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volatile as budget 
pressure builds.

SUTHERLAND

California Supreme Court Floats New Tax/Fee Decision

On January 31, 2011, the California Su-
preme Court issued its long-awaited decision 
in California Farm Bureau Federation, et 
al. v. State Water Resources Control Board, 
No. S150518 (Cal. Jan. 31, 2011), which 
addressed the constitutionality of an annual 
levy imposed by the State Water Resources 
Control Board. While the court concluded 
that the statute imposing the water rights 
levy imposed a fee (not a tax) and was con-
stitutional on its face, the court remanded to 
the Court of Appeals to determine whether 
the regulation implementing the statute was 
unconstitutional on an as-applied basis.  

Under Proposition 13, all new taxes in 
California must be adopted by a two-thirds 
vote of the Legislature. The levy system at 
issue in Farm Bureau was adopted by a vote 
of only 53% and, therefore, would have been 
unconstitutional if the levy was a “tax” rath-
er than a “fee.” The court found that the levy 
was a “fee” because the statute was not en-

acted for general revenue purposes (as a tax 
would be), and was imposed for the costs of 
the functions or activities of the water rights 
program. The court also rejected the fee pay-
ors’ argument that the levy imposed an im-
permissible ad valorem tax on real property, 
since the water rights at issue do not confer a 
right of private ownership in the watercourse 
and the levy is imposed for the right to use 
water. 

The long-awaited ruling on the constitu-
tionality of California’s water rights fee pro-
gram provides little closure, since the court 
did not provide an in-depth analysis as to 
what is required for a fee to be proportional 
or reasonably related to the costs imposed on 
payors. However, the decision may still be 
useful to taxpayers wishing to challenge fees 
in California, as the court indicated the rel-
evant factor is how the regulatory program 
actually expends the funds. A petition for re-
hearing has been filed in this case. 

Continued on Page 2

Washington B&O Amnesty: Does It Stink?

On January 10, 2011, the New Jersey 
Division of Taxation (the Division) start-
ed the new year off with a bang by issu-
ing a Technical Advisory Memorandum 
(TAM), TAM-6 (Jan. 10, 2011) regard-
ing the Division’s Corporate Business 
Tax (CBT) nexus policy. The issuance of 
this TAM sent both overt and subliminal 
messages to foreign corporations, par-
ticularly financial institutions.   

The Division advised that for privi-
lege periods and taxable years beginning 
on or after January 1, 2002, amendments 
to the CBT made it clear that foreign 
corporations are subject to the CBT “for 
the privilege of deriving receipts from 
sources within this state, or for the privi-
lege of engaging in contacts within this 
state.” N.J. Stat. Ann. § 54:10A-2. In 
addition, the Division adopted the hold-
ing of Tax Comm’r of W.Va. v. MBNA 
America Bank, N.A., 640 S.E.2d 226 
(W.Va. 2006), cert. denied sub nom FIA 
Card Services, N.A. v. Tax Commissioner 
of W.Va., 127 S. Ct. 2997 (2007), as the 
constitutional standard by which New 
Jersey’s nexus statute would be mea-
sured. Based on this foundation, the Di-
vision set stated: “taxpayers performing 
services and domiciled outside the State 
that solicit business within the state or 
derive receipts from sources within the 
State must file a [CBT] return” (em-
phasis added). The Division expressly 
targeted this nexus policy at financial 
institutions by stating that “a [financial 
institution] that has its commercial do-
micile in another state [is] subject to tax 
in this State if during any year it obtains 
or solicits business or receives gross re-
ceipts from sources within this state.”

The TAM is alarming for two impor-
tant reasons. First, it purports to adopt an 
economic nexus standard for privilege 
periods and taxable years beginning on 
or after January 1, 2002.  This creates an 
extended period for which the statute of 

New Jersey’s “Situation”: 
Economic Nexus and Endless 

Possibilities

The Washington legislature has enacted 
the state’s first-ever amnesty program. The 
legislation (L. 2010, SB6892) allows the De-
partment of Revenue to waive most interest 
and penalties on delinquent state and local 
sales and use tax, state business and occu-
pation (B&O) taxes, and state public utility 
taxes. The amnesty program began on Febru-
ary 1, 2011, and will end on April 30, 2011.  
Washington expects the program to generate 
$24.4 million for the state and $3.9 million 
for local governments.  

Although a taxpayer participating in the 
program could potentially avoid paying all 
penalties and interest associated with a de-
linquent tax liability, there are multiple op-
portunities for taxpayers to disqualify them-
selves. Despite having until April 30, 2011, 
to remit full payment to the Department 

for all tax liabilities for which amnesty has 
been requested, taxpayers must submit an 
Amnesty Application and all outstanding 
tax returns for which amnesty applies, by 
April 18, 2011. In addition, a taxpayer will 
lose the waiver of penalties and interest if 
it does not timely file tax returns and pay in 
full tax liabilities (for any tax administered 
by the Department) that become due during 
the amnesty period. If the waiver requested 
is associated with an invoice that has been 
previously sent to the taxpayer, the taxpayer 
must pay the invoice in full (less penalties 
and interest eligible for waiver), including 
taxes not eligible for amnesty.  

