
“A n unlimited power to tax involves, necessarily, a power to destroy.”1 
“That the power of taxing it by the States may be exercised so as 
to destroy it, is too obvious to be denied.”2 While these words are 

infamous with one of the seminal cases that helped establish the judiciary as a 
co-equal branch of the government, the U.S. Supreme Court (“the Court”) has 
lost its way to grant cert to any significant corporate state income tax case since 
Kraft3 in 1991, thereby allowing states to destroy taxpayers at their will. The 
state’s departments of revenue, untethered to the principles of the Due Process 
and Commerce Clause or even the threat that the Court will review a corporate 
state income tax case, are encouraged to be as aggressive as they can to maximize 
the collection of tax for their state. Taxpayers, on the other hand, are licking their 
wounds and willing to concede to blatant injustices because why waste time, 
effort, and money if you never get your case heard in an unbiased forum? Part 
of the issue is that taxpayers and their advisors are not coming up with different 
approaches to point out the state law and constitutional violations. Taxpayers 
and their advisors must develop a new approach. The question becomes when 
will a taxpayer frame the issue properly to get the Court to grant cert to a state 
income tax case?

That time is now. Though you may not be aware of it, we are amid an awaken-
ing to the need for taxpayers to revise accepted notions of what is fair in light of 
amped up stakes as a result of federal tax reform in 2017: Tax Cuts and Jobs Act4 
(TCJA). For some of us, it begins when we listen to a debate among our inner 
voices. One voice pipes up when we see GILTI (the acronym for global intangible 
low-taxed income) or foreign dividends (collectively, “foreign inclusions”) included 
in the water’s-edge state income tax base for global unitary taxpayers.5 It’s the 
voice that says, “Something doesn’t seem quite right from a fairness perspective.” 
That’s when another inner voice chimes in with the accepted adage that the U.S. 
Supreme Court is seemingly tolerant of anything the states devise in terms of 
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imperfect unitary formulary methodologies. This is what 
is often characterized as “rough justice” in reference to 
what taxpayers must be resigned to accept as something 
that is extremely unlikely to be taken up by the Court for 
review. That is about to change.

In this article, we’ll distinguish what the Court has 
indicated it will tolerate versus what the Court indicated 
that it will strike down. With that benchmark, we’ll put 
to the test all water’s-edge regimes and grade them pass/
fail. Finally, we will make predictions on how we believe 
controversies will reshape commonly accepted thoughts 
about “rough justice” that we believe will lead to a fairer 
amount of tax being rendered on a taxable income base 
augmented by foreign inclusions.

I. Some History
During the 1980s, there was turmoil around the concept 
of imposing state income tax via worldwide unitary 
formulary apportionment (“worldwide”). Many states 
had adopted worldwide, but its unpopularity within the 
corporate taxpayer community and the threat of action 
by the federal and foreign governments6 led most states 
to retreat to the “water’s edge” of the unitary group for 
formulary apportionment purposes, or at least to permit 
water’s-edge as an elective option.

As the name implies, the water’s-edge concept involves 
narrowing the scope of the worldwide unitary filing 
group to those members operating predominantly in the 
U.S. Generally, states parse the group on a corporation-
by-corporation basis to determine taxable income by 
apportioning the domestic U.S. water’s-edge group 
based on in-state apportionment inputs over totals for 
the domestic group. Seems simple enough; first allocate 
income among the foreign and the domestic activities 
of the worldwide unitary group, and then apportion the 

income of the domestic group to arrive at state taxable 
income. The Court has indicated that it won’t dictate one 
manner of allocation/apportionment methodologies for 
states to utilize and, further, that it will tolerate imper-
fections in terms of incidental extraterritorial taxation. 
On cue, several states decided to test the limits of the 
Court’s tolerance for imperfections by layering onto the 
water’s-edge income base some portion of income from 
the foreign subsidiaries that were otherwise excluded from 
the water’s-edge filing group.

Taxpayers have challenged the inclusion of the foreign 
subsidiary income in water’s-edge context on both Due 
Process and Commerce Clause grounds. Several taxpay-
ers took appeals to state supreme courts, but none were 
successful. Nor were any of these cases taken up by the 
Court (request for review by the U.S. Supreme Court 
of General Electric Co. v. Commissioner, New Hampshire 
Department of Revenue was denied, October 29, 2007. 
Docket No. 06-1210).

II. Guidelines from the U.S. Supreme 
Court

The two seminal U.S. Supreme Court cases we will use 
to guide us in the analysis of the water’s-edge tax regimes 
are Container7 and Kraft.

A. Container
The Court has consistently favored formulary apportion-
ment when including items of income. As the Court stated 
in Container Corporation v. California:

It rejects geographical or transactional accounting, 
and instead calculates the local tax base by first 
defining the scope of the ‘unitary business’ of which 
the taxed enterprise’s activities in the taxing jurisdic-
tion form one part, and then apportioning the total 
income of that ‘unitary business’ between the taxing 
jurisdiction and the rest of the world on the basis 
of formula taking into account objective measures 
of the corporation’s activities within and without 
the jurisdiction. This Court long ago upheld the 
constitutionality of the unitary business/formula 
apportionment method … the method has now 
gained wide acceptance …

But with respect to formulary apportionment, the Court 
added: “Such an apportionment formula must, under 
both the Due Process and Commerce Clauses, be fair. 
… Besides being fair, an apportionment formula must 

The water’s-edge states with facially 
discriminatory systems taxing income 
from unitary foreign subsidiaries 
will likely see a significant uptick in 
litigation by taxpayers challenging 
the constitutional merit of these 
statutory arrangements. 
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… also not result in discrimination against interstate or 
foreign commerce.”

Fairness principles of the Due Process Clause demand 
that a logical relationship exists between the income being 
apportioned and the factors used to measure what portion 
of that income reasonably relates to in-state activities. 
Thus, in Container, the taxpayer’s worldwide income was 
apportioned to California by factor numerator inputs 
representing the taxpayer’s presence within California—
California sales, California property, and California payroll 
of the taxpayer. The denominator consists of the world-
wide totals for sales, property, and payroll. Accordingly, 
the rule that we will use to bench-test whether the various 
water’s-edge tax regimes devised by states are “fair” from 
a Due Process and Commerce Clause perspective will be 
based upon a logical relationship to the facts and ultimate 
holding in Container. In other words, to the extent that 
income of a global unitary business enterprise is to be 
included in taxable income in a given state, there must 
be equal dignity with respect to factor representation of 
whatever fractional part of the underlying business is being 
included by a state.

