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This is an appeal under the formal procedure pursuant to G.L. c. 62C, § 39, from the refusal of the appellee to abate income taxes assessed to the appellant under G.L. c. 62, § 2. 

Commissioner Scharaffa heard the appellee’s Motion For Summary Judgment and was joined in the decision for the appellee by Chairman Burns and Commissioners Gorton, Egan and Rose.

These findings of fact and report are made at the request of the appellant pursuant to G.L. c. 58A, § 13 and 831 CMR 1.32.


Walter G. Van Dorn, Esq. for the appellant.


Wendy McClellan, Esq. for the appellee.

FINDINGS OF FACT AND REPORT

On the basis of a Stipulation of Facts and testimony and exhibits introduced at the hearing of this appeal, the Appellate Tax Board (“Board”) made the following findings of fact.

The appellants, Randolph and Elizabeth Richmond (“the Richmonds” or “the appellants”), are a married couple domiciled in California who file their income tax returns jointly.  On their Federal return for 1996 (“the tax year at issue”), the Richmonds claimed a deduction for a loss on the disposition or worthlessness of capital stock of Sextant Corporation (“Sextant”) in the amount of $100,000.  Because the stock of Sextant constituted “section 1244 stock” as that term is defined in the Internal Revenue Code (“Code”), this loss qualified as an ordinary loss for federal income tax purposes pursuant to Code §§ 1244 and 65.
  The Richmonds properly claimed this $100,000 loss as an ordinary loss on their joint federal income tax return for the tax year at issue.

 The Richmonds also timely filed a Form 1-NR/PY, Massachusetts  Non-Resident/Part-Year  Resident Income  Tax

Return for the tax year at issue.  They claimed the same $100,000 loss as a “section 1244 loss” on this Massachusetts return.  In doing so, the appellants reduced their Massachusetts Part B income, taxable at the rate of 5.95%,
 by $100,000.

On September 29, 1999, the Commissioner of Revenue (“Commissioner”) issued to the appellants a Notice of Intention to Assess Individual Income Tax (“NIA”) for the tax year at issue.  On February 13, 2000, the Commissioner assessed an individual income tax deficiency to the appellants and thereafter issued a Notice of Assessment (“NOA”) of tax, interest and penalties in the amount of $7,769.10.  On February 16, 2000, the Richmonds filed an application for abatement.  The Commissioner denied the appellants’ application for abatement on May 23, 2000 by issuing a notice of abatement denial.  

The appellants’ petition, filed on August 17, 2000, was filed more than sixty days from the date of the Commissioner’s denial, as is required pursuant to G.L. c. 62C, § 39.  The Commissioner filed a Motion to Dismiss for lack of jurisdiction, which the Board granted on November 22, 2000.

However, the appellants filed a Motion to Expunge Dismissal, which the Board heard on December 11,  2000.
  In their motion, the appellants contended that they had changed their place of residence from San Diego, California to Poway, California, on April 1, 2000, and that the notice of abatement denial allegedly mailed by the Commissioner would have been addressed to their San Diego address, which was shown on the appellants’ application for abatement.  However, even though the appellants had arranged for forwarding of their mail and had received mail forwarded to them from their prior address, they never received this notice.  Therefore, the appellants filed their petition with the Board on August 17, 2000, six months after filing their application for abatement with the Commissioner.  After a hearing on December 12, 2000, the Board issued an order allowing the appellants’ Motion to Expunge Dismissal and Restore to Active List, because it found that the appellants had not received the notice of denial.  See SCA Disposal Services of New England, Inc. v. State Tax Commission, 375 Mass. 338, 340-41 (1981). 

For the reasons stated in the Opinion which follows, after a hearing on the appellee’s Motion For Summary Judgment, the Board found that the Commissioner properly disallowed the deduction of the $100,000 “section 1244 loss” against the appellants’ Part B income.  On this basis, the Board allowed the Commissioner’s Motion For Summary Judgment and issued a decision for the appellee in this appeal.

OPINION


The Board treated the appellee’s Motion For Summary Judgment as a motion under Rule 22 of the Rules of Practice and Procedure of the Appellate Tax Board, 831 CMR 1.22.  Pursuant to Rule 22, “[i]ssues sufficient in themselves to determine the decision of the Board or to narrow the scope of the hearing may be separately heard and disposed of in the discretion of the Board.”  Where, as here, there are no material issues of fact in dispute with respect to a particular issue, and resolution of that issue entitles a party to judgment, the Board may separately hear and decide the dispositive issue and render judgment in the appeal based on the resolution of that issue.  See Fredyma v. Commissioner of Revenue, 2001 ATB Adv. Sh. 629, 632-33 (citing Omer v. Commissioner of Revenue, 1999 ATB Adv. Sh. 586, 591).

