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MINUTES OF THE HOUSE COMMITTEE ON ECONOMIC DEVELOPMENT.
A Joint meeting with the House Taxation Committee was held at 9:00 a.m. on January 28, 1997 in Room

313-S of the Capitol.

All members were present except: Broderick Henderson (Excused)
Barbara Allen (Excused)
Carol Beggs (Excused)
Lisa Benlon (Excused)
Annie Kuether (Excused)
Bill McCreary (Excused)
Ethel Peterson (Excused)
Bonnie Sharp (Excused)
Bob Tomlinson (Excused)

Committee staff present: Renae Jefferies, Revisor of Statutes
Beverly Renner, Committee Secretary

Conferees appearing before the committee: Tom Severn, Legislative Research
Secretary John LeFavre, Department of Revenue

The House Committees on Economic Development and Taxation met jointly to receive a briefing on the CFO
article, “State Taxes: A Guide for the Besieged”, in which Kansas was compared unfavorably to other United
States locations.

Tom Sevemn, Legislative Research distributed pertinent excerpts from the article (Attachment 1) and related his
difficulty in getting information about the preparation of the article and the responses to the survey quoted in
the article (Attachment2). His findings that there was a 30% response rate to the survey led to a conclusion of
questionable legitimacy.

Secretary John LeFavre, Department of Revenue answered questions from the committees and cited
complementary articles from various sources (Attachment3) that would tend to refute the results of the survey
quoted in the CFO article.

The meeting concluded with the decision that the Chairmen will co-author a letter to the CFO Magazine.

The meeting was adjourned at 11:00 a.m.

Unless specifically noted, the individual remarks recorded herein have not been transcribed
verbatim. Individual remarks as reported hercin have not been submitted to the individuals 1
appearing before the committee for editing or cormections.
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hen Tenneco Inc. spun off its agricultural-
and construction-equipment subsidiary,
Case Corp., in June 1994, the new com-
pany’s senior vice president and CFO,
Ted French, knew from the smart that Case’s state tax
payments might be substantial. Nevertheless, the $16
million that Cuse paid out to the states in its first full
year ook French by surprise. As a taxable spin-off, “we
had to accept some handcuffs on our legal structures
until January 1, 1997, o preserve federal and interna-
tional tax benetits for Tenneco,” savs French. “But that
doesn't mean we should be free game for state tax col-
lectors.’

A 55 billion company, Case had some heavyweight in-
house talent to call on, including Steven Mielke, Case's
director of federal and state taxes, und John Evard, vice
president and general tax counsel. And they had plenty
of options. Already the company has made preliminary
moves, such as relocating some business operations out
of high-tux states. And, Case could consider reducing
franchise taxes by reorganizing its parent company and
, subsidiaries into different states; separating its operating
entities according to profit levels to reduce income
taxes; or even establishing a separate entity to receive
intangibles income. “We have no shortage of ideas,” says
Mielke.

: But the Racine, Wisconsin-based company still faces a
< major problem: how to implement a strategy that will
- not only reduce rtaxes, but will also withstand the rabid
aggressiveness of state revenue departments. “We know
E We can manage our tax rate better,” says Mielke, “but
there’s a lack of cerainty right now about how states
will treat particular structures and activities in future
audits. So we're plunning und documenting carefully.
We just want to be ready for anything.”

: They need to be, Since the late 1980s, states have
- taken the offensive in expanding und enforcing their tax
laws. Motivated by declining federal support and grow-
ing budget deficits, they have sought to close numerous
“tax gaps’—the real and perceived amount of taxes
owed each year that arent collected. And given better
trained audit agents and some creative legal minds,
“states are doing the job they've been charged with,” savs
George Bradford, director of taxes for U.S. Steel Group,
in Pittsburgh, “and doing it better thun they used to.”

In facr, stute taxes no longer ke a back seat to feder-
= I al tax concerns in terms of complexity or cost. “There
: are 50 states, most with three or four different raxes.
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eral taxes. It’s the e\ier-changing,, even more
y |state tax bite that’s driving companies crazy.
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“We know we can manage our tax rate better” says Case’s Mielke. “But there’s a lack
of certainty about how states will treat particular structures and activities in fature andits.”

using 20 different models of taxation,”

and local tax technical services at KPMG Peat Marwick
LLP, due to a lack of legal precedent. “the states aren't

just enforcing the rules, they are trying to enforce the

rules as they wish they were.”
The irony lies in the mixed message the states are

sending: shile state politicians and economic develop-

ment officials bend over backwards to retain and

attract employers, revenue commissioners are tracking !

down and squeezing corporate taxpayers for every

available cent. According to a recent Coopers & |
Lybrand study, in fact, 58 percent of fast-growth com-
panies saw their proportionate state and local tax bills
increase by an average of 27.2 percent last year. And
for all growth companies in the survey, state and local
payments accounted for an estimated 22.2° percent of
the total corporate tax payment, up tfrom 19.2 percent

in 1994.

In their defense. the states say they're only respond-

ing to the changing face of business. Over the past 30 ¢
vears, says Harley Duncan. executive director of the :

Federation of Tax Administrators (FTA), in Washington,

D.C., “sources of income and business practices have
changed and the tax bases have been eroding. To do

nothing would be unfair to the remaining taxpayers.”
As for the aggressiveness of their actions, the states

make no apologies. Says Robert A. Judge, secretary of

revenue for Pennsylvania, “The law is the law,

Companies doing business in this state need to pay

their fair share of taxes.”

For companies. dealing with this increasingly unpre-
dictable tax environment is akin to being atacked by a !
swarm of bees—vou never know where you're going 0

get stung. Some states are clearly less predictable than

explains John
Forch. national partner for Coopers & Lybrand LLP's
multistate tax practice. To complicate matters, says
Michael Lippman, national partner in charge of state

others. According to an exclusive CFO survey of tax
directors at the Fortune 100 and practice leaders at the
top 10 accounting firms, the most capricious states are
Louisiana. Massachusetts. California, Kansas,
Pennsylvinia, and New York (see chart, below). But the
pr:luices and theories of those states have been picked
up by others, creating a corporate tax environment that
is increasingly inequitable. The result, says Forch, is that
“compliance, let alone planning, is very difficult. and
companies are leaving money on the table.”

