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I. Introduction

This 2017 guide updates the New England
Combined Filing Guide that we authored in 2008,
when Massachusetts adopted combined filing. At
the time, we offered our commentary on and
comparisons of the key features of three combined
reporting states — Massachusetts, New
Hampshire, and Vermont.' As of 2016, all six New
England states now mandate combined unitary
reporting for business income tax purposes.
Connecticut (2016) and Rhode Island (2015) were
the last to join the combination movement after
Massachusetts (2009) and Vermont (2006) shifted
their regimes close to a decade ago to join New
Hampshire and Maine, which had both
implemented the measure in 1986. Now that all six
states have adopted mandatory combined filing
and are grappling with differing apportionment
regimes, we felt obliged to update our 2008
analysis, expand our commentary to cover all six
New England states, and engage in a deeper
technical and policy dive into one of the most
important issues in state and local tax.

As SALT practitioners who have worked
extensively with combined filing rules in multiple
states, we offer our analysis, commentary, and
perspective to practitioners for a few key reasons.
First and foremost, we enjoy engaging in state tax
policy. Several of us have drafted, analyzed, or
influenced combined filing provisions while
serving state government in various roles. We have
also served on legislative tax committees, working
groups, tax liaison groups with revenue agencies,
and nonprofit organizations devoted to state tax
policy and education. Second, our goal is to
educate tax professionals on both sides of the table
about the technical nuances and differences among
the states. This goal is reflected in the guide that
serves as the cornerstone of this analysis. Third,
we’ve written this update to open the dialogue
among state tax practitioners, industry, and
government so that we can work collaboratively
toward the right answers in the state tax field from
a tax policy perspective.

lStanley Arnold, Christopher J. Sullivan, and Kathryn
H. Michaelis,”New England Combined Filing Guide,” State Tax Notes,
Oct. 13, 2008, p. 103.

Il. A Brief History Lesson on New England’s
Adoption of Combined Reporting

The recent flurry of combined reporting
adoption in Vermont, Massachusetts, Rhode
Island, and Connecticut belies another important
point — Maine and New Hampshire have had
combined reporting for over 30 years. Maine’s law
was effective January 1, 1986, and New
Hampshire’s system became effective June 30,
1986. Despite a long history, Maine and New
Hampshire have the least amount of written
guidance regarding combined reporting —
showing that recent states have been quite detailed
in statutes and regulations as they move to
combined reporting. Additionally, Maine and New
Hampshire have outlier provisions: New
Hampshire’s taxation of passthrough entities
(PTEs) at the entity level and foreign dividend
factor relief provisions and Maine’s lack of an 80/20
rule and implementation of an “Augusta formula.”
The silver lining is that these two states not only
have a depth and history of applying the combined
reporting rules, but also have agency personnel
that are well-versed and approachable in reaching
fair resolutions in this area of the law.

To the west of the Granite State is Vermont,
which enacted its statute in 2004 (effective in 2006).
Interestingly, Vermont adopted many provisions
directly from New Hampshire’s system. Our
former colleague and former commissioner of the
New Hampshire Department of Revenue
Administration, Stanley R. Arnold, served on the
working group to develop the rules in Vermont,
and one of us (Mary Peterson) was on the Vermont
Ways and Means Committee helping enact the
legislation in 2004. She next served as Vermont tax
commissioner for six years, leading the agency
during its first interpretations of the new regime.

Effective in 2009, Massachusetts’s complex but
well-defined combined reporting regime rocked
the SALT world when it was implemented in 2009.
Massachusetts provided corporations with the
option of an affiliated group election, addressed
apportionment for differently factored entities
within the group, included some income from
interest and intangibles of foreign subsidiaries in
combined group income, and included S
corporations in some combined groups. Rhode
Island took notice of the actions in other states,
requested pro forma returns to determine the fiscal
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impact of various changes,” and drafted its own
rules, which became effective in 2015. The last to
enact combination was Connecticut, and its rules
became effective in 2016. Many of its provisions
mirror those of Massachusetts. Because of audit
cycles and then litigation cycles, the applicability,
impact, and ultimate clarification of some
provisions are years away. This article is part of the
ongoing dialogue regarding corporate income
taxation in New England.