Massachusetts gross income is based on federal gross income as defined under the Code.  See G.L. c. 62, § 2(a).  However, there are specific modifications as outlined in the provisions of G.L. c. 62, § 2(a).  Under the statute in effect during the tax year at issue, Massachusetts gross income was divided into three distinct Parts -- Part A, Part B and Part C.  In general, Part A income consisted of income generated from capital assets held for less than one year, as well as income generated from interest and dividends, with exceptions not relevant to this appeal.  G.L. c. 62, § 2(b)(1).  Part C consisted of income generated from capital assets held for one year or longer.  Part B income consisted of the remainder of Massachusetts income that was not includible in Part A or Part C.  G.L. c. 62, § 2(b)(2).  Part B is commonly referred to as “earned income,” because it generally consists of income which a taxpayer has earned from operating a business or working as an employee, as opposed to income which is generated from investment activities.  During the tax year at issue, Part B income was taxed at the rate of 5.95%.  G.L. c. 62, § 4(b).    


The issue raised in this appeal is whether the appellants’ loss on the disposition or worthlessness of Sextant stock was properly deductible against their Part B gross income.  Both parties agreed that pursuant to Code §§ 1244 and 65 for federal tax purposes, the loss was considered an ordinary loss, as opposed to a capital loss, up to the amount of $100,000.  Code § 1244 provides a departure from the normal rules on losses generated from the disposition of stock.  Under the Code, a share of stock is a capital asset, which would generate either a capital gain or a capital loss upon its sale or other disposition.  See Code § 1221.  However, Code § 1244 provides that a loss generated from “section 1244 stock”
 will be treated as an ordinary loss, up to the amount of $100,000 for taxpayers filing jointly,
 with the balance, if any, to be treated under the normal rules as a capital loss.  Code §§ 1244(a), 1244(b)(2).  Code § 65, defining “ordinary loss,” makes clear that this loss shall be treated as a loss generated from the disposition of property that is not a capital asset.
  Both parties agreed that the Sextant stock qualified as “section 1244 stock,” and, accordingly, both parties stipulated that for federal tax purposes, the $100,000 loss at issue qualified as a Code § 1244 ordinary loss.


The contested issue, however, was whether a Code § 1244 loss is deductible against Massachusetts Part B taxable income.  The Commissioner argued that in the computation of Part B taxable income, G.L. c. 62, § 2(d)(1)(M) specifically disallows any deduction allowed by Code § 62(a)(3).  This federal tax deduction, entitled “Losses From Sale Or Exchange of Property,” encompasses any of the deductions against personal income tax arising from the losses generated on a disposition of property.  Because the loss at issue was generated by the sale or exchange of property, i.e. stock in Sextant, this loss was properly characterized as within the realm of Code § 62(a)(3).  Therefore, the Commissioner properly disallowed this loss deduction from the computation of appellants’ Part B earned income pursuant to the explicit terms of G.L. c. 62, § 2(d)(1)(M). 

The appellants, however, argued that § 2(d)(1)(M) should not be read literally, but instead should be construed to disallow only capital losses.  Therefore, losses that are considered ordinary pursuant to Code §§ 1244 and 65 would not fall under this exclusion.  The appellants based their argument on the fact that certain deductions for losses on the sale or exchange of property are reportable on Schedule C of the Massachusetts income tax form and, consequently, deductible against Part B income.  The appellants cited the loss generated on the sale or exchange of merchandise inventory as an example of an ordinary loss generated from the sale of property, which loss is reportable on Massachusetts Schedule C.  See Code § 162 and Schedule C-1 of Massachusetts Income Tax Return.

The Board, however, found that the appellants’ argument did not have merit.  First, the Supreme Judicial Court and the Board have consistently held that gross income for federal and state purposes is not always the same.  See Rohrbough, Inc. v. Commissioner of Revenue, 385 Mass. 830, 832 (1982) (finding that the figure shown as gross income on a taxpayer’s federal return will not always be the same for state tax purposes); see also, Bill DeLuca Enterprises, Inc. v. Commissioner of Revenue, 431 Mass. 314, 325 (2000) (finding that the Massachusetts tax statutes at issue “evince a persistent and conscious legislative decision to take a different path from that of the Federal government” in computing taxable income), Combustion Engineering, Inc. v. Commissioner of Revenue, 2000 ATB Adv. Sh. 207, 216 (finding that “the federal treatment of the sale –- based on a fictitious recasting of the actual transaction for purposes of federal tax law –- does not determine whether the proceeds of the transaction should be treated as ‘sales’ for purposes of the Massachusetts apportionment formula”), Weston Marketing Corp. v. Commissioner of Revenue, 16 Mass. App. Tax Bd. Rep. 76, 80 (1994) (finding no Massachusetts tax significance attached to “a fictitious transaction deemed to have taken place for [federal] tax purposes”), and T.H.E. Investment Corporation v. Commissioner, 8 Mass. App. Tax Bd. Rep. 12 (1986)(finding that Massachusetts income did not include the recapture of income generated from losses taken for federal, but not state, purposes in prior years).    

