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FINDINGS OF FACT AND CONCLUSIONS OF LAW


Robert R. and Signa M. Hermann filed a complaint on November 20, 1998, challenging the Director of Revenue’s October 23, 1998, final decisions assessing them Missouri income tax, interest, and additions for 1995 and 1996.  The Hermanns claim that because Robert Hermann (Hermann) was a shareholder in two S corporations, they are entitled to income tax credits in Missouri for certain taxes that the S corporations paid to other states.  


This Commission convened a hearing on the complaint on September 30, 1999.  J. Kent Lowry, with Armstrong Teasdale LLP, represented the Hermanns.  Legal Counsel Eric William Anderson represented the Director.


The parties elected to file written arguments.  The matter became ready for our decision on April 3, 2000, when the Hermanns filed the last written argument.

Findings of Fact

1. During 1996, Hermann was a shareholder in Hermann Companies, Inc. (Hermann Companies), a Missouri corporation that manufactures food packaging products such as plastic wrap, and heat sealing equipment that seals the wrap.  Hermann Companies was family-owned and had made an election to be an S corporation for federal income tax purposes.  Hermann Companies did business in Missouri and Arkansas.  

2. During 1995 and 1996, Hermann was the sole shareholder of Hermann Marketing, Inc. (Hermann Marketing), a direct mail marketing business that was an S corporation for federal income tax purposes during the periods at issue.  

3. Hermann Marketing filed state tax returns in California, New York, New Jersey, and Connecticut for 1995 and 1996.  These taxes included the California corporation franchise tax, the New York general business corporation franchise tax, the New Jersey corporation business tax, and the Connecticut corporation business tax.

4. California has a return for the California corporation franchise or income tax, which are alternative taxes at the same rate.  Because Hermann Marketing did business in California, it was subject to the California corporation franchise tax.  

5. Hermann Companies filed an S corporation federal income tax return and a Missouri tax return for 1996.  

6. Arkansas has a corporate income tax, but unlike Missouri, does not require that a corporation filing as an S corporation for federal tax purposes file as an S corporation for purposes of its Arkansas return.  Hermann Companies elected to file a state tax return in Arkansas as a C corporation for 1996.  

7. On their 1995 and 1996 Missouri income tax returns, the Hermanns claimed credits for Hermann’s distributive share of taxes that Hermann Marketing paid to other states.  These taxes included the California corporation franchise tax, the New York general business corporation franchise tax, the New Jersey corporation business tax, and the Connecticut corporation business tax.  The Hermanns claimed the credits as follows:  


1995
1996

California
$
10,450
$
7,600


Connecticut
$
1,380
$
651


New Jersey
$
4,200
$
3,184


New York
$
4,614
$
3,277

8. On their 1996 Missouri income tax return, the Hermanns also claimed a credit of $53,853 for Hermann’s distributive share of taxes that Hermann Companies paid to Arkansas.  

9. The Director denied the Hermanns’ claim for credit for taxes paid to California, New York, New Jersey, Connecticut, and Arkansas.  

10. On July 21, 1998, the Director issued a notice of deficiency to the Hermanns for 1995 as follows, plus interest:  


Tax
$20,644.00


Additions
$
1,032.20

11. On August 4, 1998, the Director issued a notice of deficiency to the Hermanns for 1996 as follows, plus interest:  


Tax
$
2,554.00


Additions
$
127.70

12. On October 23, 1998, the Director issued final decisions to the Hermanns upholding the notices of deficiency for 1995 and 1996, plus further accrued interest.  

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  The Hermanns have the burden to prove that they are not liable for the amounts that the Director assessed.  Section 621.050.2.
  Our duty in a tax case is not merely 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.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).  We may do whatever the law permits the Director to do.  State Bd. of Regis'n for the Healing Arts v. Finch, 514 S.W.2d 608, 614 (Mo. App., W.D. 1974).

I.  S Corporations


Because the federal filing status of a corporation as a C corporation or an S corporation is pertinent to this case, we review the federal laws providing for such status.  Under Internal Revenue Code (I.R.C.) Subchapter C, sections 301 through 386, a corporation is treated as a taxable entity separate and distinct from its shareholders.  However, under I.R.C. Subchapter S, section 1361, closely held corporations meeting certain criteria are not treated as separate taxable entities, and their income passes through to their shareholders in a fashion similar to a partnership.  Therefore, the shareholders pay their pro rata share of the tax, and the corporation pays no tax.  


Missouri continues the federal treatment of S corporations.  Section 143.471.1 provides that S corporations, as defined by I.R.C. section 1361(a)(1), are not subject to Missouri income taxes.  Section 143.471.2 provides that S corporation shareholders shall report their pro rata share of S corporation income.  Section 143.471.3 provides that even non-resident S corporation 

shareholders are required to determine their Missouri-source S corporation income.  Missouri thus preserves the “pass-through” of income from the S corporation to the shareholders, and the S corporation is treated as a partnership for income tax purposes.  Wolff v. Director of Revenue, 791 S.W.2d 390, 392 (Mo. banc 1990). Section 143.471.4 provides that the Director of Revenue shall permit S corporations to file composite returns and to make composite payments of tax on behalf of its non-resident shareholders not otherwise required to file a return.  

