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JURISDICTION:  OKLAHOMA TAX COMMISSION 
CITE:    2005-11-02-02/PRECEDENTIAL 
ID:    JM-05-001-K 
DATE:    NOVEMBER 2, 2005 
DISPOSITION:  DENIED 
TAX TYPE: INCOME TAX (QUALIFIED SMALL BUSINESS CAPITAL 

COMPANY) 
APPEAL:   AFFIRMED ON APPEAL.  S.CT. 102,838 
 

FINDINGS OF FACT AND CONCLUSIONS OF LAW 
 

 By letter dated March 23, 2004, the Division notified Protestant that “[y]our status as a 
qualified small business capital company has been considered and, based on the information 
submitted, is denied.”  Protestant timely protested the denial by letter dated July 20, 2004, and 
requested a hearing. i  Because Protestant had requested in the letter of protest to have a conference 
with the Division prior to the transfer of the case to the Office of the Administrative Law Judges 
(“ALJ’s Office”), the case was forwarded to the Division for further consideration by Memorandum 
dated July 23, 2004. 
 
 By Memorandum filed March 1, 2005, the representatives of the parties filed a Joint Motion 
to Open Protest File and Proposed Scheduling Order.  In the Memorandum, the parties advised that 
they had discussed the case and had agreed the case should be submitted on briefs with an expedited 
scheduling order. 
 
 By Memorandum dated March 10, 2005, the ALJ’s Office requested the Division to forward 
its file regarding Protestant’s protest to this office.  Also, by letter dated March 10, 2005, the parties 
were notified that their Motion was granted and they were directed to comply with the procedural 
schedule set forth therein. 
 
 On March 16, 2005, the Division forwarded its file, consisting of the denial letter dated 
March 23, 2004 and Protestant’s letter of protest dated July 20, 2004, to the ALJ's Office. 
 
 In accordance with the procedural schedule issued March 10, 2005, the parties filed a 
Written Statement of Material Facts as to Which No Substantial Controversy Exists, inclusive of a 
statement of Issues and a statement of Relevant Facts, Protestant filed Protestant’s Brief, the 
Division filed Division’s Reply Brief and Protestant filed Protestant’s Response Brief.ii  By letter 
dated May 5, 2005, the parties were notified that the record in this cause was closed and the matter 
submitted for decision. iii 
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FINDINGS OF FACT 
 

 Upon review of the file and records, including the Written Statement of  Material Facts as to 
Which No Substantial Controversy Exist , Exhibits A through G attached thereto, Protestant’s Brief, 
Division’s Reply Brief and, Protestant’s Response Brief, the undersigned finds: 
 
 A.  The parties stipulate to the following: 
 
 1.  The name of Taxpayer is Protestant. 
 
 2.  Protestant is registered in Oklahoma as a not for profit Corporation under the General 
Business Corporation Act of Oklahoma.  Exhibit A attached to the Written Statement of Material 
Facts as to Which No substantial Controversy Exists. 
 
 3.  Protestant has been determined to be exempt from Federal income tax under IRC, § 
501(c)(3).  Exhibit B attached to the Written Statement of Material Facts as to Which No substantial 
Controversy Exists. 
 
 4.  Oklahoma offers a tax credit program for certain entities under the Small Business 
Capital Formation Incentive Act, Tit. 68 O.S. § 2357.61, et seq. 
 
 5.  By letter dated March 23, 2004, Division denied the status of Protestant as a qualified 
small business capital company.  Exhibit C attached to the Written Statement of Material Facts as to 
Which No substantial Controversy Exists. 
 
 6.  The OTC requested a memo of clarification from the IRS on whether a corporation with 
501(c)(3) status is, or can be, a C corporation for purposes of ensuring their qualification for the 
Small Business Formation Incentive Act. 
 
 7.  A memo dated April 29, 2004, PostF-119222-04 [sic] (“Memo”), was issued by John 
Smith of the IRS defining C corporations and Subchapter S corporations concluding that “a tax 
exempt corporation cannot be a C corporation or an S corporation at the same time.”  Exhibit D 
attached to the Written Statement of Material Facts as to Which No substantial Controversy Exists. 
 
