NON-PRECEDENTIAL DECISION OKLAHOMA TAX COMMISSION

JURISDICTION: OKLAHOMA TAX COMMISSION
CITE: 2010-03-16-05/ NON-PRECEDENTIAL
ID: P-09-091-K

DATE: MARCH 16, 2010

DISPOSITION: DENIED

TAX TYPE: INCOME

APPEAL: NO APPEAL TAKEN

FINDINGS OF FACT AND CONCLUSIONSOF LAW

Protestants, HUSBAND AND WIFE, are represented by ATTORNEY, Attorney at Law,
LAW FIRM. The Compliance Division of the Oklahoma Tax Commission (hereinafter "Division")
is represented by OTC ATTORNEY, Assistant General Counsel, Office of the Genera Counsel,
Oklahoma Tax Commission.

STATEMENT OF THE CASE

The Divison audited Protestants 2005 and 2006 amended Oklahoma income tax returns
(Forms 511X) and 2007 Oklahoma income tax return (Form 511), and disallowed as a deduction
from federal adjusted gross income an amount equa to the Empowerment Zone and Renewal
Community Employment Credit allowed at the federal level for those years. By letters dated
March 2™ and 3, 2009, the Division notified Protestants of the adjustment to each of the Oklahoma
returns which resulted in the denia of the refund claimed for each year and for tax years 2006 and
2007, the proposed assessment of additional income taxes. Protestants timely protested the
proposed adjustments.

On May 20, 2009, the protest was referred to the Office of the Administrative Law Judges
for further proceedings consistent with the Uniform Tax Procedure Code®’ and the Oklahoma
Income Tax Act? and the Rules of Practice and Procedure before the Office of the Administrative
Law Judges®’. The protest was docketed as Case No. P-09-091-K and assigned to ALJ,
Administrative Law Judge.*

A pre-hearing conference was scheduled for July 9, 2009, by Prehearing Conference Notice
issued June 12, 2009.> The conference was cancelled and rescheduled for July 30, 2009 upon
request of Protestants counsel. By Satus Report in Lieu of Prehearing Conference filed July 29,
2009, the parties advised that they had agreed to submit the protest for decision without an ora
hearing in accordance with OAC, 710:1-5-38. Pursuant to the parties agreement and request, a
Scheduling Order was issued July 31, 2009, setting forth the procedure by which the protest would
be submitted for decision.®

! 680.S.2001, § 201 et seq.

2 68 0.S. 2001, 2351 et seq., as amended.

? Rules 710:1-5-20 through 710:1-5-47 of the Oklahoma Administrative Code (* OAC”).
4 OAC, 710:1-5-22(b).

> OAC, 710:1-5-28.

® OAC, 710:1-5-38.
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A Joint Sipulation of Facts and Issues was filed December 3, 2009, with Exhibits A
through K attached. The Brief of Taxpayers was filed December 28, 2009, the Reply Brief of the
Compliance Divison was filed January 19, 2010, and the Response Brief of Protestants was filed
January 28, 2010. On February 1, 2010, the record was closed and the protest was submitted for
decision.’

FINDINGSOF FACT

Upon review of the file and records, including the Joint Stipulation of Facts and Issues,
Exhibits A through K, and the pleadings of the parties, the undersigned finds:

A. The parties stipulate to the following:

1. Protestant is a50% shareholder in COMPANY, an Oklahoma corporation which has
elected S status.

2. On or around October 11, 2008, Protestants filed an Amended Resident Individual
Income Tax Return for tax year 2005.% On their amended 2005 return, Protestants took a deduction
in the amount of $19,187 for the Empowerment Zone and Renewa Community Employment Credit
(EZRCE Credit).

3. On March 3, 2009, the Divison issued an adjustment letter to Protestants
disallowing subtraction of $19,187 for the EZRCE Credit for tax year 2005.

4. On or around October 11, 2008, Protestants filed an Amended Resident Individual
Income Tax Return for tax year 2006. On their amended 2006 return, Protestants took a deduction
in the amount of $17,289 for the EZRCE Credit.

