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FINDINGS OF FACT AND CONCLUSIONS OF LAW


Gore Enterprise Holdings, Inc. (Holdings) filed a complaint on September 3, 1999, challenging the Director of Revenue’s August 6, 1999, final decision assessing it Missouri income tax, plus interest, for 1993 through 1995.
  Holdings claims that it is not subject to Missouri income tax because it is a holding company for patent royalty income and does not have nexus with or do business in Missouri.  


This Commission convened a hearing on the complaint on January 16, 2001.  Edward F. Downey, Juan D. Keller, John P. Barrie, and B. Derek Rose, with Bryan Cave LLP, represented Petitioners.  Senior Counsel Michael L. Murray and Legal Counsel Amy Light Mills represented the Director.  The parties elected to file written arguments.  The matter became ready for our decision on July 13, 2001, when Holdings filed the last written argument.   

Findings of Fact

Holdings’ Business

1. Holdings was formed in 1983 as a wholly-owned subsidiary of W.L. Gore (Gore).  Gore produces expanded polytetrafluoroethylene (ePTFE), a unique polymer used for purposes such as synthetic arteries, breathable fabric and glove liners (such as “Goretex”), industrial applications, and electronic applications such as coaxial cables for computers.  Gore has four divisions:  medical, industrial, electronic, and fabrics.  About 80 percent of Gore’s stock is owned by the family of one of the co-founders of the company, or by that family’s trusts.  

2. Gore formed Holdings in 1983 as a holding company for its patents.  Gore formed Holdings because it was administratively more efficient to centralize the patents developed in the various divisions.  Tax savings were also a consideration.

3. Holdings is a corporation formed under the laws of Delaware.  

4. Holdings manages the patent portfolio, collects royalties for the use of the patents, and invests the royalty proceeds in investment vehicles.  Holdings’ duties include paying patent fees to the U.S. and foreign patent offices and retaining patent lawyers as necessary.  

5. Gore transferred all of its patents to Holdings in exchange for all of Holdings’ stock.  Then Holdings licensed the patents back to Gore.  

6. The licensing agreement provides:  


Licensee and Licensor agree that Licensee shall pay to Licensor a reasonable royalty as compensation for the license granted pursuant to this Agreement.  Both parties hereto realize that during the lifetime of this Agreement, the number of patents that will be extant and the coverage and importance of those patents will vary continuously, and therefore that a fixed royalty or royalty rate cannot be established for all times. The parties therefore agree that during the month of July of each year hereafter, and for so long as this Agreement remains in force, the parties will negotiate as to both the royalty rate to be applied and 

the royalty base to be employed for the forthcoming twelve month period.  The parties shall be free, to the extent permitted by law, to base royalties on Licensee’s total sales in particular countries and/or sales of specific products, or any combination or variant of those factors, or upon any other basis agreed to between them as constituting reasonable compensation to Licensor under all of the circumstances and conditions then existing.  


For the twelve month period beginning August 1, 1983, Licensee and Licensor agree that royalties due to Licensor shall be determined as follows:  


Licensee shall pay to Licensor a royalty at the rate of 7 ½ per centum of the sales price of all products manufactured, by the Licensee in the United States and sold by the Licensee for use, disposition or consumption in the United States or any of its territories and possessions or in any foreign country; provided, however, that Licensee’s obligations for royalty payments for any calendar year shall not exceed an amount equal to the Net Income from operations of Licensee for that year.  

7. The 24 patents covered by the agreement were listed in an attached schedule, which was amended as new patents were developed.  Holdings owned over 300 patents during periods at issue in this case.  

8. The agreement further provided that Gore would have “the express and unrestricted right to sue infringers in its own name and at its own expense, to continue prosecution and/or settlement of litigation, even after termination of the exclusive license, and to retain the entire proceeds of the suit.”  Holdings retained the right to sue in the same situations.  

9. Contrary to the agreement, Gore and Holdings did not have negotiations regarding the royalty rates each July, but they had discussions acknowledging the changing patent pool and never changed the royalty rate. 

10. The agreement further provided that the license was to continue through March 31, 1989, unless renewed by the parties or otherwise terminated.  If the license was not renewed or specifically terminated by the parties, it was to become a “non-exclusive license for the life of 

the patents at a royalty rate to be mutually agreed upon between the parties.”   The agreement was not renewed or terminated and thus became a non-exclusive license for the life of the patents, including the periods at issue in this case.  

11. Gore had 13 directors during 1993, 1994, and 1995, including Burt Chase, Genevieve Gore, Bob Gore, and Ron Hill.  For 1993 and 1994, these four people were the directors of Holdings.  Bob Gore was a director of Holdings for 1995.  Gore’s officers from 1993 through 1995 were Bob Gore (president), Genevieve Gore (secretary/treasurer), Learis Donovan (assistant secretary) and Holly Williams (assistant secretary).  Holdings’ officers for 1993 and 1994 were Bob Gore (president), Genevieve Gore (secretary/treasurer), and Holly Williams (assistant secretary).  

12. During the tax periods in question, Holdings licensed its patents to only two companies:  Gore and W.L. Gore & Associates GmbH, a German subsidiary of Gore.  

13. Holdings only owns product and process patents.  It does not own any trademarks or trade names.  

14. Gore makes sales in Missouri and other states.  The primary products sold in Missouri are medical products, fabrics, and industrial products. 

15. Gore has never had any manufacturing facilities in Missouri.  During the periods at issue, it had manufacturing facilities in Delaware, Maryland, Arizona, Wisconsin, and Texas.    

