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Welcome Message 
Welcome to the inaugural issue of The Contemporary Tax Journal! 

Since the times when scribes of Egyptian Pharaohs audited their subjects for avoiding taxes on cooking 
oil, the subject of taxation has been of great importance and many controversies. Taxes in the United 
States have been around since at least the colonial times, and have been constantly evolving to meet the 
needs of the current period.  

To keep up with this evolving topic, San José State University’s MST Program brings you a collaboration 
of students, faculty and practitioners in the form of The Contemporary Tax Journal. Our writers endeavor 
to keep our readers updated on the latest tax issues and provide analysis of current and future tax policies. 
Whether you are a tax expert or not, we are certain you will find something of interest inside.    

In this issue we have : 

• Summaries of some of the presentations made at the 2010 TEI-SJSU High Tech Tax Institute. 

• "Tax Enlightenments" on the new Medicare tax and why paying your use tax is a good idea. 

• Tax policy analyses on a standard home office deduction and an increase in the gasoline excise 
tax. 

While the journal is published twice yearly, please visit our website more often as we will be providing 
new content at least monthly (www.sjsumstjournal.com).  

 

The Contemporary Tax Journal SJSU MST Program Winter 2011      1

http://www.sjsumstjournal.com
http://www.sjsumstjournal.com


�

�

Message from SJSU MST Program Director Annette Nellen ... 
I am very pleased to see this inaugural issue of the Contemporary Tax Journal. This journal is a student-
run online publication of the San José State University MST Program. 

Learning does not all happen within the structure of a course and the classroom. Learning is enriched 
when students engage with the concepts, rules and ideas with classmates, faculty, and experienced 
practitioners, and when they spend additional time reading and analyzing the law itself. This journal 
offers students an avenue for enriching their graduate tax learning by engaging with tax compliance, 
planning and policy areas through writing, editing and researching. 

This journal also enables students and the program to provide a community service through broader 
understanding of the tax law.  Two of the four sections of this journal provide this service - "Focus on Tax 
Policy" and "Tax Enlightenment."  While the journal will be published online twice per year, we plan to 
add tax policy analysis pieces to the website at least monthly (www.sjsumstjournal.com). We hope 
students, practitioners and policymakers will find this analyses insightful and helpful. 

The first editor of this journal, MST student (now alum) Ankit Mathur has done an outstanding job to 
create a journal that is not from the same mold as most. He wanted it to provide opportunities for students 
and to engage audiences of varied experience levels. He also found a way to make this look like a journal 
when viewed on the web (with pages that flip!). His plans for making the website interactive with tax 
news feeds and MST Program news will be added soon. While the journal is published twice yearly, we 
will have content that will make you want to visit it more often.  Thank you Ankit! 

I hope you enjoy this first issue and check back regularly for new policy analysis, news about the MST 
Program and the annual TEI-SJSU High Tech Tax Institute, as well as many new features to be rolled out 
in the coming year. 

Sincerely, 

 

Annette Nellen, CPA, Esq. 
Professor, SJSU College of Business 
Director, SJSU MST Program 

 

Letter from the Editor 
Public transportation is a great way to be green, but it is difficult to travel this way without overhearing 
somebody’s conversation. Despite my efforts to avoid it, I overheard  a passenger telling her friend about 
her trip to another state to purchase a car. I couldn’t help but overhear that her reason for doing so was 
that she did not want to pay the California sales tax.  I thought to myself - she can avoid paying the sales 
tax, but what about the use tax?  Before I could be a "good tax Samaritan" and inform her about her 
unavoidable use tax obligation, and perhaps save her the trip, they got off the bus and I was left 
wondering what she would think when she eventually registers the car in California and gets billed for the 
use tax. It also got me thinking about my knowledge of taxes.  When I first came to the U.S, my 
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understanding of taxes was much less than that of my fellow traveler. In fact, it was practically non-
existent since I came from a place where there is no concept of collecting income tax. 

But, after a well invested year at San Jose State University’s Masters of Science in Taxation program 
(SJSU-MST), not only have I strengthened my knowledge of taxation under the guidance of professors 
who are experienced tax professionals, I now have the privilege of introducing The Contemporary Tax 
Journal, the new online tax journal sponsored by the SJSU MST program. The time I spent in the 
program helped me discover my passion for researching and analyzing complex tax issues, and made me 
qualified to assist in the creation of a medium through which tax students and professionals can share 
their knowledge and experiences. That is the main objective of this journal! Sharing tax knowledge 
through an interesting style that is relevant to both tax professionals and taxpayers. 

