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The Texas Nexus Rodeo Ends With  
The Passage of Legislation 

Emblematic of the controversial battle that has been playing out in several states, Texas 
Governor Perry signed S.B. 1 on July 19, which implemented Texas’ budget for 2012 and 
2013, and included legislation that significantly expands Texas sales and use tax collection 
requirements, effective January 1, 2012.1  The Governor vetoed similar legislation earlier 
in the year; however, when packaged with the state’s budget bill, the Governor ultimately 
relented and signed the bill into law. 

Among other items, S.B. 1 broadens Texas’ definition of a “retailer engaged in business in the 
state” in an attempt to subject out-of-state Internet retailers to the state’s sales and use tax 
collection obligations.  Specifically, the bill amends section 151.107 to expand the definition of 
“retailer engaged in business in the state” to include any retailer that: 

 n   maintains any other physical location where business is conducted;
 n    derives receipts from the sale or rental of tangible personal property in the state 

(previously, this had only applied to leases of tangible personal property); 
 n    holds a substantial ownership interest in, or is owned in whole or in substantial 

part by, a person who maintains a business location in Texas, and the retailer 
and in-state company sell the same or substantially similar products and both 
companies use the same or substantially similar name to sell the products; 

 n    holds a substantial ownership interest in, or is owned in whole or in substantial 
part by, a person who maintains a business location in the state, and the in-state 
company advertises, promotes, or facilitates sales or engages in any other activity 
intended to establish or maintain a market in the state, including receiving or 
exchanging returned merchandise, through the use of its facilities or employees in 
the state; or 

 n    holds a substantial ownership interest in, or is owned in whole or in substantial 
part by, a person that maintains a distribution center, warehouse, or similar 
location in Texas and that delivers property sold by the retailers to consumers.  

The bill also contains broad ownership provisions by including any substantial (i.e., 50% or 
more) direct or indirect ownership through a parent entity, subsidiary, or affiliate. 

Finally, S.B. 1 also modified Texas’ definition of “seller” and “retailer” set forth under section 
151.008 to capture what appears to be consignment-type arrangements where “a person who, 
under an agreement with another person is:

 n    entrustred with possession of tangible personal property with respect to which the 
other person has title or another ownership interest; and

 n   authorized to sell, lease, or rent the property without additional action by the   
     person having title to or another ownership interest in the property.”

While the rodeo has ended, the bullfight likely rages on.  A Texas court is currently hearing 
challenges to Texas’ existing sales and use tax collection requirements as the Texas 
Comptroller of Public Accounts continues to aggressively pursue Internet retailers.

1 http://www.capitol.state.tx.us/BillLookup/History.aspx?LegSess=821&Bill=SB1.
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Meet Jackson and Angel, the beer-drinking Puggles (i.e., Pug/Beagle mix) of Washington SALT secretary extraordinaire, Debbie Manders.  Jackson 
and Angel are “half-siblings”—born one day apart to separate moms, following a particularly eventful weekend for Dad.
 
Jackson is all black—a rare find in the Puggle world—and is in the constant shadow of Debbie’s partner, Stretch.  Jackson’s many skills include 
opening doors with his paws, holding beer bottles, balancing on a Pilates ball, catching popcorn and peanuts thrown his way, and walking around the 
kitchen on his hind legs to scope out food left on the counter (a talent that scored him half a Thanksgiving turkey, several loaves of bread, and other 
tasty morsels over the years).  But Jackson does not take just food without asking; he will also grab Debbie by the wrist and lead her to the goodie jar 
as part of his effort to welcome her home in the evenings.  His animated jumping has earned him the name “Tigger.”
 
Angel is the lazier of the two, and loves to snuggle and hide under the covers in the morning.  Angel likes to begin her day as most of us do—she 
has developed a taste for coffee and waits attentively for the last sip that belongs to her at the end of the cup.  Perhaps due to her sweet and loving 
nature, Angel’s feelings are hurt more easily and has been known to hold a grudge.  When Debbie and Stretch returned from St. Johns last fall, Angel 
rode home from the boarding kennel with her back toward them, facing the back seat of the car.  Upon reaching the house, she checked out every 
room, piddled on each step down the staircase, and quietly retired to her room for the evening.  It was days before she was back to her usual self. 
 
Although Jackson has taken on many Pug-like traits and Angel stays true to her Beagle bloodline, one thing is clear—these two SALT Pets of the 
Month have a lot of human in their personalities!

SALT PET(S) OF THE MONTH
Jackson and Angel

SALT Pet of the Month: It’s Your Turn!!
In response to many requests, the Sutherland SALT practice invites you to submit your pet (or pets) as candidates for SALT Pet of the Month. Please send us a short description 
of why your pet is worthy of such an honor, along with a picture or two. Submissions should be directed to Andrea Christman at andrea.christman@sutherland.com.

