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I.   Introduction. 
 
This report concerns a second public hearing directed by the Executive Com-
mittee to gather public comment on the revision to the MTC proposed rec-
ommendation for enactment by the states of a uniformity provision on report-
ing options for non-resident members of pass-through entities. See the initial 
Hearing Officer’s Report dated April 15, 2002 for the background of the ini-
tial proposal. 
 
II. Background. 
 
Acting on the April 15, 2002 Hearing Officer’s Report, the Executive Commit-
tee on April 25, 2002 referred the matter back to the Income and Franchise 
Tax Subcommittee to modify the provision establishing liability of the pass-
through entity for delinquent taxes owed by non-resident members. The Ex-
ecutive Committee recommended a provision requiring withholding of tax on 
income actually distributed to non-resident members. The subcommittee de-
veloped a withholding provision as a new Section 3 to replace the previous 
Section 3. 
 
The full Uniformity Committee approved the revised proposal and the Execu-
tive Committee on August 2, 2002 authorized a second public hearing for 
public comment on the revised proposal.  
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The revised proposal authorized for public hearing by the Executive Commit-
tee reads as follows: 
 

Proposed Statutory Language on Reporting Options for Non-resident 
Members of Pass-through Entities with Withholding Requirement  

 
Section 1.  Definitions. 
 
A.   “Pass-through entity” means a corporation that for the applica-
ble tax year is treated as an S Corporation under [IRC §1362(a), or 
State Tax Code §], and a general partnership, limited partnership, lim-
ited liability partnership, trust, or limited liability company that for 
the applicable tax year is not taxed as a corporation [for federal tax 
purposes] [under the state’s check-the-box regulation]; 

 
B. “Member” means [optional additional language: an individual 
who is ] a shareholder of an S corporation; a partner in a general part-
nership, a limited partnership, or a limited liability partnership; a 
member of a limited liability company; or a beneficiary of a trust; 
 
C. “Nonresident” means an individual who is not a resident of or 
domiciled in the state, a business entity that does not have its com-
mercial domicile in the state, and a trust not organized in the state. 
 
Section 2.  Composite Return Authorized. 
 
A. A pass-through entity may file a composite income tax return on 
behalf of electing nonresident members reporting and paying income 
tax at the highest marginal rate provided in [state tax rate provision] 
on the members’ pro rata or distributive shares of income of the pass-
through entity from doing business in, or deriving income from sources 
within, this State. 
 
B. A nonresident member whose only source of income within a 
state is from one or more pass-through entities may elect to be in-
cluded in a composite return filed pursuant to this section.  
 
C.   A nonresident member that has been included in a composite re-
turn may file an individual income tax return and shall receive credit 
for tax paid on the member’s behalf by the pass-through entity.   
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Section 3.  Withholding Required. 
 
A. A pass-through entity shall withhold income tax at the highest 
tax rate provided in [section x for individuals or section y for corpora-
tions or section z for other entities] on the share of income of the entity 
distributed to each nonresident member and pay the withheld amount 
in the manner prescribed by the [tax agency]. The pass-through entity 
shall be liable to the [state] for the payment of the tax required to be 
withheld under this section and shall not be liable to such member for 
the amount withheld and paid over in compliance with this section. A 
member of a pass-through entity that is itself a pass-through entity (a 
“lower-tier pass-through entity”) shall be subject to this same require-
ment to withhold and pay over income tax on the share of income dis-
tributed by the lower-tier pass-through entity to each of its nonresi-
dent members. The [tax agency] shall apply tax withheld and paid over 
by a pass-through entity on distributions to a lower-tier pass-through 
entity to the withholding required of that lower-tier pass-through en-
tity. 
 
B.  A pass-through entity shall, at the time of payment made pur-
suant to this section, deliver to the department a return upon a form 
prescribed by the department showing the total amounts paid or cred-
ited to its nonresident members, the amount withheld in accordance 
with this section, and any other information the department may re-
quire. A pass-through entity shall furnish to its nonresident member 
annually, but not later than the fifteenth day of the third month after 
the end of its taxable year, a record of the amount of tax withheld on 
behalf of such member on a form prescribed by the department. 
 
C. Notwithstanding subsection A, a pass-through entity is not re-
quired to withhold tax for a nonresident member if  
 

(1) the member has a pro rata or distributive share of income of the 
pass-through entity from doing business in, or deriving income from 
sources within, this State of less than $1,000; 

 

(2) the [tax agency] has determined by regulation, ruling or instruction 
that the member’s income is not subject to withholding; or 

 

(3) the member elects to have the tax due paid as part of the pass-
through entity’s composite return under Section 2.  
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III. Public Comment at Hearings 
 

1. The public hearing was held on December 17, 2002 at 8:30 a.m. at 
the Hall of the States, Washington, D.C. Frank D. Katz, General 
Counsel of the Multistate Tax Commission, was appointed hearing 
officer for the second hearing. Exhibit A is the appointment. Notice 
of the Hearing was duly given.  Exhibit B is the Notice. Exhibit C is 
the Certification of Loretta King affirming proper dissemination of 
the Notice. The following comments were received at the hearing. 

