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MINACT, INC.,
)


Petitioner,
)



)


vs.

)

No.  10-1951 RI



)

DIRECTOR OF REVENUE,
)


Respondent

)




)

DECISION


The income earned by MINACT, Inc. (“MINACT”) on its investment in a rabbi trust does not constitute “business income” under § 32.200, Art. IV, § 1.  We grant MINACT’s motion for summary decision and deny the motion of the Director of Revenue (“the Director”) for summary decision. 
Procedure


On October 19, 2010, MINACT filed a complaint appealing the Director’s final decision regarding income tax liability for tax period 2007.
  On November 18, 2010, the Director filed her answer.  On February 29, 2012, the parties filed a joint stipulation of facts and a motion to submit the case on cross-motions for summary decision.  We granted the joint motion on March 1, 2012.  On April 6, 2012, MINACT filed its motion for summary decision, accompanied by additional facts and a memorandum in support.  Our Regulation 1 CSR 15-3.446(6) provides that we may 

decide this case without a hearing if MINACT establishes facts that no party disputes and entitle the movant to a favorable decision.  On May 4, 2012, the Director filed a response to MINACT’s motion and a cross-motion for summary decision.  The matter became ready for our decision on May 31, 2012, when MINACT filed a reply brief.
Findings of Fact

1. MINACT is a Mississippi corporation that is domiciled and headquartered in Jackson, Mississippi.

2. MINACT is a contractor whose primary focus is managing the U.S. Department of Labor’s Job Corps Centers located in several states throughout the Southeast and Midwest, including Missouri.

3. MINACT maintains two Job Corps Centers in Missouri, one in Excelsior Springs and one in St. Louis.

The Plan
4. On August 2, 1988, MINACT established an Executive Deferred Compensation Plan (the “Plan”) for the purpose of providing deferred compensation for a group of key managerial and executive employees. The Plan gives electing employees an opportunity to defer certain percentages of their future salaries and bonuses, coupled with discretionary matching employer payments. The Plan is a type of non-qualified deferred compensation arrangement that is recognized under 26 U.S.C. § 409A. 

5. On December 18, 1993, MINACT’s Board of Directors approved the First Amendment to the Plan, effective as of October 1, 1993. This First Amendment amended the Plan to allow for the use of an irrevocable “rabbi trust” and authorized MINACT to adopt a separate trust agreement (“the Trust Agreement”) to formally establish the trust.

6. On January 1, 2008, MINACT approved a second amendment to the Plan in order for the Plan to comply with the federal income tax law changes required by 26 U.S.C. § 409A. 

The Rabbi Trust

7. MINACT established a rabbi trust (“the Rabbi Trust” or “Trust”) for the purpose of funding MINACT’s long-term liabilities that MINACT will owe to certain of its key executives under the Plan. The Rabbi Trust has never been amended. 

8. A “rabbi trust” is a grantor trust that is established by an employer (the “grantor”) to fund a federally recognized “unfunded” nonqualified deferred compensation plan.  Rabbi trusts derive their name from a federal letter ruling in which the Internal Revenue Service approved the use of a trust to provide nonqualified deferred compensation benefits for the rabbis of a Jewish congregation.  Rabbi trusts give some security to employees in situations in which their employers are not providing to them the protection available in federally recognized “qualified” deferred compensation plans.

9. In order to qualify for federal “rabbi trust” status, the employer must be the grantor of the trust, and the employer must report a rabbi trust’s earnings as income on the employer’s federal income tax returns. The employer may not deduct contributions to a rabbi trust, but it may take compensation deductions when benefits are paid to plan participants. A rabbi trust may be either revocable or irrevocable (although a rabbi trust must become irrevocable if the employer is sold), and the employees may not have vested rights in any of a rabbi trust’s assets until they are actually entitled to receive benefits under the nonqualified deferred compensation plan. The Trustee must be a third party that is granted corporate powers under state law but independent from the employer.  In order to qualify as a rabbi trust, the trust’s assets must be subject to the claims of the employer’s 
general creditors (e.g., creditors must be able to attach the rabbi trust’s assets in cases of the employer’s bankruptcy or insolvency).
10. Because the Rabbi Trust is a grantor trust under federal tax law, MINACT is required to report the trust’s earnings as taxable income.

11. Because the Plan is a “non-qualified plan” under 26 U.S.C. § 409A, MINACT is not entitled to deduct the contributions it makes to the Rabbi Trust to fund Plan benefits. MINACT is only entitled to deduct benefits the Rabbi Trust actually pays to the Plan beneficiaries. Similarly, MINACT’s employees who are beneficiaries under the Plan do not recognize income when MINACT makes the contributions to the Plan or when Trust income is allocated to their accounts. The Plan beneficiaries recognize income only when they actually receive Plan benefits paid to them by the Trust, upon either a hardship distribution or their termination from MINACT.

