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DECISION 


Emerson Electric Co. (“Emerson”) is not entitled to a use tax exemption on its purchases of a stereolithography machine, computer-assisted design (“CAD”) system, and dynamometer used in its Motor Technology Center (“MTC”).  
Procedure


On September 18, 2002, Emerson appealed the Director of Revenue’s denial of its refund claim for April 1994 through April 1997.  We opened the case as Case No. 02-1461 RV.  On February 11, 2003, Emerson appealed the Director’s assessments of sales/use tax.  We opened that case as Case No. 03-0225 RS.  On July 7, 2003, Emerson appealed the Director’s denial of another refund claim for April 1994 through April 1998.  We opened that case as Case No. 03-1375 RS.  On August 5, 2003, we issued an order consolidating the three cases as Case No. 02-1461 RV.  


This Commission convened a hearing on the complaint on December 1, 2004.  Susan C. Coronado represented Emerson.  Senior Counsel James L. Spradlin represented the Director.
Findings of Fact

I.  Emerson


1.  During the tax periods at issue, Emerson was a Missouri corporation in good standing, headquartered in St. Louis, Missouri.  

2.  Emerson is a multi-divisional organization.  Its business includes the manufacture of electric motors and other products for retail sale.  


3.  Emerson Motor Division has a plant in Kennett, Missouri.  During part of the period at issue, Emerson Motor Division had a plant in Ava, Missouri, but that plant closed in March 1997.    

II.  The MTC


4.  Emerson’s St. Louis campus has three clusters of buildings.  The building for Emerson’s MTC is located there.  The MTC building is 130,000 square feet and three stories tall.  

5.  The MTC is one of three Emerson Advanced Technology Centers that serve as a research and development network for the company’s global operations.  The Advanced Technology Centers provide Emerson divisions with access to expertise, information resources, and ongoing research in emerging technologies.  (Ex. C.)   


6.  The MTC is a motor engineering center.  The other Advanced Technology Centers are the Software Center of Excellence and the Advanced Design Center, which supports Emerson divisions with solutions to problems related to product development, manufacturing, and materials.  

7.  The common goal of the Advanced Technology Centers is to identify opportunities for breakthrough products and systems that Emerson can use in developing future-generation products and services.  (Ex. C.)  


8.  The mission of the MTC is to find ways to continuously improve Emerson’s motors by making them quieter, smaller, more efficient, and longer lasting.  (Ex. A.)  


9.  Emerson’s Web site states:  

Emerson develops leading technologies that improve the economics of our customers’ businesses.  We move beyond stand-alone products to create integrated solutions that incorporate world-class technologies with superior engineering.  
Our shift from stand-alone components to high-value solutions is made possible through advanced electronics, software, and networkable products.  Our investment in technology research and development enables us to deliver these advanced business solutions to our customers.  
We expand this technology leadership through an Emerson-wide, cross-divisional and cross-business technology planning process.  These initiatives result in accelerated product development that keeps pace with today’s competitive, fast-moving, and ever-changing marketplace.  

(Ex. B) (emphasis added).  


10.  During 2001, Emerson invested over $600 million in engineering and development initiatives.    


11.  The MTC develops new electric motors and houses Emerson’s engineering group.  The MTC is a state-of-the-art research facility that is staffed and equipped to be an extension of Emerson’s customers’ own design groups, working closely with customers in the development of product solutions.  (Exs. A, E.)  The MTC supports Emerson companies and their customers in developing advanced motors and electronic controls.  (Ex. D.)  The MTC has 15 labs.  It also supported the five motor divisions that were in existence during the tax periods at issue.  

12.  The MTC is financed by various Emerson divisions (Emerson Motor Division, Special Products Division, and U.S. Electrical Motor Division), and all expenditures are run through the appropriate division.  (Ex. A, at 5.)  

13.  The MTC is also used as a marketing tool.  It is designed to accommodate tours, and most of the labs have windows and placards explaining what is occurring in the labs.  

14.  Emerson has periodic design reviews in its various groups, and tech conferences once a year that highlight technical issues.  


15.  The MTC contains CAD equipment, measurement equipment, a materials lab for evaluating various materials, motor test facilities, and sound laboratories.  

III.  Co-development Projects and Other MTC Processes

16.  The MTC performs co-development projects.  A co-development project is the development of a specific product for a specific application for a specific customer.  In co-development projects, Emerson is usually approached by the customer.  Co-development projects are necessary because the customer is requiring something special that does not exist “on the shelf” or as a “platform” that can be modified.  (Tr. at 24.)  

17.  Co-development projects generally require a lot of sampling and testing because the customer is developing a new motor for that particular application.  


18.  Emerson goes through the same process of making a sample motor for a co-development project as it does for designing a motor for its own product line.  (Tr. at 39.)  


19.  Emerson performed approximately six to twelve co-development projects during the time period from 1995 to 1997.  


20.  Emerson was more successful in obtaining sales from co-development projects in the appliance market than in the automotive market.  


21.  Mark Dierkes, who is Emerson’s Director of Engineering, was aware of at least one co-development project that did not go into production, but he did not know if Emerson charged the customer for the work that it did in developing the item.  (Tr. 78.)  


22.  The MTC also designs platforms of motors.  A platform is a generic motor style designed to meet a general application, such as a swimming pool motor or air conditioner motor.  A platform is not necessarily designed to a customer’s specifications, but can be modified for a specific customer’s needs.  (Tr. at 36.)   


23.  The majority of the MTC’s activities is support of customers and the plants.  (Tr. at 18-19.)  Co-development is approximately thirty percent, and the remainder of the MTC’s activities consists of innovation and platform design.  (Tr. at 22.)  


24.  Quality, validation, and modification of existing platforms make up a small percentage of support.  Most of the support provided by the MTC is customer support and plant support.  Plant support includes process flow and cost reduction.  

25.  The availability of a sample increases the opportunity for Emerson to enhance its business.  Emerson supplies the sample to its customer for use in the customer’s prototype application, typically to determine fit, form, and function.  Some customers require only a few samples to be generated for co-development projects, and others require more samples.   

26.  Some co-development customers are very likely to purchase motors from Emerson once Emerson develops the product.  Some co-development customers are not likely to purchase the motors.  

27.  Emerson uses the same process of making sample motors for co-development projects that it uses for making sample motors for its own product line.  

28.  Innovation is the development of new designs or systems that would apply to a large number of motors, with no specific customer in mind.  Approximately 50 percent of such items are eventually manufactured in a production facility.    


29.  Once a platform development project is identified with a customer, Emerson develops the motor, but then has a “15 to 25 percent hit rate” because other companies are also seeking the same type of business and Emerson may not necessarily get the business.  

30.  Prototype motors cannot be reworked after testing.  (Ex. J, at 6.)  

A.  Co-Development Project with Customer A


31.  In the early 1990’s, Emerson and Customer A agreed to jointly develop and produce a motor for a new product that Customer A had developed.  This project is designated as Project A for purposes of this decision.  Project A is representative of co-development projects that take place at the MTC.  