Taxpayers that have ever been assessed 
an evasion penalty or a penalty for misuse 
of a reseller permit are ineligible to partici-
pate in the amnesty program. In addition, a 

Continued on Page 2
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This month’s SALT Pet of the Month is 
none other than Murphy, one of a trio of dogs 
that occupy (some say run) the household 
of Craig and Laura Stroh. Craig is a loyal 
SALT Shaker reader and the senior manager 
of state income tax compliance for Emerson 
Electric Co. in Saint Louis. 

Murphy is a 10-year-old basset hound/
German shepherd mix. He possesses the 
long, low body of a basset, but his head and 
face quickly reveal the shepherd in him. 
Murphy is known as the resident “Mole 
Slayer” in the Strohs’ subdivision because 
his favorite pastime is to search for and catch 
moles in the Strohs’ yard—hence his unof-

ficial motto: “Chicks Dig Me—Moles Fear 
Me.” Although most of Murphy’s catches 
take place above ground, he will not hesitate 
to get his paws dirty and do serious excavat-
ing if moles are underground. The damage 
done to the lawn by Murphy’s digging usu-
ally exceeds the damage done by the moles 
themselves. 

When not on mole patrol, Murphy spends 
his day on the living room couch. Like most 
professional couch potatoes, Murphy is con-
tent to hold court there until dinnertime, 
when he eagerly joins the family in the kitch-
en at the first sound of food being prepared.

SALT PET OF  
THE MONTH
Strohs’ Mole Patrol

Continued from Page 1

SALT Pet of the Month: It’s Your Turn!!
In response to many requests, the Sutherland SALT practice invites you to submit your pet (or 
pets) as candidates for SALT Pet of the Month. Please send us a short description of why your  
pet is worthy of such an honor, along with a picture or two. Submissions should be directed to 
Andrea Christman at andrea.christman@sutherland.com.

limitations has not run for many taxpay-
ers, particularly financial institutions, 
that continue to be of the view that the 
U.S. Constitution requires a physical 
presence in a state before a corporate 
income or franchise tax can be imposed. 
Second, given the generality of the 
TAM, it is unclear as to how broadly the 
Division will apply it. Will maintaining 
any collateral in the state or investing in 
certain securities subject an entity to the 
New Jersey CBT? This is particularly 
troublesome for financial institutions or 
other investors that own and trade secu-
rities that are related to underlying assets 
with ties to New Jersey. For example, is 
the TAM broad enough to reach entities 
that merely hold interests in Real Es-
tate Investment Trusts (REITs) or Real 
Estate Mortgage Investment Conduits 
(REMICs) that may have New Jersey 
assets within their expansive portfolios?   

The potentially broad application of 
this TAM as it relates to investments in 
the secondary market is contrary to po-
sitions taken in some other states. For 
example, in neighboring New York, 
merely holding a security interest in real 
or personal property in the state without 
otherwise doing business there is not 
sufficient to give rise to nexus. See NY. 
Comp. Codes R. & Regs. tit. 20, § 16-
2.7(e). In addition, even after adopting 
an expansive financial institution eco-
nomic nexus statute, Minnesota recog-
nized the need to preserve the secondary 
market and carved out from the nexus-
creating provisions certain investments 
in securities in which the underlying 
collateral may have been located in the 
state. Minn. Stat. § 290.015.Subd.2.(b).  

Although this TAM has no prece-
dential value, it provides a clear indica-
tion of the Division’s views on the issue.  
In addition, it states that the Division in-
tends to promulgate regulations that will 
set forth the contents of the TAM.  Thus, 
given the TAM, the regulations the Di-
vision intends to promulgate, and the 
Division’s consistent aggressive eco-
nomic nexus stance, expect 2011 to be 
an active and interesting year for CBT 
economic nexus issues.  

New Jersey’s “Situation”: 
Economic Nexus and Endless 

Possibilities (cont’d)

Washington B&O Amnesty: Does It Stink? (cont’d)
taxpayer that has never been a defendant in 
a criminal prosecution (a conviction is not 
required) for an offense involving failure to 
collect or pay the correct amount of tax is 
disqualified from participating in the pro-
gram. Taxpayers that are in bankruptcy are 
also generally not allowed to participate in 
the program.  

