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TO THE HONORABLE SUPREME COURT:

Respondents Susan Combs, Comptroller of Publioéats of the State of Texas,
and Greg Abbott, Attorney General for the State Tdxas, (collectively, the
Comptroller”) respectfully file their response tetPetition of TGS-NOPEC Geophysical
Company d/b/a TGS-NOPEC Corporation (“TGS”).

ISSUES PRESENTED

1) The legislature amended the franchise tax statutspecifically include receipts
from the use of a license in Texas as “busines® dorthis state” for apportionment
purposes. Does this amendment apply to receiptiected from licensees, in cases
where the licensed data is either mailed to a Taeddsess or billed to a Texas address?
2) May the Comptroller constitutionally treat theceipts from the sale or licensing
of computer software, under a licensing agreemdiiterently than TGS’s receipts
generated from issuing a license for the use oplggsical data?
3) Was it reasonable for the Comptroller to trém billing or shipping address of
TGS's customers as the location of use for appament purposes?

STATEMENT OF FACTS

The Court of Appeals correctly stated the natur¢éhefcase. TGS is a Delaware
corporation with a principal place of business iouston, Texas. CR 331. TGS
performs geophysical seismic studies and licensgad and out-of-state exploration and

production (E & P) companies to use the data toenabkspecting decisions. CR 332.



TGS is subject to franchise tax. Tex. Tax Code .A$171.001(a)(1). The contested
gross receipts are revenue received from TGS’'adiees in Texas. CR 126.

The Comptroller audited TGS and assessed additicarachise tax, penalty, and
interest of $1,757,570.89 for the 1997-2000 andl2P@03 audit periods. CR 129, 140,
310, 408. TGS paid taxes, penalty, and interesieuprotest, and timely filed this
lawsuit. The assessments arose from TGS's faitui@rrectly apportion receipts from
licenses.

TGS produced a summary report listing its Texastamuers’ mailing or billing
addresses. CR 126. The Comptroller used theeagldo which data was mailed or
billed to determine the location where it was us€R 127.

APPORTIONMENT STATUTES & RULES IN EFFECT FOR 1998

Sections 171.103 and 171.1032 of the Tax Code #ppdicense receipts and
provide, in relevant part:

In apportioning taxable capital, the gross receqbta corporation from its

business done in this state is the sum of the catipa’s receipts from:

.. (4) the use of a patent, copyright, trademadqchise, or license in this

state; ... Tex. Tax Code § 171.103(4) (1998).

In apportioning taxable earned surplus, thesgrreceipts of a
corporation from its business done in this statethe sum of the
corporation’s receipts from:.. . . (4) the uske ab patent, copyright,

trademark, franchise, or license in this state;... Tex. Tax Code
§171.1032(a)(4) (1998).

! The statutory amendment at issue took effect anaky 1, 1998, thus the Comptroller’s assessmetti@n
“location of use” issue did not include the 199% yaar.
2



Rule 3.549 and Rule 3.557 implement the apportiorirs@atutes and provide, in relevant

part:

(30) Patents, copyrights, and other intangible$.RAceipts from the use of
intangible rights. . . .(iii) For reports due priar January 1, 1998, revenues
received by the owner of a trademark, franchised dicense are
apportioned to the location of payor. For repdrs on or after January 1,
1998, revenues received by the owner of a tradenfi@kchise, or license
are included in Texas receipts to the extent uselekas. In regard to the
sale/licensing of computer programs, paragrapho{7jhis subsection is
controlling. 34 Tex. Admin. Code 8§ 3.549(e)(30)(ii)) (1998) (Taxable
Capital: Apportionment).

(25) Patents, copyrights, and other intangibletsgh(A) Revenues from

the use of intangibles. . . .(ii) Revenues reedi\by the owner of a

trademark, franchise, and license are included exa% receipts to the

extent used in Texas; however, in regard to the/lggnsing of computer

programs, paragraph (6) of this subsection is olimg. 34 Admin. Code

§ 3.557(e)(25)(A)(iii) (1998) (Earned Surplus: Apponment).

