdculaed to move perhaps dl of Gore's profitsto Holdingd.]” To support thet dam, the
Director merdly ditesthe provison of the license agreament thet capsthe tatd roydty due under the
agreement (Dir. Br. 9). Therecord plainly reflects, though, thet Gore actudly had subgtantid profits; its
Missouri taxable income from dl sources (before gpportionment) during the Tax Periods was between
$44 million and $89 miillion (Ex. A, pp. 12, 40, 63).

ARGUMENT

|. Holdings Patent License Royalties Are Not Missouri Sour ce lncome.

legd opinions, she fredy cites nat only artides written by a Massachusetts Department of Revenue
atorney (see App. Br. 58 n.9), but now dso newspaper atides [ dl of which were prepared by

persons who have no expertise dose to that of Pomp.



Holdings licenses patents employed by Gore (and now by other licenssesaswdl) in
meanufacturing operations that the Director concedes are conducted soldly outsde of Missouri. Y,
without identifying anything that Holdings has done or is doing in Missouri, the Director arguesthat
Holdings roydty income “is derived from Missouri sources’ (Dir. Br. 14). Thefocd point of the
Director' sargument isGore’ s sdles of productsto Missouri cutomers. She reasons that because the
amount of theroydty Gore paid to Holdings for theright to use the patents outsde of Missouri was
cdculaed asapercentage of Gore' s sdes of the manufactured products, the royaty income was
derived by Holdings in Missouri (Dir. Br 13-15). But, Holdings roydty incomeis not derived
from anything it doesin Missouri, because it does nothing in Missouri.

Asthe Director concedes (Dir. Br. 24), Misouri law is dear that there must be some income-
producing activity in Missouri to judtify impasing the Missouri income tax upon ataxpayer’ sincome.
Sections 143431 and 143.451 RSMo. This Court has just recently reaffirmed this fundamentd
propogtionin Medicine Shoppe Int’l, Inc. v. Director of Revenue, 75 SW.3d 731, 734 (Mo.
banc 2002), where it said “[t]o be a[taxablg] ‘transaction,” there must be activity or effort in the taxing
date that contributes to the production of income.”  Unlike the taxpayer in Medicine Shoppe,
Holdings engages in no income-producing activity in Missouri. Here, the Director seeksto tax
Hddings roydty incomewithout identifying anything that Holdings has done in Missouri thet
produced the income. She does not and cannot dispute Holdings' proof that unlike Medicine Shoppe,
It does no busnessin Missouri, owns no red or persond property in Missouri, and has no agents or
employessin Missouri. And nather the patents nor Holdings “products’ (the covenant not to sue for
infringement embodied in the patent license) arelocated in Missouri. Red Wing Shoe Co. v.

Hocker son-Hal berstadt, Inc., 148 F.3d 1355, 1359-62 (Fed. Cir. 1998). Faced with these



digpositive redities, the Director devotes subgtantia discusson to Gore's, rather than Holdings,
activities (Gore s sdes of productsto Missouri customers), even though Goreis not a party to the
Asessment a issueinthiscase

The Director arguesthat Gore s* stream of revenue’ was diverted from Missouri because
Gore pad aroydty, and took adeduction for roydty expensesthet lowered its Missouri tax lidhility.
Accordingly, she ressonsthet Missouri isthe “origind source’ of the royaty income, so Missouri hesa
right to tax it (Dir. Br. 15). Her actionsin adminisering the tax laws are inconggent with her arguments
before this Court. If the Director believed that the roydty condtituted a*“diverson” of a*“sream of
revenue’ thet was dreedy in Missouri, she should have chdlenged the royaty deduction taken by Gore
onitsreturns, and assessed Gore based upon the effect of such adisalowance. Her failureto assess
Gore, or even to question the propriety of the royaty rate, demondrates that thiswas not her bdlief, and
bdies her asgumentsin thisregard before this Court. Alternetively, the Director argues thet because
Holdings attivitiesin Ddaware areinsufficent to generaeitsincome, sheis entitled to tax thet income.
But, as explained in detail bdow, these arlguments ignore the requirement under Missouri law thet
H ol dings engage in some income-producing activity in Missouri. Becauseit doesndat, it isnot subject
to Missouri income tax.

A. Holdings Engagesin No Missouri Income-Producing Activities.

Holdings roydty income derives from its adtivities outsde of Missouri, primerily in Ddaware,
whereitsafars are centered. There, it entered into the contract for licensing the patents (Ex. 10),
engaged in dl conduct necessary to carry out the teems of thet license, and otherwise carried onits
busness and dfairs induding the licensng of patentsto its licensees (Ex. E, App. Ans to Int. 6). The

one fact that the Director continudly recites—that Gore sdls products to Missouri cusomers—isno
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bessfor conduding that Holdings is doing anything in Missouri thet is productive of the royaty income
aissue

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

This podition is patently inconsstent with the view successfully advanced by the Director ina
ca=in which the contract and dl of the sdles activities between two entities were hdld to occur soldy
within Missouri, even though the materids to be ddivered to the purchaser were acquired by the sdler
from athird party outsdethisgate. In Langley v. Admin. Hearing Comm’n, 649 SW.2d 216
(Mo. banc 1983), this Court held that the sales activities between two entities in this Sate were to be
taxed whally within this Sate, even though the sdller acquired the materids and shipped them from a
different gate. This case presants the oppodite Stuation in that the contract and sales adtivities between
Holdings and Gore took place outsde of Missouri, and thus for income tax purposes, must be deemed
to have occurred whally outsde the gate. Accordingly, the position of the Director inthiscaseisa
oddswith her argument in Langl ey, which was adopted by this Court asits rule concerning the source
of income.

