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Tribunal Strikes Down Aggressive Positions By Taxpayer And Department

By: Joseph Lipari and Carolyn Joy Lee

tate and local tax lawyers tend to
spend most of their time tax plan-
ning for corporate clients. With

certain notable exceptions, however,
(primarily dealing with combined re-
porting issues) cases in the Division of
Tax Appeals seldom involve corporate
tax issues. It is noteworthy therefore
that there have been two interesting
New York tax cases involving New
York’s Franchise Tax regime; one a
precedential State Tribunal decision,
the other a non-precedential determina-
tion by a State Administrative Law
Judge (“ALJ”). Both cases involve situ-
ations where a party wanted to achieve
a result that was clearly impermissible
under the Tax Law.

‘AIL Systems Inc.’
In AIL Systems, Inc.,1 the State Tri-

bunal addressed the Franchise Tax con-
sequences of a federal §338(h)(10) elec-
tion. Under that federal provision, tax-
payers can elect to characterize a sale of
80% or more of a corporation’s stock as
an asset sale. Although in form, the cor-
poration remains in existence owning
the same assets, for federal tax purposes
the transaction is treated as if the assets
were sold by the “old” target corpora-
tion to a “new” target corporation and
the old corporation thereafter liqui-
dated. The old target corporation pays
federal income tax on gain from the as-
set sale, while the new target enjoys a
stepped-up tax basis in the assets
deemed sold to it.

The New York tax issue presented
to the Tribunal was whether the sale of
stock, together with a federal
§338(h)(10) election, trigger recapture
of state investment tax credits on quali-
fying property acquired by the corpora-
tion in prior years. Those credits were
required to be recaptured on a “disposi-
tion” of the qualifying property prior to

the end of its useful life.2 The question
presented to the Tribunal was whether
the federal deemed asset sale was a
“disposition” of the assets for purposes
of New York’s credit.

In a 1986 Technical Services Bu-

reau Memorandum3 (the “Memoran-

dum”), the Division4 had announced its
conformity to the federal deemed sale
analysis of section 338(h)(10) transac-
tions, including for purposes of credit
recapture. Analogies to the federal re-
capture rules further supported this po-
sition (since the federal investment tax

credit included a recapture provision5

that was triggered on a deemed sale of

assets).6

The taxpayer argued that the issue
was still unclear since the applicable

Franchise Tax regulation7 has not been
amended to reflect the policy set out in
the Memorandum. The Tribunal agreed
with the taxpayer’s characterization of
these memoranda as “merely informa-
tional statements issued by the Division
to disseminate current policies and
guidelines and are advisory in nature,
have no legal force or effect, are not

binding and do not rise to the level of a
promulgated rule or regulation.” The
Tribunal, however, noted that this par-
ticular Memorandum “states a straight-
forward interpretation of the governing
statute.” The Tribunal goes on to con-
clude that the Division need not prom-
ulgate a regulation “simply to acquiesce
in the treatment prescribed by the Inter-
nal Revenue Code.” Moreover, the Tri-
bunal concluded that New York’s gen-
eral conformity to federal law supports
the interpretation in the Memorandum
even though the question at hand arose
not under the definition of taxable in-
come, but instead in the interpretation
of New York’s own tax credits.

Citing these authorities and analo-
gies the Tribunal held that the tax-
payer’s §338(h)(10) election effected a
“disposition” that required it to recap-
ture New York investment tax credits
claimed in prior years. The Tribunal
further indicated that the new target had
purchased that property, and could
claim new credits if the property other-
wise qualified in its hands -- an analysis
presumably predicated on the facts ob-
taining at the time of the deemed sale.

Given the Department’s prior guid-
ance, this conclusion is not much of a
surprise. It is noteworthy, however, that
the Tribunal also upheld the penalty im-
posed on the taxpayer for failing to re-
port the credit recapture. Under former
Tax Law section 1085(k), a penalty for
substantial understatement of tax shall
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be reduced if there is “substantial au-
thority” for the treatment as reported on
the return or if the relevant facts are “ad-
equately disclosed in the return or in a
statement attached to the return”. The
penalty may also be waived on a show-
ing that there was “reasonable cause”
and that the taxpayer “acted in good
faith.”

The Tribunal noted that the tax-
payer’s Franchise Tax Return (Form
CT-3) reported a loss on the deemed
sale of the assets but did not make any
disclosure either in the return or in a
rider concerning the return’s lack of
federal conformity on the credit recap-
ture. The Tribunal also noted that the
taxpayer “has cited no authority of any
kind in which deemed-sale treatment
prescribed by section 338 was disre-
garded for any purpose in calculating”
Federal, New York State or New York
City corporate tax. The Tribunal dis-
missed in passing “pronouncements of
tax collectors and courts of other states
applying other laws and policies.”