Our focus will be on the act of partitioning a global 
unitary business enterprise into the domestic, or water’s 
edge, component that comprises the filing group and that 
portion of the unitary business that was cast out as beyond 
the water’s edge, or foreign. The proper name to describe 
this methodology is separate accounting. According to 
Walter Hellerstein, “[u]nder the separate accounting 
method, a certain geographic or functional area of an 
interstate business is treated separately from the rest of 
the business. Income is computed as if the activities of the 
business were confined to that geographic or functional 
area.”8 The partitioning of the global unitary business does 
not render the domestic and foreign groups as no longer 
operating a global business enterprise in a unitary manner. 
Referring back to Container, the Court observed that, at 
least at the purest end of the conceptual continuum, “[i]t 
rejects geographical or transactional accounting ….” In a 
way, states embracing the use of formulary apportionment 
in lieu of separate accounting are displacing an objective, 
results-oriented, competitive environment, wherein “win-
ners” and “losers” are pitted against each other, in favor 
of issuing all members “participation” awards. Even the 
losers are acknowledged for their contributions to overall 
team results. Continuing along the logical path this takes, 
the individual results disappear, and all activities of the 
unitary group are “homogenized” as the first step in deter-
mining state taxable income, which is arrived at by simply 
apportioning the overall income or loss of the combined 
group. Although states and tax professionals alike seem to 

ignore it, there is inherent conflict when the homogenized 
unitary group results are partitioned through the use of 
separate accounting, and yet that is exactly what states do 
at the outset in applying water’s-edge unitary accounting.

Actually, the concept of “water’s-edge formulary appor-
tionment” is oxymoronic in that it is the collision of dia-
metrically opposed approaches to arriving at a fair amount 
of income associated with in-state activities. The decision 
by a state to partition a global unitary business enterprise 
into domestic and foreign portions places reliance on rules 
that establish whether the income of the affiliated group or 
unitary business enterprise are fairly accounted for at the 
transactional level (i.e., transfer pricing). In general, this 
functionality exists for state income tax purposes via adop-
tion of the Internal Revenue Code (IRC). Accordingly, 
the premise of water’s-edge unitary formulary apportion-
ment depends on the quality of transfer pricing among 
the domestic and foreign partitioned groups and then, in 
turn, the quality of the apportionment formula applied 
when arriving at a fair amount of income to associate with 
the global unitary business enterprise’s in-state activities.

B. Kraft
The narrow holding of Kraft was that a state may not 
treat dividends from foreign corporations less favorably 
than dividends from domestic corporations when taxing 
the income of a separate corporation. Most taxpayers 
have swung for the fence on this issue, turning it into a 
binary question of exclusion (or the state’s argument of 
inclusion).9 A better reasoned and relevant interpretation 
of Kraft, for purposes of this discussion, is that a state 
tax methodology that inevitably results in extraterritorial 
taxation will not survive Commerce Clause scrutiny. In 
contrast, as observed by the Court in Container, incidental 
extraterritorial taxation is permissible. By incidental, we 
mean where the apportionment inputs may be unequal 
because of drastic differences in economic factors by 
region. This was the case in Container, wherein the lower 
pay levels relative to profit contributions for operations 
in China versus in California resulted in skewing of the 
apportionment to California. But the Court observed this 
as not inevitable as facts will be different by taxpayer and 
are subject to change over the course of time. By inevi-
table, we do mean with certainty. For example, imagine 
a worldwide formulary apportionment where only 50% 
of foreign sales are included in the factor denomina-
tor. It is obvious that using such a formula will, with 
certainty, result in an undue amount of foreign income 
being attributed to the state using such a formula. We 
use the word “obvious” in the prior sentence because 
most rationally minded state tax practitioners, both 
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state officials and taxpayers alike, see the inevitability of 
overtaxation in the example and inherent constitutional 
issues. However, when you call such an inclusion GILTI 
or a dividend and not allow for commensurate sales, the 
inherent unfairness of the resulting tax is not seemingly 
readily comprehended.

To recap, the Due Process and Commerce Clause 
constraints that a water’s-edge regime must meet are the 
following:
1. A global unitary business enterprise divided into 

domestic and foreign groups, followed by formu-
lary apportionment of the domestic group, is pre-
sumptively fair, given that the apportionment of 
the domestic mirrors the worldwide formulary 
unitary apportionment sanctioned by the Court in 
Container.

2. Foreign inclusions from unitary foreign subsidiaries 
remain income from unitary affiliates. To simulate 
the fairness principles sanctioned by the Court in 
Container, commensurate apportionment factor rep-
resentation is required. In other words, to the extent 
that a portion of unitary foreign income is included 
in the domestic group income base, the apportion-
ment factor denominators must include foreign sales, 
property, and/or payroll to the extent these inputs 
rationally relate to the income being apportioned.

3. Not adhering to these guidelines inevitably results in 
extraterritorial taxation of foreign commerce, which, 
according to Kraft, is impermissible.

III. Grading the Water’s-Edge Regimes
We bench-tested 31 water’s-edge unitary tax regimes 
against the standards given to us by the Court in Container 
and Kraft. 21 failed to pass Constitutional muster for Due 
Process and Commerce Clause purposes. Several of these 
would have passed prior to the TCJA, but jurisdictions 
such as Nebraska and New Jersey concluded that GILTI 
and/or deemed repatriation income recognition pursuant 
to Code Sec. 965 do not qualify as a deemed dividend, 
while New York City and Washington, D.C. have not 
acted to exempt GILTI. The results are provided in the 
following schedule presented as Chart 1.

It is interesting to note, states that have passed our 
evaluation have done so by excluding the foreign dividends 
in the tax base. In essence, they are taxing only a fairly 
apportioned share of what their legislatures have deemed 
water’s edge or United States based. This does not mean 
that if a state had a regime that included the foreign divi-
dend it could not get a passing grade. However, to pass 
there would have to be commensurate apportionment 

representation relative to foreign unitary inclusions. The 
fact of the matter is that this is not a complicated concept, 
but the greed of states to raise revenues and the unchecked 
nature of these decisions by the Court has led to this 
unbalanced approach.

IV. Myths Regarding Taxation of 
Foreign Inclusions and Water’s-Edge 
Tax Methodologies

In Amdahl v. Franchise Tax Board,10 the Court determined 
that the legislative intent for the effective inclusion of 25% 
of income from unitary foreign subsidiaries (dividends net 
of the 75% dividends received deduction) was that such 
dividends are includible in the apportionable income base 
because the income from which the dividends are paid was 
not previously included in the income for the water’s-edge 
combined reporting group. This is a common refrain for 
water’s-edge states that tax income from unitary foreign 
subsidiaries. These states commonly think that the income 
from foreign corporations that was deferred can now be 
taxed upon repatriation.