Ill. From History to Theory:
Defining What Is Unitary

Before jumping into our highlights and
observations of the New England state tax systems,
itis important to briefly shift from history to theory
to understand why the combined unitary reporting
principle has developed in the first place. While the
state statutory tests differ somewhat, the unitary
business principle has at its foundation the
recognition that:

separate accounting, while it purports to
isolate portions of income received in
various States, may fail to account for
contributions to income resulting from
functional integration, centralization of
management, and economies of scale.
Because these factors of profitability arise
from the operation of the business as a
whole, it becomes misleading to
characterize the income of the business as
having a single identifiable “source.”’

As a result:

the theory underlying unitary taxation is
that “certain intangible ‘flows of value’
within the unitary group serve to link the
various new members together as if they
were essentially a single entity.” Formulary
apportionment of the income of a
multijurisdictional (but unitary) business

?See R.I Gen. Laws section 4-11-45. See also Rhode Island Department
of Revenue, Division of Taxation, “Tax Administrator’s Study of
Combined Reporting” (Mar. 15, 2014); and Rhode Island Department of
Revenue, Division of Taxation, “Combined Reporting Study” (Mar. 18,
2014).

3Mobil Oil Corp. v. Commissioner of Taxes of Vermont, 445 U.S. 425, 438
(1980) (citations omitted). The concept is discussed further in Jerome R.
Hellerstein, Walter Hellerstein, and John A. Swain, State Taxation, Part IV,
Chapter 8 (2001, with updates through Aug. 2017) (hereinafter
Hellerstein).

enterprise, if fairly done, taxes only the
“income generated within a State.”

The U.S. Supreme Court has stated that the
unitary business principle is intended to balance
two federal constitutional imperatives: first, that
the states have broad authority to devise methods
for taxing a corporation’s intrastate value or
income; and second, that the states cannot tax value
or income that cannot, in fairness, be attributed to
the corporation’s activities in the state.” The Court
has rejected the notion that the scope of a unitary
business may be defined by reference to corporate
purpose without some palpable connection
between the taxpayer’s in-state and out-of-state
activities.’

In clarifying where to draw the line, the
Supreme Court and state tribunals have repeatedly
rejected the notion that a unitary finding should
result simply on a showing that a subsidiary
contributes to the business or profitability of the
parent or the parent’s affiliated group — or that
specificnonoperational ties, without more, support
a unitary relationship. In ASARCO Inc. v. Idaho
State Tax Commission, the Supreme Court rejected
an expansive view of the unitary business principle
founded on this basis, stating:

This definition of unitary business would
destroy the concept. The business of a
corporation requires that it earn money to
continue operations and to provide a
return onits invested capital. Consequently
all of its operations, including any
investment made, in some sense can be said
to be “for the purposes related to or
contributing to the [corporation’s]
business.” When pressed to its logical limit,
this conception of the “unitary business”
limitation becomes no limitation at all.
When less ambitious interpretations are
employed, the result is simply arbitrary.’

4Hellerstein, supra note 3, at para. 8.11, citing Barclays Bank PLC v.
Franchise Tax Board, 512 U.S. 298 (1994).

5

Louis Dreyfus Corporation v. Huddleston, 933 S.W.2d 460, 466 (Tenn.
App. 1996), citing Allied-Signal Inc. v. Director, Divisionof Taxation, 504
U.S. 768, 780 (1992).

6Hellerstein, supra note 3, at para. 8.07[3][1][iii], citing ASARCO Inc.
v. Idaho State Tax Commission, 458 U.S. 307, 326 (1982).

