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FINDINGS OF FACT AND REPORT 


I.
INTRODUCTION

Appellant NES Group challenged the validity of a corporate excise deficiency assessed for the taxable periods running from January 1, 1997 through December 31, 1998. Appellant Mr. Tomsich contested a personal income tax deficiency assessed for the taxable periods running from January 1, 1998 through December 31, 1999. Both appellants argued that the assessments were in violation of the Due Process and Commerce Clauses of the Constitution of the United States.


NES Group was incorporated in Delaware on January 13, 1989, and has a principal place of business in Mayfield Heights, Ohio. At all material times, NES Group was an S corporation which acted primarily as a holding company. At all relevant times, NES Group was either the general or a limited partner in multiple entities that were partnerships under G.L. c. 62, § 17, and was also the parent of multiple entities that were qualified subchapter S subsidiaries under Internal Revenue Code (“IRC”) § 1361(b). (These qualified subchapter S subsidiaries are referred to as “QSubs” throughout.) Mr. Tomsich, a resident of Mayfield Heights, Ohio was the sole shareholder of NES Group and was subject to personal income tax under G.L. c. 62, §§ 5A & 17A on his distributive share of Massachusetts source income realized by NES Group.

II.
JURISDICTION

NES Group filed Massachusetts Foreign S Corporation Excise Returns for the taxable years 1997 and 1998 on September 15, 1998 and September 15, 1999, respectively. Mr. Tomsich filed Massachusetts Nonresident Income Tax Returns for the taxable years 1998 and 1999 on October 15, 1999 and October 15, 2000, respectively. Both appellants used Ernst & Young, LLP as paid tax preparers. The Commissioner conducted an audit of NES Group for the tax years at issue. During the course of the audit, the Commissioner classified NES Group as a manufacturing corporation under G.L. c. 63, §38(l)(1), and applied the apportionment formula prescribed by G.L. c. 63, § 38(l)(2). (This classification, together with the application of the apportionment formula of G.L. c. 63, § 38(l)(2), are referred to as the “manufacturing reclassification.”) Adjustments were made to NES Group’s tax liability under G.L. c. 63, § 32D as a result of the manufacturing reclassification.


On January 17, 2001, the Commissioner and NES Group signed a consent extending the time for assessment for the taxable periods January 1, 1997 through December 31, 1999, until December 31, 2001. The time for assessment for these taxable years was further extended by consent to June 30, 2002, then to September 30, 2002, and finally to December 31, 2002. The Commissioner issued a Notice of Intention to Assess (“NIA”) to NES Group dated November 19, 2002, proposing an additional assessment of corporate excise plus interest and penalties for the 1997 and 1998 tax years. A Notice of Assessment followed on December 28, 2002 for both tax years. The additional amount of corporate excise at issue for NES Group was $2,047 for 1997 and $1,279 for 1998, exclusive of interest and penalties.


The Commissioner also audited Mr. Tomsich for the taxable years 1998 and 1999. As a result of the audit, adjustments were made to Mr. Tomsich’s personal income tax liability based on the manufacturing reclassification and G.L. c. 62, §17A, given the status of NES Group as a pass-through entity.
 


On August 26, 2002, the Commissioner and Mr. Tomsich signed a consent extending the time for assessment for the taxable periods January 1, 1998 through December 31, 1999, to December 31, 2002. The Commissioner issued Mr. Tomsich an NIA dated November 19, 2002, proposing an additional assessment of personal income tax plus interest and penalties for the taxable years 1998 and 1999. A Notice of Assessment followed on December 28, 2002 for both tax years. The additional amount of personal income tax at issue for Mr. Tomsich was $5,829 for 1998 and $759 for 1999, exclusive of interest and penalties. 


NES Group and Mr. Tomsich each respectively applied for abatement of the additional corporate excise and personal income tax assessed, on August 11, 2003. By Notices of Abatement Determination dated November 18, 2003, the Commissioner informed both appellants that he had denied their abatement applications for the years at issue. 


Each appellant filed a Petition Under Small Claims Procedure with the Appellate Tax Board (“Board”) on January 4, 2004. The appellants and the Commissioner filed a Joint and Unopposed Motion to Remove the Small-Claims Designation and Transfer Proceeding to the Formal Procedure, which was allowed by the Board on April 20, 2004. 


Based on the foregoing facts, the Board found that it had jurisdiction over the appellants’ claims. By a request made on November 15, 2005, the parties asked the Board to allow them to waive oral arguments and proceed on a stipulation of facts and briefs. The request was allowed by the Board on November 15, 2005.

