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STATE TAXATION OF INTERSTATE COMMERCE

TUESDAY, SEPTEMBER 180 1978

U.S. SENATE,
SUBCOMMITTEE ON STATE TAXATION OF

INTERSTATE COMMERCE, OF TIlE COMMITTEE ON FINANCE,
Waehington, D.C.

The subcommittee met, pursuant to notice, at 10 a m, in room 2221,
Dirksen Senate Office Building Senator Walter F. Mondale [chair-
man of the subcommittee] presiding.

Present: Senators Long chairmann of the full committee], Mondale,
and Hanson.

Senator MONDALE. The subcommittee will come to order.
On behalf of the members of the Subcommittee on State Taxation

of Interstate Commerce, I wish to welcome you to our hearing this
morning. As many of you may know, we are directing our attention to
a problem today on which the Committee on Finance has long sought
to focus.

When the Committee on Finance was organized this year, a new
Subcommittee on State Taxation of Interstate Commerce was estab-
lished. The purpose of this subcommittee, of which I am chairman is
to examine the problems posed for interstate businesses by the mufti-
farious corporate income and sales and use taxes imposed by the dif-
ferent States. These problems have already been considered by the
House which, in two previous Con grosses, passed bills which subse-
quently were not acted upon by the Senate. Further House action now
appears unlikely unless the Senate acts first and, in an effort to begin
Senate action, the subcommittee is holding hearings today and to-
morrow. Hopefully, we will be able to recommend legislation to the
full Finance Committee.

As I have previously pointed out, the work done so far to this
problem reveals wide disagreement on several important points.
Staff work in preparation for subcommittee action has made clear
that the reason for the failure of Congress to act, umong other things
has been the almost total lack of agreement among the interested
parties-the States, their tax administrators, and the principal busi-
ness interests involved. Coordination of State taxation now appears to
be essentially a State problem, requiring agreement among the States
if congressional action is to become a reality. If, therefore, the sub-
committee's hearings are to be productive, and if these hearings are
to lead to a legislative proposal, there should, if possible, be agreement
among the interested parties on the principal points of that proposal.
There are signs that some consensus is evolving among the States
and the business interests most deeply involved. I wou ldh ope that
further steps along that road can be taken.

(1)
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As my colleague, Senator Hansen, who will soon be here, has
already pointed out in our announcement of these hearings, theproblems involved in State taxation of interstate commerce have
been with us since the earliest days of the Republic. Such long-
standing problems do not lend themselves to simple and quick solution.
What is needed now is serious attention to these problems with the
objective of developing a well-thought-out and balanced remedy which
recognizes the fundamental taxing power of the States under our
federal system and the need for eliminating tax levies and/or admin-
istrative compliance requirements which impair or impede the free
flow of commerce in our national marketplace.

We will now hear from our first witness, the Honorable Charles
McC. Mathias, Jr., from the State of Maryland, and the original
sponsor of S. 1245, one of the bills now pending on this subject.

[The subcommittee's press release announcing these hearings and
the bills, S. 1245 and S. 2092, follow:]
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PRESS RPLYASE,

FCR IMMEDIATE, RELEASE FINANCE SUBCCMMITTEI CN STATF
August 3, 1971 TAXATICNCF INTERSTATE

CCMMERCE
UNITED STATES SENATE
12. 7 Dirkeen Senate Cffice Blde.

FINANCE SUBCOMMITTEE ON STATE TAXATICN CF
INTERSTATE CCMMERCE ANNCUNCES HEARINGS CN

PRCPCSALS REGARDING STATE TAXATION CF
INTRSTATE COMMERCE

Senators Walter F, Mondale (D,, Minn,) and Clifford P, Hanson
(R,, Wyo.) have jointly announced they will chair Senate hearings on
proposals bearing on the state taxation of interstate comm erce.

The hearings before this Subcommittee of the Senate Finance
Committee will commence each day at 10:00 A M, on September 18 and
19 in Room 11.l, Dirkeen Senate Cifice Building,

In commenting upon the problems involved in state taxation of
interstate commerce, Senator Mondalo, Chairman of the Subcommittee,
stated!

"As I have previously pointed out, the work
done so far on this problem by the Congress since
the early 1960's reveals wide disagreement on
several important points, Since the problem involves
state financial matters, consensus on the part of the
states as to the contents of any Federal legislation
as well as acceptance of such provisions by business
taxpayers is vitally important if our hearings and
subsequent Subcommittee deliberations are to be
productive,

"It appears some consensus is evolving
among the states and business interests n-ost deeply
involved, I want to encourage additional efforts in
this direction prior to our hearings so that the
hearings can focus upon realistic substantive
proposals. Hopefully, the work of the Subcommittee
will help to precipitate a workable solution to the
thorny issues involved in this subject which have
been plaguing us for so tong, "

Senator Clifford P. Hansen (R , Wyo.), ranking minority member of the
Subcommittee added:

"T,)day I sn, joining with the distinguished
Senator from Minnesota (Mr. Mondale) in announc-
ing the hearings of the Senate Finance Subcommittee
on the Stat 'Taxation of Interstate Commerce which
have been set for September 18 and 19.

"Th3 problems of state taxation of interstate
commerce have been with us since the earliest days
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of the Republic. It has even been suggested that this
issue is in part responsible for the post.revolutionary
war movement for a stronger Union. A dispute between
Maryland and Virginia over the regulation of commerce
on the Potomac river led to the Annapolis Convention
of 1786, the forerunner of the Constitutional Convention.
The burdensome and often discriminatory levies imposed
in those days on interstate commerce have since been
eliminated, Today, however, instead of discriminatory
taxes, we have a situation characterized by non-uniformity,
burdensome and costly compliance procedures, and very
substantial uncertainty as to total tax liabilities.

"I have long held the belief that in most instances
the Federal Government should leave the resolution of
problems such as these to the states themselves. How-
ever, it may well be that these hearings will directly
focus the states' attention upon the difficulties faced by
interstate business operations and will precipitate state
cooperation and a general consensus with respect to
these problems. Such state action can only inure to the
benefit of the nation as a whole by removing some of the
present burdens now placed on tax administrators, by
eliminating the overlapping and voluminous amounts of
paperwork required by businesses involved in interstate
commerce, and in general by removing the remaining
impediments to the free flow of commerce across state
lines, "

These hearings will consider S. 1%45, cosponsored by Senators
Charles Mc, Mathias (R., Md.), Abraham D. Ribicoff(D., Conn,) and
Hubert H, Humphrey (D, Minn.), S. 2092., sponsored by Senator
Warren Magnuson (D,, Wash.), and the various proposals bearing on
this issue which will be brought to the attention of the Subcommittee in
the statements of witnesses and other interested persons. Additional
bills introduced in connection with this subject prior to the date of
these hearings will also be considered.

Re.,uest to Testif, -. Senators Mondale and Hanson advised
that witnesses desiring to testify during this hearing must make their
request to testify to Tom Vail, Chief Counsel, Committee on Finance,
Z..7 Dirksen Senate Cffice Building, Washington, D. C., not later than
Friday, September 7, 1973. Witnesses will be notified as soon as pos-
sible after this cutoff date as to when they are scheduled to appear.
Once the witness has boon advised of the date of his appearance, it will
not be possible for this date to be changed, If for some reason the wit-
ness is unable to appear on the date scheduled, he may file a written
statement for the record of the hearing in lieu of a personal appearance,

Consolidated Testimony.-. Senators Mondale and Hanson also
stated that the Subcommittee urges all witnesses who have a common
position or with the same general Interest to consolidate their testimony
and designate a single spokesman to present their common viewpoint

A orally to the Subcommittee. This procedure will enable the Subcommittee
to receive a wider expression of views on the total bill than it might
otherwise obtain. They urged very strongly that all witnesses exert
a maximum effort, taking into account the limited advance notice, to
consolidate and coordinate their statements.

Legislative Reorganization Act. -- In this respect, they observed
that the Legislative Reorganization Act of 1946, as amended, requires
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all witnesses appearing before the Committees of Congress "to file in
advance written statements of their proposed testimony, and to limit their
oral presentations to brief summaries of their argument. "

Senators Mondale and Hansen stated that in light of this statute
and in view of the large number of witnesses who desire to appear before
the Subcommittee in the limited time available for the hearing, all wt.
noises who are scheduled to testify must comply with the following rulAsI

(1) All statements must be filed in advance of the day on which the wit.
ness is tn appear, Witnesses scheduled to testify on Tuesday or Wednesday
must file their written statements by the Friday preceding their appearance.

(2) All witnesses must include with their written statement a summary of
the principal points included in the statement.

(3) The written statements must be typed on lettor-size paper (not legal
sie) and at least 50 conts must be submitted.

(4) W!itnesses are not to read their written statements to the Subcom-
mittee, but are to confine their ton-minute oral presentations to a sum-
mary of the points included in the statement,

(5) Not more than ten minutes will be allowed for the oral summary.
WVitnesesswho falit to comply with these rules will forfeit their privilege
to testify.

Written Statements. .. Witnesses who are not scheduled for oral
presentation, and others who desire to present a statement to the Sub.
committee, are urged to prepare a written position of their views for
submission and inclusion in the printed record of the hearings. These
written statements should be submitted to Tom Vail, Chief Counsel,
Committee on Finance, Room V.Z7, Dirkeen Senate Office Building not
later than Friday, September 8, 1973.

PR 031
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2 ill dwh t lle( 11llhur 11i11il byV commonIIDI 1,'iel or l'llile'd

3 illics t111uil.

4 A Mfille i' lor f il i ti llifii,fl s i il 1 ve, power, sliljfct to

5 t hie Iil'f Vmfif l f s'f filmis 201, 205, lid :124 (if this AM,('f

ai ti 1i pos' II 5ilhl tim o , i1f l,'lll'r' r'']it'll ('llt'('ioll (if Sides

'7 fo1' Iist,' fux wiih lospif'fo' lit1 hll illefll f' s'u , t ' f luttgilt pr-'l'-

8 S'fllffI prl)ft't'(,, if itis 1$iffl flf'llied( 1ifivt'l hf (1ff sff ttllflf'l thw

0 prece'ding $('itllf'te.

•10 TITLE II-UNIFORM RULES FOR
11 APPLICATION OF TAX
12 8EC. 201, REDUCTION OF MULTIPLE TAXATION.

I13 (ii) 1,( 'ATIOIN iF" St ~i.-- Mt il( fi' or ,lificl sIlb.

1.t flivisif ll Il,,l'f II , 111ill]im pose if ' iiNI I t'S req N il e I it ir 'I sel'er

15 Iff ('ol('t it silts fit' t1S(, lax with l'('Sp]'f't f) ll ilif'l'Stllt(' S1110

.16 of it utigihilt Jft'r-sfilf pr el'f yt'' o ilV if thfe fe lf'h lill (f I l

17 salhs is-

18 (I) ill 1l 1t, Stlle, fr

19 (2) in a llt lg ifill i uII fil' or J 'il l ti l 'id i iti,

20 (if it (coiltigItflI Slltll( f'r whli'hl tIhe lax is l'(lllil'tfI l

21 be 'oll'ted lind',r l'f'il hl c llectif n , l'f'ilf. t1 11'4

22 thu l fil'I /'ed Il llflt'l' st'f' ion 1 ,24 f itllis A('.

24 s ax iiIIsed with rIlespec't 1f itligihl-' pfl' ,llti Jf ltV

25 shll be 1 r'fdttt'('( by I(il llfitllit fif tlit\ sidefs orivi' I' ax
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1, ]peviollsly illiHurreI and paid by~ 11 Iersll withl respect to

2 di t I l )* ))1*N'tH e t O~ll I I 'V O I I It Of li~ll~ilitN- t{) ncl m 0 110 ]W ' I c (

Iloliti'al sillldivision thereof.

