Before the

Administrative Hearing Commission

State of Missouri


[image: image1.wmf]
ENSIGN-BICKFORD INDUSTRIES, INC.,
)

AND SUBSIDIARIES,
)



)



Petitioner,
)




)


vs.

)

No.  09-0709 RI



)

DIRECTOR OF REVENUE,
)




)



Respondent.
)

DECISION


The capital gains that Ensign-Bickford Industries, Inc. (“EBI”) made on its sale of its interest in Dyno Nobel Holdings AS in 2005, and the interest earned on that capital gain, are non-business income under the Multi-State Tax Compact. 

Procedure


On February 27, 2008, Applied Food Biotechnology, Inc. (“AFB”) and Consolidated Group Members (per the style of the complaint) filed a complaint appealing the Director’s final decision regarding income tax liability for tax years 2005 and 2006.  We assigned Case No. 08-0371 to the case.  On September 24, 2008, we held a hearing, during which the issue of proper parties on the taxpayer’s side was raised.  After that hearing, and after EBI filed an amended return showing it as the taxpayer, EBI filed a complaint, to which we assigned Case No. 09-0709.  On July 7, 2009, we ordered the two cases to be consolidated under Case No. 09-0709.

On June 2, 2010, we held a hearing.  EBI was represented by James W. Erwin and Janette M. Lohman of Thompson Coburn LLP.  The Director was represented by Jan Hemm Pritchard and Wood Miller.  The matter became ready for our decision on October 5, 2010, when the last brief was filed.
Findings of Fact

Ensign-Bickford and its Subsidiaries

1. During the period 2000-2006, EBI was a corporation domiciled and headquartered in Connecticut.

2. During the years 2000-2006, EBI owned 100% of the stock of AFB, Ensign-Bickford Aerospace & Defense Company (“EBADC”), SCB Technologies, Inc. (“SCB”), Ensign-Bickford Realty Corporation (“EBR”), and the Ensign-Bickford Company (“EBCo”).

3. During the years 2000-2006, AFB was a Missouri-based corporation engaged exclusively in the manufacture and sale of liver-flavored flavor enhancers for pet food.

4. During the years 2000-2006, EBADC was a Connecticut-based corporation engaged in making explosive-based products for aerospace, defense, and related businesses. EBADC was not related to the commercial explosives business, and it had no employees, property, or operations in Missouri.

5. During the years 2000-2006, SCB was a New Mexico-based corporation engaged in manufacturing semiconductor bridges.  SCB’s business was not related to the commercial explosives business, and it had no physical presence in Missouri.

6. During the years 2000-2006, EBR was a Connecticut-based corporation engaged in holding, leasing, and managing real estate, none of which was located in Missouri.  EBR owned certain real property that was used by EBCo in EBCo’s commercial explosives business.

7. During the years 2000-2006, EBCo was a Connecticut-based company engaged in the commercial explosives business. EBCo had no facilities, employees, or property in Missouri.

The (Potentially) Taxable Transaction
8. During 2000, EBI’s board decided to sell EBCo’s commercial explosives business because EBCo’s patents were expiring, its initiation business could no longer keep pace with its major competitors, and it lacked the larger distribution networks held by those competitors.

9. On June 20, 2002, EBI and Dyno Nobel announced the merger of their commercial explosives capabilities.

10. On May 2, 2003, EBI and Dyno Nobel’s shareholders entered into an “Investment and Shareholders Agreement Regarding Dyno Nobel Holdings AS” and certain ancillary agreements including a business combination agreement (collectively, the “2003 Agreement”). Under the 2003 Agreement, EBI contributed substantially all of its commercial explosives assets to Dyno Nobel in exchange for approximately 26% of the ownership of Dyno Nobel. 

11. The only commercial explosives-related asset located in the United States withheld from the contribution was EBCo’s Spanish Fork, Utah, facility.  That facility was withheld from the contribution because of its significant environmental problems, which could have resulted in regulatory and litigation problems for Dyno Nobel had the facility been contributed with the other assets.  As part of the 2003 Agreement, Dyno Nobel acquired an economic interest and an option to purchase this facility.

12. Under the 2003 Agreement, the joint venture was to last until Dyno Nobel was sold either through an initial public offering, a trade sale, or otherwise for cash.

13. Under the 2003 Agreement, EBI had no management authority in or over Dyno Nobel, and did not participate in Dyno Nobel’s management during the period between the execution of the 2003 Agreement and the subsequent sale of Dyno Nobel as set out below.  EBI 
had the right to name two of the nine members of Dyno Nobel’s board of directors.  Dyno Nobel’s headquarters remained in Oslo, Norway.

