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Executive Summary

The Council On State Taxation (COST) has long monitored and commented on state tax appeals processes and
administrative practices. Part of that effort has resulted in the regular publication of a scorecard ranking the states.
Our focus is on the states’ adoption of procedural practices that impact the fairness of states’ laws and regulations
for the administration and appeal of state tax matters. Why are these issues so important? Although compliance with
state tax statutes and regulations is subject to audit scrutiny, the percentage of taxpayers actually audited is small. As
a result, our federal and state tax systems are premised, to a great degree, on voluntary compliance. It is a common
truth that taxpayers will more fully and willingly comply with a tax system they perceive to be balanced, fair, and
effective. Taxpayers operating in a system they perceive as oppressive, unfair, or otherwise biased are less likely to
voluntarily comply. The clear message to state tax policymakers is that they must be sensitive to the compliance
implications and competitiveness concerns created by poor tax administrative rules and ineffective tax appeal
systems.

The COST Scorecard on State Tax Appeals & Procedural Requirements seeks to objectively evaluate state statutes
and rules that govern the degree of taxpayer access to an independent appeals process and state treatment of selected
procedural elements that impact taxpayers’ perceptions of fairness and efficiency. For these purposes, the essential
elements of an effective and independent state tax appeals process are as follows:

e  The appeals forum must be truly independent;

e  Taxpayers must not be forced to pay or post a bond prior to an independent hearing and resolution of a
dispute;

e The record for further appeals must be established before an independent body; and

e The arbiter at the hearing must be well-versed in the intricacies of state tax laws and concepts.

The procedural elements evaluated in this Scorecard consider whether the state has adopted:

e Even-handed statutes of limitations for refunds and assessments;
e Equalized interest rates on refunds and assessments;

Douglas L. Lindholm is President and Executive Director of the Council On State
Taxation (COST). Fredrick J. Nicely is Senior Tax Counsel at COST. Priya D. Nair is
Legislative Tax Counsel at COST. Our sincere thanks are extended to the numerous
state tax practitioners who responded to our questionnaires and ably advised us on the
finer points of their respective state laws.



o Due dates for corporate income tax returns at least one month beyond the federal due date, with an
automatic extension of the state return due date based on the federal extension;

e Adequate time to file a protest before an independent dispute forum;

e Reasonable and clearly defined procedures for filing amended state income/franchise tax returns following
an adjustment to a taxpayer’s federal corporate tax liability; and

e Transparency in the form of published letter rulings (redacted) and administrative/tax tribunal decisions.

Further, the Scorecard identifies certain ineffective, burdensome, or inequitable practices not otherwise reflected in
the Scorecard categories. For 2023, the Scorecard includes in such “other issues™ instances where states (or their
localities): 1) impinge upon taxpayer due process rights by enacting unreasonable retroactive tax legislation; 2) fail
to provide an effective “safe harbor” (at least 30 days) before personal income tax liability and withholding
requirements attach for nonresident employees temporarily traveling in a state for work purposes; 3) include a
significant percentage of federal GILTI (global intangible low-taxed income) in the tax base without foreign factor
representation, and/or fail to provide sufficient guidance for how taxpayers should apportion GILTI; and 4) impose
any other burdensome, inequitable, or ineffective administrative practices or procedures, as noted.

Top-Ranked States & Bottom-Ranked States

2023 Top-Ranked States 2023 Bottom-Ranked States
State Grade State Grade
Ilinois A Maryland D-
Indiana A North Dakota D-

Montana A District of Columbia D-

Arizona A- Delaware D
New Mexico A- Hawaii D
Virginia A- Idaho D
South Carolina D

South Dakota D

Awards & Demerits: This Scorecard continues a tradition of recognizing significant improvements in state
tax administration. In 2019, the award for “most improved” went to California, which adopted significant reforms,
including creation of the Office of Tax Appeals, an independent tribunal. Texas and Kentucky received “Honorable
Mention.” Texas improved its administrative transparency and increased the State’s protest period, and Kentucky
established the new Kentucky Claims Commission, an independent tax tribunal. While many states have adopted
notable improvements since the 2019 Scorecard, certain states deserve special recognition for adopting multiple
changes in accordance with COST’s recommendations for fair and efficient tax administration. Unfortunately, many
of the low-ranking states in 2019 are consistent in their administrative shortcomings and missed opportunities to
make bold reforms since the previous Scorecard. Other states exacerbated their already unfair and punitive practices
and dropped to even lower scores in this Edition. Below are COST’s 2023 awards and demerits, respectively, for
some of these “notable” states.

Most Improved

e Louisiana -- By any metric, the State of Louisiana earns the most improved award in the 2023 Edition of the
COST Administrative Scorecard, moving from a “D” grade in 2019 to a solid “B+” in the current Scorecard.
Shortly after issuance of the 2019 version, leadership of the Louisiana legislature, most notably the then-Chair
of the Senate Revenue and Fiscal Affairs Committee, visited COST in DC to work on improvements to the
State’s tax administration. Over the next three years, led by Senate sponsorship, the legislature passed
legislation addressing many of the deficiencies noted in the 2019 COST Scorecard. These included equalization
of interest rates (for the State and Parishes); lengthening of the protest period; improvements to the process for
reporting federal changes; removing DOR funding through penalty assessments; increasing vendor
compensation; requiring local jurisdictions to use the independent Board of Tax Appeals for local sales tax



disputes; adoption of the COST Model Mobile Workforce threshold for nonresident withholding (still need to
move from 25 days to 30 days); and extension of the corporate due date to one-month after the federal due date
with an automatic extension. While this list of accomplishments is remarkable for its breadth, it is perhaps more
remarkable to note that several of these changes also apply to Parish-level tax administration as well, an arena
where many thought meaningful change would take decades to implement. And efforts continue in Louisiana —
particularly on centralized administration of the Parish-level sales tax system after the U.S. Supreme Court’s
decision in South Dakota v. Wayfair. Although the initial stab at enacting centralized sales administration failed
at the ballot box, proponents continue to seek ways to reach that significant milestone in Louisiana.