5. On March 2, 2009, the Divison issued an adjustment letter to Protestants
disallowing subtraction of $17,289 for the EZRCE Credit for tax year 2006. On the same date, the
Division issued an assessment letter to Protestants which assessed additional tax of $1,081 for tax
year 2006.

6. On or around October 5, 2008, Protestants filed a Resident Individua Income Tax
Return for tax year 2007. On Schedule 511-A of their 2007 return, Protestants took a deduction in
the amount of $12,845 for the EZRCE Credit.

7. On March 2, 2009, the Divison issued an adjustment letter to Protestants
disalowing subtraction of $12,845 for the EZRCE Credit for tax year 2007. On the same date, the
Division issued an assessment letter to Protestants which assessed additional tax of $836.17[sic]®
for tax year 2007.

7 OAC, 710:1-5-38 and 710:1-5-39(a).
8 All references to exhibits are omitted.

® The amount of additional income tax assessed for tax year 2007 is $724.00. The amount identified in the
Sipulationisinclusive of interest in the amount of $112.17 accrued from April 19, 2008 through May 1, 2009.
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8. On or around April 9, 2009, Protestant sent three letters to the Division explaining
his filing position for tax years 2005, 2006 and 2007, respectively, stating that the disallowed credit
“is not a subtraction of the Empowerment & Renewa Community Employment Credit but is the
subtraction of the over-statement of the Federal Adjusted gross income as computed by the Federa
Tax code in order to apply the credit to the Federal income tax computed.”

9. In aletter dated April 17, 2009, the Division informed Protestants that the April 9,
20009 letters were received and the adjustments and response thereto had been reviewed, but that the
“adjustments stand ‘asis.’”

10. On May 1, 2009, Protestant timely protested the Divison's disalowance of the
EZRCE Credit for tax years 2005, 2006 and 2007.

B. Additiona findings of fact:

1. Protestants Oklahomaincome tax returnsfor tax years 2005, 2006 and 2007 request
refunds of income taxes in the aggregate amount of $2,811.00. The proposed additional income tax
assessed against Protestants for tax years 2006 and 2007 is $1,805.00.

ISSUE AND CONTENTIONS
The issue presented for decision, as stipulated by the parties, is:

At issue in this matter is whether, to arrive at the appropriate amount of
Oklahoma adjusted gross income, Protestants may subtract from Federal
adjusted gross income an amount equa to the Empowerment Zone and Renewal
Community Employment Credit in order to increase their salaries and wages on
their Oklahoma tax return by the amount that the salaries and wages expense
was decreased at the federa level by their taking the EZRCE Credit for tax years
2005, 2006 and 2007.

The respective positions of the parties as stipul ated are:

Protestants maintain it is proper to lessen Oklahoma income by subtracting from
Federa adjusted gross income the amount of the EZRCE Credit in order to
reflect the amount of income and the salaries and wages expense as they existed
before taking the EZRCE Credit at the federa level.

The Divison maintains that the [sic] there is no statutory authority which allows
Protestants to deduct the amount of the EZRCE credit to arrive at Oklahoma
adjusted grossincome.

CONCLUSIONSOF LAW

1. Jurisdiction of the parties and subject matter of this proceeding is vested in the
Oklahoma Tax Commission. 68 O.S. 2001, § 207(d); 68 O.S. Supp. 2002, § 221(D).
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2. The sarting point for determining the “Oklahoma adjusted gross income’ of an
individual taxpayer is the “taxable income” with respect to the taxpayer as defined in the Interna
Revenue Code (“IRC”) as it applies to such taxpayer. 68 O.S. 2001, 88 2358(A) and 2353(10).
See, Ok. Const. Art. 10, § 12'°. See also, General Accessory Manufacturing Company V.
Oklahoma Tax Commission, 2005 OK CIV APP 75, 19, 122 P.3d 476. A taxpayer's “taxable
income” is subject to the adjustments provided in § 2358 of the Oklahoma Income Tax Act
(“Act”)™ to arrive at Oklahoma adjusted gross income for individuals. 68 O.S. 2001, §§ 2358(A),
and 2353(11) and (13). See, Getty Oil Co. v. Oklahoma Tax Commission, 1977 OK 19, 563 P.2d
627.

