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BNA According to -Montana. 'Director of Revenue Dan
‘Bucks; most: statés fightrriowshave~:and- have Had—an
‘economic presence . standard: for business activity tax
nexus (174 DTR J-1,9/8/06): If:that’s the case, then what
- is driving the demand for a sw1tch to a physmal pres-
ence standard"

1rst of all Iwould argue that Mr. Bucks’s

nt that they try to go beyond
of—state busmesses [for 1ncome tax

. purposes] )

of time ‘and effort v1a bloated legal staffs that provide
grounds for cntlclsm of government in general ‘and
with mixed success ‘at best v

BNA: So;: essentlally, when you': try to ﬁgure out
whether a taxpayer is doing businéss in a state, you're
going to end‘u fl‘ooklng at whether lt has ‘a physmal
presence thereé v

LINDHOLM: Physxcal presence is'a much clearer and
‘more certain standard that both taxpayers andtax- ad-
ministrators can look to for guidance. The U.S. Su-
pretne Court in Qulli [v. North Dakota] indicated that
physical presence is required for nexus in the sales and
use tax arena. The court has not yet offered an opinion
on what the standard is for i income tax or busmess ac-

A q estlons 1n the state and local tax ﬁeld And-in
my’ mind, there 1s no compellmg reason why nexus

:ought to: requ1re’ moreé of a presence than for sales

: taxes

I the sales tax ‘arena, states are only seekmg to* im-
posé 2
‘task);‘the tax is actually paid by the in-state purchaser
W1th busmess act1v1ty taxes, states-are seeking to im-
4 direct economic burden (the actual tax) ‘on-out-
taxpayers—clearly a higher burden. For Mr.
U say that eéconoimic presence is the standard is
a bit" mlsleadlng, because if it truly was the accepted
'standard we would" certalnly have a lot less htlgatlon
questlomng what that standard is. -

- BNA: Ornie of the arguments for the Busmess Act1v1ty
Tax Simplificdtion Act legislation is that'there is a need
to. create certainty for taxpayers by enactmg a federally
mandated standard for nexus:

LlNDHOLM Right.

BNA But if it's about umform1ty, why is. physical
presence -a:better standard? Why not create a umform
definition:.of economic nexus?

LINDHOLM: Part of the problem is S the economic. pres-
-ence * standard predicates the nexu$ detérmination
solely on the location of customers in the ‘state, not
where the company is actually operating” That’s some-
what problemati¢, because the determination then
could hinge on factors outside a company’s control.
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The other major problem is that companies ought to

pay taxes to states where they clearly are receiving ben-

efits ‘and protections from state governments. Since the
ultimate beneficiaries of government services—even in
our_relatively technically advanced world—are still
people and their property, a business’ physxcal presence
in a jurisdiction (i.e., employees or property) is sti lth
best indication of when a business is part of a ta
rlsdlctxon s ‘'society” and thug is appropriately
to its. taxmg power

_t1v1ty in a state. for 21 days or less

DHOLM hu 21 day threshold 1s an effort to set a

Thus, the majority of the sales tax litigation that has en-

sued has dealt with how much physical’ presence is-

more than de minimis. We’re more than willing to work

with the states to determme an appropnate level of de
inimi il :

BNA: The bill alsor prov:des 'that the use of ‘anagent't
estabhsh and maintain a market in a state will create
nexus. for an out-of-state company. But if the agent per-
forms servi esio;r more than.one company—there.is no

1 at is,the, rat1onale behlnd thls prowsxon'f‘
LIND,HO_M. g

) 'contractlng on
1es however that‘ mpl'es'

5 At 3 z
en‘ a b;g issue.in ‘the Congressmnal Budget Ofﬁce
ional Governors ‘Association revenue estimates
. Even assummg their assertions are correct,
they fail fo recognize that. those. mdependent ¢ontrac-
tors operating on behalf of out-of-staté companies will
“See.:an increase:in-their respective income and proﬁts
‘ and will thus payimore taxes.to the state.

‘NeitHer the fiscal notes:for the NGA nor the CBO take
that offsettmg factor into:account when they talk about
companies that would no longer have nexusin'a state
under the BATSA legislation. In addition, our legal sys-
iter -i§° based on the fact that. corporations -are- distinct
‘and distingtiishable: legal entities; and if states feel that
a corporate structure is’iset. up:without the requisite
-business..purpose ori-economic substancs,-ithe ‘states
chave everyr-right to-seek to collapse the transaction: And
‘they -have.an -arsenal -of common law .and -statutory

-weapons at their disposal to do so—including sham.and
-step transaction - .doctrines; . [Internal. Revenue Code]
Section. 482 powers,. anti- dlstortlon statutes, and. laws
requmng the addback of certain payments to related

"to have physmal presence Why 21 N

mis standard in order t6 minimize future litiga= |
t10n .on.the i issue. The Supreme Court in Quill 1nd1cated(_m ,
the standard was physical presence beyond 4 dé mini-

mis: ameunt but; gave no:further-guidance on thie:issue:

v’—épush for. this. iéhyswal presence standdrd:for-b

-"major ;corporations; have :lobbjed:bot}

‘i tates:

usiness
‘activity taxes-is-occurring at a-time-when'1 ‘many-states

have drifted away from the traditional three-factor ap:

jonment formula of property, payroll, and sales. Ac-
g to the Center on Budget and Policy Priorities,
these trends are not coincidental. Michael Mazerov of
the CBPP has published a paper in which he shows that
for thftfederal
.BAT leglslatlon and for the smgle sales factor th

I.INDHOLM I thmk that Mlchael Mazerov went

taxmg power.”

