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Corporate Income/Franchise Tax

This paper provides general information
regarding the Wisconsin corporate income/
franchise tax. Included in the paper are a general
rationale for the tax, a description of the method
by which the tax is applied to corporations, and
summary and comparative data about the tax.

Theoretical Rationale for the
Corporate Income Tax

One theoretical rationale given for the corpo-
rate income tax is based on the view that a corpo-
ration is a legal entity with an existence of its
own. A corporation can be a significant factor in
economic and social decision-making, operated
by professional management subject to little con-
trol by the average shareholder. Proponents of the
corporate income tax believe that, as a separate
entity with substantial earnings and economic
power, the corporation is properly subject to a
separate tax. In addition, proponents believe that,
since a corporation can be viewed as a separate
income earning entity, it is appropriate to tax a
corporation's profits, especially when a substan-
tial amount of the corporation's income is from
the sale of goods and services to the state's resi-
dents.

Another rationale for the corporate income tax
is that corporations receive benefits from their
form of organization. These benefits include per-
petual life, limited liability of shareholders, li-
quidity of ownership through marketability of
shares, growth through retention of earnings, and
possibilities of intercorporate affiliations. In addi-
tion, corporations derive benefits from certain
governmental services which may reduce corpo-
rate costs, expand markets, and facilitate finan-

cial transactions. Proponents of the corporate in-
come tax believe that it is reasonable that corpo-
rations pay for such benefits through the tax.
However, critics argue that the general level of
the corporate income tax paid is too high for the
benefits received. Moreover, individual corpora-
tions receive similar benefits from their status but
pay different amounts of taxes. To the extent the
tax is for services provided by government, a
general business tax or value-added tax would
more closely relate to the cost of services that are
provided.

Critics of the corporate income tax believe it
depresses the overall level of business investment
in the U.S. They argue that although corporations
operate as distinct, decision-making units, corpo-
rations should not be subject to a distinct tax be-
cause, ultimately, corporate taxes are borne by
natural persons. Since corporate profits are part
of the income of shareholders, some view the
corporate income tax as a tax on the income of
shareholders. Under this view, the corporation
has no independent taxpaying ability but should
be seen as a "conduit" through which earnings
pass on the way to the shareholders. Those who
hold this view criticize the corporate income tax
because corporate profits that are distributed are
taxed twice--first at the corporate level under the
corporate income tax and then under the individ-
ual income tax when they are distributed as divi-
dends to shareholders. However, many econo-
mists believe that the corporate income tax is
borne not only by shareholders but by consumers
and employees as well. Regardless of the specific
incidence, critics of the corporate income tax ar-
gue that it is not a tax on corporate income but
rather a tax on the income of people, including
shareholders, consumers, and employees.

A practical justification for the corporate



income tax is that it safeguards the individual
income tax. If the corporate income tax were
abolished, retained earnings would no longer be
taxed and individuals could simply leave their
wealth within corporations where it would be
sheltered from taxes until it was withdrawn.
There have been proposals to "integrate” the
individual and corporate income taxes to make
the income tax more efficient and equitable.
However, these proposals have not been adopted
on either the federal or state level and would
involve substantial administrative problems if
enacted.

A final rationale for the corporate income tax
is that it is a significant source of revenue for the
federal and state governments. Critics contend
that the corporate tax is used because it is politi-
cally easier to increase taxes on corporations than
to increase taxes on individuals.

Entities Subject to State Corporate
Income/Franchise Tax

Wisconsin has both a corporate income tax
and a corporate franchise tax. The corporate fran-
chise tax is imposed upon corporations for the
privilege of doing business or exercising their
franchise in the state in a corporate capacity. The
corporate franchise tax is also imposed on corpo-
rations that buy or sell lottery prizes if the win-
ning tickets were purchased in the state. The cor-
porate income tax is imposed upon corporations
which are not subject to the franchise tax and: (1)
that own property in the state; (2) that derive in-
come from sources within the state or from activ-
ities that are attributable to the state; or (3) if
their business within the state consists exclusive-
ly of foreign commerce, interstate commerce, or
both. As a result, companies having any intrastate
business are subject to the franchise tax while
those having only interstate business here are
subject to the income tax. The basic difference

between the corporate franchise and income taxes
is that income from obligations of the U.S. gov-
ernment and its instrumentalities is subject to the
franchise tax, but not the income tax. Typically,
the corporate franchise tax is imposed on corpo-
rations subject to taxation in Wisconsin. Since
both taxes are similar, they are jointly referred to
as the corporate income/franchise tax in this pa-
per.

In general, all corporations over which Wis-
consin has taxing jurisdiction are subject to the
corporate income/franchise tax. However, there
are certain types of corporations that are specifi-
cally exempt. These include municipal corpora-
tions, nonprofit corporations or associations, ex-
cept those subject to the unrelated business in-
come tax, cooperatives, most credit unions, most
insurance companies (Wisconsin nonlife, non-
mortgage guarantee companies and the nonlife
insurance business of Wisconsin life insurance
companies are subject to the tax), and banks un-
der liquidation.

The income of nonprofit cooperative sickness
care associations, nonprofit service insurance
corporations, and religious, educational, benevo-
lent, and other nonprofit corporations that is de-
rived from health maintenance organizations and
limited service health organizations is subject to
the tax. In addition, tax-option corporations (S
corporations) generally have corporate net in-
come attributed to their shareholders who are
taxed under the individual income tax. Similarly,
business enterprises such as sole proprietorships,
partnerships, and limited liability companies
(LLCs) that are treated as partnerships for federal
income tax purposes are not subject to the state
corporate income/franchise tax but, rather, the net
income of the business is taxed under the indi-
vidual income tax.

Jurisdictional Nexus

There are two circumstances which give Wis-
consin taxing jurisdiction over corporations.



First, corporations which are created and author-
ized to act in a corporate capacity (incorporated)
under Wisconsin law or foreign corporations
which are licensed to transact business in the
state are subject to the Wisconsin corporate in-
come/franchise tax. Such firms are subject to the
tax whether or not they conduct business or own
property in the state. However, even though a
corporation is subject to the tax, it may not have a
tax liability.

Second, corporations which are organized un-
der the laws of other states or foreign nations are
generally subject to the state corporate in-
come/franchise tax if they exercise a franchise,
conduct business, or own property within the
state.

Under state law and administrative rules
promulgated by the Department of Revenue
(DOR), certain business activities are needed for
a non-Wisconsin (foreign) firm to have "nexus"
in Wisconsin and be subject to the state corporate
income/franchise tax. In general, a foreign corpo-
ration is considered to have nexus with the state
if the corporation engages in business activity in
Wisconsin. Businesses activities that would cre-
ate "nexus" include if a corporation: (1) owns or
leases real or tangible personal property in the
state; (2) has employees or representatives that
engage in usual or frequent business activity in
the state; (3) maintains an office or mobile store
in the state; (4) performs contracts in the state;
(5) sells real estate, services, or intangibles into
the state; (6) regularly solicits business to state
residents; (7) holds loans secured by Wisconsin
property; or (8) has an interest in an LLC that
does business in the state. The statutes provide
certain exemptions from the nexus provisions,
such as for foreign corporations whose only busi-
ness activity involves certain printing or storage
services in the state. A detailed description of the
business activities that create nexus can be found
in Appendix 1.

Under provisions included in 2009 Wisconsin

Act 2, corporations that are members of a com-
bined group must file a combined in-
come/franchise tax return. For a combined group,
nexus is determined for the unitary business as a
whole. Therefore, if a member of a combined
group has nexus with Wisconsin and that nexus is
attributable to the combined group's unitary busi-
ness, all members of the combined group have
nexus in Wisconsin. The combined reporting re-
quirements, which are described later in this pa-
per, took effect for taxable years beginning on
January 1, 2009.

Federal Restrictions on State Taxation of
Corporations

Federal restrictions on state taxing powers are
contained in the U.S. Constitution. The states
have the power to levy taxes in accordance with
their own laws, subject to the restrictions im-
posed principally by the due process clause of the
14th Amendment and the commerce clause. Un-
der the due process clause, a minimal connection
must exist between a corporation's activities and
the taxing state, and the income attributed to the
state for tax purposes must be rationally related
to income-generating activities within the taxing
state. Under the commerce clause, a state is pro-
hibited from adopting a taxation scheme which
discriminates against, or places undue burden on,
interstate commerce.

In 1959 the U.S. Congress enacted Public
Law 86-272, which provides that a state may not
impose its income tax upon a corporation that is
organized under the laws of other states and that
sells tangible personal property, if the corpora-
tion's only activities in the state are:

1. Solicitation, by employees, of orders for
tangible personal property which are sent out-of-
state for approval or rejection. The orders must
be filled from a delivery point outside the state.

2. Solicitation activity by nonemployee in-
dependent contractors conducted through their
own offices or businesses located in the state.



Public Law 86-272 does not apply to corpora-
tions which are organized (incorporated) under
the laws of the taxing state or a foreign nation.
The law also does not apply to corporations
which sell services, real property, or intangible
personal property in more than one state.

Corporate Income Tax Liability

In general, a corporation determines state cor-
porate income/franchise tax liability by compu-
ting gross or total income, subtracting deduc-
tions, apportioning the net income to the state (if
necessary), adjusting for nonapportionable in-
come and net operating losses (if applicable), ap-
plying the 7.9% state tax rate, and subtracting tax
credits.

Generally, state definitions of income and de-
ductions are referenced to federal law. For corpo-
rate income tax purposes, state provisions are
referenced to the federal Internal Revenue Code
(IRC) in effect on December 31, 2010, with nu-
merous exceptions.

The components used in the calculation of
corporate income/franchise tax liability are out-
lined in the following sections.

Total Income

Gross business income is income that is gen-
erated by a taxpayer in the active conduct of a
trade or business. For tax purposes, federal total
income includes gross profit, dividends, interest,
rents, royalties, capital gains or losses, and other
income.

Gross business income equals the net amount
realized from sales (gross receipts less sales re-
turns and allowances) minus the cost of goods
sold. Cost of goods sold is an adjustment made to
inventoried items to arrive at gross profit. The

adjustment measures the cost of producing inven-
tory or the cost of producing or acquiring proper-
ty or merchandise for sale or resale. In general,
the cost of goods sold is determined by adding
related purchases and costs to the value of inven-
tory at the beginning of the year and subtracting
the value of inventory at the year's end.

Businesses do not have to determine cost of
goods sold if the sale of merchandise is not an
income-producing factor for their business. In
these instances, gross profits are the same as net
receipts. Most businesses and professions that
sell services rather than products can figure prof-
its in this manner.

Total income also includes income other than
that generated from the sales of goods and ser-
vices. The amount of a distribution representing a
dividend is included in total income, subject to
dividends received deductions for corporate re-
cipients. A dividend is defined as any distribution
made by a corporation out of its earnings or prof-
its to its shareholders, whether in money or in
property. Generally, all interest received or cred-
ited to the taxpayer is includable in gross income.
(For federal income tax purposes, interest on U.S.
obligations is defined as income but interest on
state and local obligations is excluded. However,
interest on state and local obligations is taxable
under the Wisconsin franchise tax. Also, with
limited exceptions, state and local interest is tax-
able under the state corporate income tax.) Profit
from the sale or exchange of business property
and other capital assets is taxable income. Com-
bined groups compute net capital gain/loss for the
group as a whole. Such profits are taxable if they
are treated either as ordinary income or capital
gains/loss. Rent received from property is in-
come. Royalties are also included in income. Fi-
nally, other types of business income such as re-
coveries of bad debt adjustments due to a change
in accounting, refunds of taxes deducted in prior
years, and recapture of certain previously-
claimed deductions, are included in gross in-
come.



Although the definitions of various forms of
income are generally referenced to federal IRC
provisions, Wisconsin law provides for certain
modifications. Specifically, the federal exclusion
for gains on certain small business stock is not
provided under state law. Interest, dividends, and
capital gains from the disposition of intangible
assets must be subtracted from income for state
tax purposes if: (1) the operations of the payer are
not unitary with those of the payee; and (2) the
payer and payee are not related as parent compa-
ny and subsidiary or affiliate and the investment
activity from which the income is received is not
an integral part of a unitary business. This in-
come is generally considered nonapportionable
income. Income from transactions between
members of a combined group is not included in
combined returns. Wisconsin generally follows
the capital loss limitations and carryovers provid-
ed under the IRC for corporations. Also, taxpay-
ers that use accrual basis accounting could not
use the installment method for taxable years be-
ginning prior to January 1, 2013, and in certain
cases this resulted a difference between the fed-
eral and Wisconsin basis of assets.

Job Creation Exclusion. 2011 Wisconsin
Act 5 provides an exclusion (subtraction) from
income, under the individual income and corpo-
rate income/franchise taxes for increased em-
ployment. Specifically, an exclusion from income
is provided equal to $4,000 multiplied by the in-
crease in the number of full-time equivalent em-
ployees employed by the business in Wisconsin
in the tax year for a business with gross receipts
of $5.0 million or less in the tax year. For firms
with gross receipts of more than $5.0 million, the
exclusion amount is $2,000 per new employee.

Deductions

Deductions are subtractions made from gross
income in arriving at net or taxable income. In
part, deductions are based on the proposition that
certain components of income are not available
for the taxpayer's own free use. For example, tax-

es are viewed as involuntary reductions in the
amount of available income. In addition, deduc-
tions can affect taxpayer behavior and are some-
times used as incentives to encourage certain
types of activities. Accelerated methods of depre-
ciation are designed, in part, to encourage capital
investment. Since the corporate income tax is a
tax on business, many of the deductions allowed
are, in general, related to the expenses incurred in
operating a business. In order to be deductible as
a business expense, an expense must be an ordi-
nary and necessary expense of the taxpayer's
trade or business, paid or incurred during the tax-
able year in which it is deducted, and connected
with the trade or business conducted by the tax-

payer.

