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This quarter we highlight four state tax developments with significant impact to taxpayers. 

On March 31, 2014, New York enacted significant corporate tax reform. Our New York professionals 
summarize the highlights of this new legislation, including: eliminating the bank franchise tax and 
subjecting all corporations to a revised corporate franchise tax; reducing the tax rate from the existing 
7.1% to 6.5% effective for tax years beginning on or after January 1, 2016; establishing economic 
nexus; replacing the state’s existing combined reporting provisions with a unitary combined reporting 
system; and revising net operating loss provisions. 

In the highly anticipated Gore decision, Maryland’s highest court ruled that two subsidiaries of an in-
state parent had nexus with Maryland because the subsidiaries had no real economic substance as 
business entities separate from their parent. In doing so, the court rejected the lower court’s ruling 
that established nexus between Maryland and the subsidiaries due to their unitary relationship with 
their in-state parent. 

We also summarize two federal hearings that have an impact on state and local taxation -  Congress’ 
hearing on the Business Activity Tax Simplification Act and the US House Judiciary Committee’s 
hearing on internet sales tax. 

The developments section, starting on page 15, summarizes significant state and local tax 
developments over the last three months.  Each item is linked to a PwC Insight that provides analysis 
and observations regarding the development. 
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Key state developments 
New York tax reform enacted 
In brief 
On March 31, 2014, New York Governor Andrew Cuomo signed the state’s FY14-15 
executive budget legislation. The legislation overhauls the state’s corporate tax regime 
as well as makes other significant tax changes. Important changes include: 
eliminating the bank franchise tax and subjecting all corporations to a revised 
corporate franchise tax, reducing the tax rate from the existing 7.1% to 6.5% effective 
for tax years beginning on or after January 1, 2016, establishing economic nexus, 
replacing the state’s existing combined reporting provisions with a unitary combined 
reporting system, providing an effectively connected starting point for foreign 
corporations, revising net operating loss provisions, establishing a single receipts 
factor apportionment formula with customer sourcing provisions, and providing tax 
breaks to manufacturers. [S.B. 6359-D, A 8559-D, (Chapter 59), enacted 3/31/2014] 

Some notable provisions in the final bill that differ from the proposal originally issued 
in January include: eliminating  the income tax on all qualified New York 
manufacturers, not just qualified upstate manufacturers; phasing out of the capital 
tax; adding where the benefit is received to the sourcing hierarchy for other business 
receipts and services;  excluding  captive insurance companies from combination 
where more than 50% of company’s gross receipts consist of premiums from 
arrangements that constitute insurance for federal income tax purposes;  and 
expanding the investment tax credit by removing language limiting the credit to 
qualified manufacturers, and applying it to a broader range of property including 
property used by broker dealers and investment advisors and in film production. 

Although the impact on financial institutions might seem to be the most significant, 
all existing New York taxpayers, their affiliates, and businesses that sell into the state 
need to examine the legislation for potential benefits and detriments these changes 
pose.  

Except where noted, the legislation takes effect on January 1, 2015 and applies to 
taxable years commencing on or after that date. Notably, New York City has yet to 
conform to these changes. 

In detail 

Bank tax elimination and corporate tax reform  
The legislation repeals the bank franchise tax (Article 32) and subjects all taxpayers to 
a revised corporate franchise tax (Article 9-A) for tax years beginning on or after 
January 1, 2015. 

Economic nexus 
Under the legislation, taxable corporations include corporations that derive receipts, 
based on a $1 million threshold, from activity in New York.  This new standard will 
also apply to taxability under the metropolitan business tax surcharge. 

For purposes of the state’s combined reporting provisions (see below section related 
to combined reporting), a corporation that is part of a combined group and that has 
less than $ 1 million, but more than $10,000, of New York receipts is deemed to 
satisfy the receipts threshold if the in-state receipts of all members of the group that 
separately exceed $10,000 meet the $ 1 million threshold in the aggregate. 
The Article 32 nexus thresholds for credit card companies based on customers in the 
state are transferred over to Article 9-A. The legislation repeals the nexus rule for 
fulfillment services.  

Rates 
The legislation reduces the tax rate from the existing 7.1% to 6.5% effective for tax 
years beginning on or after January 1, 2016, and increases the rate of the MTA 
surcharge to 25.6% effective for tax years beginning on or after January 1, 2015 and 
before January 1,2016. The rate of the MTA surcharge for later years will be 
determined by the commissioner at a rate necessary to meet state financial 
projections.  
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Effective for tax years beginning on or after January 1, 2014, the tax rate imposed on a 
'qualified New York manufacturer' will be 0%. The definition of a qualified New York 
manufacturer is addressed below. 

The capital base tax rate will be gradually phased to 0% by 2021, with qualified New 
York manufacturers paying a lower rate than other taxpayers during the phase out 
period. The cap for manufacturers is retained at $350,000 and increased to $5 
million from $1 million for other taxpayers. 

Apportionment 
The state’s apportionment rules are revised so that business income and capital are 
apportioned using a single receipts factor.  A complex series of customer based 
sourcing rules are adopted with provisions for tangible personal property and 
electricity, rentals and royalties, digital products, a variety of financial transactions, 
railroad and trucking businesses, aviation services, advertising, gas transmission and 
transportation, and other business services and receipts. 

Among the financial transaction sourcing provisions, the legislation provides an 
election for qualified financial instruments, defined as financial instruments marked 
to market under IRC §§ 475 or 1256 (excluding loans secured by real property). In 
determining New York receipts and net gains from qualified financial instruments, 
taxpayers may make an annual and irrevocable election to use a fixed percentage 
method. Under this method, 8% of all net income from qualified financial 
instruments is included in the apportionment factor numerator. If a taxpayer does not 
elect the fixed percentage method, receipts and net gains are sourced via a customer 
based sourcing method (using an individual’s billing address or the commercial 
domicile of a business). 

Under the new sourcing rules, a patent, copyright, trademark, or similar intangible 
property is used in the state to the extent the activities related to such items are 
carried on in the state.  Also, sourcing rules for asset backed securities apply to 
securities issued by a government agency.  