The Nuances of Nexus

Companies are being stung most over issues of
nexus—the amount or type of activity that gives a state

the right to impose taxes. Certain states—Florida, Ohio,
and South Carolina among them (see chart, page 30)—
have become positively predatory about asserting
nexus and demanding revenues. “They've realized that
the payback on $1 in additional discovery and audit
staff budget can be $5 or 510 in additional taxes,” says
Vincent Fong, vice president of tax at Levi Strauss and
Co. "So why not go after it?” The result? According to a
recent KPMG Peat Marwick survey, some 35 percent of
CFOs and tax directors now say nexus uncerainty is
their top state tax concern. outpacing apportionment
and audit concerns.

For years, states have relentlessly tried to lower nexus
thresholds. In one early gambit. many states insisted
that remote sellers, such as mail-order companies,
should remit sales taxes simply because they targeted a
state’s market. In the now-famous 1992 decision, Quill
Corp. v. North Dakota, the U.S. Supreme Court ruled
that physical presence is required to create sales tax
nexus. But the enthusiasm of tax collectors has hardly
diminished, and confusion has ensued.

Recent court decisions have interpreted Quill in ways
that have raised the nexus bar in some states, while

cC F O S T A T E

T A X

WHOSE Tax ENVIRONMENT Is !‘A:

S U RV E Y

K fair and predictahle tax environment allows
companies to plan and file with certainty. But
respondents believe requlations and interpreta-
tions in several states lack definition. They
ranked tax environments on a scale of 1 (fair
and predictable) to 5 (unfair and unpredictable).

WrERE To EXPECT
THE UNEXPEGTED

Louisiana: 4.09 Kansas: 3.70
Massachusetts: 3.89 Pennsylvania: 3.67

California: 3.79 New York: 3.58

Everage responses: BEEA 400+ [ 325-199 3 2.50-1.24 Mo 175-2.49 1.00-1.74
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States interpret nexus with differing levels of
assertiveness. Some try to beef up their tax
rolls in unconstitutional ways. Others use such
practices as nexus questionnaires, outsourcing,
and out-of-state audits. Survey respondents
ranked states’ use of nexus on a scale of 1
(not aggressive) to 5 (very aggressive).

WrERE NEXuUS
Wirr GEY \"A

California: 4.15 South Carolina: 3.71
New York: 3.74 Florida: 3.58
Ohio: 3.74 Massachusetts: 3.57

Average responses: HEE 400+ 3.25-399 [ 2.50-324 mEm 175-2.49 1.00-1.74

lowering it in others. For example, more than a few
visits a year by sales or service people into New York
is now enough to incur sales tax nexus there, accord-
ing to the New York Court of Appeals. But in Florida,
three days at a trade show isn't enough to trigger tax,

according to a state Supreme Court decision in Share !

International v. Florida Dept. of Revenue.
“For both states and companies. defining nexus is
like trying to put your finger on a drop of mercury,”

says William McArthur, president and executive director :

of the Committee on State Taxation (COST), a lobbying

and planning group based in Washington, D.C. “Just

when you think you have it, it slips away.”

Slippery definitions of nexus, however, have allowed
states to explore numerous avenues in pursuing out-of-
state companies. Many states, for example, now send
nexus questionnaires to out-of-state businesses they
discover through audits of in-state businesses, run out-
of-state discovery and audit offices in major business
hubs, and occasionally trade information with one
another. For instance, the six states in the Great Lakes
States Compact automatically query audited companies
on nexus in the other member states. Even more dras-
tic, a handful of states, including Pennsylvania and
New Jersey, outsource discovery and collection work
to out-of-state law and CPA firms—often referred to as
“bounty hunters.” And states with a heavy reliance on
sales/use taxes, such as Florida, have turned up the
heat on resident companies to remit use mxes on out-
of-state purchases.

As Pennsylvania’s Judge says, “We need to continue
to be very aggressive in our discovery of companies
with a presence in the state.” That should be expected
of any good tax administrator. The problem in
Pennsylvania and many other states is that nexus isn't
defined in regulations. “We're trying to clarify our defi-
nition and write nexus regulations, but it takes a litle
time,” says Judge.

Yet, with or without clear regulations, once a state
claims nexus, it is reluctant to let go. Take the experi-
ence of Atmel Corp. in Ohio: Five vears ago, the semi-

conductor maker closed its sales office in Columbus,
moved all assets and payroll out of state, and contract-
ed with an independent firm to sell its products in
Ohio, where sales amount to about $5 million a year.
Atmel’s finance and tax manager, Andy Wong, conclud-
ing the company no longer had nexus, stopped filing
income and franchise tax returns in the state. But the
Ohio Revenue Department insists that Atmel pay fran-
chise taxes for 1992 onward, asserting that physical
presence is not necessary to trigger franchise tax
nexus. “They keep writing us letters demanding that
we file, and we keep writing back explaining that we
don't have nexus,” says Wong.

To its credit, the Ohio Department of Taxation wants
to make its tax structure more friendly to business. In
fact, the department commissioned a study that sug-
gested the elimination of the franchise tax. But until
that happens, “the franchise tax is a privilege tax, and
isn't protected by the same shield as the income tax.”
says John P. McAndrew, administrator of Ohio’s income
and franchise tax audit division.

Wong characterizes the whole experience as
“harassment,” and says, “it has tainted our view of
locating operations in Ohio.” His attitude is not
unique. According to the CFO survey, state tax policies
have a negative influence on location and expansion
decisions in many states, especially California,
Pennsylvania, and Louisiana (see chart, page 34).
“Business decisions come first,” says Atmel CFO Kris
Chellam, “but if we can act in a neutral way that mini-
mizes any tax, we'll do it.”