II.  Income Tax Credits


Section 143.081.1 provides that a resident individual shall be allowed a credit against Missouri income tax otherwise due:  

for the amount of any income tax imposed on him for the taxable year by another state of the United States . . . on income derived from sources therein and which is also subject to tax under sections 143.011 to 143.998.  

(Emphasis added.)  Tax credits are strictly construed against the taxpayer.  State ex rel. May Dep’t Stores Co. v. Koupal, 835 S.W.2d 318, 320 (Mo. banc 1992).


Section 143.081.2, which is not disputed in this case, places a limitation on the amount of the credit:  


The credit provided under this section shall not exceed an amount which bears the same ratio to the tax otherwise due under sections 143.005 to 143.998 as the amount of the taxpayer’s Missouri adjusted gross income derived from sources in the other taxing jurisdiction bears to his Missouri adjusted gross income derived from all sources. . . .


Section 143.081.1 allows a credit to a resident individual for the tax imposed by another state.  If the other state has an S corporation taxation scheme like Missouri, the S corporation is not subject to income tax in that state, and its income flows through to its shareholders in their pro rata shares.  The Missouri resident shareholders are then entitled to claim a credit for their 

pro rata shares of the S corporation’s income under section 143.081.1 because the tax was imposed on them by another state.  


Section 143.081.3 further delineates when an S corporation shareholder may obtain a credit for taxes paid to other states.  Section 143.081.3 provides: 


For the purposes of this section, in the case of an S corporation, each resident S shareholder shall be considered to have paid a tax imposed on the shareholder in an amount equal to the shareholder’s pro rata share of any net income tax paid by the S corporation to a state which does not measure the income of shareholders on [sic] an S corporation by reference to the income of the S corporation or where a composite return and composite payments are made in such state on behalf of the S shareholders by the S corporation.  

Section 143.081.3 thus allows the credit where it would otherwise not be permitted because a return has been filed in another state on behalf of the shareholders and the shareholders have not filed individual returns in that state.  


Section 143.141(2) provides that for purposes of the Missouri return, a taxpayer’s itemized federal deductions shall be reduced by the proportional amount thereof representing income taxes paid to another state.  Therefore, income taxes paid to another state are in effect added back to the taxpayer’s income for Missouri tax purposes (the state tax addback), and the Director’s forms provide for reporting the taxes as a Missouri addition to federal adjusted gross income, although the taxpayer also receives a credit for the taxes.  Section 143.471.2(1) applies the addback to S corporation shareholders for their proportionate share of the S corporation’s taxes.  


In Centerre Bank of Crane v. Director of Revenue, 744 S.W.2d 754, 757 (Mo. banc 1988), the court held that the Missouri bank tax, which was measured by net income and imposed for the privilege of exercising the corporate franchise in this state, was a franchise tax.  

The court reached that conclusion for purposes of 31 U.S.C. section 3124, which provides that obligations of the United States government are exempt from taxation by a state, with the exception of a franchise tax.  The court thus upheld the provisions of the bank tax including interest from U.S. obligations in the bank’s income as the franchise tax base.


In Herschend v. Director of Revenue, 896 S.W.2d 458 (Mo. banc 1995), the Missouri Supreme Court determined that the Tennessee excise tax is an income tax under section 143.081.1.  The Tennessee tax, Tenn. Code Ann. § 67-4-806 (1994), provided that all corporations shall pay a tax equal to 6 percent of the net earnings for the next preceding fiscal year for business done in the state.  Net earnings were defined in terms of federal taxable income.  Tenn. Code Ann. § 67-4-805(a)(1).  The Director conceded that the label given the tax was not controlling.  Herschend, 896 S.W.2d at 459.  The court noted that the Tennessee tax, like the Missouri corporate income tax, was based solely on income. Id. at 459-60.  The court also noted that the statute made no reference to the privilege of doing business in the state.  Id. 

at 460.  The court distinguished the language of the Tennessee statute, providing that the tax was “for business done” in that state, from statutes providing that the tax is on the privilege of doing business in the state.  Id.  The court stated that unlike the tax at issue in Centerre, the sole object on which the Tennessee tax was imposed was income.  The court also noted that Tennessee had a separate corporate franchise tax on the privilege of doing business in the state, and that having two franchise taxes would be duplicative.  Id.  The court further stated:  

[T]he critical distinction between an income tax and franchise tax is that the former is imposed to compensate the state for benefits already received, while the latter is imposed and payable in advance for the privilege of exercising the right to do business in the state in the future.  Consequently, if a corporation ceases to do business during a particular year in which it has generated income, 

it would still be subject to income tax, but not franchise tax.  The 

Tennessee tax, unlike a franchise tax, is compensatory, and it is due even if the corporate entity ceases to exist and discontinues doing business in the state.

Id. (citations omitted).  


In Brennan v. Director of Revenue, 937 S.W.2d 210, 212 (Mo. banc 1997), the court determined that the Texas franchise tax was not an income tax under section 143.081.1.  The Texas tax was the greater of .25% of the corporation’s “net taxable capital” or 4.5% of its “net taxable earned surplus.”  Tex. Code Ann. § 171.002 (1992).  The corporation’s net taxable earned surplus was based on federal taxable income.  Tex. Code Ann. § 171.110.  The court held that this tax could not be divided into its components for purposes of determining whether it was an income tax or a franchise tax under section 143.081.1.  Brennan, 937 S.W.2d at 211-12.  The court held that:  

A tax that rises and falls based upon the size of a corporation’s capital – even when income is constant – is not a tax on income, and, therefore, is not creditable under § 143.081. 