As previously noted, definitions of deductions
under the state corporate income/franchise tax are
generally referenced to the federal IRC in effect
on December 31, 2010. As a result, most corpo-
rate tax deductions conform with federal tax pro-
visions. However, state law includes provisions
that exclude or modify IRC definitions. Most
new modifications to existing federal deductions
enacted since December 31, 2010, do not apply
for state corporate income/franchise purposes.
The state will automatically pick up any future
federal changes regarding depletion and the IRC
Section 179 election to expense depreciable as-
sets.

The following sections provide a brief de-
scription of the types of deductions that are al-
lowed. More detailed information on corporate
tax deductions is presented in Appendix 2.

Compensation of Officers and Employees.
Salaries, wages, and other forms of remuneration
to officers of the business are deductible expens-
es, with certain limitations.

Repairs. Most costs for repairs and mainte-
nance of business property are deductible.

Taxes. Most taxes that are ordinary and neces-
sary expenses paid or incurred in carrying on a



trade or business are deductible. Fees are general-
ly not deductible as taxes, but may be deductible
as a business expenses.

Interest. Most interest on indebtedness in-
curred in the operation of a trade or business is
deductible.

Charitable Contributions. Charitable contri-
butions to qualified organizations, generally sub-
ject to a limit of 10% of the corporation's taxable
income, are deductible.

Depreciation. The deduction for depreciation
allows taxpayers to recover, over a period of
years, the cost of capital assets that have a deter-
minable life of more than one year and that de-
cline in value over time. The depreciable life of
property differs by asset class. Intangible proper-
ty may be depreciable in certain cases. Land is
not depreciable.

Amortization. An annual deduction is allowed
over a fixed period of time for a portion of cer-
tain capital expenses that are not ordinarily de-
ductible, such as assets with an indefinite life or
organizational and investigative expenses in-
curred before the taxpayer went into business.

Section 179 Election to Expense Depreciable
Assets. An annual deduction is allowed for eligi-
ble property placed into service that may be de-
ducted as an eligible business expense rather than
depreciated as a capital expenditure. The deduc-
tion is limited to a maximum of $500,000 in 2014
and $25,000 annually thereafter.

Bad Debts. A deduction is allowed for busi-
ness or nonbusiness debt that becomes worthless.
Separate rules apply to business and nonbusiness
debt.

Rent. Rent expenses incurred as a condition to
the continued use or possession of property that
is not owned by the taxpayer and is used in the
taxpayer's trade or business are deductible.

Depletion. A deduction for depletion is al-
lowed in determining the income derived from
the sale of natural resources over the productive
life of such resources.

Insurance. The cost of most insurance that is
an ordinary and necessary expense paid or in-
curred in carrying on a trade or business is de-
ductible.

Advertising. Advertising expenses that are
reasonable in amount and related to the business
activities in which the taxpayer is engaged are
deductible.

Other Deductions. Contributions to employee
retirement plans and employee benefit programs
are deductible, subject to a number of limitations.
In addition, ordinary and necessary business ex-
penses related to the operation of a trade or busi-
ness and not deducted elsewhere can be deducted
under a general miscellaneous category.

State Adjustments to Federal Law and Ad-
justment for Related Entity Transactions. Alt-
hough state income and deductions are primarily
referenced to federal law, there are a number of
modifications specified under the state corporate
income/franchise tax law that must be made to
reflect differences in the state treatment of certain
items. In addition, certain adjustments must be
made for transactions between related entities
that are made primarily to avoid state taxes.
These adjustments are described in detail in Ap-
pendix 2.

Allocation and Assignment of Income

For state tax purposes, specified rules and
laws are used to allocate or assign income of a
particular corporate taxpayer.

A corporation that conducts all of its business
and owns property only in Wisconsin has all of
its income subject to taxation in Wisconsin. Usu-
ally, such firms are incorporated in Wisconsin.



These types of firms are often referred to as
100% Wisconsin firms, and they compute their
taxes similar to how a Wisconsin resident does
under the individual income tax.

A corporation which conducts its business
operations and owns property or makes sales both
within and outside of the state is subject to a dif-
ferent corporate income tax treatment than is a
100% Wisconsin firm. When states tax the in-
come of corporations generated by activities car-
ried on across state lines, they are required under
the due process and commerce clauses of the
U.S. Constitution to tax only income that is fairly
attributable to activities carried on within the
state. In order to meet this constitutional obliga-
tion, Wisconsin generally employs one of three
methods of assigning income to the state--
separate accounting, apportionment, or specific
allocation.

Separate Accounting. Under Wisconsin law,
a multijurisdictional corporation must use sepa-
rate accounting when the corporation's business
activities in the state are not an integral part of a
unitary business. Separate accounting implies
that the income and expenses of each specific
business function or activity of a multijurisdic-
tional corporation can be accounted for individu-
ally and independently. The corporation must de-
termine the income attributable to Wisconsin us-
ing separate records of the sales, cost of sales,
and expenses for the Wisconsin business. Trans-
actions that occur between in-state and out-of-
state businesses must be valued at "arms-length."
DOR may permit separate accounting in any case
(including for unitary corporations) in which it is
satisfied that the use of the method will properly
reflect the income that is taxable by the state.
Currently, few multijurisdictional corporations in
the state use separate accounting to determine
their net tax liability.

Apportionment. Under apportionment, the
corporation adds its total gross income from its
in-state and out-of-state unitary activities, sub-

tracts its deductions, and multiplies the amount of
net income by its apportionment ratio or percent-
age as determined by the Wisconsin apportion-
ment factor. The apportionment percentage is
used to approximate how much of a corporation’s
total net income is generated by activities in Wis-
consin.

Most multistate corporations, including multi-
state public utilities, apportion income to Wis-
consin using single sales factor apportionment.
Statutory provisions and administrative rules
govern the definitions and sourcing of sales that
are included in the sales factor. For most types of
multijurisdictional corporations, the sales factor
is a percentage determined by dividing the total
sales or receipts of the corporation in Wisconsin
by the total sales or receipts of the corporation
everywhere. In general, sales of tangible personal
property are considered in the state if: (1) the
property is delivered or shipped to a purchaser,
other than the federal government, within the
state; or (2) the property is shipped from a loca-
tion in Wisconsin and delivered to the federal
government within the state. In addition, certain
sales of personal property in states where a tax-
payer has no nexus are known as "throwback
sales,” and include sales of property: (a) shipped
from Wisconsin and delivered either to the feder-
al government or another purchaser, and the tax-
payer is not in the jurisdiction of the destination
state for income tax purposes; or (b) from an of-
fice in Wisconsin to an out-of-state purchaser,
that are not shipped or delivered from Wisconsin,
if the taxpayer is not within the jurisdiction for
income tax purposes of either the state from
which the property originated or was delivered or
shipped. Throwback sales are included in both
the numerator and denominator of the appor-
tionment formula.

Multistate financial organizations, including
financial institutions, broker-dealers, investment
advisers, investment companies, and underwrit-
ers, use an industry specific, single receipts ap-
portionment factor. Multistate insurance compa-



nies use a single premiums apportionment factor.
Professional sports clubs generally apportion in-
come using a single sales apportionment factor,
with certain modifications.

Multi-factor apportionment provisions apply
to certain industries. Interstate telecommunica-
tions companies apportion income using the
arithmetic average of the percentages of payroll,
property, and sales in Wisconsin to total compa-
ny payroll, property, and sales, respectively. Cer-
tain industries subject to an arithmetic average of
industry-specific, multi-factor apportionment
formulas to apportion income for Wisconsin cor-
porate income/franchise tax purposes are shown
in Exhibit 1.

Allocation of Nonapportionable Income.
Allocation of nonapportionable income traces the
income to the state of its supposed source and
includes the income in that state's tax base. Gen-
erally, this method of assigning income is applied
to income from property with the source of the
income generally following the location of the
property. Many states, for example, allocate the
income from real and tangible personal property,
such as rents from real estate and oil and mineral
royalties, to the state where the underlying prop-
erty is located. Income from intangible property,
such as dividends and interest, is often allocated
to the taxpayer's commercial or legal domicile or
to the state in which the intangible property is
utilized.

Wisconsin law distinguishes nonapportionable
income from apportionable income. In determin-
ing a corporation's tax liability, total corporate
nonapportionable income or loss is removed from
the total income of a unitary multistate corpora-
tion and the remaining income or loss is appor-
tioned to the state. Nonapportionable income al-
located to Wisconsin is then added to apportioned
business income to determine Wisconsin net in-
come.

Nonapportionable income is allocable directly
to the state in which the nonbusiness property

that produced the income, gain, or loss is located.
For state income/franchise tax purposes, nonap-
portionable income includes income, gain, or loss
from: (1) the sale of nonbusiness real property or
nonbusiness tangible personal property; (2) rental
of nonbusiness real property or nonbusiness tan-
gible personal property; and (3) royalties from
nonbusiness real property or nonbusiness tangible
personal property. Expenses that are directly re-
lated to nonapportionable rents and royalties are
offset against that income. Income from lottery
prizes is nonapportionable income allocable to
Wisconsin if the tickets were originally pur-
chased in Wisconsin. For combined returns, the
total aggregate net nonapportionable income of
each member of a combined group is included in
the unitary income of the group. In addition, in-
come, gain, or loss from intangible property that
is earned by a personal holding company is non-
apportionable income and is allocated to the state
in which the business is incorporated.

The state statutes provide that income or loss
from intangibles (interest, dividends, royalties
from patents, and similar types of income) is
generally apportionable business income which
follows the situs of the business. However, inter-
est, dividends, and capital gains may be exempt
from state tax when the recipient and payor: (1)
are not a unitary business; (2) are not related as a
parent company and subsidiary or affiliates; and
(3) have investment activity from which the in-
come received is not an integral part of a unitary
business or the transaction does not serve an op-
erational function. Conversely, if the corporation
has commercial or legal domicile in Wisconsin,
this intangible income is treated as business in-
come for tax purposes.

Insurance Companies

Although most insurance companies that con-
duct business in the state are generally exempt
from the state corporate income/franchise tax
and, instead, pay the state insurance premiums
tax, certain types of insurance companies are sub-



Exhibit 1: Apportionment Factors Used by Certain Types of Multijurisdictional Corporations

Type of Corporation

Interstate
Telecommunications
Company

Interstate Air
Carrier*

Interstate Motor
Carrier

Interstate Railroads
and Sleeping Car
Companies

Interstate Pipeline
Company

Apportionment Factors

1

2.

. Ratio of sales in Wisconsin to total sales everywhere.

Ratio of property in Wisconsin to total property everywhere. (The property factor
is generally the average value of real and tangible personal property owned or
rented by the taxpayer.)

. Ratio of payroll in Wisconsin to total payroll everywhere. (The payroll factor is

generally the total amount of compensation paid.)

. Ratio of aircraft arrivals and departures in state to total aircraft arrivals

and departures.

. Ratio of revenue tons handled at airports in state to total revenue tons handled.
. Ratio of originating revenue in state to total originating revenue.

. Ratio of gross receipts from carriage of persons or property, or both, first

acquired for carriage in Wisconsin to total gross receipts from carriage of persons
or property, or both, everywhere.

. Ratio of revenue ton miles of carriage in Wisconsin to total revenue ton miles

of carriage. (Revenue ton miles means the movement of one ton of persons or
property, or both, the distance of one mile. One person equals 200 pounds.)

. Ratio of gross receipts from carriage of property, or persons, or both, first

acquired for carriage in Wisconsin to total gross receipts from carriage of
property, or persons, or both, everywhere.

. Ratio of revenue ton miles of carriage in Wisconsin to revenue ton miles of

carriage everywhere. (Revenue ton miles means the movement of one net ton of
property or persons, or both the distance of one mile, for consideration. One
person equals 150 pounds.)

. Ratio of average net cost of real and tangible property owned and used in

Wisconsin to produce apportionable income to total average net cost of such
property owned and used everywhere.

. Ratio of traffic units (transportation for a distance of one mile of one barrel of oil,

one gallon of gasoline, 1,000 cubic feet of natural or casinghead of gas, or other
appropriate measure of product) in Wisconsin to the total traffic units everywhere.

. Ratio of compensation paid to employees located in the state to total

compensation paid to all employees to produce apportionable income.

*These apportionment factors also apply to interstate air freight forwarders affiliated with a direct air carrier

ject to the corporate franchise tax. Specifically, erally exempt from the state corporate in-
the state corporate income/franchise tax is im-  come/franchise tax include:

posed on most domestic nonlife insurance com-

panies and on the nonlife insurance business of 1. Foreign insurance companies (companies
domestic life insurance companies. Insurers gen-  not organized under Wisconsin law);



2. Domestic life insurance companies en-
gaged exclusively in life insurance business. If a
life insurance company engages in a business
other than life insurance, the net income from the
nonlife insurance business is subject to the state
income/franchise tax. These companies pay the
state premiums tax on their life insurance busi-
ness;

3. Domestic insurers transacting mortgage
guaranty insurance business;

4. Town mutual insurers organized under,
or subject to, state law;

5. Insurers exempt from federal income
taxation under the IRC; and

6. Certain corporations that are bona fide
cooperatives operating without pecuniary profit
to any shareholder or member, or operated on a
cooperative plan pursuant to which they deter-
mine and distribute their proceeds in compliance
with state law. However, the income of coopera-
tive health care associations or service insurance
corporations that is derived from a health mainte-
nance organization or limited service health or-
ganization is subject to the franchise tax.