7ASARCO, 458 U.S. at 326 (brackets original).
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Numerous courts have recognized that a
parent corporation often provides occasional
oversight regarding investments in its subsidiaries,
but that does not necessarily mean the companies
are unitary.” As Hellerstein notes:

Minor or insubstantial transactions or
interrelations between segments of a
business should not suffice to render a
business unitary. Rather the very concept
that a business is sufficiently integrated
and interdependent to warrant formulary
apportionment of a multijurisdictional
enterprise’s entire tax base is the
assumption that the interrelations and
interdependence are substantial.’

Richard Pomp testified in a recent matter
involving a parent that provided several
nonoperational services to its subsidiary, observing
that:

these were no different from the type of
services that most Parents provide to their
subsidiaries. Any factor that describes most
Parent-subsidiary relationships cannotbe a
unitary factor or else most Parents and their
subsidiaries would be entitled or required
to file a combined report.”

Numerous courts have found that subsidiaries
(or even divisions within the same company) were
non-unitary with their parent companies despite
the existence of 100 percent ownership, common
management, or the provision of administrative
services." In 2015, the Vermont Supreme Court
decided to adopt a well-reasoned, restrictive
approach to the unitary business principle in AIG

8See F.W. Woolworth Co.v. Taxation and Revenue Department, 458 U.S.
354 (1982).

gHellerstein, supra note 3, at para. 8.09[4][b].

chnt—A—Center Inc. v. Department of Revenue, TC-MD 111031D (Or.
Tax Ct. 2014), citing Pomp’s report in plaintiff’s exhibits.

HSee, e.g., F.W. Woolworth Co., 458 U.S. 304; Ash Grove Cement Co. v.
Department of Revenue, 7 Or. Tax 6 (1977); Central National-Gottesman Inc.
v. Director, Division of Taxation, 291 N.J. Super. 277 (1996); Louis Dreyfus,
933 S.W.2d at 460; and Perelman v. State of Alabama Department of Revenue,
Docket 01-592, Administrative Law Division (2002).

Insurance Management Services v. Vermont
Department of Taxes, its first unitary decision since
the enactment of combined reporting."”

We emphasize the limitations on the scope of
defining a unitary business because of the dangers
we have observed in the “unitary checklist”
approach, which has the tendency to
overemphasize immaterial and nonoperational
facts in determining a unitary relationship. These
facts might include the existence of common
benefit plans, overlapping officers and directors,
insubstantial intercorporate lending, provision of
parent administrative services (such as tax
preparation), and misleading quotes from
Forms 10-K regarding company “synergies.” Our
overriding point is to remember the foundation of
the principle and to ensure that any unitary
determinations comport with the constitutional
limitations set forth by the Supreme Court.

IV. Key Features and Policy Considerations

With that historical and theoretical backdrop,
we present a technical analysis of key features in
combined reporting regimes in New England and
separate those features into four categories using a
framework similar to what one would use in
approaching a state corporate income tax return.
Those categories are:

* composition of the combined group (who's in and
who’s out);
composition of the combined tax base (what's in and
what’s out);
apportionment of the group’s income (how much is
taxable by the state and under what method); and
other material issues (for example, treatment of
PTEs, key specialized industry rules, application of
credits, and some quirks and traps).

12015 VT 137 (2015) (affirming the decision of the Washington Civil
Division of the Vermont Superior Court, which held that a subsidiary ski
resort (Stowe) was not unitary with its insurance and financial parent
(AIG). The court based its non-unitary holding in part on the fact that no
opportunity existed for centralized management, economies of scale, or
functional integration, particularly given the different lines of business
between the ski resort and the insurance and financial services business.
The court rejected the department’s position that AIG’s financial
assistance to Stowe created a unitary relationship, holding that this
funding only served as an investment in Stowe and not an operational
function. The court also refused to place importance on the fact that AIG
took a unitary position on other state tax returns. The decision is
significant in that it effectively articulated the fine distinctions between
facts that contribute operationally to a unitary business relationship and
facts that merely reflect a parent company’s investment in its subsidiary).
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Within these four categories, we have some
interesting technical and policy observations to
highlight.

