10-2436

CORPORATE FRANCHISE

TAX YEARS: 2007, 2008

SIGNED: 12-12-2011

COMMISSIONERS: R. JOHNSON, M. JOHNSON, M. CRAGUN
EXCUSED: D. DIXON

GUIDING DECISION

BEFORE THE UTAH STATE TAX COMMISSION

PETITIONER, FINDINGS OF FACT, CONCLUSIONS
OF LAW, AND FINAL DECISION
Petitioner,
Appeal No. 10-2436
V.
Account No.  #####
AUDITING DIVISION OF THE Tax Type: Corporate Franchise
UTAH STATE TAX COMMISSION, Audit Period: 06/01/07 & 05/31/08
Respondent. Judge: Chapman
Presiding:
R. Bruce Johnson, Commission Chair
Kerry R. Chapman, Administrative Law Judge
Appearances:

For Petitioner: PETITIONER REP. 1, Attorney
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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comamsfsir a Formal Hearing on December 5,
2011. Based upon the evidence and testimony pegkehe Tax Commission hereby makes its:

FINDINGS OF FACT

1. The tax at issue is Utah corporate franchiseirmcwme tax.
2. The audit period is June 1, 2007 to May 3D&
3. PETITIONER and its unitary subsidiaries (“taypd or “PETITIONER”) filed a

worldwide combined report for the audit period.
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4. COMPANY 1 (“COMPANY 1" was part of the PETITNER unitary group.
COMPANY 1 develops, manufactures, markets, andidiges ( WORDS REMOVED ) in the United
States and throughout the world. COMPANY 1 hamigsufacturing facility, main distribution centand
primary administrative offices in CITY 1.

5. Under Utah Code Ann. 859-7-612, taxpayersatitled to take a credit against their Utah
corporate franchise tax liability for certain gtielil research expenses.

6. PETITIONER represents that COMPANY 1 incurrethitqualified research expenses
during the tax year ending May 31, 2007. In claigiihe Utah tax credit for research activities aared in
this state on its combined return, PETITIONER batedalculation on the federal Alternative Simiglif
Credit (“ASC”) method under Internal Revenue Cod&(8)(5). The Utah tax credit for research adésit
as calculated by PETITIONER was claimed in tax wealing May 31, 2008 because UCA 859-7-612(1)(b)
(2007) required the taxpayer to “claim the credit for the taxable year immediately following tiagable
year for which the taxpayer qualifies for the ctédi

7. For tax years beginning before January 1, 2€08,Utah credit for research activities
conducted in this state is 6% of the taxpayer'hidpaalified research expenses for the current texgar
that exceed the base amount. UCA 859-7-612(2)(d)(iHouse Bill 52, passed during the 2008 |edigé
session, the Legislature changed the rate from®6%84. PETITIONER had used a 5% rate in calculating
its Utah research credit based on expenses incumréak year ending May 31, 2007 and claimed the
resulting credit of $$$$$ in tax year ended May 3008. Using the 6% rate and continuing to base it
calculation on the federal ASC method would hawlted in PETITIONER claiming a Utah credit of
$$$$3 for tax year ending May 31, 2008.

8. On August 12, 2010, the Auditing Division (“I8ion”) issued a Statutory Notice of

Deficiency (“Statutory Notice”) to PETITIONER fohé audit period. In the Statutory Notice, the Bimm
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disallowed the credit based on PETITIONER's ustheffederal ASC method, which accounted for $$$$$
of the tax deficiency. The Division maintains that the federal ASC meitfi®not available as a means of
calculating the credit under Utah I&w.

9. On September 7, 2010, PETITIONER timely appeflem the audit findings, asserting
that calculating a credit based on the federal A&thod is permitted under Utah law.

10. Both parties agreed to waive the Initial Heguin this matter and proceed directly to the
Formal Hearing.

11. If the Commission rules in favor of PETITIONER finding that the Utah credit can be
based on the federal ASC method, PETITIONER wilebétled not only to an abatement of $$$$$ of the
amount imposed in the Statutory Notice, but alsoriefund of $$$$$ (because of the difference bertvtiee
5% rate PETITIONER used in calculating the crelditnced on its return and the 6% rate that wasfrecef
for the tax year at issue). 12. If the Commissidas in favor of the Division by finding that the
Utah credit cannot be based on the federal ASC odetRETITIONER will be responsible to pay the
remaining $$$$$ tax deficiency as asserted in thei®ry Notice.

