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. 1 NTRODUCTI ON

Recent years have witnessed a second wave of separate
entity states re-considering a nove to conbi ned reporting.
The trend is pronounced, it perseveres despite increasing
opposition frominportant sectors of the tax comunity, and
it shows little sign of slowing. As legislators in separate
entity states take up the issue, and admnistrators in
new y christened conbi nati on states struggle with the
| earning curve, the first question is “what is a conbined
report?” Section Il of this paper defines conbi ned
reporting, in contrast to separate entity reporting, in the

context of fundanental unitary business and formul ary
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apportionnment concepts. Section Il gives a brief history
of the devel opment and adopti on of conbined reporting as an
extensi on of these fundanental concepts.

Once we’ ve defined conbination, the second question is
“why use it?” Section IV of this paper explores sone of the
contenporary reasons separate entity states are again
consi deri ng conbi ned reporting.

A third question deals with the details of existing
and new conbi ned reporting structures: “when is conbined
reporting required, who is required to be conbi ned, and how
i s conbi nati on acconplished?” In answering these questions,
t he second generation of conbined reporting states is
reconsi dering sone of the details adopted by first-
generation states. Section V considers the |evel of
uniformty in states’ answers to these questions as things
now stand, whether the trend is one of increasing or
decreasing uniformty, and the inpact of the Miltistate Tax

Comm ssion’s nodel conbi ned reporting statute.

1. VHAT IS COMBI NED REPORTI NG?

When a taxpayer does business in nore than one state,

the question arises as to how a state may tax its incone.

The U.S. Suprenme Court requires the incone to be fairly



apportioned.® States have different ways for neeting the
“fairly apportioned” requirenent, but virtually all use
formul ary apportionnent. The two conponents of a fornulary
apportionnment system are, of course, the pool of incone
subj ect to apportionnent, and the apportionnment formul a.
The apportionnment fornmula is typically sonme conbi nation of
property, payroll, and/or sales factors. As for determ ning
t he pool of inconme, about half the states use the Uniform
Di vision of Inconme for Tax Purposes Act’s (UDITPA' s)
“busi ness/ non-busi ness” rule.* The others either categorize
i nconme by type or apportion to “the full extent allowed
under the U. S. Constitution.” The Suprene Court has noted
that the UDITPA rule is “conpatible” with the Constitution.?®
So, what is the “full extent allowed under the
Constitution?” The Suprene Court has said that that the

“l'inchpin of apportionability” is the unitary business

SConmplete Auto Transit v. Brady, 430 U.S. 274 (1977)

“BNA Tax Management Portfolios, State Series, 1140-1st: |ncome
Taxes: The Distinction Between Business and Nonbusi ness | ncone;
Wor ksheet 2 Adoption of UDI TPA, Apportionable Incone (Septenber, 2007);
The UDI TPA rul e defines “business incone” as “incone arising from
transactions and activity in the regular course of the taxpayer's trade
or business and includes income fromtangible and intangi bl e property
if the acquisition, managenent and di sposition of the property
constitute integral parts of the taxpayer's regular trade or business
operations.” UDI TPA, sect. 1(a).

SAllied-Signal, Inc. v. Director, Div. of Taxation, 504 U S. 768,
786 (1992).



principle.® This principle establishes that if inconme arises
fromtransacti ons or operations of a single economc
enterprise, parts of which are carried out in the state,
the state can apply fornulary apportionnment to determ ne
the share of that enterprise’s incone attributable to the
state. The single economc enterprise — that is, the
“unitary business” — does not necessarily correspond to a
single legal entity. A unitary business could be carried
out through one division of a single legal entity or

t hrough several separate, but affiliated, legal entities
oper ati ng together.

Al states, separate entity states as well as conbi ned
reporting states, nust abide by the unitary business
principle in applying formulary apportionnent. |ndeed, when
the full scope of the unitary business is contained within
all or a part of a single legal entity, the apportionment
calculation will be the sane under both separate entity and
conbi ned reporting apportionment approaches.

The basic difference between the conbined reporting
and separate entity approaches is only arises when the
unitary business is conducted by nore than one separate

| egal entity. The difference is sinply a matter of how

Svbbil Gl Corp. v. Conmir of Taxes, 445 U.S. 425 (1980).




narromy a state limts the types of unitary entities whose
i nconme and factors will be included in the taxpayer’s
apportionnent cal culation. A state may not constitutionally
require the taxpayer to include in its apportionnment
cal culation the incone and factors of any entities that are
not engaged in the unitary business. But states routinely
[imt the calculation to exclude income and factors of sone
entities that are engaged in the unitary business.’ | ndeed,
no state requires taxpayers to determ ne their apportioned
share of unitary business incone based on the incone and
factors of the entire unitary business. Even states that
use conbined reporting all either limt, or allow taxpayers
the option to limt, application of the formula to a
conbi ned group of unitary affiliates that will usually fall
short of the entire unitary group.® Separate entity
apportionnent is essentially the narrowest limtation.
Under separate entity apportionnent, the apportionment
cal culation includes only the incone and factors of the
separate legal entity that is the taxpayer itself.

Thus, a conbined report is an apportionnment schedul e

the taxpayer uses to calculate its share of the incone

"For exanple, many states exclude foreign affiliates. This
exclusion is discussed in nore detail bel ow.

8For exanple, nost states exclude, or allow an exclusion for,
foreign corporations.



arising froma particular unitary business that is
attributable to the taxing state. Mire specifically, a
conbi ned report is used when the state requires the

t axpayer to include the incone and factors of other
affiliates engaged in the sane unitary business in
determning its own apportioned share of the unitary

busi ness’s inconme. Separate entity states limt the
apportionnent conputation to only the incone and factors of
the taxpayer itself, a single legal entity, and have no

need for a multi-entity based apporti onnent schedul e.

