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)
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)
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)
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)




)



Respondent.
)

DECISION

Jonathan and Amanda Eilian are not liable for a deficiency on their 2006 individual income tax arising from any failure to pay amounts due from an alleged miscalculation of their net operating loss deduction for 2006.

Procedure

On November 25, 2009, the Eilians filed a complaint challenging the Director of Revenue’s final decision that stated a notice of deficiency on their 2006 income tax.  The Director filed her answer on December 24, 2009.  The parties filed a joint stipulation with us on November 26, 2010.  The Eilians filed their brief on January 3, 2011, the Director filed proposed findings of fact, conclusions of law, and legal brief on February 3, 2011, and the Eilians filed a reply brief on February 17, 2011, when the case became ready for decision.
Findings of fact

1. The Eilians were, at all relevant times, non-residents of Missouri.

2. Jonathan Eilian (“Mr. Eilian”) filed a federal individual income tax return for tax year 2005 in which his federal adjusted gross income, minus his itemized deductions, was    

-$34,535,832.

3. Mr. Eilian and Amanda Eilian (“Mrs. Eilian”) were married in 2006.

4. Mr. Eilian claimed -$34,535,832 as a net operating loss (“NOL”) to be applied in accordance with 26 U.S.C . § 172.  He also elected, pursuant to 26 U.S.C. § 172(b)(3), to only carry forward his net operating loss to years after 2005.
5. The Eilians filed their 2006 federal income tax return jointly.

6. The Eilians also filed a joint Missouri income tax return.

7. On their 2006 Missouri income tax return, the Eilians reported a federal adjusted gross income of -$5,773,501, a NOL addition modification of $34,535,832, and a NOL subtraction modification of $34,535,832.

8. The Director issued a notice of proposed changes for the Eilians’ 2006 tax year, dated November 8, 2007, reducing their NOL addition modification to $6,463,088.

9. The Eilians filed an amended 2006 income tax return that reported a federal adjusted gross income of -$5,993,836.  The reason for the amendment was unrelated to the issue the parties bring here.

10. Mr. Eilian filed his 2007 income tax return claiming married filing separate status.  In that return, he claimed a deduction of $6,117,375 resulting from the carry-forward of his 2005 NOL.
11. Mr. Eilian filed his 2007 Missouri income tax return, also claiming married filing separate status.  In that return, he reported a federal adjusted gross income of $40,600,729, an 
addition modification of $10,914,727, which included a NOL adjustment of $6,177,375, and a subtraction modification of $6,262,316, which included a NOL adjustment of $6,117,375.

12. The Director issued a notice of proposed changes for the Eilians’ 2006 tax year, dated January 21, 2009, which adjusted the NOL subtraction modification and Mr. Eilian’s non-resident income percentage, and showed a balance due of $61,338.11.

13. In response to a letter from the Eilians’ accountants, the Director issued a notice of adjustment for their 2006 tax year, reducing the NOL addition modification to $6,117,375, changing the non-resident income percentage to 98%, and showing a balance due of $56,515.86.

14. The Director issued a notice of deficiency for tax year 2006, dated August 12, 2009, which assessed income tax of $47,192 plus interest and additions.

15. In response to the Eilians’ timely-filed protest, the Director issued a final decision for tax year 2006, dated November 2, 2009, which showed a balance due of $55,675.45.

16. The Director issued a notice of debt offset, dated November 17, 2009, indicating that Mr. Eilian’s 2008 tax refund had been intercepted and applied against the Eilians’ 2006 alleged tax liability.
Conclusions of law
This Commission has jurisdiction over appeals from the Director’s final decisions.
  The Eilians have the burden to prove that they are not liable for the amounts that the Director assessed.
  Our duty is 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.
  We may do whatever the law permits the Director to do.


At all times applicable to this case, § 143.121
 read in relevant part:

1.  The Missouri adjusted gross income of a resident individual shall be the taxpayer's federal adjusted gross income subject to the modifications in this section.

