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Combined reporting is a method of taxing the income of corporations. Under combined
reporting, all members of a unitary group are generally treated as one entity for tax
purposes. This grouping of corporations eliminates distortions and tax planning
opportunities caused by intercompany transactions within those group members.
Currently, Maryland is a “separate entity” state, where every legal entity that is a C-
corporation files its own tax return, generally without regard to the activities or tax
returns of related entities.

Unitary Group

The first step in the implementation of combined reporting is to define the characteristics
of a unitary group. A unitary group is that group of companies whose business activities
are interdependent. Typically, some combination of centralized control, economies of
scale, and a flow of goods, resources or services demonstrating functional integration is
used to determine whether a collection of entities is a unitary group. Combination may or
may not be limited to C-corporations and may include certain passive insurance
companies and certain real estate investment trusts.

The Multistate Tax Commission (MTC), in its model statute for combined reporting,
defines a “unitary business” as a single economic enterprise consisting of either separate
parts of a single business or a “commonly controlled group” of entities that are organized
to provide synergy and mutual benefit through functional integration, centralization of
management, and economies of scale. MTC regulations stipulate that a “commonly
controlled group” is that group of corporations where the parent corporation, directly or
indirectly, owns more than 50 percent of the voting power of the other corporations. The
MTC statute also requires for the inclusion of pass-through entities to the extent of the
corporation’s distributive share of the pass through entity’s income.

Many states also include a provision explicitly allowing the tax administrator to adjust
the membership of a unitary group to more appropriately reflect unity.

While this definition need not be incorporated into any future legislation, “corporate
group” is currently defined in Maryland law for purposes of corporate information
reporting. Insurers, regulated investment companies, and corporations that are not
subject to federal income tax are explicitly excluded from a corporate group. One
definition is based on federal definitions of “affiliated groups” (which, among other
distinctions, requires 80% ownership) and “controlled groups,” while the other is
essentially similar to the MTC regulations.

Determining the group members may involve imposing geographic limitations, which
affects the handling of foreign income and apportionment factors. This decision is
commonly referred to as “worldwide vs. water’s edge.” Worldwide reporting is exactly
what it sounds to be: inclusion of the group’s entire income and apportionment factors,
regardless of the source, whereas water’s edge reporting includes, with few exceptions,
only entities domiciled within the United States. Many combined reporting states have



elected to make modifications to their water’s edge method so that the combined group
includes certain foreign entities and their income and apportionment factors.

Unitary Worldwide

Arguably, if a group is unitary, jurisdictional borders should be irrelevant. The group’s
income can be summed and apportioned without regard to domicile or source of income.
In practice, this concept becomes less straightforward.

Although the worldwide concept has been upheld in court, worldwide without a water’s
edge election option has remained unpopular. A 1984 report to President Reagan from
the Secretary of the Treasury states that the worldwide concept is very unpopular with
multinational businesses and foreign governments for several reasons, including:

e “that this method of taxation leads to state taxation of foreign source income and
is at variance with the internationally accepted separate accounting method for
avoiding double taxation;”

e “lump[ing] together income earned in numerous profit centers throughout the
world and then divid[ing] the result on a formula basis distorts the attribution of
income to any particular source or state since in some centers losses are incurred,
while in others profits result;”

e “that distortion occurs because no deduction is allowed for foreign taxes or other
payments to foreign governments;” and

e “that use of the method imposes substantial administrative burdens because of the
need to translate accounts of their entire foreign operations into U.S. currency and
to conform them to U.S. and state accounting rules; they note that there is no
other requirement for such reporting by foreign nationals.”

Most foreign income is not taxed at the national level by the United States, and other
governments generally do not tax their respective foreign income.

Unitary Water’s Edge

A pure water’s edge concept would include only domestic corporations and domestic
international sales corporations (DISCs) for unitary group consideration; however, many
states have added provisions that serve to include certain foreign corporations within the
group. Those states have enacted provisions that incorporate some or all of the respective
income and apportionment factors of some or all foreign entities including those which:

e have average apportionment factors (property, payroll, and sales) within the
United States of 20% or greater (80/20 companies);

e earn at least 20% of their income from activities that are deductible by another
group member;

e do business in a tax haven as defined by the Organisation for Economic Co-
operation and Development;



e qualify as controlled foreign corporations (CFCs), as defined by the Internal
Revenue Code, to the extent of their Subpart F income and apportionment
factors attributable to that income;

e qualify as export trade corporations, as defined by the Internal Revenue Code.

Election

Often, combined reporting states require either worldwide or water’s edge reporting as
the default combination concept, though they allow the alternative as an election on
timely filed returns. In order to avoid the possibility of a group shifting between water’s
edge and worldwide so as to minimize its tax burden, the election is typically binding for
a fixed number of years.