In two separate cases evaluating Massachusetts’ and Oregon’s 
virtually identical costs-of-performance (“COP”) rules, the unresolved 
fundamental difficulties in applying the nearly half-a-century old 
rules are highlighted in the courts differing conclusions.  Under the 
Uniform Division for Income Tax Purposes Act (UDITPA) (as adopted 
by both states), receipts from sources “other than sales of tangible 
personal property” (e.g., services and intangibles) are sourced for 
income tax apportionment purposes based on a preponderance 
COP methodology.   Specifically, this methodology requires that such 
receipts be included in the states’ sales factor numerator only if the 
preponderance of the COP associated with the income producing 
activity are performed in the state.  

The Massachusetts Appellate Tax Board (“Board”) and Oregon Tax 
Court (“Tax Court”) evaluated application of the COP methodology in 
AT&T Corp. v. Comm’r of Revenue, Mass. ATB Findings of Fact and 
Reports, 2011-524 and AT&T Corp. v. Dep’t of Revenue, Oregon Tax 
Court, TC 4814.  At issue in both cases was whether AT&T’s receipts 
from interstate and international voice and data telecommunication 
services should be included in the states’ sales factor numerator.  
In providing these services, AT&T utilized its vast network of 
telecommunications assets, including its Global Network Operations 
Center in New Jersey.  Both states’ Departments of Revenue took 
the position that AT&T’s income-producing activity consisted of each 

individual telephone call or data transmission to customers located in 
the state (referred to as the “Transactional Approach”).  AT&T argued 
that its income-producing activity consisted of its revenue streams 
from its various services (the “Operational Approach”) rather than the 
“Transactional Approach.”  . 

On June 8, 2011, the Board issued its written decision in favor of 
AT&T, finding that its interstate and international telecommunication 
services receipts should not be included in the Massachusetts 
sales factor numerator.  The Board concluded that AT&T’s income-
producing activity was the business of providing a national, integrated 
telecommunications network that was operated and managed in 
New Jersey.  Rather than requiring AT&T to apply the Transactional 
Approach, the Board agreed with AT&T that it should apply the 
Operational Approach and that  a preponderance of AT&T’s costs 
associated with its revenue streams were located outside of 
Massachusetts.  

Twenty days later, on June 28, 2011, the Tax Court issued a 
decision against AT&T concluding that its receipts from interstate 
and international communications services should be included in 
the Oregon sales factor numerator.  The Tax Court rejected the 
Operational Approach and required AT&T to provide evidence 
supporting its apportionment of each and every transaction.  The Tax 

Two States, One Similar Costs-of-Performance Rule, Different Results

continued on page 3
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Fourth Circuit Emits Good News!  Federal Court Retains Jurisdiction over Levy  
Imposed on a Single Entity 

On June 20, 2011, the U.S. Court of Appeals for the Fourth Circuit ruled that the federal district court had jurisdiction to adjudicate a case 
involving the constitutionality and validity of a levy imposed on a single entity.  GenOn Mid-Atlantic, LLC v. Montgomery Cty., No. 10-1882 (4th 
Cir. June 20, 2011).  In response to the Fourth Circuit’s decision, Montgomery County enacted legislation repealing the levy and providing a 
full refund—with interest—to the fee payer.  

The GenOn case involved legislation that Montgomery County enacted in 2010, which imposed a $5 per ton levy on “major emitters” of 
carbon dioxide emissions.  Montgomery County set the emissions threshold for a “major emitter” to include only those entities emitting more 
than one million tons of carbon dioxide during the year.  The County also structured the levy such that once major emitters exceeded one 
million tons of carbon dioxide emissions, they were required to pay the levy retroactively on each ton of emissions, going back to the first ton 
emitted.  As a result, GenOn was the only entity subject to the levy and was subject to the levy on every ton of carbon dioxide emitted.  

GenOn filed a complaint in the U.S. District Court for the District of Maryland alleging that the levy violated both the Maryland and U.S. 
Constitutions.  Montgomery County attempted to dismiss the case on jurisdictional grounds, arguing that the Tax Injunction Act (“TIA”) 
deprives federal courts of jurisdiction over actions to restrain the assessment, levy, or collection of any tax if a plain, speedy, and efficient 
remedy exists at state law.  The Fourth Circuit held that the levy was not subject to the TIA because it was a punitive fee rather than a tax.  In 
support of this finding, the court noted that the levy was targeted toward and imposed upon a single entity; GenOn could not pass the cost of 
the levy onto its customers; and the levy was regulatory in nature because it was part of the County’s broader environmental goal to reduce 
carbon dioxide emissions.  The Fourth Circuit held that: “The implications of allowing localities to impose financial extractions exclusively upon 
single entities of national reach with no accountability in federal court are profound, and we decline to foreclose these federal claims with a 
jurisdictional bar.”

In response to the Fourth Circuit’s decision, Montgomery County immediately introduced legislation to repeal the levy and issued to GenOn a 
full refund of amounts paid.  The Sutherland SALT team represented GenOn in this matter.

Maryland is known for crabcakes, a beautiful capital city, a mediocre 
baseball team, a great law school (Friedman snuck this edit in), 
and, now, unconstitutional tax laws.  A taxpayer won a constitutional 
challenge to the Maryland personal income tax, which prohibited a 
credit against the local income tax for taxes paid to other jurisdictions.  
Brian Wynne v. Md. State Comptroller, Case No. 13-C-10-80987 
(June 20, 2011).  