For receipts not specifically addressed, the legislation provides a category for receipts 
from other services and other business receipts. Such receipts are sourced to New 
York based on customer location, with a hierarchy of methods used to determine 
location, starting with where the benefit is received.  

Combined reporting 
Applicable to tax years beginning on or after January 1, 2015, the state replaces its 
existing combination provisions, which require combination based on the existence of 
substantial intercorporate transactions, with unitary combined reporting provisions. 
Under the legislation, a combined report must be filed by any taxpayer:  

1. that owns or controls, directly or indirectly, more than 50% of the capital stock 
of one or more other corporations or  

2. more than 50% of the capital stock of which is owned or controlled either 
directly or indirectly by one or more other corporations or 

3. more than 50% of the capital stock of which, and the capital stock of one or 
more other corporations, is owned or controlled, directly or indirectly, by the 
same interests and  

4. that is engaged in a unitary business with those corporations.  

Combined returns include: 

1. a captive REIT or a captive RIC that is not required to be included in a 
combined insurance tax report under Article 33. 

2. a combinable captive insurance company. A combinable captive insurance 
company is an entity that is treated as a corporation under the IRC and that: (1) 
more than 50% of the voting stock of which is owned or controlled, directly or 
indirectly, by a corporation subject to the federal income tax; (2) licensed as a 
captive insurance company under the laws of New York or another jurisdiction; 
(3) whose business includes providing, directly and indirectly, insurance or 
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reinsurance covering the risks of its parent and/or members of its affiliated 
group; and (4) 50% or less of its gross receipts consist of premiums from 
arrangements that constitute insurance for federal income tax purposes. 

3. an alien corporation that satisfies the state ownership and unitary thresholds 
and that is treated as a domestic corporation under IRC Sec. 7701 or has 
effectively connected income for the taxable year. 

Corporations may elect to be combined with their non-unitary affiliates provided the 
ownership thresholds are met. The election would be irrevocable and binding for the 
taxable year and the next six years and then is automatically renewed for an 
additional seven years unless it is affirmatively revoked.   

The legislation details how a combined group claims NOLs, credits, and apportions its 
tax base. For apportionment purposes, the legislation adopts a Finnigan approach by 
providing for the inclusion of the ‘receipts, net income, net gains and other items of 
all members of the combined group, whether or not they are a taxpayer…’ 

Net operating loss 
The legislation revises the state’s existing net operating loss provisions and creates a 
new ‘prior net operating loss (PNOL) conversion subtraction.’  In computing business 
income, taxpayers are allowed both this PNOL and a net operating loss deduction 
(NOLD). 

The PNOL will be applied against the business income base before the NOLD.  

The PNOL is calculated in the following manner: 

1. The taxpayer must calculate the tax value of its unabsorbed NOL for the base 
year. The value is equal to the product of (1) the amount of the taxpayer’s 
unabsorbed NOL, (2) the taxpayer’s base year business allocation percentage 
(BAP), and (3) the taxpayer’s base year tax rate. 

2. The product determined under 1 (above) is divided by 6.5% (or in the case of a 
qualified New York manufacturer, 5.7%).  This result will equal the taxpayer’s 
prior net operating loss conversion subtraction pool. 

3. The taxpayer’s PNOL for the taxable year will equal 10% of its NOL conversion 
subtraction pool plus any amount of unused PNOL conversion subtraction 
from preceding taxable years. The PNOL of a small business corporation will 
not be subject to the 10% limitation. 

In lieu of the amount of the PNOL subtraction determined above, taxpayers may elect 
their PNOL conversion subtraction for tax years beginning on or after January 1, 2015 
and before January 1, 2017 to equal in each year up to 50% of its NOL conversion 
subtraction pool. The taxpayer must make this election on its return for the tax year 
beginning during 2015.  The legislation also provides a method for determining the 
PNOL for taxpayers that are members of a combined group. 

For purposes of the PNOL, the following definitions apply: 

• Base year - the last taxable year beginning on or after January 1, 2014, and 
before January 1, 2015. 

• Unabsorbed net operating loss - the unabsorbed portion of NOL as calculated 
under prior law (either Art. 9-A or Art. 32) as was in effect on December 31, 
2014, that was not deductible in previous taxable years and was eligible for 
carryover on the last day of the base year, including any NOL sustained by the 
taxpayer during the base year. 

• Base year BAP – the taxpayer’s business allocation percentage as calculated for 
corporate franchise tax purposes for the base year, or the taxpayer’s allocation 
percentage as calculated for bank franchise tax purposes as such sections were 
in effect on December 31, 2014. 

• Base year tax rate – the taxpayer’s tax rate for the base year as calculated under 
Article 9-A or Article 32, as such provisions were in effect on December 31, 
2014. 
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The PNOL conversion subtraction may be used to reduce the taxpayer’s tax on 
allocated business income to the higher of the tax on the capital base or the fixed 
dollar minimum. Any amount of unused subtraction will be carried forward to the 
subsequent tax year or years until tax years beginning on or after January 1, 2036, 
and will not be subject to the 10% limitation in subsequent tax years. However, if the 
taxpayer makes the PNOL conversion subtraction election (50% of the pool), 
carryforwards for any amount of the subtraction beyond its tax year beginning on or 
after January 1, 2016 and before January 1, 2017 will be disallowed.  

For purposes of the NOLD, the legislation provides that: the deduction is not limited 
to the amount allowed under IRC §172 or the amount that would have been allowed 
had the taxpayer not made an election under subchapter S of the IRC; the deduction 
does not include any NOL incurred during any tax year beginning before January 1, 
2015, or any year the taxpayer was not subject to the corporate franchise tax; the 
deduction is post-apportionment; NOLs can be carried forward for 20 years; NOLs 
can be carried back for three years, but not prior to a year beginning on or after 
January 1, 2015; and that a taxpayer that is a member of a federal consolidated group 
but that files a separate New York return must compute its NOLD as if it filed a 
separate federal income tax return. 