Affiliated Group

As an alternative to the unitary group, some states have offered groups the option to file
as an affiliated group, with the members as shown on a federal consolidated return. Such
a group does not require a worldwide or water’s edge designation. Some states have
allowed modifications to the federal affiliated group to include foreign corporations,
DISCs, and S corporations. In addition to the excluded corporate types, the absence of an
economic interdependence requirement serves to differentiate an affiliated group from the
definition of a unitary group.

Some states allow for this election because of the possible difficulties in determining
which related entities are actually unitary with other related entities. Also, ease in
administration generally makes this option favorable to corporations. This type of
election is also typically binding for a fixed number of years.

Income and Apportionment

Aggregating the group’s income is rather straightforward. The group’s income is the
total income of the group members. Combining the income of all the group’s members
eliminates any distortions caused by intercompany transactions.

Generally, there are two methods available to apportion the combined income of a unitary
group, and an add-on hybrid option that is available to both methods. These
apportionment methods, Joyce and Finnigan, derive their names from the court casesin
which they were sustained and are differentiated by their determination of the
apportionment factor attributes (receipts, property, and payroll) of non-nexus entities in
the numerator of the apportionment calculation. The hybrid option, which includes either
a “throwback” or “throw out” adjustment, details the treatment of certain receipts that are
not taxed in the destination state.

Under either apportionment method, the apportionment factor attributes included in the
denominator are the same. The denominator includes all of the unitary group’s factors,
regardless of nexus.



Put simply, Joyce apportionment includes all of the apportionable factor attributes in the
numerator which were derived from entities that have nexus with Maryland. Finnigan
apportionment includes the same numerator factor attributes as Joyce, plus all Maryland
derived/based factor attributes from entities which do not have nexus with Maryland.
The following examples illustrate the difference: (for simplicity, these examples use a
single sales apportionment)

Joyce Example

Entity M.D. U.S.

Name Receipts Receipts Nexus
Entity A 50 100 Y
Entity B 100 200 Y
Entity C 100 200 N
Factor
Total 150 500

In the above Joyce example, the apportionment factor is 30%. Entity C’s Maryland
receipts are not included in the total.

Finnigan Example

Entity M.D. U.Ss.

Name Receipts Receipts Nexus
Entity A 50 100 Y
Entity B 100 200 Y
Entity C 100 200 N
Factor
Total 250 500

In the above Finnigan example, adding entity C’s Maryland receipts to the numerator
would increase the apportionment factor to 50%.

Finnigan with “Throwback’ Example

Entity M.D. Nevada U.S.

Name Receipts Receipts Receipts Nexus
Entity A 50 25 100 Y
Entity B 100 200 Y
Entity C 100 200 N
Factor
Total 275 500

Including a “throwback” provision apportions Maryland-sourced receipts made into
jurisdictions where the entity is not taxed on those receipts to Maryland. In practice, this




type of income has been termed “nowhere income.” In the above Finnigan with
“throwback™ example, Entity A has also made $25 worth of sales into Nevada (Nevada
has no state corporate income tax) from a Maryland warehouse; the $25 in Nevada
receipts would then be included in the numerator. In this example the apportionment
factor is 55%. The same technique would also apply to Joyce.

Finnigan with “Throw Out” Example

Entity M.D. Nevada U.s.

Name Receipts Receipts Receipts Nexus
Entity A 50 25 100 Y
Entity B 100 200 Y
Entity C 100 200 N
Factor
Total 250 25 475

Alternatively, “throw out” would eliminate the $25 from the group’s denominator and not
include it in the numerator. The above example has the same entity information and
method as the “throwback” example, except that the group’s U.S. receipts are reduced by
$25 and there is no effect on the numerator. The apportionment factor becomes 53%.

Some income, that which is earned outside of the ordinary course of business, need not
be apportioned. Examples of this “nonoperational income” include profits realized on the
sale of property not related to operations or interest received on assets that are set aside
for nonoperational use. These types of income may be allocated 100% to the state in
which those assets were under management. This allocable income could be added to
Maryland’s share of the apportioned income in determining Maryland taxable income.
Currently, Maryland makes no determination of allocable income, apportioning some of
that income away to other states.

Special Apportionment

The use of special apportionment formulas, such as those in place for motion picture and
television producers and distributors, certain transportation companies, and
manufacturers, may necessitate the recognition of separate entities within the group in
calculation of the group’s taxable income. The mechanics involved in apportioning one
entity’s income differently from another’s within the same group could not be
accomplished without the use of either separate returns or a schedule. The alternative is
to classify the group within one economic designation, which could be accomplished
based on the NAICS code of the entity with the largest national payroll, sales, property,
income, or any other designation that best reflects the activities of the group or the
activities occurring only in Maryland.

