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BUSINESS ACTIVITY TAX
SIMPLIFICATION ACT OF 2003

THURSDAY, MAY 13, 2004

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to call, at 2:05 p.m., in Room
2141, Rayburn House Office Building, Hon. Chris Cannon (Chair of
the Subcommittee) Presiding.

Mr. CANNON. Good afternoon, ladies and gentlemen. This hearing
of the Subcommittee on Commercial and Administrative Law will
now come to order. We are here today to consider H.R. 3220, the
“Business Activity Tax Simplification Act of 2003.”

This is a measure intended to provide greater clarity for busi-
nesses in navigating the tax landscape. This bill was introduced by
the gentleman from Virginia, Mr. Goodlatte, on October 1 of last
year. It has 30 cosponsors, of which I am one. We expect Mr. Good-
latte to join us soon.

H.R. 3220 is designed to address a fundamental problem related
to interstate commerce. When is a State justified in taxing busi-
nesses with little or no physical connection with that State? While
Congress has examined this issue for years, the emergence of the
Internet economy has made the need for clear and concise taxation
standards even more urgent.

In the simpler days of 1959 Congress enacted Public Law 86—
272, which is still in force today. This law prohibits States from im-
posing a business activity tax on companies whose only contact
with a State is the solicitation of orders for tangible goods.

Since 1959 the economy has reshaped itself dramatically. Compa-
nies offer not only tangible goods but intangible property and serv-
ices to customers across the country. The emergence of the Internet
has served as the major catalyst of this transformation. But be-
cause Public Law 86—272 does not address intangible goods, it falls
short in addressing the current tax landscape.

In addition, since 1959 many States appear to have engaged in
practices that are at odds with the meaning and intent of Public
Law 86-272. For example, States have begun to impose a tax on
a company’s business activities on gross receipts rather than on net
income. These developments have wreaked havoc on businesses
who have incurred great expense in attempting to decipher and in
litigating the appropriate nexus standards for business activity
taxes.
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H.R. 3220 would provide some certainty to this dispute. It would
amend Public Law 86-272 to apply to solicitation activities in con-
nection with all sales, not just sales of tangible personal property.
It would also cover all business activity taxes, not just net income
taxes.

H.R. 3220 would codify the current physical presence standard
observed for years and elaborated by the Supreme Court in 1992
in Quill vs. North Dakota. In that case the Court required physical
presence by accompanying an order for a State to impose a require-
ment that remote vendors collect and remit sales taxes for sales
made within the State.

Similarly, H.R. 3220 stands for the concept that the economic
burden of actual tax imposition should be borne by those persons
who received the benefits and protections of a State. It establishes
a bright line 21-day physical presence requirement for the imposi-
tion of business activity taxes.

During the 107th Congress the House considered a similar meas-
ure, H.R. 2526, also sponsored by Mr. Goodlatte. While that bill
was reported favorably by this Subcommittee, the full Committee
on the Judiciary did not have the opportunity to consider it prior
to the conclusion of the Congress.

Numerous business associations have expressed their strong sup-
port for H.R. 3220, including the National Association of Manufac-
turers, the Direct Marketing Association, the American Trucking
Association, and the Information Technology Association of Amer-
ica, to name only a few.

In considering this legislation, Congress recognizes its responsi-
bility under the U.S. Constitution to ensure that States do not un-
duly burden interstate commerce through the use of their taxing
authority. We also seek to promote a legally certain and stable
business environment that will encourage business to make invest-
ments. At the same time we endeavor to do so without detracting
from reasonable concepts of State and local taxing prerogatives.

I look forward to the testimony of our highly informed panel.

I ask unanimous consent that Members have 5 legislative days
until the close of business Thursday, May 20, to submit written
statements for inclusion in today’s record.

I yield to Mr. Watt, the Ranking Member of the Subcommittee,
for an opening statement.

Mr. WATT. Thank you, Mr. Chairman. I thank the Chairman for
convening the hearing and I especially thank him for convening the
hearing on this matter because it seems to me that this is exactly
the kind of issue that we need to have a full hearing or set of hear-
ings on so that we can understand the consequences of what we are
doing and where exactly the line should be drawn.

I am not a cosponsor of the bill but I do not think anybody
should read anything into that either positively or negatively about
the bill. It simply means that there are strong advocates who have
expressed themselves on both sides of this proposed legislation, and
perhaps the best example of that would be the fact that I have two
pieces of correspondence which I would like to ask unanimous con-
sent to submit for the record.

Mr. CANNON. Without objection, so ordered.
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Mr. WATT. One from the National League of Cities in opposition
to the bill and one from Congressman Greg Meeks of New York’s
Sixth Congressional District in support of the legislation.

[The information referred to follows in the Appendix]

Mr. WATT. So I am not brokering for either side in this debate.
I came to listen and to learn and I feel like we have a great panel
to help us do that. So I am looking forward to hearing the testi-
mony, and with that I will yield back and we can get on to it.

Mr. CANNON. I thank the gentleman. The Chair notes and wel-
comes the presence on the dais of the gentleman from Virginia, Mr.
Goodlatte. Although not a Member of the Subcommittee, he is a
Member of the full Judiciary Committee and a sponsor of the legis-
lation which is the subject of today’s hearing. Mr. Goodlatte, we
welcome you and are grateful for your continuing efforts.

The Chair exercises the discretion of this instance and would rec-
ognize Mr. Goodlatte for 5 minutes for any remarks he wishes to
make. In addition, let me point out that the rules of the Committee
require that a person who is not a Member of Committee who is
going to ask questions needs to have time yielded so even though
you are the only person here we will make time to yield for Mr.
Goodlatte to ask questions when we get to that point.

Mr. WATT. Can I just ask unanimous consent that we waive that
rule for today’s hearing because I think we would certainly benefit
from Mr. Goodlatte being able to make an opening statement and
ask questions.

Mr. CANNON. Without objection, so ordered. By the way, let me
say that, Mr. Delahunt, you are a Member of the panel. Would you
like to make an opening statement before Mr. Goodlatte?

Mr. DELAHUNT. I will defer to the gentleman.

Mr. CANNON. I thank you. Mr. Goodlatte, you are recognized for
5 minutes.

Mr. GOODLATTE. Mr. Chairman, thank you and I thank the
Ranking Member for his courtesy and generosity for allowing me
to participate but thank you even more for holding this important
hearing.

With the growth of Internet companies increasingly able to con-
duct transactions without the constraints of geopolitical bound-
aries, over the past several years a growing number of jurisdictions
have sought to collect business activity taxes from businesses lo-
cated in other States, even though those businesses receive no ap-
preciable benefits from the taxing jurisdiction and even though the
Supreme Court has ruled that the Constitution prohibits a State
from imposing taxes on businesses that lack substantial connec-
tions to the State. This has led to unfairness and uncertainty, gen-
erated contentious, widespread litigation, and hindered business
expansion due to fear of exposure to unfair tax burdens.

In order for e-commerce and interstate commerce generally to
continue to grow and prosper, it is imperative that clear and easy
navigable rules be set forth regarding when an out-of-State busi-
ness is obliged to pay business activity taxes to a State.

Last year I introduced along with Congressman Boucher H.R.
2320, the Business Activity Tax Simplification Act. This important
legislation provides a bright line that clarifies State and local au-
thority to collect business activity taxes from out-of-State entities,
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which will bring predictability to an unpredictable tax environment
for businesses and States.

Specifically, the bill would establish a physical presence test such
as an out-of-State business would be obliged to pay business activ-
ity taxes to a State only if the out-of-State business has a physical
presence in the taxing State. This physical presence test is not
new. It basically codifies the majority view among the States that
the Constitution requires a physical presence as opposed to other
unclear standards before a State can impose business activity taxes
on an out-of-State business.

The Business Activity Tax Simplification Act would also amend
an outdated Federal statute to bring it up to speed with the cur-
rent economy. Public Law 86-272, enacted in 1959, provides a
State may not tax an out-of-State business when the out-of-State
business’s only contact with the State is the solicitation of orders
for tangible personal property within that State. The Business Ac-
tivity Tax Simplification Act amends the public law to change its
application from merely the solicitation of orders for tangible per-
sonal property to cover all products, tangible or intangible, as well
as services. This change will bring the public law up to speed with
the economy of the 21st century, which increasingly involves the
delivery of intangible property and services.

The Business Activity Tax Simplification Act is good for busi-
nesses because it creates certainty. Instead of devoting time and re-
sources to defending frivolous and often conflicting claims from
multiple-State taxing authorities, this legislation will allow busi-
nesses to devote more resources to increasing efficiencies and re-
ducing costs for consumers. Instead of the current tax environment,
which requires small businesses to run blindfolded through a forest
of tax regulations in the hopes that they will not somehow trigger
hidden tax liability in that State, this legislation will create a
bright line test so that businesses will know the general param-
eters of when they could be taxed by a State.

But businesses are not the only ones who would benefit from this
bill. The Business Activity Tax Simplification Act is good for
States, too, because it protects in-State businesses from excessive
taxation from other States. In addition, the physical presence test
would help ensure that States do not lose tax revenues to other ag-
gressive taxing jurisdictions. States too will benefit from the cer-
tainty this legislation provides because they will incur fewer costs
associated with litigating these matters.

Furthermore, this bill protects the States’ sovereign power to
choose the rates and kinds of taxes to impose on businesses that
are actually physically present within the State. States remain free
to scope their own tax laws. Some like, the California Franchise
Tax Board, have argued that States will suffer catastrophic rev-
enue losses under H.R. 3220. However, closer look at the FTB’s as-
sertion reveals it is full of smoke screens and mirrors. The FTB
speculates about revenues at risk rather than concrete revenue
losses. It provides no discussion of the data or methodologies that
went into the study, as is customary, and the study relies on pre-
dicting the future behavior of businesses.
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Most importantly, it ignores the common law and statutory tools
that California and other States have at their disposal to attack
fraudulent corporate tax evasion schemes.

The Business Activity Tax Simplification Act is good for busi-
nesses, good for States, and good for the economy. I look forward
to hearing the testimony of our export witnesses.

Mr. Chairman, thank you for allowing me to participate today.

Mr. CANNON. I thank the gentleman. Mr. Delahunt, did you want
to make a statement? The gentleman is recognized for 5 minutes.

Mr. DELAHUNT. I thank the Chair. I just wanted to respond for
a moment to my friend from Virginia where he argues that it is
good for the States. I think we are here to learn, as the Ranking
Member indicated, because I have heard from a number of tax com-
missioners from various States that obviously hold a contrary posi-
tion. And again I think it is important to understand that this par-
ticular piece of legislation will create some winners and losers. And
I look forward to that particular testimony because again even ab-
sent consideration of the need for revenue from the States, when
it comes to our private sector I suggest we have to be very careful
in terms of supporting economic activity. And if it creates in any
way, shape or form an imbalance in terms of the ability of business
to produce that economic activity, we should tread carefully.

I think also my friend from Virginia referenced the constitu-
tionality issue. And I could be wrong, but I presume there has been
no case brought for litigation which has decided whether this par-
ticular form of taxation is constitutional or unconstitutional. In
Quill vs. North Dakota the Court indicated or limited the test to
the duty of mail order houses to collect use taxes from customers,
and the Court acknowledged that as to other taxes such as income
taxes, and I understand there were two cases pending, it had not
applied the physical presence test.

Many of the arguments that I think we are going to hear I think
have been raised during the course of hearings on the moratorium
of taxation on the Internet, which I support the position of the
Chair of the Subcommittee and support it with vigor. But again
there are other issues that the Subcommittee is dealing with also
and we have had hearings as far as the collection of the sales tax
and in moving again in that particular direction with an effort to
streamline and to stay focused.

So with those comments, Mr. Chairman, I will yield back.

Mr. CANNON. I thank the gentleman from Massachusetts. There
are several items I would like to touch on before we introduce the
witnesses.

First of all, the record of this hearing will remain open for 5 leg-
islative days for interested parties to submit statements for inclu-
sion in the hearing record. In addition, Members will have 5 legis-
lative days to submit additional follow-up questions to our wit-
nesses for inclusion in the record.

As Mr. Delahunt just pointed out, we want to thank Mr. Chabot,
the gentleman from Ohio, for joining us today. We expect several
of the Members to be here. I know that all of them have a number
of questions.

As Mr. Delahunt just alluded, there are several issues that are
going on here that are related. The Internet Tax Freedom Act,
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which has been passed in its pure and proper form by the House
of Representatives, now passed in abominable form by the other
body. We will have to clear that up and I think there will be some
questions on that, its relationship to the SSTP and of course to the
BAT. So I expect several questions on that issue.

Mr. DELAHUNT. Mr. Chairman, can I ask unanimous consent to
submit a CRS report dated March 23, 2004, entitled “State Cor-
porate Income Taxes, A Description and Analysis,” authored by
Steven Maguire.

Mr. CANNON. Without objection, so ordered.

[The information referred to follows in the Appendix]

Mr. CANNON. Our first witness is Arthur Rosen, partner in the
New York City law firm of McDermott, Will & Emery, where he
chairs the firm’s nationwide State and local tax practice. A grad-
uate of New York University and St. John’s University Law School,
Mr. Rosen is a leading expert in the area of State and local tax-
ation. He is the past chairman of the State and Local Tax Com-
mittee of the ABA’s Tax Section and is a member of the Executive
Committee of the New York State Bar Association.

Mr. Rosen is a nationally respected figure in the field of Internet
and e-commerce taxation. He has worked to shape policy through
participation in various venues and has lectured extensively
throughout the country on State and local tax issues.

Mr. Rosen appeared before the Subcommittee for the hearings on
H.R. 2526 on September 11, 2001, which was adjourned pre-
maturely for obvious reasons. Mr. Rosen has graciously accepted
another invitation to provide testimony. We hope our efforts today
will prove successful.

Mr. Rosen, welcome back and we look forward to your testimony.

Our next witness is Jamie Van Fossen, State Representative for
the 81st House District of the State of Iowa, who is more often on
this side of the dais than on that. We welcome you. Mr. Van Fossen
is serving his fifth term as State Representative and his third term
as chairman of the Iowa House Committee on Ways and Means.
Mr. Fossen is recognized for his work to lower taxes for job creating
businesses in Iowa. He introduced Resolution 164, adopted last
month in the Iowa House, requesting Congress to enact legislation
updating Public Law 86-272.

In recognition for his leadership the American Legislative Ex-
change Council honored Mr. Van Fossen in 2001 as Legislator of
the Year. He is also a three-time recipient of the Guardian of Small
Business Award by the National Federation of Independent Busi-
ness.

Mr. Van Fossen earned his Bachelor’s Degree from St. Ambrose
University. When not serving in the legislature, he is an economic
analyst for Mid-America Energy Company in Davenport.

Mr. Van Fossen, we congratulate you for your substantial efforts
and look forward to your testimony from the State perspective.

Our next witness is Rick Clayburgh, Tax Commissioner of the
State of North Dakota. Mr. Clayburgh was elected as State Tax
Commissioner in 1996. Commissioner Clayburgh is a former four-
term State legislator representing a part of the city of Grand Forks
in the North Dakota House from 1988 to 1996. Mr. Clayburgh is
the Secretary of the State Board of Equalization as well as the
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Treasurer of the Multistate Tax Commission. He is also a member
of the Federation of Tax Administrators Board of Trustees and is
actively involve in several charitable organizations, including the
United Way, the Special Olympics and the Elks club.

Commissioner Clayburgh earned his Bachelor’s Degree from
Concordia College in Minnesota and his MBA and law degree from
the University of North Dakota. We welcome you and we appre-
ciate your testimony.

Our final witness is Mr. Vernon T. Turner, Corporate Tax Direc-
tor for Smithfield Foods, Inc., located in Smithfield, Virginia.

Mr. Turner is responsible for all worldwide tax matters, includ-
ing Federal, international and State tax issues. He has formed due
diligence and acquisition structuring for numerous transactions.
Prior to joining Smithfield Foods, Mr. Turner worked with two
major accounting firms where he served a diverse client base in
several industries.

Mr. Turner earned a Bachelor’s Degree in business administra-
tion from James Madison University in Harrisonburg, Virginia. He
is a licensed certified public accountant in Virginia and New York
and serves as the State Tax Chairman for the Virginia chapter of
Tax Executives Institute.

Mr. Turner,thank you for your appearance here today. I extend
to you my warm regards and appreciation for your willingness to
participate in today’s hearing.

In light of the fact that your written statements will be included
in the hearing record, I request you limit your oral remarks to 5
minutes. Accordingly, please feel free to summarize or highlight the
salient points of your testimony. You will note that we have a light-
ing system that starts with a green light. After 4 minutes it turns
to a yellow light and then in 5 minutes it turns to a red light. It
is my habit to tap the gavel at 5 minutes. We appreciate if you
would finish up your thoughts within that time frame. You do not
have to stop. We are not cutting people off. I find it works better
if everybody knows we have 5 minutes. We will have several people
here asking you questions, so you will have time to elaborate on
your ideas.

After all the witnesses have presented their remarks the Com-
mittee Members in the order they arrived will be permitted to ask
questions of the witnesses subject to the same 5-minute time limit.
Mr. Rosen, would you proceed with your testimony now?

STATEMENT OF ARTHUR R. ROSEN, TAX PARTNER,
McDERMOTT, WILL & EMERY

Mr. ROSEN. Thank you, Mr. Chairman, Congressman Watt,
Members of Subcommittee. Thank you for this opportunity to com-
ment on H.R. 3220, the Business Activity Tax Simplification Act,
or BATSA. I am Arthur Rosen, a member of the international law
firm of McDermott, Will & Emery. I am here today representing
the Coalition For Rational and Fair Taxation, or CRAFT, a diverse
coalition of some of America’s major corporations involved in vir-
tually every industry with locations throughout the United States.

The underlying principle in BATSA is that only those States and
localities that provide benefits and protections to a business should
get that business’ taxes rather than remote jurisdictions that pro-
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vide no services to the business. BATSA does so in a manner that
ensures that the business community continues to pay its fair
share of taxes and puts a stop to unfair and new taxing positions.

BATSA also modernizes an important Federal law enacted in
1959. In recent years certain State tax collectors have been advo-
cating a position that a State has the right to impose tax on a busi-
ness that merely has customers there on the basis of what they call
“economic nexus”, even if the business has no physical presence
there whatsoever.

While the taxpayers’ position that physical presence is required
has repeatedly been upheld by courts, those courts and State tribu-
nals have rendered nonuniform decisions. This has led to overall
confusion regarding the current rules governing State taxation that
has in turn resulted in a chilling effect on interstate commerce.

CRAFT strongly supports BATSA and respectfully urges your ap-
proval of this legislation. We believe it is essential for Congress to
act to provide clear guidance to the States in the area of interstate
commerce. The current situation of uncertainty, overly aggressive
State revenue departments, and the huge amounts of contentious
controversy and litigation as well as the specter of enormous tax
compliance responsibilities related to every State and thousands
upon thousands of localities has placed a real drag on American
business, hurting American job growth and harming the entire U.S.
Economy.

In my practice I regularly see situations where business will de-
cide not to undertake a new venture for fear of inappropriate State
tax ramifications. As explained by the Chairman, enactment of
BATSA will address these problems and ensure that the relevant
law, Public Law 86272, reflect the 21st century American econ-
omy.

Perhaps most important, BATSA guarantees fairness in inter-
state taxation. BATSA is simple, straightforward and quite limited
and generally preserves the current state of the law. BATSA pro-
vides a 21-day test, where businesses that have people, employees,
agents, or property in the State for more than 21 days during the
year are subject to tax.

There are qualitative de minimis exceptions to that. That is
when the business is merely a customer in the State, when it is
patronizing local markets, when it is generating other tax revenues
for the State.

BATSA also modernizes Public Law 86-272 to make sure it ap-
plies to all taxes, not just income taxes, and that it applies to sell-
ers of goods other than tangible personal property.

There simply is no basis for any contention that BATSA could
lead to any significant loss of State revenues. BATSA does not de-
part in any significant degree from what is now being done in the
States, as has recently been confirmed by the former Executive Di-
rector of the Multistate Tax Commission.

Clearly State and local governments drive virtually all their busi-
ness activity tax revenue from businesses that maintain employees,
facilities, inventory or property in their jurisdiction for more than
21 days in the year. In reality, there simply could not be any mate-
rial effect on the amount of revenue received by States.
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Assertions that BATSA will decrease State revenues due to tax
planning or, to use the recently overused and politically charged
term “tax sheltering,” are totally baseless. There is absolutely noth-
ing in BATSA that prevents States from using many of the weap-
ons in their arsenal to combat improper structures and trans-
actions. There are in fact only five or six States that do not have
specific laws, some long-standing, some recently enacted, that are
fully effective in addressing these situations.

The recent MTC press release, for example, relied on a report
prepared by the California Franchise Tax Board. I have on the
table, and people can take if they wish, a thorough rational expla-
nation why the assertions and conclusions in the FTB report are
simply false.

The United States and its treaty partners have for decades
adopted and implemented a permanent establishment rule which
provides that a country will not impose an income tax on a busi-
ness from another country unless the business maintains a sub-
stantial presence in the taxing country. Quite alarmingly, it has
been said that some smaller countries, citing the efforts of the U.S.
State revenue departments advocating economic nexus, are now
saying they want to renegotiate their treaties with the United
States so that they can begin taxing every U.S. Business that has
customers in their country. This would be a disaster for the U.S.
economy. Enactment of BATSA is thus essential for ensuring that
the current international system of taxation remains intact.

My comments have only scratched the surface of why enactment
of BATSA is important to the American economy and to ensure
basic fairness without any material costs to the States. Thank you
for your time. I welcome any questions.

[The prepared statement of Mr. Rosen follows:]
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Mr. Chairman, Congressman Watt, and Members of the Subcommittee:

Thank you for this opportunity to address the Subcommittee concerning HR. 3220, the
Business Activity Tax Simplification Act. I want to especially thank you, Mr. Chairman, for
holding this hearing on this important legislation affecting the American economy and to thank
Congressmen Goodlatte and Boucher for their steadfast leadership in championing business
activity tax simplification for several years now. I am Arthur Rosen, a member of the
international law firm of McDermott, Will & Emery. Many of my partners at McDermott and T
have been deeply involved in many of the relevant state tax issues for decades, having
successfully represented the taxpayers in such landmark Supreme Court cases as Quill, ASARCO,
and Woolworth. 1 am here today representing the Coalition for Rational and Fair Taxation
(“CRAFT”), which is a diverse coalition of some of America’s major corporations involved in
interstate commerce, including technology companies, broadcasters, interstate direct retailers,
publishers, financial services businesses, traditional manufacturers, and multistate entertainment
and service businesses. The businesses maintain locations throughout the United States.

My comments today will focus on why a bright-line, quantifiable physical presence
nexus standard, as is provided in HR. 3220, is the appropriate standard for state and local
taxation of out-of-state businesses and why modernization of Public Law 86-272, as HR. 3220
would accomplish, is essential to the U.S. economy. CRAFT strongly supports H.R. 3220 and
respectfully urges your approval of this legislation for consideration by the full Congress and
ultimate enactment. We believe that it is essential for Congress to act to provide clear guidance
to the states in the area of state taxing jurisdiction, remove the drag that the current climate of
uncertainty places on American businesses, and thereby protect American jobs and enhance the
U.S. economy.
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Overview

The principal motivation for the adoption of the United States Constitution as a
replacement to the Articles of Confederation was a desire to establish and ensure the
maintenance of a single, integrated, robust American economy. This is reflected in the
Commerce Clause, which provides Congress with the authority to safeguard the free flow of
interstate commerce. Perhaps the hallmark of American federalism is this assignment of
authority to the federal government (along with responsibility for foreign affairs and the national
monetary/fiscal system). Legislation regarding states and localities imposing, regulating, or
removing tax burdens placed on transactions in interstate commerce is not only within Congress’
realm of authority, it is also — I respectfully submit — Congress’ responsibility. In addition to the
Commerce Clause, this issue is also informed by the Due Process Clause of the Fourteenth
Amendment. In the context of the Due Process Clause, the Supreme Court has determined that,
in the area of state taxation, “the simple but controlling question is whether the state has given
anything for which it can ask return.”’

Unfortunately, some state revenue departments have been creating barriers to interstate
commerce by aggressively attempting to impose direct taxes on businesses located in other states
that have little or no connection to their state. Some state revenue departments have even
asserted that they can tax a business that merely has customers in the state based on the recently-
minted notion of “economic nexus.” Such behavior is entirely logical on the part of the taxing
state because it has every incentive to try collecting as much revenue as possible from businesses
that play no part in the taxing state’s society. But this country has long stood against such
taxation without representation. And worse, the “economic nexus” concept flies in the face of
the current state of business activity taxation, which is largely based on the notion that a business
should only be subject to tax by a state from which the business receives benefits and
protections. And worse still, it creates significant uncertainty that has a chilling effect on
interstate economic activity, dampening business expansion and job growth. As a practicing
attorney, 1 regularly advise businesses that ultimately decide not to engage in a particular
transaction in another state out of concern that they might become subject to tax liability in that
state. It is entirely appropriate for Congress to intervene to prevent individual states from
erecting such barriers to trade, and to protect and promote the free flow of commerce between
the states for the benefit of the U.S. economy.”

Confronted with aggressive — and often constitutionally questionable (as I will discuss in
detail later) — efforts of state revenue departments to tax their income when they have little or no
presence in the jurisdiction, American businesses are faced with a difficult choice. They can
oppose the tax — but then must bear substantial litigation costs to do so. Or, they can knuckle
under to the state revenue departments and pay the asserted tax — but then they risk being subject
to multiple taxation. Unfortunately, the latter choice is sometimes made, especially since some
state revenue departments are making increasing use of “hardball” tactics, a topic on which I
would truly relish elaborating at another time or in another forum. Moreover, the compliance
burdens of state business activity taxation can be immense. Think of an interstate business with

Y Wisconsin v. J.C. Penmey Co., 311 U.S. 435 (1940).
* See e.g. Diann L. Smith, Supreme Court Would Uphold P’.1.. 86-272 (letter to the editors), 25 State Tax Notes 135
(July 8, 2002) (discussing the authority of Congress to regulate interstate commerce).

-



12

customers in all 50 states. If economic nexus were the standard, that business would be faced
with having to file an income or franchise tax return with every state and pay license or similar
taxes to thousands upon thousands of localities.

There can be no doubt that the rapid growth of e-commerce continues to drastically alter
the shape of the American and global economies. As businesses adapt to the “new order” of
conducting business, efforts by state revenue departments to expand their taxing jurisdiction to
cover activities conducted in other jurisdictions constitute a significant burden on the business
community’s ability to carry on business. Left unchecked, this attempted expansion of the
states’ taxing power will have a chilling effect on the entire economy as tax burdens, compliance
costs, litigation, and uncertainty escalate. Clearly, the time is ripe for Congress to consider when
state and local governments should and should not be permitted to require out-of-state businesses
to pay business activity taxes. It appears eminently fair and reasonable for Congress to provide
relief from unfair and unreasonable impositions of income and franchise taxes on out-of-state
businesses that have little or no physical connection with the state or locality.

Consistent with principles enumerated by the majority of the federal Advisory
Commission on Electronic Commerce (“ACEC”)® and earlier by the Congressional Willis
Commission in 1965, the Business Activity Tax Simplification Act is designed to address the
issue of when a state should have authority to impose a direct tax on a business that has no or
merely a minimal connection with the state. This issue has become increasingly pressing as the
U.S. and global economies have become less goods-focused and more service-oriented and as
the use of modern technology has proliferated throughout the country and the world. HR. 3220
applies to state and local business activity taxes, which are direct taxes such as corporate income
taxes, gross receipts taxes, franchise taxes, gross profits taxes, and capital stock taxes that are
imposed on businesses engaged in interstate commerce. HR. 3220 does not apply to other taxes,
like personal income taxes,' gross premium taxes imposed on insurance companies, or
transaction taxes measured by gross receipts, such as the New Mexico Gross Receipts and
Compensating Tax Act.’

The underlying principle of this legislation is that states and localities that provide
benefits and protections to a business, like education, roads, fire and police protection, water,
sewer, etc., should be the ones who receive the benefit of that business’ taxes, rather than a
remote state that provides no services to the business. By imposing a physical presence standard
for business activity taxes, H.R. 3220 ensures that state tax impositions are appropriately borne
only by those businesses that receive such benefits and protection from the taxing state. HR.
3220 does so in a manner that ensures that the business community continues to pay its fair share
of tax but that puts a stop to new and unfair tax impositions. Perhaps most important, H.R.
3220’s physical presence nexus standard is entirely consistent with the jurisdictional standard
that the federal government uses in tax treaties with its trading partners. In fact, creating

® See Special Subcomm. on Stale Taxation of Interstalc Commerce of the House Comm. on the Judiciary of the U.S.
House of Representatives. “State Taxation of Interstate Commerce.” HR. Rep. No. 1480, 88th Cong., 2d Sess.
(1964); H.R. Reps. Nos. 565 and 952, 89th Cong, (1965); and Advisory Commission on Electronic Commerce,
“Report to Congress.” pp. 17-20 (April 2000), respectively.

* In addition, nothing in H.R. 3220 affects the responsibilities of an employer to withhold personal income taxes
paid to resident and nonresident employees earning income in a state or to pay employment or unemployment taxes.
" N.M. STAT. § 7-9-1 et seq.
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consistency with the international standards of business taxation is vital to eliminating
uncertainty and promoting the growth of the U.S. economy.

Background

The question of when a state has the authority to impose a tax directly on a business
domiciled outside the state has been asked for decades.® In 1959, the Supreme Court ruled that a
corporation with several sales people assigned to an office located in the State of Minnesota
could be subjected to that state’s direct tax scheme.” Prior to that time, there had been a “well-
settled rule, stated in Norton Co. v. llfinois Dept. of Revenue, 340 U.S. 534 (1951), that
solicitation in interstate commerce was protected from taxation in the State where the solicitation
took place”® The Supreme Court’s 1959 decision in Northwestern States Portland Cement,
coupled with the Court’s refusal to hear two other cases’ (where the taxpayers, which did not
maintain offices in the state, conducted activities in the state that were limited to mere
solicitation of orders by visiting salespeople), cast some doubt on that “well-settled rule” and
fueled significant concern within the business community that the states could tax out-of-state
businesses with unfettered authority, thereby imposing significant costs on businesses and harm
to the U.S. economy in general. As a result, Congress responded rapidly, enacting Public Law
86-272 a mere six months later. Public Law 86-272 prohibits states and localities from imposing
income taxes on a business whose activities within the state are limited to soliciting sales of
tangible personal property, if those orders are accepted outside the state and the goods are
shipped or delivered into the state from outside the state.'” Subsequently, the Congressional
Willis Commission studied this and other interstate tax issues and concluded that, among other
things, a business should not be subject to a direct tax imposition by a state in which it merely
had customers."!

In recent years, certain states and organizations of state tax collectors have been
advocating the position that a state has the right to impose tax on a business that merely has
customers there, even if the business has no physical presence in the state whatsoever.'> The
business community, in contrast, believes that a state can impose direct taxes only on businesses

¢ See, e.g., Waller Hellersicin, State Vaxation of Interstate Business: Perspectives on Two Centuries of
Constitutional Adjudication, 41 Tax Law. 37 (1987).

7 Northwestern States Portland Cement Co finnesota, 358 U.S. 450 (1959).

¥ Wisconsin Dep 't of Revenue v. William Wrigley Jr. Co.. 505 U.S. 214, 238 (1992) (Kennedy, J.. dissenting).

? Brown Forman Distillers Corp. v. Collector of Revenue, 101 So.2d 70 (La. 1958), appeal dismissed and cert.
denied, 359 U.S. 28 (1959); Internaiional Shoe Co. v. Fontenot, 107 S0.2d 640 (La, 1958), cert. denied, 359 U.S.
984 (1939).

YP.L. No. 86-272, 73 Stat. 555 (codified at 15 U.S.C. §§ 381 ef seq.).

! Special Subcomm. on State Taxation of Interstate Commerce of the House Comm. on the Judiciary of the U.S.
House of Representatives, “State Taxation of Interstate Commerce,” H.R. Rep. No. 1480, 88th Cong., 2d Sess.
(1964); HR. Reps. Nos. 565 and 952, 89th Cong. (1963), Vol 1, Parl VL., ch. 39, 42. See also W. Val Ovcson,
Lessons in State Tax Simplification. 2002 State Tax Today 18-39 (Jan. 20, 2002).

2 A survey conducted by BNA Tax Analysts demonstrates (he extent to which the statcs arc asserting the right (o
impose tax on out-of-state businesses based on so-called “economic nexus” grounds. Special Report: 2004 Survey
of State Tax Departments, 11 Multistale Tax. Rep’t 4, pp. 8-9 - S-43, at S-36, S-37 (April 23, 2004). See also
Ensuring the Equity, Integritv and Viabilitv of Multistate Tax Svstems, Multistate Tax Commission Policy Statement
01-2 (October 17, 2002). Accord Letter from Elizabeth Harchenko, Dircctor, Orcgon Department of Revenue, to
Senator Ron Wyden (July 16, 2001). See afso Doug Sheppard, The Certainty of Disagreement on Business Activity
Tax Nexus, 25 State Tax Notes 420 (Aug. 5, 2002).
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that have a physical presence in the state® While the taxpayers’ position has repeatedly been
upheld, the state courts and tribunals have rendered non-uniform decisions on this issue. !
Unfortunately, the Supreme Court has not granted writs of certiorari in relevant cases.”

The bottom line is that businesses should pay tax where they earn income. It may be
true, as certain state tax collectors assert, that without sales there can be no income. While this
may make for a nice sound bite, it simply is not relevant. Income is earned where an individual
or business entity employs its labor and capital, i.e., where he, she, or it actually performs
work." In fact, as early as 1919, the Attorney General of the State of New York pointed out that
“the work done, rather than the person paying for it, should be regarded as the ‘source’ of
income ™" For example, suppose an individual spends three years working in his or her home
building a new sophisticated machine. To accomplish this, the individual uses a large of amount
of equipment and employees in his or her home state. When the inventing, designing, and
manufacturing are completed, the individual then engages in a nationwide advertising program to
market the sale of the machine. If the ultimate buyer happens to be located in a neighboring state
(or for that matter in a state across the country), there is absolutely no reason why the buyer’s
state should be able to impose tax on the individual selling the item — the individual earned the
income in his or her home state.

Proponents of the so-called “economic nexus” standard argue that the states provide
benefits for the welfare of society as a whole and, therefore, the states should be able to collect
business activity taxes from all U.S. businesses, wherever located. Such an argument is not only
ludicrous, but it ignores the fact that businesses (and individuals) are members of the American
society and pay federal taxes for such general benefits and protections. Nevertheless, some
argue that states have spent significant amounts of revenue to maintain an infrastructure for
interstate commerce and court systems that the nation can utilize, not to mention spending
trillions of dollars over the years to provide education to their populations. This argument
continues with the incredible example of the student who benefits from his or her state’s
education funding who may someday work for an out-of-state company; apparently, the out-of-

3 See Jurisdiction to Tax - Constitutional, Council of State Taxation Policy Statement of 2001-2002; The Internet
Tax Fairness Act of 2001: Hearing on H.R. 2526 Before the Subcommittee on Commercial and Administrative Law
of the House Comm. on the Judiciary, 107th Cong. (2001) (statements of Arthur Rosen on Behalf of the Coalition
for Rational and Fair Taxation; Stanley Sokul, Member, Advisory Commission On Electronic Commerce, on Behalf
of the Direct Marketing Association and the Internet Tax Fairness Coalition). See also Scott DD. Smith and Sharlene
E. Amitay, Fconomic Nexus: An Unworkable Standard for Jurisdiction, 25 State Tax Notes 787 (Sept. 9, 2002).

Y See Lanco Inc. v. Director, Div. of Tax’n, N.J. Tax Ct.,, No. 005329-97 (Oct. 23, 2003); A&F Trademark, Inc. v.
Tolson, No. 02-CV-007467 (Wake Co. Super. Ct. 2003); dcme Royally Co. v. Missouri Dir. of Revenue, 2002 Mo.
LEXIS 107 (Mo. 2002); Rvlander v. Bandag Licensing Corp., Tex. App. Ct, No. 03-99-004217-CV (May 11,
2000); J.C. Penney National Bank v. Johnson, 19 S.W.3d 831, 836 (Tenn. Ct. App. 1999); Cerro Copper Prods.,
Inc., No. F-94-444, 1995 Ala. Tax LEXIS 211 (Ala. Dep’t of Revenue Dec. 11, 1995); Geoffrey, Inc. v. South
Carolina Tax Comm 'n, 437 SE.2d 13 (5.C. 1993), and Wisconsin v. J.C. Penney Co., 311 U.S. 435 (1940).

S Comptroller of the Treasury v. SYL, Inc.; Crown Cork & Seal Co. (Del.j, Inc., 825 A.2d 399 (Md. 2003), cert.
denied 2003 U.S. LEXIS 8044 (2003) and 2003 U.S, LEXIS 9221 (2003); J.C. Penney National Bank v. Johnson,
19 SW.3d 831 (Tenn. Ct. App. 1999), cert. denied, 531 U.8. 927 (2000), Geoffiey, Inc. v. South Caroling Tax
Commn, 437 S.E2d 13, cert. denied, 510 U.S. 992 (1993).

'5 As noted by one state tax expert, “*[ijncome,” we were told long ago, “may be defined as the gain derived from
capital, from labor, or from both combined.”” W. Hellerstein, On the Proposed Single-Factor Formula in Michigan,
State Tax Notes, Oct. 2, 1995, at 1000 {quoting Eisner v. Macomber, 252 U.S. 189, 207 (1920)).

U Op. N.Y. Att’y Gen. 301 (May 29, 1919) (emphasis added).

5.
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state company would then receive benefits that had been provided by that employee’s former
state and should therefore bear some of the burden by paying tax to the state that provided that
education. The absurdity of this position should be clear. Should U.S. companies that have
hired people educated in England have to pay taxes to the Queen? Should every business
automatically be obligated to pay taxes to all 50 states, in anticipation of the possibility, however
remote, that they may at some undefined future point hire a person who was educated in the
taxing state? No one can argue that the states do not play an important role in interstate
commerce, that an educated public is not an element of a fruitful society and marketplace, or
even that a court system does not help to promote order. But this simply cannot be a basis for
states to impose tax on all businesses in the nation. Imposing business activity taxes on every
out-of-state business is truly “taxation without representation.”

