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Nexus
Crown Packaging Technology, Inc. v. Division of Taxation, N.J. Tax 
Court Docket No. 003249-2012 (Feb. 26, 2019)
• The issue was whether an intangible holding company had CBT nexus 

as a result of receiving royalty income from an affiliate that did business 
in New Jersey.  Crown argued that subjecting it to tax would violate the 
Commerce Clause and Due Process Clause.

• The court held that it lacked sufficient facts to definitively rule on the 
nexus issue, but the court determined that the New Jersey Supreme 
Court Ruling in Lanco which established the rule in New Jersey that 
physical presence is not required for CBT nexus was not necessarily 
controlling.
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Nexus
Santa Fe Natural Tobacco Co. v. Dep’t of Revenue, TC-MD 170251G, 
Or. Tax Court (Feb. 26, 2019) 
• Santa Fe is a New Mexico-based manufacturer of cigarettes that sells its 

cigarettes to unrelated wholesalers in Oregon. The Company also 
promoted its cigarettes directly to retailers in Oregon by providing a 
“100% Product Guarantee”, which allowed retailers to return unsold 
cigarettes to the wholesalers for either replacement cigarettes or a 
refund.

• The Tax Court held that Santa Fe was not entitled to protection under 
P.L. 86-272 because the wholesalers were acting as Santa Fe’s 
independent contractors by accepting returned cigarettes on the 
Company’s behalf.
• The Tax Court noted that ensuring returns were accepted in Oregon was integral to 

Santa Fe’s 100% guarantee, was part of the Company’s regular policy and therefore 
was not a trivial additional connection between the Company and Oregon.
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Nexus
Capital One Auto Finance, Inc. v. Dep’t of Revenue, 423 P.3d 80 (Or. 
Aug. 9, 2018) 
• On appeal, Capital One asserted that the Department of Revenue’s failure to 

specify that it was subject to the corporate income tax in the notice of deficiency, 
as opposed to the corporate excise tax that was cited, precluded the 
Department from raising the issue for the first time in its Tax Court pleadings. 
• Oregon imposes both a corporate income tax, which is imposed on income 

derived from sources within Oregon, and a corporate excise tax, which is 
imposed on taxpayers for the privilege of doing business in the state but 
computed on Oregon income. 

• Based on a specific statutory provision, the Supreme Court found the Oregon 
Tax Court has the broad authority to recompute the proper amount of tax on 
appeal under this rule, even if not raised by the Department before its Tax Court 
pleadings. 
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Combined Reporting
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Combined Reporting - Colorado
Agilent Techs., Inc. v. Dep’t of Revenue, (Colo. App. Nov. 2, 2017);
Oracle Corp. v. Dep’t of Revenue, (Colo. App. Nov. 30, 2017) 

• In both cases, the Colorado Court of Appeals held that a subsidiary 
corporation with no property or payroll could not be included in its 
corporate parent’s Colorado combined report because the subsidiary 
did not have more than 20% of its property and payroll located in the 
United States.  This was consistent with the Department of Revenue’s 
own regulation that a corporation with no property or payroll cannot be 
included in a combined report.

• The Colorado Supreme Court accepted review of both cases, and 
heard oral argument on April 9, 2019. 
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Combined Reporting - California
Harley-Davidson, Inc. et al. v. Cal. Franchise Tax Bd., Cal. Ct. App. (4th 
App. Dist.), Dkt. No. D071669 (Aug. 22, 2018)
• Harley-Davidson and its subsidiaries challenged the provisions in the 

California Code that allow intrastate unitary businesses to elect annually 
whether to compute their tax using the combined reporting method or the 
separate accounting method, but require interstate unitary businesses to 
compute their tax using the combined reporting method.

• The Superior Court granted the FTB’s motion for summary judgment, and 
the only issue remaining on appeal was Harley-Davidson’s claim that 
treating interstate entities differently than intrastate entities harms the flow 
of interstate commerce by providing an advantage to intrastate unitary 
taxpayers.

• The Court of Appeals rejected Harley-Davidson’s contention that there are 
non-discriminatory alternatives to the statutory reporting regime, and held 
that intrastate entities and interstate entities are not similarly situated for 
purposes of filing taxes. 
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Combined Reporting – New Mexico
In the Matter of the Protest of General Electric Co. & Subs., N.M. Tax. 
& Rev. Dep’t Decision & Order, Dkt. No. 18-12 (Apr. 6, 2018)
• GE had operations and subsidiaries around the world, and of those 

subsidiaries 419 were foreign subsidiaries from which GE received 
dividends, most of which were more than 50% owned by GE or its 
domestic subsidiaries.  During the audit, the Department recalculated 
GE’s corporate income tax base to include the dividends received from 
GE’s foreign subsidiaries. 