16. During 1993 and 1994, Holdings did not have any employees or offices.  Its activities were carried out by Gore’s employees at Gore’s offices.  

17. During 1995, Holdings had its own office, with floor space of 120 square feet, furnished with a desk, chair, computer and file cabinet.  The annual rent was $3,780.
 

18. During 1995, Holdings had an employee, a paralegal who monitored and administered the patent portfolio for a salary of $85,610.  

19. Holdings files patent applications.  Attorneys who perform patent work for Holdings are either Gore employees or outside attorneys hired on an hourly basis.  During the periods at issue, Holdings did not reimburse Gore for legal work.  None of the patent work was done in Missouri.  

20. Holdings pays the expenses of maintaining the patent portfolio.   

21. Holdings’ office space, mailing address, post office box, bank accounts, and telephone numbers are in Delaware.  

22. Holdings has never had property, agents, offices, a mailing address, a phone number, a bank account, or payroll in Missouri.  It has never brought suit, been sued in, or entered into a contract in Missouri, except filing this appeal and any contract with its attorneys in this case.  

23. Holdings has never registered to do business in Missouri and did not file tax returns in Missouri.  

24. Holdings’ lawyers, accountants, and investment bankers have never performed services in Missouri on behalf of Holdings, except to the extent involved in this case.  

25. Outside brokers managed Holdings’ investment portfolio.  None of these brokers were in Missouri.  

26. Holdings had the following income for the periods at issue:  



1993
1994
1995

Dividends
$5,390,746
$6,933,547
$9,291,624


Interest
$1,443,374
$2,349,435
$4,889,636


Royalties
$42,885,666
$50,236,626
$56,409,908


Net capital gain
$806,078
$0

$812,091


Other
($372,758)
$220,417
$185,851


Total
$50,153,106
$59,740,025
$71,589,110

27. The royalties that Gore paid to Holdings were as follows:
  


1993
$35,278,575


1994
$41,112,300


1995
$45,140,550

28. Holdings’ royalties from Gore’s Missouri sales were as follows:  


1993
$342,987


1994
$474,817


1995
$348,614

29. Holdings did not file any state income tax returns for the periods at issue, but filed information returns with Delaware.  

The Director’s Audit
30. The Director conducted an audit of Gore and discovered the existence of Holdings.  The Director did not disallow a deduction for the royalties on the part of Gore.  Concluding that Holdings was subject to Missouri income tax, the auditor used the multistate three-factor method of apportionment.  

31. The auditor computed the sales factor by dividing Gore’s sales to Missouri customers by Gore’s sales everywhere.  The auditor did not take into account that Gore was not the only source of Holdings’ royalty income during the periods at issue.  

32. The auditor determined that Holdings had royalty income from Gore’s Missouri sales as follows:
  


1994
$418,636


1995
$579,132


1996
$435,628

33. The auditor treated Holdings’ income from dividends, interest, net capital gain, and “other income” as business income.  

34. For 1993 and 1994, the auditor determined that Holdings had no property or payroll; thus, the auditor did not use a property or payroll factor in the multistate three-factor apportionment formula, and used a denominator of one in that formula.  For 1995, the auditor determined that Holdings had no payroll; thus, the auditor did not use a payroll factor in the three-factor formula, and used a denominator of two in the formula.  

35. The auditor determined that Holdings was liable for Missouri income tax as follows:  


1993
$15,329


1994
$33,807


1995
$12,975

36. The Director issued notices of deficiency in the amount of tax determined by the auditor, plus interest.  The Director also assessed additions for 1993 and 1995.  Holdings protested.

37. On August 6, 1999, the Director issued a final decision upholding the assessments of tax and interest, but abating additions to tax. 

The Director’s Procedures
38. Prior to the decision of the South Carolina Supreme Court in Geoffrey, Inc. v. South Carolina Tax Comm’n, 437 S.E.2d 13 (S.C.), cert. denied, 114 S.Ct. 550 (1993),  the Director did not have a “policy” regarding the taxability of royalty income from the use of trademarks, trade names, and patents in Missouri because the Department of Revenue was not aware of the issue.  

39. In October 1996, the Director published a section on nexus for intangible property in the auditors’ Corporate Income Tax Manual.  That section summarized the South Carolina Supreme Court’s decision in Geoffrey, and listed five “critical facts” to consider in determining whether the licensing of intangibles for use in Missouri would create nexus with Missouri.  One of these factors was:  “Focus on holding companies.”  The reason for focusing on holding companies was because they are where royalty payments are likely to be found.  

40. The Director would treat royalty income the same way regardless of whether the trademarks or patents were transferred to a related corporation or an unrelated corporation. 

Calculation
41. Holdings had non-business income as follows:  


1993
1994
1995

Dividends

$1,060,194
$868,953
$932,325


Interest

$3,939,087
$5,137,415
$4,822,196


Net capital gain

$806,078
$0
$812,091


Other

$(372,758)
$220,417
$185,851


Total 
$5,432,601
$6,226,785
$6,752,463


Portfolio expenses

$193,856
$95,381
$182,382


Net non-business income
$5,238,745
$6,131,404
$6,570,081

42. Assuming that Holdings is subject to Missouri income tax and that the payroll factor is eliminated from the multistate three-factor apportionment formula, Holdings’ tax is 

computed as follows:
  


1993
1994
1995


Federal taxable income

$45,028,804
$52,530,267
$61,450,174


+ Additions
$3,263,167
$4,287,148
$3,525,960


– Subtractions

$767,454
$1,499,168
$3,593,400

= Balance
$47,524,517
$55,318,247
$61,382,734


– Federal income tax deduction

$15,820,321
$9,034,424
$10,261,262

= Balance
$31,704,196
$46,283,823
$51,121,472


Apportionment fraction

.400%
.473%
.309%


x Income percentage

.356%
.421%
.276%

= Missouri taxable income

$112,867
$194,855
$141,095


x Tax rate

.05
.0625
.0625

Tax
$5,643
$12,178
$8,818

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Holdings has the burden to prove that it is not liable for the amounts that the Director assessed.  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).