The business activity tax concepts in H.R. 3220 are similar to the recommendations of the
majority report issued by the Advisory Commission on Electronic Commerce. The ACEC
majority report endorsed a nexus standard similar to what was included in prior legislative
proposals such as H.R. 2526, 107th Cong. (2001) and S. 664, 107th Cong. (2001). Specifically,
the ACEC majority report concluded that a company should have some level of physical
presence before a state could impose business activity tax reporting and payment obligations on
it and that certain activitiecs would not be considered physical presence for this purpose and
specifically carved them out from nexus consideration.’* Consistent with this conclusion, HR.
3220 provides for a bright-line physical presence standard that recognizes that certain instances
of “presence” are qualitatively de minimis."® As a result, HLR. 3220 is more conservative and
actually provides states with more opportunity to tax interstate commerce than would be
available under the ACEC majority report recommendation.

The Business Activity Tax Simplification Act provides simple and identifiable standards
that will significantly minimize litigation by establishing clear rules for a// states, thereby freeing
scarce resources for more productive uses both in and out of government. It is unlikely that H.R.
3220 will end all controversies, and no statute can ever do that. However, any statute that adds
nationwide clarification obviously reduces the amount of controversy and litigation by narrowing
the areas of dispute. For example, in the 45 years since its enactment in 1959, Public Law 86-
272 has generated relatively few cases, perhaps a score or two. On the other hand, areas outside
its coverage have been litigated extensively and at great expense. Recent litigation has focused
on what the appropriate nexus standard for business activity taxes actually is; there is no
indication that this issue will be settled absent Congressional action.

H.R. 3220’s Provisions

Codification of the Physical Presence Standard. H.R. 3220 provides that, pursuant to
Congress’ Commerce Clause authority, a state or locality may not impose business activity taxes
on businesses that do not have a “physical presence” within the jurisdiction. The requisite

'8 See Advisory Commission on Electronic Commerce, Report fo Congress. pp. 21-22 (April 2000).

Y H.R. 2526 and 8. 664 [rom the previous Congress were drafied “ncgatively,” defining “substantial physical
presence” by whal it was nol, i.e., the activitics protected by the safc harbors recommended by the ACEC majorily.
In response to state revenue departments” criticisms of this “negative” definition, H.R. 3220 was drafted to
positively define what is a “physical presence” for purposes of allowing states to impose business activity taxes on
out-of-state businesses (among other refinements).
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degree of physical presence (employees, property, or the use of third parties to perform certain
activities) is set at greater than 21 days during a taxable year, with certain specified incidences of
presence being disregarded as qualitatively de minimis.

The 21-day quantitative de minimis threshold is measured by each day that a business
assigns one or more employees in the state, uses the services of certain third parties in the state,
or has certain property in the state. For example, a business that sends only four employees into
a state together for ten days will not have physical presence. On the other hand, a business that
sends one employee into a state on twenty-two different days during a taxable year will have
physical presence in that state. Taxpayer compliance and state revenue department
administration of this standard would thus be quite simple and straightforward.

There are two exceptions to the 21-day rule that apply to those who really do earn their
income during shorter visits to the state. The first exception ensures that businesses engaging in
actual selling of tangible personal property through the use of traveling employees, e.g.,
businesses that hold “tent sales” or “off the truck sales,” or in performing certain services to real
property in the state through the use of traveling employees, ¢.g., migrant painters or roofers, are
subject to state and local business activity taxes. The second exception is targeted at athletes,
musicians, and other entertainers. Such persons are not eligible for the de minimis exceptions
(and, thus, are subject to tax by the jurisdiction in which they perform). Both of these exceptions
are consistent with the underlying intent of HR. 3220 that businesses pay tax where income is
actually earned.

For a qualitative de minimis standard, H.R. 3220 provides that certain property or certain
activities engaged in by a business’ employees within the jurisdiction’s boundaries will not be
considered in determining whether a business has the requisite physical presence in the
jurisdiction. This approach of disregarding certain activities for nexus purposes has already been
recognized in Public Law 86-272, where Congress determined that mere solicitation is
qualitatively de minimis relative to the benefits that protecting such activities offers to the U.S.
economy. The protected activities are limited to situations where the business is paironizing the
local market (i.e., being a customer), and thereby generating economic activity in the state that
produces other tax revenues for the state, rather than exploiting that market (many states have
issued rulings, albeit inconsistent and ad hoc in nature, recognizing this principle), including
ancillary property and activities. This encompasses visiting current and prospective suppliers,
attending conferences, seminars, or media events, utilizing an in-state manufacturer or processor,
or having testing performed in the state.

In the area of attributing one business’ physical presence in a state to another, H.R. 3220
provides that an out-of-state business will have a physical presence in a state if that business uses
the services of an in-state person, on more than 21 days, to perform services that establish or
maintain the nonresident business’ market in that state, unless the in-state person performs
similar functions for more than one business during the year. The ownership relationship
between the out-of-state person and the in-state person is irrelevant for purposes of this
provision. By limiting attribution of nexus only to situations involving market enhancing
activities, HR. 3220 not only more accurately reflects the economics of a transaction or
business, but is also consistent with the current state of the law. Expanding attribution any
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further would undermine the principles of fairness and equity in taxation. To the extent that a
separate company is conducting business in a state, its own income is subject to tax in that state.

As an example, suppose an out-of-state sales company uses an affiliated manufacturer in
a state to manufacture a product that the out-of-state business will sell outside of the state of
manufacture. The manufacturer is conducting a business activity within the state and there is no
doubt that it should be subject to tax by the state. That state will receive tax revenues
commensurate with the manufacturing activities that actually occur in the state; the tax revenues
will be based on the compensation, set at fair market value, that the manufacturer receives from
the out-of-state sales company for its manufacturing services. As for the out-of-state sales
company, its selling activities constitute a separate business activity that takes place outside of
the state of manufacture. The selling activity generates a certain amount of income (i.e., the
sales price of the product less what the selling company paid to the manufacturer for its services)
that will be subject to tax in the jurisdictions where the activities actually take place, i.e., where
the sales activities add value in the economic stream. Putting this example in a global context,
attempts by the state of manufacture to tax the out-of-state sales company would be akin to
Taiwan attempting to impose tax on the sales income of every American business that contracts
with a Taiwanese manufacturer to make products to be sold in the United States. Clearly, it is
simply too attenuated to argue that using the services of the in-state manufacturer subjects the
out-of-state business to tax as well.

Modernization of Public Law 86-272. As I mentioned earlier, our economy has
undergone significant changes in the 45 years since Public Law 86-272 was enacted. In addition
to codifying the physical presence nexus standard, the Business Activity Tax Simplification Act
extends the longstanding protections of Public Law 86-272 to af/ sales, not just to sales of
tangible personal property, in recognition of those changes, specifically, the change in the focus
of the American economy from goods to services and the increased importance of intangible
property in the marketplace.

The Business Activity Tax Simplification Act also modemizes Public Law 86-272 by
addressing the efforts of some aggressive states to avoid the restrictions imposed by Congress in
Public Law 86-272 by establishing taxes on business activity that are measured by means other
than the net income of the business. Two examples of these new state business activity taxes are
the Michigan Single Business Tax, which imposes a tax on a company’s business activities in the
state, not on net income, and the New Jersey Corporation Business Tax, which was amended
effective in 2002 to impose a gross profits/gross receipts tax. What is most distressing about the
New Jersey amendments is that, after June 2006, these “gross” taxes will apply only to
businesses protected by Public Law 86-272. In other words, New Jersey has effectively
circumvented the congressional policy decision underlying the enactment of Public Law 86-272
by imposing a non-income tax only on those businesses that would otherwise be protected by the
Public Law. While other states may not enact such a targeted end-run around Public Law 86-
272, it is likely that states will increasingly turn to non-income based business activity taxes,
especially in light of the states’ current fiscal situations. For example, last year, Kentucky’s
Governor Paul Patton proposed a budget that would replace Kentucky’s corporate income tax
with a “business activity tax” that would tax a company’s payroll paid in Kentucky and gross
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receipts from sales in Kentucky, even those of out-of-state businesses.”® While the Kentucky
legislature ultimately did not adopt Governor Patton’s budget, non-income business activity
taxes have clearly become an alternative that more states have begun to consider seriously. H.R.
3220 addresses this by ensuring that Public Law 86-272 covers a// business activity taxes, not
just net income taxes.

Federalism

Contrary to the arguments of some opponents of clarifying standards for state business
activity taxes, considerations of federalism support passing this legislation. As discussed earlier,
the Founding Fathers, by discarding the Articles of Confederation and establishing a single
national economy, intended for Congress to protect the free flow of commerce among the states
against efforts by individual states to set up barriers to this trade. Congress itself has recognized
this numerous times in the context of state taxation and has exercised its responsibilities
repeatedly by enacting laws that limit the states’ authority to impose taxes that would
unreasonably burden interstate commerce. Of course, there is the obvious precedent of Public
Law 86-272, the statute that H.R. 3220 would modernize. A few other examples include:*!

— the Federal Aviation Act, which prohibits states and localities from
levying a ticket tax, head charge, or gross receipts tax on individuals
traveling by air; provides that airline employees may be taxed only in their
state of residence and the state in which they perform at least fifty percent
of their duties; allows only states in which an aircraft takes off or lands to
tax the aircraft or an activity or service on the aircraft; and prohibits state
“flyover” taxes;

— the Mobile Telecommunications Sourcing Act, which prohibits states
from taxing mobile telecommunications service unless the state is the
user’s place of primary use of the service;

— the Amtrak Reauthorization Act of 1997, which prohibits states from
taxing Amtrak ticket sales or gross receipts;

— Public Law 104-95, which prohibits states from taxing pension income
unless the pensioner resides in that state;

— the ICC Termination Act of 1995, which prohibits states from taxing
interstate bus tickets;

— the Miscellaneous Revenue Act of 1981, which prohibits states and
localities from imposing property taxes on air carriers’ property at a higher
rate than that which is imposed on other commercial or industrial property
in the state;

* See Securing Kentucky's Future, State of Kentucky. Office of the State Budget Director (January 2003).
' For a detailed list of instances where Congress has exercised its authority under the Commerce Clause, see Frank
Shafroth, The Road Since Philadelphia, 30 State Tax Notes 155 (October 13. 2003).

o
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— the Railroad Regulatory Reform and Revitalization Act of 1976 (the “4R
Act”), which prohibits states from imposing differing taxes on railroad
property:** and

— the Soldiers and Sailors Civil Relief Act of 1940, which limits state
taxation of members of the Armed Forces to the member’s state of
residence, prohibiting different states in which the member may be
stationed from also taxing that member.

There is a definite tension between a state’s authority to tax and the authority of Congress
to regulate interstate commerce. However, the very adoption of the Constitution was itself a
backlash against the ability of states to impede commerce between the states; in adopting the
Constitution, which expressly grants Congress the authority to regulate interstate commerce, the
states relinquished a portion of their sovereignty.” Moreover, the Supreme Court has explicitly
noted Congress’ role in the area of multistate taxation.”*

HR. 3220 strikes the correct balance between state autonomy/sovereignty and the
regulation of interstate commerce. H.R. 3220 merely codifies current jurisdictional standards for
when a business may impose a tax; the bill does nothing to determine Aow a state may tax
businesses that are properly subject to its taxing jurisdiction. A state remains free to determine
what type of tax to impose, be it an income tax, a gross receipts tax, a value added tax, or a
capital stock tax; to determine how to apportion the income that is taxed in the state, be it a
single- or three-factor formula based on property, payroll and/or sales; to set the rate at which the
tax chosen will be imposed; to determine whether or not to follow federal taxable income, e.g., to
choose whether to decouple from federal bonus depreciation; to provide credits or deductions for
certain types of expenses; and so on.

On the other hand, the economic nexus standard (i.e., establishing the requisite nexus
based solely on a business having a customer in the taxing jurisdiction) asserts that a business is
liable for a business activity tax if that business has derived revenue or income from a customer
in a state — even though the business has conducted no activities in the state (V.¢., has had no
property or employees located in that state). Keeping in mind that every buyer in a transaction in
a free market economy benefits from the transaction as much as the seller, the economic nexus
standard effectively imposes a toll charge on out-of-state businesses for exchanging cash for
property (or for the provision of a service). Such a tax acts as a tariff on interstate commerce and
creates exactly the problem that existed under the Articles of Confederation and that led to the
adoption of the Constitution. Under the Articles of Confederation, state taxes and duties
impeded interstate commerce as states began enacting their own tariffs and taxing interstate

# In fact, the United States District Court for the District of Wyoming recently determined that Wyoming’s coal
transportation tax singles out and discriminates against railroads in violation of the 4R Act. Buriington N. and Santa
Fe Ry. Co. v. Atwood, D. Wyo., No. (0-CV-108-), slip op. (D. Wyo. 2003).

* See Adam D. Thierer. A Delicate Balance: Federalism, Interstate Commerce, and Economic Freedom in the
Technological Age, The Heritage Foundation (1998) (ciling Alexander Hamilton, Federalist No. 22).

* Barclay's Bank PLC v. Franchise Tax Bd. of Cal., 512 U.S. 298 (1994); Quill Corp. v. North Dakota, 504 U.S.
298 (1992). See also Eugene F. Corrigan, Searching for the Truth, 26 State Tax Notes 677, (Dec. 9, 2002) (*No
amount of state legislation of any kind can extend a state’s taxing jurisdiction beyond the limits set by the Supreme
Court; and that Court has, for all practical purposes, washed its hands of the matter, deferring it to Congress.”)
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commerce, thereby putting up trade barriers to free trade.”> This led to some states retaliating by
banning products from other states. By effectively imposing such toll charges, the economic
nexus standard would clearly have a negative impact on interstate commerce.

Comparison to Current Common Law

The physical presence nexus standard in HR. 3220 is consistent with the current state of
the law. An out-of-state business must have nexus under both the Constitution’s Due Process
Clause and its Commerce Clause before a state has the authority to impose tax on that business.
The Supreme Court has determined that the Commerce Clause requires the existence of a
“substantial nexus” between the taxing state and a putative taxpayer for all state taxes, whereas
the Due Process Clause requires only a “minimum” connection. In Quill, the Supreme Court
determined, in the context of a business collecting sales and use taxes from its customers, that the
substantial nexus requirement could be satisfied only by the taxpayer having a physical presence
in the state; the Court refrained from articulating the appropriate measure for business activity
taxes.™® This is because under the American legal system, a court only has the authority and
responsibility to address the case before it. The Supreme Court has not granted a writ of
certiorari for a case that would permit it to address the business activity tax nexus issue. So
what constitutes substantial nexus for business activity taxes?”’

Since the Court has not yet ruled on this issue, we must use clear logic and review what
state courts and tribunals have recently decided. The answer is clear: if non-de minimis physical
presence is the test for a mere collection and remission situation such as is the case for sales and
use taxes, physical presence must be, at a bare minimum, the appropriate test for the imposition
of business activity taxes. Indeed, the standard for business activity taxes should, if anything, be
higher than the standard for sales taxes for at least two reasons. First, a business activity tax is
an actual direct tax (and not a mere obligation to collect tax from someone else) and the
consequent greater economic burden should require a greater connection (as the Supreme Court
seems to have recognized in National Geographic Society v. Board of Equalization).®® Second,
the risk of multiple taxation is higher for income taxes than for sales and use taxes. Sales and
use taxes typically involve only two jurisdictions (the state of origin and the state of destination).
However, corporate business activities often create contacts with many states. Most of the state-
level decisions on this issue have concluded that there is no principled reason for there to be any

= See, e.g., Gibbons v. Ogden, 22 U.S. (9 Wheat.) 1, 11 (1824); Quill v. North Dakota, 504 U.S. 298, 313 (1992).

2 Quill Corp. v. North Dakota, 504 U.S. 298 (1992).

= Opponents of a physical presence standard cite Jnternational Harvester, a 1944 United States Supreme Court
case, as support for their position that economic nexus is appropriate. See International Harvester Co. v. Wisconsin
Dep't of Taxation, 322 U S. 435 (1944). Reliance on this case is simply not appropriate because to do so ignores a
Lull 60 years of subsequent jurisprudence (e.g., Complete Auto Transit Inc. v. Brady, 430 U.S. 274 (1977) and Quill).
But even more fundamentally, the case involved a Due Process analysis and never considered the requirements of
the Commeree Clause. In addition, when read in the proper context, it is clear that /nternational [Harvester docs not
endorse an economic presence standard for business activity taxes. In fact, Infernational Harvester concerned the
abilily of Wisconsin Lo require a corporation with a physical presence in the stale to withhold tax on dividends that it
paid to its shareholders. Further. the imposition of liability on the corporation can be seen as merely a delaved
income tax on the physically present corporation. Clearly, this case is not to be relied upon to determine the
appropriate nexus standard for business activity taxes.

* National Geographic Society v. Board of Equalization, 430 U S. 551 (1977).
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lower standard for business activity taxes than for sales and use taxes” Finally, the
complexities, intricacies, and inconsistencies among business activity taxes easily overshadow
the administrative difficulties related to sales and use tax.

Effect on State Revenues

There simply is no basis for any contention that HR. 3220 could lead to any significant
loss of state revenues. H.R. 3220 does not depart to any significant degree from what is now
being done in the states. This has recently been confirmed by the former executive director of
the Multistate Tax Commission.®® OQutside the context of passive investment companies,”' state
revenue departments simply have not been successful in their attempts to assert economic nexus
to impose tax on businesses that do not have a physical presence in the state.

H.R. 3220 would have no effect on taxes derived from businesses that maintain a facility
in the jurisdiction for more than 21 days during the taxable year. Clearly, state and local
governments derive most — if not virtually all — of their business activity tax revenue from such
businesses. The amount of revenue received by taxing jurisdictions from those businesses that
maintain no office, store, warechouse, or other facility — or even inventory — in the jurisdiction at
all must truly be minimal.

Consider first states that impose a net income tax to which Public Law 86-272 applies. It
is difficult for tax practitioners, corporate tax managers, and several government officials that
were queried to believe that these states are actually collecting any material amount of revenue
from businesses that have no office in the state and have non-solicitation employees in the state
for zero to 21 days during the year. There simply cannot be many businesses paying such taxes
and, thus, any revenue loss would be negligible.

Consider next those states, such as Michigan, New Jersey, Texas, and Washington, that
impose business activity taxes that are not solely based on net income and, thus, are not covered
by Public Law 86-272. These states are currently able to collect revenue from out-of-state
businesses that do not themselves maintain an office or other facility in the state but that employ
individuals in the state who perform solicitation in that state. Modernizing Public Law 86-272 to

* This includes Zanco Tnc. v. Director, Div. of Tax’n, N.J, Tax Ct., No. 005329-97 (Oct. 23, 2003); J.C. Penney
National Bank v. Johmson. 19 S.W.3d 831 (Tenn. Ct. App. 1999), cert. denied. 531 U.S. 927 (2000); America Online
v. Johnson, No. 97-3786-111, Tenn. Chancery Ct. (Mar. 13, 2001); Cerro Copper Prods., Inc., No. F-94-444, 1995
Ala. Tax LEXIS 211 (Ala. Dep’t of Revenue Dec. 11, 1993), re#’g denied, 1996 Ala. Tax LEXIS 17 (Ala Dep’t of
Revenue Jan. 29, 1996) (But see Lanzi v. State of Alabama Department of Revenue, Ala. Dep't of Rev., Admin. L.
Div., No. INC. 02-721 (Sept. 26, 2003)).

-1t seems to me that the states need to face the reality that most of them are generally incapable of enforcing the
“doing business’ standard anyway; in almost all cases they really fall back on the physical presence test as a practical
malter. To the extent that they try to go beyond that test to reach out-of-state businesses for income lax jurisdiction
purposes. they spend inordinate amounts of time and effort via bloated legal staffs that provide grounds for criticism
of government in general — and with mixed suceess, at best. In short, it may be that the states would be forgoing the
collection of corporate income taxes that they do not and cannot collect anyway.” Eugene Corrigan, Stafes Should
Consider Trade-Off on Remote-Sales Problem (Ietler o the edilor), 27 State Tax Noles 523 (Feb. 10, 2003).

* L is inlercsting (o nole that the states have now moved on (o using other, more cflective atlacks against passive
investment companies, such as the economic substance and a/fer ego arguments, combined reporting. and the denial
of the relevant deductions. See Mitchell J. Tropin, States Moving Away From ‘Geoffrey,’ Using Sham Arguments,
Attribution’ Nexus. Daily Tax Report. No. 27 (Feb. 10, 2003).
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cover non-income taxes clearly means that such states will no longer be able to collect this
revenue. The amount of tax paid by such businesses, however, again must be minimal because it
is unlikely that businesses are paying business activity tax to states in which they only have a
fleeting presence.

It is essential to keep in mind that HR. 3220 is based on the principle that a business
engaged in interstate commerce should pay its fair share of tax.*> HR. 3220 does not seek to
reduce the tax burdens borne by businesses, but merely to ensure that tax is paid to the correct
jurisdiction.

While on the topic of revenue impact, I would like to address the assertions of critics of
the bill that H.R. 3220 would create significant revenue losses to the states™ As I just
explained, it simply cannot be the case that HR. 3220 would have more than a negligible
revenue impact to the states. Charges by critics that the bill would have a significant fiscal effect
are simply masking what is really going on, ie., that state revenue departments and their
representatives do not want any legislative constraints on or oversight of their taxing authority —
even when the legislative constraints are squarely within Congress’ authority to regulate
interstate commerce.

Moreover, the statements of revenue impact made by certain state revenue departments
and their representatives have been shown to be highly unreliable because the “estimates” focus
on potential effects from hypothetical restructurings by businesses, are based on hypothetical
changes in state law, or cite to potential impacts on apportionment rules (which is an issue of
how much to tax, not whether to tax). Such considerations do not make for a reliable or accurate
revenue estimate; proper revenue estimates are based on revenues currently collected. In reality,
there simply will be no material effect on the amount of revenue received by the states because
H.R. 3220 seeks to maintain the status quo.

* A tecenl study commissioned by the Council on Siate Taxation found that businesses (not including pass-through
entities) paid $378.9 billion in state and local taxes in 2002. an amount that was considered to be at least business’
[fair sharc of lax. See Robert Cline, William Fox, Tom Neubig, and Andrew Phillips, A Closer Examination of the
Total State and Local Business Tax Burden, 27 State Tax Notes 295 (Jan. 27, 2003).

* It is inlcresting thal critics of proposals thai address multistate iaxation always counicr with claims that the
proposal will cause significant reverue loss to the states. See, e.g., Corporate Tax Sheltering and The Impact On
State Corporate Income Tux Revenue Collections, Multistate Tax Commission (July 25, 2003); Dan Bucks, Elliott
Dubin and Ken Beier. Revernie Impact on State and Local Gavernments of Permanent Extension of the Internet Tax
Freedom Act, Multistate Tax Commission (Sept. 24. 2003): Michael Mazerov, AMaking the Interner Tax Freedom Act
Permanent in the Form Currently Proposed Would Lead to a Substantial Revenue Loss for States and Localilies,
Center on Budget and Policy Priorities (October 20, 2003). Yet there is no reliable empirical evidence that states
have actually lost revenue when measures affecting state taxation have been enacted. This certainly goes to the
credibility (or lack thereof) of such claims. As an example of the unreliability of such claims, the National
Conference of State Legislatures has expressed its concern over projections by some national organizations that the
inclusion of telecommunications services in the Internet tax moratorium would cost the states $22 billion cach ycar
(an estimate representing the total revenue from all state and local telecommunication taxes in the 50 states from
1992); in a letter (o Scnalor Alexander dated November 5, 2003, the Congressional Budget Office estimalted that the
actual revenue cost would be between $80 million and $120 million per year starting in 2007 — an estimate that is
approximately 220 times smaller.  Accord Congressional Budget Office Cost Estimate, H.R. 49, Internct Tax
Nondiscrimination Act. as requested by the House Comm. on the Judiciary (July 21. 2003). In a November 4, 2003
action alert regarding S. 150, “The Internet Tax Non-Discrimination Act.” the NCSL stated that “[t]he $20 billion
estimation runs counter to expressed congressional intent and the provisions of the Manager’s amendment and as a
result threatens to seriously harm the credibility of state governments before Congress and the Administration.”
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Effect on International Taxation and American Competitiveness

Our country’s own history and the federal government’s position in the context of
international taxation provide sufficient reason to establish a physical presence nexus standard.
The United States and its tax treaty partners have, for decades, adopted and implemented a
“permanent establishment” rule. The “permanent establishment” concept is a long-standing
principle and has been extremely important to U.S. businesses and, thus, to the U.S. economy.

The “permanent establishment” rule provides that neither country that is a party to the
treaty will impose an income tax on a business from the other country unless that business
maintains a substantial physical presence in the taxing country. Using the U.S. Model Treaty
provisions as an example, a foreign business must have a “fixed place of business [in the United
States] through which the business of an enterprise is wholly or partly carried on” before the
United States may impose a tax on that business.* Under this standard, neither a “rep office”
staffed by a few people, nor a facility used for storage, nor the maintenance of goods or
merchandise for processing by another business would rise to the level of being a “permanent
establishment” in the United States sufficient for the imposition of federal income tax on that
business.

A physical presence standard places an appropriate limit on states gaining taxation
powers over out-of-state firms and conforms to common sense notions of fair play. It is
significant that the OECD has recently studied the issue and preliminarily concluded that the
“permanent establishment” rule should remain the proper standard for international tax treaties
even with the proliferation of electronic commerce®™ The policy reasons underlying such a
conclusion are clear. Imagine for a moment that a foreign country tried to tax the profits of U.S.
companies simply because the U.S. firms exported goods into that country. There is no doubt
that the United States government and business community would be outraged. However, the
economic nexus standard that the states would like to implement would have a similar effect on
interstate commerce.

Unfortunately, it has been said that some smaller countries, citing the efforts of U.S. state
revenue departments to impose direct taxes on any business that has customers within the state’s
borders, are now saying that they want to renegotiate their treaties with the United States so they
can begin taxing every U.S. business that has a customer in their country. This would be a
disaster for the U.S. economy. Enactment of H.R. 3220, which includes a nexus standard that is
analogous to those found in U.S. tax treaties, is essential for ensuring that the current
international system of taxation remains intact.

Interplay with State Tax Incentives

In recent years, states have been increasingly active (and competitive) in offering tax
incentive packages to businesses to locate and/or expand their operations in that state. Such
incentives are offered not only to entice businesses into a state but also to ensure that businesses

* Uniled States Model Income Tax Convention of Scplember 20, 1996, Art. 5.

¥ See Are The Current Treaty Rules For Taxing Business Profits Appropriate For E-Commerce?, Organisation for
Economic Co-operation and Development, Technical Advisory Group on Monitoring the Application of Existing
Treaty Norms For Taxing Business Profits, Public Discussion Draft (Nov. 26, 2003).
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already located in the state do not relocate to, or expand in, other jurisdictions. The in-state
company receives the benefits and protections provided by the state and, absent the incentives,
would therefore be properly subject to full taxation.

A less obvious tax incentive occurs when states adopt apportionment formulas that
weight the sales factor more heavily than the property and payroll factors. If a state has a
double-weighted sales factor or a single-factor apportionment formula based only on sales
(which is increasingly popular among the states), in-state businesses enjoy a significant benefit
over businesses that have little or no property or payroll in the state but that do have sales that
are apportionable to the taxing state.

When combined with the economic nexus standard, states would actually be subsidizing
such incentives for in-state businesses at the expense of out-of-state businesses that do not
receive the benefits and protections provided by the state. Not only does this offend the basic
principle of nondiscrimination that is required by the Commerce Clause of the U.S.
Constitution,* but, in addition, it surely is misguided tax policy to make one party that is not
really “in” the jurisdiction bear the tax burden of those persons who actually receive the benefits
and protections of the government services that the taxes are funding.

Effect on American Job Retention and Growth

The U.S. economy has been making strong gains in the overall level of growth, with
historically low inflation, home ownership at record levels, and household consumption
expanding. These economic gains have been due in large part to the ongoing expansion in the
productivity of U.S. workers and businesses. While productivity gains are unquestionably a
good thing for the U.S. economy, the flip side is that U.S. businesses have proven capable of
increasing output without expanding employment at the same rate as seen in most past
recoveries. Therefore, responsible federal policymakers need to identify and rectify potential
barriers to new job creation in America to ensure that our economic expansion creates the largest
number of high-quality jobs.

The current level of uncertainty and ambiguity in the application of state-level taxes on
U.S.-based businesses impedes new job creation. Businesses operating in the U.S. must deal
with the ambiguity in the current nexus rules that govern when states have the right to impose
direct taxes on businesses. Rather than a clear set of federal rules regarding when a business is
subject to state taxes, the current environment is governed largely by the level of aggressiveness
of state tax administrators and ongoing litigation. As I mentioned earlier, state tax officials have
increasingly pushed the envelope in an effort to raise revenues from out-of-state enterprises. The
uncertainty will only increase as states continue to assert jurisdiction over out-of-state businesses
based on “economic nexus” principles.

It is noteworthy that this uncertainty is borne chiefly by businesses based in the United
States. Investing in the creation of new plants, equipment, and jobs in other countries is actually
encouraged by the ambiguity in nexus standards and the aggressiveness of state tax officials.
When combined with the effect of bilateral tax treaties and the difficulty of collecting state-level

* See, e.g., Northwestern States Portland Cement Co. v. Minnesota, 358 U.S. 450 (1959) and Armco, fnc. v.
Hardestv, 467 U.S. 638 (1984).
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taxes from foreign enterprises, the uncertainty and ambiguity of state taxation has become
another incentive that unnecessarily promotes new investment and job creation abroad.

Foreign business enterprises are often shocked to learn that while treaties may insulate
them from federal taxation, state taxation can still be imposed. This factor, when combined with
the ambiguity of current state tax nexus law and the aggressiveness of state tax administrators,
has put a real damper on foreign investment. Even when a foreign business initially considers
opening an active business in the United States and paying federal tax and state tax where it
locates its property and employees, the specter of having to pay tax to every jurisdiction where it
merely has customers is quite intimidating. Addressing the problems of state tax uncertainty and
the risk of litigation costs clearly has the potential to encourage additional foreign investment in
the U.S., thus creating new jobs throughout the country.

By providing a bright line, quantifiable physical presence standard, HR. 3220 addresses
the current level of uncertainty in the nexus rules that apply to direct business taxes by lowering
litigation expenses for companies that operate facilities in the United States and by reducing the
likelihood that they will be targeted by out-of-state tax authorities bent on raising revenues from
businesses that do not have a presence in their state. H.R. 3220, while certainly not an answer to
all the questions related to encouraging new job creation in America, will encourage businesses,
whether based in America or overseas, to put new investment and create new jobs here in
America rather than in another country.

Conclusion

The physical presence nexus standard provides a clear test that is consistent with the
principles of current law and sound tax policy’” and that is consistent with Public Law 86-272, a
time-tested and valid Congressional policy. Physical presence is an accepted standard for
determining nexus.’® And a physical presence test for nexus is consistent with the established
principle that a tax should not be imposed by a state unless that state provides benefits or
protections to the taxpayer.

What the entire nexus issue boils down to is fairness. The bright-line physical presence
nexus standard of H.R. 3220 provides the most fair and equitable standard. This is true primarily
for two reasons. One, businesses have a reasonable expectation of taxation only when they are
the recipients of the benefits and protections provided by the taxing jurisdiction. Two, a physical
presence standard protects in-state businesses from “foreign tax” imposed by jurisdictions solely
because of the business having customers located in the taxing jurisdiction. By providing clarity,
the physical presence standard removes an impediment to investment in the United States. For

* Richard Pomp, who festificd as a tax policy experl on behall of the taxpayer in Lanco fnc. v. Director, Div. of
Tax'n, N.J. Tax Ct.. No. 005329-97 (Oct. 23, 2003), articulated “six principles of tax policy . . . as representing the
valucs inherent in the commerce clause:  desirability of a clear or “bright-linc” test, consistency with scitled
expectations, reduction of litigation and promotion of interstate investment. non-discriminatory treatment of the
service scetor, avoidance of multiple taxation, and cfficiency of administration.” Lanco Inc. v. Director, Div. of
Tax’n, N.J. Tax Ct., No. 005329-97 at 15-16 (Oct. 23, 2003). Prolcssor Pomp concluded that a physical presence
standard better advanced these principles than a standard based on economic nexus principles. /d. at 16.

* See, e.g., Quill Corp. v. North Dakota, 504 U.S. 298 (1992) and Narional Bellas Hess, Inc. v. Department of
Revenue, 386 U.S. 753 (1967).
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these reasons, the bill would benefit both U.S. businesses and consumers and, thus, the U.S.
economy as a whole.

My comments only scratch the surface of why a physical presence nexus standard for
business activity taxes and modernization of Public Law 86-272 is the right answer and why
HR. 3220 should therefore be enacted. But it is clear that HR. 3220 warrants the full and
enthusiastic support of the Subcommittee. Its enactment will ensure that the U.S. business
community, and thus the U.S. economy, are not unduly burdened by unfair attempts at taxation
without representation. H.R. 3220 will not cause any dislocations in any state’s revenue sources.
Thank you for your time, I welcome any questions.

NYK 903139-8.052903.0011
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Mr. CANNON. Thank you, Mr. Rosen.
Mr. Van Fossen.

STATEMENT OF JAMIE VAN FOSSEN, STATE
REPRESENTATIVE, 81ST HOUSE DISTRICT, STATE OF IOWA

Mr. VAN FosSEN. Chairman Cannon, Representative Watt, and
Members of the Subcommittee, thank you for the opportunity to
testify today. My name is Jamie Van Fossen, and I am a State Rep-
resentative from Iowa, and I chair the House Ways and Means
Committee at the State House. I also serve as a public sector chair
for the Tax and Fiscal Policy Task Force at the American Legisla-
tive Exchange Council, or ALEC.

On behalf of the people of Iowa and the over 2,400 State legis-
lator members of ALEC, I am pleased to testify in support of H.R.
3220, or BATSA, legislation. ALEC is a bipartisan individual mem-
bership organization of over 2,400 State legislators. ALEC’s mis-
sion is to promote Jeffersonian principles of free markets, indi-
vidual liberty and federalism and limited government. Our task
force mission is to study efforts of legislators from across the coun-
try and assist them in their lawmaking function. We author and
study model legislation with the assistance of our private sector
members on issues ranging from tax limitation to managing a
State budget crisis, and also to the relationship between State tax
policy and interstate commerce.

Last year we took notice of a disturbing trend in State tax policy,
the erosion of the physical presence standard for the collection of
business activity taxes. The State revenue departments spurred on
by a State budget crises are moving more aggressively to collect
taxes from businesses wholly located in other States. In response
to this trend and the threat it created for interstate commerce and
State economic growth, ALEC provided two pieces of model legisla-
tion designed to preserve and strengthen the physical presence or
nexus requirement for imposition of business activities tax.

We first passed a model resolution calling on Congress to retain
and strengthen Public Law 86-272 as the Federal standard for the
State imposition of business activities tax. In our resolution we
said that the ability of State and local jurisdictions to tax out-of-
State businesses should be limited to those situations in which the
business has employees and/or property in a taxing jurisdiction
and, accordingly, receives meaningful Government benefits or pro-
tections from this jurisdiction.

Our resolution also asks Congress to update Public Law 86-272
by extending its protections beyond solicitation of sales of tangible
personal property to the sales of services and intangibles, therefore
reflecting the realities of 21st century economy. We then presented
a model bill that would make physical presence the State standard
for imposing business activities taxes. The model also defines phys-
ical presence in a way that would create certainty for businesses
and minimize costly litigation on nexus issues. The bill would have
provided a de minimis threshold of 21 days of physical presence in
a State before taxation would be triggered. Our model bill has been
introduced in California, in Iowa, and also has been introduced in
Wisconsin.
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Our model resolution was approved by the Iowa House of Rep-
resentatives last month as you mentioned, Mr. Chairman. I urge
you to support the simplification of business activities tax for sev-
eral reasons: First, because it is consistent with constitutional sep-
aration of powers between Federal and State governments; second,
because it would contribute to State economic growth and job cre-
ation; and, third, because it would maintain the principle of tax
competition among the States.

I believe as does ALEC that Government powers should be lim-
ited. This same belief animated the drafters of the Declaration of
Independence and the Constitution of the United States and should
be at the forefront of our thinking in any discussion about inter-
state commerce and State tax jurisdiction.

H.R. 3220 is consistent with this core belief because it would
limit power of State government to place undue burdens on inter-
state commerce. People are often surprised to learn that ALEC, a
State focused public policy group, is in favor of Federal restrictions
on State power. They wonder how we could be in favor of fed-
eralism and also advocate for Federal preemption of certain State
tax on business activities. The answer is simple, federalism is not
an end into itself. Federalism, like the separation of powers, is the
tool we use to limit Government’s power and enhance the liberty
of our citizens. Whenever State government goes beyond its powers
given to it by the people and the Constitution, such as when the
State tries to impose business taxes located outside of the State’s
jurisdiction, we should not hide behind the mantra of federalism
and excuse the action.

H.R. 3220 is thus not about the rights of States. It is about the
rights of people. This bill is not about the right of Iowa and other
States to maintain historic levels of spending on schools, health
care and transportation. This bill is about the rights of Iowa busi-
ness owners and their customers to engage in interstate commerce
free from the undue burdens associated with paying taxes in mul-
tiple States. You are not forced, as opponents of the bill claims, to
choose between public schools and other funding. You are going to
have to decide whether federalism means that States have nearly
unlimited powers to tax or whether federalism is just as much a
restriction on State power as it is a restriction on Federal power.

H.R. 3220 is also consistent with the time honored American
principle of no taxation without representation. Businesses should
not have to pay taxes in those jurisdictions where they have no
physical presence, where they derive to substantial benefit from
the services of Government, and where they have no lasting con-
nection of betterment of culture and society.

This leads me to the second reason I and ALEC support H.R.
3220, because it will foster economic growth and job creation, espe-
cially at the State level. We should measure fiscal health of a State
by the gross State product, State jobs and the size of the family
budget. We should not measure fiscal health by the size and
growth of the State budget or State revenues. This will in turn be
good for the viability of State finances. Any threat to our national
economy is by definition a threat to the States. Enacting legislation
like H.R. 3220 is the best medicine Congress can prescribe for
healthy State economies.
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H.R. 3220 would also maintain, and I think this gets to the
point, a healthy tax competition among States. In Iowa we seek to
create a tax and regulatory environment that is favorable to busi-
ness locations and job creation. We compete with other States to
offer the beneficial place to locate business. If other States can tax
Towa businesses merely because they have customers that derive
income from those States, Iowa will lose a major tool we have to
attract business and jobs.