In our first issue, we bring you a variety of issues highlighted in the 26th Annual TEI-SJSU High 
Technology Tax Institute, two tax topics of particular interest to individual taxpayers, and two proposals 
analyzed using principles of good tax policy. 

This is the MST program’s initial endeavor at putting together a comprehensive collection of tax 
information. I hope you enjoy reading about the varied tax topics covered in this Winter 2011 inaugural 
issue.  
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New Medicare Contribution Tax on Investment Income 
By Huan Jin 

SJSU MST Student 

The Health Care and Education Reconciliation Act of 2010 was signed into law by President Obama on 
March 30, 2010. It contains a new provision that will subject certain individuals, estates and trusts to a 
new 3.8% Medicare contribution tax beginning in 2013.  

Background 

Federal taxes imposed on wages of employees include the OASDI tax and the Medicare Hospital 
Insurance tax.  Before the 2010 Reconciliation Act, there was no Medicare tax levied on unearned 
income.  Unearned income is income from investments, such as interest, dividends and capital gains. The 
imposition of a 3.8% Medicare contribution tax on unearned income along with an increase in the 
Medicare Hospital Insurance tax on high-income employees and self-employed individuals, both 
commencing January 1, 2013, will generate revenue to help finance reforms under the health care 
legislation.  

Explanationx 

Who will be taxed? 

Generally, an individual taxpayer with some net investment income and modified adjusted gross income 
(MAGI)1 above the applicable threshold amount will be subject to the new tax. The threshold amounts 
are:  

(1) $250,000 For a taxpayer filing a joint return and a surviving spouse 

(2) $125,000 For a married taxpayer filing separately 

(3) $200,000 For other taxpayers (e.g. a taxpayer filing as single) 

 

Trusts with gross income above the dollar amount at which the highest estate and trust income tax bracket 
begins for the tax year (e.g. $11,200 for 2010) will be taxed.  Certain types of trusts are exempted from 
the tax.2 

What is included in net investment income? 

Net investment income is the investment income reduced by the deductions applicable to such income.  

Investment income is comprised of non-business income from interest, dividends, annuities, royalties, 
rents and capital gains. Income derived from an active trade or business, such as rental income of real 
estate professionals, is not included, but passive activity income is included.  A business of trading 
financial instruments or commodities is not treated as an active trade or business, thus the income derived 
from such trade or business will be included in investment income.   
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Net investment income excludes any distribution from qualified pension, profit-sharing and stock bonus 
plans, qualified annuity plans, annuities for employees of tax-exempt organizations or public schools, 
IRAs, Roth IRAs and deferred compensation plans of state and local governments and tax-exempt 
organizations.   

How to calculate the Medicare contribution tax 

� For individuals 

� Step 1 - Calculate the amount of the net investment income for the tax year.  
� Step 2 - Calculate the amount of MAGI for the tax year.  
� Step 3 – Subtract the threshold amount from step 2.  
� Step 4 - Choose the smaller of step 1 and step 3 and multiple by 3.8%.  

� For estates and trusts 

� Step 1 - Calculate the amount of the undistributed net investment income for the tax year.  
� Step 2 - Calculate the amount of adjusted gross income (AGI) for the tax year.  
� Step 3 – Subtract the highest estate and trust income tax brackets in begins for the tax year from 

step 2.   
� Step 4 – Choose the smaller of step 1 and step 3 and multiple with 3.8%.  

Examples 

(1) In 2013, Sue, a single taxpayer, earns $100,000 in net investment income. Sue’s MAGI is $150,000.  

� Step 1 - Sue’s net investment income is $100,000.  
� Step 2 - Sue’s MAGI is $150 ,000.   
� Step 3 - The excess of MAGI over threshold amount is 0. ($150,000-$200,000) 
� Step 4 - Choose the lesser of $100,000 and $0 then multiple by 3.8%.  

Sue will incur no Medicare contribution tax in 2013. 

 (2) Same as Example (1), above, except Sue’s MAGI is $250,000. 

� Step 1 - Sue’s net investment income is $100,000.  
� Step 2 - Sue’s MAGI is $250 ,000.   
� Step 3 - The excess of MAGI over threshold amount is $50,000. ($250,000-200,000) 
� Step 4 - Choose the lesser of $100,000 and $50,000 then multiple by 3.8%.  

