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MULTISTATE TAX COMMISSION

Working Together Since 1967 to Preserve Federalism and Tax Fairness

To: Wood Miller, Chair, and Members of MTC Uniformity Committee
From: Shirley Sicilian, General Counsel

Date: November 23, 2009

Subject: Possible Project to Amend Model Combined Reporting Statute

Water’s-Edge Election regarding Inclusion of (1) Tax Havens, (2)
20% Deductible Income, or (3) US Source Income

l. Introduction and Summary

The MTC model statute requires world-wide combination but allows a water’s-
edge election.® The election limits the combined group to domestic, and some foreign,
unitary affiliates (or a portion of their income and factors). The election limits the
combined group to domestic, and some foreign, unitary affiliates (or a portion of their
income and factors). In response to requests, the Executive Committee asked the
Uniformity Committee to consider whether projects should be initiated to amend any one
of the following 3 water’s-edge inclusions:

e Tax Havens: Unitary foreign affiliates “doing business in a tax-haven...” are
included in the combined group. A “tax-haven” is any jurisdiction that, during
the tax year, is (1) identified as a tax-haven by the Organization for Economic
Cooperation and Development (OECD), or (2) meets the description of a tax-
haven developed by the OECD. The jurisdictions of Isle of Man, Isle of Jersey,
and Guernsey requested review of this provision.

o 20% Deductible Income —If a unitary foreign affiliate earn more than 20% of its
income from sales of intangible property or services deductible as expenses
against the business income of other combined group members, that income (and
related factors) is included in combined income. The Organization for
International Investment (OF11) requested review of this provision.?

e US Source Income —If a unitary foreign affiliate has US Source Income (under the
federal code, w/o regard to federal tax treaties), that income (and related factors)
is included in combined income. OFII requested review of this provision.

In July, the Uniformity Committee formed a study group to make a
recommendation. Members of the group include Michael Fatale (MA), Brenda Gilmer
(MT), and Dee Wald (ND). The study group held three teleconferences in August and
September of 2009. The teleconferences included participation from OFIl. The study
group recommends a project be initiated to review the tax haven provision, but that a
project is not necessary on either of the other two provisions.

! The MTC Model Combined Reporting Statute is available at
http://www.mtc.gov/uploadedFiles/Multistate_Tax_Commission/Uniformity/Uniformity Projects/A_-

Z/Combined%20Reporting%20-%20FINAL %20version.pdf
2 OFII represents approximately 150 U.S. subsidiaries of companies based abroad.




1. Tax Haven Inclusion — Isle of Man, Jersey and Guernsey Request

A. Issue: Should the MTC Model be reviewed in light of OECD
Developments?

Beginning in 2007, the Executive Committee heard concerns from Isle of Man,
Guernsey and Jersey regarding the provision in the MTC model’s water’s-edge election
that includes entities doing business in a tax haven in the combined group. The provision
defines “tax haven” by reference to the OECD’s criteria and list. Until April of 2009,
each of these jurisdictions was included on the OECD’s list of tax havens. The
jurisdictions” most immediate concern was that, although the OECD regularly reported
each jurisdiction’s progress, OECD had not removed the jurisdiction from the list. The
jurisdictions felt they should no longer be identified as “tax havens,”® based on the
OECD criteria.* In the absence of OECD action, the jurisdictions asked that the MTC
model be revised so that it did not rely on the OECD list or criteria.”

MTC Model: The MTC model’s waters-edge election does not exclude foreign
unitary affiliates from the combined group if the affiliate is “doing business in a tax
haven...” (85.A.vii.).

Under the model, a “tax haven” is defined as any jurisdiction that “during the tax
year in question”:

1) *“is identified by the Organization for Economic Co-operation and
Development (OECD) as a tax haven ...” , or

2) *“exhibits the...characteristics established by the OECD in its 1998 report...as
indicative of a tax haven...regardless of whether it is listed by the OECD as
an un-cooperative tax-haven...” (81.1.)

OECD Developments: In April 2009, the OECD met as part of the G20
conference in London, and produced a restructured and thoroughly updated list.® At this
time, OECD re-evaluated the 41 jurisdictions on its original list and Isle of Man,

® The OECD’s 2000 Progress Report reviewed 41 non-OECD jurisdictions against the 1998 criteria. In
2002, the OECD characterized 39 of the 41 jurisdictions as tax havens. Of the 39, 32 were identified as
“cooperative” tax havens and 7 were identified as “uncooperative” tax havens. Starting in 2005, the OECD
published annual assessments showing the extent of each cooperative tax haven’s progress in implementing
its commitments.

* According to the 1998 OECD Report, a tax haven is a jurisdiction that imposes no or nominal direct taxes
on financial or other mobile services income and also meets one of three criteria: (1) its regimes lack
transparency; (2) it does not engage in effective information exchange; or (3) its regimes facilitate the
establishment of entities with no substantial activities.* These criteria, which are referenced in the MTC
model (81.1), have not changed since 1998. Indeed, they have become the internationally agreed standard.
They were endorsed by G20 Finance Ministers in 2004 and by the UN Committee of Experts on
International Co-operation in Tax Matters in 2008.

® See,e.g., Isle of Man letters to MTC: November 2007, p.3; May 2009, p.6.

