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Wal-Mart’s State Tax Avoidance Schemes

Corporate tax loopholes are having a profound effect on state revenue collections, and
mounting evidence demonstrates that for many years Wal-Mart aggressively has pursued
them in order to avoid paying state taxes. The legality of certain tax schemes differs state
to state and certain strategies are extremely complex, but the underlying results are the
same: they have saved Wal-Mart from paying hundreds of millions of dollars in state
taxes. According to a recent Wall Street Journal' article and Standard & Poor’s
Compustat system (which collects data from SEC filings) on average Wal-Mart has paid
only about half of the statutory state tax rates for the past decade. As companies like Wal-
Mart find more and more creative ways to avoid paying their share of state taxes, the
burden on individual taxpayers will continue to grow. This paper will focus on two
primary strategies utilized by Wal-Mart — trademark holding companies and “captive
REITs” — and demonstrate how states have responded to them.




New Mexico tells Wal-Mart it must pay corporate income tax

The trademark holding company strategy typically involves transferring a company’s
trademarks, trade names, and service marks to a separately incorporated subsidiary,
which then licenses the marks back to the original company — in this case back to Wal-
Mart for use nationwide in individual stores, advertisements, etc.. At present, state courts
have split on whether the use of trademark holding companies to avoid paying state taxes
is protected by Supreme Court precedents.” Some state courts including Georgia,
Maryland and New York have sided with companies, while others such as New Mexico,
Massachusetts and South Carolina have sided with states. Tax experts contend that the
strategy of placing such holding companies in a state like Delaware — Delaware does not
tax the income of a corporation whose only activity in the state is the ownership,
maintenance, and management of intangible assets — has resulted in billions of dollars in
revenue losses for states.’

Wal-Mart established its own trademark holding company, WMR, Inc., in 1991. Set up in
Delaware in a small one-room office, WMR never had more than two employees, and its
property and payroll expenses represented less than 1/ 100" percent of its net income.*
Last year, the New Mexico Taxation and Revenue Department upheld an $11.6 million
corporate income tax assessment against Wal-Mart and WMR, holding the company
could not shield itself from New Mexico earnings by transferring them to an out-of-state
holding company.5

In her decision, a New Mexico Taxation and Revenue Department hearing officer noted
that WMR was created “for the primary purpose of reducing state income taxes for Wal-
Mart Stores, Inc.,” which “believed that WMR could shelter Wal-Mart Stores’ income
from taxation by most states.”® New Mexico argued WMR’s licensing activity within the
state made it subject to New Mexico’s tax jurisdiction, and that equitable apportionment
provisions in the state tax code allowed sourcing of WMR’s income to the state.” Both of
those propositions had been upheld previously by the New Mexico Court of Appeals in a
comparable case against K-Mart.® Similarly, it has been upheld that a foreign corporation
licenséing the use of its trademarks to a local affiliate has business activity within that
state.

The fundamental point of argument in cases such as these has revolved around the
physical-presence standard laid out by the Supreme Court in 1992."° The Due Process
Clause of the U.S. Constitution “requires some definite link, some minimum connection,
between a state and the person, property or transaction it seeks to tax.”'' As courts have
noted, the basic concern of due process is fairness: in this case, whether a foreign
corporation has sufficient contacts with a taxing state to put that corporation on notice
that the taxing state will exercise power over it.'> Due process does not, however, require
that the taxpayer be physically present within the taxing state in order for that state to
exercise power over it.