Sue will incur a $1,900 (3.8 % x $50,000) Medicare contribution tax in 2013.  With Sue’s MAGI 
increasing, the Medicare contribution tax Sue owes will also increase. Moreover, only when the dollar 
amount of MAGI is larger than the applicable threshold amount, is an individual subject to the 
Medicare contribution tax. 

When is the effective date? 

The Medical contribution tax starts on January 1, 2013.  

Summary 

A new provision enacted as part of the 2010 health care legislation will impose a 
Medicare contribution tax on high-income individuals, estates and trusts beginning in 2013. As time goes 
by, more individuals will be subject to the tax because the applicable threshold amounts for individuals 
are not adjusted annually for inflation. While the tax is not effective until 2013, it should be considered in 
tax planning decisions that affected taxpayers make today. 
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Friends, Students, Taxpayers, Lend Me Your Ears! Pay Your Use Tax! 

by Ankit Mathur 
SJSU MST Student 

“Use tax” you say! Is it not enough to pay sales tax, that States and cities wants us to pay taxes 
for using something as well? Well, it would be seem unjustified to spring a new tax upon us but 
here is the surprising news! The use tax is not a new tax. It has existed in states almost as long as 
the sales tax. In fact, in many states, including California, the use tax has been established since 
the 1930’s! 

The sales and use tax accounts for a significant portion of any state’s total tax revenue. The chart 
below shows the aggregate tax revenue for all states from different sources for the year 2009. 
The general sales and gross receipts tax is second only to the individual income tax in funding 
state government operations3.  
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We are all familiar with the sales tax. It is collected by retailers on purchases of tangible 
property, that is, something we can see, feel and touch. In many states, the sales tax is also 
imposed on some services and digital goods.  The use tax is slightly different. It is imposed on 
buyers – both individuals and businesses, by the state in which they reside or use the purchased 
item.4 The use tax is reported by the taxpayer on his/her state income tax return and is usually 
calculated using the state’s sales tax rate on items for which the retailers did not collect any sales 
tax. That means you are bound to be hunting for those receipts from your cruise in Alaska or 
from the Amazon Christmas shopping spree, come tax filing season.  

���������������������������������������� �������������������
3U.S Census Bureau, (2010). State government tax collections in 2009 (GOVS/10-2). Retrieved from 

http://www.census.gov/govs/statetax/2009stcreport.pdf.  
4 Scanlan, M A. (2009). Use tax history and its implications for electronic commerce . The Information Society, 25, 

220–225. 

Source: U.S. Census Bureau, 
2009 State Government Tax 

�
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To understand why we are subjected to this seemingly painful reporting task, let’s take a step 
back into the period of the Great Depression. The year is 1930. The American economy is in 
shock, and the government is in frenzy. State and local governments are hit hard with soaring 
unemployment, and more public assistance services were needed for which they did not have the 
ability to meet financially or institutionally. From these economic ashes rises one of the major 
revenue reforms of that period - The adoption of the sales tax. Mississippi was the first to adopt 
the sales tax in 1930 and by 1940 most of the other states followed suit.5  

Twenty-four states had decided to enact state level sales taxes in that period to boost state 
revenues, but because each state had a different rate, there was concern that states with lower or 
no sales tax might become tax havens for taxpayers when they shop in such states.  To prevent 
the taxpayer shopping sprees in tax haven states, the use tax was adopted as a complement to the 
sales tax.3 The law on the use tax requires us to pay taxes on taxable goods and services that we 
purchase, but were not charged sales tax.6  

Now your next thought must be “Isn’t it bad enough that we have our hands full with 
remembering to pay our federal and state income taxes, and now we have to deal with figuring 
out another tax?” 

Well, the reason paying the use tax becomes our responsibility is that some Internet and catalog 
retailers that we purchase from, such as Amazon.com, are not required to collect the sales tax in 
every state. They are exempt from sales tax collection if they do not have any physical presence 
within the state, which means that the state has no jurisdiction over them for this tax. This rule 
came about from a Supreme Court decision in 1992 called the Quill decision. States do give 
retailers the option to register with them to collect sales and use tax, but generally, sellers are not 
inclined to voluntarily collect it due to the associated costs and the possible alienation of 
customers,7 Therefore, as buyers, we need to report and pay the use tax when sellers are not 
required to and are not voluntarily collecting the sales tax from us.  