Questions Over Intangibles

The fiercest nexus battles, however, are being waged
over intangibles income—from both the sale of ser-
vices and the use of intangible assets such as accounts
receivable, patents, trademarks, and computer soft-
ware. Asserting that Quill applies only to sales/use tax
nexus, and that federal law offers some income tax
protection for companies selling only tangible goods,
some states now claim that income from intangibles
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used in their states creates “economic nexus’—a virtual
presence—for income taxes and franchise taxes. And
they are taxing companies through “legislation, policy
decisions, and audit positions.” says Mary Jane Egr,
national coordinator of state and local tax for Grant
Thornton LLP. “It's all over the map.”

Financial service providers. for example. are now
subject to income or franchise tax in eight states that
have adopted legislation that requires no physical pres-
ence and only a minimal economic presence. In
Massachusetts. for example, banks or other lenders

with as few as 100 customers or $10 million in assets |

or §500.000 in receipts attributable to sources within
the state, must file returns on their income apportion-
able there. Upwards of a dozen other states are consid-
ering similar legislation.

States have headed in this direction ever since the

controversial 1993 case Geoffrey Inc. v. South Carolina :

Tax Comm n. In that case, the South Carolina Supreme
Court determined that Geoffrey Inc., a Delaware hold-

ing company subsidiary of the Toys “R" Us Corp. set

up to receive trademark royalty income, had an eco-

nomic presence in the state that was enough to trigger

income tux nexus even though the holding company
had no physical operations there.

While the U.S. Supreme Court refused to hear
Geoffrey, six states have adopted Geoffrey-like regula-
tions and seven more have applied its precept through
informal audit positions. Worse, most of the states
adopting these new nexus guidelines have applied the
standards retroactively, since there is no statute of limi-
tations on the nonfiling of tax returns.

The fallout from Geoffrey is of particular concern to
companies that sell or license intangibles. “It's some-
thing to be considered very carefully,” says George de
Urioste, CFO of Remedy Corp., a software firm in
Mountain View, California. “Is software a tangible or
an intangible product, a service to charge for or intel-
lectual property to collect royaities on? Technology has
always evolved faster than tax law, so we'll see how
states find new ways of interpreting these things.”

The sale of data and services over the Internet is also
“too big now for states to ignore,” says Karl Frieden, a
senior manager and Internet specialist with Arthur
Andersen LLP, in Boston. lllincis and New Jersey, for
instance, now impose sales tax on electronic transmis-
sion of software, but not on other types of electronic
data or services transmitted on the Internet.

Audit Angst

Not content with just expanding their tax rolls, many
states have intensified their audit procedures. “State
auditors have been running wild through companies
in the past couple of years,” says Kenneth T. Zemsky,
Arthur Andersen’s state and local tax practice lead
partner for the northeast region. By playing fast and
loose with the rules, auditors are trying to source as
much income intc their own states as possible, and
challenging companies to take them to court. “It's not
just the dollars involved, which aren’t usually that
material,” he says. “Companies are just outraged to be
treated this way.”

Ivan Shandor, vice president of rax at $9.5 billion
Baxter International Inc., in Deerfield, Illinois, sees it
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Increasingly, states challenge apportionments
and the sonrcing of income during audits, and
use discretionary powers to adjust returns.
Survey respondents ranked the states on
sourcing of income on a scale of 1 (not
aggressive) to 5 (overly aggressive).

|-

WHERE You’rL BE CHALLENGED

Hansas: 4.17
California: 4.13
Louisiana: 3.88
New York: 3.81
New Mexico: 3.79

Pennsylvania: 3.75
Maine: 3.73
Massachusetts: 3.65
Illinois: 3.58
Minnesota: 3.59

Average responses: 1 400+ 3 J.2§-389 [ 2.50-32¢ Bm 1.75-2.49 = 1.00-1.74
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Fiscal policy has always influenced business
decisions, but unfavorable policies and atti-
tudes are turning companies against certain
states. Survey respondents rated tax policy
influence on business decisions on a scale of |
(very positive) to 5 (very negative),

WHERE 'l'o Avolp
Hansas: 3.69
New Hampshire: 3.67
Michigan: 3.53
Illinois: 3.50
Maine: 3.50

California: 4.12
Pennsylvania: 4.00
Loaisiana: 3.75
North Dakota: 3.71
Massachusetts: 3.70

Average responses: ENE 4.00+ E=3 3.25-399 (3 250-324 E=e [.75-249 memm 1.00-1.74

every day. "Auditors are asking more questions,

requesting more documentation, taking inconsistent
approaches, creating aggressive interpretations of
recites Shandor. Since the health-
care-supplies giant operates and sells everywhere in
the United States, nexus isn't an issue. But the flood of

statutes and rules,”

recent audits certainly is. “Our biggest problem is the
time we have to spend on audits and the time we
spend gathering the darta,” says Shandor. “We

understand our internal financial information systems.”

“Some state auditors are stretching for the outer lim- !
agrees Paul Frankel, a well- !
known state tax practitioner, and a pariner at Morrison |
“and bigger out-of-state com-

its of taxation right now,”

& Foerster in New York,
panies are sometimes getting hit the worst.”

At The New York Times Co., for example, vice presi-

can have
8 to 15 states in here at any one time auditing us. The
worst is when they want documents that are spread |
out around the world, because they don't trust or

would have had significant cost. “Not only were they
wrong, but the case would have had great precedent
value for the state,” says Nied.

Daniel Langford, vice president of tax at Senat Inc.,
headquartered in Birmingham, Alabama, has also felt
forced into the courts. “The state of Alabama for the
past two years has been taking positions in income and
franchise tax audits that it cant really support in code
or regulation,” says Langford. vice president—tax at the
$2 billion gas and oil concern. “You can do something
sanctioned by the code that you've done for seven
years running, and all of a sudden they're disallowing
it.” As a result, the company has brought three lawsuits
against the state. And

in one instance, the
state handed Sonat a
$12 million assess-
ment after it disal-
lowed a $185 million

“Ruditors are asking more questions, requesting more documen-
tation, taking inconsistent approaches, creating aggressive
interpretations of statutes and rules,” says Baxter’s Ivan Shandor.

dent of taxation Thomas Nied has wrestled with the !
increased use of discretionary adjustment powers :
among the three main states the publisher files in— !
“More and
more, the states want to allocate or reallocate interest |

Massachusetts, New York, and New Jersey.

and other expenses between entities,” Nied says,

adding that “dealing with such income tax challenges is |
often very hard due to the lack of precedent and clear :

regulation at the stare level.”

