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On November 28 and 29, 1995, the Tax Section 
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CHALLENGING NEW YORK STATE REGULATIONS 

I. TYPES OF REGULATIONS 


Regulations are usually classified as either "legislative" regulations or 

"interpretive" regulations. A legislative regulation is the product of an exercise of delegated 

legislative power to make law by regulation. An interpretative regulation interprets a statute 

and is issued without a specific delegation of legislative power. 

The general source of the Commissioner of Taxation and Finance's (the 

"Commissioner") regulatory authority is contained in the first paragraph of Section 171 of 

the New York Tax Law. This section provides that the Commissioner shall: 

Make such reasonable rules and regulations, not inconsistent 
with law, as may be necessary for the exercise of its powers and 
the performance of its duties under this chapter. . . . 

In addition to this general grant of regulatory authority, many Sections of the Tax Law 

provide the Commissioner with specific regulatory authority. 

A. Legislative Regulations 

A legislative regulation has about the same effect as a statute and is binding 

upon courts. It is valid if (a) it is issued within the legislative power granted; (b) is issued in 

a procedudly correct manner; and (c) is reasonable as a matter of due process. 

As a matter of constitutional law, older Supreme Court cases indicated that 

legislative power could not be delegated to an administrative agency. United States v. 

Shrevwrt Grain & Elevator Co., 287 U.S.77, 85 (1932). However, it is now well 

established that the delegation of authority to issue legislative regulations "has long been 

recognized as necessary in order that the exertion of legislative power does not become a 

futility". SunshineAnthraclte310 US.381, 398 (1940). There are 



many provisions of the Tax Law which specifically direct the Commissioner to issue 

legislative regulations. 

Legislative regulations have authoritative force. Such regulations 

"supplement" and "implement" the statute and serve to "effectuate the legislative policy". 

Rufo v. Orlando, 309 N.Y. 345 (1955). As noted by the Supreme Court in Rowan Cos. v.  

United States, 452 U.S.247, 253 (1981), with respect to legislative regulations, "[wlhere the 

Commissioner acts under specific authority, our primary inquiry is whether the interpretation 

or method is within the delegation of authority." 

B. Interpretive Regulations 

Regulations which explain or construe the meaning of statutory provisions are 

interpretive regulations. Section 171 gives the Commissioner general authority to issue 

regulations to explain and clanfy the Tax Law. An interpretive regulation is not controlling 

on a court. The weight given to an interpretative regulation by a court depends upon a 

totality of the circumstances. As the Supreme Court noted in Skidmore v. Swift & Co., 323 

U. S. 134, 139- 140 (1 944), in regard to regulations interpreting the Fair Labor Standards 

Act: 

There is no statutory provision as to what, if any, 
deference courts should pay to the Administrator's 
conclusions . . . . This Court has long given 
considerable and in some cases decisive weight to 
Treasury Decisions and to interpretative 
regulations of the Treasury and of other bodies 
that were not of adversary origin. We consider 
that the rulings, interpretations and opinions of 
the Administrator under the [Fair Labor 
Standards] Act, while not controlling upon the 
courts by reason of their authority, do constitute a 
body of experience and informed judgment to 
which courts and litigants may properly resort for 
guidance. The weight of such a judgment in a 



particular case will depend upon the thoroughness 
evident in its consideration, the validity of its 
reasoning, its consistency with earlier and later 
pronouncements, and al l  those factors which give 
it power to persuade, if lacking power to control. 

IT. 	 CHALLENGES OF NEW YORK STATE TAX REGULATIONS 

A. Theoretical Approach 

On a theoretical level, in deciding whether a regulation is to be upheld, courts 

should first determine whether the regulation is a legislative or interpretive regulation. In the 

case of a legislative regulation, the test would logically be: 

1. 	 Does the regulation relate to the subject matter on which the 
power to legislate has been delegated; 

2. 	 Does the regulation conform to the statutory standards 
prescribed in the authorizing statute; and 

3. Is the regulation valid on constitutional grounds 

In the case of an interpretive regulation, the test should be whether the regulation correctly 

interprets the statute. 

Unfortunately, the case law usually does not conform to this theoretical logic. 

While the courts in New York consider their decisions based upon certain "tests" for 

determining whether to follow a regulation, these "tests" usually reflect the result of a 

judgment rather than describing the basis upon which such judgment was reached. Thus, 

these "tests" should not be viewed as talismanic touchstones to a decision in testing a 

particular regulation. In many cases, the result depends upon the court's view of the 

"reasonableness" of a challenged regulation. 



B. Judicial Tests For Reviewing Regulations 

The courts in New York have articulated a number of tests for reviewing 

regulations. Since the "tests" are generally applied to all regulations, not merely tax 

regulations, non-tax cases should be reviewed to find helpful authority. 

1. Does the Regulan'on Exceed the Staturory Awhority? 

Since a regulation must be based upon statutory authority, it is axiomatic that a 

regulation is invalid if it exceeds its statutory authority. The difficult question is determining 

the outer boundaries of the statutory authority. Usually this test is applied to legislative 

regulations although courts in New York infrequently note this distinction. It can be applied 

to interpretive regulations which are considered to legislate (without authority) rather than 

interpret. 

a) . Boreali v. Axelrod, 71 N.Y. 2d 1 (1987). The New York Public 
Health Council, relying upon a delegation of broad authority to make 
regulations concerning the public health, issued comprehensive 
regulations restricting smoking in public places. The Court of Appeals 
held that the regulations were invalid. In a confusing opinion, the 
court determined that the council had usurped the legislative function 
and issued regulations that exceeded the statutory authority. The 
opinion did not discuss the difference between legislative and 
interpretative regulations, although the regulations in issue clearly were 
legislative regulations. The dissent pointed out that the breadth of the 
statutory delegation of power had previously been approved by the 
court in many areas and the majority's separation of power analysis 
was confused. The bottom line, however, is that this case held that the 
legislative regulations exceeded the statutory authority. 

b) New York State Health Facilities Ass'n v. Axelrod, 77 N.Y. 2d 340, 
348 (1991). The court denied a challenge to broadly drafted Public 
Health Council regulations since it found that the regulations were 
within the legislative delegation of regulatory authority. Since the 
broad policy choices had been made by the Legislature, the regulations 
were "well within the authority delegated to the agency for the purpose 
of administering the statute. " 



c) 	 Mercv Hospital of Watertown v.  NYS D e ~ t .  of Social Services, 79 
N.Y. 2d 197 (1992). Agency's regulations authorizing the use of a 
statistical sampling audit of medicaid billing was within statutory 
authorization. 

d) 	 Matter of Penthouse International Ltd, 94- 1 N. Y. T.C. T-55 (Tax 
Appeals Tribunal 1994). The Tribunal held that Regulation 4 6-2.4(a) 
which requires a taxpayer to request permission to file a combined 
report within 30 days after the close of its taxable year was not "an 
exercise of rule making power in excess of the statutory grant of 
power. . . I." 

2.  Does the Regularion Conflict With the Statute? 

A regulation can be invalidated because it is considered to conflict with the 

statutory basis for the regulation. This test is usually applied to interpretive regulations. 

When the test is not satisfied, it is usually because the courts determine the agency's 

interpretation of the statute is invalid. 

Servomation Corn. v. State Tax Commission, 51 N.Y: 2d 608, 612 
(1980). The Court of Appeals held that an example in the sales tax 
regulation was void since "[a]n administrative agency cannot by 
regulatory fiat directly or indirectly countermand a statute enacted by 
the Legislature. . . ." 

Trump-Equitable Fifth Ave. Co. v. Gliedman, 57 N.Y. 2d 588 (1982). 
A partial real property tax exemption is available under State law for 
the construction of new multiple dwellings on, among other things, 
"under-utilized" property. The NYC Department of Housing 
Preservation and Development issued regulations requiring the property 
to be "substantially" under-utilized in order to be eligible for the partial 
exemption. The Court of Appeals held that the regulation was invalid 
since it was inconsistent with the plain meaning of the statutory 
language. 

Fairland Amusements. Inc. v. State Tax Commission, 66 N.Y. 2d 932 
(1985). The Court of Appeals ruled that a sales tax regulation defining 
a "place of amusement" was contrary to the statute it was interpreting 
and therefore should be disregarded. 

NYS Cable Television Ass'n. v. State Tax Commission, 59 A.D.2d 81 
(3rd Dep't 1977). In 1965 the Department of Taxation and Finance 
issued an opinion of counsel that cable television services were not 



subject to sales tax as "telephony or telegraphy" services. In 1976, an 
opinion of counsel and regulations were .issued which reversed this 
position on a prospective basis. The court held that the failure of the 
Department to tax cable television services for a substantial period of 
time created a presumption in favor of the taxpayer and, after 
reviewing the prior case law, held that the regulation violated the 
statute. 

3. Does the Regukuion Exrend or Modify the Statute? 

Sometimes an intebretive regulation extends or modifes the statute. In this 

case, the courts usually hold that the interpretive regulation is invalid. As the Supreme 

Court long ago held, "[ilf experience shows that Congress acted under a mistaken 

impression, that does not authorize the Treasury Department . . . to make new laws which 

they imagine Congress,would have made had it been properly informed." Merritt v. Welsh, 

104 U.S.694, 704 (1881). 

Jones v. Berman, 37 N.Y. 2d 42 (1975). Regulations of the 
Commissioner of Social Services denying emergency assistance to 
destitute applicants whose prior grant was lost or stolen were not valid 
since the regulation added a requirement not found in the existing 
statute. 

Velez v. DeDartment of Taxation and Finance, 152 A.D. 2d 87 (3rd 
Dep't 1989). The court held that a sales tax regulation that subjected a 
bulk sale purchaser to personal liability for the seller's sales and use tax 
liability, interest and penalties, was invalid. Since the statute provided 
that such a purchaser was liable for "taxes", the regulation was an 
impermissible attempt to extend the statute beyond its terms. 

Trump-Equitable Fifth Ave. Co. v. Gliedman, 62 N.Y. 2d 539 (1984). 
In the second T r u m ~  decision, the taxpayer was again seeking the 
partial real property tax exemption in the face of a new regulation. 
The Court of Appeals held that the new regulations added a 
requirement for the exemption which does not appear in the statute. 
While the new requirement would have been valid if it were in the 
statute, the regulator was not empowered to add new conditions to the 
statutory benefit. 

National Elevator Industrv. Inc. v. State Tax Commission, 65 A.D. 2d 
304, 310 (3rd Dep't 1978), rev'd, 49 N.Y.2d 538 (1980). The court 



held that "[aln administrative agency may not make regulations more 
restrictive than the statute under which it is promulgated. . . ." 

e) 	 Matter of Penthouse International Ltd., 94-1 N.Y.T.C.T-55 (Tax 
Appeals Tribunal 1994). Regulations which "provide procedural and 
substantive requirements to guide both the Division and taxpayers with 
regard to when, how and under what circumstances combined reports 
may be filed" was valid rule making. Since this was a matter over 
which the Commissioner had broad discretion, the regulations were 
virtually legislative in nature. 

4. Does the Regulation Have a Reasonable Relanonship to Statutory Purpose? 

Sometimes a challenged regulation, while not in direct conflict with its 

statutory base, may be contrary to the clear policy of the statute. In these cases, if the court 

can be persuaded that the regulation has no reasonable relationship to the purpose of the 

predicate statute or produces a result inconsistent with the statutory purpose, the regulation 

can be avoided as unreasonable. 

McNulty v. State Tax Commission, 70 N. Y. 2d 
788 (1987). The Commissioner's regulations 
required that for an individual who filed two 
separate part year personal income tax returns, 
one as a resident and one as a non-resident, all 
partnership gains or losses were to accrue in the 
taxable period during which the partnership year 
ended, rather than on a proportionate basis. 
While the regulation did not violate or extend any 
statutory provision, the Court of Appeals 
nevertheless held the regulation was invalid as 
"inconsistent with law". The court found a clear 
legislative intention to prorate most forms of 
income and that the Commissioner's regulation 
was "out of harmony with the statute. . . ." 



5. Is the Regulan'on Unconsritun'onal ? 

A regulation can be challenged as unconstitutional in the same manner that a 

statute can be challenged. The regulation may be so vague as to raise a due process 

challenge. A tax regulation can also be challenged as violating other constitutional rights. 

a) 	 Matter of J.C.Pennev Co.. Inc. 89-1 N.Y .T.C. T-267 (Tax Appeals 
Tribunal 1989). The sales tax regulations provided that promotional 
materials which are sold for "a minimal charge which does not reflect 
its true cost" are taxable sales to the original purchaser and not eligible 
for the resale exclusion. The taxpayer sold its catalogs below cost and 
gave promotional coupons to offset sales price. It collected sales tax on 
the sales price to consumers but did not pay tax on its cost to acquire 
the catalogs. The Commissioner imposed tax based upon the 
taxpayer's cost. The taxpayer argued that the regulation was 
unconstitutionally vague since there was no "objective standard" for 
determining the meaning of the phrase "minimal charge". The 
Tribunal held that the constitutional due process test requires "only a 
reasonable degree of certainty so that individuals of ordinary 
intelligence are not forced to guess at the meaning. . . ." The Tribunal 
then concluded that the definition of "minimal chargewein the regulation 
was not unconstitutionally vague. 

b) 	 McGraw-Hill. Inc. v. State Tax Commission, 75 N.Y. 2d 852 (1990). 
Under the franchise tax regulations, for purposes of allocating business 
receipts, advertising revenues received by radio and television 
broadcasters were treated as service income allocable based upon where 
the listeners or viewers were located. Advertising revenues earned by 
publishers were allocated based upon the location of the advertising 
sales office. The taxpayer successfully convinced the court that the 
disparate treatment of broadcasters and publishers was a violation of 
publishers' First Amendment rights and therefore the regulation was 
invalid. 

Milhelm Attea & Bros. Inc. v. Department of Taxation and Finance, 81 
N.Y. 2d 417 (1993)' rev'd, -U.S. -, 114 S.Ct. 2028 (1994). The 
Court of Appeals held that tax regulations seeking to tax wholesale 
distributors who sell cigarettes delivered to Indian merchants on 
reservations were held to be barred by Federal statutes which pre- 
empted state tax regulations. The Supreme Court subsequently 
reversed this holding based upon its interpretation of the Federal statute 
that "Indian traders are not wholly immune from state regulation that is 
reasonably necessary to the assessment or collection of lawful state 
taxes" and determined that the regulations constituted a reasonable 



method of preventing fraudulent transactions. See also Snvder v .  
Wetzler, 84 N.Y. 2d 941, 942 (1994) ("State tax statutes requiring 
Indian retailers to collect and remit taxes on sales to non-Indian 
purchasers, and to keep the records necessary to ensure compliance, 
violate neither the Commerce Clause nor the constitutional proscription 
against taxation of Indians absent explicit Congressional consent. "). 

d) 	 Graham v. State Tax Commission, 48 A.D. 2d 444 (3rd Dep't 1975), 
-aff'd, 40 N.Y.2d 889 (1976). Tax regulations which prohibit a non- 
resident individual's net operating loss carry-back or carry-over when 
there is no actual loss on the taxpayer's Federal return (but there is a 
loss on the 'taxpayer's New York return) was in conflict with 
constitutional standards. Offsetting New York losses with non-New 
York gains was impermissible. 

6. Is the Regulation Arbirrary or Capricious? 

When ail else fails, a regulation may be challenged as "arbitrary or 

capricious". The cases that rely upon this "test" may either ignore the other tests or simply 

reflect the court's conclusion with respect to the challenged regulation without further 

analysis. If the court concludes that the challenged regulation could not have been approved 

by a reasonable person of good judgment or if the regulation shocks the conscience of the 

court, it will not be followed. While regulations are frequently challenged on this basis, the 

challenge is usually unsuccessful. 

a> 	 Graham v. State Tax Commission, 48 A.D. 2d 444 (3rd Dep't 1975), 
-aff'd, 40 N.Y .2d 889 (1976). Regulation that did not allow a non- 
resident to carry over or carry back a net operating loss on his New 
York return when the taxpayer had no Federal net loss was 
"unreasonable, arbitrary or capricious, and therefore, invalid" . 

b) 	 Colt Industries v. New York Citv DeM. of Finance, 66 N.Y. 2d 466 
(1985). The NYC General Corporation Tax Regulations provided for 
purposes of determining the exclusion for income from subsidiary 
capital, only dividends, interest and gains from subsidiary capital could 
be excluded. The taxpayer claimed that management fee income from 
a subsidiary was excludible as income from subsidiary capital since the 
regulation was irrational or unreasonable. The Court of Appeals held 
that the fees were for services so that it was both rational and 
reasonable to not treat it as income from subsidiary capital. 



Stan),c) 114 

A.D. 2d 138, 141 (3rd Dep't 1986). "In a matter such as this, which 
requires the analysis of a regulation applied to a particular factual 
situation, the administrative determination must be respected absent 
irrationality. . . . " 

IIi. WEIGHT TO BE GIVEN TO REGULATIONS 

As previously indicated, valid legislative regulations have virtually the force of 

a statute. Once a court determines a legislative regulation is valid, it must be applied. With 

respect to an interpretive regulation that has not been successfully challenged pursuant to the 

tests set forth above, the weight to be given is less clear. Such regulations are not binding 

interpretations that must be followed by the courts. 

With respect to an interpretative regulation, a court's inquiry is technically not 

into the validity of the regulation, but rather its correctness or propriety. Nevertheless, most 

decisions rule on the validity of the regulations. A court may substitute its judgment to the 

extent it believes that the Commissioner's regulation does not correctly interpret the statute. 

A court may give a regulation (a) the force of law; (b) no weight or (c) some intermediate 

degree of weight. Thus, a court has much latitude in considering interpretative regulations. 

The language in the cases as to the weight to be given to interpretive 

regulations is not helpful in predicting future results. If a court agrees with the 

Commissioner's interpretation, the court will afford "great deference" to the regulation. 

Where it disagrees with the regulation, it will be given "little weight. " 

A court will usually follow an interpretative regulation when: 

(a) 	 it agrees with the regulation; 

(b) 	 the regulation rests upon the Commissioner's specialized 
expertise and it is satisfied with the rule; and 



(c) 	 the regulation is a contemporaneous construction of the statute, 
longstanding or the statute has been re-enacted while the 
regulation was outstanding and it is satisfied with the rule. 

The Supreme Court has recognized in many cases that an interpretative 

regulation that is a contemporaneous construction of the statute should be afforded great 

weight. See Norwegian Nitrogen Products Co. v. United States, 288 U.S. 294, 315 (1933): -

United States v. Leslie Salt Co., 350 U.S. 383, 396 (1956); Bingler v. Johnson, 394 

U.S.741, 749-50 (1969). However where the Supreme Court disagreed with the 

contemporaneous interpretation, it has not followed such regulations for "weighty reasons. " 

Commissioner v. Estate of Steinbereer, 348 U.S.187, 199 (1955); Zuber v. Men,  396 

U.S. 168 (1969), cert. denied, 396 U.S.1013 (1970). 

Likewise, the Supreme Court has stated that "the reenactment by Congress, 

without change, of a statute which had previously received long continued e~ecutive 

construction, is an adoption by Congress of such construction." United States v. Cerecedo 

Hermanos v. Com~ania, 209 U.S. 337, 339 (1908). This view, of course, assumes that the 

Legislature and its staff is fully aware of all regulatory interpretation when legislation is re- 

enacted, which is not a likely possibility. As a result, the court has stated that "[wlhere the 

law is plain the subsequent reenactment of a statute does not constitute the adoption of its 

administrative construction. " Biddle v. Commissioner, 302 U.S. 573, 582 (1938). In other 

words, the reenactment doctrine is persuasive only if the court agrees with the regulatory 

interpretation. For example in National Elevator, the Appellate Division cited the 

reenactment of the law, three years after a letter ruling of the Commissioner, as legislative 

ratif~cant of the letter ruling. This is an extreme example of the re-enactment doctrine and 

was reversed on appeal by the Court of Appeals. 



When the Commissioner inte~prets his own rules, courts normally indicate that 

great weight is to be given to such interpretation. However, the Commissioner is 

nevertheless bound by the plain meaning of his own regulations. See International Harvestor 

Com~anvv. State Tax Commissioner, 58 A.D. 2d 125 (3d Dep't 1977) ("citizenry should be 

able to use said rules as a guide for formulating a course of conduct"); Adamides v. Chu, 

134 A.D. 2d 776 (3rd Dep't 1987). 

N.	RETROACTTVITY 

Whether and when a regulation will be given retroactive effect has been the 

subject of controversy. The general rule, as recently articulated by the Supreme Court is as 

follows: 

Retroactivity is not favored in the law. Thus . . . administrative 
rules will not be construed to have retroactive effect unless their 
language requires this result. Bowen v. Georgetown Universitv 
Hospital, 488 U.S.204, 208 (1988). 

A. 	 When Is A Regulation Retroactive 

The cases in New York have sometimes followed this general directive: 

a) 	 Matter of Vanington Corporation, 1995- 1 A N. Y .T. C. T-430 (Tax 
Appeals Tribunal 1995). Regulations which changed policy regarding 
doing business test for corporate Limited partners would only be applied 
prospectively based upon its own tenns. 

b) 	 Varrington Copxation v. N. Y. C. Dept. of Finance, 85 N.Y.2d 28 
(1995). NYC version of corporate limited partner regulations applied 
retroactively. Although the regulations apparently were not explicitly 
made retroactive, the Department's interpretation to apply the 
regulations retroactively was upheld by the Court of Appeals. 

c) 	 Linslevv.Gallman,38A.D.2d367(3rdDep't1972),~d,33 
N.Y .2d 863 (1973). Presumption that regulation is applied 
prospectively only. 



B. Will Retroactive Changes In Regulations Be Upheld 

If a regulation is retroactively changed, the courts have displayed signrficant 

reluctance to apply changes in policy retroactively where the taxpayer can show detrimental 

reliance upon the prior regulations. 

a) 	 Hoffman v. Citv of Svracuse, 2 N.Y.2d 484 (1957). 
The City of Syracuse commissioner of finance directed 
liquor retailers to not charge sales tax on the federal and 
state excise taxes imposed upon liquor sales. Due to a 
change in interpretation, the commissioner later directed 
that sales tax be retroactively collected on the full price 
of liquor sales, including federal and state excise taxes. 
The Court of Appeals held that the commissioner was 
estopped from retroactively collecting sales tax from 
retailers who followed his prior directions. 

b) 	 Linslev v. Gallman, 38 A.D.2d 367 (3rd Dep't 1972), affd,33 
N.Y.2d 863 (1973). Commissioner changed tax regulations to make 
non-cash payment of annuity to a non-resident taxable in New York. 
This was contrary to regulations in place during the takable years in 
dispute. The court held that the retroactive application of the 
regulation would result in the taking of property arbitrarily and would 
not be allowed. 

c) 	 Matter of Dominion Textile RJSA) Inc., 1995-2A N.Y.T.C. J-1450 
(Division of Tax Appeals 1995). Change in regulation that by its terms 
was prospective only which changed the definition of investment capital 
to include options could not be applied retroactively bv the tamaver. 
Since the new regulation represented a substantial change in policy, the 
change could be applied prospectively only. 

C. 	 Application of Retroactive Regulations 

If regulations are intended to be applied retroactively and are not changing 

existing regulations, generally the courts have considered whether "there are any potentially 

harsh effects of applying the law retroactively to the taxpayer." Varrington Coqmration v. 

N.Y.C. DeDt. of Finance, 85 N.Y.2d 28, 33 (1995). In determining whether there are 

"potentially harsh effects", the four elements reviewed by the Court of Appeals in Re~ian 



Develo~ment. Inc. v. Department of Housing, 70 N.Y.2d 451, 456 (1987, appeal dismissed. 

485 U.S. 950 (1988) are frequently considered: 

1) The taxpayer's forewarning of the change; 

2) The reasonableness of the taxpayer's reliance on the old 
laws. 

3) The length of the retroactive period; and 

4) Whether there is a valid public policy for retroactive 
application. 

Recently, however, the Court of Appeals has held that if the taxpayer cannot 

show detrimental reliance upon prior law, a retroactive change in regulation will be upheld. 

Varrineton Corporation v.  N.Y.C. Department of Finance, 85 N.Y. 2d 28, 35 (1995). 

D. Retroactive Federal Tax Regulations 

Pursuant to Section 7805(b) of the Internal Revenue Code, Treasury is given 

authority to prescribe when regulations are not to be given retroactive effect. Since 

retroactive application can create a harsh result, there are certain judicial limitations on 

retroactive regulations. &g Saltzman, Practice and Procedures (Second Edition) 73.02 

[5 ] .  Moreover, in the recently expressed views of the New York State Bar Association Tax 

Section in a letter opposing federal legislation to limit the retroactive application of federal 

tax regulations, "the retroactive application of [federal tax] regulations has not been a major 

problem to date. " NYSBA Tax Section Report #848 (October 2, 1995). 
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Direct and Indirect Attribution of Noninterest Expenses 


Background 

The purpose of expense attribution under the New York Tax Law ("NYTL'') is to 

avoid a double tax benefit resulting fiom giving favorable tax treatment to income 

from investment and subsidiary capital while simultaneously allowing a deduction 

against business income foi expenses related to investment or subsidiary capital. 

The New York State Department of Taxation and Finance and the New York City 

Department of Finance have jointly drafted a new State Technical Services Bureau 

Memorandum ("TSB-W) and corresponding City Statement of Audit Procedure 

("SAP"). While the language of the TSB-Mis geared towards taxpayers and the 

SAP is geared towards auditors, the contents of the two documents are identical in 

meaning. 

The TSB-M will be effective for tax years beginning on or after January 1, 1995, and 

supersedes TSB-M-88(5)C, October 14, 1988, for those years. However, TSB-M- 

88(5)C continues to apply for attribution of interest expenses. 

II. Highlights of the New Approach Outlined by the Proposed TSB-M 

1 .  Taxpayers receive guidance and greater audit certainty in the area of attribution; 

2. Mutual Statelcity acceptance of audit findings on this issue; 



3. Attribution will no longer be used to make transfer pricing adjustments; 

4. 	 Provides a list of expenses irrebuttably presumed to be directly attributed to 

business capital; 

5 .  	 Provides for an operating division's expenses to be attributed to business capital 

if 95% or more of the division's expenses are business expenses; and 

6.  	 Provides an income and asset formula, with income double weighted, to 

indirectly attribute residual expenses (in addition to the two factor formula, 

taxpayers may make a one-time election to attribute residual expenses with an 

asset only formula). 

New Attribution Rules Set Forth In the Proposed TSB-M 

A. 	 Direct Attribution of Noninterest Deductions to Business capital 

1 .  	 Noninterest Deductions Irrebuttablv Presumed To Be Attributable to 

Business Ca~ital 

The following is a nonexhaustive list of expenses irrebuttably presumed to 

be attributable to business capital. The taxpayer need only substantiate the 

nature and amount of each item: 

(a) 	 cost of goods sold; 

@) 	 bad debts other than items properly classified as subsidiary or 

investment capital; 

(c) 	 property, excise and sales and use taxes; 

(d) 	 real estate rents, depreciation and repairs; and 



(e) 	 utilities, including telecommunications costs; 

(f) 	 advertising; 

(g) 	 noninterest expenses for which reimbursement is received in the form 

of a management fee treated on the return as business income; 

(h) 	 research and development expenses; and 

(i) 	 compensation packages of the chief executive officer, chief financial 

officer and chief operating officer. 

2. 	 Direct Attribution of Noninterest Deductions that Proximatelv. and Not 

Incidentallv. Benefit Business Capital 

The following is an nonexhaustive list of expenses directly attributable to 

business capital if they proximately benefit business capital: . 

(a) 	 deductible costs of shipping goods to customers; 

(b) 	 compensation and other benefits of officers, other than officers 

described in section III A(l)(i) above, and employees engaged in 

manufacturing, sales, services, or other activities directly producing 

business capital or income; 

(c) 	 deductible legal expenses incurred in conducting the taxpayer's 

business; 

(d) 	 reimbursed noninterest expense; and 

(e) 	 noninterest expenses compensated for by a management fee. 



B. 	 Direct Attribution of Noninterest Deductions to Subsidiary Capital 

1 .  	 The following is a nonexhaustive list of expenses which if they proximately, 

and not incidentally, benefit subsidiary capital should be directly attributed 

to subsidiary capital: 

(a) 	 compensation and other benefits of officers, other than officers 

described in section ID.A(l)(i) above, and employees engaged in the 

acquisition, management or disposition of subsidiary capital or income 

therefiom; 

(b) legal and accounting expense deductions relating to the management 

of subsidiary capital or income therefrom; and 

(c) 	 computer expense deductions relating to the management of subsidiary 

capital or income therefrom. 

Direct Attribution of Noninterest Deductions to Investment Capital 

1 .  	 The following is a nonexhaustive list of expenses which if they proximately, 

and not incidentally, benefit investment capital should be directly attributed 

to investment capital: 

(a) 	 safe deposit box rentals for safekeeping of certificates or other 

documents relating to investment capital; 

@) financial news subscriptions utilized exclusively by employees engaged 

in the acquisition, management or disposition of investment capital or 

the income therefiom; and 



(c) 	 compensation and other benefits of officers, other than officers 

described in section III A(l)(i), above, and employees engaged in the 

acquisition, management or disposition of investment capital or the 

income therefrom. 

D. 	 Direct Attribution to More Than One Class of Capital. 

1.  	 A particular noninterest deduction may be attributable to more than one 

class of capital. In that case, the taxpayer should directly attribute a 

portion of that deduction to each class of capital proximately benefited by 

the expense which gave rise to that deduction, using a method that is 

reasonable for that particular deduction. Such a method can be based on 

one or more factors appropriate given the nature of the deduction. Such 

factors may include, but are not limited to, time, space, payroll, and 

numbers of personnel. 

E. 	Special Rule for Operating Divisions 

1 .  	 If the taxpayer can substantiate that at least 95% of the noninterest 

expenses of an operating division are directly attributable to a particular 

class of capital, 100% of the noninterest expenses of that operating division 

may be directly attributed to that class of capital. 



F. 	Indirect Attribution of Residual Noninterest Deductions. 

1. 	 Noninterest deductions that cannot be directly attributed are termed 

"residual noninterest deductions." Residual noninterest deductions are 

attributed to subsidiary and investment capital using combined asset and 

income percentages or, if an election is made as described below, by an 

asset percentage: 

(a) 	 Election. In order to use an asset percentage to allocate residual 

noninterest deductions, the taxpayer must elect to do so on a timely 

return (including extensions) for its first taxable year beginning on or 

after January 1, 1995 on which the taxpayer reports subsidiary or 

investment capital. This election is irrevocable, and applies to all 

subsequent taxable years. The taxpayer may not elect the alternative 

method on a late or amended return. 

@) 	 Asset percentagg. The asset percentage with respect to 

subsidiary/iivestment capital is determined by dividing the average 

value of the taxpayer's subsidiaryrivestment capital, without 

reduction for liabilities, by the total average value of all the taxpayer's 

assets, without reduction for liabilities. 

For these purposes, real property and marketable securities must be 

valued at fair market value and the value of personal property other 



than marketable securities must be the value thereof shown on the 

books and records of the taxpayer in accordance with generally 

acceptable accounting principles. 

(c) 	 Income percentage. The income percentage for subsidiarylinvestment 

capital is determined by dividing the taxpayer's gross income fiom 

subsidiaryfmvestment capital by its total gross income. 

(d) 	 Combined asset and income Dercentane. The combined asset and 

income percentage is computed by adding together two times the 

taxpayer's income percentage for subsidiary or investment capital and 

the taxpayer's asset percentage for subsidiary or investment capital, 

and dividing the total by three. 

lV.Examples Set Forth In Proposed TSB-M 

Example 1: 	 Each member of a taxpayer's accounting staff spends 40% of his or her 

time analyzing whether the taxpayer should restructure its subsidiaries. 

Each member of the accounting staff spends 20% of his or her time 

analyzing the taxpayer's investment portfolio. The accounting staff does 

not spend any other time on issues relating to subsidiary or investment 

capital or income. The taxpayer attributes 40% of the accounting stafE's 



salaries and related expenses to subsidiary capital and 20% to investment 

capital. This method is acceptable. 

Example 2: 	 The facts are the same as in example 1. The taxpayer has a total of 100 

employees. Ten employees are in the accounting department. Ten 

employees are in the personnel department. They are responsible for 

managing the hiring, salaries, pension and medical benefits of all employees 

of the remaining 80 employees. Five spend 20% of their time on activities 

related to investment capital and 40% of their time on activities related to 

subsidiary capital. The 15 employees engaged in activities relating to 

investment and subsidiary capital represent 25% of the total payroll of the 

taxpayer. 

The taxpayer attributes 5% (25% X 20%) of the salaries and related 

expenses of the personnel department employees to investment capital and 

10% (25% X 40%) to subsidiary capital. This method, based on time and 

payroll, is reasonable under the circumstances and is acceptable. 

Example 3: 	 Income and assets. Corp. X has $10,000 of business income, $4,000 of 

business capital, $300 of income fkom subsidiary capital, $1,000 of 

subsidiary capital, $500 of investment income and $2,000 of investment 

capital. (Capital is here computed without reduction for liabilities.) 



Expenses. Corp. X has $6,000 in noninterest expenses, of which $3,500 is 

directly attributable to business capital and properly substantiated, 

including items on the list of expenses presumed attributable to business 

capital under section Ill (A)(l) above. 

Seuarate Oueratine: - Division. Corp. X has a manufacturing plant that has 

its own human resources department, keeps separate books and records of 

expenses and qualifies as an "operating division". $1,000 of the $6,000 of 

noninterest expenses are attributable to that plant and are not included in 

the $3,500. Of that $1,000, $400 is wages and salaries, $100 is for 

equipment rental and depreciation, and $500 consists of items on the list in 

section ID A(2) above. Corp. X can substantiate that at least $950 of the 

$1,000 is directly attributable to business capital. Therefore, all $1,000 of 

the expenses of that plant are considered directly attributable to business 

capital. 

The total of directly attributable expenses is $4,500 ($1,000 fiom the 

division and $3,000 fiom the corporation as a whole). 

Subsidiary and Investment Capital Percentages 



Subsidiary: 	 [$300/$10,800 (income) + $300/$10,800 

(income) + $1,000/$7,000 (capital)] 13 = 6.6 1% 

Investment: 	 [$500/$10,800 (income) + $500/$10,800 

(income) + $2,OOO/$7,OOO (capital)]/3= 12.6 1 % 

Indirect residual noninterest deductions of $1,500 ($6,000 less the $4,500 

directly attributed to business capital) are attributed, 6.6 1 % ($99.1 5) to 

subsidiary capital and 12.6 1% ($189.15) to investment capital. The 

remainder, $121 1.70 ($1500- [$99.15 + $1 89.151) is attributed to business 

capital. 

The total direct and indirect noninterest expense attribution is $571 1.70 to 

business, $99.15 to subsidiary and $189.15 to investment capital. (Capital 

is here determined without the deduction of liabilities.) 

V. 	 Old Attribution Rules (Post-1986) 

A. 	 As set forth by TSB-M-88(5)C: 

1. 	 The first step in attributing expenses is to determine which deductions 

are directly traceable, whether in whole or in part, to subsidiary, 

investment and business capital. 



The next step in attributing expenses is to determine the expenses 

subject to indirect attribution. This is accomplished by: 

(a) 	 Taking total deductions included on line twenty-seven of the 

federal income tax return; 

(b) 	 Subtracting those deductions required to be added back to federal 

taxable income in computing entire net income; 

(c) 	 Adding those expenses which were not deducted for federal 

purposes but which are subtracted fiom federal taxable income in 

computing entire net income; and 

(d) Subtracting those deductions which were determined to be 

directly attributable to subsidiary, investment or business capital. 

Finally, expenses indirectly attributable to subsidiary ai~d investment 

capital are determined by a formula consisting of the ratio of the 

average value of a taxpayer's assets included in subsidiary or 

investment capital, respectively, to the average value of all of the 

tax~aver's assets. 



The State Tax Implications of F e d e r a l  T a x  Reform: 
rn 

Four basic reform proposals are currently under 

consideration: 


A. A "Flat Taxu; 

B. A Consumption-Based Income Tax; 

C. A Value-Added Tax, or "VATvv ; and 
D. A National Sales Tax. 


The broad parameters of these taxes and the peculiar implications 

of each for State and local taxes, are outlined below. 


A. Flat Tax 

a. 	 Individuals: Tax wages at 20%; no tax on 

interest, dividends, capital gains 


Standard deduction 


Repeal withholding (substitute 

monthly estimates) 


Interest deduction re: home? 


Charitable contributions? 


State and local taxes not 

deductible 


Interest on government bonds is 

taxable 


b. 	 Business: Replace income tax with a VAT (see 

Section C, below) 


Armey would allow a wage deduction, 

as wages are taxed at the 

individual level 


Individuals: Progressive (10% and up) flat tax 




a. 	 Simple -- Postcard returns are touted 

b. 	 Visible 


c. 	 Not progressive 


b 
 Lost (or less valuable) deductions for taxes 


w 	 Lost (or less valuable) exemption for interest 

b 	 Absence of information reporting on investment 

income; lack of nexus to payors to require State 

reporting 


b 
 ~bolition of the IRS? 

w Loss of business income tax regime 

b State coupling with Federal VAT (like Michigan's 
single business tax) 


- broader base 
- simpler- compare border adjustability of 
different VAT systems 

B. 	 Consumption-Based Income Tax 


a. Individuals: 

b. Business: 

.2. 

a. Least radical 

Maintain existing income tax 


Introduce a deduction for net 

savings 


Graduated rate structure 


Maintain I~S/Maintain withholding 


Replace income tax with a VAT 


-2-




b. ~rogressive, but less progressive than current 

income tax 


c. 	 Encourages savings (and discourages consumption) 


d. 	 No real simplification 


e. 	 No rate reduction 


. .

3. sues for States and Cl-


t 	 Deferral of tax on earnings raises avoidance 

problems; jurisdiction mismatches (see pension 

issue) 


b 
 Perceived to solve foreign transfer pricing 

problem because border adjustments remove exports 

from base (for States, there are lots of borders 

to adjust) 


b 	 VAT may be attractive to States (See VAT) 


b 	 Would lose federal income tax on business 

w 	 Base may be more stable, but beware exemptions 


C .  	 VAT 

(Various designs) A VAT is similar to sales tax in 

effect, but different in application. It is 

essentially a tax on consumption at a single percentage 

rate, which tax is imposed incrementally at each stage 

of production up to the final sale. Tax rate x (Sales 

Price minus Inputs) = Tax due from each producer. 

. .
ts and Crltl- 


a. 	 Savings are not taxed 


b. 	 Broad based 


c. 	 Services will be taxable (lowers rate) 


d. 	 Collected at business level, not at final 

point of sale 


e. 	 Regressive 




f. 	 Exemptions will be necessary for, u,food; 

that will raise rates 


. . 
3 .  	 Issues for State-nd Cities 

b Add-on on top of existing sales taxes 

(effectively) 


+ 	 No federal infra-structure for income-based 
taxes 

D. 	 ~ational Sales Tax 

[No written text thus far. ] 

Point-of-sale tax on ultimate retail sale 

Base must be defined 

Abolish IRS -- shift administration to the States 

a. 	 Encourages savings/taxes consumption 


b. 	 Not hidden 


c. 	 Has been an effective money machine for the states 


d. 	 Rates could be very high 


e . 	 Regressive 

f. 	 Completely new system of taxation 


g. 	 Loss of national tax administration 


h. 	 Consider effects of likely exemptions on 

rates 


i. 	 Imposition of sales tax on business purchases 

cascades the tax 


3 .  

b See also VAT, section C. 




b ~mpinges on important revenue base 


t 
 Very high combined rates (especially if replacing 

state income taxes too) 


Loss of federal income tax infrastructure 


F Assumption of federal tax collection/conformity of 

tax bases? 


w Effect on state nexus issues 

E. Overarching Issues 


Timing of States1 analysis and debate, and coordination with 

federal change 


Replacing individual and/or business income taxes; over 80% 

of the states now have some income based tax system; most 

cannot maintain that without a federal system to piggyback; 

fundamentally different systems will lead to considerable 

complexities; departure from income-based taxes implicates 

progressivity 


Fundamental evaluation of preferred tax system; Political 

fallout when all bets are off; at State/local level, is 

there more [inlsensitivity to certain taxpayers or tax 

bases? 


Importance of simplification; effect of federal reform on 

State tax structures 


Effect on State and local economies; on competitiveness 


Effect of Federal reform on State tax base; e.9. ,  if savings 
increase, do sales tax revenue fall; if housing values fall, 
what happens to property and transfer taxes? 

Multistate business taxation -- coordination; constitutional 
constraints; minimizing duplicative taxes (see P.u., banks); 
as revenue raising shifts from Federal to State levels, 

these problems become more severe 


Administrative burdens on States and localities, and on 

taxpayers 


Balkanization; transfer pricing; deferral issues 


Quality of administration; duplication of effort and of 

interpretation if/to the extent administration shifts to 




States; uncodified aspects of tax enforcement; effects of 

passing discretion to the States 


Compare 1981 experience; 1986 experience 


State and local pressures to avoid deficits; sensitivity to 

vagaries of collections (especially emuL, sales taxes); need 

for accurate revenue estimating 


What does border adjustability mean to the States? How does 
formula apportionment solve this? How is consumption 
sourced (e.a.,services)? 

Transition issuesfand effects 


Nexus issues -- who is the taxpayer, what transaction is 
being taxed? (Compare g.a., VAT with, and without, wage 
deductions) 

Federal/State sharing of revenues? 


Availability of information; strength of enforcement 

apparatus 


Multiplicity audits, and for litigation 


State taxation of international business; effect of 

treaties; dealing with treaty issues if tax systems diverge 


State-by-State constraints on changing tax laws: 

supermajorities; state constitutional restrictions 


Taxation of financial services is a very significant issue 

for New York 


Carolyn Joy Lee 
November 29, 1995 



NEW YORK STATE SALES AND USE TAX UPDATE 


Arthur Gelber, CPA 
Arthur Gelber, CPA, P.C. 

Suite 2600 Suite 1220 
One Gateway Center 342 Madison Avenue 
Newark NJ 07102 New York NY 10173 
Phone 201 &E-O571 Phone 21 2-867-9070 
Fax 201 -645-0591 

1. Some of the recent legislation 

Exemption for dues paid to housing co-operative and condominium 
associations for social and/or athletic facilities. Effective December 1, 
1995. Shaker Commons Condominium Owners, TSB-A-94(6)S and TSB- 
A-94(6.1)S. 

Exemption now provided for receipts from meteorological services. 
Effective September 1, 1995. 

New York Crty exemption for interior decorating and designing. State tax 
still applies. Effective December 1, 1995. 

Credit against New York City General Business Tax and Unincorporated 
Business Tax for the 4% sales tax paid after January 1, 1995. Applies to: 

1. 	 installing, repairing, maintaining, or servicing production machinery 
or equipment; and 

2. 	 parts with a useful life of one year or less, tools and supplies. 

II. Manufacturers Exemption 

A. 	 Statute § 1115 and Reg. 5 528.13. 

B. 	 Drawings used inthe textile industry are considered production equipment 
and, therefore, exempt from tax. The Desian Council Ltd, TSB-A-95(23)S. 



C. 	Doubledav Book & Music Clubs. Inc., Division of Tax Appeals, AW, DTA 
Nos. 81 1391 and 81 201 4, October 5, 1995. 

D. 	 Note New York City credit. 

111. Separately stated charges 

A. 	 Waste removal containers can be purchased exclusively for resale where 
they are always rented or leased to customers. CID Refuse Service. Inc., 
TAT, DTA No. 809934, August 31, 1995. 

B. 	 TSB-A-95(28)S, Steve Burnett. Inc.. See below . 

C. 	 TSB-A-93(1O)S-Mailing service--Folding written or printed matter for 
insertion in envelopes, sealing, affixing stamps, metering, mailing, and 
postage. 

D. 	 TSB-A-91(10)S-Oil and gas distribution-Purchase of gas measurement, 
administrative service, and rental charges. 

E. 	 TSB-A-89(22)S-Information s ~ M c ~ s - T ~ x ~operators, foremen, mechanic, 
overtime, fuel and oil, UPS, administration. 

F. 	 TSB-A-92(88)S-Maid and laundry-Laundry service. 

G. 	 TSB-A-83-(30)s-Manpower se~ces-Window cleaning, rodentipest 
control, trash removal. 

H. 	 TSB-A-91(8)S--Pick-up truck rental-Registration fee, insurance charges. 

IV. Intangibles 

A. 	 Pre-written software taxable as tangible personal property. Tax Law 
§ 11 01 (b)(4). 

1. 	 Provided, however, that where there is a reasonable, separately 
stated charge or an invoice or other statement for modifications or 
enhancements, such modifications or enhancements shall not 
constitute pre-written computer software. 

2. 	 Examples of software created to the specifications of the client that 
are taxable. Steve Bumett. Inc., TSB-A-95(28)S. 



B. 	 The professional and other efforts that culminate in a video tape are 
taxable as the sale of tangible personal property. Video Memories Assoc., 
Division of Tax Appeals, AW, DTA No. 81 -2291, July 13, 1995. 

V. Capital Improvements 

A. 	 Scoreboard allowed because it must be remembered that any capital 
improvement, i.0. walls, ceilings, roofs, can be removed. m e  mere fact 
that it can be removed does not mean that it is not a capital improvement. 
Matter of the Petition of N. A. E.. et al. d/b/a Nassau Soorts, Division of 
Tax Appeals, AW, Nov. 18, 1993. 

B. 	 Purchases related to IDA projects are exempt. 

1. 	 Travelers Grou~.  Inc., TSB-A-95(35)S. 

2. 	 Donaldson. Lufkin & Jenrette, Inc., TSB-A-95(36)S. 

VI. Audit issues 

A. 	 Certificates 

1. 	 The taxpayer's good faith receipt of certain resale 'certificates did 
not preclude the assessment of motor fuel taxes. In order to have 
such taxes excluded from an assessment, the taxpayer had to 
show a properly executed resale certificate, and that the customers 
providing the certificate were registered distributors. Matter of the 
Petition of Benak Cor~oration, Division of Tax Appeals, Tax Appeals 
Tribunal, August 10, 1995, (DTA Nos. 808633). 

2. 	 No need to investigate purchaser or its use of its equipment. Good 
faith is sufficient. Ca~elcoLeasina Cor~., TSB-A-95(15)S. 

B. 	 Extent of auditing required 

1. 	 Chartair. Inc. v. State Tax Commission, 65 A.D. 2d 44 (3rd 
Dept.1978). 

2. 	 Statistical sampling audits are estimated. Accordingly, consent is 
required. Marine Midland Bank, Division of Tax Appeals, Tax 
Appeals Tribunal, May 13, 1 993, (DTA No. 807533). 

3. 	 This is one of the most frequently litigated issues. Most, if not all, 
other cases require the adherence to procedures concerning 



notification to and acknowledgement by the taxpayer and the extent 
of "insufficient records" in order for test period, statistical sampling 
and/or observation tests could apply. Cases of interest include: 

a. 	 The Division of Taxation failed to justify the use of external 
indices to estimate the sales tax due from a delicatessen 
during an audit, since the auditor did not make an adequate 
review of the taxpayer's books and records. Petition of 
Familv Deli of Bellmore. Inc., AW, DTA No. 810719, July 20, 
1995. 

b. 	 "Wher;e the taxpayer establishes that the audit methodology 
is based on an assumption that is fundamentally flawed, the 
taxpayer has sustained his burden of proof and is not 
required to show the exact amount of taxes due" Bernstein- 
on-Essex-Street, TAT, DTA No. 8071 65, December 3, 1 992. 

c. 	 Baael Boss, AW, DTA No. 81221 5, April 27, 1995. 

C. 	 Overlapping audits 

1. 	 The taxpayer was able to establish the required criteria by showing 
that there was an overlapping audit with one of its customers, that 
the audit period with its customer was the same, that the customer 
agreed to the audit findings, and that there was no agreement to 
exclude the particular transactions in issue from the customer's 
audit. Matter of the Petition of Benak Cor~oration, Division of Tax 
Appeals, Tax Appeals Tribunal, August 10, 1995, (DTA Nos. 
808633). 

2. 	 Matter of Gartner Grou~.  Inc., TAT, DTA No. 807983, December 8, 
1994. 

3. 	 Allied Aviation Service Co. of N.Y., TSB-D-91(51)S, June 27, 1991. 

VII. Responsible person 

A. 	 Usually a connecting case. 

B. 	 Tax Law § 1131 (1) defines "persons required to collect [sales] tax" as 
follows: 

"[Elvery vendor of tangible personal property or services; every recipient 
of amusement charges; and every operator of a hotel. Said terms shall 
also include any officer, director or employee of a corporation or of a 
dissolved corporation, any employee of a partnership or any employee of 
an individual proprietorship who as such officer, director or employee is 



under a duty to act for such corporation, partnership or individual 
proprietorship in complying with any requirement of this article; and any 
member of a partnership." 

C. 	 'The question to be resolved in any particular case is whether the 
individual had or could have had sufficient authority and control over the 
affairs of the corporation to be considered a responsible officer or 
employee. The case law and the decisions of this Tribunal have identified 
a variety of factors as indicia of responsibility: the individual's status as an 
officer, director, or shareholder; authorization to write checks on behalf of 
the corporation; the individual's knowledge of and control over the 
financial affairs of the corporation; authorization to hire and fire employees; 
whether the individual signed tax returns for the corporation; the 
individual's economic interests in the corporation ." Matter of the Petition 
of Frank S. Constantino, Officer of Jordan Elevator Co.. Inc., Division of 
Tax Appeals, Tax Appeals Tribunal, September 27, 1990, (File No. 802335) 

D. 	 Liable for interest and penalties. 

" m o  the extent that our decision in Laks 1183 A.D.2d 316 (4th Dept, 
1992)] can be read as holding that a corporate agent may not be held 
liable for penatties and interest, it is no longer to be followed. Franklin W. 
Lorenz, 623 N.Y.S. 2d 455 (4th Dept, 1995). 

E. 	 Statute of limitations 

On-Site Petroleum Unlimited. Inc., Division of Tax Appeals, AW, DTA No. 
81 1 604, April 6, 1995 

F. 	 Responsible officers are not absolved by the Tax Department's failure to 
pursue corporate assets. Petitionk) of James Waite (and Michael Waite), 
Officer(s1 of Harrison Radio Cow; Division of Tax Appeals, Tax Appeal 
Tribunal, Nos. 806363 and 80641 9, January 12, 1 995 

VIII. Miscellaneous 

A. 	 Hitton Hotels Corn v. Commissioner of Finance of the Citv of New York, 
-A.D.2d -(1st Dept, 1995) 

B. 	 1605 Book Center Inc. v. Tax ADDeals Tribunal of the State of New York 
et al., New York Court of Appeals, No. 10, February 15, 1994, 609 NYS2d 
144, 631 NE2d86, 83 NY2d 240 Affirming New York Supreme Court, 
Appellate Division. 



New York State Gains Tax, New York State and 

City Transfer Taxes, Mortgage Recording Tax 


Maria T. Jones 
Rosenman & Colin LLP 

Carolyn Joy Lee 
Roberts & Holland LLP 

Overview of Taxes 
Recent Developments 

Rule Changes 
Gains and NY8 Transfer Tax 
waiver of penalties for reasonable cause (proposed 
amendment) 

NYC Transfer Tax ' 
mere change in form (Administrative Code 
511-2106(b) ( 8 ) ,  effective June 9, 1994) 
tiered ownership transfers (NYC Rule 523-02, effective 
April 24, 1994, with certain grandfather provisions) 

nortgage Recording ax 

negative pledge agreements (TSB-M-95[1] R; 20 NYCRR 

641.6[b] [9]) 


Tax Appeals Decisions 
Nexus 
Cafcor - NYS Administrative Law Judge - October 5, 1995 

Aggregation 
Marder - NYS Tax Appeals Tribunal - October 5, 1995 
Puttick - NYS Tax Appeals Tribunal - March 16, 1995 
Reinstein Familv Trust - NYS Tax Appeals Tribunal -

April 6, 1995 
Troutman St. Assocs. - NYS Tax Appeals Tribunal -
June 1, 1995 

Original Purchase Price 
Preferred Rentals - NYS Administrative Law Judge -
May 18, 1995 

Kalikow Yaphank - NYS Administrative Law Judge -
March 9, 1995 

Zeckendorf Columbus - NYS Administrative Law Judge -
May 11, 1995 

MTZ Associates - NYS Administrative Law Judge -
June 12, 1995 

FBE Broadway - NYS ~dministrative Law Judge - March 2, 1995 

Interest and Penalties 
Forty Second Street Co. - NYS Tax Appeals Tribunal -
April 6, 1995 

Liability of Officers 
Botshon - NYS Administrative Law Judge - January 19, 1995 
MTZ Associates - NYS Administrative Law Judge - June 12, 1995 
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SETTLEMENTS, COMPROMISES, CLOSING AGREEMENTS 


I. Brief summary of statutory and regulatory provisions: 


A. Section 170 subd. 3-a whereunder BCMS is created, 

structured; 2ONYCRR Part 4000 


B. Section 171 - Powers and Duties of Commissioner 
(1) First - "Reasonable rules and regulatio-1" 

(2) Second - power to "revise, readjust" Article 9, 
9A taxes 

(3) Fifteenth - "authority to compromise any taxes 
or any warrant for taxes"; if (a) tax debtor discharge< in 
bankruptcy, or, 

(b) is shown to be insolvent, 

but 


(c) amount payable in 

compromise must not be 

less than the amount which 

could be recoverable 

through legal ~roceedj ng 

and, 


(d) where the amount owing is 

more than $25,000 the 

compromise accepted must 

be approved by a Supreme 

Court justice. See Matter 


General Hos~ital 1989, 148 

AD2d 873, 539 NYSfd 511. 


(4) Eighteenth - Authority to enter into written 
agreement regarding a tax liability (or fee). The agreement 
is final and conclusive, with exception of fraud, 
malfeasance, or misrepresentation of a material fact. (a) no 
reopening (b) no modification in any other proceeding. 

(5) Eighteenth-a- Authority to compromise civil 

liability was added effective September 1, 1987 Chapter 282 

of Laws of 1986. The majority of today's discussion of 

Offers in Compromise will be based on this subdivision and 

regulations promulgated for its administration 20NYCRR Part 

5000. 


(6) Twenty-fourth- Addresses Advisory opinions, 

which provide another vehicle for dispute resolution but 

will not be discussed further today. Regulations can be 

found in 20NYCRR Part 2376. 


C. Article 22 Personal Income Tax $697 




(1) Subsection (c) authc. Lzes Commissioner to abate 

the unpaid portion of the assessment of any tax which is (a) 

excessive in amount, or (b) assessed after the statute had 

run, or (c) erroneously or illegally assessed. No claim for 

abatement can be filed by .a taxpayer. 


(2) Subsection (d), Special refund authority where 

(a)no question of fact or law involved, (b) appears from 

Commissioner's records that moneys were erroneously or 

illegally collected or (c) paid under a mistake of fact, the 

Commissioner is empowered to issue a certificate to the 

Comptroller for a refund of those monies. 


D. Article 27 Corporate Tax Procedure. S1096 sub (c) 

and (d) are identical to Article 22 provisions in C. above. 


E. Article 28, Sales and Use Taxes 

51142 subdivision 6 empowers the Commissioner to 


revise and adjust taxes imposed by this Article. 


F. Article 31-B Real Property Gains Tax 

51448 subdivision 4 is identical to abatement powers 


in S697 sub.(c). 


G. Most of the other Tax Law Articles will refer to 

either S171 or Article 27 concerning the general powers of 

the Commissioner. 


It should be noted that a review of statutory 

provisions and regulatory provisions reveals only one 

instance where the word "settle" appears and that is in the 

nature of impermissible activity in the old Rules of 

Practice. Thus, the first subject of the brief outline of 

my speech "Power to settle cases" is not as easily addressed 

as one at first glance may imagine. 


11. History of Dispute Resolution 


A. Pre 1976 

(i) Audit Division conducted audits, engaged in 


efforts to resolve matters where questions of fact existed 

prior to issuance of statutory notice 


(ii) once notice was issued, taxpayers had little 

recourse but to petition the notice within the time provided 

by statute. In time, the issue having been joined, the 

matter would be forwarded to Law Bureau litigators and would 

be scheduled for a hearing before a Hearing Officer 

delegated to hear and report to the State Tax Commission. 


(iii) State Tax Commission publishes its decision, 

usually adopting the hearing officer's recommendation, and 

the exclusive avenue for review was an Article 78 




proceeding. 


(iv)At no time during this process did litigating 

attorneys consider settlement. Only isolated incidents of 

informal conferences to resolve a dispute were rumored to 

occur. The prevalent theory was matters should be 

litigated; that the Commission would weed out Departmental 

error in its decisions and that the court could ultimately 

determine the propriety of Commission decisions by affirming 

the Commission decision. 


B. Post 1976 


The State Tax Commission, under then Commissioner 
James H. Tully, Jr., became increasingly concerned regarding 
criticisms of the hearing operations, the lack of 
opportunity to conclude disputes without adjudicatory 
proceedings and the appearance of the Commission as, in 
effect, grand jury, prosecutor, judge and jury. The 
Commission took the following action to address these 
concerns: 

(1) Effective July 1, 1976 it revoked its old 

hearing regulations and promulgated as Part 601 of 20NYCRR 

its new Rules of Practice and Procedure. 


(2) The Rules created a Tax Appeals Bureau not 

involved in any tax administration function preceding the 

filing of a petition for hearing, and was the only bureau in 

the Department which reported directly to the Commission 

itself. 


(3) In an innovative and bold initiative, the 

Commission, by regulation created a prehearing conference 

unit to promote settlement. To facilitate conferences the 

Commission also created two new "pleadings", the "perfected 

petition" and the "answer". Under this structure, the 

prehearing conference unit (a) reviewed the petition to 

determine whether a conference would serve the purposes of 

either narrowing disagreements, define the legal issues 

involved or to optionally resolve the controversy without 

need of a hearing, (b) scheduled and held the conferences to 

pursue these goals, (c) resolve the matters or, prompt 

stipulations and (d) where unresolvable, determine whether 

the petition was sufficient or whether to notify the 

petitioner to "perfect" his petition. 


(4)The service of the perfected petition, or notice 

that the petition was deemed sufficient, entitled the 

petitioner to an Answer from the Law Bureau within 60 days. 


(5) The answer* would occasion joinder of issue and 

the matter was ready for calendaring a hearing. 




(6) This whole process a-d have two of the effects 

the Commissioner hoped for: (a) pleadings that fleshed out 

the facts and disagreements and focused the parties and the 

hearing officer on what was to be tried, and (b) 

availability of a vehicle for settlement of cases without 

need of hearing. On reflection this bold initiative served 

the public exceedingly well as tens of thousands of matters 

were resolved without hearing, and, as will be seen, was 

embraced in part by the Legislature thereafter. 


( 7 )  Conferees were empowered to propose resolutions 
deemed fair and equitable PROVIDED there is a basis in fact 

and in law. Resolution could not be based on (a) expediency 

(b) hazards of litigation (c) nuisance value or other form 
of SETTLEWENT, compromise or abatement where not authorized 
by law. 

(8) In the early 19808s, the Litigation section of 

the Law Bureau started to engage in resolution of 

controversies without need of hearing. 


C. Chapter 282 of Laws of 1986 created both the Bureau of 

Conciliation and Mediation Services and the Livision of Tax 

Appeals (effective September 1, 1987) and provides for 

offers in compromise. 


D. The creation of the BCMS and its success in resolving 

controversies has not impeded Law Bureau resolution of 

matters. In fact, the law changes and attitudinal changes 

have rncreased Departmental receptivity to resolution and 

broadened the perspective in determining what constitutes a 

basis for concluding matters. This attitude started under 

Comissioner Tully and was honed and matured under his 

successors, Commissioners Bouchard, Chu and Wetzler. 


111. O v e r v i e w  of Department Process 

Roughly 350,000 statutory notices issued 


Only 9,000 requests for BCMS conferences, or 

2 112%. 


BCMS results in the resolution of 90% of those 

requests. 


Petitions from Conciliation orders on matters not 

fully resolved average approximately 1,000 per 

year. 


Pre-issuance of assessment screening by auditor 

and paring down of resolvable matters by BCMS 




review ( the reby  increas ing  t h e  percentage of 
ques t ions  of law which do not  lend themselves a s  
r e a d i l y  t o  s e t t l e m e n t ) ,  would prompt t h e  
conclusion t h a t  se t t lement  should be l i m i t e d  by 
t h e  t i m e  mat te rs  reach t h e  Law Bureau. However, 
of those  p e t i t i o n e d  n o t i c e s ,  a signif!-cant 
number of mat ters  a r e  resolved  before ,  d u r i z ?  and 
even a f t e r  hear ing .  

I V .  Bureau of Conc i l i a t ion  and Mediation Services  

Conferences - Overview 


BCMS i s  an independent, i m p a r t i a l  Bureau t h a t  
r e p o r t s  d i r e c t l y  t o  t h e  Commissioner. 

BCMS i s  no t  s u b j e c t  t o  any undue i n f l u e n c e  from 
t h e  Department of Taxation and Finance. 

Goal i s ,  through informal conferencrs  which are 
more t imely and l e s s  c o s t l y  than formal hea r ings  
t o  c l o s e  a s  l a r g e  a percentage of cases  r e c e i v e d  
as can be. 

Requests f o r  conference have avsraged 3,OC3 p e r  
y e a r  f o r  t h e  l a s t  four  y e a r s .  The number 3f 
mat te r s  concludes per  year has ranged between 
8,000 and 9,700. 

Over t h e  seven years  BCMS opera t ion ,  the  number 
of p e t i t i o n s  from BCMS o rde r s  f o r  hear ing  b e f o r e  
t h e - ~ i v i s i o n  of Tax Appeals has been a s  low 
as 900 and as high as  2,100. For t h e  l a s t  f o u r  
y e a r s ,  p e t i t i o n s  have been i n  t h e  900 t o  1,300 
p e r  year  range.  

The l i o n ' s  sha re  of t axes  involved a r e  income 
( 4 9  t o  67% over  last four  f i s c a l  y e a r s )  and 
s a l e s  ( 2 7 %  t o  39% over same pe r iod)  which 
c o n s t i t u t e  roughly 85% of t h e  inventory.  

During t h e  l a s t  four  yea r s ,  t h e  taxpayer  has 
p reva i l ed  i n  30-32% of BCMS Orders, t h e  
Department i n  26-30% and p a r t i a l  r e s o l u t i o n s  were 
ordered i n  40-45% of t h e  conferences.  

H. Only one i n  t e n  of BCMS matters  r e s u l t  i n  a 
p e t i t i o n  t o  Divis ion of Tax Appeals. 

V .  Bureau of Conc i l i a t ion  and Mediation Services  Procedure 

A .  Department appears  a t  conference by a u d i ~  personnel ;  
proceeding i s  informal;  a f t e r  reviewing t h e  evidence and 



comments, the conferee serves a proposed resolution in the 

form of a consent on the taxpayer. 


B. The taxpayer has 15 days to execute the consent and 

waive any right to petition for hearing. If the taxpayer 

does so, the matter is concluded. The consent, absent 

fraud, malfeasance or misrepresentation, is binding on the 

Department. 


C. If the taxpayer does not accept, the conference is 

concluded and the conferee will issue a conciliation order 

within 30 days. 


D. The taxpayer, however, can petition for review by the 

Division of Tax Appeals within 90 days of the date of 

issuance of the Order. 


E. The conference is, from a legal perspective, a 

settlement discussion. Thus, although the order is binding 

on the Department, what transpired at the conference cannot 

be used, except for documentation used as evidence and to be 

offered anew at hearing. Subpoenaing the conferee will be 

opposed and successfully so. 


F. However, in pursuing resolution with the Law Bureau 

attorney, anything that transpired at conference may prove 

of assistance in evaluating resolution. Representatives 

should not assume that Law Bureau attorneys know what 

occurred. 


VI. DTA Petition - Settlement Thereafter 

A. Timeliness - An untimely request for BCMS or an 
untimely petition for hearing will be opposed by either a 
motion to dismiss or at hearing. Because of the need for 
finality echoed by the Tribunal in its decision in Matter of 
Schoonover, settlement will not ordinarily be considered in 
such circumstances. Hearings will be bifurcated and only 
the question of timeliness should be considered initially. 

B. Formal vs. Small Claims 

(1) The tax practitioner must make an election (where 


jurisdictional limits permit) of the forum he chooses to try 

his/her matter. This could involve a question of venae, 

client resources or the complexity of the issue. 


(2) What is small to one party is not to another, eg. 

a three year estimated sales tax assessment which results in 

tax of $40,000 per year with penalties and interest coul?. 

well be a $250,000 matter by conclusion of the proceeding. 

Whether one wishes to give up the right to appeal as one 

does in Small Claims is an important consideration, as is 




the likelihood cf success and the availability of 

settlement. 


(a) Attorneys prepare the answer and ready the 

file for hearing. 


(b) Once this is done, the scenario laid out, the 

statutory basis for the Department's position and the 

evidence to support it, the attorney's involvement is 

concluded and the matter is transferred to Audit personnel 

to advocate at the hearing. The attorneys will remain 

available to Audit should there be any questions. 


(c) Thus, the window to settle a small claims 

matter with the attorney is circumscribed, based on his/her 

limited role. Despite this, I have recently instructed my 

staff to increase their attention to small ciaims matters 

and be more inquisitive regarding settlement. 


(d) Since the attorney is rarely involved in small 

claims hearings, their involvement in a settlement during or 

after hearing is not feasible. After a determination which, 

pursuant to law, is not reviewable, settlement is 

impermissible. 


( e )  Once the matter is transferred to Audit 
personnel for advocacy, the chances of settlement decrease. 
In the early days, such consideration was very rare. Now, 
with improved legal support, it is more likely, and auditors 
who are presented new information at the proceeding may be 
amenable to a settlement at hearing or thereafter. 

(f) The outlook of the representative, the manner 

in which he/she practices is one of the most important 

factors in whether a matter can be settled. This is true in 

small claims or formal. 