The Director’ s position ignores the well-established rule of condruction thet tax Satutes areto
be grictly congtrued in favor of taxpayers, United Air Lines, Inc. v. Sate Tax Comm' n, 377

S\W.2d 444, 448 (Mo. banc 1964), and are to be given a reasonable congruction, Collins v.

11



Director of Revenue, 691 SW.2d 246 (Mo. banc 1985). The Director’s atempt to impose
Missouri income tax upon anyone who does business with someone who in turn does businessin
Missouri is overreeching, is beyond the reasonable expectations of the Missouri legidature, and violates
federd law.

The Director’ s postion in thisregard is a odds with 8 32.200, art. 1V, 88 15 and 17, and her
regulaion 12 CSR 10-2.075(55) incorporaing that provison. Those provisons pertain to the
cdculaion of the sdles factor for income gpportionment purposes of ataxpayer thet, unlike Holdings is
in fact subject to Missouri incometax. Section 15 providestha the sdesfactor' s numerator isthe
taxpayer’'ssdes“inthisgate” Section 17 indicates how the numerator should be determined where
sdesare of other than tangible persond property, and provides:

“Sdes, other than sdes of tangible persond property, arein thisSaeif:
(1) theincome-producing attivity is performed in this Sate; or
(2) theincome-producing activity is performed both in and outsde this date and a
grester proportion of the income-producing activity is performed in this date then in any other
date, based on cogts of performance.”
The Director’ sregulaion 12 CSR 10-2.075(55) follows this provison.

Here, Holdings incurs no cogts of performancein Missouri and engagesin no income-
produding activity in Missouri because it does nothing in Missouri. So none of its royalty receipts would
be induded in the numerator of the sles factor; the sdlesfactor iszero. However, even if the Director
were correct in focusing on Gor €' s adtivitiesfor purpases of determining Holdings' lighility for
Missouri income tax, under the income-producing activity/cost of performance dandard there would il

be no sAlesin the numerator of the sdesfactor. The sdesfactor would ill be zero. Thet is because by

12



far the greater proportion of Gore' sincome-producing activity and cogt of performanceis outside of
Missouri, where Gore sfactories and their employees are located. See Exhibit A showing Gore's
Missouri gpportionment factors a or well below one percent. Thus, § 32.200, art. 1V, 8§ 15and 17,
and the Director’ sregulation 12 CSR 10-2.075(55), are contrary to the Director’ s postion in this
regard.

Further highlighting the legidative intent not to tax thistype of incomeisthe action taken on
proposed legidaion in the lagt Generd Assembly sesson to disdlow the royaty expensefor any
taxpayer that pays aroydty to ardaed company-legidation that no doubt was sponsored or supported
by the Director. The Missouri Legidaure, intedit goprova of Holdings postion herein, rej ected this

proffered legidation. See H.B. 1877, 91¥ Gen. Assem. (proposed § 143.435)

2 The Director’s proposd to disallow the royalty expense only if paid to arelated corporation
contradicts the Director' s daim and the Commisson’s Finding of Fact, in response to the uniformity
and equd protection chalenges, that shetaxes dl roydty income uniformly (Dir. Br. 37-39).
Presumably, the Director would not be o arbitrary asto disdlow the roydty expense deduction by the

licensee, while dso attempting to tax the royaties asincome of the licensor.
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B. A.P. Green and Brown Group Do Not Support Taxation of Holdings.

The Director cites A.P. Green Fire Brick Co. v. Missouri Sate Tax Comm'n, 277
S\W.2d 544 (Mo. 1955), and Brown Group, Inc. v. Admin. Hearing Comm’n, 649 SW.2d
874, 880 (Mo. banc 1983), as would-be authority for her postion that she can tax the patent roydty
incomeif the products produced with the patents are sold by the licensee to cusomerslocated in
Missouri (Dir. Br. 15-21), even where the licensee’ s manufacturing operationsare not in
Missouri, and even where the taxpayer does nothing in Missouri to generate the royalty
income. But that isnot the holding of those two cases. What this Court said in A.P. Green ad
Brown Group, congstent with the decisonsin Medi cine Shoppe, and Maxland Devel opment
Corp. v. Director of Revenue, 960 SW.2d 503, 506 (Mo. banc 1998), is that the Director could
not tax royalty income thet was, in efect, passve invesment income from the licensee’ s use of
the taxpayers' intangible assets outside of Missouri. Nowhere did the Court suggest thet a
licensor is subject to Missouri income tax if its only daimed contact with Missouri isitslicenseg ssdes
to Missouri cusomers. A.P. Green and Brown Group were Missouri-based taxpayers with royaty
income, and the question was not whether those taxpayers were subject to tax in the jurisdictions where
their licensees did busness. Rather, the question was whether those roydties were subject to income
tax in their home state of Missouri.