 
• John Chandler of Williams Energy Partners and Mary Lyman of 

the Coalition of Publicly Traded Partnerships (“Coalition”) re-
quested that the Commission exclude  publicly traded partner-
ships (PTPs) from the provisions of the proposal requiring the 
partnerships to report or pay tax for their members. They also 
submitted written comments, attached as Exhibit D.  

 
PTPs are partnerships the interests in which—known as units—
are traded on public exchanges.  There are about 60 such PTPs 
at present, half of which are in the energy business. The roughly 
27,000 unit holders are scattered among the 50 states. Most of 
the PTPs do business in multiple states, some operating in over 
40 states. The Coalition is confident that the great majority of 
the unit holders report and pay state tax. They acknowledged, 
however, that it is likely that most report and pay the tax only 
to their state of residence rather than to the state where the in-
come was earned. The Coalition gave several reasons why PTPs 
should not be subject to the provisions of the proposal. 

 
First, paying taxes for nonresident unit holders destroys the 
fungibility of units necessary for trading securities on a public 
market. Every unit must be identical in all attributes, they 
claim, including tax attributes. That fungibility is destroyed if 
units carry different tax consequences depending upon whether 
they are owned by residents or non-residents of a state.  
 
Second, income that is attributable to a unit does not necessarily 
match distributions to that unit holder. Income is attributed to a 
unit holder at a different time than when distributions are 
made. Distributions may also be return of capital, not income. 
 
Third, withholding is administratively burdensome; accurate 
withholding is not possible, largely because of the high trading 
volume in the thousands of units each day and because many of 
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the units are held in street name with the PTP knowing only the 
broker’s name, not the real owners. Although they find out the 
names and addresses of the owners once a year for the annual 
return, that list would become increasingly out of date as the 
units trade through the year. 
 
Finally, the state tax dollars are small.  The 15 largest PTP’s 
have $30 billion is assets, but only $210-200 million in taxable 
income, some of which is earned in states with no income tax. So 
the total tax would be about $8 million. Moreover, there are a 
large number of smaller investors who may fall below the $1000 
exemption for withholding. 
 

IV.   Summary of Written Responses. 
 

1. The American Institute of Certified Public Accountants (AICPA) 
submitted additional written comments supplementing the written 
comments they had submitted on April 5, 2002.  The additional 
comments are attached as Exhibit E. Specifically, the AICPA sug-
gests: 

 
• The proposal should not apply to non-individual members 
• An exemption from withholding should exist for non-cash or 

“phantom” income,  
• Use of highest tax rate should be optional to taxpayer. 
• Exemptions to withholding should be permitted for PTPs, en-

tities with over 1000 members, family investment entities, 
investment entities, entities with less than $10,000 of income 
attributable to a state and corporate owners agreeing to be 
subject to tax. 

• The Proposal should use the MoSCITA composite provisions. 
  

The AICPA again raises issues of the constitutionality of taxing 
nonresident members, and of this just being a matter of where the 
tax is being paid—to the state of residence rather than the income 
source state—not the overall amount of tax being paid. They fur-
ther suggest that the states make use of the information they al-
ready have to pursue non-filers rather than impose these heavy 
administrative burdens on pass-through entities. If the proposal 
were adopted, they want pass-through entities compensated for the 
administrative burden. 

 



 6

2.  Malcolm Day of Houston Texas sent email, attached as Exhibit F, 
requesting that the Commission exempt publicly traded partnerships 
from the provisions of the proposal.  

 
V. Hearing Officer Recommendations 
 
The Hearing Officer recommends that the proposal be submitted to the 
States in a Bylaw 7 survey in anticipation of adoption by the Commission.  
 
The request to remove PTPs from the purview of the proposal appears to be 
inconsistent with the intent to have nonresident members pay tax where 
their income is earned.  The Coalition acknowledges that most nonresident 
members probably pay tax only in their state of residence. One can both un-
derstand and sympathize with that practice. The task of having to file re-
turns in some 40 states reporting and paying tax on income earned through a 
PTP cannot be a happy one. Indeed, that is the whole purpose of the compos-
ite return, to relieve the nonresident member of that burden. The pass-
through entity has the records of the owners of its shares and the knowledge 
of its distributions. If it can send money to unit holders, it can get and record 
their name. It is vastly easier for the PTP to file 40 returns reporting and 
paying the tax for the thousands of nonresident members in each state where 
that income is earned. Finally, one suspects the market is quite capable of 
determining any valuation difficulty of units. Stocks are routinely sold before 
and after the declaration and later distribution of dividends. Ultimately, if 
PTPs cannot ensure that their members pay tax where the income is earned, 
perhaps states should rethink the idea of allowing PTPs to escape taxation at 
the entity level. The Coalition did assure the hearing officer that there are 
not many PTPs, so such a move would not have wide ramifications for other 
pass-through entities. 
 