[11. BRIEF H STORY OF COVBI NED REPORTI NG

A. Late 1800's: Genesis of the Unitary Business Principle

in Context of Property Tax

Combi ned reporting devel oped as a natural corollary to
the unitary business principle. A history of conbined
reporting, therefore, starts with the devel opnent of the
unity concept in the late 1800's. At that tinme, property
tax was the domi nant form of taxation, and the railroads
were one of the few types of businesses that typically
operated in nore than one state. Railroad property, tracks

and traveling cars, literally spanned state |lines. States



and County governnents felt that the value of the railroad
property which fornmed their tax base was not sinply the
stand-al one value of rail and cars in the state. They
argued, essentially, that the value of the whole was
greater than the sumof the parts. InIn Re State Railroad
Tax Cases, 92 U.S. 575 (1875), the U S. Suprene Court
agreed and expl ai ned:

[A] railroad nust be regarded for many, indeed
for nost, purposes as a unit. The track of the
road is but one track fromone end of it to the
other, and except in its use as one track is of
little value. In this track as a whol e each
county through which it passes has an interest
much nore inportant than it has in the limted
part of it lying wwthin its boundary. Destroy by
any neans a fewmnmles of this track within an
interior county ...its effect upon the val ue of
the remai nder of the road is out of al

proportion to the nere | ocal value of the part of
it destroyed ...1t may well be doubted whet her any
better node of determ ning the val ue of that
portion of the track within any one county has
been devised than to ascertain the value of the
whol e road and apportion the value within the
county by its relative length to the whol e.

In re State Railroad Tax Cases, 92 U S. 575, 608
(1875) (enphasi s added)

In a simlar, 1897 decision, the Court reasoned that the
taxing state “contributes to that aggregate val ue not

nerely the separate value of such tangible property as is



withinits [imts, but its proportionate share of the val ue

of the entire property [or unit].”®

B. 1910 - 1920’s: Application of the Unitary Business

Principle to Corporate |Incone Tax

In 1909 the Federal governnent enacted the Corporate
Incone Tax, and States soon followed. The sanme sort of
nmul tistate apportionnent issues then naturally arose in the
context of an incone tax. In Underwood Typewiter Co. v.
Chanmberlain, 254 U S. 113 (1920), the U S. Suprene Court
consi dered a case where the taxpayer earned its incone
t hrough “a series of transactions beginning with
manuf acture in Connecticut and ending with sale in other
states. The legislature, in attenpting to put upon this
business its fair share of the burden of taxation, was
faced with the inpossibility of allocating specifically the
profits earned by the processes conducted within its
borders. It, therefore, adopted a nmethod of apportionnent.”

The Court upheld the State’s logic of applying the unitary

®Adanis Express v. Chio State Auditor, 165 U.S. 194 (1897)



concept of formulary apportionnent, devel oped under
property tax, to the incone tax.'®

A few years later, in Bass, Ratcliff & Getton v. State
Tax Conmmi ssion, 266 U. S. 271 (1924), the Court was faced
with the sane issue but in a case where the taxpayer was a
foreign corporation, with all of its manufacture and a
| arge part of its sales in England. It inported a portion
of its product into the United States which it sold through
branch offices in New York and Chicago. The Court relied on
Underwood Typewiter, and found the state was justified in
attributing to itself a portion of the income earned by
this nultinational corporation fromthe conduct of its
unitary business partly within and partly outside the
state. Thus, the Court confirmed that the unitary business
and formul ary apportionnment concepts could apply in the
context of an incone tax on a world-wi de, as well as

donesti c, basis.

C. 1930's — 1940's: California Conbined Reporting

Under wood Typewriter Co. v. Chamberlain, 254 U 'S. 113, 120-121
(1920); See also, Bass, Ratcliff & Gretton v. State Tax Comm ssion, 266
U.S. 271 (1924)



By the 1930's, nore corporations were choosing to
separately incorporate segnents of their business that

m ght have once been distingui shed only as divisions of a

singl e corporation. Because npst states treat each separate

corporation as a separate taxpayer, this raised the

qguestion of whether, and if so how, to apportion the incone

of a unitary business when the business is carried out
t hrough separate affiliated taxpayers, rather than through
di vi sions of a single taxpayer.

California faced the issue with the novie industry
during the 1930's. Movies were produced in California, and
then sold to out-of-state affiliate distributors. As a
result of the pricing, virtually all of the income from
filnraking was refl ected by the out-of-state affiliates,
and essentially none of it by “Hollywood.”

California took the position that the incone
attributable to the State should not vary depending on the
corporate structure in which a business chose to operate
and that prices charged between commonly owned affiliates
shoul d not drive the apportionnent result. Rather,
production and distribution of filmwere two parts of a
single unitary business. Thus, sone share of the incone
fromthat entire single business should be attributed to

the in-state taxpayer and apportioned to the state. So in

10



1937, without explicit statutory authority, California
determ ned the taxpayer shoul d apportion based on a

“conmbi ned report” that includes the inconme and factors of
all separately incorporated unitary affiliates in order to
properly reflect that taxpayer’s share of the entire
unitary business incone attributable to the state. The
State argued conbined reporting was inplicit in the
apportionnent statutes, based on the unitary business
principle.

Under the conbined report, the entire unitary business’s
i ncome was included in the pool of incone to be apportioned
and the entire unitary business’s factors were included in
t he denom nators of the apportionnent factors. Because the
nunerator of the apportionnment factors included only the
t axpayer’s own factors, the California conbined report did
not cal culated the income attributable to the state from
the entire unitary business, but only the taxpayer’s share
of the entire unitary business’s income attributable to the
state.