• The hearing officer determined that the Department’s inclusion of 
dividends received from the foreign subsidiaries and federal Subpart F 
income in calculating the New Mexico corporate income tax base did not 
violate the Foreign Commerce Clause.
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Combined Reporting - Kentucky
World Acceptance Corp. et al. v. KY Dep’t of Revenue, KY Ct. of 
Appeals, Dkt. No. 2015-CA-001852-MR (Jan. 4, 2019)
• The Kentucky Court of Appeals affirmed the Circuit Court and the 

Kentucky Tax Board’s decision that World Acceptance Corp., a South 
Carolina parent corporation, could not file a consolidated return with its 
wholly owned subsidiary in Kentucky because it is not an “includible 
corporation.”

• World Acceptance Corp. could not be an includible corporation under 
the statute because its Kentucky property, payroll, and sales factors 
were either de minimis or zero.
• The Department was also not required to follow an anonymous 2011 

letter ruling it provided regarding World Acceptance Corp. because the 
Court found that the letter ruling contained facts that were materially 
different from those that were later presented in the amended return 
that was filed.
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Combined Reporting – New Jersey
Scope of Water’s Edge Group

• Water’s edge group includes:

– Each member that has income as defined under the 
Corporation Business Tax Act and has sufficient nexus in New 
Jersey 

– Exposure or opportunity?
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Combined Reporting – New Jersey
Joyce vs. Finnigan

• Informal guidance under TB-86:
If one member in the combined group has nexus and 
sufficient activities in New Jersey to be taxed based on 
income, no member that has nexus with New Jersey 
may claim P.L. 86-272 protection.

• Consistent with statute but not U.S. Constitution
– P.L. 86-272 companies have nexus and subject to 

minimum tax, so technically “taxable members”
But supremacy clause prohibits state from imposing 

direct income tax on solicitation activities
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Combined Reporting – New Jersey
Other Adjustments to Income
• Statutory deferral of intercompany transactions consistent 

with Treas. Reg. § 1.1502-13
• What about basis adjustments under Treas. Reg. § 1.1502-

32?
• Member’s basis in stock of subsidiary increased by 

undistributed earnings, decreased by distributions to prevent 
double tax on disposition

• If you sell stock of subsidiary with undistributed earnings, 
should you take return position for New Jersey purposes?
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Transfer Pricing
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Transfer Pricing - Utah
See’s Candies, Inc. v. Utah State Tax Comm’n, No. 140401556 (Utah 
Supreme Court, October 5, 2018)
• See’s Candies deducted IP royalty payments made to an insurance company 

also owned by Berkshire-Hathaway. 
• The Tax Commission argued that it could adjust See’s income for the royalty 

payments based on the state’s 482-type statute without reference to federal 
rules on related-company adjustments.

• The court held that the Commission abused its discretion in failing to consider 
federal 482 guidance and, therefore failing to look at See’s transfer-pricing 
study.

• The court approved the deduction, minus a 10% adjustment determined after an 
MTC audit.

• The Utah Supreme Court agreed that the statute granted the Commission broad 
statutory authority, but that authority is not unlimited, and case law did not 
support the proposition that the Commission’s authority is “untethered to any 
identifiable standard.”

• The legislature enacted royalty addback in March 2019 
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Transfer Pricing – Washington D.C. 
ExxonMobil Corp., Hess Corp., and Shell Oil Co.
• Controversial “Chainbridge” methodology ruled “arbitrary, capricious, and 

unreasonable” and therefore invalid by ALJ in Microsoft Corp. v. D.C. Office of 
Tax & Revenue, 2010-OTR-00012 (D.C. Office of Admin Hearing 2012)

• Follow-ups to Microsoft—OTR continued to rely on Chainbridge method in 
Exxon Mobil, Hess Corp., Shell Oil, Pfizer, Eli Lilly, AT&T, and more
• OAH initially ruled that Microsoft controlled as a legal matter, but D.C. Court of 

Appeals remanded for factual development
• On remand, OAH ruled taxpayers did not establish that D.C.’s use of 

