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DECISION


The capital gains that J.R. Simplot Company (“Taxpayer”) made on its sale of common stock of Micron Technology, Inc. (“Micron”) in tax years 1998, 1999, and 2000, are 

nonbusiness income under the Multi-State Tax Compact. 

Procedure


Taxpayer filed a complaint appealing the Director’s final decision regarding Taxpayer’s income tax liability for tax years 1998, 1999, and 2000.  Richard G. Smith, with Hawley Troxell Ennis & Hawley LLP, of Boise, Idaho, entered an appearance pro hac vice and represented Taxpayer.  Mo. Rule 9.03.  J. Dale Youngs and Patrick D. Kuehl, Jr., with Blackwell Sanders Peper Martin, LLP, entered their appearance as local counsel.  The parties waived hearing and submitted the case on a Joint Stipulation of Facts.  The final brief was filed on January 31, 2005.  

Findings of Fact

1. Taxpayer is the parent company of J.R. Simplot Company and Subsidiaries.  Taxpayer is incorporated in Delaware and has corporate headquarters located at 999 West Main Street, Boise, Idaho.

Source of Capital Gains at Issue

2.
Taxpayer is the parent company of J.R. Simplot Company and Subsidiaries, a major frozen food processing and agribusiness chemical company, with annual sales of nearly $3 billion and more than 12,000 employees in the United States, Canada, Mexico, China, and Australia.  The business was founded by J.R. Simplot decades ago.  During the tax years at issue, the parent company’s businesses were broken down into five business groups:

a. The food products group, which comprises Taxpayer’s potato, fruit and vegetable processing operations.  The company is known for its frozen french fries, distributed through restaurant outlets, but is also a global supplier of many vegetable and potato products.

b. The mineral and chemical group, which manufactures and markets fertilizers and agricultural chemicals.  The company owns and operates a large phosphate mine, several manufacturing facilities that produce fertilizer and other agricultural products, and 85 farm service centers throughout the West and Midwest from which the company markets its products and services.

c. The agricultural group, which farms and ranches in the Northwest and includes three feedlots and approximately 70,000 head of cattle.  The company also owns farms and ranches in most of the western states.

d. The diversified product group, which essentially manages two businesses, the production and marketing of assorted agribusiness products including livestock feed 

and livestock handling equipment, and Simplot transportation, the transportation management division of the company.

e. The development and corporate group, which provides management to the business groups.  

These business groups were restructured and reorganized during the audit examination period at issue, but they essentially remain in the same general business.

3.
Taxpayer’s operations in Missouri directly relate to the mineral and chemical group.  The company operated a specialty fertilizer blending and packaging facility in St. Louis, which was closed in 2003, and maintains warehouses in various locations in the state.  The company incurs Missouri rent expenses and employee costs.

4.
Taxpayer’s association with Micron began in 1980.  Micron is a leading global manufacturer of semiconductor memory products, with manufacturing facilities located in the United States, Italy, Singapore, Japan, and the United Kingdom.  Micron common stock is actively traded on the New York Stock Exchange.  Micron is a Delaware corporation incorporated in 1978.  Micron’s executive offices are located in Boise, Idaho.  It is organized into two primary operating segments:  “semiconductor operations” and “PC operations.”
 

5.
In May 1980, Micron sold its rights to its 16K DRAM
 for $1,000,000 to a wholly owned subsidiary of Taxpayer.  This $1,000,000 purchase was part of the start-up capital for Micron in 1980.  J.R. Simplot takes personal credit for starting Micron with this initial purchase, and in the early years of Micron’s existence, Taxpayer owned controlling interests in Micron.  

6.
In February 1982 all rights to the 16K DRAM were reassigned from Simplot Industries, Inc., to Micron for $1,000. 

7.
When Micron went public in 1984, it was a subsidiary of Simplot Financial Corporation, which was a wholly owned subsidiary of Taxpayer.
  

8.
Taxpayer obtained the Micron interests at issue in separate transactions during 1983 and 1984.  Some of the interests were outright purchases of Micron stock; some interests resulted from Taxpayer’s exercise of options to convert debt obligations into equity in Micron common stock.

9.
The sources of funds used to purchase the Micron stock were funds available to Taxpayer either from business operations or from contributions by its shareholders.  The decision to acquire the initial blocks of Micron stock was made by J.R. Simplot and ratified by Taxpayer’s board of directors.  Taxpayer had no specific corporate purpose for the acquisition of shares in Micron.  The purchase of Micron stock was perceived to be a good opportunity.

10.
Micron paid few dividends throughout the period of Taxpayer’s ownership of Micron stock.  The primary return to Taxpayer has been from sales and financing activities related to the stock.

11.
In 1993, Taxpayer sold 520,000 shares of Micron stock to a wholly owned foreign subsidiary company, Simplot Canada Limited.  

12.
At least by June 24, 1993, Micron was no longer a subsidiary of Taxpayer.   As of that date, Taxpayer owned 13.36% of Micron’s outstanding common stock.

13.
During the tax year ending August 31, 1996, Taxpayer entered into a transaction involving 29 percent of its outstanding Micron shares (7,600,000 shares).  The transaction was structured as a “forward sale,” which is similar to a loan using the shares as collateral, but which is accounted for as a sale in financial statements.  The proceeds from the sale resulted in a pretax gain of $121,345,000.  The proceeds were used to finance Taxpayer’s development of a fertilizer manufacturing facility in Brandon, Manitoba, Canada.

14.
On July 24, 1998, Taxpayer entered into a revolving loan agreement establishing a $50,000,000 line of credit with the Canadian Imperial Bank of Commerce, which was secured by the same 7,600,000 shares of Micron Technology, Inc., common stock involved in the forward sale transaction described in the foregoing paragraph.

15.
Micron was not a subsidiary of Taxpayer during the tax years 1998, 1999, and 2000.

16.
Beginning during the fiscal year ending August 31, 1999 (the 1998 tax year at issue in this case), and during the succeeding fiscal years, Taxpayer took additional steps to monetize its Micron shares with a long-term goal of converting them to cash to be used for general corporate purposes.  In the 1998 tax year, Taxpayer sold 3,763,000 shares of stock, which resulted in a pre-tax gain of $153,045,000.  Taxpayer’s federal taxable income for the 1998 tax year for purposes of calculating Missouri taxable income was $147,785,759, which included the gain from the sale of Micron stock.  Without the gain of $153,045,000, the taxpayer would have reported a loss for the 1998 tax year.  

17.
In the tax year ending August 31, 2000 (1999 tax year), Taxpayer sold 2,920,000 shares of Micron stock for a gain of $314,557,000.  The $314.5 million of capital gain represented approximately 93 percent of Taxpayer’s total pre-tax income for the 1999 tax year.

18.
During the tax year ending August 31, 2001 (tax year 2000), Taxpayer sold 2,500,000 shares of Micron stock, for a pre-tax gain of $138,246,000.  The capital gain represented approximately 71 percent of Taxpayer’s pre-tax income for tax year 2000.

19.
The proceeds of the transactions involving Micron securities during the 1998, 1999, and 2000 tax years were generally used by Taxpayer to reduce its general corporate indebtedness.  Stock sale proceeds were also used to pay down Taxpayer's corporate debt during the years at issue.  For the fiscal year ending August 31, 1998, Taxpayer’s financial statements show long-term debt of approximately $1.07 billion.  By the end of the tax year 2000, August 31, 2001, the long-term debt had been reduced to $740,395,000.

20.
Micron paid no dividends to Taxpayer's shareholders during tax years 1998, 1999, and 2000.
 

Relationship Between Simplot and Micron

21.
By 2000, Micron had sales of $7.3 billion, earnings of $1.5 billion, and total assets of $9.6 billion.  At the end of the 1998, 1999, and 2000 tax years at issue in this case, Taxpayer owned 5.92%, 4.2%, and 3.56%, respectively, of the outstanding common stock of Micron.  The market value of Micron stock represented 20.37%, 27.07%, and 13.15% of Taxpayer’s total assets as of the end of the 1998, 1999 and 2000 tax years, respectively, and 50.68%, 57.68%, and 29.79 % of the Taxpayer’s total equity as of the end of each of those years.

22.
Form 10-K filed by Micron in fiscal year ending 1999
 indicates that Micron had eight directors on its board of directors, including the chairman, who was also the Micron chief executive officer and president.  Four of the eight directors had past or current affiliations with 

Taxpayer; two directors were at that time employed by Taxpayer, and two were retired executives of Taxpayer.  Gordon C. Smith had served as Taxpayer’s president and chief executive officer; he retired in March 1994.  Robert Lathrop had served as Taxpayer’s senior vice-president; he retired in January 1991.  Two directors have an ongoing relationship with Taxpayer.  J.R. Simplot, who had by that time served on the Micron board of directors for nearly two decades, is the chairman emeritus for Taxpayer.  Don Simplot, who was a corporate vice president at that time, was a member of the office of Taxpayer’s chairman.
  

23.
Forms 10-K filed by Micron in fiscal year ending 2000 and fiscal year ending 2001 indicate that Micron had seven directors on its board of directors, including three members with current or past affiliations with Taxpayer; Robert Lathrop, Gordon C. Smith, and Don Simplot.  J.R. Simplot had retired from the Micron board.  There is no family relationship between any director or executive officer of Micron.

24.
Stephen A. Beebe, Taxpayer’s president and CEO; Dale R. Dunn, Taxpayer’s director; and many Simplot family members are listed in Micron’s SEC filings.  

25.
Other than the directors, there are no common employees between Micron and Taxpayer.
  Micron does not purchase any products or services from Taxpayer.  Taxpayer has purchased computers and computer peripheral equipment from a subsidiary of Micron at market 

prices in the ordinary course of its operations.  Such purchases are not material to the operations of either Taxpayer or Micron.  

Tax Returns and the Director’s Assessment


26.
Taxpayer filed consolidated federal income tax returns and consolidated Missouri income tax returns for September 1, 1998, through August 31, 1999 (1998 tax year); September 1, 1999 through August 31, 2000 (1999 tax year); and September 1, 2000 through August 31, 2001 (2000 tax year). 


27.
Taxpayer treated the capital gain from the sale of Micron stock as nonbusiness income and allocated all of that income to the state of its commercial domicile, Idaho.