APPLICABLE LAW

1. Utah Code Ann. §59-7-61provides a Utah tax credit for research activiiesducted in
Utah, as follows in pertinent part:

(1) (a) For taxable years beginning on or afteruday 1, 1999, but beginning before
December 31, 2010, a taxpayer meeting the requirenaé this section shall qualify for the
following nonrefundable credits for increasing @sh activities in this state:

(i) a research tax credit of 6% of the taxpayeuslified research expenses for the

1 PETITIONER did not dispute the portion of thdidency that did not relate to the credit at issue
2 Both parties agree that if the federal ASC meifkmot available as a means of calculating thditr
under Utah law, PETITIONER is not otherwise eligifbr the Utah credit for this audit period.

3 The 2007 version of Utah and federal law isccite this decision, unless otherwise indicated.

Section 59-7-612 was substantively amended effedtwvuary 1, 2008. However, the 2008 amendments to
Section 59-7-612 have no effect on the decisiahimmmatter.
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current taxable year that exceed the base amoowitled for under Subsection (4);
and

(b) If a taxpayer qualifying for a credit under Sabtion (1)(a) seeks to claim the credit,
the taxpayer shall:
() claim the credit or a portion of the credit fire taxable year immediately
following the taxable year for which the taxpayerlifies for the credit;
(i) carry the credit or a portion of the credinfiard as provided in Subsection
(4)(f); or
(iii) claim a portion of the credit and carry formwlaa portion of the credit as
provided in Subsections (1)(b)(i) and (ii);.
(c) The credits provided for in this section do matiude the alternative incremental
credit provided for in Section 41(c)(4), InternaRnue Code.

(3) Except as specifically provided for in this tee:
(a) the credits authorized under Subsection (1) sb&alculated as provided in Section
41, Internal Revenue Code; and
(b) the definitions provided in Section 41, IntdrRavenue Code, apply in calculating
the credits authorized under Subsection (1).
(4) For purposes of this section:
(a) the base amount shall be calculated as prowidgdctions 41(c) and 41(h), Internal
Revenue Code, except that:
(i) the base amount does not include the calculaifathe alternative incremental
credit provided for in Section 41(c)(4), Internah\Rnue Code;

2. Internal Revenue Code (“IRC”) 841 provides aefad tax credit for increasing research
activities, as follows in pertinent part:

(a) General rule. For purposes of section 38,réisearch credit determined under this
section for the taxable year shall be an amoundlgguthe sum of-
(1) 20 percent of the excess (if any) of-
(A) the qualified research expenses for the taxpbde, over
(B) the base amount, . . .

(c) Base amount.

(1) In general. The term "base amount" means théyat of-
(A) the fixed-base percentage, and
(B) the average annual gross receipts of the tatpéyr the 4 taxable years
preceding the taxable year for which the creditaésg determined (hereinafter in
this subsection referred to as the "credit year").

(2) Minimum base amount. In no event shall theelm®mount be less than 50 percent

of the qualified research expenses for the cresdit.y

(3) Fixed-base percentage
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(A) In general. Except as otherwise provided iis tparagraph, the fixed-base
percentage is the percentage which the aggregaliéiegiresearch expenses of the
taxpayer for taxable years beginning after Decer3tie1 983, and before January
1, 1989, is of the aggregate gross receipts dfatkgayer for such taxable years.

(4) Election of alternative incremental credit.
(A) In general. At the election of the taxpayere thredit determined under
subsection (a)(1) shall be equal to the sum of-
(i) 3 percent of so much of the qualified reseaxpenses for the taxable year
as exceeds 1 percent of the average described$ection (c)(1)(B) but does
not exceed 1.5 percent of such average,
(ii) 4 percent of so much of such expenses as escé&es percent of such
average but does not exceed 2 percent of suchgeyerad
(i) 5 percent of so much of such expenses aseamge percent of such
average.
(B) Election. An election under this paragraphlisiply to the taxable year for
which made and all succeeding taxable years urdgsged with the consent of the
Secretary.
(5) Election of alternative simplified credit.
(A) In general. At the election of the taxpayedre tcredit determined under
subsection (a)(1) shall be equal to 12 percenbahsch of the qualified research
expenses for the taxable year as exceeds 50 pevtdhe average qualified
research expenses for the 3 taxable years precttirntgxable year for which the
credit is being determined.
(B) Special rule in case of no qualified researcpemses in any of 3 preceding
taxable years.
(i) Taxpayers to which subparagraph applies. Thditunder this paragraph
shall be determined under this subparagraph itakpayer has no qualified
research expenses in any one of the 3 taxable geareding the taxable year
for which the credit is being determined.
(i) Credit rate. The credit determined under thibparagraph shall be equal to
6 percent of the qualified research expenses &takable year.
(C) Election. An election under this paragraphlistgply to the taxable year for
which made and all succeeding taxable years urdgsged with the consent of the
Secretary. An election under this paragraph mapeaobade for any taxable year to
which an election under paragraph (4) applies.

