
Board Sheds Light on Dark Horse Issues of 2017

The Future Shape of the
U.S. Retail Sales Tax
by Walter Hellerstein

My dark horse for the 2017 state tax steeplechase — and
perhaps it would more accurately be characterized as a
stalking-horse for my more extended discussion of the
OECD’s International VAT/GST Guidelines elsewhere in
this issue1 — is the implications of the OECD’s Guidelines
for treatment of international sales under VATs, when the
seller is not located in the jurisdiction of taxation, for the
debate in the United States over state taxation of such
‘‘remote’’ sales under the retail sales tax (RST). To be sure,
significant differences between VATs and RSTs in design
and implementation arguably limit the relevance of interna-
tional VAT guidance for U.S. subnational RSTs. Neverthe-
less, bearing in mind these ‘‘lost in translation’’ problems, I
believe that the OECD’s Guidelines, which were released in
their consolidated form in November 2015 and endorsed by
the OECD Council in September 2016, contain important
lessons for the controversy over the future shape of the U.S.
RST, particularly with regard to remote sales, and I therefore
put my money on that dark horse for 2017.

Here is the thinking behind my bet. First, the OECD
Guidelines devote considerable attention to the question of
how to enforce a consumption tax on cross-border remote
sales when there is no ‘‘enforcement jurisdiction’’2 over the
seller. That is the central question the U.S. RST now con-

fronts. Second, the Guidelines provide guidance on how to
address that question. Regarding business-to-consumer re-
mote sales, the principal guidance from the OECD’s VAT/
GST Guidelines is that jurisdictions should consider estab-
lishing simplified registration and compliance regimes for
nonresident suppliers. The Guidelines elaborate on this
guidance in some detail, and it would appear generally to
apply as well to the taxation of remote business-to-consumer
sales under the U.S. RST. Indeed, in light of current U.S.
constitutional restraints on states’ ability to require remote
vendors to collect taxes on remote sales, the adoption by
states of simplified registration and compliance regimes to
encourage and facilitate collection of taxes on remote sales
would seem to be advisable for essentially the same reasons
that it is advisable in the international context. In fact,
effective October 2015, Alabama adopted just such a re-
gime, the Simplified Seller Use Tax Remittance Act.3

In the business-to-business (B2B) context, the principal
guidance emanating from the OECD’s VAT/GST Guide-
lines regarding enforcement of the tax on remote sales relates
to use of the so-called reverse charge (or self-assessment)
mechanism, under which the business customer accounts
for any tax due in its jurisdiction. For most of the reasons
advanced in the Guidelines, the guidance would appear
generally to apply as well to the taxation of remote B2B sales
under the U.S. RST. First, the tax authority in the business
purchaser’s jurisdiction can verify and ensure compliance
since that authority has personal jurisdiction over the cus-
tomer. Second, the compliance burden is largely shifted
from the vendor to the customer and is minimized since the
customer has full access to the details of the sale. Third, the
administrative costs for the tax authority are also lower
because the vendor is not required to comply with tax
obligations in the customer’s jurisdiction. Fourth, the re-
verse charge mechanism reduces the revenue risks associated
with the collection of tax by nonresident vendors.

In fact, the reverse charge is no stranger to the U.S. RST.
The reverse charge mechanism is analogous to the use of a
‘‘direct pay’’ permit, under which some business taxpayers
— especially larger purchasers — may register with states
and agree to self-assess a use tax on all taxable goods and

1Hellerstein, ‘‘The OECD’s International VAT/GST Guidelines,’’
State Tax Notes, Jan. 2, 2017, p. 119.

2See Hellerstein, ‘‘Jurisdiction to Tax Income and Consumption in
the New Economy: A Theoretical and Comparative Perspective,’’ 38

Ga. L. Rev. 1, 28 (2003) (elaborating on concepts of ‘‘substantive
jurisdiction’’ and ‘‘enforcement jurisdiction’’).

3Ala. Act. 2015-448 (June 15, 2015), codified at Ala. Code sections
40-23-191 through 40-23-199 (Westlaw 2016).

State Tax Notes is excited to launch Board Briefs, a quar-
terly roundtable series that will mirror the format used by
The NewYorkTimes, in which a question will be posed to our
board members and their responses will be published in the
magazine. In our first edition, board members were asked to
identify what they believe to be the dark horse issues of
2017.

This publication is intended for general information
purposes only and does not and is not intended to constitute
legal advice. The reader should consult with legal counsel to
determine how laws or decisions discussed herein apply to
the reader’s specific circumstances.
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services they purchase. Nevertheless, states have not gener-
ally adopted the direct pay mechanism as a mandatory
requirement for all remote B2B sales, thereby addressing (if
not substantially resolving) the enforcement issues with
regard to such sales, rather than relegating it to a voluntary
system that tends to be confined to larger purchasers. Per-
haps the OECD Guidelines will induce the states to con-
sider expanding the scope of direct pay authority and,
possibly with appropriate thresholds for small purchasers,
making direct payment mandatory rather than voluntary. If
they did, the OECD Guidelines would truly emerge as the
dark horse of 2017 — ‘‘a candidate . . . about whom little is
known but who unexpectedly wins or succeeds.’’4

Nexus Over Nonresident
Partners or Members
by Clark R. Calhoun

It is remarkable to me that the due process clause limita-
tions on the imposition of income tax on general partners,
limited partners, and managing or non-managing limited
liability company members are so poorly defined, given that
more than 50 percent of all earnings in this country flow
through one or more passthrough entities. We have seen a
handful of significant decisions in that area at the state court
level (for example, New Jersey’s BIS;5 Ohio’s Corrigan v.
Testa;6 and Kentucky’s Asworth Corp.7), but those state
decisions have been inconsistent in the conclusions they
have reached and in whether they even consider the type of
entity under examination to be material to the analysis. For
example, the courts in BIS and Asworth reached the opposite
conclusions on materially identical facts; furthermore, the
BIS court’s analysis focused almost entirely on whether the
nonresident foreign corporation was unitary with the in-
state partnership, while the Kentucky court that decided
Asworth did not analyze the unitary issue at all. The South-
western Bell court in Missouri went a step further, acting as if
the due process clause is completely irrelevant to a state’s
ability to impose tax against a nonresident partner in a
partnership doing business in Missouri; indeed, the lan-
guage of that opinion suggests that the court would have
reached the same conclusion regardless of the entity type of
the nonresident or its specific facts.8

The California Franchise Tax Board has also sought to
impart some clarity in that area, but its own guidance is at
odds with the decisions of at least one of the state’s courts. In
Legal Ruling 2014-01, the FTB issued guidance stating its
view that if an LLC treated as a partnership meets the state’s
factor-presence nexus standards, then its members will be
treated as having California nexus, regardless of whether
each member itself satisfies the factor-presence standard and
regardless of whether the member has a managing or non-
managing interest.9 That view is suspect, though, in light of
Swart Enterprises, in which an Iowa-based corporation hold-
ing a 0.2 percent non-managing interest in an LLC doing
business in California challenged the FTB’s attempt to

4See https://www.google.com/search?q=dark+horse+definition+&ie=
utf-8&oe=utf-8 (defining dark horse).

5BIS LP Inc. v. Director, Division of Taxation, 26 N.J. Tax 489 (App.
Div. 2011).

6Corrigan v. Testa, No. 2014-1836 (Ohio 2016).
7Revenue Cabinet v. Asworth Corp., No. 2007-CA-002549-MR

(Ky. Ct. App. 2010).
8Southwestern Bell Telephone Co. v. Director of Revenue, 454 S.W.3d

871 (Mo. 2015) (‘‘It does not matter whether Holdings engaged in
business in this state by employing a wholly owned limited partnership
(i.e., LP) or whether it engaged in business here by employing LP’s
assets directly’’).

9California FTB Legal Ruling No. 2014-01 (July 22, 2014).
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impose the franchise tax on the nonresident.10 Oral argu-
ments were held in that case in November 2016, so we may
get some additional judicial insight into this topic during
2017.

With states’ increasingly aggressive efforts to chip away at
commerce clause protections (and with the commerce
clause holding limited sway in the income tax context
anyway), it is more and more important for taxpayers to put
forth — and for courts to uphold — arguments that the due
process clause imposes some limitations on states’ jurisdic-
tion to impose tax on a specific taxpayer or transaction.
Perhaps it is wishful thinking, but this is my dark horse for
2017.

Nortel, Lucent, and California and
Treatment of Embedded Software
by Eric Coffill

As a result of losses in two recent California Court of
Appeal cases, the California State Board of Equalization is
proposing amendments to its Regulation 1507, ‘‘Technol-
ogy Transfer Agreements’’ (TTAs). The California State
Legislature enacted the TTA statutory provisions in 1993,11

and the (same) appellate court in both Nortel Networks12

and Lucent Technologies13 applied the TTA provisions
broadly to exempt from sales tax licensed (canned as well as
custom) software sold in connection with telephone switch-
ing equipment. The BOE’s proposed amendments are in-
tended to conform the existing regulation to Nortel and
Lucent by, among other items, providing definitions of
numerous terms such as ‘‘software TTA,’’ confirming that a
TTA can apply to canned software (an issue the BOE
specifically lost on in Nortel), and explaining how tax is to be
determined for the transfer of storage media used to trans-
mit non-custom software.