I. Doing Business

Section 143.071.1 imposes the Missouri income tax on the taxable income of corporations.  Section 143.431.1 provides:  


The Missouri taxable income of a corporation taxable under sections 143.011 to 143.996 shall be so much of its federal taxable income for the taxable year . . . as is derived from sources within Missouri as provided in section 143.451. . . .

(Emphasis added.)  For purposes of the Missouri income tax, a corporation is defined to include:  


Every corporation . . . organized, authorized, or existing under the laws of this state, and every corporation . . . licensed to do business in this state, or doing business in this state, and not organized, authorized, or existing under the laws of this state[.]

Section 143.441.1(1).  Holdings argues that it is not doing business in this state because it has no property, employees, or sales in this state.


However, Holdings holds intangible personal property.  Its patents, by definition, are incorporeal.  Therefore, Holdings does not exercise a corporate franchise, as many companies 

do, by coming into Missouri and making sales of some tangible object.  Holdings generates 

royalty income from Missouri sales.  Holdings argues that the manufacture of the products, not sales, generates the obligation to make royalty payments, and none of the products are manufactured in Missouri.  It argues that sales are merely the measure of the royalty payments.
  However, without sales there would be no royalty payments.  A patent grants the exclusive right to manufacture and sell a product.  35 U.S.C. section 271(a).  Holdings licenses its patents to generate royalties based on sales.  Holdings does business in Missouri by licensing its intangible assets to generate royalty income from Missouri sales.  

II. Constitutional Issues


Holdings argues that the imposition of tax against it violates the Due Process clause of the Missouri and United States constitutions and the Commerce Clause of the United States Constitution because it has no nexus with the State of Missouri and thus cannot be subjected to Missouri income tax liability.  


This Commission does not have the authority to declare a statute unconstitutional or to otherwise exercise functions reserved for the judiciary.  Therefore, we proceed carefully so as not to invade the purview of the courts.  Nexus is a threshold issue, and it is difficult to exercise our function under section 621.050 to resolve disputes between taxpayers and the Director unless we determine whether the taxpayer has nexus with the State of Missouri.  Although we cannot declare a statute unconstitutional, we have a duty to apply the law consistently with the United States and Missouri constitutions.  Duncan v. Missouri Bd. for Architects, Prof’l Eng’rs and Land Surveyors, 744 S.W.2d 524, 531 n.3 (Mo. App., E.D. 1988).  We find that the imposition 

of Missouri income tax upon Holdings is consistent with the United States and Missouri constitutions.  


In Quill Corp. v. North Dakota, 112 S.Ct. 1904 (1992), the court addressed the taxability of a seller of office equipment and supplies that conducted business through catalogs, flyers, advertisements and telephone calls, but had no employees or property in the taxing state.  The court re-examined its earlier ruling, in National Bellas Hess, Inc. v. Department of Revenue of Illinois, 87 S.Ct. 1389 (1967), that a business could not be subjected to use tax under such circumstances.  The Due Process Clause requires “some definite link, some minimum connection, between a state and the person, property or transaction it seeks to tax,” and that the “income attributed to the State for tax purposes must be rationally related to values connected with the taxing State.” Quill, 112 S.Ct. at 1909-10.  The Court continued:  

Our due process jurisprudence has evolved substantially in the 25 years since Bellas Hess, particularly in the area of judicial jurisdiction.  Building on the seminal case of International Shoe Co. v. Washington, 326 U.S. 310, 66 S.Ct. 154, 90 L.Ed. 95 (1945), we have framed the relevant inquiry as whether a defendant had minimum contacts with the jurisdiction “such that the maintenance of the suit does not offend ‘traditional notions of fair play and substantial justice.’”  Id., at 316, 66 S.Ct., at 158 (quoting Milliken v. Meyer, 311 U.S. 457, 463, 61 S.Ct. 339, 343, 85 L.Ed. 278 (1940)).  In that spirit, we have abandoned more formalistic tests that focused on a defendant’s “presence” within a State in favor of a more flexible inquiry into whether a defendant’s contacts with the forum made it reasonable, in the context of our federal system of Government, to require it to defend the suit in that State.  In Shaffer v. Heitner, 433 U.S. 186, 212, 97 S.Ct. 2569, 2584, 53 L.Ed.2d 683 (1977), the Court extended the flexible approach that International Shoe had prescribed for purposes of in personam jurisdiction to in rem jurisdiction, concluding that “all assertions of state- court jurisdiction must be evaluated according to the standards set forth in International Shoe and its progeny.”

Applying these principles, we have held that if a foreign corporation purposefully avails itself of the benefits of an economic market in the forum State, it may subject itself to the State’s in personam jurisdiction even if it has no physical presence 

in the State.  As we explained in Burger King Corp. v. Rudzewicz, 471 U.S. 462, 105 S.Ct. 2174, 85 L.Ed.2d 528 (1985): 
”Jurisdiction in these circumstances may not be avoided merely because the defendant did not physically *308 enter the forum State.  Although territorial presence frequently will enhance a potential defendant's affiliation with a State and reinforce the reasonable foreseeability of suit there, it is an inescapable fact of modern commercial life that a substantial amount of business is 

transacted solely by mail and wire communications across state lines, thus obviating the need for physical presence within a State in which business is conducted.  So long as a commercial actor's efforts are 'purposefully directed' toward residents of another State, we have consistently rejected the notion that an absence of physical contacts can defeat **1911 personal jurisdiction there." Id., at 476, 105 S.Ct. at 2184 (emphasis in original).