32.  Emerson had a Global Development Agreement with Customer A for “joint development of new or improved products.”  (Ex. 7.)  The Global Development Agreement provides:  

WHEREAS [Customer A] and Emerson have for a number of years worked on development projects between divisions, subsidiaries and affiliates of the respective companies; and
WHEREAS the parties desire to formulate a mutual corporate policy for technology developed by them because of that working relationship; and
WHEREAS the respective interests of the companies with regard to development projects cross divisional, subsidiary and affiliate lines of each company; and
WHEREAS the parties desire to formalize their working relationship with respect to intellectual property on a worldwide basis. 
THEREFORE, in consideration of the mutual promises contained herein and in consideration of the time, money and effort which will be expended by respective parties under this Agreement, the 
parties propose that joint development of new or improved products be undertaken in conjunction with one another under the following terms and conditions:  
1.  DEFINITIONS
*   *   *

H.  “Development(s)” means investigation of concepts, technologies, processes, procedures, tests, or standards which may be relevant to Components, Products, or manufacturing processes therefor; a new or improved Component concept or design; software including source code, used in Components or Products; or a new or improved process for manufacturing Components for use in Products which are the subject of an Approved Project. 
*   *   *

4.  PROJECT INITIATION
A.  Any Party may initiate an Approved Project by proposing a Development project to another Party; the terms and conditions set forth in this Agreement shall apply.  To request the initiation of a specific Development, the initiating Party will forward two copies of a completed Project Initiation Authorization form, which form shall be signed by an authorized representative of the initiating Party.  A list of deliverables, a timetable, and/or a detailed specification may be attached to any Project Initiation Authorization.  
B.  The Party receiving the Project Initiation Authorization agrees to consider in good faith such proposed Development and, within the time period specified in the Project Initiation Authorization, agrees to notify the initiating Party whether or not it agrees to undertake the Development proposed therein.  The receiving Party will indicate its willingness to undertake such a proposed Development by returning to the initiating Party a copy of the Project Initiation Authorization signed by an authorized representative, whereupon the Development proposed therein shall become the basis of a specific “Approved Project” and the terms and conditions set forth in this Agreement shall apply.  
*   *   *

5.  APPROVED PROJECTS
*   *   *
B.  During the period set forth in each Project Initiation Authorization form resulting in an Approved Project, the EMERSON PARTY will use reasonable efforts to develop and submit to [Customer A] prototype Components, projected cost information, and any other deliverables identified therein.  
*   *   *

6.  OWNERSHIP OF INTELLECTUAL PROPERTY AND PROSECUTION OF PATENT APPLICATIONS
A.  Ownership – All Intellectual Property pertaining to Approved Projects and made or conceived solely by one or more of the employees or consultants of [Customer A] or its Affiliates in performance of its obligations under an Approved Project shall be the sole property of [Customer A].  All Intellectual Property pertaining to Approved Projects and made or conceived solely by one or more employees or consultants or the EMERSON PARTY or its Affiliates in performance of obligations under an Approved Project shall be the sole property of the EMERSON PARTY.  All Intellectual Property made or conceived in performance of obligations under an Approved Project jointly by employees of both Parties to an Approved Project shall be jointly and equally owned by those Parties.  

Id.


33.  Project A falls within the Global Development Agreement, but the agreement is not specific as to that project.  (Tr. at 58.)  

34.  It was not easy for Customer A to purchase motors to achieve a specific application or desired results because every motor had to be mechanically and electrically custom fit for their application at the lowest cost and highest quality.  


35.  Emerson and Customer A have a long-standing relationship.  Project A was initiated by Customer A.  Emerson and Customer A agreed that Emerson would develop a motor for Customer A’s application.


36.  Emerson was practically certain that Customer A would eventually purchase the final product of Project A because Emerson was the sole supplier of electric motors to Customer A at the time.  Emerson had employees on site at Customer A’s facility.  Project A began in 1993 and went into production in 2000.  Emerson was willing to invest that amount of costs and resources into Project A because of the probability that the customer would purchase the final product.  


37.  Emerson and Customer A had many meetings, phone calls, and site visits to determine the customer’s specifications for the project.  The project was presented to Emerson’s management for approval.  Emerson designed the motor, using its computer software and CAD stations.  Emerson’s plants are involved in the design process because Emerson must make sure it is developing something that the plants can produce.  

38.  Emerson did not issue an invoice to Customer A for design service.   


B.  Co-development Project with Customer X


39.  Emerson entered into a “Development Agreement” with Customer X for the development of a motor prototype.  The Statement of Work attached to the Development Agreement also provided for production manufacturing.  The Development Agreement stated:  
Emerson has expertise in the design of electric motors of the type which might be useful in [Customer X’s] systems. . . . 
It is the intent of the parties that [Customer X]  will manufacture and sell to customers . . . systems using motors supplied to [Customer X] by Emerson hereunder.  
*   *   *

ARTICLE 3
Compensation
3.1 Calculation:  As full and complete compensation for all Activities performed and all “deliverables,” [Customer X] will pay to Emerson a service fee and will reimburse Emerson for out-of-
pocket expenses, including without limitation internal costs for facilities and equipment (e.g., internal lab fees and internal manufacturing expenses).  The service fee will be computed by multiplying the hours of services actually performed by each employee of Emerson on an Activity times the applicable hourly rate for such employee as set forth in 3.2.  
3.2  Applicable Hourly Rate:  The hourly rate used for each employee in the calculation set forth in Section 3.1 will be determined by assigning such Emerson employee to one of the following service classifications:  


Service Classification


Hourly Rate

Mechanical/Electrical Engineer
$100.00 per hour


Manufacturing Engineer

$  75.00 per hour


Technician



$  65.00 per hour

*   *   *

3.4  Invoices:  Within fifteen (15) days after the end of each calendar month during the term of this Agreement, Emerson will submit to [Customer X] an invoice which will list and subtotal separately the services performed and the expenses incurred by Emerson against each Activity.  Emerson will keep and maintain records adequate to substantiate each invoice from the date of the invoice until two years after the term of this Agreement, and Emerson will make such records available to [Customer X] at [Customer X’s] written request.  
3.5  Payment:  Within thirty (30) days after receipt, [Customer X] will pay the amounts shown on each invoice from Emerson which complies with Section 3.4 above, subject to [Customer X’s] right to withhold payments which relate specifically to items in dispute until such dispute is resolved.  Emerson may suspend performance until such disputes are resolved.  
*   *   *

ARTICLE 13
Purchase of Motors by [Customer X]
13.1  Purchase of Production Motors:  [Customer X’s] business plan forecasts sales . . . increasing to more than 500,000 . . . systems per year using the . . . design.  [Customer X] will purchase from Emerson the first 500,000 motors of its annual requirements for motors developed under this Agreement through . . . model year 2007, subject to Emerson being competitive in terms of 
quality, price, delivery, technology, and terms of sale.  Emerson expressly acknowledges, however, that (a) [Customer X’s] requirements for such motors will depend upon [Customer X’s] receiving orders from customers for . . . systems, (B) . . . systems are new products and acceptance of such products by the marketplace has not yet been demonstrated, and (c), in the absence of orders or of sufficient orders, [Customer X] , may have no requirements for such motors or less requirements than stated in [Customer X] forecasts.  
C.  Co-development Projects in General


40.  During the co-development process, the customer may give Emerson more refined specifications than the original specifications.  