Maryland, like most states, permits resident taxpayers a credit for 
taxes paid to other jurisdictions to offset the state’s personal income 
tax.  Md. Code Ann. § 10-703(a).  The Maryland statute, however, 
only provided a credit against the state income tax and did not 
provide a credit against county income taxes.  The Howard County 
Circuit Court, reversing the Maryland Tax Court, held that a Maryland 
statute violated the Commerce Clause because it did not permit the 
taxpayer to take a credit against the Baltimore portion of the personal 
income tax for taxes paid to other jurisdictions.  

The taxpayer challenged the Maryland statute, arguing that the 
statute violated the Commerce Clause because it burdened 

Maryland residents that conducted interstate business.  While the 
Maryland Comptroller attempted to argue that the Commerce Clause 
did not apply, the court summarily dismissed the Comptroller’s 
arguments.  In holding the statute unconstitutional under the 
Commerce Clause, the court stated that the “county income tax” was 
really a state tax because components of it are not a “local” tax.  The 
court held that the statute failed the Complete Auto four-part dormant 
Commerce Clause test because Maryland discriminated against 
interstate commerce by taxing a transaction more heavily when it 
crossed state lines than when it occurred entirely within Maryland.  
Further, the court held that the statute failed the internal consistency 
test because, if this tax was imposed by all states, it would result 
in multiple taxation.  Moreover, the court held that the tax failed the 
external consistency test, set forth in Jefferson Lines, because it 
taxes residents earning income outside of Maryland’s borders and its 
credit did not attempt to avoid multiple taxation.   

Although the Comptroller may appeal this case, Maryland taxpayers 
should consider filing refund claims prior to the statute of limitations 
expiring for taxes paid as a result of the unconstitutional credit regime.

A Wynne-Win Situation in Maryland

Court concluded that Oregon’s regulations “focus on ‘transactions’” 
and therefore the “statutes and rules, as well as logic, dictate that 
the analysis must begin with transactions that are or include ‘income 
producing activities.’”

The Board and the Tax Court also reached opposing conclusions 
regarding the inclusion of third-party costs in measuring a taxpayer’s 
costs of performance.  The Board concluded that access fees 
paid by AT&T to third-party local exchange operating companies 
were not direct costs and were thus excluded from AT&T’s costs of 
performance, while the Tax Court held that the access fees were 

direct costs included in costs of performance.

While the Massachusetts Department of Revenue has appealed to 
the Massachusetts Appeals Court, its does not appear that AT&T 
has appealed the unfavorable Tax Court decision at this time.  These 
decisions highlight the continued unpredictability surrounding the 
proper application of COP.  And, as more states transition toward a 
single-sales factor apportionment formula, controversies surrounding 
the application of sales factor sourcing rules will likely increase.  For 
more details and Sutherland observations regarding these cases, 
see the Sutherland Legal Alert here.

continued from page 2

http://www.sutherland.com/files/News/3e8ded5b-a5d1-431c-9077-555d5c105c8b/Presentation/NewsAttachment/1040d355-edbe-425f-90ac-59c43179e467/SALT%20Alert%207.8.11.pdf
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Summer in New Jersey—the shore, the dance clubs, the 
constitutionality of the Throwout Rule.  In between G-T-L sessions, 
the New Jersey Supreme Court denied a taxpayer’s facial 
constitutional challenge to the New Jersey Throwout Rule.  Whirlpool 
Props., Inc. v. Div. of Tax’n, Case No. 066595 (N.J. July 28, 2011).  

New Jersey required taxpayers to compute the New Jersey 
receipts factor using a Throwout Rule for tax years 2002-2010.  The 
Throwout Rule transforms the receipts factor from a ratio of New 
Jersey receipts to total receipts, to a ratio of New Jersey receipts to 
total taxed receipts. The court distinguished between two types of 
receipts: (i) receipts that are not taxed because another state lacks 
jurisdiction to tax them, and (ii) receipts that are not taxed because 
another state chooses not to impose an income tax.  The court 
ultimately reasoned that throwing out receipts because another 
state lacks jurisdiction to tax the income related to those receipts is 
externally consistent, but throwing out receipts because another state 
chooses not to impose a tax is externally inconsistent.  

Although the court upheld the narrowly interpreted Throwout Rule, 
the court invalidated the Division’s application of the Rule, which 
required taxpayers to exclude receipts sourced to any unitary 

combined reporting states because the Division did not consider 
these receipts “subject to tax.”  And the court noted that the Throwout 
Rule remains subject to an “as-applied” constitutional challenge.  