28.
On its 1998 Missouri income tax return, Taxpayer reported $0 in Missouri taxable income, $0 in tax, and payments of $39,459.  Taxpayer requested that $5,000 of the overpayment be applied to estimated tax for the following year and that the remaining $34,459 be refunded.  


29.
On its 1999 Missouri income tax return, Taxpayer reported $8,356 in Missouri taxable income, $522 in tax, and payments of $12,000.  Taxpayer requested that the overpayment of $11,478 be applied to estimated tax for the following year.  


30.
On its 2000 Missouri income tax return, Taxpayer reported $16,490 in Missouri taxable income and $1,031 in Missouri income tax.  For tax year 2000, Missouri franchise tax was reported on the same form, which Taxpayer reported as $5,434.  Taxpayer reported payments of $12,978 and requested that the overpayment of $6,513 be applied to estimated tax for the following year.  


31.
The Director conducted an audit of Taxpayer for 1998, 1999, and 2002, and determined that Taxpayer’s treatment of capital gains for the 1998, 1999, and 2000 tax years as nonbusiness income should be disallowed.  The Director determined that the capital gain income 

at issue was business income that should be apportioned among all states in which Taxpayer conducts business operations, including Missouri.


32.
On February 6, 2003, the Director issued notices of deficiency to the 

Taxpayer for tax years 1998, 1999, and 2000, as follows:

	   Year            
	 Tax Due
	Additions
	Interest
	Previously Paid
	Total Amount Due

	  1998
	 $21,121.00
	 $1,056.00
	$4,066.26
	  $0.00
	$26,243.26

	   1999
	 $42,397.00
	 $2,094.00
	$6,535.66
	 $522.00
	$50,504.66

	  2000
	 $39,043.00
	 $1,901.00
	$2,753.03
	 $1,031.00
	$42,666.03


33.
By letter dated March 31, 2003, Taxpayer filed a protest of the notices of deficiency for the 1998, 1999, and 2000 tax years.

34.
On July 8, 2003, Taxpayer’s representatives participated in an informal hearing with legal counsel for the Director.  Certain documentary information was presented and discussed at the informal hearing.  Taxpayer presented additional documentation and argument by letter dated July 22, 2003. 

35.
On September 10, 2003, the Director issued her final decision, which affirmed the determination in the notices of deficiency that net capital gain income was properly classified as business income.  The calculation of the apportionment factor was modified to include net capital gain income in the denominator of the sales factor.  The Director abated the additions to tax.  The Director determined a deficiency of Missouri income tax as follows:

	  Year
	  Tax
	Additions
	Interest*
	  Total

	   1998
	  $19,909.00
	   $0.00
	  $5,633.42
	  $25,542.42

	   1999
	  $37,708.00
	   $0.00
	  $7,652.79
	  $45,360.79

	    2000
	  $36,831.00
	   $0.00
	  $3,824.36 
	  $40,655.36


*Interest calculated to October 15, 2003.

Conclusions of Law


We have jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Our duty in a tax case is not 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).  Taxpayer has the burden of proof.  Sections 136.300.1 and 621.050.2. 
I.  General Principles of Apportionment


This is a multistate income tax apportionment case involving a non-domiciliary corporate taxpayer.  Taxpayer is the parent company of a business group engaged in the business of frozen food processing and the manufacture and sale of agricultural chemicals and fertilizers.  Taxpayer is a Delaware corporation with its commercial domicile in Idaho.  Taxpayer conducts business in Idaho, Missouri, and other states.  During the tax years at issue, Taxpayer engaged in its agricultural fertilizer and chemical business in Missouri.  


When a corporation does business in Missouri and one or more other states, §143.451.2(2)(a) provides that its income from all sources shall be apportioned “as provided,” referring to the multistate three-factor method under § 32.200, art. IV (“Multistate Tax 

Compact”),
 or to the Missouri single-factor method set forth in § 143.451.2(b).  Taxpayer has chosen the multistate three-factor method.  


The issue is whether Missouri can tax the long-term capital gains that Taxpayer earned from its sale of Micron’s common stock in tax years 1998, 1999, and 2000.  Article IV of the Multistate Tax Compact provides the method for apportioning the income of corporations doing some of their business in Missouri.  


Article IV ¶ 9 provides:

All business income shall be apportioned to this state by multiplying the income by a fraction, the numerator of which is the property factor plus the payroll factor plus the sales factor, and the denominator of which is three.

(Emphasis added.)  Therefore, Taxpayer’s capital gain income from its sale of Micron stock is subject to Missouri income tax if it is business income.  Article IV ¶ 1 provides:


(1) “Business income” means 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. 

*   *   *


(5) “Nonbusiness income” means all income other than business income.

(Emphasis added.)

Article IV ¶ 4 provides that “capital gains . . . to the extent they constitute nonbusiness income, shall be allocated as provided in paragraphs 5 through 8 of this article.”  (Emphasis added.)  Paragraph 6 provides:

(3) Capital gains and losses from sales of intangible personal property are allocable to this state [Missouri] if the taxpayer’s commercial domicile is in this state.


Missouri is not Taxpayer’s commercial domicile.  Accordingly, if the capital gains at issue are nonbusiness income, they are not subject to tax in Missouri.  If they are business income, they are subject to tax in Missouri according to ¶ 9’s three-factor apportionment formula.  

The Director relies on the description of business income in Regulation 12 CSR 10-2.075(4):

. . . .  In essence, all income which arises from the conduct of trade or business operations of a taxpayer is business income.  For purposes of administration of section 32.200 (Article IV), RSMo, the income of the taxpayer is business income unless clearly classifiable as nonbusiness income.  Nonbusiness income means all income other than business income.  The classification of income by the labels occasionally used, such as manufacturing income, compensation for services, sales income, interest, dividends, rents, royalties, gains, operating income, nonoperating income, and the like, is of no aid in determining whether income is business or nonbusiness income.  Income of any type or class and from any source is business income if it arises from transactions and activity occurring in the regular course of a trade or business.  Accordingly, the critical element in determining whether income is business income or nonbusiness income is the identification of the transactions and activity which are the elements of a particular trade or business.  In general all transactions and activities of the taxpayer which are dependent upon or contribute to the operations of the taxpayer's economic enterprise as a whole constitute the taxpayer’s trade or business and will be transactions and activity arising in the regular course of, and will constitute integral parts of, a trade or business.

(Emphasis added.)  Regulation 12 CSR 10-2.075(5)(B) further provides:  

Gains or Losses From Sales of Assets.  Gain or loss from the sale, exchange or other disposition of real or tangible or intangible personal property constitutes business income if the property while owned by the taxpayer was used in the taxpayer’s trade or business.  However, if the property was utilized for the production 

of nonbusiness income or otherwise was removed from the property factor before its sale, exchange or other disposition, the gain or loss will constitute nonbusiness income.  


No Missouri Supreme Court decision provides a detailed interpretation of the “business income” definition in Article IV ¶ 1(1).  In regard to the apportionment of intangible property, the Missouri Supreme Court has stated that the “general language of the statute [Article IV ¶ 1(1)] is certainly broad, and the regulation [12 CSR 10-2.075(4)] purports to expand it even further.”  James v. International Telephone & Telegraph Corp., 654 S.W.2d 865, 867 (Mo. banc 1983).  


The Missouri Supreme Court has stated:

The business income definition of the compact is a lean paraphrase for income from a unitary business. It gives effect to the concept that in the case of a multistate business enterprise, the contributions to income from functional integration [and other factors] are from the operation of the business as a whole, and so justify the taxation by a state of extraterritorial earnings by a fair apportionment formula.

Dow Chemical Co. v. Director of Revenue, 787 S.W.2d 276, 283 (Mo. banc 1990).  


Based on Dow Chemical Co., the Missouri Supreme Court has held:

Business income includes, but is not limited to, income from “integral parts” of a taxpayer’s business, but that is not the sine qua non of business income under the Compact.  Rather, the test is whether the income is “income from a unitary business.” . . .  The underlying activity, not the form of the investment, determines the propriety of apportionability, and dividends, interest income and capital gains are treated in the same manner for purposes of the unitary business principle. 

Williams Companies v. Director of Revenue, 799 S.W.2d 602, 606 (Mo. banc 1990); cert. denied, 501 U.S. 1260, 111 S.Ct. 2916.   


In James v. International Telephone & Telegraph Corp., 654 S.W.2d at 870, the Court held that the definition of business income must be construed consistently with the United States 

Constitution.  Because taxation of the capital gains at issue in that case, which were not part of the unitary business, would be a violation of due process, the Court held that they should be considered nonbusiness income.  Id. at 869-70.  We must also construe the Multistate Tax Compact consistently with constitutional provisions.  See ARO Sys., Inc. v. Supervisor of Liquor Control, 684 S.W.2d 504, 507 (Mo. App., E.D. 1984).
Because the Court has equated the definition of business income with the scope of the taxpayer’s unitary business, Williams Cos., 799 S.W.2d at 606, and because we must construe the statutes consistently with constitutional provisions, we examine the unitary business concept as applied to this case, as well as the statutory and regulatory definitions of business income.  
The United States Supreme Court has held:  

Among the limitations the Constitution sets on the power of a single State to tax the multi-state income of a nondomiciliary corporation are these:  there must be “a ‘minimal connection’ between the interstate activities and the taxing State,” Mobil Oil Corp. v. Commissioner of Taxes of Vt., 445 U.S. 425, 436-437, 100 S.Ct. 1223, 1231-1232, 63 L.Ed.2d 510 (1980) (quoting Moorman Mfg. Co. v. Bair, 437 U.S. 267, 273, 98 S.Ct. 2340, 2344, 57 L.Ed.2d 197 (1978)), and there must be a rational relation between the income attributed to the taxing State and the intrastate value of the corporate business.  445 U.S., at 437, 100 S.Ct., at 1231.  Under our precedents, a State need not attempt to isolate the intrastate income-producing activities from the rest of the business; it may tax an apportioned sum of the corporation’s multistate business if the business is unitary.  E.g., ASARCO Inc. v. Idaho Tax Comm’n, 458 U.S. 307, 317, 102 S.Ct. 3103, 3109, 73 L.Ed.2d 787 (1982).  A State may not tax a nondomiciliary corporation’s income, however, if it is “derive[d] from ‘unrelated business activity’ which constitutes a ‘discrete business enterprise.’”  Exxon Corp. v. Department of Revenue of Wis., 447 U.S. 207, 224, 100 S.Ct. 2109, 2120, 65 L.Ed.2d 66 (1980) (quoting Mobil Oil, supra, 445 U.S., at 442, 439, 100 S.Ct., at 1234, 1232). 