The insinuation is that the foreign income somehow 
escaped the rightful taxation by a state when it was gener-
ated, and that it is now time to pay the piper. But earlier, we 
discussed how water’s edge is a fusion of separate accounting 
(dividing income from “domestic” activities versus income 
from the “foreign” activities) and formulary apportionment 
of the domestic group to determine state taxable income. 
Having allocated the domestic and foreign income at the 
outset, then, unless a state can show distortion in the sepa-
rate accounting utilized to parse income of the worldwide 
group to the domestic and the foreign groups, it follows that 
foreign income was taken into account in the year that it was 
generated when arriving at state taxable income. Therefore, 
it would be illogical to include dividends paid from those 
earnings as there was no deferral. In fact, including foreign 
dividends in apportionable income for a water’s-edge group 
creates distortion, by definition, unless the state were to (1) 
establish, as a threshold matter, that the original separate 
accounting was itself distorted, and further, that (2) includ-
ing the foreign dividends corrects the distortion found to 
exist in the separate accounting of foreign and domestic 
activities of the worldwide group.

Another common case cited by states regarding the 
entitlement to tax foreign dividends is Mobil,11 which 
is truly ironic. The Court made conspicuously clear 
at the outset of the opinion that the apportionment 
scheme utilized by Vermont was not endorsed by the 
Court.12 In fact, Vermont included dividends from 

JOURnAl OF STATE TAXATIOn FAll 202234



CH
AR

T 
1.

W
at

er
’s-

Ed
ge

 S
ta

te
Fo

re
ig

n 
Un

ita
ry

 In
co

m
e 

In
cl

ud
ed

Fa
ct

or
 R

el
ie

f
De

sc
rip

tio
n 

of
 E

ffe
ct

 o
n 

Fo
re

ig
n 

Co
m

m
er

ce
Ta

x 
Bu

rd
en

Re
su

lt
Gr

ad
e

Al
as

ka
20

%
 n

et
 G

IL
TI

, d
iv

s,
 s

ub
pa

rt
 F,

 
&

 fo
re

ig
n 

ro
ya

lti
es

 
Li

m
ite

d 
to

 fo
re

ig
n 

in
cl

us
io

n
Ex

tr
a-

te
rr

ito
ria

l t
ax

 o
n 

fo
re

ig
n 

in
co

m
e 

re
su

lts
 fr

om
 u

nd
er

-r
ep

re
se

nt
at

io
n 

in
 

th
e 

ap
po

rt
io

nm
en

t f
ac

to
r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ar
iz

on
a

Re
as

on
ab

le
 e

xp
en

se
 

di
sa

llo
w

an
ce

N/
A

Im
pa

ct
 is

 “f
ai

r”
 p

er
 th

e 
U.

S.
 S

up
re

m
e 

Co
ur

t p
rin

ci
pl

es
 e

sp
ou

se
d 

in
 

Co
nt

ai
ne

r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

Ca
lif

or
ni

a
25

%
 o

f d
iv

s 
an

d 
su

bp
ar

t F
 

in
co

m
e

Pa
rt

ia
l f

ac
to

r r
el

ie
f 

al
lo

w
ed

 fo
r u

nd
er

ly
in

g 
fa

ct
or

s 
of

 fo
re

ig
n 

su
bs

id
ia

ry
 fr

om
 w

hi
ch

 
fo

re
ig

n 
in

co
m

e 
is

 
so

ur
ce

d 
(s

ee
 N

ot
e 

2)

St
at

ut
or

y 
fa

ct
or

 re
lie

f u
nd

er
-

re
pr

es
en

ts
 th

e 
fo

re
ig

n 
in

co
m

e 
in

cl
ud

ed
 in

 th
e 

ba
se

 s
ub

je
ct

 to
 

ap
po

rt
io

nm
en

t

Th
e 

“b
y-

le
ga

l e
nt

ity
” f

ac
to

r 
re

lie
f f

or
m

ul
a 

cr
ea

te
s 

a 
ga

un
tle

t t
ha

t p
re

ve
nt

s 
fu

ll 
fa

ct
or

 re
lie

f t
o 

pa
ss

 
th

ro
ug

h 
fr

om
 lo

w
er

-t
ie

r 
un

ita
ry

 s
ub

si
di

ar
ie

s

Fa
ci

al
ly

 
Di

sc
rim

in
at

or
y

Fa
il

Co
lo

ra
do

In
cl

us
io

n 
de

pe
nd

s 
on

 fo
re

ig
n 

ta
x 

ra
te

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n 

(s
ee

 N
ot

e 
3)

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 th
e 

ap
po

rt
io

nm
en

t f
ac

to
r, 

to
 

th
e 

ex
te

nt
 th

e 
fo

re
ig

n 
in

co
m

e 
is

n’
t 

ot
he

rw
is

e 
ex

cl
ud

ed
 v

ia
 th

e 
Co

lo
ra

do
 

fo
re

ig
n-

so
ur

ce
 in

co
m

e 
ex

cl
us

io
n 

co
m

pu
ta

tio
n

In
ev

ita
bl

e 
to

 th
e 

ex
te

nt
 

th
e 

fo
re

ig
n-

so
ur

ce
 in

co
m

e 
is

 in
cl

ud
ed

Fa
ci

al
ly

 
Di

sc
rim

in
at

or
y

Fa
il

Co
nn

ec
tic

ut
M

an
da

to
ry

 5
%

 e
xp

en
se

 
di

sa
llo

w
an

ce
N/

A
To

 e
xt

en
t i

n 
ex

ce
ss

 o
f r

ea
so

na
bl

e 
ex

pe
ns

es
, t

he
n 

in
ci

de
nc

e 
of

 
ta

x 
fa

lls
 o

n 
fo

re
ig

n 
in

co
m

e 
th

at
 

is
 u

na
cc

om
pa

ni
ed

 b
y 

fa
ct

or
 

re
pr

es
en

ta
tio

n

In
ev

ita
bl

e 
to

 th
e 

ex
te

nt
 

th
at

 th
e 

m
an

da
to

ry
 

ex
pe

ns
e 

di
sa

llo
w

an
ce

 
ex

ce
ed

s 
a 

re
as

on
ab

le
 

am
ou

nt
 o

f e
xp

en
se

s 
to

 
as

so
ci

at
ed

 w
ith

 e
xe

m
pt

 
fo

re
ig

n-
so

ur
ce

 in
co

m
e

Fa
ci

al
ly

 
Di

sc
rim

in
at

or
y

Fa
il

Di
st

ric
t o

f C
ol

um
bi

a
10

0%
 o

f G
IL

TI
Li

m
ite

d 
to

 fo
re

ig
n 

in
cl

us
io

n
Ex

tr
a-

te
rr

ito
ria

l t
ax

 o
n 

fo
re

ig
n 

in
co

m
e 

re
su

lts
 fr

om
 u

nd
er

-r
ep

re
se

nt
at

io
n 

in
 

th
e 

ap
po

rt
io

nm
en

t f
ac

to
r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ha
w

ai
i

Re
as

on
ab

le
 e

xp
en

se
 

di
sa

llo
w

an
ce

 p
os

si
bl

e
N/

A
Im

pa
ct

 is
 “f

ai
r”