However, Nortel and Lucent present the BOE with two
far larger issues than merely amending its regulation to
conform to those two decisions. First, the BOE must now
begin to process an estimated 900 claims for refund on file
on the Nortel/Lucent TTA issues, which the BOE had been
deferring while the litigation was pending. Approximately
two-thirds of those pending refund claims do not even
specify a refund amount, so this processing is not likely to be
speedy. Also, additional refund claims are expected to be
filed on the issues now that the Nortel and Lucent cases have
finally concluded after many years of litigation. Complicat-
ing this process will be the fact that under the California
Supreme Court’s 2014 decision in Loeffler,14 only the re-
tailer, and not the consumer or customer, can file a refund
claim with the BOE seeking a sales tax15 refund. Also
complicating the process is that the BOE, at this point in
time, is planning to process only refund claims that fall
within its quite narrow reading of the holdings in Nortel and
Lucent. Accordingly, many refund claims will continue to be
held by the BOE without action in the immediate future
and until the full ramifications of Nortel and Lucent are
known.

The second, and the larger, substantive issue facing the
BOE is the treatment of software ‘‘embedded’’ in a device at
the time of manufacture or that is pre-loaded on a device
before its delivery to a customer. The BOE’s initial position

10Swart Enterprises Inc. v. California Franchise Tax Board, No.
13CDCG02171 (Cal. Super. Ct. 2014), on appeal, F070922 (Cal. Ct.
App. 5th Dist.). The superior court decided the case based on an
interpretation of state law, so it did not reach the constitutional issue.

11See Cal. Rev. and Tax. Code sections 6011 and 6012.
12Nortel Networks Inc. v. Board of Equalization, 191 Cal. App. 4th

1259 (2011).
13Lucent Technologies v. Board of Equalization, 241 Cal. App. 4th 19

(2015).
14Loeffler v. Target Corp., 58 Cal. 4th 1081 (2014).
15In comparison, use tax is imposed on the retailer or the purchaser.
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has been that neither Nortel nor Lucent addressed the appli-
cation of tax to embedded non-custom software, so it is
therefore under no legal obligation under either of those
decisions to take a specific (that is, nontaxable) position on
the embedded software issue. Nevertheless, the BOE is
deciding what position it believes it should take on embed-
ded software. The BOE does not exempt that software from
taxation.

The BOE had planned to distribute its second discussion
paper on the post-Nortel/Lucent issues on December 2,
2016, to be followed by a second interested parties meeting
on the issue on January 10, 2017. However, on December 2,
the SBE instead announced that distribution of the second
discussion paper had been postponed and that a revised
timeline will be provided for that paper and for the inter-
ested parties meeting process.

California Cannabis Coalition and the Right to Vote
On California Local Taxes

An important case is pending before the California Su-
preme Court on whether a local tax proposed as an initia-
tive, rather than a resolution of the governing body, is
subject to the requirement found in the California Consti-
tution that all general taxes are to be presented for a vote at
a general election. The case is California Cannabis Coalition
v. City of Upland.16

The California Cannabis Coalition had circulated an
initiative petition that would replace existing provisions in
the city of Upland’s municipal code that prohibit medical
marijuana dispensaries and would adopt regulations for
permitting and establishing marijuana dispensaries in the
city on payment of a $75,000 licensing and inspection fee.
The coalition collected sufficient signatures for the initiative
to qualify for a special election. The city adopted a resolu-
tion finding that the initiative’s $75,000 fee is a tax because
it exceeds the licensing and inspection costs, and the initia-
tive does not specifically provide any legally binding man-
date for use of the excess revenue generated from the
$75,000 fee. The excess revenue (estimated at $84,480 per
year) would thus, by default, be deposited into the city’s
general fund, used for general governmental purposes.17

Under article 13C, section 2(b), of the California Con-
stitution, ‘‘no local government may impose, extend, or
increase any general tax’’ until the matter is ‘‘submitted to
the electorate and approved by a majority vote.’’ However,
the California Court of Appeal held that article 13C is
limited to taxes imposed by local government and does not
apply to a tax imposed by initiative because it ‘‘is silent as to

imposing a tax by initiative.’’18 To quote the court of appeal,
‘‘taxation imposed by initiative is not taxation imposed by
local government.’’19 Accordingly, the issue in play is far
larger than this specific attempt to use the initiative process
to permit and impose a charge on medical marijuana dis-
pensaries in the city of Upland. It involves a key issue on
how article 13C is to be applied in the context of tax
increases by initiative.

The (successful) petition for review to the California
Supreme Court argued that ‘‘the gigantic loophole created
by the Court of Appeal . . . makes it easy now for any public
agency to impose a new tax, or increase an existing tax, with
no fear that the voters will turn it down because the voters
will never get to vote on the tax.’’20 For example, assume a
city wishes to fund an unpopular raise on employees’ salaries
and wishes to double the city’s existing utility tax to fund it.
Once a mere 10 percent of the city’s registered voters sign an
initiative to so increase the utility tax and the registrar of
voters then verifies the requisite number of signatures, the
city council can either (1) adopt the initiative as a city
ordinance, without alteration; or (2) submit the ordinance,
without alteration, to the voters.21 By choosing option 1,
the city council can adopt the tax itself in lieu of holding an
election. Under the court of appeal decision in California
Cannabis Coalition, which is now under review by the
California Supreme Court, the requirement found in article
13C, section 2(b), of submitting that tax increase to the
voters does not apply simply because the tax is being pro-
posed by initiative.

The city of Upland is being represented pro bono by the
Howard Jarvis Taxpayers Association, which has warned
that the court of appeal decision would ‘‘kill the right to vote
on taxes’’ if not reversed.22 The case is fully briefed but has
not yet been scheduled for oral argument.

Ardmore and the Application of California
Documentary Transfer Tax to Changes of

Ownership or Control
An important case is pending before the California Su-

preme Court on the imposition of the California documen-
tary transfer tax (DTT). The case is Ardmore.23 Before the
state supreme court granted review, the court of appeal held
in Ardmore that a city or county can impose California’s

16California Cannabis Coalition v. City of Upland, No. S234148
(June 29, 2016).

17California Cannabis Coalition v. City of Upland, 245 Cal. App.
4th 970, 976 (Mar. 18, 2016).

18Id. at 983. Because of the appellate court’s ruling that article 13C,
section 2(b), did not apply, the court did not reach the issue of whether
the fee is a ‘‘tax’’ under article 13C.

19Infra note 32 at 987.
20California Cannabis Coalition v. City of Upland, Petition for

Review, at 5-6.
21California Elections Code section 9215,
22June 30, 2016, press release, Howard Jarvis Taxpayers Associa-

tion, ‘‘California Supreme Court Grants Review of ‘Right to Vote on
Taxes’ Case.’’

23926 North Ardmore Avenue LLC v. County of Los Angeles, No.
S222329 (Jan. 14, 2015).
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DTT based merely on a ‘‘change in ownership,’’ for property
tax valuation purposes, of a legal entity that directly or
indirectly holds title to real property. That is an issue of
importance likely affecting many business transactions in-
volving California real property.

The Documentary Transfer Tax Act was enacted by the
Legislature in 1967, and enables cities and counties to adopt
by ordinance a tax ‘‘on each deed, instrument, or writing by
which any lands, tenements, or other realty sold within the
county shall be granted, assigned, transferred, otherwise
conveyed to, or vested in, the purchaser or purchasers, or
any person or persons, by his or their direction, when the
consideration or value of the interest or property conveyed
(exclusive of the value of any lien or encumbrance remaining
thereon at the time of sale) exceeds one hundred dollars
($100).’’24 Briefly, Ardmore was a disregarded single-
member LLC, with a family trust as the sole member. The
family trust conveyed an apartment building (at 926 N.
Ardmore Ave.) to Ardmore and then transferred its interest
in Ardmore to a trust-owned partnership named BA Realty
LLP. Approximately 90 percent of total interests in BA
Realty LLP were then sold to two other trusts.

Based on the sale of more than a 50 percent partnership
interest, Los Angeles County sent Ardmore a notice of
supplemental property tax indicating there had been a
change of ownership of Ardmore’s real property, thereby
triggering a property tax reassessment. Ardmore paid the
supplemental reassessment without objection.25 Then Los
Angeles County sent Ardmore a notice demanding that
Ardmore pay the DTT based on the value of the apartment
building, claiming that the change of ownership of the legal
entity that controlled Ardmore gave rise to the DTT. The
county argued that ‘‘realty sold’’ under the DTT statutes has
the same meaning as change in ownership for property tax
purposes for reassessment.26

The trial court ruled, and the court of appeal affirmed
and held, that the Los Angeles County assessor could apply
the DTT to the transaction because the DTT applies to
transfers of interests in legal entities that hold title to real
property if the transfer results in a ‘‘change of ownership’’ as
that term is used for property tax reassessment purposes

under California’s Proposition 13. The California Supreme
Court then accepted the case for hearing.

Ardmore addresses the intersection of the DTT law, in-
volving transfers of real property, and the California prop-
erty tax law, which allows for reassessment involving
changes in ownership. Is ‘‘realty transferred’’ within the
meaning of the DTT statute simply because of the transfer
of an interest in a legal entity (here, a partnership) that owns
real estate in California and, with no deed being recorded,
the transfer of ownership of that real property? Did the
Legislature intend, in enacting the DTT statute, to impose
the DTT automatically whenever there is a change of own-
ership under California’s Proposition 13, which imposes
limits on the ad valorem taxation of real property in Cali-
fornia? Ardmore’s (successful) petition for review to the
California Supreme Court argued that the court of appeal’s
decision ‘‘departs markedly from prior precedent, practice,
and understanding, and from what the plain meaning of the
statute would permit,’’ and threatens serious practical and
constitutional consequences in thousands of transactions in
California.27 The case is fully briefed but has not yet been
scheduled for oral argument.

24Cal. Rev. and Tax. Code sections 11901 et seq. Also, California
charter cities have the ability to impose their own real property
conveyance taxes without authorizing state legislation. For example,
the cities of Oakland and Berkeley impose a city real property transfer
tax at a rate of $15 per $1,000 of full value. See https://www.acgov.org/
auditor/clerk/transfertax.htm.