Under federal law and under state law, insur-
ance companies, excluding life insurance compa-
nies, are generally exempt from the corporate in-
come tax if their gross receipts for the tax year
are $600,000 or less, and the premiums received
exceed 50% of gross receipts. For mutual insur-
ance companies, gross receipts cannot exceed
$150,000 and premiums must exceed 35% of
gross receipts. If net premiums do not exceed
$1.2 million, a company may elect to only have
its taxable investment income taxed. Life insur-
ance companies are subject to the state insurance
premiums tax, but not the state corporate in-
come/franchise tax.

Insurers that derive income from the sale or
purchase and subsequent sale or redemption of
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lottery prizes must pay state income/franchise tax
on this income, if the winning ticket was pur-
chased in Wisconsin.

When a corporation that is an insurance com-
pany determines its Wisconsin income, certain
aspects of its tax liability are computed different-
ly than for other corporations. In addition to the
state adjustments to federal income made by cor-
porations, there are further additions specific to
insurance companies. Insurance companies must
add the following to federal income: (1) loss car-
ryforward, including any capital loss carryfor-
ward previously deducted for Wisconsin purpos-
es, that was deducted in computing federal taxa-
ble income; (2) dividend income received during
the tax year to the extent the dividends were de-
ducted from, or not included in, federal taxable
income; and (3) any deduction for discounting
unpaid losses (customer claims). If an insurance
company is a member of a combined group, these
amounts must be included in the combined
group's income. Insurance companies must also
adjust net business losses to exclude the divi-
dends received deduction.

Depending upon the type of insurance com-
pany involved, the adjusted federal taxable in-
come amount might require further modifications
before arriving at Wisconsin net taxable income.
Domestic insurance companies not engaged in
the sale of life insurance that have collected pre-
miums written on property and risks located only
in Wisconsin are not required to further modify
this measure of income. For these insurance cor-
porations, adjusted federal taxable income is
Wisconsin net income before any offset for busi-
ness loss carryforwards.

For domestic companies that sell both life and
nonlife insurance, income from life insurance op-
erations must be excluded from taxable income.
Life insurance operations are excluded by multi-
plying adjusted federal taxable income by a per-
centage calculated by dividing the insurance
company's net gain from operations other than



life insurance by that company's total net gain
from operations and excluding that amount from
state taxable income. Net gain from operations
other than life insurance includes: (1) net income,
after dividends to policyholders and before feder-
al and foreign income taxes, from property and
casualty insurance; (2) net gain from operations,
after dividends to policyholders, and before fed-
eral income taxes, from accident and health in-
surance; and (3) net realized capital gains or loss-
es on investments from accident and health insur-
ance operations.

Domestic insurance corporations that have
received premiums written for insurance, other
than life insurance, on property and risks located
both in and outside of Wisconsin must allocate a
portion of total adjusted federal income to the
state based on a premiums factor, which is simi-
lar to the sales factor used by other types of cor-
porations to apportion income. The premiums
factor is the ratio of direct premiums written for
insurance, other than life insurance, and assumed
premiums written for reinsurance, other than life
insurance, with respect to property and risks resi-
dent, located, or performed in the state, divided
by the total of such premiums everywhere. The
apportionment ratio (premiums factor) is applied
to adjusted federal income to arrive at Wisconsin
net income before any offset for business loss
carryforwards. As noted, combined groups use a
modified sales factor in apportioning income to
the state. Insurance company premiums are treat-
ed like sales in the modified factor and are in-
cluded in the modified factor in apportioning the
combined group's unitary income to Wisconsin.
If the insurance company is a member of a com-
bined group, the company's share of combined
unitary income is apportioned to the member in-
surance company based on the ratio of the com-
pany's combined unitary income to the group’s
combined unitary income.

"Direct premiums™ is defined as direct premi-
ums reported for the tax year on the annual
statement required to be filed with the Commis-

sioner of Insurance. "Assumed premiums" is de-
fined as assumed reinsurance premiums from
domestic insurance companies also reported for
the tax year on the annual statement.

Under state law, the amount of tax that an in-
surance company pays under the state in-
come/franchise tax cannot exceed 2% of gross
Wisconsin premiums. This limitation does not
apply to income from lottery prizes.

Net Business Losses

Although similar to federal law, Wisconsin
has specific state provisions governing the de-
termination and use of net business losses for
corporate income/franchise tax purposes. Under
state law, a net business loss is generally defined
as the excess of business expenses allowed as
deductions in computing net income over the
amount of income attributable to the operation of
a trade or business in the state. Nonapportionable
losses having situs in Wisconsin are included in
Wisconsin net business loss; nonapportionable
income having situs in the state is included in net
business income.

Net business losses are determined in a man-
ner similar to the way taxable income is deter-
mined. The taxpayer starts with gross income and
subtracts business expenses allowable as deduc-
tions. If expenses are greater than income, a net
business loss is generated. Pursuant to 2013 Wis-
consin Act 145, state law allows net business
losses to be carried forward for 20 years. Federal
law permits net business losses to be carried back
for two years, but state law does not provide for
carrybacks of net business losses. Certain unused
business loss carryforwards generated by mem-
bers of a combined group can be shared with oth-
er members of the group to offset their net in-
come. Under state tax provisions, net business
losses (if any) are used to offset state taxable in-
come before the state tax rate is applied to net
income.
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State Corporate Income Tax Rate

The state corporate income tax rate is 7.9%
and is applied to all income subject to the state
corporate income tax. The resulting amount is the
corporation’s gross tax liability.

Economic Development Surcharge

Under provisions of 2011 Wisconsin Act 32,
the state recycling surcharge was converted to the
economic development surcharge. The economic
development surcharge provides funding for eco-
nomic development programs administered by
the Wisconsin Economic Development Corpora-
tion (WEDC). DOR administers the surcharge.

The economic development surcharge is im-
posed on S corporations, C corporations, and in-
surers that are required to file a corporate in-
come/franchise tax return if they have at least $4
million in gross receipts from all activities (gen-
erally includes all sales, income, rents, and other
receipts). Pursuant to 2013 Wisconsin Act 20,
partnerships and individuals are exempt from the
surcharge beginning in tax year 2013.

The economic development surcharge equals
3% of gross tax liability for corporations (includ-
ing insurance companies), or 0.2% of net busi-
ness income for S corporations. The minimum
surcharge is $25 and the maximum is $9,800.

Corporate Income/Franchise Tax Credits

A tax credit is an amount that is subtracted
from the gross income tax liability of the taxpay-
er in a given year. In general, a tax credit differs
from a deduction in that the credit is subtracted
from the tax itself, resulting in a dollar-for-dollar
reduction in the gross tax liability; a deduction is
subtracted from income, resulting in a reduction
in the amount of income subject to tax. Some tax
credits are refundable. When a refundable tax
credit exceeds gross tax liability, the taxpayer
may receive a payment for the excess credit
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amount, or may apply all or a portion of that
amount to the following year's tax liability. For
the nonrefundable credits, unused amounts gen-
erally can be carried forward and claimed in fu-
ture years. In addition, for some credits, unused
amounts may be sold or otherwise transferred to
another taxpayer.

Rather than adopting federal tax credits for
state purposes, Wisconsin provides its own cor-
porate income tax credits for certain business ex-
penditures.

In general, partnerships, LLCs, and S corpora-
tions cannot claim the tax credits provided under
the state corporate income/franchise tax, but eli-
gibility for, and the amount of, the credit is based
on the entity's payment of eligible expenses, sub-
ject to any limit on the maximum aggregate
amount of credits that a single entity can claim. A
partnership, LLC, or S corporation is required to
compute the amount of the credit that each of its
partners, members, or shareholders can claim and
provide that information to them. Partners, mem-
bers, and shareholders can claim the credit in
proportion to their ownership interest. In addi-
tion, tax-option corporations are not eligible to
receive or to distribute angel investment tax cred-
its to their shareholders.

Many of the corporate tax credits are intended
to encourage businesses to locate, expand, and
hire employees in Wisconsin, and require certifi-
cation by WEDC. For some of the credits, the
amount that can be claimed in a year, or in the
aggregate, is capped. Pursuant to 2013 Wisconsin
Acts 20 and 145, fifteen credits were sunset fol-
lowing tax year 2013 and three credits are sunset
following tax year 2014.

The following non-refundable and refundable
tax credits are available under the state corporate
income tax in tax year 2015. Detailed descrip-
tions of the nonrefundable and refundable tax
credits can be found in the Legislative Fiscal Bu-
reau informational paper "Business Tax Credits."



Corporate Nonrefundable Tax Credits

Manufacturing and Agriculture Tax Credit.
Equal to 7.5% of eligible production activities
income from Wisconsin-based assets when fully
phased in. The credit percentage is being phased
in from 2013 to 2016.

Research Tax Credit. Equal to 5% or 10% of
certain research expenses.

Early Stage Seed Investment Credit. Equal to
25% of investments made to a fund manager that
the fund manager invests into a qualified new
business venture (QNBV). Fund managers and
QNBVs must be certified by WEDC.

Economic Development Tax Credit. Persons
that conduct a job creation, capital investment,
employee training, or corporate headquarters lo-
cation or retention project are eligible to be certi-
fied by WEDC to claim various tax benefits.

Manufacturing Investment Tax Credit. Can be
claimed by taxpayers that have more than
$25,000 of unused manufacturer's sales tax cred-
its under prior law and that have maintained jobs
or investments in Wisconsin.

Supplement to the Federal Historic Rehabili-
tation Tax Credit. Equal to 20% of qualified re-
habilitation expenditures for certified historic
structures and qualified rehabilitated buildings.

Community Rehabilitation Program Credit.
Equal to 5% of the amount paid to a community
rehabilitation program to perform work for the
claimant's business, pursuant to a contract.

Kenosha and Janesville Development Oppor-
tunity Zones. WEDC is required to designate an
area in the City of Kenosha, and an area in the
City of Janesville as development opportunity
zones that exist for five years. Any business that
locates and conducts activity in the zones is eli-
gible to claim the development zone credit or the

development zone capital investment credit.

Development Zones Credit. Equal to 50% of
the amount expended for specified environmental
remediation and up to $8,000 per full-time job
created or retained in a zone.

Development Zone Capital Investment Credit.
Equals 3% of depreciable property purchased, or
amounts spent to acquire, construct, rehabilitate,
remodel, or repair real property in a zone.

Insurance Security Fund (ISF) Assessment
Tax Credit. A credit may be claimed for 20% of
the amount of the Wisconsin portion of assess-
ments paid by certain insurers to the ISF. The
credit can be claimed in each of five calendar
years following the year in which the assessment
was paid.

Corporate Refundable Tax Credits

Enterprise Zone Tax Credits. Tax benefits can
be claimed by businesses that operate in enter-
prise zones established by WEDC based on jobs,
payroll, job retention, training, capital expendi-
tures, and purchases from Wisconsin vendors.

Jobs Tax Credit. Equals up to 10% of the
wages paid to an eligible employee and/or the
amount of costs incurred to undertake training
activities in a tax year, as determined by WEDC.

Farmland Preservation Tax Credit. Corporate
owners of eligible farmland can receive a refund-
able tax credit under the farmland preservation
program based on the number of qualifying acres
of state farmland.

Combined Reporting

Beginning in tax year 2009, corporations that
are engaged in a unitary business with one or
more other corporations are required to file a
combined return. Specific provisions govern
which corporations should file a combined return
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and the manner in which combined net tax liabil-
ity is determined. As noted, the combined report-
ing requirements were enacted in 2009 Wiscon-
sin Act 2. Prior to that legislation, Wisconsin
used separate entity reporting, under which each
corporation, including a member of an affiliated
group of corporations, was taxed as a separate
entity. The following sections provide a general
overview of state combined reporting laws.

Combined Groups. State law requires that a
corporation use combined reporting if all of the
following apply:

1. The corporation is a member of a com-
monly controlled group. A commonly controlled
group generally means a group in which owner-
ship of stock represents more than 50% of the
voting power of each corporation.

2. The corporation is engaged in a unitary
business with one or more other corporations in
its commonly controlled group. Unitary business
generally means a group of commonly controlled
business entities whose operations are integrated
and each company, division, or branch is depend-
ent upon, and contributes to the operation of, the
business as a whole.

3. The corporation is not excluded from the
combined group under water's edge rules. In gen-
eral, a company that is not organized under U.S.
law whose income is generated and attributable
to activity outside the U.S. is not required to be
included in a combined group if the non-U.S. in-
come represents more than 80% of its total busi-
ness income. In addition, a corporation’s income
is not taxable under state law if that income is
excluded from federal income taxes pursuant to
federal treaty.

Real estate investment trusts, regulated in-
vestment companies, real estate mortgage in-
vestment conduits, financial asset securitization
investment trusts, and S corporations cannot be
included in a combined group and must file sepa-
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rate returns. However, the income of these enti-
ties that is derived from the group's unitary busi-
ness is included in the combined unitary income
of the group to the extent it is included in, or dis-
tributed to, a corporation that is a group member.

Combined Unitary Income. The general pro-
cess of computing a combined group's net tax
liability begins with computing the combined
unitary income of the group. Combined groups
are required to aggregate and reconcile federal
taxable income from the federal consolidated re-
turn or from federal separate returns. The group
is required to make certain adjustments on the
combined return related to intercompany transac-
tions and limitations that apply to the combined
group, capital losses, and charitable contribu-
tions.