The novie industry did not challenge the California
position. It wasn’t until 1947, in Edison Ca. Stores v.
McCol gan, 30 Cal.2d 472 (1947), that the California Court
of Appeal s upheld the application of fornulary

apportionnent to a unitary business conducted through

11



separate affiliated entities — i.e., conbined reporting.
And it was another sixteen years before the sane California
Court held in Honolulu G 1 Corp. v. Franchise Tax Board, 60
Cal 2d. 414 (1963) that the use of a conbined report was not
something to be inposed at the direction of the tax

adm ni strator, but was mandatory in all unitary situations
in order to properly apportion inconme under the unitary

busi ness pri nci pl e.

D. 1950's — 1960’s: W despread Adoption of Uniform

Formul ary Apportionnment

The 1950’ s and 1960’ s are characterized by w despread
adoption of uniformfornulary apporti onment across the
states. The National Conference of Conmm ssioners on Uniform
State Laws (NCCUSL) promnul gated the Uniform D vision of
Incone for Tax Purposes Act (UDITPA) in 1957. It took the
States sone tine to warmup to it, but by the md-1960's,
as Congress seriously considered preenptive |egislation,
the states rallied. Many adopted UDI TPA directly into their
statutes. Sone adopted it by enacting the Miltistate Tax

Conmpact, Article IV of which incorporates UD TPA nearly

4 R Rep. No. 952, 89'" Cong., 1% Sess., Pt. VI, at 1139ff (1965).

12



word for word.!? The Conpact becanme effective in 1967 when
the required mni num of seven states had enacted it.*® The
Conpact al so created the Multistate Tax Conm ssion as its
admi ni strative agency'*, and charged the Conmi ssion wth
several responsibilities. One of these responsibilities is
interpretation of Article IV, UD TPA, through pronul gation

of proposed nodel uniformlaws.®

E. 1970's — 1980’s: Ot her States Consi der Conbi ned

Reporting

Wth UDI TPA now wdely in place, the 1970's and 1980’ s
saw ot her states pick up on California’ s lead fromthe
1930’ s and consi der whet her conbined reporting is inherent

in UDI TPA and unitary apportionnment. Courts in |daho,

25one states have enacted both UDI TPA and the Compact.

BThe U.S. Supreme Court upheld the validity of the Conpact in
United States Steel Corp. v. Miltistate Tax Commin (1978) 434 U. S. 452.
Today, twenty states are nenbers of the Conpact: Alabanma, Al aska,
Arkansas, California, Colorado, District of Colunbia, Hawaii, |daho,
Kansas, M chigan, M nnesota, M ssouri, Mntana, New Mexico, North
Dakota, Oregon, South Dakota, Texas, Uah and Wshington. Another
twenty-eight states have joined the Conm ssion as either sovereignty or

associ ate nenbers. Sovereignty nmenbers are Georgia, Kent ucky,
Loui si ana, Maryland, New Jersey, West Virginia and Wom ng. Associate
menbers are Arizona, Connecticut, Florida, Illinois, lowa, Indiana,

Mai ne, Massachusetts, M ssissippi, Nebraska, New Hanpshire, New Yor Kk,
North Carolina, Ohio, klahoma, Pennsylvania, Rhode Island, South
Carol i na, Tennessee, Vernont and W sconsin.

MConpact, Art. WV

Conpact, Art.VII. 1.

13



I1'linois, Kansas, Montana, Nebraska, and Oregon found that
it is.® But the tide seened to turn a bit in the later
1980’ s, as state courts in Miine and Massachusetts held
there nmust be either explicit statutory authority or
distortion in order for the state to require comnbination. '’
By the end of this period, inplicitly or explicitly,
si xteen states had adopted conbi ned reporting, and the
l[itigation slowed. It was 2007 before another state, North
Carolina, took the position that conbinati on was inherent
in fornulary apportionnent. The State was upheld and the

matter is on appeal *®

F. 1980°s — 1990’s: Worl d-Wde Conbi ned Reporting

In 1983, California was once again on the forefront.

This tinme, the State was before the U S. Suprene Court, in

Cont ai ner Corporation of Anerica v. Franchi se Tax Board,

%Coca Cola Co. v. Oregon Department of Revenue, 533 P.2d 788 (Ore

1975); Montana Department of Revenue v. Anerican Snelting &Refining
Co., 567 P.2d 901 (Mont., 1977); American Snelting & Refining Co.v.

I daho State Tax Com, 592 P.2d 39 (Id., 1979); PMD Investnent Co.

V.

State Dep't of Revenue, 216 Neb. 553, 345 N W2d 815 (1984);
Caterpillar Tractor Co. v. Lenckos, 417 N E 2d 1343 (IIl., 1981);

Pi oneer Container Corp. v. Beshears, 684 P.2d 396 (Kan., 1984)

Polaroid Corp. v. Comm of Rev., 472 NE.2d 259 (Mss., 1984);

Sears Roebuck & Co. v. State Tax Assessor, 561 A 2d 172 (Maine, 1989)

BWal - Mart Stores East, Inc. a/k/a Wal-Mart Stores East |, Inc.
v. Hinton, No. 06-CVv-3928, 12/31/07, on appeal to the North Carolina
Ct. App. No.: COA08-450

14



463 U.S. 159 (1983), on the question of whether fornulary
apportionnment could be applied to an international unitary
busi ness even if the foreign aspects of the business were
separately incorporated. Recall that one of the Court’s
earliest precedents upholding formulary apportionnent,
Bass, Ratcliff & Getton v. State Tax Conmm ssion, 266 U.S.
271 (1924), involved a business operating in both Engl and
and the United States. The question now was whether a state
could include the incone and factors of unitary foreign
operations that were separately incorporated. The Court
agreed that it coul d.