A. The Expanding Water's Edge

In the last decade, corporate income tax
discussions in state legislatures have reflected an
increased focus on taxation of foreign source
income (including proposed tax haven legislation
in many states) as a reaction to allegations of tax
avoidance through use of foreign subsidiaries.
Other states have focused on different methods of
taxing foreign-source income, including
modifications to exemptions for foreign dividends,
addbacks relating to domestic deductions from
some foreign source income, and options for
affiliated group and worldwide filing elections. All
these movements have one common theme:
expanding the water’s edge to include more
income in the state tax base.

The debate over the potential expansion of the
water’s edge to worldwide combined reporting is
not new by any means. These concepts were
debated in the 1980s, in the wake of Container Corp.
of America v. Franchise Tax Board.” At the time,
several interested parties participated in these
discussions, including the Council On State
Taxation, multinational corporations, state
representatives, Treasury, and foreign
governments. In August 1984, Treasury issued its
“Final Report from the Worldwide Unitary
Taxation Working Group,” addressing key issues
in states” attempts to impose worldwide combined
reporting.” While agreement was reached to roll
back to the water’s edge, there were key
disagreements on the scope and inclusion of 80/20
companies and foreign dividends. The increased
importance of foreign commerce and the call by
some interested parties to impose worldwide
combined reporting has brought these issues back
to the forefront.

New England states are still struggling with the
issue of where to draw the water’s edge. First, in
defining the water’s edge, no two of the six states
are alike, which can result in a different combined

463 U.5. 159 (1983) (upholding California’s right to impose
worldwide combined reporting on U.S.-based multinationals).

YseeUs. Treasury Department, “The Final Report of the Worldwide
Unitary Taxation Working Group” (Aug. 31, 1984).

group in each of the states.” For example, New
Hampshire, Vermont, and Connecticut use an 80/
20 test based on property and payroll;
Massachusetts uses all three factors; Rhode Island
uses just the sales factor; and Maine uses no 80/20
test. Additionally, some states use an “80 percent or
more” test for determining foreign factors, while
others use a “more than 80 percent” test. Other
nuances exist, including;:

¢ astate’s factoring in country of incorporation as
a basis for inclusion or exclusion regardless of
the 80/20 calculation;

* New Hampshire’s treatment of PTEs as stand-
alone organizations when calculating the 80/20
test (for example, a foreign-formed, single-
member limited liability company disregarded
for federal income tax purposes is treated as a
regarded entity for purposes of the 80/20 test);

* Vermont's two-of-three-year lookback with the
current year minimum of 70 percent;

® Massachusetts’s and Rhode Island’s inclusion
of specific foreign subsidiary income and
factors from intangibles and services for which
domestic members took a deduction; and

¢ special standards in Rhode Island and
Connecticut regarding corporations in tax
havens.

Second, the states differ on whether to include
in the water’s-edge group entities that are
incorporated in countries identified as tax havens.”
All six state legislatures have seen some level of
interest in tax haven legislation over the last few
years. However, only the two most recent states to
adopt combined filing — Connecticut and Rhode
Island — have enacted tax haven legislation. Both
states use a “qualitative test,” and both include a
treaty exemption. New Hampshire recently
rejected blacklist-based tax haven legislation.

Third, should taxpayers diverge from the
water’s-edge group, the available elections differ
greatly among the six states. Only Massachusetts
and Connecticut offer a 10-year binding
worldwide election option. Within the water’s
edge, three of the six states offer a pure
consolidated or affiliated group election:

1
5See Table I, “80/20 Definition for Exclusion From Water’s Edge
Group.”

16 N
See Table I, “Tax Haven Provision?”
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Massachusetts (binding for 10 years), Rhode Island
(binding for five years), and Connecticut (binding
for 10 years). Vermont offers a unique consolidated
nexus election, but the election falls under
mandatory combined filing, meaning all eligible
nexus members of a combined unitary group may
be treated as one member in the combined unitary
group, often termed a consolidated-combined
election.