2.  There shall be added to the taxpayer's federal adjusted gross income:

*   *   *

(d) The amount of any deduction that is included in the computation of federal taxable income for net operating loss allowed by Section 172 of the Internal Revenue Code of 1986, as amended, other than the deduction allowed by Section 172(b)(1)(G) and Section 172(i) of the Internal Revenue Code of 1986, as amended, for a net operating loss the taxpayer claims in the tax year in which the net operating loss occurred or carries forward for a period of more than twenty years and carries backward for more than two years. Any amount of net operating loss taken against federal taxable income but disallowed for Missouri income tax purposes pursuant to this paragraph after June 18, 2002, may be carried forward and taken against any income on the Missouri income tax return for a period of not more than twenty years from the year of the initial loss;
26 U.S.C. § 172 provides in relevant part:

(a) Deduction allowed.--There shall be allowed as a deduction for the taxable year an amount equal to the aggregate of (1) the net operating loss carryovers to such year, plus (2) the net operating loss carrybacks to such year. For purposes of this subtitle, the term “net operating loss deduction” means the deduction allowed by this subsection.

(b) Net operating loss carrybacks and carryovers.--

(1) Years to which loss may be carried.-- 

(A) General rule.--Except as otherwise provided in this paragraph, a net operating loss for any taxable year-- 

(i) shall be a net operating loss carryback to each of the 2 taxable years preceding the taxable year of such loss, and 

(ii) shall be a net operating loss carryover to each of the 20 taxable years following the taxable year of the loss. 

(2) Amount of carrybacks and carryovers.--The entire amount of the net operating loss for any taxable year (hereinafter in this section referred to as the “loss year”) shall be carried to the earliest of the taxable years to which (by reason of paragraph (1)) such loss may be carried. The portion of such loss which shall be carried to each of the other taxable years shall be the excess, if any, of the amount of such loss over the sum of the taxable income for each of the prior taxable years to which such loss may be carried. For purposes of the preceding sentence, the taxable income for any such prior taxable year shall be computed-- 

(A) with the modifications specified in subsection (d) other than paragraphs (1), (4), and (5) thereof, and 

(B) by determining the amount of the net operating loss deduction without regard to the net operating loss for the loss year or for any taxable year thereafter, 

and the taxable income so computed shall not be considered to be less than zero.

(3) Election to waive carryback.--Any taxpayer entitled to a carryback period under paragraph (1) may elect to relinquish the entire carryback period with respect to a net operating loss for any taxable year. Such election shall be made in such manner as may be prescribed by the Secretary, and shall be made by the due date (including extensions of time) for filing the taxpayer's return for the taxable year of the net operating loss for which the election is to be in effect. Such election, once made for any taxable year, shall be irrevocable for such taxable year. 

The Supreme Court stated the purpose of § 172 as follows: “[It was] enacted to ameliorate the unduly drastic consequences of taxing income strictly on an annual basis. [It was] designed to permit a taxpayer to set off its lean years against its lush years, and to strike something like an average taxable income computed over a period longer than one year.”
  In another case, the Supreme Court explained the mechanism of applying the net operating loss deduction as follows:  “Section 172 of the Internal Revenue Code of 1954, as amended, provides 
that a ‘net operating loss’ experienced by a . . . taxpayer in one year may be carried as a deduction to the preceding three years and the succeeding five years to offset taxable income of those years.  The entire loss must be carried to the earliest possible year; any of the loss that is not ‘absorbed’ by that first year may then be carried in turn to succeeding years.”

In this case, Mr. Eilian claimed a NOL of $34,535,832 on his 2005 federal income tax return.
  Then in 2006, the Eilians filed a joint federal return, then an amended joint federal return.  On the amended 2006 federal return, the Eilians showed “other income” (line 21 of their Form 1040) of -$32,715,419.
  The -$32,715,419 figure was calculated by adding $1,919,204, then subtracting $98,791 and the entire $34,535,832 NOL.