41.  Emerson makes some parts for samples with a stereolithography machine (see infra).  The plants are also involved in making parts for samples, and Emerson’s engineers go to the plants to assist in making the samples.  (Tr. at 68.)  


42.  After the sample is designed and produced, it must be tested.  Emerson runs many tests in the MTC.  Emerson runs tests with a dynamometer (see infra), and it also tests the motor in its application to make sure it works properly under various voltages and within the temperature limits of Underwriters Laboratory (“UL”). 

43.  After the final sample is approved, the MTC’s application engineering group creates documents of all the drawings and materials for the motor.  The MTC allows the plants to have access to the production bill materials and drawings so the plants will know how to build the motors.  


44.  Emerson produces more sample motors for a pilot run.  This is sometimes a few motors or can be as many as 200 motors.  Emerson builds the sample motors at its plants, and the application engineers from the MTC go to the plants to assist in building the sample motors.  Emerson brings the sample motors to the customer to make sure that the customer approves of them.  (Tr. at 72.)  

45.  At the end of the co-development process, Emerson provides the customer with a quote of the price at which Emerson may sell the motor to the customer.  


46.  Even during production, the process may be changed to make the item better and cheaper.  

47.  Emerson eventually orders tooling to make the item a mass production item.  The drawings, materials, documentation, and support for the entire co-development process come from the MTC.  
IV.  The Custom Motor Catalog (Modification Projects)

48.  U.S. Electrical Motors (“USEM”) is a division of Emerson.  


49.  USEM has a standard catalog of general purpose, off-the-shelf motors.  The standard catalog contains the platform designs.  

50.  USEM also has a custom motor catalog of accessories and modifications for parts.  


51.  Customers wanting a custom motor can sometimes price it through the custom motor catalog.  If not, they work with Emerson’s customer service representatives or engineering representatives to obtain a price quote.  If the customer agrees with the price, a purchase order is issued.  


52.  These projects are not a new platform, but minor modifications to the motors for a specific application.  These are usually one or two motors at a time, rather than a high-volume operation.  

53.  On large motors, Emerson does the pre-engineering, and the customer must approve the design.  


54.  Such customized projects do not take long to complete.  A group of engineers processes 40 to 50 orders per day for customized motors.  


55.  Once a purchase order is issued, Emerson’s customer service representatives enter an order for engineering, and its engineers use the CAD and other tools to do the electrical and mechanical design of the motors.  The engineers input the parameters based on customer specifications.  The engineers create drawings on the CAD system and then transmit the designs electronically to the plants to make the motors.  In many cases, the engineers must follow up with the plant to assure that the motor is produced according to specifications.  (Tr. at 89.)  In some cases, the motor is brought back to the MTC for testing.  

56.  Modifications to platform designs do not usually require retooling the plant (modifying existing castings or dies, or purchasing new machinery to manufacture the product), but do in some cases.  (Tr. at 97-98.)  


57.  Emerson would be unlikely to go through the process of customizing or modifying platform motors if it were not anticipating a sale of that motor, but some such projects are designated as “hold for approval,” so the design must be engineered and then submitted to the customer for approval.   
V.  The Purchases at Issue in This Case


58.  All of the items that Emerson purchased that are at issue in this case are located in the MTC.  (Tr. at 34.)  
A.  Stereolithography Machine


59.  In April 1995, Emerson purchased a stereolithography machine, which is a tool for developing mechanical parts.  This machine was to supplement another stereolithography machine that had been in operation in the MTC for one year.  (Ex. 2 at 1.)  


60.  The purpose of this purchase was to provide research and development (“R&D”) stereolithography part service to Emerson Motor and other Emerson divisions.  (Ex. 2 at 2, 5.)  The purchase was intended to increase the production of sample parts by 1,000 parts per year and 
reduce the backlog in orders for parts.  (Ex. 2 at 1.)  Emerson proposed this purchase to provide rapid prototyping technology to the Emerson motor divisions and other Emerson divisions on a best cost and timely basis to reduce time to market for engineering and manufacturing development.  (Ex. 2 at 3.)  As a result, engineering productivity would increase.  Id.  The availability of a sample increases the opportunity for Emerson to enhance its business.  (Tr. at 50.)  The stereolithography machines allow inexpensive experimentation of new part designs and manufacturing processes.  Expanded business growth opportunities are available by allowing low-cost, specialized design tooling for low-volume customer needs.  (Ex. 2 at 4.)  

61.  The stereolithography machine uses a laser and liquid polymer to make three-dimensional molded plastic samples without any tooling (Ex. 2 at 3), whereas previously Emerson had to cut such parts from steel or aluminum.  The metal parts were more expensive and not as detailed; thus, in many cases Emerson was not able to make a sample part.  The inability to make a sample part could stop the process of actually developing the motor.  (Tr. at 51-52.) 

62.  Emerson divisions design parts on their CAD systems and provide the design to the stereolithography machine through a file format or translator software program via modem, diskette, or tape.  The Advanced Motor Development designer/technician then operates the stereolithography machine, and cleans and ships the part to the requesting engineer.  (Ex. 2 at 4.)  

63.  The plastic parts may be used in mechanical testing or to see how parts will fit in an application, though they may not be strong enough to be used in performance testing.  (Tr. at 39.) The sample parts are not working models and are not suitable for use in a real machine.  (Tr. at 40, 42.)  

64.  Approximately 50 to 75 percent of the co-development projects use parts developed with the stereolithography machine.  


65.  Emerson continued to use the old equipment that it had before it purchased the stereolithography machine.  (Tr. at 47.)  

B.  Dynamometer


66.  The cover page of Emerson’s appropriation request for the dynamometer states:  

TITLE:  DEVELOPMENTAL MOTOR TEST EQUIPMENT
DESCRIPTION:  PROVIDE A 1-40 H.P. DYNE SYSTEM AND ASSEMBLY TESTER TO MEET D.O.E. AND C.S.A. MOTOR EFFICIENCY LEGISLATION AND MEET DESIGN TEST LEVELS NECESSARY IN NEW PRODUCT DEVELOPMENT PROGRAMS.  
*   *   *

JUSTIFICATION: THIS TEST EQUIPMENT WILL BE UTILIZED TO ESTABLISH A NVLAP CERTIFIED TEST LAB TO BE LOCATED IN THE MTC-ST. LOUIS. . . .
(Ex. 5 at 1.) 


67.  The appropriation request states that Emerson purchased the dynamometer to accomplish three basic tasks:  


(1)  provide a testing facility that would comply with NVLAP guidelines for the certified testing of the efficiency of electrical motors;

(2) permit Engineering to conduct accurate developmental tests on induction as well as switched reluctance motors; and


(3) provide future motor designs that would meet efficiency requirements and be cost-competitive.  (Ex. 5 at 2.)
  

68.  Emerson purchased the dynamometer to test samples of integral horsepower motors and to use as a standard for calibrating and performance testing in production plants.  (Tr. at 31.)