•4. (r') )l''NI).-.\ ,'s,,i \whio, pays a us tlix ill1,psoed

5 \illi resl'tct , 4 allgileh per-.1,iml lprt~l)t'l'ty sliall bet c~tlitled

6 11 ) reli'tiel tn'-mli tile Stite m.' illiti ,il sill)(litlisi t llit'rt'

7 ililjmsi o, 1k li. tlax, 1ijIt i l t' 1iiiietlt ()f lit' tax siP pi id, ti'

8 ifi. 41tcs or iix t x snlbstctl vitly lpaid witll tspec't ito Iit,

9! "..1111 lpropl ,• otil am',olllt of prior l lfililfy to Ilt o lEtr ,';lite

11 (!) l], I.MIT'ATION (ON (CRi''T I'OR 11 i1 .I,\xI,:S.-A

13 a iid ( c ')'t'i l ci1 hv' 1l w d wit i t4 I' ts whict' hii (i )t

1.1 (i')t ,111 hY p tilldic p. \viiiii iatl i its 1elt' a le w ts ll Ilit1I extnt l. -If, i.v l r i,, i se , y , Ille ollw l 'S' l ,e ,, p li nt,

lI ,,s li \'iisi(, ) tllerc(' \\O r( l., Illeatsill'ted h% lperi,,lic, i y

1 8 s Im "r ag et. Ils e , il ' 111l1c ,r c o ll s ti tnnlp tio ll o f ' I lle . ill Il le

1t Slnt'it r ipoltitcl sicslivis'ii llVlt'cf itl ip t' orll la l tax.

20 (c,) V\4'i )c,.A',s i F\.In) Ml~i'O? l' :s.-
21 ( I) \il t fl:s -X~ l~ , n , lbvclion (a) sl111ll

22 l'etl Il] l \'t n1 Stiltl(' m .l Imdific'.l ,,ill ivisi , ll ntt(

2:, Io ill]m -v (11' I li ' lit' 4'111h'clioll fi' it s ' , m . IIit, Ill\

21 \ illi re',,lot't Il, 'lie'l , Illa t , I't' egisu'i't'd ill lile Sitn ',

25 (i2) I"';..,-Noltliig iii this .etiim shll alTet
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1 " the power of it Stlle or political s ubdivisiii thereof 1o

2 impose or f-cylire thle co)llectio of it ah' ls or Ilse' tax

3 with riespet to II tm0, fils coi silii ed ill the state.

4 SEC. 202. EXEMPTIONS FOR HOUSEHOLD GOODS, INCLUD.

ING MOTOR VEHICLES, IN THE CASE OF PER.

6 SONS WHO ESTABLISH RESIDENCE.

7 N~o Stille or' polit ical Suibdivisioni thereof i1t1a8 itiiPOSC a1

s lls (II x , iiC tax , o r ltll l't' ( ii ,lfC rrIT iO taIx Ili('lsll'(,ld I)v cost

9 U orvallie with r'spec to h4 louisehold good(s. illchiIli Il ol o

101 ve'liicl(5 blli.ll iill . 4th aShte b%, at jpesoii li~ (''I tilbhli('5s

11 residel'ice ill tl11t Statv if Ile go(ods Were aq~ltil((d 1111d Itse(l

12 ),V 1111 at)jsWoll Ililieiy djayS (r loi(e before i(e of tle ploerly,

1:s ill tle )tlte ill which li he"ta blihes smti residence.

14 SEC. 203. TREATMENT OF TRANSPORTATION CHARGES

15 WITH RESPECT TO INTERSTATE SALES.

1 Where the freight clarg(e, or other (larges for transport-

17 ilg taiigilile p(ro)al l)propierty front the s(ler or Sup)pliCr

18 directly to the i)uchase,('r ilicidelitlI to an l interstate sale are

19 separately stated ill writing by the seller to the )urcalser, to

2() tle extent that such charges do not exceed ia reasonablo

21 clharge for ,transportation by facilities of the seller or the

2'2 charge for the transportation Iby he carrier when tile trans-

23 )ortatioll is by ot her thrall tile seller's facilities, lO State( or

24 political subdivision may in(l(le su(h charges in the measure
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1 of a sales or use tax imposed with respect to the sale or use

2 of the property.

3 SEC. 204. LIABILITY OF SELLERS OF EXEMPT SALES.

4 No seller shall be liable for the collection or paynient

5 of a sales or use tax with respect, to an interstate sale of

6 tangible personal property if the purchaser of such property

7 furnishes or has furnished to the seller a certificate or other

8 written form of evidence indicating the basis for exemption,

9 or the reason the sellr is not required to pay or collect the

10 tax. Any such certificate or writing shall give the name and

11 address ofthe purchaser, his registration number, if any, and

12 shall he signed by the purchaser or his representative.

13 SEC. 205. LOCAL SALES AND USE TAXE.

14 (a) LIMITATION ON SIHLLE COII 4",TION.-No seller

15 shall be required by a State or political subdivision thereof-

16 (1) to collect a sales or use tax of a political su)-

17 division with respect to interstate sales, or

18 (2) to classify interstate sales for sales or use tax

19 purposes according to geographic areas of the State in

20 any manner,

21 (xTcpt With r(Te.)C to iit(, 'ln e slchs, witll destlil-

22 ti1ns ill political studi visiow1 ill wlich the seller I1s a Isi-

23 ness location, Or regilarnfly iinkes delivery other than by

24 common carrier or United States mail.

25 (1)) LO(., Tx.s TIEATED AS STA,'vr, TAXI.--Xot-

21-350 0 - 74 - 2
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1 'witlistaniding t lie limitat imi'.s in Subsection (a ) , to tile ext(lt

2Ii 111 Stiat C (. nd alleocii I silt's lu 111Iis(, I UN ('5 a re'I imposed ill

3 all geograpuie areas of a State upon like transactions at the

4 s-nue coiiuliiied State and local rate, fre adlluii ter,'ed by tile
5 State, fud are otherwise l1 ipp , 1 un~iform~l," so thilt the, ,slhvi

6 is not iQ(pjired t , hssify ilterslite I: sl,. according to geo-

7 graphic areas t fll(- Stite in anty umn ,,'ler what,,sever, Sich

8 salles or utse taxes, Whet her Iimposed by thle Statev or. hv

9 lditical sbdi isin1, .shll hi e treated as State taxes, for the

10 plil'poes of this Act.

11 TITLE III-DEFINITIONS AND MIS-
12 CELLANEOUS PROVISIONS
1:3 PART A-DEFINITIONS

14 SEC. 301. SALES TAX.

15 A "Sa-l' tax" is filly tax imposed with "repect to retail

16 ,a l,, a ll silr'd bv thl' Sal(es price of t ilifgille p)e'.Sonla!

17 ip herty or setrvi ,ets with respect tI(reto, whi(hi is required

18 ly Stite- law to bie stated sepllaraltely from tle sales price by

19 tille se.ller, or ,,Which is ('uisto(umirily sytatl S tated lately froii Ilie

20 ,als price.

2 SEC. 302. USE TAX.

'22 A "use tax" is am' lJoll reen''ug tax i 'mplen entary to

2.3 it sales tax i ,uniared Iy tle purchnv price or viiue of tao gi-

24 We ",vi]( i,,'I'( ti loet: o 0erv:ices Sold,, wichi i ii iposet onl

2.5 ors witil ret:spettI t fi t't:xercise or einjoymient of ally right or



5h

8

1 power over tangible personal property incidenit to tile owner-

2, ship or possession of that property or the leasing of that

3 property front another, including any consumption, keepilig,

4 retettii, or other lise of tangible personal property.

5 SEC. 303. SALE; SALES PRICE; PURCHASE PRICE.

6 The teriHsI 'stile', ''stiles price", and 'lurclitse price"

7 sliall lie (hle(.lWd to ili( ide leases 111 relltal lIiy li('its 1i1h(leir

8 leases.

9 SEC. 304. INTERSTATE SALE.

10 All "ihiterstiate sale" is a sale in which tile tWaigille

.11, perso~il ldroperty sold is shipped or dlivered to tile pin'-

.12 chaser il a State from a point outside that State.

" SEC. 305. DESTINATION.

14 The destination of a sale is ilt lie State or political sul-

15 di'isioUt ill wich possession of tile Ipjert' is pIys('aily

16 tralisft(rred to the purchaser or to which the property is

17 sllipp,(l to I lle' p, i't'aser regardless of lhe'I' ree onI board poillit

18 or other coldiitionis of the sale.

19 SEC. 306. BUSINESS LOCATION.

20 (a) GEJNEM ,IL IRu'ipi.-A person shall he considered to

21 have a business location within a State or within a political

22 suldivision only if that person-

23 (1) owns or leases real property within the State

24 or within the political subdivision,
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.1 (2) has one or more employees located in the State,

or in the political subdivision,

3 (,3) regularly maintains a stock of tangible personal

41 property ini ,tie State, or in the 1)olitical subdivision, for

5 sale in the ordinary course of its business, or

61 (4) regularly leases out tangible personal property

7 for use in the State, or in the politicall subdivision.

8 For the purpose of 1)aragra)ih (3) , property which is on

, consiginent in tihe bands of a consignee, and which is offered

Io for sale by the consignee on his own account, shall not be

.1 considered as stock niaintained by the consignor. If a 1ison

12 has a business location in it State, or in the political sub-

1:3 division, solely by reason of paragra)h (4), he shall be coi-

14 sidered to have a business location in the State, or in the

1.5 political subdivision, only with respect to such leased prol)-

1() erty.

17 SEC. 307. LOCATION OF EMPLOYEE.

18 An emIploN'ce shall be considered to be located in a Staite

1 (0 or in a political subdivision if-

2) (1) his service is performed ent irely within that

21 State, or within that political subdivision, or

(2) his service is performed both within and with-

2I out that State, or that political subdivision, bitt in the

21 performance of his service lie regularly commences his
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I activities at, and returns to, a place within the State or

2 within the political subdivision.

3 SEC. 308. STATE.

4 Tie term "Stat't" l1a1,',s the several States (f the 1l71ited

5 States and the District of Columbia

6 SEC. 309. STATE LAW.

7 References ill this Act to "State law", "the laws of the

8 State', atd the like shall be deemed to iml-'lude a State con-

9 stitltltion, an(d to iii(,lde the statutes and olier legihittive

10 ets, jldJial decision, and adninist rat ive regulations alld

11 rulhigs of a State and of any political subdivision.

12 PART B-MISCELLANEOUS PROVISIONS

13 SEC. 321. PROHIBITION AGAINST GEOGRAPHICAL DIS.

14 CRIMINATION.

15 (i) IN (IENERA.-No provision of State law shall

I make any person liable for a greater anountt of sales or use

17 tax with respect to tngible personal property by virtue of

18 the location of any occurrence in a State outside the taxing

19 State, than the amount of the tax for which such perso

20 would otherwise be liable if such occurrence were within the

21 State. For purposes of this subsection, the term "occur-

22 renc"'' includes in~corporation, qualification to do business,

23 and the making of a taxpayment, and includes all activity of

24 the taxpayer or of a person (including tin agency of a State

25 or local government.) receiving payments from or making

26 payments to the taxpayer.
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1 (b) COMPUTATION Oi' TAx LiABmITY UNDER Dis-

2 CRIMINATORY LAWS.-WIeni any State law is in conflict

3 with subsection (a), tax liability may be discharged in the

4 nmnner which would be provided under State law if the oc-

5 currence in question were within the taxing State.