3. Tax exemptions, deductions and credits depend entirely upon legidative grace and are
strictly construed against the exemption, deduction or credit. TPQ Investment Corporation v.
Oklahoma Tax Commission, 1998 OK 13, 18, 954 P.2d 139, 141. See, Getty, supraat 630-631.

4. Thetax status and al elections of all taxpayers shall be the same for purposes of the Act
as they are for federal income tax purposes. 68 O.S. 2001, § 2353(3). See, General Accessory,
supra at § 11; Matter of Income Tax Protest of Flint Resources, 1989 OK 9, 780 P.2d 665, 673.
"The language of § 2353(3) and (12), indicates that the Legidature intended that federal elections be
controlling in determining Oklahoma taxable income.” 1d.

5. The facts of this case are similar to those presented in Flint Resources, supra. In Flint
Resources, the taxpayer corporation claimed a deduction for foreign taxes paid on its Oklahoma
income tax return, notwithstanding that it claimed and was alowed aforeign taxes paid credit on its
federal income tax return. On appeal, the Oklahoma Supreme Court affirmed the disallowance of
the deduction of the foreign taxes paid, holding:

19 This section provides:

The Legidlature shall have power to provide for the levy and collection of license, franchise, gross
revenue, excise, income, collateral and direct inheritance, legacy, and succession taxes; aso
graduated income taxes, graduated collateral and direct inheritance taxes, graduated legacy and
succession taxes; also stamp, registration, production or other specific taxes.

In the exercise of the powers provided for in this section, and notwithstanding any other provision
of this Constitution, the Legidature may, with or without exceptions, modifications, or
adjustments, define the amount on, in respect to, or by which any such tax or taxes are imposed or
measured (a) by reference to any provisions of the laws (including administrative regulations,
determinations, and interpretations) of the United States, as such laws may be or become effective
at any time or from time to time; (b) by reference to any amount or amounts finally ascertained in
determining amounts subject to taxation by the United States; or (c) by reference to any amount or
amounts of tax finally ascertained to be payable to the United States.

Amended by State Question No. 444, Legidative Referendum No. 160, adopted at election held Aug. 27, 1968.

Amendment proposed by Laws 1967, p. 689, S.J.R. No. 30.
1 680.S. 2001, § 2351 et seq.; as amended.
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Corporations choosing to take the federal foreign tax credit, rather than a
deduction for foreign taxes paid, must include the amount representing foreign
taxes within Oklahoma taxable income.

Id., at 667. See, General Accessory, supraat 1 11.
In so holding the Supreme Court reasoned:

Deductions are a matter of legidative grace rather than judicia intervention.
The language of 8§ 2353(3) and (12), indicates that the Legidature intended that
federal elections be controlling in determining Oklahoma taxable income. The
Legidature's use of the word ‘alowable as opposed to ‘adlowed’ in
8 2358(A)(4)(b) cannot reasonably and harmonioudly be construed to mean that
Oklahoma taxpayers were intended to have the option under the Income Tax Act
to reevaluate federa deductions for the purpose of calculating Oklahoma taxable
income.

(Footnotes omitted). Flint Resources, supra at 673-674. See, General Accessory, supra at §11.

6. Here, Protestants elected to claim the EZRCE Credit at the federal level for certain
wages paid to qualified employees. See, IRC 88 38(a)(2) and (b)(9); and 1396(a) and (b). Asa
consequence, the amount claimed as a credit could not be deducted as a bus ness expense (wages or
sdaries paid). See, IRC § 280(a). Notwithstanding the federal eection, Protestants now seek to
deduct those wages from their reported federal adjusted gross income to arrive at Oklahoma
adjusted gross income, arguing that the deduction must be allowed to accurately reflect Protestants
federal adjusted gross income. Protestants also argue that the denia of the deduction operates as a
penalty againgt them, is arbitrary and capricious and places them at a disadvantage to other
taxpayers which is expressly prohibited under Neumann v. Oklahoma Tax Commission, 1979 OK
64, 596 P.2d 530, 532.