Id. at 212.   The court stated:  

In King v. Procter & Gamble, the Court issued a blanket rule that franchise taxes, however calculated, were not income taxes.  The idea that franchise taxes and income taxes are mutually exclusive is implicit in that decision and in others dealing with the question.  

Id. (footnotes omitted).  

III.  The New Jersey Corporation Business Tax 


In Adams v. Director of Revenue, Nos. 98-0358 RI and 98-0969 RI (Mo. Admin. Hearing Comm’n Aug. 5, 1999), we determined that the New Jersey Corporation Business Tax (CBT) is a franchise tax and not an income tax, and that the Adams were thus not entitled to a credit for the tax.  The Hermanns request our reconsideration of that ruling. 


N.J. Stat. Ann. § 54:10A-2 (1986) provides:  

Every domestic or foreign corporation which is not hereinafter exempted shall pay an annual franchise tax for the year 1946 and each year thereafter, as hereinafter provided, for the privilege of having or exercising its corporate franchise in this State, or for the privilege of doing business, employing or owning capital or property, or maintaining an office, in this State.  And such franchise tax shall be in lieu of all other State, county or local taxation upon or measured by intangible personal property used in business by corporations liable to taxation under this act[.]

N.J. Stat. Ann. § 54:10A-5 (1995)
 provides:  

The franchise tax to be annually assessed to and paid by each taxpayer shall be the sum of the amount computed under subsection (a) hereof, or in the alternative to the amount computed under subsection (a) hereof, the amount computed under subsection (f) hereof, and the amount computed under subsection (c) hereof:  


(a) That portion of its entire net worth as may be allocable to this State as provided in section 6, multiplied by the following rates:  2 mills per dollar on the first $100,000,000.00 of allocated net worth; 4/10 of a mill per dollar on the second $100,000,000.00; 3/10 of a mill per dollar on the third $100,000,000.00; and 2/10 of a mill per dollar on all amounts of allocated net worth in excess of $300,000,000.00; provided, however, that with respect to reports covering accounting or privilege periods set forth below, the rate shall be that percentage of the rate set forth in this subsection for the appropriate year:  

Accounting or Privilege 

Periods Beginning on or                    The Percentage of the Rate


After:                                     to be Imposed Shall Be:  



April 1, 1983

75%



July 1, 1984

50%



July 1, 1985

25%



July 1, 1986

 0 . . . . 

*   *   *


(c)(1) For a taxpayer that is not a New Jersey S corporation, 3 ¼% of its entire net income or such portion thereof as may be allocable to this State as provided in section 6 of P.L. 1945, c. 162 (C. 54:10A-6); provided, however, . . . that with respect to reports covering accounting or privilege periods or parts thereof ending after December 31, 1979, the rate shall be 9%; provided, however, that for a taxpayer that has entire net income of $100,000 or less for a privilege period the rate for that privilege period shall be 

7 ½%.  


(2) For a taxpayer that is a New Jersey S corporation, the rate determined by subtracting the maximum tax bracket rate provided under N.J.S. 54A:2-1 for the privilege period from the tax rate that would otherwise be applicable to the taxpayer’s entire net income for the privilege period if the taxpayer were not an S corporation provided under paragraph (1) of this subsection for the privilege period multiplied by its entire net income that is not subject to federal income taxation or such portion thereof as may be allocable to this state pursuant to sections 6 through 10 of P.L. 1945, c. 162 (C. 54:10A-6 through 54:10A-10); plus


(3) For a taxpayer that is a New Jersey S corporation, the tax rate that would otherwise be applicable to the taxpayer’s entire net income for the privilege period if the taxpayer were not an S corporation under paragraph (1) of this subsection for the privilege period multiplied by its entire net income that is subject to federal income taxation or such portion thereof as may be allocable to this State pursuant to sections 6 through 10 of P.L. 1945, c. 162 (C. 54:10A-6 through 54:10A-10).  

*   *   *


(f) In lieu of the portion of the tax based on net worth and to be computed under subsection (a) of this section, any taxpayer, the value of whose total assets everywhere, less reasonable reserves for depreciation, as of the close of the period covered by its report, amounts to less than $150,000.00, may elect to pay the tax shown in a table which shall be promulgated by the director.  

(Emphasis added.)


Therefore, under N.J. Stat. Ann. § 54:10A-5, the CBT is the amount computed under subsection (a) or (f), plus the amount computed under subsection (c).  However, subsection (a) is 

in effect phased out for periods beginning on or after July 1, 1986, because the percentage of the rate imposed is 0.     