14. In 2004, Dyno Nobel changed its business structure from a corporation to a limited liability company under Norwegian law, so that the merging of EBI’s commercial explosives assets would be considered a contribution, not a taxable event.

15. On November 30, 2005, the Dyno Nobel owners sold Dyno Nobel to Macquarie Industrial Investments Netherlands B.V. for cash.  This transaction resulted in a long-term capital gain to EBI of $247,243,200.

Tax Returns, Original and Amended
16. A Missouri consolidated corporate income tax return for tax year 2005 dated September 11, 2006 (“the 2005 return”) was filed by “Allied Food Biotechnology, Inc. and Consolidated Group Members.”

17. Although AFB was shown as the taxpayer on the return referenced immediately above, the return reported the apportioned Missouri income of EBI and its wholly owned subsidiaries.

18. On that return, AFB elected the multistate three-factor method of apportionment set out in Missouri’s version of the Multistate Tax Compact.

19. The entities represented by this consolidated return were the Ensign-Bickford Co., Ensign-Bickford Realty Corp., Ensign-Bickford Avon Realty, Inc., Applied Food Biotechnology, Inc., SCB Technologies, Inc., Ensign-Bickford Aerospace and Defense Co., and Ensign-Bickford Industries, Inc.

20. On the 2005 return, the taxpayer reported the long-term capital gain of $247,243,200 resulting from the 2003 Agreement, and the interest earned therefrom of $958,006, as nonbusiness income, and did not include those items as taxable income on that return.

21. On January 23, 2007, the Director issued a notice of deficiency, which showed a total income/franchise tax due of $2,543,264.  The Director’s calculation of tax due was based in part on an increase in the taxpayer’s 2005 Missouri taxable income from $1,263,003 to $40,537,366, which was based on treating the income deriving from the 2003 Agreement and the interest earned from those funds as business income.

22. On March 15, 2007, the taxpayer protested the assessment of additional tax.

23. On January 29, 2008, the Director, through Legal Counsel Melissa Morgan, issued a final decision denying the taxpayer’s appeal.

24. On September 30, 2008, amended returns for 2005 and 2006, this time showing “Ensign-Bickford Industries, Inc. and Subsidiaries” as the taxpayer, were filed.  The 2005 return was otherwise identical to the 2005 return filed by AFB.

25. On the 2006 return referenced immediately above, EBI scheduled $3,088,477 as non-business income with a detailed description of the income “interest earned from funds from the sale of DNH shares is non-business income allocated to the Ensign-Bickford Company’s and Ensign-Bickford Realty Corporation’s commercial domicile state.  It is not in this MO return as income.”
Conclusions of Law

We have jurisdiction over appeals from the Director’s final decisions.
  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.
  The taxpayer has the burden of proof.

Application of the Provisions of the Multistate Tax Compact

This is a multistate income tax apportionment case involving a non-domiciliary corporate taxpayer.  EBI is the parent company of a business group engaged in several businesses, with its commercial domicile in Connecticut.  During the tax years at issue, EBI engaged in its pet food flavoring business in Missouri through its wholly owned subsidiary AFB and had no other operations 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 either 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(5)(b).  EBI chose the multistate three-factor method.   

The issue to be resolved regarding EBI’s claim is whether Missouri can tax the capital gains that the taxpayer earned from the sale of its interest in the Dyno Nobel LLC.  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.
Therefore, the taxpayer’s capital gain income from the sale is subject to Missouri income tax if it is business income.  Article IV provides in relevant part:

(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.
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.”  Article IV, ¶ 6(3) provides:

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.

Connecticut, not Missouri, is EBI’s commercial domicile.  Accordingly, if the capital gains at issue are non-business 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.  

They are not business income because there was no acquisition of the property, the management of the property was done by Dyno Nobel Holdings, and the facts clearly demonstrate that the disposition of the property did not constitute an integral part of EBI’s regular trade or business operations.

In similar cases involving the sale of either a subsidiary business or assets of such a business, Missouri joins courts of every other jurisdiction that have ruled on the matter in holding that the gains from such sales are not business income.  In the Missouri case, ABB C-E Nuclear Power, Inc. v. Director of Revenue,
 the supreme court held that the proceeds of a sale of a subsidiary corporation by its parent did not constitute business income to the subsidiary.