(g) The essential question for the representative 

is whether to pursue settlement of a small claims matter, or 

to rely on the more informal nature of a proceeding 

conducted by nonattorney presiding officers. 


C. Formal Hearings 


1. In formal hearings, many more opportunities to 
resolve cases exist. As indicated, the attituse of the 
taxpayer's representative is the single most important 
factor in settlement since the pursuit of setclement is in 
most instances instituted by the taxpayer. This is 
consistent with the presumption of the propriety of an 
assessment. Six significant elements that impede settlement 
are: 

(a) Distrust 

(b) Budgeting evidence 

(c) Unprepared 

(d) Unreasonable 

(e) Unable to control client 

(f)Efforts to bring outside pressure 




2. Settlement should be pursued as early as possible. 
That is cost effective for both parties. However, where 
unseen evidence or changes in case law or even Departmental 
policy arise, a matter seen at one time as unreasonable may 
now be resolvable should the parties be interested. Law 
Bureau attorneys are encouraged to not preclude resolution 
at or during hearing. In fact, they are encouraged to 
review transcripts and discuss matters after hearing and 
before an A L J  determination should the press of their 
practice allow it. 

3. On occasion, settlement is worth pursuing even 

after an ALJ determination. Although the practice, as 

indicated previously, is usually, that it is the taxpayer 

who should first pursue settlement, it is not rare that we 

might do so first in the appropriate situation. 


4. As matters progress further in the ad-judicatory 

process, settlement opportunities naturally diminish. It is 

rare indeed that matters are settled once presented to the 

Tribunal. Ncnetheless, we will still consider settlement in 

appropriate instances. 


5. After a Tribunal decision is rendered, the law 

provides that the exclusive remedy for review is an Article 

78 proceeding. However, even after an Article 78 proceeding 

has been commenced, the Attorney General is empowered 

pursuant to S171 subd. 18th-a to consider an offer. I am 

now in the role of a client to whom the Attorney General 

conveys the offer. Even at this stage, I have evaluated, 

accepted the offer and concluded the Article 78 proceeding 

where appropriate. 


6. In summary, the Law Bureau is available to resolve 

any matter that lends itself to resolution. On infrequent 

occasion, we may differ on what matters those may be or what 

is a reasonable settlement. That is not necessariiy an 

indictment of either party. 


I have studied the statistics in a few axeas of our 

practice and am pleased to advise that the percentage of the 

matters resolved without need of adjudicatory determination 

is up sharply. 


D. Miscellaneous 

(1) Settlements be they negotiated with Law Bureau or 


as a result of a conference, are not precedential. This is 

so regarding others or the same taxpayers for subsequent 

years. However, Offers in Compromise, closing agreements may 

be drafted in a manner to address other than the years at 

issue in a petition and may have a binding effect beyond the 

petitioned years, eg. an agreement that a taxpayer became a 




nonresident and absent a significant change in life style 

will be one for subsequent years. 


(2) When a matter is in litigation the auditor with 

whom you may have dealt with directly on audit and at 

conference, or may be dealing with directly in an ongoing 

audit, is now my client. In our proceeding he or she may be 

my witness. It is inappropriate for a representati1.e to 

contact another attorney's client without permission. See 

20NYCRR 1200.35. However, if I were asked, I may well have 

no objection and will on occasion encourage the contact 

where settlement will be served. At a minimum, I wish to be 

able to counsel my client regarding the parameters cf their 

involvement with the taxpayer's representative. 


(3) Adjournments pending settlement are agreeable so 

long as serious efforts are contemplated and pursuzd. Too 

often the adjcurnment is for the benefit of the unprepared 

attorney who does not avail him or herself of the additional 

time. The DTA does not look kindly on undue delay and I da 

not wish to be a part of it. 


(4) Law Bureau attorneys will always try ta prcvido 

copies of all documents we intend to offer (in advance of 

hearing where manageable) and would appreciate that courtesy 

in return. This can only be of assistance in rssolving 

matters. The Tribunal's proposed rules will require a list 

of documents to be attached to a prehearing memorandum, but 

documents themselves need no longer be attached. 


VII . Closing Agreements. 

The Commissioner, by May 1, 1991 resolution filed with 
the Secretary of State, authorized the Deputy Commissicner 
of Tax Operations to execute written agreements pursuant to 
8 171 subd. 18th. The Division of Taxation believed that 
only an agreement executed by that Deputy Commissiorer 
constituted a closing agreement until the Tribunal found a 
stipulation to discontinue a proceeding in the Division of 
Tax Appeals to be such an agreement in Matter cf Felix 
Industries, Inc. 

The Department will continue to consider only those 

agreements executed by the Deputy Commissioner (or the 

Commissioner himself) as closing agreements. There is no 

inclination to have that Deputy Commission~r execute the 

hundreds of stipulations litigation lawyers enter intc 

annually. 


Closing agreements, in which a taxpayer agreed to a tax 

liability (as opposed to an Offer in Compromise pur-uant to 

which the amount of a liability and the terms of payment are 




agreed to) were employed on only infrequent occasions by the 

Audit Division. The Law Bureau did not use it as a 

resolution tool until very recently. This vehicle concludes 

matters with finality and also enables us to address more 

than is petitioned. It can address, for instance, future 

years in a residency case or provide for concessions or 

other actions that would not otherwise be a part of an 

ordinary settlement agreement. 


Should the terms provide for a deferred payment 

arrangement the agreement will usually provide that any 

default will serve to vacate the agreement and the original 

amount due minus credit for payments, will once again be 

due. Closing agreements are also confidential, not like 

offers in compromise to be discussed next. 


The best advice I can give is for practitioners to 

pursue the resolution of a matter and leave consideration of 

the vehicle for its best conclusion for subsequent 

attention. 


VIII. Offers in Compromise 


A. Section 171 subd. fifteenth has been treated by the 
Division of Taxation as applicable to closed matters only 
where no further administrative or judicial review is 
available. Thus, the only consideration is collectibility 
and the matter is one solely for the Tax Compliance 
Division. If they reject the offer that concludes the 
process. The forms to be used to submit this offer in 
compromise are DTF-4 (Offer in Compromise - Fully Determined 
Liability), and DTF-5 (Statement of Financial Condition and 
Other Information). Since these offers (often confused with 
subdivision eighteenth-a offers) are not the province of the 
Law Bureau, I will restrict my discussion to subdivision 
18th-a which addresses the compromise of open liabilities 
and in which Counsel plays a prominent role. 

B. 20NYCRR 5000.l(b) provides that subdivision 18th-a 

offers do not apply to warranted liabilities. They do apply 

to taxes or other liabilities which are the subject of a 

statutory notice and can be considered by the Commissioner 

at any time prior to when there is no longer administrative 

review. Thereafter, the Attorney General, once a matter is 

referred to that office, is empowered to compromise tax 

liability of matters subject to jcdicial review. 


C. The regulations provide that offers in compromise be 

directed to different locations based on the stage of the 

controversy. They could be filed with the Comissioner, or 

the conferee if at the BCMS stage or with the attorney 

acting as of counsel in a proceeding before DTA. I 




recommend that you send them to me directly because the 

Degartmntal written procedures will direct all these 

avenues to transmit to the Director of the Law Bureau who 

then passes it directly to me to monitor the progress and 

prepare Counsel's recommendation to the Commissioner. 


D. (1) The offer can be based on doubt as to 

collectibility and/or doubt as to liability, 20NYCRR 

5000.l(a). 


(2) If liability is the sole basis, the offer is to 

be submitted on the DTF-4 Offer in Compromise form. An 

offer is to be submitted with three conformed copies and 

should have attached to it, the supporting documents and 

brief which provide the basis for the doubt as to the 

liability sought to be compromised. 


(3) If the offer is premised solely or in part on 

doubt as to collectibility, a DTF-5 Statement of Financial 

Condition and Other Information is necessary. The 

regulations provide that an acceptable offer based on 

collectibility must reflect all that can be collected from a 

taxpayer's income, present or prospective. It is required 

that the taxpayer has been discharged in bankruptcy or is 

insolvent. 


(4) The offer should generally be accompanied by a 

remittance of the amount offered or a deposit if the offer 

provides for installment payments or contains other terms. 

The form permits the offeror to have the amount submitted 

either applied against tlie liability or returned should the 

offer be rejected. 


E. The offer can only be accepted or rejected by the 

Commissioner and the offeror will receive written 

notification directly from the Commissioner. 


F. The procedure for the evaluation of the offer is as 
follows: 

(1) If the offer is premised solely or partially on 

collectibility, I forward it to the Director of Tax 

Compliance Division who has that aspect of the offer 

analyzed. Within sixty days of the date of the offer, the 

Director of the Tax Compliance division will notify me of 

his recommendation on whether the offer should be accepted 

or rejected. (20NYCZR 5200.6(a)(2)) To make the 

recommendation, however, the Compliance staff may need 

additional information or financial data. Understandably, 

this may result in some delay depending on how expeditiously 

you are able to respond. 


(2) If the unpaid amount of tax is less than 

$2,500.00, and the offer is based solely on collectibility 

the Director's recommendation will be submitted directly to 

the Commissioner; all others are returned to me. 


(3) If only collectibility is at issue, Counsel 


http:2,500.00


will usually transmit the Director's recommendation without 

comment since collectibility is within the province of the 

Tax Compliance Division. However, on infrequent occasion, 

Counsel will express an opinion where legal issues zequire 

some additional analysis. 


(4) Where li~bility is solely the basis, L 

Litigation attorney will be assigned to analyze the hazards 
of litigation in preparation for Counsel's memorandum to the 
Commissioner recommending acceptance or rejection. 

(5) Where liability and collectibility are both 
bases, the commissioner has-instructed that in-close cases 
where: 

(a) the case for collectibility is only fc~nd 

somewhat wanting; and 


(b)where the hazards of litigation are deemed 

significant, but do not of themselves provide a sufficient 

basis to recornten? acceptance; that, 


the Counsel may consider the combined effect of both bases 

and can recommend acczptance thereon. 


G. Miscellaneous provisions 

(1) Oral cormunications are strongly discour9ged by 


the Regulations 20NYCRR 5000.6(a)(3). 

(2) If the offer is accepted, Counsel's memorandum 


is to be filed in the Commissioner's office, unless less 

than $2,500 is compromise&. 


(3) 20NYCRR 5000.3(f) provides that only one offer 

regarding a particular liability is permitted whether or not 

that offer is accepted or rejected. 


Pursuant to Regulation §5000.6(a)(l) and ( 2 ) ,  the 
Counsel is to submit a recommendation to accept or reject 
the offer to the Commissioner recommend that he accept a 
modification of the offer. It makes little sensz to 
recommend a modification the taxpayer is unwillinc to make. 
Thus, my contact with the offeror is essential to forward 
the modification to the offer which Counsel is recommending 
for acceptance. 

(4) Offers, when accepted by the Commissioner, will 
be followed by the forwarding of whatever papers are needed 
for the discontinuance of proceedings protesting the 
compromised liability. A default in honoring the tsrms of a 
compromise will thus result in the full liability being due. 

Offers in compromise received in my office started to 
come in very slowly from 1987 - 1991, perhaps one a month. 
Thereafter, with the advent of the Federal liberalization of 
its offer in compromise procedures, a greater interest has 
been generated in the New York State pragrern. 



Though s t i l l  q u i t e  l i m i t e d ,  i n  1 9 9 3  t h e  o f f e r s  w e  
r ece ived  r o s e  t o  o v e r  t h i r t y  and s o  f a r  t h i s  y e a r ,  j u s t  ove r  
t h r e e  dozen. F u r t h e r  i n c r e a s e s  a r e  a n t i c i p a t e d .  

I n  conc lus ion ,  I hope m y  p r e s e n t a t i o n  p r o v i d e s  you w i t h  
a c l e a r e r  p e r c e p t i o n  of  Counse l ' s  philosophy.  P r o t r a c t e d  
l i t i g a t i o n  has  and w i l l  con t inue  t o  occur between 
a d v e r s a r i a l  advoca t e s .  There w i l l  always be c a s e s  t h a t  
r e q u i r e  l i t i g a t i o n  f o r  myriad r ea sons .  But f o r  t h e  m a j o r i t y  
of m a t t e r s  where r e s o l u t i o n  i s  a v a i l a b l e ,  w i thou t  t h e  
tremendous c o s t s  of l i t i g a t i o n  i n c u r r e d  by bo th  t a x p a y e r s  
and t h e  S t a t e ,  w e  are w i l l i n g  and a b l e  t o  j o i n  w i th  you i n  
t h a t  p u r s u i t .  
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OUTLINE FOR NEW YORK STATE 

AND CITY TAX INSTITUTE 


New York City Practice and Procedure: 

A Practitioner's Perspective 


Exit Conferences 


A. Who attends and what to expect 


B. Maximizing settlement possibilities 


Conciliation Conferences 


A. Who represents the Department of Finance 


B. Scope of the conciliation process 


C. When to use and when to bypass conciliation 


111. Petitions to the City Appeals Tax Tribunal 


A. Administrative Law Judge Division 


1. Service of process and filing 


2. Form and content of petitions 


3. Representation on behalf of the City 


4. Pre-hearing conferences 


5. Motion practice 


6. The hearing 


B. Exceptions from AILS Determinations to the Tribunal 

1. Taking an exception 


a. time and form 


2. Scope of review by the Tribunal 


3. Briefs 


4. Oral argument 




IV. 	Article 78 Proceedings to Appellate Division, First 

Department 


A. 	 Timing, form and service of process 


B. 	 Briefs and oral argument 


C. 	 Scope of review 


V. 	 Other Forums 


A. 	 Declaratory judgments -- New York State Supreme 
Court 

B. 	 Federal District Courts 


C. 	 U.S. Bankruptcy Courts 


Glenn Newman 

November, 1995 
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NYS 	PERSPECTIVE - PRACTICE & PROCEDURE 

I. 	Procedural Complexity 


A. 	Formal Tools - New, Old, Altered 

1. 	Pieadings 


A. Answers 


B. Prehearing Memoranda 


2. 	Motion Practice 


A .  Recusel 

3. Roopen, Reargue 


3. 	TOIL 


4. 	ailis of Pareicular 


5. 	Subpoenas 


5. 	Zx P a r t e  Cc~n-nications 

3 .  Coun~erproauczive v. Gseful 

1. 	Counsel's Office Views 


-	 r ..-,---
I. 	LCLLI-~=I  ' s CfSics Perception o2 Cu=sL<a ' Jse  

C. Counsel's Office Practice -
1. 	Tools not to be abused 


2. 	Accessibility es opgosed to (a) 


confrontation, (b) incurring cost and 


additional efiort 


3. 	Feirness 


4 .  	 Goverr3mt hes obligations to its cFcFzens 

5. 	One caveat 

11. Informal Tools 


A. Avoid procedural complexity 


B. Meet Counsel's objectives for fair and rapid 




resolution where available 


C. Dona1 Mever's implementation; Informal 


resolution 


1. 	 available 


2. 	effective 


3. 	 taxpayer's rights protected 


111. Counsel's Office Dispute Resolution 


A. History, Backgromd 


B. 	Functioning under new Administration 


1. 	Sending Answers, availabiliiy, 


responsiveness 


C. 	Relationship with Private Bar 


1. 	Cooperation 


2. 	Unaerstanaing 


3. 	Professional Tone 




NEW YORK CITY PRACTICE AND PROCEDURE 
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A. Generally - Notice of Deremination/Disallowance; Deemed disallowance; 
B. Alternatives (Conciliations, small claims, declaratory judgments 
C. Service/fiing requirement. 
D. Constitutional issues 
E.Lack of as gmunds for Dismissal (motions,sua sportel 

A. Law Department Confenaces 
B. Tribunal Conferences 

V. Discovery 

A. Bills of Particular 
B.Admissions 
C.Production of Documents 
D.Depositions 
E.Subpoenas 

A. Exceptions 
B. Cross exceptions (timing - diet in mles) 

TX. Judicial Review - Article 78's - Fit Department vs. Third Department rules. 

. Contrast with State Tribunal Rules of Practice and Procedure 



Petsonnd and Structural Chan~csin The New York Citv- D arttnent of Finsnce 

I. Changes in Finance Representation - who, when, how 

11. Prsctice before the Tax Appeals TribunalIContrast with Office of Legal Affairs 

A. Differences 
1. motion practice 

2.discovery 

3. briefing 
4. staff continuity 

1. professional courtesies 
2. pre Tribuna conferences 
3. settlements 



NEW YORK CITY PRACTICE 

ELLEN E.HOFFMAN, ESQ. 

New York City 

Department ofFinance 


Brooklyn 




NEW YORK STATE AND CITY TAX INSTITUTE 


November 28-29, 1995 

New York, New York 


NEW YORK STATE AND NEW YORK CITY PRACTICE 


I. 	 NEW YORK CITY 


A. 	 BUREAU OF CONCILIATION AS A PRE-PETITION OPTION FOR 

TAXPAYERS 


1. 	 Informal Atmosphere 

a. 	 Representative Not Necessary 

b. 	 Written submissions not required apart from 


original request for Conciliation 


2. 	 Conciliator's Role is as Impartial Third Party 

Mediator/Arbitrator 

a. 	 The Department is represented by a separate 


advocate 


3. 	 Recent Procedural Changes 

a .  	 Status Conferences will be scheduled where 

appropriate to follow up on additional 
information submissions or reviews 

b. 	 Withdrawal from Conciliation. Where a case is 

settled with the Department advocate or 

original issuing division, the case will be 

closed through Conciliation Bureau; taxpayers 

will not be advised to withdraw from 

Conciliation 


C . New Request Form (attached) 

i. 	 attach all pages of statutory notice 

ii. 	include power of attorney 


4 .  Effectiveness (statistical performance) 

9. 	 LETTER RULINGS AS A PRE-PROTEST OPTION 


1. 	 Letter rulings may be requested during audit up to 

issuance of statutory notice 


2. 	 Parameters for rulings (Ruling Package attached) : 

a. 	 Rulings will not be issued on factual issues 

b. 	 $250 filing fee required 

c. 	 Rules require rulings to be issued within 90 


days 

d. 	 Request can only be withdrawn within 30 days 


after acknowledgment letter 




NEW YORK CITY DEPARTMENT OFFINANCE 


F I N A N C E  
NEW YORK 

REQUESTFOR CONCILZATION CONFERENCE 
COMPLETE ALL APPLICABLE SECTIONS 

Print w type 

Name of Taxpayer 
EMPLOYER IDENTIFICATION NUMBER 

Nan8of Contact Penon (wrgoratlons or partnerships) m - m  

Address (number and stnet) , , , ,
~ l i ~ , s E ~ R l ~ , N U i A B E ~  
City and State ZIPCode 

Budness Telephona Number 

f~ame of T8cpysr's Rpmntatlw. If ary 
EMPLOYER IDENTIFICATION NUMBER 

RdaUonshlp to T w r  

I 
I ~ddnrss(numberand strset) I I I 

SOCIAL SECURITY NUMBER I 
City and Stab 2ip Code 

Buslntst Telephone Number I I 

Check i f  you have filed a petition with tho NYC Tox Appeals Tribunal In this matter. IFYOU HAVE FILED A PEllTiON, W FILE THlS 
REQUEST FORM. (See revme side.) 

A DULY EXECUTED POWER OF AHORNEY MUST ACCOMPANY THlS REQUEST if the taxpayer is being represented by, or this request 
is signed by, someone other than: (i)a duly authorized officer of a corporate taxpayer; (ii) a general partner of a taxpayer that is a partnership; (iii) an adult 
spouse, parent, guardian or the person who prepared the return in the case of a taxpayer who is a minor or who is physically or mentally incapable of 
representing him orherself. 

Enter the tax type involved: r Enter the case number r 

Enter the taxable year($) or period(s): 

0 REDETERMINATION OF DEFICIENCY IS REQUESTED. A COPYOF 0 REFUNDIS REQUESTED. A COPYOFTHE m n c E  BEINGPROTESTED 
THEw n c E  BEING PROTESTEDNUST BESUBNHED wnnmsREOUEST. YlST BE SUBMHEO mTnTHSREOUES?. 

Date of Notice of Determination: I I I I Date of Notice of Disallowance: u 
Principal due: $ No Notice of Disallowancehas been received 

but aclaim for refund was filed on: - I I I I 
Interest due: 

Penalty due: 

S 

$ 

(Thisrequestmay be filed ina GCT or UBT 
case if at leastsix monthshave passed 
sincetheclaim was filed and no notice of 
disallowance hasbeen received.) 

Total amount on Notice $ Amwnt of refund requested: $ 

State the basis for making this daim. Include all relevantfacts. (Attach additional sheets if more space is required.) 

Thhroqurst Is mad0 wnh tho knavldgo that 8 willfully frlsr nprosmt~tion Is J mis&nvrnor un&r Mail completed request form to: 

Soction 1W O W  of tho NYC Admlnistntivo Coda. 
 1

I _ I Bureau of Conciliation stan In w  + New York City Department of Finance 
A Signatureof Taxpayer or Representative 345 Adam. Street, 3rd Floor 

Brooklyn, NY 11201-32 -
A Name andTitle (please print w type) A Date 



NOTICE RIGHTS
OF TAXPAYER 

Notification of Your Right to Protest an Action Taken by the New York City Department of Finance 

Pursuant to Chapters 808 and 809 of the Laws of 1992, 
efective October 1, 1992, the jurisdiction of the NYC Tax 
Appeals Tribunal has been extended and a Conciliation 
Bureau has been established by the NYC Department of 
Finance. The operation of the Conciliation Bureau is 
governed by Title 19, Ch. 38 of the Rules of the City of New 
York. 

Ifyou disagreewith an action taken by the Department of 
Finance (the issuance of a tax d&ciency/determination, the 
denial of a refund claim), you may contest the action by 
iihg a Petition for a Tax Appeals Tribunal 
HearingaB a Request for a Conciliztion Conference. 

CONCILIATION CONFERENCE 
A Conciliation Conference is a rapid and inexpensive way to 
resolve protests without a formal hearing. The conference 
is conducted informally by a conciliation conferee who will 
review all of the evidence presented to determine a fair 
result. After the conference, the conciliator will issue a 
proposed resolution of the case. If you do not agree with 
the proposed resolution, the conciliation proceeding will be 
discontinued and you will have 90 days to file a Petition for a 
Tax Appeals Tribunal Hearing. 

Lfyou wish to request Conciliation Conference, complete 
this form and return it to the address indicated on the 
reverse side of this form withii the time period stated on 
the statutory Notice issued to you by the Department of 
Fmance. IF YOU HAVE AZREADY FILEDA 
PEITIlON FOR A HEARING WlTH THE NYC TAX 
APPEAIS TRIBUNAL, DO NOTFILETHIS 
REQUESTFORM. After a taxpayer has filed a petition for 
a hearing, the NYCTax Appeals Tribunal may refer the 
case to the Conciliation Bureauwith the permission of the 
Department of Finance. If you have aiready filed a petition 
and wish to request a Conciliation Conference, you must 
make a written request to the NYC Tax Appeals Tribunal 
for an order of referral. Failure to timely file your Request 
or Petition will result in the statutory Notice becoming final 
and subject to collection. 

A duly executed Power of Attorney must accompany this 
request if the taxpayer is being represented by, or this 
request is signed by, someone other than: Q a duly 
authorized officer of a corporate taxpayer; Cii) a general 
partner of a taxpayer that is a partnership; Cii) an adult 
spouse, parent, guardian or the person who prepared the 
return in the case of a taxpayer who is a minor or who is 
physically or mentally incapable of representing him or 
herself. 

TAXAPPEAIS TRIBUNAL HEARING 

Administrative LawJudge Hearing 
The procedure for a Tax Appeals Tribunal Hearing is begun 
by filing a Petition for Hearing. The petition must be in 
writing and must specifically indicate what actions of the 
Department are being contested. 

The hearing is an adversary proceeding before an impartial 
administrative law judge. The hearing will be recorded. 
After the hearing, the administrative law judge will issue a 
determination which will decide the matter(s) in dispute 
unless either you or the Department requests review by the 
Commissioners of the Tax Appeals Tribunal. If such a 
review is  requested, t h e  record of hearing and any 
additional oral or written arguments will be reviewed and 
the Tribunal will issue a decision affirming, reversing or 
m o d i i  the administrative law judgers determination, or 
referring the matter back to the administrative law judge for 
furtherhearing. 

Small Claims Option 
You may elect to have your hearing held in the Small 
Claims Unit if the amount in dispute is $10,000 or less, 
exclusive of penalties and interest. T h e  hearing is  
conducted informally by an impartial presiding officer. The 
presiding officer's determination is conclusive and is not 
subject to review by any other unit in the Tax Appeals 
Tribunal or by any court 

You may request the Rules of Practicz and Procedure of the 
Tax Appeals Tribunal by writing to: 

NYC Tax Appeals Tribunal 
1Centre Street, 24th Floor 
New York, NY 10007 

A request for rules is not considered the filing of a 
Petition for Hearing for purposes of the time limits, 
and does not extend the time limits for filing a 
Petition. 



crry OF NEW YORK - DEPARTMENT OF FINANCE 
'REQUEST FOR LETTER RULING 

See instructions before completing this form; 
numbers in parentheses refer to instructions. 

TO BE USED FOR ALL RULING REQUESTS MADE ON OR AFTER NOVEMBER 6,1989. 


Name of Taxpayer Telephone No. (Area Code) Identification No. (1) 


Taxpayer's Address (Number and Street) 


City and State Zip Code 


Name of Represewtin. if my (4) Telephone No. (Area Code) 


Representative's Address (Number and Street) 


City and Sue Zip Code 


Tax inh c  (Gatrl~ o n , R e a l P r o p e n y T r a n s f e r ,etc.) 

The uxpryrr nqwnr Lwt ruling on the following issue(s) 

Docs this rcquen relate tomy matter regarding which a Notice of Determination or Notice of Disallowance of a claim 
for refund or &I brs k n  issued to the taxpayer? 

1 Nes I N o  

If the answer o the above question is 'Yes', please attach a copy of the notice. 

Docs this requen relate to any matter currently under City audit or review or for which there is a pending claim with 
the Ciy for refund? 

1 Nes / /No 

If answer to the above question is 'Yes",please provide the Audit or ClPimNumber 

Period (Year under audit or review or for which refund claim has been filed 



Date of Notice of Tax Due (if any) 


The wpayer submits the following statement of facts as the basis for the requested lemr ruling: 


List of documents submitted with this request: (2) 

Attach additional pages , if necessary. and any documents LO be considered. 


The taxpayer hereby represents that this request does not cover an issue or set of facts regudmg h c h  a Notice of 

Determination or a Notice of Disallowance of a claim for refund or credit has been issued to the taxpayer. 


Signarure (3) (4) Date 

Type or print name of individual signing request. Title or relationship to taxpayer. 



CITY OF NEW YORK - DEPARTMENT OF FINANCE 

POWER OF ATTORNEY 


Taxpayer's name and address: if a corporation, Appointed Representative's name include address of principal office and 
state and address of incorporation (Individual or Firm) 

The taxpayer named above appointed the person named above as myliu m e  and lawful attorney, to appear and represent 
melit before the Depament of Finance in connection with a Request for a Letter Ruling relating to: 

Type of Tax and Tax Year(s) or Period($) 

with full power to receive a copy of all communications in such matter, including the lener ruling issued in response to 
this request, and to execute consents to extensions of the time withii which the letter ruling must be issued, with full 
power of substitution and revocation. 

All Powers of Attorney heretofore filed or granted for this purpose are hereby revoked (corporate seal) 

Signature (include spouse's signature if joint) Title (or relationship to wpayer) Date 

This Power of Attorney must be acknowledged before a notary public. 

Acknowledgment 

State of new York 
County of 

5s: 

Onthis day of ,19 before me came . to me known to be 
the person described in the foregoing Power of Attorney and helshe executed the &me, and helshe, being by me duly 

sworn. did say that helsht is the of the taxpayer-corporation in the foregoing 

Power of Attorney, and that helshe is empowered to and did execute the same. 

(Delete inapplicable material). 


Signature of Norary Public : Date 



Notice of Appearance 

I agree to represent the above-named taxpayer in accordance with the above Power of Attorney and hereby give 

notice that will appear in the above matter. All notices, decisions and other documents are to be sent to me 

at the address shown above. (If different than above, send attachment with address). 

NOR: If power of attorney has been previously filed, a conformed copy thereof should be annexed hereto. 


I am: 
/ /an attorney-at-law licensed to 1 /a person admined to practice before the 
practice in New York or another State Internal Revenue Service or before the U.S. 

Tax Court. 

1 /a cemfied public accountant I /the taxpayer's spouse, child or parent 
duly qualified to practice in New 
York or another State. 

Signature of Appointed Representative 

Title 



lasauctions for Request for Letter Ruling 

A COMPLETE LE'ITER RULING REQUEST FORM AND A $250 PROCESSING FEE MUST BE SUBhtlTTED 
FOR ALL LETTER RULING REQUESTRECEIVED BY THE DEPARTMENT OF FINANCE-OFFICE OF LEGAL 
AFFAIRS ON OR AFTER NOVEMBER 6,1989. 

GENERAL INFORMATION 

What is a letter Ruling? 

A letter ruling is a wrinen statement setting forth the applicability of statutory provisions of any tax or charge 
administered by tbe Depanment of Finance, to a specific set of facts. Lener rulings are issued on behalf of the 
Commissioner of Finance by the Deputy Commissioner for Legal Affairs, to whom the Commissioner of Finance's 
authority to issue letter rulings is delegated. 

Other Information Service Provided by the Department of Finance 

Based upon the nature of your inquiry, it may not be necessary to obtain a lener ruling. 

General information reqwa not requiring a ruling may be answered by calling: (718) 935-6000 

or by writing: 

Departnrent of Finance 
Taxpayer Correspondence Unit 

25 Elm Place - 4th Floor 
Brooklyn, New York 11201 

Practitioners may find out about agency guidelines, statutes, regulations, rulings .ad procedures on more 
technical inquiries by calling the Office of Technical Services at (718)403-3761 or by writing: 

Department of Finance 
o m ~ cof ~ e c h n i c ~ ~  Services 

345 Adam Street - 5th Floor 
Brooklyn,New York 11201 

Information concerning City taxes administered by New York State may be obtained horn dK New York State 
Department of Taxation and Finance. State Campus. Albany. New York 12227. 

When a Letter Ruling wiU not be Issued 

No ruling will be issued: 
(a) 	 covering an issue or set of facts regarding which a Notice of Deutmurulon or a Notice of 

Disallowance of a claim for refund or credit has been issued to the w r y e r ;  

(b) 	 covering an issue or set of facts regarding which any taxpayer has k e n  prated lave to appeal or 
regarding which the Department of F i e  is Seeking or has been grlnrtd h v e  u, rppeal an adverse 
decision to any court of the State of New York or the United States; 

(c) 	 covering an issue which is clearly and adequately addressed by statutes, regulations, published rulings 
or other official pronouncement of the Department of Finance; or 

(d) 	 where the issue presented pertains to subject matter which, in accordance with a public 



pronouncement, is under study by the Depamnent of Finance; or 

(e) 	 if the conclusion reached in such a ruling would require a factual determination which is properly an 
audit function. 

Hypothetical Facts 

The Office of Legal Affairs reserves the right not to issue a letter ruling on hypothetical facts. 

Taxes Aaminiaered by New York State 

Letter ruling will not be issued on questions pertaining to the following city w e s  which are administered by 
the New York State Department of Taxation and F i c e :  Sales and related w e s ,  resident personal income tax,non 
resident earnings tax, mortgage recording tax, leaded motor Fuel tax, and beer and liquor excise tax. 

Acknowledgment Letter 

Upon receipt of a request for a ruling on the designated form which conforms to the procedural requirements 
. of Title 19 Rules of the City of New York Ch. 16 Relating to Lener Rulings, an acknowledgment letter will be mailed 
. to the person making the request. The letter ruling request will be assigned to a number which will appear on the 

:? acknowledgment letter. This number should be used in all future correspondence with the Ofice of Legal Affairs 
' ' involving the request. 

Withdrawing a Letter Ruling Request 

A taxpayer may withdraw a request for a ruling at any time within 30 days of the dart of the acknowledgment 
letter. Thereafter, no request for a ruling may be wjthdrawn without the written approval of the Office of Legal Affairs. 
Where a taxpayer withdraws a request for a ruling, the Department of Finance will not return the application fee of $250 
accompanying such request. Failure KO provide information requested by the Office of Legal Affairs may be deemed 
a withdrawal of a request for a ruling. 

Time in Which Ruling Will be Issued 

A ruling will be mailed to the taxpayer or the taxpayer's aurhorized representative within 90 days of the receipt 
of a complete request for such a ruling. 

The %day period within which a ruling must be issued may be extended by the Office of Legal Affairs for 
a period of up to 30 additional days. In such cases. the taxpayer or the taxpayer's authorized representative will be 
notified of the extension and the reason therefor. At any time before their expiration, the W a y  or additional 30 -day 
period may be exfended by a wriacn agreement between the taxpayer and the Office of Legal Affairs. 

Publication of Letter Ruling 

The complete text of a letter ruling may be published. or made available to the public, except that the taxpayer's 
name, address, identifying numbers and other factual information which may identify the taxpayer will be deleted. 

COMPLETING TRIS FORM 

Enur taxpayer's social security number, employer identification number or other number assigned by the 
Department of Finance. .. 

(2) 	 Copies of all tax returns, contracts, deeds instruments or other documents relevant to the issues to be decided 
must be submitted. 

1 



(3) 	 (a) A request for letter ruling may be filed by an individual on his own behalf, by a member of a 
partnership (without filing a power of anorney) on behalf of the partnership, or by an officer or 
employee of a corporation on behalf of the corporation. M e r e  a corporation acted through an 
employee, a power of attorney (see page 3) executed by an officer of the corporation must be filed. 

@) 	 The audit spouse, parent or guardian or any person having legal custody of a minor or a person who 
prepared the tax return of a minor may file a request for a Icmr ruling on behalf of such a minor. 

(c) 	 A committee or conservator appointed pursuant to the Mental Hygiene Law, ul anorney-in-fact acting 
pursuant to Section 5-1601 of the General Obligations Law, or any other person authorized by law, 
may request a ruling on behalf of an individual who is mentally or physically incapable of making such 
request. 

(4) 	 Any of the following may file a requen for a letter ruling on behalf of another individual or a business entity 
if authorized by a power of attorney (see page 3) signed by such an individual, by a member of a parmership 
or an officer of a corporation, where such powe: of attorney is filed with the Department before or concurrently 
with the filing of the request for a lener ruling. 

(a) 	 an attorney-at-law licensed to practice in New York State; 

@) 	 a certified public accountant duly qualified to practice in New york Sate; 

(c) 	 an attorney -at-law or accountant duly authorized to practice in any other State, 

(d) 	 a person admitted to practice before the internal Revenue Service or before the Tax Court of the 
United Stares; and 

(e) 	 the petitioner's spouse, child or parent. 

Be certain that a properly completed power of anorney has been executed where required. (see instruction 3). 

(5) 	 A processing fee of $250 is charged for all Letter Ruling Requests received by the Depament of Finance, 
Office of Legal Affairs, on or afrer November 6, 1989. Checks or money orders for $250 made payable to 
the "New York City Department of Finance" must accompany all requests. 

(6) 	 A completed Request for Ruling. accompanied by a check or money order for $250 should be mailed to: 

Department of Finance 

Office of Legal Affairs 


345 Adams Street, 3rd Floor 

Brooklyn, New York 11201 
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NEW YORK STATE PRACTICE AND PROCEDURE 


I. Administrative Appeals Procedures - Overview 

A. Bureau of Conciliation and Mediation Services 


1. Overview 

2. Structure 

3. Representation of the Taxpayer 

4 .  Procedures 
5. Precedential Effect of Conciliation Orders 
6. Service of Papers 

7 .  Settlement or Compromises 

B. Division of Tax Appeals 


Overview 

Structure 

Representation of the Taxpayer 

Commencing of the Hearing Process 

pleadings in ~dministrative Law Judge or Small 

Claims Hearings 

Motions & Discovery 
Stipulations 

Submission Without Hearing 

Administrative Law Judge and Small Claims UNTS 

Hearings 

Review by Tribunal 

Service of Papers 


C. Compromises 


1. Overview 

2. Procedure 

3. Basis for Submission 

4 .  Commissioner's .Role 
5 .  Stay of Proceedings 

11. Other Remedies 


A. Article 78 Proceedings 


1. Overview 

2, Scope 

3. Timing 

4 ,  Parties 

5 .  Bonding 
6. Grounds for Review 




7 .  Burden of Proof & Exclusions v. Exemptions 
8. Petitioning 

9. Oral Argument 

10. Decision 

11. Appeal to the Court of Appeals 


B. Declaratory Relief 


1. Overview 

2. Advisory Opinions (see below) 
3. Declaratory Judgment 


C. Declaratory Judgments 


111. Advisory Opinions See 20 N.Y.C.R.R. § 2376 et. seq. 

A. Applicability 

1. Any substantive or procedural question concerning 

any tax administered by the Department of Taxation and Finance 
(including certain New York City and Yonkers taxes) .  

2 .  Taxpayer may be under audit or have filed a claim 
for refund. 

3. Can also be done on a nno-namell 
basis with respect 
to a hypothetical or future set of facts. &g e.a. Comeau, 
TSB-A-90(43)S, Comeau, TSB-A-90 (10)S, Inde~endent Oil & Gas 
Association, TSB-A-91(10) S, Klein, TSB-A-91(11) C, Klein, TSB- 
A-94 (21) S, and Limousine ODerators of Western New York, TSB-A- 
88(55)S. 

4 .  Not generally available once taxpayer has received 
a 90-day letter and files a petition or a request for a 
conciliation conference. 

5. Not available where taxpayer has requested a 
declaratory ruling or an opinion of counsel. 

6. Can be withdrawn at any time. 

B. Form 


1. Forms are available (AD 1.8). 

O 1995 Mark S.Klein 



2. Based on specific facts (using examples if 

appropriate), the law and proposed application of law to the 

facts. 


3. Taxpayers can be represented by self or persons 

designated under regulations. 


4. Rules provide that advisory opinion petitions must 
provide the following nine items: 

a. The name, address and telephone number of the 

petitioner; 


b. The name, address and telephone number of 

petitioner's representative, if any; 


c .  The taxable years or periods involved, if any, 
and the amount of tax in question, if known; 

4. A clear and complete statement of the set of 
facts upon the basis of which the request for advisory 
oprn;on is to be framed; 

a. An explicit statement of the question to which 

an answer is sought or of the issues sought to be 

resolved; 


f .  A statement as to whether any issue related in 
the petition for advisory opinion is related to an audit 
or examination of any return of the petitioner, a claim 
for a refund, credit or reimbursement, or any matter or 
proceeding with which the Commissioner or Division of Tax 
Appeals is involved; 

g. The signature of the petitioner or his 

representative; 


h. Correct identification numbers; 


i. A signed statement of consent to publication of 

the advisory opinion upon issuance. 


5.  Format 

a. Issue 

b. Facts 

c. Law 

d. Application of law to facts 




e. Opinion requested 

f. Conference requested 

g. Consent to publication 


C. Tax Department Procedures 


1. Request goes to Audit Division for review and 

possible statement of its opinion as to the underlying facts 

or merits (application of law or regulations). 


2.  Disputes are forwarded to the taxpayer for a reply 
(10day time limit). 

3. Technical Services Bureau must make independent 

determination of issues. 


4. Possible referral to Law Bureau for legal advice. 

5 .  Conference possible (at Technical Services Bureau' s 
option). Petitioner should request. 

6. Once advisory opinion has been prepared, it is 

forwarded to the Audit Division for transmittal to the 

petitioner. If Audit opposes the result, it could be re:Zerred 

to the Commissioner. 


7 .  All advisory opinions are published and made 
available to the public. 

8. 90daytimelimit (notuncommontoget oneacouple 
of months late, however) . 
D. Impact and use of Advisory Opinions 


1. Binding against Audit Division - only with respect 
to named petitioner. Modification possible, but prospective 
modification only. 

2. Not binding against taxpayer or Division of Tax 
Appeals. See Dairv Barn, 1989-1 N.Y.T.C. T-695. 

3. Use of "no-namen form for nexus, audit or compliance 

problems. 


4. Possible use by industry associations (also allows 
pooling of resources) . 

5 .  Follow up with named requests using identical facts. 

0 1995 Mark S. Kbin 
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RAISING CONSTITUTIONAL ISSUES IN 

STATE TAX CASES 


Steven U. Teitelbaum, Esq. 

Deputy Commissioner and Counsel 


New York State Department of Taxation and Finance 


A. 	 Jleaislatjon. Enabling legislation does not provide that Division 

of Tax Appeals and Tax Appeals Tribunal can address facial 

constitutionality of statutes. Matter of Lundins, Tax Appeals 

Tribunal, 2/23/95. 


B. 	 Presum~tion of Constitutionalitv. Statutes are presumed 

constitutional at the administrative level. Matter of RAF General 


Tax Appeals Tribunal, 11/9/95; Matter of Allied -
Sianal, sum-a; Matter of Bucherer, Tax Appeals Tribunal, 6/28/90; 
Matter of I l u n u ,  -; m d Co. of A- v. fhu, 177 AD2d 
970 (4th Dept. 1991). Statutes should be upheld if they bear a 
rational relationship to any legitimate state purpose. u. 

C. 	 Facial Constitutionalitv. Division of Tax Appeals and Tax Appeals 
Tribunal do not have jurisdiction to determine facial 
constitutionality of a statute. m o f r a l  
Partnershig, -; Allied-Sia. Inc., Tax Appeals Tribunal, 
8/31/95; N a t t e r , bundincr,; M a t t e r o f f e d Raih 
Corporation, Tax Appeals Tribunal, 8/24/95; Matter of New Milford 

Tractor Co.. Inc., Tax Appeals Tribunal, 9/1/94; Matter of Unaer, 

Tax Appeals Tribunal, 3/24/94; Matter of RrusseL, Tax Appeals 

Tribunal, 6/25/92; Matter of Wizard Cornoration dba Wizard 

Petroleum, Tax Appeals Tribunal, 1/12/89; Matter of Fourth Rav 

Enterprises, Tax Appeals Tribunal, 10/27/88. 


D. 	 ratlve Remed~es. Taxpayer must exhaust 

administrative remedies on challenge of statute as 

constitutionally applied. tJetro Cash and Carrv Entemrises. Inc. 

1,
605 NYS2d 538 (3rd Dept. 
1993). Taxpayer need not exhaust administrative remedies where 
facial validity of statute challenged. PT&T v . New York State 
E  c  e  ,  191 AD2d 61 (1st Dept. 1993). 

E. 	 Constitutionalitv of Statute As A~~lied. 
Cases have consistently 

held that the Division of Tax Appeals and the Tax Appeals 




Tribunal have jurisdiction to determine constitutionality of 

statute as applied. Natter of New Milford Tractor Co.. Inc., 

-; Jetro Cash and Carrv Fatemr,~ses v. State De~artment of 

Taxation and Finance, sutxa; Nat.ter of Waste Conversion, Tax 

Appeals Tribunal, 8/24/94, affd 585 NYS2d 883; Matter of David 

Kazen. Inc., Tax Appeals Tribunal, 4/21/88, affd 152 AD2d 765, 

affd 75 NY2d 989. 


- Test for "as applied" versus 'on its face" is whether specific 
facts need to be determined. 

F. 	 Beaulatiou. Tribunal has authority to rule on validity of the 
Division's regulations which are at issue in a case. Tax Law 
§ZOO6 (7) ; 20 NYCRR 3OOO.ll (el ( 3 ); Matter of New IUford, w; 
Matter of JC P e w ,  Tax Appeals Tribunal, 4/27/89. 

11. 	RECENT AND IMPORTANT CASES 

. .Tribunal Decls iou.  

1) , Tax Appeals Tribunal, 
11/2/95. 

Notices of determination were issued based on an assessment 

for real property transfer gains tax. Petitioners argued, 

rnter alb, their rights to due process were violated 

because the notices of determination gave them inadequate 

notice of the assessment because the date of transfer was 

incorrect. 


Citing Matter of Ruchera, -, the Tribunal held that 
statutes at the administrative level are presumed to be 
constitutional. Further, the Tribunal can consider whether a 
statute is unconstitutional as applied (flatter of navjd 
haze^, -) It went on to hold that there is no evidence 
that Article 31-B has been applied to them in a manner that 
violates petitioners1 equal protection rights. 



Petitioner claimed an apportionment formula cannot result in 

a constitutional application of the tax involved, therefore 

challenging the facial validity of the statute. 


The Tribunal held that it did not have jurisdiction to rule 

on the facial constitutionality of the statute. At this 

level, the facial constitutionality of the statute must be 

presumed. 


An Article 78 petition has been filed. 


3 )  	 Matter of Consolidated Rail Cornoration, Tax Appeals 
Tribunal, 8/24/95. 

Conrail purchased fuel from out-of-state suppliers for use 

of locomotives that travel both in and out of NYS. Conrail 

asserts that S301-A of the Tax Law "facially discriminates 

against interstate commerce in violation of the Commerce 

Clause of the US Constitution." 


The Tribunal held that its jurisdiction, as prescribed in 

its enabling legislation, does not encompass constitutional 

challenges to the facial validity of legislation (Matter of 


and, thus, could not rule on 

the issue raised by petitioner. 


41 	 Matter of J u n u ,  Tax Appeals Tribunal, 2/23/95. 

Petitioner, a nonresident, claimed a deduction on his 

nonresident return for alimony paid to his ex-wife. The 

deduction was denied because Tax Law §631(b) (6) provides 

that the deduction shall not constitute a deduction derived 

from New York sources for nonresident individuals. The 

petitioner challenged the statute claiming the statute is 

unconstitutional under the Privileges and Immunities Clause, 

the Commerce Clause and/or the Equal Protection Clause of 

the US Constitution. 


The Tribunal held that it did not have jurisdiction to rule 

on the facial constitutionality of the statute. At this 

level, the facial constitutionality of the statute must be 

presumed. 


-1 Enterprises,Fourth Dav 



An Article 78 petition has been filed. 


5 )  	 Matter of New Mi?-ord Tractor Cc.. Inc., Tax Appeals 
Tribunal, 9/1/94. 

Petitioner is a Connecticut corporation selling tractors and 

other equipment. Its operations are similar to a car 

dealership. It owns no real property in New York. The 

administrative law judge held that petitioner's registration 

as a vendor did not constitute a sufficient nexus with New 

York to impose the duty to collect sales and use taxes. 


The Tax Appeals Tribunal held that it has authority to rule 

on the validity of the Division's regulations (Tax Law 
S2006 [7] ; 20 NYCRR 3000.00 [el [3] ; gsc also, M-, 

pennev, -). It held that the resolution of the case 
depends on the petitioner's contacts (whether it had a 
sufficient nexus) with New York and is, thus, a question of 
the constitutionality of the statute as applied. Citing 
Owis, infra, the Tribunal held that it had authority to 
rule on the constitutionality of the statute as applied. 
There was an insufficient nexus, and the statute violated 
the Commerce Clause. 

6) 	 Matter of Unaer, Tax Appeals Tribunal, 3/24/94. 


Petitioner raised issue as to whether it is constitutional 

to impose personal liability upon an officer, director or 

employee of a corporation for the corporation's failure to 

comply with Article 28 and 29 of the Tax Law. 


The Tribunal determined that although petitioner correctly 

stated that the Tax Appeals Tribunal has the jurisdiction to 

determine the constitutionality of a taxing statute as 

applied, his argument challenged the constitutionality of 

§I133 (a) on its face, and should, therefore, not be 

considered. 


7) 	 Matter,Tax Appeals Tribunal, 4/27/89. 

The Division determined that petitioner was selling catalogs 

at a "minimal charge" for promotional purposes, thereby 

entitling the Division of Taxation to impose a use tax on 
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The petitioner raised the issue of whether the Division 

properly imposed sales tax on the fees charged by petitioner 

to its New York c~st-amers for the processing and treatment 

of waste products at its plant in Pennsylvania. If so, the 

petitioner argued that such taxation is in violation of the 

Commerce Clause of the US Constitution. 


The Court determined that when the claim is made that a 

statute has been unconstitutionally applied by a state 

officer, the proper way to proceed is to bring an Article 78 

proceeding. 


-	it is clear that ... plaintiff was required to raise this 
issue of the proper application of the statute first 
through the administrative hearing process. 

-	it is clear that this Tribunal has the jurisdiction to 
determine whether the Division of Taxation has lied 
the statute in a constitutional manner. 

s Adjusters a d  Investigators. Inc. IT. Commissioney, 
610 NYS2d 625 (3rd Dept. 1994). 

A 	suit brought by licensed independent adjusters seeking 
determination as to whether their services were subject to 

sales tax was properly brought as a declaratory judgment 

action in Supreme Court. 


The Appellate Division held that, in the absence of factual 

issues, a declaratory judgment action is an appropriate 

remedy to challenge the validity or application of a 

particular statute without exhausting administrative 

remedies. 


4) c. v. State J3eut. of 
Taxation and F ~ ~ ,605 NYS2d 538 (3rd Dept. 1993). 

Plaintiff brought declaratory judgment action seeking, among 

other remedies, a declaration that the Cigarette Marketing 

Standards Act was unconstitutional as applied. 


The Appellate Division held that plaintiff failed to exhaust 

its administrative remedies and affirmed the Supreme Court's 




summary judgment in favor of the State. 


S i l b s t a n t i v e l  Issues. 


1) 1s Co. v. Tax A ~ ~ e a l s  
Trlbunal of State of New 

York, Vermont n a t i o n  Processinu. Inc. v. Tax Awweals 

Tribunal of New York State, Court of Appeals, 6/15/95. 


The Court of Appeals in a five-to-two decision reversed the 

decisions of the Appellate Division in these Article 78 

proceedings. The issue decided by the Court of Appeals was 

whether the petitioners had sufficient nexus with New York 

State as a matter of constitutional law such that they could 

be required to collect New York sales tax on their sales to 

New York customers. 


Orvis Company Inc. sells tangible personal property at 
retail and wholesale. The retail orders were almost entirely 
via mail with goods shipped from Vermont by common carrier 
or mail. Owis' salesmen visited New York retailers to whom 
it sold merchandise. 

Vermont Information Processing, Inc. (VIF) markets computer 

software and hardware. Most orders were filled through 

shipments by common carrier or mail. VIP erployees visited 

New York customers approximately 40 times during the three 

year audit period to resolve problems, give additional 

instruction on the use of the product and ~ccasionally 

install software. 


The Appellate Division in annulling the IrlSunal's holdings 

that sufficient nexus exists in these rnarcers interpreted 

the US Supreme Court decision in Quill v .  ?;-=h Dakota as 
requiring that a vendor have substantial ;h:'s~cal presence 

in a State before it loses the immunity c=r.ferred by the 

Commerce Clause of the US Constitution f r c ~the duty to 

collect a State sales or use tax. 


The Court of Appeals rejected the Appellaze Division's 

interpretation that "OuiU increased the requisite threshold 

of in-State physical presence from any measurable amount of 

in-State people or property." The Court of Appeals held that 

immunity is lost so long as the vendor's presence is 




2 

demonstrably more than the slightest presence. 


The Court of Appeals remanded Orvis to the Appellate 

Division for a decision on issues not addressed by the 

Appellate Division, i.e. whether Owis was a vendor as 

defined in the Tax Law for the period at issue. 


Vermont Information Processing, Inc. is seeking certiorari 

from the US Supreme Court. 


Tua Buster Bouchard Cornoration. et. al. v. New York State 

Denartment of T w o n  and Finance, Supreme Court, Albany 

Co. 1994. 


The petitioners provide barge and/or towing services within 

various US ports. New York assessed taxes against 

petitioners pursuant to 8301 of Article 13-A based upon 

their importation of marine diesel fuel into New York and 

their consumption of such fuel in New York territorial 

waters. 


Petitioner argues that 8301 discriminates against interstate 

commerce by not allowing a credit against the tax on 

consumption of fuel for sales or similar taxes paid to other 

states in connection with the purchase of such fuel. Taxes 

which place a burden on businesses engaged interstate 

commerce which is not equivalently borne by businesses 

engaged exclusively in intrastate commerce are facially 

discriminatory. 


The court agreed and held the tax statute facially 

discriminates against interstate commerce in violation of 

the Commerce Clause of the US Constitution. 


The appeal was argued November 15, 1995 before the Appellate 

Division, Third Department. 


The Department of Taxation and Finance argued that the 

petroleum business privilege tax is not discriminatory, 

reflects no discriminatory intent, and does not have the 

effect of unduly burdening interstate commerce. The 

petroleum business privilege tax is internally consistent. 

The court should have severed the purportedly offensive 




provision from the remainder of the petroleum business 

statute pursuant to a severability clause. 


3 )  (Bee~er Case) Radio Common Carriers of NY. Inc. v. State of 
New York, 158 Misc 2d 695 (New York Co. 1993). 

The Supreme Court determined in an action for declaratory 

relief that the flat monthly fee on beepers imposed by §I150 

of the Tax Law violated the Commerce and Due Process 

Clauses. 


To determine whether the tax violated the Commerce Clause, 

the court applied the test from the US Supreme Court 

decision in Com~lete Auto Transit Inc. v. Brady, 430 US 274 

(1977), which requires, inter a-, the tax be applied to an 

activity with a substantial nexus with the taxing State. The 

court said the tax failed the nexus test because a large 

group of out-of-state users do not use their beepers within 

New York and they receive their paging signals from a 

transmitter site which need not be in New York. 


The court found that the tax violated the Due Process 

Clauses of the US and State Constitutions because there is 

no link definite or otherwise between New York and 

out-of-state users. The court held that due process requires 

some definite link, some minimum connection, between a state 

and a person, property or transaction it needs to tax. The 

mere authorizon to use one's beeper in New York was an 

insufficient connection. 


4 )  	 Ontario Trucbna Association. et al. v. New York State 
D e ~ artment o f Taxation and Finance , Supreme Court, Albany 
County. 

Plaintiffs, trucking companies and a trucking company 

association, challenging the constitutionality of franchise 

taxes as violative of the Commerce Clause, due process, 

equal protection, the Import-Export clause, and certain 

treaties. 


The State is arguing that the plaintiffs have failed to meet 

their heavy burden of overcoming the strong presumption of 

constitutionality which attaches to Tax Law statutes, as 




described in Orvis. Moreover, the State argues that the 

Plaintiffs have not demonstrated why the constitutionality 

of New York's franchise taxes, as upheld in &nerica 

Truckina Assn. v. New York State Tax C o r n ,  is no longer 
good law. Finally, the State argues correlatively that as 

the Plaintiffs seek tax refunds, they have failed to exhaust 

their administrative remedies and the case should be 

dismissed. 


Briefs have been filed by both parties and a decision is 

pending. 


51 	 ~ e o f f r e v I n c . a  D e ~ t .of Revenue, 437 SE2d 
13 (1993), cert. den. 114 S.Ct. 550 (1993). 

For purposes of imposing income tax on foreign corporations, 

nexus requirement of due process clause can be satisfied 

even when corporation does not have physical presence in 

taxing state, if corporation has purposely directed its 

activity at state's economic forum. 


t ; 
6 1 AT&T v. Ne e ~ Q o f Fgndnance,w York State D  d 
155 Misc 2d 553 (New York Co. 1992). 

The court held Tax Law 8186-a (2-a) is coxs~itutional 

although the benefit of the deduction provided therein is 

directly related to the percentage of a telephone company's 

business in the State of New York. 


AT&T challenged the statute because, under the statute, a 

company with a small percentage of New York business 

receives a lower deduction than a company having a greater 

percentage of New York business. 


In upholding the constitutionality of the scatute under the 

commerce clause, the court found that the greater dollar 

benefit of the deduction for some taxpayers pursuant to Tax 

Law S186-a (2-a) was not unlike the greater dollar benefit 

of an allowable deduction on a personal income tax return to 

a high tax bracket taxpayer than to one in a lower bracket. 


7,and (Mawland). Inc. v. Tax Appeals Tribund, 85 

NY2d 139 (1995). 


7 



The Appellate Division confirmed the Tax Tribunal's 

decision. The primary issue was whether a gain on the sale 

of Maryland property should be included in petitioner's 

entire net income subject to the statutory business 

allocation percentage. 


Petitioner acquired a Baltimore, Maryland office building in 

1973. When the building was sold in 1984,, petitioner 

deducted the capital gain from its taxable income in 

computing its New York franchise tax liability. The 

Department disallowed the deduction and issued deficiency 

notices. Petitioner challenged the notices on constitutional 

grounds, arguing that the gain from the Maryland property 

had no connection to New York. The Tribunal sustained the 

notices. 


The issue on appeal was whether the State violated the Due 
Process and Commerce Clauses of the US Constitution by 
assessing a corporation franchise tax on petitioner's gain 
fro- i:s sale of real property in Maryland. The court upheld 
the Tribunal's conclusion that the petitioner's New York 
C;zy and Baltimore real estate activities were part of a 
a:.: tary business. However, the Tax Appeals Tribunal 's 
deterrr.:nation was annulled and the mater was remanded to the 
T r : h n a l  for a redetermination of an allocation of 
pet;=:onerls income more fairly reflecting its business 
a:t:vrties in New York. 

k settlement was reached. 


8 )  b c * e r  of TamaaL, Division of Tax Appeals, 8/25/94. 

The petitioner, a New Jersey domiciliary and a New York 

statutory resident, challenged New York income tax statute 

claiming it to be unconstitutional. The petitioner 

maintained that New York's statute resulted in double 

taxation of his income as both New York and New Jersey taxed 

his income. 


The Division of Tax Appeals determined that petitioner was 

facially challenging the constitutionality of the statute 

and, thus, did not have jurisdiction over the issue. 




The petitioner has filed an exception before the Tax Appeals 

Tribunal and a decision is expected by early December. 


1) ~llcatlon of Statute Challenaed. Proper to proceed at 

administrative level when basis of proceeding is statute has 

been unconstitutionally applied. 


2) 	 Record. Appropriate factual record needs to be developed; 

administrative hearings necessary for record of facts. 


. . 
1) 	 Need Not Exhaust Aduustrative re me die^. Petitioner need 

not exhaust administrative remedies in the absence of 
factual issues. m a s s  Adjusters and Investiaators Inc. v. 

ss~oney, 197 AD2d 38 (3rd Dept . 1994) AT- ; 

d Finance, 191 AD2d 61 (1st 
Dept. 1993) . 

2 estlon of Jlaw. No particular record need be developed when 

the issue is solely a question of law. CPLR section 7801. 


C. 	 Venue. 


1) cle 78 P r o c e e w .  Venued in 3rd Department in Albany. 


2) 	 Declaratorv J u d m t  Actiou. Venued in various departments 

throughout the state. Different departments may issue 

conflicting decisions which poses a problem. In addition, 

taxpayers may prefer venue in a particular department due to 

precedent in that department and predictability of judge(s) 

in that department. 


D. 	Other Consideratiom. 


1) 	 -. Article 78 and declaratory judgment can be 
simultaneous. 

2 
 preservinu issues. Petitioner must raise constitutional 




issue(s) from start, even if proceeding thru DTA first. 

3 )  Issues. Taxpayers should avoid constitutional issues if 
possible. Courts "don't like to restructure building after 
it is built; they prefer to rearrange furniture." 

4 )  Policv implications. Proceeding at administrative level 
preferable to declaratory judgment action in Supreme Court. 
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FEDERAL CONSTITUTIONAL LIMITATIONS 


A. 	 State Sovereignty 


1. 	 U.S. Constitution, Amendment X - - "The powers 
not delegated to the United States by the 
Constitution, nor prohibited by it to the 
States, are reserved to the States 
respectively, or to the people." 

B. 	 Duo-dimensional Model 


1. 	 Transactional Nexus vs. Presence Nexus 


2. 	 Due Process Clause vs. Commerce Clause 


C. 	 Due Process Clause 


1. 	 U.S. Constitution, Amendment XIV, Sec. 1 - -
"nor shall any State deprive any perssz of 
life, liberty, or property, withour 5 : ~  
process of law . . . . "  

2. 	 Connecticut Gen. Life Ins. Co. v. Jckns2n,  303 
U.S. 	77 (1938) 


a. 	 "A corporation which is allowe5 r z  come 
into a state and there carry 07 ~ t s  
business may claim, as an indi-<:5~zl may 
claim, the protection of the Fczrceenth 
Amendment against subsequent a~rlication 
to it of state law." 

b. 	 A state may impose taxonly or. ;r.r=-e 
that is derived from [or relace5 tc; 
activities that occur within :tc 
boundaries. 

3. Wisconsin v. J.C. Pennev Co., 311 U.S. 4 3 5  
( 1 9 4 0 )  

a. 	 "That test is whether propert). x i z  caken 
without due process of law, cr, -. -C 

paraphrase we must, whether :he taxing 
power exerted by the state bears fiscal 
relation to protection, oppor:Lr.:c:es and 
benefits given by the state. Yk.e s~mple 
but controlling question is whetk.er the 
state has given anything for which it can 
ask return." 

http:whetk.er


4. 	 Exxon Cor~. v. Wisconsin D ~ P '  
t of Rev. , 
447 U.S. 207 (1980) 

a. 	 "The Due Process Clause of the Fourteenth 

Amendment imposes two requirements for 

such state taxation: a 'minimal 

connection' or 'nexus1 between the 

interstate activities and the taxing 

State, and 'a rational relationship 

between the income attributed to the 

State and the intrastate values of the 

enterprise.'" (citing Mobil Oil CorD. v. 

Commissioner of Taxes of Vermont.) 


5. 	 9uill Corn. v. North Dakota, 112 S. Ct. 1904 

(1992) 


a. 	 The Due Process Clause requires only that 

a corporation have "minimum contactsv 

with the taxing state. The intent of the 

Due Process clause is to ensure fairness 

and notice. 


b. 	 The presence in a state necessary to 

satisfy the Due Process Clause is 

comparable to that needed to support a 

state court's jurisdiction over a 

defendant in a civil matter. As 

articulated in cases such as Burqer Kinq 

Corn. v. Rudzewicz, 471 U.S. 462 (19851, 

that standard is met if the entity 

purposefully directs its activity into a 

jurisdiction. The Due Process Clause 

does not require physical presence in the 

taxing state. 


6. 	 Allied-Simal. Inc. v. Director, Div. of 

Taxation, 112 S. Ct. 2251 (1992) 


a. 	 "in the case of a tax on an activity, 

there must be a connection to the 

activity itself, rather than a connection 

only to the actor the State seeks to 

tax. 




7. 	Geoffrey, Inc. v. South Carolina Tax 

Commission, 437 S.E.2d 13, =t. denied, 114 

S. Ct. 550 (1993) 


a. 	 Delaware holding company that licenses 

its trademarks and trade names for use by 

its parent corporation, Toys R Us, in 

South Carolina has sufficient nexus under 

the Due Process Clause to subject it to 

the state's corporate income tax and 

corporate license fee. 


Interstate Commerce Clause 


1. 	 U.S. Constitution, Art. I, Sec. 8, C1. 3 - -
"The Congress shall have the power . . . To 
regulate commerce . . . among the several 
States . . . . "  

2. 	 Dormant Commerce Clause jurisprudence 


a. 	 Interprets the Commerce Clause as 

implicitly prohibiting, even in the 

absence of Congressional regulation, 

unduly burdensome or discriminatory State 

taxation of transactions or entities 

engaged in interstate commerce. 


3. 	 Complete Auto Transit. Inc. v. Bradv, 4 3 0  U.S 
274 (1977) 

a. 	 Rejected the rule that a state tax on the 

"privilege of doing business" is per se 

unconstitutional when it is applied to 

interstate commerce and overruled the 

case that announced that rule, Swector 

Motor Service, Inc. v. OIConnor, 340 U.S. 

602 (1951). 


b. 	 Articulated a four-part test that must be 

satisfied for a tax not to violate the 

Interstate Commerce Clause. 


i. 	 The tax must be applied to an 

activity with a substantial nexus 

with the taxing state; 


ii. 	The tax must be fairly apportioned; 


iii. The tax must not discriminate 

against interstate commerce; and 




iv. 	The tax must be fairly related to 

the services provided by the state. 


Container Cor~. of America v. Franchise Tax 

Bd 463 U.S. 159 (1983)
' I 

a. 	 The Court elaborated upon the fair 

apportionment requirement of Complete 

Auto, dividing it into a two-part test, 

both parts of which must be satisfied. 


i. 	 Internal consistency - - a tax will 
be internally consistent if it is 
structured so that, assuming every 
state were to impose an identical 
tax, no multiple taxation would 
result. 

ii. 	External consistency - - a tax will 
be externally consistent if :he 
state has taxed only that p~rtion of 
the revenues from interstate 
activity that reasonably reflects 
the in-state component of the 
activity being taxed. 

5. 	 Quill Corn. v. North Dakota, 112 S. C : .  1904 
(1992) 

a. 	 The Interstate Commerce Clause reqcires 
that a corporate taxpayer (or t a x  
collector, in the case of sales and use 
taxes) have "substantial nexus" u;:h the 
taxing state. 

-
b. 	 A corporation "may have the ' r , ; ~ : ~ ~ m  

contactsf with a taxing State as required 
by the Due Process Clause, and y e t  lack 
the Isubstantial nexus1 with :ha: State 
as required by the Commerce Clazse . "  

c. 	 In the area of use tax collect~x, the 
Court held that a corporation rr,~s: be 
physically present in a state f s r  :hat 
state constitutionally to impose 
collection responsibilities upon the 
corporation. The presence in a state 
necessary to satisfy the Interstate 
Commerce Clause is uncertain with respect 
to income and franchise taxes. 



6. 	Geoffrev, Inc. v. South Carolina Tax 

Commission, 437 S.E.2d 13, cert. denied, 114 

S .  Ct. 550 (1993) 

a. 	 Delaware holding company that licenses 

its trademarks and trade names for use by 

its parent corporation, Toys R Us, in 

South Carolina has sufficient nexus under 

the Commerce Clause to subject it to the 

staters corporate income tax and 

corporate license fee. 