69.  Emerson uses the dynamometer for development purposes as well as to test sample motors.  (Tr. at 45.)  


70.  Emerson uses the dynamometer to test motors to ensure that they meet standards set by the industry through the National Electric Machine Association (“NEMA”) and by the U.S. Department of Energy.  NEMA defines horsepower, speed, starting torque, break-down torque, and efficiencies.  Before purchasing the dynamometer, Emerson did not have the capability of certifying Department of Energy efficiency levels on the sample testing.  

71.  Emerson also uses the dynamometer to ensure that the motors meet the standards set by the customer for certain efficiencies, speeds, and torques on the electrical performance of the motor on custom projects.  

72.  This dynamometer also allows the calibration and validation of dynamometers in the plants to assure that they are meeting efficiency levels.  The dynamometer is used for quality control.  (Tr. at 92.)  If Emerson has problems with a motor or a customer wants quality testing, Emerson uses the dynamometer for that purpose.  Emerson may pull a motor from the plant and bring it to the MTC for testing using the dynamometer.  (Tr. at 93.)  

73.  The accuracy of the testing provided by this dynamometer allows Emerson’s engineers to test and evaluate the solutions to be used both in new designs and improvements of manufacturing processes.  The generation of reliable and repetitive test data enables the fine tuning of Emerson’s performance program, which in turn provides greater efficiency of its products.  (Ex. 5 at 5.)  

74.  Components of the dynamometer include:  


Purchase Date
Description

May 1995
DC regen test stand


May 1995
AC unidrive etc


July 1995
Alternator field control


October 1995
Dynamometer system 20%


November 1995
Dynamometer system D/P


January 1996
Dynamometer system 35%


May 1996
Dynamometer system 15%


May 1996
Extra Yokogawa unit


May 1996
PC and board


July 1996
Dynamometer systems 10%

(Partial Stipulation, Ex. 1.)  


75.  The dynamometer is used approximately 15 percent of the time for modifying  existing platform motors.  


76.  The dynamometer did not replace an existing dynamometer.  

C.  CAD System 


77.  Emerson purchased hardware and software for its Pro/Engineer (“Pro/E”) CAD system.  These items included:  


Purchase Date 
Description


February 1998

Software training


February 1998

Hard drive


January 1998

Drive cannister


February 1998

Media handler drive, NT server

(Partial Stipulation, Ex. 1.)  

78.  In 1995, USEM made a strategic decision to replace its two-dimensional (“2-D”) CAD system.  The new Pro/E system allowed Emerson to produce three-dimensional (“3-D”) designs.  The original plans for converting all existing drawings over to Pro/Engineer did not materialize (Ex. 27 at 4), and Emerson continued to use the old CAD system for 2-D drawings.  (Tr. at 47.)  

79.  At the time Emerson proposed purchasing the CAD equipment at issue, less than one percent of active drawings were in Pro/Engineer format, and the others were still manual or on the 2-D CAD system.  


80.  The driving forces behind Emerson’s decision to implement the Pro/Engineer system included acceleration of new product development, improvement of engineering and product quality, and increased engineering productivity.  (Ex. 27 at 4.)  


81.  “The software licenses were purchased, some training was completed, and Pro/E was launched as the standard mechanical design tool for all new platform programs.”  (Ex. 27 at 4.)  

82.  The 2-D engineering prints led to uncertainty of design intent by manufacturing and resulted in manufacturing errors.  This was a major contributor to scrap, rework, and warranty costs for USEM.  (Ex. 27 at 7.)  Implementation of the Pro/Engineer system was intended to greatly reduce the scrap, rework, and warranty costs.  (Ex. 27 at 12.)  The system was also intended to save time in creating motor shafts and reduce the costs of castings and tooling.  
(Ex. 27 at 14.)  

83.  The CAD equipment is used 70% of the time for modifications on custom motor projects, 20% for developing platform designs, and 10% for co-development projects.  (Tr. at 88-89.)  

VI.  Use Tax


84.  The Director conducted an audit and concluded that the MTC is an R&D facility that is not engaged in manufacturing.  


85.  On February 27, 2001, Emerson and the Director signed a waiver of the statute of limitations as to assessments and refund claims.  On January 3, 2002, Emerson and the Director signed an extension of the waiver for another year.  


86. On June 25, 2002, Emerson filed a refund claim for $200,000 in sales/use tax for April 1994 through April 1997 on purchases that it claimed were exempt from sales/use tax.   


87.  On June 25, 2002, Emerson also filed a refund claim for $70,000 in sales/use tax for April 1994 through June 1998 on purchases that it claimed were exempt from sales/use tax.  


88.  On July 18, 2002, the Director issued a final decision denying the refund claim for April 1994 through April 1997 on the basis that the refund claim was not filed within three years of the date of payment. 


89.  On December 13, 2002, the Director issued sales tax assessments for periods from August 1994 through October 1996, and use tax assessments for periods from second quarter 1994 through first quarter 1997.  On December 30, 2002, the Director issued a sales tax assessment for April 1996.    

90.  On May 20, 2003, the Director issued a final decision denying the refund claim for April 1994 through June 1998 because the items were not manufacturing equipment. 

91.  Emerson paid $8,510.34 in use tax on its purchase of the stereolithography machine, and $1,367.54 in use tax on its purchase of the CAD system.  

92.  The Director assessed $25,521.79 in use tax on Emerson’s purchase of the components of the dynamometer.  

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Emerson has the burden of proof.  Sections 136.300.1 and 621.050.2.  Our duty in a tax case is not merely to review the Director’s decision, but to find the facts and to determine, by the application of existing law to those facts, the taxpayer’s lawful tax liability for the period or transaction at issue.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).  We may do whatever the law permits the Director to do.  State Bd. of Regis'n for the Healing Arts v. Finch, 514 S.W.2d 608, 614 (Mo. App., W.D. 1974).


On appeal, the Director has raised no issue regarding the statute of limitations as to the refund claim for April 1994 through April 1997.  The parties signed a waiver of the statute of limitations.  (Partial Stip. Ex. 6.)  Therefore, we conclude that the refund claim was timely.  
I.  The Exemption

Section 144.610 imposes a use tax for the privilege of storing, using, or consuming in Missouri personal property purchased from out of state.  The sales tax and use tax are designed to complement one another.  House of Lloyd, Inc. v. Director of Revenue, 884 S.W.2d 271, 274 (Mo. banc 1994).  

Emerson asserts that the purchases at issue are exempt under § 144.030.2(5), which provides an exemption for:  

[m]achinery and equipment . . . purchased and used to establish new or expand existing manufacturing, mining or fabricating plants in the state if such machinery and equipment is used directly in manufacturing, mining or fabricating a product which is intended to be sold ultimately for final use or consumption[.]


It is the taxpayer’s burden to establish the right to an exemption.  Six Flags Theme Parks. v. Director of Revenue, 102 S.W.3d 526, 529 (Mo. banc 2003).  Tax exemptions are to be strictly construed against the party claiming the exemption.  Conagra Poultry Co. v. Director of Revenue, 862 S.W.2d 915, 917 (Mo. banc 1993).  

Prior to the hearing, the parties reached a settlement as to most of the items in the assessment and refund claims.  The only items remaining in dispute are the CAD system, the stereolithography machine, and the dynamometer.  (Tr. at 7.)  