12. The Trustee of the Rabbi Trust is Regions Bank, a commercial bank, the relevant branch of which is located in Jackson, Mississippi.  Regions Bank is not the bank MINACT primarily uses for the day-to-day operations of its business.  MINACT has never changed trustees since the Rabbi Trust’s inception, and MINACT is still dealing with the same trust account executives with whom it has always dealt with respect to the trust. Regions Bank, however, is a successor bank to the original bank that signed the Trust Agreement, Deposit Guaranty National Bank (“Guaranty”).  Guaranty was acquired by First American National Bank (“First American”) in 1998. First American was acquired by AmSouth Bank in 2000. Finally, AmSouth Bank was acquired by Regions Bank in 2006. 

13. MINACT made three contributions to the Rabbi Trust totaling $519,061.82 for tax year 2007, and identified its obligations to the Trust as “Long Term Liabilities” on an accompanying balance sheet.

14. Under the terms of the Trust Agreement, MINACT must hold the principal of the Rabbi Trust, and any earnings thereon, separate and apart from other funds of the company and must use such principal and earnings exclusively for the uses and purposes of Plan participants, and general creditors. Any assets held by the Rabbi Trust are subject to the claims of the Company’s general creditors under federal and state law in the event of insolvency.  The trustee is precluded under the terms of the Trust Agreement from reinvesting the trust’s earnings into MINACT. 

15. Once MINACT contributes funds to the Rabbi Trust, except in the case of MINACT’s insolvency, MINACT has no power to direct the trustee to return or otherwise divert any trust assets before all payment of benefits required under the Plan have been made.  MINACT’s contributions and any income that the trust earns from those funds may only be used by the trust to pay trust benefits.  MINACT may, however, in its sole discretion, substitute assets of equal fair market value for any asset held by the Trust in a like-kind exchange.  The Trustee may also lend MINACT the proceeds of any borrowing against an insurance policy held as an asset of the trust. 

16. At all times the Rabbi Trust has been in existence, the principal and income of the trust are and have been subject to the claims of MINACT’s general creditors under federal and state law in the event of insolvency. 
17. If MINACT becomes insolvent or bankrupt, MINACT’s creditors can access the Trust funds.  However, such action on the part of MINACT’s creditors in the event of MINACT’s bankruptcy or insolvency would not diminish the rights that participating eligible employees have to pursue their Plan benefits as general creditors.
18. The Rabbi Trust may not terminate until the date on which employees participating in the Plan (and their beneficiaries) are no longer entitled to benefits under the terms of the 
Plan.  Upon termination of the trust, any remaining assets (if any) are returned to MINACT. 

19. MINACT maintains a $4,000,000 line of credit with BancorpSouth, a bank unrelated to the trustee, to provide for the working capital needs of MINACT. The trust’s restrictions prevent the trustee from using the trust’s funds to supply MINACT’s working capital needs. 

20. MINACT originally formed the Plan and the Rabbi Trust in order to provide supplemental retirement benefits for MINACT’s key employees. The plan is designed to be a “non-qualified” extension of MINACT’s existing qualified 401(k) qualified plan.
21. About thirty MINACT employees have participated in the Plan since its inception. 

22.  There are currently seven Plan participants, including one who lives in Missouri. 

23. MINACT uses excess cash flow from its business operations to fund the Trust.  The monies come from the company’s business revenues, primarily from MINACT’s contracts with the federal government. 
24. Funds in excess of those needed to pay for the company’s operations up to 45 days are available for payments into the Trust. 
25. The company, in its discretion, matches up to 3% of the employee participant’s compensation contributed to the Plan. 
26. MINACT has never substituted assets in a like-kind exchange or used Trust assets as collateral for a loan, and the Trustee has never loaned money to MINACT or held any insurance policy as an asset.

Disallowance of MINACT’s treatment of income on tax year 2007 return
27. On March 13, 2009, MINACT timely filed with the Director its Missouri corporate income tax return for the tax period beginning October 1, 2007 and ending September 30, 2008 (“tax period 2007”). 

28. Following her review of MINACT’s corporate income tax return for tax period 2007, the Director issued a “Notice of Adjustment Corporate Income/Franchise Tax Form 5003” to MINACT dated May 20, 2009, which stated, in relevant part, that MINACT’s “nonbusiness income [from] all sources reported as $667,773” was reduced to zero.
29. MINACT responded to this Notice in a letter dated June 19, 2009, objecting to the disallowance of MINACT’s treatment of the $667,773 as nonbusiness income on its return and providing additional information in support of that treatment.

30. The Director sent MINACT a letter, dated July 31, 2009, acknowledging that MINACT will receive a “Notice of Deficiency” and will have 60 days from the date of the issuance of the Notice of Deficiency to file a protest with the Director.