Whirlpool raises interesting questions associated with the notion of 
“subject to tax.”  The court previously held in Lanco that economic 
presence nexus is a constitutional nexus standard.  In fact, the 
taxpayer’s only connection with New Jersey was sales made into 
the state.  Reconciling Lanco and Whirlpool may suggest that any 
taxpayer with economic presence nexus in any other state would 
arguably satisfy the “subject to tax” exception from the Throwout 
Rule.  And Whirlpool may impact the New Jersey-related party 
addback provision, which requires taxpayers to add back expenses 
paid to related parties unless the recipient is “subject to tax” in 
another jurisdiction.  Interestingly, the related party addback provision 
statutorily requires the recipient to be subject to—and to pay—a 
tax in the other jurisdiction within 3% of the taxpayer’s New Jersey 
effective tax rate.  Under the Whirlpool reasoning, the addback 
provision’s “subject to tax” exception may not satisfy the Commerce 
Clause’s fair apportionment requirement. For further Sutherland 
analysis of Whirlpool, please see our Legal Alert here.

New Jersey Supreme Court Decides To Limit, Not Trash, Throwout Rule

The Virginia Supreme Court recently issued an interesting decision related to the minimum tax on telecommunications companies.   The court 
held that the State Corporation Commission (“SCC”) did not have authority to exclude the taxpayer’s Internet-related revenues from the gross 
receipts it certifies to the Department of Taxation (“Department”).  Level 3 Comm’ns, LLC v. State Corp. Comm’n, 710 S.E.2d 474 (Va. June 9, 
2011).

Level 3, a telecommunications company, provides wholesale Internet services to Internet service providers.  It maintains an extensive network 
in Virginia and is thus subject to Virginia’s minimum tax on telecommunications companies (telecommunications companies are subject to 
either a corporate income tax or a minimum tax on gross receipts).  The minimum tax computation is a two-step process: the Virginia SCC 
is required to certify telecommunications companies’ gross receipts to the Department, and the Department calculates the minimum tax.  In 
certifying Level 3’s information, the SCC included Internet-related revenues.  Level 3 argued that the Department was prohibited from taxing 
Internet-related revenues pursuant to the federal Internet Tax Freedom Act (“ITFA”).  However, the court explained that the SCC’s function 
with respect to the state tax is to certify a telecommunications company’s gross receipts to the Department.  The court noted that because 
the minimum tax statute does not provide an exemption for Internet receipts, the SCC cannot authorize an additional exemption so it is not 
authorized to deduct Internet-related revenues from gross receipts.  

The court did not have to address the underlying issue of whether the taxpayer could deduct Internet-related revenues from its gross receipts.  
The court noted that the “the ITFA limits state and local taxation, and taxation is outside the scope of the SCC’s duty….”  Thus, the question of 
whether the Department is improperly imposing tax on Internet related revenues in violation of ITFA remains unaddressed.

Virginia Supreme Court Includes Internet-Related Revenue in Tax Base (Sort of)

The California Supreme Court held that taxpayers may file a class action claim against a municipal government entity for the refund of the 
telephone users tax (“TUT”).  Ardon v. City of Los Angeles, Case No. S174507 (Cal. July 25, 2011).

The City of Los Angeles imposes the TUT on customers who use telephone communications services in Los Angeles.  However, many 
taxpayers are of the view that prior to March 2008, TUT did not apply to telecommunications services that were not also subject to the federal 
excise tax (“FET”) imposed under 26 U.S.C. 4251 (1967).2  In 2006, the IRS issued Notice 2006-50 conceding that the FET did not apply to 
long-distance service billed based upon the duration of a call, but not the distance of the call.  However, the City of Los Angeles continued to 
apply the TUT to virtually all communications services and directed telecommunications service providers to continue to collect the TUT from 
their customers and remit the tax to the City.

CALIFORNIA SCREAMING

California Supreme Court Allows Telecom Tax Class Action Lawsuit

continued on page 5

2 The FET only applied to telecommunications services which varied based on time and distance.  Prior to March, 2008, the TUT imposition 
statute specifically defined its tax base by reference to the FET.

http://www.sutherland.com/files/News/8644183e-9941-4d97-b2f9-014d0a70d731/Presentation/NewsAttachment/87046b98-32eb-4f9c-bd00-03e5baffe70b/SALT%20Alert%208.8.11.pdf
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In June 2011, the Washington Department of Revenue 
(“Department”) moved one step closer to establishing permanent 
rules for the taxation of financial institutions under the state’s new 
single-factor receipts apportionment formula.  

Effective June 1, 2010, Part I of Chapter 23, 2010 Laws 1st Special 
Session (2ESSB 6143) modified the apportionment method for 
certain types of apportionable activities, including the activities of 
financial institutions, to a single-factor receipts calculation.  It also 
required the Department to issue rules that are substantially similar 
to the MTC’s recommended formula for the apportionment and 
allocation of the net income of financial institutions.  The Department 
issued an emergency rule in January 2011 and subsequently 
readopted it. 

The Department’s proposed rules incorporate the MTC’s model 
receipts factor and sourcing provisions but deviates notably from 
the MTC’s model definition of financial institution by eliminating the 
“catch-all” definition of financial institution.  