 8.  By letter dated July 20, 2004, Protestant protested the denied status.  Exhibit E attached 
to the Written Statement of Material Facts as to Which No substantial Controversy Exists. 
 
 9.  By letter dated November 19, 2004, the OTC requested further clarification regarding 
“C” corporations and “S” Corporations as defined by the Memo.  Exhibit F attached to the Written 
Statement of Material Facts as to Which No substantial Controversy Exists. 
 
 10.  By letter dated February 3, 2005, the Oklahoma Governmental Liaison to the IRS, Mike 
Smith, replied to the November 19, 2004 letter, affirming the position stated in the Memo.  Exhibit 
G attached to the Written Statement of Material Facts as to Which No substantial Controversy 
Exists. 
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 B.  Additional findings: 
 
 1.  Protestant admits that it is not an S corporation.  Protestant’s Brief, Facts and Statement 
of the Case, page 1, paragraph 5. 
 
 ISSUE AND CONTENTIONS 
 
 The stipulated issue is whether Protestant, an IRC, § 501(c)(3) tax exempt corporation, is a 
C corporation as defined by the Internal Revenue Code (“IRC”)  of 1986, as amended and is 
therefore otherwise a “qualified small business capital company” for purposes of the Small Business 
Capital Formation Incentive Act, 68 O.S. 2001, § 2357.60 et seq. 
 
 Protestant contends that it qualifies as a C corporation as defined by the IRC.  In support of 
this contention, Protestant cites Rev. Rul. 2003-69 and Treas. Reg. 1.448-1T and argues that the 
IRS, Treasury Department and Congress all consider a tax exempt corporation to be within the 
definition of a C corporation unless specified to the contrary.  Protestant further argues that the 
Division has not cited any authority other than an unpublished memorandum by the IRS Office of 
Chief Counsel in Oklahoma City for the proposition that a tax exempt corporation cannot be a C 
corporation. 
 
 The Division contends that Protestant, a tax exempt corporation, does not qualify as a C 
corporation as defined by the IRC.  In support of this contention, the Division cites the 
memorandum issued by the Office of Chief Counsel of the IRS from the Associate Area Counsel, 
Area 6, 2000 OKC to the IRS Oklahoma Governmental Liaison Chairperson, Federal Employee 
Care Committee and the response to the memorandum by the Oklahoma Governmental Liaison of 
the IRS Office in Oklahoma City and argues that the position of the IRS regarding Tax exempt 
status and classification of a corporation as a C corporation is that the two are mutually exclusive.  
The Division further argues that it is bound by Oklahoma statutory and administrative law to follow 
the memorandum’s advice. 
 

CONCLUSIONS OF LAW 
 

 1.  Jurisdiction over the parties and the subject matter of this proceeding is vested in the Tax 
Commission.  68 O.S. 2001, § 207(c). 
 
 2.  At issue in this cause is the credit allowed by the Small Business Capital Formation 
Incentive Act, 68 O.S. 2001, § 2357.60 et seq., against the tax imposed by § 2355 or § 2370 of the 
Oklahoma Income Tax Activ “for [a] qualified investment in qualified small business capital 
companies.”  68 O.S. 2001, § 2357.62(A).  The credit is twenty percent (20%) of the cash amount 
invested in qualified small business capital companies when said companies invests funds in an 
Oklahoma small business venture, 68 O.S. 2001, § 2357.62(B); and twenty percent (20%) of the 
cash amount of qualified investment in Oklahoma small business ventures made in conjunction with 
an investment made by a qualified small business capital company, 68 O.S. 2001, § 2357.63(B). 
 
 3.  In particular to this proceeding, a “qualified small business capital company” for 
purposes of the Small Business Capital Formation Incentive Act “means a C corporation or a 
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subchapter S corporation, as defined by the Internal Revenue Code of 1986, as amended, 
incorporated pursuant to the laws of Oklahoma”, (citation omitted).  68 O.S. 2001, § 2357.61(7). 
 