SUMMARY OF ARGUMENT

The case turns on whether revenues from licensangexclusive geophysical data
to licensees located in Texas are Texas receiptk, ihso, whether franchise tax rules
distinguishing between licenses and software amstiéational under the equal and
uniform taxation requirements of the Texas Constitu Tex. Tax Code Ann.
§§ 171.103, .1032 (West 1998-2063).

TGS’s statutory arguments are predicated on thedamnentally incorrect

proposition that where license receipts are apmuoetl is an open question. The franchise

2 Unless otherwise specified, references to the TadeQvill be to the statutes in effect from 1998-

2003. Relevant statutes are in the Vernon 2002mel References to “8171. " are to the franchase t
statute.



tax statute was amended in 1997 to provide thamess from licenses used in this state
are Texas receipts beginning on January 1, 1988.7%.103, .1032.

The 1997 amendment was a clear statement of legeslmtent to abandon the
prior (location of payor) apportionment standardA plain reading of the statute as
amended indicates that revenues received from gbeotia license in Texas are Texas
receipts for apportionment purposes. Comptrolldes, and letter rulings, based on the
statute as it existed prior to the 1997 amendmens@aperseded by statute.

The difference in tax treatment applied to softwageeipts, as compared to
license receipts, does not violate the equal aritbrum taxation requirements of the
Texas Constitution. The constitutional mandateuireg only that all entities falling
within the same class be taxed alike.

ARGUMENT
l. TGS's receipts from the issuance of non-exclug geophysical data license are
subject to apportionment as business in Texas, undéhe Texas Tax Code as

amended by the Legislature in 1997.

A. Introduction to the franchise tax.

Franchise tax is imposed on a corporation’s netlike capital and earned surplus.
§171.002. Taxable capital is essentially net tass@d earned surplus is adjusted
reportable federal taxable income. 88 171.10114)0(a).

Franchise taxes are based on Texas business dang the previous accounting
year. 88 171.153, .1532. Both of the tax basesdasided among Texas and other tax

jurisdictions by multiplying them by an apportionmdactor, the numerator of which is
4



gross receipts from Texas business, and the deatoniof which is gross receipts from

business everywhere. Taxpayers generate grosptseby selling goods and services,

receiving dividends and interest, realizing capg@hs, and the like. 8§ 171.103, .1032.
This case involves the size of the numerator, @v Imuch of TGS’s license

revenue arises from business done in Texas.

B. TGS’s claim that the 1997 amendment did not chge how geophysical
license receipts are apportioned conflicts with theplain language of the
statute and the legislative history of the amendmen

1. The license receipts amendment clearly evidencashange in standards.

Before 1998, license receipts were consideredetadvenue from the sale of
intangible property, or “other business done is gtate. . .” and were apportioned to the
location of the licensees’ legal domiciles—the estain which they were incorporated.
88 171.103, .1032 (Vernon 1997); Pet. TAB 7 &This standard bore no relationship to
where licenses were used.

Since 1998, the franchise tax statute has provitied the tise of a patent,
copyright, trademark, franchise, tcensein this state’ generates Texas receipts. §
171.103, .1032 (emphasis added). Pet. TAB 9 & 1Dhis standard relates the
protections, opportunities and benefits affordedthoy taxing state to the place of use.
See Amerada Hess Corp. v. Dir., Div. of Taxti0 U.S. 66, 79 (1989).

The 1997 amendment was enacted as S.B. 861 by5theegislature in 1997,

when the Comptroller sought legislation that wowdapressly apportion license,

trademark, and franchise revenue to the place dheyised, for both taxable capital and



earned surplus. Act of May 30, 1997, 75th LegS.Rch. 1185, 88 5-6, 1997 Tex. Gen.
Laws 4569, 4569-70 (effective January 1, 1998);21R-218; (Appendix A).