Comparable reasoning justifies the imposition of the collection duty on a mail-order house that is engaged in continuous and widespread solicitation of business within a State.  Such a corporation clearly has “fair warning that [its] activity may subject [it] to the jurisdiction of a foreign sovereign.”  Shaffer v. Heitner, 433 U.S., at 218, 97 S.Ct., at 2587 (STEVENS, J., concurring in judgment).  In “modern commercial life” it matters little that such solicitation is accomplished by a deluge of catalogs rather than a phalanx of drummers:  The requirements of due process are met irrespective of a corporation’s lack of physical presence in the taxing State.  Thus, to the extent that our decisions have indicated that the Due Process Clause requires physical presence in a State for the imposition of duty to collect a use tax, we overrule those holdings as superseded by developments in the law of due process.

In this case, there is no question that Quill has purposefully directed its activities at North Dakota residents, that the magnitude of those contacts is more than sufficient for due process purposes, and that the use tax is related to the benefits Quill receives from access to the State. We therefore agree with the North Dakota Supreme Court's conclusion that the Due Process Clause does not bar enforcement of that State's use tax against Quill.

Id. at 1910-11.  Thus, a mail-order house that is engaged in continuous and widespread solicitation of business within a state may be subject to use tax because it has purposefully directed its activities at the residents of that state.  


We find taxation of Holdings wholly consistent with Due Process, as it has purposefully availed itself of the benefits of Missouri’s economic market.  Holdings licensed its patents to generate royalty income from Missouri and other states.  Holdings then earned income from the sales of the patented products in Missouri.  We see nothing fundamentally unfair or that would offend notions of substantial justice in subjecting Holdings to Missouri income tax based on these contacts with Missouri.  


Art. I, section 8, clause 3, of the United States Constitution authorizes Congress to “regulate Commerce . . . among the several States.”  The clause has been construed as also having a “negative” or “dormant” aspect, thus limiting the power of the states to levy taxes on interstate commerce, as that domain has been constitutionally reserved to the United States Congress.  Quill, 112 S.Ct. at 1911.  State taxes have been upheld under the Commerce Clause as long as the taxes (1) are applied to an activity having a substantial nexus with the taxing state; (2) are fairly apportioned; (3) do not discriminate against interstate commerce; and (4) are fairly related to the services provided by the state.  Complete Auto Transit, Inc. v. Brady, 97 S.Ct. 1076 (1977).  In Quill, 112 S.Ct. at 1913, the court held that the substantial nexus requirement is not, like the due process nexus requirement, a proxy for notice, but a limit on “the reach of state taxing authority so as to ensure that state taxation does not unduly burden interstate commerce.”  The court also stated:  

The State Supreme Court reviewed our recent Commerce Clause decisions and concluded that those rulings signaled a “retreat from the formalistic constructions of a stringent physical presence test in favor of a more flexible substantive approach” and thus supported its decision not to apply Bellas Hess. . . .[A]lthough our Commerce Clause jurisprudence now favors more flexible balancing analyses, we have never intimated a desire to reject all established “bright-line” tests.  Although we have not, in our review of other types of taxes, articulated the same physical-presence requirement that Bellas Hess established for sales and use taxes, that silence does not imply repudiation of the Bellas Hess rule. . . . [T]he 

bright-line rule of Bellas Hess furthers the ends of the dormant Commerce Clause.  Undue burdens on interstate commerce may be avoided not only by a case-by-case evaluation of the actual burdens imposed by particular regulations or taxes, but also, in some situations, by the demarcation of a discrete realm of commercial activity that is free from interstate taxation.   Bellas Hess followed the latter approach and created a safe harbor for vendors “whose only connection with customers in the [taxing] State is by common carrier or the United States mail.”  Under Bellas Hess, such vendors are free from state-imposed duties to collect sales and use taxes.  

Like other bright-line tests, the Bellas Hess rule appears artificial at its edges:  Whether or not a State may compel a vendor to collect a sales or use tax may turn on the presence in the taxing State of a small sales force, plant, or office.  This artificiality, however, is more than offset by the benefits of a clear rule.  Such a rule firmly establishes the boundaries of legitimate state authority to impose a duty to collect sales and use taxes and reduces litigation concerning those taxes.    

Id. at 1914-15 (citations and footnotes omitted).  