The Supreme Court addressed this issue at least in part in Quill Corporation v. North
Dakota, which involved an interstate mail-order business and held that an Illinois sales



and use tax imposed on out-of-state mail-order companies lacking a physical presence in
the state violated the Due Process Clause and the Commerce Clause.'* The controversy
now is whether the Quill physical presence test applies to income tax as well. In
Geoffrey, Inc. v. South Carolina Tax Commission, the South Carolina Supreme Court
held that a trademark holding company had a constitutional nexus with the state for
income tax purposes despite a lack of physical presence because it licensed its intangibles
for use in South Carolina.'> After the Geoffiey decision, states began to line up on either
side — a number of states adopted Geoffrey-type nexus rules, while others ruled that the
Quill physical presence test does apply to income tax.'®

States such as Florida, Massachusetts, and New Jersey have adopted rules mirroring the
Geoffirey decision.!” New Mexico courts have also held that the physical presence
requirement does not apply to income tax. The court in Kmart repeatedly emphasized the
Supreme Court’s narrow focus on sales and use taxes, and the clear impression it gave
that it was not applying the physical presence requirement to any other taxes.'® The
Kmart court did also look to other states as examples, including Illinois and Washington,
among others."” As the New Mexico court noted in upholding the Wal-Mart assessment,
“the real source of WMR’s income was not the limited clerical work performed by its
part-time employees in Delaware, but the purposeful licensing of its trademarks for use at
Wal-Mart stores throughout the United States, including New Mexico.”*’

WMR licensed the use of Wal-Mart’s trademarks back to Wal-Mart for use in its stores
nationwide, and as such, depending on individual state laws and how individual
jurisdictions have interpreted the Quill physical presence test, it is plausible that the
assessments handed down by the New Mexico Taxation and Revenue Department could
be replicated in multiple states.

Wal-Mart contests tax bill in North Carolina, Louisiana

WMR merged back into its parent company in February of 1997, and while the merger
process was underway, Wal-Mart was already setting up a new tactic for handling its
state tax bill. In the fall of 2006, Delaware corporate records show that Wal-Mart created
a new structure of subsidiaries: (1) a REIT*' called the Wal-Mart Real Estate Business
Trust; (2) a Delaware-based parent company for the REIT, called the Wal-Mart Property
Co.; and (3) Wal-Mart Stores East Inc., parent of the Delaware firm.*

Wal-Mart is taking advantage of a tax loophole that the federal government closed years
ago, paying rent to itself then deducting it from state taxes in about twenty-five states.
Data from filings with the Securities and Exchange Commission show that on average
Wal-Mart has paid only about half the statutory state rates over the past decade.*® North
Carolina took a proactive approach, and computed Wal-Mart’s tax bills by combining the
company’s tax return with those of the subsidiaries. The state combined the returns
because it contended that Wal-Mart’s income tax return failed to disclose Wal-Mart’s
“true earnings on its business carried on in the state.”**



Wal-Mart paid the tax, and then filed suit against the North Carolina Secretary of
Revenue, seeking a refund. The case is ongoing in North Carolina Superior Court, and
North Carolina tax authorities have claimed the REIT strategy was a deliberate attempt to
distort Wal-Mart’s true net income.*> Wal-Mart has challenged the legality of how the
state calculated its tax bill — the “audit period” in question occurs between February 1,
1998 and January 31, 2002%° - including violations of due process and the commerce
clause of the U.S. Constitution, as well as violations of the North Carolina Constitution.

The case is reminiscent of a similar suit in Louisiana. The state, facing a $500 million
budget gap just a few years ago, went to court with Wal-Mart over the Geoffrey loophole.
Wal-Mart paid $15.4 million in back taxes which the state claimed it had avoided paying
by using the loophole, and the retailer then took the State to court seeking a refund.?’
Records from the case are under seal, but the Louisiana Department of Revenue argued
Wal-Mart’s out-of-state subsidiary had an economic presence in the state, which
subjected it to Louisiana income tax.”® In April 2004, a district court judge in Baton
Rouge refused Wal-Mart’s request to force the state to pay back the $15.4 million, and
ordered the case to go to trial.”’

Regardless of outcome, these REIT cases illustrate exactly how much money
corporations can hide by moving it around through subsidiaries instead of paying it in
state tax. According to a N.C. Revenue Department auditor’s report, over the four-year
audit period, Wal-Mart and Sam’s Club paid over $7 billion to company controlled
REITs estimated to have saved the company approximately $230 million in state taxes
nationwide.’® Not every state has the capacity to challenge these practices — Maryland,
for example, acknowledged it could be losing millions of dollars, but prior to its recent
announcement that it would investigate the practice, the Maryland Comptroller’s Office
had maintained that under existing law it is a legitimate tax shelter’' - so unless loopholes
are closed or legal action taken many states will continue to lose money.