7. 	 Orvis Companv, Inc. v. Tax Ameals Tribunal, 

86 N.Y.2d 165, 630 N.Y.S.2d 680 (1995) 


a. 	 "We do not read Quill Corp. v. North 

Dakota to make a substantial physical 

presence of an out-of-State vendor in New 

York a prerequisite to imposing the duty 

upon the vendor to collect the use tax 

from its New York clientele." 


b. 	 "[Alcceptance of the thesis urged by 
Orvis and VIP - - that pui11 made the 
substantial nexus prong of the Com~lete 
Auto test an in-State substantial 
physical presence requirement - - would 
destroy the bright-line rule the Supreme 
Court in guill thought it was preserving 
in declining completely to overrule 
Bellas Hess. Inevitably, a substantial 
physical presence test would require a 
'case-by-case evaluation of the actual 

burden imposedr on the individual vendor 

involving a weighing of factors such as 

number of local visits, size of local 

sales offices, intensity of direct 

solicitations, etc., rather than the 

clear-cut line of demarcation the Supreme 

Court sought to keep intact by its 

decision in Quill." 


c. 	 Vermont Information Processinq has 

petitioned the U.S. Supreme court for 

review of this decision. 


http:N.Y.S.2d


8. 	 Oklahoma Tax Commln v. Jefferson Lines. Inc., 

115 S. Ct. 1331 (1994) 


a. 	 In sustaining Oklahoma's imposition of 

its sales tax on the full receipts from 

Oklahoma sales of bus tickets for 

transportation beginning in Oklahoma and 

continuing in interstate commerce, the 

Supreme Court refused to find its 

decision in Central Grevhound Lines, 

Inc. v. Mealev, 334 U.S. 653 (19481, 

controlling. In Central,the 

Court had found New York's tax imposed on 

bus companies to be unconstitutional 

because the tax rate was imposed on gross 

receipts that were unapportioned. In 

Jefferson Trines, the Court stated that it 

viewed customer-borne transaction taxes 

(in contrast to doing-business taxes, 

such as that at issue in Central 

Grevhound) as not requiring 

apportionment; the Court concluded that 

Oklahomals tax was being imposed on the 

purchase of bus tickets, and that those 

purchases took place totally in Oklahoma. 


E. 	 Foreign Commerce Clause 


1. 	 U.S. Constitution, Art. I, Sec. 8, C1. 3 - -
"The Congress shall have the power . . . To 
regulate commerce with foreign nations . . . . "  

2. 	 Japan Line, Ltd. v. Countv of Los Anseles, 441 

U.S. 	434 (1979) 


a. 	 When a state seeks to tax the 

instrumentalities of foreign commerce, 

two considerations, beyond those 

articulated in Complete Auto (see 

discussion above), are invoked. If a 

state tax contravenes either of these 

precepts, it is unconstitutional under 

the Foreign Commerce Clause. 


i. 	 Whether the tax, notwithstanding 

apportionment, creates a substantial 

risk of multiple taxation. 


ii. Whether the tax prevents the federal 

government "from 'speaking with one 

voice when regulating commercial 




relations with foreign 
governments. "' 

3. 	 Itel Containers Intll Corp. V. Huddleston, 
113 S .  Ct. 1095 (1993) 

a. 	 Evaluating a Tennessee sales tax imposed 

on leased containers delivered into the 

State, the Court determined that the 

foreign commerce clause tests announced 

in Japan Line had been satisfied. 


i. 	 Only too expansive a reading of the 

foreign commerce clause would permit 

the conclusion "that a state [must] 

refrain from taxing any business 

transaction that is also potentially 

subject to taxation by a foreign 

sovereign." 


ii. 	Because Tennessee credits against 

its own tax taxes any tax properly 

paid to another jurisdiction with 

respect to the same transaction, it, 

at a minimum, reduces the risk of 

multiple international taxation. 


iii. The argument that the Tennessee tax 

prevented the United States from 

speaking with one voice in foreign 

trade was rejected. The federal 

government had restricted the 

ability of States to tax inter- 

national cargo containers under 

certain circumstances. Therefore, 

there was an inference that States 

could impose tax under those 

circumstances not identified. 

Moreover, although the Amicus brief 

submitted by the United States was 

not dispositive on this point, the 

Court did note that the brief 

specifically stated that the tax 

would not interfere with the ability 

of the United States to speak with 

one voice. 




CHOICE OF FORUM 

A. 	 Declaratory Judgment Actions 


1. 	Availability 


a. 	 Declaratory judgment actions are 
generally permissible in only three 
circumstances: (1) where the statute is 
being challenged as being 
unconstitutional on its face (as opposed 
to being unconstitutional as applied to 
the particular person) ; ( 2 )  where the 
claim is made that the statute by its own 
terms is inapplicable; and (3) where the 
assessment is wholly fictitious and is 
made without any factual basis solely to 
extend a period of limitations. 

i. 	 A conciliation conference can be 

requested prior to initiating a 

declaratory judgment action, but 

this may increase the likelihood 

that the State or City will attempt 

to have the court action dismissed 

on the basis that the taxpayer 

failed to exhaust its administrative 

remedies after electing to proceed 

administratively. 


2. 	 Benefits 


a. 	 Declaratory judgment actions are heard, 

in the first instance, by Supreme Court 

justices who have generally have not 

heard many tax cases. These justices, 

who are also taxpayers and who have not 

spent years working with the taxing 

agencies, may be more sympathetic with 

the taxpayer's position. 


Appeals from decisions of Supreme Court 

are directly to the Appellate Division, 

as opposed to a Tribunal. 


i. 	 Review by Appellate Division from a 

decision of the Supreme Court is 

less restrictive than the Article 78 

standards of review that are applied 

to appeals from an administrative 

tribunal. 




c. 	 Assistant Attorney Generals or Assistant 

Corporation Counsels are assigned to 

represent the State or City, 

respectively, in cases before Supreme 

Court. 


It is often easier to deal with 

Assistant Attorney Generals or 

Assistant Corporation Counsels than 

agency attorneys. They oftentimes 

will return telephone calls more 

promptly than agency attorneys, and 

are usually not as emotionally 

committed to the issue being 

litigated. 


d. 	 Speed of decision 


3. 	 Detriments 


a .  	 Often, the State or City will assert that 
the court action should be dismissed 
because the plaintiff failed to exhaust 
administrative remedies. Thus, this 
issue will need to be fought in addition 
to the substantive issues. 

i. 	 This can add to the cost of 

litigating the matter since an 

additional issue must be briefed and 

argued. 


ii. 	This can delay the ultimate 

resolution of the matter. 


b. 	 If the matter involves a very technical 

tax argument, the Supreme Court justice 

may not have the time to spend to develop 

an appreciation of the partiesf arguments 

due to the large case load that exists. 


c. 	 The action will likely need to be 

resolved based on a summary judgment 

motion. It may ther-efore be necessary to 

show that no material issues of fact 

exist. 


d. 	 Due to the number of cases assigned to 

each Assistant Attorney General and 

Assistant Corporation Counsel, the State 

or City will often request several 




extensions of time to file their papers. 

This necessarily delays an ultimate 

resolution of the matter. 


e. 	 The State or City can appeal matters 

initiated.in Supreme Court all the way to 

the Court of Appeals. 


i. 	 Only the taxpayer can appeal 

decisions of the administrative 

Tribunals. 


f. 	 Oral argument is at the discretion of the 

Supreme Court justice and thus the matter 

may be decided solely on the papers. 


i. 	 If oral argument is granted by the 

Supreme Court justice, it is usually 

for only a short period of time 

(e.g.,15-30 minutes for both 
sides). 

B. 	 Bankruptcy Courts 


1. 	 Availability 


a. 	 Obviously need a taxpayer that has filed 

for bankruptcy. 


i. 	 Although an entity may have filed 

for bankruptcy and thus be before a 

bankruptcy court, this alone will 

not allow a responsible officer to 

challenge a tax assessment in 

bankruptcy court. 


2. 	 Benefits 


a. 	 A bankruptcy judge is conscious of the 

taxpayer's financial predicament and may 

therefore be more sympathetic to the 

taxpayer's legal and factual arguments. 


b. 	 If the bankruptcy is being resolved in a 

bankruptcy court in another state, there 

is a stronger incentive for the State or 

City to settle the matter since it will 

otherwise be required to incur the 

additional costs of attending the 

hearing. 
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If the bankruptcy is being resolved in a 

bankruptcy court in another state, the 

judge deciding the matter may be 

unfamiliar with New York taxes and be 

deciding issues which concern numerous 

other taxpayers. This also could 

increases the chances of resolving the 

matter without litigation as taxing 

agencies are often quite nervous of what 

an adverse decision from such a judge 

might state. 


Depending on which bankruptcy court the 

matter is being heard, the burden of 

proof may be shifted to the State or 

City, as opposed to being on the 

taxpayer. 


Assistant Attorney Generals or Assistant 

Corporation Counsels are assigned to 

represent the State or City, 

respectively. 


i. 	 It is often easier to deal with 

Assistant Attorney Generals or 

Assistant Corporation Counsels than 

agency attorneys. 


ii. 	Realizing the difficulty of 
ultimately succeeding in bankruptcy 
court, and realizing that even if 
they are successful that the State 
or City may still not receive all of 
the amounts asserted as due, 
Assistant Attorney Generals and 
Assistant Corporation Counsels are 
often amenable to settlement 
discussions. (They seem to exhibit 
more concern for the tax revenue 
involved than the tax issue being 
litigated.) 

3 . 	 Detriments 

a. 	 Generally, controversies take a long time 

to resolve. 


b. 	 If a complex tax argument is involved, 

bankruptcy court may not be the right 

place to resolve the matter. 




PENDING CASES 


A. 	 John & Janet Tamasni, DTA No. 811237 (N.Y.S. Admin. 
Law Judge Aug. 25, 1994) 

An executive in a New York investment firm, who was 
domiciled in New Jersey, was held to be a statutory 
resident of New York for two out of the three years 
in issue because he spent more than 183 days in New 
York in each of those years. The ALJ determined 
that he did not have jurisdiction to rule on the 
taxpayer's constitutional argument that the New 
York tax scheme violated the internal consistency 
test of the Commerce Clause (because the taxpayer 
could be taxed by both New York and his state of 
domicile - - with no tax credit - - on all his income 
from stocks, bonds, and other intangibles). 

B. 	 aliedsianal Inc., DTA No. 806120 (N.Y.S. Tax 

Appeals Trib. Aug. 31, 1995) 


Sew York's imposition of tax on a nondomiciliary 
cs-rp9rationfs income from its investment in the 
szo=k of other corporations was constitutional 
despite the absence of any unitary relationship 
oezween the investor and investee corporations. 
.L.r.e U . S .  Supreme Court's decision in Allied-Sianal, 
- * -,.... 	 v .  Director. Div. of Taxation, 112 S. Ct. 2251 

: C 3 2 ) ,  has no effect in New York because New 
Yzrk's investment allocation scheme is different 
::.an that considered by the Supreme Court. 

C. 	 f . : .  Remolds Tobacco Co. v. De~artment of Finance, 
L . Y .  	Co. Clerk's Index No. 118236/94 

A co-rporation is challenging, as violating the 
Cammerce Clause, New York City's method of 

computing the deduction for depreciation provided 

under the General Corporation Tax. Under the 

method existing during the years in issue, the 

Administrative Code mandated that a slower 

depreciation method be used for property located 

outside New York State than for property located in 

New York State. 
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I. 	 General principles involving Constitutional constraints on 

the ability of the states to tax interstate business. 


A. 	 Due Process Clause. 


1. 	 General principle: fairness requires that a 

taxing state have some connection with the object 

of taxation. 


2. 	 Supreme Court test: there must be "some definite 
link, some minimum connection between the state 
and the person, property or transaction it seeks 
to tax." Miller Bros. Co. v. Marvland, 347 U.S. 
340 (l954), reh's denied, 347 U.S. 964 (1954) . 

B. 	 Interstate Commerce Clause. 


1. 	 Although the Commerce Clause merely contains an 

affirmative grant of power to the United States 

Congress to regulate interstate commerce, the 

courts have held that it implies a negative 

restraint on the ability of the states to impede 

interstate commerce. 


2. 	 General principle: the tax must not unduly burden 

the flow of interstate commerce. 


3. 	 The Supreme Court, in Comwlete Auto Transit v. 

Bradv, 430 U.S. 274 (19771, has prescribed a four- 

part test that a state tax must meet if it is not 

to violate the Commerce Clause. 


a. 	 The taxpayer must have a "substantial nexusN 

with the taxing state. 


b. 	 The tax must be fairly apportioned. 


c. 	 The tax may not discriminate against 

interstate commerce. 




d. 	 The tax must be fairly related to the 

services provided by the taxing state. 


11. 	Cases involving connection with the taxing state. 


A. 	 Radio Commerce Carriers of New York, Inc. v. State of 

New York, 158 Misc.2d 695, 601 N.Y.S.2d 513 (Sup. Ct. 

N.Y. 	County 1993). 


1. 	 Facts. 


The taxpayer is a "radio common carrier" that 

is licensed to provide radio paging services. 


The taxpayer operates transmittal sites 

throughout its multistate service area, 

including New York. The transmitters are 

connected to a terminal that is operated by 

the taxpayer. 


A customer buys or leases a paging device 

( "beeper"). Each beeper has a unique number. 
When someone calls that number, the terminal 

sends a signal to the transmitter, which 

sends radio waves at a frequency to which the 

beeper has been preset. If the user is 

within the service area, the beeper signals 

the user. 


The signals go across state borders. The 

carrier does not know what state the user is 

in when the beeper receives the signal. 


The taxpayer derives its revenue from two 
sources: 

(1) 	a uniform monthly airtime charge for use 

of the radio communications network, and 


(2) 	a charge for rental and maintenance of 

the beeper. 


Section 1150(b)(1) of the Tax Law (part of 

the sales and use tax provisions) imposes a 

"feeu of one dollar for a month in which a 

beeper with a paging service is used or is 

authorized for use. 


2. 	 Holding (declaratory judgement) . 
a. 	 The fee violates the Commerce Clause. 
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(1) The fee is a tax. It is imposed to 
raise revenue and not to regulate an 
industry (or to finance the cost of 
regulation). 

(2) 	There is no "substantial nexus." 


(a) 	The nexus test is not satisfied 

merely because electronic signals 

pass through the State. 


(b) For out-of-State users who do not 

use their beepers within New York, 

the signal comes from a transmitter 

that may or may not be within the 

State. 


(3) 	New York may tax more than its fair 

share of the transactions. 


(a) There is no internal consistency. 

If similar taxes were imposed by 

the other states in the service 

area (New Jersey and Connecticut), 

multiple taxation would result. 


(b) There is no external consistency. 

The lack of a credit for taxes paid 

to other states or an apportionment 

mechanism means that New York taxes 

more than that part of the 

transaction that is attributable to 

New York. 


(4) The tax discriminates against interstate 

commerce. 


(a) Out-of-Stateusers who never use 

beepers in New York are taxed to 

the same extent as are in-State 

users. 


(b) 	A tax that bears no relationship to 

the taxpayer's presence or 

activities in the taxing state 

places an undue burden on 

interstate commerce. 


(5) 	The tax is not fairly related to the 

presence or activities of the taxpayer 

in the State. 




b. The fee violates the Due Process Clause. 


(1) 	There is no link between New York and 

the users who live, work, and use their 

beepers outside the State. 


( 2 )  	 The statute is too vague. 

(a) It is administered in accordance 

with udefinitionsu and flprovisions~ 

applicable to other taxes under the 

sales tax article "insofar as such 

provisions can be made applicable 

to such fee with the limitations 

set forth herein and such 

modifications as may be necessary 

in order to adapt such provisions 

to the fee so imposed." 


(b) "The statute is so indefinite as to 

require that one guess at its 

meaning. 


(3) 	The fee results in double taxation 

because it is imposed in addition to the 

regular sales tax. 


B. 	 British 1,and. Inc. (Marvland) v. Tax Awweals Tribunal, 

85 N.Y.2d 139, 623 N.Y.S.2d 772 (1995). 


1. 	 Facts. 


a. 	 The taxpayer was in the business of buying 

and operating commercial real estate. 


b. 	 In 1973 the taxpayer bought property in 

Maryland for $4.8 million. 


c. 	 In 1982 the taxpayer bought property in New 

York for $27.6 million. Before this, it 

owned no property in New York. 


d. 	 In 1984 the taxpayer sold the Maryland 

property and realized a gain of $13 million. 


2. 	 Holding. 


a. 	 No part of the gain is taxable by New York. 


b. 	 The application of the New Yorkls statutory 

apportionment formula to the gain attributes 

income to New York "out of all appropriate 
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proportion to the business transacted in the 

state. 


(1) The gain attributed to New York was 

2200% of the net income of the 

taxpayer's New York operations based on 

a separate geographical accounting 

analysis. 


( 2 )  The factors that contributed to the gain 
(appreciation of the value of the 

Maryland property, renovations, etc.) 

occurred before the taxpayer did 

business in New York. 


111. Cases involving discrimination against interstate commerce. 


A. 	 Tus Buster Bouchard Coruoration v. Wetzler, 1994 N.Y. 
Misc. LEXIS 474 (1994) . 

1. 	 Facts. 


a. 	 The taxpayer provides barge and towing 

services at various ports on the east coast. 


b. 	 The taxpayer buys diesel fuel from suppliers 

in New Jersey and other states. 


2. 	 The tax. 


a. 	 The petroleum business tax is imposed on the 

use within New York of fuel bought outside 

the State. 


b. 	 No sales tax is imposed on taxpayers that buy 

and consume fuel in New York. 


3. 	 Holding. 


a. 	 The petroleum business tax facially 

discriminates against interstate commerce and 

violates the Commerce Clause. 


b. 	 Fuel purchased outside the State and used 

within the State is taxed one more time than 

is fuel purchased and used within the State. 


c. 	 Applying the internal consistency test, 
multiple taxation would result if other 
states imposed the same tax ( ? ) .  



d. 	 It is "unprovenu that an in-State distributor 

that has already paid the use tax will pass 

it on to the final in-State consumer. 


B. 	 American Tele~hone and Teleara~h Com~anv v. New York 
State De~artment of Taxation and Finance, 84 N.Y.2d 31, 
614 N.Y.S.2d 366 (1994). 

1. 	 Facts. 


a. 	 The taxpayer was required to pay access fees 

to local telephone companies for using their 

facilities for long-distance calls. 


b. 	 The taxpayer charged its customers for the 

access fee and paid it over to the local 

telephone companies. 


2. 	 The tax. 


a. 	 Tax Law § 186-a imposes a tax on the gross 
receipts of long-distance telephone carriers. 

b. 	 Companies that cannot separately account for 

New York income must apportion to New York a 

percentage of their worldwide income based on 

the percentage of their property that is 

located in New York. 


c. 	 The access fee deduction relating to services 

performed in New York must be allocated 

against interstate and international income 

before apportionment. 


3. 	 Holding. 


a. 	 The requirement that the access fee be 

deducted before apportionment, with the 

result that it is deductible only to the 

extent of the taxpayer's New York 

apportionment percentage, discriminates 

against interstate commerce. 


b. 	 An intrastate company would be able to deduct 
the entire access fee. 

c. 	 The application of the apportionment formula 

to an access fee that has already been 

determined to be allocable to New York 

results in a disallowance of part of a 

deduction that is entirely related to New 
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York income. Intrastate carriers can deduct 

the fee in full. 


4. 	 The defect in the statute was later cured by 

legislation. 
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On March 7, 1995 New York finalized a new set of audit guidelines, adding 63 
single-spaced pages to the already lengthy Income Tax Field Audit Manual. The guidelines 
note that 

Income allocation audits based upon the source rules have long 
been an established program of not only the desk audit operation 
but also the field program of the New York State Department of 
Taxation and Finance. 

The new guidelines are designed to explain the tax law and regulations concerning income 
allocation, discuss audit policies and procedures regarding these issues, and provide numerous 
examples, explanations and case summaries. This article summarizes the newly issued 
guidelines. 

Nonresidents Are Subject to Allocation. In February of 1993 and May of 1994 
the Division of Taxation published extensive guidelines discussing the tests that should be 
applied in determining whether someone is a New York resident (either a domicihary or a 
statutory resident). The 1993 and 1994 rules are described and discussed in great detail in 
various books, articles, bar association reports, and other publications.' If an auditor 
determines that an individual is a t  a New York resident, questions still remain regarding 
allocation of the individual's income. The 1995 Nonresident Allocation Guidelines note that an 
individual may live in one area but work or derive income from another taxing jurisdiction. 
New York's tax law requires payment of New York taxes whenever a nonresident derives 
income from New York sources. 

Paul R. Comeau and Mark S. Klein, Ihe New York Residency Audit Hancibook (1995-96Edition) 
(Guaranty Press, 1995);Paul R. Comeau and Mark S. Klein, Understanding New York's Nonresident Income 
Allocution Rules (1995-96 Edition) (Guaranty Press, 1995); Paul R. Comeau, et al, Audits of Nonresidents: New 
York's 1993Technical and Procedural Guidelines, Winter 1992J State Tarn 32;Paul R. Comeau et al, New York 
Residency Audit Guidelines Seek to Encourage Zies to State, JulyIAugust 1993J Multistare Tarn 117; New York 
State Bar Association Tax Section, Committee on New York State Tax Matters,Audit Guidelines and Regulations 
Governing New York Stare Residency Audits: Report and Suggestions for Change, December 29, 1992, reprinted in 
Sme Tar Notes, January, 1993;New York State Bar Association Tax Section, Committee on New York State Tax 
Matters, February 17, 1993Residency Audit Guidelines: Practical and Suggested Changes, December 13, 1993. 
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New York Source Income. In general, New York source income consists of that 
portion of Federal adjusted gross income derived from New York sources. This includes 
income, gains, losses, and deductions attributable to the ownership of real or tangible personal 
property in the State, or a trade or business carried on in the State. Income from intangibles 
(such as income from a sale of stock or interest received on a promissory note) is income from 
New York sources only to the extent that the intangible property is employed in a trade or 
business in New York State. If a business or occupation is conducted partly in and partly out of 
New York State, income from the activity is allocated to New York based on Tax Department 
regulations. 

Applicable regulations deal with two key issues: (i) whether a trade, business, 
occupation or profession is carried on within and without New York for purposes of the statute, 
and (ii) if so, what portion of the income is attributed to New York. A business is carried on 
within New Yo* by a nonresident when the nonresident has a place where his or her affairs are 
systematically and regularly carried on, even though isolated transactions may take place outside 
New Yo*. The regulations are designed to cap- a wide-range of activities "conducted in 
New York State with a fair measure of permanency and continuity. " Tax Reg. 8 132.4(a)(2). 
If the indrvidual is an employee, New York source income includes compensation received "to 
the extent that (the] sewices were rendered within New York State." Compensation for 
pe-sonal sen ices performed by a nonresident totally outside New York State are not included in 
New Yo h  source income, even if payment is made from a point in New York. Tax Reg. 
5 132.4. 

m i o n a l  Services. When a nonresident conducts a profession in New York 
State but performs some services at home in another state, New York asks whether the 
individual can lawfully hold himself out as practicing in the other state. For example, if an 
attorney is licensed only in New York State but claims that services were performed at his home 
in New Jersey, New York may not allow an allocation. This result seems incorrect. For 
example, assume that an accountant or attorney with offices in New York services clients in 
New Jersey or Connecticut and lives in New Jersey or Connecticut. Will New York argue that 
100% of the professional services income is taxable by New York, even if the person spends a 
signrf~cant percentage of time servicing clients located outside the state? In this author's 
opinion, this would be a questionable and overly aggressive interpretation. 

Allocation. If an individual carries on a business or profession both in and out of 
New York, items of income are usually allocated according to the books and records of the 
business, but if the books and records do not adequately allocate the income, a three-factor 
apportionment formula may be used. If an individual is an employee, income is usually 
allocated based upon days worked in and out of New York State. However, in determining 
days worked out of New York State, the employee must show that the services were performed 
outside New York because of employer necessity, rather than employee convenience. 



If New York determines that services were performed in New York State or 
compensation constitutes income from New York sources, income will be allocated based upon 
factors for the year when the services were performed, even if the income is received in a later 
year or the income is paid to someone other than the individual who performs the services. 
Deferred compensation is treated as personal services income and is taxable to the extent that 
the prior services were performed in New York State. For purposes of these rules, the tern 
"compensation" includes not only wages but also amounts attributable to terminations of 
employment, covenants not to compete, and consulting agreements. Interest on deferred 
payments is treated the same as the earnings themselves. Payments for a covenant not to 
compete are treated as New York source income to the extent that the business was carried on 
in New York. Interestingly, the guidelines state that covenant payments received by the seller 
of a business should be allocated based upon a fraction with New York business income for the 
current year and the three preceding years as the numerator and total business income as the 
denominator. 

Detailed rules describe the allocation of earnings by nonresident employees and 
officers. Generally, allocation is based on days worked in and out of New York. Since the 
allocation is based on working days, non-working days must be identified and eliminated from 
both the numerator and the denominator. The guidelines tell auditors that a 

careful analysis of all days, both work days and non-working days 
should be made when confronted with an allocation issue. As you 
can see, a change in the denominator, by a reclassification of 
working day to a non-working day, can have a similar effect as the 
identification of additional days worked in New York. 

Work Dav Defined. The guidelines also point out that an individual need not 
work the whole day for the day to constitute a working day. A single, two-minute phone call 
may not be enough, but a series of two-minute phone calls might suffice. In making a 
determination, the auditor should apply the same standards to non-New York days as to New 
York days. What are some of the standards? The travel &ys required by the employer should 
be treated as working days, even if these days fall on a Saturday, Sunday or other normal non- 
working day. Days worked at home for the employee's own convenience should be treated as 
New York State work days. The guidelines note that "days worked at home generally cannot be 
used as a proper basis for the allocation of income by a nonresident." The only exception 
applies when the employer requires performance of the services out of state and the duties, by 
their very nature, cannot be performed in New York State. This portion of the guidelines, like 
the cases cited in the guidelines, is, in this author's opinion, rather questionable: "[Slince a 
New York resident would not be entitled to a special tax benefit for work done at home, neither 
should a nonresident." This interpretation may be unconstitutional, since it sources income to 
New York State even though the state where the services were performed could clearly treat the 
services as sourced to that state. Furthermore, if a nonresident regularly employed outside New 



York State performed services in New York State at a vacation home, would New York source 
the services to the other state? Would New York seek taxes on this income? The guidelines 
are silent on this question. The guidelines provide an example in which a nonresident spends 
10 days working at home outside New York state, and notes that "a further change in the 
allocation would be required" to convert the days from out of New York to New York work 
days. 

Use of Diaries. Individuals who maintain living quarters in New York may keep 
a diary or daily calendar as evidence of days spent in and out of New York. Interestingly, the 
nonresident audit guidelines also seem to suggest that all nonresidents who spend any time 
working in New York should also keep a diary, and should have this diary available for 
examination by auditors. The guidelines explain that "if the individual indicates in a diary or 
calendar that he or she was on vacation for a period of time, and this is verified by the 
employer, a day without documentation in the middle of the period should not be considered a 
work day or a New York day without specific evidence to that "effect. " In fact, the guidelines 
suggest that a nonresident, even one working primarily outside New York, has the burden to 
prove that he or she did work in New York during any portion of each &y under audit. 
Absent clear and convincing documentation, an auditor might recharacterize claimed vacation 
days, sick days, or out-of-state work days as New York work days. The problem is further 
compounded by the "convenience" rule, under which a few phone calls to the office from a 
vaca5on resort might convert an out-of-state vacation day to a New York work day. Hopefully, 
auditors will exercise "good judgmentn in this area, as suggested by the guidelines, and will not 
turn these audits into excessively, burdensome, microscopic examinations of day-by-day and 
minute-by-minute activity, questioning whether the person was in or out of New York, whether 
the person can prove that he or she was out of New York, whether the person was working on 
a given day, and questioning or speculating whether work performed out-of-state on a given day 
was performed there because of "necessity" rather than convenience or was attributable to a 
fured place of business or ofice outside the state, with equally complex questions arising 
concerning deferred compensation, bonuses, income from intangibles and numerous other items. 

Special Categories. The guidelines note that there are special rules for military 
pay and compensation m i v e d  by employees of interstate d e n .  It is interesting to note that 
income from interstate rail carriers and motor carriers will be treated as income Erom sources 
within the employee's state of residence, while compensation of employees of interstate & 
d e r s  may be allocated to New York if the nonresident earns more than 50% of the 
compensation in New York State. The 50% test is based upon a comparison of the employee's 
total scheduled flight time in New York compared to scheduled flight time everywhere. This 
interpretation applies to compensation paid on or after July 6, 1990. 

When is "homeworkn required rather than merely 
convenient? The guidelines contain several examples of "convenience" days, days not eligible 
for an out-of-state allocation. If the employee writes reports at home, has physical problems 
which prevent going to the office, or resides in Florida and manages his New York business 
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from his Florida home, all these days could be treated as New York days. What if illness 
forced the move to Florida, where the taxpayer continued to work for a New York City law 
firm? This would be a "convenience" rather than an employer-mandated necessity. What if a 
baseball manager worked at home during the off-season? These days would be treated as 
merely "convenient", and would be treated as New York work days. Each of these examples is 
based upon a decided case, though most are Tax Commission decisions from the 1 9 8 0 ~ . ~  What 
if the employer maintains offices both in and out of New York? For example, what if a 
physician has offices in both New York and Connecticut, and actually sees patients at both 
locations? In this example, the services would be treated as out-of-state services because they 
are performed in an actual physical work site rather than merely at the stereotypical home 
offrce. Bringing a briefcase home from the office will not suffice, but visiting customers or 
working out of an employer's out-of-state ofice would qualify. 

Mid-vear Emolovrnent Chan~es. Various situations may arise where an 
individual changes employment during the year, either shifting from work in one state to work 
in two states or moving from one employer to another. In these situations, separate allocations 
may be necessary, and the year may be broken into two or more parts with separate allocations 
for each portion. In other situations, an employee may work for more than one employer 
simultaneously, possibly working full time for Company A while serving on the board of 
directors of Company B. In these situations it is appropriate to determine whether the work 
performed for one company is related to work performed for the other company in order to 
select either a separate or combined allocation. In some situations, for example, an employee 
can allocate based on fractions of days worked. 

What if the allocation methods produce inequitable results in a given situation? 
Tax Reg. fj 132.24 states that 

A nonresident individual may submit an alternative method of 
apportionment and allocation with respect to items of 
income.. .attributable to a business.. .or occupation cafzied on partly 
in and partly without New York State. 

h some situations, for example, an employee can allocate based on fractions of days worked. 
The taxpayer must fully document the allocation and explain why it is appropriate. This 
approach may permit an allocation based upon hours worked in and out of New York rather 
than days worked. 

At that time, the Tax Commission both ran the Division of Taxation (including issuance of regulations and 
audit policy), and adjudicated disputes between the Division and taxpayers. The author wonders whether the 
Division of Tax Appeals (an independent body formed in 1987) would reach the same conclusion in these cases. 
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Bonuses. Generally, bonuses for services performed in a particular year should 
be allocated on the same basis as salary for that year. 

Pensions. Special rules are provided for pensions or retirement benefits. The 
detailed discussion of pension and other retirement benefits is "one of the more difficult and 
confusing areas" of the Guidelines. It is apparent that significant study and visions will be 
required. Auditors are told to "carefully examine" any return containing a wage statement from 
a New York employer which shows no withholding or no New York services. The wage 
statement may signify receipt of pensions or other retirement benefits, and all or part of the 
payment may be taxable. Up to $20,000per year of pension income is excluded for both 
residents and nonresidents, and Federal and State pensions are also excluded. In addition, a 
nonresident may exclude any pension or retirement benefit which constitutes an "annuity". For 
this purpose, an annuity is defined in Tax Reg. 6 l32.4(d) as a retirement benefit paid pursuant 
to a written employer plan or agreement, that is payable at least annually, in cash, as a constant 
rate, for a period that equals or exceeds one-half of the recipient's life expectancy. 

m.Termination pay attributable to past sewices is allocable in the 
same manner as compensation for the past s e ~ c e s .On the other hand, payments for buying 
out an employee's future contact rights are treated as income from the sale of an intangible 
rather than New York source income. This determination is based on the McSpadden case. 

Generally, when termination pay is allocated, the regulations and the guidelines 
indicate that the allocation should be based upon the yea. of termination and the three 
immediately preceding tax years. generally Tax Reg. 8 132.20. If the wishes to 
use a longer period of time, the individual must submit an alternative approach, supported with 
appropriate back-up documentation showing allocations for earlier years. The guidelines note 
that 

The Department cannot use a longer period of time than that 
specified in the regulations. Only the taxpayer may elect to use a 
longer period. 

Guidelines 5 313.6J 

Deferred Com~ensation - Stock Options. With respect to stock options, the 
guidelines provide a rule based upon an interpretation of the Michaelson case. 67 NY2d 579. 
According to the guidelines, the difference between the exercise price and the option price is 
compensation, and this compensation should be allocated based upon days worked in and out of 
New York from the date of grant to the date of exercise. This author's reading of the 
Michaelson case indicates that it does not support this conclusion. Three precedential Tax 
Commission decisions seem to reach a contrary conclusion: it appears that the only precedential 
cases on this subject allocated stock option income based upon allocation factors in the year of 
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receipt. The interpretation in the guidelines is not found in any regulation, and a question arises 
as to whether the interpretation in the guidelines exceeds the authority contained in Tax Law 
$ 631(c), which gives the Commissioner the authority to establish realations for the 
apportionment and allocation of income when a business, trade, profession or occupation is 
carried on partly within and partly without New York State. 

Inconsistent Allocation Rules. The allocation rules for pensions, termination pay, 
covenants not to compete, deferred compensation and current income are most confusing. For 
example, deferred compensation is generally allocated based upon allocation factors for the year 
the income was earned, not the year of receipt. Yet in the termination and pension area, the 
Guidelines state that a four-year allocation should be used based upon the year of retirement or 
termination and the three immediately preceding years. The allocation is based upon New York 
compensation divided by total compensation over the four-year period. In the stock option area, 
the Guidelines state that the allocation is based upon entire period between the dates stock 
options are granted and the date they are exercised, and the allocation is based upon days 
worked within and without the state during this period of time (not compensation received from 
New York sources compared to total compensation). In the covenant not to compete, the 
allocation is based on the percentage of New York business (determined at the company not the 
employee level) compared to total business, using a four year allocation. Why do the guidelines 
use days worked in some cases and compensation in others? Why do they use a four year 
allocation for termination and covenant pay but a different period for option income? It is 
apparent that considerable work will be required to clean up the pension, annuity and deferred 
compensation portions of the Guidelines to corzect errors and inconsistencies and provide a 
more useful explanation of applicable rules. The Guidelines, as they currently stand, are 
interesting but confusing, creating as many questions as they answer. 

Director's fees are briefly discussed. The focus is on the location of the Board. 
Is this the same as corporate headquarters? Is it based on the location of board meetings? This 
is unclear. Generally, if services are performed as a member of a Board of Directors and the 
individual is also an employee of the corporation, days spent in connection with directorship 
duties would not be included in the fraction when allocating wages from employment. An 
exception exists if the employee is mandated to act a director by his or her employer. The 
"necessity" and "convenience" tests are also brought into the director's fees discussion in 
determining whether a day worked out of New York should be treated as an out-of-state work 
day. 

Professional Athletes are the subject of an extensive discussion reflecting 
administrative changes which became effective January 1, 1995. Prior to that date, a 
nonresident professional athlete allocated salary to New York State on the basis of games played 
in New York compared to total games played, including pre-season and post-season games, but 
excluding practice days. Interestingly, the case summaries included in the guidelines include a 
"games played" allocation case, possibly for use in audits of pre-1995 years. Under the new 
rule, which was adopted by Regulations on October 17, 1994, the "duty day" concept is 

-95-

%995 Paul R.Comeau 



employed, focusing on any day when the individual performs duties for the team. Practices, 
meetings and other days are included in this calculation. Generally, the new rules are far more 
generous than the old. One puzzling example states that if an athlete attends an all-star game in 
New York State as a spectator, the days spent in New York for such game will not be treated as 
duty days spent in New York, but will be included in total duty days (the denominator of the 
fraction) for purposes of determining the portion of overall compensation taxable by New York. 
This result is partially compelled by the defmition of a "duty day", as all days from the 
beginning of the professional team's pre-season through the last game in which the team 
competes or is scheduled to compete. It is interesting that an all-star game (one in which the 
"team" is not participating) would be included in the example, even though the team as such 
does not compete and the individual player mentioned in the example does not even participate 
other than as a spectator. In general, it appears that the new rules for professional athletes will 
have the most severe negative impact on nonresidents who are members of New York-based 
sports teams. 

Under certain circumstances, the term "duty days" also includes days when 
services are performed for the team outside the official season. Special rules cover travel days, 
disability days, and other situations. For purposes of these rules, the term "member of a 
professional athletic team" includes not only players but also any other persons required to 
travel and perform services on a regular basis, such as coaches, managers and trainers. 
Compensation subject to allocation includes all salaries and bonuses but does not include strike 
benefits, severance pay, termination pay or certain other payments. Presumably, these forms of 
compensation are taxable under the general rules, not the special rules for professional athletes. 
Endorsement income is sourced entirely to New York if the income is received from a New 
York manufacturing company. This rule seems unusually harsh and inapprapriate. The 
guidelines are silent on the opposite situation: endorsement income paid by a non-New York 
manufacturer. Presumably, in the interest of balance and fairness, the Tax Department would 
not tax of this income if the recipient is a nonresident and the income is paid by an 
out-of-state company. 

The Division of Taxation is currently drafting regulations to permit nonresident 
members of sports teams to file through use of a group nonresident tax return. The team would 
seek permission to file in this manner, but members who file this way could inadvertently waive 
certain rights, and there are other consequences as well. Readers should monitor developments 
in this area. 

Rovalties. What about royalties? Occasionally, entertainers or others receive 
income labelled "royalties". Normally, one would think that royalties are attributable to 
intangibles and are not sourced to New York unless the intangibles are used in a New York 
business. However, puzzling case law in New York State indicates that royalties may constitute 
compensation for New York s e ~ c e s  and may be taxable under certain circumstances. The key 
issue is whether the taxpayer retains a proprietary interest in the intangible property, such as a 
copyright. 

Q1995 PaulR. Comeau 



Broadcast Transmissions. Income received by an athlete or entertainer from close 
circuit and cable television transmissions from events occurring in New York State are subject 
to special rules. The guidelhes imply that if the transmission is a regularly scheduled event, all 
of the income might be taxed by New York, while if the income is not from a regularly 
scheduled event, the income is taxable only to the extent that the transmissions are received in 
New York State. Presumably, this would require a population allocation based upon 
distribution of the transmission. However, this point is unclear. 

Securities and Commodities Brokers. Special rules are provided for securities 
and commodities brokers doing business both within and outside New York. They are allowed 
to allocate income based on books and records. Commissions derived from purchase or sales 
orders are allocated under special rules. For example, if an order is received at a New York 
State place of business for execution on an exchange located within New York State and 
originates at the established office of the broker in New York State, 100% of the commission is 
allocated to New York. If the same transaction originates at an office of the broker outside 
New York State, 20% of the commission is allocable to New York. If the order originates in 
New York but is transmitted outside New York for execution, 80%of the commission is 
allocated to New York. The guidelines permit an alternative approach under certain 
circumstances if the "TaxCommission" approves. Use of this language is, of course, an error, 
since the "TaxCommission", as such, was abolished effective September 1, 1987. It appears 
that the guidelines should refer to either the Division of Taxation or the New York State Tax 
Commissioner. 

Property Income. As previously noted, New York source income also includes 
income from real or tangible personal property located in New York. Consequently, if New 
York property is rented or sold, the income is taxable. If property is sold on a deferred 
payment basis, interest payments are not normally treated as New York source income. This 
contrasts with the treatment of interest earned on deferred compensation such as pensions. In 
the case of deferred compensation, the guidelines seem to treat the interest as additional 
compensation, not as interest derived from intangibles. Case law in New York raises a question 
concerning whether this interpretation is correct, or whether the original deposit in a deferred 
compensation account should be differentiated from the subsequent earnings on the account. 

Losses and Other Deductions. The guidelines discuss operating losses, capital 
losses, the nonresident alimony deduction, nonresident standard or itemized deductions, 
nonresident partner deductions, and so forth. 

New York City and Yonkers Allocation Issues. Interestingly, the New York 
State guidelines contain rules applicable to New York City allocations. Wages and net earnings 
from self-employment are taxable under the New York City and Yonkers tax provisions to the 
extent attributable to New York City or Yonkers. If a nonresident receives deferred 
compensation such as a pension or IRA distribution, allocation rules are used to determine the 
portion taxable by New York City. The rules are the same as those applied by New York 
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State. Thus, with respect to a particular item of income, a nonresident might have a New York 
City allocation based upon days worked or compensation received for services in New York 
City and a separate allocation and, perhaps, different percentage based on days worked or 
compensation received in New York State compared to total services or compensation. For 
example, a nonresident with a 60% New York State allocation might have only a 10%New 
York City allocation because of services performed in the State but outside New York City. 

Au d it H'istorv and Follow-UD Audits. In the residency area, a favorable domicile 
determination in a particular audit usually applies in subsequent audits as well. What about a 
favorable allocation audit? Unfortunately, the guidelines state that each year stands on its own, 
and the auditor should not be unduly influenced by prior audit results because patterns in one 
year may have little bearing on subsequent years. Auditors are expected to exercise "good 
judgment" if it becomes apparent that a consistent pattern exists. In this way, hopefully, the 
audit burden will be reduced. 

Conclusion. The new guidelines are very complex and, at times, confusing. 
Many of the interpretations are derived from the regulations and cases, but others appear to be 
newly-created, crafted to address issues which are surfacing in audits. Guidelines are an 
excellent tool for communicating information, but should not be used to develop or expand the 
scope of the law. As auditors and practitioners work with the guidelines, it is anticipated that 
many questicm will arise, resulting in revisions. 

New York's Residency Audit Guidelines were fmt published in February, 1993 
and were extensively revised in May of 1994. Similarly, it is expected that the Tax Department 
will be reviewing and revising the 1995 Allocation Guidelines, balancing revenue needs against 
taxpayer concerns, and adding greater guidance and clarity in a very area. 
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NEW YORK STATE RESIDENCY UPDATE: 
1994 DEVELOPMENTS* 

By Paul R. Comeau** 

Introduction 

In 1989, the New York State Department of Taxation 
and Finance began a new audit program aimed at nonresi- 
dents. Since that time, the State has conducted more than 
15,000of these personal income tax audits, assessing well 
over $750million. This article traces the history of the audit 
program, focusing on recent developments. 

In October of 1993,lparticipated in a residency panel 
discussion as part of the Trusts and Estates Law Section's 
Fall meeting in Naples, Florida. We focused on the Tax 
Department's February, 1993 guidelines. Several impor- 
tant developments have occurred since that time: 

the Tax Section of the New York State Bar Associa- 
tion issued a lengthy report on December 13,1993, 
listing practitioner comments and suggesting exten- 
sive administrative changes in this area1; 
the Estates and Trust Section established a new 
committee to collect comments from practitioners 
and to consider the need for additional changes; 
theThird Department aff irmed two "borderline" cases, 
sustaining the assessments in the ~ a r t i g a n e r ~and 
Komblum cases; 
the Third Department also affirmed the ~ v a n s ~case 
concerning "maintenance of a permanent place of 
aboden; 
numerousTribunal decisions were issued, including 
the important and favorable Avildsen and Burke 
decisions; 
the Division of Taxation replaced its February, 1993 
residency audit guidelines with a new version dated 
May, 1 9947; 
in July, 1994, the Governor signed a new law clarify- 
ing the domicile definition8; and 
the Legislature and Tax Department established an 
amnesty program for nonfiling nonresidents. This 
program is effective September 1 through November 
30, 1994. 

This article discusses these important developments. 

New York's Statute and Regulations 

New York taxes residentson all income from all sources, 
but only taxes nonresidents on New York source income. 
For income tax purposes, the term "resident" includes both 
dorniciliaries and statutory residents. Domicile refers to a 
person's permanent, primary home, the place he or she 
returns to, the place where a person's life is centered. Once 
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established, domicile is presumed to continue until the 
person asserting a change shows, with clear and convinc- 
ing evidence, that he or she has abandoned the old and 
establisheda new domicile. The move requires both intent 
and actual relocation. Statutory residence, by contrast, is a 
more mechanical concept, applicable to individuals who 
are domiciled outside New York, but who maintain a 
permanent place of abode in the State and spend more 
than 183 days in New York during the calendar year. 

The Problem 

Although these basic rules and definitions seem clear 
and unambiguous, considerable confusion has arisen in 
various instances. With respect to domicile, what are the 
tests to determine status? If a person asserts a change, 
how can he or she prove the change in a "clear and 
convincing" manner? Will the retention of a New York 
house or business prevent a change? In the statutory 
residency area, questions arose concerning the definition 
of a permanent place of abode and the definition of a "day." 
For example, is a day a night? A majority of a day? Any part 
of a day? Does the term "day" include in-patient hospital 
days or other involuntary days, such as a day in a New York 
prison? How should a person prove that he or she was not 
in New York for any portion of a day? Who has the burden 
of proof and what level of proof is required? If a person files 
as a resident of Connecticut or New Jersey but is treated as 
a New York resident by State auditors, will Connecticut or 
New Jersey accept this decision and provide refunds? 

Economic Impact and Need for Guidance 

In 1989, when New York began its current initiative in 
this area, it developed a program aimed at identifying and 
curbing abuses. Some taxpayers who really lived and 
worked in New York were claiming nonresident status, 
merely because they had a post office box or other minimal 
tie with another state. New York properly used its audit 
program to tax these people and publicize its intent to police 
the area. 

Unfortunately, as the State performed thousands of 
audits, uneven audit treatment developed from office to 
office, or from auditor to auditor. Some auditors began to 
develop very harsh requirements, suggesting that reten- 
tion of a New York house or even a bank account could 
result in reclassification as a resident. Practitioners, fearing 
criticism from uneducated clients caught in the audit web, 
began advising their clients to sever all New York ties, 
move businesses out of New York, spend minimal time and 
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money in the State and withdraw from all New York or- 
ganizations. 

Tax Section's 1992 Report 

Amazingly, between 1989 and 1992, the Division of 
Taxation performed about 10,000 audits, all without the 
benefit of uniform audit guidelines. In December, 1992, the 
Tax Section of the NYSBA issued a lengthy report calling 
for the adoption of comprehensive residency audit guide- 
lines.9 

February 13,1993 Guidelines 

The Division of Taxation issued detailed guidelines in 
February, 1993 and made the new rules available to 
practitioners and taxpayers. The new rules, which were 
discussed and reviewed extensively at the Estates and 
Trust Section's October, 1993 meeting in Naples, Florida, 
were designed to strike abalance between the State's right 
to audit and taxpayer rights and concerns. In the domicile 
area, the guidelines listed six primary, seven secondary 
and six tertiary factors for auditor consideration. Statutory 
residence was also defined and discussed.10 

Tax Section's 1993 Report 

Although the guidelines were helpful, practitioners 
remained alarmed about the scope of the guidelines and 
individual auditor interpretations. Extensive practitioner 
comments were collected and transmitted to the Division of 
Taxation in a lengthy report issued by the NYSBA Tax 
Section in December, 1993.' 

May 9,1994 Guidelines 

Many of the concerns were addressed in revised 
guidelines issued in May, 1994. The list of 20 primary, 
secondary and tertiary domicile factors was reduced to 14 
and divided into two categories: five primary factors and 
nine other factors. The 1993 Guidelines had listed mem- 
bership in clubs or organizations as one of the primary 
factors, but the 1994 Guidelines removed this from the 
primary list and placed it on the list of other factors. The new 
guidelines redefined some of the primary factors, espe- 
cially the "home" factor. Under the new rules, the concept 
is not limited to a structure. It may also include the commu- 
niv to which the individual has established strong and 
endearing ties. Thus, the sale of the traditional family home 
and purchase or rental of other living quarters in the same 
community may signify a continuance of domicile in the 
area, although the purchase or retention of housing will not, 
by itself, prevent a change of domicile. If a person has 
multiple residences, the auditor should compare the size, 
value, history, use patterns, domestic help and so forth at 
the various locations to determine which location is the 
principal home. The same type of balancing should occur 

for each of the four remaining primary factors: active 
business involvement; time spent in each location (includ- 
ing overall living patterns and changes in pattern); near and 
dear items (i.e.,location of rare books, art, antiques, family 
photos, etc.); and family connections. Auditors are asked to 
prepare "T"accounts to balance each New York and non- 
New York factor in an attempt to determine, in an open- 
minded fashion, the primary domicile. They should "never 
trivialize steps taken in the new location. ..while magnify- 
ing the importance of the remaining New York conilcc- 
tions." 

A lack of balance would create a heavy burden of 
proof for taxpayers, one which they feel they may 
not be able to overcome simply with statements of 
intent, or the existence of certain ties in the new 
location. As a result, some individuals may be 
given the wrong advice that they can only accom- 
plish the change with the severance of almost all 
ties to New york.I2 

What if the primary factors, on balance, point to a 
change of domicile? Accordmg to the guidelines, the audi- 
tor must then recognize the change and notify the taxpayer 
of the conclusion. 

If the evidence supports a change in domicile. . . 
then it is the auditor's res2onsibility to recognize 
the change. As a Nev: York State auditor, you have 
accomplished your 'm;sson' and established that 
the taxpayer has conet::jS f~lecj hidher return as a 
nonresident.13 

What if the issue remans unclear after a review of 
primary factors? In these instances, it is appropriate forthe 
auditor to review the nine 'o:hef factorsn: active involve- 
ment in organizations in an3 out of New York; addresses 
used on bills, etc.; the loca:~on of safe deposit boxes; the 
location of vehicle licerses and registrations; voting regis- 
tration and voting patterns: !?e frequency and nature of use 
of legal, medical and other ~~o!ess~onal services in and out 
of New York; possession c! a City parking tax exemption; 
telephone service; and c&:a!!ons In wills and other docu- 
ments regarding the locat~onot damicile. 

The Guidelines state ma! only the primary and other 
factors listed above shoul3be considered. Other items are 
nonfactors and are irrelevant Practitioners presenting a 
case to a conciliation conferee or the Division of Tax 
Appeals should recognize. however, that the guidelines 
represent audit policy only: they are not the law. Conferees 
or courts might well consder and weigh differently so- 
called nonfactors such as the 1oca:ion of burial plots, the 
location of bank accounts or the beneficiary of political 
contributions. 

July, 1994 Legislation 

One of the nonfactors has gained new stature as the 
result of the legislative changeenacted in July, 1994. Under 

(Continued on Page 9) 
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t3e new law, membership in or contributions of time or 
money to chanties cannot be considered in determining 
domicile. Activities and time can be considered for day 
count purposes in a statutory residence determination, but 
cannot be used as an indication of domicile.14 

Statutory Residence 

The new guidelines do not significantly change the 
prior interpretations in the statutory residence area. A 
nondomiciliary with a permanent place of abode in New 
York will be treated as a statutory resident if he or she 
spends more than 183 full or part days in New York during 
the tax year. Part-year statutory residence cannot occur: a 
full year status determination is made. A "permanentn place 
of abode must be maintained for at least 11 months of the 
year or it is not permanent. Therefore, a person who 
acquires living quarters in March and who stays in New 
York for the balance of the year is not a statutory resident 
for that year. A cottage not suited for year round use is not 
a permanent place of abode, but a summer home with all 
the amenities of a year round house (cooking, heating, 
sleeping and bathing facil~t~es) a a permanent place of 
abode, even if it is located in another part of the State and 
is only used for vacations. 

Ifa parent pays the b~lls lor a house used by adult 
children, the house may be the permanent place of abode 
of the children, not the parent 

Once a place of abode IS bu?d day count becomes an 
issue, and the taxpayer has tqe b~rdenof proof. Part days 
in New York are 'days' unde?trr~stest. whether they are 
spent sleeping, workmg varat~on~ng In other activities, or 

and regardless of the pon~on o! the day spent in the State. 
Certain in-patient m e d a l  days and travel days are ex- 
cluded. The day count rules ohen pvove to be one of the 
most burdensome aspects o! t ~ s caudits, since they entail 
an examination of diar~es, calen3ars. credit card slips, 
phone bills and other blrsrness o! personal records. 

Recent Cases 

The May, 1994 guidelmes are a very important devel- 
opment, but recent cases by the Third Department and 
Tribunal are also helping to shape audits in this area. 

Taxpayers who lose at the AW level on factual grounds 
can expect little relief from the Tribunal or Third Depart- 
ment. The Tribunal may overturn an ALJ decision when 
questions of law are involved, but ifthe taxpayer loses at the 
Tribunal level, further appeals may be futile, especially if 
the case hinges on burden of proof or factual questions. 
Tribunal decisions in the residency area have been uni- 
formly sustained by the Third Department. 

Evans, Komblum and Kartiganer, all Third Department 
cases, sustained Tribunal decisions. In €vans,15 the tax- 
payer did not rent or own living quarters in New York City, 
but he worked in the City, regularly spent several nights per 

week staying with a friend, and he had followed this pattern 
for several years. He was not a City domiciliary, and the AW 
concluded that he was not a statutory resident because he 
did not own or rent living quarters in the City. The Tribunal 
reversed and the Third Department agreed with the Tribu- 
nal. He had a key, full access, kept clothing and other 
personal items there and had used the premises for several 
years. A formal lease or property right was not necessary. 

In Komblum and Kartiganer, the taxpayers spent less 
than 184 days in New York each year, but the Tribunal and 
Third Department treated each taxpayer as a New York 
domiciliary. In Komblum, the factors favoring New York 
domicile consisted of a retained house, furnishings, utility 
service, bank and investment accounts and visits to New 
York during the year. The Florida factors and the taxpayer's 
retirement and declarations favored Florida, but this was, 
in the Tribunal's view, a close enough case so that the evi- 
dence did not point to Florida in a clear and convincing 
fashion. In Kartiganer, the retention of ownership and con- 
trol of a New York bdsiness prevented a domicile change. 
This factor, coupled with a New York checking account, 
driver's license and living quarters, justified the assess- 
ment, even though the taxpayers physically resided in 
Florida nearly nine months each year, owned a home, 
voted there, had Florida driver's licenses and filed Florida 
tax returns. Again, this was a close case. According to the 
Third Department: 

Indeed, while it might be said that the question 
presented here is a close one, that acknowledg- 
ment is the antithesis to the proposition that peti- 
tioners have established their Florida domiciliary 
by clear and convincing evidence.16 

Against this dismal backdrop, two recent Tribunal 
decisions offer hope for battlewary taxpayers: Burke and 
Avildsen. In Burke, the taxpayers spent less than 184 days 
in New York, but the auditors treated them as domiciliaries. 
The ALJ and Tribunal both cancelled the assessment. At 
the Tribunal level, the Division of Taxation argued that 
family ties existed in New York, Mr. Burke was active in a 
New York business, and the taxpayers' lives remained 
focused in New York. 

The underlying tone of all the arguments. ..is that 
. . .petitioners maintained ties to New York which 
evince a clear lack of intent to change domicile. 
However. . .a taxpayer may change. . .domicile 
without severing all ties to New York State. . .and 
petitioners did so by moving their focus of home 
from New York to Florida. . . .17 
The taxpayers had a house and business in New York 

and spent summer months in New York, but adequately 
explained these ties with credible testimony. A change of 
lifestyle occurred when the taxpayers retired, became 
passive in their business interests and moved to a stable 
Florida retirement community. 

Avildsen was not a domiciliary of New York City, but 

(Continued on Page 10) 
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'was domiciled in Wainscott, New York. He was audited by 
the New York City Finance Department as part of its 
"Millionaire's Project '91 ."New York argued that he was a 
City domiciliary. During the audit, the taxpayer was asked 
to provide diaries, checks, credi! card slips and other 
records. Much was produced, bu several items, such as 
the diary, a list of doctors and receipts for nondeductible 
purchases, were not supplied because the taxpayer and 
his representative considered them irrelevant or personal. 
The ALJ agreed with the taxpayer on domicile, but con- 
cluded that he was a statutory resident because he had not 
carried his burden of proof on day count issues. His credible 
testimony was not backed up with documentation. The 
Tribunal reversed on the proof issue, finding that the 
credible testimony was sufficient to carry the burden of 
proof. 

DY]e find no support forthe [AW's]conclusion that 
testimony alone was insufficient as a matter of law 
to prove that petitioner did not spend more than 
183days in New York. ...Finally. ..we do not see 
the practical need for such a rule. 

The Tribunal noted that taxpayers who rely on oral 
testimony will run a great risk because the trier of fact may 
find that the testimony is not credible. Testimony may be 
sufficient if the witness convinces the trier of fact that he or 
she was in a position to know the taxpayer's whereabouts 
each day, can accurately remember and is able to truthfully 
recount this information. In the Avildsen case, the testi- 
rnmy was credible and the taxpayer carried his burden of 
proof. 

Amnesty 

Recent legislation created a new amnesty program,18 
effective September 1 to November 30, 1994. The new 
program permits a waiver of penalties if a nonfiling non- 
resident who has not been contracted by the Tax Depart- 
ment comes forward, files returns and pays appropriate 
taxes. This provision will have very limited application in 
residency situations. 

Prospects for the Future 

Major changes in the residency audit guidelines are not 
expected, unless case law or statutory amendments com- 
pel modification~. New York is performing approximately 
4,000 residency audits each year. There is no indication 
that this activity will subside in the near future. Conse- 
quently, individuals considering a move should familiarize 
themselves with the law in this area and take steps to shift 
contacts and activities from New York to the new home 
state, carefully documenting the steps taken and recording 
(with third-party verification) their day-to-day location. 

Cross-border states such as Connecticut, New Jersey 
and Vermont are beginning to study New York's audits. 

Refunds from these states may become more difficult to 
obtain in the near future as these states, with 'residency" 
definitions paralleling New York's, reach their own conclu- 
sions regarding an individual's true "tax home" and refuse 
to accept or follow New York's audit determinations. 

New York's Legislature refined the domicile definition 
in July, 1994 by excluding certain charitable gifts and 
activities. The Legislature may be asked to review the 
entire residency area, and to legislate rules similar to those 
contained in the current audit guidelines. Similarly, regula- 
tions may be sought. Current audit guidelines do not have 
the force of a regulation or law, and need not be strictly 
followed by auditors. Furthermore, conciliation conferees 
are not bound by the guidelines and the Tax Department's 
own litigating attorneys, as well as AWs and the Tribunal, 
need not follow the guidelines. This can result in case law 
which sustains assessments under circumstances where, 
under the guidelines, an assessment should not have been 
issued. Greater uniformity and balance may result if the law 
is overhauled or if, at aminimum, parts of the guidelines are 
formalized as regulations or statutory changes. 

The New York City and New York State Bar Associa- 
tions have recommended multistate cooperation to avoid 
double or triple taxes, at least among the cross border 
states, and we may see initiatives in the near future. The 
various states face both state and federal constitutional 
challenges if they attempt to enforce existing laws in a way 
that results in multiple taxation without offsetting credits. 
Our law firm and other practitioners are &eady raising 
these issues in New York cases, but we do not have a 
definitive answer at this time. 

We will continue to see considerable activity in this 
area, and advise practitioners to follow administrative, 
legislative, Tribunal and Third Department cases closely in 
an attempt to provide the most timely and accurate advice 
to clients. 
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NEW YORK RESIDENCY AUDITS 

Paul R. Comeau, Esq. 

Hodgson, Russ, Andrews, Woods & Goodyear, U P  


1. 	 New York State's Residency Audit Program 

-	 Overview -- number of audits and results since 1989. 

-	 New York wants to insure that you don't owe them any tax even after you 
think you have moved out. 

2. 	 The Rules. 

-	 Statutory residence: permanent place of abode and over 183 days. 

-	 Domicile: Is your heart still in New York? 

-	 Allocation: New York wages, business income, rentals. 

-	 Art you still a New Yorker? If not, do you have unreported, improperly accrued 
or unproperly allocated New York source income? Special accrual rules for year 
of move. Extra scrutiny when a business is sold and avoidance of tax on a large 
crp~ulgain is dependent upon your being a nonresident as of a particular date. 

-	 Nonresident tax returns disclose that you still have a New York house or 
apartment and spend time in New York State. 

-	 New York sends a questionnaire. 

-	 Follow up letter requests copies of federal returns, copies of checks, copies of 
credit card and other receipts, utility and phone bills and other information. 
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4. 	 You Have the Burden of Proof in New York Cases. 

--	 Proof that you do not maintain a "permanent place of abode" in New York and 
have one elsewhere. 

--	 Proof that you permanently moved your heart out of New York. Must abandon 
old and establish new. 

--	 Proof that you spent less than 184 days in New York. What is a day? 
"Reasonableness" of audit guidelines, Moed. 

5 .  	 Factors or Tests Used by New York State -- Have you moved your heart? Is the new 
location really "home"? What happened on the day you left New York? Physical 
move? Lifestyle event? The domicile tests under New York's new (May 1994) 
nonresident audit guidelines: 

--	 "Big Five" Primary Factors: no single factor is determinative; each should be 
analyzed and weighed; what patterns do factors show? 

1. 	 Historical Home. Compare use and maintenance, size and value. Applies 
to geographic area, not just actual residence. Review tax consistency 
rules. 

2. 	 Business connections. Active business involvement even if from outside 
of New York. Review compensation and passive activity loss rules. 

3. 	 Items "near and dear" to the taxpayer. The "Teddy Bear" rule. 
Special scrutiny on moving company. 

4. 	 Where do taxpayers spend their time? &y place in New York State? 

5. 	 Family connections. Based on Buzzard decision. 

--	 Other Factors: to be reviewed only if primary factors favor New York domicile 
or factors for New York and other state are equal. 

--	 Active involvement in community, religious, civic or service clubs, 
fraternal orders, charities (but new law says can't look at volunteer 
services for charity). 

--	 Addresses used on bank statements, vendor bills, financial data and family 
business correspondence. 
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-- 

-- 

-- 

-- 

Location of safe deposit boxes. 

Location of boat, auto and airplane registrations. 

-- Driver's licenses. 

-- Voter registration voting pattern. 


-- Frequency and nature of use of New York lawyers, doctors, brokers. 


-- Special resident exemptions, benefits. 


-- Phone services, listings, service features, and activity. 


Recitation of domicile in wills and legal documents. 

Non-Factors: Any factors not listed as primary or "other" are irrelevant, 
especially charitable contributions and religious membershrps. Chapter 607, 
Laws of 1994. 

6. 	 Other Tests of Domicile -- Florida Example. Intent plus actual residence in Florida. 
Acts, declarations and facts weighed. Presumption exists if the person qualifies for the 
homestead exemption or voting rights or declares Florida domicile. Other factors 
include ownership of a Florida residence, having Florida licenses and using a Florida 
address on federal tax returns. Day count is irrelevant. 

7. 	 Proving Compliance With the New York 184 Day Test -- records required. Impact of 
Avildsen and Hull. 

8. 	 Proving That Income Is Not From New York Sources - convenience test. Retirement 
benefit rules. 

9. 	 May 1995 Nonresident Allocation Guidelines. 

(01995 Paul R. Comeau 
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T-540 

STATE OF NEW YORK 

TAX APPEALS TRIBUNAL 

In t h e  Matter of t he  P e t i t i o n  

PAUL A. AND ELLEN E. BURKE DECISION 
DTA No. 810631 

f o r  Redetermination of a Deficiency o r  f o r  
Refund of Personal Income Tax under A r t i c l e  22 
of t he  Tax Law f o r  t h e  Years 1987, 1988 and 
1989. 

The Division of Taxation f i l e d  an exception t o  t h e  determinat ion of the  
Administrative Law Judge issued on August 5 ,  1993 with r e spec t  t o  t h e  
p e t i t i o n  of Paul A. and Ellen E.  Burke, 3322 Casseekey I s l and  Road, J u p i t e r ,  
F lor ida  33458. Pe t i t i one r s  appeared by Damon and Morey, Esqs. (Gary H. 
Kanaley, Esq., of counsel).  The Division of Taxation appeared by William F. 
Col l ins ,  Esq. (Gary Palmer, Esq. , of counsel).  

The Division of Taxation f i l e d  a b r i e f  on exception: P e t i t i o n e r s  f i l e d  
a b r i e f  i n  opposi t ion t o  t h e  exception. The Division of Taxation f i l e d  8 

l e t t e r  a s  i ts  reply b r i e f ,  which was received on December 21, 1993 and began 
the  six-month period of t h e  issuance of t h i s  dec is ion .  Oral  argument was 
not  requested. 

The Tax Appeals Tribunal renders  t h e  following dec i s ion  pe r  curiam. 

Whether pe t i t i one r s  were properly subjec t  t o  t a x  a s  r e s iden t s  of the  
S t a t e  of New York pursuant t o  Tax Law 5 60S(b)(l)(A) f o r  any o r  a l l  of t he  
pears  1987, 1988 and 1989. 

Findings of Fact 

We find the  f a c t s  a s  determined by t he  Administrat ive Law Judge except 
f o r  f indings of  f a c t  "16" and "18" which have been modified. The 
Adnin is t re t ive  Lau Judge's f indings of  f ac t  and the  modified f ind ings  of 
f a c t  a r e  s e t  fo r th  below. 