® See http://www.oecd.org/dataoecd/38/14/42497950.pdf ; See also attached list - Appendix A)




Guernsey and Jersey were removed. OECD also expanded the scope of its review from
the original 41 non-OECD jurisdictions to include OECD countries and countries that
participate as observers in the OECD Committee on Fiscal Affairs -- 84 jurisdictions
altogether. The new list is restructured into three categories, the second category
containing two sub-categories:

(1) “jurisdictions that have substantially implemented the internationally agreed
tax standard,”

(2) “jurisdictions that have committed to the internationally agreed tax standard,
but have not yet substantially implemented it,”
(@) “tax havens” (non-OECD jurisdictions that meet the 1998 tax haven
criteria), and
(b) “other financial centers” (OECD members and observers that have been
identified as meeting the 1998 criteria), and

(3) “Jurisdictions that have not committed to the internationally agreed tax
standard.”

(emphasis added; See attachment A - copy of the new OECD list.)

OECD ha7ls pledged to regularly evaluate the jurisdictions’ progress through “robust
reviews.”

B. Recommendation: MTC Project to Revise Tax Haven Provision

The restructured OECD list may not define “tax haven” broadly enough to satisfy
the original intent of the MTC model. The MTC model defines “tax haven” to include a
jurisdiction that “is identified by the [OECD] as a tax haven ...”, but under the new
OECD structure, the term “tax haven” is only one of the two subcategories under
“jurisdictions that have committed to the internationally agreed tax standard but have not
yet substantially implemented it.” Furthermore, jurisdictions that “have not committed to
the internationally agreed tax standard” are set aside in a separate category altogether.

Clarification options include a simple technical correction to the language or, as
recommended by the Isle of Man, elimination of the list provision altogether.® If the list
is eliminated, the model would define “tax haven” based only on whether the jurisdiction
meets the OECD criteria. The OECD criteria could be augmented with additional
requirements to reflect state concerns that are not addressed even when OECD standards
are met. For example, if a jurisdiction adopts the transparency measures required by the
OECD standards, state and federal tax authorities will be better able to identify entities
engaged in tax shifting there. Federal authorities can use this information to apply

" Following G20 OECD Delivers on Tax Pledge (April 2009);
http://www.oecd.org/document/57/0,3343,en_2649 34487 42496569 1 1 1 1,00.html

® The Isle of Man cautions that if the list provision is not eliminated, then only the most recently
issued OECD list should be used. See Letter from Isle of Man, dated July 2009.




transfer pricing rules and address the income shifting. But under the MTC combined
reporting model, exclusion of the jurisdiction from the list simply means the entities are
now excluded from the waters-edge combined report. The state would need to find some
other authority to address any income shifting that is identified.

. 20% Deductable Income and US Source Income Inclusions — OFI1 Request

A. Issue: Is the MTC Model’s Inclusion of This Foreign Affiliate Income
Overbroad Such that Exceptions Should be Added?

On July 20, 2009, and November 20, 2009, the Commission received letters from
OFII requesting MTC review two of its water’s-edge provisions. The first provision
requires a unitary foreign affiliate earning income attributable to sources in the United
States to include that income, and related factors, in the apportionment calculation
(85.A.iv).° The second requires a unitary foreign affiliate earning 20% or more of its
income from the sale or lease of intangibles or services to other members of the
combined group to include that income, and related factors, in the apportionment
calculation (85.A.vi)."> OFII suggests these inclusions result in taxation of foreign
income from legitimate transactions, including income that, under federal tax law, is
“non-effectively connected income.” OFII notes that California’s water’s-edge election
excludes non-effectively connected income. It suggests inclusion of this income is not
consistent with the “permanent establishment” concept used in the context of federal tax
treaties, and “has the potential of creating significant unnecessary compliance costs, legal
challenges and undefined administrative burdens for both the MTC member states and
the taxpayers.” OFII asks the Commission to consider exceptions to these inclusions,
similar to the exceptions allowed under the MTC’s model add-back statute.

OFI1I’s concerns are understandable, but for the most part they have long ago been
considered and addressed. In principle, combined group income should include the entire
income and factors of all affiliates participating in unitary business, both domestic and
foreign. This inclusion does not amount to taxation of foreign income. It is simply
inclusion of all unitary income (and loss) in the calculation for determining a state
taxpayer’s share of that income. This is the unitary business concept. The concept,
applied to multinational as well as multistate businesses, has been upheld by the U.S.
Supreme Court.™

% 85.A.iv. requires a foreign affiliate, if not otherwise included in the combined group, to “include
the portion of its income, derived from or attributable to sources within the United States, as
determined under the Internal Revenue Code without regard to federal treaties, and its
apportionment factors related thereto[.]”

1085 A.vi. includes in the combined group a foreign affiliate “that earns more than 20 percent of
its income, directly or indirectly, from intangible property or service related activities that are
deductible against the business income of other members of the combined group, to the extent of
that income and the apportionment factors related thereto[.]”

1 Container Corp v. Franchise Tax Bd., 463 U.S. 159 (1983); Barclays Bank PLC v. Franchise Tax Bd,
512 U.S. 298 (1994).



In upholding the unitary business principle’s application to multinational income,
the Court explicitly rejected an argument that the system operates to impose inordinate
compliance burdens on foreign enterprises.’> Moreover, the Court recognized that
Congress has not chosen to enact any of numerous bills, or to ratify a treaty provision,
that would have prohibited the states from including all foreign affiliate income in a
combined report. In Barclays, the Court cited to its decision in Container, where it found
no “specific indications of congressional intent” to preempt a state’s use of worldwide
combined reporting:

First, there is no claim here that the federal tax statutes themselves provide
the necessary pre emptive force. Second, although the United States is a
party to a great number of tax treaties that require the Federal Government
to adopt some form of ‘arm’s-length’ analysis in taxing the domestic
income of multinational enterprises, that requirement is generally waived
with respect to the taxes imposed by each of the contracting nations on its
own domestic corporations. ... Third, the tax treaties into which the
United States has entered do not generally cover the taxing activities of
subnational governmental units such as States, and in none of the treaties
does the restriction on ‘non-arm’s-length’ methods of taxation apply to the
States. Moreover, the Senate has on at least one occasion, in considering a
proposed treaty, attached a reservation declining to give its consent to a
provision in the treaty that would have extended that restriction to the
States. Finally, ... Congress has long debated, but has not enacted,
legislation designed to regulate state taxation of income.’