Furthermore, A.P. Green actudly supports Holdings. As explained aove, the Court was not
concerned with whether Missouri could tax A.P. Green, asit dearly did busnessin Missouri. Thus the
Court never addressed the nexusissue. However, a 277 SW.2d 547, this Court concluded theat the

“source’ of patent roydty income wasthe “placein which the ... manufacturing processes were
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used[.]” Gore never used any menufacturing processesin Missouri. Thus, the Director’ s contention
thet Holdings income waas derived from Missouri sourcesis untenable.

C. Holdings' Licensee, Gore, Does Not Use Holdings' Patentsin Missouri.

Evenif the Director could tax Holdings soldy on the basis of alicenseg suse of patentsin
Missouri, she cannot win thiscase. The record is uncontroverted that the licensee, Gore, did not use
Holdings patentsin Missouri. Gore used Holdings patents, and became obligated to pay roydtiesto
Holdings when it manufactured products, and it has never engaged in any manufacturing in Misouri. In
recognition of that holein her case, the Director argues that Holdings could have supervised or
“police]d]” Gore's“manufacture, use, and sdle of goods made using [Holdings | patents” even though

she concedes that Holdings did not do so (Dir. Br. 21).2 Here, the licenses's manufacture of products

3 The Director cites 35 U.SC. § 271 as her authority for Holdings “legdl right” to supervise
sdesof products produced with its patents (Dir. Br. 21). That section relatesto and defines
infringement of patents, atopic having no bearing on Holdings' rdationship to Gore Snce, by granting
Gorealicense, Holdings provided acovenant not to sue Gore for infringement. Furthermore,
that section does not expresdy grant any right to alicensor to superviseitslicensees sdesand, inthe
absence of an infringement, the licensee has rights thet the licensor cannot overcome. (footnote
continued next page)

Thoserightsexig under 35 U.S.C. 8§ 261. Seg, e.g., Becton Dickson & Co. v. R.P. Scherer
Corp., 211 F.2d 835 (6™ Cir. 1954). Under the Director’ s theory, every patent holder is subject to

incometax in every Sate Snce that patent holder could make efforts there to determineif its patents are

infringed. Such a scenario would be the very definition of chaos
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did not ooccur in Missouri. Since Gore does not use the manufactured products it is difficult to
undergand how or why Holdings would perform any such supervison in Missouri.

Furthermore, the Director never explanshow or why one would supervise sdles, and why thet
supervison would be in Missouri, when the only connection to Misouri isthat some of Gore's
cusomers were located here. The record does not even show that Gore transferred title of the
meanufactured goods in Missouri, given that the plants where the products were made were outside of
Missouri. The Director’s brief isdevoid of any authority for the nove propostion thet she can tax
persons that have engaged in no attivity in Missouri Smply because they hed theright to engagein
some adtivity in Missouri.

Findly, the Director argues (Dir. Br. 22) that Gore' s ectivities that have utterly no connection to
Holdings—Gore s use of Missouri highways and gores—may serve asabadsto tax Holdings. There
isno authority, and the Director dites none, to support that daim, and in fact the Director’ s podition in
this case isinconggtent with her position in, and this Court’ shalding in, Langl ey, discussed above.

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

[l. Holdings s Not Subject to Missouri Income Tax Because It HasNo

Substantial Nexus With Missouri.

A. Holdings Has No Physical Presencein Missouri.

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

physca presenceisrequired, 8143.441.2 prohibits her from taxing Holdings (Dir. Br. 23, 34; Tr. 224-
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25). To avaid the obvious condusion that sheis prohibited from taxing Holdings, the Director argues
that no physca presenceis required under the Commerce Clause (Dir. Br. 23-27).

The Director cites no casein which a patent licensor has been subjected to Sate taxation under
the drcumdtances existing here; nor have we found any. The Director discusses some decisons of Sder
datesthat favor her position by andogy, most notably the controversd trademark-licenang case of
Geoffrey v. South Carolina, 437 SE.2d 13 (S.C. 1993), cert. denied, 510 U.S. 992 (1993),
whilelargdy ignoring rulings from other datesto the contrary. See J.C. Penney National Bank v.
Johnson, 19 SW.3d 831 (Tenn. Ct. App. 1999), cert. denied, 531 U.S. 927 (2000); Syl, Inc. v.
Comptroller, Case Number C-96-0154-01 at 6 (Md. Tax Ct. 1999); and Cerro Copper
Products, Inc. v. Alabama, Docket Number F94-444 (Ala Dept. Rev. 1995) (cited in App. Br.
59-60)." Thiscaseisdsinguishablefrom Geoffrey in any evert. Holdings does not havean
“eoonomic presence’ in Missouri because Holdings patents are not employed in Missouri.