31. The Director issued a Notice of Adjustment dated October 28, 2009, to MINACT, which maintained the disallowance of the reported nonbusiness income of $667,773 and applied additional payments of tax that had been received from MINACT. After applying these additional payments, MINACT no longer had a balance due for tax period 2007.

32. MINACT timely filed a “Notice of Written Protest” dated November 30, 2009, and received by the Director on December 3, 2009, in which it protested, in part, the Director’s adjustment that disallowed MINACT’s claimed nonbusiness income. MINACT conceded that $212,378 of the $667,773 should be treated as business income. MINACT maintained that the remaining $455,395 – identified by MINACT as interest income and capital gains earned by the Rabbi Trust established to fund a non-qualified 
deferred compensation plan for some of its key employees – should be treated as nonbusiness income. 

33. MINACT submitted additional information to the Director related to its protest of tax period 2007 in a letter dated May 5, 2010.

34. On August 23, 2010, the Director and representatives for MINACT held an informal hearing via telephone to discuss the merits of MINACT’s protest. MINACT submitted additional information to the Director in a follow-up letter dated August 30, 2010.

35. On September 22, 2010, the Director issued her Final Decision, disallowing MINACT’s treatment of the $455,395 of the income generated by the Rabbi Trust as nonbusiness 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.

Overview


This is a case of first impression in Missouri.  The only issue in this case is whether MINACT’s revenue from the Rabbi Trust may be apportioned by Missouri under § 32.200. 
  The parties presented the issue in two parts; whether the Due Process and Commerce clauses of the federal Constitution forbid Missouri from taxing the income and whether the income was “business income” as defined in § 32.200, Art. IV, ¶ 1.  However, this Commission does not 
have authority to decide constitutional issues.
  Also, since we decide here that MINACT is entitled to an abatement of tax, interest, and additions for tax year 2007, any ruling we might make on the constitutional issue would be superfluous.  The issue has been raised and may be argued before the Supreme Court if necessary.

Definition of “Business Income” under § 32.200

When a corporation conducts 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, or to the Missouri single-factor method set forth in § 143.451.2(2)(b).  MINACT chose the multistate three-factor method.


The three-factor method is described in Article IV, § 9 as follows:

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.
“Nonbusiness income” is defined as “all income other than business income,”
 and is taxable only by the state of the taxpayer’s commercial domicile,
 which is, in this case, Mississippi.  Therefore, we must determine whether the Trust Income was business income under the Compact.  The Compact 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.[
]
In ABB C-E Nuclear Power, Inc. v. Director of Revenue,
 the Missouri Supreme Court joined other states
 in recognizing that the “business income” definition imposes both a transactional and a functional test.  The transactional test determines whether the gain is attributable to a type of business transaction in which the taxpayer regularly engages.  The functional test determines whether the gain is attributable to an activity—namely the acquisition, management, and disposition of property—that constitutes an integral part of the taxpayer's regular business.
  Should either test be satisfied, the income would be classed as business income and be subject to apportionment and taxation by Missouri.

In this case, the income from the Rabbi Trust fails the transactional test because MINACT’s investment in the trust was not a business transaction in which it regularly engaged.  Instead, the business transactions in which MINACT regularly engaged involved the running of Job Corps centers.

The trust income also fails the functional test because it was not attributable to the acquisition, management, and disposition of property constituting an integral part of MINACT’s regular business.  MINACT had no involvement in any acquisition, management, or disposition of any trust property or income.  There was no relevant “acquisition” involved in the trust, and the trustee, not MINACT, would manage or dispose of any trust assets.  Furthermore, MINACT exercised no control over the Trust and could 
not access the trust corpus or income, which could only be reached by MINACT’s creditors in case of insolvency or bankruptcy.  Finally, MINACT’s regular business was running the Job Corps centers.
The Director’s Other Authority

The Director cited Hoechst Celanese Corp. v. Franchise Tax Bd.
 in her denial of MINACT’s refund request.  The Director found the case persuasive because, she said, MINACT’s plan and Rabbi Trust “[were] comparable to the pension plan situation in [Hoechst Celanese].”
  However, as MINACT points out, the facts of Hoechst Celanese are substantially different from this case.  While some of those differences are of little consequence, we find two to be significant.  First, unlike MINACT’s total lack of control over the operation of the Rabbi Trust, Hoechst Celanese retained the power to amend or discontinue the pension plan and to appoint and replace the trustees at any time.  Additionally, Hoechst Celanese exercised that power on numerous occasions.
  Second, Hoechst Celanese retained the power to administer the pension plans and to determine the right of any person to receive benefits.
  