Then, in 1994, California was once again before the
Court in Barclays Bank PLC v. Franchi se Tax Board, 512 US
298 (1994). There the Court upheld conbi ned apportionnment
even though the parent was a foreign corporation.

After the Container and Barcl ays cases, a nunber of
states began to show interest in worl dw de conbi ned
reporting. The international business comunity and foreign
governnents becane concerned, in part because unitary
apportionnent was not the standard for United States’ or
foreign governments’ taxation of international income at
the national level. The U S. Treasury fornmed a Wrking
G oup, with state, federal, and business comrunity

representatives. The 20 nenbers of this Wrking G oup

15



i ncluded chairs of large corporations (Ford, Exxon, |BM
and others) State |egislators (such as the house speakers
from Fl orida and New Hanpshire), Governors (from U ah,
II'linois, and California) and high | evel federal staff
(including the U . S. Secretary of the Treasury and an Under
Secretary of State). Although no agreenent was reached, The
Working Group Chairman’s Report ultimately recomended
States adopt water’ s-edge conbination that includes only
those foreign entities doing business in a tax haven.!® As a
result of the report and the extrene unpopularity of the
concept, the States stepped away from worl dwi de conbi ned

reporting.

G 2000’ s: Second Ceneration Conbi ned Reporting

A second wave of interest in conbined reporting took
hold in 2004 when Vernont becane the first state in al nost
20 years to enact it. Over the last four years, six
addi tional states have joined the original sixteen. The six
states are Massachusetts, M chigan, New York, Texas,
Vernmont, and West Virginia. Today, twenty-two states

requi re conbi ned reporting:

Wor | dwi de Unitary Taxation Working Group — Chairnman’s Report and
Suppl enmental Vi ews (August 1984)

16



e Al aska e M nnesota

e Arizona e Mont ana

e California e Nebraska

e Col orado e New Hanpshire
e Hawai i e New York

e | daho e North Dakota
e Illinois e Oregon

e Kansas e Texas

e Mi ne e Utah

e Massachusetts e Ver nont

e M chigan e West Virginia

In 2007 and 2008 al one, the governors of |owa,
Maryl and, Massachusetts (adopted), M chigan (adopted), New
York (adopted), North Carolina and Pennsyl vani a proposed
adopti on of mandatory conbi ned reporting.? And in August of
2006, the Multistate Tax Conm ssion adopted its nodel

conbi ned reporting statute.

V.  WHY ARE STATES ONCE AGAI N MOVI NG TO COVBI NED

REPORTI NG?

Some of the benefits States expect from conbined
reporting are (1) a nore accurate neasure of incone, (2)
control over inconme shifting to out-of-state affiliates,

(3) an apportionnent method that has been approved by the

20 owa HF 326, SB 1074 (2007); Maryland SB 2 (2008);
Massachusetts? (2008); M chigan SB 94 (2007); New York SB 210 (2008);
North Carolina SB 244, HB 462 (2007); Pennsylvania HB 1186 (2008)

17



U S. Suprene Court, (4) a nore uniformtax structure, and

(5) efficiencies in audit and conpliance.

A More Accurate Measure of | ncone

The prem se of conbined reporting is that the
“synergi es, interdependencies, and sharing of know edge,
know how, and experiences that are typical features of a
uni tary busi ness often cannot be properly captured by [the
alternative,] separate accounting.” 2 Wth conbi ned
reporting, the enterprise-wide contributions to incone that
result fromthese features are not pigeon-holed into a few
affiliates. Rather, they are apportioned across the entire
enterprise, as they would be for a single corporation
operati ng through divi sions.

In this way, the substance of the business activity
conducted in the state controls the anount of incone
subj ect to apportionnent, regardl ess of the organizational
structure of the business entity or entities conducting
those activities. Wiether a business chooses to operate as

one corporation with numerous divisions or to incorporate

2'Desi gni ng a Conbi ned Reporting Regine for a State Corporate
I ncone Tax: A Case Study of Louisiana; 61 Louisiana Law Revi ew 699,

700, by Mchael J. MclIntyre, Paull Mnes and Richard D. Ponp (2001), p.

704.

18



those divisions into subsidiaries will not inpact the
anount of incone produced by the business as a whol e,
subj ect to apportionnent, and attributable to the state.

By contrast, attenpting separate accounting when a
busi ness has incorporated its divisions is very difficult,
if not, in truth, inpossible. Separate accounting “..ignores
or captures inadequately the nmany subtle and | argely
unquantifiable transfers of value that take place anong the
conponents of a single enterprise.”? |t fails to reflect
that the value of the whole is greater than the sum of the

parts.

B. Control Inconme Shifting

In principle, conbined reporting is a revenue neutral
accounting system Its application to any individua
t axpayer could either increase or decrease the anount of
tax due, depending on the particular facts of that
taxpayer’s unitary business. In sonme cases, conbination
will increase the pool of income subject to apportionnent.
But in other cases, conbination will cause an in-state

taxpayer’s profits to be off-set with an out-of-state

22Cont ai ner Cor poration of America v. Franchise Tax Board, 463
U S. 159, 165 (1983).
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affiliate’s losses, and will reduce the amount of incone
subj ect to apportionnent. Even where conbination brings in
only affiliates with net inconme as opposed to | osses, the
ef fect of conbination still could be either positive or
negati ve depending on the out-of-state affiliates’
apportionnent factors, as those factors will be added to

t he taxpayer’s apportionnment factor denom nators and reduce
t he taxpayer’s apportionnment percentage.