By way of background, the MTC’s Model Financial Institution 
Regulation contains a definition of “financial institution” that 
includes many traditional financial entities, such as banks, bank 
holding companies, etc.  The Model definition also contains what 
is commonly referred to as the “catch-all” definition of financial 
institution.  The “catch-all” definition captures entities that are not 
considered traditional financial institutions but engage in activities, 
and derive more than 50% of their income from activities, which 
are substantially similar to those activities conducted by traditional 

financial institutions.  The Department’s proposed rules are effective 
for tax periods beginning on or after June 1, 2010, and taxpayers 
may rely on the emergency rule to calculate liability until September 
24, 2011, unless the Department adopts a permanent rule before that 
date.   

Before the Department issued the emergency and proposed rules, 
Washington defined “financial institution” by incorporating the MTC’s 
model definition, including the “catch-all” provision.  Accordingly, 
many entities considered financial institutions for periods prior to 
June 1, 2010 may no longer qualify as a financial institution under 
Washington’s new definition and will not be entitled to utilize the 
proposed apportionment rules for financial institutions.   

A public hearing on the proposed rule was held on July 27, 2011.  
One of the concerns that was voiced during the hearing was that 
by dropping the “catch-all” provision, the definition of financial 
institution was now too narrow.  This opinion was also submitted 
as a written comment, and the Department has taken the issue 
under advisement.  As of the publication date, the Department is still 
accepting public comments and anticipates a final rule sometime in 
September.

Interestingly, Governor Geogoire issued an executive order in 
November, 2010, which directed state agencies under her jurisdiction 
to suspend all non-critical rulemaking due to budget constraints and 
unprecedented economic times.  Wash. Exec. Order No. 10-06.  
Nevertheless, the financial institutions rules survived the moratorium 
because they were deemed necessary to manage budget shortfalls. 

“Catch” Me if You Can: Defining “Financial,” and Washington’s  
Never-ending Quest for a Rule

SHOW ME THE MONEY

Companies that provide financing to customers in Texas to purchase 
and lease equipment may be shocked to learn that their interest 
expense may not be deductible as a cost of goods sold (“COGS”). 

In Texas, a “lending institution” that offers loans to the public is 
authorized to subtract an amount equal to their interest expense as 

COGS.  Tex. Tax Code Ann. § 171.1012(k).  However, it is unclear 
what the phrase “loans to the public” means. 

A recently released Policy Letter Ruling did little to clarify this, and 
only muddied the waters further regarding what “loans to the public” 
means when a multi-state financial services company provides loans 

“Loan” Star Mishap: Texas Muddies Water on Interest Expense Deduction  
for “Loans to the Public”

continued on page 6

In October 2006, Ardon, a resident of Los Angeles, filed a class action lawsuit under Government Code section 910, challenging the City’s 
TUT and seeking refund of taxes he had paid from 2006-2008.  The City of Los Angeles argued that Ardon lacked standing to present a tax 
refund claim on behalf of a class.  The Supreme Court disagreed and held that according to City of San Jose v. Superior Court, 525 P.2d 
701 (1974), class claims for tax refunds against local governmental entities are permissible under Government Code section 910 absent any 
specific tax refund procedure set forth in a governing claims statute.  

This case has important implications for taxpayers who have filed TUT refund claims in Los Angeles and other California cities.  Many of these 
refund claims (and tax assessments against telecommunications service providers that did not collect the tax) have been held in abeyance 
pending a decision in the Ardon case.  Now that Ardon’s standing issue has been decided, the lower court can turn to the merits of the 
taxpayer’s refund claim.

continued from page 4
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Recently Seen and Heard
July 24-28, 2011
Multistate Tax Commission 44th Annual Conference
Grouse Mountain Lodge – Whitefish, MT
Jeff Friedman on Use Tax Collection Issues and Developments

July 28, 2011
IPT-TEI SALT Day
Santa Clara, CA
Michele Pielsticker on California Tax Policy

August 7, 2011
National Conference of State Legislatures Executive 
Committee Task Force on State and Local Taxation of 
Communications and Electronic Commerce
San Antonio, TX
Steve Kranz and Diann Smith presented

August 11, 2011
COST North Atlantic Regional State Tax Seminar
Time Warner Center – New York, NY
Marc Simonetti and Maria Eberle on Discussion of State Tax 
Cases and Issues to Watch in 2011

Michele Borens, Andrew Appleby and Mark Yopp on 
E-Commerce and Cyberspace State Tax Issues, including Use 
of Software and Data in a “Cloud” Environment
Jeff Friedman on State Tax Policy Update: 2011 and Beyond, 
including the Best and Worst of Property Tax Administration: 
Scorecard on State Property Tax Administrative Practices

August 12, 2011
Manufacturers’ Education Council 2011 Ohio Tax Course
Cherry Valley Lodge – Granville, OH
Diann Smith on Major Trends and Multistate Tax Issues and 
on Developments in Nexus