 p
er

 th
e 

U.
S.

 S
up

re
m

e 
Co

ur
t p

rin
ci

pl
es

 e
sp

ou
se

d 
in

 
Co

nt
ai

ne
r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

Id
ah

o
15

%
 (o

r 2
0%

, d
ep

en
di

ng
 o

n 
ow

ne
rs

hi
p 

le
ve

l) 
of

 n
et

 G
IL

TI
, 

di
vs

 a
nd

 s
ub

pa
rt

 F
 in

co
m

e

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ill
in

oi
s

Re
as

on
ab

le
 e

xp
en

se
 

di
sa

llo
w

an
ce

 p
os

si
bl

e
N/

A
Im

pa
ct

 is
 “f

ai
r”

 p
er

 th
e 

U.
S.

 S
up

re
m

e 
Co

ur
t p

rin
ci

pl
es

 e
sp

ou
se

d 
in

 
Co

nt
ai

ne
r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

Ka
ns

as
20

%
 o

f n
et

 G
IL

TI
, d

iv
s,

 a
nd

 
su

bp
ar

t F
 in

co
m

e
Li

m
ite

d 
to

 g
ro

ss
 

am
ou

nt
 o

f f
or

ei
gn

 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ke
nt

uc
ky

Re
as

on
ab

le
 e

xp
en

se
 

di
sa

llo
w

an
ce

N/
A

Im
pa

ct
 is

 “f
ai

r”
 p

er
 th

e 
U.

S.
 S

up
re

m
e 

Co
ur

t p
rin

ci
pl

es
 e

sp
ou

se
d 

in
 

Co
nt

ai
ne

r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

35FAll 2022 



PASS/FAIL ANALYSIS OF WATER’S-EDGE UNITARY TAX REGIMES

CH
AR

T 
1.

W
at

er
’s-

Ed
ge

 S
ta

te
Fo

re
ig

n 
Un

ita
ry

 In
co

m
e 

In
cl

ud
ed

Fa
ct

or
 R

el
ie

f
De

sc
rip

tio
n 

of
 E

ffe
ct

 o
n 

Fo
re

ig
n 

Co
m

m
er

ce
Ta

x 
Bu

rd
en

Re
su

lt
Gr

ad
e

M
ai

ne
50

%
 o

f G
IL

TI
, d

iv
s,

 a
nd

 
su

bp
ar

t F
 in

co
m

e
No

ne
 (s

ee
 N

ot
e 

1 
re

ga
rd

in
g 

th
e 

“A
ug

us
ta

 
fo

rm
ul

a“
)

Ta
x 

on
 fo

re
ig

n 
so

ur
ce

 in
co

m
e 

w
ith

 n
o 

fa
ct

or
 re

pr
es

en
ta

tio
n

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

M
as

sa
ch

us
et

ts
M

an
da

to
ry

 5
%

 e
xp

en
se

 
di

sa
llo

w
an

ce
N/

A
To

 e
xt

en
t i

n 
ex

ce
ss

 o
f r

ea
so

na
bl

e 
ex

pe
ns

es
, t

he
n 

in
ci

de
nc

e 
of

 
ta

x 
fa

lls
 o

n 
fo

re
ig

n 
in

co
m

e 
th

at
 

is
 u

na
cc

om
pa

ni
ed

 b
y 

fa
ct

or
 

re
pr

es
en

ta
tio

n

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

M
ic

hi
ga

n
Re

as
on

ab
le

 e
xp

en
se

 
di

sa
llo

w
an

ce
 p

os
si

bl
e

N/
A

Im
pa

ct
 is

 “f
ai

r”
 p

er
 th

e 
U.

S.
 S

up
re

m
e 

Co
ur

t p
rin

ci
pl

es
 e

sp
ou

se
d 

in
 

Co
nt

ai
ne

r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

M
in

ne
so

ta
Re

as
on

ab
le

 e
xp

en
se

 
di

sa
llo

w
an

ce
 p

os
si

bl
e

N/
A

Im
pa

ct
 is

 “f
ai

r”
 p

er
 th

e 
U.

S.
 S

up
re

m
e 

Co
ur

t p
rin

ci
pl

es
 e

sp
ou

se
d 

in
 

Co
nt

ai
ne

r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

M
on

ta
na

20
%

 o
f n

et
 G

IL
TI

, d
iv

s,
 a

nd
 

su
bp

ar
t F

 in
co

m
e

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ne
br

as
ka

Ne
t G

IL
TI

 a
nd

 s
ub

pa
rt

 F
 

in
co

m
e

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ne
w

 H
am

ps
hi

re
Ne

t G
IL

TI
 a

nd
 d

iv
s

Pa
rt

ia
l f

ac
to

r r
el

ie
f 

al
lo

w
ed

 fo
r u

nd
er

ly
in

g 
fa

ct
or

s 
of

 fo
re

ig
n 

su
bs

id
ia

ry
 fr

om
 w

hi
ch

 
fo

re
ig

n 
in

co
m

e 
is

 
so

ur
ce

d 
(s

ee
 N

ot
e 

2)

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 (1
) u

nd
er

-r
ep

re
se

nt
at

io
n 

in
 th

e 
ap

po
rt

io
nm

en
t f

ac
to

r u
se

d 
to

 
ap

po
rt

io
n 

fo
re

ig
n-

so
ur

ce
 in

co
m

e,
 

(2
) n

ot
 s

im
ila

rly
 p

ro
vi

di
ng

 fo
re

ig
n-

so
ur

ce
 in

co
m

e 
fa

ct
or

 re
lie

f f
or

 th
e 

“d
om

es
tic

” p
or

tio
n 

of
 th

e 
in

co
m

e 
su

bj
ec

t t
o 

ap
po

rt
io

nm
en

t, 
an

d/
or

 (3
) u

til
iz

in
g 

th
e 

“d
om

es
tic

” 
ap

po
rt

io
nm

en
t n

um
er

at
or

 to
 

ap
po

rt
io

n 
th

e 
“f

or
ei

gn
” p

or
tio

n 
of

 
in

co
m

e 
su

bj
ec

t t
o 

ap
po

rt
io

nm
en

t 
(s

ee
 N

ot
e 

2)
 

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ne
w

 Je
rs

ey
Ne

t G
IL

TI
, t

ax
ab

le
 d

iv
id

en
ds

, 
an

d 
5%

 ta
xa

bl
e 

de
em

ed
 

di
vi

de
nd

s 
(th

is
 w

ou
ld

 in
cl

ud
e 

su
bp

ar
t F

 in
co

m
e)

, p
lu

s 
10

0%
 o

f d
is

tr
ib

ut
io

ns
 o

ut
 o

f 
pr

ev
io

us
ly

 ta
xe

d 
ea

rn
in

gs
 a

nd
 

pr
ofi

ts
 re

ce
iv

ed
 b

y 
en

tit
ie

s 
re

la
tiv

e 
to

 in
co

m
e 

re
co

gn
iz

ed
 

fo
r f

ed
er

al
 ta

x 
pu

rp
os

es
 

in
 y

ea
rs

 p
rio

r t
o 

w
he

n 
th

e 
re

ci
pi

en
t w

as
 s

ub
je

ct
 to

 N
ew

 
Je

rs
ey

 in
co

m
e 

ta
x

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

JOURnAl OF STATE TAXATIOn FAll 202236



CH
AR

T 
1.