Pe t i t i one r s ,  Paul A. and El len  E. Burke, busband and wife ,  t imely f i l e d  
(pursuant t o  extensions granted)  New York S t a t e  nonres ident  income t a x  
re turns  {Forms IT-203) f o r  each' of t h e  years  1987, 1988 and 1989.. On each 
of such re turns  p e t i t i o n e r s  l i s t e d  t h e i r  address a s  3322 Casseekey Is land  
Road, J u p i t e r ,  F lor ida ,  and chose f i l i n g  s t a t u s  "2" ("Harried F i l i n g  J o i n t  
Return"). Attached t o  p e t i t i o n e r s '  r e tu rns  were Wage and Tax Statements 
[Form W-2) issued by Burke Rental Corporation, 1705 Third Avenue, Niagara 
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F a l l s ,  New York. Such Forms W-2, i s sued  t o  Paul A. Burke f o r  each of t h e  
years  a t  i s s u e  and t o  El len  E. Burke f o r  t h e  years  1987 and 1988, car ry  
p e t i t i o n e r s '  address  as 471 Uountain View Drive, Lewiston, New York.-

On Uarch 11, 1991, t h e  Div is ion  o f  Taxation ( " ~ i v i s i o n " )  issued t o  
p e t i t i o n e r s  a Notice of Deficiency a s s e r t i n g  add i t i ona l  personal  income t a x  
due f o r  t h e  years  1987, 1988 and 1989 i n  t h e  aggregate amount of  $49,435.47, 
p lus  i n t e r e s t .  A s  shown v i a  explana tory  computational s h e e t s  at tached t o  
t h e  Notice of Deficiency and v i a  a Statement of  Personal  Income Tax Audit 
Changes issued previously t o  p e t i t i o n e r s  on November 9, 1990, t h e  Division 's  
Notice o f  Deficiency followed an  a u d i t  o f  p e t i t i o n e r s '  r e t u r n s ,  and was 
issued upon t h e  premise t h a t  p e t i t i o n e r s  weie properly t axab le  a s  res idents  
of  New York S t a t e  f o r  t h e  yea r s  in ques t ion .  

P e t i t i o n e r  Paul A.  Burke was born i n  Buffalo,  New York on August 17, 
1927. He and h i s  family moved t o  Ohio s h o r t l y  t h e r e a f t e r ,  where he was 
r a i s ed  and educated. U r .  Burke served in t h e  armed fo rces ,  a f t e r  which he 
returned t o  Ohio. U r .  Burke and p e t i t i o n e r .  E l len  E. Burke were married i n  
Ohio in 1947. Presumably, Mrs. Burke was born and r a i s ed  i n  Ohio. They 
subsequently moved t o  Buffalo; New York in 19t8. 

Upon moving t o  Buffalo, New York, Paul  A. Burke went i n t o  business  with 
a l o c a l  r e a l  e s t a t e  broker and began t o  do  some cons t ruc t ion  work in t h e  
western New York area.  Paul Burke Cons t ruc t ion ,  Inc., formed in  t h e  ea r ly  
1950's and owned e n t i r e l y  by p e t i t i o n e r  Paul  A. Burke, was engaged i n  t h e  
cons t ruc t ion  o f  r e s i d e n t i a l  housing (p r imar i l y  VA and FHA financed housing), 
and a l s o  performed a modest amount o f  commercial warehouse construct ion.  
This cons t ruc t ion  a c t i v i t y  requi red  U r .  Burke's hands on, day-to-day 
managernut and, involvement. I n  t h i s  regard,  U r .  Burke t e s t i f i e d  t h a t  
I twithout my presence the re ,  t h e r e  wasn't  any cons t ruc t ion  company." Iluring 
t h e s e  e a r l y  years ,  E l len  E. Burke performed a l l  o f  t h e  cons t ruc t ion  
business  's accounting, bookkeeping and mortgage placement funct ions.  
P e t i t i o n e r s  described t h e  cons t ruc t ion  bus iness  a s  e n t a i l i n g  long hours of  
work (genera l ly  7:00 A.M. t o  7:00 P.M.). 

I n  t h e  e a r l y  19601s, p e t i t i o n e r s  purchased a home located a t  
6654 Er r i ck  Road, North Tonawanda, New York. This  property included a l a rge  
house (approximately 5,000 square  f e e t )  t oge the r  with approximately 17 ac re s  
of  land on which were located s e v e r a l  bu i ld ings  s u i t a b l e  f o r  housing Paul 
Burke Construct ion,  Inc . ' s  heavy equipment and bui ld ing  supp l i e s  and 
materials .  The property a l s o  included a nine-hole go l f  course. The Burkes 
a l s o  purchased a duplex r e n t a l  hause loca ted  immediately ad jacent  t o  t h e  
property.  

'1t appears t h a t  d o l l a r  amounts a r e  n o t  i n  d i spu te  i n  t h i s  proceeding. 
That is, i f  p e t i t i o n e r s  a r e  he ld  t o  be  t axab le  a s  r e s iden t s  o f  New York, t h e  
Notice of Deficiency co r r ec t ly  r e f l e c t s  t h e i r  New York t a x  l i a b i l i t y  and i f ,  
conversely, p e t i t i o n e r s  a r e  not  s o  t a x a b l e ,  t h e i r  nonresident  r e tu rns  a s  
f i l e d  c o r r e c t l y  r e f l e c t e d  t h e i r  N e w  York tax  l i a b i l i t y .  
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The cons t ruc t ion  o p e r a t i o n  cont inued t o  expand, b u i l d i n g  upwards o f  100 
o r  more houses p e r  y e a r ,  u n t i l  approximately  1977 o r  1978. A t  t h a t  p o i n t ,  
M r .  Burke began t h e  t r a n s i t i o n  from b u i l d i n g  houses t o  developing low-income 

, 

housing f o r  t h e  e l d e r l y .  

I n  connection with  t h e  t r a n s i t i o n  from house c o n s t r u c t i o n  t o  
development o f  h i g h - r i s e  s e n i o r  c i t i z e n  housing,  p e t i t i o n e r  Paul  A.  Burke 
formed Burke Rental  Corporat ion t o  f a c i l i t a t e  t h e  management o f  v a r i o u s  
r e n t a l  r e a l  e s t a t e  p r o p e r t i e s  acqu i red  by p e t i t i o n e r s ,  inc lud ing  duplexes ,  
s ing le - fami ly  and apartment houses ,  as w e l l  a s  t h e  h i g h - r i s e  s e n i o r  c i t i z e n  
housing t h a t  Paul Burke Cons t ruc t ion ,  Inc .  was i n  t h e  midst of developing.  
Burke Renta l  Corporation was owned e q u a l l y  by p e t i t i o n e r s  Paul  A. and 
E l l e n  E. Burke. The bus iness  a d d r e s s  o f  both Paul Burke Cons t ruc t ion ,  Inc.  
and Burke Rental  Corporat ion was, and con t inues  t o  be ,  1705 Third Avenue, 
Niagara F a l l s ,  New York. 

By t h e  l a t e  1970's and e a r l y  19801s,  t h e  Burkes had acquired ownership 
o f  approximately 30 r e n t a l  p r o p e r t i e s .  I n  a d d i t i o n ,  Paul  A. Burke had 
acqu i red ,  developed and owned, t o g e t h e r  i n  p a r t n e r s h i p  with  one William 
Sanders o f  At lan ta ,  Georgia ,  f o u r  h i g h - r i s e  s e n i o r  c i t i z e n  apartment 
b u i l d i n g s  a s  follows: - Locat  i o n  l4a .  of Aoartment Uni t s  

Urban Park Towers Co. B u f f a l o ,  N.Y. 150 u n i t s  
Niagara Towers Co. Niagara  F a l l s ,  N . Y .  200 u n i t s  
Tonawanda Towers Co. Tonawanda, N.Y.  100 u n i t s  
Riverview Apartments Co. E lmi ra ,  N.Y. 128 u n i t s  

H r .  Burke a l s o  owned, in p a r t n e r s h i p  wi th  one John Gross ,  a 278-unit mobile 
home park known a s  Sabre  Park,  l o c a t e d  i n  western New York. I t  appears  t h e  
Burkes s o l d  t h e  30 r e n t a l  p r o p e r t i e s  p r i o r  t o  t h e  y e a r s  a t  i s s u e  here in .  
The h i g h - r i s e  p r o p e r t i e s  were d e s c r i b e d  a s  " sec t ion  8" (Federa l  Housing 
Ass i s tance  Program) housing,  under  which t h e  Federa l  government s u b s i d i z e s  a 
p o r t i o n  o f  t h e  r e n t  pa id  by t h e  t e n a n t s .  

Paul  A. Burke t e s t i f i e d  a t  l e n g t h  t h a t  h i s  i n t e n t  from t h e  beginning 
was t o  g e t  o u t  of t h e  hands-on, d a i l y  involvement requ i red  i n  r e s i d e n t i a l  
housing c o n s t r u c t i o n  and t o  a c q u i r e  a " s t a b l e "  o f  r e n t a l  income p r o p e r t i e s  
p l u s  develop and own t h e  h i g h - r i s e  s e n i o r  c i t i z e n  apartment bu i ld ings  a s  a 
means of g e n e r a t i n g  a s teady  s t ream of r e t i r e m e n t  income f o r  he and 
Mrs. Burke. A s  p a r t  o f  accomplishing t h i s  aim, Paul A. Burke t r a n s f e r r e d  
some of t h e  s e n i o r  s t a f f  o f  Paul  Burke Cons t ruc t ion ,  Inc.  t o  Burke Rental  
Corporat ion.  He explained t h a t  h i s  u l t i m a t e  g o a l  was t o  assemble a 
management team capable  o f  running Burke Renta l  Corporation without  h i s  
presence o r  i n p u t ,  t h u s  r e s u l t i n g  in a s e l f - s u s t a i n i n g  e n t i t y  which would 
a f f o r d  Paul Burke t h e  confidence and a b i l i t y  t o  p lay  a p a s s i v e  r o l e  i n  t h e  
bus iness  when he and Hrs. Burke r e t i r e d .  n o r e  s p e c i f i c a l l y ,  nr. Burke 
descr ibed  t h e - f o r m a t i o n  of  Burke Renta l  Corpora t ion ,  t h e  t r a n s f e r  of some of  
h i s  s e n i o r  s t a f f ,  and h i s  o v e r a l l  p l a n ,  a s  fol lows:  

" t o  g e t  i n t o  a r e n t a l  management c o n f i g u r a t i o n  wi th  t h e  p lan  of 
going i n t o  high r i s e  development t o  a c q u i r e  p r o p e r t i e s  t h a t  I 
u l t i m a t e l y  would hold f o r  an  un l imi ted  per iod  of t ime t o  genera te  
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a re t i rement  income f o r  myself through a management corporat ion 
t h a t  would oversee and safeguard my investment." 

. . . .. -. - .. ,. , 

Mr. Burke f u r t h e r  explained t h a t  h i s  purpose i n  forming Burke Rental . 
Corporation was t o  expand it i n t o  "an e n t i t y  t h a t  could have a pass ive  
hand." He explained t h a t  Burke Rental  Corporation was a "pol icy-oriented 
corpora t ion  t h a t  could func t ion  with a manager and without my presence." 

During t h e  t ime per iod  1982 through 1985, Paul Burke began t o  diminish 
h i s  day-to-day involvement with t h e  opera t ion  of Burke Rental  Corporation. 
By 1985, a l l  of  t h e  opera t ions  of t h e  business  had been turned over t o  one 
J u d i t h  Bugenhagen, a t rusted, . long-term employee of Paul Burke Construct ion,  
Inc . ,  who had been h i r ed  by El len  E. Burke in t h e  mid-1960's. H r .  Burke 
t e s t i f i e d  t h a t  Jud i th  Bugenhagen's r e s p o n s i b i l i t i e s  con t inua l ly  expanded 
over  t h e  years  from t h e  time of he r  h i r i n g  a s  h i s  business  i n t e r e s t s  grew. 
Eventual ly,  H s .  Bugenhagen began t o  oversee t h e  management of  a l l  of t h e  
bu i ld ings ,  including purchases of supp l i e s ,  handling of  r e n t a l  u n i t  r e p a i r s ,  
roof inspec t ions  and h i r i n g  and f i r i n g  of  personnel.  During t h e  years  a t  
i s s u e ,  and through t h e  present ,  M s .  Bugenhagen handles nea r ly  $6,000,000.00 
of  t r ansac t ions  each year  as .business manager of Burke Rental  Corporation. 
U s .  Bugenhagen is respons ib le  f o r  aud i t i ng ,  accounting and a l l  l e g a l  mat te rs  
p e r t a i n i n g  t o  a l l  of t h e  ~ u r k e s '  New York S t a t e  holdings,  a s  well a s  a l l  
Burke ~ e n t a l  Corporation pay ro l l ,  accounts receivable,  accounts payable and 
bank accounts including issuance of checks and t r a n s f e r  of funds. Paul A. 
Burke t e s t i f i e d  t h a t  is .  Bugenhagen had, and continues t o  have, complete 
day-to-day con t ro l  of a l l  o f  t h e  business  opera t ions  of Burke Rental 
Corporation. 

Commencing i n  o r  about 1983, p e t i t i o n e r s  began spending upwards of  six 
months o r  ma:-eSaway from t!ew York, p r i n c i p a l l y  s t ay ing  i n  t h e  Bahamas a t  a 
condominium they  had previously purchased (E, i n f r a ) .  H r .  Burke t e s t i f i e d  
t h a t  1985 became a c r u c i a l  year  wi th  regard t o  h i s  o v e r a l l  re t i rement  p lan ,  
in t h a t  he ceased t o  be a c t i v e l y  involved i n  t h e  day-to-day opera t ions  of  
Burke Rental  Corporation and began t r e a t i n g  t h e  business  as a pass ive  
investment. Accordingly, he continued t o  s t a y  away from t h e  o f f i c e  s o  as t o  
al low h i s  management team t o  opera te  eutonomously and t o  a s se s s  its 
e f f ec t ivenes s .  

With a capable management team f o r  Burke Rental Corporation f i rmly in 
p lace ,  t ho  Burkes purchased a 2,300-square foot  condominium i n  J u p i t e r ,  
F lo r ida ,  on November 1, 1985 i n  a complex ca l l ed  ~ o n a t h a n ' s  Landing. The 
~ o n a t h a n' s Landing condominium was purchased f o r  $226,000.00, and replaced 
an 1,100-square foot  condominium i n  t h e  Bahamas purchased by t h e  Burkes in 
t h e  mid- 1970 's. The Bahamas condominium was so ld  including i t s  furn ish ings  
and, i n  t u n ,  t h e  Burkes spent  considerable amounts t o  fu rn i sh  t h e i r  new 
F lo r ida  condominium. U r .  Burke t e s t i f i e d  t h a t  t h e  change from t h e  Bahamas 
t o  F lo r ida  was occasioned, in p a r t ,  because of " i n s t a b i l i t y  and drug 
a c t i v i t i e s "  i n  t h e  Bahamas and, i n  p a r t ,  because t h e  Burkes could no t  become 
permanent r e s i d e n t s  of t h e  Bahamas. Thereaf te r ,  i n  October 1986, t h e  
Burkes' Er r ick  Road res idence ,  which had been t h e i r  home f o r  some 26 years ,  
was l i s t e d  f o r  s a l e .  

I n  June of 1986, t h e  Burkes purchased a 4,300-square f o o t  home loca ted  
a t  671 Mountain V i e w  Drive, Lewiston, N e w  York. This property,  cos t ing  
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approximately  $250,000.00, is n e a r  a g o l f  course  and coun t ry  c l u b ,  which t h e  
B u r k u  joined.  Paul A .  Burke t e s t i f i e d  t h a t  he  and Hrs. Burke looked a t  -
summer home p r o p e r t i e s  in t h e  C a r o l i n a s ,  bu t  t h e y  d i d  n o t  c a r e  f o r  t h e  -.-. 
mountains and found t h e  c l i m a t e  t o o  foggy and wet. He f u r t h e r  t e s t i f i e d  
t h a t :  

"Whether we bought in New York o r  Maine o r  Vermont o r  Canada, we 
were going t o  buy some o t h e r  p l a c e  [ o u t s i d e  o f  F l o r i d a ] .  T h i s  
house [Mountainview Dr ive]  came a long  with a  love ly  view. So, we 
bought t h e  house." 

P e t i t i o n e r s  spend approxjmately f i v e  months each y e a r  i n  New York S t a t e  (150 
t o  170 days p e r  yea r ) .  I n  a d d i t i o n ,  H r .  Burke t e s t i f i e d  t o  t a k i n g  
v a c a t i o n s  t o  o t h e r  s t a t e s  wi th  f r i e n d s  from F l o r i d a  even when t h e  Burkes 
were s t a y i n g  i n  New York, t h u s  n o t i n g  t h a t  p e t i t i o n e r s '  a c t u a l  t ime s p e n t  
w i t h i n  N e w  York S t a t e  has been g r a d u a l l y  d e c l i n i n g .  

The Burkes u l t i m a t e l y  s o l d  t h e i r  E r r i c k  Road r e s i d e n c e  i n  June  o f  1987 
f o r  $l6S,OOO.OO. Most of  p e t i t i o n e r s '  household items i n c l u d i n g  l i v i n g  room 
f u r n i t u r e  and a c c e s s o r i e s ,  d i n i n g  room f u r n i t u r e ,  k i t c h e n  app l  i a n c e s ,  p o o l  
t a b l e ,  r e c r e a t i o n a l  f u r n i t u r e  and v a r i o u s  p i e c e s  o f  bedroom f u r n i t u r e  were 
s o l d  f o r  $20,000.00, which was in a d d i t i o n  t o  t h e  $165,000.00 s a l e  p r i c e  o f  
t h e  res idence .  Paul A.  Burke t e s t i f i e d  t h a t  t h e  "package sa le* '  of t h e  
E r r i c k  Road p r o p e r t y  inc luded ,  among o t h e r  t h i n g s ,  t h e  17 a c r e s ,  t h e  g o l f  
course ,  and t h e  r e n t a l  duplex l o c a t e d  nex t  door t o  t h e  p r i n c i p a l  r es idence .  
H r .  Burke a l s o  t e s t i f i e d  t h a t  t h e  management s t a f f  o f  Burke Rental  
Corpora t ion  could n o t  e f f e c t i v e l y  manage t h e  complex i t i e s  of  t h e  home, 
o u t b u i l d i n g s ,  r e n t a l  duplex and g o l f  course  loca ted  on t h e  17-acre  E r r i c k  
Road p r o p e r t y ,  and thus  p e t i t i o n e r s  s o l d  such premises .  Addition.l ly,  
p e t i t i o n e r s  both  t e s t i f i e d  t h a t  s u b s t a n t i a l l y  a l l  o f  t h e i r  belongings  t h a t  
were o f  some sen t imenta l  o r  pe r sona l  v a l u e ,  c o n s i s t i n g  of  11 bores  of items 
such a s  Wedgewood and S t a f  f o r d  ch ina ,  c u t  g l a s s  c o l l e c t i o n ,  cook ie-making 
equipment, photographs and albums, were moved t o  t h e i r  F lo r iCa  condominium 
i n  1985. P e t i t i o n e r s  had t h e i r  38-foot  C h r i s c r a f t  cabin  c r u i s e r  moved from 
a marina on t h e  Niagara River  t o  t h e  J o n a t h a n ' s  Landing Marina i n  1935. The 
boa t  was a l s o  r e f i t t e d  i n  F l o r i d a  f o r  deep-sea s a l t w a t e r  f i s h i n g ,  end 
p e t i t i o n e r s  were n o t  involved i n  boa t ing  a c t i v i t i e s  t h e r e a f t e r  I n  hew York. 

I n  1990, p e t i t i o n e r s  s o l d  t h e i r  ~ o n a t h a n ' s  Landing condominium and 
purchased a  s ing le - fami ly  home i n  t h e  same J u p i t e r ,  F l o r i d a  r r e r  f o r  
approximately  $600,000.00. Paul  Burke t e s t i f i e d  t h a t  he am! t r r  v r f e  f iave 
expended between $50,000.00 t o  $60,000.00 t o  fu rn i sh  t h i s  Florida h m e .  

he p a r t i e s  s t i p u l a t e d  t h a t  p e t i t i o n e r s  have no t  s p e n t  i n  t h e  
a g g r e g a t e  more t h a n  183 days d u r i n g  any o f  t h e  t a x a b l e  y e a r s  i r ,  q u e s t i o n  i n  
N e w  York. 

3 ~ tappears  c o n s i s t e n t  t h a t  i n  each i n s t a n c e  where p e t i t L o n e r r  sold a 
d w e l l i n g  ( i . e . ,  E r r i c k  Road, t h e  Bahamas condominium and, l a t e r ,  t h e  F l o r i d a  

(Foo tno te  Continued) 
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We modify finding of f a c t  "16" of t h e  Administrative Law Judge's-
determination t o  read a s  follows: 

In explaining t h e i r  reasons fo r  des i r ing t o  change 
domicile from New York t o  Flor ida ,  pe t i t ioners  described 
t h e i r  goal a s  being ab le  t o  r e t i r e  in a s t a b l e  
retirement community in Florida.  In  connection with 
t h i s  goal, pe t i t ioners  claimed t o  have ceased a c t i v e  
involvement in t h e i r  New York business in te res t s .  
Pet i t ioners '  only son who had remained i n  New York died 
in July  of 1988, while p e t i t i o n e r s '  only surviving son 
and Paul A. ~ u r k e ' s  only brother  both l ived in Seminole, 
Florida. Pet i t ioners  had many f r iends  i n  Florida with 
s imi lar  l i f e s t y l e s  and s o c i a l  a c t i v i t i e s  while, a s  a 
r e s u l t  of t h e i r  long absences from New York, pe t i t ioners  
had very few fr iends  remaining in New York. pe t i t ioners  
enjoyed f ishing and playing golf  year-round, were 
ac t ively  involved in various community and char i table  
a c t i v i t i e s  in Florida and were inxolved i n  only l imited 
char i table  a c t i v i t i e s  in New York. 

Pet i t ioners  a l s o  t e s t i f i e d  t o  t h e  following: 

(a)  Since 1988, pe t i t ioners '  Florida intangible t ax  re turns  were 
f i l e d  in Tallahassee, Flor ida ,  and t h e i r  Federal income tax  re turns  
were f i l e d  i n  Atlanta, Georgia, respect ively;  

(b) A l l  of ~ e t i t i o n e r s '  personal  obl igat ions  such a s  u t i l i t i e s ,  
c red i t  card b i l l s '  and t r a v e l  expenses were, and continue t o  be, 
cen t ra l ly  'accounted f o r  through t h e  Burke Rental Corporation o f f i c e  
located a t  1705 Third Avenue in Niagara F a l l s ,  New York because of t h e  
convenience fac tor  involved; 

( c )  On average, s ince  1984, Paul Burke has v i s i t ed  the  Niagara 
Fa l l s ,  New York business o f f i c e  approximately 10 t o  15 times per year 
and each v i s i t  las ted  approximately 15 minutes; 

(Footnote Continued) 
condominium) they a l s o  sold the  furni ture / furnishings  and, a t  the  same time, 
purchased new furniture/furnishings upon acquis i t ion of new dwellings. 

'The Administrative Law Judge's f inding of f a c t  "16" was modified by 
adding "Peti t ioners '  only son who had remained i n  New York died i n  Ju ly  of 
1988" in the  t h i r d  sentence and changing "not involved in any community or  
char i table  a c t i v i t i e s  in New York" t o  "involved i n  only l imited char i table  

* a c t i v i t i e s  i n  New York." This f inding of fact was modified a t  t h e  request 
of the  Division t o  more f u l l y  r e f l e c t  a l l  the  d e t a i l s  contained i n  the  

. .  record (see,Tr., pp. 77-78, 167). 
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( d )  While in F l o r i d a ,  p e t i t i o n e r s  converse with  t h e i r  bus iness  
manager, J u d i t h  Bugenhagen, once o r  twice  p e r  week most ly  regard ing  
p e t i t i o n e r s  ' personal  a f f a i r s  ; 

( e )  P e t i t i o n e r s  d o  n o t  d i s c u s s  management i s s u e s  r e l a t i n g  t o  t h e  
N e w  York p r o p e r t i e s  o r  c o l l e c t i o n  o f  t h e  r e n t a l s  w i t h  J u d i t h  
Bugenhagen, nor  a r e  they  advised a s  t o  expenses,  r e p a i r s  and /or  o t h e r  
day-to-day opera t ions  o f  t h e i r  bus iness  i n t e r e s t s  in New York; 

( f )  P e t i t i o n e r s  moved most of  t h e i r  l i q u i d  investments  from N e w  
York t o  F lor ida  i n  1985 and 1986, inc lud ing  $2,000,000.00 i n  Treasury 
B i l l s ,  C D ' s  and cash; 

( g )  P e t i t i o n e r s  have been members of t h e  J o n a t h a n ' s  Landing Golf 
Club s i n c e  1985, and purchased a $17,300.00 membership bond t h e r e  on 
October 27, 1986; 

( h )  Paul A .  Burke only began r e g u l a r l y  p lay ing  g o l f  i n  1985, when 
he ceased a c t i v e  involvement i n  h i s  bus iness  i n t e r e s t s .  

We modify f ind ing  of f a c t  "18" o f  t h e  Adminis t ra t ive  Law Judge ' s  
de te rmina t ion  t o  read as fol lows:  

P e t i t i o n e r s  c la im a homestead exemption f o r  t h e i r  
F l o r i d a  res idence ,  and u t i l i z e d  t h e i r  one-time F e d e r a l  
t a x  e l e c t i o n  (ga in  e x c l u s i o n )  upon t h e  s a l e  o f  t h e i r  
E r r i c k  Road personal  r e s i d e n c e  i n  1987. P e t i t i o n e r s  
each f i l e d  a Dec la ra t ion  of Domicile in F l o r i d a  on o r  
about Apr i l  10, 1986, and have f i l e d  F l o r i d a  i n t a n g i b l e  
t a x  r e t u r n s  s i n c e  t h e  beginning o f  1988. P e t i t i o n e r s  
were each r e g i s t e r e d  t o  v o t e  in F l o r i d a  on A p r i l  10, 
1986. Paul A .  Burke was i s s u e d  a Palm Beach County 
Publ ic  Library c a r d  in 1987, and p e t i t i o n e r s  each 
app l ied  f o r  and rece ived  F l o r i d a  d r i v e r s '  l i c e n s e s  on 
January 23, 1987. P e t i t i o n e r s '  automobiles a r e  
r e g i s t e r e d  i n  t h e  S t a t e  o f  F l o r i d a .  P e t i t i o n e r s  u s e  a 
Paul  A.  Burke Construct ion c a r  when they a r e  i n  New 
York. P e t i t i o n e r s  claimed exemptions from ju ry  d u t y  i n  
N e w  York on January 22, 1987 upon t h e  b a s i s  t h a t  t h e y  
were permanent r e s i d e n t s  of t h e  S t a t e  o f  F l o r i d a .  
P e t i t i o n e r s  opened a F l o r i d a  bank account on 
November 11,5 1985. P e t i t i o n e r s  a \ s o  have bank accounts  
i n  New York. 

he Adminis t ra t ive  Law Judge ' s  f i n d i n g  of f a c t  "18" was modified by 
changing "Burke Rental  Ccrporation" t o  "Paul A. Burke ~ o n s t r u c t i o n . "  The 
f i n d i n g  of f a c t  was modified a t  t h e  r e q u e s t  of t h e  Div i s ion  t o  c o r r e c t l y  
r e f l e c t  t h e  record. 
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Pet i t ioners  have no business i n t e r e s t s  or pursu i t s  in Florida. 

Pet i t ioners  ra ised two sons. One son res ides  in Seainole, Florida. 
Their otber son, now deceased, is survived by two children. nr. Burke noted 
t h a t  h i s  grandson res ides  i n  western N e w  York and h i s  granddaughter res ides  
in  a house owned by t h e  Burkes a t  767 Lee Avenue, North Tonawanda, New 
York. He described a few v i s i t s  with t h e  grandchildren, but explained t h a t  
the  relat ionships a r e  not pa r t i cu la r ly  close.  

Ms. Bugenhagen holds no ownership i n t e r e s t s ,  s tock o r  otherwise, i n  any 
of the  businesses o r  r en ta l  propert ies.  Mr. Burke acknowledged t h a t  e i t h e r  
he or  h i s  par tner ,  a s  t h e  ultimate owners, could terminate the  employment of 
H s .  Bugenhagen, o r  any of the s t a f f .  He noted,  however, t h a t  t o  do s o  would 
not be sensible,  not only for  lack of any reason t o  do so,  but because the  
balance of t h e  s t a f f  would almost ce r t a in ly  q u i t  thus ruining h i s  management 
team and requiring him t o  become involved i n  t h e  business. In t h i s  regard, 
H r .  Burke t e s t i f i e d  he would s e l l  t h e  proper t ies  r a the r  than go back t o  work. 

Pet i t ioners '  business and personal accounting and audit ing se rv ices  a r e  
provided by UcGlsdrey and Pullen, a c e r t i f i e d  publ ic  accounting firm based 
i n  Atlanta, Georgia, with off ices  nationwide including off ices in New York. 
Pet i t ioners  switched from t h e i r  long-time New York accountinglauditing firm 
to HcGladrey and Pullen a t  the  request of William Sanders, the  o ther  general 
partner in the  high-rise apartment buildings. 

Pet i t ioners '  wills, drawn by an a t torney in iew York and executed in -
Sew York, list pe t i t ioners  as  res id ing i n  Flor ida .  HI. Burke described t h e  
process of making these  w i l l s  a s  involving many telephone, facsimile and 
computer d isk  ~ommunic&tions oetween p e t i t i o n e r s  in Florida and an a t torney 
i n  Buffalo, New York before acceptable w i l l s  were drawn. Mr. Burke 
described execution of the  w i l l s  in New York a s  due t o  the  f a c t  t h a t  
pet i t ioners  were in New York when the  w i l l s  were f i n a l l y  completed. He 
noted t h a t  t h e  w i l l s  were l a t e r  revised ( a f t e r  the  years i n  question),  and 
tha t  the revised w i l l s  were executed in Florida.  

Mr. Burke explained the  re tent ion of both Florida and New York d r i v e r ' s  
licenses as based on h i s  understanding t h a t  ne i the r  l icense,  alone, was 
valid in the  other  s t a t e  given t h e  length of time spent in each s t a t e .  
Ur. Burke was al legedly told t h a t  i f  a person is present  in New Yoik o r  
Florida fo r  more than 30 days, a l i cense  f o r  each s t a t e  is necessary. He 
noted t h a t  h i s  New York l icense  e n t i t l e s  him t o  operate heavy 
equipment/wide-load vehicles (a Class I l i cense ) ,  but  he t e s t i f i e d  he has 
not done so s ince  approximately l a t e  1970 and would not f ee l  qual i f ied  t o  do 
so  now. 

6 ~ e t i t i o n a r s '  e n t i r e  wi l l s  were not offered i n  evidence; r a the r  
submitted as  Division's  Exhibits "0" and ."P" were t h e  f i r s t  and l a s t  pages 
of pet i t ioners '  w i l l s .  
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Paul  A .  ~ u r k e  h o l d s  a p i s t o l  pe rmi t  i s s u e d  many years  ago i n  N e w  York. 
He exp la ined ,  however, t h a t  h i s  o n l y  gun is and has been kept  i n  F l o r i d a  f o r  
many y e a r s .  I n  s i m i l a r  f a s h i o n ,  Hrs. Burke holds  an i n s u r a n c e  b roker ' s  
l i c e n s e  in New York. ' S h e  o b t a i n e d  t h i s  l i c e n s e  i n  t h e  1960's when s h e  
placed insurance  . in  connect ion w i t h  t h e  Burkes' c o n s t r u c t i o n  bus iness .  She 
has  n o t  used t h i s  l i c e n s e  s i n c e  t h e  1970's bu t  t e s t i f i e d  t h a t  s h e  has  n o t  
l e t  i t  l a p s e  because it i s  something s h e  "earned." 

The Burkes d e s c r i b e d  t h e  c e n t r a l  account ing and payment o f  t h e i r  
pe r sona l  expenses by t h e  management company as a mat te r  o f  convenience, 
n o t i n g  s p e c i f i c a l l y  t h a t  it "makes no sense"  t o  do t h i s  work when t h e  o f f i c e  
can d o  it f o r  them. I n  t h i s  r e g a r d ,  Mr. Burke t e s t i f i e d  t h a t  most o f  h i s  
t e l ephone  c a l l s  t o  t h e  b u s i n e s s  were t o  confirm with  J u d i t h  Bugenhagen t h e  
p r o p r i e t y  o f  paying t h e  p e r s o n a l  charges  and expenses,  s i n c e  H s .  Bugenhagen 
would n o t  knw where and when t h e  Burkes a t e ,  shopped, e t c .  By c o n t r a s t ,  he  
explained t h e  b u s i n e s s  involved few d e c i s i o n s .  i n  t h a t  its o p e r a t i o n s  were 
we l l  e s t a b l i s h e d  ("cut and dry"). The h i g h - r i s e  apartment b u i l d i n g s  
involved 10-year government r e n t  subs idy  c o n t r a c t s ,  wi th  a l l  r e n t  i n c r e a s e s  
government approved and wi th  a set  p r o t o c o l  f o r  approval  o f  any major 
r e p a i r s  ( invo lv ing  t r u s t e e  a p p r o v a l ,  t h r e e  b i d s  and r e s e r v e  fund .  payment 
approvals  as s p e l l e d  o u t  i n  a t r u s t  inden ture ) .  H r .  Burke (and Hr. Sanders 
i n  Georgia) r e c e i v e  p e r i o d i c  p r i n t o u t s  o f  r e n t s  c o l l e c t e d  and expenses p a i d  
i n  connect ion w i t h  t b e  h i g h - r i s e  p r o p e r t i e s .  

Burke Rental  Corpora t ion  was d e s c r i b e d  as headed (managed) by J u d i t h  
Bugenhagen. who has an o f f i c e  s t a f f  o f  t h r e e  o t h e r  people ,  p l u s  f o u r  
b u i l d i n g  managers (one i n  each b u i l d i n g )  and approximately 12 a d d i t i o n a l  
maintenance r t a f f workers.  J u d i t h  Bugenhagen p l u s  one o t h e r  s t a f f  person 
hold r q i s t e t d  apar tment  managers ' l i c e n s e s  ( c a l l e d  RAM c e r t i f i c a t e s )  
i s sued  by  t h e  S e t t o n a l  B u i l d e r ' s  A s s o c i a t i o n  and recogn ized / requ i red  by t h e  
Federal  g w e r n m m t  t o  manage F e d e r a l l y - s u b s i d i z e d  housing. 

By affidavit, J u d i t h  Bugenhagen s t a t e d  t h a t  H r .  Burke v i s i t s  t h e  Burke 
Rental  Corporat ion o f f i c e s  approximately  10 t o  15 t imes pe r  y e a r ,  w i t h  such 
v i s i t s  averegtng If minutes i n  l e n g t h ,  and t h a t  h i s  v i s i t s  never  l a s t  f o r  
more than  an hour. She, and H r .  Burke by h i s  tes t imony,  i n d i c a t e d  t h e s e  
v i s i t s  r e l r t o d  t o  p e r s o n a l  m a t t e r s .  M-. Burke t e s t i f i e d  t h a t  h e  be l i eved  he 
v i s i t e d  the o f f i c e s  l e s s  f r e q u e n t l y  than  H s .  Bugenhagen es t imated ,  b u t  he  
o f f e r e d  no e s t i m a t e  o f  such number o f  v i s i t s .  

Hr. Eurkr r e c e i v e s  bi-monthly s h e e t s  from J u d i t h  Bugenhagen summarizing 
t h e  r e s u l t s  o f  o p e r a t i o n s  o f  t h e  b u s i n e s s e s  and t h e  flow of money i n  and o u t  
of  h i s  pe r sona l  bank accounfj ( d e s c r i b e d  a s  a "ca tch-a l l "  [ a p p a r e n t l y  a 
n e t - r e s u l t  p r o f i t ]  accoun t ) .  H r .  Burke admit ted t h a t ,  a s  one o f  two 

' ~ tsome p o i n t ,  p e t i t i o n e r s '  bank account  and t h e  b u s i n e s s  a c c o u n t ( s )  
were moved from p e t i t i o n e r s  ' long-term bank (Harine Hidland) t o  a new bank 
(H & T Bank). T h i s  move was made a t  H s  . Bugenhagents r e q u e s t  and was 
approved by Hr. Burke. 
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ult imate owners, he had access t o  audit  information regarding income, ... 
expenses, operations, e t c . ,  but explained t h a t  he has not reviewed the  same-. 
and ins tead has r e l i e d  on Judith Bugenhagen and the  management team. 

Hr .  Burke decides where t o  invest  h i s  partnership p r o f i t s  (generally in 
tax-f ree  municipal bonds o r  Treasury b i l l s ) .  

Pet i t ioners  t ransferred t h e i r  primary medical and op t i ca l  ca re  
a f f i l i a t i o n s  t o  doctors in  Florida in or  about 1985. When in New York, any 
medical needs a r e  handled by a physician who, with h i s  wife, a r e  long-time 
personal fr iends of t h e  Burkes. 

. - .. . - ... . 

Pet i t ioners  t e s t  i f  id t h a t  t h e i r  soc ia l  a c t i v i t i e s  i n  Florida include 
golf ing,  boating and f ishing a s  t h e i r  most avid pursui ts ,  a s  well as bridge, 
dinners and thea t re  a c t i v i t i e s .  They t e s t i f i e d  t h a t  s ince  they a r e  out  of 
New York fo r  such extended periods it is d i f f i c u l t  t o  s t s p  in to  and out of 
any regular schedule of soc ia l  a c t i v i t i e s  with persons who l ive  in New York 
on a year-round basis .  By contras t ,  pe t i t ioners '  f r iends  i n  Florida a r e  on 
s imi la r  schedules with t h e  Burkes ( i .  e., away f ram Florida during t h e  summer 
months) thereby leaving it much eas ie r  t o  s t e p ' i n t o  (pick up and maintain) a 
f u l l  schedule of a c t i v i t i e s .  H r .  Burke t e s t i f i e d  t o  regular contacts,  
mainly involving golf  matches and dinners, with only three  or  four f r iends  
when the  Burkes a r e  i n  New York. 

U r .  Burke described 1985 as the  c r i t i c a l  decision year during which 
pe t i t ioners  decided t o  sell the  Errick Road and Bahamas proper t ies ,  
purchased t h e  Florida property and commenced looking f o r  another property 
away from Florida (ult imately s e t t l i n g  on t h e  Uountain View Drive 
property). A t  t h i s  same time, pet i t ioners  t r ans fe r red  substant ia l  f inanc ia l  
a s se t s  ( ~ r e a s u ; y  b i l l s ,  etc. ) and t h e i r  personal  belongings t o  Florida.  
U r .  Burke t e s t i f i e d  t h a t  he f e l t  by such time h i s  management team and system 
was in place and functioning capably, noting t h a t  he would not walk away 
from a severa l  n i l l i o n  do l l a r  business investment without such assurance. 

The pa r t i e s  entered i n t o  a s t ipu la t ion  of ce r t a in  fac t s  p r i o r  t o  
hearing, and such s t ipu la ted  fac t s  have been included i n  the  Findings of 
Fact s e t  f o r t h  hereinabove. However, with t h e  submission of i ts b r i e f ,  t h e  
Division advised t h a t  it wished t o  "opt-out" of s t ipu la ted  f a c t  "23" 
pursuant t o  i t s  reserved r igh t  t o  do so  per s t ipu la ted  f a c t  "31". These two 
s t ipu la ted  fac t s  read, verbatim, a s  follows: 

"23. Hr. Burke communicates via telephone with the  Niagara 
F a l l s ,  New York o f f i c e  approximately one (1) t o  two (2) times per 
week and sa id  telephone conversations l a s t  f ive  (5) t o  f i f t een  
(15) minutes. 

"31. It is fu r the r  s t ipula ted  and agreed t h a t  t h i s  
s t ipu la t ion  is not i n  any way intended t o  r e s t r i c t  the  
presentation of e i t h e r  par ty ' s  case during t h i s  proceeding. 
Should any of the  f a c t s  s t ipula ted  hereby be contradicted during 
the  course of t h i s  proceeding, by testimony or  o ther  evidence, 
e i t h e r  party may opt  out of t h a t  portion of t h i s  s t ipula t ion which 
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i s  s o  con t rover ted .  This  o p t i o n  s h a l l  be  exerc i sed  by n o t i f y i n g  
t h e  ALJ and t h e  opposing p a r t y  i n  w r i t i n g .  The remainder o f  t h i s  
s t i p u l a t i o n  s h a l l  remain i n  f u l l  f o r c e  and e f f e c t . "  

I n  t h e i r  b r i e f s ,  both p a r t i e s  p r e s e n t  an a n a l y s i s  of  p e t i t i o n e r s  ' 
F l o r i d a  t e lephone  b i l l s  dur ing  t h e  p e r i o d  A p r i l  22,  1986 t o  January  19,  
1990. A s  a g e n e r a l  p r o p o s i t i o n ,  t h e s e  a n a l y s e s  suppor t  t h e  f a c t  t h a t ,  pn 
-, one o r  two te lephone c a l l s  p e r  week were made from t h e  Burkes' 
F l o r i d a  t e lephone  number t o  t h e  N e w  York o f f i c e  of Burke Rental  Corpora t ion  
and t h a t  such  c a l l s  varied i n  l e n g t h  from 1 minute t o  45 minutes.  I t  is 
c l e a r ,  a l s o ,  t h a t t h e  number o f  c a l l s  i n  excess  of 20 minutes was v e r y  small 
in  comparison t o  t h e  number o f  c a l l s  l a s t i n g  l e s s  than  15 minutes .  I t  is 
a l s o  t r u e  t h a t  in some months p e t i t i o n e r s  averaged more than two c a l l s  p e r  
week t o  t h e  o f f i c e s  and t h a t  i n  o t h e r  months they  averaged less t h a n  two 
c a l l s  pe r  week wi th  no p a r t i c u l a r  p a t t e r n  o f  c a l l i n g  emerging. S i m i l a r l y ,  
on c e r t a i n  days ,  more than one o r  two calls were made t o  t h e  b u s i n e s s  
o f f i c e s  on t h e  same day. Conversely,  on o t h e r  days no c a l l s  were p laced  t o  
such o f f i c e s .  Ul t imate ly ,  t h e  Div i s ion  main ta ins  t h a t  t h e  t e lephone  c a l l s  
undermine t h e  tes t imony and c la im t h a t  n r .  ~ u r k e ' s  bus iness  was run 
autonomously by t h e  o f f  i c e  s t a f f  wi thout  H r .  Burke 's  a c t i v e  decis ion-making 
i n t e r v e n t i o n .  I n  c o n t r a s t ,  p e t i t i o n e r s  main ta in  t h a t  nr. Burke's tes t imony 
and Ms. Bugenhagen's a f f i d a v i t  suppor t  t h e  c la im t h a t  t h e  t e lephone  c a l l s  
r e l a t e d  t o  p e r s o n a l  mat te r s  and,  i n  f a c t ,  t h a t  t h e  t o t a l  phone t i m e  o f  a l l  
of t h e  c a l l s  amounted t o  approximately e i g h t  hours p e r  y e a r ,  an  amount 
c l e a r l y  i n s u f f i c i e n t  t o  c o n s t i t u t e  a c t i v e  involvement i n  running a s e v e r a l  
m i l l i o n  d o l l a r  b u s i n e s s  operat ion.  

I n  c o n t r a s t  t o  Mr. Burke's tes t imony t h a t  Burke Cons t ruc t ion  Company, 
Inc.  's a c t i v i t i e s  wound down when t h e  housing c o n s t r u c t i o n  phased o u t ,  t h e  
Div i s ion  p o i n t s  o u t  t h a t  such e n t i t y ' s  t o t a l  a s s e t  v a l u e  ( p e r  i t s  
subchapter  S t a x  r e p o r t )  inc reased  from $121,000.00 i n  1987 t o  $410,000.00 
i n  1988. The n a t u r e  o f ,  o r  reason f o r ,  such i n c r e a s e  was n o t  s p e c i f i e d  by 
p e t i t i o n e r s .  I n  a d d i t i o n ,  p e t i t i o n e r s  ' p e r s o n a l  income t a x  r e t u r n  f o r  1987 
r e v e a l s  ( a t  Schedule E and Statement  5) t h a t  p e t i t i o n e r s  t r e a t e d  t h e i r  
Mountain V i e w  Dr ive  proper ty  a s  r e n t a l  p r o p e r t y ,  r e p o r t i n g  r e n t a l  income o f  
$9,342.00 and d e d u c t i b l e  expenses ( i n c l u d i n g  d e p r e c i a t i o n )  o f  $18,655 .OO 
thus  c la iming  a  n e t  l o s s  of  $9,313.00. Th i s  unexplained t r e a t m e n t ,  which i s  
no t  claimed f o r  t h e  l a t e r  y e a r s  1988 and 1989, c o n t r a s t s  wi th  p e t i t i o n e r s '  
claim t h a t  t h e  p r o p e r t y  was dormant when n o t  used by p e t i t i o n e r s .  F i n a l l y ,  
t h e  Div i s ion  p o i n t s  o u t  t h a t  p e t i t i o n e r s '  r e t u r n s  r e f l e c t  a  c la im,  made v i a  
checking t h e  ''yes" box on t h e i r  t a x  r e t u r n  schedu les ,  of  " a c t i v e  
p a r t i c i p a t i o n "  i n  t h e  h i g h - r i s e  housing p a r t n e r s h i p s .  P e t i t i o n e r s  c la im 
t h a t  t h e  same r e p r e s e n t s  c l e r i c a l  e r r o r  by p e t i t i o n e r s '  accoun tan t s ,  n o t i n g  
a l s o  t h a t  t h e  b e n e f i t  a l l e g e d l y  gained by p e t i t i o n e r s  v i a  "ac t ive"  
p a r t i c i p a t i o n  (and denied f o r  "passive" involvement) becomes moot because 
any such b e n e f i t  is phased o u t  f o r  . t a x p a y e r s ,  such a s  p e t i t i o n e r s ,  whose 
a d j u s t e d  g r o s s  income exceeds $150,000.00. 

The Admin i s t ra t ive  Law Judge determined t h a t  p e t i t i o n e r s  were p r o p e r l y  
considered d o m i c i l i a r i e s  of Flor ida . .  d u r i n g  t h e  years  1987, 1988 and 1989. 
The Admin is t ra t ive  Law Judge h e l d  t h a t ,  notwiths tanding t h a t  t h e  Burkes 
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maintain& some ties t o  New York, a taxpayer nay change h i s  o r  her domicile' 
without severing a l l  ties t o  New York S t a t e  and pe t i t ioners  d i d  s o  by moving 
t h e i r  focus of home from New York t o  Flor ida  p r i o r  t o  the  years in 
question. Speci f ica l ly ,  the  Administrative Law Judge noted t h a t  " [ i J t  i s  
s ign i f i can t  t h a t  pe t i t ioners  moved t h e i r  most important personal possessions 
and memorabilia t o  Florida . . . 11 (Determination, conclusion of law "E"). 
Further, tba Administrative Law Judge found t h a t  pe t i t ioners  ac t ive ly  sought 
t o  dist'ance themselves from the  operations of t h e i r  Nw York business 
i n t e r e s t s  md  configured t h e i r  business t o  be managed by others.  Moreover. 
t h e  Administrative Law Judge held t h a t  p e t i t i o n e r s  d id  not  r e t a i n  
s ign i f i can t  family t i e s  t o  New York, and maintained a New York residence as 
a secondary mummar home. Therefore, the  Administrative Law Judge reasoned 
t h a t ,  in l l g h t  of petitioners' diminished connections t o  New York, they had 
demonstratd the  r u p i s i t e  in ten t  t o  abandon t h e i r  N e w  York domicile and, 
thus,  chmga t h e i r  domicile t o  Florida. 

On exception, the  Division a s s e r t s  t h a t  pe t i t ioners  have not 
demonstratd r change in domicile. The Division s t a t e s  t h a t  the  
Administrativa tru .Judge's conclusion t o  t h e  contrary is incorrect  f o r  t h e  
f o l l w i w  r u r o n r :  (1) the  implication t h a t  Flor ida  family t i e s  a r e  
stronger tbas N w  lork  family t i e s  is not supported by the record; (2) the  
find- t h t  ?rul A. Burke was not ac t ive ly  involved in the a f f a i r s  of h i s  
New York burlaerr  i a t e r e s t s  is not a r a t i o n a l  in te rp re ta t ion  of t h e  
evidence; ( 3 )  tbe record does not support t h e  premise t h a t  pe t i t ioners  movsd 
t h e i r  focus at boa. from New York t o  Flor ida  p r i o r  t o  the  years i n  question; 
and ( b )  tbo t e r t l rooy  of Paul Burke a s  t o  t h e  purpose of the  telephone c a l l s  
t o  bl, o i l i e r  i r  Focredible. 

10 respenre, pet i t ioners  present arguments t o  support t h e  determination 
of the  Admintacrrtlve Law Judge. 

Ye a f f ~ r r ,the  determination of t h e  Administrative Law Judge fo r  t h e  
reasons r a t  i o r t b  below. 

TU k u  6OS(b)(l)(A) provides, i n  pe r t inen t  p a r t ,  a s  follows: 

" h a  ident individual. A res iden t  individual  means an 
ind i v idur 1: 

"(A) who i s  domiciled i n  t h i s  s t a t e ,  unless 
(i) he maintains no permanent place of abode in 
t h i s  s t a t e ,  maintains a permanent place of abode 
elsewhere, and spends i n  t h e  aggregate not more 
than t h i r t y  days of the  taxable  year in  t h i s  
s t a t e  . . . . *t 

While the re  is no de f in i t ion  of "domicile" i n  t h e  Tax Law (cf., SCPA 
1103[15] 1, the  ~ i v i s i o n ' s  regulations (20 NYCRR former 102.2[d3) provide, in 
pert inent  par t :  

"( 1) Domicile, i n  general ,  is t h e  place which an 
individual  intends t o  be h i s  permanent home -- t h e  place 
t o  which he intends t o  re tu rn  whenever he may be 
absent. (2) A domicile once es tab l i shed  continues u n t i l  
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t h e  person in ques t ion  moves t o  a new l o c a t i o n  with t h e  
bona f i d e  i n t e n t i o n  o f  making h i s  f i x e d  and permanent 
home t h e r e .  No change o f  d o m i c i l e  r e s u l t s  from a 
removal t o  a  new l o c a t i o n  i f  t h e  i n t e n t i o n  is t o  remain 
t h e r e  only f o r  a l i m i t e d  t ime;  t h i s  r u l e  a p p l i e s  even 
though t h e  i n d i v i d u a l  may have s o l d  o r  disposed of  h i s  
former home. The burden is upon any person a s s e r t i n g  a 
change of  domic i le  t o  show t h a t  t h e  necessary i n t e n t i o n  
e x i s t e d .  I n  determining an  i n d i v i d u a l ' s  i n t e n t i o n  i n  
t h i s  regard ,  h i s  d e c l a r a t i o n s  w i l l  b e  given due weight ,  
b u t  they  w i l l  n o t  be c o n c l u s i v e  i f  they  a r e  c o n t r a d i c t e d  
by h i s  conduct. The f a c t  t h a t  a  person r e g i s t e r s  and 
vo tes  in one p l a c e  is impor tan t  b u t  n o t  n e c e s s a r i l y  
conc lus ive ,  e s p e c i a l l y  i f  t h e  f a c t s  i n d i c a t e  t h a t  he  d i d  
t h i s  merely t o  escape t a x a t i o n  i n  some o t h e r  place.  

"(4)  A person can have o n l y  one domici le .  I f  h e  
has two o r  more homes, h i s  d o m i c i l e  is t h e  one which h e  
regards  and uses  a s  h i s  permanent home. I n  determining 
h i s  i n t e n t i o n s  i n  t h i s  mat te r ,  t h e  l eng th  of t ime 
cus tomar i ly  spen t  a t  each l o c a t i o n  is important b u t  n o t  
n e c e s s a r i l y  conclusive.  A s  p o i n t e d  o u t  i n  s u b d i v i s i o n  
( a )  of t h i s  s e c t i o n ,  a  person who maintains  a  permanent 
p l a c e  of abode i n  New York S t a t e  and spends more than  
183 days of t h e  t a x a b l e  y e a r  i n  New York S t a t e  is 
t a x a b l e  a s  a r e s i d e n t  even though he may be domici led 
elsewhere." 

Permanent p l a c e  of abode is d e f i n e d  i n  t h e  r e g u l a t i o n s  a t  20 NYCRR 
former 1 0 2 . 2 ( e ) ( l )  a s :  

"a dwel l ing  p l a c e  permanently maintained by t h e  
t axpayer ,  whether o r  n o t  owned by him, and w i l l  
g e n e r a l l y  i n c l u d e  a dwel l ing  p l a c e  owned o r  leased by 
h i s  o r  h e r  spouse." 

As t h e  Admin is t ra t ive  Law Judge s t a t e d :  

" [ t ] o  e f f e c t  a change i n  d o m i c i l e ,  t h e r e  must b e  
an a c t u a l  change' i n  r e s i d e n c e ,  coupled with an i n t e n t  t o  
abandon t h e  former domic i le  and t o  acqu i re  another  
(Aetna Nat ional  Bank v. Kramer, 142 App Div LLL, 445, 
126 NYS 970). Both t h e  r e q u i s i t e  i n t e n t  a s  wel l  a s  t h e  
a c t u a l  res idence  a t  t h e  new l o c a t i o n  must be p r e s e n t  
( H a t t e r  o f  Hinsky v. T u l l y ,  78 AD2d 955, 433 NYS2d 276)" 
(Determinat ion,  conclusion o f  law "c"). 

The concept of i n t e n t  was addressed by  t h e  Court of Appeals i n  H a t t e r  of  
Nevcomb (192 NY 238, 250-251): 

" ~ e s i d e n c e  means l i v i n g  i n  a p a r t i c u l a r  l o c a l i t y ,  
bu t  domic i le  means l i v i n g  i n  t h a t  l o c a l i t y  with i n t e n t  
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t o  make it a f ixed and permanent home. Residence simply 
r equ i r e s  bodi ly  presence as an inhabi tan t  i n  a givan ... -
p lace ,  whi le  domicile r equ i r e s  bodily presence in t h a t  
p l a c e  and a l s o  an in t en t ion  t o  make it one's domicile. 

"The e x i s t i n g  domici le ,  whether o f  origin or 
s e l e c t i o n ,  continues u n t i l  a new one is acquired,  and 
t h e  burden o f  proof rests upon t h e  par ty  who a l l e g e s  a 
change. Tbe quest ion is one of f a c t  r a the r  than law, 
and it f requent ly  depends upon a v a r i e t y  of 
circumstances, which d i f f e r  a s  widely a s  t h e  . 
p e c u l i a r i t i e s  of  indiv iduals  . . . . In order  t o  
acqu i r e  a new domicile t h e r e  must be a union of 
res idence  and in tent ion .  Residence without i n t en t ion ,  
o r  i n t e n t i o n  without res idence ,  is of  no a v a i l .  Uere 
change o f  residence although continued f o r  a' long time, 
does not  e f f e c t  a change of  domici le ,  while a change of  
res idence  even fo r  a s h o r t  time, with t h e  in t en t ion  in 
good f a i t h  t o  change t h e  domicile, has t h a t  
e f f e c t  . . . . Residence is necessary,  f o r  t h e r e  can be 
no domici le  without it, and important a s  evidence, f o r  
it bears  s t rong ly  upon in t en t ion ,  but  not con t ro l l i ng ,  
f o r  un le s s  combined with in t en t ion ,  it cannot e f f e c t  a 
change of  domici le  . . . . There must be a present ,  
d e f i n i t e ,  and honest purpose t o  g i v e  up t h e  o ld  and take  
up t h e  new p lace  as t h e  domici le  of  t h e  person whose 
s t a t u s  is under considerat ion . . . . [Elvery human 
being may s e l e c t  and make h i s  own dnmicile, but  t h e  
s e l e c t i o n  o u s t  be followed by proper ac t ion .  Motives 
a r e  immaterial ,  except a s  they ind ica t e  in tent ion .  A 
change o f  domici le  may be made through capr ice ,  whim, o r  
fancy, f o r  business,  hea l th ,  o r  p leasure ,  t o  secure  a 
change o f  cl imate,  o r  change o f  laws, o r  f o r  any reason 
whatever, provided t h e r e  is an absolu te  and f ixed  
i n t e n t i o n  t o  abandon one and acqui re  another ,  and t h e  
a c t s  o f  t h e  person e f f ec t ed  confirm t h e  
i n t e n t i o n  . . . . No pre tense  o r  deception can be 
p rac t i ced ,  f o r  t he  in t en t ion  must be honest,  t h e  ac t ion  
genuine, and t h e  evidence t o  e s t a b l i s h  both c l e a r  and 
convincing. The animus manendi must be a c t u a l  with no . . . . 

11This discussion shows what an important and 
e s s e n t i a l  bearing in t en t ion  has upon domicile. It is  
always a d i s t i n c t  and mater ia l  f a c t  t o  be es tab l i shed .  
intention aay be proved by a c t s  and by dec l a ra t ions  
connected wi th  a c t s ,  but  it is not  thus  l imi ted  when it 
r e l a t e s  t o  mental a t t i t u d e  o r  t o  a sub jec t  governed by 
choice. " 

The Administrat ive Law Judge, a f t e r  considering a l l  of the  evidence and 
testimony presented,  concluded t h a t  p e t i t i o n e r s  had demonstrated a change in 
domicile. Applying t h e  above p r inc ip l e s  t o  t h e  f a c t s  of t h i s  case, we agree 
t h a t  p e t i t i o n e r s  have prcven, by c l e a r  and convincing evidence (Hat te r  of 



1994 New York Tax Casts 
T-554 


Bodfish v. Gallman, SO AD2d 457, 378 NYS2d l 3 8 ) ,  t h e i r  i n t e n t i o n  t o  change 
t h e i r  domici le  from New York S t a t e  t o  F l o r i d a .  

- . . - - - . .  --.-. - - - . - -
The Divis ion makes s e v e r a l  arguments on exception. However, t h e s e  

arguments f a i l  t o  warrant  r e s o l u t i o n  o f  t h i s  mat te r  i n  favor  of  t h e  
Divis ion.  The underlying tone o f  a l l  t h e  arguments t h e  Divis ion sets f o r t h  
is t h a t ,  dur ing  t h e  y e a r s  i n  d i s p u t e ,  p e t i t i o n e r s  maintained t i e s  t o  New 
York whfch evince a c l e a r  lack o f  i n t e n t  t o  change domici le .  However, we 
a g r e e  with  t h e  Adminis t ra t ive  Law Judge t h a t ,  notwithstanding t h a t  
p e t i t i o n e r s  maintained some t i e s  t o  New York, a  taxpayer  may change h i s  o r  
h e r  domic i le  without  sever ing  a l l  t i e s  t o  New York S t a t e  (see. u,H a t t e r  
o f  Su t ton ,  Tax Appeals Tribunal ,  October 11, 1990) and p e t i t i o n e r s  d i d  s o  by 
moving t h e i r  focus of home from Neu York t o  F l o r i d a  p r i o r  t o  t h e  y e a r s  i n  
ques t ion .  Our aff i rmance of t h e  Admin is t ra t ive  Law Judge is based upon 
s e v e r a l  a s p e c t s  o f  h i s  determinat ion.  

F i r s t ,  w e  d i s a g r e e  with  t h e  Div i s ion  t h a t  t h e  f i n d i n g  t h a t  Paul  A. 
Burke was n o t  a c t i v e l y  involved i n  t h e  a f f a i r s  of h i s  New York bus iness  
i n t e r e s t s  i s  no t  a r a t i o n a l  i n t e r p r e t a t i o n  o f  t h e  evidence. The Div i s ion  
a rgues  t h a t  given t h e  magnitude of t h e  r e n t a l  opera t ion  managed by Burke 
Renta l  Corporat ion t h a t  it was unreasonable  f o r  t h e  Adminis t ra t ive  Law Judge 
t o  b e l i e v e  H r .  ~ u r k e ' s  testimony t h a t  h i s  te lephone c a l l s  t o  New York were 
mostly about  pe rsona l  f i n a n c i a l  a f f a i r s .  The Divis ion contends t h a t  t h e s e  
t e lephone  c a l l s  were about  t h e  bus iness  and t h a t  t h e s e  te lephone c a l l s  
i n d i c a t e  H r .  Burke's r o l e  i n  t h e  bus iness  was no t  pass ive ,  and t h a t  
Mr. Burke took a  more a c t i v e  r o l e  when h e  i s  i n  New York. 

Severa l  f a c t o r s  suppor t  t h e  Admin is t ra t ive  Law ~ u d g e ' s  conclusion.  The 
most important  f a c t o r  is  t h a t  t h e  Admin is t ra t ive  Law Judge determined t h a t  
Wr. Burke's exp lana t ions  a s  t o  t h e  con ten t  o f  t h e  te lephone c a l l s  and t h e  
n a t u r e  of h i s  involvement i n  t h e  bus iness  were c r e d i b l e  a f t e r  h e a r i n g  t h e  
tes t imony and e v a l u a t i n g  i ts  reasonableness .  We d e f e r  t o  t h i s  e v a l u a t i o n  of 
c r e d i b i l i t y  ( H a t t e r  o f  S p a l l i n a ,  Tax Appeals Tr ibuna l ,  February 27, 1992) 
and t h e  D q i s i o n  has  n o t  pointed t o  any f a c t s  s u f f i c i e n t  t o  o v e r r i d e  our  
deference.  Also, a s  t h e  Adminis t ra t ive  Law Judge found: 

" the  o v e r a l l  amount o f  te lephone con tac t  (some 26 hours 
over  t h r e e  y e a r s )  and t h e  l i m i t e d  number of o f f i c e  
v i s i t s  do  n o t  seem s u f f i c i e n t  t o  c o n s t i t u t e  a c t i v e  
involvement,  o r  t o  f o s t e r  e f f i c i e n c y ,  i n  managing t h e  
bus iness .  Furthermore, H s .  Bugenhagen handled persona l  
bus iness  (e .g . ,  c e n t r a l  b i l l  paying)  f o r  t h e  Burkes. 
While s h e  would know which b u s i n e s s  o p e r a t i o n a l  expenses 

'we do n o t  f i n d  it s i g n i f i c a n t  t h a t  p e t i t i o n e r s  ind ica ted  t h a t  t h e y  
were a c t i v e l y  involved in t h e  high r i s e  housing p a r t n e r s h i p s  on t h e i r  t a x  
r e t u r n s  f o r  t h e  y e a r s  i n  quest ion.  As s t a t e d  i n  t h e  f a c t s ,  p e t i t i o n e r s  
c la im t h a t  t h i s  was a c l e r i c a l  e r r o r  from which they  received no t a x  ., 

b e n e f i t .  The Div i s ion  has  not d i spu ted  t h e  l a t t e r  claim. 
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. . 
needed paying, she would not how which personal b i l l s  
were va l id  and should be paid (not  having been with t h e  
.Burkes)" (~e te r&at ion ,  conclusion o f  law "E") .: 

.. . .. .. . . .-. . . . . .. ' - *. - . .. ..- . ,. .. ._ 
Thus, we agree with tbe  Administrative Law Judge t h a t  it  is not unreasonable'-
t o  accept pet i t ioners '  explanation t h a t  t h e  telephone cal ls /of  f i c e  v i s i t s  .-
related primarily t o  such personal matters. In  addit ion,  the re  is no s&se 
from the  descr ip t ion of t h e  business, a s  f i n a l l y  es tabl ished,  t h a t  a c t i v e  
involvement by H r .  Burke was required, e i t h e r  on an overa l l  bas i s  or  during 
the  p a r t  of t h e  year when the  Burkes were physically present  in New York. 
A s  the Administrative Law Judge noted: .. .. . .. .-

"such a conclusion [ t h a t  Mr. Burke was ac t ive ly  involved 
in h i s  business in te res t s ]  would run counter t o  t h e  
credible  testimony by Mr. Burke t h a t  he ne i the r  needed 
nor wanted t o  be ac t ive  i n  t h e  business and t h a t  such . 
involvement would undermine t h e  author i ty  and' autonomy 
of Hs .  Bugenhagen and her  s t a f f  -- a r e s u l t  d i r e c t l y  
contrary t o  the  system p e t i t i o n e r s  had worked t o  
establish" (Determhat ion, conclusion of law "En). 

Next, t h e  Division contends t h a t  i f  p e t i t i o n e r s  had any family t i e s  
they existed in New York. However, a s  manifested in t h e  f indings of f a c t ,  
pe t i t ioners '  family and soc ia l  l ives ,  while not  exclusive t o ,  both became 
centered in Flor ida  p r i o r  t o  the  years i n  question. 

The f a c t  t h a t  t h e  Burkes continue t o  maintain a large  New York 
residence, and d id  not s e l l  t h e i r  o r i g i n a l  New York home u n t i l  1987, does 
not indic#t).that they could not have intended t o  e f fec tua te  a change in 
domicile. A taxpayer may change h i s  o r  her  domicile without severing a l l  

In  conclusion of law "E," t h e  Administrative Law Judge's 
determination s t a t ed ,  in relevant par t :  

11[p le t i t ioners  sold t h e i r  long-term home i n  New York 
(Errick Road) and purchased a condominium i n  Florida. 
A t  t h e  same time, pe t i t ioners  sold  a condominium i n  t h e  
Bahamas, acquired i n  the mid-1970's and used extensively 
over the  years by pet i t ioners .  . . . Pet i t ioners  d id  
acquire a new house i n  New York a f t e r  s e l l i n g  t h e i r  
long-term home" (Determination, conclusion of law "E" ). 

Here, the  Administrative Law Judge misstates the  sequence of 
pet i t ioners '  r e a l  e s t a t e  transactions involving t h e i r  Bahamas, Florida and 
two New York propert ies.  Pe t i t ioners  purchased t h e  Florida condominium 
prior t o  the s a l e  of t h e i r  long-term New York home and acquired a new New 
York house before t h i s  sa le .  However, t h i s  sequence is correct ly  ref lec ted 
by the Adlninistrative Law Judge and ' th i s  Tribunal i n  t h e  f indings of f ac t .  
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t i e s  t o  New York- S t a t e  (see, e.R.;Hat t e r  of  Sut ton ,  supra) .  The test bf 
i n t e n t  with respec t  t o  changing one 's  domici le  is "whether . the place-of- 
habi ta t ion  i s  t h e  permanent home o f  a person, with . the range of  sent iment ,  ; 
f ee l i ng  and -permanent assoc ia t ion  with it" (Hat te r  of Bodfish v. Gallman, -
supra,  378 NYSZd - 138, 140) .' ' I n  t h i s  regard ,  we agree with t h e  -1-. -
Administrative L a w  Judge t h a t  it is very s i g n i f i c a n t  t h a t  t h e  Burkes moved 
t h e i r  most personal  belongings and memorabilia t o  F lor ida ,  including 
photographs, china and t h e  l i ke .  