Holdings interprets the highlighted language as a statement that physical presence is required before a state may subject a business to a tax.  We believe that reading is incorrect.  The physical presence requirement has been applied to sales and use taxes.  The court specifically stated that it has not articulated that requirement for other types of taxes; the Bellas Hess rule was still applied to sales and use taxes.  Income tax is different because intangibles, such as those at issue here, may earn income in the taxing state, even though their owner has no physical presence in that state.  As noted in Michael T. Fatale, State Tax Jurisdiction and the Mythical “Physical Presence” Constitutional Standard, 54 Tax Lawyer 105, 107 (Fall 2000), “a corporation, though designated as a ‘person’ for purposes of various legal requirements including tax filings, is a mere legal construct that is not in fact present anywhere.”  We do not countenance the use of a mere legal construct to shelter income from taxation in the state from 
whose revenue stream the income was derived, as the Supreme Court has plainly ruled that 
physical presence is not required.  In Mobil Oil Corp. v. Commissioner of Taxes of Vermont, 100 S.Ct. 1223, 1236 (1980), the taxpayer argued that taxation of its apportioned dividends by Vermont was not constitutionally permissible.  The taxpayer argued that Vermont’s tax subjected interstate business to a burden of duplicative taxation and that any apportioned tax on its dividends would place an undue burden on that income because New York, its state of commercial domicile, had the authority to tax dividend income without apportionment.  The Court stated:  

Although we do not now presume to pass on the constitutionality of a hypothetical New York tax, we may assume, for present purposes, that the State of commercial domicile has the authority to lay some tax on appellant’s dividend income as well as on the value of its stock.  But there is no reason in theory why that power should be exclusive when the dividends reflect income from a unitary business, part of which is conducted in other States.  In that situation, the income bears relation to benefits and privileges conferred by several States.  These are the circumstances in which apportionment is ordinarily the accepted method.  Since Vermont seeks to tax income, not ownership, we hold that its interest in taxing a proportionate share of appellant’s dividend income is not overridden by any interest of the State of commercial domicile.  

Id. (emphasis added). In International Harvester Co. v. Wisconsin Dep’t of Taxation, 64 S.Ct. 1060, 1064 (1944), the Court stated:  

Personal presence within the state of the stockholder-taxpayers is not essential to the constitutional levy of a tax taken out of so much of the corporation’s Wisconsin earnings as is distributed to them.  A state may tax such part of the income of a non-resident as is fairly attributable either to property located in the state or to events or transactions which, occurring there, are subject to state regulation and which are within the protection of the state and entitled to the numerous other benefits which it confers. . . . We think that Wisconsin may constitutionally tax the Wisconsin earnings distributed as dividends to the stockholders.  It has 
afforded protection and benefits to appellant’s corporate activities and transactions within the State.  These activities have given rise 
to the dividend income of appellants’ stockholders and this income 
fairly measures the benefits they have derived from these Wisconsin activities.  


The tax at issue is the Missouri corporate income tax, which is imposed alike on the income of corporations that do business solely in Missouri and on the apportioned Missouri income of multistate corporations.  We do not find that the imposition of the tax on Holdings is an unfair or undue burden on interstate commerce.
   


We recognize that patents are different from trademarks and trade names, and that we have found no other cases involving patents transferred to holding companies.  “Unlike patents or copyrights, trademarks are not separate property rights.  They are integral and inseparable elements of the good will of the business or services to which they pertain.”  Visa, U.S.A., Inc. v. Birmingham Trust Nat’l Bank, 696 F.2d 1371, 1375 (Fed. Cir. 1982).  A trademark or trade name “is merely a symbol of goodwill; it has no independent significance apart from the goodwill it symbolizes.”  Marshak v. Green, 746 F.2d 927, 929 (2nd Cir. 1984).  However, the patent, like a trademark, produces income in the state where the product is sold.  The patent grants the exclusive right to manufacture and sell a product.  See 35 U.S.C. section 271(a).  Without the sales, there would be no royalty income.  Therefore, we find that the legal principles stated in cases regarding trademark royalty income are applicable to the patent income in this case as well, particularly under the facts of this case, where control to structure the licensing agreement and the flow of income is present.  

Our holding is in accord with the decisions of appellate courts in other jurisdictions involving trademarks that are transferred to holding companies.  In Kmart Properties, Inc. v. Taxation and Revenue Dep’t, No. 21,140, slip op. at 35 (N.M. App., Nov. 27, 2001),
 the New Mexico Court of Appeals ruled that Kmart Properties, Inc. (KPI), a holding company formed for the purpose of holding title to and managing the trademarks, trade names, and service marks of Kmart Corporation, was subject to income tax in the State of New Mexico.   Kmart transferred ownership of the marks to KPI, and the two corporations entered into a licensing agreement whereby KPI granted Kmart the exclusive right to use the marks in the United States and its territories.  Both companies were incorporated in Michigan, where there headquarters and principal places of business were located.  KPI rented offices one block from Kmart’s corporate headquarters, where KPI housed its employees, all of whom were transferred from Kmart.   In regard to Due Process, the court stated:  