III.
THE OPERATING ENTITIES


For both taxable years 1997 and 1998, the total receipts of NES Group exceeded $9 million. NES Group was a holding company with a stake in several pass-through entities doing business in Massachusetts. First, NES Group was a 95-percent partner during the relevant time period in NESCO Service Company, a Delaware partnership whose principal offices were located in Tampa, Florida. NESCO Service Company operated a temporary staffing business that recruited and placed temporary employees and provided related administrative support services during the relevant time period. NESCO Service Company had a branch office in Waltham, Massachusetts. NESCO Service Company owned (or rented) and used real and personal property, paid compensation, and rendered personal services in the Commonwealth during all years at issue. NESCO Service Company had no sales of tangible personal property in the Commonwealth at any relevant time. 


Second, NES Group was the 100-percent owner throughout the years at issue of A.B. Dick Company, a Delaware corporation whose principal offices were located in Niles, Illinois. A pass-through entity, A.B. Dick Company was a QSub. The business of A.B. Dick Company involved manufacturing and distributing printing equipment and supplies, and providing related repair services. A.B. Dick Company had a branch office in Woburn, Massachusetts, at all relevant times, from which it distributed printing equipment, supplies, and replacement parts, and provided administrative support. A.B. Dick Company owned (or rented) and used real and personal property in the Commonwealth throughout the years at issue. It also paid compensation, made sales of tangible personal property, and rendered personal services in the Commonwealth during the relevant years.


Third, NES Group was the 100-percent owner of Curtis Industries, Inc., a Delaware corporation with principal offices located in Mayfield Heights, Ohio. A pass-through entity, Curtis Industries, Inc. was a QSub. During all relevant times, Curtis Industries, Inc. operated a business that distributed automotive and industrial supplies. Curtis Industries, Inc. had a sales representative present in Massachusetts throughout the years at issue. Curtis Industries, Inc. paid compensation, made sales of tangible personal property, and rendered personal services in the Commonwealth during the relevant time period. However, Curtis Industries, Inc. neither rented, owned, nor used real and personal property in the Commonwealth. 


In reclassifying NES Group as a manufacturing corporation, the Commissioner took into account the activities of six pass-through entities engaged in manufacturing outside the Commonwealth. First, NES Group was a 99-percent limited partner throughout the years at issue in ACC Automation Co. L.P., a Delaware limited partnership whose principal offices were located in Akron, Ohio. ACC Automation Co. L.P. manufactured industrial equipment at one or more locations in Ohio. ACC Automation Co. L.P. did not own or rent or use any real or personal property, paid no compensation, made no sales of tangible personal property, and rendered no personal services in the Commonwealth during the years at issue.


Second, NES Group was a 99-percent limited partner throughout the years at issue in Barth Industries Co. L.P., a Delaware limited partnership with principal offices in Cleveland, Ohio. Barth Industries Co. L.P. manufactured industrial equipment at one or more locations in Ohio. Barth Industries Co. L.P. did not own, rent, or use real or personal property, paid no compensation, and did not render personal services in Massachusetts during the relevant time period. However, Barth Industries Co. L.P. did have sales of tangible personal property in the Commonwealth.


Third, NES Group was a 99-percent limited partner throughout the years at issue in Rogers Display Co. L.P., a Delaware limited partnership whose principal officers were situated in Mentor, Ohio. Rogers Display Co. L.P. manufactured trade show displays at one or more locations in Ohio. Rogers Display Co. L.P. did not own, rent, or use real or personal property, paid no compensation, and rendered no personal services in the Commonwealth during the relevant time period. However, Rogers Display Co. L.P. did have sales of tangible personal property in Massachusetts. 


Fourth, NES Group was the 100-percent owner throughout the years at issue of Continental Conveyor & Equipment Company, a Delaware Corporation whose principal offices were located in Winfield, Alabama. A pass-through entity, Continental Conveyor & Equipment Co. was a QSub which manufactured conveyors at locations in Alabama and Kentucky. Continental Conveyor and Equipment did not own, rent, or use real or personal property, paid no compensation, rendered no personal services, and made no sales of tangible personal property in the Commonwealth during the relevant time period.