Other states applying the Multistate Tax Compact have reached the same result in similar circumstances.  See, e.g., Pledger v. Illinois Tool Works, Inc., 812 S.W.2d 101 (Ark. 1991), cert. denied, 112 S.Ct. 418 (1991) (capital gains from sale of various assets was non-business income); Blessing/White, Inc. v. Zehnder, 768 N.E.2d 332 (Ill. App. 2002) (gain from sale of substantially all of non-resident subchapter S corporation’s assets was non-business income); Lenox, Inc. v. Tolson, 548 S.E.2d 513 (N.C. 2001) (capital gain from sale of operating division of foreign-based corporation was non-business income); and Union Carbide Corp. v. Huddleston, 854 S.W.2d 87 (Tenn. 1993) (proceeds from corporation’s sale of seven complete and profitable lines of business, and its corporate headquarters building, was non-business income).
Transactional and Functional Tests for Business Income

In ABB C-E Nuclear Power,
 our supreme court applied, for the first time in a Missouri case, the “transactional” and “functional” tests as a way of determining whether the income at issue is business income.  The “transactional test” determines whether the gain is attributable to a type of business transaction in which the taxpayer regularly engages.  The Director argues that the transaction fails the transactional test because it was not a complete liquidation of its commercial explosives business.  That argument ignores the plain fact that the transaction in question could not be considered, by any analysis, to be one in which EBI regularly engaged. Instead, it was a sophisticated, one-time-only transaction that created a temporary limited liability company (and withheld a crucial asset, the Spanish Fork property, from immediate conveyance to shield Dyno Nobel from liability for its ownership) in order to keep the combined explosives business intact and operational until a buyer could be found.

The court in ABB C-E Nuclear Power defined the “functional test” as determining whether the gain is attributable to an activity that constitutes an integral part of the taxpayer’s regular business.  Again, common sense dictates that the transaction in question fails that test. The fact that the disposition of EBI’s commercial explosives business was accomplished through a multi-step, multi-year process did not make that business an integral part of its regular business. EBI was getting out of the business – the fact that EBI structured the transaction to stretch over several years and operate in discrete parts did not render it an integral part of EBI’s business.  In short, just as the supreme court classed the ABB C-E transaction as a “one-time, extraordinary event,” so too was this transaction.
Constitutional Analysis
The principle that a State may not tax value earned outside its borders rests on the fundamental requirement of both the Due Process and Commerce Clauses that there be “some definite link, some minimum connection, between a state and the person, property or transaction it seeks to tax.”

The Due Process and Commerce Clauses forbid the States to tax “extraterritorial values.” A State may, however, tax an apportioned share of the value generated by the in-state and out-of-state activities of a multistate enterprise if those activities form part of a unitary business.

Unitary Business Principle
Under the unitary business principle, a State need not isolate the intrastate income-producing activities from the rest of the business, but may tax an apportioned sum of the corporation's multistate business if the business is unitary.  The court must determine whether in-state and out-of-state activities formed part of a single unitary business, or whether the out-of-
state values that the State seeks to tax derive[d] from unrelated business activity that constitutes a discrete business enterprise.

The unitary business principle arose to address the issue of a taxpayer such as a railroad or telegraph company that did business in multiple states, in part because its rails and wires extended through those states.  While there was no physical unity of the wires or rails in any one state, there was a unity of the entire property for a specific purpose.

Where, as here, the asset in question is another business, the “hallmarks” of a unitary relationship are functional integration, centralized management, and economies of scale.
  EBI alleges that none of these hallmarks is found here, and we agree. 

The Hallmarks of a Unitary Relationship
Both Missouri and federal courts have shied away from defining “functional integration,” discerning its existence or absence on a case-by-case basis.  In F.W. Woolworth Co. v. Taxation & Revenue Dep’t, functional integration was not found where a parent company owned all of the foreign subsidiaries at issue, selected the directors of the subsidiary, communicated frequently with the subsidiaries, and had the authority to operate the subsidiaries as integrated divisions of a single unitary business – because the parent did not in fact so operate the subsidiaries.

In Container Corp. of America v. Franchise Tax Bd., the parent and subsidiary corporations were in the same business, there was a flow of capital resources between the parent and the subsidiaries through loans and loan guarantees, and the parent actively participated in the management of the subsidiaries’ businesses.
  Without fixating solely on the functional 
integration hallmark, the Supreme Court found that the common business of parent and subsidiaries was unitary.

In ASARCO v. Idaho State Tax Comm’n,
 the taxpayer received dividends, interest, and capital gains from the sale of stock in six companies in which it held substantial interests.  While all six companies were engaged in mining, five had separate operations, management, and business operations.  The Supreme Court found no unitary ownership.