Honorable Mention

e Montana -- Montana improved its overall score from a “B” in 2019 to an “A” in 2023, in large part through
changes in the State’s laws governing the reporting requirements for federal tax changes. Notably, since the
2019 scorecard, Montana has statutorily defined “final determination” and increased the number of days to
report IRS changes from 90 days to 180 days. Additionally, in 2022, Montana enacted legislation (H.B. 53,
Laws 2022) which substantially aligns the State with the MTC Consensus Model for reporting federal
partnership adjustments. Montana also made great strides in the area of fair and efficient administration by
enacting legislation (H.B. 447, Laws 2023) which establishes a 30-day safe harbor for non-resident employees
who travel to the State to perform work duties. While the bill is a step in the right direction, there is room for
improvement. The bill adds unnecessary complexity by containing an exception to the 30-day safe harbor for
employees who earn over $500,000 in compensation in the prior year. Finally, although not an issue covered by
the Scorecard, Montana also deserves praise for legislation in 2023 (S.B. 246, Laws 2023) which removed the
punitive tax haven “blacklist” contained in the State’s statutes.

e Colorado -- Like Montana, Colorado also made strides in improving its tax administration system and
improved its overall score from a “D” in 2019 to a “C+” in 2023. The State made changes in two key areas of
the Scorecard, the reporting requirements for federal tax changes and the due date for corporate tax returns, with
the enactment of one bill (H.B. 23-1277, Laws 2023). H.B. 23-1277 incorporates the MTC’s consensus model
legislation and moves the State to 180 days for the reporting of IRS changes (after January 1, 2024). H.B. 23-
1277 also extends Colorado’s corporate income tax return due date due to one month after the federal return due
date. While Colorado is applauded for these changes, there remains room for improvement in its tax
administration system. The State does not yet have an independent tax tribunal and nonresident employees
temporarily travelling into the state for work are subject to withholding on the first day in the State.

e New Jersey — New Jersey also improved its score from 2019, moving from a “C-” to a “B-”, due in part to its
alignment with the MTC’s consensus model legislation. However, the State bears mentioning in this category
for its approach to substantially revising its Corporation Business Tax in 2023 (A.B. 5323, Laws 2023). The bill
was the result of multi-year discussions between the Division of Taxation and interested stakeholders, including
the New Jersey Business and Industry Association (“NJBIA”) and the New Jersey Chamber of Commerce.
Additionally, subsequent to the enactment of the bill, the Division of Taxation issued substantial guidance on
the bill’s provisions in a timely manner.

Demerits

e South Carolina dropped from a “C+” grade in 2019 to a “D” in this 2023 edition of the COST Administrative
Scorecard. As in 2019, the State continues to levy a higher interest rate on assessments than they pay on
refunds, an inherently unfair discrepancy given that interest is meant solely to account for the time value of
money. The State also continues to lack a requirement for tax expertise for judges serving on the Administrative
Law Court who hear tax cases, and confusion continues to exist surrounding the process for reporting federal
tax changes to the State. Unfortunately, the State earned additional points in this Scorecard for aggressively
pursuing forced unitary combined reporting as an alternative apportionment methodology against large
taxpayers without a discernible standard other than increasing revenue (South Carolina statutes require separate
entity filing). The Department of Revenue also continues to pursue through the courts the retroactive imposition



of a marketplace law for years prior to the State’s enactment of such a law. Finally, the State imposes a small
dollar threshold for determining when a nonresident employee traveling into the State incurs a personal income
tax liability and thereby also triggers a withholding requirement on the employer. Small dollar thresholds are a
particular trap for the unwary for nonresident traveling employees and their employers.

e Nebraska also dropped from a “C” grade in 2019 to a “D” grade in 2023. The State continues to labor in its tax
administration without an independent tax tribunal for hearing cases before independent judges with significant
state tax expertise. Nebraska offers only 60 days to report federal changes to the State, a process which can
require hundreds, if not thousands, of amended returns for a multijurisdictional consolidated filing group. The
State’s Department of Revenue also includes federal GILTI (global intangible low-taxed income) in the tax base
without clear legislative authority. The State also imposes personal income tax liability on nonresident traveling
employees (and related withholding on employers) as of the first day such employees step into the State.
Although those rules are rarely enforced, the fact that they remain in the State’s laws raises the specter of
selective or unequal enforcement against those who make a best-effort at compliance and those who choose to
ignore the law altogether.

Introduction: About the Scorecard

This Scorecard is the eighth edition published by COST to objectively analyze state treatment of significant
procedural and appeal issues that reflect whether states provide fair, efficient, and customer focus tax administration.
This Scorecard expands on and updates the 2001, 2004, 2007, 2010, 2013, 2016, and 2019 versions! and serves as a
tool for policymakers seeking to improve tax administration and the business tax climate in their states. As with
previous versions, this Scorecard is designed to provide objective criteria and research by which to judge state tax
administration.