W
at

er
’s-

Ed
ge

 S
ta

te
Fo

re
ig

n 
Un

ita
ry

 In
co

m
e 

In
cl

ud
ed

Fa
ct

or
 R

el
ie

f
De

sc
rip

tio
n 

of
 E

ffe
ct

 o
n 

Fo
re

ig
n 

Co
m

m
er

ce
Ta

x 
Bu

rd
en

Re
su

lt
Gr

ad
e

Ne
w

 M
ex

ic
o

No
ne

N/
A

Im
pa

ct
 is

 “f
ai

r”
 p

er
 th

e 
U.

S.
 S

up
re

m
e 

Co
ur

t p
rin

ci
pl

es
 e

sp
ou

se
d 

in
 

Co
nt

ai
ne

r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

Ne
w

 Y
or

k 
Ci

ty
Ne

t G
IL

TI
 a

nd
 5

%
 o

f s
ub

pa
rt

 
F 

in
co

m
e 

an
d 

5%
 o

f t
ax

ab
le

 
di

st
rib

ut
io

ns

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Ne
w

 Y
or

k 
St

at
e

5%
 o

f (
1)

 n
et

 G
IL

TI
, s

ub
pa

rt
 

F 
in

co
m

e,
 a

nd
 ta

xa
bl

e 
di

vi
de

nd
s 

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n 

(s
ee

 N
ot

e 
4)

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

No
rt

h 
Da

ko
ta

30
%

 o
f n

et
 G

IL
TI

, d
iv

s,
 a

nd
 

su
bp

ar
t F

 in
co

m
e

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Or
eg

on
20

%
 o

f G
IL

TI
 a

nd
 d

iv
s

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n 

(s
ee

 N
ot

e 
5)

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Po
rt

la
nd

/
M

ul
tn

om
ah

20
%

 o
f G

IL
TI

 a
nd

 d
iv

s
Li

m
ite

d 
to

 fo
re

ig
n 

in
cl

us
io

n
Ex

tr
a-

te
rr

ito
ria

l t
ax

 o
n 

fo
re

ig
n 

in
co

m
e 

re
su

lts
 fr

om
 u

nd
er

-r
ep

re
se

nt
at

io
n 

in
 

th
e 

ap
po

rt
io

nm
en

t f
ac

to
r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Rh
od

e 
Is

la
nd

10
0%

 o
f n

et
 G

IL
TI

Li
m

ite
d 

to
 fo

re
ig

n 
in

cl
us

io
n

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 u
nd

er
-r

ep
re

se
nt

at
io

n 
in

 
th

e 
ap

po
rt

io
nm

en
t f

ac
to

r

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

Te
xa

s
No

ne
N/

A
Im

pa
ct

 is
 “f

ai
r”

 p
er

 th
e 

U.
S.

 S
up

re
m

e 
Co

ur
t p

rin
ci

pl
es

 e
sp

ou
se

d 
in

 
Co

nt
ai

ne
r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

Ut
ah

50
%

 o
f G

IL
TI

, d
iv

s,
 a

nd
 

su
bp

ar
t F

 in
co

m
e

Pa
rt

ia
l f

ac
to

r r
el

ie
f 

al
lo

w
ed

 fo
r u

nd
er

ly
in

g 
fa

ct
or

s 
of

 fo
re

ig
n 

su
bs

id
ia

ry
 fr

om
 w

hi
ch

 
fo

re
ig

n 
in

co
m

e 
is

 
so

ur
ce

d 
(s

ee
 N

ot
e 

2)

St
at

ut
or

y 
fa

ct
or

 re
lie

f u
nd

er
-

re
pr

es
en

ts
 th

e 
fo

re
ig

n 
in

co
m

e 
in

cl
ud

ed
 in

 th
e 

ba
se

 s
ub

je
ct

 to
 

ap
po

rt
io

nm
en

t

Th
e 

“b
y-

le
ga

l e
nt

ity
” f

ac
to

r 
re

lie
f f

or
m

ul
a 

cr
ea

te
s 

a 
ga

un
tle

t t
ha

t p
re

ve
nt

s 
fu

ll 
fa

ct
or

 re
lie

f t
o 

pa
ss

 
th

ro
ug

h 
fr

om
 lo

w
er

-t
ie

r 
un

ita
ry

 s
ub

si
di

ar
ie

s

Fa
ci

al
ly

 
Di

sc
rim

in
at

or
y

Fa
il

Ve
rm

on
t

Ne
t G

IL
TI

 a
nd

 d
iv

s
Pa

rt
ia

l f
ac

to
r r

el
ie

f 
al

lo
w

ed
 fo

r u
nd

er
ly

in
g 

fa
ct

or
s 

of
 fo

re
ig

n 
su

bs
id

ia
ry

 fr
om

 w
hi

ch
 

fo
re

ig
n 

in
co

m
e 

is
 

so
ur

ce
d 

(s
ee

 N
ot

e 
2)

Ex
tr

a-
te

rr
ito

ria
l t

ax
 o

n 
fo

re
ig

n 
in

co
m

e 
re

su
lts

 fr
om

 (1
) u

nd
er

-r
ep

re
se

nt
at

io
n 

in
 th

e 
ap

po
rt

io
nm

en
t f

ac
to

r u
se

d 
to

 
ap

po
rt

io
n 

fo
re

ig
n-

so
ur

ce
 in

co
m

e,
 

(2
) n

ot
 s

im
ila

rly
 p

ro
vi

di
ng

 fo
re

ig
n-

so
ur

ce
 in

co
m

e 
fa

ct
or

 re
lie

f f
or

 th
e 

“d
om

es
tic

“ p
or

tio
n 

of
 th

e 
in

co
m

e 
su

bj
ec

t t
o 

ap
po

rt
io

nm
en

t, 
an

d/
or

 (3
) u

til
iz

in
g 

th
e 

“d
om

es
tic

“ 
ap

po
rt

io
nm

en
t n

um
er

at
or

 to
 

ap
po

rt
io

n 
th

e 
“f

or
ei

gn
“ p

or
tio

n 
of

 
in

co
m

e 
su

bj
ec

t t
o 

ap
po

rt
io

nm
en

t 
(s

ee
 N

ot
e 

2)
. 

In
ev

ita
bl

e
Fa

ci
al

ly
 

Di
sc

rim
in

at
or

y
Fa

il

37FAll 2022 



PASS/FAIL ANALYSIS OF WATER’S-EDGE UNITARY TAX REGIMES

CH
AR

T 
1.