In 2007, Mr. Eilian filed his federal and Missouri tax returns claiming married filing separate status.  On his federal return, he claimed $6,117,375 as a net operating loss deduction.  His claiming the two NOL deductions in 2006 and 2007 appears, to us, to be the trigger for the Director’s scrutiny.  As the Director states in her brief, “In this case, Petitioner Jonathan D. Eilian incurred a loss in 2005 of $34,535,832.  Pursuant to 26 U.S.C. Section 172, Petitioners are allowed to carry a total of $34,535,832 to other periods to offset positive income.  No more that (sic) a total of $34,535,832 would be allowed.”
  She continues: “Without allowing for the addition modification in 2006, Petitioners would be allowed the benefit of $34,535,832 of loss for 2006 and $6,117,375 of loss in 2007 for Missouri purposes for a total of $40,653,207, even though only $34,535,832 of loss was actually incurred and utilized for federal purposes.  There is 
no provision in federal law or Missouri law that allows for Petitioners to utilize $40,653,207 of loss when only $34,535,832 of loss was incurred.”

The Eilians respond to this argument by dismissing it (“Rather than address Respondent’s lengthy analysis of how net operating losses are treated under the Internal Revenue Code, which is not an issue here, it makes more sense to focus on the issue before the Commission:  How does Missouri treat Federal NOLs?”).  But the Director’s argument is not so easily dismissed because, pursuant to § 143.121.1, the starting point for computing Missouri adjusted gross income is the taxpayer’s federal adjusted gross income, the calculation of which requires us to look at how the NOLs were applied.  
Further, the Director makes a valid point with regard to what she sees as the Eilians’ attempt to claim over $40 million in deductions deriving from a $34 million NOL.  But as is so often the case in tax cases, things are not as they might appear.  Returning to the Eilians’ 2006 amended federal return, we first note that they actually followed the letter of the law in applying their entire NOL to the calculation of the figure entered in line 21 of the federal return.  26 U.S.C. § 172(b)(2) provides in relevant part:

The entire amount of the net operating loss for any taxable year (hereinafter in this section referred to as the “loss year”) shall be carried to the earliest of the taxable years to which (by reason of paragraph (1)) such loss may be carried. The portion of such loss which shall be carried to each of the other taxable years shall be the excess, if any, of the amount of such loss over the sum of the taxable income for each of the prior taxable years to which such loss may be carried.
The “taxable year” for which the NOL was reported was 2005.  The “earliest of the taxable years to which…such loss may be carried” was 2006 because the Eilians elected to waive carryback to prior years, as they were allowed to do under 26 U.S.C. § 172(b)(3).  And the next sentence—“ 
The portion of such loss which shall be carried to each of the other taxable years shall be the excess, if any, of the amount of such loss over the sum of the taxable income for each of the prior taxable years to which such loss may be carried[.]”—also applies here because the Eilians did not need the entire $34,535,832 NOL to zero out their 2006 federal taxable income and thus could carry the unused amount to the next year.

Carrying the figures over to page 2 of the 2006 amended return, we see that the Eilians’ income, after taking their itemized deductions, was -$6,463,088.  Line 42 shows that the Eilians took the standard $3,300 exemption for each of them, totaling $6,600.  Line 43 is the line indicating their taxable income.  The instructions for that line read, “Subtract line 42 from line 41.  If line 42 is more than line 41, enter -0-.”  Line 42 was substantially more than line 41, and the Eilians entered nothing on that line, but on line 44, titled “Tax,” they showed the net result of entering zero for line 43 by entering “NONE.”  

Simple arithmetic indicates that the Eilians did not need the entire $34,535,832 NOL to arrive at zero for 2006 Federal taxable income (line 43).  Assuming that the other figures are accurate, they could have claimed as little as $27,884,144 as a NOL deduction ($32,535,832 less $6,463,088 and $6,600) to yield the same result, because any negative income figure would, by the operation of line 43, have been raised to zero.