Barclays at 321-322, citing Container at 196-197 (footnotes and internal quotation marks
omitted).

The Commission’s water’s-edge election must be analyzed in this context. It is an
election allowing taxpayers to restrict the combined group to something less than the
entire unitary group. Nothing in the U.S. Constitution, federal statute, or federal treaties
requires states to limit combination, or to allow taxpayers to elect to limit combination,
even further to only domestic unitary affiliates.

The Commission’s decision to allow a water’s-edge election was not entered
lightly. To the extent combination excludes any unitary affiliates, the income associated
with the excluded activity can be manipulated through changes in the business’s
corporate structure. Foreign income could be excluded by conducting the activity giving
rise to it as an affiliate, or the income (loss) could be included by conducting the activity
as a division or simply part of the domestic corporation. Limiting combination to only
domestic corporations re-opens the potential for income shifting through foreign, or “off-
shore,” affiliates. Many tax experts have noted this policy rationale supporting world-
wide combined reporting.™® Based on this consideration, the MTC model’s water’s-edge

12 Barclays Bank PLC v. Franchise Tax Bd, 512 U.S. 298, 310-314 (1994)

13 See, Use of Combined Reporting by Nation States, by Michael J. Mclntyre, Tax Notes International; p.
945 (Sept. 6, 2004). See also Designing a Combined Reporting Regime for a State Corporate Income Tax:
A Case Study of Louisiana; Supra, p. 732; citing to Slicing the Shadow: A Proposal for Updating U.S.,



provision does not go as far as excluding all foreign entities and instead retains entities
doing business in a tax haven or earning significant amounts of income from sales or
lease of intangibles or services to affiliates. This rationale was explained in the hearing
officer’s report after similar objections that the model was overbroad were raised during
its public hearing. At that time, the draft model included foreign affiliate income from
sales or lease of tangible goods, as well as intangibles and services. To partially address
these concerns, the hearing officer recommended, and the executive committee approved,
excluding the income from the sale of tangible goods.**

OFI1 suggests MTC can “extend [to the combined reporting statute] the same
principles currently reflected in the exceptions to the model add-back statute...” and still
meet its compliance policy goals.’> But the model add-back statute is a different
approach to states’ compliance concerns. The exceptions to the add-back are specifically
designed to address the inequities that can arise from an add-back and are not relevant to
the combined reporting context. Under an add-back, a deduction for certain payments is
simply disallowed when the payment is to an affiliate. The disallowance rule addresses
the fact that these particular types of inter-affiliate transactions are more likely to lack
business purpose and to be priced higher than an arm’s-length market level. The MTC
add-back model recognizes this disallowance can create a potential inequity where a
transaction does have a business purpose, is priced at arm’s-length, and the affiliate will
also be taxed on the income. It is this potential inequity under add-back that necessitates
the business purposes, arm’s-length pricing and affiliate taxation exceptions. Similar
inequities are not anticipated under combined reporting. Under combined reporting,
pricing and business purpose of inter-affiliate transactions are not relevant. Under
combined reporting, the taxpayer determines its share of the total unitary income based
on its own factors relative to the total factors.

OFI1 correctly points out a California regulation that generally excludes a foreign
affiliate’s non-effectively connected income, or NECI, from the combined report.*® At
the Executive Committee meeting in July 2009, the representative from California
explained that this California regulation was based not on a tax policy rationale, but on
legislative history unique to California; and took the position that it is reasonable for
states to tax this income. The federal code distinguishes effectively connected income
(ECI) from NECI. ECI is income associated with the conduct of a trade or business
physically in the United States. A similar and somewhat more limiting concept used in
international tax treaties references a corporation having a “permanent establishment” in
the source country, here, the United States. NECI is income that is not associated with an
active business conducted through a physical presence or “permanent establishment” in
the United States. For example, foreign affiliate income from interest or royalty
payments is usually NECI. But NECI can be U.S. source income. Indeed, NECI that is

International Taxation, by Reuven S. Avi-Yonah, 58 Tax Notes 1511 (March 15, 1993); Design of a
National Formulary Apportionment Tax System, by Michael J. MclIntyre, 84™ Conf. on Tax’n, Nat’l Tax
Ass’n 118 (Frederick D. Stocker ed. 1991); other citations omitted.

14 See, Report of the Hearing Officer Regarding the Proposed Model Statute for Combined Reporting; pg.
17 (April 25, 2005).

15 See, OFII letter dated July 20, 2009, page 1.

16 Cal. Code Regs. 25110 (d)(2)(F)1.b.



US source income is part of federal gross income and is taxable under the federal code —
it is simply taxed differently than ECI. Some, but not all, foreign countries have entered
into tax treaties with the U.S. federal government that modify how the two countries will
tax one or more categories of NECI. Sometimes, the modification will reduce the tax rate
applied to a particular type or types of NECI (e.g., certain interest or royalty payments) —
this type of treaty should have no impact on state taxation of such income. Sometimes,
the modifications will result in all or part of a type of NECI being effectively removed
from the federal tax base — this result may or may not “flow through” to impact the state
tax base. If the modification is an exclusion, there may be an impact. But if it’s in the
form of an exemption (at the federal level) then there is arguably no “flow through”
impact. The point is that NECI, even NECI that is subject to federal treaties, and even
NECI subject to federal treaties that exempt it from federal gross income, still may be
taxable income at the state level. This is true from a technical tax standpoint, and as
explained above, Congress has not taken steps to change that result.