Chainbridge method was arbitrary, capricious, or unreasonable
• Settlements finalized in 2018
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Apportionment
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Changing Landscapes, Generally
Traditional Model
• Income Producing Activity/Costs of Performance
• Services Performed

• e.g. New York, New Jersey, Texas
• Catch-All Categories

New Model = Market-Based
• Policy Change – Apply CoP Law to Reach Market Result
• Statutory Change – Change the Law

• CA, CO, CT, KY, LA, MA, MO, MT, NY, OR, PA
• MTC

• Litigation
• AZ, OR, SC, TN
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Market Sourcing States - 2008
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Market Sourcing States - 2019
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Market Sourcing - Litigation
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DirecTV v. SC Dep’t of Rev, 421 S.C. 59 (2017) & Dish DBS 
Corp. v. SC Dep’t of Rev, No. 2016-001642 (Oct. 31, 2018)

• DirecTV and Dish DBS both challenged the Department’s findings 
concerning the apportionment of their income. The Court of Appeals 
of South Carolina found for the Department, holding that (1) the 
Department correctly determined that South Carolina is not a pro 
rata cost of performance state; and (2) the delivery of Dish and 
DirecTV’s satellite signals into their subscribers’ homes was the 
taxpayers’ income-producing activity (and that such delivery is 
represented by 100% of its South Carolina subscription receipts).
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Market Sourcing - Litigation
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Apollo Education Group v. OR Dep’t of Rev, No. TC-MD 
150352C, OR Tax Court (Aug. 24, 2017)

• Taxpayer is the parent corporation of the University of Phoenix. The OR 
Tax Court addressed which of the University’s receipts from its online 
campus are properly sourced to OR.

• The OR Tax Court found that the University’s receipt of tuition and fees in 
exchange for instruction and formal evaluation in a single course section is 
its “income producing activity” pursuant to OR law. The Court, relying on 
the OR Supreme Court’s decision in AT&T, found that the University’s 
revenue is properly sourced to OR. Thus, the Court upheld the 
Department’s assessment.

• Compare The University of Phoenix, Inc. v. IN Dep’t of State Rev, No. 
49T10-1411-TA-00065, IN Tax Court (Nov. 30, 2017)
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Market-Based Sourcing - Services
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Where the 
Service is 
Delivered

Where the 
Benefit of the 
Service is 
Received

Where the 
Service is 
Received

Where the 
Customer is 
Located

• MTC
• Massachusetts
• Alabama
• District of 

Columbia
• Kentucky
• Louisiana
• Pennsylvania
• Tennessee

• Arizona
• California
• Iowa
• Michigan
• Missouri
• New York
• Ohio
• Rhode Island
• Utah
• Wisconsin

• Connecticut
• Illinois
• Maine
• Minnesota

• Georgia
• Maryland
• Nebraska
• Oklahoma
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Where the Benefit of the Service is Received
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California FTB Chief Counsel Ruling 2017-01 (April 7, 2017)
• Taxpayer is a company that contracts directly with various health plans to manage and administer 

the plans’ benefit program.

• Taxpayer filed a ruling request with the FTB concerning the application of market-based sourcing 
rules for non-marketing services (California applies a benefit received approach).  Specifically, 
Taxpayer requested that (1) where its services are non-marketing services, sales of those 
services should  be sourced to Taxpayer’s customer’s location and not to the location of 
Taxpayer's customer's customers; (2) the benefit of the services its customers receive is being 
discharged from their obligations to perform business functions; and (3) that the location of the 
benefit its customers receive is determined at the business location where the Health Plan would 
have performed those business functions.

• Chief Counsel ruled that (1) Taxpayer provides sales of non-marketing services and the benefit 
should be determined with respect to the Health Plan’s direct benefit (not the indirect benefit 
received by the Health Plan’s Customers); (2) the benefit to Taxpayer’s customers (the Health 
Plans) is being relieved from contractual obligations; and (3) the best reasonable approximation 
of the location of where benefits are received is the location where the Health Plan clients would 
conduct the benefit services if their contract with Taxpayer was cancelled.
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Where the Benefit of the Service is Received
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In the Matter of BLX, Inc., No. 2018-240-2-0390, Iowa Dep’t of 
Revenue (Dec. 31, 2018)

• BLX is a transportation broker that connects clients in need of 
transportation services to transportation service providers.  BLX filed a 
declaratory order, asking that the Department allow it to apportion its 
income based on the location of its clients.  Alternatively, BLX argued that, 
for purposes of calculating its apportionment factor, the benefit of its 
service is received where the client’s goods were picked up.