In Allied-Signal, Inc. v. Director, Div. of Taxation,
 the taxpayer bought a minority interest in another corporation and resold it, generating a capital gain.  The Supreme Court found no functional integration between two unrelated business entities, in part because the parties stipulated that buyer and seller were unrelated business entities that had nothing to do with each other.
 

In this case, the hallmarks of a unitary relationship are absent.  As a result of the pre-sale transactions as agreed to by the parties in the 2003 Agreement, EBI went out of the commercial explosives business (except for the Spanish Fork property, which we discuss below), vesting its interests in that business in the Dyno Nobel limited liability company.  EBI had no management powers in the LLC and did not participate in Dyno Nobel’s during the time between the 2003 Agreement and the sale of the LLC. 

As for the Spanish Fork facility, EBI only continued to hold legal title to and operate it for Dyno Nobel’s benefit due to potential liability problems associated with it, and per the 2003 Agreement, the ultimate sale price of the facility was adjusted by the income generated by the 
facility.  Therefore, there was no functional integration between EBI Group and Dyno Nobel in the commercial explosives business.

Also, while there was centralized management of Dyno Nobel, EBI only participated in it peripherally.  EBI chose two members of the nine-member board of Dyno Nobel, it did not participate in day-to-day management of Dyno Nobel, and the headquarters of Dyno Nobel remained in Norway.  Finally, we find that “economies of scale” is an irrelevant concept here.

Filing a consolidated return does not constitute an “exchange of value”

 that satisfies the unitary business requirement.
The Director cites Luhr Bros. v. Director of Revenue
 for the proposition that the act of filing a consolidated return “necessarily” involves the “exchange of value” sufficient to satisfy Container Corp. of America’s unitary business requirement.  But the Director ignores the statement the Supreme Court made immediately before its reference to “exchange of value;” “[The principles underlying the unitary business principle] require that the out-of-State activities of the purported ‘unitary business’ be related in some concrete way to the in-State activities.”

In this case, we find no such relation.  The taxpayer’s in-state activities related exclusively to making flavors for dog food, while the out-of-state activities in question related to commercial explosives.  The “exchange of value” concept is inapposite to this case.

Partnership laws do not apply.
As for the Director’s argument that the “fact” that the taxpayer and Dyno Nobel entered into a partnership (or a “joint venture,” as the Director sometimes refers to the arrangement) converted their business into a unitary business, there was no partnership, nor was there a joint venture.  The entity created that wound up owning the merged businesses, Dyno Nobel Holding 
AS, was a Norwegian limited liability company.  The fact that the LLC was taxed as a partnership did not make it a partnership, any more so than the tax election of a domestic LLC converts it into a partnership.
Conclusion

Neither the capital gain from the sale of EBI’s interest in Dyno Nobel in 2005, nor the interest accrued in 2005 and 2006 from those funds, constituted business income for purposes of the Multistate Tax Compact.  Also, it would be impermissible under the Commerce and Due Process clauses of the 14th Amendment to the Constitution for Missouri to tax such income. Therefore, we order that the Director’s assessment of tax and interest for 2005 be abated.


SO ORDERED on November 30, 2011.


________________________________



NIMROD J. CHAPEL, JR. 


Commissioner

� No original 2006 return was provided to us, and AFB’s 2006 Missouri income taxes were not raised in the original complaint.


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


�J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).


�Sections 136.300.1 and 621.050.2.


�All citations to article and paragraph numbers refer to the Missouri version of the Multistate Tax Compact, § 32.200. 


�215 S.W.3d 85, 87 (Mo. banc 2007).


�215 S.W.3d at 87.


�Allied-Signal, Inc. v. Director, Div. of Taxation, 504 U.S. 768, 777 (1992); Miller Bros. Co. v. Maryland, 347 U.S. 340, 344-345 (1954).


�MeadWestvaco Corp. ex rel. Mead Corp. v. Illinois Dept. of Revenue, 553 U.S. 16, 19 (2008).


�553 U.S. at 25 (internal citations omitted).


�Id. at 27


�Id. at 30.


�458 U.S. 354, 362, 358 (1982). 


�463 U.S. 159 (1983).


�463 U.S. at 166.


�458 U.S. 325 (1982).


�Id. at 326-27.


�504 U.S. 768 (1992)


�Id. at 787.


�780 S.W.2d 55, 59 (Mo. banc 1989).


�Container Corp. of America, 463 U.S.at 166.


�We find no assessment by the Director for 2006. If one exists, we order it to be abated as well.
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