N.J. Stat. Ann. § 54:10A-4(d) (1986) defines “net worth” as: 

the aggregate of the values disclosed by the books of the corporation for (1) issued and outstanding capital stock, (2) paid-in or capital surplus, (3) earned surplus and undivided profits, and (4) surplus reserves which can reasonably be expected to accrue to holders or owners of equitable shares, not including reasonable 

valuation reserves, such as reserves for depreciation or obsolescence or depletion.  Notwithstanding the foregoing, net worth shall not include any deduction for the amount of the excess depreciation described in paragraph (2)(F) of subsection (k) of this section.  The foregoing aggregate of values shall be reduced by 50% of the amount disclosed by the books of the corporation for investment in the capital stock of one or more subsidiaries, which investment is defined as ownership (1) of at least 80% of the total combined voting power of all classes of stock of the subsidiary entitled to vote and (2) of at least 80% of the total number of shares of all other classes of stock except nonvoting stock which is limited and preferred as to dividends.   

N.J. Stat. Ann. § 54:10A-4(k) (1993) defines “entire net income” as:  

total net income from all sources, whether within or without the United States, and shall include the gain derived from the employment of capital or labor, or from both combined, as well as profit gained through a sale or conversion of capital assets.  For the purpose of this act, the amount of a taxpayer’s entire net income shall be deemed prima facie to be equal in amount to the taxable income, before net operating loss deduction and special deductions, which the taxpayer is required to report to the United States Treasury Department for the purpose of computing its federal income tax; provided, however, that in the determination of such entire net income, 


(1) Entire net income shall exclude for the periods set forth in paragraph (2)(F)(i) of this subsection [(k)], any amount, except with respect to qualified mass commuting vehicles as described in section 168(f)(8)(D)(v) of the Internal Revenue Code as in effect immediately prior to January 1, 1984, which is included in a taxpayer’s federal taxable income solely as a result of an election made pursuant to the provisions of paragraph (8) of that section [168(f)(8)].


(2) Entire net income shall be determined without the exclusion, deduction or credit of:  


(A) The amount of any specific exemption or credit allowed in any law of the United States imposing any tax on or measured by the income of corporations; 


(B) Any part of any income from dividends or interest on any kind of stock, securities or indebtedness, except as provided in paragraph (5) of subsection (k) of this section; 


(C) Taxes paid or accrued to the United States on or measured by profits or income, or the tax imposed by this act, or any tax paid or accrued with respect to subsidiary dividends excluded from entire net income as provided in paragraph (5) of subsection (k) of this section; 


(Deleted by amendment, P.L. 1985, c. 143); 


(E) 90% of interest on indebtedness owing directly or indirectly to holders of 10% or more of the aggregate outstanding shares of the taxpayer’s capital stock of all classes; [with certain exceptions]


(F)(i) The amount by which depreciation reported to the United States Treasury Department for property placed in service on and after January 1, 1981, for purposes of computing federal taxable income in accordance with section 168 of the Internal Revenue Code in effect after December 31, 1980, exceeds the amount of depreciation determined in accordance with the Internal Revenue Code provisions in effect prior to January 1, 1981, but only with respect to a taxpayer’s accounting period ending after December 31, 1981; provided, however, that where a taxpayer’s accounting period begins in 1981 and ends in 1982, no modification shall be required with respect to this paragraph (F) for the report filed for such period with respect to property placed in service during that part of the accounting period which occurs in 1981.  


(ii) For the periods set forth in subparagraph (F)(i) of this subsection, any amount, except with respect to qualified mass commuting vehicles as described in section 168(f)(8)(D)(v) of the Internal Revenue Code as in effect immediately prior to January 1, 1984, which the taxpayer claimed as a deduction in computing 

federal income tax pursuant to a qualified lease agreement under paragraph (8) of that section.  


(G) [the amount of fines for violation of environmental laws.]


N.J. Stat. Ann. § 54:10A-4(j) (1986) defines “privilege period” as:  “the calendar or fiscal accounting period for which a tax is payable under this act.”    


The New Jersey CBT has an income component, N.J. Stat. Ann. 54:10A-5(c), plus a capital component, N.J. Stat. Ann. § 54:10A-5(a), or an alternative to the capital component.  N.J. Stat. Ann. § 54:10A-5(f).  However, for periods beginning on or after July 1, 1986, including the tax periods in question in this case, N.J. Stat. Ann. § 54:10A-5(a) eliminates the “net worth” component, because the percentage of the tax rate imposed on that component is 0.  

We have searched the New Jersey regulations and find no table that the Director of the New Jersey Division of Taxation has promulgated setting forth a tax under N.J. Stat. Ann. § 54:10A-5(f), in lieu of the portion of the tax based on net worth under N.J. Stat. Ann. § 54:10A-5(a). Apparently New Jersey does not have such a table, in keeping with its policy of phasing out any portion of the tax based on a net worth component.  Accordingly, the CBT forms for the years at issue are based solely on the corporation’s net income.    


In Adams, we examined the factors set forth in the case law.  Although the label is not controlling, Herschend, 896 S.W.2d at 459, we noted that the CBT is denominated an annual franchise tax.  Although the tax is computed on the basis of income, we noted that the tax is specifically for the privilege of doing business in the state and thus contains a critical element that was missing in the Tennessee tax at issue in Herschend.  The Herschend court found that the sole object on which the Tennessee tax was based was income.  Id. at 460.  Further, as the court stated in Brennan, 937 S.W.2d at 212, franchise taxes, however calculated, are not income taxes, and franchise taxes and income taxes are mutually exclusive.  