Moreover, while certain losses on the sale or exchange of property may be reportable on Schedule C, the appellants were incorrect in characterizing these losses as falling within the literal terms of the § 2(d)(1)(M) exclusion.  As with the federal Schedule C, the Massachusetts Schedule C is used to report income and deductions from a business which the taxpayer operates as a sole proprietorship.  See Instructions to Massachusetts Schedule C.  Contrary to the appellants’ argument, it is not the classification of ordinary versus capital which renders certain deductions allowable on Schedule C.  Rather, it is their classification as trade or business expenses, as specifically classified by the Code, which makes these expenses deductible on Schedule C.  

“Trade and business deductions” are defined at Code § 62(a)(1) as those “which are attributable to a trade or business carried on by the taxpayer, if such trade or business does not consist of the performance of services by the taxpayer as an employee.”  Pursuant to this provision, trade or business expenses constitute a distinct category of income tax deduction.  Thus, if certain losses are generated from the sale or exchange of property in a transaction that is attributable to a taxpayer’s trade or business, then these losses are deductible as trade or business expenses under Code § 62(a)(1) and not as losses from the sale or exchange of property under the more general Code § 62(a)(3). 

Code § 62(a)(1) trade or business losses are not disallowed pursuant to G.L. c. 62, § 2(d)(1)(M).  Consequently, the allowance of trade and business deductions against Part B income is not at odds with the disallowance of other deductions generated from the sale or other disposition of property, such as § 1244 losses.  Therefore, the Board found no inconsistency to justify departing from a literal reading of § 2(d)(1)(M).  See Henry v. Board of Appeals of Dunstable, 418 Mass. 841, 843 (1994); Commissioner of Revenue v. AMIWoodbroke, Inc., 418 Mass. 92, 94 (1994).  Tax statutes in particular are to be construed according to their plain meaning.  Commissioner of Revenue v. Franchi, 423 Mass. 817, 822 (1996).  See also Massachusetts Broken Stone Co. v. Weston, 430 Mass. 637, 640 (2000)(“Where the language of a statute is clear, courts must give effect to its plain and ordinary meaning and the courts need not look beyond the words of the statute itself.”).  Accordingly, the Board found and ruled that § 2(d)(1)(M) must be construed according to its plain meaning, which explicitly provides that no deductions are available from Part B income for losses attributable to the sale or exchange of property, including § 1244 losses that are treated as ordinary.     

The loss on the appellants’ Sextant stock was not a loss generated by a trade or business carried on by the appellants, but rather, a loss generated by Mr. Richmond’s passive investment as a shareholder in Sextant.  Therefore, this loss did not qualify as a Code § 62(a)(1) trade or business loss.  Rather, it fell within the realm of Code § 62(a)(3) as a loss from the sale or exchange of property.  The plain language of G.L. c. 62, § 2(d)(1)(M) specifically disallows Code § 62(a)(3) losses to be taken against Part B income.  Moreover, this disallowance is in keeping with the basic structure of the Massachusetts income tax statute, which separates Part B “earned” income from other sources of income that are generated from the taxpayer’s passive investment activities.  See Turenne v. State Tax Commission, 1979 ATB Adv. Sh. 48, 57 (“Looking at the substance of the situation, the loss on Section 1244 stock is in the nature of a loss on unearned income rather than earned income.”).  Therefore, the Board found and ruled that the Commissioner properly disallowed this deduction from Part B income.

Accordingly, the Board entered a judgment for the appellee in this appeal.
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�   See the Opinion section, infra, for a more detailed analysis of Code §§ 1244 and 65.


�   G.L. c. 62, § 2, as in effect for tax year 1996, taxed Part B earned income at the rate of 5.95%.  


�   The appellants’ counsel was not present at the hearing of Appellee’s Motion to Dismiss and, therefore, the arguments in favor of the Board’s jurisdiction were first presented to the Board at the hearing of the Motion to Expunge Dismissal.


�   The basic definition of “section 1244 stock” is stock that was issued by a domestic small business corporation in return for money or other property (other than stock and securities), and during its five most recent tax years, the issuing corporation derived more than fifty percent of its aggregate gross receipts from sources other than royalties, rents, dividends, interests, annuities, and sales or exchanges of stocks or securities.  See Code § 1244(c).


�   For taxpayers other than those filing jointly, the maximum amount of loss that will be treated as an ordinary loss is $50,000.  Code § 1244(b)(1).


�   Code § 65 provides in part that “[a]ny loss from the sale or exchange of property which is treated or considered, under other provisions of this subtitle, as ‘ordinary loss’ shall be treated as loss from the sale or exchange of property which is not a capital asset.”
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