Thank you.

[The prepared statement of Mr. Van Fossen follows:]

PREPARED STATEMENT OF JAMIE VAN FOSSEN

Chairman Cannon, Representative Watt, and members of the subcommittee,
thank you for the opportunity to testify before the House Judiciary Subcommittee
on Commercial and Administrative Law. My name is Jamie Van Fossen, and I am
a State Representative from Iowa. I chair the Iowa House Ways and Means Com-
mittee and I also serve as the public sector chair of the Tax and Fiscal Policy Task
Force at the American Legislative Exchange Council (ALEC). On behalf of the peo-
ple of Iowa, and the over 2,400 state legislative members of ALEC, I am pleased
to testify in support of H.R. 3220, the “Business Activity Tax Simplification Act of
2003.”

ALEC is a bi-partisan, individual membership organization of over 2,400 state
legislators. ALEC’s mission is to promote the Jeffersonian principles of free markets,
individual liberty, federalism and limited government to our members. I serve as
the public sector chair of the Tax & Fiscal Policy Task Force. Our task force’s mis-
sion is to study the efforts of legislators from across the country and assist them
in their lawmaking function. We author and study model legislation, with the assist-
ance of our private sector members, on issues ranging from tax limitation, to man-
aging a state budget crisis, to the relationship between state tax policy and inter-
state commerce.

Last year, we took notice of a disturbing trend in state tax policy: the erosion of
the physical presence standard for the collection of business activity taxes. State
revenue departments, spurred on by the state budget crisis, are moving more ag-
gressively to collect taxes from businesses wholly located in other states. In response
to this trend and the threat it created for interstate commerce and state economic
growth, ALEC approved two pieces of model legislation designed to preserve and
strengthen the physical presence nexus requirement for the imposition of business
activity taxes.

We first passed a model resolution calling on Congress to retain and strengthen
Public Law 86272 as the federal standard for the state imposition of business ac-
tivity taxes. In our resolution, we said that the ability of state and local jurisdictions
to tax out-of-state businesses should be limited to those situations in which the busi-
ness has employees and/or property in the taxing jurisdiction and accordingly re-
ceives meaningful governmental benefits or protections from the jurisdiction. Our
resolution also asks Congress to update Public Law 86-272 by extending its protec-
tions beyond the solicitation of sales of tangible personal property to the sales of
services and intangibles, thereby reflecting the realities of the 21st century econ-
omy.

We then passed a model bill that would make physical presence the state stand-
ard for imposing business activity taxes. The model also defines physical presence
in a way that would create certainty for businesses and minimize costly litigation
on nexus issues. The bill would provide a de minimis threshold of 21 days of phys-
ical presence in a state before taxation would be triggered. Our model bill has been
introduced in California and Iowa, and we expect it to be introduced shortly in Wis-
consin. Our model resolution was approved by the Iowa House of Representatives
last month.

I urge you to support the simplification of business activity taxes for several rea-
sons: first, because it is consistent with the constitutional separation of powers be-
tween the federal and state governments; second, because it would contribute to
state economic growth and job creation, and; third, because it will maintain the
principle of tax competition among the states.

I believe, as does ALEC, that government’s power should be limited. This same
belief animated the drafters of the Declaration of Independence and the Constitu-
tion of the United States, and should be at the forefront of our thinking in any dis-
cussion about interstate commerce and state tax jurisdiction. H.R. 3220 is consistent
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with this core belief because it would limit the power of state government to place
undue burdens on interstate commerce. People are often surprised to learn that
ALEC—a state-focused public policy group—is in favor of federal restrictions on
state tax power. They wonder how we can be in favor of federalism and also advo-
cate for federal preemption of certain state taxes on business activities. The answer
is simple: federalism is not an end unto itself. Federalism, like the separation of
powers, is a tool we use to limit government’s power and enhance the liberty of our
citizens. Whenever state government goes beyond the powers given to it by the peo-
ple and the Constitution, such as when a state tries to impose taxes on businesses
located outside its jurisdiction, we should not hide behind the mantra of federalism
and excuse such action.

H.R. 3220 is thus not about the rights of the states, it is about the rights of the
people. This bill is not about the right of Iowa and other states to maintain historic
levels of spending on schools, health care and transportation. This bill is about the
rights of Iowa business owners and their customers to engage in interstate com-
merce free from the undue burdens associated with paying taxes in multiple states.
You are not forced, as the opponents of this bill claim, to choose between public
schools and corporate profits. Rather, you are going to decide whether federalism
is a two way street, granting license to states as well as restricting state power out-
side its own borders. You are going to have to decide whether federalism means that
states have nearly unlimited powers to tax, or whether federalism is just as much
a restriction on state power as it is a restriction on federal power.

H.R. 3220 is also consistent with the time-honored American principle of “no tax-
ation without representation.” Businesses should not have to pay taxes in those ju-
risdictions where they have no physical presence, where they derive no substantial
benefit from the services of government, and where they have no lasting connection
to the betterment of the culture and society. If we do not draw the line at physical
presence, it will be difficult to draw it anywhere that would meaningfully limit the
state’s power to place undue burdens on interstate commerce. The number of states
in which a business will have to pay taxes will quickly multiply, indeed is already
multiplying, because of the erosion of the physical presence standard and the need
to extend the standard to sellers of services and intangibles.

This leads me to the second reason I, and ALEC, support H.R. 3220: because it
will foster economic growth and job creation, especially at the state level. We should
measure fiscal health by the growth in Gross State Product (GSP), state jobs, and
the size of the family budget. We should not measure fiscal health by the size and
growth of the state budget or state revenues. This bill will be good for economic
growth because it will promote the free flow of interstate commerce and create cer-
tainty for businesses engaged in interstate commerce. This will in turn be good for
the viability of state finances. Any threat to our national economy is by definition
a threat to the states. Enacting legislation like H.R. 3220 is the best medicine Con-
gress can prescribe for healthy state economies.

H.R. 3220 would also maintain healthy tax competition among the states. In Iowa,
we seek to create a tax and regulatory environment that is favorable to business
location and job creation. We compete with other states to offer the most beneficial
place to locate a business. This tax competition is healthy for Iowa and healthy for
our national economy. If other states can tax Iowa businesses merely because they
have customers or derive income in those states, Iowa will lose a major tool we use
to attract jobs and businesses.

Iowa has been a leader in the effort to reform and simplify business activity taxes.
As I mentioned earlier, the Iowa House of Representatives passed a resolution last
month calling on Congress to enact business activity reforms similar to H.R. 3220.
As a state lawmaker, I would urge you to enact H.R. 3220 because it promotes fed-
eralism, enhances our national economy and thereby increases the financial viability
of our state governments, and preserves the constitutional principle of tax competi-
tion among the states. Thank you.



5] eata ]
15

%

Satua ko
she taxing

i

Lz

A

s e

i

B

H oA
G

ke

s]

31

DB ION

ThK




32

5 Y A%
qﬂ.ﬁvﬁm,. :

kg f‘»f
-Ehrizstopher Ranis
gpeaxer of the House

i

Mr. CANNON. Thank you, Mr. Van Fossen. I would like to point
out, in a day when we are hearing claims of outsourcing, if Iowa
loses job it is likely that America loses jobs.

Commissioner Clayburgh.

STATEMENT OF RICK CLAYBURGH, TAX COMMISSIONER,
STATE OF NORTH DAKOTA

Mr. CLAYBURGH. Thank you, Mr. Cannon. Chairman Cannon,
Mr. Watt, Members of the Subcommittee, I am Rick Clayburgh, the
Commissioner of North Dakota’s Office of State Tax Commission.
I am speaking to you today on behalf of the National Governors’
Association, and thank you for the opportunity to address the
issues relating to H.R. 3220, the Business Activity Tax Simplifica-
tion Act, and the impact that it could have on all States.

I would like to read a couple of points out of my testimony, but
you do have a copy of my testimony, and then I would just like to
address some issues.

First of all, I would like to reiterate the National Governors’ As-
sociation policy on this issue of business activity tax, which is very
clear. The National Governor’s Association opposes any further leg-
islative restriction on the ability of States to determine their own
policy on business activity or corporate profit taxes. This is an
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issue of State sovereignty. The U.S. Constitution adequately pro-
tects the interests of both States and business. The National Gov-
ernors’ Association opposes H.R. 3220 because it would unduly
interfere with the ability of States to determine and manage its
own policies.

Members of the Committee, the issues that we are facing are dif-
ficult in many respects. As you look at businesses, they are entities
that are legal fictions that are created on paper and that have no
physical being. These businesses are present in States through rep-
resentatives such as buildings, property or inventory they own or
persons they hire such as employees and independent contractors
that do the company’s work. They are present in States through ac-
tivities they undertake such as leasing, contracting, licensing, sell-
ing and the like. So the key question that we face is what are the
activities of a company that have no single physical embodiment
sufficient to bring it within a State’s taxing jurisdiction.

The National Governors’ Association is opposed to H.R. 3220
based on five key points. First of all, it encourages and expands tax
planning. One of the issues that has come up within States is the
ability of some businesses to do tax planning in which they can
channel away from that State legitimate income that has been
earned within the State. In some cases these have been challenged
in court and the courts are siding with the States. But there are
issues that have not been fully litigated. And many tax planners
for corporations are looking at those issues and saying,” I really
cannot put my company into that position to try to challenge a par-
ticular State law to determine if we have a significant presence
within that State.” The passage of H.R. 3220 would actually create
a situation where tax planners would have an obligation on behalf
of their corporation and their shareholders to minimize their tax
obligations within the States. This will increase the burden of tax-
ation on local business and local constituents because they are the
only ones that will be remaining within a State that will be subject
to the State’s taxing jurisdiction.

Second, we truly believe that H.R. 3220 favors big over small.
H.R. 3220 favors out-of-State businesses over in-State businesses
and for our State that is not sound economic policy. I believe it is
very important, and it is one of the reasons and one of the ideas
that I truly believe in, that State tax policy should be fair and con-
sistent for all taxpayers. H.R. 3220 goes a long way in separating
that in creating winners and losers.

Third, I beg to differ, but H.R. 3220 is not clear and it is not sim-
ple. It does not create a physical presence standard. It creates
something less than a physical presence standard. And I would
argue that we will find in many States that audit activity and liti-
gation will increase as auditors are looking into the activities of a
business, would have to assess a tax and have the business come
back and prove the activity that occurred was within one of the
carve-outs which was established during this Federal legislation. I
do not believe that is good tax policy.

Third, it is a step back in time for tax policy. At a time when
our economy and our country, we are in a situation where we are
now an electronic, borderless economy, most businesses have the
ability to operate anywhere at any time without the encumbrance
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of a physical presence. However, H.R. 3220 tries to take the 19th
century tax law on physical presence and impose it on a 21st cen-
tury borderless economy. That does not make sense.

Finally, and most importantly, we believe that H.R. 3220 violates
the principles of federalism. It violates over 225 years of federalism
by taking decisions regarding economic development and job cre-
ation in our own States away from the Governors, the State legisla-
tors and mayors and puts it in the hands of Congress. For that rea-
son, Mr. Chairman, and I look forward to answering questions spe-
cific to it, and for the reasons outlined in the statement I have pro-
vided in my opening comments, the National Governors’ Associa-
tion strongly urge the Subcommittee to reject H.R. 3220.

Congress should not implement legislation that will discriminate
against local merchants and businesses cause States to incur se-
vere revenue losses and set back over 225 years of principles of fed-
eralism.

Mr. Chairman and Members of the Subcommittee, thank you for
the opportunity to speak with you, and again I welcome the oppor-
tunity to address specific questions.

[The prepared statement of Mr. Clayburgh follows:]

PREPARED STATEMENT OF RICK CLAYBURGH

Chairman Cannon and Members of the Subcommittee, I am Rick Clayburgh, Com-
missioner of the North Dakota Office of State Tax Commissioner. I am speaking to
you today on behalf of the National Governors Association and thank you for the
opportunity to address issues relating to HR 3220, the Business Activity Tax Sim-
plification Act, and the impact it could have on all states.

NGA policy on the issue of business activity taxes is very clear:

“The nation’s Governors oppose any further legislative restrictions on the ability
of states to determine their own policy on business activity or corporate profits
taxes. This is an issue of state sovereignty. The U.S. Constitution adequately
protects the interests of both states and business.”

The NGA opposes H.R. 3220 because it would unduly interfere with the ability
of states to determine and manage their own tax policies. In the simplest of terms,
HR 3220 would encourage—and in some cases, mandate—businesses to engage in
tax shelter activities to avoid payment of state corporate income and other business
activity taxes. It would impose new limits on the ability of states to tax entities en-
gaging in business in the state, and prevent states from taxing income where it is
earned. It would reduce every state’s revenue base—with aggregate revenue losses
likely reaching into the billions of dollars per year. It would unfairly shift the tax
burden to local businesses and render most of these taxes virtually unworkable.
Most importantly, H.R. 3220 runs directly counter to our system of federalism and
places Congress in the position of making decisions that for over 225 years have
been reserved to state and local elected officials.

Let me put the proposals in HR 3220 in context. When we talk about a state’s
jurisdiction to tax, also known as nexus, we are asking whether a company has suf-
ficient activities in a state to allow that state to impose a tax on it. Business entities
are legal fictions created on paper that have no physical being. These businesses are
present in a state through representatives such as buildings, property, or inventory
they own or persons they hire, such as employees and independent contractors, to
do the company’s work. They are present in the state through the activities they
undertake such as leasing, contracting, licensing, selling, and the like. So, the key
question is: When are the activities of a company that has no single physical embod-
iment, sufficient to bring it within the state’s taxing jurisdiction?

Proponents of HR 3220 will tell you that the legislation establishes a straight-
forward “bright line” standard of “physical presence” for determining nexus, thus
providing certainty for the business community. They will also argue that the meas-
ure will have little impact on state revenues. Nothing could be further from the
truth. Let me briefly address some of the issues raised by HR 3220.
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Point #1: Simple and Identifiable Standards

H.R. 3220 purports to establish a bright line physical presence standard for the
imposition of state and local business activity taxes. In reality, the measure contains
a series of conditions and carve-outs from the physical presence standard that would
enable a corporation to engage in a substantial volume of activity in a state without
being subject to the state’s tax jurisdiction.

H.R. 3220 provides that an entity may be subjected to tax in a state if it has per-
sonnel or property in the state—

e Unless the personnel or property are in the state for fewer than 21 days or

e Unless the personnel or property are engaged solely in the solicitation of sales
of tangible goods, intangibles or services or

e Unless the personnel or property are engaged in various activities such as
news gathering, making purchases, or lobbying government officials, or

e Unless the activities of the entity are carried out by a contractor—a con-
tractor that might be a wholly-owned subsidiary that may simply perform ac-
tivities for two related parties.

In other words, there is nothing simple and nothing bright about the standard in
H.R. 3220, and it certainly goes way beyond mere physical presence before a state
would be authorized to levy its business activity tax. As an example, a company en-
gaged in “gathering news” could have a permanent building in a state and perma-
nent employees in the state and not be subject to tax. Likewise, a company that
sold multiple products into a state could use an independent contractor to perform
all its installation, servicing, and repair services in the state and not be subject to
tax on its income.

In short, the so-called “bright line” standard that HR 3220 imposes is more a ruse
than a reality—and represents a step backward in good tax policy.

Point #2: HR 3220 Legalizes—and even promotes—increased tax sheltering. By re-
quiring that an entity have a physical presence in a state, H.R. 3220 would legalize
the use of “intangible holding companies” and other related-party arrangements to
shift income among states in a manner that avoids taxation. For the past several
years, states have aggressively fought this form of tax sheltering. Many of those ef-
forts would be for naught if H.R. 3220 is passed. In addition, H.R. 3220 would en-
courage and possibly require additional tax sheltering. Public companies—where
corporate officers have a fiduciary duty to shareholders to boost their share prices
and reduce their tax liabilities—would conceivably be required to take advantage of
the same tax sheltering opportunities that to this point have been considered risky
and aggressive. Thus, at the same time that Congress and the Administration are
strongly advocating measures to curb the use of Bermuda-type tax shelters that af-
fect the federal tax base, H.R. 3220 would encourage Congress to do an about-face
and put its stamp of approval on legislation that would expand and legalize the use
of tax shelters for state corporate income tax avoidance.

Point #3: Impact on State Revenue Bases. H.R. 3220 would have a significant im-
pact on state revenue bases. While the fieldwork to estimate the impact of H.R.
3220 is still going on, the total impact will undoubtedly reach into the billions of
dollars per year. In fact, one state has already estimated that the impact of the bill
would amount to about a 20 percent reduction in its corporation income tax base.

Point #4: The Impact on Federalism. For 225 years, Congress has recognized the
sovereign authority of states to raise revenue. This is a fundamental principle of
federalism that is essential to the proper balance of the state/federal relationship.
H.R. 3220 would decimate this core principle and supplant the authority and judg-
ment of state and local elected officials with the judgment of Congress. It would
make Congress and large corporations the arbiters of economic development deci-
sions nationwide. Governors, state legislators, and mayors would no longer inde-
pendently decide what business is good for the economy of their cities and states,
what industry it wants to recruit to bring jobs to its citizens, or what type of busi-
ness development incentives it wants to provide. Rather, enacting H.R. 3220 will es-
tablish a system where out-of-state businesses—businesses that compete for local
customers and benefit from the services of state and local government that support
the economy—will be exempt from contributing to the local schools, public safety,
or transportation infrastructure while increasing the burden on in-state companies
and local businesses. Congress should not damage the ability of state and local gov-
ernments to use taxes to promote competition and fairness that are both constitu-
tional and a major part of their fiscal systems.

For the reasons outlined in this statement, the National Governors’ Association
strongly urges the subcommittee to reject HR 3220. Congress should not implement
legislation that will discriminate against local merchants and businesses, force
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states to incur severe revenue losses, and setback over 225 years of the principles
of federalism.
Mr. Chairman and members of the Subcommittee, thank you for the opportunity
iclo speak to you today. I welcome the opportunity to answer any questions you may
ave.

Mr. CANNON. Thank you, Mr. Clayburgh. I am certain that we
will have questions for you.
Mr. Turner, you are recognized for 5 minutes.

STATEMENT OF VERNON T. TURNER, CORPORATE TAX
DIRECTOR, SMITHFIELD FOODS, INC.

Mr. TURNER. Mr. Chairman and Members of the Subcommittee,
thank you for inviting me to testify today. It is an honor to appear
before you to discuss a matter of importance to Smithfield Foods
and the business community in general.

My name a Tracy Turner and I am the Corporate Tax Director
of Smithfield Foods. Smithfield Foods is the world’s largest pork
processor and hog producer headquartered in Smithfield, Virginia.
We have worldwide sales of 9 billion and are a Fortune 200 com-
pany. Our company has experienced remarkable growth from its
early origins as a small pork processor. Today we are a worldwide
company with sales in all 50 States. Our various subsidiaries have
physical operations in 20 States.

We incur substantial costs to meet our State tax obligations. On
an annual basis we are required to file 860 State income tax re-
turns, 450 sales and use tax returns, 3,150 State payroll tax re-
turns and 215 real and personal property returns. This results in
various State payment of almost $60 million. In spite of our efforts
to comply with the laws of all the States, we continue to find State
interpretations of the business activity tax to be difficult and trou-
blesome.

The U.S. Supreme Court and Congress have decided that States
may not unduly burden companies that have no physical presence
in a State with business activity taxes. In 1992, the U.S. Supreme
Court held in Quill Corporation vs. North Dakota that the U.S.
Constitution requires a bright line physical presence rule for the
imposition of use tax collection responsibility. Many scholars and
State tax experts believe that the Quill standard applies to all
State taxes, not just use tax.

Public Law 86-272, still good law, was enacted by the U.S. Con-
gress to provide a similar bright line standard. It bars States from
imposing a net income tax on companies whose only in-State activ-
ity is the solicitation of sales of tangible personal property. Despite
the decision of the U.S. Supreme Court and Congress, States con-
tinue to attempt to tax companies regardless of physical presence.
States have, for example, enacted and imposed gross receipt taxes,
net worth taxes, and fixed dollar minimum taxes on out-of-State
companies underthe theory that Public Law 86-272 bars imposition
of only net income tax. States have argued, too, that Quill applies
only to use tax. As a result businesses struggle with multi-state tax
compliance in the face of confusing and conflicting guidance. This
situation needs to be clarified and BATSA seeks to do that and
nothing more.

Interstate sales are today more the rule than the exception, not
only for large corporations like Smithfield but small and medium
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size enterprises as well. The current state of confusing and arbi-
trary taxation of multi-State companies that are selling product
across State lines only serves to chill interstate commerce. BATSA
will eliminate confusion and the need for companies to engage in
protracted and costly litigation as a way of ameliorating discrep-
ancies in tax enforcement.

BATSA does not diminish the ability of States to collect tax rev-
enue. It rationalizes and makes more predictable the process of
doing so.

We recently experienced a prime example of the arbitrary and
confusing application of State income tax laws. This example is not
a gross exception. In fact it is just a metaphor for a larger problem.
A collection agent with the New Jersey Department of Taxation re-
cently stopped one of our trucks loaded with refrigerated product
on the New Jersey Turnpike. The agent held the truck and its driv-
er for several hours and demanded that in order to release the
truck Smithfield had to wire $150,000 immediately to the New Jer-
sey Department of Taxation. The agent claimed that he had the
right to hold the truck and its contents because we had failed to
properly file New Jersey tax returns.

I informed the New Jersey agent that his claim was unfounded.
I explained that Public Law 86-272 protected our subsidiary from
New Jersey taxation since it only engaged in mere solicitation in
New Jersey and had no physical operations in the State. The agent
refused to accept this explanation. However, he finally agreed to re-
lease the truck and its driver in return for $8,000. We appealed
this aggressive and incorrect application of Public Law 86-272 to
the New Jersey State Tax Commissioner. Ultimately, New Jersey
accepted our contention that we have no physical presence in the
State and are not subject to New Jersey income tax. They issued
a refund and an apology for their roadside justice system.

Our experience is not unique. It is shared by businesses small
and large. Many small companies do not have the ability to make
an immediate wire transfer of funds much less obtain recourse
from aggressive States. We believe that BATSA will clarify the
physical presence standard embodied in Public Law 86-272 and
the Quill decision. This is sound public policy and we urge its pas-
sage.

Thank you very much.

[The prepared statement of Mr. Turner follows:]

PREPARED STATEMENT OF VERNON T. TURNER

Thank you for inviting me to testify today. It’s an honor to appear before you to
discuss a matter of importance to Smithfield Foods, Inc. and to the business commu-
nity in general. My name is Tracy Turner, and I am Corporate Tax Director of
Smithfield Foods, Inc.

I. INTRODUCTION

e Background on Smithfield Foods, Inc.

Smithfield Foods, Inc. is the world’s largest pork processor and hog producer,
headquartered in Smithfield, Virginia. We have worldwide sales of $9 billion, and
are a “Fortune 200” company. Our company has experienced remarkable growth
from its early origins as a small pork processor. Today, we are a worldwide com-
pany, with sales in all fifty states. Our various subsidiaries have physical operations
in twenty states.

o Why Smithfield is testifying
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We incur substantial costs to meet our state tax obligations. On an annual basis,
we are required to file 860 state income tax returns, 450 sales and use tax returns,
3,150 state payroll tax returns and 215 real and personal property tax returns. This
results in various state payments of approximately $60 million. In spite of our ef-
forts to comply with laws with all the states, we continue to find state interpretation
of the business activity tax to be difficult and troublesome.

II. THE PROBLEM—BUREAUCRATIC ARBITRARINESS

The U.S. Supreme Court and Congress have decided that states may not unduly
burden companies that have no physical presence in a state with “business activity
taxes.”

In 1992, the U.S. Supreme Court held in Quill Corporation v. North Dakota that
the U.S. Constitution requires a bright line physical presence rule for the imposition
of use tax collection responsibility. Many scholars and state tax experts believe that
the Quill standard applies to all state taxes, not just use tax.

Public Law 86-272, still good law, was enacted by the U.S. Congress to provide
a similar bright line standard. It bars states from imposing a net income tax on
companies whose only in-state activity is the solicitation of sales of tangible personal
property.

Despite the decision of the U.S. Supreme Court and Congress, states continue to
attempt to tax companies regardless of physical presence. States have, for example,
enacted and imposed gross receipts taxes, net worth taxes and fixed dollar minimum
taxes on out of state companies under the theory that Public Law 86272 bars impo-
sition of only net income tax. States have argued too, that Quill applies only to use
tax. As a result, businesses struggle with multi-state tax compliance in the face of
conflicting and confusing guidance. This situation needs to be clarified, and BATSA
seeks to do that and not more.

III. BATSA

Interstate sales are today more the rule than the exception, not only for large cor-
porations like Smithfield, but small and medium sized enterprises as well. The cur-
rent state of confusing and arbitrary taxation of multi-state companies that are sell-
ing product across state lines only serves to chill interstate commerce. BATSA will
eliminate confusion and the need for companies to engage in protracted and costly
litigation as the way of ameliorating discrepancies in tax enforcement. BATSA does
not diminish the ability of states to collect tax revenue. It rationalizes and makes
more predictable the process of doing so.

IV. A RECENT SMITHFIELD EXPERIENCE

We recently experienced a prime example of the arbitrary and confusing applica-
tion of state income tax laws. This example is not a gross exception. In fact, it is
just a metaphor of a larger problem. A collection agent with the New Jersey Depart-
ment of Taxation recently stopped one of our trucks, loaded with refrigerated prod-
uct, on the New Jersey turnpike. The agent held the truck and its driver for several
hours, and demanded that, in order to release the truck, Smithfield had to wire
$150,000 immediately to the New Jersey Department of Taxation. The agent
claimed that he had the right to hold the truck and its contents because we had
failed to properly file New Jersey tax returns.

I informed the New Jersey agent that his claim was unfounded. I explained that
Public Law 86—272 protected our subsidiary from New Jersey income taxation since
it only engaged in mere solicitation in New Jersey and had no physical operations
in the State. The agent refused to accept this explanation. However, he finally
agreed to release the truck and its driver in return for $8,000.

We appealed this aggressive and incorrect application of Public Law 86-272 to the
New Jersey State tax commissioner. Ultimately, New Jersey accepted our contention
that we have no physical presence in the State and are not subject to New Jersey
income tax. They issued a refund and an apology for their roadside justice system.

Our experience is not unique; it is shared by many businesses, large and small.
Many small companies do not have the ability to make an immediate wire transfer
of funds much less obtain ultimate recourse from aggressive states. We believe that
BATSA will clarify the physical presence standard embodied in Public Law 86-272
and the Quill decision. This is sound public policy and we urge its passage.

Mr. CANNON. Thank you, Mr. Turner. Commissioner, I know you
are here representing the National Governors’ Association but you
are also the Treasurer of the MTC. Would you mind if I asked a
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couple questions about the MTC and you may or may not speak on
behalf of them but perhaps could you give us some guidance on
their thinking.

Mr. CLAYBURGH. I certainly will.

Mr. CANNON. I was surprised by the directness of Mr. Rosen’s
statement that the MTC citing the FTB, Franchise Tax Board of
California, I think the term “false” was used directly.

I have been handed actually a copy of a press release that appar-
ently came from the MTC. The Multistate Tax Commission warned
today that H.R. 3220 would legalize the controversial tax shelter
schemes. The bill would allow income shifting gains made noto-
rious by a handful of companies in order to avoid paying tax to
State governments which are still shaky in the wake of a recent
economic recession.

That is a pretty intensely political statement by an organization
that would be thought to be more analytical, and I would like you
to comment on that if you will, but at the same time,as I men-
tioned earlier, we have a series of issues here that relate how
States can tax. We have the Internet Tax Freedom Act, we have
the Streamlined Sales Tax Proposal, which I believe Mr. Delahunt
is going to talk about. These are not partisan issues. These are,
however, thoughtful about taxing ourselves.

As you know, the Multistate Tax Commission came out with a
study that is a little bit outrageous, but even if you say it is not
intended to be so political, it suggested that the States would lose
somewhere between $4 and $9 billion a year, couched in today’s
terms, as opposed to the time frame it would take for the Internet
Tax Freedom Act to have some effect, and that had a fairly pro-
found effect on the legislative process, especially on the other side
of the building.

I would actually like to deal with the issue of how political the
MTC is and why, as opposed to dealing with them here, because
we have had a very pleasant discussion, rationally, and your pres-
entation was very compelling, but what are State tax commis-
sioners thinking in the long term?

In other words, I just have to say as an aside that the Tax Com-
missioner of Utah is a guy named Bruce Johnson, whom you may
know. Bruce has been a friend of mine for a very long time, but
I just absolutely hate Bruce.

For the record, this is a joke, although this is not really a joke.
The reason is my wife dated him, so he is the perfect human being
to whom I am always compared and has been for the last 28 years.
But we recently had a very intense conversation on this subject.
Why is the State of Utah not looking beyond the issue of the ITFA
and they are relatively significant taxes they have there, when you
have, I am not sure what the number is, but Business Week 3 or
4 weeks ago said that the SSTP said lost revenues on the Inter-
net—I am not sure if that means catalogs and other things—are
$35 billion. Why are we tripping over $35 billion over what even
in an exaggerated sense is 54 to $9 billion based upon taxing the
Internet?

I am going to give you some time to answer that, but let me add
that it seems to me in a rational system you would want the goose
that produces the golden eggs to be well fed and comfortable,
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maybe a little bit of exercise, but you do not want to interfere with
the golden eggs. And information is the context for virtually every-
thing that we are doing in America and in the world to create an
economically vibrant system. So why on Earth would we want a
balkanized system of State taxes on our information process? And
ii aglybody at the MTC thinking rationally and long term about
this?

I am sorry. The rational does go back to the politicized statement
here. But are we thinking about that and is there some way to
move the MTC to a position of saying, look, the SSTP is important,
the BAT is really important, and the ITFA is not very important?

Mr. CLAYBURGH. Thank you, Mr. Chairman. I will start to an-
swer the question. If I am not getting all your points, please stop
and clarify for me and I will try to address those.

First of all, I am here on behalf of the National Governors’ Asso-
ciation. I am the Treasurer of the Multistate Tax Commission, as
you have stated. I am also on the Board of Trustees of the Federa-
tion of Tax Administrators. Very briefly, I want to give a back-
ground of myself. I am a Republican. I am elected in the State of
North Dakota. I am formerly involved in a business.

Mr. CANNON. That makes you dramatically different from Bruce,
who actually gets appointed. We love your State’s approach.

Mr. CLAYBURGH. But I have to disagree in some respects. The
goal of the Multistate Tax Commission and the reason that a num-
ber of States participate in it, and one of the issues that I enumer-
ated in my opening remarks, is something I believe so strongly in
and that is fairness and consistency within tax administration.

The Multistate Tax Commission’s real role is trying to deal with
uniformity, consistency and certainty amongst taxes for businesses
that are doing business in multiple states. The Commission does
just an outstanding job there. I do not have any disagreement on
how the Multistate Tax Commission deals with that.

The issue and the discussion in the release has to deal with one
of the aspects and the concerns that have been enumerated pub-
licly across this country, “what will occur with the issue of tax
planning?”

Now you and I both know that 99.99 percent of all corporations
are outstanding members of our communities, are outstanding
members of this country. They provide jobs. They provide oppor-
tunity. They provide economic growth. They are good for our soci-
ety. They are good for our State, but they still have an issue that
impacts those, and that is that legal side or that tax planning that
may occur with an area that we do not have tax law that is specific
yet in States, and they are challenging to try to determine what
is the law in a State.

Mr. CLAYBURGH. For example, in the K-Mart case in New Mexico
or Jeffries in North Carolina, that issue of the Multistate Tax Com-
mission is an issue of trying to provide uniformity and consistency.

I have to tell you, from the standpoint of business activity taxes,
in my role as tax commissioner in North Dakota, we work with the
business community in our State, both in State and those from a
multi-State jurisdiction that do work within our State. Most re-
cently, we sat down with tax preparers and members of our audit
staff to go over an issue that we had some disagreement with and
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gave the tax preparer an opportunity to hear what was the issue
the tax department was looking at. And it gave the tax department
an opportunity to understand where the taxpayer was coming from.

By the time the day was done, it was about a 2-hour meeting,
we had the issue resolved. And it is not an issue anymore. I have
been tax commissioner for 8 years in North Dakota and have been
on the board of the FTA and have been on the board of the MTC.
I have talked with our Governor, and I have a great relationship,
as a former legislator, with our legislative leaders in North Dakota.
We are not aware of, and people have not been bringing to us sig-
nificant problems, with business activity taxes.

I am proud of North Dakota and what we have done in the tax
department. We have been able to reduce the size of our agency.
And we have been able to focus on customer service and make sure
people are treated fairly, efficiently and effectively. We have turned
nearly $4.5 million back in unspent revenue authority.

I am just giving you a background of where I am coming from.
The purpose of all of this is, we have a problem with business ac-
tivity taxes. I think it is important for the business community to
sit down with the governors and say, “Here are our issues.” States
are willing and able to sit down and listen. We have shown it, both
with streamlining and shown it with the sourcing rules with wire-
less. If we are presented the problem, we can sit down and work
the issues out in a way that is fair and reasonable to all taxpayers,
to all businesses and to the States.

But really, we haven’t been given that opportunity here. This has
been an issue that really has surfaced here in Congress but is not
surfacing, for the most part. Now there are specific issues that will
pop up occasionally, and yes, there are egregious issues that will
come out from a State. All I am trying to say is, let us sit down
and let the States sit down with the business community to try to
resolve this before we take a one-size-fits-all piece of Federal legis-
lation and put it in all States, because what is good for South Caro-
lina may not be good for North Carolina, and what is good for Utah
may not be good for North Dakota.

Mr. CANNON. I think an elected tax commissioner would be won-
derful for Utah. And I am going to suggest that to my State legisla-
tors.

I did not mean this to be a personal attack, and I hope you will
do me a favor in your next meeting with your Multistate Tax
board, I hope they will take a look, first of all, the politicization
that happened on this bill and the politicization that happened on
the Internet tax as it went over to the Senate and consider, long-
term, where you want to go with this, because I think there were
serious concerns with that Internet Tax Freedom Act Report that
went to the credibility of the MTC, and that, I think, is unfortu-
nate.

I hope you will go back and consider with those folks where
States ought to be going and what they ought to be thinking, be-
cause I would like to see the Internet Tax Freedom Act pass the
way we passed it here.

With that, let me yield 5 minutes to the gentleman from North
Carolina, Mr. Watt.

Mr. WATT. Thank you, Mr. Chairman.
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I am trying to get a handle on this, so let me ask a couple of
basic questions.

Mr. Rosen—any one of you could answer these questions but
since you testified first—I assume there are States that have no in-
come taxes, is that correct?

Mr. ROSEN. There are a few.

Mr. WATT. What are those States?

Mr. ROSEN. States that have taxes instead of income taxes, a
number of States, depending on the industry. Some impose gross
receipts tax. Others have alternate bases based on capital. And the
State of Nevada has no corporate level tax at all. That is the only
State with no corporate level tax at all.

But there are variations on income taxes. And that is the concern
on one of the changes what is being done to 86-272. The State of
New Jersey passed a law that says, if you are a corporation and
you are protected by what Congress has passed, you've got to pay
another tax. And only those companies have to pay a tax based on
gross receipts. Otherwise, what it is trying to do is trying to beat
what Congress has tried to enforce.

Mr. WATT. The question I am trying to get to is, is it theoreti-
cally possible that, with a physical presence test, you could con-
ceive that a number of businesses would flock to a State that has
no income tax if that is the sole criteria? What is the likelihood of
that?

Mr. ROSEN. I would think it is almost nil for the following rea-
sons. As we all recognize, the physical presence test has been the
practical, if not the legal, standard that has been in effect in this
country forever.

Mr. WATT. You keep saying that, but we are here because, appar-
ently, that is not working.

Mr. ROSEN. The States are trying to change it because they are
trying to tax outside their borders. And so it has been that way.
So if it were true, every corporation in this country would be lo-
cated in Nevada.

But that is not true, because actual businesses and operations
cannot be dependent totally on tax policy. For example, a number
of businesses have to have warehouses and factories where people
are located whether they be employees or markets. So that is
shown not to be true. We have an example where Nevada has not
attracted all the businesses in the country.

Mr. WATT. Okay. Is that possibility increased by the level of tech-
nolg?gy that we have today as compared to what we had 20 years
ago?

Mr. ROSEN. It might be, and that seems to be part of what sov-
ereignty is all about, that States will have tax competition. And if
a State wants to attract a certain type of business, it can do that.

And the fact that you have an electronic business located in
State A with customers in State B, we don’t understand—those of
us who support BATSA—why State B, where merely customers re-
side, should get any tax revenue because they are not providing—
that State is not providing benefits and protections to the labor and
capital that company A is putting in to making the profit.

And generally, jurisdictions that do give protection and benefits,
the economic inputs that generate income are those that should be
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able to collect the tax just as the United States does with its for-
eign treaty partners.

Mr. WATT. Let me ask Commissioner Clayburgh and ask him to
give me the other side of the answer, if you have a different per-
spective.

Mr. CLAYBURGH. Thank you, Mr. Chairman, Mr. Watt.

The situation occurs now that if a business—because many
States have legislation in place—in North Dakota, we are a com-
bined reporting State. It allows the State to be able to bring into
the whole picture the business activity of the enterprise that earns
income attributable to the State of North Dakota. It is deter-
mined—what goes into the formula to determine what fairly should
be taxed and paid to the State of North Dakota.

Mr. WATT. And what kinds of things are you taking into account
other than physical presence?

Mr. CLAYBURGH. In the case I am referring to, if we have an enti-
ty or a subsidiary that provides services and helps to address an
activity of a company that is doing business in North Dakota, that
can be pulled into the process. And so if you have a situation where
income may be shifted into a non-income-tax State for the purpose
of trying to create nowhere income, we have the ability through
combined reporting to bring that back.

The issue we have, though, is with H.R. 3220. It doesn’t matter
if you have those rules. We will lose that aspect within the numer-
ator, and we will see a reduction in an existing tax base.

Mr. WATT. I am a little confused about what things other than
physical presence would trigger your belief that your State should
have the right to tax.