By virtue of participating in the program, 
taxpayers waive the right to seek a refund for 
any amounts paid under amnesty. Further, 
all liabilities reported through the amnesty 
program are potentially subject to audit and 
additional assessment of taxes, penalties, 
and interest for any amount the Department 
determines to be underpaid. However, as is 
generally the rule with any assessment in 

Washington, the Department is limited to a 
four-year look back period for any assess-
ments it issues. The Washington amnesty 
program could be beneficial to many delin-
quent taxpayers, especially those that have 
been considering the state’s voluntary dis-
closure program, which only waives penal-
ties. However, the added benefit of avoiding 
interest must be weighed against the loss 
of refund and appeal rights, which remain 
available with the voluntary disclosure pro-
gram. Taxpayers that are eligible and choose 
to participate in the amnesty program should 
be mindful of these differences and pay close 
attention to the requirements to maintain 
their eligibility for amnesty. Choosing the 
wrong route could stink!

Continued from Page 1
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In a recent decision by the Washington 
Supreme Court, the court found that a 
taxpayer had nexus in Washington for B&O 
tax purposes even though the taxpayer’s 
sole presence in the state consisted only 
of infrequent visits by sales employees 
to customers. Lamtec Corp. v. Dep’t of 
Revenue, Docket No. 83579-9 (Wash.  
Jan. 20, 2011) (en banc). In holding that 
Lamtec had B&O nexus in Washington, 
the court stated that, “to the extent there is 
a physical presence requirement, it can be 
satisfied by the presence of activities within 
the state” (emphasis added). 

Lamtec, a manufacturer of insulation 
and vapor barrier in New Jersey, sold 
its products wholesale to customers via 
telephone. Lamtec had no facilities, offices, 
or employees located in Washington. 
However, several times a year, Lamtec sales 

employees visited customers in Washington 
to provide information regarding Lamtec 
products. The sales employees did not 
solicit sales. The Washington Department 
of Revenue (Department) asserted that 
Lamtec had nexus in Washington and 
issued an assessment to Lamtec for the 
period in which it was not registered.  
Lamtec challenged the assessment.  

Lamtec argued that, under the dormant 
Commerce Clause, it had insufficient 
nexus with Washington to be subject to the 
Washington B&O tax because it did not 
have a physical presence in Washington.  
The Department, however, argued that 
Lamtec’s activities established a substantial 
nexus because Lamtec’s activities 
were “significantly associated with the 
taxpayer’s ability to establish and maintain 
a market in this state for the sales,” citing 

to Tyler Pipe.
The court sided with the Department 

and held that periodic visits are sufficient 
to create a substantial physical presence 
for Washington B&O purposes. The court 
stated that there is no requirement that 
the presence be continuous or constant.  
Furthermore, the court also suggested that 
the physical presence requirement applied 
by the U.S. Supreme Court in Quill may 
be limited to sales and use taxes and would 
not be applied to other types of taxes, such 
as the Washington B&O tax.    

The decision is confusing as the court 
found that the taxpayer established a 
physical presence sufficient to create a 
nexus with Washington, but also said that a 
physical presence may not be necessary to 
predicate a B&O nexus finding.

Washington Supreme Court Finds Nexus, Confuses the Rest of Us

Oh No You Didn’t! Colorado Enjoined From Enforcing Reporting Requirements

On January 26, 2011, the U.S. District 
Court for the District of Colorado granted 
the Direct Marketing Association’s (DMA) 
motion for a preliminary injunction pre-
venting the Colorado Department of Rev-
enue (Department) from enforcing its sales 
tax notice and reporting regime enacted in 
2010 and set to become effective January 
31, 2011. The Direct Mktg. Ass’n v. Roxy 
Huber, Civil Case No. 10-cv-01546-REB-
CBS, Order Granting Motion for Prelimi-
nary Injunction (D. Colo. Jan. 26, 2011). 
The DMA’s amended complaint, which 
provided the basis for the injunction, al-
leged constitutional violations under the 
Commerce Clause, the First Amendment 
right to free speech of businesses and con-
sumers, the right to privacy of Colorado 
residents, and the deprivation of the value 
of proprietary customer lists without due 
process or fair compensation. The prelimi-
nary injunction was premised only on the 
Commerce Clause claims and left open 
the consideration of the other claims in the 

amended complaint.
The court concluded that the DMA had 

demonstrated the four requirements to be 
granted a preliminary injunction: (1) the 
plaintiff has a substantial likelihood of 
success on the merits; (2) the plaintiff has 
an irreparable injury; (3) the injury to the 
plaintiff outweighs the injury to the defen-
dant; and (4) the preliminary injunction is 
in the best interests of the public.  

Substantial Likelihood of Success on 
Commerce Clause Claims

The DMA asserted that the Colorado 
reporting regime violated the Commerce 
Clause because: (1) the regime 
discriminates against out-of-state retailers; 
and (2) the regime imposes an undue 
burden on out-of-state retailers. The second 
claim was heavily based on the Supreme 
Court’s decision in Quill Corp. v. North 
Dakota, 504 U.S. 298 (1992).  