KPI takes a narrow view of its licensing agreement with Kmart Corporation that ignores its substance.  The licensing agreement ties KPI to New Mexico, and to other states outside of Michigan 
where Kmart has its stores. . . .  The parties have stipulated that, at the time KPI signed the licensing agreement, Kmart owned and operated approximately twenty-two stores in New Mexico.  On October 30, 1991, when Kmart transferred ownership of its marks to KPI and KPI licensed its use back to Kmart, those marks continued to be used, much as before, at the same Kmart stores in New Mexico. . . .  KPI allowed Kmart Corporation to use its marks in New Mexico, in exchange for 1.1 percent of a specific revenue stream generated in New Mexico.  That revenue gave KPI, as the recipient of a direct pecuniary benefit, a clear stake in New Mexico’s consumer market.  By allowing its marks to be used in New Mexico to generate income, KPI “purposefully avail[ed] itself of the benefits of an economic market in the forum State.”  Quill, 504 U.S. at 307; . . . 
Id. at 9-10.  In regard to the Commerce Clause, the court stated:  
In considering the scope of Quill, we turn first to the text of the opinion.  The Supreme Court repeatedly emphasized a narrow focus upon sales and use taxes and the need to retain a bright-line test of physical presence for the benefit of an interstate mail-order industry that had relied upon such a test for sales and use taxes. . . . In that same text, the Court leaves the clear impression that it was not applying the Bellas Hess physical-presence requirement to any other taxes.  The Court acknowledged that it had “not, in our review of other types of taxes, articulated the same physical-presence requirement that Bellas Hess established for sales and use taxes. . . .  It is also evident from Quill that a sales and use tax can impose a special burden on interstate commerce beyond just the payment of money.  Unlike an income tax, a sales and use tax can make the taxpayer an agent of the state, obligated to collect the tax from the consumer at the point of sale and then pay it over to the taxing entity.  Whereas, a state income tax is usually paid only once a year, to one taxing jurisdiction and at one rate, a sales and use tax can be due periodically to more than one taxing jurisdiction within a state and at varying rates.  See id. at 313 n.6.  Thus, collecting and paying a sales and use tax can impose additional burdens on commerce that the Supreme Court has repeatedly identified in prior opinions. . . . We also observe that applying a physical-presence requirement to state income taxes would be a marked departure from established precedent.  See, e.g., New York ex rel. Whitney v. Graves, 299 U.S. 366, 372 (1937); Int’l Harvester Co., 322 U.S. at 441-42.  See generally Jerome R. Hellerstein & Walter Hellerstein, State Taxation:  Constitutional Limitations and Corporate Income and Franchise Taxes ¶ 6.08 (3d ed. 1907-2000) (stating a corporation that regularly exploits state 
markets should be subject to its state income tax whether or not it is physically present); Michael T. Fatale,  State Tax Jurisdiction and the Mythical “Physical Presence” Constitutional Standard, 
54 Tax Law. 105, 131 (“In general, the state court cases determine that, when a taxpayer has income derived from a state’s economic market, the taxpayer is subject to that state’s income tax.”).  
Id.; see also Borden Chemicals and Plastics, L.P. v. Zehnder, 726 N.E.2d 73 (Ill. App. 2000) (physical presence requirement does not apply to income tax).  

Geoffrey, Inc. v. South Carolina Tax Comm’n, 437 S.E.2d 13 (S.C. 1993), is also remarkably similar to the present case.  Geoffrey was a subsidiary of Toys R Us and was incorporated in Delaware, with its principal offices in that state.  Geoffrey had no employees, 

offices, or tangible property in South Carolina.  Geoffrey became the owner of trademarks and trade names such as “Toys R Us,” and executed a license agreement allowing Toys R Us to use the “Toys R Us” trade name, as well as other trademarks and trade names.  As consideration for the licenses, Geoffrey received a royalty of one percent of the net sales of Toys R Us.  The court first analyzed nexus under the Due Process clause.  Id. at 18-19.  The court held that the nexus requirement could be satisfied for purposes of an income tax, even where the corporation has no physical presence in the taxing state, if the corporation has purposefully directed its activity at the state’s economic forum.  Id. at 19 (citing Quill 112 S.Ct. at 1909-10).  The court stated:  

In our view, Geoffrey has not been unwillingly brought into contact with South Carolina through the unilateral activity of an independent party.  Geoffrey’s business is the ownership, licensing, and management of trademarks, trade names, and franchises.  By electing to license its trademarks and trade names for use by Toys R Us in many states, Geoffrey contemplated and purposefully sought the benefit of economic contact with those states.  Geoffrey has been aware of, consented to, and benefited from Toys R Us’s use of Geoffrey’s intangibles in South Carolina.  Moreover, Geoffrey had the ability to control its contact with South Carolina by prohibiting the use of its intangibles here as it did with other states.  We reject Geoffrey’s claim that it has not purposefully directed its activities toward South Carolina’s economic forum and hold that by licensing intangibles for use in South Carolina and receiving income in exchange for their use, Geoffrey has the “minimum connection” with this State that is required by due process.  

Id.  The court also found that the second prong of the Quill test had been met because South Carolina had conferred benefits upon Geoffrey to which the challenged tax is rationally related.  Id. at 21.  The Geoffrey court continued:  

The real source of Geoffrey’s income is not a paper agreement, but South Carolina’s Toys R Us customers.  By providing an orderly society in which Toys R Us conducts business, South Carolina has made it possible for Geoffrey to earn income pursuant to the royalty agreement.  That Geoffrey has received protection, benefits, and opportunities from South Carolina is manifested by 

the fact that it earns income in this state.  That the tax is rationally related to these protections, benefits, and opportunities is evidenced by the fact that the State seeks to tax only that portion of Geoffrey’s income generated within its borders.  

Id. at 22 (citations omitted).  


The Geoffrey court also addressed the Commerce Clause:  

Geoffrey contends that it does not have a substantial nexus with South Carolina because it is not physically present in this state.  In our view, Geoffrey’s reliance on the physical presence requirement of Bellas Hess is misplaced.  [FN4.  The U.S. Supreme Court recently revisited the physical presence requirement of Bellas Hess and, while reaffirming its vitality as to sales and use taxes, noted that the physical presence requirement had not been extended to other types of taxes.  Quill, 504 U.S. at ___, 112 S.Ct. at 1914, 119 L.Ed2d at 108.]   . . . We hold that by licensing intangibles for use in this State and deriving income from their use here, Geoffrey has a “substantial nexus” with South Carolina.

437 S.E.2d at 18.  As we have analyzed the law, we find that taxation of Holdings is completely consistent with Due Process and the Commerce Clause. 