6 SEC. 322. PROHIBITION AGAINST OUT-OF.STATE AUDIT

7 CHARGES.

8 No charge may be imposed ly a State or political sub-

9 division thereof to cover any part of the cost of conducting

10 outside that State an audit for a tax to which this Adt applies.

]1 SEC. 323. PERMISSIBLE TAXES.

12 The fac't that i tax to which this Act applies is imposed

13 by at Sttt e or political subdivision di(!rcof in the form of an

14 excise, privilege, or license tax shall not, prevent the illipo.i-

15 tion of the tax on a person engaged exclusively in interstate

16 coninerce within the State; but such a tax may be enforced

17 against a) person engaged exclusively in interstate commerce

18 within the State solely as a revenue measure and not by

19 ouster from the State or by criminal or other penalty for en-

20 gaging in coinnierce within the Statte without p1rnission from

21 the State.

22 SEC. 324. RECIPROCAL COLLECTION AGREEMENTS.

2, When authorized by State law, reciprocal agreements

24 may be made )etweCn two contiguous States for the purpose

25 of requiring a seller with a business location in one of the

2(3 States to collect alpplicable State use tax (including any tax
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1 treated its t -State tax under i t iblcti) (1) of -secti 205 of

2 tlis Act) for. 1tid tf rtiiit that1 tx to, tiit ()t ler State into

3 which lie seller nmikes sales of' tailgiIde persolill l)roperly,

4 ev(1ll ttgl l i S It ',ie'ise I 1(1 sulbjecl Ito tie Jilfisdiict 1 of

5 suclt he Sate iiider secti I 101 of this Act.

6 SEC. 325. LIABILITY WITH RESPECT TO UNASSESSED

7 TAXES.

8 NoI Sttle ()I' l(h icill suldivisioiI lltereo.f sh11ll hIv it,'

9 1)(I\\ver, afterl tihe date (if tihe ('11110111cli (if this .\ct, to aswess,

10 against 1IIV person for ally 1Hritle liliig' ot or before sluch

11 dilte i Sales r itv tt nx Nvitl resiUect Ih) I iigbilet, l-t'mu 1s l

12 l)II)PUIrlY, if dIttrillpfg sittl lPeriod1 that pl-smi 114.) ll registered

13 ill tHe State for- the Purpose' Of coIllectiti IaN, hld w)o iuill(iss

14 hocalti ill tihe State, did iiot rtgullrly solicit rl'ders fir tlle

15 sale of hiaigible petrsmal lniler(e by salsilell, solicit(rs, fit

16 (It,er represent tl i'e. in llt Se Slle, 1 did ]tI() regular vn-

17 ggr'e ill tle delivelry (If iroprlty ii lle ttlle, oili('er 1la Iy

18 tmlilil carrietr ( I I'llited St tt's llail.

19 SEC. 326. EFFECTIVE DATES.

20 Sectiona1s 1I01, 3621, 322, a id :25 (If this Act shall take

21 efle(t oi the date (if the emi et 1 ieiit (of this Act. St'ct ion 25)5

22 shall Iake efTect tii lt' Iirst (bV (f tit( first ciale'ili 11 Ir-

23 Iter co iiniin g five y vilHIs, laft'r til' 'llicilli'ill it (I) tis A I.

24 'Tlu r'nmanlnig provisitls (f fIiis, At shall take effect on tit(,

25 first day of tite second cilltl(ndar qual1'st'i' eornlinelicilig ifter

26 tit', iictintviit of this Act.
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l)3D CONGRESS SST Ssio1245

IN THE SENATE OF TILE UNITED STATES

MAICII 15, 1973
Mr. MATIHIAs (for himself and Mr. Rincor) introduced the following bill;

which was read twice and referred to the Committee on Finance

A BILL
To regulate and foster commerce amoijg the States by providing

a system for the taxation of interstate commerce.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That this Act be cited as the "Interstate Taxation Act of

4 1973."

5 TITLE I-JUR1ISDICTION TO TAX
6 SEC. 101. UNIFORM JURISDICTIONAL STANDARD.

7 No State or political subdivision thereof shall have

8 power-

9 (1) to impose a net income tax or a capital stock

10 tax on a corporation other than an excluded corporation
IT
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1 unless the corporation has a business location in the

2 State or political subdivision during the taxable year;

3 (2) to impose a gross receipts tax with respect to

4 a sale of tangible personal property unless the seller has

5 a business location in the State or political subdivision;

6 (3) to require a person to collect and remit a, sales

7 or use tax with respect to an interstate sale of tangible

8 personal property unless the person-

9 (A) has a business location in the State or

10 political subdivision; or

1.1 (B) regularly makes household deliveries in

12 the State or political subdivision other than by corn-

1J mon carrier or United States Postal Service; or

14 (C) regularly engages in the State or political

15 subdivision in solicitation of orders for the sale of

16 tangible personal property by means of salesmen,

17 solicitors, or representatives (unless such solicitation

18 of orders is carried on solely by direct mail or adver-

19 rising by Ineans of printed periodicals, radio, or tele-

20 vision) ; or

21 (4) to require a seller without a lusiess location in

22 the State to collect or pay a sales or use tax when such

23 seller has obtained in writing the buyer's registration

24 number in accordance with section 304.

25 An advance payment of a sales or use tax to a seller as
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1 agent for a State made by a purchaser of tangible personal

2 property for resale shall not constitute a sales or use tax

3 for purposes of this Act if credit for the advance payment

4 is allowed in determining sales tax liability of the pur-

5 chaser under statutory provisions in effect in any State prior

(i to January 1, 1973. A State or political subdivision shall

7 have power to impose a corporate net income tax or capital

8 stock tax, or a gross receipts tax with respect to a sale of

9 tangible personal property or to require seller collection

10 of a sales or use tax with respect to an interstate sale of

11 tangible personal property, subject to the limitations of

12 section 306, if it is not denied the power to do so under

1:3 the Constitution of the United States and this or other

14 Federal statute.

15 TITLE II-MAXIMUM INCOME OR
16 CAPITAL ATTRIBUTABLE TO TAX-
17 ING JURISDICTION
18 SEC. 201. OPTIONAL THREE-FACTOR FORMULA.

19 A State or a political subdivision thereof may not

20 impose on a corporation with a business location in more

21 than one State, other than an excluded corporation, a net

22 income tax (or capital stock tax) measured by an amount

23 of net income (or capital) in excess of the amount deter-

24 mined by multiplying the corporation's buse by an apportion-

25 ment fraction which is the average of the corporation's
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1 property, payroll, and sales factors for the State or political

2 subdivision thereof for the taxable year plus, in the case of

3 a tax measured by income, the amount of income allocable

4 to the State or political subdivision thereof for the taxable

5 year. For this purpose the base to which the apportionment

6 fraction is applied shall be the corporation's apportionable

7 income as defined in this Act for the taxable year (or its

8 entire capital, reduced by investments in and advance-

9 ments to subsidiary and affiliated corporations, as deter-

10 mined under State law for the valuation date at or after

11 the close of that taxable year)

12 SEC. 202. PROPERTY FACTOR.

13 (a) IN (IEIAL.-A corporation's propertyy factor for

14 any State is a fraction, the numerator of which is the

15 average value of the corporation's real and tangible per-

16 sonal property owned and used or rented and used in that

17 State and the denominator of which is the average value

18 of all of the corporation's real and tangible personal prop-

19 erty owned and used or rented and used during the taxable

20 year and located within the United States.

21 (b) S'rANI)AUDS FOR VALUINO PROI'ERTY IN PROI'-

22 BRTY FACTOR.-

23 (1) OWNED PI'OPERTY.-Property owned by the

24 corporation shall be valued at its original cost.

25 (2) RBNT D lROPERTY.-Property rented to the
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1 corporation shall be valued at eight times the net rents

2 payable by the corporation during the taxable year.

3 Net rent is the gross rent payable by the corporation

4 less rent received by the corporation from subrentals.

5 (c) AvMAGIuNO o1 PRoPErY VALUES.-The aver-

6 age value of the corl)oratioli's lrol)erty shall be determined

7 by averaging values at the beginning and ending of the

8 taxable year; except that values shall be averaged on a

9 semianmtual, quarterly, or monthly basis if reasonably re-

10 luredd to reflect p)roperly the location of the corporation's

11 property during the taxable year.

12 SEC. 203. PAYROLL FACTOR.

13 (a) IN GH"NErIAL.-A coloration's payroll factor for

14 any State is a fraction, the numerator of which is the amount

15 of wages paid by the corporation to employees located in

16 that State and the denominlltor of which is the total amount

17 of vages, paid by the corporation to all employees located

18 within the United States during the taxable year.

19 (b) 'AYROIL INCumD.-The corporation's payroll

20 factor shall include till wages paid by the corporation during

21 the taxable year to its employees, except that there shall be

22 excluded front the factor any amount of wages paid to a

23 retired (mlloyee.

24 (C) )EFINITION OF WAoEI.-The term "wages"

25 means wages as defined for purposes of the Federal Unem-
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1 ployment Tax Act ini section 3306 (b) of the Internal Rev-

2 enue Code of 1954.

:3 SEC. 204. SALES FACTOR.

• I (a) (iN EuN.AI,.-A corporation's sales factor for any

5 State is a fraction, the numerator of which is the total sales

(i of the taxpayer in the State during the taxable year and the

7 denominator of which is the total sales of the taxpayer within

8 the Unitned States during the taxable year.

9 (b) SAILE,.S INCLUDED.-

(1) Sales of tangible personal property are in the

State if such property is received iii the State by the

12 purchaser. In the case of delivery of tangible 'personal

1'3 l)rol)erty by common carrier or by other inIans of trans-

14 portatioU, the place at which such property is ultimately

15 received after all transportation has been completed shall

.1(i be considered as the place at which such property is re-

17 eeived by the purchaser. Direct delivery in the State,

18 other than for purposes of transportation, to a person or

19 firm designated by a l)urchaser constitutes delivery to

20 the -purchaser in the State and direct delivery outside the

21 State to a person or firm designated by a purchaser does

22 not constitute delivery to the purchaser in the State,

23 regardless of where title passes or other conditions of

24 sale.
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1 (2) Sales, other than sales of tangible personal

2 property, are in the State if-

3 (A ) the incoieie-producing activity is perforiiied

4 in the State, or

5 (B) the income-producing activity is performed

6 both in and outside that State and a greater propor-

7 tion of the income-producing activity is performed

8 in that State than in any other State, based on costs

9 of performance.

10 (3) Sales shall include receipts from the rental of

11 tangible personal property, and such receipts shall be

12 considered to be in the State in which the property is

13 located.

34 SEC. 205. ZERO DENOMINATORS.

15 If the denominator of any factor is zero, then the other

16 factors shall be used as the apportionment fraction for each

17 State and political subdivision. if the denominators of all fac-

18 tors are zero, then the apportionment fraction for the State

19 where the corporation has its business location shall be

20 100 percent.

21 SEC. 20. LOCAL TAXES.

22 The maximum percentage of net income (or capital)

23 of a corporation attributable to a political subdivision for

24 tax purposes shall be determined under this title in the same

25 manner as though the political subdivision were a State; ex-
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1 cept that the denominators of the corporation's property, pay-

2 roll, and sales factors shall be the denomintitors applicable

3 to all States and political subdivisions. For this purpose the

4 numerators of the corporation's property, payroll, and sales

5 factors shall be determined by treating every reference to

6 location in a State as a reference to location in the political

7 subdivision.