The Herschend court was also persuaded by the fact that Tennessee had a separate corporate franchise tax on the privilege of doing business in the state, and that having two franchise taxes would be duplicative.  Although New Jersey has a “Corporation Income Tax” on the books, it provides a complete exemption from that tax for corporations that are subject to the CBT.  N.J. Stat. Ann. § 54:10E-3.  In Adams, we concluded that the CBT thus essentially supplants the “Corporation Income Tax” but that the taxes are not duplicative, and this fact weighed in favor of a conclusion that the tax is a franchise tax.  


In Herschend, 896 S.W.2d at 460, the court held that the critical distinction between an income tax and a franchise tax is that the income tax compensates the State for benefits already received, while the franchise tax is payable in advance for the privilege of exercising the right to do business in the state in the future.   However, although the CBT, like the tax at issue in Centerre, 744 S.W.2d at 757, is based on a previous period and therefore is not payable in advance for the privilege of doing business in the state, we concluded that this does not alter the fact that the tax is imposed for the privilege of exercising the corporate franchise in the state.


In Herschend, the court was not persuaded by the Tennessee court’s characterizations of the Tennessee tax as an excise tax.  896 S.W.2d at 461 (Robertson, J., dissenting).  Similarly, even though the Supreme Court of New Jersey has characterized the CBT as a franchise tax, Garfield Trust Co. v. Director, Division of Taxation, 508 A.2d 1104, 1109 (N.J. 1986), that decision applied to a tax period prior to 1986, when the capital component was phased out.  Therefore, we did not find this New Jersey case helpful in our decision in Adams.    


The Hermanns request that we reconsider our ruling in Adams  because the tax is computed on income.  They argue that the tax is computed without reference to the capital of the corporation and is therefore, unlike the tax in Brennan, 937 S.W.2d at 212, an income tax.  

However, our ruling that the tax is a franchise tax is fully consistent with the precedents of the Missouri Supreme Court.  In Adams, we relied on the fact that the CBT is imposed for the privilege of doing business in the state.  In Brennan, 937 S.W.2d at 212, the court held that franchise taxes, however calculated, are not income taxes.  The New Jersey CBT, like the tax at issue in Centerre, 744 S.W.2d at 757, is measured by income but is imposed for the privilege of exercising the corporate franchise in this state. 


Further, as we noted in Adams, tax credits are strictly construed against the taxpayer,  May Dep’t Stores, 835 S.W.2d at 320, and statutes imposing a tax are construed in favor of the taxpayer.  Delta Air Lines, Inc. v. Director of Revenue, 908 S.W.2d 353, 356 (Mo. banc 1995).  Income taxes of other states are an addback to income under section 143.141(2), but a credit against tax under section 143.081.2.  The benefit of the credit far outweighs the burden of the addback.  Construing the CBT as a franchise tax is consistent with strict construction of the credit against the taxpayer and strict construction of the addback in favor of the taxpayer.   


Therefore, we conclude that the New Jersey CBT is not an income tax and that the Hermanns are not entitled to a credit under section 143.081.1 for the CBT paid to New Jersey.   Likewise, they are not required to add back the CBT to their Missouri income under section 143.141(2).  

III.  The California Corporation Franchise Tax


Cal. Rev. & Tax Code § 23151 provides for a “Bank and Corporation Franchise Tax.”  The statute provides:  

With the exception of banks and financial corporations, every corporation doing business within the limits of this state and not expressly exempted from taxation by the provisions of the Constitution of this state or by this part, shall annually pay to the state, for the privilege of exercising its corporate franchises within this state, a tax according to or measured by its net income, to be 

computed at the rate of 7.6 percent upon the basis of its net income for the next preceding income year, or if greater, the minimum tax specified in Section 23153.  

Cal. Rev. & Tax Code § 23153 provides that the minimum franchise tax shall be $800 for most corporations.  


The California tax is similar to the New Jersey CBT in many ways.  Although it is imposed on an income base, it is labeled as a franchise tax and is imposed for the privilege of exercising the corporate franchise within the state.  The tax is not payable in advance for the privilege of exercising the corporate franchise. 


California has a separate corporation income tax.  Cal. Rev. & Tax Code § 23501.  The tax is imposed upon a corporation’s net income derived from sources within California, other than income for any period for which the corporation is subject to the franchise tax under Cal. Rev. & Tax Code § 23151.  Cal. Rev. & Tax Code § 23501 provides:  

(a) There shall be imposed upon every corporation for each taxable year, a tax at the rate of 7.6 percent upon its net income derived from sources within this state on or after January 1, 1937, other than income for any period for which the corporation is subject to taxation under Chapter 2 of this part [the corporation franchise tax], according to or measured by its net income.  

(b) For calendar or fiscal years ending after June 30, 1973, the rate of tax shall be 9 percent instead of 7.6 percent as provided by subdivision (a). 

(c) For calendar or fiscal years ending after December 31, 1979, the rate of tax shall be the rate specified for such years by Section 23151.  