• The Department disagreed with BLX and determined that, for purposes of 
calculating its apportionment factor in Iowa (which applies a benefit 
received approach), the benefit of BLX’s transportation brokerage service is 
received at the client-provided delivery location and not where the goods 
were picked up.
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Where the Benefit of the Service is Received
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Defender Security Co. v. Testa, Case No. 2016-1030, Ohio Board of 
Tax Appeals (Mar. 6, 2018)

• Gross receipts from services are sitused to Ohio based on the 
proportion of the purchaser’s benefit received in Ohio compared to 
the benefit received elsewhere.

• The physical location where the benefit is received is critical for 
determining the proportion of the benefit received in Ohio.

• Board of Tax Appeals recently found that the sale and installation of 
security equipment and contracts, which were then sold to ADT 
were properly sourced to Ohio rather than to ADT’s location 
because the contracts would not exist without the Ohio-based 
property.
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Where the Service is Delivered
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Pennsylvania
• 3-step hierarchy for sourcing receipts from services:

1. Delivery location
2. Order location
3. Billing address 

• DOR Informational Bulletin 2014-01:
• Delivery location = customer location
• Customer location varies by service type
• Bulletin is informational (not a formal regulation)
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Where the Service is Delivered
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Pennsylvania – Location of Delivery/Customer
• Trade or business receipts: corporate HQ or where service 

managed

• Video Streaming; Online Access to Database: user location (IP 
address)

• Subscription Services: customer/licensee location (or apportioned 
based on % of total subscribers in state)

• Advertising: target audience (% in state)

• Information Services; Internet Access: user location

• Third Party Delivery/Intermediary: location where contracted service 
delivered to ultimate customer
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Where the Service is Delivered
Massachusetts Statute: M.G.L. ch. 63, § 38(f)

• …Sales, other than sales of tangible personal property, are in 
the commonwealth if the corporation's market for the sale is 
in the commonwealth. The corporation's market for a sale is 
in the commonwealth and the sale is thus assigned to the 
Commonwealth [if]: 

(3) in the case of sale of a service, if and to the extent 
the service is delivered to a location in the commonwealth; 

(5) …if the state or states to which sales should be 
assigned cannot be determined, it shall be 
reasonably approximated;
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Where the Service is Delivered
Massachusetts Regulation:  830 CMR 63.38.1

• Professional Services:  Except as otherwise provided in 830 
CMR 63.38.1(9)(d)4.d.ii, Professional services include, without 
limitation, management services, bank and financial services, 
financial custodial services, investment and brokerage services, 
fiduciary services, tax preparation, payroll and accounting 
services, lending and credit card services, legal services, 
consulting services, video production services, graphic and other 
design services, engineering services, and architectural 
services.

• 2017:  Professional services:  $1.76T in U.S. Revenues.

31



Reed Smith

Where the Service is Delivered
Massachusetts Regulation:  830 CMR 63.38.1

• Professional Services Sourcing:  …for purposes of consistent 
application of the market sourcing rule stated in M.G.L. c. 63, §
38(f), the Commissioner has concluded that the location of 
delivery in the case of professional services is not 
susceptible to a general rule of determination, and must be 
reasonably approximated.
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Massachusetts
Potential Statutory Alternative—Brokerage Fees
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 How to source?
20% to location of exchange where security priced, traded, settled
80% to location of taxpayer employees placing trades
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Market-Based Sourcing - Intangibles
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Licensing Income
General Rule -- Source to where the IP is used by the customer

Marketing Intangibles – tiered approach
• Tier One – Source based on sales of licensee. 
• Tier Two – Source based on reasonable approximation based on population. 

Production Intangibles
• Presumption – licensee’s commercial domicile or residence – Is this following the common 

law doctrine of mobilia sequuntur personam? 
• Presumption is overcome if the actual location of the use of the intangible is reasonably 

established

Mixed Intangibles



Reed Smith

Market-Based Sourcing - Intangibles
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Sales of Intangibles
Intangibles that Authorize Business Activities in Specific Geographic Areas
• Use reasonable approximation if use is in more than one state
• Used or Authorized for use

Sales that Resemble a License
• In the case of a sale or exchange of intangible property where the receipts from the sale or 

exchange are contingent on the productivity, use or disposition of the property, the receipts 
from the sale are assigned by applying the rules applicable to licenses of intangible 
property.