Generally, intercompany transactions that are
made to defer income, gain, or loss between
members of a combined group are identified and
excluded from the computation of unitary income
in the same manner as prescribed for members of
a consolidated group under federal law. Capital
losses and gains are generally apportioned and
shared between members of a combined group in
the same manner as other income or losses. For
losses to be shareable, the losses must be attribut-
able to tax years beginning in 2009 or later and
must have been originally computed for a mem-
ber of the same combined group. Charitable con-
tribution deductions are generally limited to 10%
of the combined group's aggregate taxable in-
come.

Following these adjustments, the group com-
putes the aggregate Wisconsin addition and sub-
traction modifications to federal taxable income
to reflect the differences between state and feder-
al law, as is generally required of all corpora-
tions. For transactions between group members
where the payer's expense and the payee's ex-
pense are included in the combined unitary in-
come of the group, addback modifications are not
required.



After aggregate additions and subtractions are
made to the combined group's income, the non-
apportionable and separately apportionable in-
come (income subject to water's edge rules, lot-
tery prizes, separate entity income/loss) of each
group member is subtracted. As previously noted,
these amounts are generally allocated to the state
where the property that produced the income,
gain, or loss is located. Amounts that are alloca-
ble or apportionable to Wisconsin are included in
the group's combined unitary income, following
apportionment. For combined groups, nexus is
determined for the unitary group as a whole. If
one member of a group has nexus with the state,
then the combined group as a whole has nexus.
Consequently, the unitary nonappportionable and
separately apportionable income of each com-
bined group member is included in the combined
net income of the group.

The combined unitary income of the group is
apportioned to Wisconsin using an aggregate
sales factor. The sales factor is calculated by di-
viding the aggregate of each member's sales into
Wisconsin by the total sales of all corporate
members, excluding sales receipts between
members of the combined group. For purposes of
determining the amount of throwback sales ap-
portioned to Wisconsin from combined unitary
income, no member of the combined group can
be within the jurisdiction of the destination state
of the sale. If a pass-through entity is directly or
indirectly owned by a corporation in the com-
bined group, the ratio of that corporation's dis-
tributive share of the pass-through entity's unitary
business income is included in apportioning the
combined group's income.

Combined groups that only do business in
Wisconsin do not apportion aggregate income.
Each member's net income subject to combina-
tion is determined on a separate entity basis and
then adjusted (such as excluding any non-unitary
income) to reflect the member's status as a com-
bined group member. These incomes are added
together to arrive at the group's combined unitary

income.

Computation of Member's Income. After the
combined group's unitary income has been appor-
tioned to Wisconsin using the aggregate sales
factor, certain member level data is computed.
Specifically, each member separately: (1) deter-
mines its share of the group's tax liability, includ-
ing tax attributable to separate entity items, such
as non-unitary income or loss; (2) computes the
member's economic development surcharge lia-
bility; (3) tracks the use of the member's net
business losses and credits; and (4) shares its re-
search tax credits with other members of the
group. These accounts are also aggregated and
reported on the combined return.

The combined group member's share of the
group’s total Wisconsin income is apportioned to
each member using the percentage calculated by
dividing the member's sales in Wisconsin by the
group’s total sales. The group's unitary combined
income is then multiplied by this percentage to
determine the member's combined unitary in-
come. Each member then calculates its tax liabil-
ity separately starting with its share of combined
unitary income.

A corporation that is a member of a combined
group can have income that is required to be ap-
portioned separately from the group's combined
unitary income. This can occur when a member
has income or loss that is excluded from com-
bined unitary income under water's edge rules.
Also, separate apportionment is used in cases
where a combined group member has apportion-
able income or loss from a separate unitary busi-
ness.

Individual combined group members that
have a positive income amount can offset some
income with net business loss carryforwards.
Combined group members may share all or a por-
tion of their losses with other members under cer-
tain conditions. For net operating business losses
incurred prior to tax year 2009, up to 5% of pre-
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2009 net business losses incurred by individual
members can be shared among members of a
combined group for 20 years. For business loss
carryforwards incurred in tax year 2009 or in lat-
er years, such losses can generally be shared
among group members provided that the loss is
attributable to unitary income included in a com-
bined report for the same combined group in
which the member was, and still is, a member.

After a group member offsets its income with
any net business loss carryforwards, the individu-
al corporation determines its gross tax by apply-
ing the 7.9% state corporate income/franchise tax
rate to the resulting measure of income. The ag-
gregate gross tax liability for all group members
is included on the combined group's return.

The economic development surcharge is com-
puted separately for each member of a combined
group, based on the member's gross tax and gross
receipts. In the same manner as determining nex-
us for income/franchise tax purposes, if one
member of a combined group has nexus in Wis-
consin for the surcharge, all members of that
combined group have nexus. Consequently, the
$4 million gross receipts threshold and the sur-
charge amount, subject to the $25 minimum and
$9,800 maximum surcharge limits, are computed
for each combined group member. The aggregate
surcharge for all group members is reported on
the combined return.

Tax credits are attributes of the separate cor-
poration rather than of the combined group, and
credits are computed separately for each corpora-
tion. A combined group member's nonrefundable
credits, other than research credits, including car-
ryforwards of those credits, may only be used by
that combined group member to offset tax liabil-
ity on its own taxable income. Research credits
may be shared under certain circumstances.

Combined Group Tax Liability. Corporate in-

come/franchise tax liability of each group mem-
ber that is computed separately must be aggregat-
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ed and included on the group's combined return
to determine the group's tax liability.

Refundable tax credits are computed separate-
ly for each combined group member. However,
any refundable tax credits computed by each
member are aggregated and used to offset the
group's tax liability reported on the combined
return. Any refundable amount not used is re-
funded to the group's designated agent.

Designated Agent. Each combined group is
required to appoint a corporation as the "desig-
nated agent” for the group. The designated
agent's tax year must be the same as that of the
combined group. The agent acts on behalf of all
members of the combined group for matters that
relate to the return, such as filing the return, cor-
responding with DOR, remitting taxes and re-
ceiving refunds or assessments from the Depart-
ment on behalf of all members of the group, and
participating in any investigation or hearing DOR
might hold with regards to the combined return.

Comparative Examples

Exhibits 2 and 3 provide illustrations of how,
in general, the tax liability of a single multijuris-
dictional corporation and a combined group of
corporations compute net tax liability under Wis-
consin law. Exhibit 2 shows the computation for
a single multijurisdictional corporation. The indi-
vidual firm computes gross income, subtracts de-
ductions, apportions income to Wisconsin using
the sales factor, adjusts for nonapportionable in-
come and net business loss carryforwards, applies
the tax rate, and subtracts tax credits to determine
net tax liability.

Exhibit 3 provides an illustration of how net
tax liability is computed for a combined group.
Aggregate federal taxable income is determined
for the group. Group level adjustments are made
to the aggregate federal taxable income to reflect
intercompany transactions, calculate net capital
gain/loss and charitable contribution limits, and



include Wisconsin additions and subtractions to
federal income, including related entity adjust-
ments, to arrive at the combined unitary income
of the group. The Wisconsin share of the com-
bined unitary income of the group is determined
by applying the group's apportionment factor.

The net income and tax liability is then de-
termined for each member. A member is allocat-
ed a portion of the group's combined Wisconsin
income based on its proportion of the Wisconsin
sales of the group. The member's income is mod-
ified to include nonapportionable income and
offset by net business loss carryforwards to arrive
at the member's taxable income. Excess sharable
net business loss carryforwards can be shared
with other group members proportionate to each
member's share of the group's Wisconsin taxable
income. The state tax rate is applied to each
member's taxable income to arrive at gross tax
liability. Each member offsets nonrefundable tax
credits against the gross tax liability to arrive at
net tax liabilities.

The components of the net tax calculation for
each member are aggregated and reported on the
group's combined return. The group's aggregate
net tax liability is offset by any refundable credits
claimed by group members.

Exhibits 4 and 5 provide comparative exam-
ples of the net tax liability determined under sep-
arate entity and combined reporting for a unitary
business consisting of a Wisconsin parent corpo-
ration, and three affiliated corporations, including
a Wisconsin subsidiary, an lIllinois subsidiary,
and a Delaware subsidiary. Exhibit 4 illustrates
how each corporation would determine its Wis-
consin tax liability as a separate corporation, ra-
ther than as a member of a combined group. The
Delaware corporation does not have nexus with
Wisconsin and therefore would not pay state cor-
porate income/franchise taxes. Also, the Wiscon-
sin subsidiary corporation would receive a $5,000
payment of its refundable tax credit because its

income is entirely offset by a business loss car-
ryforward.

Exhibit 5 shows the calculation of tax liability
for the same group of corporations using com-
bined reporting. For purposes of the example, the
intercompany transactions are assumed to be
Wisconsin sales between the corporations. Con-
sequently, these sales would be excluded from
each member's sales apportionment factor, as
well as from each member's income. Note that
combined unitary income is first determined on
the group level, then each member determines its
net income and tax liability. The components
used to determine each member's net tax liability,
such as the member's nonapportionable income,
are reported on the combined return. In the ex-
ample, it is assumed that the net business loss
carryforward of the Wisconsin subsidiary is a
sharable business loss carryforward, and that the
corporation chooses to share the unused car-
ryforward with the other members of the group.
Those members use the aggregate loss carryfor-
ward proportionate to their share of the group's
Wisconsin taxable income, after each member
applies its net operating loss carryforwards. The
net tax liability of each member is aggregated on
the combined return, and refundable tax credits
are applied to the group's net tax liability.

In the example, the group's net tax liability is
lower using combined reporting than the sum of
the individual corporations' tax liabilities calcu-
lated as separate entities. Factors such as the
change in the method of calculating apportiona-
ble income, the apportionment factor for the
group and its members, and the availability and
use of net sharable net business loss carry-
forwards, could cause the net tax liability for a
group of corporations to increase, decrease, or be
essentially unaffected by the use of combined
reporting. In Wisconsin, the required use of com-
bined reporting has resulted in a net increase in
aggregate corporate tax collections.
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Exhibit 2: Computation of Wisconsin Net Tax Liability for a Single Multijurisdictional Corporation

1. Determine Total Income
a. Gross Sales - Cost of Goods Sold = Gross Profit
b. Gross Profit + Other Income or Loss (Dividends, Interest, etc.) = Total Income

2. Determine Apportionable Income
a. Total Income - Deductions (Wages, Depreciation, Interest Paid, etc.) = Net Income
b. Net Income - Total Nonapportionable Income = Total Apportionable Income

3. Determine Wisconsin Net Income
a. Wisconsin Apportionment Ratio = [Sales by WI Destination + Total Sales]
b. Total Apportionable Income x Wisconsin Apportionment Ratio = Income Apportioned to Wisconsin
c. Apportioned Income + Income Allocated to Wisconsin - Wisconsin Net Business Loss = Wisconsin Net Income

4. Determine Wisconsin Net Tax
a. Wisconsin Net Income x 7.9% = Gross Tax
b. Gross Tax - Tax Credits (Manufacturing and Agriculture, Research, etc.) = Wisconsin Net Tax

Exhibit 3: Computation of Wisconsin Net Tax Liability for a Combined Group

1. Determine Combined Unitary Income - Group Level

a. Aggregate Net Federal Income = Aggregate Federal Income - Aggregate Federal Deductions

b. Aggregate Federal Taxable Income of Group + Adjustments:
1. Defer Income, Expense, Gain or Loss on Transactions between Group Members
2. Calculate Aggregate Net Capital Gain/Loss, Including Sharable Loss Carryforwards, and Apply Capital Loss Limit

to Aggregate Capital Gains/Losses

3. Calculate Aggregate Charitable Contribution Limitation

c. Adjusted Aggregate Federal Taxable Income + Aggregate Wisconsin Additions to Income (State Taxes, Related Entity
Expenses) - Aggregate Wisconsin Subtractions from Income (Foreign Dividend Gross Up, Dividends between Group
Members, Related Entity Expenses) = Aggregate Group Income with Wisconsin Modifications

d. Aggregate Group Income with Wisconsin Modifications - Nonapportionable and Separate Entity Income (Rents,
Royalties, Water's Edge Income) = Aggregate Apportionable Group Income

e. Aggregate Apportionable Group Income x Wisconsin Aggregate Apportionment Factor (Total Group Member Sales in
Wisconsin + Total Group Sales) = Wisconsin Combined Unitary Income

2. Determine Each Member's Income and Tax*

a. Combined Unitary Income x Member's Apportionment Factor (Member's Sales in Wisconsin + Total Group Sales) =
Individual Member's Apportionable Income

b. Member's Apportionable Income + Member's Separate Entity and Nonapportionable Income (Rents, Royalties) =
Member's Income before Business Loss Carryforwards

c. Member's Income before Business Loss Carryforward - Business Loss Carryforwards, Including Sharable Business Loss
Carryforwards = Member's Wisconsin Net Income

d. Member's Wisconsin Net Income x 7.9% = Member's Wisconsin Gross Tax

e. Gross Tax - Nonrefundable Tax Credits = Member's Net Tax

3. Determine Combined Group Aggregate Tax Liability
a. Aggregate Net Tax of Group Members-Refundable Tax Credits = Combined Group's Net Tax Liability

* Each member calculates net tax individually. Individual amounts are aggregated and reported on the combined return.
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Exhibit 4: Example Calculation of Separate Entity Net Tax Liability for Wisconsin Parent and Three
Subsidiaries