Unlike Neumann,* supra, the Act does not contain a provision permitting the deduction of
the EZRCE credit. See, 68 O.S. 2001, § 2358(A)(2)."* See dlso, 68 O.S. 2001, § 2358(A)(8).**

2 In Neumann the timing of the deduction was in question. Taxpayer deducted tax-exempt interest from
adjusted gross income prior to computing (due to having income from both within and without Oklahoma) the
percentage to which her personal exemptions and itemized or standard deduction would be reduced. The Tax
Commission disallowed the deduction prior to computing the percentage, thus reducing the percentage and the
amount of the exemptions and deduction applicable to Oklahoma. The Court held at 532-533, “in application of [the
percentage limitation], income consisting of interest on federa obligations must first be deducted from federal
adjusted gross income before determining the percentage to which Taxpayer['s] * * * personal exemptions and
deductions must be reduced”.

3 This provision allows the deduction of “amounts included in [taxable] income that the state is prohibited from
taxing because of the provisions of the Federa Congtitution, the State Congtitution, federal laws or laws of
Oklahoma.”

" The subsection provides:

In taxable years beginning after December 31, 1995, all qualified wages equal to the federal
income tax credit set forth in 26 U.S.C.A., Section 45A, shall be deducted from tax income. The
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Further, the fact that the Act does not contain a provision allowing the deduction of the amount of
the credit does not discriminate against Protestants.

The Legidature has power to establish classes of taxpayer possessing varied deductions
from income, for purpose of computing state income tax liability. Oklahoma Tax Commission v.
Smith, 1980 OK 74, 610 P.2d 794. All that isrequired isthat there be reasonable classification and
reasonable opportunity for uniform or equa incidence upon the classes created. Fent v. State ex
rel. Oklahoma Tax Commission, 2004 OK 59, 99 P.3d 241. Tax datutes must be applied
uniformly upon all taxpayers similarly situated, In re O’ Carroll, 1998 OK 6, 952 P.2d 45; however,
an equa protection challenge shall be decided in reference to the general classification, rather than
by the chance incidents of the tax in a particular situation on a certain taxpayer, for inequalities that
result not from hostile discrimination but occasionally in the application of a system that is not
arbitrary will not invalidate an act. Smith, supra.

7. Protestants protest to the proposed adjustments to their 2005, 2006 and 2007 Oklahoma
income tax returns and resulting assessments of additional income taxes for tax years 2006 and
2007 should be denied.

DISPOSITION

Based on the above and foregoing, it is ORDERED that the protest of Protestants,
HUSBAND AND WIFE, be denied. It is further ORDERED that the additiona income taxes as
proposed by the assessments, inclusive of penaty and interest, accrued and accruing, be fixed as the
deficiency due and owing.

OKLAHOMA TAX COMMISSION

CAVEAT: This decision was NOT deemed precedential by the Commission. This means that
the legal conclusions are generally applicable or are limited in time and/or effect. Non-
precedential decisions are not considered binding upon the Commission. Thus, similar issues
may be determined on a case-by-case basis.

NOTE: The distinction between a Commission Order designated as “ Precedentia” or “Non-
Precedential” has been blurred because all OTC Orders resulting from cases heard by the Office
of Administrative Law Judges are now published, not just “Precedential” Orders. See OKLA.
STAT. ANN. 1it.68, 8 221(G) (West Supp. 2009) and OKLA. STAT. ANN. tit. 75, 8§ 302 (West
2002). Seealso OTC Orders 2009-06-23-02 and 2009-06-23-03 (June 23, 2009), which also
conclude the language of the Statute is “clear and unambiguous.”

deduction allowed pursuant to this paragraph shall only be permitted for the tax years in which the
federal tax credit pursuant to 26 U.S.C.A., Section 45A, is dlowed. For purposes of this
paragraph, ‘qualified wages means those wages used to calculate the federal credit pursuant to
26 U.S.C.A, Section 45A.

See, Oklahoma Tax Commission Order No. 2006-08-22-07 which upheld the disallowance of the deduction of the
Work Opportunity Credit as an Oklahoma subtraction from federal adjusted gross income.
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