25926 North Ardmore Avenue LLC v. County of Los Angeles, 229 Cal.
App. 4th 1335, 1342 (2014). The taxpayer agreed the transaction
constituted a change of ownership for property tax purposes, so the
only issue before the court involved the application of the DTT to the
transaction.

26See Cal. Rev. and Tax. Code section 64(c)(1); and infra note 40 at
1343-1344. 27Infra note 40.
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Efforts by Third Parties
To Enforce State Tax Laws
by Peter L. Faber

My nomination for a dark horse issue is not an issue but
rather a phenomenon: the efforts by third parties other than
state revenue departments to enforce the state tax laws. That
is indeed a ‘‘dark’’ horse — it is a deplorable development
that has caused problems for state revenue departments, as
well as for taxpayers. Those of us who deal with state revenue
departments every day know that they do an excellent job of
enforcing the tax laws. The tax laws are complicated, and
taxpayers and revenue departments often disagree about
their meaning (if they did not, I would have to find another
job), but I have a world of respect for my colleagues in
government and I know that feeling is shared by the private
sector SALT practitioner community. They do not need the
help of private sector vigilantes or, for that matter, state
attorneys general to do their jobs.

The last few years have seen a dramatic increase in the
number of qui tam lawsuits that have been brought against
companies, particularly in the sales tax area. I expect to see
that increase during 2017, despite movements in some
states (notablyTennessee) to shut them down. Retailers have
been particularly vulnerable to those lawsuits. If a store
collects sales tax on an item, it may be sued by a private
party, allegedly for its customers, for overcollecting tax. If it
fails to collect tax on an item, it may be sued by a private
party, allegedly for the state, claiming that it should have
collected tax. You are damned if you do and damned if you
don’t! Although most of the lawsuits so far have been
brought by a single law firm in Chicago, I expect to see other
law firms jumping on the bandwagon in 2017. Now that
lawyers can no longer make a living suing airlines over plane
crashes, the plaintiffs’ bar will have to find another revenue
source, and suing corporations, particularly retailers, seems
like a likely prospect. The business model is appealing: A law
firm finds an excuse to sue a company for millions of dollars
in overcollected or undercollected taxes. It hopes that the
company will settle on a compromise basis to avoid the
expenses and inconvenience of litigation and the possibility
that it might lose. The plaintiffs’ law firm then pockets a
significant percentage of the settlement without having to
do much work. Some companies have had the gumption to
fight back and litigate, but many have chosen the easier path
of settlement, which just encourages the lawyers to file more
lawsuits.

A related phenomenon is the application of false claims
acts to tax matters. The federal False Claims Act does not
apply to taxes. Congress recognized that the IRS was per-
fectly capable of enforcing the tax laws and that it did not
need help from other government agencies or private citi-
zens. Unfortunately, a few states, including my home state
of New York, have not followed suit and have applied their
false claims acts to tax matters.

A false claims act proceeding is very different than a tax
audit by a state revenue department. For one thing, the
potential liability is typically three times the amount of the
tax that was not collected or paid. That is greater than the
typical civil penalty for tax fraud. Moreover, the statute of
limitations can be much longer than the normal tax statute
of limitations. In New York, the attorney general can go
back 10 years, whereas the typical tax limitation is three
years. Moreover, False Claims Act liability can be imposed if
the taxpayer merely acts in ‘‘reckless disregard’’ of the law,
even if its conduct is not fraudulent. Although the courts
have held that reckless disregard requires more than mere
negligence, they have also held that the objective reasonable-
ness of a taxpayer’s position is not a defense against false
claims act liability when the taxpayer was on notice that the
state revenue department disagreed with that position.

False claims acts are administered by state attorneys gen-
eral, which often lack in-house tax expertise. I have numer-
ous cases pending before the New York state attorney gen-
eral’s office in which that office has consulted with the
Department of Taxation and Finance and has tapped into
that department’s tax expertise, but one wonders whether
attorneys general in other states will do the same if they are
not required to do so.

A private citizen in New York can bring an action under
the False Claims Act. The complaint is initially placed under
seal and referred to the attorney general’s office, and the
attorney general, after investigation, can decide whether to
take over the case. If it does, the taxpayer will be dealing with
a responsible government agency. If the attorney general
does not, however, the private citizen is free to pursue the
lawsuit on his or her own. In other words, a private citizen
can sue under the false claims act even if the state attorney
general and the state revenue department have concluded
that the claim lacks merit. A striking example of that can be
seen in current litigation involving Citigroup Inc. A profes-
sor has concluded that the group’s use of net operating losses
was improper. Despite the fact that the IRS agreed with
Citigroup that it was entitled to claim NOL deductions, the
professor has proceeded on his own in bringing a private
action alleging damages in the hundreds of millions of
dollars. He was not bound by the IRS’s conclusion that
Citigroup was entitled to the losses. Although the under-
lying issue is one of federal tax law, it became a New York
issue because of New York’s conformity to the Internal
Revenue Code.

I expect that more states will follow New York’s example
in 2017 and that we will see more extensions of false claims
acts to tax matters. Companies should review their federal
and state tax positions and the legal support for those
positions in a privileged environment in anticipation of the
possibility of a false claims act investigation.
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Challenging Discriminatory Statutes
by Craig B. Fields

It seems that every year new and different discriminatory
tax statutes are enacted by state and local legislatures. When
challenged, those statutes force tax agencies and their attor-
neys to defend the indefensible. More importantly, when
taxpayers challenge those statutes, they are usually successful.

I remember my firm’s win in R.J. Reynolds Tobacco Co. v.
City of New York,28 in which the court unanimously held
what many tax practitioners had believed for years — that
New York City’s depreciation scheme, which provided dif-
ferent depreciation methods depending on whether a cor-
poration’s property was located within or outside New York
City, discriminated against interstate commerce by allowing
more favorable depreciation for in-state property over out-
of-state property in violation of the commerce clause. In-
deed, the statute was so obviously discriminatory that the
New York Court of Appeals, the state’s highest court, ruled
that the case involved no substantial constitutional question
and denied the city’s attempts to appeal.

Similarly, this past October, the Mississippi Supreme
Court ruledthata statute thatallowsan incometaxdeduction
for dividends when received from an affiliate with a taxable
presence in Mississippi, while denying a deduction for divi-
dends received from an affiliate without a taxable presence in
Mississippi, discriminates against interstate commerce.29

Moreover, in 2014, even though the Oklahoma Supreme
Court in CDR Systems Corp. v. Oklahoma Tax Commission30

rejected a taxpayer’s challenge to an obviously discrimina-
tory statute — which required a three-year holding period
for sales by Oklahoma-headquartered companies to qualify
for capital gains treatment but required companies that were
not primarily headquartered in Oklahoma to meet a five-
year holding period to receive the same treatment — the
taxpayer still won. This is because prior to the taxpayer filing
a petition for a writ of certiorari with the U.S. Supreme
Court, the Oklahoma Tax Commission granted the compa-
ny’s full refund claim. Frustratingly, the tax commission
continues to state that it agrees with the Oklahoma Supreme
Court’s decision and that it will continue to defend the
statute in other cases raising the same issue.

Unfortunately, despite these successes, many times tax-
payers do not challenge discriminatory statutes. It is surpris-
ing because we have had success in negotiating very favor-
able resolutions in constitutional challenges without the
need to take the case all the way to the courts. Taxpayers
should look more closely at the statutes under which they
are paying tax in 2017 and give serious thought to challeng-
ing those that are discriminatory.

Increasing Demand for
Public Transportation
by Lynn A. Gandhi

There are several dark horse issues for 2017, most of
which have been simmering for a while. I suspect 2017 will
be the year in which these matters and their related revenue
needs are brought more fully into the spotlight.

Transit Taxes
There is an increasing demand for public transportation.

The development of autonomous vehicles coexists with the
integration of expanded public transit systems. Most folks
don’t realize that the future of autonomous vehicles is not
solely whether you can buy a self-driving car. Much devel-
opment for autonomous vehicles is in the long haul arena
(trucking) as well as focused on the integration of such
vehicles into public transit programs. For example, under-
way is the development of autonomous vehicle corridors,
which will contain the infrastructure to service these ve-
hicles and their riders. There is also infrastructure planning
to determine how to get folks from their homes to the
corridor. This development will be expensive, and the ex-
pense will likely need to be shared by state and local govern-
ments. I believe we will start to see a multitude of different
funding methods proposed by jurisdictions to support these
efforts. Experience has shown that it is easier to get support
for new taxes when the funds are dedicated to specific
activities that the public supports.

Infrastructure Taxes
Along these lines, we should also expect to see new or

increased taxation to support infrastructure projects,
whether in conjunction with federal programs or as separate
proposals. As we have learned from the water situation in
Flint, Michigan, infrastructure improvements are expensive,
difficult to plan, and expensive to execute. It is unlikely that
the modernization of our aged infrastructure can be started,
let alone completed, without long-term dedicated revenue
support. Many of these projects will take years, if not
decades. Available federal funding will need to be supple-
mented, and a state may have its own prioritized list of
projects. Depending on the project, taxes could be imposed
at the state level or could be pushed down to the actual users
as a ‘‘fee.’’ Either way, there is likely to be a robust conver-
sation of how states will pay for replacing and improving
their infrastructure. It is far more complicated than merely
repaving a road, as much of our infrastructure is antiquated
and needs to be enhanced, not merely replaced.