F ina l ly ,  t h e  Administrative Law Judge found t h a t  t h e  Burkes c l e a r l y  
changed t h e i r  l i f e s t y l e  when they changed t h e i r  domicile from New York t o  
Florida in 1985. --.The Burkes r e t i r e d  i n  1985, became passive in t h e i r  
business interests and r e t i r e d  t o  a s t a b l e  F lo r ida  ret i rement  community. 
The Administrative Law Judge found t h a t  p e t i t i o n e r s  were ready t o  chmge "to 
a hands-of f ,  relaxed and recreation/social-oriented l i f e s t y l e "  i n  con t r a s t  
t o  t h e  long work days and l i f e s t y l e  t h e  Burkes maintained while they l ived  
in New York p r i o r  t o  1985. 

Based on t h e  foregoing, we agree  with t h e  Administrative Law Judge t h a t  
pe t i t i one r s  have shown, i n  a c l e a r  and convincing manner, t h a t  they 
perfected a change in domicile t o  F lo r ida  p r i o r  t o  the  years  i n  d i spc t e .  

Accordingly, i t  i s  ORDERED, ADJUDGED and DECREED t h a t ;  

1. The exception of t h e  Division of  Taxation i s  denied; 

2. The determination of t he  Administrat ive Law Judge is aff i rmed;  

3. The p e t i t i o n  of Paul A. and El len  E. Burke is  g tan ted ;  and 

4. The 	Notice of Deficiency dated March 11, 1991 is cancelled. 

DATED: 	 Troy, . ~ e w  York 
June 2, 1994 

/s/John 	 P. Dunan 
John P. 	 Dugan 
President  

/ s /Franc is  R .  Koez :a  
Francis  R.  Koecif 
Commissioner 
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STATE OF N E W  PORK 

DIVISION OF TAX APPEALS . . - . -

In t h e  Hatter  of t h e  Pet i t ion - . . 

COLIN W. AND DELHA K. GETZ ORDER ' 

DTA NO. 809134 
fo r  Redetermination of a Deficiency o r  fo r  
Refund of Personal Income Tax under Art ic le  22 
of t h e  Tax Law f o r  t h e  Years 1986, 1987 and 
1988. 

Pe t i t ioners ,  Colin W. and Delaa K. Getz, by t h e i r  r e p r y e n t a t i v e ,  
James E. Conway, Esq., have brought a aotion f o r  rehearing, dated June 5,  
1992. Pe t i t ioners  requested t h a t  t h e  determination of t h e  Administrative. 
Law Judge dated March 12, 1992 be s e t  as ide  and a new hearing granted on t h e  
issues  of (1) t h e  significance of pe t i t ioner  Colin ~ e t z ' s  service  a s  a 
member of t h e  Capital  D i s t r i c t  Regional Board of Norstar Bank, (2) t h e  
s t a t u s  of t h e  adu l t  son of pe t i t ioners  who resides in pe t i t ioners '  residence 
in  Delmar, New York, and (3) a typographical e r ro r  contained i n  the  
determination re fe r r ing  t o  "1988" as opposed t o  "1987". Based on the  papers 
submitted by pe t i t ioners '  counsel on June 5,  1992, an a f f i d a v i t  of Gary 
Palmer on behalf of t h e  Division of Taxatio.1 in opposition t o  t h e  motion, 
dated June 9, 1992, and a reply a f f i d a v i t  of James E. Conway, dated June 23, 
1992, the  following order is rendered. 

Section 3000.5 of t h e  Rules of Pract ice  and Procedure of t h e  Tax 
Appeals Tribunal provides, in relevant pa r t ,  a s  follows: 

9' Hotion Practice.  (a) General. To b e t t e r  enable t h e  pa r t i e s  t o  
expedit iously resolve the  controversy, t h i s  Par t  permits an 
appl icat ion t o  t h e  t r ibunal  f o r  an order,  known as  a motion, 
provided such motion is fo r  an order which is appropriate dnder 
the  Tax Law and t h e  CPLR.... 

'peti t ioners captioned t h e i r  papers as  "pet i t ion f o r  rehearing on 
l imited issues" and f i l e d  t h e  pe t i t ion  with the  Tax Appeals Tribunal. By
l e t t e r  dated June 12, 1992, the  Secretary t o  the  Tax Appeals Tribunal, 
Robert noseley Nero, informed pe t i t ioners '  counsel t h a t  a motion fo r  
rehearing ie properly made before t h e  Administrative Law Judge who rendered 
t h e  o r ig ina l  determination and t h a t ,  therefore;  t h e  f i l e  on t h e  case was 
forwarded t o  Chief Administrative Law Judge Andrew Harchese fo r  fur ther  
disposit ion.  
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(6)  The appropriate sections of t h e  CPLR regarding motions, where . 

not in conf l i c t  with t h i s  Par t ,  a r e  applicable t o  the  motion being T -. 
made. " 

Thus, pe t i t ioners  may bring a motion f o r  rehearing inasmuch a s  such motion 
is appropriate under CPLR 4404 and CPLR 5015. Rule 4404 provides, in 
pe r t inen t  p a r t ,  a s  follows: 

I1(b) Motion a f t e r  t r i a l  where jury not required. After a t r i a l  
not  t r i a b l e  of r i g h t  by a jury, upon the  motion of any party or  on 
its own i n i t i a t i v e ,  the  court  may s e t  aside i ts decision or  any 
judgment entered thereon. I t  may make new findings of f a c t  or  
conclusions of law, with o r  without taking addit ional  testimony, 
render a new decision and d i r e c t  entry of judgment, or  it may 
order a new t r i a l  of a cause of action or  separable issue." 

In  addit ion,  CPLR 5015, e n t i t l e d  " ~ e l i e f  from judgment o r  order", provides, 
in per t inent  par t :  

I t  (a )  Grounds. The court which rendered a judgment or  order lpav 
re l i eve  a par ty  from it upon such terms as  may be lus t ,  on motion 
of any in teres ted  person with such not ice  as  t h e  court may d i rec t ,  
upon the  ground of:  

(2 )  newly-discovered evidence which, i f  introduced a t  t h e  t r i a l ,  
would probably have produced a d i f f e r e n t  r e su l t  and which could 
not have been discovered i n  time t o  move fo r  a new t r i a l  under 
sect ion 4404; o r  

(3) fraud, misrepresentation, o r  other misconduct of an adverse 
party..  (emphasis added). .I' 

With respect t o  the  f i r s t  bas is  upon which pe t i t ioners  request a new 
hearing,  pe t i t ioners  a l l ege  a s  follows: 

11(1) Without p r io r  not ice ,  o r  request fo r  addit ional  
information, t h e  Division, and the  Administrative Law Judge, both 
placed s ign i f i can t  re l iance  on an erroneous assumption t h a t  the 
Pe t i t ioner ,  Colin W. Getz, was a member of the Board of Directors 
of Norstar Bank of Upstate New York. I t  is c lea r  from a reading 
of the  testimony t h a t  the  Pet i t ioner  was discussing h i s  part-time 
attendance a t  t h i s  advisory board meetings [ s i c ] ,  without making 
t h e  d i s t inc t ion ,  which the  Administrative Law Judge fa i led  t o  
understand, t h a t  the  advisory board was not the  pr incipal  Board of 
Directors of t h e  corporation. " 

The d i s t inc t ion  which pe t i t ioners  seek t o  be made on rehearing does not 
cons t i tu te  newly-discovered evidence which could not have been discovered a t  
the  t i r e  of the  ini t ia l  hearing nor which would have produced a d i f ferent  
r e s u l t .  Contrary t o  pet i t ioners '  asser t ion,  they were on notice pr ior  t o  
the  i n i t i a l  hearing t h a t  they were t o  prepare t h e i r  case and submit evidence 
t o  carry  t h e i r  burden of proof. I n  any event, the d i s t inc t ion  t h a t  
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petit ioners seek on rehearing -- t ha t  pet i t ioner  Colin Getz was a member of 
the advisory board and not the principal Board of Directors of Norstar Bank.. -- was not relevant t o  the determination. The only reliance in the --- - -' -
determination placed on Colin Getz's board membership was the e f fo r t  made by 
him t o  f u l f i l l  h i s  duties on the board, in part icular  h i s  attendance record 
which indicated h is  continued t i e s  t o  New York State. 

With respect t o  the second basis fo r  rehearing, pet i t ioners  al lege a s  
follows: 

"(2) The Petitioner t e s t i f i ed  tha t  'the adult son of the 
Petitioners lived in the i r  former principal residence in Delmar, 
New York, and had continued t o  do so fo r  a amber of years. The 
Administrative Law Judge seemed t o  place part icular  significance 
on th i s  fac t ,  and that  somehow the adult  son of the Petit ioners 
was rel iant  upon the Petit ioners,  and that  Petit ioners returned to 
New York, periodically, t o  somehow care for  and/or support said 
adult son. It is respectfully submitted tha t  appropriate 
evidence, t o  w i t  testimony by the adult  son, as t o  h is  employment 
status,  militasy service, and other matters should be presented t o  
properly focus the attention of the  Administrative Law Judge an 
the insignificance of the t o t a l  fac ts  connected herewith and t o  
dispel the erroneous conclusions and inferences dram by the 
Administrative Law Judge therefrom. " 
Again, petit ioners misconstrue the basis of the determination. Indeed, 

i n  the determination I specifically rejected the Division's conclusion tha t ,  
as  a devoted parent, "living witb Douglas for  six months each year war r 
matter of pr ior i ty  t o  H r .  Getz." With reference t o  children, I 
stated the following: 

"[TIhe f ac t  tha t  petit ioners have two sons and three grandch t ldrui 
in Delmar may explain why pet i t ioners  chose Delmar t o  spend the i r  
summer months and December holidays but is not conclusive aa to 
p t i t i o n e r s '  intent with respect t o  a change in  domicile. 
Mr. Getz's references t o  h i s  son Douglas (m,Finding of Fact 
' 8 ' )  were made in response t o  questions concerning h is  son'. 
caretaking and financial responsibi l i t ies  with respect t o  the 
Delmar house and his  decision t o  maintain the Delmar house, but do 
not imply, a s  does the ~ i v i s i o n ' s  counsel, tha t  it was a pr ior i ty  
for  H r .  Getz t o  l ive with his son Douglas for  six months of racb 
year." 

In addition, the f ac t  that pet i t ioners '  son resided i n  the Delmar teridance 
did not, as  implied by petit ioners,  work i n  petit ioners '  disfavor. the 
determination contained the following statements on th i s  matter: 

"[P J e t i t ioners ' maintenance of the  New York residence war 
multipurpose. It not only provided petit ioners with a place to 
stay during v i s i t s  but a l so  provided petit ioners '  ron witb a place 
t o  live. The fact  .that petit ioners a l so  owned a second Nou fork 
home for  the sole  purpose of providing financial assistance t o  
another son...and made a similar of fe r  t o  a daughter l iving in 
Georgia supports petit ioners '  claim tha t  the maintenance of the  
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family home was fo r  the  convenience of t h e i r  son a s  well a s  fo r  
themselves. In addition, pe t i t ioners '  decision t o  maintain the  
New York residence apparently involved ce r t a in  t ax  planning 
choices with respect t o  the  d isposi t ion of t h e i r  e s t a te .  In sum, 
pet i t ioners  have dispelled the notion t h a t  t h e  New York home was 
maintained purely out  of sentiment, fee l ing o r  any sense o f .  
permanent association." -

Contrary t o  pe t i t ioners '  asser t ion,  nowhere in the  determination was it 
s ta ted  o r  inferred t h a t  pet i t ioners '  adul t  son was dependent o r  r e l i a n t  on 
pet i t ioners  fo r  care  or support. Notwithstanding the  baselessness of 
pet i t ioners '  contentions, pet i t ioners  may not use a motion f o r  rehearing t o  
r e l i t i g a t e  i s y e s  and present addit ional  evidence t h a t  was avai lable  a t  the  - .- - - .  . -
time of the hearing. 

With respect  t o  pet i t ioners '  request tha t  an amended determination be 
issued t o  correct  a typographical e r ro r ,  pe t i t ioners  had made a p r io r  
request on the  sane matter by l e t t e r  dated May 11, 1992. In response t o  
t h i s  pr ior  request, I sent  t o  pet i t ioners  a l e t t e r  dated Hay 12, 1992 
wherein the following was s ta ted:  

"~nasmuch a s  you have already taken an exception and I no longer 
have the  record in the above-entitled case, I w i l l  not f i l e  an 
amended decision.  

I appreciate your l e t t e r  giving me t h e  opportunity t o  make t h i s  
correction t o  footnote 7 on page 12 of the decision. However, 
t h i s  e r r o r  may be pointed out t o  the  Tax Appeals Tribunal on your 
except ion. " 

Since t h e  d a t e  of t h i s  l e t t e r ,  pe t i t ioners '  motion f o r  rehearing was 
f i l e d  with the  Tax Appeals Tribunal and referred t o  t h e  Division of Tax 
Appeals. Inasmuch as the  record is now before me on t h i s  motion, an amended 
determination correct ing the  typographical e r ro r  contained i n  Finding of 
Fact "20" w i l l  be issued and attached t o  t h i s  order. The l a s t  sentence in 
footnote "7" on page 12 of the  determination w i l l  now s t a t e  t h a t  pe t i t ioners  
conceded t h a t  they spent over 183 days in New York S t a t e  in 1987 (instead of 
1988 a s  incorrectly s t a t ed  in the  determination issued on Harch 12, 1992). 
I t  should be noted, however, t h a t  in the  tiarch 12, 1992 determination, 
Conclusion of Law "B" correct ly  s ta ted  t h a t  ' l [p]e t i t ioners  concede tha t  they 
owe income tax  f o r  t h e  year 1987." 

In a reply a f f i d a v i t ,  ' counsel appears t o  r a i s e  the fu r the r  
argument tha t  pe t i t ioners  were not given a f u l l  and f a i r  opportunity t o  
present a l l  the  f a c t s  and circumstances a t  hearing because they "[were] not 
given f a i r  warning o r  even a le r t ed  t o  the  probabi l i ty  t h a t  t h e  issues may 
well be decided upon a narrow finding, which has ne i the r  been f u l l y  
investigated o r  f u l l y  presented, and which i s  a very narrow, f i n e  and 
d i s c r e t e  matter of law." Pet i t ioners '  counsel a l s o  asser ted  t h a t  the 
audi tor  i n  t h e  case made no inquiry t o  explore t h e  nature of pet i t ioners '  
country club membership o r  membership on a business advisory board, "church 
a f f i l i a t i o n s ,  o ther  soc ia l  clubs, business connections, o r  o ther  socia l  and 
non-social ac t iv i t i e s . "  
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Contrary t o  p e t i t i o n e r s *  asse r t ions ,  the re  was no indication during the  
course of t h e  hearing t h a t  pe t i t ioners  were not aware tha t  they had the  
burden of proof with respect  t o  t h e i r  case o r  t h a t  a l l  relevant ev,ideance &I 
support of t h e i r  posi t ion was t o  be presented a t  t h e  hearing date. ---

. -.... 
In  t h e  Notice of ~ a a r i n g ,  dated nay 21, 1991, which s e t  t h e  hearing 

d a t e  on June 10, 1991, p e t i t i o n e r s  were advised a s  follows: ' - -.. 

"Except as  otherwise provided by law, t h e  pe t i t ioner  has the' 
burden of proof and must e s tab l i sh  by a preponderance of the '  
evidence t h e  f a c t s  necessary t o  show t h a t  the re  is no deficiency 
o r  tha t  a refund is due. Such proof map be made by sworn .. 
testimony of the  pe t i t ioner ' s  witnesses o r  by documentary o r  o ther  
evidence introduced during t h e  course of t h e  hearfag." 

Pet i t ioners  were fu r the r  advised at  both t h e  commencement and conclusion of 
the  hearing t h a t  a l l  evidence in t h e  case  was t o  be presented during t h e  
hearing (Tr. a t  5, 118). Tbe p a r t i e s  a l s o  were advised a t  t h e  commencement 
of the  hearing of t h e  following: 

"1f there  a r e  any questions a t  any time regarding the  procedures 
we w i l l  follow, j u s t  request c l a r i f i c a t i o n  from me and we may s top  
and t r y  t o  resolve any questions you may have" (Tr. a t  5 ). 

Again, a t  t h e  conclusion of t h e  hearing, t h e  p a r t i e s  were queried a s  t o  
whether the re  were any fu r the r  i ssues  t h e  p a r t i e s  wished t o  r a i s e  (Tr. a t  
119). 

A t  no time during t h e  course of t h e  hearing did  pet i t ioners  g ive  any 
indication t h a t  they d i d  not  understand t h e  p rocduras  fa presenting 
evidence o r  t h a t  t h e  case would be decided on t h e  evidanca presented during 
the  hearing. Indeed, p e t i t i o n e r  Mr. Geta s t a t e d  t h a t  he had consulted with 
f inancial  advisors  on t h e  domicile i s sue  and had read the  case law on t h i s  -
topic  as  well (Tr. a t  42-63, 62-63; Determination, dated March 12, 1992, p. 
3, f tn .  2). Although H r .  Gstz t e s t i f i e d  t h a t  t h e  case law was "obtuse" 
concerning t he  requirements f o r  changing one's doaic i le ,  it was c lea r  from 
h i s  testimony t h a t  he understood he was responsible for demonstrating t h a t  
he had changed h i s  domicile. 

Final ly ,  p e t i t i o n e r s '  complaint t h a t  t h e  ~ i v i s i o n ' s  audi tor  failed t o  
inquire a s  t o  p e t i t i o n e r s  ' church a f f i l i a t i o n s ,  etc. is i r re levan t  inasmuch 
a s  pe t i t ioners  had t h e  opportunity and burden of presenting a11 t h e  evidence 
in support of t h e i r  case  a t  the  formal hearing. I n  saa, the re  is no bas i s  
t o  pe t i t ioners '  a l l ega t ion  t h a t  they were deprived of t b e i r  r igh t  t o  a f u l l  
and f a i r  opportunity t o  present t h e i r  case. 

Accordingly, pe t i t ioners '  motion f o r  rehearing is d e n i d ;  . 
- .  

DATED: 	Troy, New Pork 

Ju ly  16, 1992 


. - .--.. 	 - . 
fa/ I f a r i l G  Uann - ~ a u l k n e t  
ADMINISTRATIVE L A W  JUOGE 
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"...depends on the totality of facts in a particular case." 
Matter of Evans,Tax Appeals Tribunal, June 18, 1992. 

Robert Plautz, Esq. 
330 Madison Avenue 

New York, N.Y. 10017 
Tel: (212) 682-5500 

I. Domicile, Tax Law 5 605(b)(l)(a). 

A Matter of Gray, Tax Appeals Tribunal, May 25, 1995. 
Years at issue, 1987 and 88. Petitioners life long residents of Syracuse, N.Y. 

Owned substantial corporation in Syracuse. Friends, family and other social ties there. 
Bad health starts in early 80's and starts to plan for retirement. 1984, buys property in 
Georgia. Doesn't work out. August 85, rents condo for one year in Florida. Fall of 
'85, starts looking for property to buy in Florida. November 86, buys property in 
Florida. Rents another condo in Florida from December 86 to May 87. Rents another 
condo in Florida from September 87 to October 88. Note: not in Florida summer of 87. 
But did start plans to build in Florida starting in November 86. Home in Florida 
eventually built for $619,000. Moves into Florida home in December 88. 

Meanwhile, back in Syracuse, in 1981, starts to plan to sell business. Son not 
interested. "Considered sale to the employees through stock option plan, but this 
proved not to be feasible." Dates and firmness of this activity not set out or given. "In 
about 1984", starts to arrange to have the business sold to third party. Finds buyer in 
"late 1986" and negotiations begun. Announces sale August 12, 1987, closes 
September 15, 1987. 

With respect to Syracuse home, partnership formed in January 87 to give house 
in Syracuse to children over time. 40% given in Febmary 87. 

Tax Appeals Tribunal af3irms ALJ hdings of fact which include, "the record 
clearly establishes that the Grays had formed an intention to establish a Florida 
domicile late in 1985 and took numerous concrete steps towards f d f i h g  that 
intention." But taxpayer loses! What's going on here? 



B.  Matter of Erdman, Tax Appeals Tribunal, April 6, 1995. 
Years at issue 1986 and 87. Wife was a domiciliary of Florida since 1975. 

After first husband dies, marries New York domiciliary in 1986. AW holds wife a New 
York domiciliary for 86 and 87 notwithstanding "the only connection [wife] had with 
New York was the ownership of a single family residence occupied by her daughter 
and...club membership that had been her former husband'sy' 

Reversed by Tribunal. Husband and wife have separate domiciles. However, 
Tribunal ducks issue that burden of proof is on State given that wife was a domiciliary 
of Florida in 85 and State claimed change for 86. What ever happened to presumption 
that domicile continues! See, Matter of Newcomb, 192NY 238, 84 N.E. 950 (1908). 

C. Matter of Angelica, Tax Appeals Tribunal, March 3 1, 1994. 
Years at issue 1984 and part 1985. Prior to 1984, both husband and wife were 

domicilaries of New York. Husband moves out in January 84 under arrangement to 
pay all expenses for New York home. Husband continues to own New York home 
jointly with wife. Husband buys and moves into condo in New Jersey. Husband 
continues to have substantial business interest in New York. Husband and wife get 
back togaher in June 85. ALJ finds husband never was in New York home during 
period u issue and that couple contemplated divorce during this period. 

Tniunal holds husband had separate domicile for the year and a half period and 
that the continued ownership of "home" and business interest in New York are 
only some factors in determining the "totality of circumstancesyy. 

Statutory residence issue not timely raised. Compare, Matter of Moed, Tax 
Appulr Tribunal, January 26, 1995. 

D. Motrn o/Shunnan, AdministrativeLaw Judge, October 12, 1995. 
Years at issue, 1988,89 and 90. Business in Brooklyn. Historical home Dix 

Hillr. lnng Island-three bedrooms, 3,500 sq.ft.-sold in 1982. 1978 bought home in 
High Frlls. Ulster County-1500 sq. ft-used as a vacation home, sold in 1994. Bought 
home in Florida 198 1-1 500 sq. ft. In 1982, taxpayer buys apartment near business in 
BrooWm sold circa 1986. Sold business in Brooklyn 1985 at age 67. In 1989 
taxpayen buys small studio apartment at Lincoln Center. Various members of family 
stay there from time to time. 

Between 1981 and 1984, spent four months in Florida. Items fiom Dix Hills 
moved to Florida. 1988 and 90, stipulation that taxpayer spent less than 183 days in 
New York. 1989, stipulation that taxpayer spent more than 183 days in New York. 

Cars, voting, wills, friends, doctors, attorneys, accountants, etc.-Florida. Note 
that Dix Hills and High Falls homes were owned at the same time. Therefore, if a 
person can have only one domicile, obviously only one of those homes in the period 
1978 and 1982 could have been the taxpayers domicile. Taxpayers argue that High 
Falls was bought as vacation home in 1978-makes sense. However, taxpayers also 
argue that High Falls continued to be a vacation home even after DiHills home sold in 
1982 and that domicile changed to Florida when taxpayers bought Florida home in 
198 1. Tax Department argues domicile changed from DiHills to HighFalls. 



Taxpayer wins! Query: If burden of proof on the party asserting a change, 
shouldn't burden of proof have been on Tax Department to prove change fiom Dix 
Hills to High Falls? After all, taxpayers owned Florida Home at time of sale of Dix 
Hills home. Issue not reached. 

II. Statutory Residency, Tax Law $ 605(b)(l)@). "...maintainsapennanent place of abode.. ." 

A. Matter of Evans, 106 AD2d 840,606 NYS2d 404 (1993) 
For 12 years taxpayer shares living and other household expenses with a fiend. 

The fiiend is a priest and the "abode" is the friend's rectory which is paid for by the 
church. Taxpayer does not have lease and has no legal right to be there. Stays there 
only during the week. Keeps business clothes there. Could even have friends there. 
Had key and "fiee to come and go at will." Used whatever areas he wished, i.e., 
kitchen, dining room. 

Tribunal holds taxpayer "maintained" the place by making monetary 
"contributions" to the household. Tribunal also holds that the "abode" is "permanent" 
within the meaning of the statute because of "the individual's relationship to the place7'. 
That is, did it for 12years, used it regularly during the week and for more than 183 
days during years at issue. In so many words, Mr. Evans was living there. 

B. Matter of Moed, Tax Appeals Tribunal, January 26, 1995. 
Husband and wife with separate domiciles. Husband stays at wife's home on 

average one day a week. Had key to place but would never arrive unannounced and 
would always call in advance. Husband kept "toilet kit and clean shirt" and "on 
occasion" a suit at wife's place. Husband made payments to wife. Reason for the 
payments not given. Tribunal finds that such payments, whatever their nature and 
amount, are not a quidquo pro for staying at wife's home. Therefore. husband did not 
"maintain" the abode. Nor was it "permanenty' given that access was limited, i.e., 
husband had to call in advance of stays. 

In so many words, unlike Mr. Evans,Mr. Moed was using the place to crash. 

C. Evidence as to day count. 

1. Matter of Avildsen, Tax Appeals Tribunal, August 17, 1995. 
Do not be mislead. Oral testimony might not be sufficient U'hile the taxpayer 
in Avildsen did not introduce a diary, he did introduce schedules prepared by 
accountant and had a secretary testify that: 

"At the hearing, Ms. Fetherolf testified that fiom her pmonal knowledge 
and review of the source material [which included a i h c  bills] including 
desk diaries and calendars she kept, that the schedules furnished to the 
auditor on August 4, 1989 listing petitioner's location on each day of the 
years in question were accurate. (Bracketed material added) 



The Tribunal also said: 

"IfMs. Fetherolf's testimony had simply been a general statement that 
petitioner was not present in New York for more than 183 days each 
year and was based simply on her recollection of events occurring five 
years ago, rather than on records she had made of these events, it is 
doubtfbl that the Administrative Law Judge would have found the 
testimony credible. Further, in the unlikely event that an Administrative 
Law Judge would find such a general statement, based solely on 
recollection, credible, it is possible that we would find such general 
testimony insufficient to satisfy the petitioner's burden of proof. 

2. Matter of Annel, Tax Appeals Tribunal, August 17, 1995. Taxpayer won but 
introduced the following evidence: 

"Petitioners introduced into evidence a letter f?om Ms. Pat GriEen, a 
neighbor who watches petitioners' house in Saratoga Springs when 
petitioners are not in New York. Also in evidence is an &davit fiom 
two fiends who reside across the street fiom petitioners' house in 
Saratoga Springs. Petitioners further submitted a letter fiom friends in 
Saratoga Springs who visit petitioners in Florida. Finally, a fourth 
signed statement was submitted by six members of a poker club Mr. 
Annel participates in every Tuesday while in Sarasota. The documents 
corroborate petitioners' position that they travel back to Florida every 
year fiom New York in mid-October and do not return to New York 
until the following May." 

3. Matter of Reid Tax Appeals Tribunal, October 5, 1995. 
In a footnote, Tribunal states, "...taxpayer's burden could be met 

with credible testimony alone," Taxpayer gave credible testimony as to 
"general habit of life" in spending every weekend in Connecticut. 
However, there was corroboration through testimony of a fiend as well. 

4. Compare Avilden, Annel and Reid with Matter of Hirsch, Administrative Law Judge, 
June 13, 199 1, with respect to the year 198 1.. 

5. See also, Administrative Law Judge determination inM o d  supra, for whether five 
minute jaunt into New York to buy food is a day within meaning of statute. 



D. 	Audit Guidelines. 

1. Maner of Veehr, Tax Appeals TsibunaI, January 20. 1994. Dicla: Y ..auditor codd not 
have been expectcd touseguidelines not yet in &ect at the time ofthe audit." Docs 
this mean guidelines are relevant at hearing. Keep in mind that inAM'Idscn the Tribunal 
held that the regulation requiring documentation of days-in and days-out was an audit 
rule and not biding at hearing. Ifso,why should guidelines be any different and be 
binding at hearing? What's good for the goose is good for the gander. 

E. 	Other evidence: 

1. Charitable Contributions, Tax Law 5 605(c). New law. "...themaking of a financial 
contnibutio~@I,[etc] ... volunttering, giving or donation of uncompensated 
time...shall not be used in any manner to determine whcn an individual is domiciled." 
But docs tttis cut both ways, Cana domiciliary of Florida introduce evidence of 
contributionsto Miami UJA. Also, bill provides that not just deductible contributions 
under TRC 5 l7O(c) q u w ;  but also, contributionsto orguktions that must register 
undaState Finance Law 5 179-q(7). Contributions to the latter organizations are not 
neccsady deductible under IRC 8 17qc). 

A 	 Recent cases.AU taxpayer loses. AppeUate Division usually findssubstantial evidence 
and will not distwb finding of the Tribunal. 

1. B d v. TorAppeals Tribunal, 2205 AD2d 852,613 NYS2d 294 (3d Dept. 1994). 
2. m g a n e r  v. Kming,  et aL, 194 AD2d 879,599 NYS2d 312 (3d Dept. 1993) 
3. Komblum v. TaxAppeals D i h d ,  194 AIM 882,599 NYS2d 158 (3d Dcpt. 1993). 

B. But there were somc taxpayer winsat one time. It's not impossible to demonstrate that 
decision is not based on "substantialevidence" or is "arbitrary*'or %-rational". 

1. M c K m  v. Sialc TmCornmim'onl 1 1 1 AD2d 105 1,490 NYS2d 628 (3d Dept. 1985), 
afl68 NY2d 638,505 NYS2d 71(1985). 

2. Bernbach v. Stafe Tax Commission,98 AD2d 559.47 1NYS2d 903 (3 d Dept. 1984) 

C. 	 And there are also some three to two close calls. The following cases should be read for 
different analysis of "substantialevidence test" in the same case. 

1. Mercer v. Stare TarCommision, 92 AD2d 636,459 NYS2d 938 (3d Dept. 1983). 
2.  Wein v. S~rricrTmCommission, 55 AD2d 982,390 NYS2d 686 (3d Dept. 1977),W"cl 

43 NY2d 812,402 NYS2d 396 (1977). But see, Judge Fuchsberg dissent inKIien in the 
Court of AppeaIs Does Newcomb have any validity in the 21st Century? 
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I. 	 Introduction. 


Combined reporting allows a state to apply its 


apportionment formula to the combined "unitaryu tax base 


of a taxpayer and its "unitaryu affiliates, which may 


include some or all a£ filiates, regardless of whether the 


affiliates have business activities in the taxing state. 


B. 	 Generally, the combined report totals the profits and 


losses of all the related unitary corporations, 


eliminates intercompanytransactions,and uses a combined 


apportionment formula that consists of the total factors 


for all the included corporations after elimination of 


intercompany items. 


C. 	 In effect, combined reporting allows a state to ignore 


the separate legal entities by treating a unitary 


business as one combined taxpayer. 


D. 	 Combined reporting is not synonymous with consolidated 


reporting, which is merely the joint reporting of 


affiliated corporations which may or may not comprise a 


unitary business. 


New York State statute and regulations (comparable provisions 


exist for New York City). 


A. 	 New York Tax Law Section 211:4. 


1. 	 Two or more corporations may be required or 


permitted to file on a combined basis if 


substantially all of their capital stock is owned 


or controlled by the same interests and if the 


Commissioner of Taxation exercises discretion. 




2. 	 The Commissioner may not, however, compel the 


inclusion of a non-New York taxpayer in the 


combined report unless he deems such a report 


necessary because of intercompany transactions or 


some agreement, understanding, arrangement or 


transaction in order to properly reflect tax 


liability. 


B .  	 20 NYCRR §§6-2.1 through 6-2.7. 

1. 	 Substantially all of the capital stock of the 


corporations is owned or controlled by the same 


interests; 


2. 	 The corporations must be engaged in a unitary 


business; and 


3. 	 Reporting on a separate basis would distort the 


taxpayer's New York activities, business, income or 


capital, or 


4. 	 In the case of an attempt by the Department to 


require combination including a non-New York 


taxpayer, inclusion must be necessary to properly 


reflect the taxpayer's tax liability due to 


intercompany transactions or agreements or 


understandings that would lead to the inaccurate 


reflection of income. 


111. 	Planning opportunities. 


A. 	 Offset the losses of unprofitable affiliates against the 


earnings of profitable affiliates, thereby reducing the 


aggregate state and local taxes paid by the group. 




Even where no 1-sses are involved, the filing of a 


combined report by a group of affiliated corporations may 


still be beneficial due to the impact it may have on the 


combined apportionment factors as compared to the factors 


on a separate company basis. 


Eliminate the adjustment required for expenses 


attributable to subsidiary capital (for those 


subsidiaries included in the combined report). 


Minimize the tax on capital for the group. 


1. 	 Maximum tax on capital is $350,000 on a separate 


reporting basis. 


2. 	 This maximum tax also applies to a combined report, 


regardless of the number of corporations covered by 


the return. 


Eliminate the subsidiary capital tax (for those 


subsidiaries included in the combined report). 


IV. 	Significant controversies. 


A. 	 Distortion requirement. 


1. 	 Distortion will be presumed if there are 


"substantial intercorporate transactionsn. 


2. 	 This is, however, only a presumption, which can be 


overcome. 


3. 	 Numerous issues exist with respect to the 


distortion requirement and the lack of a "bright 


lineu test. 




a. What factors should be considered in 


establishing distortion? 


b. 	 How much distortion is necessary to meet the 


requirement? 


Is distortion a separate requirement when New York 


compels combination? 


The Wurlitzer Com~anv v. State Tax Commission, 

35 NY 2d 100 (1974). 

Matter of Coleco Industries, Inc. v. State Tax 

Commission, 59 NY 2d 994 (1983) . 

Matter of Camwbell Sales Com~ar.:. -:. State Tax 

Commission, 68 NY 2d 617 (19861 . 

Standard Manufacturins Comparv, '--,.., . v. State 
Tax Commission, 69 NY 2d 635 !1%6). 

Petition of Standard Manufactcrl-3 Co., Inc., 


Tax Appeals Tribunal, Februaq C ,  1992. 


Petition of USV Pharmaceutical tcr~oration, 


Tax Appeals Tribunal, July 16, 1552. 


-Petition of Hallmark , , -1r3c, Inc. , 
Administrative Law Judge Ur.::, r;z-..ember 2 5 ,  

1992. 


Petition of Medtronic, Inc,, Tax Appeals 


Tribunal, September 23, 1993. 




i. 	 Petition of Campbell Sales Comwanv, Tax 


Appeals Tribunal, 2ecember 2, 1993. 


j .  	 Petition of Sears, Roebuck and Co., Tax 

Appeals Tribunal, April 28, 1994. 

k. 	 Petition of The New York Times Com~anv, Tax 


Appeals Tribunal, August 10, 1995. 


1. 	 Petition of Emress. Inc., et. al., 

Administ rat ive Law Judge Unit, September 14, 

1995. 

B. 	 Thirty day requirement. 


1. 	 Regulations require that an application for 


combination be submitted within thirty days of a 


taxpayer's year end. 


2. 	 Is an application necessary if all requirements for 


combination are met? 


a .  	 Petition of Autotote Limited, Tax Appeals 

Tribunal, April 12, 1990. 

Petition of Chudv Pawer Co., Inc., Tax Appeals 


Tribunal, April 19, 1990. 


Petition of Penthouse International, Ltd., Tax 


Appeals Tribunal, January 20, 1994. 


Petition of A.G. Becker Paribas Grouw, Inc., 


Administrative Law Judge Unit, April 21, 1994. 




e. 	 Petition o f Mohasco Cor~oration, 


Administrative Law Judge Unit, May 27, 1993, 


affirmed, Tax Appeals Tribunal, November 10, 


1994. 


f .  	 Petition of Exhibitcrrouz,, Inc., Tax Appeals 


Tribunal, October 19, 1995. 


Other issues. 


Passive holding companies. 


Separate line of business distinction. 


Statute of limitations. 


Attribution of expenses to subsidiary capital on a 


combined basis. 


Treatment of gain or loss on the sale of a 


subsidiary. 


Hybrid apportionment formula/factor relief. 


Conclusion. 


A. 	 Review the costs and benefits of filing on a combined 


basis. 


1. 	 This evaluation must include an assessment of which 


companies are to be included in the combined 


report. 




2. 	 In addition, the tax impact of combination must be 


analyzed in the current year, future years, and 


prior years still open under the statute of 


limitations. 


B. 	 Consider the implications of filing on a combined basis 


retroactively in light of the holdings in Autotote 


Limited, Chudv Paper, Penthouse International, A.G. 


Becker Paribas Grow and Mohasco. 


C. 	 If combined reporting is detrimental, review the 


potential exposure associated with forced combination. 


i. 	 The pricing of intercompany transactions must be 


analyzed to determine whether arm's lengzh pricing 


can be established to rebut the presumption of 


distortion stemming from substantial :r.:ercorporate 


transactions. 


2. 	 Consider whether the holdings ;r. Standard 

Manufacturinq, Cam~bell Sales, USV Fkarmaceutical 

and Hallmark Cards provide a basis z c  invalidate 

any previous combined filings. 
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Significant Taxpayer Victory Casts Serious Doubt on Aggressive Use of 

Forced Combination in New York 


by Richard h'.Genetelli, CPA, ofGenctell~& Assocrates, N m  York, New lark, and CCH State Tax 
Advisory Bond Member P a d  H.  Frankel, Esq.. of Morris011 6 Foerster, liar York, l i ex  York \ '/ 

Q199j. R~clurrdM'.Gmctc l i~and Paui h' Frmrirrl 

New j'ork's aggressive use of forced combination to raise 
additional revenue has become a hotly contested issue m recent 
years hluch recent litigation has focused on New York's 
attcmpts to combme hew York taxpayers with their non- 
taxpaver affiliates when the ownership and unitary business 
requirements are met and substantial intercorporate 
transactions exist. In such instances, taxpayers are compelled 
to demonstrate that filing on a separate basis does not distort 
their Income and achvities in New York because intercompany 
activities are conducted on an arm's-length basis. The case 
that follows, Pctrtlon of Expms. Inc., rt al. (NewYork Division 
of Tax Appeals. Admmistrative Law Judge Unit, M A  Nos. 
812330. 812331. 812332. and 812334. September 14, 1995), 
demonstrates that properly equipped taxpayers can 
successfully challenge New York's use of forced combination. 

Background 

In Express. lnc., four retailers of clothing and accessories 
successfully rebutted the pmumptian of distomonstemming 
fromsubstantial invlcorponte transactioarscothatthe Division 
of Taxation could not require each retailer to tile a comburcd 
corporate franchise (incame) tax report with its repective 
hademark affiliate. Theretaiimestabiished that thetrademark 
affiliates were economically viable entities created for 
numerous business and legal reasons. The retailersfurther 
established through ex* tcshmony that their mnsaaiorn 
with the trademark affiliates w m  at arm's length pursuant to 
the regulations and prinoples of lntarul Revenue Code 

Each retailer transferred certain trademarks to a newly 
created trademark protection company in exchange for 1OO.k 
of the trademark affiliate's stock in a nonrrcognition aanvclian 
pursuant to IRC951. Each trademark protection company 
was created for the following businessand legal reasons 

8 to insulate the trademarks from litigation; 

8 to protect the comparuesfrom hostiletakcwerattempts; 

8 to provide a centralized system to deal with the t n d c  

marks on a worldwide basis; 

8 to allow for the future licensing of the trademarks; 

8 toinsurethat theretailoperationswouldnotbedragged 

into lawsuits involving the tradanarks; and 

8 to protect officers and directors of the retail opeations 

from being harassed in litigations. 

The royalty fee charged by each trademark protection 


cornpan!. to its respective retailer/affiliate for use of the 
trademarks was Intended to be arm's length so that the 
companies would not be accused of "naked licensmg." If an 
owner of a mark licenses the mark and does not mamtain the 
nature and quality of the goods on which the mark is used by 
the licensee. the owner can be found to be engaged in naked 
licensing and the mark can be invalidated. 

Upon audit, the Division concluded that eachd e r  should 
have filed a combined report with its respective trademark 
protextion company because each retailer was purportedly 
engaged in a unitary busmess with such affiliate, the ownenhp 
requirement for combination was met, and there were 
substantial intercorporate transactions betweenthecompanies 
which gave rise to a presumption of distortion. At the heamg. 
the Division asserted that three types of intercorporate 
tramactions multed in distortion 

the transfer of the trademarks to the trademark protec- 
tion corpontions; 
H the licensing of the trademarks by the trademark affiii- 
a ta ;  and 
H intercompany loans betweenthe compuus. 

The Division furtha asserted that the "seamless integration" 
of relationships between each retailer and its mpective 
trademark d l i h t e  resulted in "inherent distortion." 

Combined Reporting Not Rquircd 

The Administrative l aw  Judge held that combined reports 
could not be rquudsince the retailerssucassfuily rebutted 
tkpreamption of distortionattheheanng. TheALjfirstnrled 
that thetradcrmrk companies were viablecorpontions. each 
of which was engaged in the regismtion and protection oi the 
mdmrarlcrit owned. TheALJconsidmd the following factors 
in reaching thisconclusion 

H thelegalnecessity of trademark protection by the trade- 
mark companies to protect their assets; 

theutcnsiveactivitiaof the trademark cOmpuLiawith 
rapcct to the protection and registrationof the marks; 
H the numerous .other business reasons for choosing to 
wtea trademark company; and 
H the fact that during the pcnodat issue the trademark 
companies maintained proper corporate form doperated 
throughrrguktshareholdas' dboardof directors' met -  

October 2. 1995 



The ALJ next rejected the Division's argument of ~nherent 
distortlon. stating that such argument would lead to the 
conclusion that the presumpuon of distortion IS ~rrebunable. 
Such conclusion would be contran to the establ~shed line of 
cases that hold that thepresumptlon of distortlon ansing from 
the existence of substanha1 Intercorporate transactrons mav be 
rebutted by a showing of an arrn's-length reiationshp between 

the related corporations (seePetttlon ofstandard M a n ~ ~ b r t u n n ~  
Co.. New York Dvision offax Appeals, Tax Appeals Tribunal, 
DTA No. 801415, February 6, 1992; Pctltlon of USV 
Plrarmnctut~url Corp., New York Divlsion of Tax Appeals, Tax 
Appeals Tribunal,M A  No. 801050. July 16, 1992; Prtitwn of 
trrntpbcll Salts Co.,New York b v a i o n  of Tax Appeals, Tax 
Appeals Tribunal, M A  Nos. 805017 and 805018. December 2. 
1993; Petition of Smn.Rabuck 66..New York Division of Tax 
Appeals, Tax Appeals TribunalM ANo. 801732, April 28,1994; 
Pctitiot~of The N m  Ymk J1ms 6..New York Division of Tax 
Appeals, Tax Appeals Tribunal. M A  No. 809776. August 10. 
1995). 

The AL] then re)cncd the Division's assertion that the 
nonrecognition t n d e m  of the trrdemarks to the trademark 
companies m u l l  in dutomon. The AL] found that the 
nonrecognition aurrfm tuadamrks exchanged for 1Whof 
the trademark corponnm'sstock)werearm'rlength transfers 
since the value of r cwpartum'rstock is,by definition, equal 
to its assets. 

F i y ,  the ALJNLcdthat apnmtimony established that 
intercompany royalty ud mlcmt ram were at arm's length, 
thus rebutting the pmumpoar of duortronarisingfrom the 

Income Taxes- c o n h n d  horn page 3 

Nexus Shown Between State and 
Corporation Generating Income 

The business presence and activities in New York of 
corporations whose securities generated investment 
income for a taxpayer provided the requisite nexus for 
imposition of corporation franchise(income)tax on the 
investment income. 

The taxpayer was a multinational corporation, in- 
corporated in Delaware, with activities in all 50 states. 
Its main areas of business included automotive, a em 
space/electronics, industrial/energy, and forest prod- 
ucts. The taxpayer had investment income from vari- 
ous high technology companies but had nothing to do 
with the business activities of those companies. 

The Due Processand CommerceClauses of the US. 
Constitution prohibit a state from taxing the income of 

existence oisubstantial mtercorporate transamom. Fm!.exper; 
testmony demonstrated that royalty rates jell w i t h  an arm 5 -

length range under the comparable-profits method, a method 
specified m the regulations under IRC 9 6 2  as availabie to 
determine the arrn's-length character of a controlled transier 
of intangibie property This finding was supported by further 
expert testimony that. under a rate-of-return analvsls, rovalt!. 
rates paid bv the retailers to the~r respectwe trademark affiirates 
were consistent with arm's-length rates. 

Second, expert testimony demonstrated that interest rates 
on the loans made by the trademark comparues to the retailers 
fell within the safe haven range as provided for in the 
regulations under LRC 982. Consequently, the Drvision could 
not require the retailers to file combmed reports with the11 
respectwe trademark affiliates. 

Conclusion 

The Expms, inc. decision exemplifies the aggressiveness of 
New York in pursuing combination. More importantly, it also 
demonstrates that taxpayers cansumssfully challenge forced 
combination with proper analysis and a purposeful showing 
of the faas underlyingthe case. 

[The views expressed above are those of the individual 
authors and not necessarily those of CCH or the State Tax 
Advisory Board.] 

\'I Fhctiord W. Genetelli was on expen wmess. and 
PoulH.hunkelrepresentedmepetihonenalongwim nolle 
LHyansandClolgB.Fields. 

a nondomiciliary corporation unless there is some nexus 
between the income and the state. The tax at issue was 
imposed on investment income and was allocated by 
an adjusted investment allocation percentage pursu- 
ant to @103(b), T&xLaw. Since the investment alloca- 
tion percentage was calculated based on the stock 
issuer's New York State activities, it clearly reflected 
the issuer's business presence in New York. 

Further, it was not required that a unitary business 
exist betweenthe taxpayer and the companies in which 
it invested in order to support imposition of the tax. 
Each of the issuers of stock had a connection with New 
York, which was expressed in the taxpayer's invest- 
ment allocation, and this connection was sufficient to 
support the tax imposed on the income generated by 
the stock issued by these corporations. (Allied Signal. 
Inc, New York Division of Tax Appeals, Tax Appeals 
Tribunal, DTA No. 806120, September 7,1995.) 

INCOME TAXES 




Planning Strategies to 

Reduce State and Local 


Income/Franchise Taxes 

and Improve Profitability 


State and local i'.stn~.e")taxes have become increasingly more impor- 
tant and costly for businesses. In many cases, the state tax burden is 
greater than the federal tax burden, particularly when profits are 
marginal. Consequently, it is important to minimize the state tax 
burden by implementing the appropriate planning strategies. In fact, a 
hagnostic review of a taxpayer's state tax posture should generally be 
undertaken periodically to determine if all available tax planning op- 
~ortunitieshave been considered. The followine is an overview of var- - ~- - - - - -~ - - - - - -x - - - - - - - - - - - -
ious planning strategies that can reduce a company's overall state in-
come/franchrse tax burden and ultimately increase its bottom line. 

TAX CONSIDERATIONSBEFOREFORMINGA CORPORATION 


State tax planning should begin before forming a corporation. 
Companies often focus primariiy on nontax considerations when 
forming a corporation; however, signhcant tax savings may be gener- 
ated by adopting the appropriate strategies when forming a corpo- 
ration. 

Choosing a particular state of incorporation may have signhcant 
tax implications. Most states require a domestic corporation (i.e., a 
corporation incorporated in a state) to file an income/franchise tax re-
turn regardless of whether the corporation is actually conducting 
business in the state. Such filing responsibiiity can result in a costly 

Richard W. Genetelli, CPA,is the founder of the suu and locd tax consuiting firm 
of Genetelk & Associates, New York, NY. h o u s i y ,  he was a P ~ m e rfor tea y u n  in 
the New York City office of Coopen PI Lybruld, having sewed as the natiorul and re-
gronal leader of the state and local tax pracucc. He is a member of both the New York 
State Society and American Institute of Cemfied Public Accoununu, and an assistant 
professor at the Lubin Graduate School of Business, Pace University. David B. Zigman, 
JD, is a Senior Associate with Ccnetelli & Associates. He is a member of the New 
York State Bar Association. 



tax burden. For example, many corporations are incorporated in 
Delaware for nonrax reasons. Delaware, however, imposes an annual 
franchise tax on domestic corporations (generally based on authorized 
capltai stock) ior the privilege oi incorporation that can be as high as 
S150,OOO in certain instances.' Similarly, New York State imposes a 
franchise tax [generally based on the greatest of an income, a capital, 
or an alternative minimum, plus a tax on subsidary capltal) on do-
mestic corporations regardless of whether activities are conducted 
within the State.2 The New York State franchise tax liability of such 
a company may be significant in certain circumstances (e.g., if  the 
corporation has certain passive investments or has substantial sales 
destmed for customers in the State). 

Furthermore, c e r t a i ~  states tax foreign corporations differently 
from domestic corporatio~ls. Such &sparate tax treatment may greatly 
impact a company's tax Lability, and should be considered in select- 
ing a state of incorporaiion. fn Alabama, for example, the franchise 
tax is imposed on domestic corporations at the rate of $10 for each 
$1,000 of capital stock, which consists of the aggregate par value of 
issued stock.3 Foreign corporations, however, are taxed at a lower 
rate, $3 for each $1,000, but on a more inclusive base, that is, capital 
employed in the State4 (not to exceed the sum of tangible properry lo- 
cated in the State and intangible property employed in the conduct of 
business in the ~ t a t e ) . ~  The base includes the aggregate par value of 
issued stock, sluplus and undivided profits, long-term debt, debt to 
certain related corporations, and accelerated depreciation.6 The con- 
stitutionality of the Alabama franchise tax was upheld in W h t e  v. 
Reynolds Metals C ~ r n p a n y . ~  

Another factor that should be evaluated whenever a corporation is 
formed is the type of stock to be issued (i.e., par versus no-par value). 
While there may be certain nontax considerations for issuing no-par 
value shares, the issuance of such shares should generally be avoided 
from a state tax planning point of view. For example, the initial f h g  
fee imposed by certain states on no-par value shares may be higher 
than the fee on the same number of par value shares. 

;. Dcl Code Ann Tit1 8 5 503. 
1-3.1.5RegTaxFranchiseCorpBusnNY :. 

3. Aia code 5 40-14-40 (19751. 
4. Aia Code 5 40-1441(a1(1975). 
5. ALa Code 5 40-14-41(cl (19751. 
6. Ala Code 5 40-1441/b111975). 
7. 558 So 2d 373 11989); ccn den US S Ct 89- 1587 (4 june 19901. 
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FILING RESPONSIBILITIES 

I t  is important 10 review the activities of a company in dete,min-
ing wherher returns are required to be filed in the various states. A 
working knowledge oi a company's acrivities and filing requirements 
provides the overall foundation for state tax planning. For example, ir 
may be possible to shii: certain activities from one state to another in 
order to minimize the overall state tax liabiliry. In determining 
whether a company is taxable ina particular state, one must carefully 
examine the company's acrivities in light of the law, regulations and 
court decisions in that state, as well as decisions of the U.S.Supreme 
Court. Generally, domestic corporations are required to file an in- 
come/franchise tax return in their state of incorporation. Foreign cor- 
porations, however, are generaliy subject to income/franchise tax if 
they quallfy to do business or nexus in a state. 

Ouaiification generally refers to the process in whch a foreign cor- 
poration obtains a-certificate to do business in a state. A foreign cor- 
poration may be required to qua& to do business by a state if ir en- 
ters into repeated and successive business transactions in that state, 
other than transactions in interstate or foreign commerce. If a foreign 
corporation has sufficient activity in a state to require qualification 
but fails to do so, the state may deny the corporation certain rights 
such as access to the courts as plaintiffs, and impose civil penalties. 

The issue of whether a foreign corporation has an income/fra~;.chise 
tax filing responsibility based solely on qualification has been the 
subject of controversy and litigation in recent years. For example, in 
The Kelly-Springfield Tire Co. v. Commissioner of Revenue,8 a for- 
eign corporation's voluntary qualification to do business in 
Massachusetts did not constitute a sufficient business activity to de- 
prive the corporation of the protection of Public Law No. No. '86-272 
(described in detail below). Therefore, the corporation was not subject 
to the Massachusetts corporate excise tax based on mere qualifica- 
tion, since the corporation's only activities in the State did not exceed 
solicitation for purposes of Public Law No. 86-272. A similar decision 
was handed down o heConnecticut corporation business tax in The 
Kelly-Springfield Tire Co. et al. v. Baiorsh. Acting Commissioner of 
Revenue service^.^ In determining the potential for nexus based 
solely on qualification, companies should carefully consider the tax 
implications before qualifying to transact business in a particular 
state. 

8. Mass ATB I5 May 19931. 
9. 228 Conn 137 [l993l. 



Nexus is the contact necessary to subject a corporatior, to a state's 
taxing authority. Generally, a corporation will have income/franchise 
tax nexus if it has a physical presence in a state (i.e., maintains real or 
tangible personal property, stores inventory and raw materiais, or es- 
tablishes an office in a state)or performs services in a state. However, 
a corporation will not have nexus if its activities in a state are w i t h  
the scope of protection afforded by the federal hterstate Income Law, 
Public Law No. 86-272.1° 

PubiicLaw No. 86-272 prevents a state from imposing its income 
tax on a taxpayer whose only activity w i t h  the state is.soliciting 
orders for. the sale of tangible personal property, provided theie orders 
are sent outside the state for approval and, if approved, are filled and 
delivered from 2 stock of goods located outside the state. Public Law 
No. 86-272 apylits only to the imposition of state income taxes, and 
to entities that derive their income from the sale of tangible perssrial 
property, rather &I intangible property or services. 

Throughout the years, the states have offered varying interpreta- 
tions of h b i i c  Law No. 86-272, specifically, what activities-are con- 
sidered to be within the scope of solicitation. Those interpretations 
resulted in considerable litigation throughout the country, which 
culminated in the U.S. Supreme Coun decision in Wisconsin 
Department.of R~venue v. William Wrigley, [r., Co," in which the 
Court set forth a new standard for determining activities protected by 
Public Law No. 86-272. "Solicitation of orders" covers those activities 
that are entirely andary to requests for purchases, that is, those ac- 
tivities that sezve no independent business function apart from their 
connection to soliciting orders. Examples of such activities are the 
use of company cars and free product samples by sales representa- 
tives, since their o d y  puzpose is to facilitate purchase requests. On 
the other hand, "solicitation of orders" does not include those activi- 
ties that a company would have to engage in anyway, but chooses to 
assign to its in-state sales farce. For ennmple, employing salespeople 
to repair or service a company's products is not ancdlary to requesting 
purchases, since this activity will be performed whether or not the 
company has a sales force. In setting for& h s  new standard, the 
Court refused to hold that all post-sale activities as a rule were not 
ancrllary to requests for purchases. 

The Coun also heid that Public Law No. 86-272 incorporates a de 
minimis d e .  Therefore, if a taxpayer's in-state activity other than 
"solicitation of orders" is sufficiently de minimis, the tax immunity 
conferred by Public Law No. 86-272 is not forfeited. On the other 

10. 73 Stat 555 (19591, in US Code 5 381. 
11. 112 S Ct 2447 (19921. 
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hand. ii the activity estabiishes a nontrivial-aciditional connection 
with a taxing state. the de minimis rule does not prevent the loss or 
tax immunity granted by Public Law No. 86-272. 

The protection aiforded by Public Law No. 86-272 can significantly 
limit a corn pan)"^ state tax exposure. However, a cenain amoun; or 
planning is necessan. to insure that this protection is not lost. For ex- 
ample, it is important to establish spec& guidelines for sales person-
nel that conform with the requirements of Public Law No. 86-172 
and, specifically, the wrigley case. These guidelines should be 
memorialized i~ rhe appropriate internal documents and materials of 
the company. Fo? example, the gudelines may be incorporated ir a 
sales manual. that can be given to all sales personnel and used in 
training classes and reminars. In addttion, order fads may indicate 
that orders have not been accepted by sales personnel. By takuig pre- 
cautionary steps, a company may be better able to assen'thirtxhe ac- 
tivities of its sales personnel do not exceed solicitation, whe'r ques-
tioned by a state. 

ESTABLISHING THE RIGHT TO APPORTION INCOME 

If a multistate corporation is required to file an income/franchlse 
tax return in a pamc&r  state, the corporation should determine how 
much income 1s attibutable to the st&e. The law and regularions of 
each state generally contain provisions for appomoning &d/or d o -
cating income within and without the state. Such provisiois should 
be reviewed to determine if all income must be apportioned by a 
statutory apportionment foxmuia, which generally consists of the av- 
erage of three fa,ctors that compare property, payroll, and receipts in 
the state to their counterparts everywhere. The provisions should also 
be reviewed to detennine whether certain passive income, such as 
interest, dividends, and capital gains, qualifies as nonbusiness (non- 
unitary) income that may be allocated [generally to a corporation's 
commercial domicile or the jurisdiction in which the income- 
producing propwcy is located). 

Even when a state does not provide for .the allocation of passive in-
come, such income may generally not be apportioned by a state i f  de-
rived from non-unitary sources. In this regard, certain states, such as 
New Jersey, have taken the position th2 virmnlly all income of a 
corporation doing any business in the state is, by virme of common 
o&ershp, part of the corporation's unitary business and, therefore, 
apportion~b~e. Allied-Signal.Inc.v. Director. Division ofHowever, 
Taxarion,l2 the US.Supreme C o w  held that it was unconstitutional 



for New Jersey to tax a nondomiciliary corporarion on the capiral gain 
it derived from the sale of a minoriry stock interest in anotner 
corporarion when the two corporarions were not engaged in a ur~itar). 
business. 

Allisd-Signal upheld the umtary business principle, as set ionh in 
Mob11 Oil Corp. v. Commissioner o f  Taxes o f  Vermonti3 and Exxon 
Corp. v. Wisconsin Deparrment o f  Revenue,14 and as applied in 
AI.4RCO Inc. v. Idaho State Tax Commission,l5 F. W. Woolworth Co. 
v. Taxation and Revenue Department o f  New Mexico,16 and 
Container COT. of America v. Franchzse Tax Board,17as the appro- 
pripte meaxis of measuring the amount of i x o m e  pamed within a 
staro,.,l'hose cases prescribe the constirutional ( h e  prozess and corn-
merce :::lause) limitations on states attempting to := value earned 

. outside their borders. Pursuant to those cases, the inctcia of a unitary 

business are functional integration, centraiization of management and 

economies of scale. 

ALiisii-Signalprovides further guldance as to when a state n a y  tax 


the ,income of a nondomiciliary corporation. The Coun noted that a 

unitary relationshp between a payor and payee corporauon is not a 

prerequisite to apportionment if a capital transaction semts an opera-

tiona! d t e r  than an investment function. For instaxe, a state may 

include within the appomonable income of a nondomiuku). corpora- 

tion the interest m e d  on short-term deposits in.a bank located in 

another state if such income forms part of the working capital of the 

corporarion's unitary business, even though there is no nuy rela-

tionship between the corporation and the bank. 


Based on the principles enumerated in Allied-Signal,corporations 
should consider whether passive income may be excluded from the 
apportionable tax base in states such as.New Jersey. In addruon, :he 
Allied-Signaldecision should be cited to support any frkng position 
that properly excludes such income from the apportionable ux base. 

. A corporation should also review the requirements for esublrsbng 
the right to apportion income within and without a state. The re-
quirements that must be met in order to apportion income v u y  sig-
nificantly among the states. Common criteria include whether a cor-
poration is canying on business outside the state.18 mamtauung a 

13. 445 U S  425 (19801. 
14. 447 US 207 (19801. 
15. 458 US 307 (19821. 
16. 458 US 354 (19821. 
17. 463 US 159 (19831. 
18. Col Rev Stat 5 39-22-303(21. 
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regular place of business outside the state,19 or is taxable outside the 
stare.zQ 

Generally, a state will seek to t a  a corporation on all oi its income 
unless the right to apportion income has been established. If all or a 
corporation's income is being taxed by a particular state, significant 
tax savings may be generated by establishing the right to apportion 
income outside the state. 

F x  example, corporations that maintain a regular place of business 
outside of New York City may apportion income within and without 
the Ciry by use of a three-factor formula consisting of property, pay-
roll, and receipts.Z1 However, if a corporation maintains all of its 
property and employees in New York City and ,sells products 
throughout the United States, the City would tax all:of the corpora- -

tion's income (i.e., the apportionment percentage would be 100 per-
cent! since the corporation would not have the right to apportion in- 
come. If the corporation set up a bona fide office outside of New York 
City, the right to apportion income would be established, and the tax 
liabiiiry would sipficantly. decrease since, based on the receipts fac-
tor, a substantial portion of income would be apportioned outside the 
City. 

In selecting a state in which to establish such an office, considera- 
tion should be given to the several states that do not impose an in-
come/franchise tax, as well as those that have a relatively low effec- 
tive tax rate. However, before a particular state is selected, a review 
should be made of the various other taxes imposed by the state. For 
example, Washington imposes a business and occupation tax,= and 
Michigan imposes a single business tax,= each of which may be sig- 
nificant. In addition, the potential impact on the corporation's re-
ceipts factor in the various states should also be evaluated. 

FAIRNESS OF THE APPORTIONMENT FORMULA 

The purpose of the appomonment formula is to reflect fairly a 
multistate taxpayer's business activity in a particular state and avoid 
overlapping taxation. That purpose is consistent with the principle 
that a multistate taxpayer must not bear more than its fair share of 
the state tax burden and must not be exposed to multiple taxation not 
borne by those operating entirely w i b  the ~ t a t e . 2 ~  

NJStat Ann 54:lOA-6. 

Pa L No 6 5 401(312.1a1[21,Act of 4 Mvch 1971. 

NYC Gen Corp TaxRuls 11-63(bJ. 

RCWash Ch 82.04. 

Mich CL Ch 208. 

Compiete Auto Transit v Brady, 430 US 274 (19771. 
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If the application oi an apporrionment iormula does nor iairly rep- 
resent the extent oi a raxpayer's activity in 2 state, it may be appro- 
priate to use other methods to determine the amount of income ar-
triburable to the stare. The use of other methods is recognized in the 
Uniform Division of Income for Tax Purposes Act (UDITPAI.Section 
18 of UDITPA provides that, i r  rhe apportionment (and allocarionl 
provisions of the Act do not fairly represent the extent of the tax- 
payer's business activity in the state, the taxpayer may petition for, or 
the tax administrator may require, an adjustment in, or departure 
from, the standard apportionment method. Section 18 lists, as pos- 
sible alternatives, separate accounting, t h ~  exclusion of one or more 
factors, the inclusion of one or more adchtiona! factors, and any other 
method to effectuate an equitable appo~ionment (and allocation) of 
h e  taxpayer's income. 

The next three sections discuss separate a~counting, alternative 
apportionment formulas, and combined repoiring, as alternative 
methods to correct the &stortion of income. These methods arc cLs-
cussed from a planning point of view; hcwever, it is important to 
keep in mind that these methods may also play a role in determining 
the fair attribution of income to the various states. For example, a 
separate accounting analysis 'mybe useful in wessing the fairness of 
the application of the standard apportionment foxmula. Therefore, the 
importlnce of these methods is not limited to tax planning. 

SEPARATE ACCOUNTING IN IJEU OF STATUTORY 

APPORTIONMENT 


Separate accounting has long been recognized as a reasonable 
rntans of amibuting income to a state.25 Dependmg upon a compa- 
ny's ~n-state activities, and the relationship of such activities to its 
out-of-state activities, the company may be able to lower its tax La-
bhry through the use of separatoc accounting. By way of background, 
formula apportionment consider- rncome to be derived from a state in 
proponion to corporate activities in the state, and divides income ac- 
cordmgly. In conjunction with formula appomonment, specific d o -
cation is generally used to single out items of income that lend them- 
selves to precise geographic location. In contrast, separate accounting 
attempts to isolate the activity conducted in a particular state in or- 
der to develop the directly related net income. 

Lf the use of the statutory appomonment formula in a particular 
state does not properly reflect income in that state, a company should 
consider requesting permission to file returns on a separate-account- 

25. Hans Rccs' Sons,inc v N o d  Carolina, 283US 123 l19311. 
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ing basis. TO support the use oi separate accounting, terrain iac:ors 
should generally be focused on: the relationship oi the basmess con-
duc:ed by the division in the state with thar conducted outside the 
state, the level oi interdivisional transactions, and the interaepen- 
dence oi the management oi the in-state division with thar oi the out- 
of-state division. The foregoing iactors are not intended to be an all-
inclusive list. In addition, separate accounting must clearly reflect the 
amount oi income earned in the state. 

Certain jurisdictions favor the use of separate accounting over the 
use of the statutory apportionment formula. For example, in 
Mississippi, separate accounting is preferred, and the use of the ap- 
portionment formula is only permitted if the records necessary to 
support the separate-accounting concept are not available.L6 

MODIFYING THE APPORTIONMENT FORMULA 

As previously mentioned, the statutory apportionment formula in 
most states generally consists of an equally weighted three-factor 
formuia consisting of properry, payroll, and receipts. Cerrain states 
hzve adopted variations to the three-factor formula. For example, 
Massachusetts double weights the receipts factor,27 and Iowa merely 
employs a single-factor receipts formulaP 

A multistate corporation may be able to reduce its tax liability in a 

particular state by m o w i n g  the statutory apporuonmcnt formula in 

cenain instances. If any component of a company's apportionment 

formula appears to be out of line when compared with the other corn- 

ponenrs, or the overall apportionment percentage does not properly 

reflect the activities of the company in the state, the company should 

determine whether authority exists to alter the apportionment 

fonnula. 