Fifth, NES Group was the 100-percent owner throughout the years at issue of Goodman Conveyor Company, a Delaware corporation whose principal offices were located in Belton, South Carolina. A pass-through entity, Goodman Conveyor Company was a QSub which manufactured conveyors at one or more locations in South Carolina. Goodman Conveyor Company did not rent, own, or use real or personal property; paid no compensation; and rendered no personal services in Massachusetts during the years at issue. Goodman Conveyor Company did have sales of tangible personal property in the Commonwealth, however.

Sixth, NES Group was the 100-percent owner of A.B. Dick Company, described above. A.B. Dick Company manufactured printing equipment at locations in Illinois and New York during the relevant time period.

IV.
BOARD’S FINDINGS ON ATTRIBUTION OF ACTIVITIES
On the basis of the foregoing, the Board found and ruled that the Massachusetts activities and the manufacturing activities of all of the above-described entities were attributed to NES Group and its sole shareholder, Mr. Tomsich, by operation of law. See G.L. c. 62, §§17, 17A. See also G.L. c. 63, § 32D(a)(i); 830 CMR 63.38.1(13). The parties stipulated that if the manufacturing activities undertaken outside Massachusetts by the various pass-through entities described above were taken into account, then NES Group met one or more of the five tests set out in G.L. c. 63, § 38(l)(1). The manufacturing reclassification would in those circumstances be correct. If the out-of-state manufacturing activities of the various pass-through entities are not taken into account, then the manufacturing reclassification was in error. The Board found and ruled that the Commissioner correctly applied the relevant statutes in considering the out-of-state manufacturing activities of the operating entities and in making the manufacturing reclassification. 

The Board found and ruled that appellants failed to meet their burden of proving that the Commissioner improperly classified appellant or that Massachusetts impermissibly imposed the corporate excise on appellants’ apportioned share of the income earned in the course of activities carried on within and without this Commonwealth. The Board further found and ruled that appellants failed to meet their burden of proving by clear and cogent evidence 1) that the income attributed to Massachusetts by application of the apportionment formula of G.L. c. 63, §38(l)(2) was in fact out of all appropriate proportions to the business transacted in Massachusetts, or 2) that the apportionment methodology led to a grossly distorted result. 

Moreover, because appellants failed to prove that the Commissioner erred in making the manufacturing reclassification, Mr. Tomsich owed the additional amounts of personal income tax attributable to the pass-through of Massachusetts source income from NES Group. Finally, appellants failed to establish reasonable cause for the abatement of penalties. The Board accordingly decided the instant appeals for the appellee. 

OPINION 

Appellants challenge the deficiency assessments attributable to the manufacturing reclassification on exclusively constitutional grounds. They argue that, in considering the out-of-state manufacturing activities of QSubs and partnerships, the Commonwealth exceeded the bounds of state taxing authority under the Due Process and Commerce Clauses of the United States Constitution. 

While appellants did not dispute the statutory basis for the assessments, the Board briefly surveyed the law warranting the manufacturing reclassification. See Gillette Co. v. Commissioner of Revenue, 425 Mass. 670, 675 (1997)(“No method of determining tax liability is valid unless authorized by statute and assessed in conformity to its terms.”) Massachusetts law was first amended to recognize the distinctiveness of S corporations in 1986. See St. 1986, c. 488, §§ 71, 72, 74. “Under Federal and State tax law, the earnings of [S corporations and partnerships] are treated as having been ‘passed through’ to their shareholders or partners (whether or not distributions were actually made), and those persons are responsible for the resulting tax obligations.” Demoulas v. Demoulas Super Markets, Inc., 424 Mass. 501, 558 (1997). It is a familiar principle of federal tax law that “an S-corporation is not taxable as a separate entity; instead, income, loss, deductions, and credits pass through to its shareholders.” Bear Hill Nursing Center, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2004-586, 604. However, Massachusetts departs from the federal tax treatment of S corporations in an important respect. “Once the receipts of the S-corporation meet or exceed the six million dollar threshold, the entity becomes taxable.” Id. (citing G.L. c. 63, § 32D(a)(ii)).
 This provision leaves undisturbed the rule that “a shareholder of an S-corporation is subject to tax on his or her distributive share of the income realized by the S corporation.” Bear Hill Nursing Center, Mass. ATB Findings of Fact and Report at 2004-604. 

S corporations like NES Group, which have total receipts exceeding the threshold, are subject to corporate excise taxation in accordance with G.L. c. 63, § 32D(a)(ii). The corporate excise statute provides for apportionment of income where a corporation “has income from business activity which is taxable both within and without this commonwealth…” See Sasol North America, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2007-942, 961. There is no question that a corporation like NES Group, which received income from the business operations of pass-through entities in Massachusetts, is subject to tax in this state on an apportioned share of its income. See SAHI, USA, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2006-794, 802-806. 