Finally, the question OFII raises as to whether states should apply an economic
presence, physical presence, or permanent establishment test in determining nexus for
foreign affiliates is mostly beyond the scope of the combined reporting issue. A
taxpayer’s combined report includes income and factors (in the denominator) of all
combined group members, domestic or foreign, regardless of whether the group member
has nexus with the state. If the entity’s income is included in the total group income
subject to apportionment, lack of nexus does not cause it to be excluded.

B. Recommendation: Project to Revise These Provisions Not Needed at
this Time.

Taking into account the above considerations, the study group does not recommend a
project be initiated to reconsider the Commission’s water’s-edge provision on U.S.
Source Income (85.A.iv.) or on income of foreign affiliates earned from sale or lease of
intangibles or services to other members of the combined group (85.A. vi.).



Attachment A.

A PROGRESS REPORT ON THE JURISDICTIONS SURVEYED BY THE OECD GLOBAL
FORUM IN IMPLEMENTING THE INTERNATIONALLY AGREED TAX STANDARD

Progress made as at 16™ July 2009 (Original Progress Report 2™ April)

Jurisdictions that have substantially implemented the internationally agreed tax standard
Argentina Finland Jersey Russian Federation
Australia France Korea Seychelles
Bahrain Germany Luxembourg Slovak Republic
Barbados Greece Malta South Africa
Belgium Guemsey Mauritius Spain
Bermuda Hungary Iexico Sweden
Canada Iceland Netherlands Turkey
China® Ireland MNew Zealand United Arab Emirates
Cyprus Isle of Man MNorway United Kingdom
Czech Republic ltaly Poland United States
Denmark Japan Portugal S Virgin Islands

Jurisdictions that have committed to the internationally agreed tax standard, but have not

yet substantially implemented

Jurisdiction Year of Number of Jurisdiction Year of Number of

Commitment | Agreements Commitment | Agreements
Tax Havens®
Andorra 2009 (0} Marshall Islands 2007 (1)
Anguilla 2002 (0) Monaco 2009 (2)
Antigua and 2002 (7 Montserrat 2002 (0)
Barbuda MNauru 2003 (0)
Aruba 2002 (4) MNeth. Antilles 2000 (7
Bahamas 2002 (1) Miue 2002 (0)
Belize 2002 (0) Panama 2002 (0)
British Virgin 2002 (11) St Kitts and 2002 (0)
Islands Nevis
Cayman Islands® 2000 (11) St Lucia 2002 (0}
Cook Islands 2002 (1) St Vincent and 2002 (0)
Dominica 2002 (1) the Grenadines
Gibraltar 2002 (2) Samoa 2002 (0}
Grenada 2002 (1) San Marino 2000 (1)
Liberia 2007 {0} Turks and 2002 (0)
Liechtenstein 2009 (1) Caicos Islands
Vanuatu 2003 (0}
Other Financial Centres
Austria® 2009 (2) Malaysia 2009 (0}
Brunei 2009 (9) Philippines 2009 (0)
Chile 2009 (0} Singapore 2009 (1)
Costa Rica 2009 (0) Switzerland® 2009 (0)
Guatemala 2009 (0} Uruguay 2009 (0)
Jurisdictions that have not committed to the internationally agreed tax standard
Jurisdiction Number of Jurisdiction Number of
Agreements Agreements
All junisdictions surveyed by the Global Forum have now committed to the internationally agreed tax
standard

The internationally agreed tax standard, which was developed by the OECD in co-operation with non-OECD countries and which was endorsed by
G20 Finance Mimsters at their Berlin Meeting in 2004 and by the UN Committee of Experts on International Cooperation in Tax Matters at its
October 2008 Meeting, requires exchange of information on request in all tax matters for the administration and enforcement of domestic tax law
without regard to a domestic tax mterest requiremient or bank secrecy for tax pwposes. It also provides for extensive safeguards to protect the
confidentiality of the information exchanged.

Excluding the Special Admsnistratrve Begions, which have commutted to implement the mternationally agreed tax standard.

These junsdictions were identified in 2000 as meeting the tax haven criteria as described i the 1998 OECD report.

The Cayman Islands have enacted legislation that allows them to exchange information wmlaterally and have identified 12 countries with which they
are prepared to do so. Tlus approach is being reviewed by the OECD.

Austria and Switzerland withdrew their reservations to Article 26 of the OECD Maodel Tax Convention and anncunced that they have started to write
to their treaty pariners to indicate that they are now willing to enter into renegotiations of their treaties to include the new Article 26

[S

[



ORGANIZATION FOR INTERNATIONAL INVESTMENT
INTERNATIONAL BUSINESS INVESTING IN AMERICA

July 20, 2009

Mr. Joe Huddleston Mr. Stephen M. Cordi

Executive Director Chair

Multistate Tax Commission Multistate Tax Commission

444 North Capitol Street, NW Deputy Chief Financial Officer for
Suite 425 Tax & Revenue

Washington, DC 20001-1538 District of Columbia

Dear Mr. Huddleston and Mr. Cordi:

This letter is submitted on behalf of the Organization for International Investment (“OFI1)
and comments on the Multistate Tax Commission (“MTC”) Model Statute for Combined
Reporting.