August 23, 2011
Lorman Education Services Seminar: Sales  
and Use Tax in DC
Four Points by Sheraton – Washington, DC
Maria Eberle on Affiliate Nexus Updates

for the purchase or lease of a related affiliate’s equipment.  The ruling 
denied the deduction of interest expense as a COGS to a wholly-
owned finance subsidiary that qualified as a “lending institution” 
and was engaged in the business of  financing heavy construction 
equipment sold or leased by its parent company to unrelated third-
party customers.  Tex. Pol. Ltr. Rul. No. 201101133L (Jan. 6, 2011) 
(released July 2011).  A qualifying “lending institution” includes an 
entity that makes loans and is regulated by a federal regulatory 
authority, the Texas Department of Banking, Office of Consumer 
Credit, Credit Union Department, Department of Savings and 
Mortgage Lending.  Tex. Tax Code Ann. § 171.0001(10).  The Texas 
Comptroller determined that, based on the facts provided, because 
the company only offered financing for the purchase of equipment 
manufactured by an affiliate, as opposed to the purchase or lease, 
the loans were not “offered to the public.”  Although a 2008 Policy 
Letter Ruling previously ruled that a motor vehicle sales finance 
company “offered loans to the public” and qualified for the deduction, 
the ruling itself was devoid of any facts that illustrated the basis of the 
Comptroller’s decision.  The Comptroller did not make this distinction 
in Tex. Pol. Ltr. Rul. No. 200809207L (Sept. 24, 2008), where the 
Comptroller ruled that a motor vehicle sales finance company 

“offered loans to the public” and qualified for the deduction. 
This conclusion is puzzling in many respects, especially because 
the facts state that the company was “engaged in the business 
of financing heavy construction equipment sold or leased by the 
Taxpayer.”  Tex. Pol. Ltr. Rul. No. 201101133L (Jan. 6, 2011) 
(emphasis added).  The simplest basis for the decision may be 
that the specific leasing transactions described in the ruling did not 
explicitly involve financing.  In the leasing transactions, the company 
leased equipment from an unrelated third party dealer of its parent’s 
equipment and then entered into leasing agreements with customers 
for the equipment (no mention of financing).  In contrast, in a 
purchase transaction, the Company provided financing to customers 
that purchased its parent company’s equipment.    

Also interesting is that the Comptroller disallowed the entire interest 
expense deduction relating to the sale and leasing transactions 
instead of permitting the company to take the deduction for the loans 
it made (to the public) in the purchase transactions.  Hopefully the 
“Loan” Star state’s decision was based on misguided facts and not 
on undecipherable policy objectives. 

continued from page 5

continued on page 7

Colorado concluded in a recently released private letter ruling that 
affiliated financial institutions and non-financial institutions must 
be included in a single combined report.  PLR-11-002 (Mar. 16, 
2011, released June 13, 2011).  The ruling’s implications could 
affect a broad swath of Colorado corporate taxpayers.

The ruling creates complexity because: (a) it announces a 

method for determining the Colorado apportionment percentage 
for a “mixed group,” which is probably not the method many 
taxpayers have historically applied; (b) it applies the method 
retroactively to tax years beginning in 2008; (c) the retroactive 
period straddles the years in which Colorado switched from an 
elective two factor/three factor apportionment formula to a single-
factor sales formula; and (d) it adds a unique income tracing rule 

Colorado Needlessly Complicates Combined Groups with  
Special Apportionment Entities
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Come See Us
September 21, 2011
COST Pacific Northwest Regional Meeting
San Francisco State Downtown Campus –  
San Francisco, CA
Michele Pielsticker on Current Developments 
in CA and other Pacific States
Marc Simonetti and Pilar Mata on Discussion 
of State Tax Cases and Issues to Watch
Michele Borens and Steve Kranz on 
E-Commerce and Cyberspace State Tax Issues
Jeff Friedman and Marc Simonetti on Ask the 
Experts Panel

September 22, 2011
COST Pacific Northwest Regional Meeting
eBay Corporate Offices – San Jose, CA
Michele Pielsticker on Current Developments 
in CA and other Pacific States
Marc Simonetti and Pilar Mata on Discussion 
of State Tax Cases and Issues to Watch
Michele Borens and Jeff Friedman on 
E-Commerce and Cyberspace State Tax 
Issues and on Ask the Experts Panel

September 25-28, 2011
IPT Sales & Use Tax Symposium
Renaissance Orlando at SeaWorld – Orlando, FL
Steve Kranz on Taxing Service as Tangible 
Personal Property: Can the States Do It?

September 26, 2011
TEI Seattle Chapter Meeting
Seattle, WA
Michele Borens on State and Local Tax 
Update

October 5, 2011
Sutherland SALT Financial Services 
Roundtable
Sutherland’s Office – New York, NY

October 19-21, 2011
COST 42nd Annual Meeting
Ritz Carlton – New Orleans, LA
Sutherland SALT will present

October 23-26, 2011
Broadband Tax Institute Annual Conference
The Phoenician – Scottsdale, AZ
Eric Tresh will present

October 23-28, 2011
INew York University Institute on Federal 
Taxation
New York University Institute on Federal 
Taxation
Diann Smith on State/Local Withholding 
and Information Reporting Obligations for the 
Mobile Workforce
Charlie Kearns on an Executive 
Compensation Panel