Mr. CLAYBURGH. Again, Mr. Watt and Mr. Chairman, the focus
is not physical presence, because that is not the standard for busi-
ness activity tax. It looks at a number of things. And as I brought
out in my opening statement, a corporation is a

Mr. WATT. I am trying to figure out what those things are. Are
they enumerated in your testimony?

Mr. CLAYBURGH. Mr. Watt, I can follow up. I am not certain if
I am following your question specifically. We look at

Mr. WATT. You say, you look at a number of things other than
physical presence.

Mr. CLAYBURGH. We are looking——

Mr. WATT. I am trying to figure out what those number of things
are that you look at other than physical presence.

Mr. CLAYBURGH. We will look at economic presence activities;
items that occur through the corporate structuring in which the
corporation has some type of economic presence in our State in
f(VhiCh they are gaining benefit of the laws of the State of North Da-

ota.

Mr. WATT. Give me an example.

Mr. CLAYBURGH. For example, you may have a company that is
totally housed outside the State of North Dakota that has no phys-
ical presence. But they provide support, and they come in and will
be providing activities into the State in which they hope the State
of North Dakota has a good road system, that we have a good po-
lice system, a police force in place, that we have a court system in
place to be able to enforce their contracts under our commerce ac-
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tivities. They are also assuming—and this is probably one of the
things that is lost in all of this.

That we have an education system in North Dakota that not only
ensures a well-educated workforce but also a well-educated popu-
lation. And with higher education and expanded education, people
do better in jobs and get more income. And that brings more rev-
enue and more dollars into the stream of commerce in this country,
allowing them to purchase more. So that benefits companies across
this country. And to say otherwise is ridiculous.

Mr. WATT. I hear what you are saying. I am just trying to figure
out what the articulable standard would be. I understand that if
there is a brick and mortar, there is a physical presence. If there
are employees, I presume that is a physical presence. How would
you articulate the standard that you are using?

Mr. CLAYBURGH. What I have tried to do today and what I am
trying to do is keep all of my discussions more at the policy level.

Mr. WATT. I am beyond my time anyway.

Mr. CLAYBURGH. If I could, I will follow up with a written state-
ment.

[The information referred to follows in the Appendix]

Mr. CANNON. The chair would appreciate that, and do it within
the next 5 days. That will work for our time frame.

Mr. WATT. I have no further questions.

Mr. CANNON. Consistent with our earlier unanimous consent or
agreement, Mr. Goodlatte, would you like to ask questions?

Mr. GOODLATTE. Mr. Chairman, I thank you for the opportunity.

I first would like to ask unanimous consent for inclusion in the
record a very long list of examples of actual and potential aggres-
sive State actions and positions against out-of-State companies that
are very much along the lines of that described by the representa-
tive of Smithfield

Mr. CANNON. Without objection, so ordered.

[The information referred to follows in the Appendix]

Mr. GOODLATTE. That makes this clear. This is not an isolated
or rare occasion.

And in response to the testimony of the commissioner from North
Dakota, I have to tell you, when you say this would encourage and
expand tax planning, I think just the opposite. And I am going to
ask the other Members of the panel to respond. I think just the op-
posite will occur.

The current morass of laws and the competition and aggressive-
ness between the States to reach further and further into some of
the most obscure reasons why they think contact with a State—we
have had States discuss the fact that your logo appears in the
State should be sufficient to require business activity. So that
would be every business in every State. The fact that you drive as
few as 6 trucks through a State, not stopping, just driving through
the State would be sufficient contact. The fact that you have a
server that serves your Web site located in the State would be suf-
ficient contact. The fact that you send a business delegation to par-
ticipate in a conference and have a booth, not even conduct any
sales transactions, just be present at a convention for 1 weekend,
should be sufficient contact in the State.
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This causes businesses to have to expend enormous resources in
terms of tax planning and enormous further resources to dance on
the head of a pin to comply with these multitude of different
morasses. And finally, I think it is a very strong argument that
States waste enormous amounts of resources trying to pick up very
small amounts of additional revenue by these de minimus contacts
that businesses have with States. I would like to ask Mr. Rosen
and others if they would like to respond to the contention that this
would encourage and expand tax planning.

Mr. ROSEN. I think it might be important to start with the un-
derstanding of the motive here of those who are supporting
BATSA. And the motive is not to reduce taxes. It is to maintain
the status quo. The concept of economic nexus is something new
that the revenue departments are trying to assert.

Congressman Delahunt asked the question about court cases.
There have been a number of court cases and State court cases,
and in every single one of them, the court has established that
physical presence is a requirement for direct tax outside the tax
shelter area. In normal business operations, every court, there
have been five or six decisions, unanimous, held that there must
be physical presence. We are trying to maintain the status quo.

As far as tax planning goes, as we said earlier, every State has
mechanisms at their disposal to fight any structures or trans-
actions they believe inappropriate. They have the common law ar-
guments, such as business purpose, economic substance. Mr.
Clayburgh’s own State has combined reporting and throwback. And
when you do that, there is really no opportunity for tax planning.
Those who do that for a living are going to be in big trouble.

What this bill would do is have uniformity around the country.
Mr. Clayburgh talked about one-size-fits-all; that is not a good
idea. You have to have uniformity, and we think doing things dif-
ferently State-by-State is dangerous.

Mr. GOODLATTE. I want to get Mr. Van Fossen, as a State legis-
lator, to respond to the assertion that this bill runs counter to the
system of federalism.

Again, in my opinion, that—when you talk about the inter-rela-
tionship of States, we are not just talking about what one State can
do, we are talking about what impact that one State might have
on all the other States. So if you might comment on that Mr. Van
Fossen?

Mr. VAN FosseEN. Thank you, Congressman.

That is the tack I take. I reject economic nexus. I am looking at
it from an Iowa business standpoint. And the fact that Representa-
tive Watt asked the genesis of the 1959 law, which was an Iowa
company—it was Northwest Portland Cement, which was doing
business in Minnesota. And Minnesota tried to tax that company
and that led to Congress passing Public Law 86-272. I am looking
at it from the standpoint of Iowa businesses doing business in an-
other State and those businesses being taxed at a higher rate, in
this instance, in Minnesota.

So I think that, as you mentioned, that this does set up uni-
formity across the country, across the States, that allows busi-
nesses—not only large businesses but small businesses—to interact
with uniformity.
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Mr. GOODLATTE. Let me interrupt, as a guest of the Sub-
committee, and my time has expired as well, I just want to make
a couple of very quick points.

In response to the very clear list that the gentleman from North
Dakota has given us, favors big over small, I don’t think anything
could be further from the truth. EBay alone has 450,000 businesses
where people make their primary income on the Internet on eBay.
Millions of other people obviously sell things. Many of those are
corporations that could be entangled in this. Many, many small
businesses sell in a multitude of places. They have a place where
they are based and located. They can be taxed there very cleanly,
very plainly and very simply. And when they have to comply—and
this is not the sales tax issue, I want to make it clear.

This bill exempts sales tax from the consideration of this bill.
You are talking about all other kinds of activities that States try
to claim a contact with, these small businesses. I think it has ex-
actly the opposite. Big business has more resources to handle this
morass that they currently confront than small businesses do.

And finally, not clear and not simple, my goodness, I think you
might have some problems with some clarity. We are willing to talk
to anybody who wants to clarify any point in this bill. But com-
pared to the current situation that any business faces, you can’t
make the argument that this is not clear and not simple compared
to where we are going right now and where we are heading if we
do not do something like this legislation.

And step back in time? Tax policy, no. This is current tax policy
and having a clear definition based upon physical presence—and
we can debate what the parameters of that are—I think is the
soundness that every State needs when their sovereignty is being
tested by the nature of the Internet more than anything else in his-
tory because of the ease with which things go across State lines.
Having that bright-line test based upon physical presence, I think,
is a necessary part of States being able to continue to argue that
they have a reason for existence when the Internet is becoming as
prevalent as it is.

Mr. CANNON. I thank the gentleman.

Let me just point out, I felt that Mr. Turner’s testimony went to
the point you were just making about the complexity that his com-
pany faces is remarkable. And it creates difficulty for any business.
But the State police authority to stop a truck because of some dis-
agreement on something of thousands and thousands of returns is
actually quite scary.

Mr. Delahunt, would you like to take 5 minutes?

The gentleman is recognized.

Mr. DELAHUNT. You know, I think we have heard these argu-
ments in different times with different proposals. You know—and
I agree with my colleague from Virginia and many who serve on
this Committee, we are at a different time.

What we see, of course, is a growing percentage of commercial
activity in this country being dealt with in terms of e-commerce. I
mean, the numbers are staggering. That is the reality.

And yet we hear this old test of physical presence and a bright
line being utilized. There seems to be a certain incongruity there.
I mean, I was just reflecting for a moment on—I think it is
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Citibank, the credit card. They are incorporated in South Dakota
because there are no limits in terms of interest rates. There are no
caps. Yet in Massachusetts, I dare say that the economic gain and
benefit for Citibank credit card profits or revenue sources, it far ex-
ceeds what the activity is out in South Dakota. I mean, South Da-
kota just simply has, you know, a small population.

So maybe we have to think about new definitions, other than
physical presence. But I think we ought to get really realistic here,
and I know that these issues aren’t going to go away. But I said
earlier that I support the permanent moratorium of the so-called
Internet Freedom Act.

I also think it is absolutely essential that we do something about
the collection of sales-use tax. Now there are some people on this
Committee that are opposed to that. But I can tell you something,
I don’t see this bill going anywhere. Maybe it goes through the
Houﬁe, but it isn’t going to go through the Senate. You can count
on that.

We have already known what has happened to the moratorium
legislation. It has been held up in the Senate by Republican sen-
ators, by the way, some of whom formerly served as governors.

So I think that Commissioner Clayburgh, maybe it is time as you
suggest, for the business community, for States and for the small
business community, you know, to sit down and talk these issues
out, because nothing i1s going to happen, I can tell you now, until
there is some sort of resolution. We can sit here and talk about,
you know, whether our understanding of the concept of fed-
eralism—and it makes for a great, interesting academic conversa-
tion, but that is the extent of it.

Mr. CANNON. Would the gentleman yield?

Mr. DELAHUNT. Sure.

Mr. CANNON. This is an odd combination of State versus Federal,
State against State and Democrat and Republican because it is not
versus so much here.

The gentleman from Massachusetts and I agree entirely on the
fact that we have an irrational system, and it is a system that has
come to a total stop. In other words, no Internet Tax Freedom Act,
no SSTP. And we are going nowhere with the business activity tax.

So somewhere along the line, people who have a problem, that
is the States—I mean this is—the States do have a problem. And
I might point out that the Multistate Tax Commission is an inter-
state compact in the subject of the jurisdiction of this Committee.
But we are going nowhere, and that is not good for anybody.

We are going to have a lot of different views on each of those
subjects. But the reason I think that the gentleman from Massa-
chusetts is talking about the ITFA is because we have a combina-
tion of things where people are just saying, “We are going to hold
out” and as long as that happens, the American people are going
to say, “Wait a minute, if the House bill passes, my phone bill is
going to fall by half,” because half of most peoples’ phone bill is
currently taxed, half to a third.

So I don’t think the American people are going to stand around
for this very long. And you need to be thinking of what we can do
to create a rational system that rationally taxes, that doesn’t dis-
tort business decisions and certainly doesn’t impede the foundation
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for the next phase of our economic development, which is the Inter-
net.

And I apologize, and I won’t watch the red on the clock until the
gentleman is finished.

Mr. WATT. Would the gentleman yield for my tirade?

Mr. DELAHUNT. Of course.

Mr. WATT. I am not going to do a tirade, but that is one reason
I was suggesting that, if the physical presence standard is not the
standard, then we need some articulable standard if this is going
to get off the dime. And I don’t know what that standard is.

I confess. I didn’t understand it from Mr. Clayburgh. I under-
stood that States have an interest in collecting taxes and that there
are things other than physical presence that triggers that interest.
But I am having a little trouble articulating what that standard
would be.

And if we are going to clarify this at the Federal level by writing
a piece of legislation, seems to me that it is not just what we are
against passing all the time, given the log jam we are in, but some-
body needs to be thinking about what the articulable standard is
and should be to get off this dead log situation. I yield back.

Mr. DELAHUNT. I think, in addition to the States and clearly
we—I think everyone on this panel respects the sovereignty of the
States and the need for them to be able to make decisions.

At the same time, I think there is a certain reality out there in
terms of the business community. There will be winners and losers,
not—you know, the world hasn’t simply come down to eBay. We
are not just at that stage, in terms of our commerce, where it is
all electronic. And I think we make a mistake in terms of the social
implications if we ignore the fact that there is a reality of brick-
and-mortar stores, particularly the small business within a commu-
nity, because I can trust you can take this to the bank, Mr. Rosen,
it is that small independent business store that operates, you
know, in a small downtown that is going to sponsor the Little
League. It is not going to be some seller on eBay, or it is not going
to be eBay.

So there are a whole array of values that go into this decision.
And whether it is the Internet Tax Freedom Act or SSTP or this,
I can tell you now, all right, you will be back here next year, the
year after, because there are passions on all sides of the issue.
There are some that just want to say, pedal to the metal, what we
are going to do is we are going to simplify everything. I think that
is one value that is a positive value in terms of simplification.

But there are a whole mix of values that I think have to be
looked at. And you know, maybe, Mr. Chairman, we ask represent-
atives of the various stakeholders to come and do staff briefings
and see whether there is a way out of this morass, because you
have to start talking together, because my own personal assess-
ment is that the political will here in Congress does not exist.

You know, this bill, filed by my friend from Virginia and my
other colleague who sits on this Committee, Mr. Boucher, you
know, maybe it will go to the House, but it ain’t going to happen,
with all due respect to my friend from Virginia.

Mr. CANNON. By the way, we can only control the House. We can
do it. But as the gentleman suggested it takes two bodies.
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And the gentleman and I have talked on many occasions about
this issue. It is a bipartisan concern. America needs to solve this
problem.

Mr. Rosen, we need to have businesses have clarity in planning.

We appreciate the comments of all the members of the panel.

And at this point, the hearing will be adjourned.

[Whereupon, at 3:30 p.m., the Subcommittee was adjourned.]
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my response to several additional questions; those questions and my responses thereto follow.
This letter. -also provides ‘a response to 'the -questions posed by Congressman Coble. that.
accompainied Chairman Cannon’s letter. :

Questions Posed by Chairman Cannon
1. Is the physical presencé standard outdated? Why or why not?

No.- ‘The physical presence standard is' not outdated because income — even in-today’s
economy where fechnology, intellectual property, and services dominaté — is still generated by
human labor ‘and -capital. While inteHectual property is certainly an important generator of
iricome, that occurs only when such property i$ put t6 use by human beings, either direcly (as-is
the case with listening to music) or indirectly through tangible property (as is the cdse with
employing software: on-a computer). . Although seivices can be provided to d customer in a
loeation. without-the seller beirig physically present there, the income produced is still derived
from the application of human labor or the productive use of physical assets (whether employing
intellectual property ‘or.not) at some Jlocation somewlhere.. Even in: the context of those
businesses that focus on intellectual or other intangible property, income is actually generated by
the ‘people or equipment developing and/or using that-property. A financial institition, for
example, generates .interest income through its finance, marketing, and other operational
personnel using sophisticated computers and otheér equipment.

Taxes support governments so that governments can provide services for the benefit of its
citizens.”  Governments. provide. services in -the form “of law -enforcement, publi¢  health,
education, and the court system — services that benefit human beings and:physical:property.

U8, practice condustedthrough MeDermott Wil Emery Lip:

50 Rockefeller Plaza New York, New York 10020-1605 . Teléphone: 212.547.5400 Facsirnile: 212.547.5444  www.mwe.com



53

Diane K. Taylor, Counsel
June 11, 2004
Page 2

Human beings and physical property (whether using intellectual property or not) are still: the
fundamental elements of our society-and thus remain the appropriate prerequisites for taxation of
business activity.

2. Should the concepts addressed.in H R.. 3220 be developed through a process szmzlar o
the Streamlined Sales Tax Project? . Why or why rot?.

No. H:R.-3220 presents a pure policy issue while the Streamlined Sales Tax Project is
attempting to-address an’administrative/technical area. The: SSTP-is an effort to simplify and
harmonize the very complex, detailed sales and use tax systems in over forty states to make such
systems simplerto administer. The project, which has been in operation for many. years and will
need to continué indefinitely; grapples with issues as granular as when “food” becomes “candy”
{when it contains no flour), whether hypodermic needles are “medical equiprmient,” how often a
locality. may change its tax rate, etc.”- On the other hand, the issue addressed by HR 3220'is
“black and white.”. That issue, e, when an interstate business may be subjeet to a state or
locality’s business-activity tax, does not attémpt to address the types of tax(es)-that statés.and
localities may impose, the componénts of each such tax; allowable rates, etc;

More tothe point, there is a-fundamental disagreement -concerning what the nexus
standard for business activity taxes should be in today’s-economy." This is in stark contrast to the
situation that gave rise to the SSTP. . First; the overall issue of when the states could require
interstate businesses: to collect-sales -and use taxes has already- been seftled (by U.S. Supreme
Court decisions in National Bellas Hess and Quill).. Second, while the granular issues of the
SSTP have been the subject of much.controversy, the underlying goal of the simplification of the
sales and use tax laws. was shared (perhaps for different reasons) by both the business
community and the states. .

Moreover, cértain revenue department. organizations (such as -the Multistate' Tax
Commission) have publicly stated that they would niever consider compromising on the issue of a
phiysical - presence. nexus standard.” A" group of state tax administrators and “industry
representatives, after holding 2 number of meetings, dlso agreed that a comprorhise.on this issue
would never be possible. ' In light of such statements, it is clear-that there is simply no-middle
ground or rgom for compromise on the business activity tax nexus issue'in a:cooperative forum
similar to the SSTP.

Accordingly, establishing a bright-line state tax nexus standard for interstate. commerce is
an.appropriate: task'for Congress to undertake — a task-that would simply set a national policy,
not one requiring coordination of vastly different taxing schemes:

3. How will HR. 3220 reduce controversy over-the appropriate nexus standerd?

HR. 3220 provides simple and identifiable -standards that ‘will significantly. minimize
litigation by establishing clear rules for.all states, thereby freeing scarce resources. for more
productive uses both in: and out of government. - It is unlikely that H.R.: 3220 will end all
controversies, and no-statute can ever do that; opponents of virtually any proposed legislation
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consistently present strained interpretations of bill language in attempts to-defeat the legislation.
However, any statute that adds clarification obviously reduces the amount of controversy and
litigation by “narrowing” the areas of dispute. For example, in the 45 years since its enactment
in 1959, Public Law 86-272 has generated relatively few cases; perhaps a few score throughout
the country. :On the other hand, areas outside its coverage have been litigated extensively and at
great-expense. 'Recent litigation has focused.on what the appropriate nexus standard for business
activity taxes actually is; there is no indication that this issue will be settled absent Congressional
action:

4. Please respond to the arguments made by the National League of Cities and the
Mudtistate Tax-Commission that H R, 3220 will result in state-tax-revenie loss. Inyour
opinion, are these claims accurate and résponsible?

There simply is no basis for any contention that H.R. 3220 could lead to any significant
loss of state tax revenues. . These arguments appear to be a scare tactic as opposed to arguments
with merit; H:R. 3220 does not depatt to any significant degree from what is now being done in

" the states; H.R. 3220 would have no effect on taxes derived from businesses that maintain a
facility in the jurisdiction for more than 21 days during the taxable year.” Clearly, state and local
governments derive most = if not virtually all — of theit business activity tax revenue from such
businesses. - The.amount of revenue received by taxing jurisdictions from those businesses that
maintain no office, store, warehouse; or other facility — or even inventory — (i.€., with no physical
presence) in the jurisdiction at all must truly be minimal.

The- National League of Cities has stated that H.R. 3220 would lead to state and local
governments. losing a-“substantial portion. 'of the more than $60- billion in annual business
activities.” Such a.claim is meaningless in the absence of reliable data and analysis of the
revenues that are. currently being received by state and local governments and that would be
placed at risk by H.R. 3220." Projections of révenue loss have also been-undermined by recerit
statements of revenue impact made by certain state révenue departments and their representatives
that have proven to be highly unieliable because the “estimates” focus on potential effects from
hypothetical restructurings by businesses; are based oni hypothetical changes. in state law, or cite
to"potential impacts - on apportionment. rules {which is an issue of how much to tax, not whether
to tax).! Such considerations do not make for 4 reliable or accurate revenue estimate; proper
revenue estimates are based on projected chariges to revenues currently:collected.”

! See, e.g., the debunking of the report of the California Franchise Tax Board concerning H.R. 3220." Response to
California Franchise Tax Board Analysis of H.R. 3220: The Federal Business Activity Tax Bill (provided by the
Coalition for Fair and Rational Taxation), 32 Stat¢ Tax Notes 9, at 697 (May 31, 2004); See also Arthur R. Rosen
and Karen S. Dean, Is the Sky Really Falling?, 31 State Tax Notes 381 (Jan. 28,2004).

 Moreover, revenue estirhates have been made based on.faulty or baseless interpretations of current law and/or HR.
3220. For example, the New York City Department of Finance has submitied an estimated revenue impact that
appears to dis d the common approach to combined reporting eniployed by jurisdictions throughout the country,
including New-York City, that tréats taxpayer and nontaxpayers alike: The letter is devoid.of any explanation of
how the figure was-determined. -See Testimony of Martha E. Stark, Commissionier, New York City Department of
Finance In Opposition to H.R. 3220, The Business Activity Tax Simplification Act before the Committee on the
Judiciary Sut ittee on Admini ive and C ial Law (May 13, 2004),
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Consider first states that impose a net income tax to which Public Law 86-272 applies. It
is difficult for tax practitioners, corporate tax managers, and several goveriment officials-that
were queried to believe that these. states are actually collecting any.material amount of revenue
from businesses. that have no office, other facility, or inventory in the state and have non-
solicitation employees in the state for zero to 21 days during the year. This is particularly true
considering that any income from: the solicitation of services would not generally be sourced to
the state where the solicitation takes place because almost all states use a “place of performance”
test for sourcing services. . Thus, there simply cannot be many businesses paying such taxes ‘and
any revenue loss would be negligible. ‘

Consider next those states, such as'Michigan, New Jersey, Texas, and Washington, that
impose business activity taxes that are not solely based on-net inceme and, thus; are’subject to
the protections of Public Law 86-272.  These states are currently able to collect revenue from
out-of-state businesses that do not themselves maintain an office or other facility in the state but
that employ individuals in the state ‘who perform solicitation in'that state. ‘Modernizing Public
Law 86-272 to cover non-income taxes clearly means that such states will no:longer be able to
collect this revemue. The amount -of tax paid by such businesses, however, again must be
minimal because it is highly unlikely that businesses are paying business activity tax to states in
which they only have a fleeting presence.

It is essential to keep-in mind that H.R. 3220 is based on the principle that a biisiness
engaged in interstate commerce should pay its fair share of tax. H:R. 3220-does not seck to
teduce the tax burdens borne. by businesses, but merely to ensure that tax is paid to the correct
jurisdiction. Claims of revenue loss by critics of H.R.-3220-merely masks their real reason for
opposing the. legislation, namely that state revenue departments and-their representatives do not'
want any -legislative’ constraints on or oversight of their taxing ‘authority — even. when. the
legislative constraints aré squarely within Congress’ authority to régulate interstate commerce.

5. Please respond to Commissioner Clayburgh’s remarks that H.R. 3220 encourages and
expands “tax planning,” What is ithe. difference between “tax.planning” and “tax
sheltering”?

Critics ‘have charged that H.R.- 3220 would: encourage “tax planning.”  Raising’ this
objection is a classic “red herring” attempt to gain-emotional mileage out of a politically-charged
topic.. First, such claims-do not distinguish between abusive tax sheltering and legitimate tax
planning; there is a significant difference between the two. - As Judge Learned Hand reminded us
in Gregory v. Helvering some 70 years ago, taxpayers have a right to interpret ambiguous laws-in
a reasonable way so as to lower their taxes:” - Legitimate tax planning consists of minitnizing tax
butdens by enitering into actual transactions or actual restructurings.. For example, an individual
who decides to purchase a home instead of renting and takes advantage of the mortgage interest
deduction is engaging in tax planning.” On- the other hand; a company that'establishes a “paper

® Gregory v. Helvering, 69 F.2d 809; 810 (2d Cir. 1934); aff'd, 293 US. 465 (1935) (“anyone may so atrange his
affairs that his taxes shall bé as low as possible; he'is-not bound to choose that pattern which will best pay the
Treasury; there is not even a patriotic duty to increase one’s taxes.”).
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subsidiary” with no employees: or -propetty solely to reduce taxes would- be engaging in
inappropriate, or abusive, tax sheltering.

In that.context, H.R. 3220 neither encourages the use of abusive tax planning nor nullifies
the: ability ‘of states to attack: such shelters. - Under H.R.3220’s physical' presence  standard,
businesses are taxable in a jurisdiction if that business maintains property, including inventory,
an office; or other facility, or non-solicitation’ employees.” ~“As a result, to engage in “tax
shelteting,” a business would have to engage in a physical relocation of its actual business
operations to avoid taxes, not just a paper restructuring, and there is no evidence that businesses
engage in unworkable restructurings simply to. avoid" paying state - taxes. - Ini- fact, the
Congressional Willis Commission studied the impact of the enactment of Public Law 86-272 and
concluded that virtually-no cempanies had changed their business.methods or structute in order
to come within- the protections of that statute:* At any rate, if any business-were to relocate, it
would be required to pay taxes o the jurisdiction to which it moved:

Moreover, H.R, 3220 would have no effect on the ability of states to attack tax shelters
using weapons_such as-combined reporting (which states comprising a large majority of the
Areri¢an economy ¢an cuirently employ), LR.C. § 482-type authority to made adjustments to
properly reflect -income, statutory addbacks, -or similar - provisions, and' the .common law
principles-of économic substanee, alter.ego, and non-tax business purpose.. -These are powerful
and straightforward approaches to attacking “bad behavior” that states are using successfully.’ If
a taxpayer does something “tricky” to reduce taxes; it: should be attacked “for being tricky”
through the use of the myriad tools that the federal, state, and local governments now have and
will continue to have.

Questions Posed by Congressinan Coble

1. If a company believes that they are being unduly harassed by a state tax jurisdiction,
what recourse do they have under current law to seek relief?

There are few remedies for taxpayers‘that feel unduly harassed. While many states have
enacted so-called “taxpayer bill of rights,” these provisions look impressive on the state revenue
agency’s website but in reality do not have much “teeth” and do not provide muich protection.
Even adjudicatory processes offer little hope for taxpayers. Often, the first step-in the process is
the last opportunity for a plenary {de nove) hearing and the hearing is held either by the same
executive branch agency that took action against the business or in a sistet’agency. State judicial
courts usually grant enormous deference to the state agency. ‘And-federal courts are virtually
unavailable to address state tax controversies (Tax Injunction Act; 28 U.S.C. § 1341). In
addition to-these “due process” concerns, businesses in some states can challenge revenue
department assessments only after paying any disputed tax and filing a claim for a refund (i.e.,

* Sée Special Subcornmi. on State Taxation of Interstate Comtnerce of the House Cormm: on the Judiciary of the U.S,
House .of Represeritatives, “State Taxation of ‘Inferstate. Commerce,”. H.R: Rep. No. 1480, 88th Cong.; 2d- Sess.
(1964); H.R.Reps: Nos. 565-and 952, 89th Cong. (1965).
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“pay-to-play™). In rﬁany instances, businesses would rather pay the tax than continue to incur
expenses associated with contesting' unifair and aggressive positions of state tax officials.

2. Inyour opinion would H R. 3220 change this process?. Do you believe the bill includes
i d pr ions for busi that believe they are victims of over-aggressive state
tax collectors?

HR 3220 does not attempt to address the procedural, due process conceéms raised above,
In fact, doing so ‘would incur significant opposition from states as an iriftingement on state
sovereignty and the ability of stat¢ governmenits to establish their own administrative remedies.
Nevertheless, by providing a “bright line” test in one area of constant contentious controversy,
the scope of the controversy is narrowed considerably and the number of disputes will diminish
accordingly:

T hepe these responses are helpful. - As always, 1 stand ready to assist the Subcommittce
and you in any way I can.

‘Arthur R. Rosen

NYK 907153-7.052903.001 1

RESPONSES TO ADDITIONAL QUESTIONS SUBMITTED BY JAMIE VAN FOSSEN
June 10, 2004

Honorable Chris Cannon, M.C.
118 Cannon House Office Bldg.
Washington, D.C. 20515

Dear Congressman Cannon,
Greetings.

Enclosed please find my responses to questions brought up after the May 13th,
2004 hearing on Business Activity Taxes (H.R. 3220).
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I want to thank you again for the opportunity to present my support for your
legislation. I look forward to working with you to preserve federalism. Please
let me know if I can be of further assistance.

Yours truly,

Jamie Van Fossen

State Representative

Chair, Iowa House Ways & Means Committee

Public Sector Chair, ALEC Tax & Fiscal Policy Task Force

Enclosure: Q & A response

Ce:

Diane Taylor
Chris Atkins

Mike DeConti

PLEASE COMMENT ON COMMISSIONER CLAYBAUGH’S REMARKS THAT H.R.
3220 FAVORS BIG BUSINESSES OVER SMALL BUSINESSES

H.R. 3220 would be good for all businesses, big and small. While it would simplify
the business activity tax obligation for all businesses, it would alleviate a more sig-
nificant burden for smaller businesses, who cannot afford to have customers in other
states if they have to pay corporate income taxes in all those states. Large compa-
nies will continue to participate in interstate commerce whether H.R. 3220 is en-
acted or not, because they have the resources to combat overaggressive actions by
state revenue departments. We are already seeing reports of smaller businesses re-
fusing to have customers in some states, however, because of these aggressive ac-
tions. Small business just cannot afford the risk associated with doing business in
some states. Thus, H.R. 3220 would create more fair competition between small and
large businesses.

IN YOUR OPINION, WILL H.R. 3220 CREATE COMPETITIVE DISADVANTAGES TO
IN-STATE BUSINESSES?

The codification of the physical presence standard would actually level the playing
field between in-state and out-of-state businesses, allowing them to compete for cus-
tomers in all the states. What would truly be bad for in-state businesses would be
a patchwork system where some states tax based on physical presence and some
states tax based on economic presence. Congress needs to enact H.R. 3220 because
it would provide a uniform treatment for all multistate businesses-large or small-
engaged in interstate commerce.

H.R. 3220 can only be said to favor in-state businesses if you grant the premise
that the current practices of many state revenue departments-taxing multistate
businesses based on economic presence-are sound from a constitutional and policy
perspective. Economic presence has never been the standard of multistate taxation
of business income, so the premise relied on by opponents of H.R. 3220 should not
be granted. H.R. 3220 would codify standard practice throughout United States his-
tory.

WouLD H.R. 3220 PERMIT CORPORATIONS TO RESTRUCTURE THEIR
OPERATIONS TO AVOID TAX?

The U.S. Constitution is not a tax shelter. H.R. 3220 embodies the constitutional
obligation of Congress to ensure and promote the free flow of commerce among the
states. A physical presence nexus requirement promotes a freer flow of interstate
commerce than an economic nexus requirement, because most businesses have phys-
ical presence in fewer states than they have economic nexus. H.R. 3220 thus pro-
motes a simple and fair model for state taxation of multistate businesses.

DoEs H.R. 3220 INFRINGE UPON STATE SOVEREIGNTY?

No. States do not have jurisdiction over interstate commerce. Congress has the
responsibility to protect the free flow of interstate commerce. The current aggressive
actions by certain state revenue departments are placing an undue burden on the
free flow of commerce among the states. States cannot hide behind sovereignty to
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defend their actions. All governmental power has limits in our American system, in-
cluding the power of states to raise taxes.

RESPONSES TO ADDITIONAL QUESTIONS SUBMITTED BY RiCK CLAYBURGH

QUESTIONS FROM REP. CANNON

1. Please provide a response to the request at the hearing for the appro-
priate alternative to the physical-presence nexus standard by which
States could impose business activity taxes.

Response:

Under the U.S. Constitution and the overwhelming majority of state laws, a state
can impose business activity taxes on companies that are “doing business” in the
state without regard to whether that business is conducted through a physical pres-
ence or other means. P.L.. 86-272, which applies to state income taxes, is the only
national exception to the “doing business” standard.

The National Governors’ Association believes that to the extent there is an issue
to be addressed it is best addressed by the states. Sovereignty over state taxing au-
thority is a critical element through which states accomplish key tax policy goals
including funding state programs and services, and structuring economic systems to
promote fair competition and economic growth. Federal preemption of state taxing
authority like that epitomized by H.R. 3220 would upset the delicate economic bal-
ance between and among states and eventually affect national and international
economies as well. Congress should not interfere with states’ ability to analyze and
adjust to the new economy by examining the effect of existing statutes on business,
the potential economic gain or loss from proposals to alter existing statutes, or their
discretion to work with the business community to resolve existing differences.

2. You stated in your oral testimony that HR 3220 encourages and expands
“tax planning,” and in your written statement that the bill “legalizes and
even promotes increased tax sheltering.” In assessing whether HR 3220
will result in state revenue loss due to tax sheltering, how do you view
what constitutes a “tax shelter?” Do you consider a “tax shelter” any-
thing which reduces a taxpayer’s tax liability that is not attributable to
changes in explicitly articulated tax policy? Isn’t legal tax planning a
normal and legitimate business activity?

Response:

“Tax sheltering,” for state income tax purposes, means that an enterprise’s income
is not being fully reported to a state in a manner that fairly represents the business
activity actually being conducted the enterprise in that state. Tax sheltering occurs
when an enterprise creates structures and transactions that artificially shift income
away from the state where income was earned—as determined by where the enter-
prise uses its property, employs people or makes sales—to some other state or a for-
eign jurisdiction. Income tax sheltering may include understating or shifting income
through transactions that lack economic substance or that fail to conform to applica-
ble law. In the context of gross receipts taxes, sheltering is accomplished through
the creation of structures and transactions that artificially shift receipts away from
the state where the sales were made. States generally do not consider efforts by
companies to report income or receipts in a manner that does not fairly represent
the business activities in the state to be “normal and legitimate.”

Tax sheltering contrasts with legitimate tax planning whereby a company changes
the actual location or nature of its real economic activity to minimize its tax burden
often by taking advantage of favorable tax rates or exemptions offered by jurisdic-
tions. Changing the “real economic activity” means generally changing the location
where an enterprise uses its property, employees or other representatives or where
it markets its products and services to customers. No one quarrels with legitimate
tax planning that reflects actual changes in the location of real economic activity.

3. Please provide a response to the remarks of Mr. Rosen that States have
ample legal tools to combat improper tax sheltering activities by busi-
nesses.

Response
The “legal tools” cited at the hearing are neither universal nor sufficient to miti-
gate the damage that H.R. 3220 would inflict on state tax systems. One of these
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so-called “tools” is known as “combined reporting”, a filing method whereby a com-
pany is required to calculate and apportion income among the states jointly for af-
filiates that, in reality, comprise a single economic enterprise. Sixteen states use
combined reporting as their general, mandatory filing method. However, this meth-
od is typically limited only to domestic affiliates. While combined reporting can cor-
rect tax sheltering conducted through domestic intangible holding company affili-
ates, it cannot reach affiliates set up in off-shore tax havens. More importantly,
combined reporting would do nothing to correct tax sheltering through the use of
the safe harbors in H.R. 3220, which would allow companies to engage in major ac-
tivities in a state through protected entities. H.R. 3220, by greatly expanding tax
sheltering through safe harbor entities, would significantly reduce the effectiveness
of combined reporting as method of requiring income to be reported to the states
where the income was actually earned.

States have one additional tool-royalty, interest and other expense deduction dis-
allowance laws. Like combined reporting, these laws can be used to curb abusive
transactions involving intangible holding companies. This tool was recently adopted
in some states and has not been fully tested. Disallowance provisions would not
remedy the damage caused by the H.R. 3220 physical presence safe harbors.

4. In your testimony you stated that HR 3220 would reduce every State’s
revenue base, with “aggregate revenue losses likely reaching into the bil-
lions of dollars per year.” Will the NGA produce a formal study on HR
32207 If so, what methodology will be employed for measuring whether
the bill will result in state tax revenue losses?

Response:

The National Governors Association is currently working with all states to con-
duct a comprehensive survey of the potential impact of HR 3220. We expect work
on this survey to be completed soon. Following completion of the survey, we would
be happy to discuss the results with Members of the Subcommittee.

QUESTIONS FROM REP. COBLE

1. Would you agree that there are cases in which state taxing jurisdictions
have unfairly and/or aggressively sought payment of businesses activity
taxes without basis?

Response:

State taxing authorities do not seek payments of business taxes without any
basis. Rather they enforce their laws within the framework of their laws and regula-
tions and the U.S. and their state constitutions. Without question there have been
cases involving legitimate disagreements between state tax agencies and companies
over whether taxes are due. To our knowledge however, there is no evidence of a
systemic problem that would warrant Congressional intervention over state taxing
authority

2. If so and with the understanding that you oppose HR 3220, what do you
suggest be done to address such abuses?

Response:

As stated previously, the National Governors’ Association has no evidence that
states or state taxing authorities apply taxes without any basis. State tax adminis-
trators take pride in insuring that the tax laws of their state are properly and fairly
applied to all businesses operating in the state. When a business or individual be-
lieves it is not being properly treated by a tax agency, it should first bring the issue
to the attention of the tax agency. Most often (and likely evidenced by the lack of
current examples presented at the May 13 hearing) these types of issues are han-
dled amicably and to the satisfaction of both the taxpayer and the state. If the dis-
pute continues, every state provides for a form of administrative and judicial review
to hear complaints and provide appropriate remedies.
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Sraithfield Foods Inc.
TH Commerce Street
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Smittfield, VA 23431

(757)357-8190 tel.
{757) 357-8196 fax

PRIVATE
June 8, 2004

Ms. Diane K. Taylor, Counsel

House Judiciary Committee

Subcommittee on.C ial and Administrative Law
B353 Rayburn House Office Building

Washington, D.C. 20515

Dear Diane:

I -write to express my great appreciation “for the opportunity to ‘address the House
Judiciary Committee, Subcommittee for Commercial and Administrative Law hearing on
HR. 3220, held on Thursday, May 13, 2004. The issue of simplifying business activity
taxes is ‘extremely important and vital to the Ameérican economy. - All businesses tequire
certainty on the subject of state taxation. Smithfield Foods, Hic. supports H.R. 3220
because it will provide simplification and. certainty regarding state taxes for multi-state

taxpayers.