The Director dso cites Couchot v. Sate Lottery Comm' n, 659 N.E.2d 1225, 1230 (Ohio
1996), which fallowed Geoffrey indicta, but conduded that the physica presence dandard was
sidfied in any event by the out-of-dete taxpayer |ottery winner’ s purchase and redemption of the
winning lottery ticket in Ohio. The Director’ srdiance on American Dairy Queen Corp. V.
Taxation and Revenue Dept., 605 P.2d 251 (N.M. Ct. App. 1979), isunavailing, asthat case

does not address the Commerce Clause issue, refarring indeed to earlier New Mexico decisons. As

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

under the Commerce Clause in the absence of “phantom” corporaion gatus.
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noted in our opening brief, New Mexico' s Supreme Court is currently consdering the Commerce
Clause nexusissue (App. Br. 57). TheDirector’ sditation of In re A& F Trademark, Inc.,
Adminidrative Decison No. 381 (North Cardlina Tax Review Bd. May 7, 2002), does not ad her

cause because the adminidrative law judge refused to rule on the Commerce Clause issue Snce
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“ conditutiond daims are nat issues thet the Tax Review Board is empowered to determine” 1d. at
38°

Notwithstanding her ditations of sdlected authorities from other sates, the Director judicidly
admitsthat Holdings prindipd authority on thisissue, Quill Corp. v. North Dakota, 504 U.S. 298
(1992), is“[t]he dosest the U.S. Supreme Court has come to dedling with [thisissug] in an andogous
casg’ (Dir. Br. 24), and that Quill requiresaphyscd presence under the Commerce Clause beforea
date can impose its sdes and use taxes (Dir. Br. 24). The Director contends, however, thet thereisa
condtitutionaly significant difference between the protections aforded income taxpayers and those
afforded sdles and use taxpayers, saying that the * phyd ca-presence requirement makes little sense
when a corporation’ s busnessis entirdy the management of property thet has no red physicd
exigence’ (Dir. Br. 24-25). But that lack of physica location of intangible property is exactly why

“subgtantid nexus’ under the Commerce Clause requiresthe taxpayer to be physcaly present.

> Jugt asthis brief was being findized, we learned of the July 30, 2002, decision of the
Tennessee Court of Appedsin America Online, Inc. v. Johnson, __ SW.3d__, 2002 WL
1751434 (Tenn. Ct. App. 2002). There, the gopdlate court reversed asummary judgment that hed
found asametter of law that AOL’ s variousinternet and online sarvices, induding email and internet
access, did not condtitute adequiate nexus to subject it to unspecified Sate taxes. The gopdlate court
emphasized numerous contacts with the gate, induding the leesing of tangible property (modems), the
supplying of sarvices, and the conduct of various adtivities by agentsthat furthered AOL’ sbusinessin
the gate. Nating, though, that “the attivity taxed must have asubgtantia nexus with the date” the

court remanded the case for further development of the nexusissue, which it ruled was “ il open.”

19



Hrg, the physicd-presence test under the Commerce Clause is congstent with the Supreme
Court' s preferencefor a“bright ling” rule. In Quill, the Supreme Court dated thet it had never
inimated adesreto rgect “bright-ling’ testsin dl indances, and reinforced the bright-line rule of
National Bellas Hess, Inc. v. Dep’t of Revenue, 386 U.S. 753 (1967):

“Like other bright-line tets, the Bellas Hess rule gppears attificid at its edges
Whether or not a State may compe avendor to collect asdes or usetax may
turn on the presence in the taxing State of asmdl sdlesforce, plant or office.
Thisartificiality, however, is more than offset by the benefits of a
clear rule.” 504 U.S. a 315-16, emphas's added.

A bright-linetegt is ariticd in the context of taxation of income, particularly income daimed to be
rlaed to the use of intangible property. A nexus sandard efficently operatesin an dl-or-nothing
fashion; either a corporation issubject to tax inagate, or it ign't. Yet, under the Director’ s reasoning,
virtudly any gate could tax Holdings so long as one of the licensee s manufacturing processes or
cudomersislocaed there. Such an unreasonable condruction is not aprinciple of nexus, but rather an
Invitation to chaos—exactly what the Commerce Clause was designed to prevent!

Sacond, adequiate nexus exigs when an activity has a dose enough connection with one taxing
daetha interdate rdaionswill not be frayed and the sovereignty of one ate will not be infringed by
another. No one -- incdluding the Director -- has ever explained why the connection required to protect
those interests in the sdles and use tax context -- physica presence -- should be any different with
regard to an income tax.

Third, physcd presenceis more consigtent with business s sitled expectaions: Thisis

reflected in the Satement of interet of amicus curiae in the brief filed in this case by the Counal on
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Sate Taxation (Am. Cur. Br. 8-9). The United States Supreme Court has never hdd thet nexusis
sidfied by ametgphyscd presence, and the Director has cited no authority so halding. Many
corporations have been careful to Seer dear of cartain unfavorable jurisdictions and ddliberately to
concantrate their activitiesin busnessfriendly dates Such tax planning is perfectly legitimate; indesd,
many of Missouri’ stax datutes are designed to lure businesses to Missouri by providing favorable tax
treetment. The Director’ s search for additiond revenue has undermined confidence in the integrrity of
Missouri’ s taxing scheme and has causad businesses to rethink decisons previoudy made. Indeed,
Holdings has conducted its activities under the license agreement with Gore since 1983, and achangein
the rules a this gage of the game would be unseemly and inhospitable. If ametgphysicd presence
sandard having such broad-reaching impect isto determine nexus under the Commerce Clause, only
Congress has the power to imposeit.