Expansion of Incentives
It is likely that we will also see discussions relating to

investment incentives. As state revenue declines, in spite of a
more positive employment environment, states will have to
look critically at their programs to determine if they are

28237 A.D.2d 6 (1st Dept. 1997).
29Mississippi Department of Revenue f/k/a Mississippi State Tax Com-

mission v. AT&T Corp., No. 2015-CA-00600-SCT (Miss. 2016).
30339 P.3d 848 (Okla. 2014).
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really working to attract net new investment. There is a great
deal of interest in spurring investment in urban centers as
well as rural areas that have continued to struggle despite a
recovery in some sectors. Regardless of your opinion on the
use of incentives, I anticipate we will see the passage of new
programs to reward development activities that create op-
portunities.

Community Benefit Ordinances
Lastly, going hand in hand with new incentive programs

is a heightened interest in the use of community benefit
ordinances. The purpose of this type of ordinance is to
ensure that projects that obtain tax subsidiaries provide
community benefits back to the residents of the community
that has provided the benefits. These ordinances continue
the moral dialogue that has begun surrounding businesses
and their payment, or perceived lack thereof, of their ‘‘fair
share’’ of taxes.

Smooth Sailing
by Billy Hamilton

My interest is state tax politics, and my nominee for the
dark horse issue of 2017 is ‘‘smooth sailing.’’ I define smooth
sailing to mean that most of the 50 state legislatures meet,
write budgets with the usual amount of struggle, make a few
minor tax changes, and go home. I don’t think that’ll
happen, and if it does, it will be both unexpected (by me)
and a relief.

What could easily upset that happy scenario is a reces-
sion. The probability of a recession next year is high for a
couple of reasons. First, many recessions historically have
begun in the first two years of the presidential election cycle
as the new president tries to get his agenda off the ground
and businesses hunker down to see what’ll happen next.
That economic tendency may be pushed along this time by
the interest rate hike in December or shortly thereafter.
Second, the current recession is getting long in the tooth.
Since 1945, expansions have lasted an average of 58.4
months. The longest recovery on record is the Bush-Clinton
era one, which lasted for 120 months. The 2001 to 2007
expansion lasted 73 months. We are 87 months — more
than seven years — into the expansion following the Great
Recession. Time may be running out, and with the uncer-
tainty surrounding the election and new president, it’s
increasingly likely that the chickens will come home to roost
soon.

So what does this mean for state taxes? Well, the finances
in many states are already stressed even in the midst of the
current national expansion, and if the economy sours, some
states will be facing major budget shortfalls in fairly short
order. According to the Pew Center on the States, ‘‘states’
fiscal conditions have improved since the Great Recession
ended seven years ago, but their recoveries are incomplete.
More than 20 states still collect less tax revenue than at their
recession-era peaks, after adjusting for inflation, and most
have yet to rebuild their financial cushions to pre-recession
levels. In addition, 18 states’ employment rates trail 2007
levels.’’

Most states face major challenges with current and future
spending demands in areas like education, transportation,
healthcare, and pensions. Much of the capacity for cutting
budgets has already been used to fight through the recession
and sluggish recovery, so it is unclear if there’s a lot of room
for more cuts in the event of a budget crisis. For that reason,
taxes and tax reform may loom unexpectedly large next year.
In the short run, my bet is that lawmakers will struggle and
kick the can down the road in 2017 legislative sessions,
which could mean an upswing in blue-ribbon panels look-
ing at tax issues by the end of 2017.

It’s hard to say which states might find themselves in hot
water first, but based on recent rankings from the likes of
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24/7 Wall St., the Mercatus Center at George Mason Uni-
versity, and the Pew Charitable Trusts, the most likely sus-
pects are Alabama, Alaska, Connecticut, Illinois, Kentucky,
Louisiana, Massachusetts, Mississippi, New Jersey, and New
Mexico.

In addition to this cheerful outlook, let me throw in two
other dark horse issues. First, there’s a chance that remote
seller legislation will become more prominent in Congress
this year, partly in response to the online seller lawsuits in
Alabama and South Dakota. More activity, however, does
not mean a solution is imminent.

Second, because Amendment 4, banning the sales taxa-
tion of services, passed in Missouri, there could be copycat
efforts in other states sooner rather than later. I realize this
makes no sense if budget problems are looming, but no one
ever said state politics makes sense.

Taxing Partnership Income Differently
by Helen Hecht

The dark horse issue for 2017 and beyond may well be
taxing partnership income differently, including, poten-
tially, at the entity level. At least the idea is likely to get some
attention. There has recently been some discussion at the
federal level about a proposal that would allow partnerships
to elect to pay an entity-level tax. And a few states have
opted for an entity-level tax, instead of taxing the partners.
Under changes to federal audit and adjustment rules, certain
large, complicated partnerships will now be subject to po-
tential entity-level liability for tax determined to be owed on
audit, calculated on an entity basis.

Taxing partnership income at the entity level doesn’t
necessarily mean taxing the income twice. It may mean
simply replacing the current flow-through system under
subchapter K with one that taxes the income on the basis of
the 1065. Two realities could drive this. The first is that
more business income is now being reported by passthrough
entities (S corporations and partnerships) than C corpora-
tions. The second is that large, complex partnerships strain
the ability of tax administrators to audit and enforce taxes
owed — in some cases by foreign investors.
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Corporate Income Tax Apportionment
Issues May Disappear
by Janette M. Lohman

I hope that the trend for states to abandon the traditional
three-factor apportionment method in favor of a single-
factor sales method,31 and the parallel trend for states to
adopt market-based sourcing for sales of intangibles and
services to replace the traditional cost-of-performance
(COP) method,32 will both accelerate. The economy will
force it. If the remaining COP/three-factor states do not
join those national trends, their home-based national service
companies will move elsewhere. I also hope that we will
eventually reach the perfect state of ‘‘fair apportionment’’ —
one in which all states that tax net income use exactly the
same apportionment method applied in exactly the same
way.

The lack of consistency among states in the methods they
use to ‘‘fairly apportion’’ corporate net income has created a
continuous atmosphere of extreme complexity and, in many
instances, the double or multiple counting of sales for
purposes of apportioning the same net income. Given that
most states are adopting an economic nexus standard for
income tax purposes, and given that the protection afforded
by P.L. 86-27233 applies only to sales of tangible personal
property, companies selling services or intangibles nation-
ally (from locations in one or a very few states) are sitting
ducks if they are primarily located in COP states that retain
the traditional ‘‘Massachusetts’’ three-factor equally
weighted formula. That is, a service company’s COP three-
factor home state can claim up to 100 percent of its sales and
up to 100 percent of its other factors because that is where its
facilities and employees are located and where the greater
share of its COP is incurred. But the ever increasing number
of market-based states will also claim a share of that service
company’s same sales, to the extent that the service com-
pany has either customers located there or customers that
receive the benefit of those services there. In fact, if one
market state bases market sourcing on billing addresses and
another bases it on ‘‘where the benefits are received,’’ and
those two locations are in different states, a service compa-
ny’s sale of services to one customer can be triple-counted.
The multiple-counting of that service company’s sales is
exacerbated if the market states have also adopted either a
single-sales-factor method or multiple-weighted sales
‘‘three-factor’’ method. Thus, a COP/three-factor-based ser-

vice company’s lack of factor dilution (that is, no property or
payroll) in the single-factor market-based states has the
effect of tripling the mischief caused by the multiple count-
ing of sales.

The eventual adoption of the same apportionment
method, consistently applied, by all states that tax net
income might also put a damper on the more distressing
recent trend of vicious attacks by (generally COP) states
whose departments, armed with allegations of ‘‘economic
nexus,’’ have forced or attempted to force ‘‘alien’’ (generally
market-based) apportionment methods on out-of-state tax-
payers under the guise of ‘‘clear reflection of income’’ or
other such pretense.34 Unfortunately, this latter, more de-
pressing trend will likely continue for some time.

No Action Re Quill35 in the Foreseeable Future
Nothing (material) has changed in the area of ‘‘substan-

tial nexus’’ for use tax collection purposes since I started
teaching SALT at the law school level in 1988 (when Na-
tional Bellas Hess Inc. v. Illinois36 was the law of the land),
and I doubt anything (material) will change during my
lifetime, regardless of how many attempts are made to
thwart it. Although aggressive states like Alabama and South
Dakota are attempting to force the issue by enacting or
promulgating anti-Quill statutes or regulations that permit
a finding of substantial nexus when the taxpayer has no
actual (or constructive) physical presence in that state, the
chances of the U.S. Supreme Court actually granting certio-
rari in any such case are pretty slim. Congressional proposals
like the Marketplace Fairness Act of 201337 or the Online
Sales Simplification Act38 look impressive on paper, but I
seriously doubt Congress will ever agree to pass any act that
even remotely resembles a massive, regressive and broad-
based tax increase. But not to worry — so many states have
broadened their attributional nexus statutes to include pre-
sumptive click-through or affiliate nexus, and so many of
the large online retailers are voluntarily complying with use
tax collection responsibilities, that the states may not need
to pursue these more pervasive, impractical, and/or politi-
cally incorrect methods for too much longer, anyway. My
two cents!

31If my count is accurate, of the 45 states and the District of
Columbia that impose a corporate tax based on net income, at least 21
states have gone to single-factor sales apportionment methods. An-
other 16 states have adopted three-factor methods with double- or
triple-weighted sales.

32Again, if my count is accurate, only 17 states still have at least the
option of COP sourcing.