Sale that Resembles a Sale of Goods and Services
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Market-Based Sourcing - Intangibles
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States the Mirror or 
Closely Follow the 
MTC Statute

Source to where 
intangible is used 
but have little or no 
additional guidance

State with Three 
Tier Analysis – a 
billing address tier 
replaces the MTC 
throw-out rule

Other Market-Based 
Sourcing States

• Alabama*
• Colorado*
• District of Columbia*
• Kentucky*
• Louisiana*
• Massachusetts
• Missouri
• Montana*
• Oregon
• Rhode Island
• Tennessee

*Sourcing Rule are Similar to 
MTC but do not addresses 
mixed intangibles

• Georgia
• Maine*
• Minnesota
• Nebraska
• New York
• Ohio
• Utah

* Provides that market-based 
sourcing rules do not apply to 
sales to US Government

• California
• Connecticut

• Illinois
• Iowa
• Wisconsin



Reed Smith

Other Sourcing Methods - Intangibles
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Retransmission / Distribution receipts
• Use same audience factor as advertising?

– No, unless specific statutory rule

• Instead, follow rules for intangibles:
– NC: received from sources in the state
– PA: costs-of-performance
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Alternative Apportionment:
Potential Opportunities

38

• Traditional UDITPA §18 language vs. updated language

• Several states have enacted market sourcing, but have not
updated alternative apportionment language:

Arizona
California
Connecticut
District of Columbia
Georgia
Iowa
Louisiana
Maine
Maryland 

Massachusetts
Michigan
Minnesota
Ohio
Oklahoma
Pennsylvania
Tennessee
Utah
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Alternative Apportionment:
Potential Opportunities

39

Many states, when adopting market-based sourcing, simply changed the 
sales factor sourcing methodology but did not correspondingly update 
the alternative apportionment statutory provision.
For example, despite the fact that California sources sales of services based on where 
the benefit of the service is received, Section 25137 still provides as follows:

• “If the allocation and apportionment provisions of this Act do not fairly represent the 
extent of the taxpayer’s business activity in this state, the taxpayer may petition for 
or the [tax administrator] may require . . . .”

Compare Illinois, which has updated its alternative apportionment provision to apply 
when the statutory provisions do not reflect the taxpayer’s “market.” See 35 Ill. Comp. 
Stat. 5/304(f).

Potential application:
• Audience factor ≠ taxpayer’s activity in the state
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CA: Foreign Dividend Factor 
Representation:

include sales of dividend paying sub. 
for each year from which E&P was paid

______________________________

40www.reedsmith.com/catax
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Foreign Royalty Gross Up
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Foreign Royalty Gross Up
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Foreign Royalty Gross Up

43

$7 billion income x 7.14% ($5B ÷ $70B) = 
$500 million California source income

$20 billion product sales 
$70 billion denominator
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Apportionment Change—CA example

44

Problem
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 Total

T.I. ($100) ($100) ($100) ($100) ($100) ($100) $100 $100 $100 $100 $100 $100 $0

Prop 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%
Payroll 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%
Sales 10% 10% 10% 10% 10% 10% 10% 10% 10% 10% 10% 10%

Overall 5% 5% 5% 5% 10% 10% 10% 10% 10% 10% 10% 10%

($5) ($5) ($5) ($5) ($10) ($10) $10 $10 $10 $10 $10 $10 $20

Ap
po

rt
io
nm

en
t

Apport'd 
Inc. (Loss)

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 Total

T.I. ($100) ($100) ($100) ($100) ($100) ($100) $100  $100  $100  $100  $100  $100  $0 

Ap
po

rt
io
nm

en
t

Prop 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%

Payroll 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%

Sales 10% 10% 10% 10% 10% 10% 10% 10% 10% 10% 10% 10%

Overall 10% 10% 10% 10% 10% 10% 10% 10% 10% 10% 10% 10%

Apport'd Inc. (Loss) ($10) ($10) ($10) ($10) ($10) ($10) $10  $10  $10  $10  $10  $10  $0 

Solution
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Other Apportionment Issues
Illinois – “throwout” of IP receipts
Receipts from license, sale, or other disposition of patents, 
copyrights, trademarks, etc. are excluded from sales factor 
unless > 50% of total receipts is from those items during tax 
year and two immediately preceding years
• Tested at unitary group level