Al t hough the tax effect of conbined reporting is
neutral in principle, in practice conbined reporting is
likely to have a positive inpact on tax revenue because it
elimnates the tax benefit fromshifting i ncone to out-of -
state affiliates. Wiere profits of a unitary business have
been concentrated in an out-of-state affiliate, conbination
wi Il recognize these profits as part of the incone of the
uni tary busi ness, subject to apportionnent.

More recently, states have had to grapple with tax
pl anni ng that purposely shifts an operating conpany’s
incone by transferring trademarks, patents or other
i ntangi bl e property to an affiliated intangible hol ding
conmpany. The affiliate may be located in a state that does
not tax income on intangibles, such as Del aware or Nevada,
or a foreign tax-haven. The affiliate then charges the

operating conpany for the use of its trademarks or patents.

20



The charge creates a deducti bl e expense for the operating
conpany, which offsets incone that otherw se would be
taxable by the state in which the conpany is doing business
and earning incone. In addition, the royalty or patent
incone of the affiliated hol ding conpany nay be | oaned back
to the operating conpany, and a second deduction may be
all owed for the paynent of interest on the [ oan. O her
exanpl es include transactions with an out-of-state
affiliate to purchase tangi bl e goods or services that may
or may not be undertaken at narket prices.

Under conbined reporting, affiliated unitary
corporations must report incone on a conbi ned basis,
effectively determ ning the tax base as though the group
were a single business entity, and bl ocki ng potential tax
benefits fromincone shifting transacti ons anong the group
menbers. Wth conbined reporting, there is no need for the
tax agency to specifically identify these incone shifting
transacti ons or defend against them There is no need to
audit and review transfers anong affiliates to ensure they
were made at arnis length and reflect market prices.
Instead, the incones of the affiliates are sinply conbined
as a matter of course in determ ning the apportionable

i ncome base.

21



Sone states have used add-backs to address this incone
shifting. But add-backs are a limted response to incone
shifting. Usually they only address incone shifting from
very specific circunstances, such as |icensing of
i ntangi bl es or interest expenses. In addition, add-back
statutes have proven difficult to draft and adm ni ster,
particularly where a state wants to include provision to
avoi d doubl e taxation or to recognize intangi bl e expenses
that aren’t primarily a vehicle for tax avoi dance.

Conpared to the alternatives, for exanple 8482 style
arnms length pricing audits or add-backs, conbined reporting
is sinmpler and less costly for both the tax agency and the
taxpayer, and is an administratively preferred nethod for

neutralizing inconme shifting.

C. Sanctioned by the U S. Suprene Court

The constitutionality of conbined reporting has been
reviewed by the U S. Suprene Court. As noted above, the
Court’s first review was the Container case, where conbi ned
reporting was sustained as constitutional, even though sone

of the entities in the group were foreign subsidiaries.?®

28Cont ai ner Corporation of America v. Franchise Tax Board, 463
U S. 159 (1983). It should be noted that in Container the taxpayer did
not chal |l enge conbi ned reporting for donmestic affiliates.
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Later, in Barclay's Bank PLC, the U S. Suprenme Court
sust ai ned the application of worldw de conbi ned reporting
where the parent of the group was a foreign corporation.?
In Barclays, the U S. Suprene Court held California s
wor | dwi de conbi ned reporting systemwas not burdensone and
appropriately apportioned the taxpayer’s incone
attributable to California.

By contrast, add-backs are only now beginning to be
litigated and the outcomes are uncertain.?® Many states that
currently have add-back provisions are consi dering adoption
of combi ned reporting® which suggests add-backs are not
necessarily a conplete, or admnistratively satisfactory,

answer to the incone shifting problem

D. More Uniform Tax Systens

As noted above, twenty-two states now require comnbi ned

reporting. Another six states allowits use either at the

el ection of the taxpayer or upon sonme finding by the tax

2%Barcl ay’s Bank PLC v. Franchise Tax Board, 512 US 298 (1994).

25See, Surtees v. VFJ Ventures, Inc., No. 2060478 (Ala. Ct. Civ.
App. February 8, 2008), cert. granted (Ala. Sup. C. Apr. 8, 2008).

26See, e. g., Connecticut HB 5884 (2008), Maryland SB 2 (2007),
Massachusetts HB 4499 (2008).
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admi nistrator.?” To the extent states use, or allow the use
of , the sanme nethodol ogy for determ ning the anmount of a
busi ness’s income subject to tax in the state, the
potentials for double taxation and “nowhere” incone are
reduced and tax preparation is sinplified, benefiting both

mul tistate taxpayers and state governnents.

E. Efficiencies in Audit and Conpliance

Virtually all states and nultistate taxpayers shoul d
be famliar with the unitary business principle. Al states
that use fornulary apporti onnent — and today that neans
essentially all states with a corporate inconme or franchise
tax - are required by the dormant Conmerce Cl ause of United
States Suprene Court jurisprudence to abide by unitary
principles, even in the context of separate entity
reporting. For exanple, the determ nation of whether an
itemof income may be properly included in the pool to be
apportioned requires application of the unitary business
principle even in separate entity states where only a
single taxpayer’s incone is at issue.?® If two divisions of

t axpayer are engaged in different unitary businesses, the

2’See paper by conference co-panelists, Charolette F. Noel and
Carolyn Joy Lee, both of Jones Day.

2\Mpbil Ol Corp. v. Conmmissioner of Taxes of Vernont, 100 S.Ct.
1223 (1980).
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i ncone fromthose busi nesses nust be apportioned
separately, even in separate entity states. Extending the
unitary determnations to all entities included within a
conbi ned reporting group presents no greater chall enges and
should, in fact, sinplify the process. Use of conbined
reporting, and the use of a single return for reporting
purposes for all nenbers of the unitary business, can
reduce the nunber of returns filed and will elimnate the
need to review i nterconpany transactions to nmake sure

prices are arns’ length and incone is fairly reflected.