The dispute at the heart of this case concerns the applicable apportionment formula. Apportionment for most foreign corporations subject to tax in Massachusetts is governed by the provisions of G.L. c. 63, § 38(c)-(f). NES Group prepared its corporate excise returns according to these general provisions for apportionment. However, taking into account the manufacturing activities of NES Group QSubs and partnerships in which NES Group held interests, the Commissioner determined that G.L. c. 63, § 38(l) (2) supplied the controlling rules for apportionment of the corporate appellant’s income. The parties stipulated that NES Group met one of the five applicable criteria for apportionment as a “manufacturing corporation” at G.L. c. 63, § 38(l)(1)1-5, if the manufacturing activities of the QSubs and partnerships are considered.

The Commissioner acted in accordance with well-settled principles of the taxation of partnerships and S corporations when he attributed the manufacturing activities of the various operating partnerships and subsidiaries to NES Group and its sole shareholder, Mr. Tomsich. Courts have stated that partners “stand[] in the shoes of the partnership with respect to … distributive share” items, such as the income passed through to the corporate and individual appellants. See, e.g., Haynsworth v. United States, 47 A.F.T.R.2d (RIA) 1443 (Cl. Ct. 1981). The statutes applicable to both partnership taxation and the taxation of S corporations explicitly provide for this attribution. At G.L. c. 62, § 17A(c), the statute instructs that 

The character of any item of income, loss, deduction or credit included in a[n S corporation] shareholder’s distributive share shall be determined as if such item were realized or incurred directly by the shareholder from the source from which realized by the corporation or incurred in the same manner as incurred by the corporation.

Accord G.L. c. 62, § 17(c)(taxation of partnerships). 


In the case of Neese v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 1987-477, 488, it was held that under G.L. c. 62, §17(c) the business of a partnership doing business in Massachusetts is treated as the business of the partners individually. Accord Katz v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 1998-537, 542-43, aff’d, 48 Mass. App. Ct. 1117 (2000). For example, the Massachusetts activities of a partnership doing business in the Commonwealth supply nexus for the imposition of the corporate excise on a foreign corporation merely owning an interest in that partnership. See Utelcom, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2005-09. 

In SAHI USA, the Board referred to the rule of G.L. c. 62, § 17(c) as a corollary of the “aggregate theory” of partnership taxation under which “income, losses, deductions, and credits ‘pass through’ the partnership entity and are realized and reported by the individual partners.” Mass. ATB Findings of Fact and Reports at 2006-802-04. Moreover, in the case of “tiered partnerships’. . . the activities of the partnership(s) occupying the lower tier(s) of a tiered partnership arrangement are imputed, proportionally, to all partners holding interests in partnership(s) occupying higher tiers.” Id. at 2006-805 (citing 830 CMR 63.39.1(8)(b)(3)). Since the tax treatment of S corporations parallels that of partnerships in important respects, the principles of attribution established by G.L. c. 62, § 17(c) and regulations issued thereunder are equally applicable to S corporations which are similarly tiered. Cf. G.L. c. 62, § 17A(c).


In the instant case, three levels of tiering exist. The business activities of the operating entities are imputed one level up to NES Group as a partner or S corporation shareholder in each. Further, given NES Group’s character as a pass through entity itself, the business activities imputed to NES Group are in turn attributed another level higher to Mr. Tomsich as the S corporation shareholder. It follows that the activities of those operating subsidiaries engaged in manufacturing are attributed to NES Group and Mr. Tomsich under Massachusetts statutory law.

 For purposes of this rule of attribution, it does not matter whether relevant manufacturing activities occur within or without the Commonwealth. See G.L. c. 63, § 38(l)(1).
This interpretation of the relevant statutes accords with the decision of the Supreme Judicial Court in Commissioner of Revenue v. Cargill, 429 Mass. 79 (1999). Cargill involved G.L. c. 63, § 31A(a), which provides a tax credit for “a corporation primarily engaged in agriculture.” All of the taxpayer’s agricultural activities in that case occurred outside the Commonwealth, so the Commissioner argued that “Cargill was not entitled to the credit because it is ‘not primarily based in agriculture in Massachusetts.’” 429 Mass. at 80. The Court held that “[t]he statute . . . does not require that the corporation’s in-State property be used in agriculture.” Id. at 82. “Had the Legislature intended to limit the credit in the manner advocated by the commissioner, it easily could have done so.” Id. Like the provision interpreted in Cargill, G.L. c. 63, § 38(l)(1) contains no requirement that relevant manufacturing activities occur in the Commonwealth. 