I .am also pleased to respond to_ various questions from Chafrman Chris Cannon and
Representative Howard Coble detailed in Chairman Cannon’s letter dated May 21, 2004,
My responses are provided below.

Questions from: Chai C

1. "Please comment on Commissioner Clayburgh’s remarks that HR. 3220 favors big

businesses. over small busi) In your opinion, how will smaller comp fare
if faced with inued uncertainty regarding the appropriate nexus standard for
the imposition of business activity taxes?

Small companies are afforded the same benefits and protections under H:R. 3220
as that- of large corporations. " H.R. 3220 has no provisions that implicitly or
explicitly benefit or harm any business based on size or industry.. HR. 3220
codifies the Constitutional protections currently afforded to all companies.

Many small businesses are multi-state taxpayers, just like Smithfield Foods. Take
for example a one-person software company operating from a home in Virginia,
which licenses its software 0 a customer ini New Jersey. - Similarly, Smithfield
manufactures: food product in Virginia and sells it to a customer in New Jersey.
Both transactions. are the result of physical activities in Virginia but not New
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Jersey. However, current New Jersey law will tax both transactions, even thotigh
neither one is the result of physical activities or presence in New Jersey.

H.R. 3220 will establish a bright-line standard that ‘will apply to both companies
m thc above example Both. small and large companies.will benefit. from the
I | nexus stablished: b: HR.3220

Because they often lack the in-house legal ‘and other resources ‘of large
jes, -small ‘companies are often’ most affected by aggressive state ‘tax
pohcles This, in turn, is likely to have a chilling effect on the success of these
small, often start-up, businesses that are-a driving force in today’s economy.. In
this 'way, H.R. 3220 provides very important protection for small companies that
can be overwhelmed by demands for tax filings in hundreds of jurisdictions with
which they have only the most minor contacts. - The same protection would
relieve larger companies of what has t an i ingly expensive burden.

.. Please respond to Commissioner Clayburgh’s remarks that HR 3220 legalizes
and promotes tax sheltering activities.

HR: 3220 is deslgned to prov1de clamy to an’ area of state taxation that is

currently impaired by i e and pretati HR.
3220 will render many state. tax planning concepts obsolete and
State tax planning will be reduced, not expanded, asa result of H.R. 3220.

.- Is physical-presence the appropriate standard Jor establtshmg nexus? - Why or
why not?

The U.S.. government currently uses the “permanent establishment” theory (also
known as “P.E.”) to impose taxes in the international arena. - The P.E. concept
uses physical presence as the basis for inposing taxation. The U.S. has numerous
international tax treaties that- employ. the P.E. concept. The idea is that a
permanent establishment - consisting - of ‘employees, “plants, - offices and.other
physical equipment creates a taxable presence: With such ¢lear rules in place, no
taxpayer can easily question the imposition of tax' when it has such' items in a
particular state.

H.R. 3220 mirrors the physical presence requirements of many U.S. tax freaties
and the OECD’s permanent- establishment guidelines. - The' P.E. concept is
grounded in existing tax policy and we believe it should be considered as.the basis
for imposing state taxation. This will also provide Federal/State tax harmony for
the U.8.’s trading partners.
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Questions from Representative Howard Coble:

1,

Even with enactment of H.R.- 3220 and the adoption of the bright-line test, is it
‘your opinion that businesses and states would continue to differ over when
business activity taxes should be assessed?

Differences between states and businesses on the issue of when business activity
taxes should be assessed may be attributed to the fact that ach and every state is
largely free to provide its own, unique interpretation of the scope and boundaries
of these taxes. Congress enacted Public Law 86-272 shortly after. the Supreme
Court’s decision. in Northwestern States Portland Cement Co. v. Minnesota.
Since Public Law 86-272 was enacted, there have been a number of court cases
seeking to define its contours with greater precision. H.R. 3220 serves to clarify
Public Law 86-272 and should thereby reduce the need for litigation. - As reflected

- below, another way to redice litigation is to provide access to federal courts. This

would- establish a nation-wide body. of law, instead of leaving. each state to
interpret applicable federal laws in its “home court,” ‘and discourage -overly
aggressive assessment policies by taxing authorities. -

. “In_ your opinion and- éxperiences, is the current venue .of challenging tax

assessments through the state courts fair to. out-of-state businesses? Would you
support making federal courts available to hear state tax dssessment cases?

There have been numerous-tax assessment cases litigated at the 'state level.
However, it is only when'a case has gone to the highest state court that the case
may be appealed to the Federal court system, and then only to the United States
Supreme Court where- the ber - of - decisi is ily limited.  Quill
Corporation v. North Dakota is just one leading example where a company has
had to proceed through the state court system to the federal court system in order
to reach a decision that takes into account both state and federal laws and
interests. : :

‘The Congress has previously seen the necessity of providing access to Federal
courts for certain key industries which historically were subject to discriminatory.
tax treatment by. local tax authorities: . The railroad, airline, and trucking
industries are ‘good examples of this and the importance of granting access to the
Federal Courts in certain state and local tax disputes.

Smithfield Foods strongly supports granting Federal courts jurisdiction to hear
cases ‘arising under ILR. 3220 and otherwise challenging “nexus™ under the
Constitution and Federal law. ' Many jurisdictions in the United States are known
for asséssing taxes based on the barest of contacts and teiling the ‘taxpayer to
travel long distances to prove it is not subject to the tax. "Too often this tactic is
employed by independent firms working on a contingent fee basis for the taxing
authority, a circumstance that hardly allows for a fair review. - Providing access to

3
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Federal courts in such mattets simply provides a level playing field with respect
to issues that are vital to a healthy national economy.

Assuming_access ‘is- granted to ‘Federal courts to hear cases conmtesting -the
jurisdiction under Federal law of a state or local government to assess a tax,
consideration should be given to. providing ‘a streamlined and. efficient process
consistent with' the “importance of not letting aggressive assessment practices
burden commerce. Especially in matters arising under H.R. 3220, which provides

lack of pl 1 as a defe to placing venue- in' such
matters m the district of the taxpayer’s principal plane of business would ‘be
appropriate.

Scholars have explored the question of parity in federal and state courts; however,
there is no - systematic study on the issue with reégard to state’taxation cases.
Whethier federal and state courts hear state tax assessment cases, litigation in any
court system presents both sides with-a costly way to-resolve disputes over an
issue that may be more quickly and effectively resolved through legislation, such
as that presented by H.R. 3220.

Smithfield Foods appreciates the opportunity to discuss H.R. 3220 and the irportant
national tax policy issues it addresses. 'Please feel free to call me at 757-357-8190 with
any questions.

Sim:erely,

S e

_ Corporate Tax Director

PREPARED STATEMENT OF CONGRESSMAN GREGORY W. MEEKS (NY-06)

Mr. Chairman, Ranking Member Watt, and my fellow Members of Congress:

I thank you for allowing me the opportunity to join you today. Although I do not
sit on this Committee, I feel strongly about the legislation at hand, and I am appre-
ciative that you have allowed me to join in today’s discussion. I would also like to
make note of my gratitude to Congressmen Boucher and Goodlatte who have led the
effort in business activity tax nexus clarification for several years.

H.R. 3220, The Business Activity Tax Simplification Act, would provide a con-
sistent, national jurisdictional standard for the imposition of state and local busi-
ness activity taxes on interstate commerce. As you know, the legislation addresses
the need to clarify and modernize the nexus rules that govern the states’ ability to
impose business activity taxes on companies that do not have a physical presence
in the taxing jurisdiction.
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In recent years, many of our states have found themselves in economic crunches.
These circumstances have led some states to look outside of their borders and seek
payment of income-based taxes from companies that are not physically present in
their jurisdiction. This bill would clarify that physical presence is the constitutional
standard for imposition of business activity taxes and establish a bright-line phys-
ical presence nexus standard. Businesses would continue to pay business activity
taxes in the jurisdictions where they receive direct benefits. This legislation would
merely clarify the states’ existing authority to tax interstate commerce, not impose
any new restrictions on the states’ taxing power.

The benefactors of this legislation are people we, as policymakers, have to answer
to directly. It is our responsibility to identify and rectify potential barriers to new
job creation in America. We must ensure that economic expansion creates the larg-
est number of high-quality jobs for those we represent. Should the current level of
uncertainty and ambiguity of state-level taxes continue, new job creation will be im-
peded.

I am a Congressman from the state of New York. New York has a strong tax base
that we have worked very hard to acquire. For example, we are home to many of
the country’s leading media companies and financial institutions. In recent years,
New York companies have been unfairly attacked by other states in search of in-
creased revenues. For example, some states have alleged that income-based taxes
are due from media corporations simply because they broadcast programs into the
state. Other states have attempted to impose income-based taxes on banks based
only on the fact that they have issued credit cards to people in the taxing state.
States are taking advantage of the current “grey area.” The appropriate nexus
standard needs to be clarified, so that taxpayers and states can have certainty with
respect to taxes due.

In conclusion, this legislation will ensure fairness, minimize litigation, and create
the kind of legally certain and stable business climate that encourages businesses
to make investments, expand interstate commerce, grow the economy and create
new jobs.

For these reasons, I strongly support this bill and look forward to the testimony
of today’s witnesses.
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specifically, the legislation would attempt to change the current
“economic presence standard” for business activity to a substantial
“physical presence standard,” thereby restricting state and local tax
authority. The physical presence provisions in H.R. 3220 would also
place local businesses, including manufacturers, at a competitive
disadvantage by giving tax breaks to out-of-state businesses that operate
within a state and/or political subdivision.
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Additionally, H.R. 3220 would be wholly inconsistent with Congress’s
efforts to close tax loopholes and strengthen corporate accountability
measures by changing guidelines which determine the imposition of
business activity taxes. According to a recent Congressional Research
Service report, this legislation would increase opportunities for tax
planning leading to more “nowhere income™ as well as “tax avoidance
and possibly evasion.” Certainly, state and local efforts to overcome
sheltering techniques will be nullified by a federal law imposing a
physical presence standard for business activity taxes.
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The Honorable Chris Cannon, Chairman

The Honorable Melvin Watt, Ranking Member

May 12, 2004

Page Two

NLC urges you to oppose H.R. 3220 and preserve the ability of state and local governments to
continue to provide essential services to local residents and businesses. Please contact Juan
Otero at 202-626-3023 if you have any questions, and we look forward to working with you on
this critical issue in the near future.

Very truly yours,

Rl

Donald J. Borut
Executive Director

cc: House Judiciary Committee
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State Corporate Income Taxes:
A Description and Analysis

Summary

Recently, state corporate income taxes have become the subject of renewed
interest to both state and federal policymakers. The cause of this elevated interest
may be the gradual decline in revenue generated by the tax, the expansion of
clectronic commerce, and/or federal tax policy that affects state corporate income
taxes, Congress has had a role in state corporate income taxes for at least two
reasons: (1) interstate commerce regulatory oversight and (2) federal and state
corporate income tax interaction. Congress may become more involved in state
corporate tax issues because of recent changes in interstate commerce and how states
administer corporate taxes.

The state corporate income tax is not a major source of revenue for states, but
is still an important contributor to state finances. Over the last decade, state
corporate income taxes generated approximately 5% of state tax revenue, However,
the revenue generated by the tax — measured as a percentage of state gross domestic
product — has been gradually declining. Several explanations have been offered for
this gradual decline including (1) state policy decisions to lower the tax burden on
corporations; (2) aggressive tax planning by corporations; (3) broad economic cycles
diminishing the base; and (4) federal corporate income tax policy. Most research has
identified the first two factors as the primary cause for the recent decline.

Many corporations operate in multiple tax jurisdictions which makes the state
corporate income tax a relatively complex tax to administer. The base of the
corporate income tax (net income or profits) must be fairly apportioned to all of the
states where the firm has established a presence (or nexus). A mosaic of nexus
standards has been created through multistate tax compacts, state and federal legal
decisions, and congressional actions. At present, there is not a uniform definition of
taxable profits or a uniform method of apportioning income.

Legislation has been introduced in the 108™ Congress that is intended to address
some of the issues identified above. Nexus issues are addressed in what has been
identified as “streamlining” legislation, HL.R. 3184 and S. 1736. Generally, the
streamlining legislation would allow states to compel out-of-state vendors to collect
sales and use taxes even if the out-of-state vendor does not have nexus in the taxing
state. Participating states would have to simplify sales and use taxes before Congress
would confer collection enforcement authority. Interstate commerce has complicated
the nexus issue for sales and use tax administration and how this issue is resolved
may have broader implications for state corporate income taxes.

Legislation has also been introduced that addresses nexus issues for state
corporate income taxes directly, sometimes identified as “brightline” legislation.
H.R. 3220 would establish more uniform standards — generally higher standards —
for the level of business activity that would trigger nexus and thus corporate income
taxability. The legislation, however, would not clarify or standardize state corporate
income tax apportionment formulas or the definition of taxable income. This report
will be updated as legislative events warrant.
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State Corporate Income Taxes:
A Description and Analysis

Congressional interest in state corporate income taxes arises from two distinct
issues. First, Congress has a direct role in the oversight and regulation of interstate
cconomic activity, State taxation of multi-state corporations would certainly be
included in this jurisdiction. Second, federal corporate income tax policy changes
have a direct effect on state (and local) tax structure.! Congressional activity, or in
some cases inactivity, in these two areas can have a pronounced effect on state
budget decisions. After an overview of state corporate income taxes, this report
analyzes both the interstate commerce oversight and tax interaction issues. The last
section of the report describes and analyzes current legislation that would affect state
corporate income taxes.

State Corporate Income Taxes: Background

For most observers, state corporate income taxes are the most familiar state tax
that businesses pay. However, corporate income taxes generated less than 5% of
total state tax revenue in 2002. In contrast, general sales and use taxes, of which
businesses pay a large portion, accounted for approximately 33% of state tax
revenue.” Even though state corporate income taxes represent a relatively small
portion of total state tax revenue in most states, the state corporate income tax still
generated almost $26 billion in 2002. And, in some states, the corporate income tax
contributes a much larger share of total tax revenue. For example, from 1992 to
2002, the corporate income tax averaged approximately 18.9% of total state tax
revenue in New Hampshire, In contrast, the corporate income tax contributed 3.6%
of total tax revenue in Oklahoma.?

As New Hampshire and Oklahoma show, the dependence on corporate income
taxes varies considerably from state to state; thus, federal corporate income tax policy
does not have a uniform effect on all states. The remainder of this section describes

! State taxation of international firms and individuals is also of interest to Congress.
International tax policy, however, extends beyond the scope of this report.

* Data are CRS calculations based on U.S. Census of Governments data. These data is
available at the following website: [http:/www.census.gov/govs/www/statetax.html].
Robert Cline, William Fox, Tom Neubig, and Andrew Phillips, “Total State and Local
Business Taxes: Fiscal Update,” State Tax Notes, October 20, 2003, estimated that
businesses paid approximately 43% of total state and local taxes. A separate estimate of the
portion of total sales tax revenue collected from businesses was not provided.

* CRS calculations based on U.S. Census of Governments data; see above for website link.
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the mechanics behind state corporate income taxes, highlighting the differences
among states. Understanding the nuances of state corporate income taxes is
necessary for a complete discussion and analysis of interstate commerce issues and
the link between federal and state tax policy.

The Mechanics of the State Corporate Income Tax

Generally, the state corporate income tax is levied on the accounting profits of
a corporation.’ The portion of profit that can be attributed to a state serves as the
base for that state’s corporate income tax. Profits are allocated to a state based on the
amount of economic activity that occurs in that state. Following is a more detailed
description of the state corporate income tax structure.

Federal Starting Point. Most states and the District of Columbia incorporate
the federal income tax code as currently amended (20 states) or as of a specific date
(17 states).” The remaining states typically use a measure of income that closely
follows the federal definition of taxable income. Using the federal starting point
likely eases the compliance burden for corporations, particularly those that have
nexus in several states. Nevertheless, many states still require corporations to “add-
back” to income exclusions that are allowed under federal corporate income tax
rules.®

The Uniform Division of Income for Tax Purposes Act (UDITPA).
The Uniform Division of Income for Tax Purposes Act (UDITPA) is a model act
drafted and adopted by the Commissioners on Uniform State Laws and the American
Bar Association. The Act sets standards for separating income into business income,
which is apportioned to states, and non-business income, which is allocated entirely
to the entity’s home state. Generally, non-business income is defined as passive
income on corporate owned assets; income from these assets could include dividends,
rents, and royalties. Corporations could avoid paying taxes on non-business income
by locating in states without a corporate income tax.” Some states, through the
Multistate Tax Compact (MTC), have voluntarily adopted uniform rules and
procedures for the allocation and apportionment of income — as defined under
UDITPA — to ease the compliance burden on multistate businesses.® Many of the

* Net income is revenue less expenses, which is roughly equivalent to pre-tax accounting
profits.

* These 37 states directly incorporate the federal tax code, however, all states except for
Arkansas and Mississippi, use federal income for the starting point for purposes of
calculating income tax liability.

° Bureau of National Affairs, “Multistate Tax Report: 2003 Survey of State Tax

Departments,” vol. 10, no. 4, April 25, 2003. This report identifies the add-backs and other
special corporate income tax rules for each state.

" A “throwback” or unitary accounting rules would limit this type of tax planning to avoid
taxation of non-business income.

¢ According to the Commerce Clearing House (CCH) publication, State Corporate Income
Tax Guide, seven states have enacted UDITPA as written and 12 more states have adopted
(continued...)
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states that have not formally adopted UDITPA standards still closely adhere to the
UDITPA standards.

The Apportionment Formula. Typically, three factors of economic activity
are used in the apportionment formula to measure the economic presence of a firm
in a state: the percentage of property, the percentage of sales, and the percentage of
payroll. Not all states weigh factors equally; some over-weight sales or use only
sales to allocate income (often called single-factor sales apportionment). In theory,
the weighting should accurately portray the economic presence of the firm. There is
no consensus on the definition of “economic presence,” and hence there is variation
among state apportionment formulas.

Some analysts have suggested that a formula that double-weights sales is the
ideal formula because it gives equal weight to input factors (property and payroll),
and an output factor (sales).’ Others have argued that the business tax should be
levied based on the business's use of government services provided by the firm’s
resident state. For example, a corporate income tax that is levied according to the
value of one input only, such as property, could be justified because the value of
property is closely related to the level of government services provided to the
business by the home state. However, corporations also recetve benefits from an out-
of-state customer’s well functioning legal system and public infrastructure. An
apportionment formula that includes just the property factor would not compensate
the out-of-state customer’s government for the benefit to the corporation of those
public services.

The general form of the apportionment formula is reproduced below. The
superscript i represents the profits (), sales (s), property (p), and labor (7}, a state
attributes to the i-th firm. The superscript 7 represents the total value of each factor
and profits for the firm in a given tax year. The subscript w represents the weight of
each respective factor as defined by state law; the weights sum to one.

. o i I
7r'=IthK:—T)XW3+[%]XWP+[I—,]XM:|

# (...continued)
UDITPA with some minor modifications.

® James Francis and Brian H. McGavin, “Market Versus Production States: An Economic
Analysis of Apportionment Principles,” in State Taxation of Business: Issues and Policy
Options, Thomas Pogue, ed. (New York: Praeger Publishets, 1992), p. 61.
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For example, states that use an even-weight formula would use 0.33 for each w,
meaning each factor contributes equally to the determination of profits attributable
to a state. If the state were to “double-weight” sales, that means that the w, is twice
the amount of each of the other two weights. In the case of double-weight sales,
w,=0.50; w,=0.25; and w;=0.25.

Nexus. The apportionment formula does not imply that a business that sells
goods and services into a state, owes taxes to that state. A state can levy a corporate
income tax on a business only if the business maintains a substantial nexus in the
state. The nexus rules governing the corporate income tax were partially
circumscribed by Congress through P.L. 86-272, (the Act). The Act established that
the mere solicitation of the sale of rangible goods by a firm in a state was not
substantial nexus for corporate income tax purposes. However, for intangible goods
and services, there is significant variation from state to state in how physical presence
is defined.

The Bureau of National Affairs periodically surveys state revenue departments
about activities that could create nexus.”” The responses highlight the differential
treatment from state-to-state of business activities deemed to create nexus. For
example, according to the report, 24 states reported that an out-of-state corporation
that reimbursed its in-state salespersons had established nexus whereas 19 states
reported that activity would not. Establishing a web server in a state created nexus
in 16 states whereas 23 states did not indicate that maintaining a web server would
establish nexus.

hrowback Rule. B of the state-by-state variation in nexus rules, the
first step for corporations before apportioning income is to determine the states where
the firm has established nexus. The firm then allocates profits to these states based
on each respective state’s apportionment formula, The different state apportionment
formulas and nexus rules, however, often lead to what is termed “nowhere income.”!!
Nowhere income arises because not all states have the same apportionment formula
and some states do not levy a corporate income tax. For this reason, some states
impose corporate income tax rules that stipulate that all sales to customers in states
that do not tax the sales (through a corporate income tax) are “thrown back” to the
home state.

For example, a California firm that sells goods to customers in Nevada— which
does not have a corporate income tax — would include Nevada sales in the
numerator of the sales factor component of the California apportionment formula.
If Nevada had a corporate income tax with a sales factor in the apportionment
formula, California would not require the firm to include the Nevada sales in the
California corporate income tax apportionment formula. The throwback rule is

1 Bureau of National Affairs, “Multistate Tax Report: 2003 Survey of State Tax
Departments,” vol. 10, no. 4, April 25, 2003.

" The converse is also true. Income could also be overtaxed because of the variety of
apporti formulas employed by states.
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applied in 23 states and the District of Columbia; 22 states do not impose a
throwback rule; and five states do not impose a corporate income tax,'

State Apportionment Formulas. Table 1 groups states based on their
corporate income tax apportionment formula. “Even-weight” implies that the each
factor is weighted the same or one-third. The hybrid arrangements allow firms to
choose the type of apportionment scheme that minimizes tax burden or instructs the
firm to use different types of allocation based on the source of income. The most

common apportionment formula is the double weighted sales scheme.

Table 1. State Corporate Income Tax Apportionment Formulas

Even-weight (11)

Alabama, Alaska, Delaware, District of Columbia, Hawaii, Kansas,
Montana, North Dakota, Rhode Island, Utah, and Vermont.

Even-weight hybrid (3)

Missouri, firms choose either even weight or single factor sales;
New Mexico, certain manufacturing firms can choose double-
weight sales, otherwise even-weight; Oklahoma, firms meeting
certain investment criteria can choose double-weight sales,
otherwise even-weight.

Double-weight sales
(19)

Arizona, Arkansas, California, Florida, Georgia, Idaho, Indiana,
Kentucky, Louisiana, Maine, Massachusetts, New Hampshire, New
Jersey, New York, North Carolina, Tennessee, Virginia, West
Virginia, Wisconsin.

Doubl

ight sales
hybrid (3)

Ci icut, doubl ight sales for income derived from the sale
or use of tangible personal or real property, single-factor sales for
other income; Maryland, manufacturers use single-factor sales,
otherwise double-weight sales; South Carolina, double-weight sales
for manufacturers and dealers in tangible personal property,
otherwise single-factor sales.

Single-factor sales (3)

Ulinois, lowa, and Nebraska.

Other weight allocations
3)

(in percentages, sales- payroll-property) Michigan, 90-5-5;
Minnesota, 75-12.5-12.5; Ohio, 60-20-20; Oregon, 80-10-10; and
Pennsylvania, 60-20-20.

Other hybrids (2)

Colorado, firms choose between a three-factor even-weight and a
two-factor (sales and property) even-weight; Mississippi, retailers,
h service ies, lessors use single-f: sales,
ight three factor, retail
ighted sales.

use
use three-factor, doubl

No general corporate net
income tax (5)

Nevada, South Dakota (bank & financial corporation excise tax),
Texas (gross receipts tax), Washington, and Wyoming.

Source: Commerce Clearing House, Multistate Corporate Income Tax Guide.

12 Commerce Clearing House, 2004 State Tax Handbook, p. 330.
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State Corporate Income Tax Rates. Rates on corporate income taxes vary
considerably. The state with highest rate, Iowa, taxes all taxable income in excess
of $250,000 at 12%. Iowa is also one of three states (Nebraska and Illinois being the
others) that use a single-factor sales apportionment formula. The rates for each state
are listed on the following page in Table 2. The highest marginal rates listed in
Table 2 do not necessarily represent the relative burden of state corporate income
taxes in each state. The best measure of the relative corporate income tax burden for
each state is the average effective marginal tax rate (AEMTR). The AEMTR would
incorporate differences among states in the definition of taxable income.
Nevertheless, the marginal rates do provide some information about the relative
burden of corporate income taxes across states.

Table 2. State Corporate Income Tax Rates

Alabama 6.500% one Montana 6.750% one
Alaska 9.400% multiple | Nebraska 7.810% multiple
Arizona 6.968% one Nevada 10 tax n/a
Arkansas 6.500% muyltiple New Hampshire 8.500% one
California 8.840% one New Jersey 9.000% multiple
Colorado 4.630% one New Mexico 7.600% multiple
Connecticut 7.500% one New York 7.500% one
Delaware 8.700% one North Carolina 6.900% one

. D.C? 9.975% one North Dakota 10.500% multiple

[ Florida 5.500% one Ohio® 8.500% multiple

! Georgia 6.000% one Oklahoma 6,000% one
Hawaii 6.400% multiple Qregon 6.600% one

‘ Idaho 7.600% one Pennsylvania 9.990% one

i Ilinois® 4.800% one Rhode Island 9.000% one

; Indiana 8.500% one South Carolina 5.000% one

| Towa 12.000% multiple South Dakota® 6.000% multiple
Kansas 4.000% one Tennessee 6.500% one

i Kentucky 8.250% multiple Texas® 4.500% one
Louisiana 8.000% multiple Utah 5.000% one
Maine 8.930% multiple Vermont 9.750% multiple
Maryland 7.600% one Virginia 6.000% one
Massachusetts® 9.500% one Washington no tax n/a :
Michigan 1.900% one West Virginia 9.000% one '
Mimesota® 9.800% one Wisconsin 7.900% one
Mississippi 5.000% multiple Wyoming no tax nfa }
Missouri 6.250% one |

Source: Commerce Clearing House, 2004 State Tax Handbook.
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“The D.C. rate is new beginning with the 2004 tax year.

*$ Corporations, partnerships, and trusts are taxed at a maximum 6.3% rate.

°Financial institution net income is taxed at 10.5%. Corporations also pay a surtax on property located
in Massachusetts and not taxed at the local level.

4 Minnesota also levies a fee based on the total payroll, property, and sales of the corporation. The
fee raises the maximum tax rate and creates very slight progressivity.

© Ohio allows firms to choose an alternative of four mills {or 0.4%) multiplied by taxable net worth.
*South Dakota taxes only banks and financial institutions. The rates fall as net income rises from a
high of 6.0% for the first $400 million to 0.25% for the amount over $1.2 billion.

®Texas taxes “net taxable carned surplus” and adds a surtax of 0.25% on net taxable capital.

State Corporate Income Tax Revenue: 1992 to 2002

According to the U.S. Census Bureau, state tax revenue from state corporate
income taxes grew from 1992 through 2000, then declined in 2001 and 2002.
However, as a portion of gross state product (GSP is an approximate measure of state
econoinic activity), corporate tax revenue has declined almost every year over the
1992 to 2002 time frame. Table 3 reports state corporate tax revenue and GSP for
states that impose a state corporate income tax."*

Table 3. State Corporate Income Tax Revenue
and Gross State Product

1992 $21,851 $5,559,271 0.39%

1993 $24,208 $5,821,515 0.42%
1994 $25,498 $6,194,870 0.41%
1995 $29,075 $6,531,661 0.45%
1996 $29,316 $6,881,991 0.43%
1997 $30,718 $7,315,061 0.42%
1998 $31,089 $7,784,388 0.40%
1999 $30,766 $8,222,331 0.37%
2000 $32,522 $8,780,209 0.37%
2001 $31,687 $8,986,273 0.35%
2002 $25,888

Source: CRS calculations based on U.8. Bureau of Census, Governments Division and Bureau of
Economic Analysis.

" The governments division of the Bureau of Census collects and reports state tax
collections by type of tax based on survey information from the states.
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Several causes have been suggested for the recent decline in state corporate tax
revenues.”* The most direct causes would be legislated changes in the tax rate, the
tax base, or the compliance rules. The decline in revenue could be the result of state
governments, in the aggregate, attempting to lower the tax burden on corporations.
The December 2003 Fiscal Survey of States reported that states, in the aggregate,
enacted net tax cuts every year from FY 1995 through FY2001."* Even though these
tax cuts were not separated into types of tax by the Fiscal Survey, it seems likely that
state corporate income taxes were included in the tax cuts. Recent research has
reached a similar conclusion, noting that “....[S]tate tax bases have deteriorated
further than the federal base because of a combination of explicit state actions
[emphasis added] and tax avoidance/evasion by businesses.”'*

A second explanation, alluded to above, is that corporations are more effectively
avoiding, or even evading taxes through aggressive tax planning.'” The Multistate
Tax Commission (MTC) concluded in a recent study that ...various corporations are
increasingly taking advantage of structural weakness and loopholes in the state
corporate tax systems.™® Again, the MTC study cannot definitively separate the
revenue declines arising from policy changes and avoid ion, but still
concludes that tax avoidance and evasion is partly responsible for the decline in state
corporate tax revenues.

A third explanation is that cyclical economic changes have led to the decline in
state corporate tax revenues, Note that cyclical economic effects are unrelated to the
behavior of policymakers or corporations, The effect of economic cycles on revenue
is difficult to identify because the legislated changes and the corporate behavior
described above likely exacerbated (or attenuated) the cyclical economic changes.
Recent research into the causes of state budget deficits, suggested that “....the current
[cumulative state] deficit is largely structural....”" The implication of this finding is
that policy (structural) changes like tax cuts and discretionary spending increases
generated state budget deficits in FY2002 and FY2003, not the machinations of the
economic cycle.

Finally, changes to the federal corporate income tax code, which have reduced
the base of most state corporate income tax systems, could explain part of the decline
in state corporate income tax revenue. The next section discusses the interaction
between federal and state corporate income taxes in more detail.

 William F. Fox and LeAnn Luna, “State Corporate Tax Revenue Trends: Causes and
Possible Solutions,” National Tax Journal, vol. LV, no. 3, Sept. 2002, pp. 491-508.

'* National Association of State Budget Officers, December 2003 Fiscal Survey of States.
1® Fox and Luna, 2002, p. 498.

7 Tax avoidance is a legal means of reducing tax liability, such as buying tax-exempt bonds.
In contrast, tax evasion is illegal, such as not claiming otherwise taxable income.

'8 Multistate Tax Commission, “Corporate Tax Sheltering and the Impact on State Corporate
Income Tax Revenue Collections,” July 15, 2003, from the Executive Summary.

' Brian Knight, Andrea Kusko, and Laura Rubin, “Problems and Prospects for State and
Local Governments,” paper presented at Urban Institute Seminar, State Fiscal Crises;
Causes, Consequences, and Solutions, April 5, 2003,
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Issues for Congress

State corporate income taxes are of interest to Congress for primarily two
reasons: interstate commerce oversight and tax interaction. The following section
analyzes these two aspects of state corporate income taxation that are most directly
affected by congressional action,

Interstate Commerce Regulation and Oversight

The interstate commerce regulation and tax interaction issues have attracted
interest for three principal reasons: (1) the complex Internet sales tax debate; (2) the
recent federal business tax cuts; and (3) state fiscal problems. The link between the
Internet sales tax debate and state corporate income taxes is complicated and centers
on the prohibition on states reaching beyond their borders to compel out-of-state
vendors to collect sales and use taxes.® As a general rule, a state can require a
vendor to collect sales and use taxes only if the vendor has “substantial nexus” in the
state.” Typically, the substantial nexus standard is satisfied if the vendor has a
physical presence in the state.”? Thus, remote Internet transactions, where the vendor
has no physical presence in the customer’s home state, do not have the sales and use
tax added to the price of the good by the vendor, These types of transactions have
grown considerably over the last several years and have contributed to the erosion of
the sales and use tax base of most states.”

In an effort to persuade Congress to allow states to compel remote vendors to
collect use taxes, a coalition of states has been working together to establish a
uniform sales and use tax agreement. The coalition of states identify this effort as the
“Streamlined Sales and Use Tax Project.” States that sign onto the sales tax compact
would have already implemented uniform definitions and compliance rules, thus
easing the administrative burden of remote vendor collection. Two bills in Congress
would grant states these rights, S. 1736 and H.R. 3184, If these bills were enacted
and the states satisfied the requirements for qualification, remote vendors in the
compact states would collect use taxes for shipments to states where the vendor does
not have a substantial nexus.

Some vendors are concerned that collecting use taxes for a state in which they
do not have nexus, could trigger income or other business tax liability. However,

* A sales tax is levied at the time of transaction and is tax on the sale. The companion use
tax is a tax on the use of a good or service. Technically, remote vendors would collect a use
tax because the product is going to be used in the customer’s home state.

' The limitation arises from the due process and commerce clauses in the U.S. Constitution.

22 For more on the sales tax issue, see CRS Report RL31252, Internet Commerce and State
Sales and Use Taxes, by Steve Maguire.

 Donald Bruce and William F. Fox, “State and Local Sales Tax Revenue Losses from E-
Commerce: Updated Estimates,” Center for Busi) and E ic R h, University
of Tennessee, September 2001, Bruce and Fox estimated this erosion from electronic
commerce alone will result in states losing approximately $24.2 billion in 2006 and $29.2
billion in 2011. There is considerable debate, however, about the size of the revenue loss.
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past court decisions and the landmark P.L. 86-272 established physical presence as
the standard for sufficient nexus for corporate income taxes for firms selling tangible
goods. The law, P.L. 86-272, was passed shortly after the Supreme Court issued a
ruling that seemed to offer an ambiguous definition of “sufficient nexus.” The
Supreme Court language that generated this concern (as cited in the Senate report on
S. 2524, the Senate version of the eventual P.L. 86-272) is reproduced below:

‘We conclude that the net income from the interstate operations of a foreign
corporation may be subjected to State taxation provided the levy is not
discriminatory and is properly apportioned to local activities within the taxing
State forming sufficient nexus to support the same. [Emphasis added] (358 U.S.
450 at 452)*

The term “local activities” was deemed too ambiguous by policy makers and
businesses. The Senate report provided the following as reasoning behind the
enacted legislation (P.L. 86-272) that clarified the definition:

Persons engaged in interstate commerce are in doubt as to the amount of local
activities within a State that will be regarded as forming a sufficient “nexus,” that
is, connection, with the State to support the imposition of a tax on net income
from interstate operations and “properly apportioned” to the State.?*

The legislation passed by Congress clarified nexus by identifying those activities
which would not establish nexus. Generally, soliciting sales of tangible goods in a
state for shipment by common carrier from locations outside the state into the state,
would not be sufficient to trigger nexus. Thus, for tangible goods shipped actoss
state lines, state net corporate income taxes are levied at the source not the
destination of the product. The home state of the customer receiving the goods
cannot levy a state corporate income tax on the remote business by virtue of the
transaction. The issue of intangible goods and services was not addressed directly
by P.L. 86-272.

The current Internet sales and use tax debate has revived a discussion of what
constitutes nexus for a corporate income tax. Clarified nexus standards, as would be
implemented in S. 1736 and H.R. 3184, however, do not seem destined to
fundamentally alter the administration of state corporate income taxes., As noted
above, cutrent laws would already shield out-of-state vendors from corporate income
tax liability if the business were only soliciting the sale of tangible goods into the
state. As for intangibles goods and services, S. 1736 and H.R. 3184 include language

* Us. Congress, Senate Committee on Finance, State Income Taxes — Interstate
Commerce, Senate report to accompany S. 2524, S.Rept. 638, 86th Cong., 1% sess.
(Washington: GPO, Aug. 11, 1959) p. 2549.

* 1U.S. Congress, Senate Committee on Finance, State Income Taxes — Interstate
commerce, Senate report to accompany S. 2524, S.Rept. 658, 86th Cong, 1* sess.
{(Washington: GPO, Aug. 11, 1959) p. 2549.
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to ensure that a corporation would not establish nexus by virtue of collecting sales
and use taxes for a state.®

Tax Interaction

The recent tax cut legislation, the “Jobs and Growth Tax Relief Reconciliation
Actof2003” (JGTRRA, P.L. 108-27), included several provisions intended to reduce
the federal tax burden on business investment.?’ The federal tax changes also
affected state taxes because of the interaction between federal taxes and state taxes
on corporations. Generally, states use the federal tax code as the base for the state
income tax (see the background section titled “federal starting point”). Thus, when
the federal definition of the tax base changes, so does the state definition of income **

JGTRRA included two temporary provisions designed to accelerate the
depreciation of capital assets purchased by businesses. The first is a temporary
increase in the amount of a capital expenditure that a small business can deduct in the
year of purchase.”” The larger deduction reduces the base of the federal corporate
income tax and thus the state corporate income tax base for those states that link
directly to the federal tax code. The change in federal law may generate a significant
revenue loss in the short run for those states that remain linked to the federal
definition of business income.*® This provision expires on December 31, 2005,
which will limit the long run effect (if the provision is not extended).

A second JIGTRRA provision allows for “bonus depreciation” for certain capital
expenditures. Businesses that buy qualified capital assets before January 1, 2005 can
immediately deduct 50% of the purchase price from gross income. The combined
effect of the two provisions would cost states an estimated $2.7 billion. If the

* Section 7(a) of S. 1736 states that “[N]othing in this Act shall be construed as subjecting
sellers to franchise taxes, income taxes, or licensing requirements of a state or political
subdivision thereof, nor shall anything in this Act be construed as affecting the application
of such taxes or requirements or enlarging or reducing the authority of any State to impose
such taxes or requirements.”

" For more on the business tax cuts in P.L. 108-27, see CRS Report RL32034, The Jobs and
Growth Tax Relief Reconciliation Act of 2003 and Business Invesiment, by Gary Guenther,

% Another issue is fiscal policy coordination between the federal, state, and local
governments. If state governments do not adopt the federal tax changes, then the fiscal
stimulus of federal tax policy is muted by state non-compliance. For more on the
countervailing fiscal stimulus effects, see CRS Report RL31936, General Revenue Sharing:
Background and Analysis, by Steven Maguire, p. 7.