A Telling Analysis
The Tribunal’s analysis of the tax-

payer’s position regarding the penalty
may prove telling for others. “The fine
hand of expert tax planners seems evi-
dent in the transaction. . . . It [therefore]
beggars credulity to suggest that the
failure to report recapture was simply
the innocent oversight of an insouciant
accountant. . . . It is hard to escape the
suspicion that petitioner hoped that the
matter would slip through the audit net
unnoticed. This is behavior for which
the predictable sting of the substantial
understatement penalty is an appropri-

ate deterrent.”8

Another recent Franchise Tax case
demonstrates how the Department can
also advance extraordinarily strained
interpretations of the law in an attempt
to achieve a desired result. In Premier
National Bancorp, Inc.9, the State at-
tempted to use its discretionary adjust-
ment authority to insert the income of a
grandfathered Article 9-A subsidiary
into the Article 32 combined report of
its banking corporation affiliates.

‘Grandfathered 9-A’ Firms
“Grandfathered 9-A” corporations

are corporations that were subject to tax
under Article 9-A before the 1985 revi-
sions of Article 32, and elected to retain
that general corporation status back in
1985, rather than being shifted into the
Bank Tax regime of Article 32.10 The
Tax Law explicitly states that an Article
9-A corporation is never includible in
an Article 32 return.11 The 9-A corpora-
tion in this case (previously named Gare
Ventures, Ltd.) was sold by Republic
National Bank to FNBHV, a predeces-
sor of Premier, in 1998. The ALJ noted
that “At the time of the acquisition,
Gare had no employees and virtually no
assets. However, Gare had unique tax
status, making the company an attrac-
tive investment.”

Following the acquisition of Gare,
the Bank contributed substantial funds
to the subsidiary which proceeded to
make investments which under Article
9-A enjoyed more favorable treatment
than Article 32 would afford. The sub-
sidiary paid a management fee to its
parent which the ALJ specifically found
to be reasonable. This is a fairly com-
mon structure that has been used by
most if not all large financial institu-
tions since 1985. The ALJ noted that in
addition to the clear statutory provi-
sions, the Division itself issued several
Technical Services Bureau Advisory
Opinions throughout the 1990’s in
which it acknowledged that Grandfa-
thered 9-A corporations retained their
status as such regardless of the lack of
activity in the corporation or the sale or
other transfer of its stock following the

Grandfather Election.12

The ALJ noted that the Division
began the audit of the petitioner in 2000
and at that time it changed its posture.
The ALJ spent a great deal of time de-
tailing the various ways the Division at-
tempted to eliminate the use of Grand-
fathered 9-A corporations including at-
tempts to obtain a legislative amend-
ment. The ALJ noted “The legislation
did not pass in 2003, and although the
Division gave consideration to its re-
submission in 2004, the Division did
not believe it had the necessary support

because it related to a financial modern-
ization project and did not attempt a
2004 proposal.”

In the absence of a legislative solu-
tion the Division sought to get around
the clear statutory prohibition on com-
bining Article 9-A and 32 corporations
by using its discretionary adjustment
authority, arguing that to properly re-
flect the income, etc. of the Bank group
it was necessary to include the income,

etc., of the 9-A corporation.13 The ALJ
noted that this case is the first attempt
by the Division to impose its discretion-
ary adjustment in this context. After a
detailed analysis of the Division’s dis-
cretionary authority, and of the confus-
ing and varying ways in which the Di-
vision attempted to apply it in this case,
the ALJ soundly rejected the State’s po-
sition. The ALJ noted that where a rule
could be set forth in a statute, the case
law dictates that discretionary authority
cannot be used as a substitute for
amending that law or providing for a
new rule. The ALJ noted that in 1985
the Legislature consciously decided to
permit corporations to elect to retain
Article 9-A status, fearing that corpora-
tions would otherwise relocate to Dela-
ware or other states. The ALJ noted that
the Legislature “could have easily con-
sidered then, or at some point in the last
20 years, the tangential issues that have
arisen as a result of the grandfather pro-
vision, and modified the law as it
stands…. Instead, the Division is at-
tempting to utilize its discretionary au-
thority to essentially supplant the two
statutes which govern the case.”

‘Tax Shelter,’ ‘Tax Evasion’
Of even greater concern than the

State’s baseless attempt to apply discre-
tionary adjustments is the State’s at-
tempts to categorize the “arrangement
between petitioner and [the Article 9-A

subsidiary as] an abusive tax shelter,”14

or as “tax evasion.” Reaching so aggres-
sively to apply the labels of “tax shel-
ter” and “tax evasion” to this planning
is exactly the sort of bogeyman taxpay-
ers have feared would come to pass if
the State were given wide latitude to de-
fine tax shelters. Fortunately, this ALJ
saw through the State’s argument in this
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case as “absurd.”15 As the situation
stands now, there is reason to question
whether a broad grant of authority to the
Division will be appropriately exer-
cised.

Conclusion
The two cases discussed in this ar-

ticle are welcome in that they show that

the State Division of Tax Appeals is ca-
pable of seeing through the confusion
inherent in litigated cases to reach rea-
soned interpretations of the difficult
statutory provisions incorporated into
the Franchise Tax and the Bank Tax.
However, in marked contrast to AIL
Systems, the ALJ in Premier National

Bancorp, Inc. has no authority to penal-
ize the Department for taking a position
in conflict with long-standing clear stat-
utory authority. Thus, the taxpayer was
forced to expend substantial legal fees
(not that there is anything wrong with
that), to defend a position that has been
settled since 1985.
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