2007-2008 NEW YORK STATE EXECUTIVE BUDGET

REVENUE ARTICLE VII LEGISLATION

Part O – Conform to the practices of 17 other states that require corporations that conduct substantial inter-corporate transactions with one another to file a combined, rather than separate, corporate franchise tax return
This bill requires corporations with substantial intercorporate transactions to file a combined report under the New York State and New York City franchise taxes on general business corporations and the New York State franchise tax on insurance corporations.

Section 1 of the bill amends Tax Law section 211.4(a) to require a taxpayer to file a combined tax report with its related corporations, where there are substantial intercorporate transactions among the corporations, regardless of the transfer price for those intercorporate transactions. Related corporations are those that meet the ownership or control requirements that currently exist in section 211.4(a) of the Tax Law (generally an 80 percent direct or indirect stock ownership test). In determining whether there are substantial intercorporate transactions, the Commissioner of Taxation and Finance shall consider and evaluate all activities and transactions of the taxpayer and its related corporations including, but not limited to: (1) manufacturing, acquiring goods or property, or performing services; (2) selling goods acquired from related corporations; (3) financing sales of related corporations; (4) performing related customer services using common facilities and employees; (5) incurring expenses that benefit, directly or indirectly, one or more related corporations; and (6) transferring assets, including such assets as accounts receivable, patents or trademarks from one or more related corporations. 

Section 2 amends Tax Law section 211.4(a)(4) to provide that a combined report covering any corporation which does not have substantial intercorporate transactions with the taxpayer or with one or more related corporations shall not be permitted or required unless the Commissioner deems a combined report necessary because of inter-company transactions or some agreement, understanding, arrangement or transaction to properly reflect the tax liability under the corporate franchise tax (Article 9-A). 

Section 3 deletes the provisions in Tax Law section 211.4(a)(5) which excluded Federal domestic corporations doing business in Puerto Rico that made an election under Internal Revenue Code (IRC) section 936 from being included in a combined report. That IRC provision has been repealed. Also, section 3 adds provisions to section 211.4(a)(5) to make clear that a corporation organized under the laws of a country other than the United States cannot be included in a combined report. 

Section 4 provides that where a taxpayer is included in a combined report with a related member, the taxpayer will not be required to add back royalty payments to that related member that are deductible in calculating Federal taxable income. 

Sections 5 and 6 make similar amendments to the royalty add-back provisions in the bank franchise tax and insurance franchise tax provisions. 

Section 7 amends Tax Law section 1515(f), relating to the Article 33 insurance franchise tax, to make amendments similar to those concerning combined reports in sections 1 and 2 of the bill. This section also provides that, for purposes of determining whether there are substantial intercorporate transactions of an insurance franchise taxpayer and its related corporations, the following activities will be considered: (1) selling policies or contracts of insurance for related corporations; (2) reinsuring risks for related corporations; and (3) collecting premiums or other consideration for any policy or contract of insurance for related corporations. Also, this section provides that non-life insurance corporations are not allowed to be included in a combined report to reflect recent legislative changes, which now compute the tax on non-life insurance corporations based solely on premiums. 

Sections 8 through 10 make similar amendments to those in sections 1, 2 and 4 of the bill to the Administrative Code of the City of New York.

Section 11 provides that the bill takes effect immediately and applies to taxable years beginning on or after January 1, 2007.

In general, under current law, every corporation taxable under the business corporation franchise tax, the insurance franchise tax and the New York City general corporation tax, is a separate taxable entity and is required to file a tax return. However, a group of corporations may be permitted or required to file a combined report where three requirements are met: (1) stock ownership or control, (2) the existence of a unitary business, and (3) the “other requirement” commonly called the “distortion requirement.” These requirements are set forth in Article 9-A regulations (Subpart 6-2 of 20 NYCRR). The stock ownership requirement and “other requirement” implement the statutory requirements of section 211.4. The unitary business requirement is based on U.S. Supreme Court case law. For a group of taxpayers, the “other requirement” is met if reporting on a separate basis distorts the taxpayer’s activities, business, income or capital in New York if the taxpayer reports its income on a separate return basis. Distortion is presumed if, when the taxpayer reports on a separate basis, there are substantial intercorporate transactions among the corporations. In the case of combined reports that include a corporation that is not a New York taxpayer, the “other requirement” is met if it is determined that inclusion of the nontaxpayer corporation is necessary in order to properly reflect the tax liability of one or more taxpayers included in the group. Evidence of this can be shown by substantial intercorporate transactions or by an agreement, understanding, arrangement or transaction between the non-taxpayer and the taxpayer that results in the activity, business, income or capital of the taxpayer to be improperly or inaccurately reflected. Whether or not the group contains only taxpayers or it includes a corporation that is not a taxpayer, if substantial intercorporate transactions are present, the presumption of combination is rebuttable and may be refuted upon a showing that the transactions were conducted at arm’s length pricing. Article 33 has similar statutory requirements for combined returns for life insurance companies and the New York City Administrative Code has similar statutory and regulatory requirements for combined reports under the City general corporation tax. 

This bill still maintains the three requirements that now exist for filing a combined report: (1) ownership and control; (2) a unitary business; and (3) the “other requirement”. However, where the “other requirement” is met because there are substantial intercorporate transactions, combination will be required. The requirement to file a combined report with corporations that have substantial intercorporate transactions addresses those situations in which New York corporate taxpayers place parts of their corporate business in out-of-State subsidiaries without any real change in operations and activities of the corporation except for a large reduction in State taxes. These subsidiaries are set up primarily for the purpose of providing to the parent corporation, goods or services that were previously acquired, produced or developed directly by the parent, and on terms that often are designed to leave little income or profit in the parent corporation that is subject to State tax. Since these subsidiaries continue to have substantial intercorporate transactions with their parent company, it is appropriate to include them in a combined return. This bill provides that the parent would still be required to file a combined return where there are substantial intercorporate transactions among the corporations, whether or not those transactions are arm’s length transactions. 

As stated above, under current law, if substantial intercorporate transactions are present, the presumption of combination is rebuttable and may be refuted upon a showing that the transactions were conducted at arm’s length pricing. The ability to rebut the presumption of distortion by providing arm’s length pricing is derived from several Tax Appeals Tribunal decisions. Since the bill eliminates transfer pricing as a factor, the bill also eliminates the necessity for a corporation or the Department to hire expensive experts to endlessly litigate the arm’s length pricing issue. 

Finally, this approach preserves New York's traditional separate filing presumption by not requiring combination in all situations in which related corporations are unitary. Several states’ approach toward taxing related entities is through a unitary tax structure. Currently, seventeen states use this approach: Alaska, Arizona, California, Colorado, Hawaii, Idaho, Illinois, Kansas, Maine, Minnesota, Montana, Nebraska, New Hampshire, North Dakota, Oregon, Utah, and Vermont. Such a structure does not contain an intercorporate transactions test, disallows separate filing, and requires all corporations with a unitary business relationship to file a combined return. This structure is commonly known as water’s edge unitary combination or California unitary. Essentially, the corporation and its affiliates file as if one company. Generally, in the case of affiliated corporations that met the ownership and control standards, in order to avoid combination it would be necessary for the corporations to affirmatively demonstrate the lack of a unitary relationship. 
By requiring combination of related corporations only in the presence of substantial intercorporate transactions, New York law remains distinctly non-unitary; that is, it will remain a separate reporting state that permits or requires combination. While the presumption of separate reporting for related entities will prevail, the requirement of combination in the instance of substantial intercorporate transactions will put an end to abuse and litigation concerning whether or not transfer prices were at arm's length.