Cal. Rev. & Tax Code § 23503 provides an offset against the corporation income tax for the amount of any franchise tax paid.  Cal. Rev. & Tax Code § 23504 indicates that a corporation is subject to either the franchise tax or the corporation income tax.  A corporation that does business in the state is subject to the franchise tax under section 23151.  A corporation 

that does not do business in the state but has income from California sources, such as interest or investment income, would be subject to the income tax under section 23501.  The taxes are reported on the same form, and under section 23501(c), the rate for the income tax is the same as the franchise tax rate, for years after 1979.  Therefore, the California franchise tax and corporation income tax are not duplicative, and this factor weighs in favor of a determination that the tax imposed by Cal. Rev. & Tax Code § 23151 is a franchise tax.  Further, California regards the corporation franchise tax as a franchise tax rather than an income tax.  West Pub. Co. v. McColgan, 166 P.2d 861 (Cal. banc), aff’d, 66 S. Ct. 1378 (1946).  


We conclude that the California corporation franchise tax is not an income tax and that the Hermanns are not entitled to a credit under section 143.081.1 for the corporation franchise tax paid to California.  

IV.  The New York General Business Corporation Franchise Tax


60 N.Y. Tax Law § 209.1 provides for a “franchise tax on business corporations.”  The statute provides:  

For the privilege of exercising its corporate franchise, or of doing business, or employing capital, or of owning or leasing property in this state in a corporate or organized capacity, or of maintaining an office in this state, for all or any part of each of its fiscal or calendar years, every domestic or foreign corporation, except corporations specified in subdivision four of this section, shall annually pay a franchise tax, upon the basis of its entire net income base, or upon such other basis as may be applicable as hereinafter provided[.]

60 N.Y. Tax Law § 210.1 provides:  

The tax imposed by subdivision one of section two hundred nine of this chapter shall be, in the case of each taxpayer other than a New York S corporation, the sum of (1) the highest of the amounts prescribed in paragraphs (a), (b), (c) and (d) of this subdivision and (2) the amount prescribed in paragraph (e) of this subdivision, and, in the case of each New York S corporation, the amount prescribed in paragraph (g) of this subdivision.

60 N.Y. Tax Law § 210.1(a) through (d) provide for various alternatives for computing 

the tax base, which we summarize as follows:  

(a) a tax at the rate of nine percent of the taxpayer’s entire net income base.

(b) one and seventy-eight hundredths mills for each dollar of the taxpayer’s total business and investment capital, or the portion thereof allocated within the state as hereinafter provided, but not to exceed $350,000.  

(c) for tax years beginning after 1994 and before July 1, 1998, 3.5% of the taxpayer’s minimum taxable income base.

(d) a fixed dollar minimum, the amount of which is dependent on the taxpayer’s gross payroll.  

The amount provided in paragraph (e), which is added to the highest of the amounts set forth in paragraphs (a) through (d), is nine-tenths of a mill for each dollar of the portion of the taxpayer’s subsidiary capital allocated within the state.  

60 N.Y. Tax Law § 208.9 defines entire net income as:  

total net income from all sources, which shall be presumably the same as the entire taxable income (but not alternative minimum taxable income), 

(i) which the taxpayer is required to report to the United States treasury department, or

(ii) which the taxpayer would have been required to report to the United States treasury department if it had not made an election under subchapter s of chapter one of the internal revenue code, 

with certain specified adjustments.  


The New York tax is not based solely on income.  It is based on the higher of several alternatives, plus a capital component.  The tax is thus similar to the tax in Brennan, 937 S.W.2d at 212, which the court held was not an income tax.  The New York tax is labeled as a franchise tax and is imposed for the privilege of exercising the corporate franchise within the state.  The tax is not payable in advance for the privilege of exercising the corporate franchise.  New York 

has other taxes on the exercise of a corporate franchise.  60 N.Y. Tax Law § 180 imposes an organization tax on corporations formed under the laws of New York and on changes in a corporation’s capital.  60 N.Y. Tax Law § 181 imposes a “license fee” on foreign corporations, based on the value of their stock, for the privilege of exercising their corporate franchise or doing business in New York.  


Considering these factors, we conclude that the New York tax is a franchise tax, even though New York has a separate license fee for foreign corporations.  The New York tax under 60 N.Y. Tax Law § 208 is likewise imposed for the privilege of exercising the corporate franchise within the state.  As in Brennan, 937 S.W.2d at 212, a tax that rises and falls based upon the size of a corporation’s capital is not an income tax.  As in Adams, we must strictly construe tax credits against the taxpayer.   


Therefore, we conclude that the Hermanns are not entitled to a credit for the tax paid to New York.  

V.  The Connecticut Corporation Business Tax


Conn. Gen. Stat. Ann. § 12-214(a)(1) imposes the Corporation Business Tax (CBT).  The statute provides that every company carrying on business in that state:  

shall pay, annually, a tax or excise upon its franchise for the privilege of carrying on or doing business, owning or leasing property within the state in a corporate capacity or as an unincorporated association taxable as a corporation for federal income tax purposes or maintaining an office within the state, such tax to be measured by the entire net income as herein defined received by such corporation or association from business transacted within the state during the income year and to be assessed . . . for income years commencing on or after January 1, 1995, and prior to January 1, 1996, at the rate of eleven and one-quarter per cent, [and] for income years commencing on or after January 1, 1996, and prior to January 1, 1997, at the rate of ten and three-fourths per cent[.]

Conn. Gen. Stat. Ann. § 12-213(10) defines “net income” as: 

net earnings received during the income year and available for contributors of capital, whether they are creditors or stockholders, computed by subtracting from gross income the deductions allowed by the terms of section 12-217[.]