The Organization for International Investment (“OFI1”) is an association representing the
interests of over 150 of the largest U.S. subsidiaries of companies based abroad — or
Insourcing Companies. A list of OFIl members is attached as Annex A to this letter.
Many OFII members are household name companies with historic and substantial U.S.
operations. On behalf of these companies, OFII advocates for the fair, non-discriminatory
treatment of U.S. subsidiaries. We undertake these efforts with the goal of making the
United States an increasingly attractive market for foreign investment, which will
ultimately encourage international companies to conduct more business and employ more
Americans within our borders. U.S. subsidiaries already play an integral role in the United
States economy, insourcing approximately 5.3 million American jobs.

OFII is taking this opportunity to write to you with regard to the Model Statute for
Combined Reporting that will come before the Executive Committee meeting in July of
2009. Since our member companies have longstanding presence in MTC member states
and many states are adopting MTC Model Statute for Combined Reporting, we would like
to share our thoughts on amendments to the Model Statute. Specifically, we respectfully
request the MTC to extend the same principles currently reflected in the exceptions to the
Model Add-back Statute to the Combined Reporting Statute. We believe incorporating
these principles through a Waters Edge Election similar to that adopted in California’s
combined reporting regulations is a good approach for the MTC to adopt. Accordingly, we
are attaching the California regulations for your consideration.

Background:

We fully understand and respect the MTC’s concerns about the erosion of a state’s tax base
through related party transactions, particularly payments of interest and royalties. This has
led many states to adopt Add-back legislation where deductions for these types of
payments are disallowed for purposes of calculating the taxable income to be allocated and
apportioned to the states. During the adoptions of such legislation, OFII was active in



approaching each of the relevant states and explaining that there were legitimate business
transactions that must be respected and thus excluded from such legislation. Not every
royalty or interest payment made between related parties is motivated by tax planning
opportunities. In many cases, such payments are arm’s length payments required to be
made by taxpayers for use of intellectual property or receipt of intercompany services,
including financing, provided by another member of the taxpayer’s worldwide affiliated
group. Every Add-back statute to date has incorporated some form of exception in
recognition that these legitimate business transactions should be excluded from the scope
of the Add-back legislation.

More recently, we have seen states move toward combined reporting as a way of
preventing base erosion. Following historic litigation in connection with California’s
original combined reporting statute, until recently, all of the states included a Water’s Edge
election in their combined reporting to allow taxpayers to look at only U.S. income and
U.S. apportionment factors of the worldwide group in determining the allocation and
apportionment of taxable income to the state. Based on a similar concern of tax motivated
transactions leading to base erosion, these Water’s Edge elections are expanding the
definition of U.S. income to include U.S. source income in tax haven companies. Most
recently, however, we have seen attempted expansions of the definition of U.S. income to
include non-effectively connected income received by a non U.S. corporation from
transactions with U.S. affiliates with respect to intangible property (including interest) or
services provided in the U.S. This essentially attempts to bring into the state tax base, the
income from deductible payments for royalties, interest and services, similar to the denial
of such deductions in Add-back legislation in non-combined reporting jurisdictions. It is
important to note that the California Water’s Edge Election has a specific exclusion for
non-effectively connected income even if US sourced.

On August 17, 2006, the MTC adopted Model Statutes for Add-back legislation and for
Combined Reporting. Under the current draft of these statutes, the taxable income of the
taxpayer (in the case of Add-back legislation) and the combined group of a Water’s Edge
filer (in the case of Combined Reporting) generally would include income of foreign
corporations from intangible property or service related transactions with U.S. affiliated
corporations under either of two provisions of the Model Statute: Section 5A.iv. and
Section 5A vi. require inclusion of U.S. source income earned by non-U.S. members and
income from intangible property or services of non-U.S. members derived from
transactions with U.S. members, respectively. The Add-back Statute, however, contains
exceptions to this inclusion for legitimate business transactions including transactions
where the payments are arm’s length and paid to a related party in a treaty country or where
the recipient of the payments pays tax on such income at a rate at least as high as the state
tax rate of the payor. The Combined Reporting statute, on the other hand, does not contain
such exceptions. We do not understand the rationale for this inconsistency.

The inclusion of income paid to related parties in the Combined Reporting statute and the
disallowance of expenses paid to related parties as required by the Add-back statute are
both motivated by the same goal, to prevent the erosion of the state tax base. We believe
that the above statutes are both intended to curb intercompany tax planning abuses and not
to override and tax legitimate business activities of related foreign corporations. Therefore,
we believe that the foreign income inclusion provision should be applied only to
transactions that are not reasonable and instead are principally motivated by tax avoidance.

We respectfully request the MTC to follow the California regulations for a Water’s Edge
Election regarding the general exclusion of non-effectively connected income. We believe



California’s statute adequately addresses concerns about base erosion and provides for the
appropriate tax treatment of legitimate business transactions between U.S. subsidiaries and
their non-U.S. affiliates. Moreover, the current version of the MTC Combined Reporting
Statute has the potential of creating significant unnecessary compliance costs, legal
challenges and undefined administrative burdens for both the MTC member states and the
taxpayers. The California regulations and their version of the Water’s Edge election would
significantly reduce that potential.

Conclusion:

Our member companies invest in the United States and bring jobs to every state in the
country. OFII members often make use of the intellectual property of, and the services
provided by, their non U.S. parents and other affiliated members of their worldwide groups
in establishing and expanding their U.S. businesses. The exceptions currently provided in
the model Add-back statute recognize the legitimacy of such transactions and appropriately
define exceptions to distinguish these business motivated transactions from transactions
motivated purely by tax planning. The Combined Reporting statute should do the same.

