CONNECTICUT 33 Whitney Avenue
VO l C E S New Haven, CT 06510

(203) 498-4240
FOR CHILDREN 53 Oak Street, Suite 15

Hartford, CT 06106
(860) 548-1661

Testimony Supporting
S.B. No. 807, An Act Concerning Combined Reporting
for the Purposes of the Corporation Business Tax
Testimony of Jeffrey M. Tebbs”
To the Committee on Finance, Revenue, and Bonding
February 9, 2009

Senator Daily, Representative Staples, and distinguished Members of the Finance, Revenue,
and Bonding Committee,

I am testifying today on behalf of Connecticut Voices for Children, a research-based public
education and advocacy organization that works statewide to promote the well-being of
Connecticut’s children, youth, and families. I submit this testimony because the manner in
which Connecticut raises and spends its revenues is of great importance to the state’s
children and families, just as it is to Connecticut’s businesses.

Connecticut Voices for Children supports SB 807, An Act Concerning Combined
Reporting for the Purposes of the Corporation Business Tax.

1. Connecticut’s current system of single entity reporting leaves it exposed to
“aggressive” corporate tax planning by multi-state and multi-national corporations.
As Charles McLure, a Senior Fellow at the Hoover Institution and former Reagan
Administration Treasury Department official famously stated, single entity reporting is “an
open invitation to tax avoidance.”!

Under Connecticut’s current system of predominantly single entity reporting,? multi-state
corporations are able to artificially shift profits to subsidiaries operating in states that do not
tax businesses.? Mandatory combined reporting remedies this problem by treating parent
corporations and certain subsidiaries and affiliates as a single corporation for tax purposes.*
With combined (unitary) reporting, “the profits and losses of all entities in a unitary group
are combined” for the purposes of apportionment. This combination renders the existence
of multiple entities and any transfers between those related entities irrelevant.> Combined
treatment of the parent corporation and its affiliates therefore counteracts the erosion of a
state’s corporate tax base that occurs under aggressive corporate tax planning.¢

“This testimony was prepared through the Yale Law School Legislative Advocacy Clinic under the supervision of J.L.
Pottenger, Jr., Nathan Baker Clinical Professor of Law, Shelley Geballe, Distinguished Senior Fellow at Connecticut
Voices for Children, and Douglas Hall, Acting Managing Director of Connecticut Voices for Children.
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In recent years, multi-state corporations have artificially shifted profits across jurisdictions
through a host of sophisticated tax planning mechanisms, including:

» Assigning income to a subsidiary in a tax haven (e.g., royalty income, licensing
income);

Transferring appreciated assets to a subsidiary in a tax haven;

Avoiding the inclusion of a subsidiary’s employees in state apportionment formulas
through the use of “captive employee leasing compan|ies|”;

Selling account receivables at a substantial “loss” to subsidiaries in a tax haven; and
Creating a rental deduction through the use of Captive Real Estate Investment Trusts

(REITs).?

VV VYV

Wal-Mart’s aggressive tax strategies over the past fifteen years provide a high-profile
illustration of the myriad techniques multi-state and multi-national corporations employ to
avoid taxation in single-entity reporting states.® In the early 1990s, Wal-Mart created an
“intangibles holding company” in Delaware into which it deposited the ownership to the
brand names of the corporation. Subsidiaries operating in various single-entity reporting
states then issued payments to the Delaware holding company for use of these intangibles,
thereby enabling them to deduct these expenses from their taxable income.” When this
approach eventually encountered resistance from state authorities, Wal-Mart shifted to a tax
strategy involving REITs. Much of Wal-Mart’s real estate was deposited in a REIT.
Subsidiaries in various states then paid rent to the REIT, which the subsidiaries could deduct
from their taxes. Simultaneously, however, the REIT’s rental income was non-taxable,
provided it paid out a specified percentage of its income to shareholders as dividends. This
tax shelter shaved an estimated $230 million from Wal-Mart’s assessed taxes over a four-year
time frame.!?

2. Combined reporting prevents the need to close loopholes on a case-by-case basis.
Single entity reporting states have managed to close certain corporate loopholes on a case-
by-case basis. Indeed, in 1998, Connecticut passed legislation restricting the circumstances
under which certain intangible expenses and related interest expenses are deductible from
the corporation business tax.!! The principal difficulty with this piecemeal approach “is that
in the absence of combined reporting, multi-state corporations will always be able to develop
new methods of transferring profits” to states and foreign countries that lack a corporate
tax.!>? Combined reporting represents an approach to enforcement that is resistant to
innovations in corporate tax avoidance. Under a combined reporting regime, the
Commissioner of Revenue will no longer be forced to waste precious resources litigating
individual cases of abusive tax avoidance.