V. CURRENT COMBI NED REPORTI NG STRUCTURES -

HOW UNI FORM ARE THEY?

Any conbi ned reporting structure nust answer three
mai n questions: (1) Wen is conbined reporting required?
(2) Wio is required to be conbined? (3) How is conbination
acconpli shed? Wiile there is clearly diversity in the
details across the conbined reporting states, there is
actually a large degree of uniformty on the fundanenta
policy choices. In addition, the Miultistate Tax Commi ssion
has devel oped a nodel conbined reporting statute that is

primarily based on the features of existing structures and
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shoul d hel p increase uniformty anong the states that are

now consi dering conbi ned reporting. ?°

A, Wien is Conbi nati on Required?

O the 22 states |isted above as conbi ned reporting
states, all require conbination of unitary affiliates,
rather than: (a) nmerely permtting conbined reporting upon
the request of either the taxpayer or the departnent; or
(b) conditioning conmbined reporting on sonme triggering
event, such as a showing of distortion or inproper transfer
pricing. The Comm ssions nodel statute follows this
appr oach. *°

This policy choice reflects a position that conbined
reporting is the superior nethod for determ ning the anount
of incone properly attributable to a state. Required
conbi nati on hel ps ensure the rule will be applied
uniformy, regardless of the inpact on tax liability in
i ndi vi dual cases. A conbined reporting rule which applies
only upon the request of a taxpayer would do little to

address the potential for incone shifting to out-of-state

2%See Multistate Tax Commi ssion nodel combined reporting statute:
http://ww. ntc. gov/ upl oadedFi |l es/ Mul tistate Tax_Conmi ssion/Uniformty/U
niformty Projects/A - Z/ Conbi ned¥®20Reporti ng%0- ¥20FI NALY%20ver si on. pdf

%Mul ti state Tax Conmi ssion nodel conbined reporting statute §2. A
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affiliates, since a taxpayer that wi shed to engage in

shifting would sinply not request conbined reporting.

B. W is Required to be Combi ned?

1. Unitary Entities

As mentioned above, constitutional principles prohibit
a state fromrequiring an entity to be included in the
t axpayer’ s apportionnment cal culation unless that entity is
engaged in a unitary business with the taxpayer. U S.
Suprenme Court precedent |argely governs the determ nation
of unity, so states are largely consistent with respect to
this requirement. Wiere states have defined unity in
statute or regulation, they have by and | arge defined it
usi ng the | anguage fromone or nore of this handful of
 andmark U.S. Supreme Court cases, along with one state
case, Edison California Stores 183 P.2d 16 (Cal. 1947),
which was cited favorably by the U S. Suprene Court in
Barcl ays. 3! (See Table 1.) To enhance state uniformity in

appl ying these judicial standards, the Comm ssion has

#Barcl ays Bank PLC v. Franchise Tax Bd. of California, 512 U.S.
208, 304 (1994)
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adopted a nodel regulation that defines a unitary business
in detail.?3

Because so many states have | ong-required conbi ned
reporting, many taxpayers now have extensive experience
determ ning whether their various affiliates are unitary
such that conbination is required. And, because the
determ nation of unity is largely governed by U S
constitutional principles, once a taxpayer has identified
its unitary group for one state it has likely determned it

for others.

2. Wrld-Wde vs. Water’s-Edge

Whet her or not, and the extent to which, unitary
foreign affiliates are included in the apportionnent
calculation is one of the nost significant policy issues
addressed in a conbined reporting statute. In principle, a
conbi ned group should include all affiliates participating
in the group’s unitary business, donestic and foreign. If
conbi nati on includes only donestic corporations, then the
apportionnent of inconme associated with the foreign

activity of a multinational unitary business can be

325ee MTC General Allocation and Apportionment Regul ations;
Regulation [1V.1(b) Unitary Business (revised January 15, 2004).
http://ww. mt c. gov/ upl oadedFi | es/ Mul ti state Tax_ Conmm ssion/Uniformty/ U
niformty Projects/A - Z/ Conbi ned¥®20Reporti ng%0- ¥20FI NALY%20ver si on. pdf
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mani pul at ed t hrough changes in the corporate structure. The
i nconme (or |oss) and apportionnent factors associated with
the foreign activity could be excluded by conducting the
activity as a foreign affiliate, or it could be included by
conducting the activity as a foreign division of the
donmestic corporation. Many tax experts have noted this
policy rational e supporting worl d-w de conbi ned reporting.®
But as we’ve seen, despite its conceptual superiority
and U.S. Suprene Court sanction®, the worldw de approach
was extrenmely unpopular with nultinational corporations and
much of the international tax community.* As a result, few
states now require worl dw de conbi ned reporting. Those that
do, allow taxpayers to elect to file on a water’ s-edge
basis. Only Al aska mandates worl dwi de conbi ned reporting,

and only for oil and gas producers and pipeline conpanies.>®

33See Use of Conbined Reporting by Nation States, by M chael J.
Mclntyre, Tax Notes International; p. 945 (Sept. 6, 2004). See also
Desi gni ng a Conbi ned Reporting Regine for a State Corporate |nconme Tax:
A Case Study of Louisiana; Supra, p. 732; citing to Slicing the Shadow
A Proposal for Updating U S., International Taxation, by Reuven S. Avi-
Yonah, 58 Tax Notes 1511 (March 15, 1993); Design of a National
Fornul ary Apportionment Tax System by Mchael J. MlIntyre, 84'" Conf.
on Tax’'n, Nat’l Tax Ass’'n 118 (Frederick D. Stocker ed. 1991).