8 SEC. 207. APPORTIONABLE INCOME.

9 (a) AriowrNA3LH INcoMw.-Apportionable income

10 means taxable income as determined under State law, except

11 there shall be excluded-

12 (1) income from sources without the United States

13 provided that all expenses, losses and other deductions

14 are properly apportioned or allocated thereto in accord-

15 ance with section 862 (b) of the Internal Revenue Code,

16 and

17 (2) dividends.

18 However, dividend income shall be treated'as ap)oltionable

19 income if the taxpayer's principal business activity i~i dealing

20 in securities. No State shall, because of the exclusions of this

21 section, make any offsetting adjustment of an otherwise al-

22 lowable deduction. Apportionable income of a taxpayer shall

23 not include or be measured by all or any part of the income

24 of any other corporation except as provided in section 209 of

25 this Act.
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1 (b) ADJUSTMENT OF APPOtrIONMENT FAoqRs.-If

2 apportionable income includes income derived from the sales

3 of tangible personal property, the ultimate destination of

4 which is outside the United States, either the taxpayer or

5 the State may adjust denominators of the factors described

6 in sections 202 through 204 of this Act to include payrolls,

7 sales, and property attributable to such sales.

8 SEC. 208. ALLOCABLE INCOME-DIVIDENDS.

9 Dividends, other than dividends which constitute income

10 from sources outside the United States, received from cor-

1i porations in which the taxpayer owns less than 50 percent

12 of the voting stock are allocable to the State of commercial

13 domicile of such taxpayer. Dividends which constitute in-

14 come from sources without the United States as defined by

15 the Internal Revenue Code of 1954, as amended, and

16 dividends received from corporations in which the taxpayer

17 owns 60 percent or more of the voting stock shall not be

18 allocable to any State.

19 SEC. 209. CONSOLIDATED APPORTIONABLE INCOME.

20 (a) CONSOLIDATED APPORTIONABLE INCOMF.-Ex-

21 cept as provided by subsection (b) if either a State or a

22 taxpayer establishes that a taxpayer has engaged in non-

23 arm's-length transactions, as defined in section 507, which

24 cause a material distortion of income apportioned to the State
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1 the State may require or the taxpayer may elect to determine

2 apportionable income by reference to the consolidated appor-

3 tionable income and apportionment factors of all parties to the

4 non-arm's-length transactions. In no event shall this section

5 be construed to alter the effect of the provisions of this Act

6 relating to allocable income. For purposes of this Act, con-

7 solidated apportionable income is the sum of the apportionable

8 income of all corporations consolidated with all intercorporate

9 transactions eliminated.

10 (b) ADJUST.MENT OF INCOME.- A State or political

11 subdivision thereof may not require a corporation with a husi-

12 ness location in the State or political subdivision to combine

13 or consolidate, for the purpose of determining or measuring

14 any tax, its gross receipts, income, capital, or net, worth with

15 the gross receipts, income, capital, or net worth of the
16 following:

17 (1) a corporation which is incorporated outside the

18 United States,

19 (2) any corporation, 50 percent or more (f the

20 ordinary gross income of which is excludable under

21 section 207 (a) (1) of this Act, or

22 (3) excluded corporations.

23 However, a State or political subdivision may, upon a spe-

cific finding, adjust the income of a corporation to coJrrect

21-350 0- 74 - 3
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1 any transaction with any other party consummated in the

2 manner of a non-arm's-length transaction.

3 (C) PERMITTED CONSOLIDATED INcom.-Nothing

4 contained herein shall prevent any State from permitting by

5 statute or utherwise one or more affiliated companies as de-

6 fined in section 508 to elect to file a return based on consoli-

7 dated income.

8 TITLE III-SALES AND USE TAXES
9 SEC. 301. REDUCTION OF MULTIPLE TAXATION.

10 (a) LOCATION OF SALES.-A State or political subdivi-

11 sion thereof may impose a sales or use tax or require a seller

12 to collect a sales or use tax with respect to an interstate sale

13 of tangible personal property only if the dtination of the

14 sale is-

15 (1) in that State, or

16 (2) in a contiguous State or political subdivision of

17 a contiguous State for which the tax is required to be

18 collected under reciprocal collection agreements.

19 (b) CRHWDIT FOR PNEOR TxEs,-The amount of any

20 use tax imposed with respect to tangible personal property

21 shall be reduced by the amount of any sales or use tax previ-

22 ously incurred and paid by a person with respect to the

23 property on account of liability to another State or political

24 subdivision thereof.
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1 (c) RaFUND.-A person who pays a use tax imposed

2 with respect to tangible personal property shall be entitled

3 to a refund from the State or political subdivision thereof im-

4 posing the tax, up to the amount of the tax so paid, for any

5 sales or use tax subsequently paid with respect to the same

6 property on account of prior liability to another State or

7 political subdivision thereof. For purposes of this subsection,

8 the person seeking the refund from a State or political

9 subdivision imposing the tax shall apply for the refund

10 within 1 year from the date of payment of the sales or use

11 tax to such other State or political subdivision.

12 (d) LIMITATION ON CREDIT FOR PRIOR TAXES.-

13 A credit or refund otherwise permitted under subsections

14 (b) and (c) shall not be allowed with respect to taxes which

15 are measured by periodic payments made under a lease to the

16 extent that the taxes imposed by. the other State or political

17 subdivision thereof were also measured by periodic payments

18 made under a lease for a period prior to the possession, stor-

19 age, use, or other consumption of the property in the State or

20 political subdivision thereof imposing the tax.

21 (e) VEHICLES AND MYTOR FUELS.-

22 (1) VBIMcL.-Nothing in subsection (a) shall

23 affect the power of a State or political subdivision thereof

24 to impose or require the collection of a sales'or use tax

25 with respect to vehicles that are registered in the State.
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1 (2) FuEL.-Nothing in this section shall affect the

2 power of a State or political subdivision thereof to impose

3 or require the collection of a sales or use tax with respect

4 to motor fuels consumed in the State.

5 SEC. 302. EXEMPTIONS FOR HOUSEHOLD GOODS, INCLUDE.

6. ING VEHICLES, IN THE CASE OF PERSONS WHO

7 ESTABLISH RESIDENCE. $

8 No State or political subdivision thereof may impose: a

9 sales tax, use tax, or other nonrecurring tax measured by

10 cost or value with respect to household goods, including

11 motor vehicles, brought into the State by a person who

12 establishes residence in that State if the goods were ao-

13 quired and used by that person 90 days or more before use

14 of the property in the State in which he establishes such

15 residence.

16 SEC. 33. TREATMENT OF TRANSPORTATION CHARGES

17 WITH RESPECT TO INTERSTATE SALES.

18 Where the freight charges or other charges for trans-

19 porting tangible personal property from the seller or supplier

20 directly to the purchaser incidental to an interstate sale are

21 separately stated in writing by the seller to the purchaser, to

22 the extent that such charges do not exceed a reasonable

23 charge for transportation by facilities of the seller or the

24 charge for the transportation by the carrier when the trans-

25 portation is by other than the seller's facilities, no State or
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1 political subdivision may include such charges in the measure

2 of a sales or use tax imposed with respect to the sale or use

3 of the property.

4 SEC. 304. REGISTRATION PROCEDURE;

5 A person with a business location in a State and purohas-

6 ing goods in interstate commerce must obtain a registration

7 number from that State. Persons without a business location

8 in the State may rely upon such registration, as evidenced by

9 receiving the registration number from the buyer, in writing,

10 as conclusive authority for not charging and collecting a sales

11 or usetax.

12 SEC. 38. LIABILITY OF SELLERS ON EXEMPT SALES.

13 No seller shall be liable for the collection or payment of

14 a sales or use tax with respect to an interstate sale of tangible

15 personal property if the purchaser of such property furnishes

16 or has furnished to the seller a certificate or other written

17 form of evidence indicating the basis for exemption, or the

18 reason the seller is not required to pay or collect the tax.

19 Any such certificate or writing shall give the name and

20 address of the purchaser, his registration number, if any, and

21 shall be signed by the purchaser or his representative.

22 SEC. 306. LOCAL SALES AND USE TAXES.

2 13 (a) LImITATION OF SILER COLLCTION-Notwith-
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1 standing the provisions of section 101 (3) (C), no seller shall

2 be required by a State or political subdivision thereof-

3 (1) to collect a sales or use tax of a political sub-

4 division with respect to interstate sales, or

5 (2) to classify interstate sales for sales or use tax

6 purposes according to geographic areas of the State in

7 any manner,

8 except with respect to those interstate sales with destinations

9 in political subdivisions in which the seller has a business loca-

10 tion, or regularly makes deliveries other than by common

11 carrier or United States Postal Service.

32 (b) LOCAL TAXE8 TitHATED AS STATE TAXES.-

13 Notwithstanding the limitations in subsection (a), to the

14 extent that State and any local sales and use taxes are

15 imposed in all geographic areas of a State upon like trans-

16 actions at the same combined State and local rate, are ad-

17 ministered by the State, and are otherwise applied

18 uniformly so that the seller is not required to classify inter-

' state sales according to geographic areas of the State in

20 any manner whatsoever, such sales or use taxes, whether

21 imposed by the State or by political subdivisions, shall be

22 treated as State taxes for the purposes of this Act.
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I TITLE IV-JURISDICTION
2 OF FEDERAL COURTS
3 SEC. 401. JUDICIAL REVIEW.

4 Notwithstanding section 1251 (a) of title 28, United

5 States Code, the United States Court of Claims shall have

6 jurisdiction to review do Iove any issues relating to a

7 dispute arising under this Act or ider Public Law 86-272,

8 as amended. Within 90 days of the decision of a State ad-

9 ministrative body from which the only appeal is to a court,

10 any party to the determination may petition the Court

11 of Claims for a review de novo of any such issues. The

12 findings of fact by the State administrative body shall be

13 considered with other evidence of the facts. The judgment

14. of the Court of Claims shall be subject to review by the

15 Supreme Court of the United States as provided in section

16 1254 of title 28, United States Code, as amended.

17 SEC. 402. EFFECT OF FEDERAL DETERMINATION.

18 The determination of a dispute arising hereunder by

19 the Court of Claims shall be binding for the taxable years

20 involved on any State given notice, or appearing as a

21 party, notwithstanding any prior determinations of. the

22 courts or administrative bodies of that State completed after

23 notice to that State. No statute of limitations shall bar the

24 right of a State or a corporation to an amount of tax in-

25 creased or decreased in accordance with the determination,
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1 provided action is begun within one year after the determi-

2 nation has become final.

3 TITLE V-DEFINITIONS AND
4 MISCELLANEOUS PROVISIONS
5 PART A-DEFINITIONS

6 SEC. 501. NET INCOME TAX.

7 A "net income tax" is a tax which is imposed on ,or

8 measured by not income, including any tax which is im-

9 posed on or measured by an amount arrived at by deducting

10 from gross income expenses one or more forms of which are

I not specifically and directly related to particular transaotions.

12 SEC. 502. GROSS RECEIPTS TAX.

13 A "gross receipts tax" is any tax, other than a sales

14 tax, which is imposed on or measured by the gross volume

15 of business, in terms of gross receipts or in other terms, and

16 in the determination of which no deduction is allowed which

17 would constitute the tax a net income tax.

18 SEC. 503. CAPITAL STOCK TAX; CAPITAL ACCOUNT TAX.

19 (a) CAPITAL STOOK TAx.--A "capital stock tax" ij

20 any tax measured in any way by the capital of a corporation.

