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)
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)

No.  98-2920 RI




)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

FINDINGS OF FACT AND CONCLUSIONS OF LAW


On October 14, 1998, Cooper Industries, Inc. (Cooper) filed a petition challenging the Director of Revenue’s September 14, 1998, final decision assessing it Missouri income tax and additions for 1991 and 1992.  Cooper claims that the Director improperly disallowed its deduction for net operating losses (NOLs) incurred by companies that merged into or were dissolved into Cooper.  The Director argues that the NOLs should not be allowed because those companies did not do business in Missouri.  


On June 3, 1999, we issued an order denying the Director’s motion for summary determination.  We ruled that the NOLs could be taken in determining the federal taxable income for purposes of the Missouri return.  However, we ruled that the record did not contain sufficient information for us to determine the federal taxable income.  


We convened a hearing on the petition on October 20, 1999.  Nicole Crighton, with Oreck, Bradley, Crighton, Adams & Chase, represents Cooper.  Senior Counsel Wood Miller represents the Director.  


On June 12, 2000, we issued Proposed Findings of Fact and Conclusions of Law, allowing the parties to file additional briefs as to the tax computations.  On July 20, 2000, we issued an order allowing until August 4, 2000, for supplemental briefing as to the amount of Cooper’s 1992 federal income tax deduction.
  
 

Findings of Fact

1. Cooper is a member of an affiliated group, Cooper Industries Inc., and Subsidiaries, that filed consolidated federal income tax returns for 1991 and 1992.  

2. Cooper filed separate-company Missouri income tax returns for 1991 and 1992.  

Treatment of Excess Loss Accounts from Seadrill and Petdrill

3. In 1988, Cooper sold two subsidiaries, Seadrill, Inc., and Petdrill, Inc.  Each subsidiary had been included on Cooper and Subsidiaries’ consolidated federal income tax return as a subsidiary of Cooper.  

4. Seadrill and Petdrill conducted no business in Missouri and had no employees, sales, or property in Missouri.  Therefore, they were not subject to taxation in Missouri.  

5. On its 1988 federal income tax return, Cooper recognized a gain of $15,567,621 resulting from the sale, as required by excess loss account recapture provisions of federal regulations.  

6. Cooper allocated the $15,567,621 as non-business income on its 1988 Missouri income tax return.  The Director adjusted the return and disallowed the non-business income.  

Cooper protested, and the Director issued a final decision on March 7, 1997, allowing the allocation of the non-business income. 

1991
7. Cooper acquired Cameron Iron Works, Inc., which was a holding company and was merged into Cooper.  Cameron Iron Works USA (Cameron Iron) was a subsidiary of the holding company.  On December 28, 1989, Cameron Iron was merged into Cooper and became a division of Cooper.  

8. Prior to the merger into Cooper, Cameron Iron had incurred net operating losses.  Cameron Iron had no nexus with Missouri, had never been subject to taxation in Missouri, and had no employees, sales, or property in Missouri.  

9. Line 1 of the Missouri corporation income tax return, Form MO-1120, requires the taxpayer to state the federal taxable income that has been reported on federal Form 1120, line 30.  Because Cooper had been included in the consolidated federal income tax return and did not file a separate-company federal return, Cooper completed a hypothetical separate-company 1991 federal income tax return, known as a pro forma return, to determine its federal taxable income on line 30.  (Pet’r Ex. 6.)  Pursuant to federal law, Cooper reported an NOL of $52,525,919 attributable to Cameron Iron on line 28 of the pro forma separate-company federal return.  On line 30 of the pro forma separate-company federal return, Cooper reported a federal taxable income of $5,896,200.  Cooper therefore reflected the separate-company federal taxable income of $5,896,200 on its 1991 Missouri separate-company income tax return, line 1.  (Pet’r Ex. 5.)  On the Missouri return, Cooper reported 1991 Missouri taxable income of –$331,736 (line 14) and Missouri income tax of $0 (line 17).  Cooper reported Missouri estimated tax payments of $41,342 (line 19), and requested a refund in that amount from the Director (line 26).  

10. On February 3, 1993, the Director issued a refund of $41,342 to Cooper for 1991. (Final decision, at 1 (attached to complaint); Answer ¶ 1).

11. The IRS conducted an audit of Cooper Industries, Inc. & Subsidiaries for 1991 and 1992.  On December 1, 1995, Cooper Industries, Inc. & Subsidiaries signed an IRS Form 870, agreeing to changes for 1991 and 1992.  (Pet’r Ex. 3.)