Most states allow for the elimination, substitution, or modification 
of one or more of the components of the appomonment formula to 
properly reflect a company's business income or activities in the 
state. However, an adjustment to the appomonment formula is gen- 
erally discretionary and, consequently, permission mutt first be ob- 
tained from the state. For example, Wisconsin provldcs that a corpo- 
ration that proves, to the satisfaction of the Department of Revenue, 
that the use of any one of the components of the three-factor formula 
provides an unreasonable or inequitable apportionment ratio may 
omit that factor when computing the apportionment purentage.29 

26. Miss Code Ann 5 27-7-23(~)[2)IB)(iii).
27. Mass GL Ch 63 5 38(cl. 
28. Iowa Code § 42233.2.b(41. 
29. Wis Stat 5 7 l Z ( l II. 
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If an apponionment formula modification is denied by a state even 
though it seems appropriate, redress may be sought through the iud- 
cia1 process. Many corporations have successfully challenged state tax 
administrators on the issue of modifying the apponionment formula 
when discretionar)l relief is unreasonably withheld. For example, in 
Tambrands. Inc. v. State Tax A s ~ e s s o r , ~ ~the tax assessor's inclusion 
of dividends paid by foreign nation affiliates in a corporation's 
apportionable business income, without incluhng any portion of the 
affiliates' properry, payroll, and receipts in the company's apportion- 
ment formula, violated the due process and commerce clauses of the 
U.S.Constitution. In CrockexEquipment Leasing, Inc. v. Department 
of Revenue,31 a financial corporation that generated 98 percent of its 
unitary income irom intangible property wzs permitted to apportion 
its income to Oregon using an alternative apportionment formula 
that included intangible property in the property factor. The court 
found that the exclusion of intangibles from that factor resulted in an 
unfair reflection of the extent of the company's business activity in 
Oregon. 

A signrficant area in which corporations have sought to m o w  the 
apportionment formula idvolves the taxation of partnership income. 
For example, corporate partners may be required to include income 
from parmershps in the tax base without factor representation for 
this income. This may.result in a disproportionately h g h  apportion-
ment of that income to a state [based on the apportionment factor of 
the corplrate partner) in relati& to the level of activity the parmer- 
ship conducts in the state. An important taxpayer victory regardmg 
this issue occurred in Hornart Development Co. v. Norberg, Tax 
Administrator.32 In Homan Development, the tax admlnlstrator at- 

tempted to tax a corporation's proportionate share of income from 

pannershps located outside of Rhode Island while excludmg a pro- 

portionate share of the partnerships' property; payroll, and receipts 

From the corporation's apportionment formula. The court found the 

:axation of the partnership income manifestly inequitable in &s in-

stance, and allowed the corporation to include a proportionate share 
of the partnerships' apportionment factors in the corporation's appor- 
tionment fonnula. 

An important key to successfully challenging the faimess of an ap-
portionment formula is fully understanding the business of the tax- 
payer. Facts and circumstances generally play a crucial role in deter- 
mining whether the modification of an apportionment formula is ap- 

30. Me Supp iuc' Ct 7 Aug 1991. 
31. 314 Or 122 119921. 
32. 529 A 2d 115 11987). 
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propriate. For example, in The ~MonranaDeoarrmenr o i  Remnue 1.. 
Umred Pcrcel Serr71ce. Inc.,j3 a motor carrier specializing in a na-
tionwide small package pick-up and deliver). semice was entitied to 
use an alternative apportionment method because it  was able to show 
that ior its business, the "mileage method" oi calculating the sales 
factor used by the Department of Revenue overstated the amount oi 
revenue attributable to Monrana. The mileage method is calculated 
by dividing the number of miles traveled by the taxpayer in Monrana 
by the total miles traveled by the taxpayer narionally and multiplying 
the percentage by the total revenue received by the taxpayer. The mo-
tor canier showed that the mileaee method overstated its business ac-

deliver fewer packages than dnvers in any other state, and the average 
revenue per mile varied substantdly from state to state. 

COMBINED REPORTING STRATEGIES 

One planning opportunity that should always be considered in 
mrumizing a company's state tax burden is the filing of returns on a 
combmed (unitary) basis. Combined reporting generally ignores sepa- 
rate legal entities and allows related corporations to repon the tax li-
ability essentially as if  they were one corporation. Filing on a com- 
blned basis pennits the losses of unprofitable af£iiiated companies to 
ofise: the tarnings of profitable affiliates, with the effect of reducing 
rhe overall state taxes paid by the group. Even if  no losses are in- 
voived, a combined report may have a beneficla1 impact on the appor- 
tionment factors, thereby reducing the overall state tax burden. 
S p e c h d y ,  the apponioned income of a combined group may be less 
than the aggregate income apportioned on a separate-entity basis. 

Corporations that may be included in a combined report must be 
determined based on the relevant state tax laws. To q w to fiie on 
a combined basis, most states require that the affiliates be closely re- 
lated through stock ownership and that there be a great number of 
intenelationships or intercorporate transactions among the affiliates. 
The exercise of a high degree of control by .the parent of a group is 
also considered a sigcllficant factor. Such activities are generally used 
in determining whether the affiliates are engaged in a unitary busi-
ness, a subject considered in a number of court decisions.34 

A determination to file on a combined basis must include a thor- 
ough review of which companies are to be included. For example, not 

33. 830P 2d 1259 (19921. 
34. Mobil Oil Corp v Commr Tax Vermont, 445 US 425 119801;Exxon Corp v 

Wisconsrn Depr Rev, 447 US 207 119801. 
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all corporations that are included in a federal consolidated return will 
necessarily qualify for inclusion in a combined report. In addinon, 
cer~ainstates do not allow co.porations organized in a foreign counrT 
to be included in a combined whie other states aggressively 
pursue their inclusion.36 Generally, entities that are not deemed to be 
general corporations (e.g., banks, insurance companies, or other 
specialty corporationsl also .may not be included in a combined report 
with other general corporations in many states.37 In certain instances, 
more than one combination of companies or only selected companies 
or divisional operations may be appropriate. For example, limited 
combinations following a "line of business" or "business segment" -

approach may be appropriate. The tax consequences of filing on a 
combined basis may change dramatically depending on the 
combination; therefore, it is extremely important to consider the 
various alternatives. 

A decision to file on a combined basis must also include an analy- 
sis of the tax impact. Diiferent states approach the combined appor- 
tionment of income in Wferent ways. For example, 'in some states, af-
ter profits and losses of various affiliates are combined and intercom- 
pany transactions are eliminated, income is apportioned accordmg to 
the combined factors of the group.38 Other states combine the income 
of the various members of the group after each member separatel. 
determines its appomoned income to the state,j9 whch  reduces the 
possibility of diluting the state income of a given affiliate with 
signrficant presence in a state by combining income with other 
affiliates with lower apportionment factors in the state. 

In analyzing the tax impact of combination, a corporation must re- 
view not o d y  the current year, but also future years and prior years 
that are open under the statute of limitations. Once a company files 
on a combined basis, it may be difficult to revert back to filing on a 
separate basis.40 Therefore, it is important to determizle the tax effect 
over a number of years, since the effect of combination may be er- 
ratic. The result of unitary taxation in any one year may be mislead- 
ing. For exaxr?lel combined reporting may have minimal tax effects 
in the clurent year but a signrficant impact in future years. 

Depending on the implications of combination, it may be advisable 
to take steps to strengthen or remove unitary relationships to support 
a company's position on combination. The facts and circumstances in 

NY Busn Corp Frandme TaxReg 5 6-25(bl. 
Barclays Bank,PLC v Francfuse TaxBoard of California, 62 USLW 4552 (1994). 
NY Busn Corp Franche Tax Reg 5 6-2.51~). 
NY Busn Corp Franchse Tax Reg 5 4-1.2. 
Conn Gcn Stat 5 12-223aPl. 
NY Busn Corp Franduse Tax Reg 5 6-2.4(dl. 
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each parrlcuiar case will dete.mine whether ir is possibie to restruc-
ture coqorare relationships to be unitan. 

If unitar). starus is desired (because combinarion is beneiicial I,  i t  
may be relativeiy easy to achieve. For example. a formerly "discrete 
business group" [i.e., one not unitary with its affiliates! couid be made 
unita~y in a number of ways, including: exercising day-to-day opera- 
tionzl control oi subsidiaries; creating intercompany transactions; and 
centralizing various functions such as accounting, legal, marketing, 
and capital formation. 

Breaking a unitary relationship (because combination is detrimen- 
tal) is generally more difficult, especially rf a substantial flow of value 
exists among the members of the corporate group. Steps that can be 
taken to weaken unitary ties among companies include eliminating 
common officers and &rectors and reducing common administrative 
functions or centralized financing. When intercompany ties are 
widespread, however, those steps may not be practical and other steps 
should be considered. 

If combined reporting produces an overall tax savings for a group, it 
is generally advisable to use it, since states will actively pursue com- 
bined filing if a deficiency results. Companies should be prepared to ' 

aggressively support the right to file on a combined basis, or con-
versely, to disprove that a combined report is proper when a state at- 
tempts to force combination. In ce- cases, litigation may be nec- 
essary to sustain a company's position. 

New York is a good example of a state where companies have suc- 
cessfully used the c o w  system to sustain a position on combination. 
The combined reporting standards in New York State include stock 
ownership, unitary business, and dist0rtion.~1 Distortion will be 
presumed for a company if there are substantial intercorporate trans-
acrions among that company and the other members of the combined 
g r o ~ p . ~ 2Intercorporate transactions are substantial when thzy ac-
count for at least 50 percent of a corporation's receipts or expen~es.~J 

A line of New York Coun of Appeals cases has deemed the distor- 
tion requirement to be irre1evant when New York attempted to com- 
pel cornbinarion between a non-New York taxpayer and a New York 
taxpayer based on stock ownership, unitary operations, and substan- 

' 

ual intercorporate transactions [see Matter of Campbell Sales Co. v. 
State Tax Commission4 and Matter of Wurk'tzer Co. v. State Tax 
Commission Under Campbell Sales and Wurlitzez, New York 

41. Id at 6-2.1 (a). 
42. Id at 6-23101. 
43. Id at 6-231~1. 
44. 68 NY 2d 617 (19861. 
45. 35 NY 2d 100 (19741. 
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could compel a non-New York taxpayer to file a combmed report ii 
the stock ownershp and unitary business requirrmencs -@:ere ES, 
ancl combination was nc-exary to properly reflect tax liabiiiry be -
cause of substantial interrovoraee transactions (with no opporrunirs 
for the company to  rebut the presumption of distortion) or because oi 
an arrangement under which income was not properly reflected. 

However, in Petition o f  Standard Manufacturing Co.. Inc.," the  
Tax Appeals Tribunal held thal; an opportunity to rebut the presump- 
tion of &stcjrtion m u . .  b? provided when New York seeks to compei 
a combined repcrt bt--we& e non-New York taxpayer and a N& 
York taxpayer and s;;;Sszz~cid irizercorporate transactions exist. Since 
Standard Manufa: .L;T&~ interco~npany transactions based on s~oT!.>L~ 

adjustments related to a ':o,e:;rc.,c 482 audx conducted by the ?W,t i e  
presumption .of Clstcrtio~ w:= rebutted, and a combined repox,: was 
not required. A serie.. of 5 ~bsoquent cases invoiving the invoiuntary 
combination of a non-New Yxk taxpayer followed the rationale .of 
Standard Man~fac tur iug . '~~T'h.us, companies were able to effeci z. 
change in the interpremion of the combined reporting standards in 
New York throilgh the m e  of the court system. 

ELECTING DIFkElENT ACCOUNTING METHODS 

Another way to reduse a company's income/franchse tax liability 

is to use an accounting method for state tax purposes ddferent from 

that wbch is used for fedezd tax purposes. Several states have: their 

own income tax law, an6 ~onsequently, do not use federal taxable. 

income as the starting point in determining state taxable income. Tax 

savings may be a h e v e d  in sash states by electing a different method 

of accounung for state tax purposes. 


For example, it may be possible for cert2in companies to defer state 
income taxes by electing the completed-conrract method of reporting 
for state tax purposes while using the percentage-of-ccmpletion 
method for federal purposes. Other altemativez that may be available 
to defer income or accdezate deductions for state tax are the 
installment method of reporting and an accelerated method of depre- 
ciation. However, the impact of makmg those elections must be care-
fully considered before implementation. 

46. NYS Div Tax App, Tax App Trib 16 Feb 19921. 
47. Petrtron of USV Pharmaccutlcal Corp, NYS Div Tax App Trib 116 iuly 1992); 

Petltion o! Medromc, :r.zNYS Div Ta App Trib (23 Sept 1993);Pcrrrrm of Campbell 
Sales Co, NYS Div T a  :\pp Trib /2Dec 1993). 



lournal or State 1 axarlon 

When filing on a combined basis would be beneiicial but  is nor 
avaiiabie under state law, i t  might be possible to achieve the same re- 
sult by either merging or liquidating corporations. Even aiter a 
merger, some states will seek to derermine wherher the separate ac- 
twities of a corporation are unitar)., and may require income to be al- 
located by separate accounting if the segments are found not to be 
unitary.-'* Mergers and liquidations frequently cany with them federal 
or other state tax implications ie.g., transfer taxes1 that may make the 
transaction undesirable. Therefore, implications should be considered 
before any restructuring. 

It may also be possible to achieve state tax savings by establishing 
a separate subsilary to conduct certain activities. By establishing a 
separate subsidiary, a parent corporation may be able to isolate in the 
subsidiary its activities conducted in a particular jurisdiction, thereby 
minimize its overall state tax burden. The parent corporation would 
no longer have a filing requirement in the jurisdiction [presuming all 
nexus-creating activities of the parent are isolated in the separate 
subsidiary and returns are filed on a separate basis], and the subsidmy 
would only be taxed on the income generated by the isolated 
activities. However, if the operations of the parent and subsilary 
were unitary, the state could require the filing of a combined report 
whch would reduce the benefit of this planning strategy. 

Corporations that earn a signrficant amount of passive income 
from investments may find it beneficial to transfer the investments 
that generate such income to a separate investment subsidmy located 
in a state that offers favorable tax treatment. The existence of the 
subsidiary permits the parent corporation to convert what previously 
was interest income, capital gain, or royalty income from patents and 
copyrights into intercorporate dividends, which are afforded favorable 
tax treatment in most states. 

The formation of an investment subsidmy must be planned care- 
fully, with a view toward both obtaining dividend ncament and min-
imizing the tax on the investment s u b s i w .  The investment sub- 
sidxary should have a bona fide office with appropriate personnel to 
handle its investment holdings. The office should demonstrably be 
the office of the subsidiary, with the title or leasehold in the sub- 
sidiary's name. AU executive decisions made by the subsidtary should 

48. Tranel, Inc v Commonwealth of Pennsylvania,558 A 2d 119891, aff'd per curiam 
by Comm Ct, 593 A 2d 402 (1991);Request for Ruhg,  Gen Corp Taxv Jufy27,1989, 
City oi New York, Dept oi Finance,Office of Lcgd Affan. 



be undertaken, in documented form, at the subsidiary's office. and the 
subsidiar). should generally operate as autonomously as possible. 

The location oi an investment subsidiary must also be caretully 
planned. While it is not possible to generalize what the best possible 
location would be under diverse circumsrances, Delaware and New 
York State should typically be considered. 

Delaware exempts from tax corporarions whose activities within 
the State are confined to maintaining and managing their intangible 
investments, and collecting and dmributing the income from invest- 
ments and from tangible property physically located outside the 
State.49 [Although Delaware imposes a franchse tax on investment 
companies, it can be minimized by limiting authorized shares of capi- 
tal stock to 3,000or less.) 

New York State generally exempts from corporate franchise 
(income) tax capital gains, dwidends, and interest from subsidiary 
capital [as long as no pan of the interest is deducted by the sub- 
s i d . ~ a q ) . ~ ~  

Another planning opportunity that may reduce a company's state 
tax burden is forming of a real estate s u b s i m .  The primary benefit 
of forming a real estate subsihary results from the differences in how 
owned and rented real property are accounted for in a typical appor- 
tionment formula. Owned real property is included in the property 
factor at some valuation, typically origmal cost, net book, or fair mar-
ket value. In contrast, rented real property is typically accounted for 
in the property factor at eight times net annual rent. Dependxng on 
the company's particular factors, the differences among apportion- 
ment methodologies may have a signrficant impact on the appor- 
tionment formula. 

CONCLUSION 

The variations of state tax planning that may be available for a 
Oven entity are as diverse as the number of state taxing jurisdxtions 
and the different taxes that they impose. In h s  complex environ- 
ment, knowledge, planning, and foresight are keys to successfully 
minimizing the state tax burden. Taxpayers' that adapt their state tax 
posture to the current state tax environment can greatly influence 
their state tax liability. With state taxes becoming an increasing cost 
for businesses, state tax planning can have a profound impact on the 
profitability of a company. 

49. Dcl Code Ann Tit1 30 5 1902(b)(8). 
50. NY Tax Law § 2O8.9[a)(l]. 
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New York I?Y 


he deadline is rapidly approaching for calendar Tyear taxpayers in New York to request permis- 
sion to file combined reports. New York State 

and City require that a written request for permission to 
file on a combined basis must be sceived by the State 
and City within 30 days after the close of a taxpayer's 
year end. Therefore, requests for pexmission to file com- 
bined reports from calendar-year taxpayers must be re-
ceived by the State and City no later than January 30, 
1995. In addition, with respect to taxpayers currently 
filing a combined report, a written request for permis- 
sion to include or exclude a corporation from the com- 
bined group must be received by the State and City no 
later than 30 days after the close of the taxpayer's year 
end. Consequently, this is an ideal time for taxpayers to 
review the potential benefits of filing on a combined 
basis or modifying an existing combined group. In con-
junction with these opportunities, taxpayers should fo-
cus on developing the appropriate informatian and docu- 
mentation necessary to support a combined filing. 

Combined reporting can result in significant tax sav- 
ings for a number of reasons. For example, it pexmits 
the losses of unprofitable companies to offset the in- 
come of profitable affiliates. Filing on a combined ba- 
sis may also produce a tax benefit for multistate compa- 
nies as a result of its impact on the apportionment fac- 
tors. In addition, combined reporting generally elimi- 
nates the tax on subsidiary capital in New York, and 
may minimize the tax on capital for an &liated group 
of companies. Finally, combined reporting may negate 
the impact of an expense attribution adjustment, a sig- 
nificant audit issue for many taxpayers. 

In order to file a combined report in New York, general 
corporations must meet the following three require- 
ments: 

(1) Capital Stock-80% or more of the voting stock of 
the corporations in the combined group must be owned 
or controlled, either directly or indirectly, by a member 
of the group or by the same interests; 

(2) Unitary Business-the corporations to be included 
in the combined report must be engaged in related ac- 
tivities or the same or related lines of business; and 

(3) Distortion-filing on a separate basis would result 
in a distortion of the corporation's activities, business, 
income, or capital in New York. The distortion require- 
ment is presumed to be met if at least 50% of a 
corporation's receipts or expenses are derived from 
qualified activities with group members ("substantial 
intercorporate transactions"). 

The State and City require substantial information de- 
tailing that the three requirements arc met. However, if 
such information is not available as of the combined 
report request deadline, it may be possible to perfect a 
request by providing certain limited information before 
the deadline, with detailed information to be provided 
at a later date. It should be noted that although the State 
and City have similar rules for combined reporting, sepa- 
rate rquests for permission must be submitted. 

The 30-day rule. A significant development with re- 
spect to combined reporting involves the enforceability 
of the 30-day rule. The holdings in Petition of Autotote 
Limited, New York State Tax Appeals Tribunal, April 
12, 1990, and Petition of Chudy Paper Co., Inc.. New 
York State Tax Appeals Tribunal, April 19, 1990, make 
it clear that the Department of Taxation and Finance 
("Department") cannot use the 30-day rule as a basis 
for denying a taxpayer under audit from filing on a com- 
bined basis retroactively if all the requirements for com- 
bination are met. New York City has issued a statement 
of audit procedure to the same effect (Department of 
Finance Audit Division, Statement of Audit Procedure, 
APJGCT-3). 

Furthermore, in Petition of Mohasco Corporation, New 
York State Administrative Law Judge Unit, May 27, 
1993, affirmed by the New York State Tax Appeals Tri- 
bunal on November 10, 1994, it was held that the prin- 
ciples of Autotote are not limited to situations where the 
Department makes an audit adjustment that causes a 
distortion which can only be cured by filing a combined 
report. The Administrative Law Judge specifically found 
that where the Department, on its own initiative, exam- 
ined the taxpayer's business records as part of the audit 
process and the records established that separate report- 
ing would lead to distortion, the 30-day rule could not 
be invoked to prohibit combination even though no ad- 



justments by the Division created distortion in the 
taxpayer's income. (Mohmco is also important for its 
determination that a holding company may be part of a 
unitary group even if it does not sell goods or services 
to third parties. The holding company issue is signifi- 
cant for many taxpayers because the results of combi- 
nation may be altered by the inclusion or exclusion of 
holding companies in the unitary group.) 

More recently, the New York State Tax Appeals Tribu- 
nal further amplified the principles of Autorote in Peti-
tion of Penthouse International, Ltd., New York State 
Tax Appeals Tribunal, January 20, 1994. In Penthouse, 
the taxpayer requested permission to file a combined 
report at the hearing that was held after the close of the 
field audit. The Tribunal held that the request did not 
meet the requirements of Autotote because the issue of 
combination was never raised during the audit process. 
The Tribunal reasoned that since the taxpayer did not 
submit the request until after the audit had been com- 
pleted, the Department was denied a "meaningful op- 
portunity" on audit to gather the necessary information 
concerning combination. Based on the holding in Penr-
house, it is important that taxpayers seeking to raise 
combination retroactively do so before the completion 
3f the audit process. 

Another decision of significance regarding the enforce- 
ability of the 30-day rule is Petition of A.G. Becker 
Paribas Group. Inc., NewYork State Administrative Law 
fudge Unit, April 21, 1994. In A.G.Beckec the Depart- 
ment entered into a stipulation with a taxpayer to waive 
:he 30-day rule with respect to a request to file on a 
:ombined basis if the taxpayer could establish the ex- 
stence of distortion on a separate reporting basis. The 
Department had conducted a field audit and decombined 
1 subsidiary because no timely request was made to in- 
:lude the subsidiary in the combined report. The case is 
me of first impression in that the State removed the 30- 
jay rule as an obstacle to permitting a combined filing. 
[t should be noted that Administrative Law Judge Unit 
ieterminations have no precedential value in the Divi- 
;ion of Tax Appeals or any New York State judicial pro- 
:eeding. 

Forced combination with non-New York taxpayers. 
Another significant combined reporting development 
.nvolves the ability of New York taxpayers to contest 
ittempts at forced combination with non-New York tax- 
?ayers. On February 6. 1992, the New York State Tax 
hppeals Tribunal, in Petition of Standurd Manufactur- 
ing Co., Inc., redefined the law in New York with re- 
;pect to the involuntary combination of a non-New York 
:axpayer. The Tribunal held that an opportunity to rebut 
:he presumption of distortion must be provided where 

New York seeks to compel a combined report between 
a non-New York taxpayer and a New York taxpayer, 
and substantial intercorporate transactions exist. A line 
of New York Court of Appeals cases had previously 
deemed the distortion requirement to be irrelevant where 
New York attempted to compel combination between a 
non-New York taxpayer and a New York taxpayer based 
on stock ownership, unitary operations and substantial 
intercorporate transactions (see Matter of Campbell 
Sales Co. v. State Tar Comm. (1986) 68 NY2d 617, and 
Matter of Wurlitzer Co. v. State Tar Comm. (1974) 35 
NY2d 100. Because Standard Manufacturing reported 
intercompany transactions based on adjustments related 
to an IRC 5 482 audit conducted by the Internal Rev- 
enue Service, the presumption of distortion was rebut- 
ted, and a combined report was not required. 

Since the Standard Manufacturing decision, a series of 
cases involving forced combination with a non-New 
York taxpayer have been decided in which an opportu-
nity to rebut the presumption of distortion has been pro- 
vided. Taxpayers who have demonstrated arm's length 
pricing of intercompany transactions have been success- 
ful in contesting forced comb~natlon. For example, in 
Petition of USV Pharmaceutical Corp.. New York State 
Tax Appeals Tribunal, July 16. 1992. the taxpayer re- 
butted the presumption of dlstomon by showing that its 
intercompany transactions ucrr rcponed based on IRC 
5 482 adjustments. In Petition of Campbell Sales Co., 
New York State Tax Appeals Tribunal, December 2, 
1993, the taxpayer was able to establish through expert 
testimony that filing on a separate basis properly re- 
flected its tax liability in Neu York and, therefore, a 
combined report was not requ~rrd.Similarly, in Petition 
of Sears, Roebuck & Co.. Nru York State Tax Appeals 
Tribunal. April 28, 1994. the taxpayer demonstrated 
through expert testimony ha!lnvrcornpany financing 
transactions were entcrcd Inlo under marketplace con- 
ditions so that no distomon w a  present in filing sepa- 
rate returns. More reccntl). In P I I I I W ~of The New York 
Times Company, New Yon Suu Administrative Law 
Judge Unit, July 21, 1994, the wpayer proved through 
detailed documentation and expen vstlrnony by a 5 482 
economist that an intercornpan) cost-sharing arrange- 
ment was the equivalent of an u m ' r  length transaction. 
The Administrative Law Judge rtv~ewed the cost allo- 
cation between the companlcs under the 9 482 regula- 
tions concerning intangibles. and found that costs were 
allocated in the proper relationship to the benefits re- 
ceived. 

In order to rebut the presumption of distortion, it must 
be shown that a combined report is not necessary to prop 
erly reflect the tax liability (that is, that intercompany 



transactions are conducted on an m ' s  length basis). If 
this burden cannot be met, a New York taxpayer may be 
required to file a combined report with i on-New York 
taxpayer based on stock ownership, un a y  operations 
and substantial intercorporate transactions. For example. 
in Petition of HaIimark Car&, Inc., New York StateAd-
ministrative Law Judge Unit,November 25, 1992, the 
taxpayer failed to sustain its burden that a combined 
filing was not necessary to properly reflect the tax li-
ability, and so the combined report was upheld. The tax-
payer did not provide the testimony of an independent 
expert in the field as to the fairness of intercompany 
fees, and did not address whether the true value of the 
combined group's income derived from its New York 
operations could be accurately reflected on a separate 
rttum. In Petition of Medtrvic, Inc., New York State 
Tax Appeals Tribunal, September 23, 1993, combina-
tion was required where the taxpayer did not establish 
that its income would be properly reflected on separate 
returns. Although a federal audit for the relevant years 
had produced no 8 482 adjustments, there was no evi- 
dence that the Internal Revenue Service had examined 
the taxpayer's intercompany transactions, or that such 
transactions were at arm's length under the principles 
~f Q 482. 

Ln light of the above holdings. taxpayers should review 
the potential exposure associated with required combi-
nation in New York. Spckificaliy, taxpayers should re- 
view the pricing of intercompany transactions to deter-
mine whether arm's length pricing can be established to 
rebut the presumption of distortion arising from s u b  
itantid intercorporate transactions. In addition, taxpay- 
:rs should consider whether the above holdings provide 
a basis to invalidate any previous combined filings. 

Expense attribution and combination. Another sig- 
Jficant issue that should be considered in conjunction 
with the filing of a combined report involves the disal-
lowan& of expenses attributable to subsidiary capital. 
By way of background, taxpayers in New York State 
we required to characterize all deductions as either di-
meetly or indirectly attributable to subsidiary, investment 
,r b~siness'ca~ital for post-1986 tax years. Deductions 
hat are directly attributable to subsidiary capital must 
x added back to federal taxable income in computing 
:ntire net income. Deductions that are indirectly attrib 
Itableto subsidiary capital aredetermined by a formula, 
md must also be added back to federal taxable income. 
b s  procedure is also followed by New York City for 
mst-1987 tax years. 

qew York places a strong emphasis on expense attribu- 
ion as a means of raising revenue. In fact, the Depart- 
nent recently issued guidelines outlining new 

procedures for attributing expenses to capitai.The guide- 
lines would not alter existing policy for attributing in- 
terest expense, but might impact the attribution of non- 
interest expenses. 

Certain planning strategies areavailable to minimize the 
impact of an expense attribution adjustment. For ex- 
ample, filing on a combined basis would negate the im- 
pact of an expense attribution adjustment through the 
elimination of subsidiary capital with respect to subsid-
iaries included in the combined report. This strategy 
should be considered in light of the holdings previously 
discussed regarding retroactive combination and the 
enforceability of the 3Oday rule. If combined reporting 
is not feasible, other strategies should be considered, 
including performing an expense attribution study, and 
focusing on the components of the expense attribution 
formula with a view towards reducing the overall attri-

' bution percentage. 

Action plan. Based on the above, taxpayers should 
implementthe following action plan with respect to com-
bined reporting in New York. 

( I )  Review the costs and benefits offiling on a corn- 
b k d  basis. 

-Review which companies should be included in the 
combined repon 

-Analyze the tax impact of combination in the current 
year, future years, and prior years still open under the 
statute of limitations. 

-If combination is beneficial, prepare and timely file a 
written request for permission to file on a combined basis 
(January 30, 1995 is the deadline by which the State 
and City must receive requests for permission to file 
combined reports from calendar year taxpayers). (i) 
Establish detailed documentation supporting the ele- 
menu of combination in conjunction with the combined 
report request. (ii) If such detailed information is not 
available as of the combined report request deadline, a 
simplified request should be submitted, with the &tailed 
information to be provided at a later date. 

--Consider the imp~ications of filing on a combined 
basis retroactively in light of the holdings in Autotote, 
Chudy, Paper; Mohasco and Pmthoure. (i) If retroac-
tive combination is beneficial, this issue should be raised 
as part of the audit process. 

-If combination is demmental, review the potential 
exposure associated with forced combination. (i) Re- 
view the pricing of intercompay transactions to deter-
mine whether arm's ]en@ pricing can be established to 

(I)STATEAND 1 



' rebut the presumption of distortion stemming from s u b  &allow-e of expenses amibutrrble to subsidiary capi- 
stantial intercorporate transactions. (ii)Consider whether rd 
the holdings in Standard Manufacturing and the subse- 
quent cases involving forced combination with a non- --Consider planning strategies to minimize the impact 
New York taxpayer provide a basis invalidate any of an expense attribution adjusmunt. (i) Combined re-
previous combined filings. porting. (ii) Expense attribution study. (iii) Reduction 

[ (2 )  Review rhe poanrial exposure associared with the of the expense attribution percentage. 

(. . . Continued from I? 7) 

by ZM.Solanki, LL.M. 
Research Institute of America 

he Maryland Tax Court Theld that raw materials 
used in manufacturing 

fireplace mantels and flashings in 
Maryland and later installed onto 
real property outside the state were 
subject to Maryland's use tax 
(Thulman Eastern Corporation v. 
Comptroller of the Treasury. Md. 
Tax Ct., Sales Tax No. 622, 11-22- 
94). 

Background. The taxpayer 
manufactured wooden fireplace 
mantels and flashing in Maryland 
using various raw materials in its 
production process. The finished 
products were installed by the tax- 
payer onto real property located in 
as well as outside Maryland. The 
taxpayer didn't pay use tax on the 
raw materials. based on the manu- 
facturing materials exemption under 
Tax-General 5 Il-lOl(f)(3)(ii). The 
comptroller, however, disagreed, 
and assessed use tax on the raw 
materials used in the production of 
property that was ultimately in- 
stalled by the taxpayer onto real 
property located outside Maryland. 

The taxpayer had relied on the 

DECEM~ER19, 1994 

court's prior decision in Compml-
ler v. PPG Industries, Inc., Md. Tax 
Ct.,Sales Tax No. 243.4-16-87, 
where it held that a company that 
manufactured products in the state 
and installed them onto real prop 
erty of purch&ers, both in and out- 
side the state, was exempted from 
paying use tax on purchases of the 
raw materials because they were 
used in manufacturing. The court 
had found that at the end of the 
manufacturing process, but before 
the installation, the raw materials 
had been produced into "tangible 
peisonal property for sale"; and the 
fact that the property was subse- 
quently incorporated on realty out-
of-state didn't affect the character- 
ization of the property or of the 
taxpayer as a manufacturer. 

Court reverses itself. After 
analyzing Tax-General $5 11-101 
and 11-1 02, along with relevant 
case law, the Tax Court reversed its 
prior decision and held that a manu- 
facturer of property in Maryland 
who later on installed that property 
onto realty in another state was 
subject to Maryland's use tax on the 
raw materials used in the produc-
tion of the property. PPG Industries 
misinterpreted the law and held that 
tangible personal property included 
property that was installed onto 
realty. This was contrary to the -

well-established principle that ma- 
terials lose their characterization as 
tangible personal property once 
they are incorporated into a build- 
ing and thus become real 'property. 

Tax-General 3 1 1 -10 1 (f)(3)(ii) 
only excludes "tangible personal 
property in a production activity as 
a material or part of other tangible 

personal property to be produced 
for sale." Because the raw materials 
used ultimately became part of real 
estate at the end of the taxpayer's 
involvement with the materials, the 
exclusion from the use tax didn't 
apply. Although, the taxpayer was-a 
manufacturer of a product that 
qualified as tangible personal prop 
erty before its installation, the form 
of the product as it left the 
taxpayer's hands determined its 
characterization for use tax pur- 
poses. 

Commerce Clause and double 
taxation. The taxpayer also argued 
that the tax violated the Commerce 
Clause of the U.S.Constitution and 
resulted in double taxation since the 
taxpayer also paid a use tax to states 
where it delivered and then installed 
the finished products. The court 
rejected this argument since the raw 
materials being taxed were actually 
used in Maryland, and not in other 
states. 

by JackCummings, fig. 
Womble Carlyle Sandridge & 
Rice, PLLC 
Raleigh, NC 

North Carolina Governor 
James B. Hunt, Jr., has 
announced a proposed 

package of tax cuts and the pm- 
posed repeal of the intangibles tax. 
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Analysis and Planning of 

Section 482-Type Audits at 


State and Local Levels 


T h e  economic recession of the past few years has resulted in decreased 
revenues and budgetary shortfalls for most state and local taxing au- 
thorities (collectively referred to hereinafter as the "states"). In re-
sponse, the states have taken measures to raise additional revenues by 
various means, including tax rate increases, new sales tax impositions 
on services, and aggressive audit policies. Intercompany transfer pric- 
ing is an audit issue that historically was not aggressively pursued by 
the states. Many states did not focus on thls issue for a variety of 
reasons. For example, some states relied on combined reporting, whch 
effectively treats affiliated companies as a single entity, thereby avoid- 
ing the need for a review of intercompany transactions. Other states 
relied on the Internal Revenue Service to address the vanous issues 
related to intercompany pricing, since federal taxable illcome is gen- 
erally the stating psht  in calculating state taxable income. However, 
the need fsr additional revenue has led a number of states to aggres-
sively iocds on "Section 482-type audits." Consequently, it is very 
important from a planning perspective for taxpayers to focus on certain 
strategies to minimize the impact of a state Section 482 adrusunent. 

Richard W. Genetelli, CPA, is the founder of the state and local ux consdung firm 
of Genetelli & Associates, New York, NY.Previously, he was a Panna for un years in 
the New York City office of Coopers & Lybrand, having served as the nat~onal and 
regonal leader of the state and local tax practice. He is a member of both the New York 
State Society and American Institute of Certified Public Accountanu, and an assistant 
professor at the Lubin Graduate School of Business, Pace University. David B. Zigman, 
JD, is a Senior Associate with Genetclli & Associates. He is a member of the New York 
State Bar Association. Cesar E. Bencosme, CPA, is a Senior Associate with Genetclli & 
Associates. He is a member of both the New York State Society and American Institute 
of Ccrtificd Public Accountants. 
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TRANSFER PRICING AND INTERNAL REVENUE CODE 

SECTION 482 


Transactions between affiliated corporations may be negotiated at 
prices that do not reflect fair market value. Such pricing may occur 
because free market conditions are absent when related entities trans- 
act business. As a result, items of income and expense may shft be-
tween related members. At the federal level, such s h h n g  of income 
and expenses may cause income to escape United States taxation. 

Example 1. Presume Company X is a U.S.company, and is affiliated 
with Company Y,a non-U.S. company that conducts no 
business in the United States. If Company Y sells a prod- 
uct to Company X at an inflated price, income will shdt 
out of the United States because Company X's cost of 
goods sold will increase, thereby reducing its federal tax-
able income. Since Company Y is not required to file a 
federal income tax return, the shifted income d l  not 
be taxed by the federal government. 

The promlons for consolidated income tax returns1 may negate 
many uanster pricing issues among affiliated corporations at the fed- 
eral level. Ths is because certain intercompany transactions are gen- 
erally eliminated in the computation of federal consolidated tvrable 
income.' However, the consolidated return provisions are electiveI3 
and the Internal Revenue Service cannot require an affiliated group to 
file on a consolidated bzsis. Furthennore, certain corporations, includ- 
ing those organized outside the United state^,^ are not permitted to 
join in the filing of a consolidated return. As a result, the consolidated 
return provisions cannot completely prevent income and expenses from 
shdting between dfiliated group members. In the above example, in- 
come will shift out of t,he United States irrespective of whether Com- 
pany X participates in a federal consolidated return, since Company Y 
cannot be required to join in such a filing. 

When intercompany pricing issues are not resolved by a consolidated 
income tax filing, the Internal Revenue Service has another means of 
adjusting income and expenses. Internal Revenue Code Section 482 

1. IRC fj1501 et seq. 
2.Reg 5 1.1502-13. 
3.IRC 5 1501. 

4.IRC 5 1504(b)[31. 




State and Local Section 482-Type Audts 


permits the Internal Revenue Service to redistribute, reallocate or re- 
apportion certain items of gross income, deductions, credits or allow- 
ances among affiliated group members in order to prevent the evasion 
of taxes or to more clearly reflect the income of any group member. 
Section 482 attempts to place controlled taxpayers on an equal footing 
with uncontrolled taxpayers by adopting an arm's-length standard for 
pricing intercompany transactions. The arm's-length standard requires 
affiliated corporations to set transfer prices at the amount at which 
the transactions would have occurred between unrelated parties. By 
u u h n g  Section 482, the Internal Revenue Service is able to adjust 
transactions between affdiated corporations to reflect negotiations un- 
der free market conditions. 

At the state level, the shifting of income and expenses between 
members of an affiliated group presents additional issues not relevant 
for federal purposes. As a result of transactions withn an affiliated 
group, income may shdt from one state to another, reducing the group's 
overall state tax liability if such income shifts to a state with a lower 
tax rate. This may occur when income shdts from a taxpayer in a 
gven state to a nontaxpayer in that state that conducts all of its busi- 
ness activities in a lower income tax state. T h s  may also occur when 
income shlfts to a taxpayer with a lower apportionment percentage in 
the gven state that conducts the remainder of its activities in a lower 
income tax state. 

Example 2. 	 Presume Company A is a Texas taxpayer and is affiliated 
with Company B, a non-Texas taxpayer. If Company B 
sells a product to Company A at an inflated price, in- 
come will shft  out of Texas because Company A's cost 
of goods sold will increase, thereby reducing its Texas 
taxable income. Since Company B is not required to file 
a Texas tax return, the shlfted income escapes Texas 
taxation. If Company B is only taxable in a state such 
as Nevada, which does not impose a corporate income 
tax, the shlfted income will not be taxed at the state 
level. Simdar principles apply if Companies A and B are 
both Texas taxpayers, but Company B apportions a lower 
percentage of its income to Texas than Company A and 
apportions the remainder of its income to Nevada. 

INVOLUNTARY COMBINATION OR CONSOLIDATION 
One method used by the states to eliminate the effect of intercom- 

pany transactions is requiring an affiliated group of companies engaged 
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in a unitary business to file on a combined or consolidated basis. Gen- 
erally, under state combined or consolidated reporting provisions, the 
members of an affiliated group compute their state tax base and ap- 
portionment factors as if the companies were a single entity. Pursuant 
to such a filing, intercompany transactions are generally eliminated. 
Whlle the states apply a number of different approaches to determine 
the existence of a unitary business, unity is generally presumed to 
exist if there is a high degree of interrelationship and interdependence 
among the activities of the related companies. 

An affiliated group of corporations can, of course, challenge a state's 
attempt to impose involuntary combination or consolidation. For ex- 
ample, if combination is required, an affiliated group may be able to 
contend that it is not engaged in a unitary business. If such contention 
is supported by the facts, the affiliated members will be permitted to 
file separate returns, since a state cannot constitutionally require the 
combined reporting of non-unitary businesses.= 

An affiliated group may also be able to argue that a state has ex-
ceeded its statutory authority in requiring the group to file on a com- 
bined or consolidated basis. For example, in  Polaroid Corp. v. 
Commissioner of R e v e n ~ e , ~Polaroid and its subsidiaries conducted a 
unitary business in the United States and in numerous foreign coun- 
tries. The Commissioner of Revenue redetermined the Massachusetts 
taxable income of the affiliated group for 1979 and 1980 based on 
worldwide unitary apportionment of the combined income of the re- 
lated members. After receiving an assessment, Polaroid challenged the 
Commissioner's statutory authority7 to employ a unitary business ap- 
proach in determining taxable net income. The c o w  found that the 
Commissioner's authority to use a unitary business approach could 
not be exercised on a selective, case-by-case basis. Rather, such au-
thority was exercisable only pursuant to reasonable rules of appor-
tionment promulgated in accordance with the statutory procedures for 
adopting administrative regulations. Since Massachusetts had not 
adopted such regulations, the court, after also considering the legs- 
lative hstory of the relevant statute, held that the Commissioner ex- 
ceeded his authority in requiring worldwide unitary apportionment. 

An affiliated group may also be able to prevent certain states from 
requiring combination or consolidation if it can demonstrate that such 

5.  See Container Corp of Am v Franchise Tax Bd, 463 U S  159 (1983). 
6. 393 Mass 490 119841. 
7. Mass Gen L,ch 63, 39A. 
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a filing is not necessary to properly reflect the tax liability of the group. 
The necessary documentation to support such an argument may take 
the form of intercompany pricing in reliance on Internal Revenue Code 
Section 482 adjustments, or other reliable evidence showing that in- 
tercompany transactions are being reported on an arm's-length basis. 
The key to prevailing on h s  issue is to establish that intercompany 
transactions reflect economic reality. For example, in Matter of the 
Petition of Standard Manufacturing Co., I ~ c . , ~New York attempted 
to require Standard Manufacturing and its subsidiary to file on a com- 
bined basis. However, because Standard Manufacturing had been the 
subject of an Internal Revenue Code Section 482 audit, and had re- 
ported its income to New York based on the results of such audit, the 
Tax Appeals Tribunal held that combined reports were not necessary 
to properly reflect Standard Manufacturing's franchise tax liability. 

Standard Manufacturing is an important case since it redefined the 
law in New York with respect to the involuntary combination of a 
non-New York taxpayer at a time when the State's authority to require 
such a f i h g  was the subject of controversy and confusion. By way of 
background, the combined reporting standards in New York include 
stock ~thnershlp,unitary business, and distortion (i.e., reporting on a 
separate basis distorts the activity, business, income or capital of a 
taxpayer in the State) req~irements.~ Distortion is presumed to exist 
where substantial intercorporate transactions occur between affdiated 
corporauons.lo 

The presumption of distortion may generally be rebutted by a show- 
ing that combination is not necessary to properly reflect tax liability." 
However, a line of New York Court of Appeals cases had deemed the 
distortion requirement to be irrelevant where New York attempted to 
compel combination between a non-New York taxpayer and a New 
York taxpayer (see Matter o f  Campbell Sales Co. v. State Tax 
Commission l z  and Matter of Wurlitzer Co. v. State Tax 
Under Campbell Sales and Wurlitzer, New York could require a non- 
New York taxpayer to file a combined report with a New York tax-
payer if the stock ownershp and unitary business requirements were 
met and substantial intercorporate transactions existed between the 

8. Div of Tax App, TaxApp Trib (Feb 6, 1 992). 
9. NY Franchise Tax Reg tj 6-2.l(a). 
10. NY Franchise TaxReg tj 6-2.3(a). 
11. NY FranchiseTax Reg tj 6-2.3(d). 
12. 68NY 2d 617 119861. 



Journal of State Taxation 


companies (with no opportunity to rebut the presumption of distor- 
tion). 

The determination in Standard ManufactLuing explicitly disap- 
proved of the analysis used by the Court of Appeals in Campbell Sales. 
The Tax Appeals Tribunal held that an opportunity to rebut the pre- 
sumption of distortion must be provided where New York seeks to 
compel a combined report between a non-New York taxpayer and a 
New York taxpayer, and substantial intercorporate transactions exist. 
Since Standard Manufacturing reported intercompany transactions based 
on adjustments related to a Section 482 audit conducted by the Inter- 
nal Revenue Service, the presumption of distortion was rebutted, and 
a combined report was not required. 

The rationale of Standard Manufacturing was followed four months 
later in Matter of the Petition of Campbell Sales Company14 ("Camp- 
bell II").In Campbell II, New York again sought to compel a combined 
report between a non-New York taxpayer and a New York taxpayer 
based only on the stock ownership and unitary business requirements, 
and substantial intercorporate transactions. As in Standard Manufac- 
turing, the petitioner in Campbell II was gven an opportunity to rebut 
the presumption of distortion. Campbell was able to establish through 
expert testimony that filing on a separate basis properly reflected its 
tax liability in New York and, therefore, a combined report was not 
required. Sigdicantly, although an Internal Revenue Code Section 
482 adjustment was not present in Campbell II, the Administrative 
Law Judge looked to the principles Inherent in Section 482 for guid- 
ance. The Administrative Law Judge noted that such principles were 
consistent with the goal of avoiding distortion by implementing arm1s- 
length standards benveen related parties. 

More recently, in Matter of the Petition of USV Pharmaceutical 
Corporation,15 New York attempted to impose forced combination 
with a non-New York taxpayer on facts similar to those in Standard 
Manufacturing. The Tax Appeals Tribunal applied its analysis in the 
Standard Manufacturing decision and afforded USV Pharmaceutical 
an opportunity to rebut the presumption of distortion. USV Phanna- 
ceutical did so by showing that its substantial intercompany transac- 
tions were reported based on Internal Revenue Code Section 482 
adjustments. The Tax Appeals Tribunal concluded that Section 482 

14. Div of Tax App ALJ Unit (June 11, 1992). It is our understanding that the Division 
of Taxation will appcal this decision. 

15. Div of Tax App, Tax App Trib (Jul: - 175 -
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and New York Tax Law Section 21 1.4 share the common purpose of 
properly reflecting income, and that Section 482 adjustments rebut 
the presumption of distortion that arises from a unitary relationshp 
and substantial intercorporate transactions. 

STATUTORY DISALLOWANCE OF INTERCOMPANY 

TRANSACTIONS 


As previously noted, intercompany transactions between members 
of a combined or consolidated income tax return at the state level are 
generally eliminated in computing the tax base. However, many states 
lack the authority to compel the filing of a combined or consolidated 
report. Furthermore, even in those states with such authority, certain 
affhated corporations, such as those not engaged in a unitary business, 
may not be required and/or permitted to file in the same combined or 
consolidated return. In h s  regard, intercompany transactions between 
related entities are generally eliminated only if both entities are mem- 
bers of the same combined or consolidated return. Therefore, the states 
have focused on alternative methods to combination or consolidation 
to reattribute income and expenses among related entities. 

A number of states address intercompany pricing issues by statu- 
torily disallowing certain intercompany expenses and excluding cer- 
tain intercompany income. For example, New York disallows deductions 
directly or indirectly attributable to subsidiary capital, l6 and generally 
excludes interest, dividends and capital gains attributable to subsidiary 
capital.17 Subsidiary capital is generally defined as investments in the 
stock of subsidiaries, plus all indebtedness from subsidiaries (other 
than accounts receivable acquired for services rendered or property 
sold to customers in the ordinary course of business) on which interest 
is not deducted by the subsidiary under Article 9-A, 32 or 33 of the 
New Yorlc Tax Law.'' In New Jersey, interest expense paid directly or 
indirectly to holders of 10 percent or more of a corporation's stock is 
generally disallowed in computing New Jersey taxable income. How- 
ever, a corporation may deduct ten percent of such expense or $1,000, 
whichever is greater. lg 

Last year, Ohlo enacted legislation with the express intent of rnin-
irnizing revenue loss from income shifung between related entities. 

16. NY Tax Law 5 208.9(b)(6)and NY Franchise Tax Reg § 3-2.3(a)(7). 
17. NY Tax Law 3 208.9(a)(l) and NY Franchise Tax Reg 5 3-2.4(a)(1]. 

!8. NY Tax Law 3 208.4. 

19. NJ Stat Ann 5 54:10A-4(k)(2)(E). - 176-
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These "anti-passive investment company" provisions are quite de-
tailed and complex, and generally apply to transactions with invest-
ment or holding companies, rather than transactions with operating 
companies. The legslation disallows, for certain Ohlo taxpayers, in- 
terest expense and intangible expenses, such as license fees and roy- 
alties paid, between certain related O h o  and non-Ohio taxpayers.20 
The law also requires an Ohio taxpayer to include in O h o  taxable 
income its proportionate share of gains and losses of a related non-
Ohio taxpayer from certain stock, security or debt sales or disposi-
t i o n ~ . ~ 'The purpose of dus latter provision is to curtail the transfer 
of ownership of stock or other intangibles to an out-of-State affiliate 
prior to sale to avoid Ohlo franchlse tax. 

STATE SECTION 482-TYPEAUDITS 
Over the past few years, the Internal Revenue Service has placed a 

greater emphasis on transfer pricing as a source of revenue for the 
federal government. Sirmlarly, a growing trend among the states is 
also to duectly audit intercompany transactions to reattribute income 
and expenses among related entities. To facilitate such audits, a num- 
ber of states, including California, have sought and received assistance 
from the Internal Revenue Service regarding Section 482-type issues. 
In fact, the Internal Revenue Service has instituted a program to train 
state auditors to conduct Section 482-type examinations. 

At the state level, Section 482-type adjustmefits are generally ap- 
plied to clearly reflect income between related entities doing business 
in Uferent states. Many states have obtained authority to adjust the 
pricing of intercompany transactions by enacting statutes or regula-
tions sirmlar to Section 482 of the Internal Revenue Code. For exam- 
ple, New Jersey recently adopted regulations which grant the Division 
of Taxation broad authority to make adjustments to receipts, expemes, 
assets and liabilities between certain affiliated entities.22 The regula- -

tions are intended to clarify the Division's position regardmg transfer 
pricing issues, and place New Jersey taxpayers on notice that the Di- 
vision intends to begin examining intercompany and shareholder 
transactions to ascertain whether such transactions reflect economic 
substance and a fair and reasonable tax liability to New Jersey. It should 
be noted that since New Jersey has a two-year statute of limitations 

20. Oho Rev Code Ann 5 5733.042. 
21. Ohio Rev Code Ann 5 5733.04(1]( 
22. NJ Corporate Income Tax Reg § 1 -177-

http:entities.22
http:taxpayers.20


State and Local Section 482-TypeAudits 


for refund claims23 and a five-year assessment period,24 inequities may 
result from the reassignment of income from one affiliate to another 
without the availability of an offsetting credit or refund. 

Alternative authority to perform, in effect, a federal audit at the state 
level is derived from the fact that some states which use federal taxable 
income as the starting point for computing state taxable income pre- 
sume that the correct measure of the state tax base is income required 
to be reported to the federal government. Under such a presumption, 
the state takes the position that an audit of the federal base is appro- 
priate. For example, New York City has aggressively pursued the audit 
of federal income and expense items even in cases where a taxpayer 
has already undergone a federal audit. 

A prime example of a state focusing on the audit of intercompany 
transactions is Connecticut. In an unreported decision, Cigna Corpo-
ration v. Bannon, Commissioner of Revenue Services, State of Con-
n e c t i c ~ t , ~ ~the use of discretionary authority by the Commissioner of 
Revenue Services was upheld in disallowing a loss on a fair market 
value sale of securities between affiliated corporations. Connecticut 
General Statutes Section 12-226a, a provision similar to Internal Rev-
enue Code Section 482, authorizes the Commissioner to adjust items 
of income, deductions and capital, and to elimnate assets in comput-
ing any apportionment percentage, where any agreement, understand- 
ing or arrangement between a taxpayer and any other corporation causes 
the activity, business, income or capital of the taxpayer to be improp- 
erly or inaccurately reflected to Connecticut. The statute further pro- 
vides that where related corporations enter into a transaction with 
each other on terms that create an improper loss or net income, the 
Commissioner may reatuibGte fair profits between the parties. Based 
on this statute, the court held that the Commissioner was within h s  
discretionary authority in disallowing the loss where he contended 
that the transaction between the related entities was not at arm's- 
length and created an artificial loss, notwithstanding that the sale was 
made at fair market value. 

The states, however, have not always been successful in their at- 
tempts to make intercompany adjustments between affiliated corpo- 
rations. For example, in cerrain instances, the adjustments proposed 
by a state have been determined to go beyond the scope of adjustments 

23. NJ Corporate Income Tax Reg § 18:8-6.3. 
24. NJ Stat Ann 5 54:10-A-19.1(b). 
25. 1991 Conn Super LEXIS 1102. 
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that would be permitted at the federal level under Internal Revenue 
Code Section 482. In other instances, a state's proposed adjustments 
may be well w i h n  the permitted scope of Internal Revenue Code 
Section 482, but the state grant of authority to make such adjustments 
is not as broad as that permitted under the federal statute. As a result, 
an increasing number of taxpayers are contesting the reattribution of 
income and expenses among related entities at the state level. From a 
planning perspective, taxpayers should carefully monitor the applica- 
ble statutes, regulations, rulings and cases, and develop the documen- 
tation necessary to support the pricing of an intercompany transaction. 

An example of a successful taxpayer challenge to a state Section 
482-type adjustment is Presto Products, Inc. v. Wisconsin Department 
of R e v e n ~ e . ~ ~  In Presto Products, a subsidiary corporation was per-
mitted to deduct interest paid to its parent on money bonowed at 
commercially reasonable rates during the same year in whch the sub- 
sidiary also paid dividends to the parent. The Department of Revenue 
had attempted to disallow the deduction based on the authority of 
former Wisconsin Statutes Section 7 1.11(7m) [now codifled as Wis- 
consin Statutes Section 71.10[1)), a statute similar to Internal Revenue 
Code Section 482. The Tax Appeals Commission held that there was 
no reason to disallow the deduction in order to prevent tax evasion or 
to clearly reflect income. In doing so, the Tax Appeals Commission 
relied on Treasury Regulation Section 1.482- 1 (b) [ 1),and stated that the 
purpose of the examination under (former) Section 71.11(7ml was to 
determine whether a transaction was conducted on an arm's-length 
basis. 

In another taxpayer victory, Matter of the Petition of Hdton Hotels 
Corporation; Hilton New York Hotel Corporation,27 New York was 
unable to use the authority of New York Tax Law Sect~on 21 1.5, a 
provision comparable to Internal Revenue Code Section 482, to real- 
locate to a subsidiary corporation a gain derived by its psrcnt corpo-
ration on the sale of a hotel owned by the parent. The subject hotel 
was originally transferred from the parent to the subsidiary as a con-
tribution of capital. Subsequently, the hotel was transferred back to 
the parent as a dividend, and was sold by the parent at a substantial 
gain. 

The Audit Division contended that the transfer of the hotel to the 
parent was made pursuant to an agreement, understanding or anange- 

26. 1990 Wisc Tax LEXIS 21. 
27. Div of Tax App, ALJ Unit (Feb 24, 1989). -179-
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ment whch resulted in an improper or inaccurate reflection of busi- 
ness, income or capital to New York w i h n  the meaning and intent 
of the New York statute. Consequently, the Audit Division collapsed 
the transaction by ignoring the dividend and taxing the sale of the 
hotel as if it had been owned and sold by the subsidiary. T h s  resulted 
in a signhcant tax liability since the subsidiary allocated 100 percent 
of its income to New York, whereas the parent allocated only 2.2 
percent of its income to New York. 

The Administrative Law Judge, in the absence of case law inter- 
preting the New York statute, looked to federal case law under Internal 
Revenue Code Section 482, and applied a business purpose standard. 
The Administrative Law Judge concluded that there was no improper 
or inaccurate reflection of activity, business, income or capital to New 
Yorlc because the transfer of the hotel by the subsidiary to its parent 
as a dividend prior to the sale had a valid business purpose. 

Another successful challenge to an attempted state Section 482-type 
adjustment occurred in Chateau de Ville, Inc. v. Commissioner of 
R e v e n ~ e . ~ ~In Chateau de Ville, a Massachusetts parent corporation 
made advances to its out-of-State subsidiaries. There was no intent 
that these amounts be repaid since the subsidiaries were unprofitable 
and needed the funds to remain in business. In h s  regard, no loan 
documents were executed, no interest was charged, and the amounts 
were not generally treated as bona fide indebtedness. 

The Commissioner of Revenue attempted to impute interest on the 
advances under the authority of Massachusetts General Laws, Chapter 
63, Section 39A. The Commissioner contended that h s  statute pro- 
vided h m  with the same powers as conferred on the Secretary of the 
Treasury by Internal Revenue Code Section 482. Chapter 63, Section 
39A (and Section 33) authorizes the Commissioner to make certain 
adjustments in determining the income of a corporation whch is a 
subsidiary of, or is closely affiliated by stock ownership with, another 
corporation. Pursuant to h s  provision, the Commissioner may adjust 
a taxpayer corporation's net income by (1) eliminating payments to 
affiliates which are "in excess of fair value," and (2) including in a 
taxpayer corporation's income "fair compensation" for "commodities 
sold to" or "services performed for" affiliated corporations. In addition, 
the Commissioner is authorized, in the absence of evidence to the 
contrary, to base h s  determination of "such net income" on an affd-

28. 1989Mass Tax LEXIS 27. -180-
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iated group's federal consolidated income or Massachusetts combined 
income as adjusted "by reasonable rules of apportionment." 

The Appellate Tax Board held that the imputation of interest was 
not w i h n  the scope of the Massachusetts statute with regard to ad- 
justments of income between affiliated corporations. Thus, the Com- 
missioner did not have the same broad powers as conferred by Internal 
Revenue Code Section 482. Despite the Chateau de Ville decision, 
Massachusetts has continued the practice of imputing interest on in- 
tercompany advances. Two other cases, AMlWoodbrooke, Inc. v. 
Commissioner of Revenue29 and New York Times Sales, Inc. v. Com-
missioner of Reven~e ,~ '  issue.are currently pending on t h ~ s  

In addition to contesting the validity of a state Section 482-type 
adjustment, taxpayers may be able to implement tax planning strate- 
gies to minimize the impact of such an adjustment. In h s  regard, the 
use of combined or consolidated reporting may provide a sigdicant 
state tax benefit. As previously noted, the members of a combined or 
consolidated report generally compute their state tax base and appor- 
tionment factors as if the companies were a single entity. Pursuant to 
such a filing, all intercompany transactions are generally eliminated. 
Consequently, the impact of a state Section 482-type adjustment may 
be neutralized by a combined or consolidated filing. 

Combined or consolidated reporting may provide other state tax ben- 
efits beyond the scope of intercompany pricing. For example, filing on 
a combined or consolidated basis generally permits affiliated multi- 
state companies to offset the losses of unprofitable affiliates against 
the earnings of profitable affiliates, with the effect of reducing the 
aggregate state taxes paid by 'the group. Even where no losses are in-
volved, a combined or consolidated report filed by a group of affiliated 
corporations may effect apportionment factors to reduce the aggregate 
state tax liability of the group. In New York, filing on a combined 
basis eliminates the tax on subsidiary capital, as well as potential 
expense attribution issues. 

When filing, a combined or consolidated report is beneficial, but if 
such method of filing is not available under the applicable state law, 
the same result may be obtained by either mergmg or liquidating cor- 
porations. However, mergers and liquidations must be considered in 
light of other business and tax considerations. For example, at the state 
level, a liquidation might result in the imposition of various transfer 

29. Appellate Tax Board Docket No 18371 1. - 181 -
30. Appellate Tax Board Docket No 161857. 
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taxes. Therefore, taxpayers must evaluate the costs and benefits of a 
merger or liquidation before entering into such a transaction. 

CONCLUSION 
Given the existing budgetary environment, it can be anticipated that 

the states will intensify their efforts with respect to Section 482-type 
audits in the future. Ths ,  coupled with such corollary issues as -in-
voluntary combination/consolidation and statutory intercompany 
transaction disallowances, will result in a sigmficant increase in the 
state tax liabdity of many taxpayers. 

Taxpayers must closely scrutinize intercompany transactions so as 
to properly position themselves with respect to state tax audits in the 
future. With the appropriate planning, t h s  issue -liite many others -
can be controlled, and the cost associated therewith can be signifi- 
cantly minimized. 



Minimizing State and Local 

Taxes with Combined 

(Unitary)Reporting 


T h e  filing of returns on a combined (unitary) basis is an important 
state and local tax planning opportunity that should not be over- 
looked. In deciding whether to use this filing method to minimize tax, 

. it is extremely important that a taxpayer thoroughly analyze the op- 
portunities and inherent pitfalls related thereto. While the immediate 
benefits of combined reporting may be obvious, the long-term implica- 
tions may not be apparent at the time the initial decision is made to 
file on a combined basis. 

A determination to file on a combined basis must include a thor- 
ough review of which companies are to be included. The concept of 
combined reporting generally ignores separate legal entities and al- 
lows related corporations to report the tax liability essentially as if 
they were one corporation. Combined reporting may not require the 
inclusion of all corporations in a controlled group. In fact, limited 
combinations following a "line of business" or "business segment" 
approach may be appropriate. In certain instances, more than one 
combination of companies or only selected companies or divisional 
operations may be appropriate. The tax consequences of filing on a 
combined basis may change dramatically depending on the combina- 
tion, and therefore it is extremely important to consider the various 
alternatives. 

A decision to file on a combined basis must also include an analysis 
of the tax impact. A taxpayer must review not only the current year, ' 

but also future years and prior years that are open under the statute of 
limitations. Once a taxpayer files on a combined basis, it may be diffi- 
cult to revert back to filing on a separate basis.1 Therefore, it is impor- 

' tant to determine the tax effect over a number of years, since the effect 
of combination may be erratic. The result of unitary taxation in any 

Richard W Genetelli is a partner with Coopers & Lybrand, New York, N?'. The 
author would like to acknowledge David B. Zigman, for his researching and drafting 
efforts in connection with this article. 
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one year may be misleading. For example, combined reporting 1 1 1 , ~ - ,  


have mi: imal tax effects in the current year but a significant impact 

future years. 


This article reviews the general principles of combined report i ng I ], 

both a domestic and worldwide basis, as well as some of the f a d o r \  

that should be considered in determining whether a combined rc!l)rlrt 

might be beneficial. The focus is then shifted to combination in ti:.,, 

major states, New York and California, with an overview of the fililj;: 

environment in each state. 


What Is Combined Reporting? 

Combined reporting is a method of determining taxable inc : c ) l l l l~  
whereby the total income or loss of a unitary group is combin(:(] i l l l ( i  
allocated by the use of a combined apportionment formula. FilinR U I  1 

combined basis permits the losses of unprofitable affiliated c : o r t l .  

panies to offset the earnings of profitable affiliates, with the cff(!c:t 1 1 1  

reducing the overall state and local taxes paid by the group. 
The apportionment formula used to allocate the income of a ( :OII  I 

bined group usually consists of three factors: (I)property in a st iit t !  iI .  

compared to total property; (2) payroll in a state as compared to t I 11;I1 
payroll; and (3)receipts in a state as compared. to total receipts. I < I . ( . I I  
where no losses are involved, a combined report may have a bencfic:;;,1 
impact on the apportionment factors and thereby reduce the ovt!r;rll 
state and local tax burden. Specifically, the apportioned net incom* ~f 

a combined group may be less than the aggregate income apport i(lllc.11 

on a separate entity basis. 
If combined reporting produces an overall tax savings for a grollll. I 1 

is generally advisable to employ this method of reporting, sinco s t i l l l s y  

will actively pursue combined filing if a deficiency will result. (:or/) l l  
rations that may be included in a combined report must bc th!lte1 

mined based on the relevant state and local tax laws. In ortlttr 1 0  

qualify to file on a combined basis, most states require that the i l f l i l i  
ates be closely related through stock ownership and that then! hbJ 

great number of interrelationships or intercorporate transat:t i ( l l l \  

among the affiliates. The exercise of a high degree of control I)! t i l t .  

parent of a group is also considered a significant factor. Thesc ~ 1 1 ~ 

ities are generally used to determine whether a unitary business 
ists; a subject considered in a number of court decision^.^ 

a 'It should be noted that not all corporations that are includtld 
federal consolidated return will necessarily qualify for inclusioll i n  I' 
combined report. Also, certain states do not allow corporations orS6"!. 
ized in a foreign country to be included in a combined report 'chi"' 
other states aggressively pursue their inclusion. Entities that an1 
deemed to be general corporations (e.g., banks, insurance comp;l1lit", 

http:i(lllc.11
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, , r  olllcr specialty corporations) also may not be included in a com- 
I)illad report with other general corporations in many states. 

111 deciding whether combination might be beneficial, one must rec- 
J ,  ize that different states approach combined apportionment of in- 

c:clJllcin different ways. For example, in some states, after profits and 
losses of various affiliates are combined and intercompany transac- 
tiorls are eliminated, income is apportioned according to the com- 
Ilillcd factors of the group.3 Other states combine the income of the 
vilrious members of the group after each member separately deter- 
rnilles its apportioned income to the state.4 Obviously, this latter ap- 
proach negates the possibility of diluting the state income of a given 
;~ftiliate having significant presence in a state by combining income 
with  other affiliates with lower apportionment factors in the state. 

A critical requirement in filing on a combined basis is the existence 
of a unitary business. Ascertaining which companies in a corporate 
group are unitary is often difficult, since the requirements for unitary 
business status are based on loosely defined terms such as "flow of 
value," "contribution and dependency," and "distortion." In determin-
i ng whether a corporate group has a unitary business, guidance can be 
obtained froma number of sources, including legislation, administra- 
tive regulations, case law, and unitary questionnaires. 

After it has been determined whether and to what extent the corpo- 
rate group's business is unitary, the next step is to ascertain whether 
unitary status is beneficial or detrimental. Obviously, management 
will then want to find out what steps can be taken to either strengthen 
or remove unitary relationships, depending on the implications of fil- 
ing on a unitary basis. The facts and circumstances in each particular 
case will determine whether it is possible to restructure corporate 
relationships to either be or not be unitary. If unitary status is desired, 
it may be relatively easy to achieve. For example, a formerly "discrete 
business group" (one not unitary with its affiliates) could be made 
unitary in a number of ways, including exercising day-to-day opera- 
tional control of subsidiaries, creating intercompany transactions, and 
centralizing various functions such as accounting, legal, marketing, 
and capital formation. 