The parties do not dispute that Emerson is a manufacturer of electric motors and that the items at issue are machinery and equipment.  Lincoln Industrial, Inc. v. Director of Revenue, 
51 S.W.3d 462, 465 (Mo. banc 2001).  The machinery and equipment was not used to establish a new facility, as the MTC was already in existence.  Emerson claims the exemption for plant 
expansion.  The Missouri Supreme Court has held that physical expansion of the manufacturing plant is not required to meet this element of the exemption.  Concord Publishing House v. Director of Revenue, 916 S.W.2d 186, 191 (Mo. banc 1996).  Instead, the taxpayer may show that the machinery and equipment increased its production capacity.  Id.  

The Director argues that the items at issue are used in R&D, and not in manufacturing a product intended to be sold ultimately for final use or consumption.  The Missouri Supreme Court has defined “manufacturing” as follows: 
Manufacturing has been described both as a process that “takes something practically unsuitable for any common use and changes it so as to adopt it to such common use.”  GTE, 780 S.W.2d at 51, quoting West Lake Quarry & Material Co. v. Schaffner, 451 S.W.2d 140, 143 (Mo.1970), and as the production of raw materials into “products for sale which [have] an intrinsic and merchantable value.”  GTE, 780 S.W.2d at 51, quoting Heidelberg Central, Inc. v. Director of Dept. of Revenue, 476 S.W.2d 502, 506 (Mo.1972).

Southwestern Bell Tel. Co. v. Director of Revenue, 78 S.W.3d 763, 767 (Mo. banc 2002).  

The parties’ briefs before this Commission tend to focus on Emerson’s MTC and the processes that occur there.  However, the critical issue is the purpose for which each item of machinery or equipment at issue was used.  State ex rel. Dravo. Corp. v. Spradling, 515 S.W.2d 512, 514 (Mo. 1974).    

I.  R&D Distinguished From Manufacturing

A.  Statutes Distinguishing Between R&D and Manufacturing

1.  Missouri Statutes


The Director argues that the Missouri legislature has specifically distinguished R&D from manufacturing in the sales/use tax statutes.  Section 144.030.2(33) provides a sales/use tax exemption for:  

[t]angible personal property purchased for use or consumption directly or exclusively in the research and development of prescription pharmaceuticals consumed by humans or animals[.]

Section 144.030.2(37), RSMo Supp. 2004, provides a sales/use tax exemption for:  

[t]angible personal property purchased for use or consumption directly or exclusively in research or experimentation activities performed by life science companies[.]

A number of definitional provisions in the Missouri statutes also distinguish R&D from manufacturing.
  


In Mid-America Dairymen, Inc. v. Payne, 990 S.W.2d 648 (Mo. App., S.D. 1999), the court construed § 135.215.1, RSMo Supp. 1991, which provided: 

one-half of the ad valorem taxes otherwise imposed on subsequent improvements to real property located in an enterprise zone shall become and remain exempt from assessment and payment of ad valorem taxes . . . provided the improved properties are used for assembling, fabricating, processing, manufacturing, mining, warehousing or distributing properties.  

Mid-America Dairymen began construction of a new facility in 1993 and completed construction in 1994.  The new facility was engaged in “[n]ew product development,” contained a “[q]uality [a]ssurance [l]aboratory,” was used to “increase the efficiency of production techniques for both new and established products,” and was also “used to produce, package and ship to customers, and potential customers, small amounts of free samples of the products it produces on site in order to generate sales.”  Mid-America Dairymen, 900 S.W.2d at 652.  The court noted the integrated plant analysis followed in Floyd Charcoal Co. v. Director of Revenue, 599 S.W.2d 173, 176-77, (Mo. banc 1980), and Noranda Aluminum, Inc. v. Missouri Dep't of Revenue, 599 S.W.2d 1, 4 (Mo. 1980), but concluded that the facility was not “used for . . . manufacturing.”  Although Mid-America Dairymen involved an ad valorem tax exemption rather than a sales/use 
tax exemption, it points out an important distinction between manufacturing and product development, and sets forth the court’s restrictive reading of the term “manufacturing.”  
2.  Other States’ Statutes


We note that a number of states’ statutes specifically provide exemptions for R&D activities.
  Others have specifically excluded R&D from the definition of manufacturing.
  
3.  Conclusion


Examination of the Missouri statutes leads us to a general conclusion that R&D is distinguished from manufacturing in the Missouri statutes.  The Court of Appeals’ decision in Mid-American Dairymen, though construing a statute other than § 144.020.2(5), supports the theory that the term “manufacturing” does not include R&D.  If the Missouri legislature had intended to include R&D within the manufacturing exemptions for sales/use tax, it could have expressly said so, as other states have done.  
 
II.  Supreme Court Precedents as to “Integrated Plant”

Missouri has adopted the “integrated plant” theory in determining whether machinery and equipment is “used directly in manufacturing a product intended to be sold ultimately for final use or consumption.”  This theory is based on a determination of whether a manufacturing operation is continuous and indivisible, Concord Publishing House v. Director of Revenue, 
916 S.W.2d 186, 191 (Mo. banc 1996), and whether all items that are a part of such continuous and indivisible operation are deemed to be part of the integrated plant.  


Floyd Charcoal, 599 S.W.2d 173, is the first Missouri case addressing the meaning of the language “used directly in manufacturing a product.”  In that case, Floyd Charcoal was in the 
business of manufacturing, packaging, and distributing charcoal briquettes.  The Director argued that equipment involved in weighing and sacking charcoal briquettes was not necessary to produce the briquettes themselves and therefore was not “directly used” in their manufacture.  After considering various approaches that the courts had taken to this type of question, the Court ruled in favor of the integrated plant theory previously set forth by the New York court in Niagara Mohawk Power Corp. v. Wanamaker, 144 N.Y.S.2d 458 (N.Y. App. Div. 1955), aff’d, 157 N.Y.S.2d 972, 139 N.E.2d 150 (N.Y. 1956).  In that case, the New York Court of Appeals stated:  

The basic questions are the following:  (1) Is the disputed item necessary to production?  (2) How close, physically and causally, is the disputed item to the finished product?  (3) Does the disputed item operate harmoniously with the admittedly exempt machinery to make an integrated and synchronized system?

Id. at 461.


In approving this approach, the Missouri Supreme Court stated:  

Such an approach is consistent with the . . . legislative intent behind the exemption.  Modern manufacturing facilities are designed to operate on an integrated basis, evidenced by the installation involved in this case.  To limit the exemption to those items of machinery or equipment which produce a change in the composition of the raw materials involved in the manufacturing process would ignore the essential contribution of the devices required for such operation.  

Floyd Charcoal, 599 S.W.2d at 178.  Therefore, the Court held that Floyd Charcoal directly used the weighing and sacking equipment in manufacturing.  The Court concluded that Floyd Charcoal produced charcoal for distribution and sale in packages that, by law, must be accurately weighed and closed; thus, the steps of weighing and packaging the briquettes were an integral part of the manufacturing process.  Id.  


