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The Coalition of Publicly Traded Partnerships (“the Coalition”) is a trade association representing the interests of publicly traded partnerships (“PTPs”), often known as master limited partnerships or MLPs.  PTPs are, quite simply, partnerships the interests in which, known as units, are traded on public exchanges.   A typical PTP has millions of units outstanding held by tens of thousands of individual investors.  Among all partnerships in the Coalition, there are an average 33 million units outstanding held by an average of roughly 27,000 unitholders.  The unitholders of each PTP are scattered among the 50 states and the District of Columbia, and sometimes territories or foreign countries as well.


The Coalition is currently aware of about sixty PTPs, roughly half of which are in the energy industry (petroleum products and coal).  The rest are in other natural resources, real estate, mortgage securities, timber, and a sprinkle of other businesses. While some smaller PTPs are limited to one or a few states, the majority are multistate businesses, and some operate in over 40 states.  


While PTPs are a relatively small component of the capital markets (their aggregate market capital was around $24 billion at the beginning of 2002), they are an important one, particularly in the energy industry.   For energy companies, PTPs are a means of fully realizing the value of cash generating assets such as pipelines and storage terminals, and of raising equity capital to build, acquire, and maintain these facilities and other types of energy infrastructure.   They own close to $30 billion in energy-related assets. For investors, they are a liquid, affordable investment that provides a safe and reliable income stream through quarterly cash distributions.  


The Coalition has strong concerns with the MTC’s recommended provision requiring passthrough entities to report and pay state income tax for their non-resident members.  Our message to you today is simple:  Publicly traded partnerships must be exempted from any such provisions.


This does not mean that the Coalition or its members favor or condone noncompliance with state tax laws. Publicly traded partnerships take seriously their obligation to comply with state and federal tax laws, and to see to it that their investors do the same.  Prospectuses for issues of PTP units advise investors of the state tax consequences, and the tax package that we send to our unitholders every year informs our investors of their tax obligations, if any, in each state in which we operate.  Special K-1 Support and investor relations departments are available to assist any investor who does not understand these obligations.  


We feel that this effort to inform our partners of their tax obligations and encourage and assist with their compliance should be the full extent of our obligation to the taxing authorities with regard to this matter.  Beyond that, and of course, the proper filing of our own returns, the responsibility lies with the individual investor.


Beyond this general objection, there are serious practical reasons and policy grounds for excluding PTPs from the proposed regime:

Paying Taxes for Partners Destroys Fungibility of Units


Our first and most basic objection is that both withholding and composite tax payments are incompatible with a basic necessity for trading a security on the public market:  that our publicly traded units be “fungible.”  Fungibility means that every unit in a class of securities, be it a share of common stock or a common partnership unit, is identical to, and interchangeable with, every other unit in all respects (including tax attributes), so that it makes no difference to any purchaser which particular units are bought. If one imagines the alternative, it is easy to understand why national trading of equity securities would not be practical or possible without this feature.


If a partnership pays the state tax of some partners—those who live outside a particular state—but not others, the units held by the out-of-staters will have different attributes than those held by the state residents.   Fungibility will be lost and trading of partnership units will grind to a halt.  Nonresident withholding requirements thus would force PTPs to give up their liquidity, and thus their value to investors.  

Mismatch of Tax to Income


The second problem with the provision’s withholding requirement is that it does not match the withholding to the income being taxed.  In fact, the provision’s reference to the “share of income distributed to each nonresident member” does not accurately characterize partnership distributions.

While PTP unitholders typically receive a quarterly cash distribution, this is not the same as a corporate dividend and should not be confused with those dividends for tax purposes. A PTP’s status as a passthrough entity means that there is no entity-level tax.  Income, gain, deductions, losses, and credits are flowed through to the partners, each of whom is allocated a predetermined share of these items and pays tax (after subtracting his share of any credits) on the resulting taxable income.  The partner never actually receives this income; it is merely allocated on paper. 

The cash distribution actually represents a return of capital, not income.  The partner’s basis in his partnership interest is reduced by the amount of each distribution, and distributions are not taxable until the partner’s basis reaches zero.  While a partnership’s income situation may affect the level of cash distributions, they are entirely different items and there is no direct correlation between them.  A partner will be liable for tax on his share of partnership income even if he has received no cash distribution; conversely, no matter how large his distribution, if his allocated share of partnership income is a net loss, he will owe no tax.  And in fact, many PTPs in any given year will pass through a net loss to their partners, either nationwide or within particular states, at the same time that they are paying substantial distributions.  

When the Coalition surveyed several members on the average income earned per unitholder in one particular state last summer, we found that even without taking into account section 743(b) adjustments, which reduce unitholders’ taxable income, the amounts were small and in some cases negative.
Withholding tax from partnership distributions is therefore mixing apples with oranges, and would often result in collecting tax from partners who owe none whatsoever.  This is true not only because of the mismatch of tax to income, but also because in most cases, even if the partnership passes through net income, by the time partnership income is allocated among all the states in which it operates, and then allocated among all its partners, the per partner amount will be quite small, usually less than the state’s personal exemption or standard deduction.

