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Corporate Income Tax - Rate Reduction and Reform

This bill requires affiliated corporations to compute Marylaagable income using
“combined reporting.” The bill also creates a $2,000 tax credinsigthe corporate
income tax for certain companies in tax year 2009 and 2010. Tperat® income tax
rate in tax year 2011 will be equal to an amount estimated bydhei@ller to return
60% of any revenue gains from combined reporting to corporate incapey&s. The
bill also states that it is the intent of the General Asdgno pass legislation in 2011 that
will permanently reduce the corporate income tax rate by 60&teoéstimated increase
in revenues due to combined reporting.

The bill takes effect July 1, 2009 and applies to tax year 2009 and beyond.

Fiscal Summary

State Effect: General fund revenues may increase significantly beginning i2(20
due to increased net corporate income tax revenues. TransportatganFiind (TTF)
revenues may increase significantly beginning in FY 2010 due toiauditcorporate
income tax payments. Corporate income tax revenues may cbga$15 million
to $30 million annually beginning in FY 2010.

Local Effect: Local highway user revenues distributed from TTF will inceeas
significantly beginning in FY 2010. Based on the assumptions abovehighaay user
revenues may increase by $1.0 million to $1.8 million annually beginning in FY 2010.

Small Business Effect: Minimal.




Analysis

Bill Summary: The bill: (1) requires affiliated corporations to compute Manyl
taxable income using “combined reporting”; (2) allows certairp@@tions to claim a
$2,000 nonrefundable credit against the corporate income tax in &A@ and 2010;
(3) requires the Comptroller to report by March 1, 2010 on thena&std additional tax
revenues that will be collected in tax year 2011 as a resuttnobbioed reporting and the
estimated corporate income tax rate that is required to ré@¥h of the estimated
revenue gain to corporate income taxpayers; (4) requires the @derpto adopt
regulations necessary to adopt the bill; and (5) terminates corpoegtating
requirements, as enacted by Chapter 3 of the 2007 special sesdi@manded by
Chapter 177 of 2008, effective January 1, 20009.

The bill contains intent language that legislation be adopted by ther&e\ssembly in
2011 that will permanently reduce the State corporate incomeatax for tax years
beginning after December 31, 2011, to the rate the ComptrollerseCdtimates will
return 60% of the additional income tax revenue from corporationsvthdt otherwise
be collected as a result of combined reporting.

The bill requires affiliated corporations to compute Maryland liExancome using
“combined reporting.” The bill requires combined groups to file “combineome tax
returns,” except as provided by regulations. A corporation that imber of a
combined group must compute its Maryland taxable income using théireun
reporting method: (1) taking into account the combined income oheihbers of the
combined group; (2) apportioning the combined income to Maryland usirggthieined
factors of all members of the combined group; and (3) allocatirgapportionment
determined under item two among the members of the group thaubyect to the
Maryland income tax. The bill provides that, subject to reguiatiissued by the
Comptroller, corporations may elect to use the “water's edeg¢had,” essentially
including only “United States corporations” (corporations incorporatethe United
States and specified others, generally having significant U.S. pes@nthe combined
group for combined filing purposes.

The tax credit available in tax year 2009 and 2010 is equal to thez &s$2,000 or the
State income tax for that tax year. Any unused amount of #ukt enay not be carried
over to any other tax year. The credit may not be claimed dyr@oration that is a
member of a unitary group, the members of which in the aggregatenmaree than

250 employees in the State.

Current Law: A corporate income tax rate of 8.25% is applied to a corporation’s
Maryland taxable income.
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In general, the Maryland corporate income tax is computed using Ifguievasions to
determine income and deductions. Maryland is a “unitary busiriésg®, in that a
corporation is required to allocate all of its Maryland incorhat(portion that is “derived
from or reasonably attributable to its trade or business in @ie”sattributable to the
corporation’s “unitary business.” Essentially, a unitary businedgstse when the
operations of the business in various locations or divisions or throwgadehembers of
a corporate group are interrelated to and interdependent on each atheh tan extent
that it is reasonable to treat the business as a single Bifanéax purposes and it is not
practicable to accurately reflect the income of the variousilmts, divisions, or related
members of a corporate group by separate accounting.

Under Maryland law, however, the application of the unitary busjprassiple is limited
in the case of affiliated groups of related corporations becaude aktjuirement that
each separate corporation must file a separate income tax agairtbetermine its own
taxable income on a separate basis. For a multi-corporate dgheupnitary business
principle is restricted to consider only the isolated income asthéss activities of each
separate legal entity. Even though the activities of relaigubcations may constitute a
single unitary business, the affiliated corporations that lack nexthsthe State (or are
protected from taxation by P.L. 86-272) are not subject to the’Stincome tax and
neither the net income nor the apportionment factors of thosetaffilcorporations are
taken into account on the corporate income tax return of any relatpdration that is
subject to the tax.

