FACTS AT A GLANCE

Combined Reporting: What It Is and How It Works

What is the Problem that Combined Reporting Aims to Solve?

Large companies with subsidiaries operating in different states can reduce their state tax liability by
using accounting strategies that reduce the taxable income that they report in particular states. Because
different states tax corporationsin different ways, corporations can devel op accounting strategies to
shift income into states in which they will pay little or no tax onit.

For example, one such strategy that Massachusetts sought to prohibit four years ago related to what is
called “passive investment income,” such as income earned by licensing the use of atrademark. In
some states thisincome is not taxed. Multi-state companies |earned that they could place the rights to
the company name in asubsidiary in a state that doesn’t tax passive investment income and then have
their subsidiaries that operate in other states pay afee to the subsidiary that owns the name for using
that name. Because of this additional “expense” the income of the subsidiaries operating in other
states would be reduced and therefore they would pay lessin taxes in those states. The subsidiary that
received the income wouldn’t be taxed on it because it operated in a state that didn’t tax passive
investment income.

Another example involves the use of Real Estate Investment Trusts (REITS). A REIT isan entity that
allows several investorsto pool their resourcesto invest in real estate. The REIT does not generally
pay taxes on theincomeit earns. It distributesits profits as dividends to its shareholders and under
federal tax law those owners are taxed on that income when they receiveit. The problem is that
corporations can use REITs that they own (“ Captive REITS’) to avoid paying state taxes. They are
able to do this because many states do not tax the dividends that corporations receive from entities they
own. Soif the REIT isowned by asubsidiary in a state that doesn’t tax these dividends, then the
money that is earned in the REIT can avoid state taxation entirely. For example, the Wall Street
Journal recently reported that, as states began to try to close the passive investment loophole, Wal-
Mart found another way to shelter income. It created a REIT to operate as the landlord for many of its
stores. The article reported that Wal-Mart stores pay rent to this REIT and those payments reduce the
taxable income of the stores making the payments. But the REIT receiving the payment isn’t taxed on
that income and neither is the subsidiary that ownsthe REIT and receives the dividend payment, so a
portion of Wal-Mart’s income can escape state taxation entirely.'

How can States Respond to Aggressive Tax Avoidance Strategies?

One method for reducing tax avoidance is for states to try to prohibit particular tax avoidance strategies
as they become aware of them. That iswhat Massachusetts did when it passed alaw aimed at ending
the use of the passive investment company loophole. The problem is that when a particular loopholeis
closed, companies that are aggressive about tax avoidance can often find new variations on the
loophole, or completely new strategies for shifting money around among subsidiaries to reduce their
state tax liabilities. The REIT strategy is one such tactic that has recently come to light.
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Many states use a different approach to corporate taxation to eliminate the ability of companiesto
reduce their tax liability by shifting income around among subsidiaries. This method, called combined
reporting, is currently used by seventeen states, including major states like Californiaand Illinois and
our neighborsin Maine, New Hampshire, and Vermont. It has also recently been proposed by the
Governors of New Y ork, Pennsylvania, and lowa. This method of corporate taxation requires
companies to file with the department of revenue a combined report of al of the income earned by any
set of subsidiaries that operate together as a unitary business.

Rather than this method, M assachusetts currently uses what is called the "separate entity accounting”
approach. This means that the state determines the M assachusetts taxable profits of each separate
subsidiary of a multi-state business by apportioning the total profits of the subsidiary among the states
inwhich it operates. It does this by using aformulathat |ooks at the share of the subsidiary’s property,
payroll and salesthat are within each state." Under the combined reporting approach, the state would
combine the profits of all subsidiaries that operate together as one business and apply the
apportionment formulato the total, rather than applying the formula separately to each subsidiary.
This solves the problem of companies shifting income among subsidiaries to reduce state tax liability.

In the long term, combined reporting may be the only effective way of reducing corporate tax
avoidance and is therefore often recommended by tax policy experts.

For example, Charles McL ure, a Senior Fellow at the Hoover Institution and aleading Treasury
Department official in the Reagan Administration, has called the failure to use combined reporting “an
open invitation to tax avoidance.”" Richard Pomp, the Loiselle Professor of Law at the University of
Connecticut explains that “ A state that does not require related corporations conducting a unitary
business to file a combined report is at the mercy of its corporate taxpayers.”"

What is the Annual Cost to the Commonwealth of Not Requiring Combined Reporting?

Projections made by the Wisconsin Legislative Fiscal Bureau, the lowa Department of Revenue and
Finance, and the Maryland Department of Legidlative services have estimated that combined reporting
would increase corporate tax collections by 13% (Wisconsin) to 19.6% (Maryland).”

In 2006 Massachusetts took in $1.39 hillion in corporate income taxes. Applying the estimates from
other states to this number generates an estimate of $180 million to $270 million for Massachusetts.
The revenue gain could be somewhat lessin the first year of implementation and, to the extent that
companies have not found new loopholes to replace those that have been closed, some of this savings
may already have been achieved by the enactment of legislation to close specific loopholes. On the
other hand, the baseline value is likely greater now than in 2006 as the economy has grown.
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