First, the court determined that the 

impact of the regime would be imposed  
only on out-of-state retailers because 
in-state retailers are already required 
under other laws to collect and remit 
taxes. The court found that the regime 
was unconstitutionally discriminatory as 
applied to the out-of-state retailers. The 
court also determined that there were other 
non-discriminatory methods available 
to the Department to achieve its goal of 
collecting tax on sales by out-of-state 
retailers; specifically, the Department could 
have taxpayers report and remit use tax on 
personal income tax returns.  

Next, the court held that the regime also 
violated the Commerce Clause because it 
imposed an undue burden on out-of-state 
retailers. While the court did not explicitly 
compare the burden of the reporting regime 
on out-of-state retailers to the sales and use 
tax reporting and collection requirements 
required of in-state retailers, it analogized 
Colorado’s regime to the unconstitutional 
imposition of use tax collection in Quill. 

Continued on Page 4
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The court found that although the burden 
of collecting and remitting sales taxes 
are different than those imposed by 
the reporting regime, the burdens are 
“inextricably related in kind and purpose 
to the burdens condemned in Quill.”  
Thus, the court concluded that the out-of-
state retailers impacted by this legislation 
“likely are protected from such burdens 
on interstate commerce by the safe-harbor 
established in Quill.”

Irreparable Injury to the DMA 

Because the court determined that there 

was a substantial likelihood of success on 
the merits, the court then evaluated wheth-
er the DMA would be irreparably harmed 
without an injunction. The court concluded 
that there was irreparable harm for two 
reasons: (1) a recent 10th Circuit Court of 
Appeals case indicated (in dicta) that the 
violation of rights under the Commerce 
Clause constitutes irreparable injury; and 
(2) the DMA members would be liable for 
compliance costs, and would be prohibited 
under the 11th Amendment from suing the 
state to recover those costs.  

Finally, the court concluded that the 
balance of harms favors the plaintiff (third 

prong) and the injunction promotes the 
public interest (fourth prong). The court 
held that the harm to the DMA outweighs 
the harm to the Department because, while 
the Department may experience some de-
lay in collecting its taxes as a result of the 
injunction, without an injunction the DMA 
members would be liable for costs that they 
could not recover. Further, without an in-
junction, the Department may be enforcing 
an unconstitutional law—the prohibition of 
which is in the public interest.  

The injunction is the latest twist in the 
ongoing efforts by states to force out-of-
state retailers to collect sales tax. 

Oh No You Didn’t! Colorado Enjoined From Enforcing Reporting Requirements (cont’d)

January 6, 2011
TEI Atlanta State and Local Chapter Meeting
Atlanta, GA
Eric Tresh on State Tax Implications of Schedule UTP

January 23-28, 2011
COST SALT Basics School
Georgia Tech Hotel and Conference Center – Atlanta, GA
Charlie Kearns on Streamlined Sales Tax – Changing the 
Landscape
Maria Eberle on Jurisdiction to Tax

February 2-4, 2011
Florida Bar Tax Section National Multistate Tax 
Symposium
Disney’s Grand Floridian Resort & Spa – Orlando, FL
Jeff Friedman on Pending State Tax Legislation
Steve Kranz on Sales and Use Tax in the Virtual Economy
Marc Simonetti on Sales, Use and Transfer Tax Considerations

February 9, 2011
TEI Seattle Chapter State and Local Tax Update
Bellevue Club – Seattle, WA
Michele Borens and Jeff Friedman on Litigation/Legislation 
Update and on Reserves – Release or Forever
Michele Borens and Mark Yopp on Sales Tax Developments
Jeff Friedman and Sutherland Tax Partner Robb Chase on 
Economic Substance and Reportable Transactions – State and 
Federal

February 11, 2011
TEI New Jersey Chapter Meeting
Meadow Wood Manor – Randolph, NJ
Marc Simonetti on Nexus Issues for Non-Income Taxes

February 16, 2011
Lorman Educational Services Audio Conference
Michele Borens on Colorado’s Internet Use Tax and the Future 
of Internet Taxation

Recently Seen and Heard

Continued from Page 3
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California Mischief: Budget Tax Proposals Repeal Credits,  
Limit Apportionment Methods

Ever the trendsetter, California is hip to transparency and has 
posted proposed budget trailer bill language on the Department 
of Finance Web site, www.dof.ca.gov. The language confirms 
what taxpayers already knew: A target is on their backs as bud-
get negotiations begin. The tax provisions specific to business 
taxpayers include a repeal of California’s Enterprise Zone Pro-
gram and all related credit carryovers; mandatory single sales 
factor apportionment; mandatory market sourcing; tax shelter 
amnesty; and a financial institutions records match (FIRM) 
program. Other language includes a legislative constitutional 
amendment to extend current tax rates for five years. All of these 
proposals require a two-thirds legislative vote. However, the tax 
shelter amnesty and FIRM provisions could be enacted with a 
mere majority vote.