WI Parent W1 Subsidiary IL Subsidiary DE Subsidiary
A. Net Income
Taxable Income $4,000,000 $100,000 $500,000 $2,000,000
B. Apportionment Percentage
Sales: Wisconsin $5,000,000 $200,000 $1,000,000 $0
+ Total 8,000,000 350,000 3,000,000 4,000,000
= Percent 62.50% 57.14% 33.33% 0%
C. Wisconsin Income Before Loss Carryforwards
Taxable Income $4,000,000 $100,000 $500,000 $2,000,000
X Apportionment Percentage X .625 X .5714 X .3333 X0
= WI Income Before Business Loss
Carryforward $2,500,000 $57,140 $166,650 $0
D. Net Business Loss Carryforward
WI Net Income $2,500,000 $57,140 $166,650 $0
- Net Business Loss Carryforward -0 -200,000 -0 -0
= WI Net Income $2,500,000 -$142,860 $166,650 $0

E. Gross Tax Liability

WI Net Income $2,500,000 $0 $166,650 $0
X Tax Rate X.079 X.079 X.079 X0
= Gross Tax $197,500 $0 $13,165 $0
F. Tax Credits

Gross Tax Liability $197,500 $0 $13,165 $0
- Nonrefundable Tax Credits -10,000 0 0 0
- Refundable Tax Credits -0 5,000* 0 0
= Net Tax Liability $187,500 $0 $13,165 $0

Total Tax Liability/Refundable Credits - All Corporations = $195,665

*Will receive $5,000 payment for refundable tax credits.
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Exhibit 5: Example Calculation of Combined Group Net Tax Liability for Wisconsin Parent and Three

Subsidiaries
Wi
Parent
A. Combined Unitary Income
Taxable Income $4,000,000
- Income from Intercompany Transactions -200,000
= Unitary Income $3,800,000
B. Combined Group Apportionment Percentage*
Sales: Wisconsin $4,800,000
+ Total 7,800,000
= Percent 61.54%

C. Combined Group Wisconsin Combined Unitary Income
Combined Unitary Income

X Combined Group WI Apportionment Percentage

= Combined Group WI Income

D. Members' Share of Wisconsin Combined Income

Member's WI Sales $4,800,000
+ Group Total Sales 14,950,000
= Member Percentage Share 32.11%
X Combined Group Inc 6,200,000
= Member WI Income Before Loss

Carryforward $1,990,820
E. Net Business Loss Carryforward**
Member WI Income $1,990,820
- Member Business Loss Carryforward 0
= Income after Business Loss Carryforward $1,990,820
+ Sharable Business Loss Carryforward $0
F. Allocation of Net Business Loss Carryforward
= Member's Net Positive Income $1,990,820
Member's Percentage Share of

Net Positive Income 83.49%
X Sharable Loss Carryforward 138,000
= Member's Sharable Loss Carryforward -115,216
+ Member's Net Positive Income 1,990,820
= Member's Taxable Income $1,875,604
G. Gross Tax Liability
Member's Taxable Income $1,875,604
X Tax Rate (7.9%) X 7.9%
= Gross Tax Liability $148,173
H. Net Tax Liability
Gross Tax Liability $148,173
- Nonrefundable Tax Credits -10,000
= Member Net Tax Liability $138,173

I. Combined Group Wisconsin Net Tax Liability+
Aggregate Member Net Tax Liabilities

- Refundable Tax Credits 0
= Group Net Tax Liability

* Intercompany sales are excluded from the apportionment factor.
** For purposes of this example it is assumed that the unused business loss carryforwards of the Wisconsin subsidiary are sharable.

Wi IL DE Combined

Subsidiary Subsidiary Subsidiary Group
$100,000 $500,000 $2,000,000 $6,600,000
-50,000 -50,000 -100,000 -400,000
$50,000 $450,000 $1,900,000 $6,200,000
$150,000 $950,000 $0 $5,900,000
300,000 2,950,000 3,900,000 14,950,000
50.00% 32.20% 0% 39.46%
$6,200,000
X 39.46%
$2,446,520
$150,000 $950,000 $0 $5,900,000
14,950,000 14,950,000 14,950,000 14,950,000
1.00% 6.35% 0% 39.46%
6,200,000 6,200,000 6,200,000 6,200,000
$62,000 $393,700 $0 $2,446,520
$62,000 $393,700 $0 $2,446,520
-200,000 0 0 -200,000
-$138,000 $393,700 $0 $2,246,520
$138,000 $0 $0 $138,000
$0 $393,700 $0 $2,384,520
0% 16.51% 0% 100.0%

0 138,000 0
0 -22,784 0 -138,000
0 393,700 _0 2,384,520
$0 $370,916 $0 $2,246,520
$0 $370,916 $0 $2,246,520
0 X 7.9% 0 X 7.9%
$0 $29,302 $0 $177,475
$0 $29,302 $0 $177,475
0 0 0 -10,000
$0 $29,302 $0 $167,475
$167,475
5,000 0 0 -5,000
$162,475++

+ Refundable tax credits are applied against the entire group's tax liability.

++ This example shows that, compared to the total of individually calculated tax liabilities shown in Exhibit 4, the liability of the group is lower using
combined reporting. Under combined reporting, some groups experience an aggregate tax increase, some experience a decrease, and some have no change
in aggregate tax liability. However, in the aggregate, combined reporting increased corporate income tax revenues in Wisconsin.
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Summary Data

The following tables provide summary data
concerning the Wisconsin corporate income/
franchise tax.

Corporate income/franchise tax collections,
state general fund tax collections, and corporate
tax collections as a percent of total general fund
collections for fiscal years 2003-04 through
2013-14 are shown in Table 1. The table indi-
cates that corporate tax collections vary signifi-
cantly from year to year. For example, annual
growth rates ranged from -24.9% in 2008-09, to
32.6% in 2009-10. The large decrease in 2008-09
shows the effect of the recent recession on col-
lections. The increases from 2009-10 through
2013-14 reflect improved corporate profits and
the implementation of combined reporting. Cor-
porate tax collections as a share of total general
fund tax revenues have fluctuated from 5.2% in
2008-09 to 7.1% in 2006-07.

Table 2 presents tax year 2011 summary sta-
tistics for the total number of returns filed, the
number of returns that had a net tax liability, the
income apportioned to Wisconsin before and af-
ter the use of loss carryforwards from previous

Table 2: Wisconsin Aggregate Statistics on
State Corporate Tax Returns (Tax Year 2011)

Count -- All Returns 42,097
Count -- Returns with Net Tax Liability 14,186

WI Net Income Before Carryforwards $12,261,496,627

Loss Carryforwards Used 2,347,455,736
WI Net Income 9,914,040,891
WI Gross Tax Liability 782,841,679
Non-Refundable Credits Used 40,315,037
WI Net Tax 742,526,642
Economic Development Surcharge 12,222,189
Refundable Tax Credits 25,718,903

Source: Department of Revenue Aggregate Statistics.

years, gross tax liability, the amount of non-
refundable credits used, and Wisconsin net tax
liability for C corporations. Also included are the
amount of economic development surcharge paid
by, and the amount of refundable tax credits paid
to, corporate filers. The surcharge is a separate
tax collected on a corporate tax return and is not
included in calculating Wisconsin net tax. Re-
fundable credits are not included in the calcula-
tion of Wisconsin net tax because the credits can
be paid to taxpayers with no tax liability and are
considered expenditures rather than a reduction
in tax revenue.

The distribution of corporate income tax lia-
bility by Wisconsin net income class for C cor-

Table 1: Wisconsin Corporate Tax Collections 2003-04 to 2013-14 ($ in Millions)

Fiscal Corporate Tax Percent
Year Collections Change
2003-04 $650.5 23.6%
2004-05 764.1 175
2005-06 780.3 2.1
2006-07 890.1 14.1
2007-08 837.8 -5.9
2008-09 629.5 -24.9
2009-10 834.5 32.6
2010-11 852.9 2.2
2011-12 906.6 6.3
2012-13 925.4 2.1
2013-14 967.2 45

Corporate Tax

Total As Percent of
General Fund Percent General Fund
Collections Change Collections

$10,739.3 5.3% 6.1%
11,396.7 6.1 6.7
12,030.1 5.6 6.5
12,618.0 4.9 7.1
13,042.9 34 6.4
12,113.2 -7.1 5.2
12,131.7 0.2 6.9
12,911.6 6.4 6.6
13,514.6 4.7 6.7
14,085.6 4.2 6.6
13,948.1 -1.0 6.9
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porations from 2011 tax year returns is illustrat-
ed in Table 3. Combined reports are shown as
single returns. The table shows that although
42,097 corporations filed returns, only 14,186
had net tax liability. Corporations can have no
tax liabilities because deductible expenses and
loss carryforwards entirely offset income. In oth-
er cases, tax credits entirely offset tax liability.
Table 3 also shows that a large proportion of the
corporate income tax was from a relatively small
number of returns. About 88.7% of total corpo-
rate tax liability was generated by 2.69% of the
corporations and combined groups that filed tax
returns.

Table 3 does not directly translate into taxes
paid by size of corporation since, for example, a
very large corporation which suffered a loss
could have no taxable income in the year of the
loss, or in succeeding years, if the loss was car-
ried forward. Also, due to combined reporting,

many of the returns reflected the tax liabilities of
combined groups of corporations. Note that a
few returns shown in the zero income group have
a net tax liability. This is because a small number
of combined groups have zero income for the
combined return, but have members with a net
tax liability on nonapportionable income that is
greater than the member's share of the group's
current year net business loss.

Because Tables 2 and 3 primarily show the
total tax liability for corporations from tax year
2011, it differs from the total corporate collec-
tions shown for fiscal year 2011-12 in Table 1.
The tables do not include corporate income/
franchise taxes paid by S corporations. Tax year
amounts do not include additional collections
due to audit adjustments and delinquent collec-
tions. Finally, fiscal year collections include dec-
laration payments for a more recent year than the
tax year collections shown in Tables 2 and 3.

Table 3: Corporate Tax Liability by Net Income Class (Tax Year 2011)

Wisconsin Number % of Total % of Total Number of Total % of Total
Net Income of Returns  Returns Income Income  Taxpayers  Liability Liability
Zero or Less 27,478 65.27% $0  0.00% 6 $132,220 0.02%
Zero to $10,000 5,500 13.07 16,580,440  0.17 5,348 1,298,024 0.17
10,001 to 25,000 2,062 4.90 33,919,274  0.34 2,019 2,621,150 0.35
25,001 to 50,000 1,689 4.01 61,230,257  0.62 1,644 4,690,479 0.63
50,001 to 100,000 1,497 3.56 106,794,429  1.08 1,449 8,103,420 1.09
100,001 to 250,000 1,422 3.38 226,571,442  2.29 1,352 16,731,844 2.25
250,001 to 500,000 747 1.77 267,402,130  2.70 719 19,950,543 2.69
500,001 to 1,000,000 571 1.36 405,832,105  4.09 547 30,258,620 4.08
1,000,001 to 5,000,000 770 1.83 1,662,804,452 16.77 752 124,464,916 16.76
5,000,001 to 10,000,000 164 0.39 1,168,584,683 11.79 159 84,844,212 11.43
Over 10,000,000 197 0.47 5,964,321,679 _60.16 191 449,431,214 60.53
Totals 42,097 100.00% $9,914,040,891 100.00% 14,186 $742,526,642  100.00%

Source: Department of Revenue Aggregate Statistics.
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APPENDIX 1

Jurisdictional Nexus Under the Corporate Income/Franchise Tax

DOR has promulgated administrative rules
which describe, for non-Wisconsin firms, what
type of business activities are needed to make
such firms subject to the state's corporate
income/franchise tax. Under those rules, a non-
Wisconsin (foreign) corporation is generally
considered to have "nexus" with Wisconsin and
be subject to taxation if it has one or more of the
following activities in the state:

1. Maintenance of any business location in
Wisconsin, including any kind of office.

2. Ownership of real estate in Wisconsin.

3. Ownership of a stock of goods in a
public warehouse or on consignment in
Wisconsin.

4. Ownership of a stock of goods in the
hands of a distributor or other nonemployee
representative in Wisconsin, if used to fill orders
for the owner's account.

5. Usual or frequent activity in Wisconsin
by employees or representatives soliciting orders
with authority to accept them.

6. Usual or frequent activity in Wisconsin
by employees or representatives engaged in pur-
chasing activity or in the performance of ser-
vices, including construction, installation, assem-
bly, or repair of equipment.

7. Operation of mobile stores in Wisconsin,
such as trucks with driver-salespersons, regard-
less of frequency.

8. Miscellaneous other usual and frequent
activities by employees or representatives in
Wisconsin such as credit investigations, collec-

tion of delinquent accounts, or conducting train-
ing classes or seminars for customer personnel in
the operation, repair, and maintenance of the tax-
payer's products.

9. Leasing of tangible property and licens-
ing of intangible rights for use in Wisconsin.

10. The sale of other than tangible personal
property such as real estate, services, and intan-
gibles, in Wisconsin.

11. The performance of construction
contracts and personal services contracts in
Wisconsin.

12. Engaging in substantial activities that
help to establish and maintain a market in
Wisconsin.

Additionally, the following activities consti-
tute "nexus" if not prohibited by federal law: (1)
issuing credit, debit, or travel and entertainment
cards to customers in Wisconsin; (2) regularly
selling products or services of any kind or nature
to customers in the state that receive the product
or service in Wisconsin; (3) regularly soliciting
business from potential customers in the state; (4)
regularly performing services outside the state for
which benefits are received in the state; (5) regu-
larly engaging in transactions with customers in
the state that involve intangible property and re-
sult in receipts flowing to the taxpayer in the
state; (6) holding loans secured by real or tangi-
ble personal property located in the state; (7)
owning, directly or indirectly, a general or lim-
ited partnership that does business in Wisconsin,
regardless of the percentage of ownership; and
(8) owning, directly or indirectly, an interest, in
an LLC that does business in Wisconsin and is
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treated as a partnership for federal income tax
purposes, regardless of the percentage of owner-
ship.