The Scorecard’s standards for the “best” in state tax administration remain fairly consistent, but in the 2023 edition
we have expanded our inquiry into several troublesome trends in state taxation, including selective enforcement of
withholding requirements and liability for personal income taxes of nonresident traveling employees; and state
inclusion of federal GILTI (global intangible low-taxed income) and other foreign source income in the corporate
income tax base without clear guidance on how to apportion the income or full recognition of the foreign factors that
helped generate that income. We also take a closer look at some of the traditional Scorecard elements (e.g., tax
expertise for independent tribunals, “pay to play” for subsequent appeals, inequities in the computation of interest,
and adequate time periods to file protests) to ensure states are achieving COST’s standards, as well as to better apply
these standards consistently across the states. Note that in the 2019 version of the Scorecard we accepted 60 days as
an adequate protest period. In the 2023 edition, we have raised the bar to the 90-day standard recommended in the
American Bar Association’s Model State Administrative Tax Tribunal Act.2 COST will continue to seek ways to
expand the scope of the Scorecard to better reflect the breadth of state tax administrative practices.

Objectivity of Scorecard

A note on objectivity: this Scorecard is a counterpart to subjective views on state tax administration which can vary
greatly from taxpayer to taxpayer. While the Scorecard evaluates each state’s statutory and regulatory scheme
against objective criteria, a subjective approach reflects corporate tax executives’ views of state tax environments.
To properly gauge taxpayer responses to specific state administrative systems, the approach taken by COST
(assessing objective criteria) and the subjective approach (based on taxpayers’ experiences) should be viewed in
conjunction. Taken separately, each approach may be fairly criticized. Analyzing a set of objective criteria creates a
useful benchmark for comparison of administrative practices from state to state but fails to recognize burdensome or
unfair administrative practices applied within a sound statutory framework. Conversely, an evaluation of taxpayer
responses to subjective questions might mask a deficient statutory framework by recognizing only the goodwill
engendered by fair and competent tax administrators.

Grading the States



The first part of the Scorecard evaluates state tax appeals processes by asking two questions: 1) whether the appeals
system is truly independent and 2) whether a taxpayer must prepay the disputed tax or assessment prior to an
opportunity for an independent hearing or for further appeals. Two other considerations are also paramount,
however, in evaluating appeals systems, and are addressed in these two columns of the Scorecard: 3) whether the
tribunal’s judges have the requisite expertise in evaluating the complexities of state tax law, and 4) whether the
taxpayer has the opportunity for a “hearing of record” (i.e., trial de novo) at an independent tribunal that would form
the basis of further appeals. Together, these requirements mirror the essential components of the Model State
Administrative Tax Tribunal Act® developed by the State and Local Tax Committee of the American Bar Association
which has been proposed and adopted, with COST’s support, in a number of states. It is COST’s view that these
elements, at a minimum, should be a part of any state’s tax appeals process to achieve fairness, efficiency, and a
customer-focused tax environment.

Other elements evaluated in this Scorecard consider whether the state has adopted:

e Even-handed statutes of limitations for refunds and assessments;

e Equalized interest rates on refunds and assessments;

e Adequate time to file a protest before an independent dispute forum;

e Due dates for corporate income tax returns at least one month beyond the federal due date with an
automatic extension of the state return due date based on the federal extension;

e Reasonable and clearly defined procedures for filing amended state income/franchise tax returns following
an adjustment to a taxpayer’s federal corporate tax liability; and

e Transparency in the form of published letter rulings (redacted) and administrative/tax tribunal decisions.

The Scorecard also identifies and evaluates any additional ineffective, burdensome, or inequitable practices not
otherwise reflected in the Scorecard categories. For 2023, the Scorecard includes in such “other issues” instances
where states (or their localities): 1) impinge upon taxpayer due process rights by enacting unreasonable retroactive
tax legislation, interest, or penalties; 2) fail to provide an effective “safe harbor” (at least 30 days) before personal
income tax liability and withholding requirements attach for nonresident employees temporarily working in the
state; and 3) impose any other burdensome, inequitable, or ineffective administrative practices or procedures, as
noted.

By focusing on objective criteria, the 2023 Scorecard gives states the opportunity to enact corrective legislation as a
means of improving tax and business climates. Indeed, since the publication of the 2019 COST Scorecard, many
states have taken steps to improve their administrative and appeals processes. Some of the more significant
improvements are noted in our “awards” section of the Scorecard, above. It is our hope that publication of this
Scorecard will continue to spur policymakers toward additional improvements in the rules and procedures for tax
administration and the independent appeal of tax matters in all states.

Scoring System

Point totals for the Scorecard are determined by assessing:

e One point each for failure to meet the following: 1) provide an independent tax tribunal; 2) the independent
tribunal hears cases de novo and establishes the record for further appeal; and 3) the independent forum is
dedicated to handling tax disputes, and its judges are required to possess sufficient state tax expertise.

e One point each for failure to meet the following: 1) no prepayment or bond requirement to obtain an
independent appeals forum hearing and 2) no prepayment or bond requirement for any level of subsequent
appeals.

e Two points if the state fails to apply a statute of limitations generally the same for refunds and assessments,
or one point for states that generally apply the same statute of limitations but limit the statute against
taxpayers in certain circumstances (e.g., for sales tax refunds or for refunds based on constitutional issues).

e Two points if the state fails to apply equal rates of interest for assessments and refunds, or one point for a)
states that apply the same rates of interest but do not calculate interest from comparable dates; or b)
unreasonable interest levied on certain types of overpayments (e.g., states that calculate interest on



assessments from the date of filing of the refund claim instead of from the due date or actual date of the
overpayment, or states denying interest if an overpayment is deemed a taxpayer error).

e Two points if the state provides only 30 days or less to appeal an assessment, or one point if the state
provides less than 90 days. Zero points are levied for states that provide 90 days or more to protest an
assessment.

e  One point each for failure to meet the following: 1) provide an extended corporate return due date at least
one month after the federal extended return due date and 2) provide an automatic extension of time to file if
a federal extension is granted.