Corporate reporting requirements as enacted by Chapter 3 of thed2@ial session and
amended by Chapter 177 of 2008 terminate January 1, 2011.

Background: The following is a brief discussion of Maryland corporate incdee
revenues and recent corporate tax compliance legislation.

Maryland’s Corporate Income Tax

Every Maryland corporation and every corporation that conducts busimiiss
Maryland, including public service companies and financial institsti are required to
pay the corporate income tax. The tax base is the portion of fedeahle income, as
determined for federal income tax purposes and adjusted for ceréayiahld addition
and subtraction modifications, that is allocable to Maryland. Fetixable income for
this purpose is the difference between total federal income taldfederal deductions
(including any special deductions). The next step is to calcaat®rporation’s
Maryland taxable income. The Maryland taxable income of pocation that operates
wholly within the State is equal to its Maryland modifiedame. Corporations engaged
in multistate operations are required to determine the portigheaf modified income
attributable to Maryland, based on the amount of their trade ondssscarried out in
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Maryland. Corporations are generally required to use either aedovdighted sales
factor (payroll and property being the other factors) or, in #ee ©f a manufacturing
corporation, a single sales factor. The apportionment factor isiphed by a
corporation’s modified income to determine Maryland taxable incomee Maryland
tax liability of a corporation equals the Maryland taxable ineamultiplied by the tax
rate less any tax credits.

Recent Tax Compliance Legislation

Corporate income tax compliance legislation enacted in 2004 and 2003smdtte/o
well-publicized techniques for avoiding State income tax in a “sépareporting”
jurisdiction such as Maryland — Delaware Holding Companies (Dld@d)captive Real
Estate Investment Trusts (REITS).

Chapter 556 of 2004 restricted the ability of corporations to us€id shift income
away from the State for tax purposes. Additional legislation, Ch&#é of 2004,
created a statutory settlement period for the Comptroller tie $4tC-related litigation.
The Comptroller's Office estimates that Chapter 556 has isedeeorporate income tax
revenues by $40 million annually. The settlement period netted approximately
$199 million in one-time revenues, $151 million for the general fund, and $4&nhor

the Transportation Trust Fund.

In response to reports that some retailers and banks were @rgptaptive REITs to
avoid income taxes in several states, the General Assadbpted legislation (Chapter
583 of 2007) that limits a company’s ability to avoid the Marylang@@te income tax
by shifting income away from the State through the use optwveaREIT. Typically, a
corporation would form a captive REIT and pay rent to themselveslan tw avoid State
taxes.

The 2007 tax compliance legislation, however, does not deal with athevbidance
strategies, including other uses of Delaware Holding Companies nasaddrby the
2004 legislation, “transfer pricing” manipulation, and the use of sub&dito isolate
profitable activities of an enterprise from nexus with the State.

State Revenues. The bill will require combined reporting, create a $2,000
nonrefundable corporate tax credit in tax years 2009 and 2010, and reguaires
adjustment to the corporate income tax rate in tax year 20%1a r@sult, State revenues
may increase significantly beginning in fiscal 2010. Although the amouribtaf
revenues cannot be precisely estimatedibit 1 illustrates the estimated impact if a
total of $15 to $30 million is collected.
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Exhibit 1
Allocation of Potential Revenue I mpacts

($in Millions)
Total Collections $15.0 $30.0
General Fund 11.9 23.9
Transportation Trust Fund 3.1 6.1
State 2.1 4.3
Local 1.0 1.8

This estimate is based on previous estimates of combined repadijogied for recent
tax law changes and changes in the economy and forecasted coipooste tax
revenues. As required by Chapter 3 of the 2007 special sessiomapiziCL77 of 2008,
the Comptroller’s Office issued a report March 3, 2009 providing capanaome tax
information including the revenue effect of possible corporate indamehanges. The
Comptroller’s Office indicated that due to a variety of rdpgrissues, an estimate of
what the revenue impact of combined reporting would have been in ta@@&is not
currently possibly, although the Comptroller's Office continues to wovkards that
goal.

Additional Information
Prior Introductions. None.
CrossFile: SB 603 (Senator Pinskgt al) - Budget and Taxation.
Information Source(s): Department of Legislative Services

Fiscal Note History:  First Reader - March 4, 2009
ncs/hib

Analysis by: Robert J. Rehrmann Direct Inquiries to:
(410) 946-5510
(301) 970-5510
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