The Comptroller’s fiscal note analysis for S.B18frepared at the request of the
Legislative Budget Board, states:

Current franchise tax law sources the receipts fi@uemarks, franchises,

and licenses used in Texas to the state of legaidaile of the corporation

remitting the payments. Patents and copyrightsaueced to Texas if the

patent or copyrights are used in TexaslThis bill would equalize

treatment among these types of similar intangible ssets The receipts

would be sourced to Texas if the assets were usélkxas. [. . .] The

changes related to sourcing receipts from certaiangible assets would

provide a small revenue gain. (emphasis added)
COMPTROLLER FISCAL NOTE ESTIMATE, S.B. 861, 75th Leg., R.S. (1997); CR 220-222;
Pet. TAB 16. Thus, the legislature considered gadénts, trademarks, copyrights, and
licenses are “types of similar intangible asset&. 'bill analysis prepared by the Senate
Research Center states that S.B. 861 would makstasulve changes to “deal with
apportionment of gross receipts from the use afemaarks, franchises, and licenses in
Texas; . . .” CR 235-237; Pet. TAB 18, 1. Thine information provided to the
legislature relating to the effect of S.B. 861 oades that the legislature acted with an
affirmative intent to change the apportionment iockhse receipts from “location of
payor” to “place of use.”

The statute’s plain language and legislative hystiemonstrate that receipts from

licenses, trademarks, and franchises were brotmhihe first time, into the same fold as

patents and copyrights. TGS may disagree with gbigcy choice, but it was one the



legislature had every right to mak&ee Nordlinger v. Hahrb05 U.S. 1, 12 (1992%ee
also, Tex. Workers’ Compensation Comm’n v. Gai@é8 S.W.2d 504, 520 (Tex.1995).
2. The license receipts amendment applies to TGSisense receipts.

TGS claims that the license amendment does notngoess geophysical seismic
data licenses, but there is no support for thisrclaecause the statute does not qualify or
in any way limit the term “license.” TGS’s conttacare styled as a “Master License
Agreement for Geophysical Data,” and TGS’s cust@naee designated as “licensees” in
the agreements. CR 179-181; Pet. TAB 3 (Masteerise Agreement for Geophysical
Data).

TGS licenses the use of data to its licensees. f@dwepaid to TGS by its licensees
are receipts to TGS. A plain reading of sectibn%.103(4) and 171.1032(a)(4) indicates
that these payments, received by TGS, are grossptecgenerated from the use of a
license.

3. TGS relies on Comptroller policy that was supeseded by an express
statutory amendment.

TGS relies on superseded Comptroller policy doaiméor the proposition that
the Comptroller irrevocably decided that receiptenf licensees arise from the sale of
intangible property and should be apportioned #oldication of the payor — the licensees’
legal domicile. In addition to failing to recogeithat these policies were trumped by the
1997 amendment, TGS mischaracterizes them.

Before the 1997 amendment expressly included dieerevenues in the same

category as patents and copyrights, the Comptratiatyzed the essence of the receipts-
7



generating transaction to determine which appontiemt rule to apply. There were three
possible categories for license transactions utigerapportionment statutes: sales of
tangible personal property, sales of intangiblespeal property, or sales of services. CR
80-81; Pet. TAB 11, 2 (Taxability Response BBb1).

In answer to the question “Should gross receiptenfthe licensing of the
geophysical ‘proprietary data’ be from sales ofgiate personal property, from sales of
intangible personal property or from services?” @amptroller concluded in 1982 that
the closest fit was sales of intangible personaperty. The licensing agreements did not
represent contracts for the sale of tangible peispnoperty, and performance of a
service required specific customersl. at § 5. The only other category that fit was the
sale of intangible personal property. Accordindigense receipts were apportioned to
licensees’ legal domicile.

When, in 1997, the legislature decided to apportioenses the same as other
transactions involving intangible property — such patents and copyrights — the
Comptroller withdrew the apportionment policiestthad been in place before the 1997
amendment. The Comptroller does not, and TGS d¢arelg on superseded policies.