Now imagine if everybody in California, for instance, decided to do their shopping on 
Amazon.com or with any other company without a physical presence in the state. Students who 
don’t want to pay or cannot afford the exorbitant prices of their campus bookstore already 
worship online bookstores. And, is such online stores have no warehouses, offices or employees 
in California, they are not required to collect California sales tax8. If the residents were not 
required to pay the use tax, California would lose about 88% of its $53 billion that is collected by 
the Board of Equalization through its tax and fees program.9 What would happen to all the 
services that are supported by this revenue?  

The California Board of Equalization which is responsible for the collection of the sales and use 
tax, among other taxes, posts a list of the top sales and use tax delinquent accounts. For the third 

���������������������������������������� �������������������
5 Snell, R. (2009). State finance in the great depression. National Conference of State Legislatures, Retrieved from 

http://www.ncsl.org/print/fiscal/STATEFINANCEGREATDEPRESSION.pdf.  
6 California State Board of Equalization, Sales and Use Tax Department. (2001). Compliance policy and procedures 

manual Retrieved from http://www.boe.ca.gov/pdf/cpm-01.pdf.  
7 Nellen, A. (2007). California’s use tax collection challenges and possible remedies. California Tax Lawyer, 

Retrieved from http://www.cob.sjsu.edu/nellen_a/TaxReform/CATaxLawyerF07Nellen.pdf.  
8 Halper, E. (2010, February 20). Lawmakers want to tax amazon sales in california. Los Angeles Times,Retreived 

from http://articles.latimes.com/2010/feb/20/local/la-me-amazon20-2010feb20.  
9 State Board of Equalization, (2010). New board of equalization use tax estimate announced Sacremento: Retrieved 

from http://www.boe.ca.gov/news/2010/134-10-Y.pdf.  
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quarter of 2010, $333 million dollars was due for collection,10 and this amount only refers to the 
250 accounts that owe more than $100,000. Include the rest of the 39 million state residents, and 
the Board estimates a loss of $1.145 billion in sales and use tax every year.7  

California is just one example of the 45 states, where not all of the sales and use tax owed is 
collected. Losing this much hurts state budgets and finding ways to collect the money is equally 
painful and is viewed by many as a waste of tax dollars. The states have to make up for the lost 
revenue and their only choices are to either reduce services or increase the rates of other taxes. 
The state of New York has already passed legislation that requires large vendors who are not 
physically present in the state to collect sales tax from customers who were referred to them by 
affiliates who operate in that state.11 The way this New York law works is that online retailers 
who, for example, pay commissions to website owners for posting links to their merchandise, are 
presumed to have sales and use tax collection obligations unless then can show that the affiliates 
with the weblinks are not soliciting sales for them. Amazon is now collecting tax under protest 
on shipments made to New York.  North Carolina, Rhode Island and Illinois have passed similar 
laws, while other states have considered enacting similar proposals.6 

So does it mean that the states are winning and we are off the hook from keeping track of our use 
tax obligations? Not really. Some vendors subject to the new laws in New York, Rhode Island, 
North Caroline and Illinois have canceled their contracts with the in-state associates (website 
owners) to no longer be subject to the expanded sales tax collection obligations. Both Amazon 
and Overstock canceled contracts with their affiliates in states where the law has been 
implemented (other than Amazon in New York). In California, a letter by Amazon to the 
governor stated that forcing collections of tax in the state would cause Amazon to sever 
advertising ties with California based affiliates, which could cost Californians jobs.12 

Now we all may be thinking that our $100 purchases from out-of state retailers may not 
contribute much to the state’s tax revenue, but they all add up. Also, should keep in mind that not 
paying the use tax is considered tax evasion.  

Also, since the states are threatening to force out-of-state retailers to collect the tax, and the 
retailers are counter-threatening to cut ties with their in-state affiliates, eventually it is we, the 
taxpayers who are going to suffer. The loss of revenue generated from such transactions will hurt 
the state economy and will probably result in more budget cuts. 

While any change of heart to pay all our use tax will not affect the outcome of the stalemate 
between the states and vendors, we will be fulfilling our responsibility to pay our taxes which we 
have to in any case ("It’s the Law"). Also, payment of our use tax may prevent legislators from 
increasing other taxes.  