e Up to three points cumulative for failure to meet certain elements for reporting changes resulting from a
federal audit. These include whether the state has a definition of “final determination” based on exhaustion
of all appeals for a tax year; provides at least 180 days to file a return or report after such final
determination; allows prepayments during a pending audit to toll interest charges; and provides equal time
periods for assessments and refunds resulting from a federal change. We also evaluate whether a federal
change opens the state return for audit items not related to the federal change when the change is beyond
the state’s normal statute of limitations. Finally, because many of these elements are addressed in the MTC
model addressing partnership audit adjustments and reporting of federal changes, we assess a point for
states that have not yet conformed to the MTC Consensus Model Language (see explanation below).

e One point each for failure to meet the following: 1) provide and publish binding, written guidance to
requesting taxpayers and 2) publicly release tax rulings and decisions of an administrative adjudicatory
body (e.g., tax agency hearings division and/or independent tax appeal forum).

e One point for either imposing taxes on a retroactive basis, enacting legislation that reverses a state appellate
tax decision retroactively, or a state court decision that upholds retroactive tax legislation.

e Two points for states that require employers of nonresident traveling employees to withhold from
employees’ salaries on the first day of travel to the state. One point is levied if the state enforces a non-
uniform threshold (either in dollars or days) before withholding attaches. To encourage uniformity in this
area, we credit a point to those states that have substantially adopted the COST Model Mobile Workforce
statute* that provides a safe harbor of 30 days before liability or withholding requirements for personal
income taxes are imposed on nonresident employees who travel in the state for business purposes.

e Two points for states that provide no foreign factor representation when including at least 10% of foreign
source income (including GILTI) in the tax base, and one point for states that provide no clear guidance on
what their position is on allowing foreign factor representation. The Scorecard does not evaluate states on
whether (and how much) foreign source income is included in the corporate income tax base.

Scores are based on COST’s determination of the relative importance of specific issues to business taxpayers and the
presence or absence of mitigating and/or aggravating circumstances. In general, one point is assigned to the “Other
Issues” category for each issue found to impact a state’s fair and efficient tax administration.

The final grades are based on the following scale:

A 3-5 points

B 6-8 points

C 9-11 points
D 12-14 points
F 15+ points

Summary Results

The Summary Table on Page 7 ranks each state’s statutes and rules in the areas described above. Although much
progress has been made since the inaugural COST Scorecard, numerous states are significantly behind the curve in
providing fair and efficient tax administration and appeals procedures. Detailed survey data for each state is
provided beginning on page 16.
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Barometers of State Tax Administration

Fair, Efficient, Independent Appeals

Foremost in good tax administration is a fair and efficient tax appeal system. States with fair and efficient tax appeal
systems share four essential elements:

¢ Anindependent tax tribunal;

e Tribunal judges with specific training and experience in tax law;

e No prepayment requirement (or bond posting) for taxpayers disputing a tax before receiving an
independent, impartial hearing; and

e The record for further appeals is established before an independent body.

A state’s ability to recognize the potential for error or bias in its tax department determinations and provide
taxpayers access to an independent appeals tribunal is the most important indicator of the state’s treatment of its tax
customers.

Independent Tribunals: The tax court or tribunal must be truly independent. It must not be located within or
report, directly or indirectly, to the department of revenue or to any subordinate executive agency. Without
independence, the appearance of objectivity is simply not present. That perception, regardless of its accuracy,
necessarily detracts from even exemplary personnel and work product of the adjudicative body. Independent
tribunals are less likely to be perceived as driven by concerns over revenue collection, upholding departmental
policies, or offending departmental decision makers.

Today well over half the states provide an independent appeals process specifically dedicated to hearing tax cases.
Although the structure and rules may differ from state to state, taxpayers in these states are able to establish a record
for appeal in an independent adjudicative body, before judges well versed in tax matters. The ability to reach an
independent tribunal, non-judicial or judicial, without prepayment is another key factor of a fair and efficient
appeals process. In addition, many tax dispute systems are designed to allow taxpayers and the state adequate
opportunity to meet and discuss settlement opportunities before incurring the hazards and costs of litigation.

States without an independent tax tribunal or similar appeals system limit a taxpayer’s real ability to challenge a
state tax assessment. States that do not offer an independent tribunal, and/or force taxpayers to appeal based on a
record established at a non-independent proceeding, create a less attractive environment for businesses to operate
and are more likely to encourage taxpayers to engage in structural tax planning to minimize potential exposure in the
state.

Trained Judges: Most business tax disputes are complicated. Accordingly, tax tribunal judges must be specifically
trained as tax attorneys and have significant state tax experience, and the tribunal should be dedicated solely to
deciding tax issues. The tribunal (or court) should be structured to accommodate a range of disputes from less
complex tax issues, such as those arising from personal income tax matters, to highly complex corporate tax
disputes. The tremendous growth and complexity in the body of tax law and the nature of our multi-jurisdictional
economy makes this consideration paramount. Judges not trained in tax law are less able to decide complex
corporate tax cases on their merit and a perception exists (rightly or wrongly) that the revenue impact of these
complex cases too often influences those decision makers as they navigate through the fog of complicated tax
statutes, regulations, and precedent. That perception reflects poorly on a state’s business climate and reputation as a
fair and competitive place to do business.