Conn. Gen. Stat. Ann. § 12-213(9)(A) defines “gross income” as:  

gross income, as defined in the Internal Revenue Code, and, in addition, means any interest or exempt interest dividends, as defined in Section 852(b)(5) of the Internal Revenue Code, received by the taxpayer or losses of other calendar or fiscal years, retroactive to include all calendar or fiscal years beginning after January 1, 1935, incurred by the taxpayer which are excluded from gross income for purposes of assessing the federal corporation net income tax, and in addition, notwithstanding any other provision of law, means interest or exempt interest dividends, as defined in said Section 852(b)(5) of the Internal Revenue Code, accrued on or after the application date, as defined in section 12-242ff, with respect to any obligation issued by or on behalf of the state, its agencies, authorities, commissions and other instrumentalities, or by or on behalf of its political subdivisions and their agencies, authorities, commissions and other instrumentalities[.]  


Under Conn. Gen. Stat. Ann. § 12-217(a)(1), the deductions from gross income are “all items deductible under the Internal Revenue Code effective and in force on the last day of the income year” subject to certain modifications.  


Conn. Gen. Stat. Ann. § 12-219 provides:  

Each company subject to the provisions of this part [with certain exceptions] shall pay for the privilege of carrying on or doing business within the state, the larger of the tax, if any, imposed by section 12-214 and the tax calculated under this subsection.  

(1) In the case of a company other than a regulated investment company or real estate investment trust, the tax calculated under this section shall be:  A tax of three and one-tenth mills per dollar for each income year of the amount derived (A) by adding (i) the average value of the issued and outstanding capital stock . . . and (ii) the average value of all surplus reserves computed on the balances at the beginning and end of the taxable year or period . . .,  provided in no event shall the tax so calculated exceed one million dollars or be less than two hundred fifty dollars. . . .


The Connecticut CBT is calculated on the greater of an income base or a capital stock base.  The tax is thus similar to the tax in Brennan, 937 S.W.2d at 212, which the court held was not an income tax.  The tax is labeled as a franchise tax and is imposed for the privilege of exercising the corporate franchise within the state.  The tax is not payable in advance for the privilege of exercising the corporate franchise.  We have searched the Connecticut statutes and find no other franchise tax in Connecticut.  Corporations are not subject to income tax in Connecticut.  Conn. Gen. Stat. Ann. § 12-700.  In fact, Conn. Gen. Stat. Ann. § 12-710 specifically exempts corporations from income tax in  Connecticut if they are subject to the tax imposed by Conn. Gen. Stat. Ann. § 12-214.   Therefore, it appears that Connecticut intended to impose a tax on the exercise of the corporation franchise in Connecticut, rather than an income tax.  


Considering these factors, we conclude that the Connecticut CBT is a franchise tax.  The tax is on the greater of an income base or a capital stock base for the privilege of exercising the corporate franchise within the state.  Under Centerre Bank, 744 S.W.2d at 757, and Brennan, 937 S.W.2d at 212, a tax is a franchise tax if it is measured by income but is imposed for the privilege of exercising the corporate franchise within this state.  Therefore, the Hermanns are not entitled to a credit for the Connecticut CBT.     

VI.  The Arkansas Tax

A.  Income Tax


Arkansas imposes on corporations organized under the laws of Arkansas “an income tax with respect to carrying on or doing business on the entire net income of the corporation.”  Ark. Code Ann. § 26-51-205(a).  The statute further provides:  

Every foreign corporation doing business within the jurisdiction of this state shall pay annually an income tax on the proportion of its 

entire net income as now determined by the income tax laws of Arkansas, on the following basis:  

(1) On the first $3,000 of net income or any part thereof……….1%

On the second $3,000 of net income or any part thereof………..2%

On the next $5,000 of net income or any part thereof………......3%

On the next $14,000 of net income or any part thereof…………5%

On the next $75,000 of net income or any part thereof, but not

Exceeding $100,000…………...………………………………..6%

Ark. Code Ann. § 26.51-205(b).  The Director now concedes that the Arkansas tax is an income tax, and we agree.  As in Herschend, 896 S.W.2d at 460, the tax is not imposed on the privilege of doing business in the state.  The Tennessee tax was “for business done” in that state.  For foreign corporations, the Arkansas tax under § 26-51-205(b) is imposed on corporations doing business within that state, which is obviously a prerequisite for taxability by any jurisdiction, but not for the privilege of doing business.  Arkansas has a separate corporate franchise tax.  Ark. Code Ann. §§ 26-54-101 through 26-54-104.  The tax under § 26-51-205(b) is imposed on the net income of the foreign corporation and thus qualifies as an income tax.  Arkansas has a separate franchise tax.  Ark. Code Ann. § 26-54-104.  

B.  Credit Under Section 143.081


However, the Director contends that the Hermanns are not entitled to claim credit for the Arkansas tax because Hermann Companies elected to file as a C corporation in Arkansas.  Section 143.081.3 provides: 

For the purposes of this section, in the case of an S corporation, each resident S shareholder shall be considered to have paid a tax imposed on the shareholder in an amount equal to the shareholder’s pro rata share of any net income tax paid by the S corporation to a state which does not measure the income of shareholders on [sic] an S corporation by reference to the income of the S corporation or where a composite return and composite payments are made in such state on behalf of the S shareholders by the S corporation.  