12. On February 28, 1996, Cooper filed an amended 1991 return reporting changes made by the IRS revenue agent reports (RARs), which reduced its federal taxable income for 1991.  (Final decision, at 2.)  However, because Cooper had reported no Missouri  taxable income on a separate-company basis for 1991, and thus Missouri income tax of $0, the RAR changes had no effect on its separate-company liability.  

13. The Director conducted an audit of Cooper for 1991 and 1992.  The audit was completed in May 1996.  According to the auditor’s report, RARs had not been completed for 1991 and 1992.  (Resp. Ex. A, at 4.)  The Director disallowed the NOL for 1991 attributable to Cameron Iron.  The Director thus determined that Cooper’s 1991 federal taxable income was $58,422,119 and its 1991 Missouri income tax was $30,371.59.  

14. On May 16, 1996, the Director issued a notice of deficiency for 1991 pursuant to the audit.  (Pet’r Ex. 9.)  The Director assessed $30,371.59 in tax and $1,518.58 in additions, plus interest.  Cooper protested the notice of deficiency.

1992

15. Cameron Offshore Engineering, Inc., was another subsidiary of the holding company, Cameron Iron Works, Inc.    

16. Cameron Offshore had never operated in Missouri, had no nexus with Missouri, was not subject to taxation in Missouri, and had no employees, sales, or property in Missouri.

17. Cameron Offshore had incurred net operating losses.  

18. On December 11, 1992, Cameron Offshore was liquidated into Cooper pursuant to Internal Revenue Code section 332, governing liquidation of subsidiaries into parent corporations.

19. Cooper’s 1992 pro forma separate-company federal income tax return, line 28, reflected NOLs of $26,571,037 attributable to Cameron Iron and Cameron Offshore pursuant to federal law.  (Pet’r Ex. 8.)  On line 30, Cooper reported a separate-company federal taxable income of $158,625,720.

20. On its 1992 Missouri separate-company income tax return, line 1, Cooper reported a federal taxable income of $158,625,720, as reported on line 30 of the pro forma federal return.  (Pet’r Ex. 7.)  That figure thus reflected the deduction of the NOL attributable to Cameron Iron and Cameron Offshore. Cooper reported Missouri additions of $3,542,641 (line 4), 1992 Missouri taxable income of $169,849 (line 13), and Missouri income tax of $8,492 (line 16).  

21. Cooper’s 1992 federal income tax on a separate-company basis was $44,634,130.
  (Resp. Ex. D, at 4.)  

22. On March 8, 1994, the Director issued a notice of deficiency assessing Missouri income tax of $28,248 and additions of $427.15, plus interest, against Cooper for 1992.  (Pet’r Ex. 11.)  The Director disallowed the NOLs from Cooper Iron and Cooper Offshore.  Cooper protested the notice of deficiency.  

23. On November 24, 1994, Cooper filed a first amended 1992 Missouri separate-company return to report an enterprise zone credit of $2,123.  (Final decision, at 3.)

24. On March 5, 1996, Cooper filed a second amended 1992 Missouri separate-company return, reporting federal taxable income of $156,717,918 pursuant to the RAR changes.  (Resp. Ex. D.)  Cooper reported a Missouri income tax of $10,656 (line 11), an enterprise zone 

credit of $2,664 (25 percent of the tax liability), and payments of $19,705, resulting in a refund due of $11,713.

25. On May 20, 1996, the Director issued a notice of deficiency for 1992 pursuant to the audit.  (Pet’r Ex. 13.)  The notice of deficiency did not reflect the RAR changes because the Director had not yet processed the second amended 1992 return.  The auditor continued the disallowance of the NOLs, and the notice of deficiency was based on a federal taxable income of $185,196,757 and a federal income tax deduction of $47,137,700.  The auditor determined that Cooper’s Missouri additions to income were $3,028,239.  (Resp. Ex. A, section C, 1992).  The auditor computed Cooper’s apportionment percentage as 2.214%.  (Resp. Ex. A, section G, 1992.)  The auditor computed Missouri tax of $38,991.70, with credit for payments of $19,705, resulting in an underpayment of $19,286.70.  The Director also assessed additions of $1,462.98, plus interest.  Cooper protested the notice of deficiency.

26. On July 8, 1996, the Director issued a third notice of deficiency for 1992, reflecting the RAR changes and continuing the disallowance of the NOLs.  (Pet’r Ex. 15.)  The notice was based on federal taxable income of $183,288,955 (attached notice of adjustment, line 1(C)) and dividends of $101,323,518 (attached notice of adjustment, line 4(C)), as adjusted per the RAR.  The Director computed a Missouri tax of $30,390 and allowed credit for payments of $19,705, resulting in $10,685 tax due, plus interest.  The Director also assessed $534.25 in additions.  Cooper protested the notice of deficiency. 