3315 U.S.C. section 381 (1959).

34See, for example, Equifax Inc. v. Mississippi Department of Revenue,
125 So. 3d 36 (Miss. 2013), reh’g denied (Miss. 2013), cert. denied, 134
S. Ct. 2872 (2014); CarMax Auto Superstores West Coast Inc. v. South
Carolina Department of Revenue, 2014 S.C. Lexis 550 (2014); Rent-A-
Center East Inc. v. Indiana Department of State Revenue, No. 49T10-
0612-TA-00106 (Ind. Tax Ct. Sept. 10, 2015); Columbia Sportswear
USA Corp. v. Indiana Department of State Revenue, No. 49T10-1104-
TA-00032 (Ind. Tax Ct. Dec. 18, 2015); and, most recently, Vodafone
Americas Holdings Inc. v. Roberts (Tenn. 2016).

35Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
36386 U.S. 753 (1967).
37S. 743.
38Online Sales Simplification Act of 2016 (draft form).
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Single-Sales-Factor Apportionment
And Market-Based Sourcing
by Richard Pomp

No one defends using only a sales factor to apportion
income, because it represents good, sound tax policy. Could
anyone claim that capital and labor have no role to play in
the production of income? Indeed, some economists have
argued that an apportionment formula should be based on
only property (capital) and payroll (labor). Using only a
sales factor to apportion income flies in the face of Econom-
ics 101.

Legislatures adopt single-sales-factor apportionment not
because they think capital and labor should be disregarded
but rather to encourage firms to locate or expand in their
states. Using COP (section 17 of the Uniform Division of
Income for Tax Purposes Act), the alternative to market-
based sourcing, is perceived as undercutting the goals of
using only a sales factor.

Using only sales to apportion income, with its hand-
maiden market-based sourcing, raises possible challenges
under the external consistency doctrine as well as to tradi-
tional views on nexus. Adding to those legal issues is the
800-pound elephant in the room: Can concepts like ‘‘deliv-
ery’’ and ‘‘benefit’’ under market-based sourcing statutes be
administered fairly and evenhandedly? One or more of these
issues should move to the forefront in 2017.

Meaningful Resurgence of Discussions
For Broad-Based Tax on Services
by Mark J. Richards

Numerous state tax issues can be expected in 2017. The
state income tax list includes various aspects of combined
reporting (states considering mandatory unitary combined
reporting, lists of so-called tax havens, transfer pricing, and
disputes over the existence or composition of a unitary
group); watching to see if Washington will act to create a de
minimis nexus safe harbor; worker classification; the effect
of the section 385 regulations; the COP method; and the
interpretation and application of Wynne,39 just to name a
few. Sales tax issues will include the continued watching of
Washington for legislation on remote sales and the potential
for the U.S. Supreme Court to revisit Quill,40 and states
continuing to wrestle with the application of sales tax to the
digital era. Retroactive state tax legislation will certainly be
discussed.

I considered choosing the income taxation of
passthrough entities. With the proliferation in use of
passthrough entities, the state corporate income tax base has
suffered as a revenue source. State revenue needs, coupled
with the view of some on tax equality, could lead to more
states imposing entity-level taxes on passthrough entities.
States may also be more aggressive with out-of-state inves-
tors in passthrough entities in allocating and apportioning
income. However, I expect the legislative efforts will be
tempered by concerns over the perception of taxing small
businesses.

My 2017 dark horse is the meaningful resurgence of
discussions by state lawmakers of a broad-based sales tax on
services. Florida adopted a broad-based sales tax on services
in 1986 that was to take effect in 1987 and was repealed six
months after its effective date.41 Massachusetts adopted
legislation in 1990 to impose sales tax on services provided
to businesses, and that tax was repealed two days after its
effective date.42 Michigan adopted a broad-based sales tax
on services in 2007, and that law was repealed 17 hours after
it went into effect.43 Only a few smaller states have adopted
a broad-based sales tax.44 Missouri recently approved a
constitutional amendment prohibiting sales tax on ser-
vices.45

39Comptroller of Treasury of Maryland v. Wynne, 135 S. Ct. 1787
(2015).

40Infra note 50.
41Hellerstein, ‘‘Florida’s Sales Tax on Services,’’ 41 Nat’l Tax J. 1, 15

(1988).
42Mass. Gen. Laws ch. 4, section 7 (1991).
432007 Mich. Legis. Serv. P.A. 145 (H.B. 5408).
44Phil Schlesinger, ‘‘The Taxability of Services,’’ 2009 CCH, avail-

able at http://bit.ly/2fCCwxO; and Elaine S. Povich, ‘‘As Nation
Moves to a Service Economy, States Look to Tax It More,’’ Stateline
(2016), available at http://bit.ly/21PGPWM.

45Mo. Const. Amend. IV, Art. X, section 26.
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Two key drivers could lead to renewed focus on this
topic. First, money is needed to run state government and
provide essential government services. Many states have
deficits, and some have enormous deficits. Even states oper-
ating in the black have high-dollar needs they have post-
poned, such as for infrastructure. To further exacerbate that
problem, recent projections show state revenue declining.46

States are weighing options and looking for the ‘‘least objec-
tionable’’ one, and may be asking, ‘‘If not this, then what?’’
The revenue needs may require big steps, not small ones.
Second, there is a recognition that our nation has been
moving toward more of a service-based economy for some
time, and that is not expected to change. Some argue that
broadening the sales tax base to include services is more
equitable, claiming that if you tax retail goods, you should
also tax retail services.

As is usually the case, the devil is in the details, and
theoretical justifications and economic and political practi-
calities may not coincide. The primary revenue streams
appear to be business-to-business (in addition to retail),
medical, and other professional services (legal, accounting,
education, realtor, construction, transportation, insurance,
and financial services, among others).47 Taxing business-to-
business services can lead to ‘‘tax pyramiding,’’ which sales
tax regimes generally try to avoid, as it causes the cost of
goods to increase to the ultimate consumers. Taxing medical
services, at a time when medical costs are significantly
increasing, is clearly a challenge. Finally, taxing various other
professional services raises numerous issues and challenges,
not only on the potential impact on the industries being
taxed, but also on administrations and taxpayers in sourcing
the services. Are services taxed where provided or where the
recipient is located? Taxing retail services may be viewed as a
new tax or tax increase on people who provide jobs or vote,
and it may create competitive (and thus economic develop-
ment) disadvantages given the lack of broad-based sales tax
on services in competing states.

Is this a major funding solution or economic and political
suicide? Look for a resurgence of this debate in 2017.

Federal Enactment of
Meaningful State Tax Legislation
by Arthur R. Rosen

My favorite dark horse in the race that will be known as
2017 is, of course, federal enactment of meaningful state tax
legislation. How could this possibly happen?

Many large businesses, some small businesses, most state
executive branch officials, some state legislators and many
federal senators and representatives understand that a
strong, unified American economy is essential to maintain
our country’s freedoms and other factors of greatness. They
further understand that establishing and maintaining that
type of economy was the principal reason that the Articles of
Confederation were replaced by the Constitution. Conse-
quently, it may not be a total fantasy to imagine that these
parties will come together and attempt to clean up some of
the mess that has been created by state legislatures, state tax
administrators, and state courts focusing on their respective
states’ bottom lines rather than on our country as a whole.
This ‘‘coming together’’ could manifest itself through the
enactment of a single interstate tax modernization act.

The core of the package would likely be sales and use tax
legislation since such legislation (the Marketplace Fairness
Act) has already passed one house of Congress and the
concept underlying the bill — that if the burden on remote
sellers is minimal (not only must actual collection activity
pose little difficulty, but also the exposure for making mis-
takes must be minimal), then asking such sellers to collect
tax from others and remit it to the state is eminently
reasonable — should gain wider acceptance as time goes by.
Utah Republican Rep. Jason Chaffetz’s Remote Transac-
tions Parity Act — if it were modified by including two
provisions that were excised from the draft bill before it was
introduced (that is, access to federal courts and amnesty for
prior exposure) — is likely the best candidate for creating
consensus. The genuine concern of the chair of the House
Judiciary Committee — that effectively giving one state
authority over businesses in another state is a slippery slope
that could lead to states’ regulating in the areas of environ-
mental issues and minimum wage requirements, for ex-
ample — would need to be fully addressed.

Legislation similar to the Mobile Workforce State In-
come Tax Simplification Act would also be part of the
package. As with the Marketplace Fairness Act, this bill has
already passed one house of Congress, and so it has some
favorable history. Similar to the problem faced by sales tax
legislation in the House of Representatives, the mobile
workforce bill has had problems in the Senate due to oppo-
sition, mainly from a single senator whose state argues that
enactment of such legislation would be very damaging to
the state’s revenue. This could be resolved if that state’s tax
officials and policymakers were convinced that other parts
of the package — such as the sales and use tax piece —
would offset any possible losses caused by the mobile work-
force bill’s enactment.

46Maria Koklanaris, ‘‘More States Reporting Weak Revenues and
Budget Shortfalls,’’ State Tax Notes, Nov. 14, 2016, p. 486; and Jéanne
Rauch-Zender, ‘‘Declining State Revenue,’’ State Tax Notes, Nov. 14,
2016, p. 475.

47A study by the Indiana Fiscal Policy Institute in 2009 estimated
that the annual revenue from taxing all services in Indiana at the
current rates would be in excess of $6.7 billion.
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Another item in the package would be legislation similar
to the Business Activity Tax Simplification Act (BATSA).
That bill ensure that only those states that provide a business
meaningful benefits and protections would be able to im-
pose tax directly on that business. Enactment of such a
measure would also make interstate taxation more similar to
international taxation, although BATSA’s 14-day threshold
would be tremendously more favorable to governments
than the permanent establishment rule that is central in
international tax treaties. Enactment would also be ex-
tremely helpful as American businesses and workers com-
pete in the international economic arena.