The validity of the manufacturing reclassification under G.L. c. 63 settled both NES Group’s liability for the additional corporate excise at issue, and also Mr. Tomsich’s liability for the assessment of additional personal income tax, as a matter of statute. The Board turned to the constitutional arguments advanced by appellants. 

The gravamen of appellants’ claim was that “the inclusion of entities that have no connection to Massachusetts in considering manufacturing classification is unconstitutional.” Appellant’s Brief at p. 4. The controlling analysis is set forth in Allied-Signal v. Director, Division of Taxation, 504 U.S. 768, 778 (1992):

The principle that a State may not tax value earned outside its borders rests on the fundamental requirement of the Due Process and Commerce Clauses that there be ‘some definite link, some minimum connection, between a state and the person, property or transaction it seeks to tax. [Cite omitted.] . . .  The constitutional question in a case such as Quill Corp. [v. North Dakota, 504 U.S. 298 (1992)] is whether the State has the authority to tax the corporation at all. The present inquiry, by contrast, focuses on the guidelines necessary to circumscribe the reach of the State’s legitimate power to tax.
 

Allied-Signal reaffirmed the unitary business principle as the “‘linchpin’ of a state’s authority to consider out-of-state values in taxing a corporation for the privilege of conducting business in that state.” Bear Hill Nursing Center, ATB Findings of Fact and Report at 2004-606 (citing Mobil Oil Corp. v. Commissioner of Taxes of Vermont, 445 U.S. 425, 439 (1980)). 

Appellants invoked the four-part test of Complete Auto Transit, Inc. v. Brady, 430 U.S. 274, 279 (1977). “A State tax will be upheld ‘against a Commerce Clause challenge when the tax is applied to an activity with a substantial nexus with the taxing State, is fairly apportioned, does not discriminate against interstate commerce, and is fairly related to the services provided by the State.’” See Aloha Freightways, Inc. v. Commissioner of Revenue, 428 Mass. 418, 421 (1998) (quoting Complete Auto Transit, 430 U.S. at 279). In their argument that Massachusetts lacks sufficient connection to the manufacturing activities of the relevant QSubs and partnerships, appellants appeared to place the greatest emphasis on the first prong of the Complete Auto Transit test -- the requirement of “substantial nexus.” However, appellants failed to recognize that “substantial nexus” is present where the taxpayer’s intrastate and out-of-state activities constitute a “unitary business” enterprise. See Amerada Hess Corp. v. Director, Division of Taxation, 490 U.S. 66, 73 (1989). 

The rationale for the unitary business principle is that “[i]n the case of a more-or-less integrated business enterprise operating in more than one State, … arriving at precise territorial allocations of ‘value’ is often an elusive goal, both in theory and practice.” Container Corp. of America v. Franchise Tax Board, 463 U.S. 159, 164 (1983). Where a multi-state business is unitary in character, attempts like appellants’ to draw a sharp line of demarcation between intrastate and interstate activities are unpersuasive: “The Court held that, consistent with the Due Process Clause, a State could base its tax assessments upon ‘the proportionate part of the value resulting from the combination of the means by which the business was carried on, a value existing to an appreciable extent throughout the entire domain of operation.’” Allied-Signal, 504 U.S. at 778-779 (quoting Adams Express Co. v. Ohio State Auditor, 165 U.S. 194, 220-21 (1897)). The presence of a unitary business satisfies the constitutional requirement of “a connection to the activity itself, rather than a connection only to the actor the State seeks to tax.” Allied-Signal, 504 U.S. at 778.

The unitary business principle “requires that there be some bond of ownership or control uniting the purported ‘unitary business.’” Container Corp., 463 U.S. at 166. “[T]he constitutional test focuses on functional integration, centralization of management, and economies of scale.” Allied-Signal, 504 U.S. at 783. Moreover, a flow of goods between parent and subsidiary is not necessary, “if instead there is a flow of value between the entities.” Id.