34Contai ner, 463 U S. 159, 103 S. C. 2983; Barclays, 512 U.S.
298, 114 S. C. 2268.

%%Desi gni ng a Conbi ned Reporting Regine for a State Corporate
I ncome Tax: A Case Study of Louisiana; Supra, p. 732.

36Al aska Stat. § 43.20.072
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Three states include entities doing business in tax havens
- Montana, Al aska and West Virginia.®’

The Comm ssion’s nodel conbined reporting statute
follows a simlar policy. It requires worldw de
conmbi nation, with a water’ s-edge el ection. The water’s-edge
el ection does not exclude unitary foreign affiliates if the
affiliate is doing business in a tax haven. The
Comm ssion’s nodel defines “tax haven” as a jurisdiction
that is either identified by the Organization for Econom c
Co- operation and Devel opnent (OECD) as a tax haven .7 , or
“exhi bits the..characteristics established by the OECD in

its 1998 report.as indicative of a tax haven..” 3

3. Entities That Are Not Corporate |Inconme Taxpayers

A unitary business may be carried on by many types of
entities acting together, not just corporations and
certainly not just corporations that are corporate incone

t axpayers. It would be theoretically correct and, in many

%Alaska Stat. § 43.20.073(a)(5); Mnt. Code § 15-31-322(f); W
Va. Code, § 11-24-13f(a)(7).

38See MIC nodel conbi ned reporting statute 8§1.1.
http://ww. ntc. gov/ upl oadedFi |l es/ Mul tistate Tax_Conmi ssion/Uniformty/U
niformty Projects/A - Z/ Conbi ned¥®20Reporti ng¥%20-
9%20FI NAL%20ver si on. pdf .  See al so, Harnful Tax Conpetition: An Energing
d obal Issue (Organization for Econom ¢ Cooperation and Devel opnent,
1998) http://ww. oecd. or g/ dat acecd/ 33/ 1/ 1904184. pdf
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states, legally acceptable to require inclusion of all such
entities in the apportionnment calculation in order to
properly apportion the taxpayer’'s share of unitary business
i ncone.

This question has only grown in inportance over the
| ast fifteen years as Congress began breaking down barriers
bet ween different types of financial services industries.?3°
One outcone of the federal changes is that industries such
as banki ng and i nsurance conpani es, which are often
exenpted fromthe corporate incone tax, may now branch out
and engage in a unitary business with other financial
service industries that are subject to the tax.

Some states have taken the position that non corporate
i ncone taxpayers shoul d be excluded fromthe conbined
group.* Ot hers have either taken the position that they are
i ncl udabl e or have not addressed the issue yet. For
exanple, in State ex rel. Dept. of Revenue v. Penn

I ndependent Corp. **, the Oregon Tax Court found the

%See e,g, Riegle-Neal Act and G amm Leach-Bliley Acts of 1994
and 1999.

4%See, e.g., Vernont and California. The “in lieu of” provisions
for insurance premiuns tax is a constitutional provision in California,
unl i ke nmost states where it is statutory.

‘State ex rel. Dept. of Revenue v. Penn |ndependent Corp. 15 Or.

Tax 68 (1999); See also, Appeal of Wendy's International, Kansas Board
of Tax Appeal s Docket No. 2006-3929-DT.
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apportionabl e incone of a unitary group should include the
i nconme of an insurance corporation even though that
corporation was not subject to Oregon’s corporate incone
tax, but instead paid a gross prem uns tax. The Tax Court
noted “[i]Jt is inportant to renenber that including the

i nconme of a nontaxable nenber of a unitary group does not
subj ect that incone to taxation by Oregon. It nerely

provi des the base from which the taxable corporation’s
share is apportioned.”* The appropriateness of this hol ding
was recogni zed by Walter Hellerstein: “Although the result
in this case is unusual, Judge Byers’'s thoughtful analysis
of the theoretical justification for the result is plainly
correct.”®

Nonet hel ess, only corporate incone taxpayers have
are required to be conbi ned under the Conm ssion’ s nodel
statute. The rationale for this l[imted requirenment is that
conbi nati on of entities which operate under significantly
dissimlar financial and tax regi mes can create serious
mechani cal issues that need to be worked out. Furthernore,
the resol ution of those mechanical issues is likely to be

di fferent depending on the type of business entity or

42penn | ndependent, p. 74

“Hel l erstein, State Taxation: 2001 Cunul ative Supplement No. 1, §
8.11[3][e] .
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i ndustry at issue. For exanple, conbination of insurance
conpani es may engender questions of how to establish
“taxabl e inconme” for the insurance conpany that at the
state level is subject only to a tax on gross prem uns.
Combi nation of financial institutions in states that
exclude these entities fromthe corporate incone tax may
rai se i ssues surroundi ng the treatnent of financi al
instrunents in the cal culation of the sales or property
factors. In addition, different entities subject to
different tax regines in different states, e.g. exenpt
organi zati ons under | RC section 501(c)(3) nay or may not be
properly conbined in those states. A review of state
constitutional, nechanical or policy inpedinments to

conmbi nation for each of the different types of entities may
be advi sabl e.

For these reasons, the Conm ssion’s nodel statute does
not require conbination of non corporate incone taxpayers.
But the nopdel statute does authorize the tax adm nistrator
to require conbination of such entities by regulation, so

that proper inquiry can be nmade in each situation.*

4MrC nmodel conbined reporting statute §2.B. The nodel statute
al so all ows conbinati on on an ad hoc basis in the case of tax avoi dance
or
evasion. http://ww. nt c. gov/ upl oadedFi | es/ Mul ti state Tax_ Conmi ssi on/ Uni f
ormty/Uniformty Projects/A - Z/ Conbi ned¥®20Reporti ng¥20-
Y%20FI NALY20ver si on. pdf
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C. How is Conbination Acconplished?