Fourth, the phyd cd-presence nexus gandard has the waight of higtory, tradition, and certainty
behind it. It hasbeen litigated, and its boundaries are well known and accepted. Metgphysicd nexus,
by its very nature, is amorphous and portends an abundance of litigation. Mogt busnesseswill not
know exactly where their licensees have done or will do busness. The uncertainty and unpredictability
of abusness stax gatuswould only serve to discourage interdate investments and thereby thwart the
ultimate god of the Commerce Clause

Fndly, Quill itsaf rejected the notion thet nexus could be based on the licensing of intangible
property (software) directly to “some’ of Quill’s 3000 customersin the Sate and the presence there
of tangible property (disks) containing that software. 1d. a 302 n.1, 315n.8. Surdy, then, thelicenang

of intangible property to anonHresident of Missouri is even lessindicative of nexus.
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Under any fair and reasonable reeding of Quill, and the Supreme Court’'s Commerce Clause

jurigorudence, aphysicd presencein Missouri is reguired for income
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taxation. Because Holdings admittedly has no physcd presencein Missouri, it is exempt from income
tax. Section 143.441.2.°

B. The Nexusof Holdings' Licensee May Not Be Attributed to It.

In gpparent recognition of her frall pogtion on the basic nexusissue, the Director devatesa
subgantia portion of her brief to an atempt to disregard the separate corporate exisiences of Holdings
and Gore S0 asto dtribute Gore s minima activitiesin Missouri to Holdings (Dir. Br. 27-36). Thedter
ego theory of atack was not raised in the Director’ s audit report, her find decison, or her answver (Exs.
1,2,3,and C).” And her “nexus by attribution” theory has been soundly rejected by numerous courts
that have conddered it in the persond jurisdiction setting. See Point 1V, post.

Hrg, as explained above, Holdings and Gore did nat, asthe Director assarts, share dl officers
for any year under examination, and for one of the tax years had no common officersa dl (Ex. G, pp.
5-6). Second, asnoted at thetriad and in our opening brief (App. Br. 16), Holdings was formed for a
vaiety of legitimate busness reesons
(1) centrd manegement of intdlectud property; (2) prevention of turf wars over how to useinventions

and sharing of credit for them; (3) adminidrative effidendes and expertise; (4) encouragement of more

® Bven if something less then physicd presenceiis sufficient to establish adequete nexus it does
not exigt here. Asdiscussed bdow in Point 1V and footnote 9, minimum contacts for due process are
not present, and “ subgtantid nexus’ under the Commerce Clause is an even more demanding test.

” Indeed, if Holdings redlly were Gore' s dlter ego, the posture of this case would have been
much different. If the Director redly bdieved the theory sheis now advancing, she would have

atempted to disdlow Gore sroydty expense, thereby increasing Gore stax lidhility.
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use of inventions by the various divisons, and (5) tax savings (Tr. 59-62). The Director, while
presenting no evidence to dispute the sworn testimony of Holdings president on this subject (Tr. 59
62), pooh-poohs these corporate business objectives by characterizing them as*“ sdf-sarving,” by
exaggerding the facts above, and by incorrectly daming that Holdings could not “point to asngle fact
that suggests [Holdings] and Gord’s] separate minds, wills, or existencdl§]” (Dir. Br. 28).2

The Director gpparently concedes the governing axiometic legd sandards (Dir. Br. 27): (1) thet
even when the sock of one corporation is owned partly or whally by another, the two ssparate
corporaions are to be regarded as didtinct legd entities, Central Cooling & Supply Co. v.
Director of Revenue, 648 SW.2d 546, 547-48 (Mo. 1982);
(2) thet corporations are not responsible for the acts of rdated entities, Grease Monkey Int’l, Inc. v.
Godat, 916 SW.2d 257, 262 (Mo. App. E.D. 1995); (3) that the exigence of apatnership is never
presumed, and the burden is on the party assarting a partnership to prove its exisence by dear, cogernt,
and convindng evidence, Morrison v. Labor and Industrial Relations Commission, 23
SW.3d 902 (Mo. App. W.D. 2000); (4) that a partnership conagts of partners placing their money,
efforts, labor, and kil in lanvful commerce and dividing the resuiting profits and lossss; (5) thet mere
ownership of dl the gock of one corporation by another, and the common identity of officerswith

another, are not done aufficient to cregte an identity of corporate interests between two companies,

8 Having made that assartion, however, the Director then attempts to address some of the
“facts’ Holdings identified in its opening brief, spedificaly, thet it licensed its patentsto one of Gore's
competitors and to other unrdated companies, and abandoned, dedicated to the public, or did not

pursue, other patents (Dir. Br. 29-30).
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and, (6) that to pierce the corporate vell, there must be such dominion and control thet the controlled
corporaion has, 30 to gpeek, no separate mind, will, or existence of its own, Blackwell Printing Co.
v. Blackwell-Wielandy Co., 440 SW.2d 433, 437 (Mo. 1969); Mid-Missouri Telephone Co.
v. Alma Telephone Co., 18 SW.3d 578, 582 (Mo. App. W.D. 2000).