Tax base and addback provisions 
Under the legislation, the entire net income base is replaced with a tax based on 
business income, defined as entire net income minus investment income and other 
exempt income.  In addition, provisions related to subsidiary capital are repealed.  

The legislation redefines investment income to mean income, including capital  gains 
in excess of capital  losses,  from  investment  capital (as redefined),  to  the  extent  
included  in computing entire net income, less (1) in the discretion of the 
commissioner, any  interest  deductions  allowable  in computing  entire  net income 
that are directly or indirectly attributable to investment capital or investment income, 
and (2) the taxpayer's loss,  deduction and/or  expense  attributable  to  any  
transaction, or series of transactions, entered into to manage the risk of price  changes  
or  currency fluctuations with respect to any item of investment capital that is held by 
the taxpayer, or the aggregate investment capital that is held by the taxpayer, if all (or 
a de minimis amount) of the risk is with  respect to investment capital. Investment 
income cannot exceed entire net income. If the amount subtracted under (1) or (2) 
exceeds investment income, the excess of such amount over investment income must 
be added back to entire net income.  In lieu of subtracting from investment income 
the amount of those interest deductions, the legislation allows a taxpayer to elect to 
reduce its total investment income by 40%.  Investment income does not include any 
amount treated as dividends under IRC §78.  

Under the legislation, an addback is required when a taxpayer attributes interest 
deductions to other exempt income and the amount subtracted exceeds other exempt 
income.  ‘Other exempt income’ is the sum of ‘exempt CFC income’ (as defined in the 
legislation) and ‘exempt unitary corporation dividends (as defined in the legislation).  
Other exempt income does not include any amount treated as dividends under IRC 
§78.  

The legislation also provides addbacks for: the amount of any federal deduction for 
the excise tax on telecommunication services to the extent such taxes are used as the 
basis of the calculation of the tax-free New York area excise tax on telecommunication 
services credit; and the amount of any federal deduction for real property taxes to the 
extent such taxes are used as the basis of the calculation of the real property tax credit 
for manufacturers.  The legislation eliminates the addback for taxes measured by 
income or profits paid to a foreign country.  

It should be noted that elimination of the treaty exception to royalty addbacks is not 
included in the final legislation. 
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Business credits 
The legislation reforms the state’s credit provisions. Specifically, it provides for a new 
Investment Tax Credit (ITC) with respect to qualified depreciable property that is 
located in the state and is: (a) principally used by the taxpayer in the production of 
goods (by manufacturing and other means); (b) an industrial waste treatment or 
pollution control facility; (c) research and development property; (d) used in the 
ordinary course of the taxpayer’s trade or business as a broker-dealer in connection 
with the purchase or sale of stocks, bonds or other securities, or of commodities; (e) 
used in the ordinary course of the taxpayer’s trade or business as providing 
investment advisory services for a regulated investment company, or lending, loan 
arrangement, or loan origination services to customers in connection with the 
purchase or sale of securities; (f) originally used in the ordinary course of the 
taxpayers business a registered national securities exchange; or (g) principally used as 
a qualified film production facility. 

The legislation also provides for an employment incentive credit, empire zone 
investment tax credit, empire zone employment incentive credit, QEZE credit for real 
property taxes, QEZE tax reduction credit, qualified emerging technology company 
employment credit, qualified emerging technology company capital tax credit, credit 
for the special additional mortgage recording tax, credit for servicing certain 
mortgages, an agricultural property tax credit, credits for film production, and film 
post-production, credits for commercial production, credits for environmental 
remediation, and a series of other credits. 

Foreign corporations 
An alien corporation is not deemed to be doing business, employing capital, owning 
or leasing property, or maintaining an office in this state if its in-state activities in this 
state are limited solely to (a) investing or trading in stocks and securities for its own 
account (b) investing or trading in commodities for its own account or (c) any 
combination of these activities. In addition, the legislation provides that an alien 
corporation with no effectively connected income for the taxable year would not be 
subject to the corporate franchise tax for that year.   

The legislation adopts 'effectively connected' income as the starting point for the 
corporate tax base calculation for non-US corporations (subject to adjustments).  For 
foreign corporations, the legislation disallows exclusions, deductions or credits for (1) 
income from dividends or interest in stock, securities, or indebtedness but only if 
such income is treated as effectively connected with the conduct of a US trade or 
business (IRC §864); (2) any income exempt from federal taxable income under any 
treaty, but only if such income is treated as effectively connected in absence of such 
exemption, provided that the treaty does not prohibit the state’s taxation of such 
income; and (3) any income that would be treated as effectively connected if such 
income were not otherwise excluded from gross income under IRC §103. 

Small banks 
The legislation allows a deduction for a thrift institution or community bank that 
maintains a qualified residential loan portfolio. The deduction would be for the 
amount by which 32% of the taxpayer’s entire net income exceeds the amounts it 
deducts under IRC §§166 and 585 (bad debts), less any amounts included in federal 
taxable income as a result of a recovery of a loan.   Additionally, the legislation would 
allow qualified community banks (banks with under $8 billion of assets), a 
subtraction modification equal to 50% of gross interest income from qualifying loans 
divided by gross interest income from all loans. 

Manufacturers  
The legislation creates a tax credit (under both the corporate franchise and personal 
income tax) for qualified New York manufacturers equal to 20% of  real property tax 
paid on property used for manufacturing during the taxable year. A qualified New 
York manufacturer is a manufacturer (as defined) having property in New York that is 
eligible for the investment tax credit and either (1) the fair market value of that 
property has an adjusted basis for federal income tax purposes of at least $1 million at 
the close of the taxable year or (2) all of the manufacturer’s real and personal property 
is located in New York.  
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A taxpayer or combined group that does not satisfy the manufacturer requirement 
may be deemed a qualified New York manufacturer if the taxpayer or combined group 
employs during the tax year at least 2500 people in manufacturing in the state and 
the taxpayer or combined group has property in the state used for manufacturing, the 
adjusted basis of which for federal income taxes is at least $100 million at the close of 
the taxable year.   