Factor representation problem if don’t meet test
• Alternative apportionment
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Other Apportionment Issues
Maryland – discriminatory apportionment election

Single sales factor phased in 2018-2022

“Worldwide headquartered company” may elect three-factor 
apportionment with 2x sales
• Must have principal executive office in Maryland
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Federal Tax Reform
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Deemed Repatriation
• New Jersey NOL carry forwards eliminated

US A

US Sub

US A’s NOL

Beginning: $100

Ending: $100

US B’s NOL

Beginning: $100

Deemed repat: ‐$100

Ending: $0

US B

CFC Sub

Deemed 
repat.
$100

Taxpayer with foreign subsidiaries worse off (less 
NOLs) than taxpayer with domestic subsidiaries
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Deemed Repatriation
• New York current year NOL generation limited

Business Loss = 
Entire Net Income – (Investment Income + Other Exempt Income)

Other exempt income cannot exceed entire net income

Income Before 
965 965 Income

Entire Net 
Income

Other Exempt 
Income Business Loss

($100) $0 ($100) $0 ($100)1
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Deemed Repatriation
• New York current year NOL generation limited

Business Loss = 
Entire Net Income – (Investment Income + Other Exempt Income)

Other exempt income cannot exceed entire net income

Income Before 
965 965 Income

Entire Net 
Income

Other Exempt 
Income Business Loss

($100) $0 ($100) $0 ($100)

($100) $200 $100 $100 $0 

1

2
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Deemed Repatriation
• New York current year NOL generation limited

Business Loss = 
Entire Net Income – (Investment Income + Other Exempt Income)

Other exempt income cannot exceed entire net income

Income Before 
965 965 Income

Entire Net 
Income

Other Exempt 
Income Business Loss

($100) $0 ($100) $0 ($100)

($100) $200 $100 $100 $0 

($100) $200 $100 $200 ($100)

1

2

3
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Deemed Repatriation
• Louisiana 72% DRD unconstitutional

• Rule: 72% DRD for 2017; 100% DRD for 2018

• Problem: 2017 earnings taxed at 28%

Domestic  if distributed

Foreign  if distributed or not distributed
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Deemed Repatriation
• Fiscal year-end taxpayers get less 965(c) deduction

• Solution: disparate treatment?  Unlawful delegation?

2017 Inclusion 2018 Inclusion
965(a): $100 $100
965(c): ($56) ($26)
Net 965: $44 $74

$44 x .35 = $15.5 $74 x .21 = $15.5
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All TCJA changes
• Rolling conformity is unlawful delegation

• Issue recognized by:

• Minnesota Supreme Court: no rolling IRC conformity

• Arkansas DOR: TCJA conformity is unlawful delegation

• Pennsylvania Commonwealth Court: can’t regulate 
firework stands by reference to national ass’n
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All TCJA changes
• Rolling conformity is unlawful delegation

• Authority exists:

• In AL, KS, MD, NJ, OK, PA, RI, UT

• Question: does related legislation matter?

E.g.,  New Jersey: 95% DRD
Utah: 965(c) disallowed
Oklahoma: installment payments

55



Reed Smith

Deemed Repatriation & GILTI
• Factor representation necessary

Alternative apportionment issues

• Is 5% inclusion an “expense disallowance”?

965 in base: $44
Factor inclusion:      $88

56

CFC Sales 1987-2017 $200

CFC Deductions 1987-2017 $100

CFC E&P 1987-2017 $100
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GILTI: apportionment & related party 
addback
New Jersey
Apportionment =

• TB-85(R)
• Special formula only for GILTI and FDII
• Director Ficara: “Is it perfect?  No.”  Relief granted on taxpayer-specific basis. 