The exemption for partners whose pro rata share of partnership income in the state is less than $1,000 does not really address this situation.  For reasons explained below, there is no practical way for a PTP to apply this exemption.

Withholding from distributions is administratively burdensome, and accurate withholding is not possible

Withholding on partnership distributions is at best an enormous administrative burden, and in fact is a requirement that is virtually impossible for PTPs to comply with.  This is because, as noted above:

1. PTP units are publicly traded, which means that millions of units will change hands during the reporting period for which withholding is required, and

2. Most PTP units are held in “street name,” and the only information that the PTP has on ownership during the course of the year is the name of the broker that is holding them.

Federal law does require brokers to report to publicly traded partnerships specific ownership information on units held in street name, including name and address.   However, this information is provided only once a year for the purpose of providing partnerships with the information needed to send K-1s out to their unitholders so that the unitholders can include it in their federal tax returns.  As any partnership tax manager can attest, it is an enormous job for the partnerships to process the information sent by brokers and report to partners within the time allotted by law.

The problem this poses for quarterly withholding is evident:  By the time the first quarter distribution is paid, the list of unitholders will have changed from the one provided for federal tax reporting purposes, and by each succeeding quarter it will have changed still more.  Due to the daily trading of units, the information is somewhat outdated even at the time the partnership receives it.  A PTP faced with implementing quarterly distributions therefore has no way of knowing with any degree of accuracy which or even how many units are held by partners to whom the withholding applies.  Moreover, because income tax is calculated based on income and loss for an entire year, and withholding is quarterly, the partnership has no real way of knowing at the time it must withhold what will be the amount of income (or loss) attributable to the state for which tax is being withheld.  

For the same reason, it will be impossible to know with any accuracy which partners will have a distributive share of income in any particular state that is under the $1,000 threshold, although we believe that the vast majority would.  In addition, some of our unitholders are tax-exempt entities which will owe no tax at all.   Moreover, even if there were some way to separate out those partners who are below the threshold, withholding for the other unitholders and not for them would raise the same fungibility issue. 

The composite return provisions are not a workable alternative


The composite return alternative is not a solution to the many problems posed by a withholding requirement.  First and foremost, it poses the same fungibility issues as withholding, as the partnership will have paid tax on behalf of some partners—the electing nonresidents—and not others.   Moreover, the partnership will still have to undertake withholding for those partners who do not make the election, not only continuing the problems of withholding, but creating an impossibly complex tangle of electing and non-electing partners for each state.  While the partnership is required to report to its partners on tax payments made on their behalf, there is no requirement that individual partners, or the nominees who hold their interests in street name, make a report to the partnership on composite return elections they have filed in any particular state.  It is unlikely in the extreme that a partnership with tens of thousands of partners could possibly know this information by the filing deadline set forth in the recommendations.

The cost outweighs the benefits


Even without the concern that these requirements could, if implemented, threaten PTPs and their unitholders with a sudden loss of liquidity, it is difficult to justify imposing this type of burden on PTPs.   The costs and burden of compliance with such provisions far outweigh any possible gain in revenue to the states.  As discussed earlier, the amount paid by any unitholder once net taxable income has been divided up among all unitholders and apportioned among all the states in which the PTP does business will rarely be a large amount, and in many cases will be under the state threshold for paying tax.  Moreover, the state may well be receiving overpayments from residents with PTP income earned in other states who simply pay the state level tax on the entire amount of income in the state of residence rather than apportioning it among states.  It could well be that this produces a wash, and that each state in fact gets the revenue it ought to, albeit from different partners than the law technically says it should.


Against all this must be weighed the enormous expense and burden of attempting to comply with a distribution withholding regime, the potential reduction in market value from diminishing the quality—high cash distributions—that make PTPs attractive in the first place, the enormous inaccuracies in withholding that will result, and the fact that withholding from distributions to pay tax on partners’ pro rata share of partnership income is mixing apples with oranges.  This is an incredibly large imposition in order to address what we believe is a very minimal—and perhaps even nonexistent—revenue loss.

Conclusion


 The Coalition and its members understand the fiscal problems that states are facing at a time when the gap between spending needs and revenue sources is looming large for many.   PTPs have always made every effort to comply with all federal and state tax provisions with which they are subject, and to give their unitholders the knowledge with which to do the same.  


In this case, however, we firmly believe that the burden that would be imposed by these recommended provisions—a burden so serious as to threaten our existence as publicly traded entities—far outweighs any small contribution that our investors could be making to states’ revenue problems.   Inclusion of PTPs in these provisions would harm a number of companies and tens of thousands of investors without producing any noticeable increase in state revenues—both because we literally do not know how we would be able to comply, and because there is little revenue to be gained from this source in any case.


In short, the uniformity proposal concerning reporting options for non-resident members of pass-through entities should not apply to publicly traded partnerships.  Such partnerships can be defined with reference to the federal Internal Revenue Code (section 7704), or simply as any partnership traded on a national exchange.
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