21 (b) CAPITAL ACCOUNT TAx.--A "capital a0oont

22 tax" is any capital stock tax measured by number of shares,

23 par or nominal value of shares, paid-in capital, or the like,

24 not including any tax the measure of which includes any

25 element of earned surplus.
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1 SEC. 504. SALES TAX.

2 A "sales tax" is any tax imposed with respect to sales,

8 and measured by the sales price of tangible personal prop-

4 erty or services with respect thereto, which is required by

5 State law to be stated separately from the sales price by the

8 seller, or which is customarily stated separately from the

I sales price.

8 SEC. 505. USE TAX

9 A "use tax" is any nonrecurring tax, other than a sales

10 tax, which is imposed on or with respect to the exercise or

11 enjoyment of any right or power over tangible personal

12 property incident to the ownership of that property or the

13 leasing of that property from another, including any con-

14 sumption, keeping, retention, or other use of tangible

15 personal property.

16 SEC. 50&, EXCLUDED CORPORATION.

17 An "excluded corporation" is any of the following:

18 (1) Any bank, trust company, savings bank, indus-

19 trial bank, land bank, safe deposit company, private

20 banker, small loan association, credit union, cooperative

21 bank, small loan company, sales finance company, in-

22 vestment company, any type of insurance company, or

23 any corporation which derives 90 percent or more of its

24 gross income from interest (including discount).

25 (2) Any corporation more than 50 percent of the
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ordinary gross income of which for the taxable year is

derived from regularly carrying oni any one or more of

the following business activities:

(A) the transportation for hire of property or

passengers, including the rendering by the trans-

porter of services incidental to such transportation;

or

(B) the sale of electrical energy, gas, or water.

SEC. 507. ARM'S-LENGTH AND NON-ARM'S.LENGTH TRANS.

ACTION&

An ann's-length tmnstition is a transaction between two

or more affiliated ,orporations consummated at a considera-

tion in an amount which would have been charged in an

independent transaction between two or more unrelated (or-

porations under siniir circumstances considering all relevant

facts. A non-arm's-length transaction is a transaction between

two or more affiliated corporations consummated at a consid-

eration in an amount which is more or less than the amount

that would have been charged in an independent transaction

between two or more unrelated corporations under similar

circumstances considering all relevant facts.

SEC. 508. AFFILIATED CORPORATIONS.

Two or more corporations are "affiliated" if they are not

excluded corporations as defined in section 506 and are

members of the same group comprised of one or more cor-
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1 porate members connected through stock ownership with a

2 common owner, which may be either corporate or noncor-

3 porate, ini the following manner:

4 (1) 50 percent or more of the voting stock of each

5 member other than the common owner is owned directly

.6 by one or more of the other members; and.

7 (2) 50 percent or more of the voting stock of.at

8 least one of the member,; other than the common owner

9 is owned directly by the common owner.

10 SEC. 509. ORDINARY GROSS INCOME.

11 The term "ordinary gross income" means gross income

12 as determined for the taxable year under the applicable pro-

13 visions of the Internal Revenue Code of 1954, except that

14 there shall be excluded therefrom-

15 (1) all gains and losses from the sale or other dis-

16 position of capital assets, and

17 (2) all gains and losses from the sale or other dis-

18 position of property Of a character described in section

19 12.31 (b) of the Internal Revenue Code of 1954 (deter-

20 mined without regard to holding period).

21 SEC. 510. SALE.

22 For the purposes of title III, the term "sale" shall be

23 deemed to include leases and rental payments under leases.

SEC. 511. INTERSTATE SALE.

25 An "interstate sale" is a sale in which the tangible per-
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1 sonal property sold is shipped or delivered to the purchaser

2 in the State from a point outside that State.

3 SEC. 612. DESTINATION.

4 The destination of a sale is in the State or political sub-

5 division in which possession of the property is physically

6 transferred to th' purchaser, or to which the property is,

7 shipped by the seller to the purchaser, regardless of the free

8 on board point or other conditions of the sale.

9 SEC. 51W BUSINESS LOCATION.

10 A person shall be considered to have a business location

11 within a State only if that person-

12 (1) owns or leases real property within the State,

13 (2) has one or more employees located in the State,

14 (3) regularly maintains a stock of tangible personal

15 property in the State for sale in the ordinary course of

16 his business, or

17 (4) regularly leases to others tangible personal prop-

18 erty for use in the State.

19 For the purpose of paragraph (3), property which is on con-

20 signment in the hands of a consignee, and which is offered

21 for sale by the consignee on his own account, shall not be

22 considered as stock maintained by the consignor. If a person

23 has a business location in a State solely by reason of para-

24 graph (4), he shall be considered to have a business loca-

25 tion in the State only with respect to such leased property.
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1 SEC. 514. LOCATION OF PROPERTY.

2 (a) GENERAL RULE.-Except as otherwise provided

3 in this section, property shall be considered to be located in

4 a State if it is physically present in that State.

5 (b) MOVING PROPERTY.-Personal property which is

6 characteristically moving property, such as-motor vehicles,

7 rolling stock, aircraft, vessels, mobile equipment, and the

8 like, shall be considered to be located in a State if-

9 (1) the operation of the property is localized in

10 that State, or

11 (2) the operation of the property is not localized

12 in any State but the principal base of operations from

13 which the property is regularly sent out is in that State.

14 If the operation of the property is not localized in any State

15 and there is no principal base of operations in any State

16 from which the property is regularly sent out, the property

17 shall not be considered to be located in any State for purposes

18 of inclusion in either the numerator or the denominator of the

19 property factor.

20 (c) MEANING OF TERMs.-

21 (1) LOCALIZArIoN OF OPERATION.-The opera-

22 tion of property shall be considered to he localized in a

23 State if during the taxable year it is operated entirely

24 within that State, or it is operated both within and
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1 without the State but the operation without the State

2 is-

3 (A) occasional,

4 (B) incidental to its use in the transportation of

5 property or passengers from points within the State,

6 or

7 (C) incidental to its use in the production, con-

8 struction, or maintenance of other property located

9 within the State.

10 (2) BASE OF OPERATIONS.-The term "base of op-

11 rationss, with respect to a corporation's moving prop-

12 erty means the premises at which any such property is

13 regularly maintained by the corporation or by some other

14 person; except that if the premises are maintained by an

15 employee of the corporation primarily as a dwelling place

16 they shall not be considered to constitute a base of

17 operations.

18 SEC. 515. LOCATION OF EMPLOYEE.

19 (a) IN GBNFRAL.-An employee shall be considered

20 to be located in a State if-

21 (1) the employee's service is performed entirely

22 within the State;

23 (2) the employee's service is performed both within

24 and without the State, but the service performed without
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1 the State is incidental to the employee's service within

2 the State; or

3 (3) some of the service is performed in the State

4 and-

5 (A) the base of operations or, if there is no

6 base of operations, the place from which the service

7 is directed or controlled is in the State; or

8 (B) the base of operations or the place from

9 which the service is directed or controlled is not in

10 any State in which some part of the service is per-

11 formed, but the employee's residence is in the State.

12 (b) EMPLOym.-The term "employee" has the same

13 meaning as it has for purposes of Federal income tax with-

14 holding under chapter 24 of the Internal Revenue Code of

15 1954, as amended.

16 (c) CONTINUATION OF MINIMUM JURISDIoTIONAL

17 STANDARD.-An employee shall not be considered to be

18 located in a State if his only business activities within such

19 State on behalf of his employer are any of the following:

20 (1) The solicitation of orders, for sales of tangible

21 personal property, which are sent outside the State for

22 approval or rejection and (if approved) are filled by

23 shipment or delivery from a point outside the State.

24 (2) The solicitation of orders in the name of or

25 for the benefit of a prospective customer of his employer,
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1 if orders by such customer to such employer to enable

2 such customer to fill orders resulting from such solicita-

3 tion are orders described in paragraph (1).

4 (3) The installing or repairing of tangible personal

5 property which is the subject of interstate sale by the

6 employer, if such installing or repairing is incidental to

7 the sale.

8 This subsection shall not apply with respect to business ac-

9 tivities carried on by one or more employees within a State

10 if the employer (without regard to those employees) has a

11 business location in such State.

12 SEC. 516. STATE.

13 The term "State" means the several States of the United

14 States and the District of Columbia.

15 SEC. 517. STATE LAW.

16 References in this Act to "State law", "the laws of

17 the State", and the like shall be deemed to include a State

18 constitution, and to include the statutes and other legislative

19 acts, judicial decisions, and administrative regulations and

20 rulings of a State and of any political subdivision.

21 SEC. 518. TAXABLE YEAR.

22 A corporation's "taxable year" is the calendar year,

23 fiscal year, or other period u1)on the basis of which its taxable

24 income is computed for purposess of the Federal income tax.
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1 SEC. 519. COMMERCIAL DOMICILE.

2 "Commercial domicile" means the princil)al place from

3 which the trade or business of the taxpayer is directed or

4 managed.

5 SEC. 520. DIVIDENDS.

6 "Dividends" shall have the same meaning as that term

7 has under the Internal Revenue Code of 1954, as amended,

8 including any sum treated as a divendend under section 78 of

9 such Code.

10 SEC. 521. UNITED STATES.

11 The term "United States" wherever used in this Act

12 shall include only the States and the District of Columbia.

13 SEC. 522. INCOME FROM SOURCES WITHOUT THE UNITED

14 STATES.

15 Income from sources without the United States means

16 income from sources without the United States as defined by

17 the Internal Revenue Code of 1954, as amended, except that

18 section 638 of such Code shall not apply.

19 SEC. 523. PERSON.

The term "person" shall be construed to mean and

21 include an individual, a trust, estate, partnership, associa-

22 tion, company, or corporation.

23 SEC. 524. TAXPAYER.

24 The term "taxpayer" means any person subject to a

25 tax under the applicable State law.

21-350 0 - 74 - 4
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1 PART B-MISCELLANEOUS PROVISIONS

2 SEC. 525. PERMISSIBLE FRANCHISE TAXES.

. The fact that a tax to which this Act applies is ira-

4 posed by a State or l)olitical subdivision thereof in the

5 form of a franchise, privilege, or license tax shall not pre-

6 vent tile imposition of the tax on a person engaged exclu-

7 sively in interstate commerce within the State; but such a

8 tax may be enforced against a person engaged exclusively

9 in interstate commerce within the State solely as a reve-

10 nue measure and not by ouster from tile State or by crimi-

11 hal or other penalty for engaging in commerce within the

12 State without permission from, the State.

13 SEC. 526. PROHIBITION AGAINST GEOGRAPHICAL DIS.

14 CRIMINATION.

15 (a) IN GENERAL.-No provisions of State law shall
16 make any person liable for a greater amount of sales or

17 use tax with respect to tangible personal property, by

18 virtue of the location of any occurrence in a State outside

19 the taxing State, than tile amount of tile tax for which such

20 person would otherwise be liable if such occurrence were

21 within the State. For purposes of this subsection, the term

22 "occurrence" includes incorporation, qualification to do

2:) business, and the making of a tax payment, and includes

24 an activity of the taxpayer or of a person (including an
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1 agency of a State or local government) receiving payments

2 from or making payments to the taxpayer.

3 (b) COMPUTATION OF TAX LIABILITY UNDER Dis-

4 CRIMINATORY LAws.-When any State law is in conflict

5 .with subsection (a), tax liability may be discharged in the

6 manner which would be provided under State law if the

7 occurrence in question were within the taxing State.