Allied-Signal, Inc. v. Director, Division of Taxation, 112 S.Ct. 2251, 2255 (1992).  Taxpayer must show that (1) Micron had a unitary business relationship with Taxpayer, id. 2258-62; or 

(2) if there was no unitary business relationship, the sale of the stock served an operational rather than an investment function for Taxpayer.  Id. at 2263.  Taxpayer contends that neither test is satisfied; the Director contends that both are.  Taxpayer must prove by “clear and cogent evidence” that the capital gains are not subject to Missouri income tax.  Id. at 2260.  

II.  The Unitary Business Relationship

A.  Application of United States Supreme Court Decisions


In Container Corp. of America, 103 S.Ct. 2933, 2940-41 (1983), the United States

Supreme Court set forth the following principles as to taxation of a unitary business:  

The Due Process and Commerce Clauses of the Constitution do not allow a State to tax income arising out of interstate activities—even on a proportional basis—unless there is a “‘minimal connection’ or ‘nexus’ between the interstate activities and the taxing State, and ‘a rational relationship between the income attributed to the State and the intrastate values of the enterprise.’” Exxon Corp. v. Wisconsin Dept. of Revenue, supra, 447 U.S., at 219-220, 100 S.Ct., at 2118, quoting Mobil Oil Corp. v. Commissioner of Taxes, supra, 445 U.S., at 436, 437, 100 S.Ct., at 1231.  At the very least, this set of principles imposes the obvious and largely self-executing limitation that a State not tax a purported “unitary business” unless at least some part of it is conducted in the State.  See Exxon Corp., supra, 447 U.S., at 220, 100 S.Ct., at 2118; Wisconsin v. J.C. Penney Co., supra, 311 U.S. at 444, 61 S.Ct., at 249.  It also requires that there be some bond of ownership or control uniting the purported “unitary business.”  See ASARCO, supra, 458 U.S., at 316-317, 102 S.Ct., at 3109.

In addition, the principles we have quoted require that the out-of-state activities of the purported “unitary business” be related in some concrete way to the in-state activities.  The functional meaning of this requirement is that there be some sharing or exchange of value not capable of precise identification or measurement—beyond the mere flow of funds arising out of a passive investment or a distinct business operation—which renders formula apportionment a reasonable method of taxation.  See generally ASARCO, supra, at 317, 102 S.Ct., at 3115; Mobil Oil Corp., supra, 445 U.S., at 438-442, 100 S.Ct., at 1232-1234.  In Underwood Typewriter Co. v. Chamberlain, supra, we held that a State could tax on an apportioned basis the combined income of a 

vertically integrated business whose various components (manufacturing, sales, etc.) operated in different States.  In Bass, Ratcliff & Gretton, supra, we applied the same principle to a vertically integrated business operating across national boundaries. In Butler Bros. v. McColgan, supra, we recognized that the unitary business principle could apply, not only to vertically integrated enterprises, but also to a series of similar enterprises operating separately in various jurisdictions but linked by common managerial or operational resources that produced economies of scale and transfers of value. 
In F.W. Woolworth Co. v. Taxation & Revenue Department of New Mexico, 102 S.Ct. 3128, 3134-35 (1982), the United States Supreme Court stated:   

As relevant here, “the income attributed to [a] State for tax purposes must be rationally related to ‘values connected with the taxing State.’  Norfolk & Western R. Co. v. State Tax Comm'n, 390 U.S. 317, 325 [88 S.Ct. 995, 1000, 19 L.Ed.2d 1201].”  Moorman Mfg. Co. v. Bair, 437 U.S. 267, 273, 98 S.Ct. 2340, 2344, 57 L.Ed.2d 197 (1978).  The state court’s reasoning would trivialize this due process limitation by holding it satisfied if the income in question “adds to the riches of the corporation . . . .”  Wallace v. Hines, 253 U.S. 66, 70, 40 S.Ct. 435, 437, 64 L.Ed. 782 (1920). Income, from whatever source, always is a “business advantage” to a corporation.  Our cases demand more.  In particular, they specify that the proper inquiry looks to “the underlying unity or diversity of business enterprise,” Mobil, supra, at 440, 100 S.Ct., at 1233, not to whether the nondomiciliary parent derives some economic benefit—as it virtually always will—from its ownership of stock in another corporation.  See ASARCO, 458 U.S., at 325-329, 102 S.Ct., at 3114-3115.
In Allied-Signal, Inc., 12 S.Ct. at 2264, the Court stated:

The hallmarks of an acquisition that is part of the taxpayer’s unitary business continue to be functional integration, centralization of management, and economies of scale.  Container Corp. clarified that these essentials could respectively be shown by:  transactions not undertaken at arm’s length, . . . ; a management role by the parent that is grounded in its own operational expertise and operational strategy, . . . ; and the fact that the corporations are engaged in the same line of business[.]  

Many of the precedents of the United States Supreme Court involving unitary business arose in the context of parent-subsidiary relationships.  Container Corp. of America, 103 S.Ct. at 2940; F.W. Woolworth, 102 S.Ct. 3128; ASARCO, Inc., 102 S.Ct. 3103 (1982).  Therefore, the inquiry in those cases was whether the parent corporations and the subsidiaries were engaged in a unitary business.  The present case is unlike those cases because Micron was no longer a subsidiary of Taxpayer during the tax years at issue.  Allied-Signal, Inc., 112 S.Ct. at 2264, is similar to the present case.  In that case, Allied-Signal was the successor-in-interest to the Bendix Corporation, and the gain on Bendix’s sale of its 20.6% stock interest in ASARCO, Inc., was at issue.  Bendix had acquired the stock through purchases on the open market.  A few years later, Bendix sold the stock back to ASARCO, generating the gain at issue in that case.  The parties there stipulated that Bendix and ASARCO “were unrelated business enterprises each of whose activities had nothing to do with the other.”  Further:  

There were no common management, officers, or employees of Bendix and Asarco.  There was no use by Bendix of Asarco’s corporate plant, offices or facilities and no use by Asarco of Bendix’s corporate plant, offices or facilities. . . .  While Bendix held its ASARCO stock, ASARCO agreed to recommend that two seats on the 14-member ASARCO Board of Directors be filled by Bendix representatives.  The seats were filled by Bendix chief executive officer W.M. Agee and a Bendix outside director. . . . Nonetheless, “Bendix did not exert any control over Asarco.”  

Id. at 2256-57.  The Court held that New Jersey was not entitled to include the gain in Bendix’s apportionable tax base, as the stock holding and sale were not part of Bendix’s unitary business, and the gain did not amount to a short-term investment of working capital analogous to a bank account or certificate of deposit.  


Because the Court in Allied-Signal analyzed the factors of functional integration, economies of scale, and centralization of management, even when the transaction did not involve a subsidiary, we do so here.  

1.  Functional Integration and Economies of Scale


The Director does not contend that functional integration and economies of scale exist between Taxpayer and Micron, and we conclude that they do not exist.  Since at least 1993, Micron was no longer a subsidiary of Taxpayer or any of Taxpayer’s subsidiaries.  Micron’s line of business has always been completely different from Taxpayer’s.  As in Allied-Signal, Inc., 112 S.Ct. at 2263, “[f]unctional integration and economies of scale could not exist because . . . [the two companies] were unrelated business enterprises each of whose activities had nothing to do with the other.”  

2.  Centralization of Management

Taxpayer also contends that there was no centralization of management.  To meet its burden of presenting clear and cogent evidence on this issue, Taxpayer relies primarily on those portions of the Joint Stipulation of Facts that we have incorporated in Findings of Fact 2, 4, and 22-25.  Taxpayer and Micron are in unrelated lines of business.  Taxpayer provided the start-up capital for Micron in 1980 and, in the early years of Micron’s existence, owned controlling interests.  However, during the tax years in question, Taxpayer owned less than 6 % of Micron’s publicly traded common stock.  (Finding of Fact 21.)   

The Director counters that the following allegations show centralized management between Taxpayer and Micron:  

1)
Through 1998, J.R. Simplot and other Taxpayer-related Micron board members controlled Micron.

2)
J.R. Simplot considered Micron to be his company. 

3)
J.R. Simplot took an active role in management decisions and controlled the board to the exclusion of the corporate management of the company.

4)
J.R. Simplot and associates dominated Micron for many years and since 1988 have chased out six top Micron executives, including a co-founder of the company.  Many managers at Micron hesitate to sell stock for fear of appearing disloyal. Micron has not issued shares to finance the cost of its chip plants since 1988, because it would dilute J.R. Simplot’s fortune, and he controls Micron’s board of directors.  

5)
Into 1999 and 2000, Don Simplot, Taxpayer’s chairman of the board, continued to sit on Micron’s board of directors.

6)
Simplot-related directors still held three of seven board positions.

7)
The SEC listed Micron and Simplot as affiliated businesses.

The Director further asserts:  

J.R. Simplot still views Micron as his business.  Petitioner has the burden of proof to show that actual, though perhaps not financial control, by Simplot suddenly ceased after J.R. Simplot left Micron’s board of directors.  Petitioner has not produced such evidence and, Respondent would argue, could not offer such proof for the tax years at issue.  The fact remains that Petitioner has considered Micron to be part of its business enterprise from its first financing of the company, at least through the tax years at issue, and Petitioner through its dominance and control over Micron’s board of directors and business clout in the Boise area, has effectively controlled the management of Micron throughout that time period. 

Such control is sufficient, under Missouri law, to find that Taxpayer is a unitary business with Micron for 1998, 1999, and 2000.  


We conclude that the Director’s assertion of centralized management fails. 

a.  Control of Micron

There is nothing in the record to support the contentions that Taxpayer’s control of Micron went beyond the 1980s, that J.R. Simplot took an active role in Micron’s management 

decisions and controlled the board of directors, and that anything in the fourth group of contentions is true.  More to the point, the Director relies on words and conduct of J.R. Simplot, as if everything he says and does, is as alter ego for Taxpayer.  The Director points to nothing in the record, nor do we find anything, to support that theory.  