“[T]he taxpayer always has the ‘distinct burden’ of showing by ‘clear and cogent evidence’ that [the state tax] results in extraterritorial values being taxed.” See Container Corp., 463 U.S. at 175. (Citation omitted.) Accord Jacob Licht, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 1999-12, 22. This burden entails proving that intrastate and interstate activities constituted “discrete business enterprises.” See Bear Hill Nursing Center, Mass. ATB Findings of Fact and Reports at 2004-608 (quoting Exxon Corp. v. Wisconsin Dept. of Revenue, 447 U.S. 207, 221 (1980)). See also Sasol North America, Mass. ATB Findings of Fact and Reports at 2007-964 (test looks to “related[ness of] business activity”). 

However, appellants offered no evidence to establish that the various operating entities under common NES Group control constituted “discrete business enterprises.” See Exxon Corp., 447 U.S. at 224 (citing Mobil Oil Corp., 445 U.S. at 441, 442, 439). Although the record does not elaborate on the degree of integration and centralization of the business activities of the operating entities owned by NES Group and Mr. Tomsich, the Board does infer, based on the description of the businesses and other stipulated facts, that there was functional integration and flows of value between the various entities. Moreover, there is no showing as in ASARCO, Inc. v. Idaho Tax Commission, 485 U.S. 307 (1982), that appellants’ actual control over the entities carrying on manufacturing operations was structurally limited and attenuated. The absence of proof that the manufacturing entities “were ‘discrete business enterprises’ that did not benefit from an ‘umbrella of centralized management and controlled interaction’” foreclosed appellants’ efforts to exclude them from consideration in the computation of the corporate excise. See Bear Hill Nursing Center, Mass. ATB Findings of Fact and Reports at 2004-609 (quoting Exxon Corp., 447 U.S. at 221).
  


The Board next turned to consideration of the validity of the apportionment formula of G.L. c. 63, § 38(l). “[A] State must . . . apply a formula apportioning income of [the multi-state] business within and without the State. Such an apportionment formula must, under both the Due Process and Commerce Clauses, be fair.” Container Corp., 463 U.S. at 169. The Court in Container Corp. spoke of the “internal consistency” test: “that is, the formula must be such that, if applied, by every jurisdiction, it would result in no more than all of the unitary business’ income being taxed.” Id. The requirement of “external consistency” entails that “the factor or factors used in the apportionment formula must actually reflect a reasonable sense of how income is generated.” Id. Appellants “focus[] on the external consistency requirement in attacking the constitutionality of the Massachusetts manufacturing classification.” Appellant’s Brief at p. 7. 

The United States Supreme Court has erected a high threshold of proof for taxpayers seeking to establish that an apportionment formula is unfair. It is a “basic principle that the States have wide latitude in the selection of apportionment formulas.” See Moorman Manufacturing Co. v. Bair, 437 U.S. 267, 274 (1978). See also SAHI USA, Inc., Mass. ATB Findings of Fact and Reports at 2006-821, 822 (“It has long been held that the ‘Constitution imposes no single [apportionment] formula on the states’”.)(Citation omitted.) “The Constitution does not ‘invalidat[e] an apportionment formula whenever it may result in taxation of some income that did not have its source in the taxing state.’” Container Corp., 463 U.S. at 169-170 (quoting Moorman Manufacturing, 437 U.S. at 272). In order to “strike down the application of an apportionment formula . . . the taxpayer [must] prove by ‘clear and cogent evidence’ that the income attributed to the State is in fact ‘out of all appropriate proportions to the business transacted . . . in that State,’ or has ‘led to a grossly distorted result.’” Container Corp., 463 U.S. at 170. (Citations omitted.) Accord Boston Professional Hockey Association, Inc. v. Commissioner of Revenue, 443 Mass. at 285 (“This obligation is not a light one . . . and it is particularly heavy with respect to challenges to the apportionment of income under G.L. c. 63, § 38.”) 

General Laws c. 63, § 38(l)(2) prescribed different apportionment formulae for the two taxable years to which the corporate excise deficiency assessment applied, 1997 and 1998. For 1997, “the apportionment percentage shall be a fraction equal to fifteen percent of the corporation’s property factor . . . plus fifteen percent of the corporation’s payroll factor . . . plus seventy percent of the corporation’s sales factor.” 830 CMR 63.38.1(10)2. For 1998, “the apportionment percentage shall be a fraction equal to ten percent of the corporation’s property factor  . . . plus ten percent of the corporation’s payroll factor . . . plus eighty percent of the corporation’s sales factor.” 830 CMR 63.38.1(10)3. The manufacturing apportionment formula, by contrast with the formula set forth at G.L. c. 63, § 38(c), assigned greater weight to the sales factor than to the property and payroll factors.
 