COST PRESIDENT DOUGLAS LINDHOLM o

BNA How do you, counter ‘his. charge tha thesé 1ob
bymg efforts reflect a concerted’attempt-by ulti
corporations to evade the corpor;

LINDHOLM Mr. Mazerov misses.t

‘a'state moves to.a single-factor, apportlo rnent fonnula

there are typlcally a larger number of companies
by the’ leglslatxon (1 e, they o more taxes) than those
that beneﬁt ’ v

tax revenues) and to’ encourage addl-
t of labor and capltal which‘increasés
‘economic actmty generally, thus mcreasmg sales tax
property tax, and other state tax revenues:

State legislatures make this choice at-the experise of
out-of-state corporatlons ‘however, .which then pay a
higher. burden of tax, since by definition. they have rela-
tively more sales than property or payroll in the. state.
These out-of-state companies are not- happy:; w1th this
change but’ since. they. have. relatlvely little. presence
there, their only option is to seek a similar benefit’ in
those,states where they have mvested heavﬂy in labor

‘and capltal.

With'. respect ‘to compames lobbymg for a federal
physmal presence nexus -standard, _they, are appropri-
ately respondmg to the actions of unelected state tax
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‘administrators who are aggressively pursuing their
view,of an unsettled area of the law. These administra-
tors have every.incentive to aggressively pursue out-of-
state:money because it exports their state’s tax burden,
‘but they do not have a similar incentive to assess the
impact their aggressiveness has on the free flow of in-
terstate commerce nationally.

" BNA: So“you see no connection between these two
trends?

..LINDHOLM: The fact that they are happening together
isvery coincidental, because they are driven by differ-
ent purposes. o o '

BNA: As you know, there’s a big debate over the im-
pact the BATSA bill would have on state revenues, with
the states estimating first-year losses as high as $3 bil-
lion. COST commissioned a study by Ernst & Young
that estimated the first-year losses at around $434

- million—but unlike the state’s projections, this estimate
does not account for the potential impact of tax-related
restructurings. Why not address that question?

" LINDHOLM:. With: respect to. behavioral responses by
taxpayers to tax law changes, these are typically evalu-

ated if such responses can:be predicted with a reason-

able. degree. of certainty.. The states themselves ac-
knowledged this difficulty. The study we commissioned
from Ernst & Young cites the California Franchise Tax
Board’s own analysis of an earlier version of the BATSA
bill, where they noted that it was impossible to evaluate
the impact of restructuring. Accordingly, given the un-

- certainty of predicting long-run behavioral responses to
H.R. 1956, Ernst & Young did not include net losses re-
lated to such activity in the revenue estimates.

BNA: Nevertheless—even though the numbers are far
apart—every study so far points to some revenue losses
by the states. Given that fact, do you see any potential
for a compromise? Is it possible to work out a version
of the bill that would establish'a uniform nexus stan-
dard and yet be revenue-neutral?

. LINDHOLM: I like to think so. A large part of the con-
cern over the revenue figure came from Washington
state and Texas—both jurisdictions with business activ-
ity taxes currently not subject to Pub. L. No. 86-272
[which prohibits states and their political subdivisions
from imposing a net income tax on nonresident taxpay-
ers that operate primarily in interstate .commerce and
limit their activities in the state to the mere ‘solicitation
of orders] and that would be under H.R. 1956. There
may be ways to address their concerns about the mod-
ernization of Pub. L.. No. 86-272 in order to minimize
revenue impacts. -

BNA: What about the factor-presence standard pro-
posed by the Multistate Tax Commission?

LINDHOLM: There are many misconceptions about
the simplicity and effectiveness of the MTC proposal,
apart from the fact that it allows nexus to be predicated
solely on the location of a company’s customers. It
sounds simple to base nexus on a company’s apportion-
ment factors, but it’s far froin simple when you exam-
ine the practicalities of how such a system would work.
For example, in separate filing states, it asks companies
to determine nexus on a unitary basis, which begs the
question: “which state’s law shall be applied?”

Their response is to suggest the unitary group most
commonly filed in other states. But a unitary business

‘determination is very fact-specific, state statutes and

case law differ significantly on that question, and many
large companies have ongoing disputes with states over
the composition of their unitary group. So application
of the MTC’s separate filing state “solution” is muddy,
at best. )

“The 'other bedeviling complexity is that the MTC
factor-presence standard imposes a brand new sourcing
rule for determining which receipts from which compa-
nies belong in the formula. So in addition to calculating
each state’s specific sourcing rule for apportionment
purposes, companies would be forced to recalculate the
formula under the MTC sourcing rule for every state
and for every company in the unitary group for nexus
purposes. The task quickly becomes impractical and
unworkable, and I fear would result in much litigation.

. BNA: If you could come up with a compromise pro-
posal, what might such a bill lock like? '

LINDHOLM: I'd hate to speculate. But states are un-
derstandably concerned about the revenue loss, par-
ticularly those imposing business activity taxes that are
not now covered by Pub. L. No. 86-272. If we can ad-
dress those concerns, the legislation has a reasonable
chance. o

But I also think that legislators should not be too sur-
prised or concerned that the states would balk at fed-
eral nexus legislation that impacts their revenues.
That’s to be expected. .

Congress must recognize that there’s a natural and
healthy tension between state sovereignty to impose
taxes and Congress’s responsibility to determine the ex-
tent of the burden placed on the free flow of interstate
commerce. As I noted earlier, on this issue it appears
states are focused on their respective pieces of the rev-
enue pie, and not on the larger national economic pic-
ture.

By Dorores W. GREGORY
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