For the above stated reasons, OFII requests the MTC extend the principles of the Add-back
exceptions to the inclusion of U.S. source income of non-U.S. members of their affiliated
groups in the Water’s Edge combined group. We believe the California regulations are the
correct approach to a Water’s Edge election. As the largest representative of U.S.
subsidiaries of non-U.S. based companies, we look forward to a resolution of this issue that
benefit both the member states of MTC and the global firms that have chosen to do
business in these states. We have specific suggestions on how to amend the current
language which we can share with you as we continue to work together on this issue.

Thank you for your consideration. Please do not hesitate to contact me if you need further
information.

ésident & CEO
Organization for International Investment (OFII)



ORGANIZATION FOR

ABB Inc.

ACE INA Holdings, Inc.
AEGON USA
AgustaWestland Inc.

Ahold USA, Inc.

Airbus North America Holdings
Air Liquide America L.P.

Akzo Nobel Inc.
Alcatel-Lucent

Alcon Laboratories, Inc.

Alfa Laval Inc.

Allianz of North America
AMEC

Anheuser-Busch

APL Limited

AREVA, Inc.

Astellas Pharma US, Inc.
AstraZeneca Pharmaceuticals
BAE Systems

Barclays Capital

Barrick Goldstrike Mines, Inc.
BASF Corporation

Bayer Corp.

BIC Corp.

Bimbo Foods, Inc.
bioMérieux, Inc.

BNP Paribas

Boehringer Ingelheim Corp.
BOSCH

BP

Bridgestone Americas Holding
British Airways

Brother International Corp.
Brunswick Group

Bunge Ltd.

Case New Holland

CEMEX USA

Covidien

Credit Suisse Securities (USA)
Daiichi Sankyo, Inc.

Daimler

Dassault Falcon Jet Corp.
Deutsche Post World Net USA
Deutsche Telekom

Diageo, Inc.

EADS, Inc.

EDF North America
Electrolux Home Products, Inc.
EMD Serono Inc.

Enel North America

Ericsson

Evonik Degussa Corporation
Experian

Finmeccanica North America

Members

Food Lion, LLC
France Telecom North America
Garmin International, Inc.

GDF SUEZ Energy North America, Inc.

Generali USA
Givaudan

GKN America Corp.
GlaxoSmithKline
Hanson North America
Hitachi, Ltd.

Holcim (US) Inc.
Honda

HSBC North America Holdings
Huhtamaki

Hyundai Motor America

ING America Insurance Holdings

InterContinental Hotels Group

John Hancock Life Insurance Co.

LaFarge North America

Lenovo

Linde North America, Inc.
Logitech Inc.

L'Oréal USA, Inc.

Louisiana Energy Service (LES)

Louisville Corporate Services, Inc.
LVMH Moet Hennessy Louis Vuitton
Macquarie Aircraft Leasing Services

Macquarie Holdings Inc.
Maersk Inc

Magna International

Marvell Semiconductor

McCain Foods USA

Michelin North America, Inc.
Miller Brewing Company
Mitsubishi Electric & Electronics
Munich Re

National Grid

Nestlé USA, Inc.

The Nielsen Company (US), Inc.
Nokia, Inc.

Novartis Corporation

Novelis Inc.

Novo Nordisk Pharmaceuticals
NTT DoCoMo

Oldcastle, Inc.

Panasonic Corp. of North America

Pearson Inc.
Pernod Ricard USA
PetroBras North America

Philips Electronics North America

Randstad North America
Reed Elsevier Inc.
Rexam Inc

Rio Tinto America

INTERNATIONAL
INTERNATIONAL BUSINESS

INVESTMENT
INVESTING IN AMERICA

Roche Financial USA, Inc.
Rolls-Royce North America Inc.
SABIC Innovation Plastics
Saint-Gobain

sanofi-aventis

SAP America

Schlumberger Technology Corp.
Schott North America

SGL Carbon LLC

Shell Oil Company

Siemens Corporation

Smith & Nephew, Inc.

Sodexo, Inc.

Solvay America

Sony Corporation of America
Square D Company

Sumitomo Corp. of America
Sun Life Financial U.S.

Swiss Re America Holding Corp.
Syngenta Corporation

Takeda North America

Tate & Lyle North America, Inc.
Thales North America, Inc.

The Tata Group

Thomson Reuters
ThyssenKrupp USA, Inc.
Tomkins Industries, Inc.
TOTAL Holdings USA, Inc.
Toyota Motor North America
Transurban

Tyco International (US), Inc.
Tyco Electronics

UBS

Unilever

Virgin Atlantic Airlines

Vivendi

Vodafone

Voith Paper Inc.

Volkswagen of America, Inc.
Volvo Group North America, Inc.
Westfield LLC

White Mountains, Inc.

Wolters Kluwer U.S. Corporation
WPP Group USA, Inc.

XL Global Services

Zausner Foods Corporation
Zurich Insurance Group
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Mr. Joe Huddleston Mr. Stephen M. Cordi

Executive Director Chair

Multistate Tax Commission Multistate Tax Commission

444 North Capitol Street, NW Deputy Chief Financial Officer for
Suite 425 Tax & Revenue

Washington, DC 20001-1538 District of Columbia

Dear Mr. Huddleston and Mr. Cordi:

This letter is submitted on behalf of the Organization for International Investment
(“OFII”) and is further to our discussion with you in September regarding the Multistate
Tax Commission (“MTC”) Model Statute for Combined Reporting. During that call we
briefly discussed the “economic nexus” and water’s edge provisions included in the
modei statute. This letter respectfully states OFIY’s opposition to the adoption of an
economic nexus standard by the MTC and, in turn, by any individual states that may
choose.to adopt the MTC model statutory language. Additionally, we respectfully urge
the MTC to modify its language as it pertains to water’s edge reporting so that TRUE
water’s edge reporting would be permissible under the model statutory language.