The Director relies upon documents B, I, and K, attached to Exhibit A, the Field Audit. Documents B and I appear to be articles.  Document B is entitled “Micron’s Comeback Kid.”  It shows no date of publication, no author, and no publishing source.  It purports to recount a battle for control of the company among the directors on Micron’s board during which Micron’s chief executive officer, Steve Appleton, was fired and then rehired.  The article states:

The board’s high-handed ways have long dominated the company.  Many managers hesitate to sell stock, for example, for fear directors will think them disloyal.  Simplot, an eternal optimist, has held on to his shares and frowns on insider sales.  Also, Micron hasn’t issued shares to finance the staggering cost of chip plants since 1988—it would dilute Simplot’s fortune, and he controls the board.  “Hey, it’s my baby.  I put the gamble money in,” says Simplot, 87, who invested $1 million in the early 1980s.  Maybe so, but when the board rehired Appleton eight days after firing him, it was a big win for the managers.  

(Document B, first page.)  These unsubstantiated and undated opinions about J.R. Simplot’s control of stock sales are the source of the Director’s assertions that Taxpayer ran Micron during the tax years in question.  

The article further alleges that when the board rehired Appleton:

[Appleton’s] leverage could not have been greater.  He demanded an end to intrusions by the board—especially Noble.  And he obtained sweetened severance packages to protect managers who had voiced their frustrations.  Then days later, Noble resigned his seat, citing family illnesses.  Now back in the driver’s seat, Appleton has his work cut out. 

(Document B, third page.)  The article indicates the month in which this happened, but not the year.  However, Document L, third page, indicates that Appleton was fired and rehired in 1996.  

Because 1996 is before the tax years at issue, this excerpt from document B actually provides support for Taxpayer’s contention that Micron’s managers, not Taxpayer-related directors, were in control by tax years 1998 through 2000.  In any event, we disregard this article because there is nothing in the record to show that it is anything more than the unsubstantiated opinions of an unknown author.  There is nothing to support its reliability or accuracy.  Further, there is nothing to support the proposition that Taxpayer-related members of Micron’s board were acting as alter egos for Taxpayer.  

We disregard document I for the same reasons.  Document I is a 14-page article entitled “Mr. Spud.”  It purports to be an interview with J.R. Simplot in which he details his self-made billionaire rags to riches story.  Although it shows a copyright in 1998 by C.J. Hadley, there is nothing to show who published it or that what it contains is reliable or accurate.  Further, there is nothing to show that Taxpayer runs Micron.  References to Micron include:


Breakfast is over.  Time for [Mr. J.R. Simplot] to go to the Micron Computer board meeting.  I [the interviewer] asked if I could tag along.  “Sure honey,” he says, “let’s go get the Lincoln.”

*   *   *


[The interview continues while driving to the board meeting.]  He calls Micron another “opportunity.”  “I’m a gambler.  I bought a million dollars worth of a guy’s stock and it was the best million I ever spent.  We damn near went broke two or three times and we’re not the biggest now but we will be.”  

*   *   *


J.R. was greeted with thunderous applause at the Micron meeting and spoke a few words. He admitted to the large crowd that he didn’t know much about computer chips, “I don’t know where we’re goin’ but we’re certainly on our way.  We’ve got somethin’ the world wants and 600 patents to protect it.  We’re gonna show the world.”

*   *   *


I think about what J.R. Simplot’s done with his life.  How many people he’s employed and made rich. How many ventures he’s won and lost.  How he’s always seemed to be out front, and never quit, no matter how tough things got.  I wonder how does he make $3 million a day?  “Last quarter we made $225 million!”  And I wonder why Peter Jennings, on ABC Nightly News last year, used J.R. Simplot as a “typical” public lands rancher.  Jennings should know that J.R.’s not typical of anyone or anything.

*   *   *

J.R. Simplot has made one hell of a mark, in Idaho, in the West, in the world.  He’s a few times over billionaire these days and he’s easy to spot in his Lincoln Continental with the “Mr. Spud” license plates.  He admits that with the growth of his multitude of diverse companies that he didn’t do all the thinking, but he did make the decisions.


“I’m old and I’m tryin’ to quit; there’s no question about that,” he says.  “I got the biggest ranches, biggest farms, biggest trucks, biggest tractors, biggest scoops, and I’m pleased with it all.  But, honey, it took a long time ta get there.”  [End of article.]

The Director contends that J.R. Simplot’s use of “we” when referring to Micron shows he runs the company.  A sense of identification with a company that he helped start and for which he has served on the board of directors does not show that he or Taxpayer ran the company for the tax years in question.  The entire article shows that J.R. Simplot identifies himself strongly with all the obvious signs of his accomplishments, especially his agricultural conglomerate.  He even takes credit for having owned all of downtown Boise.
  Given that there is no basis for inferring that J.R. Simplot’s proprietary-type statements were made as the alter ego of Taxpayer, this article does not allow us to objectively evaluate the relationship of Taxpayer to Micron for the tax years in question.  It provides nothing to show that Taxpayer was controlling Micron in 1998 through 2000.  

Document K is an 18-page article by Julie Bailey, entitled “$1 Billion Shopping Spree” reprinted from the September/October 1995 issue of PLANTS SITES & PARKS magazine.  It recounts in detail the efforts of Micron to find a site for its new factory in which 3,500 people would be employed.  It says little pertaining to whether Taxpayer managed Micron.  At one point, the article describes why Micron did not choose Boise as a site as it had done for an expansion in 1988.  In 1988, the Idaho governor promised that the State would “deliver an engineering program at Boise State University.”  By 1995, the program was only in its infancy.  The article states that after Micron’s management dropped four Idaho communities from consideration:

85-year-old Simplot called the governor and the speaker of the House and demanded a meeting with lawmakers.  Simplot chastised a packed group of state legislators for failing to fix the engineering education problem earlier.  

“We never even heard from Idaho.  It was just a stupid bunch of politicians,” Simplot says.  “Micron pays $70 million in taxes to the state of Idaho – that’s a lot of money for one company.  They should have given us some attention, and they should have done something for us.  I was sick myself.  I didn’t want this to go [outside Idaho].” 

Despite Simplot’s apparent resistance, Micron pared its list to three on February 12.  Surviving the cut were Payson, Utah, Omaha, Neb., and Oklahoma City. . . .

The Final Weeks

Up to this point, Micron’s board of directors – with the exception of Simplot – had not taken much of a role in the process.  But there was no way this group of men would stand by and let someone else make the decision. . . .

(Document K, at 12-13.)  The article goes on to recount that the board of directors listened to the presentations of those representing the last three sites and was active in choosing the final site, including visiting the Utah site, which was the one chosen.  


The Director relies on the article’s description of the Board’s hands-on approach to shore up her argument that Taxpayer managed Micron.  First, there is no indication that Taxpayer-related board members were running the show and telling the other board members what to do either to promote their personal interests or to promote the Taxpayer’s.  Second, our discussion about document B indicates that Micron’s CEO, Appleton, defeated the board’s meddlesome ways sometime before the tax years in question.  We disregard document K because there is nothing to show its accuracy and reliability and because it contains little that is relevant to whether there was centralized management between Taxpayer and Micron.  In addition, it was written three years before the period in question in this case.  

b.  The Micron Board of Directors During the Years at Issue


In the fiscal year ending in 1999, Micron had eight directors on its board of directors.  The chairman of Micron’s board was Micron’s CEO and president.  The parties stipulated that one director was J.R. Simplot, chairman emeritus for Simplot, and one was Don Simplot, a vice president of Taxpayer and an office member of Taxpayer’s chairman.  But see note footnote 7.  Two of the directors were retired from Taxpayer, one having been Taxpayer’s president and CEO and one having served as Taxpayer’s senior vice president.  At the end of the fiscal years ending in 2000 and 2001, Micron had seven directors on its board of directors.  The two retired Simplot executives were still directors, as was Don Simplot.  J.R. Simplot had retired from the board.  There was no family relationship between any director or executive officer of Micron.  Other than the board members, there are no common employees between Micron and Taxpayer.  


These facts do not show that Taxpayer controlled Micron, and we find no support for the Director’s assertion that Taxpayer, “through its dominance and control over Micron’s board of directors and business clout in the Boise area, has effectively controlled the management of Micron” during the tax years at issue.   

c.  SEC “Affiliate” Status

In regard to the Director’s statement that “the SEC listed Micron and Simplot as affiliated businesses,” Exhibit A, document E, paragraph 93, states that Taxpayer was regarded as an affiliate of Micron under the Securities Exchange Act of 1933.  However, this was as of June 24, 1993, and Taxpayer only held 13.36 % of Micron’s shares, even at that time.  Taxpayer asserts that an interest greater than 10% was sufficient to confer “affiliate” status under the securities laws.  However, we agree with Taxpayer that a 13.36% stock ownership, even as of 1993, was insufficient as an indicator of control, and Taxpayer’s Micron shareholdings were even less during the tax years at issue in this case.  

d.  Conclusion as to Centralized Management and Unitary 

Business Under United States Supreme Court Precedents


We find no centralized management between Taxpayer and Micron.  This case is similar to Allied-Signal, Inc., 112 S.Ct. at 2257, where two seats on ASARCO’s board of directors were filled by Bendix representatives, but “Bendix did not exert any control over ASARCO.”  The Court stated:  

Moreover, because Bendix owned only 20.6% of ASARCO’s stock, it did not have the potential to operate ASARCO as an integrated division of a single unitary business, and of course, even potential control is not sufficient.  Woolworth, 458 U.S., at 326, 102 S.Ct. at 3134.  There was no centralization of management.  

Id. at 2263.  Our factual findings are grounded in the Joint Stipulation of Facts and in the information contained in the SEC filings, Exhibits 1-4.  Those sources contain clear and cogent evidence to show that Micron was engaged in business activity that was unrelated to Taxpayer’s and that Micron was a “discrete business enterprise.”  Allied-Signal, Inc., 112 S.Ct. at 2255.  Taxpayer and Micron were not part of the same unitary business during the tax years in question.

B.  Missouri Supreme Court Decisions


Both parties cite Missouri Supreme Court decisions that set forth and apply the unitary business principles established by the United States Supreme Court.  However, most of these decisions involve parent-subsidiary relationships and are thus not similar to this case.  Williams Cos., 799 S.W.2d 602; James, 654 S.W.2d 865; Phillip Morris, Inc. v. Director of Revenue, 

760 S.W.2d 888 (Mo. banc 1988).  The latter case also involved dividends received from a company in which the taxpayer had a 22% equity interest.  Williams Cos. also involved a transaction in which a subsidiary of the taxpayer held, and then sold, all of the preferred stock of a company that was in the same business.  Another case, Luhr Bros., Inc. v. Director of Revenue, 780 S.W.2d 55 (Mo. banc 1989), involved a corporation’s income from a partnership interest, and the Court rejected the taxpayer’s argument that the operations and activities of the partnership were separate and distinct from the operations and activities of the corporation, where both were involved in the construction business.  As we have already emphasized, Micron was no longer a subsidiary of Taxpayer during the tax years at issue and was not in the same business.  