#¥26US.C.§179.

* According to a recent analysis by the Center on Budget and Policy Priorities, “...17 states
stand to lose an estimated $1.1 billion in 2004 and another $600 million by the end of 2005.”
Nicholas Johnson, “Federal Tax Changes Likely to Cost States Billions of Dollars in
Coming Years,” Center on Budget and Policy Priorities, June 5, 2003, p. 5.
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provisions were made permanent, the cost to the states has been estimated to rise to
$17.7 billion over the 2004-2013 budget window.*!

Proponents of the accelerated depreciation provisions, however, would argue
that over the long run, increased business investment would likely lead to stronger
economic growth and in turn more corporate income tax revenue. The long run net
budget outcome of the two countervailing forces is uncertain and relies on debatable
assumptions about the response of businesses to investment incentives delivered
through the federal tax code.

The JGTRRA provisions adversely affect state budgets in the short run because
the tax relief is delivered through changes in the base. If Congress were concerned
primarily with the impact of federal corporate income tax law changes on the states,
changes in corporate income tax rates would have minimal impact on the states,
Unlike changes in the tax base, a federal tax rate change would not directly affect
state corporate income taxes.

Current Legislation

Legislation pending in the 108th Congress, H.R. 3184 and its Senate companion
S. 1736, would authorize states to compel remote vendors to collect sales and use
taxes. Even though these two bills address the collection of state sales and use taxes,
not state corporate income taxes, some policymakers believe that the issues are
similar to those surrounding the state corporate income tax. H.R. 3220 would
establish a “physical presence” standard for business activity taxes (BATs, primarily
state corporate income taxes). Following is a brief overview of selected legislation
that would affect state corporate income taxes.

H.R. 3184 and 8. 1736. Two identical bills (FH.R. 3184 and S. 1736), each
given the title of the “Streamlined Sales and Use Tax Act (SSUTA),” would
authorize states to require out-of-state vendors to collect sales and use taxes. The
authority would only be granted once “...10 states comprising at least 20 percent of
the total population of States imposing a sales tax ... have petitioned for membership
under the Streamlined Sales and Use Tax Agreement....”* Businesses with less the
$5 million in sales would be exempt from the requirement.” And, businesses that
collect the tax are to receive “reasonable compensation” from the states for expenses
incurred for “administration, collection and remittance of sales and use taxes.” The
connection to states through the sales and use tax administration has raised concern
that implementing the SSUTA would pave the way for states to claim that out-of-
state vendors have established nexus. Section 7 of H.R. 3184 (and S. 1736),
however, outlines the limitations of the proposed SSUTA. The legislation explicitly
states that “No obligation imposed by virtue of the authority granted by section 4

*! Nicholas Johnson, “Federal Tax Changes Likely to Cost States Billions of Dollars in
Coming Years,” Center on Budget and Policy Priorities, June 5, 2003, Tables 2 and 3.

2 Section 4(a).
* Section 4(h).
* Section 4(c).
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shall be considered in determining whether a seller has a nexus with any State for any
tax purpose.”

H.R. 3220. Under current law, enacted as P.L. 86-272, sales of “tangible
personal property” into a state are not sufficient to trigger tax liability. H.R. 3220
would expand the protection beyond tangible personal property to include services.
This expansion would have a significant effect on the 32 states where “..an
employee’s solicitation of services while in the state for six or fewer days would
create nexus.”’

In addition to the expansion of protected interactions, this legislation would also
define “physical presence” as the standard for collecting business activity taxes.
Under this proposal, physical presence would be established and a business activity
tax allowable if:

e the individual or business is physically within the state for 21 days
(not including trips to buy goods or services for the business;
gathering news for print or other media; meeting with government
officials for purposes other than selling goods and services;
attending training or educational purposes; or participating in
charitable events),

the individual or business uses the services of another individual or
business for 21 days and the hired individual or business does not do
business for any other entity, or

the individual or business leases or owns tangible personal property
or real property in the state for more than 21 days.

An important exception to the “21-day rule” is included in the legislation and
is related to live performances and sporting events. Generally, the 21-day minimum
is replaced with one day for live performances and participation in sporting events
where at least 100 spectators are present. There is not a uniform number of days
under current state laws, but, most states impose a minimum that is less than 21 days.

Analysis. The streamlined sales tax legislation, H.R. 3184 and S. 1736, would
require states to simplify their sales and use tax systems before granting them the
authority to compel remote vendors to collect the sales and use tax. From an
economic perspective, reduced complexity and compliance costs for businesses, not
just those engaged in interstate commerce, would likely increase the efficiency of the
tax system. To the extent that the changes imposed by the legislation would treat all
transactions neutrally, they would also increase the equity of the tax system.

3 Section 7(b).

* Section 2 of HLR. 3220 strikes “the sale of tangible personal property,” and inserts “a sale”
that would presumably include services.

* BNA, Aprit 25, 2003.
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The critical concern is how stringent the SSUTA enforcement will be if

impl d. Ifthe agr 1t is not strictly enforced, then any gains in economic
efficiency ate lost and the anticipated improved equity diminished. The de minimus
standards, however, could be administratively difficult to enforce and could create
loopholes through which businesses could circumvent the intent of the SSUTA.
These standards could be eliminated if the SSUTA were strictly enforced and the
rules on what was taxable were truly uniform from state to state. The ease of
compliance with a truly uniform base would render seemingly arbitrary minimum
sales thresholds unnecessary.” Even though the statutory burden of the sales and use
tax falls on consumers, the SSUTA legislation may be considered in conjunction with
other legislation that more directly addresses how states tax businesses.

The BAT legislation, H.R, 3220, is intended to further modify the state taxation
of busi gaged in interstate The legislation would impose new
regulations on how states impose taxes on multi-state businesses, through (1)
imposing uniformity on the time component of nexus determination and (2)
expanding the definition of goods and services subject to the nexus rules. The
legislation would not directly address the complexity of the state corporate income
tax structure — in particular, the various apportionment formulas described earlier.

Many economists and other researchers who analyze state corporate income
taxes agree that the critical issue with the current state corporate income tax structure
is the variability in the allocation and apportionment of corporate income from state
to state. The current mosaic of state corporate income tax rules creates economic
inefficiencies for the following reasons: (1) relatively high compliance costs, (2)
increased opportunities for tax planning by busi and 3) p ial gaps and
overlaps in taxation. The new regulations as proposedin H.R. 3220 could exacerbate
underlying inefficiencies because the threshold for business — the 21-day rule,
higher than currently exists in most states — would increase opportunities for tax
planning leading to more “nowhere income.” In addition, expanding the number of
transactions that are covered by P.L. 86-272 also expands the opportunities for tax
planning and thus tax avoidance and possibly evasion,

3 Charles McClure and Walter Hellerstein, “Congressional Intervention in State Taxation:
A Normative Analysis of Three Proposals,” State Tax Notes, March 1, 2004, p. 732,

BUSINESS ACTIVITY TAX

EXAMPLES OF ACTUAL & POTENTIAL AGGRESSIVE STATE ACTIONS AND POSITIONS
AGAINST OUT-OF-STATE COMPANIES

ACTUAL CASES

e In Tennessee, the revenue department attempted to tax an out-of-state com-
pany engaging in credit card solicitation activities through direct mailings.
The department based their authority solely on the presence of the credit
cards and the “substantial privilege of carrying on business” in Tennessee.
J.C. Penney National Bank v. Johnson, 19 S.W.3d 831 (Tenn. Ct. App. 1999),
cert. denied, 531 U.S. 927 (2000). It has been reported that Tennessee, despite
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having lost this issue in the Tennessee courts, continues to assert this posi-
tion. In addition, according to a recent survey of top state taxing officials,
nineteen other states assert that a business could be subject to tax in the
state merely for issuing credit cards to in-state persons. Special Report: 2004
Survey of State Tax Departments, 11 Multistate Tax. Rep’t 4, pp. S-9 - S-43,
at S-36, S-37 (April 23, 2004).

e In Alabama, the revenue department attempted to impose tax on an out-of-
state bank because the bank issued credit cards to Alabama persons and
leased two MRI machines in Alabama. Dial Bank v. State of Ala. Dep’t of Rev-
enue, Ala. Dep’t of Revenue, A.L.J. Div., Nos. INC. 95-289, F. 95-308 (Aug.
10, 1998).

e A Minnesota law would have declared that a sufficient connection with the
state exists when out-of-state health care providers provide care to 20 or more
Minnesotans or when they solicit business from potential customers in Min-
nesota, regardless of whether the health care was provided outside of Min-
nesota. The Minnesota District Court determined that the tax was unconsti-
tutional as applied to several nonresident health care providers that perform
services outside of Minnesota. See Baertsch v. Minnesota Dep’t of Revenue,
Minn. Dist. Ct., 2nd Jud. Dist. No. C7-93—2680 (Minn. Dist. Ct. 1994); Mercy
Medical Center v. Anderson, Minn. Dist. Ct., 2nd Jud. Dist. No. C4-93-11658
(Minn. Dist. Ct. 1995); and MeritCare Hospital v. Commissioner of Revenue,
Minn. Dist. Ct., 2nd Jud. Dist. No. C2-94-12818 (Minn. Dist. Ct. 1995).

e Rylander v. Bandag Licensing Corp., 18 SW.3d 296 (Tex. App. 2000) (Texas
could not impose its corporate franchise tax on a business that had merely
registered to do business in the state). However, according to a recent survey,
four states still take the position that merely registering to do business in a
state is a sufficient connection to justify taxation on an out-of-state business.
Special Report: 2004 Survey of State Tax Departments, 11 Multistate Tax.
Rep’t 4, pp. S-9 - S-43, at S-10, S-11 (April 23, 2004).

ACTUAL POSITIONS TAKEN AT THE ADMINISTRATIVE LEVEL

e A small South Carolina software company owned by a husband and wife (an-
nual sales of approximately $100,000) sells software out of their home to cus-
tomers located in many states throughout the U.S. The software sales include
a license agreement between the company and the purchaser. However, the
company has no physical presence in any state except South Carolina and
Georgia. Recently, New Jersey revenue authorities asserted that the software
licenses created sufficient contacts with the state to justify imposing business
activity taxes on the company.

Despite the fact that the company’s annual revenues from customers in New

Jersey over the past few years have been as low as $49, New Jersey’s claim

against the company would require that the company pay a $500 per year min-

imum corporate tax and a $100 per year corporate registration fee for as long
as its software is being used in the state. One can only imagine the result if
each state imposed similar taxes on this mom and pop operation.

e In Louisiana, the revenue department has threatened to assess business ac-
tivity taxes on several out-of-state companies based on the fact that those
companies broadcast programming into the state. The rationale is that these
out-of-state companies are exploiting the Louisiana market because the pro-
gramming is seen and/or heard by individuals in Louisiana.

WHAT THE STATES PUBLICLY SAY THEY CAN Do

e The Multistate Tax Commission has endorsed and is actively promoting the
adoption of its factor-based nexus proposal (as well as the repeal of P.L. 86—
272). Under such standard, a state would be able to impose a business activ-
ity tax on any business whose factors exceed certain thresholds; the thresh-
olds are $50,000 in property, $50,000 in payroll, or $500,000 in sales. Under
the current physical presence standard, a state may tax companies with prop-
erty and payroll in a jurisdiction but the MTC would go further by allowing
states to tax businesses that only have customers in a jurisdiction. Ensuring
the Equity, Integrity and Viability of Multistate Tax Systems, Multistate Tax
Commission Policy Statement 01-2 (October 17, 2002).
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A recent Oregon regulation takes the position that the presence of intangible
property creates a sufficient connection with the state to justify Oregon im-
posing taxes on out-of- state companies. The regulation would mean that sim-
ply maintaining intangible property or receiving franchise fees or royalties
from Oregon sources would subject an out-of-state company to taxation, even
if services are performed outside of Oregon. Ore. Admin. R. 150-318.020.

A recent survey shows that eight states take the position that a business
whose trucks merely pass through the state six or fewer times in a year—
without picking up or delivering goods—have sufficient connections with the
state to justify imposing business activity taxes on that company. Special Re-
port: 2004 Survey of State Tax Departments, 11 Multistate Tax. Rep’t 4, pp.
S-9 - S-43, at S-34, S-35 (April 23, 2004).

According to a recent survey, thirteen states assert that an out-of-state com-
pany merely having a website on someone else’s server in the state creates
a sufficient connection to justify imposing business activity taxes on that out-
of-state company. Special Report: 2004 Survey of State Tax Departments, 11
Multistate Tax. Rep’t 4, pp. S-9 - S-43, at S- 12, S-13 (April 23, 2004).

A recent survey of top state taxing officials indicates that twelve states be-
lieve that an out-of-state company listing a telephone number in a local phone
book located in the state is a sufficient connection with the state to justify
taxation. Special Report: 2004 Survey of State Tax Departments, 11 Multistate
Tax. Rep’t 4, pp. S-9 - S-43, at S-10, S- 11 (April 23, 2004).

A recent survey of top state taxing officials indicates that five states believe
that an out- of-state company having a bank account with an in-state bank
is sufficient connection with the state to justify taxation. Special Report: 2004
Survey of State Tax Departments, 11 Multistate Tax. Rep’t 4, pp. S-9 - S-43,
at S-36, S-371 (April 23, 2004).

A recent survey of top state taxing officials indicates that six states believe
that an out-of- state company negotiating and/or obtaining a bank loan from
an in-state bank is (or could be) a sufficient connection with the state to jus-
tify taxation. Special Report: 2004 Survey of State Tax Departments, 11
Multistate Tax. Rep’t 4, pp. S-9 - S-43, at S-36, S-371 (April 23, 2004).

Over half of the states in a recent survey stated that they believed that when
an out-of- state corporation licenses trademarks to an unrelated entity within
the state, the out-of- state company would be subject to taxation by the state.
Special Report: 2004 Survey of State Tax Departments, 11 Multistate Tax.
Rep’t 4, pp. S-9 - S-43, at S-36, S-37 (April 23, 2004).

POTENTIAL AGGRESSIVE POSITIONS THAT HAVE BEEN TAKEN IN THE
CONTEXT OF OTHER TAXES

The city of Houston, Texas attempted to impose tax on offshore oil rigs lo-
cated outside territorial waters or in foreign jurisdictions merely because they
were owned by oil companies that were located in the city. The adoption of
this approach by states for business activity tax purposes would have signifi-
cant consequences for the business community and would raise serious con-
stitutional issues. See, e.g., Vincent J. Schodolski, California county looks to
heavens for tax revenue, Chicago Tribune, July 13, 2001, at 7.

Certain localities have attempted to impose local personal property taxes on
property orbiting in space. For example, the County of Los Angeles, California
attempted to impose a property tax on a Hughes Electronics, a county-based
company that owned eight communications satellites permanently orbiting in
space. Nancy Vogel, Satellite Tax Idea Is Back to Earth; Finance: The State
Board of Equalization adopts a rule forbidding L.A. County levies on the
spacecraft. Assessor says he’ll study legal options, Los Angeles Times, July 11,
2001, at 8.

In addition, the city of Virginia Beach, Virginia also attempted to impose local
personal property tax on three transponders attached to satellites orbiting in
space that were owned by a city-based cable company. City of Virginia Beach

U.

International Family Entertainment, 561 S.E.2d 696 (Va. 2002) (the City of

Virginia Beach did not have the authority to impose its tax on the tran-
sponders). If states used the same approach to try to impose business activity
tax, on the basis that the satellite creates a “physical presence” or because a
business generates income in the state by passing over the state, there would
be significant consequences for many industries.
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e In California, the tax department responsible for sales and use taxes at-
tempted to impose use tax collection obligations on an out-of-state company
whose only contacts with California consisted of entering into advertising con-
tracts with California broadcast and cable television companies on the basis
that the contracts “converted” the broadcast and cable companies into rep-
resentatives of the out-of-state business. JS&A Group, Inc. v. State Board of
Equalization, No. 1075021 (Cal. Ct. App. 1997). The same “logic” could be ap-
plied by states to try to impose business activity tax on businesses that mere-
ly advertise in a state. JS&A Group, Inc. v. State Board of Equalization, No.
1075021 (Cal. Ct. App. 1997).

e In Florida, the tax department attempted to impose sales tax on an out-of-
state business that provided financial news and information using high-speed
electronic transmission to a subscriber’s video display terminals on the
grounds that a sale of tangible personal property occurred because the images
were perceptible to the senses. Department of Revenue v. Quotron Systems,
Inc., 615 So.2d 774 (Fla. Dist. Ct. App. 1993). States could apply similar
“logic” to try to impose tax on businesses delivering electronic information
into the state.

e In Missouri, the tax department attempted to impose sales tax on an out-of-
state restaurant franchisor because it placed orders for equipment on behalf
of its Missouri franchisees, even though the franchisor never acquired title to
or ownership of the equipment. States could apply similar “logic” to try to im-
pose business activity tax on the out-of-state business. Doctor’s Associates v.
Director )of Revenue, Missouri Admin. Hearing Comm’n, No. 95-001748 (Sept.
17, 1997).

May 21, 2004

The Honorable Chris Cannon

U.S. House of Representatives

Chairman, Subcommittee on Commercial and Administrative Law
Committee on the Judiciary

B-353 Rayburn House Office Building

Washington, DC 20515

Re: Business Activity Tax Simplification Act (H.R. 3220)

Dear Chairman Cannon:

The American Bankers Association (ABA) would like to express support for
legislation creating a fair, clear, and uniform nexus standard for the imposi-
tion of business activity taxes by states and localities. Specifically, we are
submitting comments to praise H.R. 3220, the Business Activity Tax Sim-
plification Act and thank you for your leadership in advancing this legisla-
tion. The ABA brings together all categories of banking institutions to best
represent the interests of a rapidly changing industry. Its membership -
which includes community, regional, and money center banks and holding
companies, as well as savings associations, trust companies and savings
banks - makes ABA the largest banking trade association in the country.

H.R. 3220 would modernize existing law to ensure that states and localities
only can impose their business activity taxes in situations where an entity
has physical presence (i.e. property or employees) and thereby receives re-
lated benefits and protections from the jurisdiction. We agree that a phys-
ical presence nexus standard should be preserved in order to ensure an eq-
uitable and measurable application of the state tax laws for all industries.

ABA believes that certain clarifications to H.R. 3220 would be helpful in
order to establish a fair, clear and uniform nexus standard. In particular,
the bill should be revised to ensure that the solicitation of sales also applies
to financial services and products. The types of financial services that
should be made a part of H.R. 3220 include lending activities and other
services such as investment, advisory and custodial services. Moreover, the
legislation should be expanded to recognize financial transactions that do
not require shipment or delivery. The current legislation covers only orders
filled by shipment and delivery. These suggested clarifications recognize the
intended scope of H.R. 3220 and encourage business investment.

Thank you for your consideration of our views as you advance this impor-

tant legislation. We look forward to working with you as you proceed with
this bill.
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Sincerely,
Edward L. Yingling

May 13, 2004

The Honorable Chris Cannon

The Honorable Melvin Watt

House Judiciary Subcommittee on Commercial & Administrative Law
B-353 Rayburn HOB

Washington, DC 20515

Re: Supporting comments for hearing on H.R. 3220, “The Business Activity
Tax Simplification Act of 2003” (“BATSA”)

Dear Mr. Chairman Cannon and Mr. Ranking Member Watt:

1We are writing you today to beg for your support for H.R. 3220, “The Busi-
ness Activity Tax Simplification Act of 2003.” We stumbled into this issue
last year and have become deeply committed to the passage of this bill. It
is no exaggeration when we say this legislation is critical to small busi-
nesses everywhere. While we represent no one but ourselves, we are cham-
pioning this issue because the survival of small business is literally at
stake. Without relief, some successful businesses will be forced to close or
downsize. The material below provides a snapshot of the legal nightmare
that has heavily impacted our business over the past year, and hundreds
of other small businesses nationwide as well.

We know first hand that many other companies are impacted because we
have talked with dozens of attorneys, small businessmen, and news editors
all over the Country about this problem. Unfortunately, many small busi-
nesses are not even aware of the problem because they have not been
trapped, yet. But, it is only a matter of time before the abuses by aggressive
States become widespread and automated record-matching processes jeop-
ardize thousands of additional small businesses with demands similar to
those New Jersey is now making upon us.

We are the owners of a home-based software development company with ac-
tual 2003 sales (not profits!) of slightly less than $100,000. All work is per-
formed in our home, we are the only employees, and our company is our
sole source of earned income. Our company is incorporated in Georgia and
registered in Georgia and South Carolina. We have elected S Corporation
status, operate and pay taxes as such, and file appropriate returns in Geor-
gia and South Carolina each year. We pay employment taxes to South
Carolina, and we acknowledge nexus in both Georgia and South Carolina.
All work is conducted in South Carolina via the telephone, the Internet,
and the U. S. Postal Service.

The State of New Jersey is now asserting a claim of nexus against our com-
pany due solely to the sale of seven intangible software licenses during
1997-2002. During that period, we generated total revenue from New Jer-
sey-based customers of $6,132. By year, our sales into New Jersey for that
period were $695, $0, $0, $49, and $5388, respectively. Those are single dol-
lars, not $K, $M, or $B. Of this total, $5,133 was derived from the actual
license sales and $999 from additional services performed in South Carolina
after the original sales.

New Jersey acknowledges that its original claim of nexus was based solely
on the continued use of these seven software licenses within the state. If
the licenses did not exist, the remaining $999 by itself would not then have
resulted in a claim of nexus. New Jersey’s claim of nexus will be made as
long as any licenses are in use in the State, even if we cease accepting all
b}lllsiéless from New Jersey customers and generate zero future income from
the State.

New Jersey’s claim of nexus generates a requirement for our company to
pay $500 per year as the New Jersey minimum corporate tax and $100 per
year for Corporate Registration fee, every year, even in years when we have
zero sales in New Jersey and have no other business activity in the State.
(If not for the minimum corporate tax and registration fee, our calculated
tax would be less than $1.00 in our best year.) We have been advised by
the New Jersey Department of Taxation that the only way to remove our
future liability for paying this $600 per year fee is to (1) stop accepting all
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orders from New Jersey, (2) have zero New Jersey income, (3) terminate all
existing software licenses, and (4) have our customers remove all licensed
software from their systems. We have been advised that we cannot termi-
nate our nexus in future years by abandoning our license agreements and
giving clear title of the software to our customers.

We have met these requirements, as of December 31, 2003, through the fol-
lowing actions:

We have terminated all of our national advertising. Our sales are down signifi-
cantly as we attempt to refocus our activity into Georgia and South Carolina
only.

We have stopped accepting all orders from New Jersey locations. We will accept

no business, of any type, from New Jersey locations until small business is given
the protection it must have in order to participate in Interstate Commerce on a
free and unhindered basis. In January 2004, we refused to accept a firm order
for $15,000 of remote services from a New Jersey customer. Needless to say,
that hurt our business badly.

We have terminated all software licenses in New Jersey, and our customers
have removed all licensed software and replaced it with new unlicensed soft-
ware. As a result, our intellectual property no longer receives the protection it
must have in order to insure its viability for future enhancements and improve-
ments and for our future income.

These actions have combined to significantly reduce and inhibit our partici-
pation in Interstate Commerce, reduce our sales, reduce our personal sala-
ries, and reduce our payments of badly needed Federal and South Carolina
tax revenues. We have become so concerned about the risk of our continued
participation in Interstate Commerce that we have begun to ask ourselves:
“Why bother? Can we afford the risk? Should we terminate the business be-
fore it gets worse?”

Our situation, and that of all small businesses participating in Interstate
Commerce, is simply intolerable. Had we sold just one $695 license in 1997
and not derived any further income from New Jersey customers, we would
still be subject to the requirement of paying $600 per year in New Jersey
taxes and fees as long as our customers continued to use the licenses. Mak-
ing the situation even worse, New Jersey has, since we became trapped, ex-
panded its regulations to assert nexus against all companies deriving any
type of income from New Jersey customers, regardless of physical presence
or de minimis activity. This latest provision of New Jersey tax regulations
includes the sale of tangible products and is in direct defiance of Congres-
sional intent and Public Law 86-272. New Jersey’s own Tax Court has
ruled that a physical presence is required to assert taxing power; nonethe-
less, New Jersey’s Department of Taxation continues to pursue us. Thus,
we are forced to pay thousands of dollars in legal fees to defend ourselves;
and we are continually distracted from pursuing the normal business activi-
ties which generate all of our earned income.

No company can survive by paying taxes on zero profits. But, in our case,
we didn’t even have sales in three of the six years and only $49.00 in a
fourth. Should all 50 states adopt the same provisions as New Jersey, the
sale of just one box of paper clips into each state, at any point in time,
would generate the requirement to file a state tax return in every state and
to pay $30,000 in minimum taxes and fees per year, forever, even in years
when no income is generated in those states, unless a way could be found
to terminate nexus. As you can see, New Jersey does not make that easy.
Further, no small business can possibly become familiar with the ever-
changing and widely varying tax laws of 50 States, nor can it withstand the
financial and administrative burdens of preparing and filing 50 separate
state tax returns.

New Jersey is not the only State adopting highly aggressive tactics which
destroy small businesses. Such tactics are becoming more prevalent each
year, and H.R. 3220 would stop the abuses. This legislation is vital for pro-
tecting small business through clear codification of existing judicial prece-
dents and adoption of a uniform standard of physical presence for nexus as
a specific element of Federal Law.

We realize there are multiple sides to every issue; for BATSA, there are at
least three:
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e Small businesses: Hopefully, we have adequately conveyed why the pas-
sage of H.R. 3220 is absolutely vital for the survival of all small busi-
nesses attempting to participate in Interstate Commerce.

e Large businesses:Having worked for large business for many years, we
understand and support their need for clarity and simplification of the
rules which would allow them to devote more attention to delivering
products and services instead of defending themselves in legal actions.
We realize some States argue that BATSA would encourage use of intan-
gible holding companies to shelter income from State taxation, but there
are several easy ways for the States to prevent such abuses by businesses
(see “The States” below).

o The States:I understand the States are screaming about this bill.

(a) Their claim of Federal usurpation of their taxing powers simply does
not hold water. Because abuses similar to those we are seeing today oc-
curred during the Colonial period, our Founding Fathers understood
that Federal regulation would be vital toward assuring a vibrant econ-
omy and wisely gave the Congress broad powers to regulate Interstate
Commerce.

Their claims of revenue loss are wildly exaggerated in an effort to de-
feat this badly needed bill. Simplification always increases income and
profits, thus taxable income will grow. The distribution of that taxable
income may change among the States, but it should. We do all work
from our home; shouldn’t we pay all our taxes to South Carolina?
Shouldn’t this apply equally to large businesses with no physical pres-
ence in a State? If a State’s revenue drops due to passage of this bill,
it is because the State is already engaging in unfair tactics; and its rev-
enue should and must drop.

(c) We believe the greatest threat to States’ revenues is through the im-
proper use of intangible holding companies. If an intangible holding
company licenses intangible property to an unrelated company, then it
should receive the protection the physical presence standard provides.
If the intangible holding company operates only to avoid taxation, with-
out other legitimate business purposes, the States have several rem-
edies they have traditionally employed to prevent any loss of income,
and many States have already enacted one or more of them. So, this
issue is no reason to avoid prompt passage of this bill.

(b

N

As private citizens, we have concluded the passage of BATSA is the fair
and right thing to do for all business, both large and small, that it is vital
for protecting small business, that it is vital for protecting jobs and our
economy, that States’ claims of various harms are ill-advised and simply
not true, and that all sales should be treated as intended by the Congress
when it passed Public Law 86-272. Otherwise, very large portions of our
economy (i.e., intellectual property, remote services, and small business in
particular) become highly disadvantaged in their conduct of Interstate mar-
keting activity.

Because physical presence was intended to be the current standard, H.R.
3220 would neither diminish the taxing powers of state and local jurisdic-
tions nor reduce state and local tax revenues. The bill recognizes Congress’
responsibility to support a strong U.S. economy by ensuring no undue bur-
dens on Interstate Commerce.

We beg for your support of this bill, on our behalf, on behalf of the thou-
sands of small business owners nationwide whose economic futures rely on
it, and on behalf of a strong National economy which also relies on such
legislation for its continued and improved strength.

Sincerely,

Bo Horne

Kathy Horne

418 East Waterside Drive
Seneca, SC 29762

May 20, 2004

The Honorable Chris Cannon
Chairman, Subcommittee on Commercial and Administrative Law
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Committee on the Judiciary

B-353 Rayburn House Office Building
United States House of Representatives
Washington, DC 20015

Dear Chairman Cannon and Members of the Committee:

On behalf of the American Legislative Exchange Council (“ALEC”), a bi-
partisan, individual membership organization of over 2,400 state legisla-
tors, I thank you for the opportunity to submit this letter for the record for
the May 13, 2004 legislative hearing on H.R. 3220, the “Business Activity
Tax Simplification Act of 2003.”

The purpose of my letter is twofold: to express ALEC’s strong support for
H.R. 3220, and to specifically rebut a release prepared and distributed at
the hearing by the National League of Cities that claimed local govern-
ments could lose more than $60 billion annually in revenues from the en-
actment of H.R. 3220.

First, I need only refer to the testimony of Jamie Van Fossen, Chair of the
Towa House Ways and Means Committee, and public sector chair of ALEC’s
Tax and Fiscal Policy Task Force. ALEC supports H.R. 3220 because “it
promotes federalism, enhances our national economy and thereby increases
the financial viability of our state governments, and preserves the constitu-
tional principle of tax competition among the states.”

Second, as stated by Representative Van Fossen, H.R. 3220 does not force
a choice “between public schools and corporate profits.” Opponents of the
bill that make this characterization grossly overstate the revenue impact of
H.R. 3220 in order to protect overaggressive and unconstitutional imposi-
tion of business activity taxes.

A case in point is the $60 billion estimate for local government revenue
losses cited in the National League of Cities’ release. These sort of numbers,
increasingly used by certain state and local government groups, are worse
than unhelpful - they deflect consideration from the real issue. To illus-
trate, a recent study co-authored by University of Tennessee Professor Wil-
liam Fox, a former President of the National Tax Association, estimated
that total state and local corporate income taxes in fiscal year 2003
amounted to $34.6 billion. Even with adding other non-income taxes in the
study that might be considered business activity taxes, it is hard to reach
a number that comes close to the $60 billion loss claimed by the National
League of Cities.

What the National League of Cities appears to be asserting is that H.R.
3220 would wipe out all business activity tax revenue at the state and local
level nationwide. If the claim is made with respect to local governments
only, it is even more absurd. Because the underlying tax principle of H.R.
3220 is to tax businesses where they are physically located, the National
League of Cities seems to conclude that all businesses could operate with-
out a physical presence anywhere. This is quite obviously impossible.

Please do not allow unsubstantiated figures like those advanced in the Na-
tional League of Cities’ release to distract the Committee from its important
work. H.R. 3220 is of vital importance to the health of our economy and
the free flow of commerce between the states.

Thank you for your consideration.

Sincerely,

Duane Parde

Executive Director

American Legislative Exchange Council (ALEC)
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May 20, 2004

Honorable Chris Cannon

U.S. House of Representatives

Chairman, Sub i on.C cial and Administrative Law
Committee on the Judiciary

B-353 Raybum House Office Building

Washington; DC 20515

Re.  Hearing on H.R. 3220, Business Activity Tax Simplification Act

Dear Chairman Cannon

I am ‘writing .on behalf of MBNA :Corporation .in :support of H.R. 3220, the Business
Activity Tax Simplification Act and to thank you for holding a hiearing on this important
legislation. As you are aware, H.R. 3220 would provide a national jurisdictional standard,
for the- imposition of state and local business activity taxes on interstate commerce: This
is a very important-issue for MBNA, - We look forward to working with you and your
committee as H.R. 3220.p ds through the legislative p

MBNA is the largest. independent: credit card issuer in the world. MBNA is also. the
leading affinity marketing company in the credit card industry and has the endorsement
of more than 5,100 organizations. -The company maintains its international headquarters
in Wilmington, Del ¢ and has op ghout the United States and in Canada,
Ireland, Spain, and the United Kingdom.

MBNA is greatly concerned about the need to clarify and modemize the nexus rules that
govemn a financial services institution’s obligation to pay business activity taxes to states
where the company does not have any property or employees. We think it is clear that it
would be unfair for a fi ial services institution to pay taxes to states that do not
provide any benefits or protections to the company.. - Over the past several years;
however, that is exactly what some state and local taxmg authontl&s have sought by
asserting so-called * ic nexus” arg i ic. nexus would
permit states to tax -a business-that mercly had ‘customers in the state but no property or
employees. - The -financial services industry has borne the brunt of such activity,
particular credit card issuers. ' Specifically, some. states have asserted that MBNA has
nexus in the state. merely because residents of that state hold credit cards that have been
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issued by MBNA - regardless of whether MBNA has any other connection to.or presence
in the state. .

MBNA considers H.R. 3220 to be ly important legislation. Our-goa] is to ensure
that it provides a definitive resolution to the.issue of when states have the authority to
impose atax on out-of-state companies.” We agree with the goal of H.R. 3220 to prohibit
states and localities from imposing a business activity tax on any entity that doeg not have
a physical presence in the taxing jurisdiction. Busi| would inue to pay busi

activity taxes to-those jurisdictions that provide them -with meaningful benefits and
protections, . In addition,- H.R. 3220 would modernize current law (P.L. 86-272) and
establish a fair, clear, and. uniform  néxus standard. ' Such ¢larification would, in tumn,
reestablish the: type .of stable busi limate. that ges i d -busi

in p ce, and a healthy American economy.

On behalf of MBNA and its more than 28,000 employees worldwide, we look forward to
wotking . with you and your staff to. ensure that a bright-line, quantifiable physical’
p nexus dard is realized for all industry groups,. including the financial
services industry. Thank you for your attention to our concerns.

Very truly yours,

4
) K. Kallstro

/ ior Executive Vice President

May 24, 2004

The Honorable Chris Cannon, Chairman

The Honorable Melvin Watt, Ranking Member
Subcommittee on Commercial and Administrative Law
House Judiciary Committee

United States House of Representatives

Washington, DC 20515

Re: HR 3220-Response to National League of Cities Letter
Dear Chairman Cannon and Ranking Member Watt:

On behalf of the Software Finance and Tax Executives Council (SoFTEC),
I write in response to the May 21, 2004 letter sent you by the National
League of Cities (NLC) regarding HR 3220, the “Business Activity Tax Sim-
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plification Act.” The NLC’s letter contains inaccuracies and distorts the ef-
fect passage of HR 3220 would have on local revenues. SOFTEC asserts that
passage of HR 3220 would have no more than a minimal impact on local
revenue from business activities taxes.

SoFTEC is a trade association providing software industry focused public
policy advocacy in the areas of tax, finance and accounting. Because
SoFTEC’s member distribute their products to customers in many states
and localities but have a physical presence in only a few, it naturally has
an interest in ensuring that your Subcommittee has accurate information
regarding the effects of HR 3220.

1. Economic Presence Standard:

The NLC, in its letter, asserts that the current business activity tax nexus
standard is an “economic presence” standard and that HR 3220 would
change the standard to a “physical presence” standard. To the contrary,
physical presence is the current nexus standard enforced by the courts and
HR 3220 would merely codify it.

There is no reported decision in which a court has ever permitted a state
to impose a business activity tax on an out-of-state company that had no
more than an economic presence within the state. Each time the courts
have sustained such a tax the taxpayer had a physical presence in the tax-
ing state. A fair reading of the most recent cases in this area makes it clear
that for a state or locality to impose a business activity tax on out-of-state
businesses, there must be a “substantial physical presence” in the state.!

NLC’s assertion that “economic presence” is the current law is not in accord
with the cases. The current state of the law is that a business must have
a physical presence in a jurisdiction before that jurisdiction is permitted to
impose a tax on its business activities.

2. HR 3220 Would Promote Improper Tax Sheltering:

The NLC claims that HR 3220 would legalize a variety of corporate tax
planning techniques that companies use to minimize their state and local
tax burden and lead to more “nowhere income” and tax avoidance or eva-
sion. Such claims cannot withstand scrutiny.

A physical presence nexus standard would not prevent states from using
their existing arsenal of tools traditionally used to combat illegal tax shel-
ters. The courts are split on whether the intangibles holding company de-
vice is an improper tax shelter. However, HR 3220 would have no impact
on states’ ability to use common law sham transaction and economic sub-
stance doctrines to attack such shelters. In addition, such devices are inad-
equate to shelter income from taxation in states that use combined and uni-
tary reporting and/or “throwback rules.” Also, HR 3220 would not prevent
states from enacting laws that would deny an income tax deduction for roy-
alties paid to an intangibles holding company.

A company’s decision to locate a facility in a low-tax state is not a tax shel-
ter. States often compete with one another for the reputation as a low-tax
state. Remote sellers, by virtue of their business model, are able to confine
their activities to a smaller number of taxing jurisdictions. The physical
presence standard will not allow companies to escape taxes that they cur-
rently are legally obligated to pay. Codification of the current physical pres-
ence standard merely will clarify for both taxpayers and tax collectors
where those tax obligations arise.

State and local efforts to overcome sheltering techniques will not be nul-
lified by HR 3220.

3. HR 3220 Would Disadvantage Local Businesses:

NLC asserts that HR 3220 would place local business including manufac-
turers at a disadvantage by giving tax breaks to out-of-state business oper-

1See J.C. Penny Nat’l Bank v. Johnson, 19 S.W.3d 831 (Tenn. Ct. App. 1999), appeal den.
(Tenn. 2000), cert. den. 531 U.S. 927, 212 S.Ct. 305 (2000); Rylander v. Bandag Licensing Cor-
poration, 18 SW.3d 296 (Tex. App. 2000), Motion for Rehearing Denied March 8, 2001; 9.4 Per-
cent Manufactured Housing Service v. Department of Revenue, No. Corp. Inc. 95-162 (Ala.
Admin. Law Div. Feb.7, 1996); MeritCare Hospital v. Commissioner of Revenue, No. C2-94—
12818, (D.C. Minn. Sept. 22, 1995); cf, Geoffrey, Inc. v. South Carolina Tax Commission, 313
S.C. 15 (1993) (involved a tax shelter).
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ating within a state and/or local political subdivision. HR 3220 would not
discriminate in favor of out-state businesses.