The Director’ sinvocation of Osler v. Joplin Life Ins. Co., 164 SW.2d 295 (Mo. 1942)
(Dir. Br. 32), isway off themark. There, individuas used shel corporationsto defraud an investor.
The Court found that “ courts will ignore separate corporate entities in order to defeat afraud, wrong, or
injudice, a least where the rights of third persons are concerned.” Id. at 298. Osler hasno rdevance
here.

The Director attemptsto avall hersdf of an unsupportably generous evidentiary sandard. She
afirmaivey satesthat “[every fact in this case points to the condusion theat [Holdingg isan dter ego
of Gore” but then identifies only two “facts” one of which is, as explained above, incorrect: (1)
Holdings “immediatdly licensed” to Gore the patents Gore contributed for dl of Holdings stock; and
(2) the dleged tatd commondlity of officers (Dir. Br. 27). Shethen blithdy labds as“ sdf-sarving” the
sworn testimony and other evidence supporting the purposes for forming Holdings and the actions
evidencing Holdings independence. Missouri law will not disregard a corporation’ s separate exisience
on the bads of such aflimsy dam, paticulaly in the face of evidence to the contrary. The Director
cites no case, from any jurisdiction, supporting her argument (even if dl of the dleged facts supporting it
weretrue) that common officers and an “immediate’ license-back of patents judifies vell piercing, and
her assrtion is directly contrary to Blackwell and Mid-Missouri.

InCollet v. American Nat’| Sores, Inc., 708 SW.2d 273, 284 (Mo. App. E.D. 1986),

the court noted that among the factors usad to determine whether asubgdiary isthe dter ego of its
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parent iswhether the parent uses the subsdiary’ s property asits own, and whether the directors of the
subddiary act independently in the interest of the subsdiary or take their orders from the parent
corporation in the latter’ sinterest. As pointed out in our opening brief, Holdings not only licensesits
patents to unrdated entities like The 3V Company, NTK, and Shinko, but dso to the Donaldson
Company, aGore competitor (App. Br. 19, 63). The Director atempts to downplay this evidence
snce those entities were not licensees during the Tax Periods (Dir. Br. 29). But it cannot be denied thet
this conduct evidences independence of Holdingsfrom Gore. The Director, paradoxicaly, then argues
thet the licenseto Gore was arigindly exdusve. Actudly, the license was exdusive through 1989, and
nonexdusive theredfter, induding the Tax Periods (Tr. 110; Ex. 10). The Director never explainsthe
bassfor her premise that the grant of an exdudve licenseisabassfor piercing the corporate vell,
paticularly where, as here, she has never chdlenged the propriety of the roydty rate.

The Director urges, contrary to the sworn testimony of Holdings president (Tr. 84-86), thet
Holdings decison to dedicate a patent to the public did not demondrate independence from Gore
because prior patents, of other entities, dready exised (Dir. Br. 29; Tr. 74). Obvioudy, however,
dediicating a patent to the public deprives the licensees of the right to bring infringement actions againgt
otherswho may daim patent rights or use the patented inventions, so the dedication is contrary to the
interests of licensees, induding Gore

Ladlly, the Director chdlenges Holdings daim that its frequent abandonment of patents, o
falureto goply for them, showsits independence fromitslicensees. She mantainsthat Holdings does
S0 only becauseit isnot initsbest finendd interest to incur the expense to maintain or goply for the

patents (Tr. 86). We are bemusad why the Director disagrees that thisis not an act of independence
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from Holdings licensees, induding Gore. If Holdingsweretruly just Gore stool, Holdings finendid
interests would not matter if Gore wanted to exdude others from practicing an invention.

The Director atacks one of the bases for forming Holdings—to prevent “turf wars’ among
divisons and to have a“ common enemy”—as not supported by the evidence (Dir. Br. 31). Sheagain
amply dismissesthe tesimony of Holdings president, an accomplished engineer and petent atorney
(Ex. 11; Tr. 62), thet the formation of Holdings “ created adminidtrative efficency and cut down on
complaining between divisons and avoid[ed] alot of usdesstime and alguments’ since Holdings was
the“common enamy.” The Director’ s professed disbdief of the sworn tetimony of an expert in this
highly technical fidd istoo thin areed to judtify disregarding Holdings 19 years of separate corporate
exigence

The Director’s rewriting of the record leads her to the salf-serving condusion thet the only
“purpose actually served by [the formation of Holdingswag| tax avoidance’ (Dir. Br. 32). This
pronouncement is based upon nothing more than the Director’ sipse dixit, and effectivdly assumesthet
dl subsdiary corporaions are dter egos. That isnat thelaw in Missouri. Blackwell, 440 SW.2d
433 (Mo. 1969); Mid-Missouri, 18 SW.3d 578 (Mo. App. W.D. 2000). Thereisno bassfor
disregarding the separate corporate satus of Gore and Holdings

[11.  HoldingsHas No “Minimum Connection” with Missouri Sufficient

To Subject It ToMissouri Income Tax.

Asexplaned in our opering brief (App. Br. 69), the Due Process Clause requires a*“ definite
link” or “minimum connection” between Missouri and the person or transaction Missouri seeksto tax.
World-Wide Volkswagen Corp. v. Woodson, 444 U.S. 286, 291-92 (1980). The Director has

no quarrd with thislegd propodtion. She references her Commerce Clause nexus argument, however,
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to support her daim of aminimum connection (Dir. Br. 34). She dso dites her dter ego argument for
the proposition that because Gore has the minimum connection to Missouri, so does Holdings. Both of
these arguments have been refuted above.