We find no cases from the courts or this Commission construing section 143.081.3.  Therefore, this is a case of first impression.  


Hermann Companies elected to file a federal S corporation tax return for 1996; thus, it was also required to file as an S corporation in Missouri pursuant to section 143.471.1.  However, Hermann Companies made an election to file as a C corporation in Arkansas. 


As we have already stated, section 143.081.1 allows a credit to a resident individual for the tax imposed by another state.  If the other state has an S corporation taxation scheme like Missouri, the S corporation is not subject to income tax in that state, and its income flows through to its shareholders in their pro rata shares.  The Missouri resident shareholders are then entitled to claim a credit for their pro rata shares of the S corporation’s income under section 143.081.1 because the tax was imposed on them by another state.  


The language of section 143.081.3 indicates that it was intended to apply the credit in certain specified situations where the shareholder does not pay the tax as an individual in another state.  Section 143.081.3 is intended to fairly apply the credit in other situations where section 143.081.1 is not applicable.  Subsection 3 applies in two situations where the tax is paid “by the S corporation.”  One situation is “where a composite return and composite payments are made in such state on behalf of the S shareholders by the S corporation.”  The other is where income tax was paid “by the S corporation to a state which does not measure the income of shareholders on [sic] an S corporation by reference to the income of the S corporation” – for example, if a state does not recognize an S corporation filing status.   


Tax credit provisions must be strictly construed against the taxpayer.  May Dep’t Stores, 835 S.W.2d at 320.  We do not believe that section 143.081.3 was intended to extend the credit to situations where the corporation elects to file as a C corporation in a particular state.  Because the credit is for the taxes paid to that state, a corporation that elects to file as a C corporation in 

that state is not considered an “S corporation” for purposes of the credit provision.  As the court stated in Wolff, 791 S.W.2d 392, a taxpayer’s election to do business in a particular state results in certain benefits and burdens.  A credit is not allowable for a state where the corporation makes an election to file as a C corporation.  


The Hermanns argue that the Arkansas C corporation return qualifies as a composite return on behalf of the S corporation shareholders.  Section 143.471.4 provides guidance as to what Missouri regards as a composite return:

The director of revenue shall permit S corporations to file composite returns and to make composite payments of tax on behalf of its nonresident shareholders not otherwise required to file a return.  


Given the application of the term “composite return” in section 143.471.4, the legislature intended that a composite return be a return filed on behalf of the S corporation shareholders.  A C corporation return, by definition, is quite the opposite.  A C corporation return is filed on behalf of the corporation, not on behalf of the shareholders.  If the corporation is not taxed as an S corporation at the state level, then a pass-through credit should not be allowed to its shareholders for the tax paid to that state.  


The Hermanns rely on Tarrant v. Department of Taxes, 733 A.2d 733 (Vt. 1999), where the court held that the S corporation shareholders were allowed a state income tax credit for their pro-rata share of taxes paid to non-pass-through states.  However, that case was decided under Vermont law and is distinguishable.  The court relied heavily on 32 V.S.A. § 5820, which states that the Vermont taxation laws are intended to conform the Vermont personal and corporate income taxes to the I.R.C.  We find no comparable provision in Chapter 143, RSMo.  See section 143.091.  Further, the Vermont statutes contained no provision comparable to section 143.081.3.  

In section 143.081.3, the Missouri legislature expressly set forth the circumstances in which the credit would be allowed when there is not a pass-through to the shareholders.  The present 

situation is not among them.  In addition, the court’s ruling in that case applied to a state that either did not recognize the corporation’s S corporation status, or recognized that status but nevertheless imposed a state corporate-level tax on the corporation’s income.  Tarrant, 733 A.2d at 735.  The present situation is distinguishable because Hermann Companies made an election to be taxed as a C corporation in Arkansas.  


The Hermanns argue that disallowing the credit results in double taxation.  However, as the court noted in Wolff, 791 S.W.2d at 391, filing as a C corporation results in double taxation at the corporate level and at the shareholder level.  Any “double taxation” in this case is a result of Hermann Companies’ business decisions concerning its filing status in Arkansas.  


Therefore, we conclude that the Hermanns are not allowed a credit for the Arkansas tax. 

VII.  Amounts


Because the Hermanns were not entitled to credits for any of the state taxes at issue, we conclude that they are liable for Missouri income tax as the Director assessed for 1995 and 1996.  


Interest applies to the deficiencies as a matter of law.  Section 143.731.1.  


In his written argument, the Director agrees to abate the additions to tax.  

Summary


The Hermanns are liable for Missouri income tax as follows, plus interest:  

1995 $20,644.00

1996 $ 2,554.00


SO ORDERED on July 11, 2000.



________________________________



WILLARD C. REINE



Commissioner

�In reaching our decision, we do not consider Appendix I to the Director’s response to the Hermanns’ reply brief, which was not in evidence. 


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





�Section 136.300, RSMo Supp. 1999, H.R. 516, 90th Gen. Assem., 1st Reg. Sess. (1999 Mo. Laws 578), is specifically not applicable to issues involving tax credits.  


�We quote the 1995 version of this provision, which contained minor 1995 amendments that do not affect the outcome of this case. 


�The 1995 amendments deleted subparagraph (E).  
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