A number of the Coalition’s suggested problems seem illusory. There is no 
different tax consequence for the resident or nonresident member. Both owe 
income tax on their income to each state in which that income was earned. 
Their units are fungible. When either a resident or a nonresident sells a unit, 
they do not also sell the obligation to pay tax on income already distributed. 
That remains the obligation of the original unit holder. To the extent that the 
Coalition suggests that there is a separation between unit holders to whom 
income is actually distributed and to whom the income is attributed for tax 
purposes, it is that disjunction that causes any lack of fungibility, not a with-
holding requirement. Finally, the withholding is required only of income dis-
tributed, not capital. Ultimately, the PTP reports each year to the unit hold-
ers just what income was distributed to them, allocated among the states in 
which it did business. If it can make that report, it can withhold the tax.  
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There does not seem to be any good reason to exclude PTPs from the with-
holding and composite return provisions.   
 
A number of the comments by the AICPA also lack support. Why should cor-
porate members be excluded? Is there anything in last year’s corporate tax 
scandals that makes one believe corporations are more responsible in paying 
their taxes than individuals?  Withholding is only on actual distributions, not 
“phantom” income. Members do have the option of taking every deduction 
and exemption and tax rate advantage available by filing an individual re-
turn. The only difference between the current proposal and the MoSCITA 
provision is that MoSCITA lacks withholding. That is a crucial part of the 
proposal.  
 
Perhaps the Commission’s purpose is misunderstood. The Proposal’s re-
quirement for withholding if the members do not agree to join a composite 
return is not intended to “punish” anyone. It is not intended, to impose any 
tax that is not already due. Nor is it intended to make compliance harder. 
Quite the opposite is true. The Proposal will enable the filing of returns and 
payment of tax already owed in the overall most convenient way while at the 
same time ensuring compliance. While it does impose some burden on the en-
tity to file 40 separate tax returns listing the income distributed to each of its 
nonresident members and multiply that number by the maximum tax rate, 
that method is hugely more convenient than having each taxpayer file a sepa-
rate return in 40 states. The more members the entity has, the greater the 
convenience of the composite return. Unless the AICPA can persuade the 
Commission that nonresident members are constitutionally or statutorily not 
subject to tax, (International Harvester v. Wisconsin, 322 U.S. 435 (1944), 
makes that a tough sell), how can they object to the most convenient filing 
method?   
 
In furtherance of this main purpose of the Compact to promote taxpayer con-
venience, thresholds to eliminate tax on de minimis activity are always a 
good idea.  The AICPA has suggested some that the Commission might con-
sider. The proposal already has one, $1000 in income to a member. Perhaps 
AICPA’s suggestion of a $10,000 entity threshold is also appropriate.  
 
Excluding investment partnerships may be unnecessary. A number of states 
have ruled that investment partnerships that only buy and sell securities are 
not “doing business” in the state and therefore the nonresident partners owe 
income tax in their state of resident. See the recent North Carolina PD-02-1; 
New Mexico Administrative Code § 3.3.11.14. 
 
The AICPA’s question about the constitutionality of imposing tax on non-
resident members and the Coalitions acknowledgment that most non-
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resident members likely pay tax on their income from pass-through entities 
to their home state rather than the state in which the income was earned as 
required by statute only confirm the suspicion that there is currently whole-
sale noncompliance with state income tax laws by nonresident members of 
pass-through entities. These arguments hardly persuade your hearing officer 
that a compliance element in the proposal is unnecessary.  Because the 
compliance measure is also the most convenient and efficient method of filing 
and paying the tax for the numerous nonresident members to diverse states, 
your hearing officer recommends proceeding to a Bylaw 7 Survey. 
 
 

Respectfully submitted January 10, 2003, 
 
 
 

_________________________________   
        Frank D. Katz 
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Exhibits Attached to the Report of the Hearing Officer 
Regarding the Proposed Recommendation to States 

for Enactment of a Uniform Provision Concerning Reporting 
Options For Non-Resident Members Of Pass-Through Entities 

 
Exhibit A: Memorandum of Appointment of Hearing Officer  
 
Exhibit B: Notice of Public Hearing.   
 
Exhibit C: Certificate of Loretta King attesting to proper notice of hearing. 
 
Exhibit D.  Written Response of the Coalition of Public Traded Partnerships 
 
Exhibit E: Written Response of the American Institute of Certified Public 

Accountants (AICPA). 
 
Exhibit F:  Email from Malcolm Day 
 






