Fourth, the states differ on taxation of foreign
dividends.” Four of the states — Maine,
Massachusetts, Rhode Island, and Connecticut —
provide some form of dividends received
deduction that reduces the amount of income
subject to tax. New Hampshire and Vermont
exclude foreign dividends from unitary overseas
business organizations from the pre-apportioned
tax base and then add those dividends back in the
post-apportioned tax base after applying factor
modification, with a factor consisting of the
domestic group numerator over the worldwide
denominator.

The impact of these variances can easily result
in diverse combined groups in New England, as
well as significant differences in the amount of
foreign-source income taxed by each state. For
these reasons, the New England states offer several
models for policymakers to analyze in this key area
of state taxation. In addition, the variances present
several traps for the unwary — traps that will be
the source of continued audit and legislative
tension.

B. Apportionment Sourcing: The Next Nor'easter

The New England states are not immune to the
national trend of shifting to market-based sourcing
for purposes of the sales factor and to greater or
single weighting of the sales factor. In a sense, they
are now leading the way because the
Massachusetts provisions have played a key role in
the development of the Multistate Tax Commission
model. New Hampshire and Vermont remain
holdouts in retaining cost of performance for
sourcing receipts from services and intangibles.

New Hampshire is formally considering a shift
to market-based sourcing, as well as other

17See Table II, “Taxation of Dividends Received from Unitary Foreign
Corporations Excluded from Combined Return.”

apportionment issues, as part of its legislative
apportionment study committee.” Vermont has
had some activity, but no formal push as of yet to
consider a change. Regardless, cross-border issues
may push both state legislatures to make the
change soon, as businesses in these states feel the
financial impact of sourcing most of their business
income to their home state under a cost of
performance method while increasing amounts of
their income are being sourced to bordering
destination states that have adopted market-based
sourcing.

If both holdout states adopt market-based
sourcing, they have several options, as evidenced
by the other four states. For example, in sourcing
service income for the sales factor, Maine looks to
where the services are received; Massachusetts
looks to where the services are delivered; Rhode
Island looks to the location of benefit; and
Connecticut looks to the location of customer use.
The extent to which these different conceptual
phrasings result in practical differences in their
sourcing rules is a work in progress. The three
new adopters of combined reporting —
Massachusetts, Rhode Island, and Connecticut —
further break out these rules regarding differing
types of services by defining, for example,
whether they are in-person services, services
delivered to or on behalf of the customer or
electronically through the customer, or
professional services.

These seemingly academic distinctions have
the potential to create real differences in
reporting, with either over-inclusion or under-
inclusion of receipts in the sales factor
numerators. The lack of symmetry in New
England may prompt not only tax planning
opportunities but also business decisions to
relocate headquarters to tax-friendly locations.
For example, shifting a service provider’s
headquarters from a cost-of-performance state to
a market-based sourcing state may produce
significant savings.

With all these options, including different
market-based sourcing methods, what is the right

18

The New Hampshire Apportionment Study Committee was
authorized by 2017 NH Laws Ch. 106, N.H. Rev. Stat. Ann. 77-A:23. The
report is due November 1, 2018.

444

STATE TAX NOTES, OCTOBER 30, 2017

For more State Tax Notes content, please visit www.taxnotes.com.

“ua1u09 Aured paiy Jo urewop algnd Aue ur 1ybuAdod wied 10u saop S1sAjeuy xe] ‘panlasal S)ybu ||V LT0Z SisAleuy xel ©



VIEWPOINT

answer? It depends on your measuring tool. From
a tax policy perspective, it makes sense for
businesses that are increasingly doing business on
a multistate level for there to be consistent,
transparent sourcing rules. This points to
continued adoption of market-based sourcing for
benefits, including minimization of double
inclusion of income and uniformity to allow a
company’s internal accounting and record
systems to capture information in a consistent
manner to comply with sourcing rules. From a
state-centric and financial perspective, the right
answer may depend on which method best
supports the state’s economy, which one is least
susceptible to tax avoidance or manipulation, and
which one avoids creating an impetus for
companies to move out of the state.