In Floyd Charcoal, the court rejected the argument that the relevant question was “whether or not the manufacturing operation may be carried on without the machinery in 
question.”  Id.  The court noted that “[s]uch a test does not comport with the reality of the process involved.”  Id.
  


On the same day it decided Floyd Charcoal, the Missouri Supreme Court decided Noranda Aluminum, 599 S.W.2d 1.  There, the Court held that machinery and equipment “used in steps or operations that are essential to and comprise an integral part of [the] manufacturing process . . . are ‘used directly for manufacturing or fabricating a product[.]’”  Id. at 4.  Using that criterion, the Court held that cranes and conveying equipment were part of an integrated system and were used directly in manufacturing the aluminum.  The Court also held that laboratory equipment housed in a separate building and used to test the purity of samples from each day’s aluminum production was part of the integrated system and was used directly in manufacturing aluminum.  

In Concord Publishing House v. Director of Revenue, 916 S.W.2d 186, 190-92 (Mo. banc 1996), the Court held that computers used in producing a newspaper were directly used in manufacturing and that the exemption was not limited to materials used to physically print the newspaper.  The Court stated:  

By holding the computers are used in manufacturing a newspaper, we also find they are directly used in manufacturing because they are an integral part of the publication process.  The computers are as essential to the printing of the paper as the printing presses themselves.  A more limited view of the process would arguably exclude the most important step in manufacturing a newspaper, the composition and editing of its contents.  

Id. at 192.  The Court rejected the Director’s argument that because the publishing operation was physically separated from the printing press, the computer equipment was not an integral part of 
manufacturing a newspaper.  The Court noted that physical distance is a factor to consider, but is not determinative.  The Court stated:  

The composition and editing process is as essential to manufacturing a newspaper as the printing press, regardless of whether it is located in the same building or across town.  We find the physical distance between the operations in this case does not break the direct tie between the composition and printing . . . . 

Id. at 193.  The Court concluded that even laptop computers used by reporters qualified for the exemption.  Id.

In DST Systems v. Director of Revenue, 43 S.W.3d 799 (Mo. banc 2001), the Court held that DST’s computer system was part of the integrated plant in producing printed statements through a DST subsidiary, even though the printing and the computing occurred at different sites.  The Court noted that as in Concord, 916 S.W.2d at 192, the integrated plant doctrine may embrace two corporate entities under common ownership, so “long as both businesses work together to manufacture a single product.”  DST, 43 S.W.3d at 803.  
III.  Application of the Law to This Case

The exemption applies only if the machinery and equipment is used directly in manufacturing a product that is intended to be sold ultimately for final use or consumption.  Emerson’s customers do not purchase the prototype motors, and Emerson does not produce invoices for the prototype motors.  Therefore, the prototype motors are not products intended to be sold ultimately for final use or consumption.  Emerson contends that its usage of the items in question is part of the manufacturing process because an agreement is in place to develop a specific product, and all activities associated with the development and design are part of the process of producing the electric motors that Emerson sells.  

The parties cite cases applying the “true object” test.  That test determines whether a transaction is the sale of a tangible product, which is subject to sales/use tax, or a service, which 
is not subject to sales tax.  For example, in Sneary v. Director of Revenue, 865 S.W.2d 342 (Mo. banc 1993), the court held that a business that made three-dimensional architectural illustrations was a seller of tangible personal property, and thus subject to sales tax, rather than a service provider.  However, we do not find such cases very helpful because the issue in this case is not whether a transaction is a sale of tangible property or a service.  
1.  CAD System 
a.  Decisions of Other Jurisdictions


Although we have found no similar cases from Missouri, other jurisdictions have addressed whether engineering or the use of CAD systems is part of the manufacturing process. 

In Hazen Engineering Co. v. City of Pittsburgh, 151 A.2d 855, 859-60 (Pa. Super. Ct. 1959), the court noted a distinction between engineering and manufacturing:  

It is sometimes difficult to determine with legal exactness what is or is not manufacturing. . . .  As stated by Judge, now Justice, Bok in Philadelphia School District v. Mutual Trimming Co., 1957, 14 Pa. Dist. & Co. R.2d 207, 209, “It is easier to feel the line of distinction in the cases, than to express it.”  
This case is not without difficulty.  We would be likely to include among those engaged in the manufacturing of an automobile, not only those employes [sic] of the corporation who handle the parts and operate the machines on the assembly line and their foremen, but also the designers who originate the style, the draftsmen who prepare the plans, the inspectors who test the component parts and the drivers who test the finished product.  All are a part of the process of manufacturing an automobile, and necessary to the creation of the end product which the corporation makes to sell.  On the other hand, the person whose mind conceives of a new machine, who patents it, and who prepares plans from which another person makes it, is generally looked upon as the inventor but not the manufacturer of the machine.  Likewise, the person who prepares the blue prints from which another produces a device is generally looked upon as rendering engineering services and not manufacturing services. . . . 
In determining what is manufacturing we must look not only to the definitions, but we must give consideration to the generally 
accepted use of the word.  Constructing a building is creating a new and different article which has a distinctive name, character and use.  It thus fits into the definition of manufacturing which is frequently used by the courts, but it is not considered manufacturing because in its ordinary and general sense the word ‘manufacturing’ is not applied to the construction of a building. Commonwealth v. Wark Co., supra, 1930, 301 Pa. 150, 154, 151 A. 786.  See also Commonwealth v. Northern Electric Light & Power Co., 1891, 145 Pa. 105, 22 A. 839, 14 L.R.A. 107.
Section 33 of the Statutory Construction Act of May 28, 1937, P.L. 1019, 46 P.S. § 533, provides that words used in statutes shall be construed according to their common  and approved usage unless they are technical words, or have acquired a peculiar and appropriate meaning or are defined by statute.
We agree with the court below that the services rendered by the appellant in this case would not ordinarily be referred to as manufacturing services, but rather would be referred to as engineering services.  Engineering is not manufacturing. Commonwealth v. Boon & Sample, Inc., 1931, 35 Dauph.Co. 404, 406.
Manufacturing is nearly always associated with the use of manual or mechanical energy; it is not ordinarily used to describe products of labor entirely or mainly intellectual, or clerical in character.

The court concluded that designers of recuperators were not engaged in manufacturing.  

In Pledger v. Easco Hand Tools, 800 S.W.2d 690 (Ark. 1990), the taxpayer was a manufacturer of wrenches and hand tools.  The taxpayer purchased a Computer-Aided Design/Computer-Aided Manufacturing (“CAD/CAM”) system, which consisted of a mainframe computer, four terminals, and milling machines for the plant.  The milling machines were connected to the computer by cable.  The dies were formed on site by the CAD/CAM system and were placed in stamping machines to produce the finished hand tools.  The Arkansas Commissioner of Revenue argued that a system used to make a die that was in turn used to make the finished product was not used directly in the manufacturing process.  The trial court found that the CAD/CAM system performed an essential function directly in the manufacture of tools.  
It further found that the system’s function – designing and manufacturing – directly pertained to the dies, which in turn shaped the wrenches and hand tools that were the final product.  Citing the applicable standard of review, the Supreme Court of Arkansas held that the trial court’s finding of exemption was not clearly erroneous.  Id. at 691.  The Supreme Court of Virginia has similarly held that design and engineering stages are integral parts of the manufacturing activity.  County of Chesterfield v. BBC Brown Boveri, Inc., 380 S.E.2d 890, 893 n.5 (Va. 1989).  