OF1I'is an association representing the interests of over 150 of the largest U.S.
subsidiaries of companies based abroad (in other words, “Insourcing Companies™). A list
of OFIl members is attached as Annex A to this letter. Many OFII members are
household name companies with historic and substantial U.S. operations. On behalf of
these companies, OFII advocates for the fair, non-discriminatory treatment of U.S.
subsidiaries. We undertake these efforts with the goal of making the United States an
increasingly attractive market for foreign investment, which will ultimately encourage
international companies to conduct more business and employ more Americans within
our borders. U.S. subsidiaries of foreign companies already play an integral role in the
United States economy, insourcing approximately 5.3 million American jobs.

For the reasons discussed below, we believe that the use of economic nexus-based
taxation and combined reporting without a true water’s edge provision by the U.S. states
will ultimatety harm the U.S. economy by discouraging insourcing, discouraging non-
U.S. companies from engaging in international commerce with U.S. residents, inviting
retaliation by foreign taxing authorities, and imperiling the benefits derived by U.S.
companies from the network of international tax treaties.



Discussion

Why the Physical Presence Requirement Is Ubiquitous and Has Been For So Long

Physical presence ir a jurisdiction as a prerequisite to taxation by that jurisdiction is a
long-standing norm of tax systems worldwide.' In the United States Federal tax system
this norm is incorporated into the Internal Revenue Code. It is also included in every tax
treaty to which the U.S. is a party. Currently, the U.S. has tax treaties with 66 countries
and every one prevents the U.S. from taxing the business income of a resident of the
treaty partner unless that entity has a “permanent establishment” (“PE”) in the U.S. A PE
is also required by all the tax treaties among the G8 nations, India and China.? Although
there are slight variations in the definition of PE from treaty to treaty, one constant is the
requirement of meaningful physical connection between the taxing jurisdiction and the
taxpayer.” The PE requirement is also included in the world’s most important and
influential model tax treaties -- that is, the United Nations’ model tax treaty and the
OECD’s model tax treaty -- as well as the United States’ model tax treaty.”

There are numerous reasons that have supported the long term endurance of the physical
presence requirement. They include:

It promotes certainty and stability because companies know that they will
not be taxed by jurisdictions where they have no physical presence.

It is administrable and reduces disputes because it is a rule that is clear,
understandable and easy to apply.

It prevents the double taxation that would occur if income was taxed in
two jurisdictions; the one where the income recipient is physically located and the
one where the payor is physically located.

It is practical and enforceable because collections from a company with no
physical presence in the jurisdiction may be impossible.

It is fair, because it can be enforced equally.

1 We are referring to taxation of business income; many tax systems impose

gross-basis withholding taxes on dividends and other investment-type income paid to
non-residents.

2 Treaty information current as of April 2009.

3 Joseph Isenbergh, International Taxation: U.S. Taxation of Foreign

Persons and Foreign Income (4th ed. 2006) § 103:11.

4 See United Nations Model Double Taxation Convention Between

Developed and Developing Countries art. 5 (2001); OBCD Committee on Fiscal Affairs
Model Tax Convention on Income and on Capital art. S (Paris, OECD 2008); United
States Model Income Tax Convention of November 15, 2006 art. S, art. 7, para. 1.



It promotes international trade and investment, in the international arena.

States’ Adoption of the Economic Nexus Standard Will Threaten the Economic
Benefits Derived by U.S. Residents from the U.S. Web of International Tax Treaties

As discussed above, the U.S. currently has tax treaties with 66 countries. Every one of
those couniries has been assured, by entering into the tax treaty, that its residents wiil not
have their business income taxed by the U.S. unless those residents have a physical
presence in the U.S., and that physical presence amounts to a PE.

The U.S. states are not bound by U.S. tax treaties. Until recently, this has not been a
problem because the states’ tax systems have always had similar physical presence
requirements before imposing income based taxes. The current trend of some U.S. states
towards adopting economic nexus is a significant threat to the benefits derived by the
U.S. from its tax treaties.

If U.S. treaty partners find that their residents are being taxed by the U.S. states where the
treaty would prevent taxation by the U.S. Federal government, those treaty partners are
understandably going to be quite dismayed. Treaties are negotiated agreements and they
result from both parties making concessions. Our treaty partners will have agreed not to
tax the business income of U.S. residents unless those U.S. residents have a PE in the
treaty country, only to find that the U.S. states have retained that right and are exercising
it. Contradicting the settled expectations of our treaty partners may result in the treaty
partners terminating or threatening to terminate the treaties. Most, if not all, treaties are
terminable at will by either treaty partner, subject to some notice period. In addition,
treaties are frequently renegotiated and updated. If the U.S. states® assert the economic
nexus standard over non-U.S. companies, it will be more difficult for the U.S. to
modernize old treaties or enter into new treaties with additional countries.

Treaties provide significant benefits to U.S. companies and individuals seeking to invest
and do business abroad. Moreovey, many U.S. companies have established foreign
subsidiaries relying on the protections provided by the existing treaties. State tax rules
that imperil the U.S. treaty network could have significant, far-reaching and long-lasting
harmful effects on U.S. companies and individuals.

States Adoption of the Economic Nexus Standard Will Discourage Investments in
the United States By Insourcing Companies

Economic nexus will inevitably be imposed unequally on different foreign companies.
Foreign companies with no affiliates located in the United States will be difficult to tax
because frequently there will be no mechanism for enforcement, since those companies
have no physical presence. Consequently, foreign companies with U.S. affiliates will
likely be the ones targeted for enforcement, since the states will have leverage through
the U.S.-located affiliates. Thus any tax burden will not be fairly distributed among the



foreign companies that are purportedly subject to tax based on the economic nexus
standard.