In concluding that Phillip Morris’s dividends from a company in which it held a 22% equity interest were nonbusiness income, the Missouri Supreme Court stated:  

The companies have no common directors or common employees.  There has been no exchange of technology, no information sharing agreement, and no purchases or sales between the two entities.  There is evidence that the taxpayer purchased its interest in Rembrandt to forestall R.J. Reynolds Company, a competitor, who was also interested in acquiring an interest in Rembrandt. 

The director claims that the taxpayer had a business purpose in acquiring the Rembrandt stock and that the resulting income is business income from its unitary operation.  The [Administrative Hearing] Commission rejected the contention and we conclude that its decision is supported by the evidence. . . .  Although a business 

advantage might be imagined in acquiring an interest in a company in a similar business or in keeping that interest out of the hands of a competitor, the record shows merely a minority interest with no indicia of control.  The Commission properly classified this holding as an investment.  

Philip Morris, 760 S.W.2d at 891-92.


The present case is even more convincing because the businesses were not similar.  After reviewing the Missouri cases, in addition to the United States Supreme Court cases, we are still convinced that Taxpayer carried its burden of proving that it had no unitary business relationship with Micron.  

C.  The Director’s Regulation and the Multistate Tax Compact


The Director’s Regulation 12 CSR 10-2.075(4) purports to include within business income “all transactions and activities of the taxpayer which . . . contribute to the operations of the taxpayer’s economic enterprise as a whole[.]”  In James v. International Telephone & Telegraph Corp., 654 S.W.2d at 867, the Court noted that the “general language of the statute [Article IV ¶ 1(1)] is certainly broad, and the regulation [12 CSR 10-2.075(4)] purports to expand it even further.”  Obviously any gain on any transaction will “contribute” to the operations of the taxpayer’s economic enterprise.   As the United States Supreme Court stated in Allied-Signal, 112 S.Ct. at 2264, to hold that unitary business income included all income “acquired, managed or disposed of for purposes relating or contributing to the taxpayer’s business” would destroy the unitary business concept.  Therefore, it appears that the key phrase in the regulation, in relation to the unitary business concept, is “as a whole.”  Although we need not follow regulations that are contrary to statute, Bridge Data Co. v. Director of Revenue, 794 S.W.2d 204, 207 (Mo. banc 1990), we attempt to construe them consistently with statutes and the United States and Missouri Constitutions whenever possible.  See City of Jefferson v. Missouri Dep’t of Natural Resources, 863 S.W.2d 844, 848 (Mo. banc 1993).  The gains on the sale of 

Micron stock undoubtedly contributed to Taxpayer’s business enterprise.  However, we construe “as a whole” to mean that the income must be unitary business income.  Because the income at issue was not part of the unitary business, a conclusion that the income was nonbusiness income maintains consistency between the regulation, statutes, and constitutional provisions.   


Regulation 12 CSR 10-2.075(5)(B) further provides:  

Gains or Losses From Sales of Assets.  Gain or loss from the sale, exchange or other disposition of real or tangible or intangible personal property constitutes business income if the property while owned by the taxpayer was used in the taxpayer’s trade or business.  However, if the property was utilized for the production of nonbusiness income or otherwise was removed from the property factor before its sale, exchange or other disposition, the gain or loss will constitute nonbusiness income.  

The Micron stock itself was not “used” in Taxpayer’s trade or business because it was an investment holding.  Because the stock did not pay dividends during the years at issue, the holdings were not income-producing property during those years.  Although the record does not indicate what dividends Taxpayer may have received from the stock in the prior years (the parties stipulated that the dividends were “few”), we presume that any dividends would have been nonbusiness income because the stock was an investment holding.  Once again, we must attempt to construe the regulation consistently with the statutes and the United States and Missouri Constitutions whenever possible.  See City of Jefferson, 863 S.W.2d at 848.  Article IV ¶ 1(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.

The acquisition, management and disposition of the Micron stock did not constitute an integral part of Taxpayer’s business operations.  Taxpayer had divested itself of a majority ownership 

interest in Micron years before the tax years at issue, and continued to hold the stock only as an investment.  Once again, a conclusion that the gains on the sale of Micron stock constituted nonbusiness income is a result that maintains consistency between the regulation, statutes, and constitutional provisions.   

III.  Operational or Investment Function

A.  Allied-Signal 

The Director asserts that Missouri may tax the capital gains at issue even if Taxpayer and Micron were not operating as a unitary business.  The United States Supreme Court has held that a state may apportion income even though no unitary relationship exists between the taxpayer who receives intangible income and the company from which the income is received.  Allied- Signal, Inc., 112 S.Ct. at 2263-64.  The Court set forth these principles as follows: 


We agree that the payee [of stock dividends] and the payor need not be engaged in the same unitary business as a prerequisite to apportionment in all cases.  Container Corp. says as much.  What is required instead is that the capital transaction serve an operational rather than an investment function. . . .  Hence, in ASARCO, although we rejected the dissent’s factual contention that the stock investments there constituted “interim uses of idle funds ‘accumulated for the future operation of [the taxpayer’s] … business [operation],’ “ we did not dispute the suggestion that had that been so the income would have been apportionable. . . . 

*   *   *


It remains the case that “[i]n order to exclude certain income from the apportionment formula, the company must prove that ‘the income was earned in the course of activities unrelated to [those carried out in the taxing] State.’” . . .  The existence of a unitary relation between payee and payor is one justification for apportionment, but not the only one.  Hence, for example, a State may include within the apportionable income of a nondomiciliary corporation the interest earned on short-term deposits in a bank located in another State if that income forms part of the working capital of the corporation’s unitary business, notwithstanding the absence of a unitary relationship 

between the corporation and the bank.  That circumstance, of course, is not at all presented here. . . .

*   *   *

Furthermore, contrary to the view expressed below by the New Jersey Supreme Court, see 125 N.J., at 36-37, 592 A.2d, at 544-545, the mere fact that an intangible asset was acquired pursuant to a long-term corporate strategy of acquisitions and dispositions does not convert an otherwise passive investment into an integral operational one.  Indeed, in Container Corp. we noted the important distinction between a capital transaction that serves an investment function and one that serves an operational function. 463 U.S., at 180, n. 19, 103 S.Ct., at 2948, n. 19 (citing Corn Products Refining Co. v. Commissioner, 350 U.S. 46, 50-53, 76 S.Ct. 20, 23-25, 100 L.Ed. 29 (1955)).  If that distinction is to retain its vitality, then, as we held in ASARCO, the fact that a transaction was undertaken for a business purpose does not change its character.  458 U.S., at 326, 102 S.Ct., at 3114.  Idaho had argued that intangible income could be treated as earned in the course of a unitary business if the intangible property which produced that income is “‘acquired, managed or disposed of for purposes relating or contributing to the taxpayer’s business.’”  Ibid. (quoting Brief for Appellee 4).  In rejecting the argument we observed: 

“This definition of unitary business would destroy the concept.  The business of a corporation requires that it earn money to continue operations and to provide a return on its invested capital.  Consequently all of its operations, including any investment made, in some sense can be said to be ‘for purposes related to or contributing to the [corporation’s] business.’  When pressed to its logical limit, this conception of the ‘unitary business’ limitation becomes no limitation at all.” . . .

The New Jersey Supreme Court also erred in relying on the fact that Bendix intended to use the proceeds of its gain from the sale of ASARCO to acquire Martin Marietta.  Even if we were to assume that Martin Marietta, once acquired, would have been operated as part of Bendix’s unitary business, that reveals little about whether ASARCO was run as part of Bendix’s unitary business.  Nor can it be maintained that Bendix’s shares of ASARCO stock, which it held for over two years, amounted to a short-term investment of working capital analogous to a bank account or certificate of deposit.   

Id. at 2263-64.  (Emphasis added.)


Noted commentators Hellerstein and Hellerstein made the following observations regarding Allied-Signal:  

The Court articulated the governing standard for determining whether income from intangibles is apportionable:  “What is required is that the capital transaction serve an operational rather than an investment function.”  Invoking the distinction it had drawn in Container--although there in the context of determining the underlying unity of a parent with its subsidiaries, the Court squarely grounded the analysis of whether a corporate taxpayer’s income from an intangible is apportionable on the inquiry into whether the intangible served an operational function.  At three separate points in its opinion, the Court reiterated the operational-function criterion, and the dissent accepted this standard as well.  It is therefore clear that future disputes over the apportionability of income from intangibles--at least in cases in which there is no payor-payee unity--will turn on the operational-function criterion. 

The content that the Court gave to this criterion, however, is less than clear, although it need not have been.  In principle, the operational-function criterion is “one which focuses on the objective characteristics of the asset’s use and its relation to the taxpayer and its activities within the taxing State.”  Insofar as this understanding of the operational-function criterion governs its application, its content is readily ascertainable.  Income from working capital--capital currently used in business operations--is the paradigm of apportionable income under this view, and the Court explicitly adverted to such income in delineating the operational-function standard.  Likewise so-called Corn Products income from intangible assets used in the present conduct of the business (e.g., commodity futures acquired to secure a source of supply at a foreseeable price) plainly satisfies the operational-function test thus defined.

Had the Court left it at that--tying the operational-function concept to an objective asset-use test--the Court would have created a standard reflecting the underlying constitutional requirement of a concrete connection between the intangible income and the in-state business activity, and it would have provided a workable criterion for future adjudication of the apportionability of corporate income from intangibles.  However, the Court went further.  In elaborating upon the definition of assets that serve an operational function, it declared:  

[I]n ASARCO, although we rejected the dissent’s factual contention that the stock investments there constituted 

“interim uses of idle funds ‘accumulated for the future operation of [the taxapayer’s] business [operation],” we did not dispute the suggestion that had that been so the income would have been apportionable.  