These changes would take effect for tax years beginning on or after January 1, 2014. 

Corporate partners  
The legislation requires corporate partners to compute tax under the aggregate 
method as determined by regulation, unless such regulation provides or allows for 
another method of computation. Under the aggregate method (1) a corporate partner 
is deemed to have an undivided interest in the partnership’s assets, liabilities, and 
items of receipts, income, gain, loss and deduction, and (2), the corporate partner is 
treated as participating in the partnership’s transactions and activities.  

The legislation also provides that if a partnership has nexus with New York, a 
corporate partner of the partnership will likewise have nexus. Specifically, if a 
partnership is doing business, employing capital, owing or leasing property in the 
state, or deriving receipts from activity in the state, any corporation that is a partner 
in the partnership is subject to tax. 

Other changes 
The legislation also provides for: 

• an ‘enhanced’ real property tax circuit breaker credit for individuals 

• amendments to the estate tax, applicable to decedents dying on or after April 1, 
2014 

• a real property tax freeze credit 

• an extension, for another two years, of the transitional provisions relating to 
the enactment and implementation of the federal Gramm-Leach-Bliley Act, for 
New York City purposes. 

The takeaway 

The bill was signed on March 31, 2014, and therefore, is a first quarter financial 
statement event for calendar year taxpayers. 

This bill marks a years-long effort to reform the state’s tax system, which several 
commissions described as being overly complex and harmful to the state’s economic 
competitiveness. 

Most of the changes take effect in 2015, which gives businesses time to digest these 
changes. Although, taxpayers presently subject to the bank franchise tax under Article 
32 probably have the greatest adjustment. The changes enacted in New York are 
significant. The new customer based sourcing provisions and the new NOL provisions 
are rather complex. In addition, the composition of many New York combined groups 
may change. Taxpayers should weigh the benefits of the numerous elections provided 
for in the legislation, such as the alternative PNOL conversion subtraction, the 
apportionment election for qualified financial instruments, the 40% safe harbor 
election for interest expenses related to investment income and the election to 
combine with non-unitary affiliates. 

The final bill has several differences from the version that was introduced in January, 
including phasing out the capital tax, extending investment tax credit eligibility to 
manufacturers and broadening the credit to encompass financial investments. 

Importantly, New York City has yet to conform to these changes. Differences between 
city and state tax treatment will undoubtedly create an administrative burden for 
taxpayers that have to determine their overall state and city liability under two very 
different tax regimes. 

 

7  PwC 



Let’s talk 

For a deeper discussion of how this issue might affect your business, please contact: 

Peter Michalowski 
Principal, New York 
+1 (646) 471-5259 
peter.michalowski@us.pwc.com  
 

Jack Kramer 
Principal, New York 
+1 (646) 471-2640 
jack.kramer@us.pwc.com 
 

Brian Rebhun 
Principal, New York 
+1 (646) 471-4024 
brian.rebhun@us.pwc.com 

Virginia Gates 
Partner, New York 
+1 (646) 471-9144 
virginia.gates@us.pwc.com 
 

Tov Haueisen 
Principal, New York 
+1 (646) 471-0848 
tov.haueisen@us.pwc.com 

Caleb Gauen 
Principal, New York 
+1 (646) 471-7684 
caleb.gauen@us.pwc.com  
 

Sean Kanousis 
Principal, New York 
+1 (646) 471-4858 
sean.richman.kanousis@us.pwc.com 
 

Greg Lee 
Managing Director, New York 
 +1 (646) 471-2654 
gregory.a.lee@us.pwc.com 
 

John Verde 
Managing Director, New York 
+1 (646) 471-1804 
john.a.verde@us.pwc.com 
 

Carolyn Makuen 
Managing Director, New York 
+1 (646) 471 7942 
carolyn.makuen@us.pwc.com  
 

 

Maryland high court – Nexus attributed to affiliates without economic 
substance as separate entities, unitary nexus rejected 
In brief 

On March 24, 2014, the Maryland Court of Appeals (the state’s highest court) ruled 
that two subsidiaries of an in-state parent had nexus with Maryland because the 
subsidiaries had no real economic substance as business entities separate from their 
parent. In doing so, the court rejected the lower court’s ruling that established nexus 
between Maryland and the subsidiaries due to their unitary relationship with their in-
state parent. Although rejecting unitary nexus, the entities’ unitary relationship 
justified the state applying to the subsidiaries an alternative apportionment formula 
that incorporated unitary elements.  [Gore Enterprise Holdings, Inc. v. Comptroller 
of the Treasury, Md. Ct. App., No 36 (March 24, 2014)] 

In detail 

Facts 
During the years at issue, W.L. Gore & Associates, Inc. (Gore) operated 
manufacturing factories in several states, including Maryland.  

In 1983, Gore formed Gore Enterprise Holdings, Inc. (GEH), a wholly-owned 
subsidiary, to operate in Delaware and to hold all Gore patents. GEH granted Gore an 
exclusive license to use all US patents presently owned or thereafter acquired. In 
exchange, Gore paid GEH a 'reasonable fee.’ Additionally, Gore and GEH executed a 
Legal Services Consulting Agreement under which Gore attorneys performed certain 
legal services for GEH involving the protection and maintenance of the patents. 

In 1996, Gore formed Future Value, Inc. (FVI), a wholly-owned subsidiary, to manage 
Gore’s excess capital. FVI was funded entirely by contributions from Gore and GEH, 
and by reinvesting its investment income. FVI also made loans to Gore.  

Neither GEH nor FVI had property or employees present in Maryland and neither 
filed Maryland corporate income tax returns during the years at issue. An audit by the 
Comptroller determined that GEH and FVI were subject to Maryland tax from 1983 to 
2003 and from 1996 to 2003, respectively. On appeal, the Maryland Court of Special 
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Appeals found that GEH and FVI had nexus with Maryland based on their unitary 
relationship with Gore. Click here for our summary of the lower court’s decision. Gore 
appealed to the Maryland Court of Appeals (Court)  

The unitary principle is not a basis for determining nexus 
The Court first addressed whether the lower court erred when it found nexus between 
Maryland and GEH and FVI. The Court recognized that the unitary business principle 
authorizes a state to tax the apportioned value that a unitary business derives from its 
operation within a particular state.  