3. Combined reporting has been successfully implemented in multiple jurisdictions
across the nation. At least twenty-two states now require combined reporting for
corporate tax returns.!? Sixteen states have effectively administered combined reporting
regimes for more than two decades, and six additional states have adopted combined
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reporting in the past five years.!* In the past, the Connecticut Business & Industry
Association has opposed mandatory combined reporting because “[m]ost of our competitor
states in this region do not have unitary reporting methods.”!> However, today, “peer”
states in the Northeast have adopted combined reporting, including New York,
Massachusetts, New Hampshire, Vermont, and Maine. Rhode Island is actively considering
combined reporting,'® and the Governors of New Jersey, Pennsylvania, and Maryland all
recommend the adoption of combined reporting (Figure 1). New York and Massachusetts,
in fact, have adopted mandatory combined reporting in the past two years.

Figure 1. Status of Combined Reporting (November 2008).
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Source: Center on Budget and Policy Priorities (2009).

4. Failing to require combined reporting costs Connecticut between 10 and 20
percent of revenue from the corporation business tax. The latest revenue estimates
released by the General Assembly’s Office of Fiscal Analysis on February 2, 2009 indicate
that corporate taxes are estimated to generate $584.1 million in revenue in the current fiscal
year and $525.7 million in revenue in both FY 2010 and FY 2011.17 Official revenue
estimates conducted in other states that have recently adopted, or considered, combined
reporting (Iowa, Maryland, Massachusetts, New York, and Wisconsin) indicate that the
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adoption of combined reporting increases net corporate tax revenue by an average of 16.6
percent.!8 The adoption of combined reporting in Connecticut would provide critical
revenues in the midst of a rapidly deteriorating fiscal situation. Assuring adequate revenues
will allow Connecticut to maintain essential services during this recession and avoid cuts in
state spending that exacerbate the economic downturn.

A bit of context is important. As Figure 2 below illustrates, the share of General Fund tax
revenues flowing from the corporation business tax fell dramatically starting in FY 1991;
Connecticut’s adoption of a broad-based personal income tax enabled the corporation
business tax rate to be markedly reduced, new tax credits to be adopted, and certain types of
corporations to be wholly exempted from the tax. As a result, corporate tax revenues have
continued to slide over the past seventeen years.

Figure 2. Corporate Tax Revenue as a Share of GF Tax Revenue (FY 1990-2008)
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Budget (FY2008 - FY2009); Governor’s Budget Adjustments (Y 2009 Midterm).

5. Combined reporting does not impede economic growth or development. A joint

report between the Economic Policy Institute and the Massachusetts Budget and Policy
Center concluded that states that have adopted combined reporting have experienced

Connecticut Voices for Children — www.ctkidslink.org 4



comparable, if not superior, economic growth than states that have failed to adopt combined
reporting. Indeed, five of the seven fastest growing states from 1990 to 2005 employed
combined reporting, and the average annual growth in state domestic product was higher in
combined reporting states (3.3 percent) than the average growth in states without combined
reporting (3.1 percent).!” The results are similar with regard to employment growth: four of
the five states with the fastest employment growth from 1992 to 2005 required combined
reporting.?

These findings even extend to trends in manufacturing employment. In theory,
manufacturers have a greater ability to relocate than retail and service businesses. In January
2009, Michael Mazerov of the Center on Budget & Policy Priorities released an analysis
demonstrating that seven of the eight states that experienced growth in manufacturing
employment from 1990 through 2007 had combined reporting in effect throughout the
period.?!

As additional states have adopted mandatory combined reporting, the compliance cost of
preparing a unitary return has fallen dramatically. At present, states with mandatory
combined reporting are responsible for 51 percent of the national economy.??> Many, if not
most, multi-state corporations conducting business in Connecticut already prepare combined
returns as a consequence of their operations in combined reporting states.

6. Combined reporting would level the playing field for Connecticut-centered
businesses competing against multi-state and multi-national corporations. At
present, Connecticut businesses that lack related subsidiaries operating in other states cannot
engage in the elaborate tax avoidance schemes available to large, multi-national corporations
that combined reporting is designed to combat. To argue that combined reporting would be
detrimental to the economic health of Connecticut requires the assumption that equitably
applying the tax law to both local businesses and multi-national corporations would impede
economic growth. A/ businesses operating in Connecticut seck a well-trained workforce, as
well as a well-functioning infrastructure. Itis a clear violation of the principle of tax fairness
to allow large multi-state corporations to avoid paying their fair share of the costs of these
business essentials at the expense of smaller Connecticut businesses.
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