Payment of the use tax is fairly simple. Almost all states have a line on the state income tax form 
to report use tax. All you have to do is keep track of your purchases from vendors who did not 
charge you sales tax, but from whom you purchased a taxable item. There are no complicated 
calculations, and the use tax rate is the same as the sales tax rate. In California, Governor Jerry 

���������������������������������������� �������������������
10 State Board of Equalization, (2010). California’s largest sales tax delinquencies for third quarter 2010 

Sacremento: Retrieved from http://www.boe.ca.gov/news/2010/95-10-G.pdf.  
11 Broache, A. (2008, May 15). Amazon to collect n.y. sales tax; overstock drops out. Retrieved from 

http://news.cnet.com/8301-10784_3-9944934-7.html. 
12 Said, C. (2010, February 24). Proposed online sales tax draws criticism. San Francisco Chronicle, Retrieved from 

http://articles.sfgate.com/2010-02-24/news/17953603_1_sales-tax-state-income-tax-e-tailers.  
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Brown recently signed Senate Bill 86 that will allow taxpayers to refer to a Use Tax Table for 
purchases less than $1,000 and pay an estimated tax based on adjusted gross income instead of 
the actual amount of use tax due to the retailer. This seems like a good approach for people who 
dislike filling their pockets and purses with shopping receipts.  

You can find more information on how to report and pay your taxes on your state’s department 
of revenue website. In California, the Board of Equalization’s resource center 
http://www.boe.ca.gov/sutax/sutprograms.htm  gives detailed information regarding the sales and 
use tax.  

So, the next time when you shop on Amazon, you will know that there is a tax to be paid, why it 
exists and how to pay it.  
 

�
�������
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26th Annual TEI-SJSU High Technology Tax Institute 

Sponsored by 
Tax Executives Institute, Inc. & 

San José State University College of Business 
Summaries written by SJSU MST Students 

 

Introduction 

By Ankit Mathur 

The Annual High Technology Tax Institute has 
always been an event of epic proportions. Since 
1984, the Santa Clara Valley Chapter of Tax 
Executives Institute and San José State 
University's College of Business have sponsored 
this gathering of some of the most prominent tax 
professionals in the Silicon Valley and beyond 
to discuss current and upcoming tax issues 
relevant to high technology industries. 

As usual, the 2010 Institute was led by a panel 
of nationally and internationally renowned tax 
practitioners and government representatives. 
Several SJSU MST students had the opportunity 
to attend to both learn and report on a 
presentation for the SJSU MST Contemporary 
Tax Journal. 

This year’s prominent speakers included Eric 
Solomon and Heather Maloy. Mr. Solomon was 
the former Assistant Secretary for Tax Policy in 
the U.S Treasury Department, now with Ernst 
&Young. Heather Maloy is the Commissioner of 
the Large Business and International Division of 
the IRS. 

From the IRS proactively trying to build better 
relationships with their customers to the 
humorous exchange by panelists Jeff Sokol and 
Glen Kohl, the 2010 Institute was a memorable 
event and a commendable effort by SJSU and 
TEI. 

We hope the summaries that follow provide not 
only a tax update but a glimpse of the Institute 
and we encourage our readers to attend the 27th 
Annual High Technology Tax Institute, 
scheduled for November 7 and 8, 2011 
(http://www.tax-institute.com).  

In this special report, you’ll find summaries 
prepared by MST students of the following 
presentations:  

� International High Technology U.S. Tax 
Current Developments presented by Jim 
Fuller, partner at Fenwick  & West  

� International and Multistate Concepts 
presented by Morgan Lewis tax partners 
Bart Bassett and Kim Reeder. 

� Getting Proper Research Credit presented by 
Grant Thornton partner Mark Andrus, PWC 
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partner Jeffery Jones and Internal Revenue 
Service representative Roger Kave. 

� Cross Border Issues presented by Grant 
Thornton principal David Bowen, IRS 
representative Steven A. Musher and 
Fenwick & West partner Ron Schrotenboer. 

� M&A Hot Topics presented by Ernst & 
Young partner and SJSU MST faculty Danni 
Dunn, Wilson Sonsini Goodrich & Rosati 
partner Ivan Humphreys and Latham partner 
Kirt Switzer. 

� Successful Tax Practice in China and India, 
presented by KPMG senior manager Ajay 
Agarwal, Deloitte managing director Lili 
Zhang, and Baker & McKenzie partner Jon 
Eichelberger. 

