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is somewhat complex but can be simply described as creating a federal minimum tax on global
intangible income of 10.5% to 13.125%. This minimum rate is accomplished, in part, through the
application of foreign tax credits and a federal rate-setting deduction.

The inclusion in the tax base of income from international companies raises particular apportionment
concerns. Maine has a longstanding statutory requirement of allowing a 50% subtraction modification
for certain international dividends® and similar income, including Subpart F income and GILTLS These
50% subtraction modifications are one of the means available under Maine law to address the
constitutional concerns and related apportionment concerns that exist in state taxation of income
derived from international transactions.

Despite these subtraction modifications, the Maine Supreme Judicial Court, sitting as the Law Court, in
Tambrands, Inc. v. State Tax Assessor, held that Maine cannot include in Tambrands' apportionable tax
base income from its affiliates operating abroad (e.g., dividends) and apportion such income by factors
reflecting only Tambrands' domestic operations (water’s edge apportionment factors) and required MRS
to include additional factors in the apportionment formula to fairly represent Tambrands' business
activity in the State.’

In response to Tambrands, MRS developed the “Augusta Formula,” which, in certain circumstances,
includes the apportionment factors of foreign affiliates through worldwide combined reporting. The
Augusta Formula bounds a taxpayer’s Maine income tax with a lower bound of tax calculated using a
water’s edge method with no international components (e.g., without dividends, subpart F, and GILTI)
and an upper bound of tax calculated using a worldwide combined reporting method.? The Law Court
later approved the Augusta Formula in E. I. Du Pont de Nemours & Co. v. State Tax Assessor, reasoning
that the “Augusta Formula's use of the worldwide combined reporting method as a check on the tax
assessed on the income of a multijurisdictional corporation with foreign subsidiaries was an appropriate

response to our mandate in Tambrands.”®

States faced with the constitutional issues raised by water’s edge reporting and the inclusion of income
items with international components have adopted differing approaches to address the issue. Some
states have enacted elective worldwide combined reporting, the reporting method being reviewed in
this report.® This apportionment method addresses the potential constitutional deficiencies with strict
water’s edge reporting by allowing taxpayers to elect worldwide combined reporting.™* If a taxpayer

5 While international dividends are now largely exempt at the federal and State level, this 50% subtraction
modification remains for those dividends still subject to federal and State tax.

636 M.R.S. § 5200-A, sub-§ 2, 99 G, CC, and EE.

7 Tambrands, Inc. v. State Tax Assessor, 595 A.2d 1039, 1045 (Me. 1991).

& Maine Tax Alert, Volume 9, No. 4.

9 E. I. Du Pont de Nemours & Co. v. State Tax Assessor, 675 A.2d 82, 91 (Me. 1996).

10 california, Connecticut, Washington D.C., Idaho, Massachusetts, North Dakota, Utah, and West Virginia allow
elective worldwide combined reporting.

11 The U.S. Supreme Court has held that worldwide combined reporting is constitutionally permissible. Container
Corp. of Am. v. Franchise Tax Bd., 463 US 159 (1983), Barclays Bank PLC v. Franchise Tax Bd., 512 US 298 (1994).



chooses to use the water’s edge method instead of worldwide, they may not later complain that it is
unconstitutional.

There are many similarities between the Augusta Formula and elective worldwide combined reporting.
Both methods include statutory water’s edge reporting with international income items, and both utilize
worldwide combined reporting to assure the constitutionality of the overall application of the state
income tax laws. In fact, both methods arrive at the same result in most instances.

The Augusta Formula and elective worldwide combined reporting reach the same result when
worldwide combined reporting results in a higher tax amount than the statutory water’s edge method
because taxpayers under the Augusta Formula method are required to use statutory water’s edge
reporting and taxpayers under elective regimes will elect to do so.*? Likewise, the two methods reach
the same result when worldwide combined reporting results in a lower tax amount than the statutory
water’s edge method because taxpayers under the Augusta Formula method and taxpayers under
elective regimes will both choose worldwide combined reporting — with one important exception.

The Augusta Formula and elective worldwide combined reporting reach differing results when
worldwide combined reporting results in a lower tax amount than water’s edge reporting with all
international income tax items excluded because taxpayers under the Augusta Formula method must
utilize the water’s edge method with all international income tax items excluded, whereas taxpayers
under elective regimes will elect worldwide combined reporting — resulting in a greater tax reduction.

Review

MRS reviewed the State’s corporate income tax law and identified the statutory and administrative
changes that would be necessary to adopt a corporate income tax system that requires worldwide
combined reporting for income tax purposes and that allows a corporation to elect to compute income
on a water’s edge combined report.

In preparing this report, MRS considered the need to define income of a combined group under
worldwide combined reporting; adjust the State’s income tax nexus laws; adjust the State’s method of
apportioning corporate income for income tax purposes; the implications of permitting corporations to
elect to file a return based on water’s edge combined reporting and conditions under which a
corporation may be allowed to withdraw from that election; and other statutory changes necessary to
implement changes to the system.

12 states utilizing elective worldwide combined reporting generally make the election binding for a number of years
to prevent taxpayers from choosing the option that results in the lower amount of tax every year. Despite this
restriction, taxpayers can be expected to choose the reporting method that will generally result in the lowest
amount of tax for their circumstances.






because federal income tax law is not being applied in the foreign context to the same extent, or for the
same purposes, by the Federal Government. Taxpayers utilizing, or considering, worldwide combined
reporting would be required to calculate the income of their foreign entities anew, and MRS would not
be able to rely on the IRS to provide written guidance applicable to foreign tax situations, answer
taxpayer questions, or take enforcement action. In addition, the State could not rely on Congress to
address statutory issues or on federal courts to resolve questions of federal law in this new context.
Instead, these functions would need to be performed by the State, creating new burdens on taxpayers,
MRS, the State tax appeal process — including the Attorney General’s Office, the Board of Tax Appeals,
and State courts — as well as on the Legislature.

Water’s edge combined reporting with a worldwide combined reporting election is generally regarded
as meeting the requirements of the United States Constitution and would be expected to be upheld in
Maine if enacted. However, it would be a deviation from the Law Court approved Augusta Formula and,
as such, could potentially create some amount of constitutional uncertainty.

In conclusion, this report identifies three policy issues for the Legislature’s consideration. First, the
increased complexity resulting from an increased number of returns utilizing worldwide combined
reporting. This additional complexity would create burdens on taxpayers, MRS, and other agencies and
branches of State Government — resulting in increased administrative costs and less effective
enforcement of the State’s tax laws. Second, the potential constitutional uncertainty raised by deviating
from the Law Court approved Augusta Formula. And third, the decreased revenue resulting from a
worldwide combined reporting election.