The statutes provide certain exemptions from
the nexus provisions for non-Wisconsin corpora-
tions whose in-state activities are limited to cer-
tain printing or storage services in or on property
in Wisconsin. Under these provisions, nexus is
not established in any of the following situations:

1. The corporation stores tangible personal
property, such as inventory or a stock of goods,
in or on property in the state that is not owned by
the corporation, and the property is delivered to
another corporation in the state for manufactur-
ing, fabricating, processing, or printing in the
state.

2. The corporation stores, in or on property
not owned by the corporation, finished goods that
have been fabricated, processed, manufactured,
or printed in the state, and the entire amount of
such goods is shipped or delivered out-of-state by
another corporation in the state.

24

3. The corporation is an out-of-state pub-
lisher that has finished publications printed and
stored in this state, in or on property not owned
by the publisher, whether or not the publications
are subsequently sold or delivered in this state or
shipped outside of it.

Similarly, nexus is not established if all of the
following conditions are met:

1. The out-of-state corporation stores tangi-
ble personal property in the state on property not
owned by the corporation;

2. The property is stored for 90 days or less;

3. The property is stored on another per-
son's property in the state and is transferred to the
person for manufacturing, processing, fabricat-
ing, or printing on the parcel of property in or on
which it is stored; and

4. The assessed value of the parcel of
property in or on which the tangible personal
property is stored and manufactured was between
$10 million and $11 million on January 1, 1999.



APPENDIX 2

Corporate Income/Franchise Tax Deductions

The following deductions are allowed under
the Wisconsin corporate income/franchise tax.

Compensation of Officers. Salaries, wages,
and other forms of remuneration to officers of
the business are deductible expenses. However, a
publicly-held corporation cannot deduct com-
pensation in excess of $1.0 million per tax year
that is paid or accrued to certain executives. The
deduction limitation applies to: (1) compensation
to the principal executive officer (or an individu-
al acting in that capacity); and (2) any other em-
ployee having total compensation required to be
reported to shareholders under SEC rules be-
cause the employee is among the four highest
compensated officers in the tax year. Compensa-
tion subject to the limitation includes cash and
noncash benefits paid for services except for cer-
tain specified types of remuneration. The $1.0
million limit on deductible compensation is re-
duced by the amount of excess golden parachute
payments that are not deductible under the IRC.
The deduction is further limited to $500,000 for
compensation paid to certain executives of: ()
financial institutions that accept money from the
troubled asset recovery program; and (b) certain
health insurance providers.

Salaries and Wages. A deduction is provided
for a reasonable salary allowance or other com-
pensation for services actually rendered by em-
ployees. The form of compensation (fixed salary,
percentage of gross or net income, commissions,
bonuses, contributions to pensions or profit shar-
ing plans) or method of payment is not control-
ling as to deductibility. To be deductible, the
compensation must be: (1) an ordinary and nec-
essary expense; (2) reasonable in amount; (3)
based on actual services rendered; and (4) actual-
ly paid or incurred. Amounts that are deducted

from an employee's salary for federal payroll
taxes are deducted as part of the employee's
wages.

Repairs. A deduction is allowed for the cost
of incidental repairs and maintenance, such as
labor and supplies that do not add materially to
the value of property or appreciably prolong its
life, but rather keep the property in ordinarily
efficient operating condition.

Taxes. In general, taxes that are ordinary and
necessary expenses paid or incurred in carrying
on a trade or business are deductible. To be de-
ductible, taxes must be directly attributable to the
taxpayer's trade or business, or to property from
which rents or royalties are derived. The expense
must be a tax imposed by a government that is
paid into the government treasury for public pur-
poses. Charges for specific services or special
purposes (user fees) are often not considered tax-
es and are not deductible as such. However,
these charges might be deductible under another
provision--for example, as business expenses.

Federal law generally allows a deduction for
taxes paid by a corporation either separately or in
connection with the acquisition of property that
can be deducted either as a current year expense
or depreciated over time. However, federal law
does not permit deductions for the following tax-
es: (1) federal income taxes; (2) foreign or U.S.
possession income taxes if a foreign tax credit is
claimed; and (3) taxes not imposed on the corpo-
ration.

Under state law, the federal windfall profits
tax and the environmental tax are not deductible.
Foreign taxes are only deductible if the income
on which the taxes are based is taxable in Wis-
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consin. State law further excludes from the de-
duction the following taxes paid to any state (in-
cluding Wisconsin) or the District of Columbia:
(1) value-added taxes; (2) single business taxes;
or (3) taxes on or measured by net income, gross
income, gross receipts, or capital stock. Howev-
er, the net proceeds tax on metalliferous mining
and the state gross receipts and ad valorem utility
taxes and license fees are deductible.

Interest. A deduction is allowed for interest
on indebtedness incurred in the operation of a
trade or business. Interest is defined as compen-
sation for the use or forbearance of money. Only
interest on actual indebtedness is deductible.
There must be both a legal and an economic ob-
ligation for the debt.

In most cases, the time when interest is de-
ducted is determined by the taxpayer's method of
accounting. Generally, the interest is deductible
when it accrues or is paid in accordance with the
interest provisions of the loan. However, in cer-
tain cases, interest must be accounted for using
specific rules.

Interest on debt must be capitalized if the
debt is incurred, or continued, to finance the pro-
duction of real or certain tangible personal prop-
erty that is produced by the taxpayer and that
has: (1) a long useful life [20 years]; (2) an esti-
mated production period exceeding two years; or
(3) an estimated production period exceeding
one year and a cost exceeding $1.0 million.

Deductions claimed for interest payments to
related entities must be added back to income
under the state corporate income/franchise tax, if
certain conditions are not met (these provisions
are described in a subsequent section).

Charitable Contributions. Ordinarily, a
corporation can claim a limited deduction for
charitable contributions made in cash or property
to, or for the benefit of, a qualified organization.
However, payments made to a charitable organi-
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zation that are determined to be business expens-
es are deductible without regard to the percent-
age limits imposed on charitable contributions.
To be a business expense, the payments must
bear a direct relationship to the taxpayer's busi-
ness, and be made with a reasonable expectation
of a financial return commensurable with the
amount of the donation.

If the payments made by the business are in
fact charitable contributions (made with a chari-
table intent) they may not be deducted as busi-
ness expenses. Instead, they are subject to per-
centage limitations. The total amount of the de-
duction claimed may not be more than 10% of
taxable income. Charitable contributions in ex-
cess of the 10% limitation may not be deducted
for the tax year, but may be carried over and
used to offset income for the next five years,
subject to the 10% limit. Special rules govern
contributions of certain property to charitable
organizations. For combined groups, the charita-
ble contributions deduction limitation is comput-
ed so that it applies to the combined group as a
whole.

Depreciation. The deduction for depreciation
allows taxpayers to recover, over a period of
years, the cost of capital assets used in a trade or
business or for the production of income. The
deduction is an allowance for the wear and tear,
deterioration, or obsolescence of the property.
Depreciable property is generally tangible and
either real or personal property. Land is not de-
preciable. In certain cases, intangible property
may be depreciated. To be depreciable, the prop-
erty must have a determinable life of more than
one year, and it must decline in value through
use or the passage of time. Only property used in
a trade or business or held for the production of
income is eligible for a depreciation deduction.

For tangible assets, depreciation applies to
only that part of the property that is subject to
wear and tear, to decay or decline from natural
causes, or to exhaustion and obsolescence. The



property must also be of a relatively permanent
nature with a useful life of over one year.

Intangible assets may be depreciated or amor-
tized if it is known from experience or other fac-
tors that the assets will be of use in the business
or in the production of income for only a limited
period of time and if that time period can be es-
timated with reasonable accuracy. Certain pa-
tents, copyrights, and computer software are ex-
amples of depreciable intangibles. Intangible as-
sets cannot be depreciated under an accelerated
method but, rather, must be depreciated using a
reasonable method, usually the straight-line
method. However, the cost of many intangibles
can be amortized over 15 years.

In order to claim depreciation on any proper-
ty, the taxpayer must have a capital interest in it.
Generally, the owner of the depreciable property
may claim the deduction. However, the right to
deduct depreciation is not predicated solely upon
ownership of the legal title, but also upon in-
vestment in the property.

The amount to be recovered by depreciation
is the cost or other appropriate basis of the prop-
erty. The life over which the depreciable basis of
property is recovered depends upon the type of
asset that is depreciated and the system of depre-
ciation that is used.

The Modified Accelerated Cost Recovery
System (MACRS) rules of depreciation apply to
most tangible property placed in service after
1986. Generally, the Accelerated Cost Recovery
System (ACRS) of depreciation applies to prop-
erty placed in service after 1980 and before
1987.

Property, other than MACRS and ACRS
property, must be depreciated using general de-
preciation rules. Under the general rules, the ba-
sis to be recovered through depreciation must be
charged off over the life of the property using
recognized methods of depreciation, including

the straight-line, declining balance, and sum-of-
the-years-digits methods. MACRS and ACRS
property is recovered using statutory percentages
that are annually applied to the depreciable basis
of the property over a specified recovery period.

Under the general depreciation rules, three
particular methods of depreciation are generally
authorized:

The straight-line method. The straight-line
method involves writing off the cost or other ap-
plicable basis of the property in equal annual
amounts over the established life of the property.

The declining-balance method. Under declin-
ing-balance methods, depreciation is greatest in
the first year and smaller in each succeeding
year. Each year, the depreciable basis of the
property is reduced by a certain amount and the
associated rate of depreciation is applied to the
resulting balance in each of the remaining years
of the property's life. For example, under the
200% or double declining-balance method, as-
sets are depreciated at twice the straight-line rate.
Generally, the taxpayer is allowed to switch to
the straight-line method when it becomes advan-
tageous.

Sum-of-the-years-digits method. To use this
method, the taxpayer must first compute the sum
of each of the digits comprising the asset's life.
For example, for an asset with a depreciable life
of four years, the numbers 4, 3, 2, and 1 are
summed to a total of 10. In the first year, 4/10™
of the depreciable basis is written off. In suc-
ceeding years, 3/10™, 2/10™, and 1/10" of the
depreciable basis, respectively, is written off un-
til the entire basis of the asset, minus salvage
value, is recovered.

Since the early 2000s, the federal government
has enacted a number of first-year bonus depre-
ciation deductions that were intended to encour-
age business investment and stimulate the na-
tional economy. In January of 2013, the Ameri-
can Taxpayer Relief Act of 2012 was signed by
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the President. The Act extended 50% bonus de-
preciation to 2013 for most types of property or
to 2014 for certain property with longer produc-
tion periods and aircraft. The basis of the proper-
ty and the depreciation allowances in the year the
property is placed in service and in later years
are adjusted to reflect the additional first year
depreciation reduction. Under the 2013 legisla-
tion, the federal bonus depreciation provisions
were scheduled to expire in tax year 2014 for
most types of property.

Due to the potential impact on state revenues,
the Legislature chose not to conform to the fed-
eral bonus depreciation provisions from 2002
through 2013. Instead, the Legislature included
provisions in 2001 Wisconsin Act 109 that refer-
enced state amortization and depreciation provi-
sions to the federal IRC in effect on December
31, 2000. The Act 109 provision remained in ef-
fect until it was modified in 2013 Wisconsin Act
20.

Under 2013 Act 20, the treatment of depre-
ciation was revised to be consistent with federal
law in effect on January 1, 2014, for property
placed into service on or after that date. For
property placed into service before that date, the
taxpayer must consolidate the difference between
the federal tax basis in the property and the state
tax basis into a single asset account that may be
amortized over five years (tax years 2014
through 2018).

On December 19, 2014, the President signed
the Tax Increase Prevention Act of 2014, which
extended 50% bonus depreciation to 2014, or
2015 for certain aircraft and property with longer
production periods. Under this legislation, the
federal bonus depreciation deduction is sched-
uled to terminate for most property in tax year
2015 and for all property in 2016. Because the
state depreciation provisions refer to the IRC in
effect on January 1, 2014, the 50% bonus depre-
ciation provisions will not be available to state
taxpayers unless legislation is enacted to adopt
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the federal extension. In addition, if the federal
government were to enact new bonus deprecia-
tion provisions, or make other changes regarding
depreciation, the Legislature would have to up-
date the IRC reference in order to adopt the new
provisions at the state level.

Under current state law, tangible depreciable
property is generally subject to MACRS.
MACRS consists of two systems that determine
how a taxpayer depreciates property. The most
commonly used system is called the General De-
preciation System. There is also an Alternative
Depreciation System (ADS), which must be used
for certain types of property, such as property
used predominantly outside the U.S. Taxpayers
also can elect to use ADS. The main difference
between the two systems is that ADS usually
provides for a longer period of depreciation and
uses only the straight-line method. Although
most property placed in service after 1986 is de-
preciated under MACRS, some types of property
are excluded from MACRS treatment, including
certain public utility property, intangible assets,
and motion picture films, video tapes, and sound
recordings.

Under MACRS, the cost of property is recov-
ered by using accelerated methods of cost recov-
ery and statutory recovery periods and conven-
tions. The deduction is computed by first deter-
mining the MACRS basis of the property. Each
item of eligible property is then assigned to a
specific class, and each class establishes a recov-
ery period over which the cost of the property is
recouped, using the applicable depreciation
method and convention. Depreciation tables may
be used by multiplying the basis of the assets by
the applicable percentage for the applicable year
of the recovery period. Alternatively, the deduc-
tion can be calculated using the appropriate
method, recovery period, and convention. De-
ductions can be claimed for used property, and
the cost recovery methods and periods are the
same as those used to depreciate new property.