What is particularly aggravating to officials is the way in which this particular REIT was
set up — Wal-Mart satisfied a requirement that REITs have at least 100 owners by listing
99 Wal-Mart executives as non-voting, otherwise meaningless shareholders. As The Wall
Street Journal revealed in excerpts from an Ernst & Young training manual, these
contacts serve no business purpose other than “tax planning”.** In addition, many
criticize the REIT strategy because it allows companies to use public services such as
police, fire, public highways, etc., without paying a fair share of the taxes that go to

providing them.
New York, others, move to close loopholes

Many states, in addition to the federal government, have already moved to close such
loopholes, and newly elected Governor of New York Eliot Spitzer is looking to do the
same. Included in his budget for the upcoming year is a proposal to eliminate the tax
deduction for some real-estate investments trusts, a move estimated could raise up to
$104 million for the state of New York.>® The largest proposal in Spitzer’s budget would
require companies such as Wal-Mart to report all income earned including that from out-



of-state subsidiaries, so that the state can then determine what portion would then be
subject to state taxes, which could raise as much as $215 million next year for New
York.** Many businesses in New York are referring to Spitzer’s budget moves as tax
hikes.

Maryland closed the Geoffrey trademark holding company loophole years ago, and in
2005 tried to do the same with REITs, but a bill introduced during the 2005 session died
in the Maryland Statehouse.*® Former New York Governor George Pataki proposed
legislation similar to Spitzer’s proposal in 2006, but it too was rejected by the New York
legislature.*

The defeats haven’t stopped other states from moving forward. Officials in New Mexico
are hoping that the recent Wal-Mart ruling will help push through a legislative measure
that would change the state to a combined reporting system. Combined reporting systems
have been initiated in several states in order to obtain a truer picture of a company’s
taxable income. The system works by requiring companies to combine profits from all
related subsidiaries before determining what portion of their profits are taxable.?’ Efforts
to pass similar legislation in New Mexico didn’t make it in 2006, and members of both
political parties expect large corporations to fight hard to defeat the measure again this
year.”® House Bill 535 is the third attempt to close the $80 million dollar loophole in New
Mexico.*” Newly elected Massachusetts Governor Deval Patrick also is seriously
considering a combined reporting system.*’ Patrick aides have said such a move could
raise as much as $200 million.*!

The Multistate Tax Commission (“MTC”), an association of state revenue authorities, has
started examining the use of REITs to avoid state tax, seeking to alert states to the issue
and provide legislative answers to close the loophole.42 Among other things, they provide
model legislation, and updates on the latest actions states have taken. Recently a
Massachusetts Appeals Court denied the dividends-received deduction from the
computation of net income for distributions received from a REIT to a corporate
shareholder.”

In 2003, MTC issued a report on corporate tax sheltering and the impact on state tax
revenue collections.** The report found that combined reporting states are less affected by
domestic tax sheltering than separate entity states — the median decline in effective
corporate tax rates between 1986 and 1997 was 38.4 percent for separate entity states and
20.0 percent for combined reporting states.*> As mentioned earlier, states such as New
York and Massachusetts are both looking to move to combined reporting systems. Most
recently, Connecticut Attorney General Richard Blumenthal announced he was launching
an investigation into whether current Connecticut law can be enforced against Wal-Mart
and others for their use of REITs.*® In addition, Maryland State Comptroller Peter
Franchot announced his office would being auditing companies that it suspected of using
the “captive REIT” arrangement, and would disallow the deduction if it found those
payments.*” Until more states begin to take a proactive approach, Wal-Mart will continue
to find new and creative ways to avoid paying the funds that otherwise would help
support public services such as healthcare, education, and new highways.
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