Repeal of Enterprise Zone Tax Benefits

California currently offers many personal and corporate in-
come tax benefits to businesses that locate in enterprise zones 
(EZs), targeted tax areas (TTAs), local agency military base 
recovery areas (LAMBRAs), and manufacturing enhancement 
areas (MEAs). These benefits include a hiring credit of up to 50 
percent of an eligible employee’s qualified wages, a credit for 
sales tax paid on machinery and equipment used in manufactur-
ing, and a net interest deduction for loans given to support busi-
ness activity in the zone.  

The proposed trailer bill language would render inopera-
tive all tax benefits available to taxpayers located in EZs, TTAs, 
LAMBRAs and MEAs, retroactive to January 1, 2011, and re-
peal them as of December 1, 2011. In addition, it would disal-
low all credit carryovers, effective January 1, 2011. Whether the 
state can disallow accrued credits is legally questionable under 
the Due Process Clause, and we can expect to see litigation if 
this part of the budget package is enacted into law.

Mandatory Single Sales Factor/Market Sourcing

As of January 1, 2011, elective single sales factor apportion-
ment is available to taxpayers under legislation enacted in Feb-
ruary 2009. Under current law, taxpayers that elect the single 
sales factor apportionment formula must also source receipts 
from sales of intangibles and services to the location of the cus-
tomer, also known as “market sourcing.” Those that elect the 
four-factor apportionment formula (property, payroll, and dou-
ble-weighted sales) must source these same receipts using the 
costs-of-performance method.

Under the proposed trailer bill language, effective January 1, 
2011, the sales-only apportionment formula and market sourc-
ing provisions would become mandatory with limited excep-
tions. This budget proposal likely will be the most controversial 
provision for the business community. Tax liability will rise or 

fall under the proposed language depending on taxpayers’ facts 
and circumstances.

Tax Shelter Amnesty

Over the last eight years, California taxpayers have endured 
three amnesty  programs. In 2004, the state instituted the 
Voluntary Compliance Initiative for “abusive tax shelters.” 
In 2005, taxpayers were coerced into a tax amnesty program 
that imposed a strict liability, 50 percent interest penalty for 
failure to participate. In 2009, the Legislature imposed a 
limited amnesty program designed to force taxpayers to pay 
questionable liabilities to avoid a strict liability understatement 
penalty imposed on understatements of $1 million. With all this 
amnesty going on, one would think taxpayers would be happy. 
After all, amnesty literally means “forgiveness” or “pardon.” 

The numerous elements of the proposed legislation are as 
follows:

n Expands Statute of Limitations. Expands to 12 years 
the current eight-year statute of limitations on abusive 
tax avoidance transactions.

n Accuracy Related Penalty on Non-Economic 
Substance Transactions (NEST). Imposes the 
existing 20 percent accuracy-related penalty to non-
economic substance transactions, as applied under 
newly amended I.R.C. § 6662.

n Strict Liability NEST Penalty. Conforms to the 
federal definition of non-economic substance and 
removes the reasonable cause exception to the 
accuracy-related penalty under I.R.C. § 6662 if it is 
imposed on an understatement resulting from a non-
economic substance transaction. 

n Dual Liability NEST Penalty. Imposes dual liability 
at the state level if an accuracy-related penalty under 
I.R.C. § 6662 is assessed on a NEST transaction 
understatement at the federal level. Allows taxpayers 
relief from the penalty upon proof that its imposition 
was clearly erroneous.

n Abusive Tax Avoidance Transaction. Creates a 
new category of transactions, so-called “abusive tax 
avoidance transactions” (ATATs), subject to the 100 
percent interest penalty under § 19777 of the California 
Revenue and Taxation Code. Defines ATAT as: 

n A tax shelter as defined in I.R.C. § 6662(d)(2)(c).
n An undisclosed reportable transaction as defined in 

I.R.C. § 6707A(c)(1).
n A listed transaction as defined in I.R.C. § 6707A(c)

(2).
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n A gross misstatement, within the meaning of I.R.C. 
§ 6404(g)(2)(D).

n Any transaction to which the state-level NEST 
penalty applies under California Revenue and 
Taxation Code § 19774.

n Offshore Financial Arrangement. Defines “offshore 
financial arrangement” as “any transaction involving 
financial arrangements that in any manner rely on the 
use of offshore payment cards, including credit, debit, 
or charge cards, issued by banks in foreign jurisdictions 
or offshore financial arrangements, including 
arrangements with foreign banks, financial institutions, 
corporations, partnerships, trusts, or other entities to 
avoid or evade income or franchise tax.”