Specifically, the cost of eligible property is
recovered over a 3-, 5-, 7-, 10-, 15-, 20-, 25-,
27.5-, or 39-year period depending upon the type
of property involved. Depreciation methods are
prescribed for each MACRS class. Generally,
personal property is assigned to the three-year
class, the five-year class, the seven-year class, or
the 10-year class. Real property is assigned to the
remaining classes based on the type of property
involved. Property included in the three-year,
five-year, seven-year, and ten-year classes is de-
preciated using the double declining balance
method, switching to the straight-line method at
a time which maximizes the depreciation allow-
ance. Agricultural property used in farming and
placed in service after 1988 must be depreciated
using the 150% declining balance method. Prop-
erty included in the 15-year and 20-year classes
is depreciated using the 150% declining balance
method, again switching to the straight-line
method at a time which maximizes the deprecia-
tion allowance. Fifteen-year property includes
certain land improvements, municipal waste
treatment plants, retail motor fuel outlets, and
electric transmission property. Twenty-year
property includes certain multipurpose farm
buildings. Twenty-five year property is generally
water utility property and depreciated using the
straight-line method. Residential rental property
is depreciated over 27.5, years and nonresidential
real property not included in other classes is de-
preciated over 39 years, both using the straight-
line method.

Section 179 Election to Expense Deprecia-
ble Assets. Under Section 179 of the IRC, a tax-
payer may elect to treat all or a portion of the
cost of qualifying property used in the active
conduct of a trade or business, up to a limit, as a
deductible business expense rather than as a
capital expenditure. Such an expense or cost is
deductible in the year in which the property is
placed in service. The amount claimed as a de-
duction is referred to as a Section 179 expense
allowance. Qualifying property is generally:

1. Tangible personal property.

2. Other tangible property (except buildings
and their structural components) used as: (a) an
integral part of manufacturing, production, or
extraction, or of furnishing transportation, com-
munications, electricity, gas, water, or sewage
disposal services; (b) a research facility used in
connection with any of these activities; or (c) a
facility used in connection with such activities
for the bulk storage of tangible commaodities.

3. Single purpose agricultural
(livestock or horticultural structures).

property

4. Storage facilities (except buildings and
their structural components) used in connection
with distributing petroleum or any primary prod-
uct of petroleum.

Under the Tax Increase Prevention Act of
2014, the federal Section 179 deduction is the
cost of qualifying property, up to a maximum
limit of $500,000 in tax year 2014. The deduc-
tion for a claimant is subject to a total investment
limit of $2 million for property placed in service
in a single tax year, after which any additional
investment results in a dollar-for-dollar phase out
of the deduction. For example, if a taxpayer pur-
chased $2.1 million of eligible property under
Section 179 in 2014, the maximum deduction
that could be taken by the taxpayer would be
$400,000. In addition to the phase-out provisions
for investments in excess of $2 million, the
amount eligible to be expensed in a year may not
exceed the taxable income of the taxpayer that is
derived from the active conduct of a trade or
business for that year. Any amount that is not
allowed as a deduction because of the taxable
income limitation may be carried forward to suc-
ceeding years and deducted, subject to the total
investment and taxable income limits. Under cur-
rent federal law, the $500,000 deduction limit
will be reduced to $25,000 in 2015 and the $2
million total investment limit will be reduced to
$200,000.
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The basis of the property is reduced by the
amount of this deduction. The deduction is gen-
erally available to all corporate and individual
taxpayers, but is not available to trusts or estates.

Pursuant to 2013 Wisconsin Act 20, state
taxpayers are generally subject to current Section
179 IRC provisions. As a result, for tax year
2014, Wisconsin taxpayers may elect to deduct
under state law up to $500,000 of the cost of
qualifying property rather than taking deprecia-
tion deductions over a specified recovery period
in the same manner as permitted under federal
law. Any amount that is not allowed as a deduc-
tion because of the taxable income limitation
may be carried forward to succeeding years and
deducted, subject to the total investment and tax-
able income limits. As under federal law, begin-
ning in tax year 2015, the state deduction limit
will fall from $500,000 to $25,000 and the total
investment limit will decline from $2 million to
$200,000. Any future federal law changes to the
Section 179 deduction will automatically be
adopted under state law.

Since 2003, the federal government temporar-
ily increased the deduction limit and investment
limit for Section 179 property in an effort to
stimulate business investment. However, due to
the potential revenue impacts, these temporary
increases were not adopted in Wisconsin prior to
2014. Under 2013 Act 20, the Wisconsin Sec-
tion 179 provisions were federalized beginning
in tax year 2014.

Amortization. Amortization provisions allow
a taxpayer to annually deduct a portion of certain
capital expenses that are not ordinarily deducti-
ble. Generally, these expenses are not otherwise
deductible because: (1) they relate to assets that
are not depreciable because the assets have un-
limited or indefinite life; or (2) they pertain to
organizational or investigative expenses that
were incurred before the taxpayer went into
business. The deduction for amortization is simi-
lar to the straight-line method of depreciation in
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that a taxpayer is allowed to recover the capital
costs through an annual deduction over a fixed
period of time. Generally, the capital expenses
which are amortized are deducted in equal
monthly amounts over the amortization period.
The amortization period depends upon the type
of asset that is acquired. Expenses which may be
amortized include: (a) the cost of certain com-
puter software; (b) the cost of certified pollution
control facilities; (c) certain bond premiums; (d)
research and experimental expenditures; (e) the
cost of acquiring a lease; (f) qualified forestation
and reforestation costs; (g) business start-up ex-
penditures; and (h) certain organizational ex-
penditures.

In addition, the capitalized costs of "amortiz-
able Section 197 intangibles” can be amortized
over 15 years. Generally, Section 197 intangibles
are eligible for the amortization deduction if ac-
quired after August, 1993, and held in connec-
tion with a trade or business, or in an activity
engaged in for the production of income. The
following assets are Section 197 intangibles: (1)
goodwill; (2) going concern value; (3) workforce
in place; (4) business information base; (5) pa-
tents, copyrights, formulas, and similar items; (6)
customer-based intangibles; (7) supplier-based
intangibles; (8) licenses, permits, and other gov-
ernment granted rights; (9) covenants not to
compete; (10) franchises, trademarks, and trade
names; and (11) contracts for use, or term inter-
est in, a Section 197 intangible.

Bad Debts. A deduction is allowed for busi-
ness or nonbusiness debt that becomes worthless.
The debt must arise from a debtor-creditor rela-
tionship based upon a valid and enforceable ob-
ligation to pay a fixed or determinable sum of
money. Generally a debt is worthless when the
creditor who has made a reasonable effort to col-
lect the debt no longer has a chance to be repaid.
Bad debts are characterized as business or non-
business debts, with each type of debt having its
own rules for deductibility.



A bad debt is deductible as a business bad
debt if the creation of the debt was proximately
related to the taxpayer's trade or business. In ad-
dition, the dominant motive for the creation of
the debt must be to benefit the taxpayer's trade or
business. The bad debts of a corporation are con-
sidered business bad debts. To deduct a bad debt,
the taxpayer must have previously included the
amount in income, or loaned out cash.

Nonbusiness debt is a debt other than: (1) a
debt created or acquired in connection with the
taxpayer's trade or business; or (2) a loss from
the worthlessness of a debt that is incurred in the
taxpayer's trade or business. Transactions not
entered into for profit are treated as nonbusiness
debts. If a nonbusiness debt becomes worthless,
it is deductible only as a short-term capital loss,
and only in the year the debt becomes totally
worthless.

Rent. Rent expenses are deductible as busi-
ness expenses if they are incurred as a condition
to the continued use or possession of property
used in a trade or business, and the taxpayer has
not taken or is not taking title or has no equity in
the property. The amount of rent claimed can be
a fixed sum, or can be based upon a percentage
of profits, a percentage of gross sales or a com-
bination of these. A deduction is allowed where
the amount of rent is fixed in an arm's-length
transaction without a tax-avoidance motive. In
general, rental expenses are deductible in the
year they are accrued or paid. However, in cer-
tain cases, such as where advance payments are
made by a cash-basis taxpayer, special rules for
determining the deduction apply. Royalties are
deductible as business expenses under rules that
are similar to those governing the deductibility
of rent paid for business or income-producing
purposes.

Rent payments to related entities must be
added back to income if certain conditions are
not met. These provisions are described in a sub-
sequent section.

Depletion. A deduction for depletion is al-
lowed in determining the income derived from
the sale of natural resources; it returns to the
owner or operator (extractor) the capital invest-
ment on a pro rata basis over the productive life
of such resources. Depletion is the exhaustion of
natural resources by the process of mining, quar-
rying, drilling, and felling. The depletion deduc-
tion, in effect, represents the reduction in the
content of the reserves from which the resource
is taken. The taxpayer must have an economic
interest (capital investment) in the mineral de-
posit or timber in order to claim the deduction.

Methods for computing depletion are cost
depletion or percentage depletion. Although a
taxpayer must generally use the depletion meth-
od that produces the greatest deduction each
year, the allowance for percentage depletion has
historically been preferred over cost depletion
since percentage depletion may be claimed even
though the total deductions exceed the cost basis
of the resource. However, unless the taxpayer is
an independent producer or royalty owner, per-
centage depletion generally cannot be used for
oil and gas wells.

Under the Wisconsin corporate income tax,
taxpayers were not allowed to claim the deple-
tion deduction using the percentage depletion
method prior to tax year 2014. Pursuant to 2013
Wisconsin Act 20, taxpayers may claim the de-
pletion deduction using either the cost depletion
method or the percentage depletion method. In
addition, a taxpayer may use cost depletion in
one year or percentage depletion in another year
on the same property and must choose the larger
deduction for that year. Any future federal law
changes regarding the deduction for depletion
will be automatically adopted for state tax pur-
pOSeS.

A prerequisite to calculating cost depletion is
determination of the property's adjusted basis. A
mineral property's basis is the taxpayer's capital
investment in the property that may be recovered
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tax free during the period of production. Basis is
the initial cost of the property adjusted for capital
expenditures and allowable depletion, for the
purpose of determining gain or loss upon a sale
or exchange of the property. To calculate cost
depletion, the taxpayer must: (1) determine the
amount of basis of the mineral property for the
tax year; (2) divide that amount by the number of
units of mineral remaining at the end of the year
to be recovered from the property (including
units recovered but not sold) plus the number of
units sold within the tax year; and (3) multiply
the depletion unit, so determined, by the number
of units of mineral sold within the tax year. The
resulting amount determines the cost depletion
deduction for the year. Each year the basis of the
property is reduced by the amount of depletion
deducted for that year. The remaining basis is
used in computing cost depletion for the follow-
ing year.

For property eligible for percentage deple-
tion, federal statutes prescribe specified percent-
ages, which vary from five percent to over 20%,
that are used for each type of natural resource.
To calculate percentage depletion, the taxpayer
must know: (1) the applicable percentage rate;
(2) the taxpayer's gross income from the natural
resource property; and (3) the taxpayer's taxable
income from the property computed without the
depletion deduction and the deduction for in-
come from domestic production activities. The
deduction is then determined by multiplying the
percentage specified for the particular natural
resource by the taxpayer's gross income from the
resource property for the year. The deduction is
taken on the taxpayer's income tax return in the
year of sale of the natural resource product rather
than in the year of production.

Insurance. The cost of insurance can gener-
ally be deducted as a business expense if it is an
ordinary and necessary expense paid or incurred
in carrying on a trade or business. The deduction
is usually allowed on a current basis, according
to the taxpayer's method of accounting. Howev-
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er, in certain cases, such as where direct and in-
direct costs for certain production and retail ac-
tivities are capitalized, a taxpayer may have to
capitalize certain insurance costs. Premiums paid
for the following kinds of insurance related to
the taxpayer's trade or business are deductible:

1. Insurance that covers fire, storm, theft,
accident or similar losses.

2. Credit insurance that covers losses from
bad debts.

3. Group hospitalization and medical insur-
ance for employees, including long-term care
insurance, if the coverage represents compensa-
tion for services rendered by the employee and
total compensation paid to the employee is rea-
sonable.

4. Liability insurance.

5. Malpractice insurance that covers the
taxpayer's personal liability for professional neg-
ligence resulting in injury or damage to patients
and clients.

6. Workers' compensation insurance set by
state law that covers any claims for bodily inju-
ries or job-related diseases suffered by employ-
ees, regardless of fault.

7. Contributions to a state unemployment
insurance fund that are considered taxes under
state law.

8. Car and vehicle insurance that covers
vehicles used in the taxpayer's business for lia-
bility, damages, or other losses.

9. Life insurance that covers corporate of-
ficers and employees for services rendered by the
officers or employees, if the total compensation
paid is reasonable.

10. Business interruption insurance that pays
for lost profits if the business is shut down due to



a fire or other cause.

As a general rule, payments made to a reserve
fund set up for self-insurance are not deductible,
even though the payments are based on estimated
premiums that would be paid to an insurance
company. Also, premiums paid on insurance
purchased to secure a loan are not deductible.

Advertising. Advertising expenses that are
reasonable in amount and related to the business
activities in which the taxpayer is engaged are
deductible. Advertising costs that generate future
benefits beyond the current year may be treated
as a capital expense and must be capitalized. The
taxpayer is free to choose the advertising that
best serves the taxpayer's purpose; however, the
burden of proving the deductibility of advertising
expenses is on the taxpayer.