Finally, the package would include other state tax bills
that have been introduced in an effort not only to make
interstate commerce stronger and more reflective of the
modern economy, but also to make multistate taxation
fairer. Those bills are the MOBILE NOW Act (S. 2555),
Digital Goods and Services Tax Fairness Act of 2015 (H.R.
1643), End Discriminatory State Taxes for Automobile
Renters Act of 2015 (H.R. 1528), Wireless Telecommuni-
cations Tax and Fee Collection Fairness Act of 2015 (H.R.
1087), and Wireless Tax Fairness Act of 2015 (H.R. 4287).

Federal Matters of SALT Significance
— Quill
by Mark F. Sommer

With the all too recently concluded presidential election,
penning a column on a 2017 dark horse SALT topic seems
timely and appropriate.

So let’s just start with the premise that a dark horse is an
underdog or an unlikely successful candidate or cause.

So, applied to SALT matters, what do we think 2017
holds in store with that baseline? Donald Trump’s recent
victory, coupled with the Republican Party’s retention of
majorities in both the U.S. Senate and the House of Repre-
sentatives, steers me to focus on federal matters of SALT
significance. And with that, I think the continued efforts to
legislatively overrule Quill48 have the strength and the legs to
go the distance, to use a racing term. This is furthered by
Justice Anthony M. Kennedy’s recent and well-documented
comments suggesting a congressional revisit of the entirety
of Quill.

Likewise, the several items of federal legislation concern-
ing uniformity, nexus, and fairness may finally advance,
albeit in new forms given the new Congress to convene this
month. Look for rewritten versions of the Remote Transac-
tions Parity Act of 2015; Marketplace Fairness Act; Main
Street Fairness Act; Streamlined Sales and Use Tax Agree-
ment; Digital Goods and Services Tax Fairness Act of 2015;
Mobile Workforce State Income Tax Simplification Act of
2015; and BATSA.

But we don’t know what Congress will do on any tax
matter given the Trump effect, although published com-
mentary gives at least some indication: ‘‘I think nobody
knows more about taxes than I do, maybe in the history of
the world. Nobody knows more about taxes,’’ President-
elect Donald Trump has said. Perhaps Trump will reflect on
tax issues in a manner consistent with that of former Presi-
dent Warren G. Harding, who after a few long years of
addressing tax and fiscal matters stated, ‘‘I can’t make a
damned thing out of this tax problem. I listen to one side
and they seem right — and then I talk to the other side and
they seem just as right, and here I am where I started. God,
what a job!’’

The Trump administration will surely address multiple
areas of federal tax reform in 2017; the Republican majori-
ties in Congress will ensure that. What becomes of those
well-intentioned SALT-specific bills remains to be seen.
They will take a back seat almost by definition because of
Trump’s announced federal tax policies while on the cam-
paign trail. But one or more should be bet on as going the
distance next year. And if three of them come in, could we
perhaps call that a trifecta? Time will tell.

48Supra note 22.
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The Potential State Impact
Of the Section 385 Regs
by Giles Sutton

Perhaps the most important federal tax change has been
the issuance of section 385. The objective of section 385 is
to address related-party indebtedness, determine its true
character (debt or equity), identify situations when pur-
ported debt will be recharacterized as equity, specify re-
quired documentation on related debt, and identify the debt
instruments to be examined.

Further, section 385 defines the required evidence of
indebtedness, including a binding obligation to repay, a
creditor’s right to enforce terms of indebtedness, the cre-
ation of a genuine debtor-creditor relationship, and the
provision of evidence of actual payments.

The regulation requires the documenting of the debtor-
creditor relationship, including journalizing debt service.
Complying with those requirements will likely require tax-
payers to review Treasury policies, modify intercompany
cash management agreements, and possibly establish debt
covenants on related-party lending.

Under section 385, covered instruments are, in general,
debt instruments issued to members of the ‘‘expanded
group.’’ The expanded group may include foreign corpora-
tions, tax-exempt corporations, S corporations, regulated
investment companies, and real estate investment trusts.

The potential impacts of the application of those regula-
tions at the state level may include the disallowance of the
deductibility of interest, determining of ownership for pur-
poses of group inclusion. States may choose to adopt the
federal regulations as they are. Some states may decide to
adopt a modified version of the federal regulations, while
other states may adopt the spirit of the regulations but
modify key pieces of the regulations. States may decide not
to formally adopt the regulations, but the departments of
revenue may decide to follow them as policy. There is the
potential for application of principles within the 385 regu-
lations on audit by states.

Importantly, even if those regulations are repealed under
the new administration, they have drawn additional scru-
tiny to contemporaneous documentation of intercompany
debt transactions. Also, there could be a significant impact
on franchise tax liability for taxes based on equity. Finally, a
state with elective combination and separate entity report-
ing, the application of the 385 regulations in that particular
state could be an important consideration.

The Dark Horses of SALT Informed
By Trump’s Victory and Promises
by Philip M. Tatarowicz

Metaphorically, a dark horse is an unexpected winner
whose ultimate impact is hard to predict because little is
known about that competitor and the impact he will gener-
ate. In the field of politics, the impact that a dark horse may
be able to assert will be enhanced or thwarted by the
environment in which the dark horse must operate. We now
know that future dark horse SALT issues will be informed by
President-electTrump and his related campaign promises, as
well as a Republican-controlled Congress.

Among Trump’s many legislative reform priorities, the
road to tax reform may present fewer hurdles, at least
regarding select issues that have bipartisan support such as
the repatriation of corporate non-U.S. earnings. Less clear is
whether those islands of bipartisan support, can serve as a
springboard to broader federal international tax reform,
such as movement toward a territorial tax system. Given the
nature of U.S. fiscal federalism, a fundamental federal in-
come tax (FIT) shift from a worldwide- to territorial-based
(resident- to source-based) tax system could have profound
SALT policy implications, both on a stand-alone and an
interactive basis, within and outside the United States.49

As to revenue impact, changes in the FIT base and
statutory rates would affect subnational governments and
their taxpayers. Those subnational jurisdictions that piggy-
back on the FIT base will experience a revenue increase if the
FIT base is expanded. Similarly, enactment of new or accel-
erated offsets to the FIT base (for example, accelerated
depreciation) would reduce state income tax (SIT) revenue.
Of course, those dynamics are not new and, in fact, are
reminiscent of what was common following enactment of
the Tax Reform Act of 1981 and the Tax Reform Act of
1986, in which collectively, under former President Ronald
Reagan, the FIT base was substantially broadened and
joined with reduced tax rates. The decoupling from the FIT
base that occurred in many states that could not afford the
lost revenue created tax accounting nightmares for many

49Note that beyond the scope of this analysis are numerous federal
legislative changes being pursued by subnational stakeholders that do
not necessarily relate directly to the federal tax system. Those topics
have been exhaustively addressed by others; and for this author, to refer
to them herein would be to confuse the phrase ‘‘dark horses’’ with
‘‘beaten-to-death horses.’’ Within that sphere (and excluded herein) are
such issues that deal with the taxation of out-of-state retailers (for
example, the Marketplace Fairness Act, Remote Transactions Parity
Act, and Online Sales Simplification Act legislative models, and the
kill-Quill legislative (South Dakota) and administrative (Alabama)
actions prompted by Justice Kennedy’s concurring opinion found in
Direct Marketing Association v. Brohl); taxation of employees (commut-
ers) who cross state lines for work; and transactional taxes on digital
and cloud-based goods and services.
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companies because of the related need to keep separate tax
basis books and records, among other things.

For taxpayers, reduced FIT rates result in a higher effec-
tive SIT cost, given that the value of the SIT deduction is
less valuable at the federal level. An increased effective SIT
cost net of its federal tax benefit frequently highlights the
need for greater attention to this expense. Of course, taxpay-
ers are not shy in pointing out those dynamics to the states
in arguing why they should reduce their tax rates to offset
any windfall resulting from the expanded FIT base. Looking
back, herein lie many stories of the tensions states have faced
in juggling the resulting subnational tax consequences of
FIT legislative changes. Over time, the answers have re-
sulted in the states’ taking (returning) the revenue gains
resulting from FIT base expansion (retraction) through
measures ranging from inaction to rate reductions or decou-
pling.

Not routine, and requiring long hours by many SALT
professionals, will be determining the most tax-efficient
options available to individual taxpayers should Congress
enact an incentive for the repatriation of non-U.S. earnings,
which by some estimates are as high as $2 trillion. That
event would not be lost to the states, which one would
expect to aggressively compete via various types of incentives
to attract investments of the repatriated earnings. At $2
trillion, even populist sensitivities that might otherwise
cause stakeholders to eschew tax incentives to avoid negative
public perceptions may result in treating such an extraordi-
nary event as grounds for an exception. No responsible and
careful SALT adviser wants to be caught flat-footed here
given the potential stakes.

Should Congress enact more fundamental international
tax reform — for example, the adoption of a territorial tax
system — the work confronting SALT stakeholders would
become much more profound. On a broader level, subna-
tional tax specialists would need to carefully consider the
interrelationship of the tax systems within and without the
United States on a much more interactive basis than the
narrower inquiries required elsewhere.

For instance, would fundamental international tax re-
form finally be the tipping point leading to the enactment of
a national VAT? While the tensions that would arise be-
tween a national VAT and subnational reliance on sales and
use taxes have been well documented, less explored are the
potential interactions and resulting tensions that would
result between the disparate sourcing rules that would exist
in overall tax systems. In a territorial system, VAT-sourcing
regimes would typically be expected to buttress a no-tax-on-
exports policy goal. Would the lure of attracting greater
capital and labor investments to a state cause it to forgo
pyramided sales and use tax revenue for a VAT? How
significantly would a federal source-based tax model affect
current non-U.S. global supply chains and result in job
efficiencies? Assuming a federal VAT would be an additional
tax, and not a replacement for the FIT, how would it best

align with the tax systems found at the subnational level.
How would tax department administration best practices
look after such events?