However, the Court rejected the notion that the unitary principle could be used to 
establish nexus between an entity and the state by stating that: 

"the principle does not confer nexus to allow a state to directly tax a subsidiary 
based on the fact that the parent company is taxable and that the parent and 
subsidiary are unitary. . . . the unitary principle cannot be used to clear the 
constitutional hurdles of the Due Process and Commerce Clauses." (emphasis in 
original) 

Nexus may be attributed to affiliates with “no real economic substance as 
separate business entities” 
The Court recognized that prior Maryland case law, notably the 2003 Comptroller of 
the Treasury v. SYL Court of Appeals decision, supported the conclusion that a 
portion of an out-of-state subsidiary’s income may be taxed in Maryland based upon 
its parent corporation’s Maryland business when the entities have “no real economic 
substance as separate business entities.” Another way of viewing this standard, 
according to the Court is the recognition that the parent’s activity is what generates 
the subsidiary’s income. In a tax case, a court can look to the realities of a 
parent/subsidiary relationship to determine the amount of income that is fairly 
traceable to Maryland. 

Although the unitary business principle is an inquiry distinct from an economic 
substance inquiry, the Court determined that “there is no reason – based either in 
case law or logic – for holding that the factors that indicate a unitary business cannot 
also be relevant in determining whether subsidiaries have no real economic substance 
as separate business entities.”  

The Court approved the lower court’s determination that GEH and FVI lacked 
substance apart from Gore based on facts that included the following: 

• There were no outside Directors of GEH or FVI. 

• FVI was simply a depository for assets built up through royalties paid to the patent 
company, GEH.  

• GEH did not create, invent, or make anything and relied Gore employees to invent 
new processes or products. 

• Although GEH had separate corporate status, the patent committee of GEH 
strongly considered Gore’s interest in making its decisions.  

• Gore and GEH had globally integrated goals and a synergy existed between Gore 
and GEH due to the relationship between patents and products. 

• Nearly all third-party licenses came about in order to produce benefits for Gore. 

• Inter-corporate transactions and the legal service agreement supported that GEH 
and FVI relied on Gore for revenues and services. 

Accordingly, the Court determined that GEH and FVI had no real economic substance 
apart from Gore. This lack of substance “satisfied the constitutional requirements for 
taxation in Maryland” and therefore GEH and FVI were subject to Maryland tax. 

Court rejects other taxpayer arguments 
Gore argued that a finding of nexus was not appropriate because GEH and FVI: (1) 
were created for legitimate business reasons, (2) engaged in substantial activities, and 
(3) transacted with Gore at arm’s length. 
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The Court rejected each of Gore’s arguments, emphasizing that the relevant inquiry is 
whether the subsidiaries have economic substance as separate entities. As such, the 
motivation (i.e., legitimate business reasons) for creating the entities is not 
dispositive. Additionally, Gore argued that it engaged in more substantive activities 
than those in SYL, notably the acquisition of patents from third parties and the 
license of patents to third parties. However, the Court viewed the additional 
substance as ‘window dressing’ and found that these factors did not “imbue GEH and 
FVI with substance as separate entities.”  

Finally, arm’s length transactions could not “dispel the inescapable conclusion” that 
GEH and FVI did not have economic substance as separate business entities. 

Alternative apportionment allowed, authorized by the unitary business 
principle 
Maryland provides that the Comptroller may alter apportionment methods when a 
formula does not ‘fairly represent’ the extent of a corporation’s Maryland activity. 

Applying Maryland’s apportionment formula to GEH and FVI activities would have 
resulted in both entities having a zero apportionment factor, which the Court 
determined would not fairly represent their Maryland activity. The Court allowed the 
Comptroller to use Gore’s property, payroll, and sales figures to apportion the income 
of GEH and FVI (for example, GEH’s liability was calculated by multiplying royalties 
paid by Gore times the Gore apportionment formula). 

The Court found that using Gore’s apportionment figures to calculate GEH and FVI’s 
Maryland liability was fair and was “authorized by the unitary business principle.” In 
other words, because GEH and FVI were engaged in a unitary business with Gore (as 
determined by the lower court), the Comptroller was justified in using a unitary 
apportionment factor measured by Gore’s activities to calculate the Maryland tax 
liability of GEH and FVI.   

The Court further held that the alternative apportionment formula satisfied 
constitutional concerns. Using Gore’s apportionment factors was internally consistent 
because, if applied by every jurisdiction, the apportionment would result in no more 
than all of the unitary business’ income being taxed.  Additionally, the apportionment 
was externally consistent because the formula reflected a reasonable sense of how 
GEH and FVI’s income was generated.    

The takeaway 

The opinion advances a nexus test relating to whether an out-of-state entity has 
“economic substance as a separate entity” from an in-state entity.  The Court provides 
that factors indicating a unitary business can be used in determining whether entities 
have no real economic substance as separate business entities. At issue is whether the 
state or courts will continue to apply unitary factors in the context of seeking an 
economic substance determination, which, in turn, leads to nexus considerations. As 
a result, the concept of ‘unitary nexus’ may remain an issue in Maryland.   

Let’s talk 

If you have any questions regarding the Gore decision, please contact: 

Steve Arluna 
Partner, McLean, Virginia 
+1 (703) 918-1521 
steve.arluna@us.pwc.com 

Renee Padousis 
Director, McLean, Virginia 
+1 (703) 610-7455 
renee.p.padousis@us.pwc.com 
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Congress holds hearing on the Business Activity Tax Simplification 
Act 
In brief 
On February 26, 2014, the House Judiciary Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law held a hearing on HR 2992, the Business Activity Tax 
Simplification Act of 2013. The bill would expand Public Law 86-272 protection, 
codify a physical presence standard for imposition of business activity taxes, and 
require a Joyce standard of apportionment. 