The Court’s gratuitous remark regarding the apportionability of idle funds accumulated for future use of the taxpayer’s business is unfortunate because it creates unwarranted theoretical and practical confusion regarding the operational-function criterion.  The Court has created theoretical confusion by loosing the asset-use test from its moorings in the present operations of the taxpayer’s business.  As a consequence, it has created practical confusion regarding the application of that test. 

The critical question for determining whether income from an asset is apportionable ought to be whether there is an “organic connection” between the asset and the taxpayer’s existing business activity in the state.  It is that link that assures that the state has provided some protection or benefit to the asset--through its protection of the business of which the asset is a part--and that justifies the state’s apportioning income that otherwise has no palpable connection with the state.

By relaxing the operationally connected standard to include assets that are not serving the current needs of the business but will serve it in the future, the Court severed this essential link.  Under the idle-funds-accumulated-for-future-use-in-the-business standard, the purpose for which the funds are being held--rather than any organic connection to the business--becomes the touchstone of apportionability.  Yet it was that very “business purpose” standard that the Court rejected in ASARCO and Woolworth and, indeed, in Allied-Signal itself.  The mere possibility that assets might be used in the business in the future does not justify treating them as used in the business now.  

It is conceivable, of course, that in allowing for the apportionability of income from idle funds accumulated for the future operation of the taxpayer’s business, the Court was focusing narrowly on funds that were earmarked for future use in some identifiable aspect of the taxpayer’s present business operations.  Moreover, one can take some comfort in the fact that the Court rejected the New Jersey Supreme Court’s post hoc rationale seeking to link Bendix’s investment in ASARCO with its aerospace operations in New Jersey on the ground that the proceeds of the ASARCO sale were used to acquire stock in Martin Marietta.  If the use of proceeds from an investment, after 

the taxpayer has disposed of all of its interest in the investment, could establish a unitary connection between an investment and the state in which the proceeds are subsequently invested, the constitutional restraints on state taxation of income from intangibles would merely have been “trivialize[d],” they would have been utterly obliterated.  In short, while the Court in Allied-Signal could have better articulated the principles governing the apportionability of corporate income from intangibles, and came tantalizingly close to getting it right, it also could have done a lot worse.  

*   *   *

The Court’s disposition of the factual question in Allied-Signal prompts one additional observation.  In its comparison of Bendix’s investment in ASARCO with investments in intangibles that would satisfy the operational-function criterion, the Court in the remarks quoted immediately above, and in similar remarks elsewhere in its opinion, appears to emphasize the short-term character of an investment as affecting the question whether it serves an operational function or an investment function.  Whether or not the Court intended to draw a distinction between short-term and long-term investments, Justice O’Connor was surely correct in her dissent when she remarked that “[a]ny distinction between short-term and long-term investments cannot be of constitutional dimension.”  Clearly it makes no difference from a constitutional standpoint whether, for example, a corporation’s working capital takes the form of 30-year Treasury bills or 30-day commercial paper.  The income from those investments would be apportionable in any event.  Nor should it make any difference whether a corporation’s portfolio of investments held to finance future business expansion takes the form of long-term or short-term investments.  The income from those investments would not serve an operational function in either case.  While it may be true as a practical matter that intangible assets used for working capital are generally short-term, highly liquid investments, whereas intangible assets held in anticipation of future business opportunities tend to be of longer duration, there is nothing about the term of the investment that in itself makes it operational or nonoperational.  In short, the Court’s references to the term of the investment are best viewed as making an empirical rather than a substantive observation.

Hellerstein and Hellerstein, State Taxation ¶ 8.08[2][e] (3rd ed. 2000) (hereinafter “Hellerstein”; footnotes omitted).  At ¶ 8.08[2][3] note 428, Hellerstein makes the following comment:  

The Court observed that “a State may include within the apportionable income of a nondomiciliary corporation the interest earned on short-term deposits in a bank located in another state if that income forms part of the working capital of the corporation’s unitary business.”  Allied-Signal, 504 US 768, 787, 112 S. Ct. 2251 (1992).  See also Allied-Signal, 504 US 768, 784, 112 S. Ct. 2251 (1992) (observing that “all concede” that “short term investment of working capital . . . is apportionable”) and Allied-Signal, 504 US 768, 790, 112 S. Ct. 2251 (1992) (distinguishing Bendix’s investment in ASARCO from “working capital”).   The Court might have phrased its example in more precise terms by observing that the critical question is whether the asset forms part of the corporation’s working capital.  Cf. J. William Lewis, Accumulated Earnings Tax, 35-7th Tax Mgmt. Portfolio A-41 to A-55 (1988) (discussing definition of working capital for purposes of accumulated earnings tax, IRC §§ 531-37); Bardahl Mfg. Corp., 1965 WL 1121 (setting forth criteria for determining working capital).  If it does, then the income it generates is apportionable.  The mere fact that the income generated by an asset is used in the business does not make the income apportionable.  Otherwise all income that was used in the business, whether earned from assets related or unrelated to the taxpayer’s operations, would be apportionable--a proposition the Court has squarely rejected.  Allied-Signal, 504 US 768, 784-85, 112 S. Ct. 2251 (1992).  F.W. Woolworth Co. v. Taxation and Revenue Dep’t, 458 US 354, 363 n. 111, 102 S. Ct. 3128 (1982).  Of course, if an asset is held to meet the present needs of the taxpayer’s business--needs that might include the use of the asset’s income stream to pay the taxpayer’s operating expenses--then such income will be apportionable.  Ordinarily, however, it is the use in the taxpayer’s business of the principal itself, not merely the interest from such principal, that renders the intangible working capital, since few enterprises have the luxury of meeting their operating expenses solely through the income on their investments.  The income that is generated by the intangible asset is apportionable for the same reason that the income generated by any other asset used in the present operation of the taxpayer’s business would be apportionable.  

B.  Decisions of this Commission and the Missouri Supreme Court

This Commission has previously addressed whether a capital transaction served an investment function or an operational function.  Although these decisions predated Allied-Signal, the United States Supreme Court had also noted such a distinction in Container Corp., 103 S.Ct. at 2948 n.19.  In Williams Cos. v. Director of Revenue, No. 88-000363 RI 

(Mo. Admin. Hearing Comm’n Dec. 12, 1989), this Commission held that funds loaned to a company’s parent under demand notes “served an operational function of the unitary business and that [the company’s] interest income earned on those loans was business income[.]”  This Commission stated:  

it is not possible to calculate the value to the parents of owning and controlling this copious cash source.  The parents did not have to compete for the availability of this money; it was available on command.

The Missouri Supreme Court affirmed that portion of this Commission’s decision.  Williams Cos., 799 S.W.2d at 606.  This Commission found, in contrast, that the company’s investments in “repos” or security repurchase transactions did not benefit its corporate parents and served an investment purpose.  Therefore, that interest income was not unitary business income and was not apportionable.  That portion of the decision was not appealed. 


In Dow Chemical Co. v. Director of Revenue, Nos. RI-81-0251, RI-84-1646, and RI-84-2266 (Mo. Admin. Hearing Comm’n Aug. 30, 1988), this Commission held that interest income from investment of idle working capital outside Missouri was unitary business income and thus apportionable.  The Missouri Supreme Court affirmed that portion of the decision.  Dow, 787 S.W.2d at 284.  In Reynolds Metals Co. v. Director of Revenue, No. RI-81-0225 (Mo. Admin. Hearing Comm’n Sept. 2, 1988), this Commission similarly held that income from short-term investments was part of the unitary business income, where the funds invested were drawn from the taxpayer’s unitary business and the profits realized on the investments were returned to the taxpayer’s general operating fund.  That decision was not appealed to the Missouri Supreme Court.  


The transactions at issue in this case are distinguishable from the transactions found to serve an operational function in these earlier cases.  Taxpayer had divested itself of a majority 

shareholdership over Micron years before, and had held its remaining shares of Micron stock for a number of years.  Taxpayer’s Micron stock holdings were not a short-term investment of idle working capital.  

C.  Other Jurisdictions’ Decisions on 

the Operational Function Test

We find no decision of the United States Supreme Court since Allied-Signal that has addressed the operational versus investment function.  However, the parties discuss decisions from a number of states that have addressed the issue.  Hercules Inc. v. Commissioner of Revenue, 575 N.W.2d 111, 115 (Minn. 1998); Hercules, Inc. v. Department of Revenue, 

753 N.E.2d 418, 430 (Ill. App., 1st Dist. 2001); Hercules Inc. v. Comptroller of the Treasury, 716 A.2d 276 (Md. Ct. App., 1998); Hercules Inc. v. Wisconsin Dep’t of Revenue, No. 94-I-1494 (Wis. Tax. Appeals Comm’n Feb. 26, 1997); Hoechst Celanese Corp. v. Franchise Tax Bd., 22 P.3d 324 (Cal. 2001); Home Interiors & Gifts v. Department of Revenue, 741 N.E.2d 998 (Ill. App. 2000).  In Department of Revenue v. OSG Bulk Ships, 961 P.2d 399, 414 (Alaska 1998), the court also analyzed these legal principles, but remanded the case for a determination by the hearing officer of whether the income was operational or investment income.  

The Hercules cases all involve the same transaction – Hercules, Inc.’s sale of its stock interest in Himont, Inc., a corporation that Hercules had helped form four years earlier.  Hercules and Montedison, an unrelated Italian company, created Himont in 1983 and transferred their polypropylene manufacturing and sales businesses to it.  Each company owned 50% of Himont’s stock and appointed three members to Himont’s board of directors.  Hercules arranged to purchase polypropylene from Himont at a 2.5% discount, but Himont would have offered the same discount to any other company that purchased a similar volume.  Hercules also sold 

administrative services to Himont.  Hercules eventually sold all of its Himont stock to Montedison in response to Montedison’s threat of a hostile takeover.  


The Maryland, Minnesota, and Illinois courts all found that Hercules’ gain from the sale of its remaining Himont stock was not subject to apportionment.  The Wisconsin Tax Appeals Commission reached a contrary conclusion.
  After finding no unitary business relationship between Hercules and Himont, the Minnesota Supreme Court found that there was no operational function in what it characterized as a long-term investment.  575 N.W.2d at 115.  The court found persuasive that Hercules’ stock holding was not a short-term investment of excess working capital, the stock ownership was “not sufficiently linked to its [Hercules’] day-to-day operations,” Hercules carried the stock for more than four years on its books as an investment, and Hercules sold the stock only as a result of a direct threat of a takeover of Himont by another shareholder.  The court saw “no indication that Hercules wanted or needed the proceeds from the Himont gain to provide operating funds.”  In essence, the court found “no evidence that Hercules treated its investment in Himont as a repository for working capital like a bank account or certificate of deposit.”  Id. at 117.  