In Moorman Manufacturing, 437 U.S. at 267, the Supreme Court upheld a single sales-factor apportionment formula against challenge under both the Due Process and Commerce Clauses. “[W]e have repeatedly held that a single-factor formula is presumptively valid.” Id. at 273. Acknowledging the potential for duplicative taxation where different states use different approaches to apportionment, the Court nevertheless declined to “require national uniform rules for the division of income.” Id. at 279. Any such rules lie within the province of Congress. See Id. at 280.

Again, appellants’ constitutional claim was undermined by their failure of proof. Appellants in effect proposed a rule that use of the manufacturing corporation apportionment formula was per se unconstitutional whenever premised on substantial manufacturing activities that occur out-of-state. No such ruling is possible in the absence of the required “‘clear and cogent evidence’ that the income attributed to the State is in fact ‘out of all appropriate proportions to the business transacted . . . in that State’ . . . or has ‘led to a grossly distorted result.’” Container Corp., 463 U.S. at 170. (Citations omitted.) Appellants failed to introduce any such evidence and nothing in the stipulation of facts supported a finding of error of constitutional dimension in the apportionment resulting from the manufacturing reclassification. 


Appellants made no attempt to discharge their “heavy burden of showing [the] unconstitutionality” of the statutorily mandated apportionment formula with competent evidence. Cf. Nantucket Conservation Foundation, Inc. v. Russell Management, Inc., 380 Mass. 212, 215-16 (1980). “For [this] reason[], we conclude that . . . [appellants] have not proved that the Massachusetts . . . apportionment formula, which is ‘fair on its face,’ has operated in this case ‘to reach profits which are in no just sense attributable to [NES Group’s] transactions within [Massachusetts].’” See Boston Professional Hockey Association, 443 Mass. at 298 (quoting Hans Rees’ Sons v. North Carolina ex re. Maxwell, 283 U.S. 123, 134 (1931)).



Appellants also sought abatement of penalties. The only evidence relevant to appellants’ claim for abatement of penalties was found in the stipulation of facts, where it was stated without elaboration that Ernst & Young was paid to prepare the tax returns in question. The appellants go beyond the record with the following assertions in their brief:

Both NES Group and Robert J. Tomsich relied on the advice of Ernst & Young to ensure compliance with State filing requirements. Ernst & Young did a study of the Massachusetts treatment of qualified Subchapter S subsidiaries and concluded that both NES Group and Robert J. Tomsich were filing correctly. This conclusion … was based on a review of Massachusetts authority and a factual analysis that revealed no manufacturing activity remotely associated with Massachusetts. . . . Implicit in the relationship of Paid Preparer is the understanding that the preparer will evaluate the law and filing requirements in a given state when preparing a return. 

Appellants’ Brief at p. 9. It was also asserted without explanation that Massachusetts law on the tax treatment of S corporations was not clear prior to the issuance of DOR Directive 00-9. Appellants’ Brief at p. 9. 


Abatement of penalties would require a factual finding that the failure to pay the disputed amount of tax “‘in a timely manner is due to reasonable cause and not due to willful neglect’” G.L. c. 62C, §33(f); see Commissioner of Revenue v. Wells Yacht South, Inc., 406 Mass. 661, 663 (1990). While the determination of “reasonable cause” is a matter of law, “there must be factual findings regarding the reasons that the returns were not filed and that the taxes were not paid on the dates they were due.” Id. at 663-64.


Wells Yacht South established that “reasonable cause, in this context, means that the taxpayer must show [the] exercise of [a] degree of care of [an] ordinary taxpayer in [the] same position.” Syms Corp. v. Commissioner of Revenue, 436 Mass. 505, 515 (2002). “A taxpayer exercises reasonable care when ‘he selects a competent tax expert to provide an opinion on a tax matter … and then relies on his opinion with respect to the tax matter in question.’” Id. (Citation omitted.) Moreover, the reliance on the professional opinion must be “reasonable in the circumstances….” M & T Charters, Inc. v. Commissioner of Revenue, 404 Mass. 137, 144 (1989). 