Attributes of Group Members




Some combined reporting states maintain certain attributes, typically net operating losses
(NOLs) and tax credits, for each of the members of the group. In other words, in some
states NOLs may only be used by the member that realized the losses, and credits may be
claimed only by the members that earned them. In these states, if a non-nexus member
with carryforward losses is the only member of the group with losses in the current year,
the group does not benefit from the losses. Similarly, if a member has earned a tax credit
but has no tax liability to offset even if the group has a tax liability, the group does not
benefit from the credit. All else equal, maintaining these attributes of the separate
members generally represents a timing issue, not a change to aggregate tax liability over
time. Such requirements, however, do complicate tax compliance for the taxpayer, and
arguably, treating the members as separate taxpayers for these purposes runs against the
concept of a unitary group.

Transition Issues

With respect to Maryland, an NOL occurs when a corporation’s expenses are greater than
their income at the federal level and the resulting federal taxable income is negative. By
piggybacking off of the federal NOL, companies are not required to separately track their
losses for Maryland purposes. This practice stands in contrast to some other states which
require companies to maintain NOLs specific to that state’s return. That loss can then be
carried back up to two years to reduce preceding years’ liabilities, or it (or any remaining
loss) can be carried forward up to twenty years to reduce future years’ liabilities. When a
member of a consolidated group files its Maryland return, it must calculate its NOL based
on its separate federal taxable income as if the corporation where not a member in a
consolidated group.

A move from separate entity reporting to a combined reporting regime should involve a
decision as to whether attributes of group members without Maryland nexus should be
allowed to affect the determination of tax during combined reporting years. For example,
without special consideration, losses of group members without Maryland nexus incurred
prior to the imposition of combined reporting would presumably be allowed to be carried
forward after combined reporting is in place. In other words, activity of the member
before it was brought under Maryland tax law through combined reporting would have an
impact on the group’s taxes when combined reporting is in place. Maryland currently
follows a similar principle in that taxpayers new to the State are not allowed to carry
forward losses incurred prior to the advent of activity in Maryland. A related question is
whether losses of the group, or perhaps just those of members without nexus, should be
allowed to be carried back to tax years in which separate entity reporting was the law.

The same issue holds, under the current language of the modifications, for the provisions
decoupling Maryland tax law from certain recent federal changes. The decoupling
provisions were intended to change the timing of certain adjustments to taxable income
over time, but not the overall amount. Without explicit language, subtraction
modifications from federal taxable income would be allowed without the corresponding
addition modifications, for activity undertaken prior to the member being subject to
Maryland tax law, ever having been made.



Effect of Combined Reporting on Financial Statements

Financial Accounting Standard 109 establishes accounting and reporting standards for the
effects of income taxes. A publicly traded corporation that is required to report financial
statements must create a liability or an asset for estimated taxes payable or refundable for
the current year. Deferred assets and liabilities, such as those created by NOL
carryforwards and temporary accounting differences, may also be affected. Given that
combined reporting will be a benefit to some corporations and a detriment to others,
affected publicly traded companies would immediately recognize their estimated increase
or decrease in assets or liabilities which would then result in an increase or decrease to
profitability.

Massachusetts put a mechanism in place to mitigate the downside for those affected
corporations. They chose to allow a subtraction to the group’s income, to be taken over a
seven year period, equal to the group’s net change in deferred tax liability.

Implementation

States have taken different paths with regard to the amount of time allotted between
passing combined reporting legislation and the first effective tax year. For instance,
Massachusetts allowed only six months between approval of the legislation and the
beginning of the first tax year, while Vermont allowed nineteen months. While
Massachusetts was able to implement much of their system in time, many of the details
were still being worked out well into the first tax year. In both cases, though, not all
issues were resolved before returns were due. It is important to note that while the first
combined reporting tax returns are due several months after the end of the tax year,
existing safe harbor provisions related to the current tax year may be inadequate for
estimated payments made during the first year.

Vermont and several other states lowered their tax rates at the time combined reporting
was implemented. Vermont made other substantial changes to their corporate income tax
structure at the same time.

Transitioning to a combined reporting regime would require additional resources for the
Comptroller’s office. Other states have found the use of consultants very helpful in the
development of regulations, training, and other implementation issues. Preferably, those
individuals responsible for responding to taxpayer questions would be trained several
months prior to the first effective tax year. The training of taxpayer services personnel
and corporate auditors would come with both direct and indirect costs. Directly, the
MTC and others offer training courses at some expense, and travel to other states who
have recently implemented combined reporting would be very beneficial. Indirectly,
time spent training auditors would result in a reduction of audits. While the value of
future audits is very difficult to estimate, the loss in revenue could be substantial.
Additionally, there would likely be a learning curve as auditors begin real combined
reporting audits, further slowing the flow of revenue from audits.



Additionally, the Comptroller’s tax system may require significant modifications,
possibly with a cost. With the transition to combined reporting, Massachusetts required
electronic filing of corporate income tax returns. Doing so may result in higher transition

costs, but would likely result in lower ongoing costs and more complete, higher quality
data.