The legislature decided that licenses were moke Ipatents, copyrights,
trademarks, and franchises than the sale of othmngibles, and apportioned such
receipts to the place of use. This legislativaoaciprecludes the Comptroller from

apportioning license receipts to the location ofgraafter January 1, 1998.



4. The 1997 amendment to the apportionment statuteis a clear and specific
legislative departure from the location of payor rde, satisfying the
requirements established byHumble Qil.

TGS suggests that the 1997 amendment was noffieiexutly clear statement of
the legislature’s intent to abandon the locatiompayor test and thus must be invalid, at
least as applied to TGS, per the standard establishHumble Oil & Refining Co. v.
Calvert 414 S.W.2d 172 (Tex. 1967). TGS’s analysis naisps$ the standard established
in Humble Oil In Humble Oi|l the Comptroller made his decision to apply aedéht
(i.e., business situs) test to receipts from certaiangibles, under the theory that the
legislature abandoned the location of payor testirbplication. Id at 177. The
statutory amendment at issue Humble Oil neither expressly rejected “location of
payor” nor referenced the “business situs” teshe umble Oilcourt determined that
the Comptroller had read “too many far reaching cepis into an ambiguous
subsection.”ld at 177. In the instant case, the amendatory Egegis clear and specific.
Receipts from the use of a license in Texas areessgfy apportioned to Texas.

TGS’s attempt to interject ambiguity by suggestingt the amended statute could
be construed as applying to the apportionment fanui either the licensor or the
licensee does not bear close inspection. The #pporent formula is a measure of
receipts, and receipts are received by the entétgtgng a license; a franchise; or the right
to use a trademark; not by the licensee or granfeethe extent that a licensee generates

income from the sale of a product or service cekaiglizing the license, then such

receipts (of the licensee) would be apportione@tas the product or service sold.



5. TGS's reliance on the legislative acceptance ddoe is misapplied.

TGS contends that taxability rulings issued by @wmptroller prior to the 1997
enactment of the statutory amendments should invio&eapplication of the legislative
acceptance doctrine. CR 80-81, 74-75, 77-78; P& T1, 12, 13. Specifically, TGS
argues that the policy announced in various letiengs issued between 1982 and 1991
should trump the clear language of the 1997 statuammendment. Such a conclusion
would turn the legislative acceptance doctrinetsmead.

Application of the legislative acceptance doctrisespecifically limited to those
situations where a statute is re-enacted “withowt substantial change in verbiage.”
Fleming Foods of Texas v. RylandérS.W.3d 278, 282 (Tex. 1999). In addition, the
statute at issue must be ambiguous in order foddicérine to be appliedid. at 282 In
the instant case, neither condition is present.

The 1997 statutory amendment did effect a subatadhange in verbiage by
adding substantive language not contained in tler [aw. Specifically, the legislature
added the terms “trademark,” “franchise,” and “tise” to the list of transaction types
subject to apportionment to Texas. Those termeago nowhere in the prior statute.
SeePet. TAB 7 & 8. Further, the statute as amendatbt ambiguousSee supraPart
B.4.

The doctrine of legislative acceptance cannot fyaied to contradict the plain

meaning of the apportionment statugeeFleming Foods6 S.W.3d at 282.

10



.  The Comptroller's treatment of TGS’s receipts, while different than

that applied to receipts generated from the sale dicense of computer

software, does not violate the equal and uniform teation requirements

of the Texas Constitution.

TGS’s arguments based on the equal and uniformtitax requirements of the
Texas Constitution are without merit.

TGS's reliance oBullock v. Sage Energy Ca.28 S.W.2d 465 (Tex. App.-Austin
1987, writ ref'd n.r.e.) is misplaced. The taxpaye Sage an oil and gas operating
company, asserted a uniform and equal taxatiomdigised on Comptroller treatment of
other oil and gas operating companies. The cduappeals decision iBagewas based
on the premise of comparing the treatment of Sagedy to “other similarly situated oil
and gas operating companiesid. at 468. In the instant case, TGS compares the
apportionment treatment of its receipts from thasée of seismic data to the
apportionment treatment applied to receipts froegale or lease of computer software.
These two types of companies make different pradant operate in different markets.
TGS'’s product is data, while software companiesmelgrams and operating systems.