Breaking a unitary relationship is generally more difficult, espe- 
cially if a substantial flow of value exists between the members of the 
corporate group. Steps that can be taken to weaken unitary ties be- 
tween companies include eliminating common officers and directors 
and reducing common administrative functions or centralized financ- 
ing. When intercompany ties are widespread, these actions may not be 
practical and other strategies should be considered. 

When filing on a combined basis is beneficial, but such method of 
filing is not available under applicable state law, it may be possible 
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under certain circumstances to achieve the same result by either 
merging or liquidating corporations. Note that even after a merger, 
some states will seek to determine whether the separate activities of a 
corporation are unitary, and may require income to be allocated by 
separate accounting if the segments are found not to be unitary.5 
Mergers and liquidations frequently carry with them federal or other 
state and local tax implications (e.g., transfer taxes) that may make the 
transaction undesirable. Therefore, it is suggested that these taxes be 
considered prior to any restructuring. 

Combined Reporting in New York 

Combination is required or permitted in New York where substan- 
tially all the capital stock of the corporations is owned or controlled 
by the same corporation or interests, the corporations are engaged in a 
unitary business, and either (I)a failure to file combined reports 
would distort the taxpayer's New York activities, business, income, or 
capital, or (2) in the case of an attempt to compel combination of a 
non-New York taxpayer, combination is necessary to properly reflect 
tax liability because of substantial intercorporate transactions or an 
arrangement under which income is not properly reflected.6 "Substan- 
tially all" is defined as ownership or control of at least 80 percent of 
the corporation's voting stock.' 

The unitary business test for New York is whether the corporation's 
activities are related to the activities of the other corporations in the 
group. such as manufacturing goods or performing services for other 
group members, selling goods acquired from other group members, or 
financing sales of other members in the group.8 The existence of cen- 
tralized management should also be considered in determining 
whether a unitary business exists.9 A holding company that merely 
receives dividends from subsidiaries is not considered to be engaged 
in a unitary business with its subsidiaries.10 

Distortion is clearly a separate requirement in addition to the stock 
ownership and unitary business.requirements where 

A New York taxpayer requests permission to file a combined 
report; 
New York requires a New York taxpayer to file a combined report; 
and 
A non-New York taxpayer requests permission to file a combined 
report. 

Distortion will be presumed if  there are substantial intercorporate 
transactions.11 Intercorporate transactions are substantial when they 
account for at least 50 percent of a corporation's receipts or ex- 
penses.12 Transactions considered to be intercorporate transactions 
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are those that are directly connected with the business conducted by 
the taxpayer, such as: 

Manufacturing or acquiring goods or property or performing ser- 
vices for other group members; 
Selling goods acquired from other group members; 
Financing sales of other members in the group; or 
Performing related customer services using common facilities and 
employees.13 

Service functions, such as accounting, legal, and personnel services, 
will not be considered when they are incidental to the business of the 
corporation providing the services.14 Dividends are not considered 
when determining whether substantial intercorporate transactions 
exist.15 

The presumption of distortion where substantial intercorporate 
transactions exist can be rebutted.16 For example, in Matter of the 
Petition of Digital Equipment Corporation,l7 a taxpayer that reported 
intercompany transactions pursuant to an Internal Revenue Code Sec- 
tion 482 audit was not required to file a combined report to properly 
reflect income. Since the IRS continues to focus on intercompany 
pricing issues, taxpayers can be expected to rely with greater fre- 
quency on Section 482 adjustments as evidence of arm's length 
pricing. 

A controversy currently exists as to whether distortion is a separate 
requirement where New York attempts to compel a non-New York tax- 
payer to file a combined report. One line of New York Court of Ap- 
peals cases appears to eliminate the distortion requirement in this 
situation (see Matter of Campbell Sales Co. v. State Tax Commission18 
and Matter of Wurlitzer Co. v. State Tax Commissionlg). Under Camp-
bell Sales and Wurlitzer, New York could compel a non-New York 
taxpayer to file a combined report if the stock ownership and unitary 
business requirements were met, and combination was necessary to 
properly reflect tax liability because of either substantial intercorpo- 
rate transactions (with no opportunity for the taxpayer to rebut the 
presumption of distortion) or an arrangement under which income 
was not properly reflected. 

The Campbell Sales and Wurlitzer decisions are inconsistent with 
other Court of Appeals cases that hold that distortion of income is 
mandatory with respect to New York requiring that a combined report 
include a non-New York taxpayer (see Matter of Standard Manufactur- 
ing Co., Inc. v. State Tax Commission20 and Matter of Coleco Indus- 
tries, Inc. v. State Tax Commissionzl).Under this line of authority, a 
non-New York taxpayer could not be compelled to file a combined 
return in New York absent a showing of distortion, and the taxpayer 
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would be given the opportunity to rebut the presumption of distortion 
if substantial intercorporate transactions existed. 

A recent determination, Matter of Petition of Standard Manufactur- 
ing Co., Inc.,22 explicitly disapproved of the analysis used by the Court 
of Appeals in Campbell Sales. The Administrative Law Judge held 
that a non-New York taxpayer should be permitted to rebut the pre- 
sumption of distortion where New York seeks to compel a combined 
report and substantial intercorporate transactions exist. 

"Acontrary interpretation.. .that would not permit a party to rebut 
the presumption merely because the subsidiary is a foreign corpo- 
ration and not a New York taxpayer, is not acceptable given the case 
law.. .and, in particular, Matter of Standard Manufacturing Com-

npany, lnc.. . . 
Administrative Law Judge determinations have no precedential value 
in New York judicial proceedings,23 so it is unclear whether this deci- 
sion will influence future findings on this issue. Nevertheless, given 
the statutory purpose of avoiding distortion of and more realistically 
portraying true income, it appears that a non-New York taxpayer may 
have a favorable chance of prevailing if  it can be shown that filing on a 
separate basis does not distort income for New York purposes. 

New York permits combined filing only upon application within 30 
days of the close of the taxpayer's year.24 A recent determination, Peti-
tion of Autotote Limited,zs may provide an opportunity for taxpayers 
under audit to file on a combined basis retroactively. The parties in 
this case stipulated that the requirements for combined filing had 
been met. The taxpayer did not, however, make a timely application 
for permission to file on a combined basis, and New York refused to 
permit combination on this ground. 

The Tax Appeals Tribunal held that it was an abuse of discretion not 
to permit combined filing where the facts developed on audit made 
it clear that distortion existed. This exception to the 30 day rule is 
limited to taxpayers under audit, as was made clear in Petition of 
Chudy Paper Co.26 Despite this interpretation, Autotote may be rele- 
vant in future determinations based on its assertion that the goal of 
combined reporting is to accurately reflect income subject to taxation 
in New York. 

Combined Reporting in California 

California requires combination when a group of corporations con- 
duct a unitary business and income is derived from sources both 
within and without California.27 Members of a unitary group deriving 
income solely from California sources are allowed to file on a com- 
bined basis28 or may be required to file on such a basis if necessary to 
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, r ,  1 rrtle~tincome.zg California is a worldwide unitary combina- , ,til;c! t allows taxpayers to elect to compute income on a water's ,, I , ,  t ~ u  
\ , i l s i s : ~ )  (as discussed below). 

t s 1 1 < t '  

. [ i ,  ,tstabl ish the existence of a unitary business, there must be either 
, I I ,, illlit!. of ownership, operation, and use (three unities test),sl or 
,I ;, sllbstantial contribution or dependency of the entities with re- ., : t their businesses, including actual control by the taxpayer 
, t t ~ cactivities of the other entity for which combination is sought 
1 ,  , , , 1 1  I ri but ion or dependency test)? The presence of functional inte- 
g ; , l  ion, economies of scale, and centralized management indicate that 
1 ,  t,rlsiness is unitary under both of these tests.33 

'1'11(: three unities test was set forth in Butler Bros. v. McColgan.34 It 
Ijrut-ides that in order to establish a unitary nature of a business, a 
1 1  11i t  v of ownership, operation (evidenced by central purchasing, ad- 
vcrt ising, accounting, and management divisions), and use in the cen- 
t ralizcd executive force and general system of operation must all be 
slwwn. The contribution or dependency test, set forth in Edison Cali- 
lornia Stores, Inc. v. McColgan,3s states that if the operation of the 
~mrtion of the business done within the state is dependent on or con- 
tributes to the operation of the business without the state, the opera- 
t ions are unitary. The ownership requirement is implicit in this test. 
' J ' h  Franchise Tax Board takes the position that to meet the require- 
ment for unity of ownership, a single individual or entity must own 
more than 50 percent, directly or indirectly, of the voting stock of each 
c:orporation to be included in the unitary group.36 

The California regulations provide factors that, if present, create a 
strong presumption that the activities of a taxpayer constitute a single 
trade or business. These factors are: 
1. 	Same general line of business for all activities; 
2. 	Vertical integration of divisions or segments; and 
3. 	Strong central management coupled with central departments 

such as financing, advertising, research, or purchasing.37 
In the past, few diverse business cases (businesses neither in h same 

general line of business nor vertically integrated) have resulted in a 
unitary finding based on the presence of strong central management. 
Many of the California decisions seem to have placed an emphasis on 
functional integration when determining the unitary issue.38 These 
findings appear to disregard the regulatory presumption that the ac- 
ti.irities of a taxpayer are unitary when strong central management 
exists. However, in a recent case, Mole-Richardson Co. V. Franchise 
Tax Board.39 a corporation engaged in lighting equipment manu- 
facturing and sales, and farm and ranch operations, was found to be 
conducting a unitary business substantially based on its strong cen- 
tralized management. The Court of Appeals held specifically that 
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functional integration is not a new concept in determining the unitary 
issue and that it encprnpasses central management within its scope. 
Appeal of Sierra Proa uction Service, Inc.40 followed Mole-Richardson 
in supporting the California regulations, holding that functional inte- 
gration is not a new test, but is merely a descriptive term covering the 
basic elements of a unitary business including strong central manage- 
ment and meaningful central services. In fact, the State Board of 
Equalization admonished the Franchise Tax Board for failing to apply 
its own regulations (i.e., when strong central management is present, 
the diverse activities of a taxpayer are presumed to be unitary). 

California's worldwide unitary reporting method was upheld by the 
United States Supreme Court in Container Corporation of America v. 
Franchise Tax Board.41 In Container, the Supreme Court held that 
there was no constitutional bar to California's application of world- 
wide combination to a multinational group of corporations engaged in 
an unitary business in the state, at least when the parent of the group 
was a domestic corporation. However, the Court explicitly left open 
the question of whether it would reach the same conclusion if a state 
had sought to apply worldwide unitary combination in a case in 
which the combined group's parent was a foreign rather than a domes- 
tic corporation. 

Several recent cases have tested the constitutionality of California's 
worldwide unitary reporting method. Barclays Bank International 
Limited v. Franchise Tax Board42 involves a British parent with U.S. 
subsidiaries. The Court of Appeal ruled that California's worldwide 
combined reporting method violates the Foreign Commerce Clause of 
the U.S. Constitution because it implicates foreign policy issues that 
must be left to the federal government, and violates a clear federal 
directive. This case is being appealed. Colgate-Palmolive Co., v. Fran-
chise Tax Board43 involves a U.S. parent with foreign subsidiaries. 
The court held that the worldwide unitary reporting method interferes 
with the authority of the executive branch of the federal government 
to carry out foreign policy and therefore violates the Commerce 
Clause of the U.S. Constitution. This case is also being appealed. Fi- 
nally, in Alcan Aluminum Ltd. v. Franchise Tax Board,44 cases 
brought by foreign parents against the Franchise Tax Board were dis- 
missed on the ground that the parents were barred by the Tax Injunc- 
tion Act, 28 USC Section 1341. 

Historically, California has been in the forefront with respect to 
worldwide combined reporting. However, California recently enacted 
a law permitting multinational corporations to elect to file combinedl 
unitary tax returns on a water's edge basis, rather than a worldwide 
basis, for income years beginning in 1988.45 Some of the more signifi- 
cant provisions of the California law include 
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. . l I l l ~ ~ ~ ; ~ l  

. 
election fee? 


, I  ;rrr!i.ooable 5-year binding commitment;47 and 

. \ I l c , l l ~ t : ~ t i c 
disclosure spreadsheet requirement.48 

, ., i 1 1  I ~ ~ tistate corporations are believed to be leaning toward L I ~ 

. , ,, . ., ,, t tit: water's edge election in California for a variety of reasons. 
., , , ; , , . i l l ( i  i\.i~iuals believe that the legislation is severely flawed. In 
, , ; ,1 , t  i c l l l  to  the election fee, which many taxpayers feel as a matter of 
:.,, , , ,  i ) 1 1 :  is unfair. the legislation itself adds numerous requirements, 
. 1 , )  ( lua l i fy  and thereafter to stay qualified.49 The length of the 
. 1 ,  . ,  t i t  1 1 ,  pl!r iod also creates a great deal of uneasiness. Furthermore, 
I j ,,. 1 ,  i11t:sscommunity is concerned that California will take a par-
.,, I 1 ~ ; I I - I t .;~ggressive position with respect to those who elect to be 
. . I , ~ . I ~011it water's edge basis. The Barclays50 and Colgate-Palmolivesl 
. II;I\x!raised many questions about the constitutionality of Cali- 
:,, l . , l  ~ 1 . 5\sorldwide combined reporting method. Consequently, many 
r l 1 1 . i  I I ~ ~ S S ~ ! ~have decided to wait and see what will happen in these 
j . I . ; I . s  I~t!fi,rc making any final decisions. 

'1.1 1 1  sj mads heet provisions in California require that corporations 
I~~.oi.itlt*clata with respect to the income reported to each state in 
-.i.I I  I (  . / I  rcrt urns are filed, the state tax liability, and the method used to 

- - 1 1 1 1 1 1  ~ r ti c  In or allocate income to each state.52 This information may be 
I 1 . I . I  1 t California to identify issues related to nomeporting of in- I! 

I 1 ~ I I I I * .  I I ~ ! XU S .  full accountability and the apportionment factors (in- 
I ~a l i I sales recapture). Therefore, it is important that a review be 

1 1 1 . 1 1  1 1 .  0 1  11 company's posture with respect to the filing of a domestic 
1 1 1 . . 1  I I I ~ I I ~ Cspreadsheet. 

( : ~ , r ~ l t , i l ~ c d(unitary) taxation may in certain cases result in an in-
I I I W ~ !  i I I  the state tax burden of a group of corporations. When combi- 
: I ~ I I I I I I I  reduces the tax, the filing of a combined return should be 
I - 1 1  1 . 1 1 1 I I! evaluated, especially when it is clear that the companies are 
! 1 1 1  1 t;ir?*.This evaluation must include an assessment of which com- 
1l.11lic:s;ire to be included in the combined report. In addition, the 
1 . 1  \ l141!'t:r must review the tax impact of combination not only in the 
I 111'r(!ut year, but in future years and prior years still open under the 
. . I a t I l l l ( !  of limitations. 

\ I llorough understanding of all relevant law, regulations, court 
I 6144:s.i ind administrative opinions is necessary in order to effectively 
a . 1 ~W e  through the pitfalls and opportunities presented by corn-i
' "  " ~ ' 1  report  ing. Taxpayers must exercise extreme caution when 
" w b 5 s i n ~the implications of a combined filing, since the tax conse- 
: i l t ' t  1(.1!w:anhe significant. 
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I. 	 If an individual or unincorporated entity, other than a 
dcaler, is engaged solely in trading for its own account, in 
the ownership, or disposition not in the ordinary course of 
trade or business, of unincorporated entities that qualify 
for the self-trading exemption, or, in addition, in 
activities not otherwise constituting the conduct of a 
business in the City, it is not subject to the tax. § 11-
502 (c) (2) . 
A. 	 Trading for its own account means the purchase, 


holding, or sale of property generally, or the entry 

into, assumption, offset, assignment, or other 

termination of a position in property. 


1. 	 Property generally eligible for the self-trading 

exemption includes, without limitation: 


real and personal property; 


property qualifying as investment capital and 

stocks, notes, bonds, debentures, and other 

evidences of indebtedness; 


interest rate, currency, or equity notional 

principal contracts; 


foreign currencies; 


interests in, or derivative fi mancia1 

interests (including options, forward or 

futures contracts, short posit .ions, an ;d 

similar financial instruments) in any asset 

described above; and 


any publicly traded commodity. 5 11-
502 (c)(1)(A). 

2. 	 Property the trading of which does not qualify for 

the self-trading exemption includes: 


a. 	 debt instruments issued by the taxpayer; 


accounts receivable held by a factor; 




c. 	 property held for sale to customers in the 

ordinary course of trade or business; 


d. 	 debt instruments acquired in the ordinary 

course of trade or business for funds loaned, 

services rendered, or property sold, rented 

or otherwise transferred; 


e. 	 interests in unincorporated entities; and 


f. 	 positions in property described in 1 or 2 
above entered into, assumed, offset, assigned 
or terminated by a dealer therein. 5 11-
502 (c) (1)( A )  . 

B. 	 Definition of "dealers" that are not protected by the 
self -trading exemption. § 1 1 - 5 0 1 (1). 
1. 	 A dealer generally is a taxpayer that in the 


ordinary course of trade or business: 


a. 	 holds or disposes of property that is held 

for sale to customers; or 


b. 	 regularly offers to enter into, assume, 

offset, assign, or terminate positions in 

property with customers. 


2. 	 A n  individual or entity will not be a dealer 
solely because he or it owns an interest in a 
dealer or because a dealer owns an interest in the 
entity. 

C. 	 The receipt of $25,000 or less of gross receipts during 
the year from an unincorporazed business conducted 
wholly or partly in the City will not result in a loss 
of the self-trading exemption. 5 11-502(c)( 3 ) .  

11. 	If an unincorporated entity is "primarily" engaged in 
activities qualifying for the self-trading exemption and/or 
in the acquisition, holding or disposition, other than in 
the ordinary course of trade or business, of interests as an 
investor in unincorporated entities doing business in the 
City, it will be taxed on its income from an unincorporated 
business conducted in the City but income from self-trading 
activities (as defined in I above) conducted by it or by an 
unincorporated entity (in which it owns an interest) that 
qualifies for the full or partial exemption will be exempt 
from tax and will not be "tainted" by the taxpayer's 
business activities. § 1 1 - 5 0 2  (c)( 4 )  (A) . 



A. 	 A taxpayer is "primarily" engaged in these activities 
if at least 90 percent of its total assets consist of 
qualifying property, based on value. § 11-
502 ( c ) ( 4 )  ( B )  . 

Qualifying property. 


1. 	 Property that qualifies for the self-trading 

exemption. (See I.A.1. above.) 


2. 	 An interest in an unincorporated entity that does 

not do any business in the City. 


3. 	 An interest in an unincorporated entity that does 

business in the Citv that is held as an investor. 

An interest is held-as an investor if: 


a. 	 the taxpayer is not a general partner in the 

entity and is neither authorized under the 

entity's governing instrument to manage or 

participate in, nor manqes or participates 

in, its day-to-day business operations, or 


b. 	 the entity qualifies under the 90 percent 
rule as being primarily engaged in the 
activities qualifying for this partial 
exemption, and the taxpayer does not receive 
a distributive share from such entity's in- 
city business that is materially greater than 
its share of any other items of such entity. 
5 11-502 (c) (1) (B). 

';alza=ion of property. 


1. 	 Karketable securities and real estate are valued 

at fair market value. Other assets are valued at 

accounting book value. 


2. 	 The value is average monthly gross value. 


3. 	 Commissioner of Finance has discretion to reduce 
gross value by liabilities or eliminate assets so 
as to properly and accurately reflect the 
taxpayer's primary activities. § 11-502 (c) ( 4 )  (D). 

D. 	 Income that is exempt from the tax if the taxpayer 

qualifies includes: 


1. 	 dividends, interest, and payments with respect to 

securities loans; 




2. 	 income from notional principal contracts; 


3. 	 other income, gains, and losses (other than as a 

dealer) from positions in property that qualifies 

for the self-trading exemption. 


4 .  	 income, gains, and losses from the disposition of 
interests in unincor~orated entities that are 
primarily engaged inA activities that give rise to 
the partial exemption from tax discussed in this 
section 11, to the extent that such items are 
attributable to self-trading activities of the 
owned entity. 

5. 	 other income from investment and trading-related 
activities (commitment fees, etc.). § 11-
506(c)(9)and (10) 

111. A taxpayer that does not qualify for the self-trading 
exemption and is not primarily engaged in the activities 
described in Section 11 that qualify it for a partial 
exemption from tax is taxable on all of its income from City 
sources if it engages in a business in the City. Income 
qualifying as income from investment capital will be 
allocated within and outside the City under the investment 
allocation percentage. 

IV. 	Flow-zhrough principles. 


If a 	taxsayer owns an interest in an unincorporated 

enzity, the entity's business activities will be 

at~ributed to the taxpayer. § 11-502(a). 

The mere passive ownership of an interest in an entity 

that 	is not conducting business in the City will not be 

treated as the conduct of a business in the City by the 

owner. § 11-502(a). If the taxpayer performs services 
in the City on behalf of such an entity, the 

performance of services may constitute a business and 

fees 	received for such services may be taxable (and the 

activities could cause the entity to be treated as 

doing business in the City). 


Investment income from a "carried interestn in an 

entity (i-e., where the taxpayer's interest is 

disproportionate to its capital contribution) does not 

lose its character and is not treated as business 

income regardless of how the interest was acquired 

(i.e., even if acquired in exchange for the performance 

of services). This will not apply with respect to 

guaranteed payments or other payments that are treated 




under s e c t i o n  707  of t h e  I n t e r n a l  Revenue Code a s  not  
being made t o  a  p a r t n e r .  § 11-506(a)( 2 ) .  



MEMORANDUM IN SUPPORT 


TITLE 

AN ACT to amend the administrative code of the city of New York, in 

relation to the applicability of the city unincorporated 

business tax to certain investment activities and certain 

activities incidental to the holding, leasing or managing of 

real property, and in relation to the carryforward of a credit 

allowed against such tax and the city general and banking 

corporation taxes for certain unincorporated business tax 

payments 


PURPOSE 


The purpose of this bill is to promote a more favorable tax 

environment for unincorporated entities in New York City by 

continuing the effort, begun with legislation enacted in 1994, to 

reform the City unincorporated business tax as it affects 

investment activities and certain activities incidental to the 

ownership and operation of real estate, and to minimize multiple 

taxation of pzrtnership income that is includable in the taxable 

income of partners that are themselves subject to City business 

income taxes. Passage of this bill should help to attract new 

businesses to the City and keep existiilg businesses here at a very 

modest cost in foregone tax revenue. 


BACKGROUND--THE 1994 LEGISLATION 


Chapter 2 8 5  of the Laws of 1994 made substantial changes to 
the New York C l t y  unincorporated business tax (UBT) affecting the 
treatment of investment and real estate activities and income, and 
also enacted a credit that partners subject to City business income 
taxes can claim for their shares of the unincorporated business 
taxes paid by partnerships of which they are members. 

Investment Activities. Subdivision (c) of section 11-502 of 

the New York City Administrative Code provides that individuals and 

unincorporated entities, other than dealers holding property 

primarily for sale to customers in the ordinary course of business, 

are not subject to the UBT solely by reason of the purchase and 

sale of property or the purchase, writing or sale of stock options 

for their own account (the "self-trading exemption"). If a person 

is purchasing and selling property for that person's own account 

and is also engaged in business activities, those business 

activities may "taint" the trading activity, causing the income 

from the purchase and sale of property to be subject to the UBT. 


The 1994 legislation added to section 11-502(c) a provision 

stating that the UBT will not apply if a person who purchases and 

sells property for that person's own account does not receive more 




than $25,000 of gross receipts during the taxable year from the 

conduct of an unincorporated business in the City. The amendment 

made it clear that if a taxpayer's receipts from an unincorporated 

business carried on in the City exceed the threshold, the taxpayer 

is not eligible for the self-trading exemption. 


The 1994 legislation also revised the rules under which 

taxable income from certain stocks and securities is allocated to 

the City for purposes of the UBT. The legislation prescribed a new 

set of rules for allocating income from "investment capital," the 

definition of which was patterned after the definition of 

"investment capital" for purposes of the New York City General 

Corporation Tax. The allocation of income from investment capital 

under the revised rules generally results in a lower allocation of 

such income to the City for many taxpayers than under the 

allocation rules applicable to business income under the UBT. 


Real Estate Activities. Subdivision (d) of section 11-502 of 

the Administrative Code exempts from UBT an owner, lessee or 

fiduciary engaged exclusively in holding, leasing or managing real 

property. Prior to the 1994 legislation, if an owner, lessee or 

fiduciary engaged in any business activity in addition to holding, 

leasing or managing real property, both the business activity and 

the real estate activity were subject to the UBT. The 1994 

legislation amended section 11-502(d) to preserve the existing 

exemption for real estate activities even if other business 

activities are also carried on. The amendments to scbdivision (d) 

further provided that if the owner, lessee or fiduciary carries on 

any business at the real property, including, for example, a 

garage, restaurant, laundry or health club, that buslness will be 

considered incidental to holding, leasing or managing real property 

and not an unincorporated business, provided the business is 

conducted solely for the benefit of tenants as an incidental 

service to the tenants, and is not open or available to the general 

public. 


Credit For UBT Paid. The 1994 legislation enacted a credit 
provision under which a partner that receives a distrlbut~ve share 
of income from a partnership subject to the UBT can c l a l r n  a credit 
against its liability for the UBT, City general cargoration tax 
(GCT) or City banking corporation tax (BCT) for i:s share of the 
UBT paid by the partnership. (Before the enactment of th:s credit, 
a partnership could claim a limited exemption from lts GET base for 
amounts included in the income of partners subject to the City 
business income taxes.) 

The amount of this new credit is equal to the lesser of the 

amounts calculated under two different measures. The flrst measure 

is the partner's pro rata share of the tax paid and credit claimed 

by the partnership in which it is a direct partner. The second 

measure limits the amount of the credit by reference to the 

incremental effect of the distributive share on the partner's tax 




liability. If a partner is subject to the UBT, the credit cannot 

exceed the amount by .which the partner's tax liability (before ail 

credits) exceeds the tax it would owe (before all credits) if it 

did not have a distributive share from the partnership. If a UBT- 

paying partner is a member of more than one partnership, the sum of 

such partner's credits with respect to all of the partnerships 

cannot exceed its total tax liability (before all credits). Similar 

limitations are provided for partners subject to the GCT and BCT, 

with additional calculations required to reflect tax rate 

differentials among the UBT, GCT and BCT. 


Tax paid by a remote partnership in a multi-tiered partnership 

structure does not enter directly into the calculation of a 

partner's credit. However, it is reflected indirectly by the 

inclusion of the "credit claimedtt in the calculation mechanism, 

which serves to pass the credit through tiers. Thus, even though 

the partner only looks to partnerships in. which it is a direct 

partner to calculate its credit, because the credit takes into 

account credits taken by those partnerships, it minimizes the 

possibility of a double tax on a distributive share that flows 

through tiers from a more remote partnership. 


Mandate to Form Working Group 

While commentators on the 1994  legislation welcomed the relief 
it provided, they had additional concerns not addressed by the 
1 9 9 4  bill. As a result, the 1994  legislation added section 11-
SO3(j)( 6 )  to the Code, which required the New York City 
Commissioner of Finance to convene a working group of 
representatives of the New York City Department of Finance, 
affected industries and other interested persons to study the UBT 
treatment of investment activities and garages open or available to 
the public that also provide space to building tenants, to study 
the impact of the new credit in circumstances where the existence 
of losses and loss carryovers may affect a partner's ability to 
fully utilize the credit to which it would otherwise be entitled, 
and to prepare a report based on the deliberations of the group. 
Specifically, the group was to take into account economic 
development, tax administration and other goals of tax policy, and 
to consider alternatives to existing law that would reduce 
disincentives to investment in corporations and other entities 
doing business in the City, including exempting income from 
investment activities from the UBT. That working group was convened 
in October, 1994  and several subcommittees were formed to consider 
these issues. 

SUMMARY OF PROPOSED AMENDMENTS TO 1 9 9 4  LAW 

Expansion of Self-Trading Exemption 


The memorandum in support of the 1 9 9 4  legislation states in 
connection with the self-trading exemption that the 1 9 9 4  bill did 



not address the question of under what circumstances receipts from 
activities other than those specifically exempted by Code section 
11-502(c), i.e., the purchase and sale of property and the 
purchase, writing and sale of stock options, would be considered 
receipts from an unincorporated business conducted in whole or in 
part in the City. Moreover, the statute does not contain a 
definition of property that may be purchased or sold in an exempt 
transaction.1 

To better reflect the types of investment vehicles that are 

the subject of routine investment activity of investors in today's 

markets, section 3 of the bill adds a definition of property for 

purposes of the self-trading exemption that includes stocks and 

securities as well as notional principal contracts, foreign 

currencies, publicly-traded commodities and derivative financial 

instruments (including options, forward or future contracts, and 

other instruments) in property, as defined. Certain securities not 

qualifying as investment capital, as defined in the rules governing 

the definition of investment capital for purposes of the GCT, are 

excluded, as are all interests in unincorporated entities. 

Property and positions in property held by dealers in such property 

or positions in property, respectively, zre also excluded. 


In ad<ition, to better reflect the types of transactions 

commonly engaged in by investors, section 3 of the bill amends the 

self-trading exemption to include the entry into, assumption, 

offset, asslgnnent or other termination of a position in, as well 

as the purchase and sale of, property in the categories of exempt 

trading activ~ty. 


Finally, bill section 3 amends the self-trading exemption to 

make it clear that the ownership of an interest in an 

unincorporated e2tity that itself qualifies for the self-trading 

exemption will not disqualify the owner of that interest from the 

exemption. 


Partial Exemption for Investors 


In considering the economic development aspects of investment 

activities, the investment subcommittee of the UBT working q o u p  

focussed on the effect on investment decisions of the "tainting" of 

investment income by the receipt of more than $25,000 of gross 

receipts from the conduct of an unincorporated business in the 

City. The concern was that unincorporated entities engaged in 

activities that would otherwise qualify for the self-trading 

exemption would not risk subjecting the income from those 


The amendment of Code section 11-502(c) in 1977 to exempt 

the purchase, sale and writing of stock options implies that such 

options were not included in the definition of property prior to 

that amendment. 




activities to tax by investing in businesses in the City or by 

expanding into the City businesses in which they had previously 

invested. 


Section 3 of the bill amends section 11-502 of the Code to 
exempt from the UBT income from self-trading activities for 
unincorporated entities that are primarily engaged in trading for 
their own account or in the ownership, as an investor, of interests 
in unincorporated entities engaged in unincorporated business 
activities in the City. This provision is in addition to the self- 
trading exemption, which is retained and clarified by the bill, as 
described above. Specifically, bill section 3 adds to section 11-
502(c) of the Code a new paragraph ( 4 1 ,  which provides that if an 
unincorporated entity is "primarily engaged" in activities 
qualifying for the self-trading exemption and/or the acquisition, 
holding or disposition of interests, as an investor, in 
unincorporated entities carrying on any unincorporated business in 
the City, the self-trading activities of the taxpayer (including 
those of a "primarily engagedt' entity in which the taxpayer owns an 
interest that are attributed to the taxpayer), will not be subject 
to the UBT. 

An unincorporated entity qualifying for the partial exemption 

will be allowed to exclude from its unincorporated business gross 

income any income and gains from activity qualifying for the self- 

trading exemption, including income with respect to securities 

loans, and other substantially similar income an2 gains from 

ordinary and routine trading and investment activity to the extent 

determined by the Commissioner of Finance. It is expected that 

rules will be adopted under this provision that will exempt, for 

example, commitment fees, standby fees, breakup fees and similar 

fees commonly received by investors who receive such fees as an 

incident to their investment activity. CorresponZingly, such 

taxpayers will not be allowed any deduction for losses an3 expenses 

directly or indirectly attributable to such exempt activity. 


90 Percent Asset Test. For purposes of thls partial 
exemption, an unincorporated entity will be considered to be 
"primarily engaged" in the designated activities 1 f  at least 90 
percent of the gross value of its assets is represented by assets 
qualifying for the self-trading exemption, ir.terests in 
unincorporated entities not carrying on any unincorp~rateZ business 
in the City, or investments in unincorporated entitles carrying on 
any unincorporated business in the City held by the t a x p a y e r  as an 
investor. In determining whether a taxpayer meets the above test, 
the average gross value of the assets over the year will be taken 
into account under rules patterned after those applicable to the 
New York City General Corporation Tax. The Commissioner of Finance 
is, however, given discretion to use net values or to exclude 
assets if he or she deems it necessary to properly reflect the 
primary activities of the taxpayer. For example, office furniture 
and fixtures of a taxpayer may be apportioned between qualifying 



and nonqualifying assets or excluded. In addition, if a taxpayer 

holds securities purchased on margin or securities hedged by 

offsettizg positions, the Commissioner may use net values in 

applying the 90 percent test. 


11investorti Defined. For purposes of the partial exemption, a 
taxpayer will be treated as owning an interest in an unincorporated 
entity as an investor if the taxpayer is not a general partner, is 
not authorized by the entity's governing instrument to manage or 
participate in the day-to-day business of the entity, and is not 
actually managing or participating in such day-to-day business. A 
taxpayer can also qualify as an investor in an unincorporated 
entity, regardless of the taxpayer's involvement in management or 
status as a general partner, if the unincorporated entity itself 
qualifies as primarily engaged in the designated activities (i.e., 
the entity meets the 90 percent test), provided the taxpayer 
receives substantially the same share of each item of income, gain, 
loss and deduction of the entity. This latter proviso is designed 
to preclude taxpayers from abusing the partial exemption through 
special allocations. Activities performed by a taxpayer that are 
customarily performed by investors to preserve their investments 
will not be considered managing or participating in the day-to-day 
business of an unincorporated entity. For example, a taxpayer who 
invests in an entity may be entitled to representation on the 
entity's oversight body. Mere representation of the taxpayer as an 
investor on a body whose sole responsibility is oversight of the 
entity will not be considered managing or participating in the day- 
to-day business of the entity. Similarly, if an investor, to 
protect its investment, is entitled to review and/or veto the 

monthly budget and/or certain major decisions of the entityls 

management, such review and/or the exercise of such veto will not 

be considered managing or participating in the day-to-day business 

of the entity. If an investor is authorized to manage or 

participate in the day-to-day business only upon the occurrence of 

certain unanticipated events, then such investor will not be deemed 

to be managing or participating in the day-to-day business until 

the event occurs and, where necessary, the investor elects to 

manage or participate in the day-to-day business. For example, the 

right of an investor to manage the business if there is a default 

on payments to the investor will not be deemed to be managing the 

day-to-day business until the payments are not made and the 

investor declares the default. For purposes of determining whether 

a taxpayer will be considered to be managing or participating in 

the day-to-day business, activities performed by employees, 

officers or partners of a taxpayer will be imputed to the taxpayer 

but only to the extent that the employee, officer or partner is 

performing the activity as an employee, officer or partner of the 

taxpayer. 


Dealers 


Both this bill and the current UBT law use the term "dealer." 




Since the term is not currently defined, section 1 of the bill 

amends Code section 11-502(a) to add a definition for purposes of 

the UBT law. The term "dealer," as defined, includes a person that 

(i) holds or disposes of property that is stock in trade of the 

taxpayer or is otherwise held for sale to customers in the ordinary 

course of the taxpayerf s business or (ii) regularly offers to enter 

into, assume, offset, assign or otherwise terminate positions in 

property with customers in the ordinary course of a trade or 

business. An entity will not be considered a dealer based solely 

on its ownership of an interest in another entity that is a dealer 

or based solely on the ownership by a dealer of an interest in it. 

This provision is not intended to preclude, where appropriate, 

treating as a dealer an entity that is controlled by, controlling 

or under common control with a person or entity that is a dealer 

where transactions between the entity and the dealer or other facts 

and circumstances indicate that they are engaged in a unitary 

dealer business. 


"carried ~nterests" 


The current UBT law provides no guidance regarding the 

treatment of a partner's distributive share of income from a 

partnership if a partner acquires a partnership interest under 

circumstances in which the partnership interest might be viewed as 

having been acquired for service^.^ Section 5 of the bill amends 

Code section 11-506(a) to make it clear that the character of the 

partner's distributive share of income, gains, losses or deductions 

from the partnership is to be determined as if those items were 

realized directly by the partner, regardless of how the interest in 

the partnership was acquired or whether the distributive share 

received is disproportionate to the interest of the partner in the 

partnershipfs capital. This provision will not apply to payments 

to a iiartner treated under Internal Revenue Code section 707 as 

occurring between a partnership and a nonpartner. This provision 

is not intended to affect the treatment of a taxpayer's 

distributive share of income, gains, losses or deductions from a 

partnership as qualifying for the self-trading exemption or as 

taxable income, gain, loss or deduction from an uniricorporated 

business in the taxpayer's hands. However, under this provision, 

a parrnerfs disproportionate share of a partnership's investment 

income would retain its character as investment income in the 

partner's hands even if the partner also is receiving a fee for 

managing the partnership's business, which fee is subject to the 


The memorandum in support of the 1994 legislation indicated 

that the Department of Finance would promulgate rules under that 

legislation to provide that a partnerfs distributive share of 

income of a partnership qualifying as investment income would 

retain that character to the partner regardless of how the 

partnership interest was acquired and regardless of whether the 

partner was a general or limited partner. 




UBT as compensation income. If the partner does not qualify for 

the partial exemption, its share of the investment income from the 

partnership would be subject to the UBT but would continue to be 

treated as investment income 
allocation rules enacted by the 

allocated 
1994 legis

using 
lation. 

the investment 

Flow-Through Issues 

The bill also clarifies certain issues regarding the 
application of the UBT to persons owning interests in other 

unincorporated entities, reflecting the flow-through nature of 

partnerships. Section 2 of the bill amends Code section 1 1-502 (a), 

which defines the term "unincorporated business," to provide that 

if an individual or unincorporated entity carries on in whole or in 

part in the City two or more unincorporated businesses, all the 

businesses will be treated as a single business. 


In addition, that Code section is amended to provide that an 

unincorporated entity is to be treated as carrying on any business 

activity czrried on in whole or in part in the City by any other 

unincorporated entity in which the first entity owns an interest, 

and, conversely, that the ownership by an unincorporated entity of 

an interest in another unincorporated entity not carrying on any 

business activity in whole or in part in the City will not be 

considered the conduct of an unincorporated business in the City. 


This latter provision is not intended to preclude the 

taxation, where appropriate, of an entity that provides services in 

whole or in part in the City to another unincorporated entity 

located outside the City, nor is it intended to preclude an 

unincorporated entity from being treated as engaged in an 

unincorporated business in whole or in part in the City, where 

appropriate, by reason of activities carried on in the City on its 

behalf by a partner. 


Finally, section 5 of the bill amends Code section 11-506(a) 

to clarify that the unincorporated business gross income of an 

unincorporated entity includes the income or gain from the sale of 

an interest in another unincorporated entity attributable to an 

unincorporated business conducted in whole or in part in the City 

by that other unincorporated entity. 


Real Estate Activities 


Section 4 of the bill amends subdivision (d) of section 11-502 

with respect to the UBT treatment of garages open to the public 

that also provide space to tenants in the building that houses the 

garage. 


Under subdivision (d), as amended, if an owner, lessee or 

fiduciary that holds, leases or manages real property also operates 

at such real property a garage, parking lot or other similar 




facility that is open or available to the general public, the 
operation of that garage, parking lot or other facility will be 
considered an unincorporated business subject to the UBT. However, 
the provision by any such owner, lessee or fiduciary of parking, 
garaging or motor vehicle storage service on a monthly or longer 
term basis at such a facility to tenants in the building as an 
incidental service to such tenants will not be deemed an 
unincorporated business even if the garage is open or available to 
the public. As a result, the income from such tenants received for 
monthly or longer term parking, garaging or storage service will 
not be subject to the UBT while the income received from monthly or 
longer term parking service for nontenants and from all other 
parking, garaging or storage service provided to tenants and 
nontenants will be subject to UBT. Losses and expenses of the 
garage or parking operation will not be deductible for UEJT purposes 
to the extent directly or indirectly attributable to the building 
tenants that are monthly or longer-term parkers. 

Due to the difficulty of verifying on audit the identity of 
persons receiving transient parking services at a facility, the 
partial exemption for parking, garaging or storage services 
provided for building tenants is limited to income received for 
monthly or longer term parking services. As an additional measure 
to facilitate verification, taxpayers claiming the partial 
exemption for parking income from tenants must attach to their UBT 
return such information with regard to the provision of monthly or 
longer term parking, garaging, or storage services to tenants as 
the Commissioner of Finance mzy require. It is anticipated that 
the Commissioner will require a schedule to be included with the 
return showing, among other things, the name of each tenant 
receiving such services and the amount received from each such 
tenant for such services. Section 4 of the bill amends subdivision 
(d) of section 11-502  to provide that if a taxpayer's UBT return 
omits in any material respect the required information relating to 
parking services provided to tenants at a garage, parking lot or 
similar facility, the provision of all parking, garaging and 
storage services to tenants at that facility will be taxable as an 
unincorporated business. 

Technical Corrections. Sections 7 and 9 of the bill amend 
certain provisions of sections 11-506 and 11-507 added by the 1994 
legislation to make it clear that the exclusion from unincorporated 
business income for income and deductions from the holding, leasing 
or managing of real property that is not deemed an unincorporated 
business applies to all persons receiving a distributive share of 
such income or deductions, not just to the owner, lessee or 
fiduciary holding the property. Section 6 of the bill adds a new 
paragraph 1 4  to subdivision b of section 11-506 to clarify that 
under the 1 9 9 4  legislative amendments, losses from the disposition 
of real property qualifying for the exemption for holding, leasing 
or managing of real property are not deductible for UBT purposes. 



UBT Credit Carryforward 


In various contexts where a partner receiving a distributive 

share of income from a partnership also has losses or loss 

carryovers, the effect of the losses or loss carryovers may be to 

nullify the value of the new credit for UBT paid. The reason for 

this is that one of the measures of the allowable credit is the 

incremental tax effect on the partner of its distributive share. 

If the partner has its own operating loss, a net operating loss 

carryover, or a distributive share of a loss from another 

partnership, the partner's income without the distributive share 

that generates the credit may be less than zero. As a result, its 

tax without that distributive share will be zero. To the extent 

that the distributive share raises the taxable income from a number 

less than zero to zero, the distributive share has no incremental 

effect on the tax owed (i-e., the tax remains at zero). Therefore, 

the distributive share does not generate a credit. However, the 

distributive share may nullify the loss and therefore prevent the 

taxpayer from carrying the loss to another taxable year. 


In order to help minimize loss of the credit in these 

situations, sections 1 1 ,  12 and 13 of the bill amend the relevant 

UBT, GCT, and BCT sections to change the way in which the 

incremental tax effect of a distributive share is calculated. Under 

current law, the partner's tax is calculated with and without the 

distributive share in question. Under the bill, these calculations 

are modified so that various types of losses are added back before 

the "with and without" calculations of tax liability are made. The 

result of this is that a taxpayer may be "allowed" a credit that 

exceeds the amount that the taxpayer can take in a given year. In 

such case, the excess can be carried forward and taken against a 

tax liability in one of the succeeding seven taxable years. 


For GCT and BCT taxpayers, the calculation is similar to the 

UBT calculation, with modifications to equalize the effective tax 

rates. In addition, for GCT and BCT taxpayers, the bill provides 

that the credit allowed is always calculated as if the taxpayer 

were on the respective entire net income bases. This is a change 

from current law, under which the credit is calculated with 

reference to the base on which the partner would pay tax in the 

absence of the credit. 


Although for GCT taxpayers the credit is always calculated as 

if the taxpayer were subject to tax on the entire net income base, 

the credit may also be taken against the alternative tax measured 

by entire net income plus compensation paid to officers and certain 

shareholders (the "income plus compensation base"). In such case, 

there is again a rate equalization provision under which one dollar 

of credit reduces the tax by sixty-six and thirty-eight one 

hundredths cents. Similarly for BCT taxpayers, the credit is 

calculated as if the taxpayer were subject to the basic tax 

measured by entire net income; however, the credit may also be 

taken against the alternative tax measured by alternative entire 




net income. In such case, there is a rate equalization provision 

under which one dollar of credit reduces the tax by seventy-five 

cents. (In a taxable year in which a GCT or BCT taxpayer is liable 

for tax on any of the other tax bases, a credit may be "allowed," 

but in order to be actually "taken," it must be carried over to a 

year in which the taxpayer is liable for tax under one of the above 

specified income bases.) 


Effective Date 


The amendments made by the bill are generally effective 

January 1, 1996 and applicable to taxable years beginning on or 

after that date. However, the technical amendments described in a 

previous section of this memorandum, which are designed to clarify 

certain provisions of the 1994 legislation, are made effective as 

of the July 1 ,  1994 effective date of the 1994 legislation and 

applicable to taxable years beginning on or after that date. 


REASONS FOR SUPPORT 


This bill represents a continuation of the effort begun last 

year to reduce the burden of the City unincorporated business tax 

and thus foster an improved economic climate for unincorporated 

entities operating in the City. The bill is the product of a 

cooperative undertaking by the City and representatives of affected 

industries and professional groups to make the tax more equitable 

and to help encourage additional investment in the City. The bill 

addresses favorably each issue t h ~ t  the working group was directed 

to consider. 


As more fully discussed in the preceding sections of this 

memorandum, the bill will enable investment firms to carry on a 

broad range of investment activities without the risk that those 

activities will be subjected to the UBT, and will also afford tax 

relief to real property owners who provide certain parking or 

garaging services to building tenants. Partners subject to City 

business income taxes will also be able to more fully utilize the 

credit enacted last year for their shares of unincorporated 

business taxes paid by partnerships of which they are members. 


These important improvements in the unincorporated business 

tax can be implemented at a relatively minor cost to the City. In 

FY96, there will be no revenue loss as a result of these changes. 

The revenue cost is estimated to be $1 million in FY97, $4 million 

in FY98 and $5 million in FY99. 


Accordingly, the Mayor urges the earliest possible favorable 

consideration of this bill by the Legislature. 
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I. OVERVIEW OF REQUIREMENTS FOR COMBINATION 


A. 	 There are three requirements that must be fulfilled 

before combined reports will be permitted or 

required. (Tax Law Section 211.4; Reg. Sec. 6-2.1 

through 6-2.5.) These requirements are: 


1. 	 80% or more of the votinq stock of one 

corporation is directly or indirectly owned or 

controlled by the other corporation; 


2. 	 The corporations are engaged in a unitary 

business; and 


3. 	 Distortion of the taxpayer corporation's 
activities, business, income, or capital would 
result from separate reporting (seeB 
immediately below) . 

B.  	 Combined returns covering any corporation that is 
not a taxpayer may not be required unless necessary 
to reflect properly the tax liability of one or 
more taxpayer corporations included in the group 
because of (1) substantial intercorporate 
transactions, or ( 2 )  some agreement, understanding, 
arrangement, or transaction whereby the activity, 
business, income, or capital, of any taxpayer is 
improperly or inaccurately reflected. (Tax Law 
Section 211 (4) . ) 

C.  	 An alien corporation may not generally be included 
in a combined report. (Reg. Sec. 6-2.5 (b) . ) 

1. 	 However, Foreign Sales Corporations (FSCs) , 
including those that are alien corporations, 
may be included in a combined report. (Reg. 
Sec. 6-2.5(b).) Only 8/23 of a FSC's income, 
however, will be included in such a combined 
report. (Reg. Sec. 3-2.2(d).) 

D. 	 Effective April 1, 1994, I.R.C. Section 936 
corporations may not be included in a combined 
report. (Tax Law Section 211.4. ) 

E. 	 The regulations provide that a request for 

permission to file a combined report must be 

received by the Department of Taxation and Finance 




no later than 30 days after the close of the 
taxpayer's taxable year. (Reg. Sec. 6-2.4 (a) .) 

1. 	 Penthouse International, Ltd., DTA No. 806745 

(N.Y.S.Tax Appeals Tribunal, Jan. 20, 1994). 


A corporation was not permitted to file a 

combined corporation franchise tax report with 

certain affiliated corporations. The 

corporation's reliance on the Tax Appeals 

Tribunal's decision in Autotote Limited 

(April 12, 1990) - - where the taxpayer was 
permitted to file on a combined basis despite 
its failure to request permission to so file 
within 30 days after the close of its taxable 
year, as required by the Division of 
Taxation's regulation - - was misplaced. In 
the instance case, unlike in Autotoze, the 
issue of combined reporting was not raised 
until the Administrative Law Judge hearing and 
thus the Division was not afforded a 
"meaningful opportunityn to determine whether 
the corporation and its affiliates met the 
regulatory criteria for filing a coxbined 
report. Importantly, the Tribunal provided 
that when a taxpayer requests permission to 
file on a combined basis, a presurnp=lon that 
combined reporting is proper is creazed. 

2. 	 Exhibiturou~,Inc., DTA No. 811850 (N.Y.S. Tax 

Appeals Trib. Oct. 19, 1995) 


A parent corporation was permitted to file a 
combined corporation franchise tax rep~z-t with 

its wholly-owned subsidiary, althoxgh the 

parent had not requested permission zo so file 
within 30 days of the close of its taxable 

year as required by the Division of Taxation's 

regulation. Reliance on the 30 day rule to 

deny combination was inappropriate s::ce the 

Division conceded during the course of the 

administrative hearing that the parezt and its 

subsidiary met the requirements for 

combination. It was irrelevant that the 

Division had obtained the information which 

formed the basis for the concession during 

settlement negotiations following the 

Conciliation Conference. 




F. 	 New York State and New York City have taken 

different positions with respect to the ability to 

include in combined reports corporations whose tax 

years have closed (i.e., the statute of limitations 

period for assessment has expired). New York 

State's position is that before a corporation will 

be permitted or required to be included in a 

combined report, its tax year must be open. New 

York City, on the other hand, takes the position 

that combined reports are used to determine the 

proper tax liability of each taxpayer and that, 

therefore, a combined report can be permitted or 

required to determine a taxpayer's liability 

regardless of whether the tax years of the other 

corporations included in a combined report are 

open. 


1. 	 Turbodvne COD., DTA No. 812134 (N.Y.S. Admin. 

Law Judge May 25, 1995) 


A corporation was not permitted to file 

combined corporation franchise tax reports 

with its parent and its brother/sister 

corporations, despite fulfilling the 

requirements for combined reporting, since the 

statute of limitations was closed for the 

affiliates. Support for this conclusion was 

found in Reg. Sec. 8-1.3(a), which provides 

that all taxpayers covered by a combined 

report are liable for the tax and may be 

assessed for the entire combined tax 

liability. An Exception to the Tax Appeals 

Tribunal has been filed by the corporation in 

this matter. 


The regulations were amended on October 23, 1993 to 

"clarify" the Division of Taxation's policy 

regarding the computation of the subsidiary capital 

tax when a combined report is filed. The amended 

regulation, contrary to the State Administrative 

Law Judge determination in United Parcel Service 

General Services, Co., DTA No. 807254 (N.Y.S. 

Admin. Law Judge, Dec. 5, 19911, provides that the 

subsidiary capital of each corporation included in 

a combined report (in contrast to the subsidiary 

capital of each included corporation that is a 

taxpayer) is to be included in the computation of 

the subsidiary capital tax (with intercompany 

eliminations). (Reg. Sec. 3-6.1 (c). The relevant 
statute states that the subsidiary capital base 

"shall be computed at the rate of nine-tenths of a 




mill for each dollar of the portion of the 

taxwaverls subsidiary capital allocated within the 

state as hereinafter provided." (Tax Law Section 

210.1(e).) 

11. THE OWNERSHIP REQUIREMENT 


A. 	 Tax Law Section 211.4 requires that the taxpayer 

corporation "owns or controls either directly or 

indirectly substantially all the capital stockn of 

the affiliates to be included in the combined 

report. 


The regulations provide that the term 
usubstantially all" means ownership or control of 
80% or more of the voting stock of the corporation. 
(Reg. Sec. 6-2-2 (a) (2) . )  

1. 	 To be considered an "owneru, the shareholder 
corporation must have both the right to vote 
and the right to receive dividends. (Reg. 
Sec. 6-2-2 (a) (2) .) 

2. 	 The existence of ffcontrol" is determined by 
the facts of each case. (Reg. Sec. 6-2- 
2 (a) (2) . )  

3. 	 The reference in the regulations to Ifvoting 

stockf1 rather than "voting rightsn could cause 

controversy in connection with multiple 

classes of stock with different voting rights. 


111. THE UNITARY BUSINESS REQUIREMENT 


A. 	 Historical Underpinnings 


1. 	 Initial Use - - the unitary business doctrine 
was initially used by states to value 
railroads and telegraph companies for property 
tax purposes. 

a. 	 Adams ExDress Co. v. Ohio State Auditor, 

166 U.S. 185 (1897) 


i. 	Application of property tax to 

include express companies1 

intangible property upheld. 




ii. 	"Every state within which it [the 

express company] is transacting 

business, and where it has its 

property, more or less, may 

rightfully say that the $16,000,000 

of value which it possesses springs 

not merely from the original grant 

of corporate power by the state 

which incorporated it, or from the 

mere ownership of the tangible 

property, but it springs from the 

fact that that tangible property it 

has combined with contracts, 

franchises, and privileges into a 

single unit of property; and this 

state contributes to that aggregate 

value not merely the separate value 

of such tangible property as is 

within its limits, but its 

proportionate share of the value of 

the entire property." 


2. 	 Underlying Principle - - the underlying 
principle of the unitary business doctrine is 
the disregarding of boundaries 

a. 	 Underwood Tmewriter Co. v. Chamberlain, 

254 U.S. 113 (1920) 


i. 	Apportionment of the entire net 

profits derived from a unitary 

business that was partly conducted 

in the taxing state using a single- 

factor property formula was upheld. 


ii. 	"The profits of the corporation were 
largely earned by a series of 
transactions beginning with 
manufacture in Connecticut and 
ending with sale in other States. . 
. . The legislature in attempting 
to put upon this business its fair 
share of the burden of taxation was 
faced with the impossibility of 
allocating specifically the profits 
earned by the processes conducted 
within its borders. It, therefore, 
adopted a method of apportionment 
which . . . reached, and was meant 
to reach, only the profits earned 
within the State." 



b. 	 Bass, Ratcliff & Gretton, Ltd. v. State 
Tax Commfn, 266 U.S. 271 (1924) 

British corporation that 

manufactured ale in England and sold 

the ale in England and through 

branch offices in Chicago and New 

York was subject to New York 

franchise tax even though the 

corporation had no net income for 

federal income tax purposes. 


ii. 	"as the Company carried on the 
unitary business of manufacturing 
and selling ale, in which its 
profits were earned by a series of 
transactions beginning with the 
manufacture in England and ending in 
sales in New York and other places -
- the process of manufacturing 
resulting in no profits until it 
ends in sales - - the State was 
justified in attributing to New York 
a just proportion of the profits 
earned by the Company from such 
unitary business." 

B. 	 General Tests and Characteristics of Unitary 

Businesses 


1. 	 The Three Unities Test 


a. 	 Butler Bros. v. McColaan, 17 Cal.2d 664 

(l94l), aff Id, 315 U.S. 501 (1942) 


i. 	Foreign corporation engaged in the 

wholesale merchandise business and 

operating distributing houses in 

seven states, including California, 

was engaged in a unitary business 

due to the existence of the 

following factors: "(1) Unity of 

ownership; (2) Unity of operation as 

evidenced by central purchasing, 

advertising, accounting and 

management divisions; and (3) unity 

of use in its centralized executive 

force and general system of 

operation." 




ii. 	"It is only if its business within 

this state is truly separate and 

distinct from its business without 

this state, so that the segregation 

of income may be made clearly and 

accurately, that the separate 

accounting method may properly be 

used. Where, however, interstate 

operations are carried on and that 

portion of the corporationfs 

business done within the state 

cannot be clearly segregated from 

that done outside the state, the 

unit rule of assessment is employed 

as a device for allocating to the 

state for taxation its fair share of 

the taxable values of the taxpayer." 

(citations omitted. ) 

2. 	 Contribution or Dependency Test 


Edison California Stores v. McColsan, 

30 Cal.2d 474 (1947) - - "If the operation 
of the portion of the business done 

within the state is dependent upon or 

contributes to the operation of the 

business without the state, the 

operations are unitary; otherwise, if 

there is no such dependency, the business 

within the state may be considered to be 

separate." 

-

3. 	 Common Characteristics 


a. 	 Functional Integration 


b. 	 Centralization of Management 


c. 	 Economies of Scale 




C. 	 Modern U.S. Supreme Court View 


1. 	 Cases Elaborating c:: Factors 

a. 	 Mobil Oil Cor~. v. Commissioner of Taxes 
of Vermont, 445 U.S. 425 ( 1 9 8 0 )  

Mobil, a New York corporation with 

its principal place of business (its 

commercial domicile) in New York, 

was subject to tax in Vermont on an 

apportioned share of the dividends 

it received from its subsidiaries 

and affiliates that were doing 

business abroad because Mobil was 

engaged in a unitary business with 

those corporations. 


ii. 	nthe linchpin of apportionability in 
the field of state income taxation 
is the unitary-business principle. 
In accord with this principle, what 
appellant must show, in order to 
establish that its dividend income 
is not subject to an apportioned tax 
in Vermont, is that the income was 
earned in the cclurse of activities 
unrelated to the sale of petroleum 
products in that State." (footnote 
omitted.) 

iii. "appellant has made no effort to 

demonstrate that the foreign 

operations of its subsidiaries and 

affiliates are distinct in any 

business or economic sense from its 

petroleum sales activities in 

Vermont. Indeed, all indications in 

the record are to the contrary, 

since it appears that these foreign 

activities are part of appellant's 

integrated petroleum enterprise." 


iv. 	Where the intrastate and extrastate 

activities form part of a single 

unitary business, "separate 

accounting, while it purports to 

isolate portions of income received 

in various States, may fail to 

account for contributions to income 

resulting from functional 




integration, centralization of 

management, and economies of scale. 

Because these factors of 

profitability arise from the 

operation of the business as a 

whole, it becomes misleading to 

characterize the income of the 

business as having a single 

identifiable 'source."' 


v. 	 "We do not mean to suggest that all 

dividend income received by 

corporations operating in interstate 

commerce is necessarily taxable in 

each State where that corporation 

does business. Where the business 

activities of the dividend payor 

have nothing to do with the 

activities of the recipient in the 

taxing State, due process 

considerations might well preclude 

apportionability, because there 

would be no underlying unitary 

business." 


b. 	 ASARCO, Inc v. Idaho State Tax Comm'n, 

458 	U.S. 307 (1982) 


i. 	Dividends, interest, and capital 

gains received by ASARCO from 

corporations in which it owned 

interests were not subject to Idaho 

tax because a unitary business 

relationship did not exist between 

ASARCO and the other corporations. 


ii. 	Court rejected Idaho's expansion of 
the concept of unitary business to 
include income from intangible 
property that is acquired, managed, 
or disposed of for purposes relating 
or contributing to the taxpayer's 
business (i.e., corporate purpose). 
"We cannot accept, consistently with 
recognized due process standards, a 
definition of 'unitary business' 
that would permit nondomiciliary 
States to apportion and tax 
dividends ' [w]here the business 
activities of the dividend payor 
have nothing to do with the 



activities of the recipient in the 

taxing State . . . . (citing 
Mobil .) 

c. 	 F.W. Woolworth Co. v. Taxation & Rev. 
De~lt of New Mexico, 458 U.S. 354 (1982) 

i. 	Dividends received by Woolworth, a 

corporation commercially domiciled 

in New York, from four subsidiaries 

(three of which were wholly owned) 

were not subject to New Mexico tax 

because Woolworth was not engaged in 

a unitary business with the 

corporations. 


ii. 	"the potential to operate a company 
as part of a unitary business is not 
dispositive when, looking at 'the 
underlying economic realities of a 
unitary business, ' the dividend 
income from subsidiaries in fact is 
derive [dl from unrelated business 

activity which constitutes a 

discrete business enterprise. 

(citations omitted.) 


iii. 	"the proper inquiry looks to 'the 
underlying unity or diversity of 
business enterprise', not to whether 
the nondomiciliary parent derives 
some economic benefit - as it 
virtually always will - from its 
ownership of stock in another 
corporation." (citations omitted.) 

iv. 	"Each of the foreign subsidiaries at 

issue operates a 'discrete business 

enterprise,' with a notable absence 

of any 'umbrella of centralized 

management and controlled 

interaction.' New Mexico, in taxing 

a portion of dividends received from 

such enterprises, is attempting to 

reach 'extraterritorial values, 

wholly unrelated to the business of 

the Woolworth stores in New Mexico." 




d. 	 Allied-Siunal, Inc. v. Director, Div. of 

Taxation of New Jersey, 112 S. Ct. 2251 

(1992) 


i. 	New Jersev could not tax Allied- 

Signal on* the gain its predecessor 

(Bendix) recognized from the sale of 

stock of a ~ e w  Jersey corporation 

because Bendix and the other 

corporation were not engaged in a 

unitary business and the gain was 

from an investment function and not 

an operational function. 


ii. 	"Because of the complications and 

uncertainties in allocating the 

income of multistate businesses to 

the several States, we permit States 

to tax a corporation on ac 

apportionable share of the 

multistate business carried on in 

part in the taxing State. That is 

the unitary business principle." 


iii. 	"the payee and the payor zeed not be 

engaged in the same unitary business 

as a prerequisite to app~rtionment 

in all cases. Container Cor~.says 

as much. What is required instead 

is that the capital tracsaczion 

serve an operational ra~her than an 

investment function." 


iv. 	"the existence of a uni~ary relation 
between the payor and the payee is 
one means of meeting the 
constitutional requirener.:. . . . 
We did not purport, however, to 
establish a general re?-:rernect that 
there be a unitary relar~on between 
the payor and the payee ts justify 
apportionment, nor do we ds so 
today." 

v. 	"the mere fact that an intangible 

asset was acquired pursuant to a 

long-term corporate strategy of 

acquisitions and dispositions does 

not convert an otherwise passive 

investment into an integral 

operational one." 




vi. 	The Court rejected New Jersey's 

"'ingrained acquisition-divestiture 

policy.'" "The hallmarks of an 

acquisition which is part of the 

taxpayer's unitary business continue 

to be functional integration, 

centralization of management, and 

economies of scale. Container Corn. 

clarified that these essentials 

could respectively be shown by: 

transactions not undertaken at arm's 

length; a management role by the 

parent which is grounded in its own 

operational expertise and 

operational strategy; and the fact 

that the corporations are engaged in 

the same line of business." 

(citations omitted. ) 

Combining Unincorporated Divisions 


a. 	 Exxon C o r n .  v. Wisconsin De~'t of Rev., 
447 U.S. 207 (1980) 

i. 	 Wisconsin could constitutionally 

apply its statutory apportionment 

formula to Exxonrs tctal corporate 

income even though Exxonfs 

functional accounting separated its 

income into three distinct 

categories of marketing, 

exploration, and refining, and Exxon 

only performed marketing operations 

in Wisconsin, because the marketing 

activities were an integral part of 

Exxon's unitary business. 


ii. 	"In order to exclude certain income 

from the apportionment formula, the 

company must prove that 'the income 

was earned in the course of 

activities unrelated to the sale of 

petroleum products in the State.' 

The court looks to the 'underlying 

economic realities of a unitary 

business, and the income must 

derive from 'unrelated business 

activityf which constitutes a 

'discrete business enterprise."' 

(citing Mobil Oil.) 




iii. "While Exxon may treat its 

operational departments as 

independent profit centers, it is 

nonetheless true that this case 

involves a highly integrated 

business which benefits from an 

umbrella of centralized management 

and controlled interaction." 


3. 	 Combining Corporations 


a. 	 Container CorD. of America v. Franchise 

Tax Bd., 463 U.S. 159 (1983) 


i. 	 Container Corporation was found to 

be engaged in a unitary business 

with its overseas subsidiaries that 

were incorporated in the countries 

in which they operated. California 

was therefore allowed to apply its 

formulary apportionment formula to 

the income that those subsidiaries 

earned. 


ii. 	"When a corporation invests in a 
subsidiary that engages in the same 
line of work as itself, it becomes 
much more likely that one function 
of the investment is to make better 
use - either through economies of 
scale or through operational 
integration or sharing of 
expertise - of the parent's existing 
business-related resources." 

iii. Taken in combination, the following 

factors demonstrated that the state 

court's conclusion that Container 

Corporation was engaged in a unitary 

business with its subsidiaries was 

within the realm of permissible 

judgment: "appellant's assistance to 

its subsidiaries in obtaining used 

and new equipment and in filling 

personnel needs that could not be 

met locally, the substantial role 

played by appellant in loaning funds 

to the subsidiaries and guaranteeing 

loans provided by others, the 

'considerable interplay between 

appellant and its foreign 




subsidiaries in the area of 

corporate expansion,' the 

lsubstantial' technical assistance 

provided by appellant to the 

subsidiaries, and the supervisory 

role played by appellant's officers 

in providing general guidance to the 

subsidiaries." 


b. 	 Barclavs Bank PLC v. Franchise Tax Board 
& Colaate Palmolive Co. v. Franchise Tax 
Board, 114 S. Ct. 2268 (1994) 

The U.S Constitution does not impede 

application of California's worldwide 

combined reporting method as applied to 

either foreign-based (Barclays Bank) or 

U.S.-based (Colgate-Palmolive) 

mulitinational corporations. Barclays 

argued that California's taxing system 

discriminated against foreign commerce by 

imposing a greater compliance burden and 

expense on foreign-based corporate groups 

than domestic-based groups. The Court 

agreed that compliance disprop3rtionately 

imposed on out-of-jurisdiction 

enterprises would not pass Cormerce 

Clause scrutiny; however, that was not 

the case here since Barclays' worldwide 

income was computed not on the basis of 

certain financial statements as required 

by regulation but pursuant to another 

regulatory provision that allows 

"reasonable approximations" of financial 

data in appropriate cases. The Court 

concluded that Barclays thereby avoided 

large compliance costs and thus failed to 

demonstrate that California's :ax system 

in fact operates to impose incrdinate 

compliance burdens on foreign-based 

mulinations. With respect to the 

taxpayersf argument that the state's use 

of the worldwide combined reporting 

system frustrated federal foreign policy 

in violation of the Foreign Commerce 

Clause, the Court relied on congressional 

inaction in reaching its conclusion that 

Congress implicitly has permitted the 

states to use worldwide combination to 

tax multinational corporate groups. 