Unlike MINACT’s situation, Hoechst Celanese’s control over the operation of the trust was indicative of it being a business transaction in which Hoechst Celanese (and not an independent, third party trustee) engaged in the regular course of its business.  Furthermore, Hoechst Celanese played an active role in managing its pension trust and disposing of its assets.  Therefore, we find it sufficiently different from MINACT’s situation to not be controlling.
The Director also cites to an opinion of the Virginia Tax Commissioner.
  In that case, as in this one, the taxpayer established a rabbi trust to provide additional retirement compensation 
for the taxpayer’s officers, and claimed that the gains on transactions should be considered nonbusiness income.  The Commissioner noted that “attracting and retaining quality corporate officers is an integral part of the operations of any business.”
  The Commissioner therefore concluded that income from the taxpayer’s rabbi trust was business income.  However, as MINACT pointed out in rebuttal, the Virginia taxpayer provided no explanation as to why earnings from the trust should be considered nonbusiness income.  We note, independently, that the Commissioner also did not provide any facts regarding the rabbi trust other than the fact of its creation and that its purpose was “to provide additional retirement compensation for the officers of the corporation.”  As a result, the opinion does nothing more than stand for the general principle that income from a rabbi trust may constitute business income. We conclude that the income earned by the Rabbi Trust was not business income for purposes of the Multistate Tax Compact.
Regulation 12 CSR 10-2.075

 The Director’s brief cites to 12 CSR 10-2.075(4), which provides in relevant part:

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.
We perceive this regulation as expanding upon the language of Article IV, § 1(1) of the Compact, in that it purports to define a “taxpayer’s trade or business” as “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,” and that such activities “constitute integral parts of [such] trade or business.”  However, regulations may not conflict with statutes,
 and the 
Director’s expansion of the concepts behind the “business income” definition could constitute such a conflict.
MINACT also cites a portion 12 CSR 10-2.075(D)(6), which states:

The taxpayer is engaged in a multistate glass manufacturing business. It also holds a portfolio of stock and interest-bearing securities, the acquisition and holding of which are unrelated to the manufacturing business. The dividends and interest income received are nonbusiness income[.]
As we base our decision upon the statutory definition of “business income,” however, we need not consider the effect of this portion of the regulation on the facts of this case.
Conclusion

The income MINACT earned from its investment in a rabbi trust does not constitute “business income” for purposes of § 32.200.  Therefore, we order that the Director’s assessment of tax, interest, and additions for tax year 2007 be abated.

SO ORDERED on January 28, 2013.


________________________________



SREENIVASA RAO DANDAMUDI


Commissioner

� “Tax period 2007” was the period beginning October 1, 2007 and ending September 30, 2008.


�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.


� Section 32.200 is Missouri’s version of the Multistate Tax Compact.  


� Sprint Communications Co., L.P. v. Director of Revenue, 64 S.W.3d 832, 834 (Mo. banc 2002);  Cocktail Fortune, Inc. v. Supervisor of Liquor Control, 994 S.W.2d 955, 957 (Mo. banc 1999);  Williams Cos. v. Director of Revenue, 799 S.W.2d 602, 604 (Mo. banc, 1990); Fayne v. Dept. of Soc. Serv’s, 802 S.W.2d 565 (Mo. App., W.D. 1991).


� Tadrus v. Missouri Bd. of Pharmacy, 849 S.W.2d 222 (Mo. App., W.D. 1993).


� Section 32.200, Article IV, § 1(5).


� James v. International Tel. & Tel. Corp., 654 S.W.2d 865, 866 (Mo. banc 1983).


� Section 32.200, Article IV, § 1(1).


� 215 S.W.3d 85, 87 (Mo. banc 2007).


� See, e.g., Lenox, Inc. v. Tolson, 548 S.E.2d 513, 516 (N.C. 2001); Polaroid Corp. v. Offerman, 507 S.E.2d 284, 293 (N.C. 1998), cert. denied, 526 U.S. 1098 (1999); Willamette Industries, Inc. v. Dep’t of Revenue, 15 P.3d 18 (Oregon 2000); Kroger Co. v. Department of Revenue, 673 N.E.2d 710, 714 (Ill. Ct. App. 1996); and Gannett Satellite Information Network, Inc. v. State Dep’t of Revenue, 201 P.3d 132, 136 (Montana 2009).


� ABB C-E, 215 S.W.3d at 87.


� Id.


� 22 P.3d 324 (Cal. 2001), cert. denied, 534 U.S. 1040 (2001).


� Joint Ex. 4, p. 6.


� Hoechst Celanese, 22 P.3d at 329.


� Id.


� Va. Public Document Ruling No. 03-60, issued August 8, 2003.


� Id. at *18.


� State ex rel. Missouri Public Defender Comm’n v. Waters, 370 S.W.3d 592, 599 (Mo. banc 2012), citing State ex rel. Missouri Public Defender Comm’n v. Pratte, 298 S.W.3d 870, 882 (Mo. banc 2009).
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