In detail 

Public Law 86-272 generally prohibits states from imposing net income taxes on 
businesses whose only activity in the state consists of solicitation of orders for 
tangible personal property. HR 2992 would expand this protection to include all 
business activity taxes. It would apply this protection to solicitation of orders or 
customers for all forms of property and services. The legislation would also codify a 
physical presence requirement for imposition of a business activity tax. Finally, the 
legislation would impose an apportionment methodology, known as the Joyce 
standard. Under this standard, for certain combined or consolidated returns, the 
numerator of the sales factor would include the receipts of only those entities that are 
themselves subject to taxation by the state pursuant to the provisions of the bill. 

On February 26, 2014, the House Judiciary Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law held a hearing on HR 2992. The Subcommittee 
Chairman, Rep. Bachus (R-AL), a co-sponsor of the bill (as is Judiciary Chairman, 
Representative Goodlatte (R-VA)), opened the hearing with a statement that 
recognized Congress’ authority under the Commerce Clause to address matters 
impacting interstate commerce. 

Rep. Bachus noted the current confusion that exists today as companies struggle to 
determine where they may be taxed. Rep. Bachus pointed out that states are 
increasingly aggressive in asserting jurisdiction over small businesses. He emphasized 
the burdensome impact paying taxes in these states has on job creation. 

Rep. Johnson (D-GA), the ranking committee member, expressed hope that this 
hearing will be only the beginning of many discussions on state taxation. He noted 
that he has worked with Rep. Coble (R-NC) on a “common sense solution” to another 
state tax issue of concern to companies across the nation, HR 1129, the Mobile 
Workforce Act of 2013. Rep. Johnson also stated that he looks forward to the 
upcoming hearing on remote sales taxation. With regard to HR 2992, Rep. Johnson 
said that he supported similar legislation in the past, but is “stepping back now.” He 
has hesitations because of the impact the bill will have on state and local revenues. He 
suggested the bill’s sponsors look to whether they should revise the language or find 
alternatives that will minimize the revenue impact on state and local governments. 

Witness Testimony 
The first witness to testify was Mr. Pete Vegas, the Founder and CEO of Sage V Foods, 
a food manufacturer. Mr. Vegas noted that because of a single visit to Washington 
State in a seven-year period, his company was subject to the state’s Business and 
Occupation tax. From a practical perspective, Mr. Vegas commented, there is no way 
a company the size of Sage V Foods ($100 million/year) can understand and comply 
with state taxes in 50 states. 

The second witness was Mr. Tony Simmons, President and CEO of McIlhenny 
Company, the company that makes TABASCO sauce. Every bottle of TABASCO is 
made in Louisiana. TABASCO is sold in over 166 countries and in every state in the 
US. Mr. Simmons noted that state and local tax authorities are increasingly and 
retroactively imposing business activity taxes. He lamented the time, energy, and 
dollars spent on ever-changing and unclear state tax rules. He emphasized the 
uncertainty businesses currently operate under when it comes to state income taxes. 
Mr. Simmons asked for an efficient compliance rule and elimination of all the 
uncertainty.  
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Mr. Joseph Henchman, Vice President, Legal and State Projects at the Tax 
Foundation, was the next witness to testify. He noted that Congress has the power to 
limit the ability of states to tax entities with no physical presence in the state. He 
focused on what he termed the “Benefit Principle,” where companies pay taxes to the 
jurisdictions in which they get the benefit of government services. Clarifying that 
nexus for business activity taxes must be linked to a physical presence in the state 
adheres to this principle. 

Mr. David Quam, Deputy Director of the National Governors Association (NGA), was 
the final witness. He noted this is his fourth time appearing before Congress on this 
issue (similar legislation has been introduced in prior congressional sessions). He 
expressed sympathy for businesses such as Sage V Foods and McIlhenny, but noted 
that HR 2992 doesn’t solve the problems these companies face. He said that this bill 
is an unwarranted federal intrusion into state affairs that will allow companies to 
avoid and evade state business activity taxes, increase the burden on small business, 
and cost the states billions in existing revenue. Mr. Quam also stated that the bill 
would alter established constitutional standards, a position strongly rebutted in the 
following question and answer period by Mr. Henchman. Finally, Mr. Quam 
referenced the states’ ability to work together with the business community on 
projects such as the Streamlined Sales and Use Tax Agreement, but that the 
proponents of HR 2992 have shown little willingness to work with states on solutions 
that balance the goals of certainty with state tax authority and revenue requirements. 

In the question and answer period that followed the witness testimony, Mr. Bachus 
addressed Mr. Quam and noted that while the NGA says HR 2992 will hurt states, the 
aggressive actions of the states are harming businesses. Mr. Bachus is concerned 
about jobs and he believes small businesses aren’t creating jobs because the state tax 
system is so burdensome and expensive. Mr. Quam responded that bills like HR 684, 
the Marketplace Fairness Act (addressing sales taxation on remote sales), are moving 
away from the concept of geographic borders and physical presence, reflecting the 
reality of doing business in the 21st century. HR 2992 is moving in the opposite 
direction. 

Mr. Johnson asked Mr. Quam what alternatives the NGA could offer to address the 
issues discussed at the hearing. Mr. Quam said that the Multistate Tax Commission’s 
model for business activity nexus is a place to start.  

Rep. Delbene (D - Washington State), who arrived late to the hearing, then asked Mr. 
Quam what the consequences are of the Quill case (a 20-year old Supreme Court case 
establishing a physical presence standard for sales tax collection). Mr. Quam noted 
that because of Quill, we have an uneven playing field between brick and mortar and 
internet-based companies. He pointed out that the Marketplace Fairness bill would 
level the playing field. 

The hearing concluded with more discussion of the Marketplace Fairness bill, perhaps 
signaling that Congress is already looking forward to the hearing scheduled for the 
following week on remote sales tax collection. 