D .  	 New Y o r k f s  A p p r o a c h  T o  T h e  Unitary Business 
D o c t r i n e  

1. 	 Tax Law Section 211.4 does not explicitly 

require that corporations be engaged in a 

unitary business before combination will be 

permitted or required. 


2. 	 While the regulations do require that 
corporations be engaged in a unitary business 
before combination will be permitted or 
required (Reg. Sec. 6-2.1 (a) ) , the term 
"unitary businessn is not defined in the 
regulations. Instead, the regulations merely 
provide illustrative examples without limiting 
the meaning of the term to those examples. 

a. 	 The New York State Tax Appeals Tribunal 

has provided that the regulations comport 

with the key indicia of a unitary 

business developed by the U.S. supreme 

Court (i.e., functional integration, 

centralization of management, and 

economies of scale). See USV 

Pharmaceutical Corp., DTA No. 801050 

(N.Y.S.Tax Appeals Trib. July 16, 1992) . 

3. British Land (Mawland) , Inc., DTA No. 806894 
(N.Y.S.Tax Appeals Trib. Sept. 3, 1992), 

aff Id, 202 A.D.2d 867, 609 N.Y.S.2d 439 (3rd 

Dept. 1994), revfd on other srounds, 85 N.Y.2d 

139, 623 N.Y.S.2d 772 (1995) 


a. 	 The Tribunal summarized the current 

status of the unitary business principle 

as enunciated by the U.S. Supreme Court 

and applied these principles to determine 

that a corporation's ownership and 

operation of two properties exhibited 

these three characteristics and therefore 

that the corporation was conducting a 

unitary business. 


4. 	Sears. Roebuck and Co., DTA No. 801732 (N.Y.S. 

Tax Appeals Trib. Apr. 28, 1994) 


a. 	 Relying on its decision in British Land 

and the U.S. Supreme Court cases 

discussed therein, the Tribunal held that 

Sears and its affiliate, Sears Roebuck 

Acceptance Corporation (SRAC), a 
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Del~.:are-based finance subsidiary, were 

engk-.ed in a unitary business. 


b. 	 " [Dlespite the separate corporate 
structures Sears has not shown that it 
and SRAC were engaged in discrete 
business enterprises. Rather, the facts 
show an overwhelming interdependence 
between the two - - a clear underlying 
unity of the business enterprise." 

IV . THE DISTORTION REQUIREMENT 

A. 	 Tax Law Section 211.4 provides that a combined 

report including a non-taxpayer corporation will be 

permitted or required only if it is necessary in 

order properly to reflect the tax liability of a 

taxpayer corporation. The Tax Law imposes no such 

requirement regarding combined reports including 

only taxpayer corporations. 


B. 	 The regulations, however, provide a distortion 

requirement with respect to the inclusion of both 

taxpayer corporations and non-taxpayer corporations 

ic a combined report. (Reg. Sec. 6-2.1, 6-2.3, and 

6-2.5a.l 


C. 	 The regulations do not provide a definition of the 

term "distortionu. They do, however, specify that 

distortion of a taxpayer's activities, business, 

income, or capital will be presumed to result from 

separate reporting if there are substantial 

intercorporate transactions among the corporations. 

(Reg. Sec. 6-2.3(a) . )  

a. 	 The substantial intercorporate transactions 
requirement may be met if as little as 50% of 
a corporation's receipts or expenses are from 
one or more qualified activities. (Reg. Sec. 
6-2.3 (c) . )  

1. 	 It is not necessary that each corporation 

have substantial intercorporate 

transactions with every other member of 

the combined group. What is necessary is 

that each corporation have substantial 

intercorporate transactions with one 

other corporation or with a combined or 

combinable group of corporations. 
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2. 	 "Qualified activities" are transactions 

directly connected with the business 

conducted by the taxpayer and include: 


i. 	 manufacturing or acquiring goods or 

property or performing services for 

other corporations in the group; 


ii. 	selling goods acquired from other 

corporations in the group; 


iii. financing sales of other 

corporations in the group; 


iv. 	performing related customer services 

using common facilities and 

employees. 


3. 	 Service functions (such as accounting, 

legal, and personnel services) will not 

be considered as qualified activities 

when they are incidental to the business 

of the corporation providing such 

service. 


Cases interpreting these provisions have held 
that if substantial intercorporate 
transactions exist between corporations, then 
a presum~tion of distortion will arise. The 
corporations will thus be permitted or 
required to filed a combined report unless the 
presumption is rebutted by evidence 
establishing that separate reporting does not 
result in the distortion of the taxpayer's 
activities, business, income, or capital. 
(USV Pharmaceutical Corn., DTA No. 801050 

(N.Y.S.Tax Appeals Trib. July 16, 1992) ; 
Standard M f s .  Co., DTA No. 801415 (N.Y.S. Tax 
Appeals Trib. Feb. 6, 1992).) 

D. 	 Cases Regarding The Distortion Requirement 


1. USV Pharmaceutical C o r n . ,  DTA No. 801050 
(N.Y.S.Tax Appeals Tribunal, July 16, 1992). 


USV successfully thwarted the Division of 

Taxation's attempt to force it to file 

combined New York State corporation franchise 

tax reports with its wholly-owned subsidiary, 

an I.R.C. Section 936 corporation which was 

not itself a New York taxpayer, because USV 




established that combined reports were not 

necessary to reflect properly its New York tax 

liability. Although a presumption of 

distortion existed (since the stock ownership, 

unitary business, and substantial 

intercorporate transactions tests of the 

Division's regulations were met), USV rebutted 

the presumption with the results of an I.R.C. 

Section 482 audit of USV and the subsidiary 

and the corresponding adjustments which the 

Tribunal found established arm's length 

pricing between the corporations. 


2. 	 Medtronic, Inc., DTANo. 800306 (N.Y.S. Tax 

Appeals Tribunal, Sept. 23, 1993). 


The New York State Division of Taxation was 

allowed to require Medtronic to file combined 

corporation franchise tax reports with its two 

wholly-owned subsidiaries, which were not 

themselves New York taxpayers, because 

Medtronic failed to establish that its income 

would be properly reflected on separate 

reports. Since the stock ownership, unitary 

business, and substantial intercorporate 

transactions tests of the Division's 

regulations were net, a presumption of 

distortion was created. Medtronic was unable 

to rebut this presumption because (1) it was 

unable to establish that the federal I.R.C. 

Section 482 audit that it had undergone had 

specifically examined the intercorporate 

transactions between it and the subsidiaries 

and had found the transactions to be at arm's 

length, and (2) the testimony of the witnesses 

produced by the company was insufficient to 

establish that the intercompany transactions 

were at arm's length pursuant to I.R.C. 

Section 482 standards (which the Tribunal 

utilized for this purpose). 


3. 	 Cam~bellSales Com~anv, DTA Nos. 805017-8 

(N.Y.S. Tax Appeals Tribunal, Dec. 2, 1993). 


Campbell Sales Company ( lfSales") could not be 
forced by the Division of Taxation to file 
combined corporation franchise tax reports 
covering its parent, Campbell Soup Company, 
because Sales established that combined 
reports were not necessary to reflect properly 
its New York tax liability. Although a 



presumption of distortion arose from Sales1 

filing on a separate company basis, Sales was 

able to rebut this presumption by establishing 

that the nature and pricing of the 

intercorporate transactions were at arm's 

length under the principles of I.R.C. 

Section 482 and its related regulations. 


4. 	 Sears, Roebuck and Co., DTANo. 801732 (N.Y.S. 
Tax Appeals Tribunal, April 28, 1994) . 

Sears could not be required by the Division of 

Taxation to file a combined report covering 
its affiliate, Sears Roebuck Acceptance 
Corporation (SRAC) , a Delaware-based finance 
subsidiary. Although the Tribunal reversed 
the ALJfs holding that Sears and SRAC were not 
engaged in a unitary business, the Tribunal 
found that forced combination was 
inappropriate since the loans from SRAC to 
Sears were made at arm's length rates, and 
thus there was no distortion. 

5. 	 Heidelbers Eastern. Inc. and East Asiatic 

Comvanv, DTA Nos. 806890 and 807829 (N.Y.S. 

Tax Appeals Tribunal, May 5, 1994). 


The Division of Taxation's refusal to permit 

the East Asiatic Company (EX) to file 

combined reports covering its wholly owned 

subsidiary, Heidelberg, was in error. The 

Tribunal affirmed the ALJfs decision that the 

corporations established that they satisfied 
the requirements for filing a combined report 

(i.e., capital stock, unitary business, and 

distortion). The ALJ had found that 

distortion was present because there was no 

compensation or reimbursement to EAC for 

financing, financial management, or common 

managers. 


6. 	New York Times Co., DTA No. 809776 (N.Y.S. Tax 

Appeals Trib. Aug. 10, 1995) 


A newspaper publishing corporation could not 

be forced to file combined corporation 

franchise tax reports with its wholly-owned 

sales subsidiary, since although the two were 

engaged in a unitary relationship and there 

were substantial intercorporate transactions 

between them, those transactions were at arm's 




length (pursuant to a cost-sharing 

arrangement) and accordingly no distortion 

resulted from separate reporting. 


In the determination below, the Administrative 
Law Judge held' that the publishing corporation 
was allowed to file combined reports with an 
80%-owned "shell" corporation (whose only 
asset was a 50% partnership interest in an 
operating partne;ship) . he two corporations 
had centralized management, were functionally 
integrated, enjoyed economies of scale, and 
had substantial intercorporate transactions 
which were non-arm's length, resulting in 
distortion of income unless combined reporting 
were allowed. The Division of Taxation did 
not file an Exception with respect to this 
part of the determination. 

7. 	 Silver Kina Broadcastina of N.J., Inc., DTA 

No. 812589 (N.Y.S. Admin. Law Judge Aug. 10, 

1995) 


A subsidiary of a holding company with over 

80 first- and second-tier subsidiaries was not 

required to file combined corporation 

franchise tax reports with the holding company 

and all corporations included in the holding 

company's federal consolidated returns because 

it rebutted the presumption of distortion of 

income by demonstrating that the substantial 

intercorporate transactions between the 

corporations were at arm's length pursuant to 

the standards of I.R.C. Section 482. 


8. 	 Express. Inc. et al., DTA Nos. 812330-812332, 

812334 (N.Y.S. Admin. Law Judge Sept. 14, 

1995) 


The Division of Taxation could not force four 

affiliated retailers to file combined 

franchise tax reports with their respective 

trademark protection affiliates. The 

retailers rebutted the presumption of 

distortion arising from the existence of 

substantial intercorporate transactions by 

establishing that the royalty fees paid by the 

retailers were arm's length royalty fees 

pursuant to I.R.C. Section 482 and by 

establishing that the interest rates charged 

on intercompany loans fell within the "safe 




havenu interest rates provided in the Section 

482 regulations. 


9. 	 Article 32 of the Tax Law 


a. 	 U.S. Trust C o r n . ,  DTA No. 810461 (N.Y.S. 
Admin. Law Judge Dec. 22, 1994) 

A nontaxpayer banking corporation can be 

forcibly combined with affiliates for 

banking franchise tax report purposes if 

combination is necessary to reflect a 

taxpayer's liability properly. Here, 

despite the existence of a unitary 

relationship between the taxpayer and its 

Delaware holding company, there was no 

distortion of income because (1)capital 

contributions in which no gain was 

recognized were not "intercorporate 

transactionsN and did not create 

distortion and (2) the Delaware holding 

company was not a mere Mshelll' since it 

was established for valid business 

purposes and had substance. There was no 

need for the Division first to make 

specific I.R.C. Section 482-type 

adjustments before resorting to 

combination. 
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I. 	 NEW SALES TAX DEVELOPMENTS 

A. 	 Hot Topics 

1. 	 New legislation: 

a. 	 New exemption for goods and services for acquisition and 
maintenance of guide, learning and service dogs. Tax Law 
8 11 l5(s). See aho TSB-M-95(10)S. 

b. 	 New York City exemption for interior decorating and designing 
services. 

c. 	 Exemption for dues paid to co-oplcondo association for 
sociaVathletic facilities. This reverses Shaker Commons 
Condominium Owners, TSB-A-94(6)S and TSB-A-94(6.1)S. 

d. 	 Effective September 1, 1995, cigarette stamping agents will be 
required to prepay a portion of the sales taxes due on cigarettes. 
The pre-payment will be made upon the purchase of State excise 
stamps and the amount of prepaid tax will ultimately be passed 
down to the retail vendor. 

e. 	 Note: Exemption for coin-operated car washes was vetoed. 

2. 	 New cases hold that a few visits per year trigger sales tax nexus. Onis, 
-N.Y .2d- (1995) and Vermont Infomation Processing, N . Y.2d- (1995) (Decided June 4, 
19%). 

3. The Audit Division was barred by the three-year statute of limitations 
from assessing tax against a corporate officer because a waiver of the statute submitted by the 
corporation and signed by another corporate officer (although valid against the corporation) did 
not extend the statute of limitations against this officer. The corporation and the officer were 
separate taxpayers with their own separate statutes of Limitations. Russack, 1995-2 N.Y .T.C. 
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J-102 and On-Site Petroleum Unlimited, 1995-2 N.Y.T.C. J-1016. See also Harold Rashbaum, 

As OJicer of U.S. General Supply Colp., 1994-1 N.Y.T.C. 5-207, aff'd. 1995-1 N.Y.T.C. 

T- .
-

4. Sales taxes (plus interest from the date of sale) are collectable from your 
customers. Statute of limitations is four years for sales of goods, six years otherwise. Pallette 
Stone v. Guyer Builders, -NYS2d- (3d Dep't. 1995). 

5. Laks,590 N.Y.S.2d 958 (4th Dep't. 1992) has been reversed. A 
responsible officer is now liable for the corporation's interest and penalties. See Lorenz v. 
Depamem of T@on and Finunce et al, 623 N.Y .S.2d 455 (4th Dep't. Feb. 3, 1995). This 
case is being appealed. 

6. Expenditures for work performed on the Woolworth Building during the 
audit period qualified as capital improvements, notwithstanding the fact that the taxpayer had 
expensed the costs for income tax purposes, rather than capitalizing them. The ALJ applied the 
statutory definition of a capital improvement under the sales tax and concluded that the work 
qualifiedfor the exclusion. F.W. Woolwofih, 1994-1A N.Y .T.C.T-1361. 

7. Waste removal containers can be purchased exclusively for resale where 
they are always rented or leased to customers. CID Reme Service, Inc., 1995-1 N.Y.T.C. 
T-,. 

8. A taxpayer's creation of a multi-media software product is subject to sales 
tax as the sale of tangible personal property in the form of disks containing data. See Tax Law 
8 f 101 @)(l4). Steve Burnett, Inc.,TSB-A-95(28)S. 

9. Tax Law 8 1115(a)(4) exempts prosthetic aids used to correct or alleviate 
physical incapacity in human beings 

a. 	 A hair prosthesis is exempt from tax where it can be demonstrated 
that the prosthesis is to be used as a result of a medical problem, 
and not for cosmetic purposes Hair Club For Men, TSB-A-95(9)S. 

b. 	 An optical reading device is exempt. Audio Reading Concepts, 
TSB-A-95 (4)s. 
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c. 	 An artificial kidney is exempt. Althin W Medical, 1995-2 
N.Y.T.C. J-1124. 

d. 	 Numerous dental supplies are exempt. TSB-A-95(27)S. 

e. 	 But an adjustable bed is taxable. Crafrman'c, N.Y.S.2d -. 

f. 	 And so are adult diapers used in a nursing home. Maggio, 
TSB-A-94(49)S. 

10. U?FCTowerACompmry,1995-lN.Y.T.C.T-170. SeealsoGarmer 
Group, Inc., 1993-3N.Y.T.C. J-80, Aff'd. 1994-1A N.Y.T.C. T-1410 and Allied Aviation, 
199 1- 1 N.Y .T.C. T-701: overlapping audit policy. Requires audit, no agreement to keep item 
out, same periods. signed letter and payment. 

11. Although the serving of process is not subject to sales tax, sending faxes 
of documents, delivering photocopies within New York and retrieving and researching legal 
documents from public records are taxable sales. Kavanagh, TSB-A-93(67)S. Same result for 
reprints of rcsurncs by fax, laser printer, photocopier, etc.. However, up to three newly typed 
resumes will be exempt as a typing service. Debbie Dziedzic, TSB-A-94(28)S. 

. AD MRI tractorltrailer unit is exempt from sales tax to the extent the 
tractor/uailer quahfy under Tax Law 5 11 lS(a)(26). However, the MRI unit is not considered 
"equipment' for r tractorltrailer and is therefore subject to sales tax. Additionally, under New 
York's 'cheese board a le", if the tmctorltrailer cannot be purchased separately from the MRI 
unit, the combination of the items must be considered as one, and the entire charge for the 
tractor/trailer/hfRI unit would be subject to sales taxes. M ~ x u mHealth Services Corp., 
TSB-A-93(22)S. 

13. Although flags of the United States and of New York State are exempt 
from sales and use taxes, the exemption does not apply to confederate flags, colonial flags, 
historic flags, flag patches, decals or pins with a design of a flag that are used for display on 
clothing or other items or kits composed of plastic parts that resemble the flag when assembled. 
Additionally, when a flag is sold in a package kit that includes other items that are subject to 
sales tax (such as a pole, lanyard and bracket), or when a flag is sold attached to a pole, rod or 
staff, the entire sale is subject to tax unless the price of the flag is separately stated on the bill 
or sales slip given to the customer. Additionally, the price of the flag must be reasonable in 
relation to the entire charge. See Sales Tax Newsletter, Vol. 22, Number 2, September, 19%. 
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14. No use tax on natural gas brought in from out of state. Penn York, 
1992-2 N.Y.T.C.T-1181. 

15. In a rare case, purchases for resale can be established by oral testimony 
even in the absence of resale certifcates (9,000 Sony walkmans sold to one buyer who is no 
longer on good terms with the taxpayer and thus had no reason to Lie on the witness stand). 
Intercontinental Audio and Wdeo, Inc. . 1994-2A N.Y .T.C. J-2890. 

16. Statistical sample audits are estimated, accordingly, consent is required. 
Marine Midland Bank, 1993-2 N.Y .T.C. T-469. 

17. 	 Note issues involving tax on deliveries. 

18. Other sales tax audit rules. Before test period or statistical sample canbe 
used, auditor must cask for records in writing. Yel-Boms, 1990-1 N.Y.T.C. T-351. Auditor 
cannot assume records are inadequate. Meek, 1993-3 N.Y .T. C. J-620. I€taxpayer brings in 
new accountant or other reasonable circumstances,auditor must allow rasonable postponement 
of audit. Imperial Floor Covering, 1993-3 N.Y.T.C. 5-294. Each extension of audit requires 
new request for records. Auditor cannot assume that records are defective. Grea Neck Service 
Smion, 1988- 1 N.Y .T.C. T-115. If taxpayer sells both taxable and nontaxable items, auditor 
must devise reasonable audit methodology. Cannot assume everything is taxable. Bemstein, 
1992-lA N.Y.T.C.T-1479 and Auriernma, 1992-2 N.Y.T.C. T-1108. 

19. Without records, a one-day observation audit can establish a three-four 
year liability. See e.g. ,Hollywood Grocery Stores, 1995-2 N.Y .T.C. 5-131 and Bagel Boss, 
1995-2 N.Y .T.C. J-1185. Major business charges were disregarded. 

20. Transfer of direction and control over property can trigger tax 
consequences. 

a. 	 Rental of crane - following foreman's orders, working hours, 
conditions, etc. 20 N.Y. C .R.R.1S26.7(e)(4). 

b. 	 Rental of bus/transportation services. Coren, TSB-A-95(13)S. 

c. 	 Limo rides. WW Limousine,TSB-A-
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d. 	 Funeral processions. Buckley Funeral Home, 199 Misc. 195 (Sup. 
Ct. 1950) Aff'd. 277 AD 1096 (1st Dep't. 1950). 

e. 	 Manufactured Homes - are they purchased installed or as tangible 
personal property? G & I Homes, TSB-A-95(11)S. 

21. Reward credits issued by shop-at-home club (credits good for 
merchandise) were taxable based on actual value of credits (1099 value). Popular Club P h  
1995-1 N.Y.T.C. T--. 

22. 	 New medical supplylequipment rental initiative. 

23. 	 Some auditors conduct withholding tax audits too. 

24. All of the professional and other efforts that culminate in a video tape are 
taxable as the sale of tangible personal property (the tape). Wdeo Memories hsoc . ,  1995-3 
N.Y.T.C. J--. 

25. Medical alert services are exempt from tax. MSS Elecnonics, 
TSB-A-95 (34)s. 

26. Fees for advertising on the internet are not taxable. Levy, TSB-A-
95(33)S. 
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INFORMATION SERVICES 

A. The Law 

B. What is taxable? 

Section 1105(c)(l) of the New York Tax Law imposes tax on retail sales 
of the following service: 

The furnishing of information by printed, mimeographed or multigraphed matter or by 

duplicating written or printed matter in any other manner, including the services of 

collecting, compiling or analyzing information of any kind or nature and furnishing 

reports thereof to other persons . . . . 


C. What is excluded? 

Section 1105(c)(l) provides an exclusion for: 

7bc furnishing of information which is personal or individual in nature and which is 
not or may not be substantially incorporated in reports furnished to other persons, and 
excluding the services of advertising or other agents, or other persons acting in a 
rrprerarutive capacity, and information services used by newspapers, radio 
brodurterr and television broadcasters in the collection and dissemination of news. 

D. Recent Legislation 

New exemption for meteorological services. Tax Law 5 1lO5(c)(l). 

Effective September 1, 1995, the threshold for mandatory participation in 
the electronic funds transfer program will be reduced from $4 to $1 
million of annual sales tax liability. 

E. The Current Status of Information Services 

On August 7, 1995, in his letter accompanying the amendment excluding 
meteorological services from the tax on information services, Governor 
Pataki stated: 

By administrative edict, the prior administration pursued avenues of taxation 

on the basis of an expansive - and errontous - interpretation of tax law. This 

abusive practice has subjected honest, law-abiding taxpayers to unwarranted 

assessments, endless notices of determination, and years of litigation from tax auditors 

with marching orders from the top - all stemming from a policy in search of endless 

revenue streams from alleged taxes never authorized by the Legislature. 
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Taxation by administrative fiat must end. It will end under my 

administration. 


The information services industry is an industry which New York should 

nurture, not overtax. I therefore will direct the Department of Taxation and Finance 

to re-evduate all informal rulings issued publicly or internally regarding the taxation 

of information services by administrative edict under the sales and use tax and to 

develop a policy which encourages the information services industry to locate or 

remain in New York. 


The Audit Division is currently reevaluating its view of the information 
service tax and the scope of the exclusions. 

F. What is a Taxable "Information Service1'? -The Cases and Rulings 

A mailing list transferred as part of the bulk sale of a gas station was not 
an "information service" subject to sales tax. Although literally a 
collection of information had been made and furnished, the Court of 
Appeals concluded that this was not an "information service" because the 
gas station was not in the business of "collecting, compiling or analyzing" 
this information. What this means is that the sale of information as such 
is not necessarily an "information service". Matter of Audell Petroleum 
COT. v. State Tax Commission, 69 N.Y.2d 818, 513 N.Y.S.2d 962 
(1987). 

Reports generated by two research consortia were not "information 
services", notwithstanding the fact that information was collected and 
furnished in a written report. The Tribunal concluded that the "essence" 
of the transaction was research and development and refused to find an 
information service simply because a written report was furnished. Matter 
of Rochester Gas and Electric C o p ,  Tax Appeals Tribunal (January 4, 
1991). 

A dating service was not taxable as an information service because its 
function was not "to collect and disseminate information." Focusing on 
the service, "in its entirety, as opposed to.. . components", the Tribunal 
concluded that the service was not an information service. Matter of 
SSOV '81 d/b/a People Resources, Tax Appeals Tribunal (1995). 

Maintaining a customer's own information, and providing computerized 
access is not an information service because no new information or 
intelligence is transferred to the customer. Pn'ce Waterhouse LLP,TSB-
A-95(12)S. 
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Consistent with this view are T m p  Shuttle, Inc., TSB-A-93(58)S and 
CyCare Systems, Inc., TSB-A-93(18)S which hold that personalized data 
processing services are not taxable as information services. 

A service that guarantees the funds of its customers' checks is not subject 
to New York sales and use taxes. H.0.Penn Machinery Co., TSB-A- 
95(26)S. 

Telephone sales solicitation is not an information service. Ah/Anthony, 
Inc. ,TSB-A-92(6)S. 

A computer software program that integrates insurance underwriting 
guidelines, policies and procedures (i.e. information) with proprietary 
premium discount formulas and customized computer programming is not 
an information service -- it is computer software. Matter of Insurance 
Automation Systems, Inc. ,Tax Appeals Tribunal (February 23, 1995). 

Multiple Listing services are taxable as information services. Mohawk 
Valley Listing Service, Inc. ,TSB-A-89(24)S. 

Furnishing DMV reports is a taxable information service. Mmer of 
Allstate Insurance Co. v. State Tax Commission, 115 A.D.2d 83 1, 495 
N.Y.2d 789 (3d Dep't. 1985), a r d ,  67 N.Y.2d 999, 502 N.Y.S.2d 804 
(1986). 

The Tax Department has confirmed that the following search services are 
not subject to sales tax until further notice: 

Uniform Commercial Code searches, 

tax and tax lien searches, 

pending suit searches, 

judgment searches, 

mechanics liens searches, 

bankruptcy searches, 

case retrieval searches to obtain copies of public hearing 

transcripts andfor document reports, 

business document searches (e. g. articles of incorporation), 

and 

business availability searches. 


Additionally, the following services are a even potentially subject to 
sales and compensating use taxes: 
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(1) 	 business document, UCC and business name filings, 
(2) 	 filing preparation services, 
(3) 	 vile watch services (keeping, in essence, a "tickler" system 

of a customer's current f h g  for purposes of informing the 
customer what filings are expiring), 

(4) 	 acting as registered agent to receive service of process, and 
(5) 	 afianging for the publication of public notices. 

Nevertheless, non-attorney computer searches of databases are taxable. 
Corsearch, Inc. ,TSB-A-88(5 8)s. 

The State has specifically withheld any advice concerning the tax status of 
real property searches and the proposal to tax title abstracts has been 
rescinded. Letters from Steven Teitelbaum to Mark Klein dated May 22, 
1995 and August 24, 19%. 

G. 	 What is Personal or Individual In Nature? - The Cases and Rulings 

Information services are "personal or individual in nature" when the 
customer defines the parameters of search and the investigation and report 
are tailored to a client's specification. Mmer of New YorkLife Insurance 
Co. v. State Tax Commission, 80 A.D.2d 675, 436 N.Y.S.2d 380, 383 
(3d Dep't. 198 I), a f d  sub nom, Metropo~itanLi/c Ins. Co. v. State Tax 
Commission, 55 N.Y.2d 758 (1982). 

Generally, stand-alone laboratory reports (e.g. soil testing) are exempt as 
personal or individual in nature. TSB-M-95(8)S. However, they may 
result is a taxable "repair" service if they are coupled with a later repair 
based on the report. See, e.g., Klein, TSB-A-94(2 1)S, where zebm 
mussel monitoring was exempt as an information stnicc. but held taxable 
as maintenance under 1105(c)(3) and/or (5). 

A taxpayer that sells an ultrasound image in conjunction with a written 
report (i.e. diagnosis) enjoys the exclusion for reports that are personal or 
individual in nature. However, if the taxpayer merely sells the image 
without a report, the sale would be taxable as a sale of tangible personal 
property. Thunder Ridge Ultrasound Service, TSB-A-95(22)s. 

A home inspection service (with a report) is excluded from tax as an 
information service that is personal or individual in nature. If it is sold to 
a prospective home purchaser, it would not be taxable. However, if it 
sold to the homeowner directly, it would be taxable as real property 
maintenance under Tax Law 5 1lO5(c)(5). Mafochu, TSB-A-90(12)S. 
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Marketing consultation services analyzing a client's internal sales data and 
preparing a written marketing plan with recommendations for improving 
sales and profits, pricing, promotion and advertising and sales strategies 
are personal or individual in nature and, hence, excluded. Crowley Web 
& Associates, TSB-A-95(2)S. 

Individualized oral consultation services are, similarly, excluded as 
personal or individual in nature. Hodgson, Rurs, Andrews, Woo& & 
Goodyear, TSB-A-92(3 1)s. 

Financial account verification services are taxable because the information 
is derived from public sources. Cha System, TSB-A-95(14)S. 

Analyzing results of a customer's unique survey is personal or individual 
in nature. Steger, TSB-A-94(16)S. 

H. Tommon DatabasenCases 

Information from a common database which is merely "distilled" into 
summary form for pmentation in a report is not personal or individual in 
nature. Matter of Ziuin Corn Newsppers, Inc. v. State T a  Commission, 
101 A.D.2d 977, 477 N.Y.S.2d 718 (3d Dep't 1984), appeal dismissed, 
64 N.Y .2d 874, 487 N.Y. S.2d 553 (1985). 

Customizing the presentation of information or including only selective 
pieces of information from a common database does not change the fact 
that the information in the report was "gleaned" from, and existed in, a 
common database. It is not personal or individual in nature. Mmer of 
Towne-Oller and Associates, Inc. v. Stme Tm:Comm~~ssion,120 A.D.2d 
873, 502 N.Y .S.2d 544 (3d Dep't 1986). 

Tailoring a report to specific parameters of a customer did not change the 
fact that the infomation in the report was "extracted" from a common 
database and was not personal or individual in nature. Matter of Rich 
Products Corporation v. Chu, 132 A.D.2d 175, 521 N.Y.S.2d 865 (3d 
Dep't 1987), leave denied, 72 N.Y.2d 802, 530 N.Y.S.2d 554 (1988). 

An on-line computer system that generates estimates of the cost to repair 
damaged vehicles for insurance companies was not excluded as personal or 
individual in nature. The report contained common price information that 
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was not unique to the customer. Matter of ADP Automotive CIaim 
Services, Inc. fMa Collision Estimating Services, Inc. v. Tax Appeals 
Tribunal, 188 A.D.2d 245, 594 N.Y.S.2d 96 (3d Dep't 1993). 

A Report consisting of economic projections focusing on the customer's 
industry or market that consisted in large part of general economic and 
demographic data was not personal or individual in nature even though 
some of the information in the report was data related to the customer's 
specific input. Matter of Data Resources, Inc., TSB-H-87(205)S (Aug 28, 
1987). 

When information in a common database is only used as a tool to create 
new and different information which comprised the information actually 
appearing in the report, the existence of the database did not defeat the 
exclusion. Matter of Westwood Pharmaceuticals, Inc. v. Chu, 164 
A.D.2d 462, 564 N.Y.S.2d 1020 (4th Dep't 1990), leave denied, 77 
N.Y.2d 807, 569 N.Y.S.2d 610 (1991). 

Existence of common database as tool used in performing risk analyses of 
customer-specific portfolios did not defeat exclusion where "raw data" in 
the common database did not appear in the report itself. Matter of 
Standard & Poor's Compustat Services, Inc., Division of Tax Appeals 
(June 23, 1994). 

I. Where Does a Sale of Information Services Take Place? 

Information services are taxable based on the point of delivery of the 
report. When the report is furnished "on-line", delivery takes place at the 
access terminal. If multiple terminals have access, the total charge is 
apportioned to each terminal and sourced accordingly. When multiple 
hard copy reports are furnished, the total charge is allocated based on the 
numbers of copies shipped to each location. Maner of Comeau, 
TSB-A-90(43)S. 

J. Audit Issues 

1. Number of Audits and Audit Selection 

Total number of audits: 

=, 530,000 registered vendors; 
* 1,200 largest companies which are always audited; and 
=+ 4,800 others. 
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Selection for audit is based on industry-wide sweeps, target groups 
(service stations, doctorsllaw yen, printing industry, etc.) ,referrals from 
other audits, "snitches", and so forth. 

Auditors look at three areas: 

* 	 Expenses - usually recurring - use of test period or statistic sample 
preferred. 

Sales - usually sampled, depends on level of sales activity: guest 
checks - register tapes - taxable ratio. 

* 	 Capital acquisitions - full detail usually preferred, items usually 
reconciled with cash disbursements journal. 

3. 	 Technical Audit Issues 

Where to hold audit 
Access to information 
Consent to extend Statute of Limitations 
Test period consent 
AU-3 - 60-day rule 
Penalties: regular (30 %), interest (12 %) and omnibus (10%) 
Exemption certificate issues 
Withholding tax audits also performed 

4. 	 Overlapping Audit Policy 

The Audit Division has a policy which provides a credit based on an 
overlapping audit of a customer1vendor. Ln order for the policy to apply, 
the other audit must be concluded, paid-up, with no agreement to keep the 
item out, and for the same period. Marter of WFC Towr A Company, 
Tax Appeals Tribunal (1995); see a l o  Matter of Gunner Group, Inc., 
Tax Appeals Tribunal (1995) and Matter of Allied A ridon, Tax Appeals 
Tribunal (1991). 

K. 	 Off~cer/ResponsiblePerson Liability 

An officer assessment was barred by the three-year statute of Limitations 
even though a valid waiver extending the statute of limitations for the 
corporation existed. The corporation and the officer were separate 
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taxpayers with their own separate statutes of limitations. The corponte 
extension did not apply to the officer. Mmer of Bleistein, Tax Appeals 
Tribunal (July 27, 1995). 

The Fourth Department reversed its prior holding in Lak;r and concluded 
that a corporate officer can be held Liable for the corporation's penalties 
and interest as well as the base tax. Matter of Lorenz v. Department of 
TaxclflaXClflon and Finance, -A.D.2d. -, 623 N.Y.S.2d 455 (4th Dep't. 
Feb. 3, 19%). The Lorenz decision is on appeal. The Third Department 
has consistently held that an officer canbe held liable for the corporation's 
penalties and interest. 

L. 	 The TOP 7 Things You Need to Know About Information Services 

1. 	 Focus on the "essence" of the service in its entirety, not just its 
components. 

2. 	 Nexus can be triggered by almost physical presence. 

3. 	 AUocation rules for destination of sale allow for planning. 

4. 	 Technological changes requite constant monitoring of taxable status of 
"products" as they evolve. 

5. 	 Audit methodology issues and overlapping audits. 

6. 	 Responsible personslofficer assessments can include penalties and interest. 
Statute of limitations may provide relief. 

7. 	 Based on Governor Pataki's message, now is the time to negotiate 
infoxmation service issues with the Tax Department! 

A. State takes the position that without detailed cash register receipts ("scanner" type 
registers), a grocery store's records are inadequate. Licarta v. Chu, 64 N.Y.2d 873 (1985); 
Goldberg, TSB-A-85 (55)s; Jamron, TSB-H-85 (95)s. 

B. However, test period audits can be used to establish refunds. Cash register tapes 
that do not indicate whether each item sold is taxable are still sufficient to prove gross sales. 
Raemart Drugs,Inc. v. Wetzler, 555 N.Y .S.2d 458 (3d Dep't. 1990). 
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C. A one-day test period or observation audit can be used to determine the tax for a 
three and one-half year audit period. See Lombard v. Wetzler, 602 N.Y.S.2d 972 (3d Dep't. 
1993) and Tak Diner, 199 1-2 N. Y .T.C. T- 15 1. Burden is on taxpayer to demonstrate that 
audit methodology is flawed taxpayer must prove by clear and convincing evidence the 
amount of tax assessed was erroneous. 

D. However, auditor still must first ask if adequate records are available. He cannot 
assume that they are not. Meekr, 1993-3 N.Y.T.C. J-620. See also Charfair, 41 1N.Y .S.2d 
41 (3d Dep't. 1978) 65 A.D.2d 44,LaPinra, TSB-H-86(65)S. 

E. And auditor must allow reasonable postponement of audit (e.g., where new 
accountant brought on board) before resorting to estimate. Imperial Floor Covering, 1993-3 
N.Y.T.C. J-294. 

F. Need separate requests for each extension of audit period. Can't assume records 
defective for al l  covered periods. Adamides v. a u ,  134 A.D.2d 776 (3d Dep't. 1988) and 
Great Neck Service Station, 1988-1 N.Y.T.C. T-115. 

G. Where taxable and non-taxable items are sold, auditor must devise reasonable 
methodology. Can't assume all sales are taxable. Bemein on Essex, 1992-1A N.Y.T.C. 
T-1479 and Auriemma, 1992-2 N.Y .T.C. T-1108. Even with test period audit, audit 
methodology must be reasonably calculated to reflect taxes due. Ristorme Puglia, 102 A.D.2d 
348 (3d Dep't. 1984). 

H. Auditors who agree to redo a test period audit do not have to use the results of 
the second audit. They can use a weighted average of the two. Sidney Wallach, 614 N.Y.S .2d 
647 (1994). 

I. Tax Department need not issue subpoenas to perform test period audit. 
ContinentalA m ,  72 N.Y.2d 976 (1988). Obligation is on taxpayer to cooperate. 

J. A desk audit that does not request all books and records is invalid. Best P a h ,  
1990-2 N.Y.T.C. J-907. 

K. Burden is on the taxpayer to prove the audit methodology is unreasonable. If you 
cannot proceed without the auditor's presence, use your subpoena power. Flanagan, 1990-1 
N.Y.T.C. T-387. 

L. Statutory notice must be based on valid evidence before it is issued, not 
afterward. Undocumented industry profitability indexes (without any factual support) were 
rejected. Fobs  Lounge, 1991-2 N.Y.T.C. T-173. 
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M. An auditor's request for books and records must go beyond a "weak and casual" 
request. It must be explicit. Yel-Born 's, 1990-1 N.Y.T.C. T-351. See also Delaware Drapery, 
1991-2 N.Y.T.C. T-861. 

N. Failure to check estimate box is fatal to assessment. Julia Coflee Shop, 
1992-2 N.Y .T. C. T-55 1, and Negat, 1992-2 N.Y .T. C. T-477. 

0. Mark up percentage provided by taxpayer is still indirect method. Therefore 
requires consent to test period of inadequate records. Confinemal Carper, 1992-2 N.Y.T.C. 
T-1099. 

IV. TRANSFERS OF BUSINESS 

A. Fomation of a Business 

1. The transfer of a sole proprietor's business to a partnership solely in 
exchange for the partnership interest was not subject to tax, even though the partnership 
assumed liabilities of the proprietorship. Be~mfirl Visions Co., 1994-1 N.Y .T. C. J-1. 

2. Transfers to a new corporation must be made within a reasonable time 
after organization of the new corporation. Noar Trucking, 527 N.Y .S.2d 597 (3d Dep't. 1988). 
Remedy: contributions to capital. 

B. Asset Transfers 

1. On or After Organization of Corporation 
2. Acquisition of Assets 

3. Stock Transfers, Reorganizations and Liquidations 

a. Stock Transfers 
b. Corporate Distributions 
c. Reorganizations 

4. Personal Liability of Officers and Owners 

a. Responsible Officers 

(1) Responsible officer rules get much tougher. See Kadish, 
1990- 1 N.Y .T. C. T-8 19 (bankruptcy of corporation is irrelevant) and LaPenna, 199 1 -1 
N.Y .T.C. T-203 (parents who had nothing to do with business but designated as "officers" were 
held responsible). 
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(2) There is personal liability for non-trust funds. Includes use 
taxes. Neil I. Woolf, 1991-4 N.Y.T.C. J-1385. 

(3) But "president" of corporation (for appearances only) not 
responsible if he wasn't involved in financial affairs of company. Bruce Tunansky, 1994-1 
N.Y .T. C. T-76. Burden is on taxpayer to show that apparent authority is not actual authority. 
Must demonstrate preclusion from exercise of authority. Peter J. Napoli, 1995- 1 N.Y .T. C. T-

(4) And controlling shareholder and officer of corporation not 
liable where he was misled by others. Russack 1995-2-N.Y .T.C. J-1102. 

5. Obligations upon Termination of Business 

a. Bulk sale purchaser's liabilities are derived directly from bulk sale 
seller; but amount does include interest or penalties. Velez, 547 N.Y .S.2d 444 (3d Dep't. 
1989). 


b. Bulk sale interest and penalties will be imposed on a transfer after 
the issuance of a notice of determination and demand, though. Joyce Gaughan, 1992-2 
N.Y.T.C. T-625. 

c. Bulk sales liabilities are cumulative. Acres Storage, 535 N.Y .S .2d 
165 (3d Dep't. 1988). 

d. Responsible officers can be liable for penalties and interest. See 
Dac's Trucking, 1991-1 N.Y.T.C. T-229 and Hall, 1990-1 N.Y.T.C. T-157. 

V. EXEMPTION CERTIFICATES 

A. No need to investigate purchaser or its use of equipment. 20 
N.Y.C.R.R. $ 532.4. Good faith is all that is required. Copelco Leasing Cotp., TSB-A-
95(15)S. 

B. In order to be facially valid, exemption certificates must correctly name the 
purchaser. Entech Management, 1994-1 N.Y .T. C. T-612. 

C. Seller of service business assets as part of ongoing business cannot accept 
manufacturing equipment exemption in "good faith". 24 Hour Air Pwnp Services, 1992-4 
N.Y.T.C. J-1995. 

D. Burden entirely on seller. Academy Beer, 609 N.Y .S.2d 108 (3d Dep't 1994). 



E. But a faulty ~ e r ~ c a t e  can be amended to reflect the original intent of the parties. 
Lloyd Mansfield Co., Inc., 1995-1 N.Y.T.C. T-812. 

F. Reasonable Cause 

1. Limited education, business experience and reliance on accountant can 
constitute reasonable cause. Fedele, 1988-3 N.Y.T.C. J-2047. 

2. Taxpayer's exemplary record of filing for years prior to and after failure 
to fde can constitute reasonable cause. Day, TSB-H-85(195)I. 

3. Reasonable cause can be based on new purchaser's inability to review 
corporate books and records. Bold Cowtny Carwash, TSB-H-86(79)S. 

4. Taxpayer's fmt audit and good faith mistake of fact (not law) can 
constitute reasonable cause. Film Factory, TSB-H-86(47)S. 

5. So can ill health and inability to run business. Caleri, 1988-1 N.Y .T.C. 
T-223. See aho. Bunt, TSB-H-86(56)S where the taxpayer had a severe heart attack. 

6. So can reliance on court opinion (even if ultimately reversed). Adel, 
1989-2 N.Y.T.C.1-509. 

7. Where taxpayer's check bounced because the State levied on his account, 
penalty was cancellad. HPS Capitol, TSB-H-85(191)S. 
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1. CURRENT STATUS AND RECENT HISTORY 

A. Current Status 

1. Tax Treatment in Flux 
2. Multiple Issues 
3. Pending Legislation and Regulations 
4. Administration in Transition 

B. Recent History 

1. Pre-1989 
2. 1989 Legislation 
3. Post-1989 

a. 1991ShippingCharges 
b. 1991 Notice on Postage for Mailing Promotional Materials 
C. 1992 TSB-M 
d. Draft Regulations 
e. Proposed Legislation 

11. ISSUES 

A. Complexity 

1. Complexity of the Typical Transaction - Multiple Vendors 
2. Mailing Services 
3. Mailing Lists and Mailing List Enhancements 
4. Postage and Shipping Charges 
5. PrincipaVAgent Issues 
6. Self-use 
7. Co-op Advertishe 
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Administr-ative Burdens 

1.  Single Use v. Blanket Exemption Certificates 
2. Direct Pay Permits 
3. Non-Nexus Advertisers 
4. Determining Mailing Percentages 
5. Complexity 

Constitutional Issues 

1.  Taxation of Services Performed Out-of-S tate (e.g., mailing Lists, shipping) 
2. Nexus Issues Created by Use of New York Vendor. 
3. Nexus Issues Created by Using Printer with New York Nexus. 

Disincentives to Do Business With New York Vendors 

1. Overview 
2. Situation in Other States 
3. Economic Evidence of Lost Business Activity 
4. Individual Case Studies of Lost Business Activity 

A. The Economic Front 
B. The Regulatory Front 
C. The Legislative Front 
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STATE O F  NEW YORK 


1995-1996 Regular Sessions 


IN SENATE 

March 28, 1995 


Introduced by Sens. SKELOS, DeFRANCISCO, LACK, LARKIN, FALTESE, VA.CEL-
LINO, MARCHI, M+ZIARZ, RATE, S E i i i l R D ,  !l2UNZO -- read twice and ordered 
printed, and when printed to be committed to the Committee on Investi- 
gations, Taxation and Government Operations -- committee discharged, 
bill amended, ordered reprinted as amended and recoxnitred to s s i d  
comnittee 

AN ACT to amend the tax law, in reiation to exempticn of prcc:,tiocr? 
niaterial from the sales and compensating use t a x  and ts repeal ssL2:-
vision (n) of section 1115 of the tax iaw relating thereto 

The People of the State of New York, reoresented in Senate and Assem- 

bly, do enact as follows: 


Section 1. Subdivision (n) of section 1115 of the tax law is REPEALED 

and a new subdivision (n) is added to read as follows: 

In) (1) The sale, storaqe, use or other consumption in this state of 


promotional materials mailed or delivered by the seller, the seller's 

agent, or a mailing house, acting as the agent for the purchaser, 

through the ~n'ited States postal service or by common carrier to any 

other person at no cost to that person who becomes the owner thereof 

shall be exem~t from the tax under this article. 


1 2 )  Services otherwise taxable under paraqraph one or two of subdivi-
sion (c) of section eleven hundred five of this article relating to 
promotional materials exempt under paragraph one of this subdivision 
shall be exempt from tax under this article. Such services shall 
include but shall not be limited to mailinq lists used to sead promo-
tional materials, . which lists shall be treated as information services 
for purposes of this subdivision regardless of the medium in which they 
are provided, and activities conducted in conjunction with mailinq 
lists. 

S 2. This act  shall take effect March 1, 1996. 

EXPLANATION--Matter in italics (underscored) is new; matter in brackets 
[ ] is old law to be omitted. 

LB305127-04-5 



I . C l 1  IVC\ 372%AMEMORANDUM IN 
submitted in accordance 

( ) Memo on original draft of bill A&VlSEa &rxwl~ (x) Memo on amended bill 

BILL NUMBER: Assembly 6086-8 Senate 3928-A 

SPONSORS: Member(s) of Assembly: 	 SCHIMMINGER, HARENBERG, DINAPOLI, 
DESTITO, et al. 

Senators: 	 SKELOS 

nTlE OF BILL: 

W ACT to amend the tax law, in relation to exemption of promotional material from the sales 
and compensating use tax and to repeal subdivision (n)of section 11 15 of the tax law relating thereto 

SUMMARY OF SPECIFIC PROVISIONS: 

Subdivision (n) of section 11 15 of the Tax Law is repealed and a new subdivision (n) is added. 
This new subdivision (n) would provide an exemption from sales and use tax for (1) the sale. storage, 
use or other consumption in the State of promotional materials; and (2) services relating to promotional 
materials including mailing lists. which are treated as information services for purposes of the 
application of the exemption. 

JUSTIFICATION: 

Direct print marketing is a huge and growing industry nationwide. It is also an extremely 
competitive industry in which New York's role is substantial but diminishing. For example, New York 
State employment in the printing industry was over 41,000 in 1987 but only 31,000 in 1993. 

The reason for this drop is due to the current statutory framework. Prior to September 1, 1989 
the State's sales and use tax treated promotional materials as follows: promotional materials mailed 
from New York into New York were subject to sales tax; promotional materials mailed from outside 
NewYork into New York were not subject to tax; promotional materials mailed from New York to other 
states were not subject to tax. Quite obviously, this framework encouraged the use of out-of-state 
companies, who could send promotional materials into the state free from tax. 

Legislation enacted in 1989 was designed to correct this inequity. primarily by making 
promotional materials delivered into New York from outsf-state subject to use tax. The goal of the 
legislation was to "level the playing field" by taxing promotional materials whether staying in or entering 
New York State, while exempting material sent out of New York State. 

The 1989 legislation has been a failure. Current law continues to discourage the use of New 
York business. Stories of business switching to out-of-state vendors or even eliminating New York 
from nationwide mailings abound. An explicit exemption in the law for the sales and use of 
promotional materials would go a long way toward providing a 'level playing field" for New York 
businesses and would also create parity in the tax treatment of direct print marketing and other forms 
of advertising including television, radio, newspaper and magazine, none of which are subject to tax. 

PRIOR LEGISLATIVE HISTORY: New bill. 

FfSCAL IMPLICATIONS: Minimal to the state. 

EFFECTIVE DATE: This act shall take effect March 1, 1996. -262-
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THE SALES AND USE TAX AND 

PROMOTIONAL MATERIALS 


Effective September 1, 1989, three amendments to the New York State Sales and 

Use Tax Lav impacted on the tax status of promotional materials. Since that 

time, the Department has received numerous requests for clarification concerning 

the overall effect these changes have on tax policy in this area. 


I. A new paragraph (12) was added to section 1101(b) of the Tax Lav to define 
promotional materiab as any advertising literature, applications, order 
forms and return envelopes related to such advertising literature, free 
gifts, complimentary maps or other items given to travel club members, 
annual reports, promotional displays, Cheshire labels and similar items of 
tangible personal property used for promotional purposes. Promotional 
materials also include property related to advertising literature that has 
been personalized through the use of the recipient's name or other 
information uniquely related to such person. However, promotional 
materials do not include invoices, statements and the like. 

Prior to this amendment, the Tax Law did not specifically define the term 
promotional materials, although the Tax Department had defined it in 1979 
in a policy memorandum titled 'The Taxability of Promotional Materials Sent 
into New York Statem (TSB-M-79(9)S). The new definition effectively 
incorporates much of the Department's prior definition, but also expands 
the prior definition to include outside mailing envelopes, Cheshire labels 
and materials which were personalized (contents of envelopes that are 
addressed or identified for a particular individual). Billing invoices, 
account statements, personal responses to customer correspondence and the 
like, which were not considered promotional material before September 1, 
1989 continue to be excluded from its definition under the new law. 

11. A new subdivision (n) was added to section 1115 of the Tax Law to provide 

that promotional materials mailed, shipped or otherwise distributed from a 

point within this state, by or on behalf of vendors or other persons, to 

their customers or prospective customers located outside this state, -for 

use outside this state, are exempt from sales and compensating use taxes. 

This new subdivision also provides that certain services relating to 

mailing lists or to activities directly in conjunction with mailing lists 

are exempt from such taxes when the services are performed on or directly 

in conjunction with exempt promotional materials. 


Before the addition of this exemption, the purchaser of promotional 
materials had to pay tax and show that such materials vere shipped outside 
the state for use outside the state in order to claim a refund of the tax 
from the Tax Department pursuant to section 1119 of the Tax Law. Services 
performed on mailing lists in this state were taxable without any right to 
refund. Accordingly, this new exemption with respect to mailing list 
services represents a major change in the taxability of such services in 
that, among other things, the exemption can be claimed in the first 
instance, rather than through a refund claim. . 



TS&Y-92(4)8  
8 r h r  T u  
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111, The daflaition of tho tom 'u8as in Soceian IlOl(b)(7) of tho T u  Lrv v.8 
mrndrd t o  prwida that u l o  iacludea t h n  dirttibution o f  tctlaibla 
personal property, such r r  promotioar1 mrtorirlr . 
T h i s  rxpurdod drf inftion of *useVffoctivoly ergado tho hpor i t ion  of the 
coeprnaating uar trx t o  cover tha UBO comhg i n t oof praaotional ~ 8 t ~ r i 8 l ~  
th i8  state.  P r i o r  t o  th$r change, thr f o m r  atrtutorp definition of 'ureQ 
paraittoti tho omrr of p t o a o t i o ~ l  mrt r r i r l r  t o  avoid New York 8 t r t r  s r l r r  
aad uro taxer by parcharia# from out-of-rtrto prfnteta rab ar i lo r r, 

.' Phm thora chulgor are viawrd together, they mitrblirh tU plm that  8XaWt8 
male8 o f  promotiom1 mtorL.1 that  are delivos8d t o  tha buyor, tha b u p t r  raent 
or  d  i e inrida Her York Str tm,  if tha buyer, agent or  dmrigner w i l l  than 
h ~ wauch property bal$nrad t o  potrrta locatrd outaidr this rtrtr; and taxer, 
whmte rppiicabla, say ,promotional mrtrrialr ,  rrgrrblema o f  point of  r r l a  or 

ultlmatoly brZivrrad to loc8tiona inride th i r  r t r to .  

A Uev York vmador purchrraa c r t r l o ~ r  t tom a printer. Tho 
wn&t w i l l  mail or fa roar othar mumar hrvo t&a crtrlogr 
daliverrd to  curtomerr and prarpactive curtomerr located 
outrido New Yatk Btata. Tha Uar Yozk vrrrdor i n  r l l w r d  t o  
purch~reauch crtaloaa from the p t i n t r t  without the pr7laent of 
081@8o r  U8a tu putrurnt t o  t&o orrmptiosr p rwided  i n  Section 
allS(n) o f  tho Tax Law, 

A multi-r tr tr  vendor with rrlrr officer in  Nar York purchrrrs 
crtalogr from r printor  outride thir State. Tho mult i -s ta te  
vrndot w i l l  mail or  i n  roar other mumor have the catrlogr 
UaUvarmd t o  curtooorr or ptoepectitn curtommtr l o c r t d  irr Nav 
York Strta. Thr U t i - r t r t o  vaador we* r coapmnrtfn8 ura 
tu broad on It8 coat o f  tho crtrlogs rhich r r o  drliverrd to 
locatfmm krmidr Nrv YO* Stat.. (Tha authority f o r  the 
imporition of thir cosprm;artirrg umr tu i a  Iectionr 1110 md 
l&OS(b) (7) o f  tho T u  Law) . 

Tho followhg chart holpr illustrrtm t&a diffmtoace betwoon the tu r t r t u r  of 
c a r t a h  pumlmar r r l r t r d  to  prometion81 tutrrirl both beforr md af te r  
SeptmrPbec 1, 10101 

.Content8 of kwelopr, (nm-pe rronrlizod) - #riled from #.Ye t o  1,Y. T u r b fr 

deatinrtlonr
- Mailed from N.Y. t o  doatfartioar Ejuplpt*

outsido H.Y.
- U I l a d  irom outride I , Y ,  t o  amupt 
#,Y, brrtiorttona 



Promotional Materials 


. 	Contents of Envelope (personalized) 
- Mailed from N.Y. to N.Y. 

destinations - Mailed from N.Y. to destinations 
outside N.Y. - Mailed from outside N.Y. to N.Y. 
destinations 

. 	Outer envelopes & outer labels - nailed from N.Y. to N.Y. 
destinations - Wailed from N.Y. to 
destinations outside N.Y. -	Hailed from outside N.Y. to 
N.Y. destinations 


. Mailing Lists (Purchase or Rental) -	List Received In N.Y. 

-	List Received Outside N.Y.  

. 	Related Services (merge/purge. label 
affixing, glue affixing, imprinting, 
keying enhancement. etc.) - Service Performed in N.Y. 

- Service Performed Outside 
N.Y. 

Before 9/1/89 


Taxable 


Taxable 


Exempt 


Taxable 


Taxable 


Exempt 


Taxable 


Exempt 


Taxable 


Exempt 
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Taxable 


Exempt 


Taxable 


Taxable 


Exempt 


Taxable 


Taxable based 
on percentage 
of N.Y.  
mailings 

Taxable based 

on percentage 

of N.Y. 

mailings 


Taxable based 
on percentage 
of N.Y. -
mailings 

Taxable based 

on percentage 

of N.Y. 

mailings 




hempt Exempt 

- Brmico Parformod out8fd8 Exempt EIampt 
I . Y .  

Uhm putcharinp promotional mrtarialr t h r t  arm eligible for  the exmmption
provided by ractioa lllS(a), the purebrrrr o f  luch aurt  pra8mt the mt@~ir l  
8aller  with r properly complmtad Exempt Umm Certificate, Form ST-121, In ordmr 
to  racriva tha t u  bearfi t  a t  tba tim of pureham. l iaaa  the exm~lpt$on i r  
limited t o  promotima1 mrtmrlrlr thrt arm for dir tr ibution outride t h o  s t a t e  a d  
r h c o  i t  i r  likrlf b o b g  purch.8md w i t 1t b t  not 811 thm promoti0~1al ~ ~ t e r i d r  
quarify for  tha oxamptioa, it via1 be a@C8888tj, fot  tho purehwer t o  indicata 
dirmctlt  oa thm azampt ura c r r t i f i c r t a  vbit parcratrge of the purchrre i 8  exampt
from t u ,  

Accordingly, in thore inrturcar vhrta the purchrror: of  proaotioarl matoria2 buys
such material in bulk and how8 the r u c t  prtcmtagr of tho t o t a l  purchrre that  
i r  r l i g i b l e  Qot oramption, thr purchrsar CM indicate t o  tho vaador the mount 
of t h r  mxrmpt prrcmntr(e on the Eumpt Urr Cae i f i c r t o  (Form ST-122). Thm 
vendor i r  them permitted t o  charge rrlmr tu only on tbr portioa of the charge 
which i r  not el&giblofor oxrmption. The oumpt ure ca r t t f i c r to  w i l l  bm rrvirad 
80 88 t o  include r rprca fog thr purchrmer to  iadfcrte the exompt parceatapm. 
Since there  pmrcmtagrr c u m t  ba oxpactob t o  ramla  coortrnt from prucharr t o  
purcharr, axeatpt us8 ca t t i f i c r ta r  urad t o  purchrra promotionrl aa ter ia l8  w i U  ba 
racogairrd a8 ringlo purcbr80 car t i f i c r te r  anl+. -
Prior t o  Septambor 1, 1W9, promotional matarirlr prchrreb in bulk mb 
drl ivarrd in to  Nav Yo& State wora rubfact to  salar  o r  U8m tax a t  the momant 
such mrtmcialr v bl ivarad  t o  tho purchaser or Ur da~i-a h,i&thim 
8+rtr, If tho promotional matorklr ware rubraqumntl~ #hipped out-of-atate in  
t;..ilc,tb8 putchrear van eligiblo for r refuad of the t u  paid f o r  that portion 
of t b m  matarialr rhippod outrfda thn rtatm purruaat to  rrctfoa 1119 of tho T u  
Law. Sactioa a119 war not rffectad ch.npr  rsportrd in thir mrmormdunr 
concmxaiag promotionrrZ a a t a ~ i r l r .  Thoroforo, prowtiolul  ~ t a r i a l r  which are 
purchrreb ta paid u s  ' a t i l l  r l ig ib l r  fo r  rrfunb, whan rpplicrblm. 

Tho ex8mptiorr ptwidad in section 1%15(n) i r  rva2labla t o  my parraa rosistermd 
with thm Tax Dopbitmant r r  a vaador, whothat much veado? i r  located ia8ide o r  
outmido Naw York 8trtm. Tho vendor mast prwide to  tho r e l l r t  of the 
promotional materirln r propat17 cornplotad 'fiempt U f c t Form ST-
1ZL. A purchasar o f  prometiarul matarSrlr that i r  eLiaible for examption 
~~~~~~t t o  rrctiosr 1113(rr) but who i r  not regimterad a8 8 vendor for ra ler  t a r  
(a.gb, a porroa uho 1 r nonturble marvice) is not allowab~t o  i8sw ra 
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exemption document and must therefore pay the sales tax on such mater ials  a t  the 
time of purchase. That purchaser may then claim a refund fo r  tha t  portion of 
the sales  tax paid a t t r ibutable  t o  the material sent outside the s t a t e .  To 
claim a refund, the purchaser must f i l e  an Application fo r  Refund o r  Credit ,  
Form A U - 1 1 ,  v i t h  the Tax Department v i th in  three years of the date the t ax  vas 
payable. 

Purchases of promotional materials from an out-of-state supplier vho i s  not 
authorized t o  co l lec t  New York State  sa les  taxes w i l l  be subject t o  a use tax i f  
any portion of the promotional material  i s  delivered in to  Nev York. The 
reporting and payment of the use tax i s  due with the f i l i n g  of the purchaser 's  
s a l e s  and use tax return i f  the purchaser i s  a regis tered vendor. I f  the 
purchaser i s  not a registered vendor, the purchaser should f i l e  a Use Tax 
Return, Form ST-130, v i th in  20 days a f t e r  the taxable use occurs. 

Vhen promotional materials are  purchased from a vendor who w i l l  a l s o  sh ip  such 
mater ial  t o  the customer's intended recipients ,  the vendor of the promotional 
mater ial  i s  permitted t o  charge tax only on the portion of the mater ials  t ha t  
a r e  mailed o r  otherwise delivered t o  points located within New York Sta te .  A 
vendor who charges sales  tax on only a portion of the t o t a l  charge t o  the 
customer must maintain adequate records t o  substantiate tha t  the mater ials  which 
were not taxed vere delivered outside New York State.  This documentation must 
be retained t o  substant iate  exempt out-of-state del iver ies  f o r  audi t  purposes. 

Services performed on mailing l i s t s  used t o  d is t r ibute  promotional mater ials  a re  
subject t o  the sales  o r  use tax in the same proportion tha t  New York Sta te  
addresses contained in the mailing l i s t  bear t o  the t o t a l  number of addresses 
contained in such l i s t .  

-Note: The Collection and Reporting Instruct ions f o r  Pr in ters  and Mailers (ST 
152) and the re la ted  Supplementary Instruct ions,  Publication 831, may continue 
t o  be used f o r  the computation of the  sa les  tax due on promotional materials 
del ivered in New York State.  However. where the information r e l a t i n g  t o  
promotional materials contained in  the Collection and Reporting Ins t ruc t ions  
(ST-152) i s  inconsistent with tha t  contained in t h i s  memorandum, the information 
in t h i s  memoranda controls.  
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NOTICE OF EXPITUTION 
t h c  fo!iowi~pnotice mpi::d and cannot be reconsMerod u r , ! ~m e  
Dtosrrinenr of Taxaiion and Finace publishes a ncw notice of proposed 
ruic ma kin^ in Ow SI(S Mister. 
T a  exemption for promotional nutorials shipped outside the 
scste 

1.n.Nn. Pmcoscd Expimion Date 
TAF*dO-QHW)?Q.P O C ~ O ~ C I  October 5. 19955. 1994 



h Prumotioual Mailing - Thc Typical Cast of Characters 

f ntroiJucrion 

The prqaration and distributionof a printd dircct mail marketing piece involves a series 

of tmactiom a d  a whole host of distinct businesses, far greater in number * h nonz might 

imagine. The arrxhed flow chitl-c illustrates a rypical dircct mil marketing effort, described 

below. 

A department store (DS)with locations in New Yolk and many other states wishing to 

promote a new IW of sleepwear decides to do a direct marketing piece to individuals that are 

not creclit c a d  holders. DS begins its effon on rwo fronts. I1 hires ad agency (Adm) to 

design a promotional piece, and contram a mailing list broker to assist in acquiring miling lists 

for the plilrmxi marketing effort. Adco undertakes its design work, perhaps subcontracting 

particular facetsof its assigmenI. Mailmg list bruker, meanwhile, contacts a variely ofmailing 

list managers (who represent mailing list owners) and ultimately contracts with three different 

companies represented by rhrce different list managers for the om-time ust: of their respective 

nailing Lists. 

Upon instructionsfron! DS,the maUg list mzmgers send their mailing lists onmagnetic 

tape to a computer service company (MI'). subcontram win yet another wmp'any tkar 

fnrmats the tapes to MP's specifications. W then perfom a n;erge!purge service, eliminating 

duplicate names while merging the three mail= lists into one. 

MP then forwards its lists to Printer #1, where outer envelopes are addressed. 
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Xeanwhile, Adco has sent its promotional piece to a second printer. Printer #1 sends 

the envelopes and Printer #2 sends Uic promotional picccs to Mailer, where the promotional 

pieus are folded and inserted inlo envclopcs and subscqucntly delivered to the Post Office. Less 

than 10% of the mail is destined far Ncw York addrcsscs. More than a dozen b u s k s e s  have 

participated. 

Under cunenc sales tax law, DS will ultitnately be responsible for usc tax on those 

mailings delivered to New York consumers. Aiong thc way, however, cach and every New 

York vendor in the chain will be required to collec~ssrles tax on thc taxable gwds or scrvices 

it provides. Moreover, unless the vendor receives an exempliun cedficate stating the exact 

percentage ot' the maiiing that is subject to Hew York tax, thc vend01 must cbarge tax as if 

100% of the mailing will be to New York customers, with DS subsequently eligible to apply for 

a refund. On audit, a vmdor without proper Qocumcntation will be held liable for the tax it 

should have collected - potentially calculated on the premise rhat 100% of the mailing was 

delivered into New York. 





CONTACTS 

NEW YORK STATE 

DEPARTMENT OF TAXATION AND FINANCE 




STATE OF NEWYORX 
DEPARTMENT OF TAXATlON AND FINANCE 

Bankruptcy Matters 

All mail sent to the Department should be addressed to: 
NYS Department of Taxation and Finance 
Bankruptcyand Special Procedures Unit 
Tax Compliance Division 
Room 504 Building8 
W. A. Harriman Campus 
Albany, New York 12227 

A// telephone inquiries re: liabilities and proofs of claim: 
Bankruptcy and Special Procedures Unit 
(518) 457-3160 

All telephone inquiries re: bankruptcy legal issues: 
Elaine Wallace Braden, Office of Counsel 
(518) 457-2070 

EstateTax Matters 

All mail sent to the Department should be addressed to: 
NYS Departmentof Taxation and Finance 
EstateTax Audit - 855 
W. A. i-larriman Campus 
Albany, New York 12227 

All telephone inquiries re: estate tax matters: 
Estate Tax Audit 
(518)457-6598 
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