October 26-28, 2011
Tulane 60th Annual Tax Institute
Winsor Court – New Orleans, LA
Jeff Friedman on State and Local Taxation – 
Recent Developments

October 25-27, 2011
Paul J. Hartman State and Local Tax Forum
Loews Vanderbilt Hotel – Nashville, TN
Steve Kranz on Transfer Pricing – Audits/
Assessments
Diann Smith on The Economic Substance 
and Business Purpose Doctrines in State and 
Local Tax

October 27, 2011
Chicago Tax Club Annual Fall Seminar
Chicago, IL
Diann Smith on Federal Limits on  
State Taxation

October 30-November 2, 2011
TEI Annual Conference
San Francisco, CA
Michele Borens and Marc Simonetti on Top 
10 Practical Tips for Successfully Settling  
State Audits

applicable to income generated from assets transferred between 
group members whereby income from an asset that has been 
transferred between subgroups must be included in the taxable 
income of the subgroup from which the asset originated.  This 
complexity may reverberate through other industries with special 
apportionment formulas because there is nothing in the ruling that 
limits its application to combined groups with financial institutions.  

The DOR first determined that financial and non-financial 
affiliates must be included in a single combined report (if all other 
requirements are met).  This conclusion is not surprising because 
Colorado’s statute does not include any provisions that would 
suggest otherwise.  However, the DOR’s explanation of how 
mixed groups are to calculate their apportionment percentage 
and to what income base such percentage is to be applied is not 
self-evident.  The ruling provides that financial and non-financial 
institution members must be separated into subgroups and the 
allocation and apportionment rules applied separately to each 
subgroup.  Then all income or loss allocated and apportioned to 

Colorado for each subgroup is combined to form the tax base.  
The subgroup method would be a reasonable option if financial 
and non-financial institutions used differently weighted 
apportionment formulas (i.e. single-sales v. three factor) or 
included completely different types of factors in their respective 
apportionment formula.  However, in Colorado, both financial and 
non-financial institutions use the same factor and weighting, with 
only the sourcing rules for purposes of determining the Colorado 
numerator differing.  

Taken as a whole, the subgroup method announced in this Ruling 
could result in significant changes in Colorado taxable income 
for affected groups.  Material increases or decreases in a group’s 
tax liability will occur if the apportionment percentages for each 
subgroup are significantly different from the apportionment on 
previously filed combined group returns.  Finally, this ruling’s 
retroactive application could create additional liability surprises or 
refund opportunities for affected taxpayers.

continued from page 6
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The Seventh Circuit Court of Appeals recently confirmed that a 
state or local government’s intent to discriminate against railroad 
carriers is a relevant consideration in analyzing allegations 
of discriminatory taxation in violation of the federal Railroad 
Revitalization and Regulatory Reform Act (“4-R Act”).  49 U.S.C. § 
11501.  The court further clarified the relationship between the 4-R 
Act and the Tax Injunction Act (“TIA”).  28 U.S.C. § 1341; Kansas 
City S. Ry. Co. and Norfolk S. Ry. Co. v. Koeller, No. 10-2333 (7th 
Cir. July 27, 2011).  The residual clause of the 4-R Act prohibits 
states and their subdivisions from imposing discriminatory taxes 
against railroads.

At issue was a shift in 2009 by the Sny Island Levee Drainage 
District (an Illinois political subdivision), from its longstanding 
and uniform, per-acre annual maintenance assessment on all 
property to an assessment based on differentiating between land 
owned by railroads, pipelines, and utilities (“RPU”), and non-RPU 
land.  Under the new regime, non-RPU land would continue to be 
assessed on a per-acre basis while RPU land would be assessed 
according to the value of the benefit conferred on RPU lands 
by the District’s levee system.  The result: 4,800% and 8,300% 
increases in assessments for Kansas City Southern and Norfolk 
Southern railroads, respectively, in the span of one year.  At 
the same time, the District chose to exempt land situated within 
municipalities, which, according to the District’s commissioners, 

included all non-RPU commercial and industrial properties.  To 
make matters worse, the District never notified RPU landowners 
of the change in assessment methodologies, as it was required to 
do under Illinois law.

Applying an analysis similar to that used in TIA cases, the court 
first determined that the annual maintenance assessment was a 
tax (rather than a fee) under the 4-R Act because it was designed 
to generate revenue for the general support of the government.  
To resolve the issue of whether the tax was discriminatory (and 
violated the 4-R Act), the court held that discriminatory intent is 
relevant under the residual clause of the 4-R Act, even if irrelevant 
under other parts of the Act.  Evidence of the District’s intent to 
discriminate against the railroads pervaded the evidentiary record, 
and the District’s new methodology was clearly discriminatory in 
practice.
 
Finally, the court clarified that in the context of a challenge to a tax 
that discriminates against a railroad under the 4-R Act’s residual 
clause, the 4-R Act’s exception to the TIA does not require the 
challenging railroad to prove anything other than the existence of 
discrimination.  As the railroads had demonstrated, the differential 
treatment and the District’s intent to discriminate against the 
railroads in this case, the court ordered that the 2009 assessment 
be enjoined.