n New 50 Percent Interest Penalty. If a taxpayer has 
been contacted by the Franchise Tax Board about an 
ATAT before a notice of proposed assessment has been 
issued, complete penalty relief would no longer be 
available. Rather, a penalty would apply in the amount 
of 50 percent of the interest payable on the additional 
tax related to the ATAT.

n Effective Date. Applies to notices mailed on or after 
the effective date of the act and to amended returns 
filed more than 90 days after that effective date on open 
years.

n Amnesty Period and Terms. Establishes a three-month 
period (August 1, 2011, to October 31, 2011) wherein 
taxpayers that have liabilities attributable to ATATs or 
offshore financial arrangements and participate in the 
amnesty program can be relieved of all penalties except: 
(1) the strict liability large corporate understatement 
penalty under California Revenue and Taxation Code  
§ 19138; and (2) the 50 percent interest penalty imposed 
under § 19777.5 on taxpayers that were eligible, but 
did not participate in the 2005 tax amnesty program. 
Taxpayers that participate in amnesty would not be 
entitled to refunds of unreported income attributable to 
ATATs or offshore financial arrangements.

n Cautionary Note. If taxpayers settle under this 
amnesty program, they would be required to “cooperate 
fully” with the Franchise Tax Board’s inquiries “into 
the facts and circumstances related to the use of” ATATs 
and offshore financial arrangements reported under the 

amnesty program. If taxpayers decline to “cooperate,” 
they would lose the penalty waivers associated with 
amnesty.

Financial Institutions Records Match (FIRM)

The FIRM program would be new to California and would 
require financial institutions to provide to the Franchise Tax 
Board on a quarterly basis, “the name, record address, and other 
addresses, social security number or other taxpayer identification 
number and other identifying information for each delinquent 
tax debtor, as identified by the Franchise Tax Board by name and 
social security number or other taxpayer identification number, 
who maintains an account at the institution.”  Financial institu-
tions that do not meet one of the enumerated exceptions to this 
requirement would be subject to a penalty of $50 for each record 
not provided up to $100,000 in a calendar year.

The proposed language allows a financial institution to be 
reimbursed by the Franchise Tax Board for actual costs to im-
plement the program.  This reimbursement is limited, however, 
to $2,500 for start-up costs and an additional $250 per calendar 
quarter for data match costs.  Implementation would take place 
four months after the effective date of the legislation.

Proposed Tax Increase Extension

The Governor’s proposal to extend the existing temporary 
taxes by five years has taken the form of a legislative constitutional 
amendment.  

Some have suggested that the Legislature could place a 
measure on the ballot to extend the current tax increases by a 
mere majority vote, but doing so could lead to litigation under 
the recently enacted Proposition 26 and other constitutional 
provisions governing the Legislature’s power to amend existing 
initiatives.

Although the trailer bills are quite detailed, they are only 
the starting point for budget discussions.  It is important, 
however, for taxpayers to be aware of these proposals to avoid 
being blindsided by the final budget and, to the extent possible, 
advocate for a different or modified approach before the budget 
is finalized.

California Mischief: Budget Tax Proposals Repeal Credits,  
Limit Apportionment Methods (cont’d)
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The California Board of Equalization 
(BOE) recently issued a decision holding 
that dividends received by an out-of-state 
corporate taxpayer were business income 
because the dividend payor played an integral 
and operational role in the taxpayer’s unitary 
business.  The BOE also denied the taxpayer’s 
dividends received deduction (DRD) under 
Cal. Revenue & Tax Code (R&TC) § 24402.  
Appeal of Rio Doce Ltd., No. 402204 (Cal. Bd. 
of Eq. Nov. 17, 2010) (released Jan. 17, 2011). 

To determine whether the dividends were 
business income, the BOE concentrated its 
analysis on the functional test, which examines 
how the income-producing asset relates to the 
taxpayer’s regular trade or business operations.  
The taxpayer argued that its interest in the 
subsidiary was for investment purposes, rather 
than operational purposes, and thus generated 
non-apportionable income. 

The dividend payor was not part of the 
taxpayer’s unitary reporting group because the 
taxpayer held only a 50 percent interest in the 
dividend payor.  However, the BOE found that 
the taxpayer and dividend payor functioned as 
part of a unitary business.  The BOE noted that 
the taxpayer and dividend payor were part of 
a chain of related companies that mined and 
produced iron ore; sold and exported the ore 
to related companies worldwide; processed 
the ore into steel slabs; sold the final product 
to dividend payor; and shipped the steel slabs 
to facilities in Los Angeles.  As such, the 
dividend payor provided a means of entry into 
the U.S. market and the taxpayer’s interest 
in the dividend payor was an integral part of 
the worldwide business enterprise and unitary 
business.  Therefore, the dividends constituted 
business income under the functional test.  