First, in order for a company to be “operating” in a jurisdiction, it must de-
ploy capital or employees. HR. 3220 would treat all businesses that have
property or employees in a jurisdiction equally. A local business with em-
ployees or property in the jurisdiction would be treated the same as an out-
of-state business with employees or property; the jurisdiction could tax the
business activities of both businesses. By the same token, local business
could not be taxed by a foreign jurisdiction where the business deployed no
employees or property. In this light, HR 3220 actually advantages local
business by shielding it from foreign taxing jurisdictions where the local
business deploys no capital.

SoFTEC thanks you for the opportunity to provide this response to the
NLC’s May 21, 2004 letter. If you have any questions, I may be contacted
at (202) 331-9633 or mnebergall@softwarefinance.org.

Respectfully submitted,

Mark E. Nebergall
President
Software Finance and Tax Executives Council
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June 23, 2004

The Honorable Chris Cannon

House Judiciary Subcommittee on Commercial and Administrative Law
118 Cannon House Office Building

‘Washington, DC 20515-4403

The Honorable Melvin L. Watt

House Judiciary Subcommittee on Commercial and Administrative Law
2236 Rayburn House Office Building

Washington, DC 20515-3312

Dear Representative Cannon and Representative Watt:

Our organizations collectively represent major segments of North Carolina's
economy. In December 2003, we filed a friend-of-the-court brief in a tax case being
considered by our state Court of Appeals. (A copy of our brief is attached.)

As our brief states, we are opposed to "state taxing activities that prove hostile to
a national common market and the easy flow of commerce within and among the United
States. With ever-increasing international competition, states must avoid tax strategies
that ultimately discourage transactions between companies in different states. This is
particularly true when the transactions involve emerging areas of economic growth such
as intangibles."

We urge you to support federal legislation that could address the concerns set
forth in our brief.

Respectfully submitted,
NC MANUFACTURERS NC CITIZENS FOR BUSINESS
ASSOCIATION (NCMA) AND INDUSTRY (NCCBI)
James M. Bell, Phillip J. Kirk, Jr.,
President President
NC BIOSCIENCES NC ELECTRONICS AND INFORMATION
ORGANIZATION (NCBIO) TECHNOLOGIES ASSOCIATION (NCEITA)
Samuel M. Taylor, Joan P.H. Myers,

Executive Vice President President and CEO
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INC.; EXPRESSCO, - INC.7 LANCO, H
INC. ; LERNCO, INC.; LIMCO H
INVESTMENTS, INC.;.LIMTOQO, H
INC.; STRUCTURECO, - INC.% V. H
SECRET .5TORES, 'INC.; :

Petitioners~ :
Appellants, H From Wake County

Ve

E.'NMORRIS. TOLSON, SFKCRETARY OF
REVENUE, STATE OF NORTH
CAROLAMA, AND HTS SUCCESSORS;

Respondont -
Rppellee,

BB ROFTE GomokoRok R R 3T HTRT R G R o+ a ok ow ok ok xow ko4 ko a

AMICI CURIAE BRIEF ON BEHALF. OF THE NORTH CAROLINA MANUFACTURERS
ASSOCIATION . (NCMA)},. NORTH CAROLINA CITIZENS FOR BUSINESS AND
INDUSTIRY (NCCBI), THE NORTH ‘CAROLINA BIOSCIENCES ORCANIZATION

{NCBI0O), BAND THE NORTH CAROLINA ELECTRONICS AND INFORMATICN
TECENOLOGIES ASSOCIATION (NCEITA)

e R LY

QUESTIONS PRESENTED
e e S eoLNAED

I IS 'THE ASSESSMENT THE DEPARTMENT OF REVENUE SEEKS
TQ -IMPOSE ON ‘PETITIONERS-APPELLANTS FOR THE 19934
TAXABLE YEAR 'WITHOUT - ‘A . STATUTORY BASIS ™ AND
THEREEORE [IMPERMISSIBLE?

II.- HOW DOES THE' ASSESSMENT  UNDULY BURDEN INTERSTATE
COMMERCE ' "AND - UNDERCUT . NORTH - CAROLINA’ S ECONOMIC
COMPETITIVENESS?
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STATEMENT OF THE CASE AND FACTS

Amici adopt - Petiticners-Appellants’ Statcment of the  Case
and Statement . of "the Facts. Amici would radd’ the. following
comments. based on. statements  made By the Department o¢f Revenue
(DOR) regarding the fiscal impli;ations of this case.?

First, "a. decision "in favor of the taxpayers. in this. case
sho‘uld not cost the State’s freasury ‘a dime. This is. bécanse
this is not a tax refund case: Because. this is' not -a.-refund
case, @ decision reversing' the judgmerit below ‘should not require
the State to withdraw Qi appropriate any .monies from the General
Fund (or-elsewflere)} to repay taxpayers.

Second, . DOR’.s . speculation about the total .amount of tax
monies- the  agency theoreticaiiy could, 1n. theé agursyate, seek
from an ontire glaso  of busingss tarpayers (0F the Agency were

nrl)- should have no Boaring -on. the

empoweted to do so by Ehis ' C
legal quest_ions before this Couxt. In‘fact, the case befare this
Codrt ' involvas - only Qyne tax - year (1994) and a.. contested
assessment ‘of less than $2 millicn.

Third, -DOR’s - claim about  the fipancial “implications” of
this case fails: to  consider -the negative consequences. its taz

pursuit here could have on North' Carolina’s “business.climate”.

1 see, €:9., - “Department - ¢f. Revenue: Wins' Ruling; - Holding
Companies Required to Pay” . (DOR' Press Release Dated 5/22/03).

Surprisingly, khe Department issued this press release — replete
with . imperative  demands” {e.g. ' “Companies Required to. Pay”s
“companies' ... must . pay ‘taxes”} --  based solely on the trial

court’s tersé ordér without. waiting for appellate review, as if
it were 4 foregone conclusion that this Court .would rubberstamp
the trial court’s order.
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A State’s appfoach fo taxation, and the predictability of tax
liability,  play ‘a critical role. in corporate decisioné about
whéere to s\‘;ay, éxpand,  or lecate: bsuch decisions; in  turn, can
have. 'a dramatic . fmpact - on state ‘and municipal . government
revenues. ‘
ARCONENT

Amici initially urge.the Conrt to cénsider two overaréhih:g
poirnits: ‘

1. This is a very important case. " DOR has -acknowledged
thal “this litigatior -invoives legal issues of broad applicability

agd thal “the ceptral guestion 2t issué here 1s ome. that affects

iz

many cerperate’ taxpayers. Amici know that the favordbility of
Horth .Carolina’s business ¢limate is. also at stake: Conversely,
the. smmmary order isaued below prowvides scanl evidence as. to. The

casé’ s import. -

2. DOR”s decision, to upset a. rsasonable interpretation of

the tax code is extremely troubling. Companies “seek stability

and predictability din theéic. financial affairs. -With ‘regards to
corporaté tax liability, 'North Carolina. ¢ourits . have recognized:
this basic business need by promising to protect  robustly any
reasonable interpretdtion of state law by -a taxpayer. As '‘the
Supreme. Court recently put the ‘timefhonored fulé: “If .a - taxing

statute is‘susceptible of tWo constructions, 'any uneertainty ‘i
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the statuts or legislative intent should b;e regolved. in favox. of
the tlﬁj&pqy’gr,"'z

In “the irn‘stant case, compénies dike ~the. Petitioners—
Appellants reviewing the General Statutes to' determine their 1994
tax year ' liability  .would . find mo likelihood * (mich less
“cettainfy”) that they werc subject to tazation based on thé mere
licensing of wholly intangible property to entitlies -engaged in
in-state business activities. Amici submit that Worth .Carolina’s
economy . is’ ~becoming iﬂcreasingly dependent - upon - intangible
property - and  its. licensurec, ircluding liﬁerlsing t¢ ‘in-stale
Yusinesses. - By reversing the rassesswents; this Court can restore
confidence in- the predictebility of Horth Carclina’s. corporate

tax ‘statutes . (while  avoiding  serious concérns about - their

i light of 4 aud othet U.5.) supreme Lourt

constitutivnalily

decisions),® and can, at’ the same ‘time, aveid risking. that out-
of-state. . licensors - Wikl ~ curtail or cven  ceasé commcrcial
activities wirh North Caralina companies.

I. THERE IS NO STATUTORY. BASIS TO. SUSTAIN THE 1994 TAX YEAR
ASSESSMENT ‘AT ISSUE' HERE

The assessment at. issie here. involves the 1994 -Usx year.

For that - year, - the - Ceneral . 'Statutes  offer. ‘no- suggsstion

2 Lenoxz, Inc. v. Tolson, 353 WN.cC. 659, 664, .543 S.E.2d 513, . 517
(2001} ~ (emphasis added) -

* See, e:gq., Michael A. Hannah and C., Wells Hall. 1II, MNorth
Carolina Enters The Delaware Intangible Holding Company Fracas,
11.J. ‘of Multistate Tax’n 6 (at p. 3){July 2001) (noting that
"[tIhe [DOR] ‘regulation arguably may run afoul of the “physical
presence’ standard as sekt. forth in Quill ‘Corp. v. North Dakota”}.
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whatsoever . that Vthe corporate. income. ‘and franchise. taxes
! resulting from “doing business in this State” could be. imposed on
companiss whose only -contact with Herth Carolina is thé licensing
of an.intangible to-an in~state business.

Indeed, “the history of the. "doing business in tLhis State”
taxinglimitation éuggests an opposite “rule applies. The phrase
first became part of the General Statutes in 1939, In 1956, an
opinion: issued by the. Attorney: 'General stated that a . fdreign
corpbration_ which “received -royalties for .leasing . intelléectual
properiy to - a North ‘Carolina company -was “not: deing businecss in
North  ¢ardlipa.” CpL DU CATTYY - Genly [1954-1994 Transfer
B‘inder] N.C. . 5¢. Tax Rep.. (CCHY - 200-109 *(Jan. 11, 195%6).

The  General -Assémbly  appdarently ™ left the phrase “doing
business | in. this  State” -undisturbed - until . 700T, © whizo. il
substantially amended the. delinition for -income Tax purposes to
encompass . [rloyalty payments received for the use of.trademarks
in-this State.” - (G.S5. § 105-130.77(a) . Howaver, the legislatnre
was uneguivocal . that the statatory. chatige applied only to- tax
years Jlong - after  1994:  “This section ‘is. effective only for
taxable years beginning op or after. January 1, 2001." Session
Law - 2001-327,. Secticn 1.{f). That ‘non-retroactivity. proviso
could not be clearer: the legislature  intended for the income
taxation of foreign trademark licensors only for tax years on or
after 2001. " The statute’s effective date offers an ample basis

to reverse: the decision below. ™“If the words of ‘a statute are
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plain - and . unambiguous,; the' ‘court ;need” Took 'no  further.”

Westminster Homes, Inc. V. Cary Zoning Bd., 354 N.C. 298, 304,

554 B.E.2d €34, 638 (Z001) .

Howewer,. if ‘the Court ‘does leok beyond “ the ‘statutory
language. of thg 7,501 legislation, statements . made by a' key
legislator at a“critical juncture in the 2001 General Assembly’s
consideration of. the “doing busineéss” definition make ciear that
the ‘changes enacted -during that session were  substantive and
dramatic. As the . 'brief of Petitioners=Appellants shows, Rep.
Ha’ckn‘ey assured his colleagués. that languagé ‘in the bili’s title
only applied to activities transpiring in tax years “after this
peint”. and “in tﬂc future”.

That ' -the. 2001 legistaticn - contains . a hon-retroactivity

kprnvw”so distinguishos this case froem olher CAases  whiere: courts

have. found subsequent législative amendments: to merely ‘clarify

preexisting ‘statutory. language. For -example, in: In. re: Sales &
Use Tax v. Jefferson-Pilob In&. Co., . -+ N.C.Appe ==y - H.BE.2d ~-

(5lip op. filed 16 December 2003) this Court recently held, in'a
2-1 decision,  that an awendment. to the use tax statute did not

enact -a substantive change: but instead merely was ‘intended to

clarify existing law. The amendment at issue in Jefferson-Pilot,
however, did not ceomtain. a non-retroactivity proviso stating that

the amendment: could beapplied only for prospective tax years.?
— e .
1 Moreover, Jefferson-rPilot is  also distinguishable becauss the

majority”s ‘decision there was based.in -part on the fact that the
legislature  ‘said that " the -amendment was' merely effecting
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Finally," that G:S. 165—130.7A(a) represented a’ substantive
éhange to: the tax dode, ' as oppoesed. to. a. mere “confimation” of
existing law, is shown by the report .of a high-profile group
working - contemporansously = with the’ 2001 session of - the
legislature. In Rpril. 2001, " the Governor’s Commissitnm on Tax
Loopholes and. Governmént ‘Efficiencies  issued. its Final Report
recommending that North Carclina - “[flollow . the Ohio " law on
related: companies and fetjuire an[]  .adjustment for royalty’
expenses and” intercst expenses.” | Gowernor’s Tax Comm’ i Report at
3. Ihe. rationale ' for the reccmmeadation, printed - belew,
repudiates any suggestion by BOR. that the 2001 legislation. was
anything less  than. a. substantive, . prospective change  to North
Carolina law: :

Yhis aifects: holding companies’ that have

TBackgroun

subsidiaries and charge fheir subsidiaries royalty and
interest expenses.  "Many .corporations create holding
companies - in - states  that'-de. not - tak royalty  or
interest -ckpenses. These companies  charge(]  their
subsididries a royalty and/or interest expense and pay
ne zorporate income tax ‘en- the profit. - Other states,

most’ notably - .Chio: and. Cenpecticut, ' have approved
statutes ta disallow deductions between their
corporate. taxpayers and related out=of-state trademark
pratection companies or other affiliates that manage

“technical -and conforming-changes to the revenue laws.’” Slip
op. at 1. That .is not 'the case with the 2001 . léegislation at
issue here; - the : General® Assewbly did .not - refer to. the . 2001
legislaticn as 4 mere “technicaland conforming . change” to the
revenue laws.  Furthermore, the majority.in Jefférson-Pilot néted
that the amendment at issue there "merely codified the common law
interpietation which had been in effect for nedrly a. CeNtury.”
Id. Here, ' however, = there  is 'no" long-standing. ™common -law
interpretation” to  support the agency’s application of: “doinc
business - in - this' State” 'to 'entities - such .as ' Petitioners.
Appellants, much less one dating back fifty years.
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intangibles. - The proposal. recommends. adoption of the
Ohio approach,”  Id.

Obviously, ‘the use of forward-locking -words and phrasés such as
“proposal”, “recommends”, Tfollow” .and- “adopt[}” contradicts any
claim that Tegislation passeéd by General Assembly scon ‘thereafter
did not create a new statutory taxing standard. And, of course,
the report. contains ho suggestion. that the tax DOR -seeks. to
impose for lihe"15)94 taxable year was permitted by rhe existing
laws of the State; indeed,” it demonstrates that there was no.such
statutory authorization - otherwise there would have been Tittle
reason.-for Lhe Tax Commission Report and the 2001 legislatieon:
Inosummary, in light of the history of the stalutory phrase
at issue in this case and the indisputably prospective nature of
the 2001 legislation that effected a substantive change to state
tax. law,’ a -judgment -for' Petiticnérs-Appellanls should be

straightforward -— particularly-given the mandate to “resclve any

uncertainty in favor . .of the taxpayer.”>

®  Awici. fiote -that  North Carolima court rulings ars: leglop
confirming . that - proposition our Supreme Court . found  already
“established” more than fifty years ago: - “In-the interpretaticn
of ‘statutes ‘levying taxes,” it is the established rnle not to
extend theixr. provisicens, by 'implicatiun,  beyond the clear import
of "the language used, or to’ enlargé their-opération so. as to
embrace matters not 'specifically’ pointed out. ' In case &f doubt
they are construed most strongly against the government, and in
favor "of the citizen.” Watson Indus., In¢. v. Shaw, 235 N.C.
203, 212, €9 S.E.2d 505; 512 (1852).  See also Lenox, 353 N.C:- at
666, 548 S F.2d at 517: Regional Acceptanca Corp. v..Powérs, 327
N.C.. 274, 394 s.E.2d 147 (1990); In re Intermedia Comm., INcC.,
144 N.C. 424, 548 3.E.2d 562 (2001). See also, Narman J. Singer,
Sutherland on Statutes & Statutory Construction 66.01 (5% ed.
1992) (™[Ilt is a settled Tule that tax laws are to be strictly
construed-against ‘the state and in favor of the’taxpayer.?”)-




108

By reversing the judgment. below, this Court would vindicate
the . principle that = businesses can . -rely . on .. reasocnable
>interpretations of 0 oue . tax . statutes, - and  kriow - that. ‘the
substantive. tax rules-will not be';changed on them merely based
upen administrative  whim, but only with thq bléssing -¢f. this
State”s General Assembly.

II. -THE ASSESSMENT BURDENS INTERSTATE COMMERCE.-AND,
PARTICULARLY , NORTH . CAROCLINA’S ECONCMY

While Petiticners-Appellants’ brief thoroughly addresses the
serious. constitutional concerns. raised by  the. tax assessments.
upheld below, amirmi also note the uwseful academic discussion of
the constitutional prnbl,cms coused by uimocring: slake taxation

from . such bright-line. concepts —as presence” " and

“substantial  fexus’. See,. 2:9., Seott. Do Smith & Sharlene

Bmitay, Economic Nexus: An Unworkable-Standard. for Jurisdiction,

2575t Tax-Notes 797 (Sept. D, "2002). Andd this Cowort:has dealt
with 2 range of Commerce Clause. isuuss, See,. g:g., kulton Corg.‘
v, Justus, 110 N.C.App. 493, 4130 S.E.2d 494 (1993F {finding state
intangibles tax: violates the Commerce Clause); rev'd; - 338 N.C.
472, '450 $.E+2d-.728 (1994),: rev’d, 516 U.s; 325, 133 L.Ed.2d 796,
116 S.Ct 848 {1996).

Amici are generally cc;ncerned about. state taxing activities
that prove hostile .t a national  common market and the easy kf‘low
of ~commerce within .and - @mong the United:. States. With  ever~
increasing internétioﬁal competition, ' states .must | aveid -tax

strategies -that -wultimately. discourage = transactions’ between
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companies ‘in different states.. . This is particularly E£rue -when
the ‘transacfions involwve emerging ‘areas of ecénomic growth such
.'as intangibles:

Amici. offer  below examples of ' the burdens” 'DOR's taxing
theory putskon interstate commerce, particularly that involving
North Carclina. In: 'sum, the worriscme effect of DOR’s approach
is to make it more uvnattractive for out-of-state entitiés to have
commercial arrangements . .with - North - Carolina companies. that
invalve. trademarks or other intellectual property.

1. The - Threat to North Carolina Manufactirers

The -North Carolina Manufacturers Asscciation {(NCMA) . is
particularly. ‘concerned that fhe taxing = approach ' upheid below
(i.e., Lhe application .of DORw “doeing, business” Rule found ét 17
N.C.A.C. 05C.0102(a) {5} (), hereinafier, the YRalef) i will
contribute to olt-of-state- companies feregoing. - deals with. in-
state rnanufacturer;: {including dedls involving patented
manufacturing processes) . for fear of assessments Ly DOR. North
Carolina textile companies™ and other in-state manufacturers are
eager . to work kwith owners . of intellectual -property in. need of
production services. . Vet Lhu DOR taxiig approach -at issue . in
this case could discourage sﬁch relationships. . Tb' take but -one
example . suggested - ‘By. the . Administrative Hearing = Officer
subséquent to his derision belsw: When Michael Jordan; or .other
ceiebrities, consider textile manufacfurers for work printing T=

shirts or other logo dtems, North Carolina companies may lose out
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to . compariies ~without: North . Carolina’ nexus. Such  missed
©oppertunities will résult from out—of*state‘intellectual property
licensors - {ones with ‘no “physical presence” in' rhis ‘state)
fearing taxation by TOR.°

2. The Threat to ‘North Carolima’s Ability to -Attract
. Multi-State Businesses

North Carolina Citizens for Business and '‘Industry (NCCEI)
respoctfully. impresses. upon the énurt the externt to which North
Carolina’s’ cconomy . is. now fieled by multi-state v'-or'}')oragiong,
especially in area3 involving intargibles. . Should such companies
avoid our. State as a. result. of the tax approach deploved here,
the detrimental effechk. could beé significant. In addition, NCCBI
notes the Administrative Heaving Officer’s- determination in-this

case below that “the tazpayers [l acted "reasonably -“and under

w7

advice of counsel ' in interpreting ‘applicable law. Corpocrato

s See Hannah .and Hall, supra motc 3, (“[T]he [DOR] regulatiocn; -
by its terms, may operate. to subject Lo North Carolindg taxation
an entity. that is not othéerwise taxable in the state, such ds.an
incorporated, noncesident celebrity. who réceives royalties frem
licensing trademarks to unrelated, in-state. companies thab sell
products here.”). NCMA is deéeply concetned that, if. not reversed
on - statutory oOr' constitutional. grounds, the: strikingly - broad
agency. tax nexus- rule "at issue -here will be  (and has  been)
applied ‘in a way Wholly inconsistent with-Quili Corp. V. NOrth
Dakota, - 504 'U.S. 298 .(1992); and ‘severely - injurious .to the
State's favorable business climate, Imdeed, out-of-state
companies who own' and. license intellectual  property. could rightly
fear that theé sale of products incorporating its marks or patents
by licensees could bring it within. DOR"s ambit of alleged taxing
authority. It is-all too-easy for cempanies to avoid the issue
of DORfs broad. ¢laim of taxing - authority by  focusing their
commercial relationships with businesses. in other states.:such as
Virginia.

7 Hannah and Hall, supra note 3y {at p. 2).
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taxpayers who act-“reasonably” 'in tax matters should not face
assessments where state law . is, at best, ambiguous.

3. The Threat to North Carolifna’s’Burgeoning Bio and
Information Technolegy Sectors

The North Carclina Bioscienstes Organizaticn (NC BIO} and the
North Carolina Electronics and. Information Technologies
Association  (NCEITA) -:fear - that 'DOR’s. position  here podses 'a
particular threat to the “New Ecencmy” companies North Carolina
i§ .so eager to ‘lure, businesses in ‘areas ‘such as bio  phatma,
electronics,. informatien ‘technology, and telecommunications that
roly. heavily on intangible. Mintallactual property”.

The tax assessment in- this case. is based sclely - upon BOR™S

in this: State,” addpted years

own ~definition of “doing - busine
beforo - the 2001 legislaticen: Under - this. rogulatory appraach to
taxation, ~for "income: tax purpeses, -the term is defined as . “the
owning, rénting,  or cperating of “business or income-producing
property in North €arolina including, Imt not limited o -

[t}rademarks, tradenames, franchise .rights, computer  programs,
copyrights, patented processes, licenses. 17 N.C:A.C.

05C. 01024z} (5) {C)="

%It is worth noting that, even if the Rule could lawfully be
applied- {which ‘amici urge ‘that. it -cannot for the reasons set
farth in this brief}, the. Rule.  should rnot he- applied. fo the
taxpayer in this case. That is because a remote :(opnt-of-state)
_licensor, such as the taxpayer -in- this  case, ' would mnet. be
“owning, .renting, of operating. [intangible] property in' North
Carolina;” but would instead be owning, renting or cperating that
property in and from its ewn jurisdiction. -However, the-examples
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The bufden o1 intcrstate conmexrce,. ‘and North -Carolina’s
econemy, caused by DOR‘s approach could‘be far-réaching. For
example, . national- software - vendors  considering - establishing
affiliates in North Cérolina may -leook else;ihere yeécause  the
intellectnal property at the core-of 'such relatienships is often
governed by liceﬁsc agreements. In addition, -DOR’s” Rule could
dissuade . companiés involved. in genetic testing from establishing
commercial relationships with companics’ here.

Finally, “consider. the 'hypothetical  example of "a company
called. New Bio. The' company. is kased in. a state other than
North. Carolina. Its -affiliate,  RTPetri,  is:. established as .a
technology “spineff, and iv  lodated in North Carolina. Mew. Bio
hotds " highly valuable, competitively  sensitive patsnt rights in
Lhdesioy-lgading ooyanic cell technolegy. Phé state it is hased
in "has enacted’ various . laws' ~designed ' to. provide: enhanced
protection ‘for . these ~types.  of - assets. Hew Bio - ‘has - no
facilifisg) assets, employess, or agents in. Nprth Carelina_

Hew “Bio- licenses its' patented technology to| RTPetri  and
other. licensee companies, Pboth-affiliated and: unaffiliated,  in
‘exchange for patent royalties” that are based upodn a percentage
of the licensees’ sales. Wew Bio reports ‘all.of its income teo

another 'state, . and pays that' state’s tax on . that . income.

shown infra assume, arguende, that the Rule would apply to such
out-of-state businesses  and activities. In addition, - by.. its
plain language, the DOR rule only applies to “income tax”. It
therefore offers "no - basis for ‘the agency’s . imposition  of
franchise taxes. :
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RTPetri’ reports all -of }'ts income to.North Carolina and pays
6.9% tax on. that income, ~ However, because of the license of its
technology to-a North Carelina customer, under- DOR’s -~Rule, Hew
Bio now has a taxable conpection not only. with-its home' state,.
but also with North Carolina: it . appears that New. Bi¢ must now
dlsc - pay'. North Carclina: corperate income tax con its. purported
North Carelina  income if: it wants to: license those patents to'a
North Carolina licensee, ..and as long  as -any :North . Carolina

Jlicensee wishes to receive the henefit.of that lice

ol product.

the  same  result w@uld zpply if Néew ‘Bio were instead the
owner of a patented manutacturing .processces.  The emerging field
of ‘biomanufacturing - is - heavily dependent: on ‘new -manufacturing

that use genetically modified ¢ells Lo produce. new and

proG
innovative products. - Fatented manufacturing processes can. also
ke important in operations such: as- textile weaving- or “tobacco
processing.

Amici -believe thabt 1f the "DOR Rule ‘at issue here is left
undisturbed, New Bio could remain -a. “hypothetical™ company as
far as North Carolina  is  concerned. because. it will elect . to
establish commercial relations elsewhere,

CONCLUSICN

For the reasons set forth above, amici respectfully requeét

that this <Court reverse the decision below and disallow 1lhe

imposition of assessments. for the 1994 tax yéar at issue.here.
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This the 18 day of December, 2003.

NC MANUFACTURERS
ASSOCTATION  (NCMA)

NC BIOSCIENCES
ORGANIZATION - (HCBIO) -

NC CITIZENS.FOR BUSINESS
AND INDUSTRY (NCCBI}

NC ELECTRONICS AND INFORMATION
TECHNOLOGIES ASSQOCIATION
{NCEITA)

¥.C. State Bar No.
Nelson Mullins:Riley
& Scarborough, -ILLF

GlenLake One, -Suite 200
4140 Parklake Avénue
Raleigh, NC 23612
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No. COR03-1203 TENTH DISTRICT

NORTH CAROLINA COURT OF APFEALS

hok ok koK oK RoFE K K R TR ok kKK R R E KR Ak Lk K kR A K E R A& ok K

A& TRADFMARK, THNC.:  CACIQUECO,
INC.; EXPRESSCO, INC.; LANCO,
INC.; LERNCO, INC.; LIMCO R
INVESTMENTS, - INC.; LIMTOQG, o
INC.; STRUCTURECG, INC.; V. H
SECRET STORES, INC.:

Petitioners-
hppallants, H From Wake County

v,

L I T TR S IR

=

E. NORRIS TOLSON, ' SECRETARY OF =
REVENUE,  $TATE. OF NORTH =3
CARCLTNA, AND 11I§ SUCCESSORS, i
=

Respondent- )

Appellee =

ppellee -

it

&

:

A R R e W I T3

MOTION FOR. LEAVE TO FILE AMICI. CURTAE BRIEF:ON BEHALF OF THE
HORTH  CAROLINA MANUFACTURERS ASSOCIATION {(NCMA), NORTH: CAROLINA
CITIZENS FOR BUSINESS AND INDUSTRY (NCCBI}, THE NORIH CAROLIMA

BIOSCIENCES ORGANIZATION {NC BLO), AND THE HORTH CAROLINA

ELECTRONICS 'AND INFORMATION TECHNOLOGIES ASSOCIATION (NCEITA)

R R 2T TR T S e S S SR T ST T SRS . L U S TR S

Applicants -- ‘four érganizations that collectively represent
major segments. of MNorth Carolina’s economy —— believe that the

decision-below.is erroneous and its reversal key to-fostering the

State’s “business climate”. .Thus; pursuant to Rule 28(i):of the

Rules of Appellate Procedure, we seek leave to file an amici

curiae brief supporting the position of Petitioners-Bppellants.
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Rules of - Appellate- Procedure, vwe seek  Ieave  to file an -amici
curiae brief supporting the position of Petitioners-Appellarnts.
In support of the motion, we show the Court the following:
1. Applicants’ dnterest dm this tax case stems from our
knowiédge about .and concern: for North Carelima’s  eCunumic weil—
béing.
2. WCMA traces its rocts to an informal association of
textile industry leaders. beyun in 1906, ‘Today, the eorganization

represents - the. -interests ¢l manufacturers, - include - textile

companies and- boal -builders, aci¢ss’ North' Carolina. NCCBI/ 5
mi jon i L6 saleguard: the State’s favorable buziness c¢limate
and - counts vovcr 2,200 coispanies among  1Is  members. It -was
founded  in. 1943 and -serves  as . Nourth  Carolina’s. Chamber “eof
Commicree . WOBIN -is . & trade.  arganization .prowmcting o the

development  of - the. bHiosciences  dndustry -in North  Carelina.
WCEITA is a nunvprqfit merbership. crganization dedicated .to
strengthening  ‘the electroniﬁs, telecommunications, . software,
internet and related service industries. in North Carolina.

3. in order to  retain' and attrdct .. geood, :jeb-creating
companies, North Carolina- néeds & fair, 'stable, and predictable
business . climate. Amici believe -that. the  decision ! below
je\opardizes that ‘goal. Mereoveér, the Department of P.C'VE:!“AUE {DORY
has acknowledged that this case invelves. legal issues.of- broad
applicability and its central leégal issue affects many corporate

taxpayers. Indeed, the . Assistant = Secretary = of. . Revenue
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resparisible for the initial administritive decision in this case
has written that ™a--significant numbsr- of taxpayers " [must] deal
with the implicatiens of the Final Decision [i.e. his decisicn].”

. Michael -A. Hamnnah and C. Wells Hall Ild, North Carolina Enters

The Delaware Intangible Holding & Cdmpany . Pracas;- 11 J. . of

Multistate Tax/n 6 (July Z0013.

4. Applicants’” brief would. be desirable.because; as noted
above, the ontcome of this -cade wWill effect’ North Carclina’s
business climate, economy, ~and many‘ corporate taxpayers; we have
unigue, ‘first-hand- Xknowledge sbout all thrae. In adaition, a
rumlser of individuals affiliated with applicants are espert. in
the legal and' factual:issues. central to’ the case. .Qur mcmbers
have, for example, besn dnvolved “inmajor. state and . federal
cnrporafe tax - cases, and - participated . dnring the General
Assembly”s consideratian of business tax statukes.

5. The proposed zmici brief, which is-attached, addresses
critical legal gquesticns raiged by DOR's. effort t«; impo;e income
and - franchise .taxes on ' cempanies with. no physical proésence in
Worth Carolina dincluding:

{a}). Is there a statutory basis for DOR’s aclion given
that. the taxable yéar in question-is 19947

{b) qus such' -an ‘assessment . pose a - bhurden -~to
interstate Commerce, particularly commerce

invelving North Carolina?
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4 As explained in the brief, our pesition is that:

{a)  DOR lacks a sufficient statutory basis for this
1994 fiscal year assessment; and

(b) this case can and should be decided -in- faver..of
the "Petitioners-Appellants -on . stztutory grounds, -but,
if it dis. not; this Court should find DCR's .approach
does pose ap undue burden on-interstate commerce.

For the foregeing. reasuns, .applicants believe they. satisfy’
the requirements set. forth. in Rule 28(i) for leave to. file an
amici  curiae brief. Applicants‘respectfully thuest‘that the
Court’ granl . this ‘wotion; . considex -the accompanying, brief when
addreésiﬁg the “cage,  'and,. upcn ¢onsidering the merits, reverse

the decision below.”

STATEMENT OF THE FEDERATION OF TAX ADMINISTRATORS

The Federation of Tax Administrators opposes enactment of H.R. 3220 for the fol-
lowing reasons.

1. Thelye has been no need demonstrated for this violation of principles of fed-
eralism.

Whatever impact one assigns to this proposed legislation in terms of revenue or
practical effects, there has been no demonstration of a need for this bill by its pro-
ponents beyond some light, anecdotal fare. Principles of federalism dictate that the
federal government should not encroach on functions of state and local governments
so integral to their sovereignty as the powers to tax without a clearly demonstrated
need to do so, and no such need has been demonstrated in this instance. Further,
the few stories that have been offered purporting to show overreaching by state tax
agencies involve only de minimis situations - i.e., taxpayers with limited contacts
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with a state being subjected to that state’s taxes - while absolutely no justification
has been presented for the bill’s protecting from taxation income in the millions of
dollars earned in a state that is shifted out of that state into intangible holding com-
panies. By addressing an asserted problem of companies with relatively minor con-
tacts with states being assessed with those states taxes with a bill that would pre-
vent states from taxing the huge amounts of income of multinational corporations
indisputably earned within their borders, this bill attempts to swat a fly with a
sledgehammer - and does all the corresponding damage that metaphor implies.

Especially in recent years, state and local governments have demonstrated a will-
ingness to work with the business community to develop solutions to problems that
have been demonstrated to require Congressional attention. For example, state and
local governments worked with the telecommunications industry to produce the Mo-
bile Telecommunications Sourcing Act in 2000, to address the problem of how to de-
termine which taxing jurisdictions should be able to tax wireless telephone calls
that can change jurisdictions as they are being made. And, at least partly in re-
sponse to the U.S. Supreme Court’s acknowledgment of a problem with the com-
plexity of state and local sales and use tax regimes in Quill v. North Dakota, state
and local governments are currently working with many sectors of the business com-
munity to simplify the sales and use taxes as part of the Streamlined Sales Tax
Project, with an eye toward leveling the playing field for all types of sellers with
expanded authority to require tax collection.

Similarly, if the business community were to demonstrate a significant problem,
such as complexity in business activity taxes (BAT) or over-aggressiveness on the
part of states in imposing such taxes on businesses with only a de minimis presence
in the state, the state and local governments would be more than willing to work
on streamlining those taxes and developing uniform de minimis standards. To have
one of the states’ most integral sovereign functions be compromised as significantly
as this bill would compromise the states’ ability to tax, requires that the Federation
of Tax Administrators object to this bill strenuously.

2. H.R. 3220 does not provide for a physical-presence standard; rather, the
standard set by the bill is one of physical presence under certain enumerated
circumstances.

Despite how it has been characterized by its proponents, H.R. 3220 does not pro-
vide that a state may tax an entity that has a physical presence in the state. Rath-
er, the bill provides that, while a state may not tax an entity that does not have
a physical presence in the state, the state may only tax an entity that has one or
more of certain types of enumerated physical presences in the state, and that list
of circumstances excludes some very substantial carve-outs of a variety of types of
physical presence. Some of those carve-outs fall into what has been characterized
as a de minimis classification - although it might be questionable to consider having
an unlimited number of employees in a jurisdiction for three weeks a de minimis
presence - but there are also complete carve-outs of whole industries or activities,
such as purchasing, lobbying and gathering news. So, for example, if this bill be-
came law, a multinational media conglomerate with its headquarters in New York
City could build a building in Washington, D.C., and staff it with hundreds of full-
time workers, and the District would be prevented from taxing that company.

3. Physical presence is not the current legal standard for BAT nexus.

Without providing a full-blown legal analysis of all of the U.S. Supreme Court’s
decisions regarding BAT nexus, it is safe to say that the Court has never held that,
in order for a state to impose a BAT on a nonresident corporation or similar entity,
that entity had to have a physical presence in the state. In fact, there is no need
to present an analysis of all relevant Supreme Court cases, because the Supreme
Court itself told us just that - twice - in its 1992 decision in Quill v. North Dakota,
504 U.S. 298.

In Quill, the Court determined that it was going to stay with the standard for
Commerce Clause nexus for sales and use tax purposes established in its 1967 deci-
sion in National Bellas Hess, Inc. v. Dept. of Revenue of Illinois, 386 U.S. 753, in
which the Court held that a vendor whose only contacts with the taxing state were
by mail or common carrier lacked the substantial nexus required by the Commerce
Clause. In Quill, the Court referred to this standard, i.e., “the rule that Bellas Hess
established in the area of sales and use taxes,” as a “bright-line, physical-presence

requirement.”
In Quill, the Court was quite explicit in saying that it had never imposed the
physical-presence requirement for other taxes, saying so twice: “. . . [W]e have not,

in our review of other types of taxes, articulated the same physical-presence require-
ment that Bellas Hess established for sales and use taxes . . .” (504 U.S. 314), and,
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‘. . . [IIn our cases subsequent to Bellas Hess and concerning other types of taxes
we have not adopted a similar bright-line, physical-presence requirement . . .” (504
U.S. 315). Thus, it is clear that the U.S. Supreme Court has never ruled that phys-
ical presence is the nexus requirement for BAT.

Beyond the lack of U.S. Supreme Court authority for applying the physical-pres-
ence requirement to taxes other than sales and use taxes, several state court deci-
sions have required only the lesser standard of economic presence for such other
taxes, including, but not limited to: Geoffrey, Inc. v. South Carolina Tax Commis-
sion, 437 S.E.2d 13 (S.C. 1993), cert. denied, 114 S.Ct. 550 (1993) (income tax);
Comptroller of the Treasury v. SYL, Inc., and Comptroller of the Treasury v. Crown
Cork & Seal Co. (Delaware), Inc., 825 A.2d 399 (Md. 2003), cert. denied (U.S., 2003)
(income tax); General Motors Corp. v. City of Seattle, 25 P.3d 1022 (Wash. Ct. App.
2001), cert. denied, 122 S.Ct. 1915 (2002) (business and occupation tax); Kmart
Properties, Inc. v. Taxation and Revenue Dept., No. 21,140 (N.M. Ct. App. 2001), ap-
peal pending (income tax); and, Borden Chemicals and Plastics, L.P. v. Zehnder, 726
N.E.2d 73 (Ill. App. Ct. 2000), appeal denied, 731 N.E.2d 762 (Ill. 2000) (replace-
ment income tax).