Related Party Addback
• TB-88
• Payments to CFCs generating GILTI inclusion for payor

• “Unreasonable” exception to addback to avoid double taxation

57

NJ GDP
Total GDP in nexus states in U.S.
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Foreign-Derived Intangible Income
Take FDII deduction in Pennsylvania

• DOR says no because:

• FDII is “special deduction”

• Regulation says “line 28”

• DOR view not supported because:

• Statute says taxable income (modifies DRD & NOL)

• FDII is deduction from taxable income 

• Regulation outdated
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Interest Expense Limitation
Apply on consolidated basis

Authority:
• New Jersey MCI case: Tax Court rejected taxpayer 

claiming state deduction as a result of reversing basis 
adjustments required by consolidated return regulations

• Pennsylvania Bulletin 2019-03: if no federal consolidated 
limitation, then no PA limitation

– See also PA letter ruling: inter-company gain deferred 
under consolidated return regulations

• Matters in separate company and combined states
59
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State-Specific Addbacks
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Related-Party Addback
Kohl’s Department Stores, Inc. v. Virginia Dep’t of Tax., VA 
S.Ct. Dkt. No. 160681 (Mar. 22, 2018)
• Kohl’s entered into a license agreement with an affiliate to use intellectual property in exchange 

for payment of royalties.  Kohl’s deducted royalty payments from its income as ordinary and 
necessary business expenses, and the affiliate included the royalty payments as income, but did 
not pay state income taxes on a “substantial portion” of the royalty income.

• Kohl’s argued that the royalty payments made to its affiliate were included in the pre-
apportionment income reported on the affiliate’s returns filed in other states, and that the entirety 
of those payments should therefore qualify for Virginia’s “subject-to-tax” exception to the royalty 
addback.

• The Virginia Supreme Court found that Kohl’s could claim the “subject-to-tax” exception to the 
royalty addback only on the basis that the related member receiving the royalty payments 
included those payments in its apportioned tax base in another state.

• The Virginia Supreme Court held that (i) the “subject-to-tax” exception to the royalty addback 
statute applies regardless of what entity pays the tax, and (ii) the exception applies on a post-
apportionment basis only if the royalty payments were actually taxed by another state. 
• The Supreme Court remanded the matter to determine what portion of the royalty payments 

were actually taxed by another state, and thus excepted from the addback statute.
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State Tax Addback – New Jersey 
Daimler Investments US Corp. v. Director, Div. of Taxation, No. 008165-2016, 2019 WL 
409433 (NJ Tax Ct. Jan. 31, 2019)
• Daimler Investments is the financing arm of its parent corporation, which is a division of the 

multinational automotive company.  Daimler Investments was the sole member of several LLCs which 
were disregarded entities for federal income tax purposes.  Daimler Investments, without its LLCs or 
investment interests had no business activity in New Jersey.

• Both the parent and Daimler Investments were required to file separate New Jersey CBT returns, but 
in combined reporting jurisdictions the parent filed the group’s return and paid the tax.

• Daimler Investments and its affiliates had an intercompany agreement allocating state taxes paid by the 
parent in combined, consolidated and unitary tax returns to the various affiliates.  The payments made 
under the agreement were reported as “State Income Taxes-Tax Sharing” on the federal return. 

• The Division denied the “State Income Taxes-Tax Sharing” deductions as an unsubstantiated expense.

• The Tax Court held that Daimler Investments was not required to addback the indirect payment of tax 
liabilities.

• The Tax Court also found that the payments do not relate to specific tax payments made by the 
parent on behalf of Daimler Investments, or any other affiliate, and that the payments were only an 
accounting mechanism employed by the parent to calculate and reconcile the payment of Daimler 
Investment’s tax obligations on its apportioned income in those consolidated and combined reporting 
jurisdictions.
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Royalty addback – New Jersey
Lorillard (2019)
“Unreasonable” exception

• Regulation caps exception at amount of NJ tax paid by recipient 
on the royalties

Tax Court: complete exception so long as recipient paying 
some tax

• Compare: Kohl’s case (Va. 2018)

State appealed to NJ Appellate Division

Protective refund claims
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Royalty addback – New Jersey
BMC Software (2017)
“Unreasonable” exception

Tax Court: complete exception because recipient had similar 
license agreements with unrelated parties

• Rejected taxpayer’s argument that recipient paid tax by using 
NOLs

State did not appeal

Refund opportunity
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Royalty Addback - Pennsylvania
“Principal Purpose” exception
• “[S]hall not apply to a transaction that did not have as the 

principal purpose the avoidance of tax due under this 
article and was done at arm's length rates and terms.”

– Doesn’t require non-tax business purpose
– Can be tax avoidance in a different state

“Conduit” exception
– If payee pays $1 to non-affiliate
– e.g., law firm for IP defense, in-house IP counsel, in-

house R&D personnel
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vs.