Recently, Missouri enacted a constitutional amendment
that prohibits the state from broadening its sales tax base to
services or transactions not subject to the tax as of January 1,
2015. One is left speculating what actions would need to
follow that development should a federal VAT emerge that
includes within its base those very items Missouri has opted
not to tax. Oh what a difference a fundamental change in
the makeup of the U.S. tax systems would make. And those
changes of perspective can be expected to occur at both
levels of government. One would expect the federal govern-
ment and its resident taxpayers to become much more
interested in base erosion and profit shifting, which today
plays a lesser role in countries embracing a worldwide tax
system.

The future of various federal tax regulations, similarly,
will be informed by the Trump administration. There are
numerous projects whose ultimate evolution will affect sub-
national tax workloads and policy decisions. Just consider
the final and temporary related-party debt-equity regula-
tions under IRC section 385, released October 13, 2016.
Many subnational tax specialists sighed in relief after Trea-
sury removed transactions between consolidated members
from the definition of an applicable interest, as well as
interests issued by foreign corporations. Assuming the cur-
rent state of those regulations survives a Trump administra-
tion, only time will reveal what their ultimate iteration will
encapsulate. That was made clear when Treasury pointed
out, among other things, that its decision to exclude interest
issued by foreign corporations was not eliminated, but
‘‘reserved.’’

Significant state tax work and associated SALT dark
horse issues also remain to be identified as a result of the
2015 federal partnership audit and adjustment rules. To
what extent a Trump administration will rock this boat
remains to be determined. Meanwhile, a good summary of
the issues can be found in a Multistate Tax Commission
white paper, which the MTC updated October 3, 2016.
Numerous tax specialists representing the SALT committees
of the American Bar Association and American Institute of
CPAs, among others, are part of an MTC task force address-
ing this area. At this juncture, as with the section 385
developments, one can only wonder if ultimately that work
will be for naught. A big takeaway here is for the subnational
stakeholders not to get too far ahead of federal develop-
ments.

The U.S. Supreme Court’s jurisprudence interpreting
federal limitations on the powers of subnational govern-
ments to tax cannot be underestimated. While the need to
replace the chair previously held by Justice Antonin Scalia is
clear, one can only speculate on whether Trump will be
called on to nominate others over the term of his adminis-
tration. Whoever emerges from the nomination process will
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join in controversies whose judicial pronouncements al-
ready reflect disagreement over issues of SALT importance:
nexus, apportionment, retroactivity, discrimination, fair no-
tice reporting responsibilities, and rights to unclaimed prop-
erty, just to name a few.

Depending on the actions taken above, disparate impacts
between tax and financial statement accounting may result.
That will affect taxpayers differently, given that many com-
panies measure performance differently — some giving
greater weight to cash savings over financial statement earn-
ings or vice versa. Those conversion dynamics will also
inform what constitutes the SALT dark horses for some tax
departments and not others. One arguably clear point is that
the world of subnational taxes is complicated and leaves
much work for others to carefully consider.50

Are Local Governments Getting
Squeezed by State Revenue Reforms?
by Sally Wallace

No government develops its budget in a vacuum, but in
the U.S., local governments (those below the state level)
operate in what is arguably the most conditional of circum-
stances relative to that of the federal and state governments.
Local government expenditures are about 85 percent of state
expenditures and half of federal expenditures — thus, there
is no question of the importance of local government fi-
nance. Yet in many respects, local governments are more
constrained (perhaps increasingly) in their choices regarding
revenue and expenditure policy. How constrained? Let us
count the ways.

Most local government revenue comes from property tax
(50 percent), charges and miscellaneous sources, and sales
tax. A variety of tax and expenditure limitations (TELs) at
the state level constrain local fiscal choices, very notably in
the realm of the property tax. TELs vary widely among
states, but many of those include limitations on the property
tax as a hallmark of the legislation. California’s Proposition
13 (arguably the father of modern TELs), Massachusetts’s
Proposition 21⁄2, and Colorado’s Taxpayer Bill of Rights are
among the familiar TELs that, on paper, constrain the
growth in property tax assessments, rates, and liabilities.
Several studies analyze the impact of TELs on revenue and
expenditure growth and composition, as well as on property
values. Mark Haveman and Terri Sexton provide a sum-
mary51 of much of that literature and point out that in some
cases, local governments have been quite constrained in
terms of ability to provide public services, while in others,
there has been less impact. The extent to which local gov-
ernment revenue and local government decision-making are
affected is a function of the type of TEL and taxpayer
reaction to loosening the original legislation.

As stated in the Center for State and Local Finance/Fiscal
Research Center report52 and the Urban Institute report,53

one trend in recent state tax reforms is the reduction in the
importance of the state corporate and individual income
taxes accompanied by a broadening of the sales tax. In some
cases, the call for revenue neutrality necessitates an increase
in sales tax rate with those types of reforms. While state sales
tax base broadening can be a windfall to those local govern-
ments that levy a sales tax, an increased sales tax rate at the

50For example, while outside the scope of these ramblings, there are
numerous subnational tax trends afoot that of their own right could
serve as future dark horse topics not triggered by the interaction of
national and subnational tax systems. For instance, while some mu-
nicipalities have addressed the matter via administrative rulings, re-
cently the city of Alameda, California, voted to enact an initiative
(Measure K1) that expanded a so-called utility users tax to cover
streaming video services. Similar action was taken by Watsonville,
California.

Are administrative actions or initiatives like Measure K1 permis-
sible or impermissible? Article XIIC of the California Constitution
requires a majority vote for new or expanded taxes. If K1 is a ‘‘new or
expanded’’ tax, can a city circumvent public process requirements via a
local referendum?

51Haveman and Sexton, ‘‘Property Tax Assessment Limits: Lessons
From Thirty Years of Experience,’’ Lincoln Institute of Land Policy
(2008), available at http://bit.ly/2fiLjHs.

52Rahul Pathek et al., ‘‘State Tax Reform Efforts: 2010-2015,’’
Center for State and Local Finance/Fiscal Research Center report,
Andrew Young School of Policy Studies, Georgia State University,
Atlanta (2016), available at http://bit.ly/2fHoCxq.

53Richard C. Auxier, ‘‘State Tax Commissions 2000-2016,’’ the
Urban Institute (2016), available at http://urbn.is/2fI5An1.
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state level constrains (crowds out) that particular tax lever
for local governments in a form of vertical competition. In
fact, most states control the local rate. School finance reform
(potentially more oversight on property taxes and a central-
ization of revenue) and the future of carbon taxes (poten-
tially crowding out local fiscal space) are among a host of
other important public finance issues that directly affect
local governments.

As part of a multitiered fiscal system, the constraints on
local governments’ fiscal choices may be difficult to see at a
national or state level. The Advisory Commission on Inter-
governmental Relations played that kind of role until it was
decommissioned in 1996. The consequences of TELs and
other reforms for partner governments could be more trans-
parent if there were a tradition of documenting local gov-
ernment tax expenditures as is becoming the norm for state
governments and a long-held policy tool at the federal level.
Local government finance is important and deserves to be
on the more general public finance stage.

Factor Presence Nexus —
The Unforeseen Consequences
by Marilyn A. Wethekam

Over the last several years, at least six states have adopted
and several more have proposed some form of a factor
presence standard for determining the jurisdiction to im-
pose an income tax.54 At least two additional states have
adopted the standard for other business taxes.55 The main
focus of those proposals has been on determining whether
such standards pass constitutional muster, for example,
whether they meet the due process standard of minimum
connection/definite links and the commerce clause require-
ment of substantial presence. However, what appears to
have been overshadowed by the constitutional questions are
numerous administrative and tax policy issues that may not
have been anticipated when those bright-line standards were
enacted. Two recent California rulings illustrate the com-
plexities of the implementation of the factor presence nexus
standards.

A recent chief counsel’s ruling issued by the California
Franchise Tax Board illustrates one of those issues and the
complexities.56 California, effective January 1, 2011, ad-
opted a factor presence nexus standard for determining if a
corporation was doing business in the state.57 The question
is how that threshold is computed when a taxpayer both is
engaged in the sale of tangible personal property and re-
ceives income from intangibles. In that case, it was royalty
income. The company was engaged in the design and dis-
tribution of products that were marketed under various
brand names. The company licensed its trademarks to un-
related third parties and, in turn, received royalty income
measured by sales. The FTB, in computing the doing-
business threshold, aggregated the revenue from the tangible
personal property sales and the royalty income to determine
if the threshold had been met. In so doing, the FTB took the
position that for purposes of determining the doing-
business threshold, the safe harbor protection of P.L. 86-272
is not taken into consideration. The analysis raises an inter-
esting question that has not been fully vetted. Specifically,
what is the interaction between the safe harbor protection
for the sale of tangible personal property and a factor pres-
ence standard for nexus? What is the proper ordering of the
analysis, or put bluntly, does the federal safe harbor provi-
sion trump the revenue computation? It should be noted
that based on the FTB analysis, corporations that have

54Alabama, California, Colorado, Connecticut, New York, and
Tennessee have adopted the standard.

55Ohio has adopted the standard for the commercial activity tax
and Washington has adopted it for the business and occupation tax.

56Chief Counsel Ruling 2016-03, California FTB, July 5, 2016.
57That standard was amended and effective January 1, 2014, and

says that a corporation is doing business in California if its sales there
exceed the lesser of $529,562 or 25 percent of the total sales.
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argued they are protected by P.L. 86-272 may actually be
doing business in California because the company receives
income from intangibles or investments in the state.