No Prepayment Required: Taxpayers should not be required to post bond or pay a disputed tax before an initial
hearing. It is unfathomable that taxpayers may still be denied a fair hearing before being deprived of property (i.e.,
disputed taxes). It is inherently inequitable to force a corporate taxpayer to pay a tax assessment, often based on the
untested assertions of a single auditor or audit team, without the benefit of a hearing and the ability to establish a
record before an independent tribunal. Free access to an independent hearing without having one’s property
confiscated by the law is especially important during difficult state economic climates — once tax money is paid into



the system, it is often difficult or impossible to wrest a refund from the state, even after disputes are resolved in the
taxpayer’s favor. We evaluate three degrees of state prepayment requirements:

e Full “Pay to Play”: Since Massachusetts and Hawaii years ago eliminated their full “pay-to-play”
requirements, we are unaware of any state that requires taxpayers to pay an assessed tax upon receipt of a
notice of assessment without an opportunity to contest that assessment before even a non-independent tax
forum such as the tax commissioner or an administrative hearing officer. Such systems were the scourge of
fair tax administration; their elimination represents a significant step forward in fairness.

e Partial “Pay to Play”: While no state currently requires payment of a disputed tax prior to the
administrative appeals process, some states still require payment of the tax or posting of a bond to obtain
access to the circuit or district court level in the case of an adverse decision by an independent non-judicial
body, or if the taxpayer elects to bypass the non-judicial forum and proceed directly to the circuit or district
court level. In those states, taxpayers are at least granted a hearing before a non-judicial tax tribunal, an
administrative hearing officer, or the state tax commissioner before such payment is extracted. The
perception of unfairness is more acute, of course, in partial pay-to-play states where the initial hearing is
before an adjudicatory body that is not independent of the state’s revenue department.

e No “Pay to Play”: In some states, taxpayers do not have to pay a disputed tax until all appeals are
exhausted. These systems are perceived to be the fairest — in large part because taxpayers are not held
hostage by the jurisdiction in possession of taxpayers’ funds.

Jeopardy Situations Justify Prepayment: We do not question the necessity of state jeopardy assessment and
collection authority. If a state revenue department legitimately feels that a particular tax assessment is in jeopardy
based on the facts and circumstances before it, it should certainly be allowed to issue a jeopardy assessment. In those
rare circumstances, states need the flexibility to move quickly and should do so as long as due process protections
are afforded. Such assessments rightfully protect the state fisc. However, the burden of proving that the assessment
is in jeopardy should fall on the state. It would be an extremely unusual circumstance for a state to find it necessary
to impose a jeopardy assessment on a publicly traded company.

Basic Procedural Provisions Reflecting Good Tax Administration

In addition to an independent tax tribunal accessible without prepayment, state tax administration should include
certain fundamental components necessary to a fair, efficient, and customer-focused state tax system. The following
are basic procedural elements that COST has determined should be included in every state’s law:

Even-Handed Statutes of Limitations: Statutes of limitation should apply even-handedly to both assessments and
refund claims. Forcing taxpayers to meet a shorter statute of limitations to apply for a refund while granting the tax
administrator additional time to issue an assessment is unfair and should not be tolerated in a voluntary tax system.
A three-year statute of limitations for assessments should be accompanied by a three-year statute of limitations for
refund claims. States with unusual (biased) rules or with unequal statutes of limitations to report federal adjustments
are also noted. In addition, claims for refund based on constitutional challenges should not be singled out for
discriminatory treatment by shortening the statute of limitations.

Equalized Interest Rates: Interest rates should apply equally to both assessments and refund claims. Failure to
equalize interest rates diminishes the value of the taxpayer’s remedy of recovering tax monies to which it is legally
entitled. Interest rates are meant to compensate for the lost time-value of money and should apply equally to both
parties. The date from which interest begins to run is also important. Because states levy interest from the due date
of the return, taxpayers should likewise receive interest from the date of overpayment of the tax on an original
return, although no interest is acceptable if a refund is paid within a reasonable time period, say 60 days from the
filing of a tax return, to allow state processing of the return and payment. For separate refund claims, interest should
be paid from the date of overpayment of the tax — typically the due date of the original return — and not the date of
the filing of the refund claim. Interest should also not be denied for refunds based on taxpayer error, unless the state
can prove it was an intentional overpayment. Refunds and liabilities for the same taxpayer should also offset each
other in calculating the amount of interest and penalty due.
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Protest Periods: The first step in the administrative process in most states is the issuance of an assessment with
notification of a right to protest. The American Bar Association’s Model State Administrative Tax Tribunal Act
recommends a 90-day protest period. Any protest period shorter than 90 days is unreasonable and could jeopardize a
taxpayer’s ability to fully respond to a proposed assessment. A notice period of 90 days or longer is of increasing
importance in a global economy where taxpayers must comply with the laws of numerous jurisdictions. Revenue
impacts should not be a concern if the state imposes an even-handed market-based interest rate to account for the
time-value of money. Fortunately, many states have increased the number of days to submit a protest as compared to
earlier versions of this Scorecard. Even so, numerous states still offer 60 days or less to file protests. While all states
now generally offer at least 30 days to protest a tax assessment, COST hopes to see all states grant at least 90 days,
consistent with the ABA’s Model State Administrative Tax Tribunal Act.