(h) Termination.

(1) In general. This section shall not apply tg amount paid or incurred-

(A) after June 30, 1995, and before July 1, 1996, o

(B) after December 31, 2007.
(2) Computation of base amount. In the case oftaxgble year with respect to which
this section applies to a number of days whickess lthan the total number of days in
such taxable year, the base amount with respsciio taxable year shall be the amount
which bears the same ratio to such amount (detedninithout regard to this
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paragraph) as the number of days in such taxablegevhich this section applies bears
to the total number of days in such taxable year.
DISCUSSION

At issue is the proper calculation of the Utahesssh credit allowed under Section
59-7-612(1)(a)(i). Specifically at issue is whetttee Utah credit may be calculated using the “dilétive
Simplified Credit” or “ASC” provided for in IRC 84t)(5).

The Utah credit authorized in Section 59-7-612(()) is determined with “the base amount
provided under [Section 59-7-612(4)].” Section®812(1)(c) expressly provides that the Utah crédés
not include the “Alternative Incremental Credit” 6AIC” provided for in IRC 841(c)(4). Section
59-7-612(1), however, does not expressly providettie Utah credit does not include the ASC pravide
in IRC 841(c)(5).

Section 59-7-612(4)(a)(i) provides that “the baseunt [used to determine the Utah credit] shall
be calculated as provided in Sections 41(c) anth)41fternal Revenue Code, except that . . . treeba
amount does not include the calculation of theradtive incremental credit [AIC] provided for in @en
41(c)(4), Internal Revenue Code[.]” Section 5812(4)(a), however, does not expressly providettiea
base amount does not include the calculation oRA®€ provided for in Section 41(c)(5).

The parties agree that the Utah provisions citeala clearly preclude the Utah credit from being
calculated with the AIC provided for in IRC 841@&)( The parties, however, disagree on whethedthh
credit can be calculated using the ASC providedf®RC 841(c)(5). A short summary of the histofythe
federal and state research credits will help itatsthow the state issue concerning the ASC aasgellows:

a) In 1991, the federal government enacted the fedesalarch credit found in IRC 841.

b) In 1996, the federal government amended IRC 84iddade the AIC as an alternative to

the “general” methodology used to calculate thefedresearch credit.
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C) In 1998, Utah enacted a state research credivdmbased, in part, on the federal credit and

that expressly precluded the AIC from being useckloulate the Utah credit.

d) In 2006, the federal government amended IRC 8#ictade the ASC as another alternative

methodology to calculate the federal research tredi

e) Although Utah has not addressed the ASC in statetlee ASC issue was brought before

Utah’s Revenue and Taxation Interim Committee i620

The taxpayer argues that the ASC is a permissilgiinadology to use when calculating the state
credit because, unlike the AIC, the Legislaturern@expressly excluded the ASC in Section 59-7-61t2e
Division, on the other hand, argues that the AlClsionary language in Section 59-7-612 exists émly
clarification purposes and that the AIC would begiwded from being used to calculate the Utah teagin
if it were not specifically excluded in the stateyision. Similarly, the Division argues that tA8C is also
precluded from being used to calculate the sta@icreven though the ASC alternative methodolsgyat
specifically excluded in the state provision.

The Division’s primary argument centers on the obéhe term “base amount” in the state and
federal provisions. The Division points out thae tUtah provision provides for the state credibé&
determined from the “base amount” that “shall Hewated as provided in Sections 41(c) and 41¢tgrhal
Revenue Code.” Section 59-7-612(1)(a)(i) and §4){de Division also points out that the federalyision
defines “base amount” in IRC 841(c)(1) and proviftesa minimum “base amount” in IRC 841(c)(2), but

does not mention “base amount” in either IRC 84#{c)which provides for the AIC, or IRC 841(c)(5),

4 A transcript of an October 21, 2009 interim rimgptshows that PERSON 1 discussed draft
legislation that would exclude not only the AIC tkalso the ASC from being used to calculate thehUta
research credit. PERSON 1 also informed the comenthat the “Tax Committee is interpreting theent
law as disallowing both of the alternative metho@s'., the Division had determined that the AIG &SC
methods were both excluded under current law). égwinformed the committee that legislation cdugd
drafted to allow a taxpayer to use an alternatie¢himd to calculate the state credit.
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which provides for the ASC. Because the stateittiedetermined from a “base amount” and becalise t
term is not found in the ASC language of IRC §4(H))the Division contends that the taxpayer camset
the ASC to calculate its Utah tax credit.