Let’s talk 

If you have any questions regarding the Business Activity Simplification Act, please 
contact: 

Bryan Mayster 
Managing Director, Chicago 
+1 (312) 298-4499 
bryan.mayster@us.pwc.com 

 

 
 
 
 
 

12  PwC 

mailto:bryan.mayster@us.pwc.com


US House Judiciary Committee hearing on internet sales tax 
In brief 
On March 12, 2014, a panel of interested members of the tax community presented 
testimony and answered questions before the Judiciary Committee relating to state 
sales taxation of internet transactions. The panelists, some in favor of the 
Marketplace Fairness Act (MFA) and some opposed, proposed alternative solutions 
for collecting tax from remote sellers. See our summary of the MFA here. 

In detail 

House Judiciary Chairman Bob Goodlatte (R-VA) began the hearing on “exploring 
alternative solutions on the internet tax issue” by agreeing that internet retailers enjoy 
structural advantages in the current marketplace. During the three and a half hour 
session, the chairman invited six panelists to offer testimony regarding the internet 
sales tax issue and to suggest potential solutions. Committee members then had the 
opportunity to question the panelists. 

Federal action on remote sales 
Stephen Kranz, partner at McDermott Will & Emery, began testimony stating that the 
rise of the internet has drastically changed the face of commerce. Though legislation 
seeking to overturn the Quill physical presence requirement has been introduced in 
every session of Congress since 2001, he was particularly encouraged by the Senate’s 
recent passage of the Marketplace Fairness Act and the current hearing in the US 
House. Moving forward, Mr. Kranz asserted: 

Congress has two choices regarding how it will react to the problems of collecting sales 
tax on remote sales: Congress can either: 1) exercise its authority under the Commerce 
Clause to provide a framework under which states can enforce collection by remote 
sellers, or 2) Congress can do nothing. There is no question that states will continue to 
try forcing remote sellers to collect their sales taxes regardless of Congress’ action or 
inaction. The question is whether Congress will provide the necessary framework to 
ensure that state collection efforts will be uniform, clear, predictable and fair or, in the 
alternative, Congress will remain silent and allow state collection efforts to be 
confusing, unpredictable, burdensome, and potentially discriminatory. 

According to Mr. Kranz, 17 states have enacted legislation to address the internet 
sales tax issue, including click-through legislation, use tax reporting legislation, and 
unilateral “Quill is dead” legislation. If the federal government does not act, states will 
continue the “onslaught attack on remote commerce.” He stated that a federal 
framework should be built around existing state tax policy decisions and a radical 
departure from existing sales tax regimes is not needed. 

Prohibiting shipment of goods to states where a retailer does not collect 
sales and use tax 
William Moschella, a shareholder with the law firm Brownstein Hyatt Farber Schreck 
LLP, spoke on behalf of Simon Property Group, the largest owner/operator of 
shopping malls in the United States. Simon Property fully supports the MFA as 
passed by the Senate, but proposed another option would be to enact a federal law, 
pursuant to Congress’ Commerce Clause jurisdiction, prohibiting the shipment of 
goods that violate sales tax laws of the state to which the goods are shipped. Citing the 
1913 Webb-Kenyon Act, Mr. Moschella equated this approach to previous federal 
efforts concerning the regulation and taxation of intoxicating liquors. This proposal 
received little response from the House Committee. 

Consumer private reporting system  
James Sutton Jr., with Florida's Moffa, Gainor, & Sutton PA, opposed the MFA and 
alternatively proposed a ‘consumer private reporting system’ (CPR). Mr. Sutton stated 
that the MFA would be devastating to businesses and would threaten to cripple our 
interstate commerce economy through the additional complications for audits, 
collections, investigations, and criminal prosecutions. Instead, CPR legislation would 
be a procedural remedy enabling states to enforce their existing use tax laws. CPR 
would require remote sellers to provide 1099-style sales report information to the 
states and to purchasers so self-reporting of use taxes could be better regulated and 
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enforced. Mr. Sutton believes CPR could ensure the free flow of interstate commerce 
while still protecting the purchaser’s privacy. Privacy concerns, however, were later 
noted as a potential hazard of the CPR system. 

Simplification necessary to grant states remote seller collection authority 
Joe Crosby, a principal at MultiState Associates Inc., testified that Congress must 
define an interstate agreement structured solely for remote sales, but that allows 
states to retain full autonomy over intrastate sales. Mr. Crosby stated the Streamlined 
Sales Tax Agreement (SSTA) was not widely accepted because it only benefits the 
sellers and not the states. While he believes the SSTA is a laudable goal, it has proved 
far too ambitious for many states in the absence of a Congressional guarantee that the 
effort will be rewarded. When asked whether the current MFA software solution was 
feasible, he stated the software integrates with most current systems, could file all 
returns, and provides immunity for audit purposes. Mr. Crosby also commented that 
the desire for a uniform tax base among all the states and a single tax rate per state 
was diminished because current software can handle state discrepancies. 

Origin sourcing 
Andrew Moylan, outreach director and senior fellow at the R Street Institute, 
proposed an origin sourcing model for remote sales in which tax would be sourced to 
the location of the seller rather than the location of the customer. He noted this 
system is already effectively in place for brick and mortar businesses today. In 
response to this proposal, other panelists suggested origin-sourcing would create a 
race to the bottom, where businesses would rush to ‘locate’ in non-sales tax states. 
Mr. Moylan responded by stating that there were ways to prevent such gaming, and 
that businesses weigh many more factors than sales tax in determining their location. 
Another concern, issued by Mr. Kranz, was that an origin-based tax will place the 
burden of tax on the producer, rather than the consumer. Mr. Moylan defended his 
proposal by stating that origin sourcing would preserve the physical presence 
standard and ultimately ease the collection burdens for retailers.  

Voluntary multistate compact imposing 'home rule revenue return' 
Former US Representative Chris Cox, now counsel at NetChoice, and partner at 
Bingham McCutchen LLP, proposed a multistate compact titled ‘Home Rule & 
Revenue Return’ to allow every business to report taxes from where they are 
physically located. Unlike origin sourcing, this proposal would distribute taxes 
received from out-of-state purchasers to their home states. Mr. Cox stated that the 
MFA, as passed by the Senate, fails across the board to achieve Chairman Goodlatte’s 
seven ‘Basic Principles on Remote Sales Taxes.’ He also had concerns with the 
significant business costs of integrating new tax software. One critique, offered by Mr. 
Crosby, was that the proposal is largely based on the Interstate Fuels Tax Agreement, 
which works for fuels but would not be an appropriate solution for sales taxes, where 
the imposition and collection burden is on a much greater scale. 