Nied, like many tax watchdogs, is often willing to :
settle small issues with states. But when states become
more aggressive, Nied fights back. For example, the |
company finally won an entity combination case last :
on an audit that i

yedr against the Stite of New York,

deduction for intercompany dividends received from a
subsidiary.

Riding the Tidal Wave

Challenging audit positions may be cathartic and prece-
dent setting. But tax directors, fuced with tight head
counts, zero-growth budgers, and limited time, can
fight over only the most important issues.
Consequently, many companies are rethinking their
legal structures and operating policies to lewer their
effective rates. Others are moving large operations and
headquarters out of high tx states; witness Scott Paper
Co.'s (now part of Kimberly Clark Corp.) planned
move from Pennsylvania to Delaware and Florida,

34
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Some uare cutting “incentive” deals to remuain where
they are (sce "There's No Pluce Like Home,” Junuary).
Still others are trying o work with the states to stream-
line the audit procedure. As Kendall Houghton, general
counsel of COST. likes to say, "Just because stute tux is
a tidal wave doesn’t mean vou can't ride it.”

At the U.S. subsidiarv of ABB Asea Brown Boveri
Ltd., the $34 billion international power and engineer-
ing giunt, for example, the tax function was completely
overhauled five years ago. resulting in state and local
tax savings. According to Julietta Guarino. vice presi-
dent of taxes and customs. one reason was a significant
reduction in legal entities, which in trn lowered the
company's effective state rate. “The reduction in com-
plexity not only saves us money, il saves us time,” says
Guarino, pointing out that ABB now files far fewer
state tax returns.

On the audit front, ABB went a step further. "We
approached our home state—Connecticut—first, and
asked if they'd undergo a quality initiative on sales/use

tax audits with us, and they suid. "A what?'” recalls
Guarino. But once the initiative wuas explained, the
state agreed: Guarino and the ABB tax team discussed
with Connecticut sules tax representatives what the
auditors needed, how they interpreted state regula-
tions, and what the company’s information systems
could provide. The initiative with the state “helped
more than halve the audit cycle from about two years
to seven months, and the final assessment was immate-
rial, whereas in the previous cycle it was substantial.”
says Guarino, who has repeated the process with other
states, saving ~hundreds of hours.”

Other companies are just starting the process. FileNet
Corp.. a4 5300 million seller of decument management
software and services. recently allowed a team from
KPMG Peart Marwick to review its operations for poten-
tial tax savings. “The last thing we want to do is create
headaches for our accounting and operations people,
but if changes can be made in our legal structures that
will save us monev and work with our business plans,

-STATE Tax REFORM: ONLY S

"I || ocused state tax reforms and

limited unifications are possi-

ble. “When business and state inter-
ests can agree on an issue, change
can occur,” says William McArthur,

president and executive director of !

the Commitree on State Taxation
(COST), which lobbies for its
Fortune 500 members at the state
level. “But even then, it is a long,
slow process.”

One group that’s been at it for 30
years ago is the Multistate Tax
Commission (MTC), a group of 40
states and the District of Columbia
dedicated to promoting unification
of state tax codes and regulations.
While the MTC now limits its agen-
da mostly to multstate cooperation,
it has made some inroads. For
instance, the Narional Nexus
Program allows companies that have

likely triggered different types of
nexus, but not filed, to anonymously

negotiate voluntary compliance
agreements. Not surprising, the pro-
gram has gained quick acceprance
with companies cleaning up their tax
histories and states looking to add
taxpayers to their rolls. In 1993, just
11 companies reached 105 agree-
ments with participating states; last
vear, 27 companies made nearly 300
such deals; and this year 40 compa-
nies are already in the pipeline,

The MTC also
pushes for adminis-
trative uniformity
and puts forward
model regulations.
Working with COST,
for example, the
MTC recently creat-
ed the Multistate
Alternative Dispute

CTORIES

out-of-state compa-
nies located in the
state. And in the area
of  discretionary
adjustments of inter-
company transfers,
lllinois and Connec-
ticut last year issued
new regulations out-
lining when and how

such powers would be

Resolution Program,
the only forum for

| William McHhArthuar ]

used. “This state had

interstate tax conflict
relief. In addition, its model regula-
tion for financial institution net
income apportionment has been
adopted by nine states over the past
year and a half. And it is also work-

ing with COST, the Federation of

Tax Administrators, and the Tax
Executives' Institute on a model reg-
ulation for electronic tax payments
and tax return filing. They hope this
will answer many questions compa-
nies have about retaining records
from purchasing card and electronic
payment transactions for state tax

purposes.

STATE ATTEMPTS
For their part, a handful of states are

trying to clarify their application of

tax laws. For instance, lawmakers in
Alabama just passed two bills clarify-

ing the deductions for subsidiaries of !

a reputation for
ambushing taxpayers and making
aggressive interpretations of
statutes,” says Gene Gavin, commis-
sioner of revenue services in
Connecticut. “Now that we've issued
regulations in this area, at least tax-
payers know where we're going to be
looking and how we'll interpret what
we see.” The result, he says, has been
significantly reduced audit assess-
ments over the past year.

So it appears some aspects of
state tax may become simpler, or at
least clearer, with time. As Bob
Hanson, tax commissioner of North
Dakota and chairman of the MTC,
explains, “Revenue departments
have become more proactive in
explaining what state interpretations
are, but stull need to do more. No
one wants to take the ‘gotcha’
approach anymore.” a LS.
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ning or for complete over-

hauls, the following consulting
services are available:

Committee on State Taxation.
This well-respected lobbying, legal
advocacy, and planning group
based in Washington, D.C., counts
nearly all of the Forrune 500
among its members, but it also
welcomes smaller companies;

(202) 484-5222.

HArthur Andersen. State Tax
Analysis and Reduction Process,
William Curley, managing director;
(213) 614-6560.