PA: Conduit Exception
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Rep. Reed’s “Conduit” Language

• All-or-nothing exemption
• Affiliate’s payment to non-affiliate must be less than 

its “transaction” with taxpayer
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Mundy calls Reed out
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PA - Other Addback Exceptions, etc.
• Other exceptions

• Foreign treaty
• Credit for taxes paid

• Reporting procedure
• Miscellaneous additions to income
• Addback forms
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Interest Addback – New Jersey
Kraft Foods Global Inc. v. Director, Div. of Taxation, 29 N.J. Tax 
224 (N.J. Tax 2016), aff’d slip opinion (N.J. Super. Ct. App. Div. 
May 17, 2018) (NJ)

• Kraft required to add back interest paid to parent, even if effectively funding 
parent’s 3rd party interest expense

• No “guarantee” of parent’s debt

• Affirmed by the appellate in 2018
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Net Operating Losses
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Pennsylvania
NOL cap

Nextel Communications of the Mid-Atlantic, Inc. v. Commw., 171 A.3d
682 (Pa. Oct. 18, 2017).

– NOL deduction cap violates state constitution because it classifies 
taxpayers solely on the basis of income

– However, the court refused to provide a remedy & didn’t address 
McKesson issue that Due Process requires “meaningful backward 
looking relief”

– USSC denied cert petition on McKesson issue.

Follow-up state court litigation on McKesson issue 
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New York
Toronto Dominion Holdings (USA), Inc. v. Tax Appeals Trib., No. 
523475, 2018 NY Slip Op. 04402 (3d Dep’t, June 14, 2018)
• Issue: Whether TD Holdings was required to use NOLs to reduce its income 

if its income was already low enough to cause it to be subject to taxation on 
an alternative base.

• ALJ Determination: Nothing in the Tax Law prohibits TD Holdings from using 
a NY NOL deduction that is less than its federal NOL deduction, or not using 
one at all.

• TAT Decision: Reversed the ALJ, holding that there is nothing in the Tax 
Law that provides the option to forego deducting an available NY NOL in a 
year in which it has a positive ENI solely because the tax was calculated 
using an alternative base.

• Appellate Division: Affirmed the TAT. Reconciled ith Matter of Brooke-Bond 
Group because the federal provision, to which NY conformed, asserts that 
NOL deductions are limited to the amount necessary to bring a taxpayer’s 
taxable income to zero.

• Take Away: This will have an impact on taxpayer’s PNOL calculation.
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California

• Six more years!

• Legal Ruling 2011-04
• Ruling: 4-year extension requires                                                        

income in suspension year
• That requirement                                                                        

is not in the statute

Loss Year Per FTB
Per Reed 
Smith Rule

2000 2010 2016 10+2+4
2001 2011 2017 10+2+4
2002 2012 2017 10+1+4
2003 2013 2017 10+4
2004 2014 2018 10+4
2005 2015 2019 10+4
2006 2016 2020 10+4
2007 2017 2021 10+4
2008 2028 2031 20+3
2009 2029 2031 20+2
2010 2030 2031 20+1

Last Carryover Year

http://www.reedsmith.com/CAtax
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California Unitary Groups and NOLs 

• Carry over on an entity-by-entity basis

• Or carry over at the unitary group level
• Statutory authority
• Consistency with unitary-business case law
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North Carolina – NELs & Dividends
Graybar (2019)
• NELs reduced by “income not taxable”

– Statute: (1) NC-specific deduction, and (2) NBI allocated 
outside NC

• Business Court: NELs also reduced by dividends deducted 
federally

• Taxpayer appealed to NC Supreme Court
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Depreciation
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Pennsylvania ─ decoupling from bonus 
depreciation
Pre-TCJA property (before 9/28/17)
• Problem: 3/7 method for PA deduction ≠ legislative intent

– Significant depreciation delayed until final year
• Solution: actually decouple from federal bonus

– Puts taxpayer in same place as if no federal bonus

• Add’l Problem: don’t forget “catch-up” deduction in final year of 
federal depreciation!

Post-TCJA propery (after 9/27/17)
• Actual decoupling from federal bonus
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Tax Benefit
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• Increase the basis; reduce the gain

• Gains like:
• PA: sold any depreciable property any time
• NJ: property xfr. in merger—if NOLs lost
• CA: 

– sold depreciable property in 2008-2011
– sold depreciable property held at any time before 2003 

(buildings; long-life equipment)

• Authority: Toyota (NJ), Boeddeker (CA)
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