A difference in industry products, operationspasiness organizations justifies a
difference in classification for taxation purposef¥he constitutional mandate requires
only that all persons falling within the same classtaxed alike.Sharp v. Caterpillar,
Inc, 932 S.W. 2d 230, 240 (Tex. App.-Austin 1996, wdenied); Westcott

Communications, Inc. v. Strayhorbh04 S.W.3d 141, 149-150 (Tex. App.-Austin 2003,

pet. denied). TGS has not claimed that its resap¢ being taxed differently than those

11



of other geophysical data companies, and thus basasis for asserting an equal and
uniform taxation claim.

TGS’'s attempt to shift, to the Comptroller, therden of affirmatively
documenting the reasonableness of a tax classificatannot be supported. Instead,
when reviewing taxation statutes, Texas courts yappl “strong presumption of
constitutional validity.” Vinson v. Burgess773 S.W.2d 263, 266 (Tex. 1989);
Caterpillar, Inc, 932 S.W.2d at 240. Thus, a challenging partyrddlae burden of
demonstrating that the statute is not rationallstesl to a legitimate state interest or that
the statute’s tax classification has no rationaidaUpjohn Company v. RylandeB8
S.W.3d 600, 610 (Tex. App.-Austin 2000, pet. dehiedGS has made no such showing.
lll. It was reasonable for the Comptroller to treat the billing or shipping

address of TGS’s customers as the location of userfapportionment

purposes.

The Tax Code directs the comptroller to “deterntime amount of tax to be paid
from information contained in the [tax] repantany other information available to the
Comptroller.” 8§ 111.008(a) (emphasis added) (tax deficieshtgrminations).

The only documentary evidence available to the @iooiler to determine the
location of use (and thus the resultant amountwftd be paid) is contained in reports
identifying TGS’s Texas-based customers’ shippindgiting addresses. CR 126-127,

170, 209. Relative to the facts in this situatitme Comptroller’'s decision was both

reasonable and practical.

12



From a more general perspective, the Comptrolidesision is reasonable. The
primary purpose of apportioning a tax base is taddi it among jurisdictions and avoid,
as much as practicable, multiple-taxation (i.e.,sByeral states) and under-taxation. If
all states based “place of use” on customer shippmbilling addresses, no state would
tax the same revenue twice, but all revenue woeldalzed once, thereby fulfilling the
purposes and policies of apportionmengee Okla. St. Tax Comm’n v. Jefferson Lines
514 U.S. 175, 184-185, 195 (199&pntainer Corp. of America v. Franchise Tax Bqard
463 U.S. 159, 169 (1983).

TGS contends that if the Comptroller were to cdtsy position to its logical
conclusion, that TGS (and all other industry p#aats) would be required to
perpetually monitor its customers’ future use of geismic data. This is an absurd
conclusion. First, there is nothing in the rectirdt indicates that the Comptroller made
any such request or indicated that such a levalaoumentation would be required.
Second, it misses the key point that the grosspesctactors (Texas receipts and receipts
from business everywhere) are used as measuretagpayer’s ratio of business activity
in Texas for a particular base year (i.e., the anting year prior to tax year). Nothing in
the Tax Code or in the record suggests that thed3 eeceipts” factor for any particular
accounting year would need to be subsequently mdjuserely due to events occurring
after the close of the accounting year.

In contrast, basing place of use on shipping inbiaddresses, in the absence of

other evidence, promotes administrative conveniearug efficiency, which provide a

13



rational basis for agency policieSee Graves v. Morale923 S.W.2d 754, 757 (Tex.

App.-Austin 1996, writ denied)Bullock v. Hewlett-Packard C0628 S.W.2d 754, 756

(Tex. 1982).
PRAYER

The Comptroller therefore prays that TGS’s patitie denied and for such other

and further relief to which it may be entitled.
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