For every cloud there is also a silver lining. While there
may be a downside for some taxpayers, the analysis also
provides an upside when applied in an apportionment con-
cept. The question is what standard applies for determining
if the throwback rule applies. The initial assumption would
be that the FTB would merely have applied the factor
presence nexus standard in the destination state to deter-
mine if the taxpayer is doing business in that state. Rather
than merely applying that analysis, the FTB used a rather
complex analysis to reach the conclusion that the taxpayer
was subject to tax in the destination state. In so doing, the
FTB acknowledged that the safe harbor protections of P.L.
86-272 applied, but the nexus analysis did not stop there.
The focus of the analysis was not on the threshold dollars
but rather on the nature of the business activity in the
destination state. The fact that the company earned royalties
in the states went beyond the P.L. 86-272 safe harbor
protections. As a result, under the FTB’s analysis, the tax-
payer was subject to tax and the sales were not required to be
thrown back. Using the FTB’s approach, if a company earns
income from something other than the sale of tangible
personal property, that alone appears to be sufficient to
establish that it is subject to tax in that state. Thus, the
company avoids the application of the throwback rule.

Similarly, California Franchise Tax Board Notice
2016-02 (Sept. 9, 2016) discusses the application of the
factor presence standards to a valid water’s-edge election
when a unitary foreign affiliate of the water’s-edge com-
bined group becomes a taxpayer because it is doing business
in California. That illustrates the complexities of applying
the standard in a return filing context. For a water’s-edge
election to be valid, all members of the unitary group must
have made the election. The specific question addressed is
how a group handles the situation of an affiliate that at the
time of the election was not doing business in California and
could not have made the election, but now under the
application of the factor presence standard is considered to
be doing business. The result is a complex set of rules that
turn on whether the foreign entity in question had income
derived from or attributable to sources in the U.S. both
before and after the adoption of the factor presence stan-
dards. If the rules are met, the foreign affiliate is deemed to
have made a valid water’s-edge election and will be in the
unitary group. However, if all the conditions set forth in the
notice are not met, the FTB may seek to terminate the
water’s-edge election. As a result, a taxpayer that has evalu-
ated the pros and cons of a water’s-edge filing approach, and
based on that evaluation made a valid election, may now
find itself with the unintended consequence of filing on a
worldwide basis. Finally, the adoption of a water’s-edge
filing method was a conscious tax policy decision by Cali-
fornia. There is an argument that the application of those

new nexus standards undermines that policy or at the very
least is inconsistent with that policy.

Those two rulings raise serious concerns whether the
actual implications of the adoption of a factor presence
standard have truly been analyzed both from an administra-
tive perspective as well as coordination with existing tax
policy. The underlying theory is to capture and tax those
corporations that earn income in the state from other-than-
traditional means. However, what appears to have been
forgotten is that for every inbound transaction there is an
outbound transaction, and the same standards apply. Also
forgotten are the implications of the interaction of that
nexus theory with other existing tax policies such as return
filing methods and the composition of existing unitary
groups. The adoption of those bright-line nexus standards is
recent. Thus, the issues are just beginning to emerge. We are
merely at the tip of the iceberg.
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Looking Into 2017:
Big Changes Await
by Kathleen K. Wright

This article is meant to address issues lurking in the
background of SALT for 2017 — but the most major issues
that will affect SALT might be better characterized as the
‘‘elephant in the room.’’ The issues are wrapped up in federal
law (and regulations) and include BEPS, tax changes made
by Congress based on the plans of the new administration
and Congress, and (of course) the demise of Quill.58

Base Erosion and Profit-Shifting Project
The OECD’s BEPS project refers to tax avoidance strat-

egies that exploit gaps and mismatches in tax rules to artifi-
cially shift profits to low- or no-tax locations. Under the
inclusive framework, more than 100 countries and jurisdic-
tions are collaborating to implement the BEPS measures
and tackle BEPS. The OECD has issued 15 action items to
address the main areas in which they think companies have
been most aggressively accomplishing profit shifting. Of
particular interest is article 13.

Article 13 requires the development of rules regarding
transfer pricing documentation to enhance transparency for
tax administration. Under article 13, large multinational
enterprises will be required to file a country-by-country
(CbyC) annual report that will provide the amount of
revenue, profit before income tax, and income tax paid and
accrued for each tax jurisdiction where they do business. It
also requires that MNEs report the number of employees,
stated capital, retained earnings, and tangible assets in each
tax jurisdiction. Finally, it requires MNEs to identify each
entity within the group doing business in a particular tax
jurisdiction and to provide an indication of the business
activities each entity engages in.

On June 29, 2016, Treasury released final regulations
(T.D. 9733) that require annual CbyC reporting by U.S.
entities that are the ultimate parent entity of an MNE group
with annual revenue of $850 million or more. The regula-
tions will require annual reporting by the parent on Form
8975 (CbyC report) to be in a timely filed tax return. The
final regulations took effect June 30, 2016.

The question for state tax administrators is whether they
can get this information and how useful it will be since the
information is not broken down to the state level. The
answer depends on how interested the states are in the
transfer pricing and income-shifting issue.

Clearly, separate return reporting states have the most to
lose from income-shifting and transfer pricing issues, and
several have adopted addback statutes to counter the abuse.
But even states such as California — which uses worldwide
combined reporting but does allow a water’s-edge election

— are concerned about efforts to manipulate the apportion-
ment factor away from their states. The CbyC report would
provide tax administrators a snapshot of the economic pres-
ence of the taxpayer in a particular country (compared with
its presence in the state) to allow the administrators to
evaluate whether the apportionment percentage to the state
is a ‘‘clear reflection of income.’’

California has historically expressed interest in this type
of information. In 1986, when California first enacted a
water’s-edge election, most taxpayers were required to peri-
odically file with the California tax return a domestic dis-
closure spreadsheet (DDS), which described the state tax
reporting methods of the taxpayer and its affiliates that were
doing business in the U.S. Corporate groups electing water’s
edge had to agree to provide the FTB, every three years, a
DDS showing the income and tax liability reported to each
state, the method of apportioning income to each other
state, a list of affiliated corporations, and other information
as required by FTB regulation. This reporting requirement
was repealed when the water’s-edge election was overhauled
in 1993. In 1993 the California State Legislature made
massive changes to the election, which resulted in the elec-
tion becoming far more attractive to taxpayers who were
engaged, or potentially engaged, in a worldwide unitary
business.

The DDS gave the FTB some idea of how appropriate
their apportionment percentage was at capturing the
‘‘value’’ that appeared to be generated from presence in a
particular state. The CbyC report would provide compa-
rable information, albeit at the country (not state) level.
California does aggressively pursue alternative apportion-
ment formulas (in which the statutory formula does not
properly reflect income that should be reported to the state).
Therefore, the information would appear to be useful if the
state can get the report.

The confidential nature of the information in the CbyC
reports was an issue throughout the development of the
BEPS model rules. In general, the reports will be provided to
tax authorities with which the United States has a tax treaty
— or with which it has a tax information exchange agree-
ment. The state’s ability to get tax return information is
limited by IRC section 6103(d), which states that disclosure
is permitted only for the purpose of, and only to the extent
necessary for, administering state tax laws. That would
probably mean that the information could be made avail-
able to the state if the taxpayer was doing business in the
state and subject to the state’s jurisdiction. If the informa-
tion is helpful, then there is nothing stopping the states from
formulating their own reporting requirement paralleling the
CbyC reports and possibly adding state data.

Trump’s Tax Plan
The issues for California under President-elect Donald

Trump’s tax plan are likely to be less painful (and onerous)
than some of the other items on the new president’s agenda
for his first 100 days in office. That is because California58Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
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does not automatically conform to federal tax law and has
frequently allowed several years to go by before conformity
legislation is enacted. In all likelihood, California would not
conform to most of the tax changes that the new president
wants — leaving Californians with a complicated tax return
preparation process but not much more.

Take, for example, tax rates. Trump’s tax plan calls for a
reduction in tax rates and a repeal of the 3.8 percent net
investment income tax and the alternative minimum tax.
California just voted to extend the increased temporary tax
rates for another 12 years, through 2030 (Proposition 55).
California never enacted the 3.8 percent NII tax and would
probably not care that much about repeal of the AMT for
individuals.

The AMT is not the revenue source for the state that it is
for the federal government. The reasons are that the state
income tax is a big deduction for many taxpayers on their
federal tax returns (not allowed for AMT), while the state
income tax deduction is not allowed for the regular tax
computation for state income tax purposes and, therefore,
does not result in any adjustment. Also, the regular tax rates
are the highest in the nation and much higher than the
AMT rate, which has not been changed in many years. The
maximum individual tax rate is 13.3 percent, and the AMT
rate for individuals is 7 percent — therefore, not that many
individuals are subject to AMT in California. Lastly, the

AMT exemption amount is indexed for inflation — the
federal exemption began to be adjusted for inflation only
after 2012.

One of the biggest changes that might propel California
to consider what is being referred to as Calexit (that is, the
California version of Brexit) is repeal of the Affordable Care
Act. California embraced mandatory health insurance, be-
coming the first state to enact legislation to allow the state to
set up its own health exchange. If federal funding for that
program were phased out or terminated, it is unlikely that
the cost could be absorbed by the state.

Quill
If Quill is overturned (whether by legislative action or by

the U.S. Supreme Court), it would open up sales tax nexus
to economic nexus concepts, which would have a significant
impact on the administrative burden imposed on multistate
business entities (to collect and remit sales tax). That change
would likely bring with it the same types of surprises that
economic nexus has meted out in the income tax area.

Conclusion
2017 will be a year in which tax policy takes a center stage

in Congress and with the president-elect. Whatever hap-
pens, there will be significant changes that will pull the states
into this new era — for better or for worse.
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