 4.  For federal tax purposes, “[t]he term ‘corporation’ includes associations, joint-stock 
companies, and insurance companies” unless otherwise distinctly expressed or manifestly 
incompatible.  IRC, § 7701(a)(3).  A “corporation” means: “(1) [a] business entity organized under 
a Federal or State statute, or under a statute of a federally recognized Indian tribe, if the statute 
describes or refers to the entity as incorporated or as a corporation, body corporate, or body politic; 
(2) [a]n association (as determined under § 301.7701-3); (3) [a] business entity organized under a 
State statute, if the statute describes or refers to the entity as a joint-stock company or joint-stock 
association; (4) [a]n insurance company”.  Treas. Reg., § 301.7701-2(b).  A “business entity is any 
entity recognized for federal tax purposes (including an entity with a single owner that may be 
disregarded as an entity separate from its owner under § 301.7701-3) that is not properly classified 
as a trust under § 301.7701-4 or otherwise subject to special treatment under the Internal Revenue 
Code.”  Treas. Reg., § 301.7701-2(a).  “A business entity with two or more members is classified 
for federal tax purposes as either a corporation or a partnership” and “[a] business entity with only 
one owner is classified as a corporation or is disregarded; if the entity is disregarded, its activities 
are treated in the same manner as a sole proprietorship, branch, or division of the owner.”  Id. 
 
 5.  In general, “the IRC prescribes the classification of various organizations for federal tax 
purposes.”  Treas. Reg., § 301.7701-1(a)(1).  “Whether an organization is an entity separate from its 
owners for federal tax purposes is a matter of federal tax law and does not depend on whether the 
organization is recognized as an entity under local law.”  Id.  “A joint venture or other contractual 
arrangement may create a separate entity for federal tax purposes if the participants carry on a trade, 
business, financial operation, or venture and divide the profits therefrom.”  Treas. Reg., § 301.7701-
1(a)(2).  “An entity formed under local law is not always recognized as a separate entity for federal 
tax purposes.”  Treas. Reg., § 301.7701-1(a)(3). 
 
 6.  A corporation, like any business other than a sole proprietorship or a single-member 
limited liability corporation (in states where permitted), is formed by business associates to conduct 
a business venture and divide profits among investors (Reg. § 301.7701-2).  2000 U.S. Master Tax 
Guide, ¶ 201 (1999).  ¶ 201 of the Tax Guide provides further: 

 
A corporation files a charter of articles of incorporation in a state, in 
a U.S. possession, or with the U.S. government.  It prepares by-laws, 
has its business affairs overseen by a board of directors, and issues 
stock.  Under the ‘check-the-box’ regulations, entities formed under 
a corporation statute are automatically classified as corporations.  
Further, other entities with more than one member are allowed to 
elect corporate status on Form 8832 ‘Entity Classification Election.’ 
Thus, an entity that is a partnership under the laws of the state in 
which it is formed may elect to be taxed as a C corporation or an S 
corporation under the Code (Reg. § 301.7701-3). 
 

 7.  The IRC defines a “C corporation” to mean “a corporation which is not an S corporation 
for [any taxable] year.”  IRC, § 1361(a)(2).  The taxable income of a C corporation is taxed under 
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IRC, § 11(a), the dividends paid by the corporation are taxed separately to the shareholders under 
IRC, § 61, the corporation receives no deduction for dividends distributions, and the tax 
consequences of various transactions affecting the corporation and its shareholders are determined 
under Subchapter C of the IRC, §§ 301-386.  D. Kahn & P. Gann, Corporate Taxation 99 (3rd ed. 
1989).  ¶ 201 of the 2000 U.S. Master Tax Guide provides: 

 
 Of the types of business organization, C corporations are 
subject to the toughest tax bite.  Their earnings are taxed twice.  First, 
a corporate income tax is imposed against its earnings and then, after 
the earnings are distributed to shareholders as dividends, each 
shareholder must pay taxes separately on his or her share of the 
dividends (Code Sec. 11 and Code Sec. 301(c)).  Since no tax 
deduction may be claimed by a corporation for its distribution of 
dividends, there is no chance of lessening the overall tax drain.  
(Emphasis original). 
 