How the Director Misapplied the Law


As we state above, the Director correctly stated the applicable law, at least insofar as the application of the 2005 NOL to future years.  But she misunderstands how 26 U.S.C. § 172(b)(2) worked in this case.  The Eilians applied the entire amount of the NOL to their 2006 federal 
taxes, as the statute provides.  Because they did not need the entire amount, they had an “excess . . . of the amount of such loss over the sum of the taxable income” for 2006, which Mr. Eilian carried to his 2007 return.  

The Director, however, saw what the Eilians did as an illegal attempt to claim more in deductions than they were entitled to claim—which, as we set out above, was her first mistake.  Her second mistake was in how she went about reconciling the matter.  The mistake started when she changed the 2006 NOL deduction from $34,535,832 to $6,117,375.  As Lesa Morrow explained in her letter of August 5, 2009 to the Eilians, “[t]he net operating loss carryover from 2006 to 2007, as confirmed by your 2007 federal return, was $6,117,375.  As a result, your net operating loss addition modification was changed from $34,535,832 to $6,117,375.”
  As a result of reducing the NOL deduction accordingly, the Director calculated that the Eilians owed over $54,000 in Missouri income taxes for 2006.

However, the amount of the NOL deduction claimed by the Eilians on their 2006 federal tax return was not the amount carried over from 2006 to 2007, but the amount of the NOL required to reduce their taxable income to zero.  The excess, which the parties calculate, or assume, to be $6,117,375,
 was to be carried over to 2007 and, if any excess remained from that year, to future years.  In her brief, the Director further confuses matters by asserting, wrongly, that the basis of the dispute was the Eilians’ attempt to claim over $40 million in deductions when they were only entitled to claim $34,353,832.  It does not matter which position the Director takes, however, because both are erroneous. 
How the Eilians Miscalculated their Missouri Taxes
The Eilians contributed to the confusion by miscalculating their 2006 Missouri taxes.  They reported the $34,535,832 NOL from their federal return on their 2006 amended Missouri income tax return as both an addition to
 and a subtraction from
 their federal income taxes.

The entry of the NOL as an addition was a mistake.  Mr. Eilian was supposed to report the NOL as an addition to his 2005 return
 pursuant to § 143.121.2(d), which provides: 

There shall be added to the taxpayer's federal adjusted gross income: 

*   *   *

(4) The amount of any deduction that is included in the computation of federal taxable income for net operating loss allowed by Section 172 of the Internal Revenue Code of 1986, as amended…for a net operating loss the taxpayer claims in the tax year in which the net operating loss occurred[.]
This is reinforced by the Director’s instruction sheet titled, “Form MO-A—Information to Complete Form MO-A” for 2006.  The instructions for line 2 of Form MO-A read, “In the year of your net operating loss, enter on Form MO-A, Part 1, Line 2, as an addition modification, the amount of your eligible net operating loss to be carried back or carried forward from the loss year.”  The “year of the net operating loss” was 2005, not 2006.  The NOL was to be carried forward from that year to 2006.

The Eilians also put the full amount of NOL as a subtraction against federal adjusted gross income.
  We are unaware, and the parties have not made us aware, of any Missouri law 
that controls the contents of this line, so we revert back to § 143.121.1, which makes Missouri adjusted gross income the federal adjusted gross income, subject to the modifications in 
§ 143.121.  Because the Eilians apparently followed the requirements of 26 U.S.C.  § 172(b)(2) by including the entire $34,535,832 NOL in their calculation of “other income” on their federal return, there appears to be no error in including the entire amount, rather than just the amount eligible to be applied against their 2006 Federal income taxes.  We do not think that it makes any difference, however, because the Eilians already owed no 2006 Missouri income tax.
The Eilians’ Arguments

We have reached these conclusions, arguably in the Eilians’ favor, despite finding little support for such conclusions in their legal arguments.  Their initial brief consists mostly of an attack on Lesa Morrow’s August 5, 2009 letter, in which they:  (a) disagree, at length, with the letter; and (b) as part of that disagreement, mention that Congress amended the Internal Revenue Code in 2002, but Missouri’s adoption of § 143.121.2(d) was “decoupling legislation,” which somehow proved that “pursuant to Section 143.121.2(d), a taxpayer only adds back a NOL to Missouri adjusted gross income if the taxpayer carries back an NOL more than two years or forward more than 20 years.”
  That is a misreading of the actual provision, as we discuss below.