We note that the parties have devoted discussion in their briefs to the interrelationship between Gore and Holdings.  The Director suggests that due to their interrelationship, the actions of Gore, doing business in Missouri, are attributable to Holdings.  As we have noted in our findings, Gore remained under control of one family, and there was a commonality between the officers and directors of Gore and Holdings.  Because Gore and Holdings were a unitary business and were functionally integrated, we could easily rule that Gore’s business activity in Missouri may be attributed to Holdings and that physical presence is established.  However, we need not reach that issue to hold that taxation of Holdings is consistent with the cited constitutional provisions, based on the income that Holdings earned in Missouri.  


Holdings also argues that the imposition of tax against it violates the Equal Protection clauses of the United States and Missouri constitutions and the uniformity clause of the Missouri Constitution, Mo. Const. art. X, section 3, because the taxation is not uniform upon all taxpayers in the same class.  Mo. Const. art. X, section 3, requires that all taxes “shall be uniform upon the same class or subclass of subjects within the territorial limits of the authority levying the tax.”  Holdings argues that the Director attempts to tax out-of-state corporations that transfer the right to use trademarks and patents to related corporations in Missouri while not taxing out-of-state corporations that transfer the right to use trademarks and patents to unrelated corporations.  However, there is no evidence that this is the Director’s position.  On the contrary, the evidence establishes that the Director would treat royalty income the same way regardless of whether the patents were transferred to a related corporation.  

III.  Apportionment


Holdings’ royalty income from Missouri sales is derived from sources within Missouri.  See section 143.431.1.  The parties agree that if Holdings is determined to have nexus with Missouri, it is entitled to use the multistate three-factor method of apportionment.  Under the multistate three-factor method of apportionment, a corporation’s business income is multiplied by a fraction, the numerator of which consists of a property factor, payroll factor, and sales factor, and the denominator of which is three.  Section 32.200, art. IV, sec. 9.  The Director concedes that Holdings’ dividends, interest, net capital gains, and “other income” may be classified as non-business income, which is not subject to apportionment.
  


The Director argues the applicability of section 32.220, art. IV, sec. 18, which provides:  

If the allocation and apportionment provisions of this article do not fairly represent the extent of the taxpayer’s business activity in this state, the taxpayer may petition for or the tax administrator may require, in respect to all or any part of the taxpayer’s business activity, if reasonable:  

*   *   *


(2) the exclusion of any one or more of the factors; 

*   *   *


(4) the employment of any other method to effectuate an equitable allocation and apportionment of the taxpayer’s income.  

(Emphasis added).  The Director argues that the three-factor formula does not fairly represent the extent of Holdings’ business activity in this state because it has little or no property factor, yet would be able to use a denominator of three under the multistate three-factor formula.  


We agree that the three-factor formula does not fairly represent the extent of Holdings’ business activities in this state.  Holdings did not have any offices in 1993 and 1994, and its office rental for 1995 was minimal in relation to its huge royalty income.  See section 32.200, 

art. IV, sec. 11.  Therefore, we agree that the property factor should be eliminated from the formula, and that the apportionment fraction should thus be computed with a sales factor and a payroll factor and a denominator of two.  Even under this method, the payroll factor is zero because Holdings had no payroll in Missouri.  Section 32.200, art. IV, sec. 13.  


The sales factor is a fraction, the numerator of which is the total sales of the taxpayer in this state during the tax period, and the denominator of which is the total sales of the taxpayer everywhere during the tax period.  Holdings argues that the sales factor is zero because none of Petitioners’ income-producing activity is performed in Missouri.  Under section 32.200, art. IV, sec. 17:  


Sales, other than sales of tangible personal property, are in this state if: 


(1) the income-producing activity is performed in this state; or 


(2) the income-producing activity is performed both in and outside this state and a greater proportion of the income-producing activity is performed in this state than in any other state, based on costs of performance.

Regulation 12 CSR 10-2.075(56) provides:  

The term income-producing activity applies to each separate item of income and means the transactions and activity directly engaged in by the taxpayer in the regular course of its trade or business for the ultimate purpose of obtaining gains or profit.  This activity does not include transactions and activities performed on behalf of a taxpayer, such as those conducted on its behalf by an independent contractor.  Accordingly, income-producing activity includes, but is not limited to, the following:  

*   *   *


(D) The sale, licensing or other use of intangible personal property.  


Holdings argues that the licensing of the patents occurred in other states and that the patents are used in manufacturing in other states; thus, none of the income-producing activity occurred in Missouri.  Even if this is true, section 32.200, art. IV, section 18(4), allows the employment of alternative methods to effectuate an equitable allocation and apportionment of the taxpayer’s income.  Holdings argues that the manufacture of the products triggered the obligations to pay patent royalties under the licensing agreement, even though the royalties are measured by sales.  However, under the licensing agreement, the patent income was earned on the basis of product sales.  If there had been no product sales, there would be no royalties under the agreement.  We believe that attributing the income to the state where the products were sold, thus generating the royalty income, is an equitable method of apportionment.  Therefore, we treat such income, 

earned in Missouri, as Missouri “sales” for purposes of the three-factor apportionment formula.  See Hellerstein & Hellerstein, I State Income Taxation  ¶ 9.09[4] (2nd ed.1993).

IV.  Prospective Application 

Holdings argues that a ruling in favor of the Director would be an unexpected decision.  Under section 143.903, an unexpected decision, which a reasonable person would not have expected, based on prior law, previous policy or regulation of the Department of Revenue, is applied only after the most recently ended tax period.   Section 143.903 applies when the result in a case “overrules a prior case or invalidates a previous statute, regulation or policy of the director of revenue and the decision was not reasonably foreseeable.”  First Nat’l Bank of Callaway County v. Director of Revenue, 931 S.W.2d 471, 473 (Mo. banc 1996).