The Director likewise damstha Holdings intangible persond property, the patents werein
Misouri and thet done satidfies the definite link connection. Thet Satement isfactudly inaccurate and
legdlly flawved, as (9) asthe patents dearly were nat “in Missouri,” and (b) the intangible property in
guestion is not the patents but the licenang agreement, which entities Holdings to the roydties
Moreover, the contention that alicensor has aufficdent minimum contacts with any date whereits
licensees sl products has been decisively rejected by the most influentia patent court in the country. In
Red Wing Shoe Co. v. Hockerson-Halber stat, Inc., 148 F.3d 1355, 1362 (Fed. Cir. 1998), the
federd patent court ruled that a patent licensor’ s product is*a covenant nat to sue, not a [product]
incorporating the patented technology. As such, [the licensor’s| product never enters the Sream of
commerce” Hence, the sde of the patented product in a Sate does not meen that the intangible
property itsdf isinthesate. The court held thet a patent holder who had 34 licensees that sold the
patented productsin Minnesota did not have sufficient minimum contacts with thet date to stiy due
process for purposes of persond jurisdiction. The court said:

“HHI's licensss have exteng ve contacts with Minnesota, but this
additiond factor isdso insuffident to submit HHI to persond juridiction in the
date. Insmpleterms doing business with acompany that does businessin
Minnesotais not the same as doing busnessin Minnesota. .. . Red Wing's

flawed theory would subject a defendant to nationwide persond jurisdiction if it
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decides to do business with a company that does busness naionwide” Id. at
1361.

The Red Wing court dso held that the defendant-licensor’ s recaipt of roydty income for sdles
mede in Minnesotawas irrdevant to the due process andys's in thet it was afinendid benefit thet did
not gem from a* condtitutionaly cognizable contact with that State” 1d. a 1361-62, quoting
Worldwide Volkswagen, 444 U.S. & 299. And, as noted, the Federd Circuit further expresdy
rgected the “ tream of commerce’ theory rdlied on beow by the Commisson. Red Wing, 148 F.3d
a 1362. Obvioudy, if the actions of licenseesin agae and the recapt of roydty payments from sdes
mede in the date are inaufficient to satidfy due processin the jurisdictiond context, they are equaly

inadequate to justify taxation of that income under the Due Process Clause®

% In Quill, the Supreme Court observed that the due process “minimum contacts’ requirement
isnotably esser to stidfy than the “ subgtantid nexus’ test under the Commerce Clause. Quiill, 504
U.S a 312-13 (“acorporation may have the ‘minimum contacts with ataxing State required by the
Due Process Clause, and yet lack the ‘ subgtantid nexus with that State as required by the Commerce
Clausg’). Thus, theinsufficiency of alicensor’ s ctivities for purposes of due process, asdecided in
Red Wing, means a fortiori that the Commerce Clause nexus requirements— however defined —

have not been met.

29



V. The Assessment Violatesthe Uniformity and Equal Protection Clauses.

The Director does not chdlenge Holdings authorities establishing that Missouri’ s Uniformity
Clauserequiresthat: (1) dl taxes“shdl be uniform upon the same dass or subdass of subjects within
the taritorid limits of the autharity levying thetax[,]” Mo. Cong. art. X, 8 3; and (2) the power of the
Sate to dassify for purposes of taxation must be reasonable, U.S. Congt. amend. X1V, 8 1;
Schnorbusv. Director of Revenue, 790 SW.2d 241, 242 (Mo. banc 1990); Exxon Corp. v.
Eagerton, 462 U.S. 176, 195-96 (1983). Likewise, she goparently makes no atempt to defend the
Commisson's erroneous factud finding (L.F. 52) thet there was no evidence to support the Satement
that the Director does not tregt dl taxpayers the same (Dir. Br. 36-39).

Rether, the Director arguesthat Holdings dam isone of sdlective prosscution. Thisisaflawed
characterization. Holdings argument isthat this Court should provide afar and ressonable
condruction of 8143431, and condrueit, like dl other tax Satutes, drictly in favor of the taxpayer.
Further, any condruction that alows one income tax $andard to be imposed on ataxpayer doing
busnesswith ardaed entity, whileimposng a different dandard for taxpayers doing busnesswith an
unrdated entity, must be rationdly based.

The Director arguesthat thereisarationd bassfor digtinguishing between rdaed and unrdated
licensors because they are not amilarly Stuated. She saysthat only rated corporaions “can remove
income from the scope of date taxation” (Dir. Br. 38). But that isnot redly the case. The expenseto
Goreisincometo Holdings If the Director bdievesthet certain rdated corporations are removing
income atherwise earned in Missouri from the soope of taxation, she should disdlow such deductions on

the return of the entity subjject to Missouri income tax while leaving the determination of Holdings



taxable income to those dates in which Holdings does busness. Thereisno rationd bassfor the
distinction the Director attempts to superimpose upon the law. *°

V. The Commission IsNot Freeto Exclude Apportionment Factors

That the Commission Concludesare“Minimal.”