The Eilians then attacked Morrow’s reliance on Brown Group v. Administrative Hearing Commission,
 noting that the case:  (a) was a corporate income tax, not an individual income tax, case; (b) held that the amount entered on line 1 of a Missouri corporate income tax return 
could not be less than zero; and (c) had been, effectively, overruled by the legislature by the passage of § 143.431.5.
  The first two assertions are correct and the third is partially correct, but none of them help satisfy their burden of proof that they are entitled to the NOL deduction they claimed.

Then in their reply brief, the Eilians go on the offensive again, asserting that the Director’s legal analysis was “woefully lacking in its analysis of Missouri law,” constituted a request that we make new law and, as we set out above, incorrectly state that how NOLs are treated under federal law is not an issue in this case.  Then the Eilians misread § 143.121.2(d) entirely, stating that a NOL should only be added to federal adjusted gross income if the taxpayer carries it back more than two years, or forward more than twenty years, ignoring the preceding, applicable clause (that “the net operating loss the taxpayer claims in the tax year in which the net operating loss occurred” is to be added to federal adjusted gross income).  The one accurate argument the Eilians make is that they were not, as the Director asserted, “double dipping” by claiming more in deductions than the total amount of the NOL.

Finally, the Eilians ask us to award them attorney’s fees, litigation expenses, and costs.  However, an action for attorney’s fees and expenses is a separate case under § 536.087.3.
Summary

 
The Eilians are not liable for a deficiency on their 2006 Missouri individual income tax arising from any failure to pay amounts due from an alleged miscalculation of their net operating loss deduction for 2006.  

SO ORDERED on January 23, 2012.


_______________________________


NIMROD T. CHAPEL, JR.


Commissioner

�Section 621.050.1. Statutory references are to RSMo 2000 unless otherwise indicated.


�Sections 136.300.1 and 621.050.2.
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�U.S. v. Foster Lumber Co., 429 U.S. 32, 33-35 (1976).


�The 2005 return and Exhibit A to Form 1045 of that return are found in Exhibit B to the Complaint.


�Part of Exhibit C to the Joint Stipulation.  


�Ex. C to the Joint Stipulation, at 13 (“Statement 3”).


�Respondent’s proposed findings of fact, conclusions of law, and legal brief at 5.


�Respondent’s proposed findings of fact, conclusions of law, and legal brief at 6.


�We do not hold here that $27,884,144, or any other figure, is the correct 2006 NOL deduction, nor do we make any attempt to recalculate the Eilians’ Missouri tax obligation.  Our holding is limited to the fact that there was a carryover deduction for 2007, and perhaps for future years, that resulted from the application of the net operating loss deduction to the Eilians’ 2006 taxable income, and the Director erred in its prospective application.


�Exhibit E to the Complaint.


�This is not an assumption or calculation we make or adopt, but neither do we assert it to be incorrect.


�Ex. C to the Joint Stipulation, p. 3 (amended Form MO-A, “Individual income tax adjustments,”  line 2Y).  See also p. 6 (“Statement 1”).


�Id. line 7Y.  See also p. 6 (“Statement 1”).


�Which he may have done, but if he did, we are unaware of it, since the parties did not provide a copy of his 2005 Missouri return. The contents of that return are not at issue here, however.


�Ex. C to the Joint Stipulation, p. 3 (amended Form MO-A, “Individual income tax adjustments,” line 7Y).  See also p. 6 (“Statement 1”).


�Petitioner’s brief, at 2.


�649 S.W.2d 874 (Mo. banc 1983).
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12

_967358278.doc



