
Problem #1, pg. 243

MapQuest would benefit from creating an IP holding subsidiary, as this would probably allow it to reduce its overall taxable income by reclassifying some of it as non-taxable income for state tax purpose. The benefit would be maximized if MapQuest created the company in a state that completely exempts state income tax that arises from income associated with the maintenance or management of the IP.  As a result, the income earned by the holding subsidiary would be state tax free, the licensing fees paid by the parent company would be deductible, and the dividends paid back to the parent company from the holding company could be exempt from a sort of triple taxation in certain cases, to varying degrees.

The creation of the holding subsidiary must be sole in exchange for stock, but does not need to be through the transfer of all substantial rights in certain IP. In this sense, the threshold for getting the non-recognition benefits of § 351 is lower than for other provisions in the code. In addition, the parent company must be in control of the subsidiary. Thus, since MapQuest will be transferring the IP for 100% of the stock, it will not have to recognize any gain between the $15 million FMV and the $5 million basis of the IP.

Of course, this is only if California, the state in which MapQuest is located, doesn’t view the arrangement as a sham. In that event, California may require MapQuest to pay tax on the income earned by the holding company as if the parent company has collected it. It is also possible that the state where the holding company is located views the arrangement as a sham. One way to avoid looking like a sham is for the holding subsidiary to charge appropriate licensing rates to the parent company. Absurdly high rates can be seen as a way for the parent to deduct additional business expenses while the income is reported state tax free by the holding subsidiary.

All in all, MapQuest could realize some real tax benefits from this arrangement. It need not worry about the difference in the basis of its IP vs. the FMV, but it should worry about pushing the extremes with regard to how much it can benefit from the arrangement, in order to not look like a sham. 

Problem #3, pg. 244

a) South Carolina
In Geoffrey, the Court held that Section 12-7-230 applies to a foreign corporation conducting, doing business, or having an income within South Carolina’s jurisdiction. Since licensing intangibles is enough to create a substantial nexus of doing business within the state, the holding subsidiary would have to pay South Carolina state income tax. Because MapQuest’s holding subsidiary would likely be arranged similarly to how Geoffrey was, it would not be as advantageous as it would be in other states, since MapQuest would have to pay state income tax on the profits just as it would have to if there was no subsidiary.

b) Missouri
The standard for whether the subsidiary will be charged state income tax in Missouri is more forgiving. As opposed to the general “doing business” standard from Geoffrey, Missouri requires sales to take place within the state, via Acme Royalty Co. Not having payroll, property, or sales in the state (or any other activity that would bring the income under Section 143.451.1), would exempt it from paying tax on the royalties it collects from the parent company. Licensing IP to the parent company would not count as sufficient activity to form a connection. Thus, Missouri is a prime candidate for the parent company to avoid paying state tax through, at least until a different interpretation of the “doing business” principle comes into effect (as the author suggests it should).

c) Maryland
As opposed to South Carolina, the licensing done would not constitute a substantial nexus of activity for the company to be subject to Maryland state income tax. As long as the company is not a phantom, the Maryland court seems to be OK with this type of set up—that is, as long as there are other identifiable reasons for the arrangement that go beyond tax avoidance. MapQuest would just need to make the holding subsidiary a real company—with office furniture and all—as well as with additional reasons for its existence. As long as it can pass that low threshold, it would achieve its ultimate tax purposes.

d) New York
In order for the arrangement to not be suspicious to New York, MapQuest will to watch out for allegations of distortion that would arise from a unitary business acting as separate parts of the whole. It comes down to economic substance, and whether the separation can be justified. For New York, the way to demonstrate that there isn’t this unitary actor is to show that the licensing rates were set at arm’s length and that there are no favorable inter- (or as it would be, intra-) company interest rates for services. As long as MapQuest isn’t unnecessarily greedy or extravagant with the type of arrangement it creates in its attempt to maximize its benefits under the scheme, it could likely satisfy the New York requirement and not be subject to tax from this income,

e) Massachusetts
The need to demonstrate an alternate purpose—in fact, a primary purpose—for arranging a holding subsidiary to carry the IP is necessary in Massachusetts. In contrast to other states, to avoid the characterization as a sham, the company must do more that provide “theoretical musings” to show the reason is not purely tax-oriented. On the other hand, the court in Sherwin-Williams was more favorable to the idea that the company would avoid needing to account for the holding subsidiary's income unless the parent had set it up as a “bald and mischievous fiction.” That is certainly a pretty low standard, and one that MapQuest could fairly easily pass with some not so difficult choices. 