In addition, although the taxpayer’s DRD 
technically complied with the R&TC § 24402, 
the BOE denied the deduction, following 
the California Court of Appeals’ decisions 
in Abbott Labs. v. Franchise Tax Bd., 175 
Cal. App. 4th 1346 (2009) and River Garden 
Retirement Home v. Franchise Tax Bd., 186 
Cal. App. 4th 922 (2010).  Like the taxpayers in 
those cases, Rio Doce had argued that the DRD 
could be preserved by severing the provision 
that was held to discriminate against interstate 
commerce in Farmer Bros. Co. v. Franchise 
Tax Bd., 108 Cal. App. 4th 976 (2003), a claim 
the BOE found unavailing. 

California Double Whammy: 
Dividends Are Apportionable 

Income, Not Deductible

The Multistate Tax Commission Restructures  
Apportionment of Financials, Seeks to Tax Pass-Throughs

The Multistate Tax Commission 
(MTC) is in the midst of two projects 
that focus on the financial services 
industry. The first project is an effort to 
amend the recommended formula for 
the apportionment and allocation of 
the net income of financial institutions, 
first adopted by the MTC in 1994. The 
second project, referred to as the “non-
income taxpayer project,” involves the 
MTC’s drafting of a model statute that 
would subject certain partnerships and 
other pass-through entities to an entity 
level state income tax to the extent their 
income passes through to an entity that is 
not itself subject to the state’s income tax.

With respect to the financial institution 
apportionment and allocation regulation 
project, a working group of MTC 
members and staff, together with industry 
representatives, are engaged in meetings/
conference calls and have drafted various 
proposed amendments. The initial 
focus of the working group is proposed 
amendments to the receipts factor.  To 
date, the most significant proposed 
amendments relate to credit/debit card-
related receipts, including definitional 
changes and changes to the sourcing 
of receipts from merchant discount, 
receipts from automated teller machine 
services, and receipts from services not 
otherwise apportioned by specific rules 
within the regulation. The state members 
of the working group view the receipts 
factor phase as complete. However, the 
financial services industry does not agree 
with some of the proposed amendments 
and appears ready to continue to raise its 
concerns as the project continues through 
the MTC’s adoption process.

The working group of the financial 
institution apportionment and allocation 
regulation project has now moved to 
its next phase—proposing amendments 
to the property factor provisions. The 
primary focus of these amendments 
relates to the sourcing of loans, including 
credit card receivables, included in the 
property factor calculation. A proposal 
for amending the sourcing rule for these 
assets, based mainly on a grouping of 
assets and the costs associated with 

generating those assets, has been floated 
by the California representatives. During 
a working group conference call held on 
February 2, 2011, the pros and cons of the 
California proposal were discussed and it 
was determined that further analysis and 
drafting is required regarding the sourcing 
of loans and credit card receivables. 
After completion of the property factor 
phase of the project, all of the proposed 
amendments will be reviewed by the 
MTC’s Income and Franchise Tax 
Uniformity Subcommittee as part of the 
continuing MTC approval process.

With respect to the non-income 
taxpayer project, the MTC’s Uniformity 
Committee approved a model statute that 
provides for a partnership or disregarded 
entity to be taxed by a state, as if it was 
a corporation subject to tax in that state, 
if 50% or more of the capital interests or 
profits interest in the flow-through entity 
is owned, directly or indirectly, by an 
entity that is not subject to that state’s 
income tax. If the statute applies to the 
pass-through entity, only the net income 
that passes through to the income tax-
exempt entity would be subject to tax. 
The draft model statute also provides 
that a REIT is included within the phrase 
“partnership or disregarded entity.”

The original target of the non-income 
taxpayer project was the insurance 
industry, which is generally subject to 
premiums taxes, and not state income 
taxes. However, the model statute is 
written in such a way as to allow a 
state to apply the statute to any other 
industry whose members are not subject 
to its income tax. Notwithstanding 
considerable objection by the insurance 
industry during the early phases of the 
MTC approval process, the model statute 
will next be before the MTC’s Executive 
Committee for its consideration as to 
whether public hearings should be held. 
If public hearings are held, it will be 
interesting to see if the insurance industry 
renews its opposition efforts and if other 
similarly impacted industries join in those 
efforts.   
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Come See Us
February 22-24, 2011
TEI 2011 IRS Audits & Appeals Seminar: Tax Controversies in a 
Post-Schedule UTP World
Hyatt Regency Orlando International Airport – Orlando, FL
Marc Simonetti and Pilar Mata on State Tax Consequences of 
Federal Tax Controversies

February 28, 2011
National Association of Recording Merchandisers Entertainment 
& Technology Law Conference Series
New York, NY
Steve Kranz on Digital Sales and Use Taxes: Are State and Local 
Governments Overreaching By Taxing Digital “Goods” and Cloud 
Media Services?