8 SEC. 527. APPLICABILITY OF ACT.

9 Nothing in this Act shall be considered-

10 (1) to repeal Public Law 86-272, as amended,

11 with respect to any person;

12 (2) to increase, decrease, or otherwise affect the

13 power of any State or political subdivision to impose

14 or assess a net income tax or a capital stock tax with

15 respect to an excluded corporation;

16 (3) to give any State or political subdivision the

17 power to impose a gross receipts tax with respect to a

18 sale of tangible personal property if the seller would

19 not be subject to the imposition of such a gross re-

20 ceipts tax without regard to the provisions of this Act;

21 or

22 (4) to prevent a State or political subdivision from

23 enacting legislation that would result in a lesser tax

24 liability than that provided by this Act.
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1 SEC. 528. PROHIBITION AGAINST OUT-OF-STATE AUDIT

2) CHARGES.

3 No charge may be iml)osed by a State or political

4 subdivision thereof to cover any part of the cost of con-

5 ducting outside that State an audit for a tax to which this

6 Act applies including a net income tax imposed on an ex-

7 eluded corporation.

8 SEC. 529. LIABILITY WITH RESPECT TO UNASSESSED

9 TAXES.

10 (a) IaIRmI)s ENDING PRIOR TO ENACT-MENT DATE.-

11 No State or )olitical subdivision thereof shall have the

12 lower, after the date of the enactment of this Act, to assess

13 against any person any tax for tiny )eriod ending on or

14 before such (late in or for which that person, became liable

15 for such tax if during such period the State or political

16 subdivision would not have had the power to assess such

17 tax had the provisions of title I of this Act been in effect

18 during such period.

19 (1)) CEI'AIN I.)R ASSESSMENTS AND COLECTIONS.-

20 The provisions of subsection (a) shall not he construed-

21 (1) to invalidate the collection of a tax prior to the

22 time assessment became )arred under sub)section (a), or

2:3 (2) to prohibit the collection of a tax at or after the
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1 time assessment became barred under subsection (a), if

2 the tax was assessed prior to such time.

3 SEC. 530. CAPITAL ACCOUNT TAXES ON DOMESTIC COR.

4 PORATIONS.

5 The State in which a corporation is incorporated may

6 impose a capital account tax on the (orporation without

7 division of capital, notwithstanding the jurisdict ional stalld-

8 ard and limitation on attribution otherwise imposed by this

9 Act.

10 SEC. 531. EFFECTIVE DATES.

11 (a) Except as provided in section 529, this Act shall

12 apply only vith res)eet to taxable years beginning on or

13 after one year from the date of the enactinent of this Act.

14 (b) Section 306 of this Act shall be effective with re-

15 aspect to taxable periods beginning on or after July 1, 1979.
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lsT SrsIoN S. 2092

IN THE SENATE OF THE UNITED STATES

JUNE 27 (legislative day, JUNE 25), 1973

Mr. MA.oN'soN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL
To authorize a compact between the several States relating to

taxation of multistate taxpayers and to regulate and foster

commerce among the States by providing a system for the

taxation of interstate commerce.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

I-0
*(Star Print)
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1 TITLE I-CONSENT TO ENTER INTO COMPACT

2 AND CONFERRAL OF POWERS UPON COM-

3 PACT COMMISSION

4 § 101. Consent to compact

5 Congress consents to any two or more States of the

6 United States to enter into the Multistate Tax Compact de-

7 scribed in section 102 of this Act. The consent granted herein

8 shall be retroactive to the date of entry into such compaot

9 by any State if such date of entry is prior to the effective

10 date of this section.

11 § 102. Identification of compact

12 The compact referred to in section 101 is the Multistate

13 Tax Compact which has been entered into by two or more

14 States prior to January 1, 1971, and which contains the

15 following in article I thereof:

16 "The purposes of this compact are to:

17 "1. Facilitate proper determination of State and local

18 tax liability of multistate taxpayers, including the equitable

19 apportionment of tax bases and settlement of apportionment

20 disputes.
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1 "2. Promote uniformity or compatibility in significant

2 components of tax systems.

3 "3. Facilitate taxpayer convenience and compliance in

4 the filing of tax returns and in other phases of tax admin-

5 istration.

6 "4. Avoid duplicative taxation."

7 § 103. Limitation on certain compact provisions

8 No corporation may make, with respect to any taxable

9 year in which it is taxable in more than one State for in-

10 conme tax purp~oses within the meaning of section 301 (c)

11 of this Act, the election provided for in article III(1) to

12 apportion and allocate income in accordance with article

13 IV of the compact.

14 § 104. Additional powers

15 In addition to the powers conferred upon the Multistate

16 'rax Commission by the compact consented to in section

17 101, the Commission shall have the power to adopt such

18 rules and regulations as it deems appropriate for the admin-

19 istration of titles II through V of this Act. The exercise of

20 the powers granted by this section shall be subject to the

21 following conditions:

22 (a) Any rule or regulation shall be adopted in accord-

23 antce witl the procdtilre established in section 2 of article

24 VII of the compact: Prorided, however, That the notice

25 required therein shall be given to each State.
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1 (b) Any rule or regulation shall have the same force

2 and effect in "a State as it would have if it were adopted by a

3 Federal administrative agency empowered to adopt a simi-

4 ]or rule or regulation, unless within one hundred and eighty

5 days after the adoption thereof by the Multis-tate Tax Com-

6 mission it has been rejected by the Slate in a rule o)r regila-

7 .tion adopted in aceordntce with the State's procedure for the

8 adoption of a rule or regulation pertaining to the same sub-

9 ject matter.

10 (c) No rule or regulation adopted pursuant to this sec-

11 tion shall be effective prior to one hundred and eighty days

12 after adoption of this Act.

13 (d) The bylaws of the Multislate Tax Commission,

14 established by article VI of the compact, slhll contain:

15 (1) Procedures for States which have not adopted

16 the compact to become associate members of the Corn-

17 mission, said piwcedttres to be substantially the same as

18 those provided for in the bylaws in effect on January 1,

19 1971.

20 (2) Procedures for designation, by the Governor of

21 ewh associate member State, of bhe tax administrator

22 empowered to exercise voting rights on behalf of such

23 State.

24 (3) A provision granting to eaoh associate member,

25 wibh respect to any Commission action taken pursuant to
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1 tl --seotion, the same wing rights as are enjoyed by

2 regular members of the Commission.

3 (4) A provision that any action taken hereunder

4 must be approved both by a majority of the total number

5 of members and by those members representing a major-

6 ity of the total population of the member State as allowed

7 by the latest Federal census: Provided, however, That

8 "member" shall include both an associate member and a

9 regular member.

10 (5) A provision that the voting rights of associate

11 member States shall be subjeot to the associate members

12 having contributed to the Commission an amount to be

1" established by the Connission, such amount to be

14 no greater than the amount which would have been ap-

15 portioned to such State if all associate members were

16 regular members.

17 TITLE II-JURISDICTION TO TAX

18 § 201. Jurisdictional standards

19 No State or political subdivision thereof shall have power

20 to require a person to collect and remit a sales or use tax

21 with respect to an interstate sale of tangible personal prop-

22 erty unless the person (1) has a business location in the

23 State; or (2) regularly makes deliveries in the State other

24 than by common carrier or United States mail; or (3) reg-

25 ularly engages in the State in solicitation of orders for the
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1 sale of tangible personal property by means of salesmen,

2 solicitors, or representatives (unless such solicitation of or-

3 ders is carried on solely by direct mail or advertising by

4 means of newspapers, radio, or television).

5 A State or political subdivision shall have power, subject

6 to the limitations of section 40"5 of this Act, to require seller

7 collection of a sales or use tax with respect to an interstate

8 sale of tangible personal property, if it is not denied the

9 power to do so under the preceding sentence.

10 TITLE III-MAXIMUM INCOME ATTRIBUTABLE

11 TO TAXING JURISDICTION

12 § 301. Apportionment; taxable in a State; combined re-

13 porting

14 (a) OPTIONAL TIREE FACToI FoumuILA.-A State or

15 a political subdivision thereof may not impose for any tax-

16 able year on a corporation taxable in more than one State,

17 other than an excluded corporation, a net income tax meas-

18 ured by an amount of net income in excess of the amount

19 determined by (1) multiplying the corporation's apportion-

20 able income by an apportionment fraction, the numerator of

21 which is the sum of the property factor, the payroll factor,

22 and the sales factor, excluding those factors which have negli-

23 gible denominators and the denominator of which is three re-

24 duced by the number of factors which are excluded, and (2)
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1 in the State of taxpayer's commercial domicile only, such

2 dividends as are assignable thereto under section 306 (b).

3 A negligible denominator is one which is less than 10

4 per centum of one-third of the corporation's net income.

5 (b) APPORTIONABLE INCOME.-For this purpose the

6 apportionable income to which the apportionment fraction

7 is applied shall be such corporation's net income for that

8 taxable year as determined under State law, with the ex-

9 ceptions provided for in section 306.

10 (c) TAXABLE IN MORE THAN ONE STATE; TAXABLE

11 IN A STATE.-For purposes of this title, a corporation is

12 taxable in more than one State if (1) in more than one

13 State it is subject to a net income tax, a franchise tax

14 measured by net income, a franchise tax for the privilege

15 of doing business, or a capital stock tax, or (2) more than

16 one State has jurisdiction to subject the corporation to a

17 net income tax regardless of whether, in fact, that State

18 does or does not.

19 For purposes of this title, a corporation is taxable in

20 a State if (1) in that State it is subject to a net income

21 tax, a franchise tax measured by net income, a franchise

22 tax for the privilege of doing business, or a capital stock

23 tax, or (2) that State has jurisdiction to subject the corpo-

24 ration to a not income tax regardless of whether, in fact, that

25 State does or does not.
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1 Notwithstanding the statute of limitations in a State for

2 the filing of anmended returns and claims for refunds, if it is

3 subsequently determined that a corporation is taxable in a

4 State for which a return was not originally filed, such corpo-

5 ration may file amended returns and claims for refunds in

6 any State to which sales have been assigned under the pro-

7 visions of section 304 (b) (2) of this Act, but only for the

8 purpose of revising the sales factor by reassigning such

9 sales.

10 (d) COMBINED REPORTIN.-Any State may require

11 the apportioned income of a corporation to be determined by

12 reference to the combined income and apportionment fac-

13 tors of all corporations of the affiliated group of which the

14 corporation is a member. Any member of an affiliated group

15 may elect to determine its apportioned income for any State

16 by reference to the combined income and apportionment

17 factors of all corporations of the affiliated group.

18 § 302. Property factor

19 (a) IN GENERAL.-The property factor is a fraction,

20 the numerator of which is the average value of the real and

21 tangible personal property which is located in a State and,

22 whether owned or rented, is used in that State by the cor-

23 poration and the denominator of which is the sum of the

24 corporation and the denominator of which is the sum of the
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I corporation's property factor numerators as determined un-

2 der this section for such year for all States in which the cor-

3 poration is taxable. The denominator of the property factor

4 shall not include the value of any property located in a State

5 in which the corporation is not taxable.

6 (b) VAIUATION.-Property owned by the corporation

7 shall be valued at its original cost. Property leased to the

8 corporation shall be valued at eight times the gross rents pay-

9 able by the corporation during the taxable year without any

10 deduction for amounts received by the corporation from

11 subrentals.

12 The average value of property shall be determined by

13 averaging the values at the beginning and ending of the tax-

14 able year but the State tax administrator may require or

15 permit the averaging of monthly values during the taxable

16 period if reasonably required to reflect properly the average

17 value of the corporation's property.