KPMG Peat Marwick. State and
Local Tax Practice, Douglas Green,
national director; (212) 758-9700.

Minimalization and Recovery of Tax

(SMART) program. John Forch,

partner in charge, Multistate Tax

Services, at (202) 822-4035; or Bill
Coe, national director, SMART
Program; (212) 259-1693.

Price Waterhouse. Multistate Tax

Consulting Services, Ruurd Leegstra,
partner in charge; (212) 596-7000.

Ernst & Young. SALT (State and

Local Tax} Value Analysis, Timothy

J. Higgins, partner in charge; (202)

327-9601.

Deloitte & Touche. Multistate Tax
Practice, Jack Cronin, natonal part-

ner; (213) 688-6969.

Grant Thornton. State and Local

S TATE T A X E 5 : A G U1 D E F O R T H E B E 31 EGE D
we will consider them.” savs Brian o see fiscal policy alternately as
3 Colbeck. director of taxes at the bait to promote their state
3 Costa Mesa, California-based com- economies and as a trap o raise
5 pany. Specifically, because FileNet tax dollars. Even the FTA's Duncan
: generates revenues from several agrees. “It's not the way of the
i types of sales—software. hardware, states to sit down and work out a
] and service—and has grown by common direction,” he says. “They
acquisition. the company now has all go at their own pace and in
some flexibility about where it reg- their own direction. The result,
i isters corporate entities, and how it predictably, is a huge burden on
interprets state apportionment for- taxpayers.”
j mulas. “In the end, it may reduce But the states are not solely to
our overall rate by a percentage blame. The truth is that many com-
] point or so. but that's not insignifi- panies /ike the in-state favoritism,
1 cant,” savs Colbeck. who managed the different apportionment formu-
i to keep FileNet's effective state tax las, the complex nexus rules, and
i rate at a below-par 3 percent last the variable models of raxation—
yedr. when it favors their situation. And
: ) I | BRRR IRIon e ] companies quietly approve of the
Reinforced Confusion status quo for the same reason—
i Still, planning strategies and court challenges are just i the perception that the differences create opportunities
{ ! plays in a game with ephemeral rules and no time ¢ for wx rate arbitrage that are greater than the cost of
] limit. Worse, there are no substantive improvements on | compliance. audit defense, and planning combined.
the horizon. The obvious solution is uniform tax : The current drive by mx administrators and account-
laws—as members of both the Multistate Tax : ing firms 1o focus cn planning opportunities assumes
i Commission and COST would like to see (see sidebar. | that this cost-benefit equation can still be ripped in
| page 37). But while some progress has been made on . favor of corporations. However, if the states continue
% such issues as financial service income apportionment | (o applv aggressive interpretations of tax law, that may
i and telecommunications taxes, the whole is still a con- | no longer be the case. Taxes saved may soon be offset
| fusing mishmash. © by the tme and expertise needed to fight a multifront
“Uniformity in tax laws would eliminate cost and | haule. And at that point, experts say, corporate inter-
1 confusion for companies,” says Timothy Higgins, | ests may be better served by a simpler, nationwide
1 national partner of state and local tax services at Ernst | approach to state taxation. s
I & Young LLP. “But it's a political quagmire at the state
} level.” Indeed, state legislators and governors continue i lan Springsteel is CFQ's staff writer.
| .
| WHaHERE TO Go FOrR HELP
“JE |lor advice on state tax plan- Coopers & Lybrand. The State Tax : Tax Consulting, J. Thomas Johnson,
| national director; (312) 565-3471.

PUBLICATIONS:

by Tax Analysts, Arlington, Va.
Offers technical articles and argu-
ments on varied state tax issues;

$949 a vear; (800) 955-2444.

State Income Tax Alert, published
biweekly by Professional Newslerters
Inc., Atlanta. Offers general articles

and breaking news in state tax arena;

$247 a year; (770) 457-1000.

Multistate Tax Portfolios, book or
CD-ROM of expert analysis for state
tax planning, from Tax Management
Inc., a division of the Bureau of

Nartional Affairs; (800) 372-1033.
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THE MAGAZINE FOR SENIOR FINANCIAL EXECUTIVES

For Immecdiate Release: Contact: Julia Homer
August 1, 1996 617-345-9700x204

State Taxes: Ranking the Toughest Climates for Business
California and Massachusetts lcad CFO Magazine’s List of Most Egregious States

Boston, Mass. -- Much has been written about the time and money spent complying with
the federal tax code. But according to an August feature in CFQ magazine, “State Taxes:
A Guide for the Besieged,” it’s the state efforts to expand and enforce their tax laws that
are making corporale executives crazy. The result? The tax practices in many states are
literally driving business away.

“When you consider that there are 50 states, most with three or four different
taxes, using 20 different models of taxation, and infinite interpretations of tax laws,” says
Julia Homer, CFO editor-in-chief, “it’s no wonder that companies are reconsidering
where they do business.”

According to an exclusive CFO survey of tax directors at the Fortune 100 and
practice leaders at the top 10 accounting firm, the most capricious states include
Louisiana, Massachusetts, California, Kansas, and Pennsylvania. In those states,
respondents say, the tax environment is litcrally “unfair and unpredictable.” And when it
comes to negatively affecting business relocation or expansion decisions that same list
can be expanded to include North Dakola, New Hampshire, Michigan, Illinois, and
Maine.

Companies say they are being stung most over issues of nexus -- the amount or
type of activity that gives a state the right to impose taxes. Certain states Florida, Ohio,
and South Carolina among them -- have become positively predatory about asserting
nexus and demanding revenues. And not content with just expanding their tax rolls, many
states -- especially Kansas, California and Louisiana -- have intensified their audit
procedures,

The irony of the situation is that states are adopting a siege mentality over taxes at
the same time they are promoting business retention programs. “State revenue department
speak with [orked tongues,” says Homer. “They stumble all over each other doling out
tax breaks to retain and attract favored companies. At the same time, they pursue tax
collection more aggressively than ever before, particularly from out-of-state companies
that do business in the state.”