This is unfair, but even more troubling is the impact it will have on the appetite of non-
U.S. companies to insource through U.S. subsidiaries. Insourcing Companies provide
numerous benefits to the U.S. economy. State tax policies that discourage insourcing
should not be promoted.

Concerns Over the Economic Nexus Standard Will Discourage Foreign Companies
From Engaging in Commerce With U.S. Companies and Individuals

Economic nexus imposes tax on a non-resident company when that company has
customers or other commercial contacts in the taxing jurisdiction. Many U.S. companies
and individuals benefit from commerce with foreign companies that have no physical
presence in the United States. If the U.S. states tax the business income of those foreign
companies, those U.S. persons will suffer. The foreign companies may lose interest in
doing business with U.S. persons or may charge the U.S. persons more to compensate for
the increased taxes. International trade is an important part of the U.S. economy and
should not be jeopardized by states’ attempts to increase their tax revenues.

Retaliation By Foreign Taxing Authorities Is a Significant Concern

In the past, foreign taxing authorities have retaliated over tax rules that they believe are
unfair to their residents or that exceed the appropriate reach of international taxation.
They may well do so again if the states continue on the trend towards adopting economic
nexus. For example, imagine how destabilizing it would be for U.S. companies if foreign
taxing authorities started imposing the economic nexus standard over U.S. companies
with no physical presence in the foreign jurisdiction.

Regardless of the precise form of the retaliation, U.S. companies and the U.S. economy

The Economic Nexus Standard Will Increase Complexity, Uncertainty and

Disputes, All of Which Will Further Discourage Foreign Investment in the United
States

Economic nexus is a nebulous standard. The physical nexus standard has provided
certainty to taxpayers and tax administrators. The ambiguity inherent in an economic
nexus standard will itself deter non-U.S. companies from engaging in commerce with
U.S.-located companies and individuals.

That ambiguity will also increase disputes and these disputes may be costly and
distracting for taxpayers and tax administrators.” Furthermore, while these disputes are

? By contrast, the current PE-standard has led to few disputes. According to

a Treasury official testifying on the international treaty network in 2003, “[t]he success of



pending, the resulting uncertainty will drive even more commerce away from the United
States.

Water’s Edge Reporting

The MTC Model Statute includes the income of non-U.S. members of a combined group,
notwithstanding a water’s edge election: 1) if a certain percentage of income is derived
from its U.S. affiliate® and 2) to the extent of its U.S. source income’. Until recently, all
of the states included a true water’s edge election in their combined reporting to allow
taxpayers to include only U.S. income and U.S. apportionment factors of the worldwide
group in determining the allocation and apportionment of taxable income to the state.
However, we are now seeing attempted expansions of the definition of U.S. income to
essentially bring into the state tax base the income from deductible payments for
royalties, interest and services, similar to the denial of such deductions in add-back
legislation in non-combined reporting jurisdictions. This approach contradicts the MTC
Model Statute Requiring the Add-back of Certain Intangible and Interest Expenses
applicable to separate filing states. Such statute acknowledges the existence of
legitimate, business motivated transactions and provides exceptions to add-back,
including transactions where the payments are arm’s length and paid to a related party in
a treaty country or where the recipient of the payments pays tax on such income at a rate
at least as high as the state tax rate of the payor. The Combined Reporting statute does
not contain such exceptions.

Thus, the term “water’s edge” loses its meaning when the tax base of a state is expanded
beyond the federal tax base and beyond the borders of the United States and has the effect
of taxing based on economic nexus. There are several ways to address this issue such as
mirroring the add-back exceptions or using an effectively connected income standard as
California has done and is what we had proposed in our prior letter to you.

this framework is evidenced by the fact that the millions of cross-border transactions that
take place around the world each year give rise to relatively few disputes regarding the
allocation of tax revenues between governments.” Testimony of Barbara Angus,
International Tax Counsel, United States Department of the Treasury, Before the Senate
Committee on Foreign Relations on Pending Income Tax Agreements, at 1 (March 5,
2003), available at 2003 TNT 45-19.

® MTC Section 5A vi of the Model Statute for Combined Reporting provides that
combined group shall include any member that earns more than 20 percent of its income,
directly or indirectly, from intangible property or service related activities that are deductible
against the business income of other members of the combined group, to the extent of that
income and the apportionment factors related thereto.

7 MTC Section 5A iv of the Model Statute for Combined Reporting provides that
any member not described in [Section 5.A.1.] to [Section 5.A.iii.], inclusive, shall include the
portion of its income derived from or attributable to sources within the United States, as
determined under the Internal Revenue Code without regard to federal treaties, and its
apportionment factors related thereto



Conclusion

OFII recognizes that the U.S. states are facing fiscal strain and that expanding their taxing
jurisdiction beyond their borders (and the borders of the United States) looks appealing.

Howevet, thie [ong-term consequences of doing so will be harmiul to the U.S. as a whole,
and to the individual states. We believe that the MTC has an opportunity here to help
both the states and taxpayers by adopting a Model Statute that provides certainty and
simplicity by using physical presence as the standard,by discouraging the states from
adopting economic nexus laws and by advocating a true water’s edge combined reporting
alternative.

Thank you for your consideration. Please do not hesitate to contact me if you would like
to discuss this further.

IYI
N% Mcl.ernon
President & CEO

QOrganization for International fnvestment (OFii)
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