W
at

er
’s-

Ed
ge

 S
ta

te
Fo

re
ig

n 
Un

ita
ry

 In
co

m
e 

In
cl

ud
ed

Fa
ct

or
 R

el
ie

f
De

sc
rip

tio
n 

of
 E

ffe
ct

 o
n 

Fo
re

ig
n 

Co
m

m
er

ce
Ta

x 
Bu

rd
en

Re
su

lt
Gr

ad
e

W
es

t V
irg

in
ia

No
ne

N/
A

Im
pa

ct
 is

 “f
ai

r”
 p

er
 th

e 
U.

S.
 S

up
re

m
e 

Co
ur

t p
rin

ci
pl

es
 e

sp
ou

se
d 

in
 

Co
nt

ai
ne

r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

W
is

co
ns

in
Re

as
on

ab
le

 e
xp

en
se

 
di

sa
llo

w
an

ce
N/

A
Im

pa
ct

 is
 “f

ai
r”

 p
er

 th
e 

U.
S.

 S
up

re
m

e 
Co

ur
t p

rin
ci

pl
es

 e
sp

ou
se

d 
in

 
Co

nt
ai

ne
r

In
ci

de
nt

al
No

n-
di

sc
rim

in
at

or
y

Pa
ss

No
te

s:
1)

 
 M

ai
ne

 h
as

 a
do

pt
ed

 w
ha

t i
s 

re
fe

rr
ed

 to
 a

s 
th

e 
Au

gu
st

a 
fo

rm
ul

a,
 p

ur
su

an
t t

o 
w

hi
ch

 a
 c

ei
lin

g 
is

 p
la

ce
d 

on
 th

e 
to

ta
l t

ax
 in

 a
pp

ar
en

t r
ec

og
ni

tio
n 

th
at

 th
e 

sc
he

m
e 

to
 ta

x 
50

%
 o

f i
nc

om
e 

fr
om

 u
ni

ta
ry

 fo
re

ig
n 

su
bs

id
ia

rie
s 

w
ith

 n
o 

fa
ct

or
 re

pr
es

en
ta

tio
n 

w
ha

ts
oe

ve
r a

s 
be

in
g 

fa
ta

lly
 fl

aw
ed

 fo
r D

ue
 P

ro
ce

ss
 a

nd
 C

om
m

er
ce

 C
la

us
e 

pu
rp

os
es

. I
n 

ac
co

rd
an

ce
 w

ith
 th

e 
fo

rm
ul

a,
 ta

x 
ca

nn
ot

 e
xc

ee
d 

th
e 

am
ou

nt
 c

om
pu

te
d 

on
 

a 
w

or
ld

w
id

e 
ba

si
s,

 b
ut

 ta
x 

on
 a

 d
om

es
tic

 b
as

is
 w

ith
ou

t f
or

ei
gn

 in
cl

us
io

ns
 is

 e
st

ab
lis

he
d 

as
 a

 m
in

im
um

. W
ha

t’s
 re

m
ar

ka
bl

e 
ab

ou
t t

he
 A

ug
us

ta
 fo

rm
ul

a 
is

 th
at

 it
’s

 v
er

y 
ex

is
te

nc
e 

su
pp

or
ts

 th
e 

as
se

rt
io

n 
th

at
 

th
e 

M
ai

ne
 D

ep
ar

tm
en

t o
f R

ev
en

ue
 is

 a
w

ar
e 

of
 co

ns
tit

ut
io

na
l i

nfi
rm

iti
es

 w
ith

 re
ga

rd
 to

 th
e 

co
rp

or
at

e 
in

co
m

e 
ta

x 
st

at
ut

es
 a

nd
, a

pp
ar

en
tly

, h
av

e 
pr

e-
em

pt
iv

el
y 

ex
er

ci
se

d 
di

sc
re

tio
n 

to
 d

ep
ar

t f
ro

m
 th

e 
st

at
ut

es
 

in
 a

n 
ap

pa
re

nt
 e

ffo
rt

 to
 c

ur
e 

th
e 

pr
ob

le
m

, w
hi

ch
 p

re
se

nt
s 

ye
t a

no
th

er
 p

ro
bl

em
. T

he
 M

ai
ne

 le
gi

sl
at

ur
e 

ha
s 

no
t a

do
pt

ed
 w

or
ld

w
id

e 
un

ita
ry

 ta
xa

tio
n.

 R
at

he
r, 

at
 le

as
t o

st
en

si
bl

y, 
th

e 
M

ai
ne

 le
gi

sl
at

ur
e 

ad
op

te
d 

w
at

er
’s

-e
dg

e 
un

ita
ry

 ta
x,

 a
lb

ei
t fl

aw
ed

, i
n 

an
 a

tt
em

pt
 to

 ta
x 

in
co

m
e 

fr
om

 u
ni

ta
ry

 fo
re

ig
n 

su
bs

id
ia

rie
s.

 Q
ue

ry
 w

he
th

er
 th

e 
M

ai
ne

 D
ep

ar
tm

en
t o

f R
ev

en
ue

’s
 e

xe
rc

is
e 

of
 d

is
cr

et
io

na
ry

 a
ut

ho
rit

y 
un

de
r M

ai
ne

 
Re

vi
se

d 
St

at
ut

es
 A

nn
ot

at
ed

 S
ec

tio
n 

52
11

.1
7 

is
 in

va
lid

, g
iv

en
 th

at
 n

o 
di

lig
en

ce
 w

as
 p

er
fo

rm
ed

 to
 s

ho
w

 th
at

 “c
le

ar
 a

nd
 c

og
en

t e
vi

de
nc

e”
 o

f d
is

to
rt

io
n 

m
an

da
te

s 
th

e 
de

pa
rt

ur
e 

fr
om

 s
ta

tu
to

ry
 p

ro
vi

si
on

s.
 Is

 
w

ha
t t

he
 le

gi
sl

at
ur

e 
ad

op
te

d 
as

 a
 ta

xi
ng

 s
ch

em
e 

a 
m

er
e 

su
gg

es
tio

n 
fo

r t
he

 D
ep

ar
tm

en
t, 

to
 w

hi
ch

 th
e 

Le
gi

sl
at

ur
e 

ap
pa

re
nt

ly
 d

el
eg

at
ed

 u
nt

et
he

re
d 

di
sc

re
tio

n 
to

 d
ev

is
e 

a 
w

or
ld

w
id

e 
un

ita
ry

 ta
xi

ng
 s

ch
em

e?
2)

 
 St

at
es

 th
at

 h
av

e 
ad

op
te

d 
ap

po
rt

io
nm

en
t f

ac
to

r r
el

ie
f w

ith
 re

sp
ec

t t
o 

th
e 

in
cl

us
io

n 
of

 in
co

m
e 

fr
om

 u
ni

ta
ry

 fo
re

ig
n 

co
rp

or
at

io
ns

 in
cl

ud
e 

Ca
lif

or
ni

a,
 N

ew
 H

am
ps

hi
re

, U
ta

h,
 a

nd
 V

er
m

on
t. 