To combat the treatment, some companics arc rethinking their legal structures and
operating policies o lower their effective tax rates. Others are moving large operations
and headquarters out of high tax statcs. Some arc cutting “incentive” deals to remain
where they are. Still others are trying to work with the states to streamline the audit
procedure. As Kendall Houghton, general counsel of the Committee on State Taxation,
says, “Just because state tax is a tidal wave doesn’t mean you can’t ride it.”
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The answer, most experts agree, is a uniform tax law. But since state legislators
and governors continue to see fiscal policy alternately as bait to promote their state
economies and as a trap to raisc tax dollars, the issue is likely to remain bogged down in
politics. And what doesn’t help is that corporations actually like the status quo — as long
as it can be tipped in their favor. The result, says Homer is that “with federal
disbursements to states declining and demands for services on the rise, companies must
accept that their state tax burden is only going to increase.”

CFO magazine is a monthly magazine based in Boston, Massachusetts, and read
by 365.000 corporate finance executives. CF( is a publication of The Economist Group.
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CFO's 1996 State Tax Survey

Please rank each question on a scale of 1 through 5. [f you have no opinion about a particular state or question, leave

it blank. All information will be used in the aggtegate.

Please fax this survey back to (617) 951-4090 by June 19. Thank you for your participation.

o What is your overall impression of the tax environment in this state?

(1 fair and prediciable — S unfair and unpredicrable)

e How would you rate this state's stance on establlshing corporate Income tax and sales/use tax nexus?
(1 nor aggressive — 5 averly aggressive)

G How would you rate this state’s stance on the sourcing of income for coerporate income tax purposes

during audits? (1 not aggressive — 5 overly aggressive)

How would you rate the independence of this state’s pretrial appeals process from its audit function?
(1 very independent — 5 not independent)

How much does this state's revenue department policlies influence firms’ decisions to locate

or expand there? (i very Pa.ririvcfyw— 5 very negdtiw[y)

Alaba.na
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
Idaho
lllinois
Indiana
lowa
Kansas

Kentucky

® 0 0 0 0O

Loulslana
Maine

Maryland

Massachusetts._

Michigan
Minnesota
Mississippi

Missouri

0 0 00

Montana

(E]

Nebraska

Nevada

New Hampshire

New Jersey

New Mexico

New York

North Carolina

North Dakota

Ohio

Oldahoma

Oregon

Pennsylvania

Rhode Island

South Carolina

South Dakota

Tannessea

Taxas

Utah

Yermont

Virginia

Washington

West Virginia

Wisconsin

Wyoming
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TAX MODERNIZATION

Kansas overhauls its tax processing

Whirbvind plan includes business re-engineering effort and consolidation of 50 tax systems

BY CLAIRE E. HOUSE
GON Staif

recognize the state’s Revenue Department
once Project 2000 gets through with it

Project 2000, a $70 million business
process re-engineering venlure, will revamp
the department (o improve tax processing and
enforce payment compliance, Revenue Secre-
tary John LaFaver said.

In doing so, he said, the project will gener-
ate at least 5234 million in revenue aver the
next 10 years and improve customer service (o
Kansas taxpayers, who file an estimated 2 mil-
lion returns annually. :

The overhaul encompasses both manage-
ment and technical projects that include:

m Reorganizing the agency’s staff and
doing away wilh separate tax departments

® [mplementing a client-server system
with 2 Microsoft Windows NT network sup-
porting 8CO users

= Consolidating state taxpayer information
from 50 disparate tax programs and using
decision support software (o enhance account
management

m Civing taxpayers various filing channels,
including a cutting-edge Internet program

® Rolling out animaging system o digitize
paper lax documents

m Creating a new payment remiltance sys-
tem.

The Revenue Department has been rying to
improve its (ax systems since the early 1980s,
Project 2000 director Karla Pierce said. But
duplicative work on the more than 50 IBM
mainframe systems used throughout the
department hamstrung the effort.

K:msas state taxpayers and workers won't

More than technology

“In the early '90s, the managers that were
here realized that technology alone wasn’t
going to solve our problems and meet our
needs,” she said. "We came up wilh the idea lo
re-engineer the business process and get the
technology Lo support those processes.”

Currently, sales lax, income tax, withheld-
ing tax aid every other kind of tax each has its

Tax collector Kevin Kaul says that the new ::.Epﬁcclions are “speeding up things

tremendously” for Kansas Revenue Department wor

own staff structure, organization and system,
LaFaver said. Like most tax organizations, the
department was built piece by piece as differ-
ent taxes were enacted, procedures created
and legislation passed, he said.

Some business customers have up to 12
contacts for tax issues
and can have pieces of
account information in
many systems, said
Colin Shaw, project
director and a vice pres-
ident of American Mun-
agement Systems Inc, of
Fairfax, Va., which won
the re-enginecring con-
tract last July.

Additionally, each of
the department’s sepa-
rate functional groups, such as collections and
auditing, has its own stovepipe and often
paper-intensive support system.

el
The system will score
the likelihood of @
taxpayer filing and

paying proper faxes.
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ers and for taxpayers as well.

But that’s all changing thanks to a complete
reorganization supporied by a fully integrated
client-server system with imaging and Inter-
net services, Shaw said.

About 25 ProLiant 5000 servers from Com-
paq Computer Corp. will house the Windows
NT network. An Orucle
7.5 database from Ora-
cle Corp. will consoli-
date every picce of
information about a cus-
lomer’s tax history into
a single file. Another
database, in Lotus Notes
4.0, will centralize tax
policy information.

“The policy and re-
search dutabase will bea
common database avail-
able to the tax examiner, collections officer,
auditor, customer relations representative,”
and, ultimately, every taxpayer in Kansas via
the Internet, Shaw said.

But the real gem of the system is Strata,
LaFaver said. A decision-support ool devel-
oped by AMS, Strata will take customer
account data and score thal taxpayer's likeli-
hood of filing and paying proper taxes on time.