In contrast, the Supreme Court of Connecticut held that a CAD/CAM system was not “used directly in a manufacturing process.”  Plastic Tooling Aids Laboratory, Inc. v. Commissioner of Revenue Services, 567 A.2d 1218, 1220 (Conn. 1990).  In that case, the taxpayer used a milling machine to produce aluminum and steel injection molds according to predetermined specifications.  The taxpayer purchased a CAD/CAM system that translated information from blueprints into numeric design specifications that were encoded on a paper tape.  The tape was physically removed from the CAD/CAM and inserted into a milling machine.  The tape produced by the CAD/CAM gave the milling machine the necessary instructions for preparing a mold, without further human intervention.  The court noted:  

The CAD/CAM’s end product, at the time of this litigation, was an encoded paper tape.  The CAD/CAM had no direct link, electronic or otherwise, with the taxpayer’s milling machine and did not directly transform the raw material that the milling machine made into injection molds.  

Id.  The taxpayer argued that it was not required to show that the CAD/CAM directly affected the raw material that its milling machine would ultimately manufacture into molds.  The court concluded:  

As a factual matter, on the present record the trial court was entitled to find that the absence of any direct linkage between the CAD/CAM and the milling machine served to defeat the taxpayer’s claim to the statutory exemption.  The production of encoded tape could reasonably be found to be akin to the 
production of blueprints or other design documents, all of which are preliminary to the manufacturing process, rather than “used directly” therein.  

Id. at 1220-21.  

The Virginia Department of Revenue has concluded:    

Pursuant to Public Document (P.D.) 99-21 (3/4/99), the Department’s long-standing policy is that preproduction activities are taxable because they are not an immediate part of the actual production.  In P.D. 99-21, a computer aided design (CAD) system used to make drawings used in the design of a manufactured part was deemed taxable, as the system was used to make preproduction drawings determined not to be a part of actual production. 
In accordance with P.D. 99-21, the items of tangible personal property used in the Taxpayer’s prototype lab are used for preproduction activities.  The prototypes developed by the Taxpayer are not an immediate part of the actual production of the end product that is produced by the Taxpayer for its clients.  The items of tangible personal property purchased for use in the Taxpayer’s prototype lab are subject to the tax.  

P.D. 2004-8, 2004 WL 1305207.  
b.  This Case

Emerson presented evidence that the CAD equipment is used 70 percent of the time for modifications on custom motor projects, 20 percent for developing platform designs, and 10 percent for co-development projects.  However, we reject the notion that the CAD equipment was part of Emerson’s “integrated plant” in producing electric motors.  Engineering design services are separate from, and preliminary to, manufacturing.  Although design is necessary to production, the CAD system is not physically close to the finished product and is not an “integrated and synchronized system” with the production machinery.  Niagara, 144 N.Y.S.2d at 461.  We do not agree that the design is an integral part of the manufacturing process itself.  Noranda, 599 S.W.2d at 4.  We agree with the reasoning of courts holding that the engineering 
design is separate from the manufacturing process.  Hazen Engineering Co., 151 A.2d 855; Plastic Tooling Aids Laboratory, 567 A.2d 1218.  

The computers used as part of a CAD system are distinguishable from the computers used by the newspaper in Concord.  The newspaper is not only a tangible product, but the product of information processing.  Readers purchase a newspaper to obtain the information contained within.  Emerson’s manufacturing process is only the production of a physical object – an electric motor.  Customers purchase a motor to obtain the motor, with its functionality – not the information and research that went into producing the motor.  The CAD equipment was not “directly used” in manufacturing Emerson’s electric motors.    
2.  Stereolithography Machine 

The primary purpose of Emerson’s purchase of the stereolithography machine was to provide R&D stereolithography part service to Emerson Motor and other Emerson divisions.  Emerson goes through the same process of making samples, regardless of whether it is developing its own platform or doing a co-development project for a customer.  

We have already noted the statutory distinction between R&D and manufacturing.  Emerson focuses on evidence as to its co-development projects, of which Project A is typical.
  A co-development project is distinct from R&D for the company’s own product line and production of the company’s own platform products.  Emerson seizes upon the fact that it would not have proceeded with Project A unless Emerson had a substantial certainty of becoming the supplier of the motors developed during that project.  However, Emerson was already the sole supplier to Customer A.  Emerson did not even have a written agreement with Customer A for 
the development of a motor in Project A, and a co-development customer has no obligation to purchase a motor from Emerson.   

Sample parts made with the stereolithography machine are plastic and are generally not useable as part of a working motor.  Therefore, like the CAD equipment, the stereolithography machine is used in the design of a product, and not a part of the integrated plant in the production of the marketable tangible product.  We conclude that making sample parts is not an integral part of the manufacturing process.  

In reaching this conclusion, we distinguish cases from other jurisdictions.  In United Design Corp. v. Oklahoma Tax Comm’n, 942 P.2d 725 (Okla. 1997), the taxpayer designed, manufactured, and sold gift figurines.  The taxpayer employed sculptors who fashioned prototypes out of clay, from which a master mold was made.  Production molds were made from the master molds, and the figurines were made by pouring material into the production molds.  The court criticized the lower courts for limiting the manufacturing exemption to the master molds or production molds, and held that the manufacturing process “includes any necessary adjunct to production.”  Id. at 727.  This approach broadens the integrated plant theory considerably beyond that adopted in Missouri.  

In GE Solid State, Inc. v. Director, Division of Taxation, 625 A.2d 468 (N.J. 1993), the court held that machinery and equipment used in developing prototypes was exempt as “machinery, apparatus or equipment for use or consumption directly and primarily in the production of tangible personal property by manufacturing, processing, assembling or refining.”  N.J.S.A. 54:32B-8.13a.  However, in that case the court held that the statute contained no requirement that the end product of the manufacturing process be sold.  GE, 625 A.2d at 477.   The New Jersey statute is therefore dissimilar to § 144.030.2(5), which requires that the end product be intended to be “sold ultimately for final use or consumption.”  

The Minnesota Tax Court has held that equipment in R&D facilities and used for product development and product control was exempt from personal property tax as “used . . . in the manufacture . . . of marketable products.”  General Mills v. Commissioner of Taxation, 1971 WL 90, at 2 (Minn. Tax 1971).  The court stated:  

It is difficult to envision a manufacturing operation of food and food products without product development or product control.  Certainly both are essential in the production of a uniform and quality food product.  We hold these functions to be a necessary and integral part of the manufacturing process.  

Id. at 3.  However, in that case the court followed a rule of strict construction against the taxing authority.  Id. 