Other Deductions. Most contributions to re-
tirement plans and certain contributions to em-
ployee benefit plans are deductible under federal
and state law. Furthermore, ordinary and neces-
sary business expenses related to the operation of
a trade or business and not deducted elsewhere
can be deducted under a general miscellaneous
category. Miscellaneous business expenses gen-
erally include: (1) 50% of business meal and en-
tertainment expenses; (2) certain start-up ex-
penses; (3) the cost of materials and supplies
used in business operations; (4) legal and profes-
sional fees; and (5) expenditures for incidental
repairs, maintenance, and improvements that are
not capital expenditures.

Other State Adjustments to Federal Provi-
sions

Although state income and deductions are
primarily referenced to federal law, there are a
number of modifications specified under the
state corporate income/franchise tax law that
must be made to reflect differences in the state
treatment of certain items. These modifications
include the following:

1. Income received by an original policy
holder or original certificate holder from the sale
of a life insurance policy or certificate, or the
sale of the death benefit under a life insurance
policy or certificate under a viatical settlement
contract is excluded from gross income. A viati-
cal settlement contract is a written agreement
providing for the payment to the policyholder of
a life insurance policy, or to the holder of a
group life insurance certificate, insuring the life
of a person who has a catastrophic or life-
threatening illness or condition, in an amount
that is less than the expected death benefit under
the policy or certificate, for assigning, selling,
devising, or otherwise transferring the ownership
of, or the death benefit under the policy or certif-
icate to, the person paying the viatical settlement.

2. The federal gross-up of dividends to re-
flect taxes claimed in computing the foreign tax
credit is excluded in computing income.

3. Corporations subject to the state corpo-
rate franchise tax must add to income all interest
income not included in federal taxable income
under the federal corporate income tax. Also,
corporations subject to the state corporate in-
come tax must add to income all interest income
not included in federal taxable income, except
for interest income which by federal or state law
is exempt from taxation. For corporations subject
to franchise taxes, interest income from all state
and local government bonds is included in the
computation of Wisconsin net income. For cor-
porations subject to the income tax, all interest
income from state and local government bonds,
except that which is exempt by federal law from
state taxation, and interest from certain state and
local obligations, is included in the computation
of Wisconsin net income. In addition, all interest
income received by a bank or other corporation
actively engaged in the business of lending mon-
ey with respect to a securities acquisition loan, is
includable in Wisconsin net income.

4. In certain specified circumstances where
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there is a nonrecognition of income from the dis-
charge of indebtedness, the basis of assets or tax
attributes (such as net operating losses, credits,
and the depreciable and nondepreciable bases of
assets) must be reduced in exchange for the in-
come exclusion. In these cases, state net operat-
ing loss and credit provisions apply and the state
basis of depreciable property or state tax attrib-
utes must be reduced. The reduction rate for
credit carryforwards is 7.9%.

5. The federal deduction for wages, sala-
ries, commissions, and bonuses can be claimed
only if the name, address, and amount paid to
each resident of Wisconsin to whom compensa-
tion of $600 or more has been paid during the
taxable year is reported to DOR, or if the De-
partment is satisfied that failure to report has re-
sulted in no revenue loss to the state. Rent pay-
ments may be deducted only if the amount paid
along with the names and addresses of the parties
to whom the rent is paid is reported. Also, pay-
ments for salaries, wages, bonuses, interest, and
other expenses paid to an entertainer or enter-
tainment corporation may be deducted only if
certain withholding, and cash deposit or bond
requirements are met.

6. The federal deduction for taxes paid is
modified so that: (a) foreign taxes are not de-
ductible, unless the income on which the taxes
are based is taxable; (b) Wisconsin utility gross
receipts and ad valorem taxes and license fees
are deductible; and (c) the state net proceeds tax
on mining of metallic minerals is deductible. Al-
so, state taxes and the taxes of the District of Co-
lumbia that are value-added taxes, single busi-
ness taxes, or taxes on, or measured by, all or a
portion of net income, gross income, gross re-
ceipts, or capital stock are not deductible. The
federal windfall profits tax and the environmen-
tal tax are not deductible.

7. The rules for federally taxable bonds al-
so apply to bonds that are taxable under the state
corporate income/franchise tax, and the rules for
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federally tax-exempt bonds apply to bonds that
are exempt from Wisconsin taxation. Therefore,
if a bond is taxable for Wisconsin purposes, a
taxpayer may deduct the amortizable bond pre-
mium for Wisconsin. If the bonds are not taxable
for Wisconsin purposes, the amortizable bond
premium is not deductible. Also, federal provi-
sions are modified for Wisconsin law to require
the basis of certain tax-exempt state and local
bonds to be reduced by the amount of amortiza-
ble bond premium disallowed as a deduction, so
that it only applies to bonds that are tax-exempt
for Wisconsin.

8. State law differs from federal law and
does not allow for operating losses to be carried
back to offset income in prior tax years. Federal
law permits losses to be carried back for two tax
years. In addition, special provisions apply to
unused pre-2009 net business loss carryforwards
of combined groups.

9. Instead of federal dividends received
provisions, corporations may deduct all divi-
dends received from a corporation paid on its
common stock if the corporation receiving the
dividends owns, directly or indirectly, for its en-
tire tax year, at least 70% of the total combined
voting stock of the payor corporation "Dividends
received" excludes taxes on dividends paid to a
foreign nation and claimed as a deduction. The
dividends received deduction is available to cor-
porations that are separate entity filers, and to
combined group filers. The federal dividends
paid deduction for certain preferred stock of pub-
lic utilities is excluded from state law.

10. Federal provisions governing the treat-
ment of expenses and interest relating to tax-
exempt income are replaced by the state rule that
amounts otherwise deductible that are directly or
indirectly related to income that is wholly ex-
empt from state tax are not deductible. Further-
more, amounts that are directly or indirectly re-
lated to losses from the sale of assets, gains from
which would have been exempt under state law,



if the assets were sold or otherwise disposed of
at a gain, are also not deductible. "Wholly ex-
empt income” includes amounts received from
affiliated or subsidiary corporations as interest,
dividends, or capital gains that, because of the
degree of common ownership, control, or man-
agement between the payor and payee, are not
subject to the state corporate income tax. "Whol-
ly exempt income™ also includes interest on obli-
gations of the U.S. government for corporations
subject to the state corporate income tax rather
than the state franchise tax. "Wholly exempt in-
come” does not include income that is excluda-
ble, not recognized, exempt, or deductible under
specific corporate income/franchise tax provi-
sions. Any expenses or amounts otherwise de-
ductible that are indirectly related to both wholly
exempt income or loss, and to other income or
loss, are reasonably proportionately allocated to
each type of income or loss based on all the facts
and circumstances.

11. Federal provisions governing treatment
of losses, expenses, and interest in transactions
between related taxpayers are modified so that,
in circumstances where it is applicable, gains on
the sale of transferred property may be reduced
only if the corresponding loss was incurred while
the corporation was subject to the Wisconsin
corporate income tax.

12. Federal provisions which require the re-
duction in the amount deductible for certain fi-
nancial institution preference items do not apply
to deductions that are allocable to income that is
taxable under the state corporate income/
franchise tax.

13. Federal laws relating to the treatment of
net business loss carryforwards and excess cred-
its in certain corporate acquisitions, and limita-
tions on the use of net business loss carryfor-
wards, certain credits, and capital losses in cor-
porate acquisitions are modified so that Wiscon-
sin net business loss and credit provisions are
substituted for federal items.

14. The federal deduction for qualified pay-
ments to nuclear power plant decommissioning
reserve funds is allowed only if the fund is sub-
ject to the Wisconsin corporate income tax.

15. State provisions concerning the treat-
ment of nonprofit institutions (including veterans
service organizations), political organizations,
cooperatives, associations, and other tax-exempt
organizations replace federal provisions except
that state law includes federal definitions of the
taxable unrelated business income of such organ-
izations.

16. State law does not follow federal treat-
ment of domestic international sales corporations
(DISCs). In general, DISCs have no special sta-
tus for state tax purposes. If the DISC has nexus
in Wisconsin for tax purposes and if it is not a
"paper corporation™ without substance, it is taxed
like any other corporation. However, if the DISC
is a "paper corporation” having no employees
and no actual involvement or activity in connec-
tion with the sales that give rise to its income,
the income is allocated to the corporation that
actually earned the income (usually the parent
corporation). The DISC's income is included in
that corporation's income for state corporate
franchise tax purposes. Generally, a DISC that
meets only minimum qualifying requirements
and does not carry on any substantial business
activity is treated as a paper corporation.

It should be noted that the federal system of
taxing DISCs was generally replaced after 1984
with a system of taxing foreign sales corpora-
tions (FSC). (The FSC provisions were repealed
in 2004.) Although DISCs were not abolished by
the Federal Tax Reform Act of 1984, their tax
benefits were limited, and an interest charge for
tax-deferred amounts was imposed on DISC
shareholders. An interest charge DISC is a do-
mestic corporation with income that is predomi-
nantly derived from export sales and rentals.
Generally, all of the income of a DISC attributa-
ble to $10 million or less of qualified exports
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could be deferred. However, an interest charge is
imposed on the shareholders of the DISC based
on the amount of tax that would have been due if
the deferred income had been distributed.

17. State law does not follow federal law
governing controlled foreign corporations. As a
result, Subpart F income is not includable in the
computation of Wisconsin net income. Subpart F
income is undistributed income from controlled
foreign corporations which is required to be in-
cluded in the federal net income of the U.S.
shareholders of such corporations. Any actual
income received from a controlled foreign corpo-
ration, such as dividends or interest, is included
in the computation of Wisconsin net income,
provided the income is not wholly exempt in-
come.

18. Federal treatment of involuntary conver-
sions as nontaxable exchanges is modified so
that the federal provisions do not apply to invol-
untary conversions of property in this state that
produce nonbusiness income when the property
is replaced with similar property outside the
state. In addition, federal provisions do not apply
to involuntary conversions of property in the
state that produce business income when the
property is replaced with property outside the
state if, at the time of replacement, the taxpayer
IS not subject to the Wisconsin corporate income
tax.

19. Federal rules governing the filing of con-
solidated income tax returns and related provi-
sions are not included in state law. However, the
U.S. Treasury Regulation (1.1502-13) relating to
deferred gain or loss from an intercompany
transaction, applies to transactions between
combined group members under state combined
reporting provisions.

20. Federal law provides a deduction against
gross income for a portion of income attributable
to domestic production activities. The deduction
is equal to the lesser of 9% of a business' quali-
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fied production activities income or its taxable
income. This deduction is not provided under
state law.

As noted, state corporate income/franchise
tax provisions are generally referenced to the
IRC as amended to December 31, 2010, with a
number of exceptions (as previously described).
The Legislature generally must modify state law
to adopt future changes to federal law, except
that any future changes to the federal deductions
permitted under IRC Section 179 or for the de-
pletion of natural resources will automatically be
adopted for state tax purposes.

Related Entity Transactions

Wisconsin taxpayers are required to add back
to income certain expenses for payments to relat-
ed entities. Specifically, rental expenses, interest
expenses, intangible expenses, and management
fees deducted or excluded under the IRC have to
be added back if they are directly or indirectly
paid, accrued, or incurred to, or in connection
directly or indirectly with one or more direct or
indirect transactions with, one or more related
entities. These added back expenses may then be
subtracted if certain conditions are met.

An expense may not be deductible if certain
factors indicate that the primary purpose of the
transaction is tax avoidance. Examples of such
factors include, but are not limited to: (1) there
was no actual transfer of funds from the taxpayer
to the related entity, or the funds were substan-
tially returned to the taxpayer; or (2) if the trans-
action was entered into on the advice of a tax
advisor, the advisor's fee was determined by ref-
erence to the tax savings.

"Intangible expenses" subject to the add-back
provisions include: (1) royalty, patent, technical,
copyright, and licensing fees; (2) costs related to
the acquisition, use, or disposition of intangible
property (such as financial instruments, patents,
and trademarks); and (3) losses related to factor-



ing transactions or discounting transactions.

In general, a "related entity” is an entity that
is at least 50% owned by the taxpayer, an entity
related to the taxpayer, or an entity owned by
certain family members of the taxpayer.

A deduction is allowed for rent, interest, in-
tangible expenses, and management fees that are
added back if certain conditions apply indicating
that the transaction had a legitimate business
purpose other than tax avoidance. If a deduction
for rental, interest, intangible expenses, and
management fees is denied to a taxpayer because
the expenses were paid to a related entity, and
the conditions to deduct the expenses were not
satisfied, then such amounts are not included in
the income of the related entity for state tax pur-
poses. This provision is intended to prevent dou-
ble-taxation.

Wisconsin law provides that the Secretary of

Revenue (or designee) may distribute, apportion,
or allocate gross income, deductions, credits, or
allowances between or among two or more or-
ganizations, trades, or businesses that are owned
or controlled directly or indirectly by the same
interests, if the Secretary determines that such an
action is necessary in order to prevent evasion of
taxes, or to clearly reflect the income of any such
organization, trade, or business. State law speci-
fies that this authority is in addition to the related
entity provisions. Also, a nonstatutory provision
provided that the related entity provisions would
have no effect on any bank settlement agree-
ments that DOR has entered into with banks and
other financial institutions regarding their in-
vestment subsidiaries.

Taxpayers and tax advisors are required to
report certain types of transactions that may indi-
cate the existence of tax shelters. Penalties are
imposed for engaging in, and failure to report on,
such activities.
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