 Income of a C corporation is frequently said to be subject to double taxation.  D. Kahn & P. 
Gann, Corporate Taxation 14-15 (3rd ed. 1989).  The authors continue: 

 
All corporate income is first taxed under the graduated rate structure 
at the corporate level.  Any dividends paid to shareholders are 
nondeductible by the corporation and are included in the adjusted 
gross income of the dividend recipient.  Any retained corporate 
income will be subject to a shareholder- level tax when the 
shareholder sells his stock to the extent that the fair market value of 
the stock is attributable to retained corporate income or unrealized 
gains with respect to property held by the corporation.  (Citation 
omitted). 
 

 8.  The IRC provides that “[a]n organization described in subsection (c) or (d) or section 
401(a) shall be exempt from taxation * * * unless such exemption is denied under section 502 or 
503.”  IRC, § 501(a).  An organization exempt from taxation under § 501(a) shall be subject to tax 
to the extent of “unrelated business income or certain other activities”, but “shall be considered an 
organization exempt from income taxes for the purpose of any law which refers to organizations 
exempt from income taxes.”  IRC, § 501(b).  Tax exempt organizations include in particular 
“[c]orporations, and any community chest, fund, or foundation, organized and operated exclusively 
for religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to 
foster national or international amateur sports competition * * * or for the prevention of cruelty to 
children or animals, no part of the net earnings of which inures to the benefit of any private 
shareholder or individual”.  IRC, § 501(c)(3). 
 
 9.  The Division relies on a memorandum from the Office of Chief Counsel, Internal 
Revenue Service, Associate Area Counsel (SB/SE), Area 6, 2000-OKC to the IRS Oklahoma 
Governmental Liaison Chairperson, Federal Employee Care Committee dated April 29, 2004 and a 
letter dated February 3, 2005, from the Oklahoma Governmental Liaison, Department of the 
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Treasury, Internal Revenue Service for the proposition that a tax exempt corporation cannot be a C 
corporation.  The memorandum provides in pertinent part: 

 
One of the basic tenets of an organization maintaining its tax exempt 
status is that no part of its net earnings shall inure to the personal 
benefit of any private shareholder or individual.  All of the profits, as 
well as other items of income, earned by an S corporation are passed 
through to its shareholders for tax purposes, whether or not said 
profits are actually distributed.  Likewise, some, but not necessarily 
all, of the earnings of a C corporation are distributed to its 
shareholders as dividends.  Because the earnings and profits of C 
corporations and S corporations inure to the benefit of their 
shareholders, neither a C corporation nor an S corporation could 
qualify as a tax exempt organization under their respective articles of 
incorporation. 
 

 Protestant contends the unpublished memorandum has no precedential legal authority and 
cites Rev. Rul. 2003-69 and Treas. Reg., § 1.488-1T for the proposition that a tax exempt 
organization can be classified as a C corporation.  Rev. Rul. 2003-69 provides that an exempt 
organization under § 501(a) can be a C corporation for purposes of defining a partnership as a small 
partnership which qualifies the partnership for the exception from the TEFRA partnership 
provisions under IRC, §§ 6221 through 6234.  Treas. Reg, § 1.448-1T provides that a corporation 
that is exempt from federal income taxes under § 501(a) shall be treated as a C corporation only 
with respect to the portion of its activities that constitute an unrelated trade or business. 
 
 10.  The undersigned finds that Treas. Reg, § 1.448-1T is inapposite to the question in this 
case.  The regulation merely provides that the unrelated business taxable income of a tax exempt 
organization shall be taxed in accordance with IRC, § 11, as if it were a C corporation, mimicking 
IRC, § 511(a)(1).  Rev. Rul. 2003-69 is a bit more troublesome, however, the undersigned can only 
surmise that because the tax status of the tax exempt organization was not at issue, but only whether 
the tax exempt organization could qualify as a partner for purposes of qualifying the partnership as a 
small partnership did the author conclude that a tax exempt organization could also be a C 
corporation.   
 