The Commission, however, does not find the Divisoarguments persuasive. First, Section
59-7-612(4)(a) provides that the Utah credit “stoalcalculated as provided in Sections 41(c) ar(ti)41
Internal Revenue Code.” The AIC and the ASC atth part of IRC 841(c). Accordingly, it appearsttha
these alternative methodologies are incorporatedtire calculation prescribed in Section 59-7-6)@&|¥
and can be used to determine the tax credit allawebbr Section 59-7-612(1)(a)(i), unless eithethef
alternative methods are expressly excluded. Tkkigexpressly excluded. The ASC, however, is fibie
Legislature has shown that it knows how to excladelternative methodology, and it has not exclutied
ASC. Accordingly, it appears that a taxpayer msg the ASC methodology to determine its Utah credit

Second, in the federal provision, the AIC and A%t€raative methodologies are found under the
section heading “Base amount.” Although both Cesgrand the Utah Legislature have seen fit to adlow
credit for certain research expenditures, in bases, the credit is allowed only for qualified exgiures in
excess of a certain amount. In the case of thergearedit, this amount is explicitly identified a “base
amount” and is equal to a certain percentage oftleeage annual gross receipts of the taxpayethéor
preceding four years. IRC 841(c)(1). In the aafgbe AIC, the credit is allowed for expenditunegxcess
of 1% of the average annual gross receipts foptheeding four years. IRC 841(c)(4)(A)(i). In ttese of
the ASC, the credit is allowed only for expendituie excess of 50% of the average qualified rebearc
expenditures for the prior three years. 841(c)(®)(Ahus in all three cases, credit is allowed dioly
expenditures in excess of some base amount.

Third, the federal provisions describing both th€ Aand ASC reference the “credit determined

under subsection (a)(1),” which itself refers te thase amount.” Although the term “base amoustiat
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expressly referred to in IRC §41(c)(4), which pd®s for the AIC, or IRC 841(c)(5), which provides the
ASC, the term is incorporated into these subsestmynreference. Because the ASC is part of IRGE41
and because use of the ASC to determine the Utatitds not expressly excluded under Utah law, a
taxpayer can use the ASC to calculate its Utahitgpeisuant to Section 59-7-612(1)(a)(i) and (4)(a)

CONCLUSIONS OF LAW

1. The ASC, as provided in IRC §41(c)(5), may beduto calculate the Utah research credit
authorized by Section 59-7-612(1)(a)(i).

2. The Utah research credit at issue should beilesdrd at the 6% rate found in the 2007
version of Section 59-7-612(1)(a)(i).

3. PETITIONER is entitled not only to an abatemein$$$$$ of the amount imposed in the

Statutory Notice, but also to a refund of $$$$$.

Kerry R. Chapman
Administrative Law Judge
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DECISION AND ORDER

Based upon the foregoing, the Commission finds theataxpayer is authorized to use the ASC to
determine its Utah research credit. Accordinghe Commission abates $$$$$ of the assessment the
Division imposed in its Statutory Notice and finth&t an additional $$$$$ should be refunded to the

taxpayer. Itis so ordered.

DATED this day of , 2011.
R. Bruce Johnson Marc B. Johnson
Commission Chair Commissioner
D’Arcy Dixon Pignanelli Michael J. Cragun
Commissioner Commissioner

NOTICE OF APPEAL RIGHTS: You have twenty (20) days after the date of thdeoto file a Request
for Reconsideration with the Tax Commission Appé#tst pursuant to Utah Code Ann. §63G-4-302. A
Request for Reconsideration must allege newly dim@m evidence or a mistake of law or fact. If gounot
file a Request for Reconsideration with the Cominisshis order constitutes final agency actionuYave
thirty (30) days after the date of this order togue judicial review of this order in accordancéhwitah
Code Ann. §859-1-601et seq. and 63G-4-401 et seq.

KRC/10-2436.fof
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