One key issue is whether market-based
sourcing aligns with how businesses capture
information. In some systems, market-based
sourcing requires tracking the customer of your
customer. However, this is not only impractical (if
not impossible), but it is also inconsistent with the
creation of the market that relates to the taxpayer
generating the receipts. We suspect that the first
round of audits of these issues will bring them to
the forefront and provoke legislative review.

C. Passthrough Entity Issues:
The Issue for the Next Decade

As if the foregoing traditional unitary issues
were not enough to tackle, another big-ticket item
that needs to be addressed in the SALT world is
taxation of income from PTEs. This issue has been
increasingly on the radar, with cases raising
important jurisdictional questions and with the
federal audit partnership regulations looming on
the horizon. Therefore, we must address the issue
of PTEs in combined unitary reporting.

As most SALT practitioners know, the states
generally diverge on whether to adopt the
aggregate method or separate accounting method
in apportioning and taxing a corporate partner’s
distributive share and determining factors of a
PTE. (These methods are described in detail in
footnote 1 of Table IV.) A few key sub-issues arise
in this analysis, including whether:

¢ the aggregate method is conditioned or
presumed upon a unitary relationship or
ownership threshold;

* carveouts or exemptions exist for specialized
entities that conduct investment or passive
activities; and

¢ any differing treatment exists for PTEs for
apportionment purposes or otherwise.

Generally, five of the six New England states
will adopt an aggregate method, including the
distributive share from the PTE in the corporate
partner’s tax base and “flowing up” the factors
from the PTE into the corporate partner’s
apportionment formula. However, New
Hampshire taxes PTEs at the entity level, as it
would a corporation. Of the other five states,
Massachusetts includes a rebuttable presumption
of aggregate treatment for corporate general
partners and for limited partners that have 50
percent or greater ownership of the PTE. The
opposite presumption applies for separate
accounting if these are not met.

Second, carveouts exist for distributive shares
from investment-type PTEs in three states:

¢ in New Hampshire, qualified investment
companies, which may or may not be PTEs, are
exempt from the business profits tax;

¢ in Massachusetts, nonresident limited partners
of a Massachusetts limited partnership
engaged exclusively in “buying, selling,
dealing in or holding securities on its own
behalf” are exempt from income tax; and

¢ in Connecticut, income from investment
partnerships is not included in the unitary base
of a corporate limited partner unless common
ownership exists between the general partner
and the income is unitary.

Third, the states diverge on taxation of PTEs in
various areas that implicate combined filing. For
example, both New Hampshire and
Massachusetts may include the income of S
corporations in combined income, and
Massachusetts taxes large S corporations at the
entity level (if total receipts equal or exceed $6
million per year), thus raising some interesting
closely held business issues for purposes of
combination. In addition, when Rhode Island
passed its combined reporting regime, it also
instituted single-sales factor for C corporations
and combined groups. However, it retained a
three-factor formula for PTEs. Interestingly,
Connecticut now has single-sales factor and
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market-based sourcing for all entities, but the
effective date was January 1, 2016, for
corporations and January 1, 2017, for PTEs. In
another weird twist, Connecticut rules regarding
throw-out of receipts from real estate dispositions
differ between corporations and PTEs. As with
foreign source income and apportionment issues,
PTE issues will undoubtedly cause compliance
and audit issues in the years to come.

V. Conclusion

In the 2000s, there was tremendous change in
the New England corporate income tax
landscape, with four states adopting combined
reporting and four states making significant
changes to apportionment sourcing. Yet even as
the states become more uniform, there are
important differences that must be reconciled
when filing in these states. New England is a
small geographic area, and it is very likely that
multinational filers and even middle-market
businesses operate in all six New England states.
From our Concord, New Hampshire office, for
example, we can drive to each of the other five
state capitals in about two hours, so cross-border
issues are omnipresent.

In the following tables, our goal was to
capture the key features of each of the regimes so
that multistate businesses and practitioners can
increase compliance and planning in this
important economic region of the country.
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