Holdings argues that a decision in favor of the Director would be contrary to the Director’s previous policy.  We disagree.  Before the Director began taxing royalty holding companies after Geoffrey, the Director did not have a policy regarding such because it was a non-issue.  The Director’s decision to pursue collections under the reasoning of Geoffrey was not a change in the Director’s policy, but simply an awareness, that was not there before, that there was a new issue possibly resulting in tax liability.  Therefore, we conclude that our decision in this case is not an unexpected decision.  


Similarly, Holdings relies on section 32.053, which provides that any final decision of the Director that is a result of a change in policy affecting a particular class of persons shall only be applied prospectively.  Because this was not a change in the Director’s policy, section 32.053 does not apply.  

V. Calculation

We conclude that Holdings is liable for Missouri income tax.  However, we render the ultimate administrative decision.  We have concluded that Holdings’ interest, dividends, net 

capital gains, and “other income” may be regarded as non-business income and that the property factor should be eliminated from the apportionment formula.  Therefore, we have recalculated the amount of tax due as follows:  


1993
$5,643


1994
$12,178


1995
$8,818

The Director abated additions to tax; thus, Holdings is not liable for additions.  


Interest applies as a matter of law.  Section 143.731.1.  Holdings is liable for interest as the Director assessed, plus additional interest that has accrued.  

Summary


Holdings has not paid income tax to any state, yet it earns royalty income by licensing its patents to earn income in various states, including Missouri.  We conclude that taxation of the income that Holdings earned from Missouri is consistent with Due Process, the Commerce Clause, Equal Protection, and the uniformity clause, as that income is from Missouri sources.


Elimination of the property factor from the apportionment formula is appropriate in order to fairly represent the extent of the taxpayer’s business activity in this state.    


Our decision is not unexpected or in violation of section 32.053.  


We conclude that Holdings is liable for Missouri income tax as follows, plus interest:


1993
$5,643


1994
$12,178


1995
$8,818

Holdings is not liable for additions to tax.  


SO ORDERED on January 3, 2002.



________________________________



SHARON M. BUSCH



Commissioner












	�Denotes a tax year beginning on April 1 of that year and ending on March 31 of the following year.  


	�This was the figure that Holdings gave in response to the Director’s second interrogatories.  (Ex. G, at 4-5.)  However, the consolidated profit and loss statement shows a figure of $4,380.  (Ex. 8 at 19.)  We find the discrepancy immaterial in light of our resolution of the case.  


	�Royalties from Gore’s German subsidiary are not at issue in this case.  





	�In written argument, the Director states that she agrees with revised amounts, as set forth in our Finding 28 (based on Ex. 15 at 3), rather than the amounts that the auditor found.  


	�Total dividends minus special deductions (Ex. 8 at 5 (line 4 and 29b), 12, and 19).  See also Ex. C, at 106, lines 4 and 29b, and 107, Schedule C, lines 19 and 20, for example.  





	�Per profit and loss statements (Ex. 8 at 5, 12, and 19) + municipal interest (Ex. 15 at 2, line 2), minus interest on U.S. exempt obligations (Ex. 15 at 2, line 3). 





	�Ex. 8 at 5, 12, and 19.  





	�Ex. 8 at 5, 12, and 19. 





	�Ex. G, at 3.


 


	�The parties have raised no issue as to the calculation of the taxes, assuming that Holdings is subject to tax and that this Commission determines a method of apportionment.  We have been aided greatly by the Director’s written argument, which sets forth the Director’s calculations based on the Director’s concession that some of the income is non-business income.  Holdings’ reply brief addresses the legal questions but does not dispute the calculations if we rule for the Director on the law.  





	�Ex. C, at 57, 84, and 111.  





	�Interest on U.S. exempt obligations.  (Ex. 15 at 2, line 3.)  Sections 143.431.2 and 143.121.3(a), RSMo 1994.  





	�Ex. C, at 57, 84, and 111.  Section 143.431.2, RSMo 1994.  





	�Ex. 15 at 3, line 8.  





	�Computation based on Form MO-MS, Part A, line 6.  For an example, see Ex. C., at 74.  The Director’s Form MO-MS accounts for section 143.451.8, RSMo 1994, and also for the fact that only the business income of the corporation, and not non-business income, is subject to apportionment.  Section 32.200, art. IV, sections 4 and 9.  See Southwestern Bell Telephone Co. v. Director of Revenue, No. 97-2203 RI (Mo. Admin. Hearing Comm’n Oct. 7, 1999).





	�Balance x income percentage. 





	�Section 143.071, RSMo 1994.   





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


	�We recognize that industrial processes, as well as products, may be patented.  However, because the royalties at issue are based on product sales, we focus on product patents.  


	�We also note Amway Corp. v. Director of Revenue, 794 S.W.2d 666 (Mo. banc 1990), where the court found nexus for Missouri income tax based on the solicitation of sales of independent distributorships.  However, that decision pre-dates Quill.   


	�We recognize that this opinion may not be final as of the date of this decision.  However, we agree with the court’s reasoning, which upheld the conclusions of the New Mexico hearing officer.  





	�Section 32.200, art. IV, sec. 1, defines business income as “income arising from transactions and activity in the regular course of the taxpayer’s trade or business and includes income from tangible and intangible property if the acquisition, management, and disposition of the property constitute integral parts of the taxpayer’s regular trade or business operations.”  
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