Access Denied: Fifth Circuit Rules Potential Failure in State Court Does Not 
Circumvent The Tax Injunction Act

The Fifth Circuit Court of Appeals recently held that the Tax Injunction Act (“TIA”) precluded federal district courts from considering a 
taxpayer’s challenge to a competitor’s alleged unconstitutionally favorable tax treatment.  ANR Pipeline Co. v. Louisiana Tax Comm’n, 
No. 11-30101 (5th Cir. July 19, 2011).

Owners of interstate natural gas pipelines subject to a 25% ad valorem tax successfully challenged the levy in Louisiana state court, 
alleging certain intrastate pipelines were unconstitutionally given a favorable tax rate.  The state court concluded that different tax 
rates violated the Equal Protection and Due Process clauses of the Louisiana and United States Constitutions.  However, the court 
declined to rule on the allegation of a Commerce Clause violation because the interstate pipelines received a remedy on their other 
claims.  Rather than simply refunding to appellants the 10% difference in taxes they had paid under protest, the state court ordered 
the interstate pipelines’ tax liability to be recalculated under the same fair-market value determination process to which intrastate 
pipelines were subjected.  The interstate pipelines appealed the remedy fashioned by the state court to the Louisiana First Circuit Court 
of Appeal, arguing that their due process rights would be violated.  The appellate court upheld the lower court’s decision on the basis 
that the remedy was proper.  The Louisiana Supreme Court and the U.S. Supreme Court denied the interstate pipeline’s petition for 
certiorari.

In some parishes, the revaluation process resulted in increased tax assessments for the interstate pipelines, which were appealed to 
the Louisiana Tax Commission (“Commission”).  After a series of appeals, the state court of appeals ordered the valuation process to 
continue and the Commission eventually ruled in favor of the interstate pipelines.  Twenty parish tax assessors sought judicial review 
of the Commission’s decision in their home districts.  The interstate pipelines challenged the home-parish reviews in several Louisiana 

FLAVOR OF THE SOUTH

All Aboard! Seventh Circuit Rails 
Local Government for Discriminating Against Railroads

SUTHERL AND A SB ILL  &  BRENNAN LLP                 www. su the r l and . com

continued on page 9
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continued from page 8

appellate courts with mixed results.  Eventually, the interstate pipelines brought suit in federal district court alleging Due Process, Equal 
Protection, and Commerce Clause violations arising out of the revaluation process.  The court dismissed the suit on the grounds that 
the federal claims were barred by the Tax Injunction Act (“TIA”), 28 U.S.C. § 1341.  

On appeal to the Fifth Circuit Court of Appeals, the interstate pipelines argued that the protracted state court litigation involving the 
earlier claims demonstrated that they had no adequate remedy under Louisiana law.  They further claimed that the revaluation remedy 
provided by the state court was inadequate to remedy the Commerce Clause claim.  

The Fifth Circuit held that the district court properly dismissed the interstate pipeline’s suit for lack of jurisdiction.  The court reasoned 
that Louisiana provides a procedural vehicle for raising constitutional claims, namely suit in the state’s district court.  That the interstate 
pipelines took advantage of Louisiana’s system for challenging unconstitutional taxation is enough to defeat federal subject-matter 
jurisdiction.  The court pointed out that “potential failure in state court provides no basis for circumventing the jurisdictional bar imposed 
by the Tax Injunction Act.”  In the court’s view, the interstate pipelines had a full and fair opportunity to litigate their claims and have not 
been deprived of a remedy simply because the Louisiana state courts have found that it is unnecessary to reach the Commerce Clause 
issue in order to provide the interstate pipelines with the relief they sought.  

The court also noted that the interstate pipeline’s lack of success in consolidating the twenty home-parish judicial review actions in 
the state court does not result in a determination that the state court was not “plain, speedy, and efficient” within the meaning of the 
TIA.  While the court acknowledged that challenging individual tax assessments in twenty parishes was not the most efficient way to 
ultimately determine the interstate pipelines’ tax liability, it did not rise to the level of inefficiency prohibited under the TIA.

SUTHERL AND A SB ILL  &  BRENNAN LLP                 www. su the r l and . com

Shaking Things Up in State and Local Tax... Literally!
Sutherland SALT Team members in Washington, DC were shaken up—literally—when a 5.9 magnitude earthquake struck 

the nation’s capital on August 23. Seen here are views from Freedom Plaza across the street from Sutherland’s  
Washington office, where the team safely gathered after the quake.
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jeff.friedman@sutherland.com

W. Scott Wright
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202.383.0884
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jonathan.feldman@sutherland.com

Charles C. Kearns
202.383.0864
charlie.kearns@sutherland.com

Maria M. Todorova
404.853.8214
maria.todorova@sutherland.com

Mark W. Yopp
212.389.5028
mark.yopp@sutherland.com

Miranda K. Davis
404.853.8242
miranda.davis@sutherland.com

Eric S. Tresh
404.853.8579
eric.tresh@sutherland.com
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david.pope@sutherland.com

Maria P. Eberle
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Michele L. Pielsticker
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