� Federal, Domestic and State Tax Updates, 
presented by Dr. Annette Nellen, Director of 
SJSU's MST Program and Tony Fuller, 
Managing Director with Alvarez & Marsal 
Taxand, LLC. 

 

 

 

 

International High Technology U.S Current Tax Developments 

The Tale of Two Foreign Tax Credits 

By Ankit Mathur 

James P. Fuller, partner at Fenwick & West, 
commenced the first morning of the Tax 
Institute with his presentation on the latest 
international tax developments. Mr. Fuller, a 
regular presenter at this conference, referenced 
his trademark 100+ page presentation 
throughout, covering such topics as subpart F 
income, foreign tax credits,and tax treaties.  

As much as I want to cover his entire 
presentation, I will cover foreign tax credits 
since Mr. Fuller described a very interesting tale 
that I want to share. It is a tale of denial and lack 
of foresight; a tale about how Proctor & Gamble 
was allowed to claim foreign tax credits for 
taxes withheld in Korea, but was denied a 
previously claimed credit on Japanese taxes.  

Proctor & Gamble’s subsidiary in Singapore has 
its head office in Japan from where it oversees 
operations n Japan and Korea. Its Singapore 
operations did not have an office or employees 
in Korea but contracted with local manufacturers 
to produce the products and then sold them in 
the Korean marketplace. The products were 
already subjected to Japanese taxes on royalty 

payments, and in 2006 Korean auditors came 
knocking on the door for their share of royalty 
payments made on sales in the Korean market. 
The Koreans attributed the payments as made to 
Korean sourced income from sales in their 
marketplace. P&G’s Korean counsel provided a 
written memorandum advising against invoking 
treaties or challenging the assessment as it 
would be futile and since the tax assessment was 
correct, P&G obliged with the taxes. 

Now we are back in the U.S where it’s time to 
file the returns and P&G justly files for the 
credits on its foreign sourced income under 
Section 901(a).  

The IRS initially denied the taxes paid to the 
Korean authorities because they felt that P&G 
did not exhaust all of its remedies available to 
them as they should have under Reg. Section 
1.901-2(e)(5). The IRS did not accept the written 
memorandum provided by the Korean Counsel, 
but the court decided that it was sufficient proof 
to show that P&G met the requirements under 
Reg. Section 1.901-2(e)(5). So this aspect of the 
case was held in favor of P&G and the 
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multinational corporation trades happily ever 
after.  Or does it! 

The court did allow  claims to foreign tax credits 
for Korean taxes, but reduced it by the credits 
claimed for Japanese taxes because P&G did not 
exhaust their remedies in Japan under Treas. 
Reg. Section 1.901-2(e)(5). Neither P&G nor its 
Singapore subsidiary thought of seeking advice 
from a Japanese competent authority, nor did 
they challenge or seek a redetermination of the 
source of royalty income under Japanese law. 
The court stated, they had no problems with a 
corporation claiming credits for taxes paid to 
more than one country on a single stream of 
income, but the corporation had to first exhaust 
all of its remedies to reducing foreign taxes. If 
this rule did not exist, the U.S. Treasury would 
be forced to foot the bill for such taxes even if 
they were not properly imposed. 

While Japan and Korea may uphold their claims 
on the same source of income, the court held 
that it is P&G’s responsibility to exhaust all is 
remedies just as it did by obtaining the memo 
from the Korean Counsel. 

In the end, the IRS did get their way. P&G’s 
lack of foresight lost them their rights to the 
credits for Japanese taxes even though they were 
contesting the denial of credits on Korean taxes. 

So, the moral of this story is that if you’re 
claiming credits that have caveats such as Reg. 
§1.901-2(e)(5,) then you need to think of all 
possibilities and cover all the bases. The case 
citation is The Proctor and Gamble Company  
Subs. v. U.S. Case No. 1.108-cv-00608 (DC OH, 
July 2010). 

Now for some other international updates by Mr. 
Fuller:  

Affirmation of the Xilinx case: Xilinx, a 
manufacturer of integrated circuits was denied 
the deduction of stock compensation under 

Section 83(h) by the IRS, who claimed the cost 
should be shared between Xilinx and its Irish 
subsidiary. The court found in favor of Xilinx 
stating that the two provisions at Reg. Section 
1.482-1(b)(1) and Reg. Section 1.482-7(d)(1) 
create ambiguity for determining which costs 
must be shared and that there are many other 
factors in play, such as the treaty between U.S. 
and Ireland. The consenting judges found that 
Xilinx’s understanding of the regulations was 
more widely shared in the business community. 
The IRS has issued an Action on Decision 
(AOD) for this case noting acquiescence in 
result only. 