Return Due Date and Automatic Extensions: The state’s corporate income tax return due date should be at least
one month after the federal tax return due date, or the state’s extended due date should be at least one month after
the federal extended due date.> Further, the state’s corporate income tax return due date should be automatically
extended simply by obtaining a federal extension. By extending state due dates to this point, state tax administrators
allow taxpayers to file correct returns based on complete federal return information. Although corporate taxpayers
often file a single consolidated federal return, the adjustments necessary to generate the multitude of state tax returns
are complex and time-consuming. A minimum of one month beyond the extended federal due date is needed to
complete these adjustments. In 2015, the federal government revised the due dates of the original and extended
federal return for tax years starting after December 15, 2015 (2016 returns prepared during the 2017 filing

season).® C Corporation returns are now due on the 15" day of the 4" month after year-end (April 15 for calendar-
year taxpayers) instead of the 15" day of the 3™ month after year end (March 15 for calendar-year taxpayers).
Correspondingly, extended federal returns are now due one month later -- October 15 for calendar-year taxpayers --
which is also the date when most state corporate calendar year tax returns, based on federal numbers, are due. In
2017 Congress enacted substantial federal tax reform through the Tax Cuts and Jobs Act, which greatly complicated
state returns that conform, either fully, partially, or sporadically, to federal law as a starting point for the state return.
As a result, the need to extend state return due dates at least one month beyond the federal due date gained new
urgency. As an interim step, COST, the American Institute of Certified Public Accountants (AICPA), and the Tax
Executives Institute (TEI) have requested states to waive penalties for late filing of state returns. Several states
indicated they would consider such a request on case-by-case basis, but in our view this issue is best resolved
through corrective legislation extending the filing period.

State Reporting Requirements for Federal Tax Changes: Large multistate businesses are often required to file
hundreds, if not thousands, of amended returns/reports at the state and local level when a federal tax change is made
by the taxpayer and/or the Internal Revenue Service (IRS). Compliance with these reporting requirements is best
achieved when state and local governments adopt uniform and even-handed rules for reporting federal tax changes
that are consistent regardless of whether a refund or payment results from the change. Filing interim reports of
changes (e.g., serial reporting for the same tax year) is not an efficient use of resources for either the state or
taxpayers. The following are key elements of a fair and efficient state reporting procedure for federal tax changes:

e Final Determination: All states that require a taxpayer to report federal tax changes, including any applicable
local taxes, should link the filing requirement to a “final determination” regarding a taxpayer’s federal income
tax liability. The absence of clear, consistent rules creates compliance problems and wrongfully subjects
taxpayers to penalties and interest for noncompliance. Moreover, some states require “interim” notification of
certain IRS-agreed-to adjustments for a given tax year prior to a final determination of federal tax liability for
all issues for that tax year (including any adjustments pending for a related member that is part of a state filing
group). This practice needlessly creates additional confusion regarding a taxpayer’s compliance responsibilities
and sets up potential traps for the unwary. In defining what constitutes a “final determination,” COST
recommends the following definition, endorsed by the Multistate Tax Commission (MTC) and the AICPA, as a
best practice:

A “final determination” is deemed to occur when any of the following circumstances exist with respect to a
federal taxable year:
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(a) Except as provided in (b) and (c), if the federal adjustment arises from an IRS audit or other action by
the IRS, the final determination date is the first day on which no federal adjustments arising from that audit
or other action remain to be finally determined, whether by IRS decision with respect to which all rights of
appeal have been waived or exhausted, by agreement, or, if appealed or contested, by a final decision with
respect to which all rights of appeal have been waived or exhausted. For agreements required to be signed
by the IRS and the taxpayer, the final determination date is the date on which the last party signed the
agreement.

(b) For federal adjustments arising from an IRS audit or other action by the IRS, if the taxpayer filed as a
member of a [combined/consolidated return/report under State law], the final determination date means the
first day on which no related federal adjustments arising from that audit remain to be finally determined, as
described in Section (a), for the entire group.

(c) If the federal adjustment results from filing an amended federal return, a federal refund claim, or an
administrative adjustment request, or if it is a federal adjustment reported on an amended federal return or
other similar report filed pursuant to IRC section 6225 (c), the final determination date means the day on
which the amended return, refund claim, administrative adjustment request, or other similar report was
filed.”

Time Period for Reporting and Auditing: Taxpayers need adequate time to report federal tax changes to the
states. The necessary adjustments relating to federal tax changes, especially when taking into consideration the
states’ decoupling from certain Internal Revenue Code provisions (such as bonus/accelerated depreciation and
provisions of the 2017 federal Tax Cuts and Jobs Act), require sufficient time for analysis and accurate
reporting. COST and the MTC Consensus Model (see below) recommend state laws should provide at least 180
days (or six months) to report IRS adjustments to states. States must also be flexible regarding the method of
reporting the changes to avoid overly restrictive and inefficient filing requirements. For instance, a federal tax
change that does not affect the taxable income reported to the state should have a simplified method to report
the close of the federal audit. In addition, the time provided for a state to audit a taxpayer’s adjusted liability
(relating to a federal change) should not be greater than a taxpayer’s right to claim a refund (related to the
federal change).

Prepayment Process: Taxpayers should be allowed to submit advanced estimated payments relating to potential
federal tax changes without the filing of an amended return. This would permit taxpayers, if they so choose, to
make tax payments to a state before the completion of a federal audit and allow the state to receive a tax
payment prior to issuance of the final federal determination date. This change would allow taxpayers to reduce
interest costs associated with reporting the federal tax change while the rest of the IRS audit process is
completed. Currently, many states have statutes or processes that prohibit (either intentionally or
unintentionally) these types of estimated payments or do not have a clear refund process if a payment is made in
excess of the liability ultimately determined to be owed from a federal adjustment.

State Statutes of Limitation Waived Only for Federal Tax Changes: When the normal time period for the state to
assess additional tax and for a taxpayer to claim a refund has passed, a state should provide that only those
items that are the subject of the federal tax change should be open for adjustment (tax due and refund). Absent a
mutually agreed-to waiver, the statute of limitations should not remain open for any other issues, including
items that are related to amended returns or audits in other states.