Targeted auditing

With Strata, Revenue can focus its efforts
more constructively 1o bring taxpayers into
compliance, Pierce said. The department will
use Strata's risk-ussessment scoring in the
Collectivns Department to decide ifit needs o
confront a nonpayer with, say, only a letter or
phone call vs. an in-depth evaluation or even
legal action, she said. Auditors will be able to
use the scoring to make informed auditing
decisions.

“Today, auditing is more rundom—there’s

sea TAXES next page
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Strata keeps tabs on delinquencies; Mosuix tracks data for taxes

TAXES from previous page

more suspicion,” Pierce said. With the scores,
“we will be able to target an entire industry
segment, raising the compliance of the whole
segment rather than just one taxpayer.” She
said the account database also will cross-
relerence outside databases, such as business
directories, to keep taxpayer records com-
plete.

Collections is currently using Strata in con-
Junction with Mosaix, a predictive dialing sys-
tem from Digital Systems Inc. of Redmond,
Wash. Relerencing data in the legacy systems,
Strata identities and ranks delinquencies and
feeds them into the collections system, Shaw
said.

Mosaix calls people on the list, transfers a
connected call to a collector and pulls up the
account lile automatically on screen. The tax-
payer and account liles can be transferred
directly 1o other departments for handling.

Tax collector Kevin Kaul’s workspace used
to overllow with a box and a drawer full of
paper queries.

“Today that box is gone, the drawer is all
cleaned out,” he said. And. taxpayers don't
wail duys to hear back from the department.
“We're speeding up things tremendously,” he
suid.

Revenue users are receiving 8GO0 160-MHz
Pentiums with 24M RAM and 2G hurd drives,
halt ol which are ulready installed. AMS has
been developing the system tools using the
object-oricnted PowerBuilder 3.0 from
PowerSolt Corp. of Concord. Muss. AMS

The re-engineering effort will combine
records from 50 systems into one, Revenua
Secretary John LaFaver says.

expects to complete the system for Kansas by
December 1998, Pierce said.

The depantment also is opening new filing
channels, the most innovative of which is a
Juva applet thut will let users prepare returns
online. LaFuver and Shaw said they believe
the Kansas Revenue Department is the first
state tax agency to use the so-called intelligent
form application, set for releuse March 1.

Taxpayers using Microsuft Explorer or

Netscape Communications Corp.'s Navigator
will download 1ax forms from the World Wide
Web, and Javaapplets will guide them through
their return preparations and do the calcula-
tions for them, Shaw said. The users then will
print and mail the forms, which carry a char-
acter band of data—common to commercial
tax preparation sollware programs—Ior gusy
reading by the depuartment’s imaging soft-
ware.

Digitized returns

The imaging system, from FileNet Corp. of
Costa Mesa, Calif., goes live next month,
Pierce said. Kodak [mageLink 923D scanners
will capture digital images of the returns, and
an NT intelligent character recognition (ICR)
engine will interpret the handwritten data.
Ultimately, the imaging system will feed the
data into the Oracle databases. Until system
completion, the data will be submitted to the
individual legacy systems for processing.

Payments will be handled by a remittance
system from Unisys Corp., which does ICR on
the payment voucher and also on the check.
By speeding up depasits during the height of
the tax season, the sysiem will make the
department $200,000 in interest alone, Shaw
said.

But LaFaver is quick to point out that Proj-
ect 2000 is about much more thun technology.
“[t's totally about rethinking und revamping
the notion of what a department of revenue is,”
he said. “The technology empowers that,
gives us leverage.” =
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PRACTITIONER'S UPDATE

Russians, Australians Trek to Kansas for Tax Advice

John LaFaver, the secretary
of revenue in Kansas, has been

LaFaver is also taking Kansas
into new areas, such asa “Tax
Discovery” system

down this road
before. After revis-
ing tax adminis-
tration in Montana
and then Maine,
his reputation
brought him to
Kansas. Now his
work is luring

that matches vari-
ous databases to
identify tax scof-
flaws and quickly
implement collec-
tions. The system,
including comput-
er hardware and

inquisitive tax offi-
cials from as far
away as Russia and Australia.
But of all the visitors, which
have included officials from
several states, the most inter-
esting are the Russians. “These
were high-level fiscal people.
We walked them through our
collection system, but what they
were most amazed at was our
statistics on how many people
voluntarily file,” LaFaver said.
“Their notion of collecting tax-
es is how many police officers
have to knock on doors.”

State-of-the-art

The Russians and others are
coming to Kansas to get a first-
hand look at Project 2000, the
code name for LaFaver’s over-
haul of the department of rev-
enue, whose jurisdiction cov-
ers driver's licenses and other
certificates as well as tax com-
pliance and collection. For one
thing, the project is fine-tuning
a tax collection system devel-
oped in LaFaver’s previous state
jobs, including better integra-
tion among different divisions
of the revenue department. The
system is designed so that one
division, such as withholding
tax, doesn’t issue a refund with-
out first checking whether the
same taxpayer is delinquent in
other areas, such as sales taxes.

John LaFaver

software devel-
oped with Ameri-
can Management Systems in
Arlington, Va., is projected to
cost $70 million by the time it’s
fully implemented in 1998.
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LaFaver figures the department
will “more than double” that
in new collections over the
same period and estimates the
system has already identified
as many as 400 delinquent tax-
payers since it began in 1995,
bringing in about $7 million.
And, in an effort particular-
ly interesting to his Russian vis-
itors, LaFaver is attempting to
change the culture of his depart-
ment to make it more customer-
friendly. A learning center has
been established to train per-
sonnel in “what putting cus-
tomers first means”—the cus-

tomers being taxpayers, tax
professionals and vari- /™

ous licensees. The ‘

goal, he said, is to
make the revenue
department as
service-oriented as
a top financial ser-
vices firm.

“If I had to cut
out part of Project
2000, I'd cut the g
technology,”
LaFaver said, “What's ™
more important is the }
cultural change of the |[f
agency.”—P.D.. :
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KANSAS DEPARTMENT OF REVENUE
PUTTING THE CUSTOMER FIRST EVERY TIME

Presentation to the Senate Assessment and Taxation Committee
January 23, 1997

To effectively change large, traditional organizations, the leaders must begin by
establishing a vision of the future. This vision must communicate the values that will
guide the organization.