Although all of these cases involve similar situations, Missouri law is distinguishable.  We cannot expand the scope of the integrated plant theory beyond that adopted by the Missouri Supreme Court, and we must also follow the Court’s rule of statutory construction, strictly construing tax exemptions against the taxpayer.  Conagra, 862 S.W.2d at 917.  We conclude that making sample parts is not an integral part of the manufacturing process.  Concord, 916 S.W.2d at 192.  Therefore, Emerson’s purchase of the stereolithography machine does not qualify for the exemption.  
3.  Dynamometer


The dynamometer was used for product development purposes and to test sample motors, which is an R&D function.  We have distinguished R&D from manufacturing.  The dynamometer was also used to some extent in testing motors from the plant.  Emerson presented some rather vague evidence that the dynamometer was used to calibrate dynamometers from the 
production plants.  In Noranda, 599 S.W.2d at 4, the court held that the items purchased and used in a laboratory were used directly in manufacturing or fabricating a product.  In that case, the laboratory was used for testing samples after production to make sure they were of adequate quality.  To that extent, at least, product testing equipment may qualify for the exemption.  Emerson presented some evidence that the dynamometer is used for quality control for existing motor production.  However, the appropriations request (Ex. 5) indicates that R&D was Emerson’s primary purpose in acquiring the dynamometer.  

We find no Missouri cases addressing whether a sales/use tax exemption may apply to machinery or equipment that is used both for an exempt purpose and a non-exempt purpose.  The Missouri Supreme Court alluded to this issue in DST, 43 S.W.3d at 804 n.5.  In that case, the Court noted that the phrase “product which is intended to be sold ultimately for final use or consumption” refers to a taxable sale under the sales tax laws.  Id. at 803.  Only three to five percent of DST’s products were subject to Missouri sales tax.  Id. at 804.  The Court held that 
§ 144.030.2(5) does not require that all of the capacity of the plant be used in the manufacture of products for sale to the ultimate consumer.  Id. at n.5.  That opinion refers to the Director’s Regulation 12 CSR 10-111.010(3)(F), which was not in effect during the period at issue in that case or the period at issue in this case.
  The present issue is whether Emerson’s purchase of the 
dynamometer, which is used partially for a non-exempt purpose – R&D – and partially for an exempt purpose – manufacturing – is subject to the exemption.  

In this case, we conclude that Emerson has not met its burden to prove entitlement to the exemption.  The appropriations request indicates that Emerson’s intent in purchasing the dynamometer was to use it for R&D.  Use of the dynamometer for R&D is not manufacturing.  At the hearing, Emerson presented evidence that the dynamometer is used approximately 15 percent of the time for modifying existing platform motors.  Emerson also introduced evidence that the dynamometer was used to some extent in testing motors from the plant and in calibrating dynamometers from the production plants.  Emerson did not show what percentage of the time the dynamometer was used for such purposes, and as this evidence is inconsistent with the appropriations request, it appears that Emerson’s use of the dynamometer for this purpose was incidental.  Tax exemptions must be strictly construed against the claimant.  Conagra, 862 S.W.2d at 917.  Emerson has not met its burden to show entitlement to the exemption on this purchase.
  
IV.  Plant Expansion


The evidence shows that the stereolithography machine, dynamometer, and CAD components increased the capacity of the MTC.  The Director argues that the MTC is not part of 
Emerson’s manufacturing plant and that an increase in Emerson’s R&D capabilities does not show that Emerson expanded its plant.  Although we may infer that the items at issue in this case increased the production capacity of Emerson’s plants, Emerson did not present direct evidence of that fact.  However, because Emerson did not establish that the purchases at issue were directly used in manufacturing a product intended to be sold ultimately for final use or consumption, we need not resolve the plant expansion issue.  
Summary


Emerson has not established its entitlement to an exemption on its purchase of the CAD system, stereolithography machine, or dynamometer.  

Therefore, Emerson is not entitled to a refund on its purchase of the stereolithography machine and CAD system.  Emerson is liable for $25,251.79 in use tax on its purchase of the dynamometer, as the Director assessed, plus interest.  Sections 144.170 and 144.720.  


SO ORDERED on September 7, 2005.



________________________________



KAREN A. WINN



Commissioner

	�Emerson filed motions to seal the record during this proceeding so that its competitive advantage could be protected.  Emerson was especially concerned that names of its customers not be disclosed.  We did not agree to seal the entire record, but as we suggested, the parties have referred to customers and projects by letters of the alphabet.  


	�No written agreement for the project is in the record--only the Global Development Agreement.  


	�Emerson’s reply brief also refers to an assembly tester purchased for use at its Philadelphia plant.  This was part of the same appropriation request as the dynamometer.  (Ex. 5.)  However, Emerson’s evidence shows that all purchases at issue in this case were in the MTC.  (Tr. at 34.)  


	�Statutory references are to the 2000 Revised Statutes of Missouri, unless otherwise noted.  


	�Sections 135.100(11), RSMo Supp. 2004; 135.200; 135.900; 135.400(8); 135.500(13); 178.892; 620.638; 620.1048.  


	�E.g., § 212.052(2), Florida Statutes;  Maryland Code, § 1-101(r) of the Tax-Property Article; Md. Ann. Code art. 81, §§ 326 and 375; N.Y. Tax Law § 1115[a][10]; Va. Code § 58-441.6(q).    





	�Tex. Tax. Gen. Ann. art. 20.04(E)(1)(b)(iv).  Wisconsin has excluded R&D from the definition of manufacturing by regulation. Wisc. Admin. Code § 11.39(2)(b).  


	�See also the Director’s Regulation 12 CSR 10-3.326, which was rescinded January 30, 2000, but was effective during the tax periods at issue.  


	�We infer that the stereolithography machine would not be used in modification projects because Emerson merely made modifications to existing motors in those projects.  


	�One court has held that molds used to produce test samples that were recycled or destroyed fell within a manufacturing exemption.  Dart Industries v. Clark, 696 A.2d 306, 311 (R.I. 1997).  However, in that case a regulation specifically provided that incidental use of production machinery in the production of samples or promotional materials does not disqualify the machinery from the exemption.  


	�The regulation provides:  


Use for nonexempt purposes--In order for the machinery and equipment to be exempt from tax it need not be used exclusively or primarily for an exempt purpose.  The purchaser must intend at the time of purchase to use and actually make material use of the machinery and equipment in an exempt capacity to qualify.  The fact that it may also be used for nonexempt purposes will not prevent the purchase of the item from qualifying for the exemption.  If several like items are purchased, some for exempt purposes and some for nonexempt purposes, only the number of items essential for the exempt use qualify for the exemption.  





As we find no cases on this issue, we express no opinion on whether this regulation correctly states the law.  


	�The Director’s Regulation 12 CSR10-111.010(4)(F), which was not in effect during the periods at issue, provides an example:  





A manufacturing company purchases various pieces of testing equipment for different purposes, including:  i) to ensure that the seller’s product meets the tolerances claimed in its marketing literature, ii) to meet the customers’ specification requirements mandated by the sales agreement, and iii) to perform research and development on potential future products.  The testing equipment for the first two (2) situations are directly used to manufacture a product intended to be sold ultimately for final use or consumption and would qualify for exemption.  The testing equipment for research and development is not directly used in manufacturing a product intended to be sold ultimately at retail and, therefore, would not qualify for exemption.  





Though the regulation was not in effect during the periods at issue in this case, it is consistent with our conclusion here.  





38
36