The Maryland court in Hercules quoted the Minnesota court’s decision approvingly, and stated that “[s]eemingly the strategic decision to discontinue an investment in one area of activity in order to concentrate resources elsewhere is no more an operating function in the case before us than was the strategic decision in Allied-Signal.”   Likewise, the Appellate Court of Illinois, First District, held that the gain from the stock sale was not business income because the investment 

did not provide “a supply of working capital analogous to a bank account or certificate of deposit.”  

In the current supplement to State Taxation, Hellerstein commented on the Hercules decisions as follows:  

In our view, the Maryland, Minnesota, and Illinois courts took too narrow a view of the “operational function” concept.  Although the Court in Allied-Signal gave two examples of investments that served an operational function, there was no suggestion that those examples were exclusive. . . . Indeed, if Hercules had simply sold its polypropylene business (without contributing it to the joint venture with Montedison), there could have been no serious argument that the gain from that sale was not apportionable as a matter of federal constitutional law.  One can reasonably ask whether the result should be different merely because Hercules arranged for (and ultimately effectuated) an orderly disposition of its polypropylene business by contributing to a joint venture over which it exercised considerable control and with which it continued to deal on an operational basis. 

As for “what constitutional standard” should govern a nondomiciliary corporation’s right to apportion the gain from the sale of stock, the standard is, of course, the standard articulated by the Court in Allied-Signal, as explained in detail in the treatise.  Although the Court could have been clearer in setting forth the standard, the “critical question” in determining whether an “operational function” exists should, as we already have noted,

be whether there is an “organic connection” between the asset and the taxpayer’s existing business activity in the state.  It is that link that assures that the state has provided some protection or benefit to the asset--through its protection of the business of which the asset is a part--and that justifies the state’s apportioning income that otherwise has no palpable connection with the state.

Although the facts of the Hercules case may be close, we remain convinced that the U.S. Supreme Court, if presented with the facts of Hercules, would hold the income apportionable and that the Maryland, Minnesota, and Illinois courts accorded too much weight to the two examples of “operational” investments offered by the Court in Allied Signal.  In any event, the conflict among the 

courts over the apportionability of income from the same transaction under the Court’s “operational function” criterion reveals, at a minimum, that we have a long way to go before the precise meaning of that criterion becomes clear.  

Hellerstein, State Taxation ¶ 8.09[5][a] (2004 Cum. Supp.).


Another case, not cited by the parties, is somewhat similar to this case.  The Southland Corp. v. Comptroller of the Treasury accumulated a remarkable history wending its way through the Maryland court system and back again.  In 1983, Southland, a Texas-based corporation that operated the 7-Eleven convenience store chain, acquired all the stock of Citgo, 

a Delaware-based corporation engaged in the business of refining and marketing motor fuel products.  In 1986, Southland sold 50% of its Citgo stock to a subsidiary of Petroleos de Venezuela, S.A., the Venezuelan National Oil Company.  Between 1986 and 1990, Southland was an independent retailer of gasoline, even though it was sold in only a minority of its convenience stores.  In 1990, Southland sold the remainder of its Citgo stock to the Venezuelan company, and Maryland sought to apportion the substantial capital gain for Maryland tax purposes.  


The Maryland Tax Court initially addressed the unitary business issue, stating:  

The Court finds that a vendor customer relationship between PDVSA which pumped the oil, Citgo which refined the oil, and Southland which sold the oil, is insufficient to indicate functional integration.  It is further undisputed that Southland and Citgo were managed separately after the 1986 sale and that economies of scale allowing for market advantage of Southland did not exist between Southland and Citgo.  A long-term contractual purchase of large volumes of product does not require a finding of economies of scale or unitary dependence.  Southland was not dependent on Citgo for gasoline, and its purchases from Citgo were made at market prices without preferences as to supply.  The evidence here indicates a customary contractual relationship without a showing of lack of arms-length participation.  Such contracts are a requirement of normal business activity.  

1995 WL 646335 (Maryland Tax Ct. Nov. 2, 1995).  The Tax Court’s decision was appealed to the Circuit Court of Baltimore City and then to the Maryland Court of Special Appeals, which remanded for a factual determination as to the operational function test.  


On remand, the Maryland Tax Court stated:  

a capital transaction could serve an operational function if the transaction was an “interim use of idle funds” or a “short term bank deposit.”  We find that Southland’s investment of six and one-half years is distinguished from these types of transactions.  As the subject income was neither an “interim use of idle funds” nor a “short term deposit” of working capital, Southland’s purchase and disposal of Citgo stock were nothing more than investment-type transactions. . . .  In order for the transaction to be described as operational rather than an investment, we are looking for that transaction to be integral to the in-state operations of that unitary business.  As this Court held prior, “Southland was not dependent on Citgo for gasoline, and its purchases were made at market prices without preferences as to supply.  The evidence here indicates a customary contractual relationship without a showing of lack of arms-length participation.”  That integral quality is not captured in this case.  The arm’s length character of these transactions demonstrates that they do not embody the “requisite flow of value to create a unitary business relationship.”  Hercules, 351 Md. at 119.  Their character also does not create an operational function.  This was a passive investment.  “The mere fact that an intangible asset was acquired pursuant to a long-term corporate strategy . . . does not convert an otherwise passive investment into an integral operational one. . . .  If that distinction is to retain its vitality, then . . . the fact that a transaction was undertaken for a business purpose does not change its character.”  Allied-Signal, 112 S.Ct. at 2263-2264.  

1999 WL 33290788 (Maryland Tax Ct. Nov. 22, 1999).  The Maryland Court of Special Appeals upheld the Tax Court in an unreported decision.

D.  Application of Operational versus 

Investment Function Test in this Case


Having reviewed Allied-Signal, Hellerstein’s scholarly commentary, Missouri cases, and decisions from other states, we turn to the question in this case of whether Taxpayer’s stock holdings in Micron served an operational function or an investment function.  Taxpayer states that “this issue is admittedly a close one,” and that its resolution depends on whether we adopt a broad or narrow interpretation of the term “working capital.”  Taxpayer states that within the literal language of a portion of the Allied-Signal opinion, its investment in Micron could be regarded as “idle funds accumulated for the future operation of [the taxpayer’s] . . . business operation[.]”  112 S.Ct. at 2263.  


Our preceding review presents some questions and some answers as to the apportionability of income based on operational function.  Factors to be taken into consideration include:  

· Is the asset or capital at issue derived from the corporation’s working capital?  

· What is the use of the asset or capital that is at issue? 

· What is the length of the term of the use of that asset or capital?   

On this point, we agree with Hellerstein that apportionability does not turn solely on the term of the investment, and Allied-Signal should not be construed to that effect.

· What is the use of the income earned from the asset?  

On this point, Allied-Signal indicates that the fact that the income is used for a business purpose does not make it apportionable.


Allied-Signal makes clear that the short-term use of a corporation’s working capital in a bank account or certificate of deposit performs an operational function.  Other situations are less 

clear.
  As other tribunals have found, each situation will turn on its unique circumstances.  The various tribunals of other jurisdictions have applied the language of Allied-Signal, especially pertaining to short-term investment of excess working capital, to those facts.  


The situation in this case is very unique--unlike most of the cases we have discussed.  Taxpayer was involved in the startup of Micron and provided it with startup capital.  The parties stipulated that:  

Taxpayer obtained the Micron interest at issue in separate transactions during 1983 and 1984.  Some of the interests were outright purchases of Micron stock; some interests resulted from Taxpayer’s exercise of options to convert debt obligations into equity in Micron common stock.   

The parties’ have stipulated that Taxpayer had “no specific corporate purpose for the acquisition of shares in Micron.  The purchase of Micron stock was perceived to be a good opportunity.”  


The stipulated record shows that the source of Taxpayer’s funding for its purchase of the Micron stock was from its business operations or from contributions by its shareholders.  Taxpayer admits that there is an issue in this case as to how broadly to define “working capital.”    However, it is evident that its purchase was not a short-term use of working capital because Taxpayer held the stock for a number of years without any activity.  The parties stipulated that there was little in the way of dividends throughout the period of Taxpayer’s ownership of Micron stock.  Taxpayer's purchase of Micron’s common stock was obviously a long-term investment, as was Bendix’s.  The parties further stipulated that “the primary return to Taxpayer has been from sales and financing activities related to the stock.”  However, the record does not show any such activity until 1993, when Taxpayer sold 520,000 shares of Micron stock to a wholly owned foreign subsidiary company, Simplot Canada Limited.  


We believe that Taxpayer, after purchasing Micron stock but holding it for a number of years with minimal return, reached a point where it could no longer be regarded as having its “working capital” employed in the Micron shares.  Taxpayer, for a period of 10 years from 1983 through 1993, held Micron stock without any return at all, other than perhaps a few dividends.  

Taxpayer was not making a temporary investment for a return on working capital to be used in its business, but was holding the Micron stock for some future use (which may or may not have been defined at that time).   Taxpayer’s investment, much like that of Southland, was a passive investment.  This case is similar to Southland, and even more compelling in some respects because Taxpayer and Micron did not have the type of interconnection that Southland and Citgo had.  This case is also somewhat similar to the Hercules cases, where most states have reached a final resolution determining that the operational-function test was not met.  The present case is an even stronger case for finding an investment function because the day-to-day operations of the two companies were not as interconnected as those of Hercules and Himont prior to the stock sale.  


The Director argues:


Beginning with its initial start-up funding of Micron in 1980 through its latest monetization of shares in Micron, Petitioner has treated Micron’s funds as its own.  In 1993, Simplot used the proceeds from the sale of Micron stock to finance a subsidiary company in Canada (Stipulation, Paragraph 15).  Again in 1996, Simplot used its stake in Micron to finance a fertilizer manufacturing facility in Canada.  In 1998, Simplot used its shares in Micron to finance a revolving loan agreement (Stipulation, Paragraphs 16 and 17).  


It could be argued that these uses are typical of any investment funds.  However, when the continuing use of Micron’s stock to finance Simplot’s operations is combined with the fact that during this period, due to Simplot’s influence, Micron issued no dividends so as not to dilute Simplot’s holdings, it becomes clear that Petitioner was actively controlling the income of Micron for Petitioner’s commercial benefit. 