18 §303. Payroll factor

19 (a) IN GE\ERA,L.-Tle payroll factor is a fraction, the

20 numerator of which is the total amount paid in the State

21 during the taxable year by the corporation as compensation

22 and the denominator of which is the sum of the corporation's

23 payroll factor numerators as determined under this section for

24 such year for all States in which the corporation is taxable.

25 If an employee is located in any State in which the
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1 corporation is not taxable, the compensation paid to that

2 employee shall not be included in either the numerator or the

3 denominator of the corporation's payroll factor for any State

4 or political subdivision.

5 (h) LOCATION OP (!OMl'ENSATION.-Compensation is

6 paid in the State if:

7 (1) the employee's service is performed entirely

8 within the State;

9 (2) the employee's service is performed both with-

10 in and without the State, but the service performed with-

11 out. the State is incidental to the employee's service

12 within the State; or

13 (3) some of the employee's service is performed

14 in the State and (a) the base of operations or, if there

15 is no base of operations, the place from which the em-

16 ployee's service is directed or controlled is in the State,

17 or (b) the base of operations or the place from which

18 the service is directed or controlled is not in any State

19 in which some part of the service is performed, but the

20 employee's residence is in the State.

21 § 304. Sales factor

22 (a) GENERATL.-The sales factor is a fraction, the nu-

23 merator of whi.h is the sales of the corporation which are

24 located in the State during the tax year, and the denominator
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1 of which is the total sales by the corporation everywhere

2 during the tax year.

3 (b) L)CATION OF SALEs OF TANGIBLE PERSONAL

4 PROPERTY.--Sales of tangible personal property are in-

5 eluded in the numerator of a State if-

6 (1) the property is delivered or shipped to a pur-

7 chaser within the State, and the corporation is taxable

8 in the State, regardless of the f.o.b. point or other con-

9 ditions of the sale; or

10 (2) the property is shipped from an office, store,

11 warehouse, factory, or other place of storage in the State

12 and the property is delivered or shipped to a purchaser

13 within a State in which the corporation is not taxable,

14 or the purchaser is the United States Government and

15 the property is delivered or shipped to a place outside

16 the United States, including the District of Columbia.

17 Other than such sales to the United States Government,

18 sales of tangible personal property which are delivered

19 or shipped to a place outside the United States, includ-

20 ing the District of Columbia, are not included in the

21 numerator of a State.

22 (c) LOCATION OF CERTAIN OTHER SALES.-

23 (1) Sales of services shall be included in the numer-

24 ator of the State in which the service is performed.

25 Sales of services rendered in two or more States shall,

21-350 0 - 74 - 5
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1 for the purpose of the numerator of the sales factor, be

2 divided between those States in proportion to the direct

3 costs of performance incurred in each such State by the

4 taxpayer in rendering the services.

5 (2) Sales of real property, if the corporation is

6 engaged primarily in the business of selling real prop-

7 erty, are included in the numerator of the State in which

8 the property is located.

9 (3) Sales which consist of receipts from the rental

10 of tangible personal property shall be considered to be

11 located in the State in which the property is located.

12 (d) ALL OTiiER SAIxs.-All gross receipts, other

10 than those described in subsections (b) and (c) of this

14 section, shall be excluded from both the numerator and the

15 denominator of the sales factor.

16 § 305. Local taxes

17 The maximum income of a corporation attributable to a

18 political subdivision for tax purposes shall be determined

19 under this title in the same manner as though the political

20 subdivision were a State; except that the denominators of

21 the corporation's property factor, payroll factor, and sales

22 factor shall be the denominators applicable to all States atnd

23 political subdivisions. For this purpose the numerators of

24 the corporation's property factor, payroll factor, and sales
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1 factor shall be determined by treating every reference to

2 a State as a reference to the political subdivision.

3 §306. Exclusions from apportionable income

4 (a) EXCLUSIoN OF INCOME C()NSII)E.ED To BE Fou-

5 ION SouRCE INcomm.-The apportionable income of a tax-

6 payer shall not include income described in section 951(a)

7 (1) of the Internal Revenue Code.

8 (b) CoR'OA'rTE I)IviDENi.-The apportionable in-

9 come of a taxpayer shall not include income derived from

10 dividends paid by a corporation in which taxpayer owns

11 at least 80 per centui of the voting stock; dividends other-

12 wise taxable shall be assigned to the State of taxpayer's

13 commercial domicile and may be subjected to a net income

14 tax only in such State; no State shall, by reason of not

15 including such dividends in apportionable income, make any

16 offsetting adjustment of an otherwise allowable deduction.

17 TITLE IV-SALES AND USE TAXES

18 § 401. Reduction of multiple taxation

19 (a) LOCATION OF SALIS.-A State or political sub-

20 division thereof way impose a sales tax or require a seller

21 to collect a sales or use tax with respect to an interstate

22 sale of tangible personal property only if the destination of

23 the sale is-

24 (1) in that State, or

25 (2) in a contiguous State or political subdivision
r
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1 of a contiguous State for which the tax is required to

2 be collected under reciprocal collection agreements as

3 authorized under section 406.

4 (b) CREDIT FOR PRIOR TAxEs.-The amount of any use

5 tax imposed with respect to tangible personal property shall

6 be reduced by the amount of any sales or use tax previously

7 incurred and paid by a person with respect to the property

8 on account of liability to another State or political subdivision

9 thereof.

10 (c) REFUND.-A person who pays a use tax imposed

11 with respect to tangible personal property shall be entitled

12 to a refund from the State or political subdivision thereof

13 imposing the tax, up to the amount of the tax so paid, for

14 any sales or use tax subsequently paid with respect to the

15 same property on account of prior liability to another State

16 or political subdivision thereof.

17 For purposes of this subsection, the person seeking the

18 refund from a State or political subdivision imposing the tax

19 shall apply for the refund within one year from the date of

20 payment of the sales or use tax to such other State or political

21 subdivision.

22 (d) LiMITATION ON CREDIT FOR PRIOR TAXES.-A

23 credit or refund otherwise permitted under subsections (b)

24 and (c) shall not be allowed with respect to taxes which are

25 measured by periodic payments made under a lease to the
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1 extent that the taxes imposed by the other State or political

2 subdivision thereof were also measured by periodic payments

3 made under a lease for a period prior to the possession, stor-

4 age, use, or other consumption of the property in the State

5 or political subdivision thereof imposing the tax.

6 (e) VEHICLES AND MOTOR FUELS.-

7 (1) VmucIcE.-Nothing in subsection (a) shall

8 affect the power of a State or political subdivision thereof

9 to impose or require the collection of a sales or use tax

10 with respect to vehicles that are registered in the State.

11 (2) FuEL.-Nothing in this section shall affect

12 the power of a State or political subdivision thereof to

13 impose or require the collection of a sales or use tax

14 with respect to motor fuels consumed in the State.

15 §402. Exemptions for household goods, including motor

16 vehicles, in the case of persons who establish

17 residence

18 No State or political subdivision thereof may impose a

19 sales tax, use tax, or other nonrecurrhig tax measured by cost

20 or value with respect to household goods, including motor

21 vehicles, brought into the State by a person who establishes

22 residence in that State if the goods were acquired and used

23 by that person ninety days or more before use of the property

21 in the State in which he establishes such residence.
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1 § 403. Treatment of transportation charges with respect

2 to interstate sales

3 Where the freight charges or other charges for trans-

4 porting tangible personal property from the seller or supplier

5 directly to the purchaser incidental to an interstate sale aro

6 separately stated in writing by the seller to the purchaser, to

7 the extent that such charges do not exceed a reasonable

8 charge for transportation by facilities of the seller or the

9 charge for the transportation by the carrier when the trans-

10 portation is by other than the seller's facilities, no State or

11 political subdivision fiay require the seller to include such

12 charges in the measure of a sales or use tax imposed and col-

13 lected by the seller with respect to the sale or use of the

14 property.

15 1 404. Liability of sellers on exempt sales

16 "No seller sill be liable for the collection or payment

17 of a sales or use tax with respect to an interstate sale of

18 tangible personal property if the purchaser of such property

19 furnishes or has furnished to the seller a certificate or other

20 written form of evidence indicating the basis for exemption,

21 or the reason the -seller is not required to pay or collect the

22 tax. Any such certificate or writing sh-.ll give the name and

23 address of the purchaser, his registration number, if any,

24 and shall be signed by the purchaser or his representative.
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1 § 405. Local sales and use taxes

2 No seller shall be required by a State or political sub-

3 division thereof to classify interstate sales for use tax col-

4 lection purposes according to geographic areas of the State

5 in. any manner other than to account for interstate sales with

6 destinations in political subdivisions in which the seller (1)

7 has a business location; or (2) regularly makes deliveries

8 other than by common carrier or United States mail.

9 Where in all geographic areas of a State sales and use

10 taxes are imposed on like transactions at the same combined

11 State and local rate, are administered by the State, and are

12 otherwise applied uniformly so that a seller is not required

13 to classify interstate sales according to geographic areas of

14 the State in any manner whatsoever, such sales or use taxes,

15 whether imposed by the State or by political subdivisions,

16 shall be subject to the jurisdictional rule of section 201 of

17 this Act.

18 § 406. Reciprocal collection agreements

19 When authorized by State law, reciprocal agreements

20 may be made between two contiguous States for the purpose

21 of requiring a seller with a business location in one of the

22 States to collect applicable State use tax for, and to remit

23 that tax to, the other State into which the seller makes sales

24 of tangible personal property, even though he is otherwise

25 not subject to the jurisdiction of such other State under sec-

26 tion 201 of this Act.
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1 PART A-DEFINITIONS

2 § 501. Net income tax

3 A "net income tax" is a tax which is imposed on or

4 measured by net income, including any tax which is imI)osed

5 on or measured by an amount arrived at by deducting from

6 gross income expenses one or more forms of which are not

7 specifically and directly related to particular transactions.

8 § 502. Sales tax

9 A "sales tax" is any tax imposed with respect to sales,

10 and measured by the sales price of tangible personal property

11 or services with respect thereto, which is required by State

12 law to be stated separately from the sales price by the seller,

13 or which is customarily stated separately from the sales price.

141 § 503. Use tax

15 A "use tax" is any nonrecurring tax, other than a sales

16 taix, which is imposed on or with respect to the exercise or

17 enjoyment of any right or power over tangible personal prop-

18 erty incident to the ownership of that property or the leasing

19 of that property from another, including any consumption,

20 keeping, retention, or other use of tangible personal property.

21 § 504. Excluded corporation

22 A financial organization or a public utility is an ex-

23 eluded corporation. "Financial organization" means any bank,

24 trust company, savings bank, industrial bank, land bank, safe

25 deposit company, private banker, savings and loan association,
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1 credit union, cooperative bank, small loan company, sales

2 finance company, investment company, or any type of in-

3 surance company. "Public utility" means any business entity

4 -(1) -which owns or operates any plant, equipment, property,

5 franchise, or license for the transmission of communications,

6 transportation of goods or persons, except by pipeline, or the

7 production, transmission, sale, delivery, or furnishing of elec-

8 tricity, water, or steam; and (2) whose rates of charges for

9 goods or services have been established or approved by a

10 Federal, State, or local government or governmental agency.

11 §505. Affiliated corporation

12 (a) Two or-more corporations are "affiliated" if they

13 are included corporations as defined herein and if they are

14 members of the same group comprised of one or more corpo-

15 rate members connected through stockownership with a com-

16 mon owner, which may be either corporate or noncorporate,

17 in the following manner:

18 (1) At least 80 per centum of the voting stock of

19 each member other than the common owner is owned

20 directly by one or more of the other members; and

21 (2) At least 80 per centum of the voting stock of at

22 least one of the members other than the common owner

23 is owned directly by the common owner.