 11.  The undersigned relies on IRS Private Letter Ruling, PLR 200451020, 2004 WL 
2915900 (IRS PLR Dec. 17, 2004); Rules and Regulations, Department of the Treasury, 63 FR 
71591-01, 1999-4I.R.B. 10, 1998 WL 34048700 (F.R. Dec. 29,1998); and Congressional Record – 
House of Representatives, Proceedings and Debates of the 108th Congress, Second Session, 150 
Cong. Rec. H8411-01, 2004 WL 2266924 (Cong. Rec. Oct. 7, 2004) to conclude that the IRS, 
Treasury Department and Congress clearly and unequivocally understand that for federal tax 
purposes a corporation cannot be a tax exempt corporation and a C corporation as defined by the 
IRC at the same time and that the two classifications are mutually exclusive. 
 
 In the Private Letter Ruling, a not-for-profit corporation, taxed for federal income tax 
purposes as a § 501(c)(7) social club was required to convert from a tax-exempt entity to a fully 
taxable C corporation, although it remained a not-for-profit corporation for state law purposes, in 
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order to qualify for federal rehabilitation tax credit under IRC, § 47.  In Treas. Reg., § 1.337(d)-
4(c)(1) a “taxable corporation” is defined as “any corporation that its not a tax-exempt entity as 
defined in paragraph (c)(2)” which defines a “tax-exempt entity” in (c)(2)(i) as “any entity that is 
exempt from tax under § 501(a) or § 529”.  Congress in discussing a Bill regarding the tax treatment 
of State ownership of a railroad REIT recognized at H8539 that under present law a C corporation 
which becomes a tax-exempt entity must pay corporate tax on the excess of the fair market value 
over the basis of its assets.  The bill provides that a qualified railroad corporation which is a REIT 
and which becomes 100% State owned will not be treated as a taxable C corporation, but will be tax 
as if its income from the qualified activities accrued directly to the State which are tax exempt under 
IRC, § 115; and no gain or loss will be recognized from the deemed conversion of the REIT to a 
tax-exempt entity and no change in the basis of the property of the entity shall occur.  Id., at H8540. 
 
 12. Protestant, an IRC, § 501(c)(3) tax exempt corporation, is not a C corporation as 
defined by the Internal Revenue Code (“IRC”) of 1986, as amended.  Consequently, Protestant is 
not a “qualified small business capital company”.  See, 68 O.S. 2001, § 2357.62(7).  Accordingly, 
Protestant's protest to the denial of its application for recognition as a qualified small business 
capital company pursuant to 68 O.S. 2001, § 2357.61(7) should be denied. 
 
 13. For federal purposes, Protestant has elected to claim tax exempt status under 
Subchapter F of the Internal Revenue Code, 26 U.S.C. § 501(c)(3), which is inconsistent with the 
taxable status of a corporation under either Subchapter C or Subchapter S.  Now, for purposes of 
one part of the Oklahoma Income Tax Code, Protestant asks to be treated as a taxable Subchapter C 
corporation.  Taxpayer cannot do both.  Oklahoma law mandates that the tax status and all elections 
of a taxpayer shall be the same for state income tax purposes as they are for the federal.  68 O.S. 
2001, § 2353(3). 
 

DISPOSITION 
 

 Based on the above and foregoing findings of fact and conclusions of law, it is 
recommended that the protest of Protestant be denied. 
 
       OKLAHOMA TAX COMMISSION 
 
                                                 
i  Protestant’s time to protest the denial was extended to July 21, 2004, by letter dated May 14, 2004.  Protestant’s 
letter of protest dated July 20, 2004, page 1, first paragraph. 
ii  Rule 710:1-5-38 of the Oklahoma Administrative Code (“ OAC”). 
iii  OAC , 710:1-5-39(a). 
iv  68 O.S. 2011, § 2351 et seq. 