(Resp. Brief, at 15.)


There is no support in the record for the contention that Taxpayer “treated Micron’s funds as its own” or that Micron did not issue dividends “so as not to dilute Simplot’s holding.”  It is 

true that Taxpayer used 29% of its Micron shares to finance the development of a fertilizer manufacturing facility in Canada during the tax year ending August 31, 1996.  On July 24, 1998, Taxpayer obtained a $50,000,000 line of credit secured by the same shares.   However, these transactions occurred before the tax years at issue in this case.  One question that remains unsettled in analyzing the operational function test is:  how far back should a tribunal go to determine whether a transaction served an operational or an investment function?  According 

to Hellerstein’s summary of the unreported Maryland Court of Special Appeals decision in 

7-Eleven, that court elected to take a “snapshot” of the transaction, analyzing the relationship of Southland and Citgo immediately prior to and immediately after the sale of Citgo stock, rather than analyzing the entire history of the Southland/Citgo relationship.  Hellerstein ¶ 8.09[5][b] (2004 Cum. Supp.)  Assuming that we should look back to the 1993, 1996, and 1998 transactions, the fact that Taxpayer had found a business use for the stock does not make the capital gain taxable.  Allied-Signal, 112 S.Ct. at 2263-64.  As the Court stated, such a concept would defeat the unitary business principle entirely. 


The parties also stipulated that during the tax years at issue, Taxpayer sold Micron shares “with a long-term goal of converting them to cash to be used for general corporate purposes.”  Once Taxpayer elected to sell the Micron stock, it did so to substantially reduce its corporate debt.  For fiscal year ending August 31, 1998, Taxpayer’s long-term debt was approximately $1.07 billion, and by the end of tax year 2000 (August 31, 2001), after the sales at issue in this case, Taxpayer’s long-term debt had been reduced to $740,395,000.  Along with a reduction in Taxpayer’s long-term debt was a reduction in the percentage of Taxpayer’s assets and equity that consisted of Micron stock.  


Undisputedly, Taxpayer sold the Micron stock at issue and used the proceeds for its general corporate purposes.  However, it did so after holding the stock at issue for at least 14 years (1983 or 1984 through 1998).   Once again, the fact that it found a business use for investment proceeds does not convert its investment into an operational function.  Allied-Signal, 112 S.Ct. at 2263-64.    


The key inquiry behind the operational-function test, as Hellerstein pointed out, remains whether the connection between the income at issue and the taxing state is sufficient to pass constitutional muster.  As the Maryland Tax Court stated on its second look at Southland, “we are looking for that transaction to be integral to the in-state operations” of the Taxpayer’s business.  Even though Taxpayer used the Micron stock as security for loan transactions in 1996 and 1998, and though it used proceeds from the stock sale for general corporate purposes during the tax years at issue, neither Taxpayer’s Micron stock holdings nor its sale of those holdings were integral to its in-state operations in Missouri.   


Taxpayer has met its burden of showing that its Micron stock holdings, and even its ultimate earnings on its sale of those holdings, served an investment function rather than an operational function, especially when considered in light of the many years for which Taxpayer held them.  As the Court stated in Woolworth, 102 S.Ct. at 3135, the State may not always tax a transaction merely because a corporation has derived an economic benefit from its ownership of stock in another corporation.   Further, we find nothing in the decisions of other jurisdictions that warrants a conclusion contrary to the conclusion we reach here on the unique facts of this case:  that Taxpayer’s Micron stock was held as an investment.  

IV.  Conclusion

The Missouri Supreme Court has linked the concept of business income under the Multistate Tax Compact to the constitutional limitations on state taxation.  Dow Chemical Co., 787 S.W.2d at 283; Williams Cos., 799 S.W.2d at 606.  Taxpayer’s holdings of Micron stock during the years at issue, and its gain from the sale thereof, were not part of Taxpayer’s unitary business, nor did they perform an operational function.  The acquisition, management, and disposition of the intangible property did not constitute an integral part of Taxpayer’s regular trade or business operations. 

Therefore, Taxpayer properly reported the capital gains from its sale of Micron stock as nonbusiness income on its Missouri corporate income tax returns for the years at issue.  Taxpayer allocated that income to Idaho, the state of its commercial domicile.  Therefore, Taxpayer has not evaded state income tax on the income, and our conclusion maintains consistency between the states.  

Taxpayer is not liable for the Missouri income tax and interest that the Director assessed for 1998 through 2000.  For 1998, Taxpayer is entitled to a refund of $34,459, as requested.  Interest applies as a matter of law.  Section 143.811.  

For 1999 and 2000, Taxpayer requested that the overpayment be applied to the following years.  Years subsequent to 2000 are not before us.  However, the Director shall make the appropriate adjustments to Taxpayer’s account to allow credit for the 1999 and 2000 overpayments.    


SO ORDERED on May 13, 2005.



________________________________



JOHN J. KOPP 



Commissioner

	�Exhibit 3, Form 10-K, filed with Security and Exchange Commission (“SEC”) for year ending August 31, 2000.





	�DRAM is the acronym for dynamic random access memory, a component used in microcomputer applications.  Exhibit 1, page 3, amendment no. 3 to Form S-1 Registration Statement under the Securities Act of 1933 (“Exhibit 1”).


	�Exhibit 1.





	�Ex. A, Field Audit Package, document E, ¶ 36 of the Tax Court decision valuing the estate of Richard R. Simplot, one of J.R. Simplot’s sons, who died on June 24, 1993.  


	�Stipulation ¶ 21.  It is unclear why Micron would pay dividends to Taxpayer’s shareholders when Taxpayer held a minority interest in Micron.  We presume the parties intended to stipulate that Micron did not pay dividends to Taxpayer.  





	�Exhibit 2.


	�Stipulation ¶ 24.  However, Exhibit 2, pages 11-13, Micron’s Form 10-K, filed with the SEC for year ending September 2, 1999, does not list J.R. Simplot as a director for that period, and states that “[t]here was no family relationship between any director or executive officer of the Company.”





	�There is a reference in the Findings of Fact in the Director’s Final Decision, on page 5, to a Jeff Kimpson, as having positions at both Taxpayer and Micron.  The Findings of Fact indicate that Mr. Kimpson is “ a project manager for Micron Technology, Inc.,” and “has e-mail addresses at both J. R. Simplot Company and Micron Technology, Inc. and has a business address at J. R. Simplot Company.”  The Findings of Fact are not correct.  


Mr. Kimpson is the manager of product engineering for Taxpayer, not Micron Technology, Inc.  He does not have an e-mail address at both J.R. Simplot Company and Micron Technology.  His e-mail address for J.R. Simplot Company has a “Micron” label because a subsidiary of Micron was, during the period covered by the audit, an internet service provider.  Mr. Kimpson utilized those services, so his e-mail address included the “micron.com” designation.  


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


	�All citations to the article and paragraph numbers in the Multistate Tax Compact refer to § 32.200, RSMo 2000. 


	�“We’re coming in to downtown Boise and he waves his hand again.  ‘That’s my ground.  I own it all.  Actually my kids own it now.  They bought the railroad out, got about 25 acres right up through town here.  I bought the whole damn works.  Someday it will be worth a lot of money.’ ”  (Document K, at 9-10.)


	�Hellerstein notes that the Utah State Tax Commission also concluded that the income was apportionable.  Hellerstein, State Taxation ¶ 8.09[5][a] (citing Hercules Inc. v. Auditing Division of the Utah State Tax Comm’n; Appeal No. 90-1521, Sept. 19, 1996).  However, we do not find a Utah decision reported on Westlaw.  The treatise also states that the Utah and Wisconsin decisions were on appeal, but we find no reported decision of appeals of these cases on Westlaw.   


	�7-Eleven, Inc. v. Comptroller of the Treasury, No. 1661 (Md. Ct. Spec. App., June 13, 2001).  Though the decision is unreported, it is discussed extensively in Hellerstein, ¶ 8.09[5][1] (Cum. Supp. 2004).  


	�Both parties assert in their written arguments that the United States Supreme Court has referred to more types of investment that would satisfy the operational function test:  “where the taxpayer makes an investment in order to expand its business, gain access to a new market or a source of supply, or protect its operations from the risks of market fluctuations.”  “Petitioner's Opening Brief,” at 13, citing Allied-Signal, Inc., supra 504 U.S at 788.  See also, “Respondent’s Brief,” at 13, citing the same language but citing page 787 in Allied-Signal, Inc.  Contrary to the parties’ assertions, the cited language is not in the majority opinion.  Instead, it is in the dissenting opinion of Justice O’Connor, joined by three other Justices:  





In this connection, I agree with the Court that out-of-state investments serving an operations function in the nondomiciliary taxpayer’s in-state business are sufficiently related to that business to be taxed.  In particular, I agree that “ ‘interim uses of idle funds “accumulated for the future operation of [the taxpayer’s] business [operation],” ‘ “ may be taxed. . . .  The Court, however, leaves “operation function” largely undefined.  I presume that the Court’s test allows taxation in at least those circumstances in which it is allowed by the Uniform Division of Income for Tax Purposes Act (UDITPA). …. UDITPA counts as apportionable business 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 operation.”  …. Presumably, investment income serves an operational function if it is, to give only some examples, intended to be used by the time it is realized for making the business’ anticipated payments; for expanding or replacing plants and equipment; or for acquiring other unitary businesses that will serve the in-state business as stable sources of supply or demand, or that will generate economies of scale or savings in administration. 





*   *   *





	In its application of these principles to this case, however, I diverge from the Court’s analysis. . . .  The Court finds the investment here not to be operation because it was not analogous to a “short-term investment of working capital analogous to a bank account or certificate of deposit.” . . .





Any distinction between short-term and long-term investments cannot be of constitutional dimension.  Whether an investment is short-term or long-term, what matters for due process purposes is whether the investment is operationally related to the in-state business. . . .





Allied-Signal, Inc., supra, 504 U.S at 792-93, 112 S.Ct. at 2266 (O’CONNOR, J., dissenting) (emphasis added).  The emphasized text contains examples to which the parties refer.  These are not transactions that the majority opinion endorsed as exemplifying what is an operational investment.  The majority referred only to short-term investments of excess working capital.  Accordingly, we do not rely upon the hypothetical transactions in the dissenting opinion as paradigm investments serving operational functions.  
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