Th
e 

ru
le

s 
de

vi
se

d 
by

 
th

es
e 

st
at

es
 p

ro
vi

de
 a

 p
ro

 ra
ta

 in
cl

us
io

n 
in

to
 th

e 
ap

po
rt

io
nm

en
t d

en
om

in
at

or
 fo

r t
he

 u
nd

er
ly

in
g 

fa
ct

or
s 

of
 th

e 
fo

re
ig

n 
co

rp
or

at
io

n 
or

 le
ga

l e
nt

ity
 fr

om
 w

hi
ch

 th
e 

fo
re

ig
n 

in
co

m
e 

or
ig

in
at

ed
. G

en
er

al
ly

, t
he

 
ra

tio
 is

 th
e 

in
co

m
e 

be
in

g 
in

cl
ud

ed
 d

iv
id

ed
 b

y 
cu

rr
en

t y
ea

r e
ar

ni
ng

s a
nd

 p
ro

fit
s o

r t
ax

ab
le

 in
co

m
e.

 A
ll 

of
 th

es
e 

st
at

es
 li

m
it 

th
e 

ra
tio

 to
 1

00
%

 (w
hi

ch
 cr

ea
te

s i
ne

qu
iti

es
 in

 ye
ar

s w
he

re
 a

cc
um

ul
at

ed
 e

ar
ni

ng
s a

re
 

di
st

rib
ut

ed
 o

r d
ee

m
ed

 d
is

tr
ib

ut
ed

, s
uc

h 
as

 w
ha

t o
cc

ur
re

d 
in

 ta
x 

ye
ar

s 
20

17
 a

nd
 2

01
8 

w
ith

 re
sp

ec
t t

o 
de

em
ed

 re
pa

tr
ia

tio
n 

in
co

m
e 

re
co

gn
iti

on
 u

nd
er

 C
od

e 
Se

c.
 9

65
). 

Th
ou

gh
 th

e 
ru

le
s 

ad
op

te
d 

by
 th

is
 g

ro
up

 
of

 s
ta

te
s 

ap
pe

ar
 to

 p
ro

vi
de

 m
ea

ni
ng

fu
l r

el
ie

f r
el

at
iv

e 
to

 in
co

m
e 

fr
om

 u
ni

ta
ry

 fo
re

ig
n 

co
rp

or
at

io
ns

, t
he

y 
sh

ar
e 

th
e 

co
m

m
on

 c
ha

ra
ct

er
is

tic
 o

f t
re

at
in

g,
 fo

r p
ur

po
se

s 
of

 c
om

pu
tin

g 
th

e 
ap

po
rt

io
nm

en
t r

el
ie

f, 
ea

ch
 fo

re
ig

n 
su

bs
id

ia
ry

 o
n 

a 
se

pa
ra

te
 e

nt
ity

 b
as

is
 in

 c
on

tr
av

en
tio

n 
of

 th
e 

ad
op

tio
n 

of
 u

ni
ta

ry
 fo

rm
ul

ar
y 

ta
x 

ac
co

un
tin

g 
co

nv
en

tio
ns

. L
im

iti
ng

 fa
ct

or
 re

lie
f t

o 
a 

ra
tio

 o
f t

he
 u

nd
er

ly
in

g 
fa

ct
or

s 
of

 th
e 

in
di

vi
du

al
 

co
rp

or
at

e 
en

tit
y 

fr
om

 w
hi

ch
 th

e 
fo

re
ig

n 
in

co
m

e 
or

ig
in

at
es

 is
 d

es
ig

ne
d 

to
 m

in
im

iz
e 

ap
po

rt
io

nm
en

t r
el

ie
f s

in
ce

 m
os

t c
or

po
ra

te
 s

tr
uc

tu
re

s 
ar

e 
co

m
pl

ex
 a

nd
 in

vo
lv

e 
th

e 
us

e 
of

 h
ol

di
ng

 c
om

pa
ni

es
. A

s 
a 

re
su

lt,
 

th
er

e 
ar

e 
fe

w
, i

f a
ny

, a
pp

or
tio

nm
en

t a
tt

rib
ut

es
 a

va
ila

bl
e 

w
he

re
 h

ol
di

ng
 c

om
pa

ni
es

 a
re

 th
e 

so
ur

ce
 o

f t
he

 fo
re

ig
n 

in
co

m
e 

be
in

g 
re

co
gn

iz
ed

, a
s 

is
 th

e 
ca

se
 in

 th
e 

m
aj

or
ity

 o
f f

ac
t p

at
te

rn
s.

 A
cc

or
di

ng
ly

, t
he

se
 

st
at

ut
es

 o
pe

ra
te

 m
er

el
y 

to
 c

re
at

e 
th

e 
ap

pe
ar

an
ce

 o
f f

ai
rn

es
s 

w
ith

 re
sp

ec
t t

o 
pr

ov
id

in
g 

fa
ct

or
 re

lie
f r

el
at

iv
e 

to
 th

e 
fo

re
ig

n 
in

co
m

e 
th

at
 th

es
e 

st
at

es
 in

cl
ud

e 
in

 th
e 

in
co

m
e 

ba
se

 s
ub

je
ct

 to
 a

pp
or

tio
nm

en
t, 

a 
w

ol
f i

n 
sh

ee
p’

s 
cl

ot
hi

ng
. T

he
re

 a
re

 a
dd

iti
on

al
 p

ro
bl

em
s 

w
ith

 th
e 

sc
he

m
e 

ad
op

te
d 

by
 N

ew
 H

am
ps

hi
re

, w
hi

ch
 a

re
 th

e 
to

pi
c 

of
 a

 s
ep

ar
at

e 
ar

tic
le

 b
y 

th
e 

au
th

or
s 

(N
ew

 H
am

ps
hi

re
’s

 P
re

po
st

er
ou

s 
Ta

xa
tio

n 
of

 
In

co
m

e 
fr

om
 F

or
ei

gn
 S

ub
si

di
ar

ie
s,

 J.
 S

ta
te

 T
ax

at
io

n,
 S

pr
in

g 
20

02
). 