Conformity to MTC Consensus Model for Reporting Federal Changes, Including Partnerships: The MTC
recently issued a revised federal reporting model (MTC Consensus Model) developed in conjunction with
COST, the AICPA, and other groups which addresses how the IRS will audit partnerships and includes
recommendations for reporting federal audit changes for all taxpayers.2 Only a limited number of states have
attempted to address this new federal partnership audit regime. For partnerships, the MTC Consensus Model
allows a state partnership representative different from the federal representative, addresses tiered partnerships
(those owning an interest in another partnership), and allows an election for the partnership to push federal tax
adjustments out to its partners that is different from the election a partnership takes at the federal level. COST
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encourages states to adopt (or improve) the entirety of the crucial improvements made in the MTC Consensus
Model for all taxpayers, which includes the new federal partnership audit procedures.

Transparency in Tax Guidance and Administrative Rulings: As illustrated by the AICPA’s 2003 publication,
“Guiding Principles for Tax Law Transparency,” and the recent efforts of the American Bar Association’s Section of
Taxation, transparency through publication of tax guidance and rulings is widely recognized as a hallmark of fair
and efficient tax administration. Simply put, “secret tax laws” benefit neither the state in its administration of the
statutes nor the public in complying with them. While individual taxpayers may perceive advantages in obtaining
what they believe is a beneficial ruling, ultimately the broader taxpaying public pays the price for inconsistency in
the application of the tax laws. Tax Analysts’ editors have noted that “it is difficult to measure the transparency of a
state’s tax system...but to be most effective for purposes of ranking, measures of transparency must be objective.
That is, the measures must be easily identified through research and they must be attainable by all states.” In
addition to independent tax tribunals, Tax Analysts identifies publication of letter rulings and administrative-level
opinions as areas in which states can be ranked (indeed, Tax Analysts performed preliminary research that they
kindly shared and we incorporated into our Scorecard).

COST recognizes there are practical limitations on publication of tax guidance. Clearly, for letter rulings and
informal administrative hearings to be effective (and utilized), taxpayers’ identities must be redacted. In some cases,
not publishing, or providing generalized guidance, for redundant ruling requests or requests for interpretation of
unambiguous law may be justified. Further, some states may have a dearth of controversy in certain areas of tax,
explaining a lack of published rulings on, for example, corporate income tax issues. Regarding administrative
proceedings, a state may choose not to publish informal administrative hearings, but then publish a tax tribunal
decision where the record is established. The fundamental question we seek to answer is this: Does the state provide
a meaningful and reasonably complete library of letter rulings and administrative decisions, so that the broader
taxpayer community may ascertain how the tax law has been applied and thus may be applied under similar facts.
This may be one of the more difficult areas to measure, but, as Tax Analysts suggests, is essential nonetheless for a
measurement of fairness in tax administration.

Other Significant Procedural Issues

Like the 2019 Scorecard, the 2023 Scorecard includes an “Other Issues” column. In preparing the Scorecard, we
surveyed tax practitioners, asking them to identify additional issues that impact fair and efficient tax administration
in the state. This Scorecard assigns points (generally one point per issue) to those states identified as having negative
practices; the adjustments are identified in the chart following this discussion. Adjustments were made based on, but
not limited to, practices including 1) the application of statutes on a retroactive basis; 2) selective enforcement and
uncertainty surrounding state imposition statutes for liability and withholding requirements for personal income
taxes of nonresident employees; and 3) the inclusion of federal GILTI (global intangible low-taxed income) or other
foreign source income in the state tax base, and the lack of guidance from states regarding apportionment of such
income.

Retroactive Tax Changes: COST has undertaken to identify recent instances in which state legislatures have
enacted retroactive tax legislation, violating taxpayer due process. COST leveraged its research developed in filing
amicus briefs on behalf of several taxpayers challenging such retroactive enactments. In all instances cited, it is
COST’s opinion that the period of retroactivity far exceeds the “modest” period cited by the U.S. Supreme Court in
U.S. v. Carlton, 512 U.S. 26 (1994). While Carlton requires a legislature to have acted with a “legitimate legislative
purpose” and to have “acted promptly and established only a modest period of retroactivity,” states have
increasingly swept these requirements aside, even waiting until after appellate courts have finally decided a tax
dispute before reversing the court’s decision. Such legislation turns the judicial process into results-oriented decision
making, undermining taxpayers’ perception of fair and impartial tax appeals in the states. Retroactive tax legislation
is one of the most corrosive elements undermining our voluntary state tax compliance system today and encourages
taxpayers to withhold payment in fear that the law will not be fairly applied. COST hopes this Scorecard will
discourage states from enacting such legislation, or even to consider constitutional prohibitions or other restrictions
on such measures.
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Tax Liability and Withholding Requirements for Nonresident Employees: States currently impose inconsistent,
varying standards and requirements for employees to file personal income tax returns when traveling for business
purposes to a nonresident state for temporary periods, and for employers to withhold income tax on employees who
travel for business purposes outside of their state of residence for temporary periods. Employees who travel outside
of their state of residence for business purposes are subject to onerous administrative burdens because they may be
legally required to file an income tax return in every other state into which they travel for work, in half the states
even if for only one day. Employers incur extraordinary expenses in their efforts to comply with the states’ widely
divergent withholding requirements for employee travel to nonresident states for temporary work periods. And in
some cases, legal requirements for employees and employers differ. Because of the difficulty in tracking and
complying with these laws, few statutes are enforced, and if so, only on a selective basis against specific taxpayers
and their employees. The patchwork of complexity can be significantly reduced, however, if states each adopt a
minimum 30-day safe harbor for nonresident employees traveling for business in their state before personal income
tax liability and withholding rules attach. Congress has considered such a solution for the last four sessions, but
without enactment. COST is encouraging states to enact their own 30-day safe harbor (or more) for nonresident
employees and recognizes the states that have done so in this Scorecard by awarding an offsetting point.