27. Cooper is entitled to an enterprise zone credit in the amount of 25 percent of its 1992 Missouri income tax (Tr. at 92-93).  
Final Decision

28. On September 14, 1998, the Director issued a final decision for 1991 and 1992 disallowing the NOLs attributable to Cameron Iron and Cameron Offshore.  (Attachment to Compl.; Answer ¶ 1.)  The Director determined Cooper’s protest for 1991 and its three protests 

for 1992.  The Director incorporated certain adjustments that the IRS had made, which are not in dispute.  In the final decision the Director assessed Cooper Missouri income tax as follows, plus interest:  

1991        $29,699

1992        $11,931

The final decision does not impose additions to tax.  

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Cooper has the burden of proof on its petition.  Section 621.050.2.
  We do not merely review the Director’s decision, but find the facts and make an independent decision by applying existing law to the facts.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20 (Mo. banc 1990).   


Section 143.431.1 provides that the Missouri taxable income of a corporation shall be so much of its federal taxable income as is derived from sources within Missouri, with certain modifications as provided by section 143.431.2 and .3.  Therefore, federal taxable income is the 

starting point for determining Missouri taxable income.  No modifications for NOLs are specifically provided in Chapter 143, except that section 143.451.8 allows the NOL deduction only to the extent applicable to Missouri, if the corporation derives only part of its income from 

sources within Missouri.  Section 143.431.3(4) provides that if an affiliated group filing a federal consolidated return does not file a Missouri consolidated income tax return, for purposes of computing the Missouri income tax, the federal taxable income of each member of the affiliated group shall be determined as if the member had filed a separate federal income tax return.  


Internal Revenue Code (IRC) section 172 allows an NOL deduction in determining federal taxable income.  Therefore, the NOL deduction is taken on the federal return to reach the federal taxable income reported on the Missouri return.  In Kerr-McGee Refining Corp. v. Director of Revenue, No. 93-000717 RI (Mo. Admin. Hearing Comm’n March 29, 1994), this Commission determined that when a subsidiary with NOL carryovers was liquidated into its parent corporation, the parent corporation was entitled to claim the losses for purposes of its Missouri income tax return.  In the present case, the Director does not dispute the ruling in 

Kerr-McGee, but argues that Cooper is not entitled to claim the NOL carryovers of Cameron Iron and Cameron Offshore because those corporations never did any business in Missouri.  

I.  Consistency with Prior Treatment 

of Seadrill and Petdrill


The Director argues that Cooper’s position in this case is inconsistent with its prior treatment of Seadrill and Petdrill.  The Director argues that Cooper claimed that Missouri could not tax the income from the operations of Seadrill and Petdrill, which were non-Missouri operations, but then it uses non-Missouri losses to offset income.  The income from the operations of Seadrill and Petdrill was excess loss account recapture income for federal income tax purposes.  Federal regulations require certain adjustments that treat a parent corporation and subsidiary as a single entity so that the consolidated taxable income will more accurately reflect the income of the group.  26 C.F.R. section 1.1502-19(a).  The excess loss account is the extent 

to which these adjustments exceed the parent’s basis in the subsidiary’s stock.  26 C.F.R. section 1.1502-32(a).  The Director allowed the excess loss account to be excluded as non-business income. Section 32.200, art. IV, section 9, provides that business income is apportioned by applying a three-factor apportionment fraction.  Section 32.200, art. IV, section 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.  

Non-business income is defined as all income other than business income.  Section 32.200, art. IV, section 1(5).  Non-business income is thus not subject to apportionment.  Dow Chemical Co. v. Director of Revenue, 834 S.W.2d 742, 746 (Mo. banc 1992).  


The allocation of non-business income under section 32.200, art. IV, is a distinct issue from the subtraction of an NOL under I.R.C. section 172 in calculating federal taxable income under the Code and therefore under section 143.431.1.  Cooper’s computation of its federal taxable income for purposes of its separate-company Missouri return is allowable under federal law.  We find no inconsistency between Cooper’s treatment of the excess loss account and the NOLs.

II.  Treatment of NOLs


The Director repeats the same arguments that he already raised in his motion for summary determination.  The Director argues that Cooper may not reduce its federal taxable income by the NOLs attributable to Cameron Iron and Cameron Offshore because those corporations were never taxable in Missouri when they incurred the NOLs.  The Director relies on his Regulation 12 CSR 10-2.165(3), which provides:  

Net operating loss from a year when the loss company was not subjected to taxation by Missouri may not be used to determine Missouri taxable income.  