Therefore, while proponents of H.R. 3220 assert that the bill reflects the current
state of the law, it clearly does not.

4. Physical presence should not be the nexus standard for BAT.

Physical presence should not be the nexus standard for BAT for many reasons,
including the following:

It encourages tax planning. Especially as it is structured in H.R. 3220, a physical-
presence standard encourages corporations to engage in tax planning aimed at shift-
ing income away from a taxing state in which it is earned. For example, a corpora-
tion could spin off a holding company to hold its intangibles, such as trademarks
and patents, and incorporate that subsidiary in a low-or-no-tax state such as Dela-
ware, and then have that holding company license the use of the trademarks back
to the affiliate that operates the stores throughout the states, with the royalties
flowing back to the holding company approximating the operating company’s income
- thereby shifting the income earned where the stores are located, to Delaware
(while the operating company takes a deduction for royalties paid, and the holding
company loans the funds back to the operating company, with another deduction to
the operating company for interest on the loans). H.R. 3220 would prevent a state
that was home to the operating stores from assessing the Delaware holding com-
pany with tax on the income earned in its state, as South Carolina successfully did
in Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert.
denied, 114 S.Ct. 550 (1993), because the holding company would not have a phys-
ical presence in the taxing state, as physical presence is defined in the bill. Iron-
ically, as this example illustrates, while proponents of the bill assert that “busi-
nesses should pay tax where they earn income,”! this type of tax planning encour-
aged by H.R. 3220 would have exactly the opposite effect.

Also, while proponents of the bill might dismiss any concern about tax planning
that would result from the bill as speculative, it is clear that such planning would
occur. First, it is already occurring, as demonstrated by decisions like Geoffrey and
many others, as well as similar cases in states’ administrative pipelines, not to men-
tion situations the states are not aware of. Moreover, while this tax planning might
currently be considered risky - and not worth the risk to some corporations who
might fear the cost of not having their tax planning upheld by the courts, including
the penalties and interest that would be incurred - enactment of this legislation
would not only ratify all the current planning that is going on, but also essentially
require boards of directors of corporations that are in a position to do so to engage
in all levels of such planning that would be made available under this bill, as a mat-
ter of their fiduciary duties to their shareholders.

The assertion that an out-of-state seller derives no benefit from a state in which
it has no physical presence is “indefensible.” A proponent of H.R. 3220 states, “The
underlying principle of this legislation is that states and localities that provide bene-
fits and protections to a business, like education, roads, fire and police protection,
water, sewer, etc., should be the ones who receive the benefit of that business’ taxes,
rather than a remote state that provides no services to the business.”?2 Two noted
scholars in the field of state and local taxation responded to a similar statement,
and to the “no taxation without representation” argument, as follows:

1Statement of Arthur Rosen on H.R. 3220, May 13, 2004, p. 5.
21bid., p. 3.
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This line of reasoning is indefensible, whether the benefits corporations re-
ceive are defined broadly, to mean the ability to earn income, or defined
more narrowly to mean specific benefits of public spending, one of which
is the intangible but important ability to enforce contracts, without which
commerce would be impossible. A profitable corporation clearly enjoys both
types of benefits. It is true that in-state corporations may receive greater
benefits than their out-of-state counterparts, for example, because they
have physical assets that need fire and police protection. But that is a ques-
tion of the magnitude of benefits and the tax that is appropriate to finance
them—something that is properly addressed by the choice of apportionment
formula and the tax rate, not the type of yes/mo question that is relevant
for issues of nexus. The answer must clearly be a resounding yes to the
question of whether the state has given anything for which it can ask in
return.

A second invalid argument relies on the Revolutionary War rallying cry “no
taxation without representation.” Opponents of tighter nexus rules suggest
that those rules would violate the basic American principle that there
should be no taxation without representation. That argument fails on sev-
eral grounds. First, not all rallying cries of the Revolutionary War made
their way into the Constitution. An inviolate link between the right to vote
and the duty to pay tax is not among those that did. Individuals who lack
the right to vote due to nonresidence are nonetheless (properly) taxable.
Second, virtually all of the taxes under discussion here are (or would be,
under a tighter nexus standard) paid or collected by corporations, not by
individuals. Because corporations do not vote, this argument is something
of a red herring. Beyond that, out-of- state taxpayers, whether actual or po-
tential and whether corporations or individuals, have the same right to be
represented by lobbyists as do in-state corporate and individual taxpayers.
Indeed, corporate officials can probably do their own lobbying without run-
ning afoul of existing nexus standards, let alone sensible ones. Thus, this
charge lacks substance. Third, the same argument could be made against
payment of property taxes. Finally, and most fundamentally, the type of
taxation that would occur under sensible nexus rules would not discrimi-
nate against out-of-state business (something the U.S. Supreme Court
would not countenance). Rather, sensible nexus rules would prevent dis-
crimination in favor of out-of-state business by subjecting them to the same
rules as in-state businesses, except as required to prevent excessive com-
plexity. Even if it were true that out-of-state businesses had no representa-
tion, it is difficult to see the harm in requiring that they pay or collect the
same taxes as their in-state competitors. (With uniform taxation, in-state
businesses can be expected to help protect the interests of their out-of-state
competitors in the political arena, because they will pay the same taxes.)3

A physical-presence standard, especially as structured in H.R. 3220, is fundamen-
tally unfair, as it favors out-of-state businesses over in-state businesses, and big busi-
nesses over small businesses. H.R. 3220 favors big over small, for, while there is
nothing in the bill that specifically limits its protections to bigger businesses, in
practical terms, bigger businesses will have more opportunities available to them to
engage in the tax-planning activities discussed above. For example, a corporation
cannot simply establish an affiliate in a low-tax state and assign all of its income
to that affiliate; if that were to happen, the original taxing state could disregard the
second corporation as a sham. Instead, there must be at least the guise of a busi-
ness purpose for setting up that second corporation, and that guise is more available
to larger corporations that will, for example, have trademarks to put into another
entity and then license back to the original corporations. Mom-and-pop-type oper-
ations most likely do not have those options, and likely do not have the resources
to pay for the tax-planning services necessary to develop those options.

H.R. 3220 also favors out-of-state businesses over in-state businesses, as illus-
trated by the banking industry. Banking is an activity that has proven particularly
adaptable to the electronic age, with seemingly every service a bank offers - includ-
ing savings accounts, loans, and investments - able to be conducted without the cus-
tomer’s presence in a bank building. Under H.R. 3220, the smaller local bank with
an office in the state will have to pay all of the state’s taxes, while the out-of-state
bank, which would most likely already be larger and therefore operating with the
advantage of a number of economies of scale, will also be free of taxes imposed by

3Charles E. McLure and Walter Hellerstein, “Congressional Intervention in State Taxation:
A Normative Analysis of Three Proposals,” State Tax Today, March 1, 2004.
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the state where it has a substantial customer base - thereby producing a multiple
hit on the community, by taking the local bank’s customers away while not pro-
viding any jobs to the community or paying taxes to the community.

That is another problem with a physical-presence standard: it discourages a busi-
ness from investing in the communities in which it does business, because the busi-
ness is motivated to concentrate all of its plant and payroll in tax havens. If, how-
ever, the common nexus standard were based on where a business is doing business,
i.e., economic presence, a business’s decisions about where to locate its property and
employees would not be driven by tax considerations, but rather, by market and
other economic factors.

5. The current nexus standard is economic presence.

The current standard for sufficient nexus for a state to impose a BAT on an entity
operating in interstate commerce under the federal constitution is an economic pres-
ence in the state. For example, in its 1944 decision in International Harvester Co.
v. Wisconsin Department of Taxation, 322 U.S. 435, 441, the U.S. Supreme Court
upheld a Wisconsin dividend tax imposed on nonresident shareholders, stating that
personal presence within the state was not essential to the constitutional levy of the
tax, and no subsequent decision has held otherwise for purposes of a BAT.

The economic presence standard could take a variety of forms, including, for ex-
ample, a set amount of property, payroll and/or sales in a state, as has been pro-
posed by both scholars in the field and the Multistate Tax Commission. So, to illus-
trate, at a certain level of business activity in a state, a multistate bank would be
viewed as having a sufficient economic presence in the state to support that state’s
imposition of its taxes on the bank. Currently, several states have chosen to not im-
pose their BATs to the full extent allowed by the federal constitution, by allowing
different levels of economic presence without triggering the imposition of a BAT,
which seems to be a healthy illustration of federalism at work.

6. Beyond the general change in the nexus standard for BAT, H.R. 3220 makes
other changes to existing law.

H.R. 3220 would negate U.S. Supreme Court decisions upholding attributional
nexus through independent contractors, such as Tyler Pipe Industries, Inc. v. Wash-
ington State Dept. of Revenue, 107 S.Ct. 2810, a 1987 decision upholding the imposi-
tion of Washington’s business and occupation tax based on the use of an in-state
sales representative, characterized as an independent contractor. Section 3(b)(2) of
H.R. 3220 prohibits taxation based on the use of a non-employee in the state “to
establish or maintain the market in that State,” when that non-employee “performs
similar functions on behalf of at least one additional business entity during the tax-
able year.” In Tyler Pipe, the Court employed the same language used in the bill,
when it quoted the lower court for the proposition that “the crucial factor governing
nexus is whether the activities performed in this state on behalf of the taxpayer are
significantly associated with the taxpayer’s ability to establish and maintain a mar-
ket in this state for the sales.” The intention of this provision to overturn the impact
of cases like Tyler Pipe is clear; under the bill, so long as an independent contractor
was not captive, i.e., it was used by at least two entities, whether related or not,
that independent contractor would not supply nexus for any of its employers.

Also, while different numbers of states’ tax laws regarding what type of presence
in the state constitutes sufficient nexus for imposing their taxes would be over-
turned in varying degrees, every state with a business activity tax considers the
presence of a building in the state sufficient nexus, but H.R. 3220 provides that, for
some industries, even the ownership of a building with a permanent staff would not
constitute sufficient nexus.

7. The bill’s expansion of P.L. 86-272 is unwarranted.

On the one hand, H.R. 3220 purports to establish a physical-presence standard,
but, on the other hand, it expands Public Law 86-272 to cover even more activities
constituting physical presence than the law covers today. P.L. 86-272 was adopted
as a “stop-gap” temporary measure in 1959 to give people time to adjust a Supreme
Court decision, but has been allowed to exist well beyond its usefulness, and now
is being considered for expansion. An expansion of P.L. 86-272 would contradict
both the purported purpose of this bill and the tide of business moving into the elec-
tronic age.

8. The bill’s carve-outs for particular industries produce outrageous results.

Under Section 3(b)(1)—(3) of H.R. 3220, leasing or owning real property would con-
stitute a taxable physical presence except for such property used for a variety of ac-
tivities - such as “activities in connection with a possible purchase of goods or serv-
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ices for the business,” lobbying and gathering news - so long as the state is not the
state of incorporation or commercial domicile. Therefore, a broadcasting network
could erect a building in a state, and staff it with numerous full-time employees en-
gaged in “gathering news,” and still not be subject to a business activity tax in the
state. For all other industries, merely placing employees into a separate employ-
ment affiliate could be enough to prevent buildings and factories in the state from
creating nexus. Thus, under the bill, simple paper restructurings could easily pre-
empt state taxation, even where the ex-taxpayer maintains large amounts of plant
and equipment in the state.

9. The timing of this bill contradicts other activity by Congress.

As noted above, H.R. 3220 not only authorizes and promotes, but could compel
for fiduciary reasons, what is now considered risky tax planning that makes use of
a variety of means of sheltering income earned in a state. This effect directly con-
tradicts the current activity of Congress in eliminating a variety of tax-shelter ac-
tivities for federal income tax purposes.

The bill also contradicts Congress’s consideration of bills expanding the authority
of states to require collection of sales and use taxes by interstate sellers; in that
situation, Congress is considering undoing the current physical-presence require-
ment for purposes of the only taxes for which that standard is required, sales and
use taxes, while H.R. 3220 would impose a nexus standard narrower than physical
presence on taxes for which the physical-presence standard is not now the law.

Whether or not the bill falls within Congress’s powers under the Commerce
Clause, this is not an appropriate preemption Congress should be imposing on the
states. A state’s ability to function is dependent on its ability to fund its operations,
and the decisions about how to do that are best made at the state level. States gen-
erally oppose the federal government’s preemption of their options to tax, but have
not done so dogmatically. As noted above, state and local governments have worked
with the business community to address the problem of how to source wireless tele-
phone calls, and are currently working closely with the business community to
streamline sales and use taxes. In both of those instances, states have worked with
the business community to address the problems at hand, and then taken those so-
lutions to Congress for their implementation. In this situation, Congress is consid-
ering imposing draconian measures on states where there has not even been a seri-
ous problem demonstrated to exist. That is not the role of Congress in our federalist
system.

PREPARED STATEMENT OF MULTISTATE TAX COMMISSION

I. INTRODUCTION

The Multistate Tax Commission is an organization of state governments that
works with taxpayers to administer, equitably and efficiently, tax laws that apply
to multistate and multinational enterprises. Created by the Multistate Tax Com-
pact, the Commission is charged by this law with:

e Facilitating the proper determination of State and local tax liability of
multistate taxpayers, including the equitable apportionment of tax bases and
settlement of apportionment disputes;

e Promoting uniformity or compatibility in significant components of tax sys-
tems;

e Facilitating taxpayer convenience and compliance in the filing of tax returns
and in other phases of tax administration;

e Avoiding duplicative taxation.

Among the tasks delegated to the Commission is the responsibility to recommend
uniform nexus standards for the jurisdiction of states to tax multistate companies.
Further, the Compact incorporates the Uniform Division of Income for Tax Purposes
which provides specific guidance for how income should be divided among the states.
In particular, it establishes a policy standard that the income that is reported to
a state should “fairly represent” the business activity in that state. This policy
standard is an important benchmark used here to evaluate H.R. 3220.

The Commission was created in 1967 as an effort by states to protect their tax
authority in the face of previous proposals to transfer the writing of key features
of state tax laws from the state legislatures to Congress. For that reason, the Com-
mission has been a voice for preserving the authority of states to determine their
own tax policy within the limits of the U.S. Constitution.



124

Forty-five States (including the District of Columbia) participate in the Commis-
sion, as Compact Members (21), Sovereignty Members (3), Associate Members (18),
and Project Members (3).

he Commission is pleased to provide its views on HR 3220, the Business Activity
Tax Simplification Act.

II. HR 3220 UNRAVELS THE CORE PRINCIPLES OF FEDERALISM

HR 3220 would have a profound impact on the principles of federalism and the
delicate balance in the federal/state relationship. For over 225 years, Congress has
recognized the sovereign authority of states to raise revenue. HR 3220 would de-
stroy this core principle and supplant the authority and judgment of state and local
elected officials with the judgment of Congress. HR 3220 would result in shifting
the entire burden of funding state and local government onto individual state resi-
dents and local businesses that, because of their nature, are unable to take advan-
tage of the myriad of tax planning opportunities established in the legislation. Both
local and out-of-state businesses impose social costs on state and local infrastructure
and it is entirely reasonable for state legislatures to require all businesses to as-
sume a fair share of the cost of supporting those services. As stated earlier, all
states currently share this belief and any action by Congress to summarily invali-
date the laws of these states would do great damage to our federal system of govern-
ment.

III. THE CURRENT DOING BUSINESS STANDARD VS. PROPOSED PHYSICAL
PRESENCE: SALES AND PROFITS DO MATTER

Corporate income taxes and other business activity taxes have been based from
their beginning on the twin concepts of taxing income based on the taxpayer’s resi-
dence and on where income is earned-its source. Source taxation taxes economic ac-
tivity that occurs within a state regardless of how that activity is conducted. State
corporate income taxes are imposed generally either on the “privilege of conducting
business” in the state or on “income earned” within the state. The Supreme Court
has made very clear that sales into a state are one of the prime factors for deter-
mining that income is earned in that state. Courts have affirmed the application of
these taxes to those who are participating in a state’s economy whether through
physical presence or the use of intangibles such as ownership of stock, trademarks,
patents, and the like, or by selling a product into a state even in the absence of
any property (tangible or intangible) or people in the state.

By advocating that companies should be taxed only where they have a physical
presence, proponents of this concept suggest that sales are not an integral part of
income-producing activities. It is conceptually and factually wrong to suggest that
companies can derive income (and thus, profits) without making sales. Without a
maﬁket or customers, no sales can occur, no income is generated and no profits are
made.

With respect to multistate companies, states, with the full support and encourage-
ment of the U.S. Supreme Court, have developed over the last eight decades a func-
tional, fair, and equitable system of attributing income among the states in which
such companies do business. That system consists of apportioning income-sharing
the tax base-through formulas based on real economic activities engaged in by the
company: property, payroll and sales. The Supreme Court has been very protective
to insure that states do not discriminate against multistate businesses and has also
made sure that state taxes are fairly apportioned.

One important goal of the system of income taxation established by the states is
to ensure equal treatment between out-of-state companies doing business in a state
and local businesses. Ideally, if an out-of-state company and a local business both
earn $100,000 of profits from within a state, that amount of income should be taxed
equally by the state. This goal of equity is especially important when the two busi-
nesses compete directly with each other for the same customers. Unfortunately, H.R.
3220 would result in a large number of cases where the $100,000 profit earned in
a state by the out of state company would become effectively exempt from taxation,
while the tax burden would continue to fall on the local business.

H.R. 3220 would disrupt the proper functioning of this long standing state income
tax system by allowing companies to artificially shift income away from where a
company is earning the income to tax haven locations. H.R. 3220 establishes a sys-
tem of “headquarters only” taxation that is directly counter to the system of sharing
the tax base among the states where real economic activity is occurring. A “head-
quarters only” system is a colonial concept of taxation that allows companies to earn
income and benefit from the services of other jurisdictions, but does not ask them
to make a fair payment for the use of those public services.
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H.R. 3220 purports merely to simplify tax rules by establishing a bright line
nexus standard. This characterization is wrong on many counts. The legislation does
not establish a bright line of physical presence but contains many exceptions where
even taxpayers that have clear and substantial physical presence would be protected
by the legislation from paying tax on the income they earn in a state. Moreover,
physical presence is inevitably an unworkable standard as all the litigation that has
followed from the Quill Corp. v. North Dakota decision has shown. Fundamentally,
even remote businesses find they need to have contacts in a state to service their
customers or to protect their interests. Businesses use sales representatives in
states to increase sales. They hire attorneys to sue customers who have not paid.
They send in employees or agents to perform installation or warranty work. The
supposed “abuse” cited by the Smithfield Farms witness at the hearing was really
an indictment of P.L. 86-272, not of the New Jersey tax agency. The company clear-
ly had a physical presence in New Jersey when it was stopped for tax purposes. The
company argued that its activities were limited to those protected by P.L. 86-272,
but that could not be determined except after the fact. The dispute in that instant
was a precursor to expanded disputes that would occur under H.R. 3220, where a
company would for all outward appearances have a physical presence, but would
claim that it was exempt under the numerous provisions purportedly defining phys-
ical presence. In other words, a bright line physical presence would not necessarily
be a physical presence under the bill. How is a tax agency supposed to determine
that a physical presence exists? Physical presence can also be hidden and manipu-
lated by less responsible taxpayers in ways that invite abuse. It is not easy for state
tax agencies to discover physical presence. Thus, in practice, a physical presence
standard leads not to equitable certainty in the application of the law, but to uneven
and uncertain tax results: some companies will be discovered and too many others
will be hidden.

It is disingenuous to pretend that market states provide nothing to businesses
that make sales there. An educated, financially prosperous, secure market is essen-
tial for a business to prosper. Recent studies have shown that spending for higher
quality schooling adds to the growth rate of Gross Domestic Product (GDP). State
and local taxes pay for more than 90 percent of the costs of the education of its citi-
zens. Clearly, this spending provides a direct benefit to companies making sales into
a state, because higher incomes generated by educational investments yield higher
sales and profits for those companies. Furthermore, states and local governments
provide court systems that give remote sellers confidence to sell to consumers in
other states knowing they can get recourse in courts in the customers’ states and
give customers the confidence to buy from remote sellers because the customers
know they can get recourse in their own courts against the remote sellers. Finally,
state and local governments provide roads and police and fire protection that ensure
that the goods purchased from remote sellers will arrive safely.

The argument that companies selling into a state without a physical presence do
not receive the benefits of public services from the market state is simply wrong.
In analyzing the “no benefits without a physical presence argument,” noted tax ex-
perts Walter Hellerstein and Charles McLure have stated:

This line of reasoning is indefensible, whether the benefits corporations re-
ceive are defined broadly, to mean the ability to earn income, or defined
more narrowly to mean specific benefits of public spending, one of which
is the intangible but important ability to enforce contracts, without which
commerce would be impossible.2

H.R. 3220 disrupts source taxation by preempting states from taxing companies
that do business in or earn income from within a state, regardless of whether or
not they have physical presence. However, even a company with major physical
presence in a state can still shift income away from that state. Under HR 3220, a
company can create a subsidiary to hold intangibles such as its trademarks that are
then licensed to the in-state stores. A company can have a significant number of
employees in a state earning income and assign those employees to an out-of-state
subsidiary to avoid taxation. A company could even have a building located in a
state, but benefit from tax-planning opportunities in the legislation to avoid state
taxes. These are just a few examples of physical presence that would be shielded
from taxation under HR 3220 that would allow most, if not all, businesses to escape
taxation.

HR 3220 would overturn well-developed law in many states which recognizes that
a business that utilizes new technologies to exploit a state’s market has no less

2 Charles E. McLure and Walter Hellerstein, “Congressional Intervention in State Taxation:
A Normative Analysis of Three Proposals, State Tax Notes, March 1, 2004.
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presence in the state than a local business. Indeed, if presence is measured by sales
an out-of-state company may well have a greater presence in a state’s economy than
a large number of small, local businesses including those with which it directly com-
petes. The legislation would preempt state jurisdiction to tax based on the use of
intangible property in a state or sales made into a state. Both out-of-state and local
businesses benefit from and impose costs on state services such as education, com-
mercial laws, the state judicial system, and police protections, for which each busi-
ness should pay its fair share. To exempt remote business from the obligation to
contribute to the infrastructures and place the entire burden on local businesses
would allow remote businesses to earn significant income in a state without making
any contribution toward state services it receives or costs it imposes on a state.

IV. TAax PoricY CONSIDERATIONS

a. HR 3220 promotes tax sheltering that would shift the tax burden un-
fairly to local businesses. HR 3220 is bad tax policy-it is neither simple,
efficient or equitable. It would legitimize tax sheltering strategies that
some multistate businesses use to shift income artificially out of the
state where it was earned to a state or foreign country that does not tax
that income.? Indeed, it will even require public companies that cur-
rently disdain tax sheltering to shift income in this manner because of
the fiduciary duty of the company’s officers to shareholders to reduce the
company’s tax liability. The result will be that multistate companies
would secure a tax reduction to the disadvantage of purely local busi-
nesses. The Congressional Research Service recognized this failing of HR
3220 in its recent analysis stating: “The new regulations as proposed in
H.R. 3220 could exacerbate underlying inefficiencies because the thresh-
old for business-the 21-day rule, higher than currently exists in most
states-would increase opportunities for tax planning leading to more “no-
where income”. In addition, expanding the number of transactions that
are covered by P.L. 86-272 also expands the opportunities for tax plan-
ning and thus tax avoidance and possible evasion.”*

b. HR 3220 would have the effect of stifling economic development. HR
3220 creates a number of winners but also many losers in the business
world. Some corporations could escape tax liability in every state where
it does business except in the state of the corporation’s domicile. The re-
sult is that more of the tax burden is shifted onto small businesses with
few resources and local businesses which will almost certainly reduce-or
even eliminate-their ability to compete in the marketplace. Most impor-
tantly, HR 3220 could freeze economic development in place as more and
more businesses seek to minimize their physical presence in a taxing ju-
risdiction. If a physical presence standard were established, companies
would have a disincentive to move jobs and investments into states
where they have customers. Under a physical presence regime, a com-
pany making investments in a state into which they market would sud-
denly face a new business tax liability. Under the existing “doing busi-
ness” standard, the company should already be paying income taxes to
that state. A physical presence standard would have the ironic and high-
ly negative economic effect of inhibiting the free flow of investment
across state boundaries.

c. HR 3220 adds complexity to state tax laws and insures years of litiga-
tion. Supporters of HR 3220 claim the legislation’s physical presence re-
quirement establishes a “bright line” for determining whether a business
does or does not have nexus with a state. Certain provisions in the pro-
posed legislation belie this assertion-they are neither a physical presence
test nor a bright line test. Rather, HR 3220 contains a myriad of provi-

3 In plain terms, “tax sheltering” for state tax purposes means here that income is not being
reported in proportion to the business activity in the state that gave rise to the income. Instead,
the income is being shifted to other locations. Tax sheltering may or may not be technically legal
in various instances, but all tax sheltering falls short of the policy standard of the Uniform Divi-
sion for Tax Purposes Act that income should be reported to states so that it “fairly represents”
where the business activity giving rise to that income occurs. Tax sheltering is to be distin-
guished from legitimate tax planning which involves changing real business activity-the location
of jobs, facilities or sales-among states to take advantage of lower tax rates.

4 Congressional Research Service,”State Corporate Income Taxes: A Description and Anal-
ysis”, March 23, 2004, p. 14.
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sions that would allow businesses to establish a physical presence in a
state and yet escape business activity tax liability altogether.

Examples of the inequities created by the legislation abound. The physical pres-
ence exception granted to businesses engaged in gathering news and event coverage
is illustrative. This provision would allow an out-of-state news organization to locate
substantial amounts of real and tangible property and employees in a state yet es-
cape business activity tax liability. This is unfair to in-state taxpayers and also
other out-of-state taxpayers who would remain subject to a state’s business activity
tax solely as the result of engaging in a type of business which would not be pro-
tected by HR 3220.

H.R. 3220’s requirement that a business be physically present in a state in order
to be subject to business activity taxes allows companies to shift income earned in
a jurisdiction where they are physically present to a jurisdiction that imposes no
business activity tax. A company could set up a subsidiary holding company in a
no-tax state, and transfer ownership of its intangible assets-trademarks, patents
and the like-to its subsidiary. The subsidiary then licenses the use of such intangi-
bles back to the parent, for which it receives royalties from the parent company. The
parent continues to do business in states where it has both a physical presence and
sales, but the income earned is shifted out of the state in the form of royalties to
the subsidiary holding company.

The interplay between sections of the legislation excepting certain activities in a
state from the physical presence rule and those excepting certain kinds of tangible
property present in a state is also unfair to businesses that do not participate in
such activities, or that own property for different purposes than that allowed by the
exception.

For example, the exception to the physical presence rule allowing the presence of
employees in a state who meet with government officials for purposes other than
selling goods or services permits that out-of-state company to own substantial prop-
erty as long as that property is used to meet with government officials. A lobbying
concern could own retreat facilities, conference facilities or even a condominium for
use by the employees when they visit a state to lobby.

The nexus exception pertaining to the presence of tangible property owned by a
nonresident company located in a state for purposes of being manufactured, assem-
bled and the like is also unfair to other out-of-state businesses that own similar
property that is present in a state for different reasons. A nonresident company
could own millions of dollars of property in the form of hazardous materials, ma-
chinery components, etc. in a state, which imposes a significant cost to the state in
the form of services the state provides, such as police and fire protection. Yet, under
this provision, that company escapes paying its fair share of a portion of the service
the state renders.

HR 3220 is bad tax policy because it violates a major canon of good tax policy
articulated by Adam Smith more than 225 years ago-tax neutrality-taxes should
interfere as little as possible with business decisions. H.R. 3220 violates this impor-
tant principle by influencing the way a business organizes itself and influencing a
firm’s choice of location. H.R. 3220 subsidizes the activities of out-of-state businesses
and shifts a greater burden of taxation onto local businesses and individual tax-
payers.

V. HR 3220 WouLD OVERRULE TAX LAWS IN VIRTUALLY EVERY STATE
BASED OoN ECONOMIC ACTIVITY

HR 3220 would overrule state and local laws currently in effect in virtually every
state. HR 3220 applies not only to the corporate income tax, but to other business
activity taxes such as public utility gross receipts taxes and gross receipts taxes
such as the Washington State Business and Occupations Tax. With a very few ex-
ceptions, most states and localities impose at least one business activity tax as a
result of economic activity irrespective of whether the company has a physical pres-
ence. For example, Maryland imposes its corporate income tax to the full extent al-
lowed by the U.S. Constitution. Nexus exists in New Mexico when a corporation
transacts business in or into New Mexico or has a corporate franchise in the state.
In South Carolina, every C corporation doing business in the state is subject to the
corporate income tax. “Doing business” is defined as the operation of any business
enterprise or activity in South Carolina for economic gain. Maryland, South Caro-
lina, and New Mexico have successfully defended their economic presence nexus
standard against Commerce Clause challenges in their state court systems; the
United States Supreme Court has denied review of the Maryland and South Caro-
lina cases. HR 3220 would statutorily overrule both the state tax statutes in these
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states and the judicial decisions that have sustained the statutes against constitu-
tional challenge. Congress should respect the considered judgment of state legisla-
tures and courts and not impose such an ill-advised jurisdictional requirement on
the states.

VI. POSSIBLE SOLUTIONS

In context, HR 3220 is an overreaching proposal that seeks to resolve an issue
absent consideration of fact, analysis, or current law. While businesses have pro-
vided several limited examples of controversy with state revenue departments, rev-
enue commissioners have reported few current instances of taxpayer complaints re-
lating to assessment of business activity taxes. Regardless of the perceived extent
of the problem, finding a solution to the problem-if one is needed-is a matter best
left to states and businesses themselves.

There is ample recent history of states and businesses working together to find
solutions to tax and non-tax issues. In 2001, states, local governments, and the tele-
communications industry successfully completed negotiations to formulate sourcing
rules for mobile telecommunications services. These rules have now been adopted
by more than 30 states and ratified by Congress. Similarly, states, local govern-
ments, and businesses are in the midst of a multi-year cooperative effort to mod-
ernize, streamline, and simplify state and local sales tax laws as a part of the
Streamlined Sales Tax Project. Once completed, this effort will result in administra-
tive cost savings to both sellers and states and provide a mechanism to insure a
level playing field among all sellers in the marketplace. Similarly, rulemaking-on
tax and non-tax issues—undertaken by states involves substantial input and con-
sultation with the business community.

The sourcing and sales tax projects are examples of specialized, highly technical
areas of state tax law that challenged states and businesses in negotiating solutions
that resulted in fairness and equity to all parties. Any attempt to revise current
state business activity tax laws commands the same consideration. As business op-
erations evolve and recognizing the needs of both states and the business commu-
nity for continual refinement in the business activity tax area, the Commission has
already developed a proposal for consideration. In 2002, the Commission adopted
Policy Statement 02-02, which sets forth the Commission’s views on the economic
presence standard for imposition of business activity taxes. Policy Statement 02-02
also includes the Commission’s Factor Presence Nexus Standard for Business Activ-
ity Taxes, which bases a company’s liability for business activity taxes on a thresh-
old amount of a company’s property, payroll, or sales in a state. The Factor Presence
Standard is a fair, balanced approach to imposition of business activity taxes that
provides equity between in-state and out-of-state businesses while eliminating in-
stances of double taxation or instances where businesses may be assessed tax for
minor amounts of presence in a state. This standard would also make it clear, read-
ily apparent and certain to both companies and tax agencies when a company would
have nexus with a state-thus producing greater equity and uniformity in the actual
application of the tax law to different businesses. In addition, the Commission has
offered to initiate discussions between states and businesses, the goal of which
would be to find common ground on simple, clear, uniform nexus standard for busi-
ness activity taxes. Thus far, the business community has been reluctant to engage
in these discussions.

Ultimately, a cooperative effort by both states and businesses-one that includes
a thorough analysis of current business activity tax nexus statutes as well as con-
troversies that have arisen between businesses and states-is the best method for
maintaining viable state tax systems.

We hope this information is helpful to the Subcommittee and its staff during its
ongoing consideration of HR 3220. The Commission would welcome the opportunity
to answer any questions that Subcommittee Members and staff may have.

PREPARED STATEMENT OF MARTHA E. STARK, COMMISSIONER, NEW YORK CITY
DEPARTMENT OF FINANCE

Mr. Chairman and members of the Committee, my name is Martha Stark and I
am the Commissioner of Finance for the City of New York. On behalf of Mayor Mi-
chael R. Bloomberg, I want to express my strong opposition to H.R. 3220, the Busi-
ness Activity Tax Simplification Act of 2003. This bill would cause New York City
to lose as much as $100 million a year in business tax revenue, undermining the
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fragile economic recovery that New Yorkers, with Washington’s help, have worked
so hard to achieve.

The keys to New York’s thriving business community are safe neighborhoods,
well-maintained infrastructure, good schools and other essential services. By adopt-
ing a new, restrictive definition of what activities constitute nexus, H.R. 3220 would
effectively limit the tax base of state and local governments to resident individuals
and to businesses with a high level of physical presence in the jurisdiction beyond
the level of contacts required by existing constitutional principles. If H.R. 3220 be-
comes law, the burden for providing those services through tax revenue would be-
come greater not just for local corporations and mom-and-pop stores, but ultimately
for every taxpayer in New York. That, in turn, would encourage those taxpayers ei-
ther to leave the jurisdiction or resort to increasingly sophisticated tax avoidance
schemes. States and the federal government would then have to devote increasing
amounts of resources to fighting those schemes. Moreover, by protecting out-of-state
businesses from taxation in many jurisdictions, HR 3220 would lead to a substantial
increase in the amount of “nowhere” income earned by businesses - i.e., income not
taxable by any jurisdiction.

H.R. 3220 is based partly on the premise that taxing authorities are attempting
to impose taxes on businesses that have a substantial nexus with the jurisdiction
as required by the Constitution, but no physical contacts with the jurisdiction. In
fact, this is not widespread and is certainly not the case in New York. Even where
a substantial nexus is found to exist, constitutional principles require that the
amount of an entity’s income allocated to a taxing jurisdiction be proportionate to
its activity there, resulting in a small tax liability for firms with only a limited pres-
ence in a jurisdiction. New York has actually adopted nexus safe-harbor rules in re-
cent years permitting out-of-state businesses to engage in certain activity in the
state, such as attending trade shows or having advertising appear on a server or
website belonging to a third party, without incurring tax liabilities.

Taxing jurisdictions are under ever-increasing pressure to attract or retain busi-
nesses. One way to do that is to lower the tax burden on traditional “bricks and
mortar” businesses by giving greater weight in business income tax apportionment
formulas to the location of a business’ markets. To the extent those bricks and mor-
tar businesses have markets outside the jurisdiction, their taxes would be lowered.
Proponents of so-called market-state sourcing frequently point to the potential high-
er revenues generated for states where markets are located as offsetting the lost
revenue from brick and mortar businesses.

But this offset is only possible if jurisdictions are allowed to broaden the tax base
by taxing out-of-state businesses that derive income from the jurisdiction’s markets.
Legislation such as HR 3220 would move in the opposite direction by making it even
harder to tax out-of-state businesses that come into a jurisdiction and derive profits
from customers there.

H.R. 3220 is also based on the premise that it simplifies taxation by providing
a bright line test. Although multi-state businesses have to contend with the admin-
istrative burden of compliance in multiple taxing jurisdictions whose laws are not
uniform, H.R. 3220 does not address those concerns by fostering consistency among
state and local taxing schemes. It simply enables businesses to conduct a multi-state
business tax-free in many jurisdictions. New York City and other jurisdictions have
treated businesses without a physical presence very favorably. H.R. 3220 would dis-
rupt the balance that New York City and others have achieved, tipping the scales
in favor of businesses that reap substantial financial benefit from New Yorkers but
do not physically locate within the City.

Combined reporting - which treats a group of affiliated companies engaged in re-
lated economic activities as one taxpayer—is crucial to the ability of taxing jurisdic-
tions to reflect correctly the income earned within their borders by affiliated compa-
nies with substantial inter-corporate transactions. Among other things, under H.R.
3220 the combination rules of New York and other combination states could become
inoperative with regard to non-nexus corporations.

Equally troubling, H.R. 3220 would allow businesses to engage in significant eco-
nomic activities within a jurisdiction without triggering nexus. Among these activi-
ties are:

e Conducting business through an agent in a taxing jurisdiction as long as the
agent acts for at least two principals. The principals and agent can be related
and any pricing between them may not be at arm’s length. Taxing jurisdic-
tions would be limited to forcing an adjustment to the inter-company prices
among the parties;
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e The presence in a taxing jurisdiction of the inventory of an out-of-state seller
of tangible personal property being manufactured by a third-party contractor;
and

Any other profit-making activity conducted for 21 days or less (other than per-
formances or sporting events before audiences of more than 100) regardless of the
amount of profit either in absolute terms or in relation to other income of the entity.
H.R. 3220 would reverse the progress that has been made to enhance interstate tax
fairness through such recent efforts as the Mobile Telecommunications Sourcing Act
of 2000 (MTSA). This law was created to provide for the equitable interstate tax
treatment of wireless telecommunications services in an era of deregulation. The
MTSA recognized the diminishing importance of physical location in the global mar-
ketplace. If enacted, H.R. 3220 would prevent New York City and other localities
from properly implementing the MTSA.

National projects, such as the Streamlined Sales Tax Project and the MTSA, are
the product of government and private sector cooperation. As such, they more effec-
tively address 1ssues of inconsistent taxation of multi-state businesses, while recog-
nizing that the tax burden should be fairly borne by both the bricks and mortar
businesses and out-of-state businesses serving the same customer base. In contrast,
no state and local taxing authorities were consulted in the development or drafting
of H.R. 3220.

H.R. 3220 would have a damaging impact on New York City and other jurisdic-
tions. At a time when the nature of commerce continues to evolve, taxing jurisdic-
tions need the flexibility to modify their laws and rules, as constitutionally allowed,
so that they can properly and fairly capture the activity that occurs. Even without
this bill, taxing jurisdictions are struggling to keep up with economic developments
in order to maintain vital services.

For these reasons, the restrictions imposed by H.R. 3220 are not needed. More-
over, the bill would weaken the ability of taxing jurisdictions to adjust to the grow-
ing national trends of Internet and interstate commerce. With more firms con-
ducting business online or in multiple states, we need laws to allow taxing jurisdic-
tions to catch up to business trends, not fall further behind. H.R. 3220 would be
a huge step in the wrong direction. I urge this committee to reject H.R. 3220.

Thank you.

O
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