February 28, 2011
TEI Houston Chapter 23rd Annual Tax School
Hyatt Regency – Houston, TX
Marc Simonetti and Eric Tresh on States’ Ability to Adjust Income 
and Expenses

March 1, 2011
DC Bar SALT Luncheon
DC Bar Conference Center – Washington, DC
Jeff Friedman and Pilar Mata on Top 10 of 2010 and Predictions for 
2011

March 6-9, 2011
UPPO Annual Conference
Grand Hyatt – San Antonio, TX
Marlys Bergstrom on Unclaimed Property Developments Within the 
Insurance Industry
Diann Smith on Federal Preemption: When Do Federal Laws Trump 
the States?

March 6-9, 2011
COST Sales Tax Conference
Atlanta, GA
Steve Kranz on Taxing Software, Digital Goods, Outsourcing to the 
Cloud

March 22-23, 2011
ABA/IPT Advanced Sales/Use Tax Seminar
The Ritz-Carlton – New Orleans, LA
Steve Kranz on Jeopardy Assessments and Taxpayers’ Rights 
Advocates

April 1, 2011
TEI Midyear Conference
Grand Hyatt – Washington, DC
Jeff Friedman on Waive or Walk: Considerations for Extending the 
Statute of Limitations
Marc Simonetti on Audits Gone Awry

Rise of the Tax “Snitch”: How Amendments to New York’s False Claims Act
May Ensnare Taxpayers and Practitioners Alike

New York amended its False Claims Act 
(FCA) to allow whistleblowers to bring qui 
tam actions against taxpayers for false claims 
under New York tax law. If subject to the FCA, 
a taxpayer could be subject to civil penalties, 
treble damages, and reimbursement of the 
plaintiff’s costs including attorney fees. N.Y. 
STATE FIN. LAW § 189(1)(g), (3). While 
the FCA has been in existence in New York 
since 2007, the recent amendment repeals a 
statutory preclusion for actions related to the 
tax law. Under the amendment, a taxpayer 
is subject to the FCA if it has at least $1 
million in income or sales in a tax year and 
the whistleblower pleads damages in excess 
of $350,000. Id. § 189(4)(a). This dramatic 
change occurred quietly because the FCA is 
in the Finance Law rather than the Tax Law. 
Interestingly, Eric Schneiderman, New York’s 
Attorney General, was a chief proponent 
of the amendment while a member of the 
New York Senate, and he now has enhanced 
authority to investigate and commence civil 
actions under the amended FCA. Id. § 190(1).

The FCA provides incentives for 
whistleblowers to bring a lawsuit by 
awarding up to 30 percent of the recovered 
proceeds. Id. § 190(6). A whistleblower who 

planned or initiated the false act may even 
recover an award provided that the person 
is not convicted of a crime for the false act. 
Id. § 190(8). In addition, a strengthened 
immunity provision and added protections 
from retaliation virtually encourage current 
and former employees, contractors, or agents 
to become whistleblowers. Specifically, 
employees, contractors, and agents are 
protected from retaliation for transmitting any 
information for the purpose of investigating, 
filing, or potentially filing an action under the 
FCA, even if the transmission “violate[s] a 
contract, employment term, or duty owed to 
the employer or contractor.” Id. § 191(1)–(2).

Under the FCA, a false claim is “any 
request or demand...for money or property” 
that is fraudulent, in whole or part, and “is 
presented to...a state or local government” or 
a contractor on a government’s behalf. Id. § 
188(1)–(2). Taxpayers could fall within this 
definition by filing a return for a refund or 
reduced liability. If so, liability would hinge 
on whether the taxpayer “knowingly” filed 
a false claim. A false claim is “knowingly” 
filed if the taxpayer had actual knowledge 
of the information or acted in “deliberate 
ignorance” or “reckless disregard” of the 

information’s veracity. Id. § 188(3). As a 
result, liability could exist even if the false 
claim is not intentional. Furthermore, the line 
between a recklessly filed false claim, which 
creates liability, and a negligently filed false 
claim, which does not create liability, is gray. 
For example, a taxpayer may file a return that 
knowingly contradicts guidance published 
by the Department of Taxation and Finance 
because the taxpayer believes that the 
guidance exceeds the Department’s authority 
or violates a constitutional limitation on state 
taxation. Even if such returns were filed 
under a reasonable belief that the guidance 
is incorrect, taxpayers may nonetheless incur 
liability under the FCA.

Tax practitioners should also have 
significant concerns. A person that 
“conspires” to knowingly file a false claim 
is subject to the FCA. Id. § 189(1)(c). This 
would include attorneys advising on the filed 
claim. Moreover, conspirators have the same 
liability as the taxpayer, which includes civil 
penalties, treble damages, and attorney fees. 
Id. § 189(1)(c), (g). Rest assured, we will be 
following this one closely!
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