O course the method of conbination involves a great
deal of technical detail and as such states are nore likely
to deviate in their answers to this question. Nonethel ess,
there is still a good deal of uniformty with respect to
the main policy choices. A threshold policy choice is
whet her the state treats the nenbers of the conbi ned group
as separate taxpayers or treats the group itself as a
singl e taxpayer. This determ nation can drive the treatnent
of many ot her issues, including net operating |osses,
sharing (or not) of credits, and determ nation of factor
nunmerators. Myst states treat the group menbers as separate
entities. For these states, each entity’s share of the
conbi ned group’s unitary business inconme attributable to
the state is generally determ ned as shown in Table 2. A
handful of states — Arizona, Utah, and New York — view the
group as a single taxpayer for sonme apportionnent
purposes.* In particular, these States include the entire
group’s sales in the state nunerator, regardl ess of whether

some nenbers of the group naking those sal es woul d have had

4°See, Disney Enterprises, Inc., et al. v. Tax Appeals Tribunal of
the State of New York et al., 888 N E 2d 1029 (N. Y., 2008); Airborne
Navi gati on Corporation v. Arizona Departnent of Revenue, Ariz. Bd. of

Tax Appeal s, Docket No. 395-85-1 (February 5, 1987); Utah R865-6F-24.



nexus or been protected by PL86-272 if viewed on a stand-

al one basis. A few states which treat nenbers as separate

t axpayers — Kansas, M chigan and |Indiana - enploy the
reasoning in the California case, Finnigan*®, to achieve a
simlar apportionnment result for the group when viewed as a
whol e.

Under the Conmmi ssion’s nodel statute, the conbi ned
report does not disregard the separate identities of the
t axpayer nenbers of the conbi ned group. Each taxpayer
menber is responsible for tax based on its taxable incone
or |l oss apportioned or allocated to the state, which
i ncl udes, anong other itenms of incone, the taxpayer’s
apportioned share of the unitary inconme of the comnbi ned
group. The statute takes into account that taxpayer nenbers
may be engaged in nore than one unitary busi ness.

Because i ndividual group nmenbers are recogni zed as
separate taxpayers, as a general rule, deductions and
credits are taken only by the taxpayer that earned the
deduction or credit, and not against the total conbined
incone or liability of the group. Likew se, the anount of
busi ness incone apportioned to a state is calculated as a

function of each taxpayer’s own factors in that state (the

“pppeal of Finnigan Corporation, 88 SBE 022 (1988).
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Joyce net hod*”), as opposed to the factors for the entire
group as a whole (the Finnigan nethod?).

The Commi ssion’s nobdel statute does provide sone
exceptions to this general rule preserving the separate
identity of the taxpayer. In particular, a charitable
contribution deduction is allowed to be taken first against
t he busi ness incone of the conbi ned group (subject to
federal incone limtations as applied to the entire
busi ness inconme of the group), and any renmi ni ng anount may
then be treated as a nonbusi ness expense allocable to the
menber that incurred the expense (subject to the federa
incone limtations applied to the nonbusi ness i nconme of

t hat taxpayer menber).

D. WII States Adopt the Comm ssion’s Mdel Uniform

Combi ned Reporting Statute?

The Multistate Tax Comm ssion adopted its nodel
uni f orm conbi ned reporting statute in August of 2006. Since
t hen, West Virginia and Massachusetts have noved to

conbi ned reporting and both utilized the Conm ssion nodel . *°

4"pppeal of Joyce, Inc., 66 SBE 069 (1966)
48Fj nni gan, 88 SBE 022 (1988)

Al so since August 2006, New York has amended its existing
conbi ned reporting statute.
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West Virginia adopted the nodel nearly verbatim The
Massachusetts |l egislation is based on the Comm ssion’s
nodel with nodifications. In 2008, |egislation introduced
in Florida, Kentucky, and Tennessee al so included the
model ’s provisions.® It seens the nodel is given serious
consi deration by the states that are interested in noving
to conbined reporting. It should have its intended result

of helping to increase uniformty.

SOFl orida HB 1237 (2008); Kentucky HB 302(2008); Massachusetts HB

4645 (2008); Tennessee SB 3158 (2008).
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Tablel

Tests for Unity

— Mobil 3 Factors — Butler Bros. 3 unities
445 U.S. 425 (1980) 315 U.S. 501 (1942)
* Functional Integration * Unity of ownership
— Transfer * Unity of operation, and
— Pooling e Unity of use
* Economies of Scale, and
* Centralized Management — Edison Ca. Stores
183 P.2d 16 (Cal. 1947)
— Container e Contribution, or
463 U.S. 159 (1983) ) Dependency

¢ Flow of Value, or

¢ Substantial mutual
interdependence

* And unity of ownership



Table2

Typical Computation of Tax Liability Using Combined Report

TP sfedera taxable income (determined w/o regard to federal consolidated rules)
+ or — state adjustments
— TP s non-apportionable income

— TP’ s apportionable income from another unitary business (separately apportioned)

= TP s unitary apportionable income
+ Other group members similarly calculated unitary apportionable income
x TP’ s apportionment percentage (average of 3 factors where each factor numerator is

TP sin state factor, and each factor denominator is the sum of all
group members' factors)

= TP s state unitary apportioned income
+ TP s non-apportionable income allocated to the state

+ TP’ s apportioned income from another unitary business (separately apportioned)

= TP s state taxable income

x tax rate

= TP s gross state tax

— TP s state tax credits

= TP s state tax liability