The United States Supreme Court, interpreting the “reasonable cause” standard in United States v. Boyle, 469 U.S. 241, 250 (1985), made it clear that it is not enough for a taxpayer to delegate its filing obligations to a competent professional.
 Rather, appellants must prove “reasonable cause” by showing actual “reliance on the opinion of a tax advisor.” Id. The stipulation said nothing about the rendering of specific advice. Rather it gave rise to the inference that appellants did no more than “assume that the [tax professional] would comply with the statute.” Id. “That the [tax professional], as the [taxpayer’s] agent, was expected to attend to the matter does not relieve the principal of his duty to comply with the statute.” Id. 

“‘The taxpayer has the burden of proving as a matter of law [its] right to an abatement of the tax’… [and this burden] is particularly heavy with respect to challenges to the apportionment of income under G.L. c. 63, § 38.” Boston Professional Hockey Association, 443 Mass. at 285. (Citation omitted.) 
The Board found and ruled that appellants failed to meet their burden of proving that Massachusetts impermissibly imposed the corporate excise on income earned in the course of activities unrelated to those carried out in the Commonwealth. The Board further found and ruled that appellants failed to the meet their burden of proving by clear and cogent evidence: 1) that the income attributed to Massachusetts by application of the apportionment methodology of G.L. c. 63, § 38(l)(2) was in fact out of all appropriate proportions to the business transacted in Massachusetts; or 2) that the apportionment methodology led to a grossly distorted result. 
Moreover, because appellants failed to prove that the Commissioner erred in making the manufacturing reclassification, Mr. Tomsich was liable for the additional amounts of personal income tax attributable to the pass-through of Massachusetts source income from NES Group. Finally, appellants failed to prove grounds for abatement of penalties. 
Accordingly, the Board decided the instant appeals for the appellee.
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  Clerk of the Board
� Other adjustments were made which were unrelated to the manufacturing reclassification. These adjustments were not at issue in these appeals.


� S corporations are taxed at lower rates than are C corporations under the corporate excise. Cf. G.L. c. 63, § 32D(a)(ii) with G.L. c. 63, § 32(a). A rate of 2.63% applies if the S corporation’s gross receipts exceed $6,000,000 but are less than $9,000,000. When gross receipts are in excess of $9,000,000, the 3.95% rate becomes applicable. See G.L. c. 63, § 32D(a)(ii)(1) & (2). 


� Appellants conceded this point with the following statement in their brief: “The analysis as to whether NES Group is engaged in substantial manufacturing necessarily shifts to an analysis of the manufacturing activities of the qualified Subchapter S subsidiaries NES Group owns and the partnerships in which NES Group has an interest.” Brief at p. 4. Of course, appellants had the option of structuring their business activities such that no attribution of the business of the operating entities to the corporate and individual taxpayers would result.


� Although appellants raise arguments under the Due Process and Commerce Clauses separately, the right of Massachusetts to impose its excise is not in question. See Utelcom, Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 2005-9. Allied-Signal suggests that the Due Process Clause and Commerce Clause analyses are conflated in this circumstance. 504 U.S. at 777-779. See generally Boston Professional Hockey Association, Inc. v. Commissioner of Revenue, 443 Mass. 276, 298 n. 30 (2005). 


� Appellants also argue that the benefits provided to corporations with in-state manufacturing operations are denied to corporations like NES Group, resulting in impermissible discrimination against interstate commerce. This assertion is without merit. Cargill, 429 Mass. at 79, establishes (by analogy) that benefits of manufacturing status such as the tax credit and sales and use tax exemptions are equally available to foreign corporations that conduct qualifying operations out-of-state. Moreover, appellants’ claim of discrimination against interstate commerce falls well short under the standards enunciated in Amerada Hess Corp., 490 U.S. at 75-79. 


� Starting with taxable years beginning in 1996, the statutory design increased the relative weight assigned to the sales factor for apportionment of the multistate income of manufacturing corporations from year to year. A single-factor formula approach based on sales was prescribed for taxable years beginning in 2000. 


� Lacking in merit also was appellants’ conclusory claim that the assessment was not “‘fairly related’ to the benefits that [Massachusetts] provides” to their business activities. See generally Amerada Hess, 490 U.S. at 79. States “may impose a reasonable tax on a portion of [appellants’] ‘unitary business’ income.” Id. 


� “In determining the existence of reasonable cause, Massachusetts courts and this Board have looked for guidance to federal cases and regulations promulgated under IRC § 6651(a), the federal counterpart to G.L. c. 62C, § 33(f).” Morris Electrical Supply Co., Inc. v. Commissioner of Revenue, Mass. ATB Findings of Fact and Reports 1996-403, 408.  
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