US-Italy Treaty: Speaking of treaties, U.S & 
Italy finally agreed upon an income tax treaty 
and the announcement was made by the 
Treasury in 2009. It took a mere ten years for 
this treaty to come into force, but hopefully it 
will not take another 10 years to make  updates 
to the provision that have become outdated in 
the last decade. A few other countries that 
signed a treaty with the U.S. include Malta, 
Hungary and Chile. 

While this summary does not do justice to Mr. 
Fuller’s complete, in-depth presentation, I hope 
it provides a glimpse of the presentation, and 
refreshed the memories of those who did attend 
the event. Mr. Fuller’s coverage of the vast array 
of topics goes to show the numerous 
opportunities in international taxation and the 
scope of planning and creativity needed to be 
successful in this field. 
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International and Multistate Concepts 

Similarities, Differences and Traps 
By Zhihua Cai

Which standards determine the jurisdiction that 
has the authority to impose tax on inbound 
taxpayers? Does the state conform to the Federal 
rule about the net operating loss utilization and 
anti- inversion rules in international 
restructurings? How does the State report the 
subpart F income of a controlled-foreign 
corporation in Water’s Edge combined 
reporting? What is the state trend in application 
of transfer pricing issues? 

These were the questions discussed by Bart 
Bassett and Kim Reeder, tax partners at Morgan 
Lewis, at the 2010 High Tech Tax Institute.  

Which jurisdiction should tax? 

Per Mr. Bassett, from a U.S. Federal standard, 
the concept of “permanent establishment” is 
used to determine whether inbound taxpayers 
should be taxed within a particular jurisdiction. 
Permanent establishment is constituted if 
taxpayers are engaged in a U.S. trade or 
business, and taxation of income is effectively 
connected with such U.S. trade or business. The 
definition of permanent establishment typically 
excludes certain fixed operations, such as the 
storage of goods or merchandise, or other 
activities that are preparatory and auxiliary in 
nature. Further, the standard of permanent 
establishment is always subjected to the override 
by U.S. tax treaties. Mr. Bassett emphasized, 
that the U.S. treaties are only binding on Federal 
standards, and not applicable to the State’s. 
From a State standard, Ms. Reeder mentioned 
the concept of “nexus” is used to determine 
whether inbound taxpayers are subject to tax in a 
specific State. Nexus exists when the taxpayer is 
doing business in a state. The nexus principle is 
also subject to the U.S. Commerce Clause, 
which requires the taxpayer to have substantial 
nexus within a state. States may also apply 

different standards in the income/franchise and 
sales/use tax contexts. For example, if the U.S. 
contract manufacturer is engaged to process 
goods consigned by a foreign taxpayer, it may 
not form a permanent establishment; however, it 
may meet nexus standard if it is doing business 
in this state.  

Federal conformity 

Net operating losses ("NOLs") from a federal 
standpoint are subjected to many limitations one 
of them being Section 382. Each state does not 
fully conform to the federal standard and has its 
own rule to limit the net operating loss 
utilization. For example, CA and some other 
states have limited the utilization of NOL’s 
because of the budget crisis. The NOL deduction 
in CA has been suspended for all tax years 
beginning on or after January 1, 2008 and before 
January 1, 2012. Carry forward period is also 
extended.  In international restructurings, States 
do not conform to the federal rule in the 
application of Section 7874 anti-inversion rule. 
For example, if a foreign company is 
restructured as a holding company for the 
groups, from a federal standpoint, assuming the 
group does not have “substantial business 
activities” in the corporation, the anti-inversion 
provision of Section 7874 causes the foreign 
corporation to be characterized as a U.S. 
corporation for all U.S. federal income tax 
purposes. Thus, Section 367 is not applicable. 
The transaction is a U.S.-to-U.S. reorganization 
or a Section 351 transaction. From California’s 
standpoint, it does not follow Section 7874 anti-
inversion provision, thus the U.S. 
characterization of the foreign company is not 
applicable. Section 367 (a) causes the 
transaction to be taxable at the shareholder level- 
triggering any gains (not loss) realized by the 
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