3)
 

 Co
lo

ra
do

 s
ta

tu
te

s 
fo

cu
s 

on
 th

e 
fe

de
ra

l f
or

ei
gn

 ta
x 

cr
ed

it 
ca

lc
ul

at
io

n.
 G

en
er

al
ly

, i
f c

re
di

ta
bl

e 
fo

re
ig

n 
ta

x 
eq

ua
ls

 o
r e

xc
ee

ds
 th

e 
fe

de
ra

l f
or

ei
gn

 ta
x 

cr
ed

it,
 th

en
 n

o 
fo

re
ig

n-
so

ur
ce

 in
co

m
e 

is
 in

cl
ud

ed
. W

he
n 

cr
ed

ita
bl

e 
fo

re
ig

n 
ta

xe
s 

ar
e 

be
lo

w
 th

e 
fe

de
ra

l f
or

ei
gn

 ta
x 

cr
ed

it 
lim

ita
tio

n,
 fo

re
ig

n 
in

co
m

e 
is

 in
cl

ud
ed

 in
ve

rs
e 

to
 th

e 
ex

te
nt

 o
f f

or
ei

gn
 ta

x 
ve

rs
us

 fe
de

ra
l t

ax
. T

hu
s,

 th
e 

am
ou

nt
 o

f f
or

ei
gn

 in
co

m
e 

in
cl

ud
ed

 
fo

r C
ol

or
ad

o 
pu

rp
os

es
 d

ep
en

ds
 o

n 
th

e 
ex

te
nt

 to
 w

hi
ch

 fo
re

ig
n 

ju
ris

di
ct

io
ns

 ta
xe

d 
th

e 
sa

m
e 

in
co

m
e 

at
 lo

w
er

 ra
te

s.
 F

ro
m

 a
 C

om
m

er
ce

 C
la

us
e 

pe
rs

pe
ct

iv
e,

 th
is

 ra
is

es
 q

ue
st

io
ns

 a
bo

ut
 w

he
th

er
 th

is
 is

 a
 fa

ir 
m

an
ne

r i
n 

w
hi

ch
 to

 a
tt

rib
ut

e 
in

co
m

e 
to

 in
-s

ta
te

 a
ct

iv
iti

es
.

4)
 

 Ne
w

 Yo
rk

 S
ta

te
 in

cl
ud

ed
 n

et
 G

IL
TI

 in
 th

e 
in

co
m

e 
ba

se
 w

ith
 a

pp
or

tio
nm

en
t f

ac
to

r r
ep

re
se

nt
at

io
n 

lim
ite

d 
to

 th
e 

fo
re

ig
n 

in
cl

us
io

n 
fo

r o
ne

 ta
x 

ye
ar

 o
nl

y:
 2

01
8.

 T
he

 a
na

ly
si

s o
f N

ew
 Yo

rk
 S

ta
te

 is
 b

as
ed

 o
n 

cu
rr

en
t 

tr
ea

tm
en

t o
f i

nc
om

e 
fr

om
 fo

re
ig

n 
su

bs
id

ia
rie

s.
5)

 
 W

he
th

er
 th

e 
fo

re
ig

n-
so

ur
ce

 in
co

m
e 

fr
om

 fo
re

ig
n 

su
bs

id
ia

rie
s n

et
 o

f d
iv

id
en

ds
 re

ce
iv

ed
 d

ed
uc

tio
ns

 ca
n 

be
 in

cl
ud

ed
 in

 th
e 

ap
po

rt
io

nm
en

t f
ac

to
r d

en
om

in
at

or
 h

as
 b

ee
n 

ch
al

le
ng

ed
 b

y t
he

 O
re

go
n 

De
pa

rt
m

en
t 

of
 R

ev
en

ue
 (O

ra
cl

e 
Co

rp
. v

. D
ep

ar
tm

en
t o

f R
ev

en
ue

, O
re

go
n 

Ta
x C

ou
rt

, N
o.

 TC
 5

34
0,

 O
ct

ob
er

 6
, 2

02
1)

. F
or

 p
ur

po
se

s o
f t

hi
s a

na
ly

si
s,

 w
e’

ve
 a

ss
um

ed
 th

is
 w

ill
 b

e 
re

so
lv

ed
 su

ch
 th

at
 a

t l
ea

st
 th

e 
in

co
m

e 
re

co
gn

iz
ed

 
is

 in
cl

ud
ed

 in
 th

e 
ap

po
rt

io
nm

en
t f

ac
to

r d
en

om
in

at
or

.

JOURnAl OF STATE TAXATIOn FAll 202238



unitary foreign subsidiaries in the income base of a single 
corporation whose income was apportioned to Vermont 
based strictly on the Vermont share of apportionment 
measures for the domestic activities of the corporation 
filing returns with Vermont. No modifications to the 
apportionment denominator were made to reflect either 
the foreign dividends received or the underlying sales, 
property, or payroll of the unitary subsidiaries relative 
to generating the income from which the dividends 
were paid. So, while it is fair for states to cite Mobil as 
the authority for taxing dividends from unitary foreign 
subsidiaries, the fact of the matter is that including for-
eign income with the domestic group income creates a 
hybrid version of worldwide income. According to the 
principles of fairness given by the Court in Container, 
the extent to which foreign income is included requires 
the inclusion of a commensurate amount of apportion-
ment denominator input relative to the foreign income 
included in order for the foreign inclusion to result in 
a fair amount of income associated with the in-state 
activities of the taxpayer.

Another myth is that the group of states that include 
foreign income in the tax base (e.g., California, New 
Hampshire, Utah, and Vermont) provide meaningful 
apportionment relief with respect to income included 
from the otherwise excluded unitary foreign affiliates. 
The concept starts well intentioned, in that the extent to 
which income is included leads to factor representation 
vis-à-vis underlying factor attributes of the foreign group 
that generated the income being included in the appor-
tionable base. But the execution is flawed such that there 
will be meaningful relief only in the most exceptional set 
of circumstances. Based on our extensive experience in 
serving and working for profitable global concerns, they 

have complex legal organization structures comprised 
of literally hundreds or often thousands of legal enti-
ties. And yet, each one of these states looks only to the 
immediate top-tier foreign unitary subsidiary, usually a 
foreign holding company, from which the income was 
derived, meaning a dividend from the holding company 
by the domestic group for factor inputs. As a result, the 
factor relief allowed is usually paltry because the under-
lying factor attributes do not relate to the entities that 
generated the foreign inclusion. Ironic that legal entity 
demarcation is inserted into what should be a reason-
able application of unitary formulary apportionment. 
Adding insult to injury, the ratios used to determine 
the extent of apportionment attributes to include in 
the apportionment denominators is limited to 100%, 
even though, as especially was the case with respect to 
TCJA deemed repatriation income recognition, the 
foreign inclusions often represented up to 30 years of 
accumulative earnings.

V. Final Thoughts
State tax practitioners should borrow the slogan of the rev-
olutionary war in this fight to remain focused: “Taxation 
without [factor] representation is tyranny!” The water’s-
edge states with facially discriminatory systems taxing 
income from unitary foreign subsidiaries will likely see 
a significant uptick in litigation by taxpayers challenging 
the constitutional merit of these statutory arrangements. 
There is a compelling need for the Court to take “water’s 
edge” as an untested construct by the Court. Our hope is 
that the Court takes up a water’s-edge case to clarify the 
proper interpretation of “rough justice” that it gave us in 
Container.
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