The takeaway 

The hearing was another step forward on the long road to federal sales tax legislation. 
The panelists provided some interesting alternative proposals to ponder, but there 
was no clear winner. The venue also created an opportunity for the House Committee 
members to entertain various viewpoints, ask questions, and voice their own thoughts 
or concerns. While some ideas appeared to create more concern than others (e.g., 
origin-sourcing and privacy concerns with reporting) most in attendance agreed that 
some kind of action is required. A future hearing was suggested to address concerns 
about the MFA specifically.  

Let’s talk  

For a deeper discussion of how this issue might affect your 
business, please contact: 

 

Brian Goldstein 
National Indirect Tax Leader  
Partner, New York 
+1 (646) 471-0520 
brian.goldstein@us.pwc.com 

Robert Morse 
Manager, New York  
+1 (646) 471-0157 
robert.m.morse@us.pwc.com 

Amy St.Clair 
Manager, Las Vegas 
+1 (702) 691-5445 
amy.c.st.clair@us.pwc.com 
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Other state tax development insights 
The following summarizes PwC Insights published over the last quarter.  The 
parenthetical indicates the Insight’s published date. 

Unitary/Combined returns 
California 

Trial court finds unitary requirements not satisfied and termination fee was business 
income (Mar 14, 2014) 

Michigan 

Affiliated groups may elect to file combined returns (Jan 09, 2014) 

 
Apportionment 
New York City 

Issuer of publicly available financial information entitled to discretionary allocation 
method (Mar 06, 2014) 

Oregon 

Gross receipts from one-time sale of intangible assets excluded from sales factor (Jan 
07, 2014) 

Alternative apportionment  
South Carolina 

Combined reporting as an alternative apportionment method (Mar 11, 2014) 

Tax base 
California 

Regulation includes guidance for reducing DISAs, changes may be applied 
prospectively or retroactively (Jan 31, 2014) 

Texas 

Appellate Court – Certain subcontracting expenses excluded from Franchise Tax 
(Mar 18, 2014) 

Appellate Court - Combined group COGS may include expenses from a member 
engaged in providing services (Jan 06, 2014) 

Procedure 
Alabama 

Tax tribunal established (Mar 17, 2014) 

New Jersey 

VDA tax initiatives for intangible asset nexus and for partnership tax and partner fees 
(Feb 26, 2014) 

Legislative developments 
District of Columbia 

DC Tax Revision Commission recommends significant changes to Business, 
Individual and other taxes (Feb 24, 2014) 
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Credits and incentives 
Florida 

First-come, first-served R&D credit applications accepted starting March 20, 2014 
(Mar 14, 2014) 

Illinois 

EZ credit reporting deadline - June 2, 2014 (Mar 21, 2014) 

New York 

How New York’s proposed budget could change the state tax credit landscape (Feb 26, 
2014) 

Multistate Tax Compact 
Michigan 

2012 tax year refund based on MTC election due March 31, 2014 (Mar 03, 2014) 

State budgets 
New York 

Tax overhaul package amended (Feb 21, 2014) 

Budget proposes corporate tax overhaul (Jan 22, 2014) 

Tax reform heats up, changes likely (Jan 07, 2014) 

Other income tax developments 
New York 

Highest court concludes statutory resident test requires individual to reside at in-
state dwelling (Mar 04, 2014) 

Foreign corporation licensee fee assessed at higher rate, out-of-state law held not to 
apply  (Jan 14, 2014) 

Sales tax 
Colorado 

State court grants preliminary injunction against enforcement of use tax notice and 
reporting law (Feb 24, 2014) 

Illinois 

Local sales tax sourcing emergency regulations adopted in response to Hartney 
decision (Jan 24, 2014) 

Michigan 

Electricity distribution equipment qualifies for industrial processing sales/use tax 
exemption (Jan 13, 2014) 

Minnesota 

Sales tax on certain business-to-business transactions repealed, up-front capital 
equipment exemption delayed (Mar 24, 2014) 

Nebraska 

Nebraska Supreme Court - Any amount of manufacturing use qualifies equipment for 
sales and use tax exemption (Mar 19, 2014) 

 

 

16  PwC 

http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/floridas-credit-applications-accepted-starting-march-20-2014.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/illinois-ez-credit-reporting-deadline-june-2-2014.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/new-york-proposed-budget-change-state-tax-credit.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/michigan-2012-tax-year-refund-based-mtc-election-due-march-3.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/new-york-tax-overhaul-package-amended.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/new-york-budget-proposes-corporate-tax-overhaul.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/new-york-tax-reform-heats-up-changes-likely.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/ny-state-high-court-addresses-residency-text.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/ny-state-high-court-addresses-residency-text.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/new-york-foreign-corporation-licensee-fee-assessed-at-higher-rate.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/new-york-foreign-corporation-licensee-fee-assessed-at-higher-rate.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/colorado-judge-preliminary-injunction-against-use-tax-reporting.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/colorado-judge-preliminary-injunction-against-use-tax-reporting.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/illinois-local-sales-tax-sourcing-regulations-adopted-hartney.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/illinois-local-sales-tax-sourcing-regulations-adopted-hartney.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/michigan-electricity-distribution-use-tax-industrial-processing.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/mysto/michigan-electricity-distribution-use-tax-industrial-processing.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/minnesota-sales-taxes-repealed-capital-equipment-exemption-delay.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/minnesota-sales-taxes-repealed-capital-equipment-exemption-delay.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/nebraska-addresses-sales-use-tax-manufacturing-exemption.jhtml
http://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/nebraska-addresses-sales-use-tax-manufacturing-exemption.jhtml


 
Let’s talk 
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