In cdculating Haldings tax liaaility, the Commisson Smply choseto disegard, as“minimd,”
the property factor of the gpportionment formula, §32.200, art. IV Because Holdings hed no
property in Missouri, and thus thet factor was zero, this adjustment hed the effect of overdating
Holdings tax liability by athird (dividing by 2 indeed of 3). To do this, the Commisson perverted
§32.200, at. 1V, 8§18, which dlows a different gpportionment formula when the three-factor formula of
sdes propearty, and payrall, “do not fairly represent the extent of the taxpayer’ s busness activity in
[Missouri.]”

The Director Sates that the Commisson’s decison to exdude the property factor wasa“far
goportionment,” but provided no explanation or evidence to the Commission or this Court asto why
(Dir. Br. 41-42). The Director ds0 damstha “thereis no reasonable argument ... that $isafar

dlocation” (Dir. Br. 41). Asto thelatter daim, however, Holdings underdandsthet if this Court

 |f Donddson, asHoldings unrdated licensee, were slling exactly the same products to
Missouri cusomers as Gore, manufactured out of Sate pursuant to the same patent, the royaty income
received by Holdings from Dond dson would not be subject to Missouri tax, according to the Director’s
own theory. Theirraiondity of the Director’s podtion is thus exposed.

1 Contrary to the Director' s brief (Dir. Br. 39), the Director and the Commission did not

aoply the singlefactor gpportionment formulaof 8143.451 (L.F. 52-3).
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Oetermines thet it is subject to income tax in Missouri on the patent royalties, it will owe tax because the
“sdes’ factor would not then be zero. See Holdings Exhibit 151

If Holdingsis subject to Missouri income tax on the roydty income, dl factors should be
considered, and Holdings liability should be reduced by athird of that found due by the Commission.
Asexplaned in Holdings opening brief (App. Br. 81), intdlectud property companies, by ther very
neture, may have limited payrall or property but, asin the case of an author, no one can reasonadly
deny the contribution of thet one employee or histypewriter. The Commisson’ swillingnessto
digregard gpportionment factors when they are, in the Commisson’s opinion, “minimd” will makeit
practicaly impossible for corporationsto predict with any kind of certainty their Missouri tax
lighility. The Commisson'saction in this regard opens the door for unending litigetion.

For indance, the positions of the parties will undoubtedly change when the “minimd” payrall and
property happen to be located within Missouri, as opposed to Ddaware,

VI. TheCommission’s Decision Isan Unexpected Decision.

Sections 143.903 and 32.053 provide that when an assessment is based upon achangein
policy of the Director, the assessment isvdid only for tax years beginning after that changein palicy.
Holdings assarts a change of the Director’s policy after the last tax period et issue, S0 88 143.903 and
32.053 are acomplete defense to the assessment. In an effort to support her changein policy here, the
Director seeksto characterize Holdings as a“ newly invented type of corporation” and argues thet the

Director’s palicies did not change, “[i]t is cor por ations, such as Gore that changed” (Dir. Br. 43-4;

12 Unfortunatdly, Exhibit 15 contained acdculation error in the Director’ sfavor. The Director

was kind enough to correct thet eror in her brief to the Commission (L.F. 39).
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emphagsorigind). Yet therecord isdear that Holdings is nineteen years old and has operated under its
license agreement with Gore for thet period (L.F. 32).

The record dso shows rather dearly in Holdings' opinion, thet the Director changed her policy
in 1996 in reponse to an earlier court decison out of South Cardlina (Geoffrey). At that time, the
Director changed her indructions to her auditors (Ex. 9). Indeed, the auditor conceded that he did not
meke the assessment at issue during his audit of Gorefor theimmediatdy prior audit cyde (Tr. 221-23)
(* Q Okay. Sosometime
between roughly August of *95 and Augudt of 98 you went from nat taxing thistype of incometo
taxingit? A Yes”). To counter this evidence, the Director daimsthat thereis an “ absence of
evidence’ in the record that she was even aware of intangible licenaing transactions (Dir. Br. 43).
Apparently, the Director would have this Court assume that she and her auditors never bothered to
audit ataxpayer' s damed deductions, until after 1996, in contravention of her own congtitutional duty
s forth by atide 1V, 822 of the Missouri Condiitution. That isan interesting daim given her litigation
on the taxability of royaty recaptsfor trademarks and patents as early as 1955. See A.P. Green,
supra. Such adubious assumption should not serve as the basis to disregard evidence in the record.
Sections 143.903 and 32.053 are intended to acknowledge that businesses make decisions based upon
expectationsthat tax collectorswill not changethe rulesin the middle of the game. That is precisdy

what the Director atemptsto do here.



CONCLUSION

For the foregoing reasons, Holdings respectfully requests thet the Court reverse the decison of
the Commisson and determiine that the Assessment againg Holdingsisinvdid because: (g) Holdings
has no income derived from Missouri sources, (b) Holdings roydty income cannot be conditutiondly
taxed by Missouri; (C) even if the royaty income were subject to tax by Missouri, it cannot be taxed
retroactively; and (d) in any event the Commission incorrectly cdculated the Missouri income tax by
disregarding the property factor.
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