Taxing Foreign Source Income Without Guidance on, or Inclusion of, Foreign Factor Representation: A
minority of states include a portion of foreign source income in the corporate income tax base. The two primary
types of foreign source income taxed at the state level are global intangible low-taxed income (GILTI) and foreign
dividends. The majority of states that include a portion of foreign source income in the corporate income tax base
both: 1) allow foreign factor representation in the corporate apportionment formula, and 2) provide clear guidance
on the apportionment methodology for such income. The litmus test of a well-designed apportionment method is
that if a state includes certain types of income in the tax base, the state should also include the factors that contribute
to generating that income in the apportionment formula. Similarly, a state should provide clear guidance as to which
methodology it uses. The matching of tax base inclusion with income and apportionment formula inclusion of
factors is a best practice, both for fairness and for constitutional Commerce Clause requirements. The provision of
clear guidance on how to apportion foreign source income is a best practice for tax administration purposes.*°

Detailed Survey Data

The table beginning on page 16 provides detailed survey data for each state. At least one practitioner from each state
was asked to review and offer corrections to the data and/or related survey questions (below). Where received,
responses were integrated into the chart as appropriate to reflect the current status of the law in each state. COST
extends its gratitude to those practitioners who assisted in compiling the data necessary for this study. Note that
certain exceptions to the general rules may exist but were not included. This document is not intended to be used as
a comprehensive listing of legal authority for the issues identified, and taxpayers are cautioned to research individual
state laws.

Survey Questions for Practitioners

1. Does the State have an independent tax appeal forum agency that possesses the following elements: (1) the
forum is truly independent; (2) the forum is dedicated to handling tax disputes; (3) the forum’s judges are
required to possess requisite tax expertise (and actually have those qualifications); and (4) the forum
establishes the record for further appeal?

2. Is prepayment or posting of a bond required to obtain an independent appeal forum hearing or to take an
appeal (with the exception of reasonable application of jeopardy assessments)? If so, at what level of
appeal does prepayment or posting of bond attach?

3. Isthe statute of limitations the same for refunds and assessments, regardless of the nature of the issue (e.g.,
constitutional grounds)?

4. Does the State impose equal rates of interest on assessments (tax due) and refunds (tax overpayments)?
Does interest run from comparable dates (e.g., date the tax was due for assessments, and date the tax was
overpaid for refunds)? (Please answer both questions.)
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Does a taxpayer have at least 60 days to appeal an assessment, and does this period begin from a point
approximating notice to the taxpayer (e.g., mailing or delivery rather than issuance date)? Are there any
issues with electronic notification of assessments or appeals?

For State tax returns requiring information derived from the taxpayer’s federal corporate income tax return,
is the State return due at least one-month after the federal tax return is due (for extended due dates), and
does a federal extension result in an automatic extension of time to file the state return?

Does State law specifically define “final determination date” for purposes of reporting a federal audit
change to federal taxable income (aka RAR adjustments) that occurs after all state and federal appeal rights
are exhausted and does not require reporting on an interim basis?

Do all taxpayers (including corporations and partnerships) have at least 180 days to report a federal
change?

Is the scope of review (items that can be adjusted), when reporting federal changes after expiration of the
State’s normal statute of limitations, limited to the federal changes (e.g., there is no automatic waiver
keeping the entire state tax return open)? Is the statute of limitations equal for the taxpayer and the State for
tax due and/or refunds? For corporate income tax returns, does the State require reporting of tax changes in
other jurisdictions (i.e., non-federal, such as another state)?

Does the State allow taxpayers to make estimated payments (to stop the running of interest) during an IRS
audit and to obtain a refund if the estimated payments exceed the final amount of the federal change?

Does the State consistently issue binding, written guidance to requesting taxpayers (e.g., letter rulings)?
Does the state publish such (redacted) guidance on its website with appropriate protections for taxpayer
confidentiality? Any other special issues regarding guidance issued (or lack thereof) from the State’s
revenue agency?

Does the State’s revenue agency publicly release all its appealable determinations (and are they redacted)?
Also, does the next level agency/court that regularly hears tax cases or appeals publicly release all its
rulings (redacted or not redacted)? Does a taxpayer have the ability to contest a tax based on a law’s
enactment, or does it require a taxpayer to first appeal a tax assessment and/or file a refund to challenge a
new tax imposition? (Please address all of the above questions.)

Has the State’s tax law in the last 10 years changed to retroactively remove a taxpayer’s right or remedy for
years open under the statute of limitations or subject to litigation (e.g., to prevent refunds on litigation
where another party prevailed)?

Does the State provide a reasonable time frame, preferably 30 days, before imposing tax liability on non-
resident individuals and withholding obligations on employers with non-resident employees temporarily
working in the State (with exceptions allowed for certain types of workers such as professional athletes,
entertainers, and other persons of prominence paid on a per-event basis, etc.)? (Please answer both tax
imposition on individuals and withholding responsibilities on employers.)

Does the State include Global Intangible Low-Taxed Income (GILTI) in the state corporate income tax
base? If so, to what extent? Does the State allow foreign factor representation in the denominator of the
apportionment formula for GILTI? If so, how is it applied?

Any other issues? Some states impose unfair or inefficient tax administrative or legislative practices which
are important to note but are not directly addressed by one of the questions above. For example, some state
legislatures schedule hearings on tax bills without providing interested parties adequate (or any) notice to
respond to the legislation. In the space below, please provide us with any additional issues (not limited to
the legislative process) that might warrant inclusion in our Scorecard.
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