In June 1995, Secretary John LaFaver and senior department leaders met to establish the
vision for the future. This vision directs all changes being implemented in the Department.

Qur Vision for the Department of Revenue

e  We will put the customer first every time
° We will be the benchmark for the nation
° We will sustain a team environment
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WE WILL PUT THE CUSTOMER FIRST EVERY TIME

What do our customers expect from the Department of Revenue?

During statewide meetings we listened to taxpayers, business owners and local units of
government describe their expectations of the Department of Revenue. Twelve
expectations were communicated to the Department. We developed a survey and ask for
those themes to be prioritized.

The top five expectations of Kansas Taxpayers are:

o Friendly attitude by Department associates

e  Simple forms in plain language

e  Equal treatment of all taxpayers

e  Knowledgeable people answering the phone

e One person to handle my account -- start to finish

What best business practices of Kansas companies should the Department implement?

We visited a number of Kansas companies and asked for their best advice on how to
provide superior customer service, work in a team environment and train associates to be
customer service oriented. Some of the companies we talked with include Boeing, Hill’s
Pet Foods, Heinz Pet Products, Security Benefit Group of Companies and Hallmark
Cards. We documented the following best practices from our benchmarking visits.

¢ Providing customer service through one stop shop

e Mystery shopper program to monitor customer service
e Use of data-driven decision making

e Team approach to management

e Job rotation for team members

e Team based reward programs

¢ Continuous improvement programs

How will we know when we are putting the customer first?

We have established performance goals to measure our progress towards achieving the
vision. The goals measure what the taxpayers think of us, how well our processes work
and how well our associates can do their jobs. If we do all of these things well, the
customers will be paying the correct amount of tax due.

G-



WE WILL BE THE BENCHMARK FOR THE NATION

As a benchmark for the nation the performance of our business operations will be second
to none. Our new business operations are designed to provide the services our customers
want and need. We are installing new technology to enable efficient operations and
training our human resources to be effective service providers. Some of the outcomes of
the new operations are listed below.

Provide multiple but simplified ways to communicate with the Department

An example of this is the new Telefile program that is available statewide this year to
short form filers. This program enables taxpayers to complete an 11 line worksheet, dial
a toll free number and key the information into the phone. The system computes the tax
liability and refund amounts, gives the taxpayer a confirmation number and then the
refund is mailed within 5-7 days. The system is available 24 hours a day and no forms
are mailed to the Department.

Calibrated compliance actions ensure everyone pays their fair share

Our approach to ensuring everyone pays their fair share requires the Department to view
ourselves as service providers not tax collectors. The services delivered are based on the
least intrusive compliance tool needed to bring the taxpayer into compliance. This
approach benefits both the taxpayer, by being less intrusive and the department, by
allowing better utilization of our limited resources.

Single point of contact to handle all aspects of taxpayers business

No longer will taxpayers have to guess which department to go to for services. We are
organizing around customer segments and training associates to be customer account
representatives. They will be knowledgeable about all tax types related to the customers
they are assigned. Each opportunity to provide service to a customer is an opportunity to
enable the customer to stay in voluntary compliance.

To provide this exceptional level of customer service the Department must organize so
the operations focus on the customer. The structure must eliminate functional silos. By
organizing with a customer focus, jobs are designed to enable associates to provide the
required service to the customer. Measures provide the information to hold associates
accountable for the service they deliver.
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WE WILL SUSTAIN A TEAM ENVIRONMENT

Changing our culture to enable customer service and teamwork

We are recognizing and rewarding behavior that puts the customer first. The Secretary has
a “Customer First Award” that is given to associates when a customer reports having
received great customer service. Names of award winners are published in the Department
newsletter. A team of associates is identifying additional ways to recognize behaviors
aligned with our new culture.

Newly hired managers value customer service and teamwork

A new approach to hiring associates was used to select the four process managers who
lead and manage the new operations. Each manager has proven customer values, has
worked in a team environment and has experience in managing effective operations.
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NEW DIRECTION IN AUDIT

Audits provide education and problem identification

A very high percentage of Kansas Taxpayers want to file and pay the correct amount of
tax. The new role of the audit process is to provide the education so the taxpayer can
comply with the tax laws in the least intrusive manner. It also must identify areas of the
law that are unclear and difficult to administer. These problem areas must then be
communicated to the legislature for your consideration.

Trusting taxpayers to audit their own books

We recognize that Kansas businesses are asking employees to do more work with fewer
resources, and so we are simplifying the audit process. Audit processes are being
implemented which will minimize the intrusion on taxpayers.

An example is an audit method we call a self audit. In this audit the department provides
the taxpayer with a form and instructions on how to complete it. The taxpayer
completes the form and returns it to the department. If a taxpayer is unable to complete
the form, an auditor will travel to the taxpayer’s location and provide assistance. The key
element in these new audit methods is that the department trusts taxpayers to audit their
own books. These initiatives are very efficient in utilizing scarce audit resources.

Improving the quality of the audits performed

The Department has implemented initial steps to improving the quality of the audits.
Improved auditor training programs are in place. The Multi-State Tax Commission
presented a seminar for Department auditors in December 1996. Audit report cards are
being provided to taxpayers to allow them to give their opinion on the performance of our
auditors. The ratings to date have been very favorable. A new problem resolution
process has been implemented within the Audit Bureau for corporate income tax
assessments. This has been successful in allowing taxpayers to settle disputes
informally. Auditors reviewed Department policy and practices from the taxpayers point
of view. Their goal was to evaluate whether current policy and practices were being
administered consistently. A number of suggestions to simplify and clarify existing laws
were documented.

Voluntary compliance vs. revenue driven audits

Our goal is to obtain the highest level of voluntary compliance with the Kansas tax laws.
Traditional audits will still be a part of the Department’s compliance program, but they
will no longer be the primary focus. Compliance programs that bring many taxpayers into
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voluntary compliance instead of those that maximize the revenue of one taxpayer are win-
win situations for the state and its taxpayers.