We need not follow a regulation that is inconsistent with the statutes.  Bridge Data Co. v. Director of Revenue, 794 S.W.2d 204, 207 (Mo. banc 1990).  The regulation imposes a requirement that is found nowhere in the statutes and is inconsistent with section 143.431.1’s 

requirement that federal taxable income be the starting point for the determination of Missouri taxable income. 


The Director relies on Brown Group, Inc. v. Administrative Hearing Comm’n, 649 S.W.2d 874 (Mo. banc 1983).  In that case, the court held that a corporation that has “negative” federal taxable income as a result of a net operating loss is not entitled to claim a negative income on line 1 of its Missouri return.  That case is inapposite to the situation presented in this case.  


The Director also cites Rev. Rul. 72-421, 1972-2 Cum Bull. 166.  In that case the IRS ruled that the net operating loss of a liquidated non-resident foreign subsidiary that had no income or deductions in the United States could not be carried over to the domestic parent corporation.  The present case does not involve a foreign subsidiary.  


Cooper has met its burden to show that it treated the NOLs on its pro forma separate-company return as required by federal law, see 26 U.S.C. sections 381 and 382, although the record is not very detailed on this point.  (Findings 10 and 20.)  The Director has offered no evidence to the contrary to show that Cooper’s treatment of the NOLs was inconsistent with federal law in any way.  Under section 143.431.3(4), Cooper’s federal taxable income as reported on line 1 of its Missouri returns was the same as the federal taxable income reported on line 30 of its pro forma separate-company federal returns.  We conclude that Cooper’s treatment 

of the NOL carryovers from Cameron Iron and Cameron Offshore was proper for purposes of its 1991 and 1992 Missouri income tax returns.  

III.  Calculation

A.  1991


Because Cooper had a federal taxable income of $0 for 1991, it is not liable for any 1991 Missouri income tax.  The Director already refunded the Missouri income tax that Cooper paid 

for 1991.  Therefore, Cooper is not entitled to any refund for 1991, nor is it liable for any deficiency.  

B.  1992


We calculate Cooper’s 1992 Missouri income tax as follows:  

Federal taxable income
$
156,717,918

+ Missouri additions
$
3,028,239

- Federal income tax
$
44,634,130

Missouri taxable income (all sources)
$
115,112,027

x Apportionment percentage


.02214

Missouri taxable income (prior to dividend deduction) 
$
2,548,580

- Dividend deduction


$2,243,303

Missouri taxable income

$
305,277

x Tax rate (5%)
 = $15,264 in Missouri income tax


Cooper is entitled to an enterprise zone credit of $3,816, twenty-five percent of the tax liability.  (Finding 26.)
  Cooper paid $19,705 in 1992 Missouri income tax.  (Finding 24.)  The payments and credits total $23,521.  Because Cooper’s 1992 Missouri income tax is $15,264, Cooper is entitled to a refund of $8,257.  Cooper is also entitled to interest on the refund.  Section 143.811.1.   

Summary


We conclude that Cooper is not liable for the Missouri income tax or interest that the Director assessed for 1991.  We abate the assessment of tax and interest for 1991.  Cooper is not entitled to any further refund of 1991 Missouri income tax.  


Cooper is not liable for the Missouri income tax or interest that the Director assessed for 1992.  Cooper is entitled to a refund of $8,257 in 1992 Missouri income tax, plus interest. 


SO ORDERED on August 9, 2000.



________________________________



WILLARD C. REINE



Commissioner

�The parties have contacted this Commission’s staff informally and expressed their agreement to the figure stated in the July 20, 2000, order.  


�The Director proposed this amount in supplemental briefing, and Cooper does not dispute this amount.  


�Statutory references are to the 1994 Revised Statutes of Missouri, unless otherwise noted.  





�Section 136.300.1, RSMo Supp. 1999, was not yet in effect at the time of the hearing in this case.  


�Finding 24; section 143.431.3(4).  





�Finding 25; section 143.431.2.  





�Finding 21; section 143.431.2. 





�Finding 25; sections 143.451.2(2)(a) and 32.200, art. IV, section 9.  





�Dividends of $101,323,518 (Finding 26) times the apportionment percentage (.02214).  We must subtract the apportioned dividends from the apportioned income.  Section 143.431.2;  Dow Chemical Co. v. Director of Revenue, 834 S.W.2d 742, 748 (Mo. banc 1992).  





�Section 143.071.2.





�Section 143.431.1.  





�The record does not show whether Cooper would also be entitled to an enterprise zone income modification under section 135.220.1, RSMo Supp. 1992. 
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