24 The fact that a corporation is an "excluded corporation"

25 as defined in section 504 shall not be taken into account in
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1 determining whether two or more other corporations are

2 "affiliated".

3 (b) The term "included corporation" means any corpo-

4 ration except-

5 (1) Excluded corporations as defined in section

6 504. '

7 (2) Western Hemisphere Trade Corporations as

8 defined in section 921 of the Internal Revenue Code.

9 (3) Possessions companies as defined in section 931

10 of the Internal Revenue Code.

11 (4) Corporations entitled to the special deduction

12 for China Trade Act Corporations under section 941 of

13 the Internal Revenue Code.

14 1(5) Corporations, substantially all of the income

15 of which is derived from sources without the United

16 States. For this purpose substantially all of the income

17 of a corporation shall be deemed to be derived from

18 sources without the United States if the sum of 'the ap-

19 portionment fractions of such corporation for all States

20 under title III of this Act, without the application of

21 section 304 (b) (2) thereof, averages less than one-tenth

22 (10 per centum) per year for the current year and the

23 two preceding years, or such lesser number of years as

24 the corporation was in existence. The United States, as
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1 used in this paragraph, means the fifty States and the

2 District of Cohunbia.

3 §506. Sale

4 For the purpose of title IV only, the term "sale" shall

5 be deemed to include leases and rental payments under

6 leases.

7 § 507. Interstate sale

8 An "interstate sale" is a sale in which the tangible per-

9 sonal property sold is shipped or delivered to the purchaser

10 in the State from a, point outside that 1tate.

11 § 508. Destination

12 The destination of a sale is in the State or political sub-

13 division in which possession of the property is physically

14 transferred to the purchaser, or to whiel the property is

15 shipped to the )urchaser, regardless of the free on board

16 point or other conditions of the sale.

17 § 509. Business location

18 (a) GE-NERAL RUJE.-A person shall be considered to

19 have a business location within a State only if that person-

20 (1) owns or leases real property within the State,

21 or

22 (2) has one or more employees located in the

23 State, or

24 (3) regularly maintains a stock of tangible per-

25 sonal property in the State for sale in the ordinary course

26 of his business, or
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1 (4) regularly leases to others tangible personal

2 property for use in the State.

3 For the purpose of paragraph (3), property which is

4 on consignment in the hands of a consignee, and which is

5 offered for sale by the consignee on his own account, shall

6 not be considered as stock maintained by the consignor.

7 If a person has a business location in a State solely by

8 reason of paragraph (4), he shall be considered to have a

9 business location in the State only with respect to such
I

10 leased property.

11 § 510. Location of property

12 (a) GENERAL Rui.-Except as otherwise provided

13 in this section, property shall be considered to be located

14 in a State if it is physically present in that State.

15 (b) MOVING PROPERTY.-Personal property which is

16 characteristically moving property, such as motor vehicles,

17 rolling stock, aircraft, vessels, mobile equipment, and the

18 like, shall be considered to be located in a State if-

19 (1) the operation of the property is localized in

20 that State, or

21 (2) the operation of the property is not localized

22 in any State but the principal base of operations from

23 which the property is regularly sent out is in that

24 State.

25 If the operation of the property is not localized in any State
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1 and there is no principal base of operations in any State from

2 which the property is regularly sent out, the property shall

3 not be considered to be located in any State for purposes of

4 inclusion in either the numerator or the denominator of the

5 property factor.

6 (c) MEANING OF TERMS.-

7 (1) LOCALIZATION OF OPERATIONs.-The opera-

8 tion of property shall be considered to be localized in a

9 State if during the taxable year it is operated entirely

10 within that State, or it is operated both within and

11 without that State but the operation without the State

12

13 (A) occasional, or

14 (B) incidental to its use in the transportation

15 of property or passengers from points within the

16 State to other points within the State, or

17 (C) incidental to its use in the production,

18 construction, or maintenance of other property lo-

19 cated within the State.

20 (2) BAsE OF OPERATIONS.-The term "base of

21 operations", with respect to a corporation's moving

22 property means the premises at which any such prop-

23 erty is regularly maintained regardless of whether such

24 premises are maintained by the corporation or by some

25 other person; except that if the premises are maintained
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1 by an employee of the corporation primarily as a dwell-

2 ing place they shall not be considered to constitute a

3 base of operations.

4 § 511. Location of employee

5 Ail employee shall be considered to be located in a State

6 if-

7 (a) the employee's service is performed entirely

8 within the State;

9 (b) the employee's service is performed both within

10 and without the State, but the service performed with-

11 out the State is incidental to the employee's service with-

12 in the State; or

13 (c) some of the service is performed in the State

14 and (1) the base of operations or, if there is no base of

15 operations, the place from which the service is directed

16 or controlled is in the State, or (2) the base of opera-

17 tions or the place from which the service is directed or

18 controlled is not in any State hi which some part of the

19 service is performed, but the employee's residence is in

20 the State.

21 The term "employee" has the same meaning as it has

22 for purposes of Federal income tax withholding under chap-

23 ter 24 of the Internal Revenue Code of 1954.

24 § 512. State

25 The term "State" means the several States of the United
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1 States and the District of Columbia: Provided, however, That

2 the term shall also include, for purposes of sections 302

3 through 304, the Commonwealth of Puerto Rico, any terri-

4 tory or possession of the United States, and any foreign coun-

5 try or political subdivision thereof.

6 § 513. State law

7 References in this Act to "State Law," "the laws of the

8 State," and the like shall be deemed to include a State con-

9 stitution, and to include the statutes and other legislative acts,

10 judicial decisions, and administrative regulations and rulings

11 of a State and of any political subdivision.

12 § 514. Taxable year

13 A corporation's "taxable year" is the calendar year,

14 fiscal year, or other period upon the basis of which its taxable

15 income is computed for purposes of the Federal income tax.

16 § 515. Compensation

17 "Compensation" means wages, salaries, commissions, and

18 any other form of remuneration paid to employees for per-

19 sonal services.

20 § 516. Commercial domicile

21 "Commercial domicile" means the principal place from

22 which the trade or business of the taxpayer is directed or

23 managed.

24 § 517. Dividends

25 "Dividends" means distributions made in cash or prop-
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1 erty from the earnings and profits of a corporation as earn-

2 ings and profits are defined for Federal tax purposes, but

3 net of any "deemed foreign tax paid" which may be re-

4 quired to.be added for Federal income tax purposes under

5 section 902 of the Internal Revenue Code.

6 PART B-MISCELLANEOUS PROVISIONS

7 §518. Permissible franchise taxes

8 The fact that a tax to which this Act applies is imposed

9 by a State or political subdivision thereof in the form of a

10 franchise, privilege, or license tax shall not prevent the im-

11 position of the tax on a person engaged exclusively in inter-

12 state commerce within the State; but such a tax may be

13 enforced against a person engaged exclusively in interstate

14 commerce within the State solely as a revenue measure and

15 not by ouster from the State or by criminal or other penalty

16 for engaging in commerce within the State without permis-

17 sion from the State.

18 § 519. Prohibition against geographical discrimination

19 (a) IN GENERAL.-No provision of State law shall make

20 any person liable for a greater amount of sales or use tax with

21 respect to tangible personal property, by virtue of the loca-

22 tion of any occurrence in a State outside the taxing State,

23 than the amount of the tax for which such person would

24 otherwise be liable if such occurrence were within the State

25 (subject to section 520). For purposes of this subsection, the
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1 term "occurrence" includes incorporation, qualification to do

2 business, and the making of a taxpayment, and includes an

3 activity of the taxpayer or of a person (including an agency

4 of a State or local government) receiving payments from or

5 making payments to the taxpayer.

6 (b) COMPUTATION OF TAX LIABILITY UNDER Dis-

7 CRIMINATORY LAw.-When any State law is in conflict

8 with subsection (a), tax liability may be discharged in the

9 manner which would be provided under State law if the oc-

10 ourrence in question were within the taxing State.

11 § 520. Applicability of Act

12 Nothing in this Act shall be considered-

13 (a) to repeal Public Law 86-272 with respect to

14 any person; or

15 (b) to increase, decrease, or otherwise affect the

16 power of any State or political subdivision to impose

17 or assess a net income tax with respect to an excluded

18 corporation.

19 § 521. Prohibition against out-of-State audit charges

20 No charge may be imposed by a State or political sub-

21 division thereof to cover any part of the cost of conducting

22 outside that State an audit for a tax to which this Act

23 applies, including a net income tax imposed on an excluded

24 corporation.

21-350 0 - 74- 6



64

29

1 § 522. Liability with respect to unassessed taxes

2 (a) PERIODS ENDING PRIOR TO ENACTMENT DATE.-

3 No State or political subdivision thereof shall have the power,

4 after the date of the enactment of this Act, to assess against

5 any person any tax for any period ending on or before

6 such date in or for which that person became liable for

7 such tax if during such period the State or political sub-

8 division would not have had the power to assess such tax

9 had the provisions of title II of this Act been in effect

10 during such period.

11 (b) CERTAIN PRIOR ASSESSMENTS AND COLLEC-

12 TIONs.-The provisions of subsection (a) shall not be con-

13 strued- 1

14 (1) to invalidate the collection of a tax prior to

15 the time assessment became barred under subsection

16 (a), or

17 (2) to prohibit the collection of a tax at or after

18 the time assessment became barred under subsection

19 (a), if the tax was assessed prior to such time.

20 § 523. Effective dates

21 (a) Except as provided in section 522, titles II and

22 III of this Act shall apply only with respect to taxable

23 years ending after the date of the enactment of this Act.

24 (b) Section 405 of this Act shall be effective with
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1 respect to taxable periods beginning on or after July 1,

2 1976.

3 (c) The remaining provisions of this Act shall take

4 effect on the date of the enactment of this Act, unless a

5 specific date is provided for in any such provision.

6 § 524. Evaluation of State progress

7 The Committee on the Judiciary of the House of

8 Representatives and the Committee on Finance of the

9 United States Senate, acting separately or jointly, or both,

10 or any duly authorized subcommittees thereof, shall for

11 five years following the enactment of this Act evaluate the

12 progress which the several States and their political subdivi-

13 sions are making in resolving the problems arising from

14 State taxation of interstate commerce and if, after five years

15 from the enactment of this Act, the States and their political

16 subdivisions have not made substantial progress in resolving

17 any such problem, shall propose such measures as are deter-

18 mined to be in the national interest.
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93DCONGRESS H. R. 2096

IN THE SENATE OF THE UNITED STATES

SEPTEMBER 12,1973
Read twice and referred to the Committee on Finance

AN ACT
To prohibit the imposition by the States of discriminatory

burdens upon interstate commerce in wine, and for other
purposes.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

a SBOTION 1. (a) Congress finds that the imposition by

4 one State of State taxes, regulations, prohibitions, and re-

5 quirements which discriminate against wine produced outside

6 the State, and the imposition of unreasonable requirements as

7 conditions for shipment into and sale or distribution of wine

8 in a State, materially restrain, impair, and obstruct corn-

9 merce among the several States.

10 (b) Congress declares that, in the exercise of the power

II

d
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1 to regulate commerce among the several States granted to it

2 by article I, section 8, clause 3 of the United States Constitu-

3 tion, its purpose and intent in enacting this Act is to eliminate

4 the obstructions to the free flow of commerce in wine among

5 the several States resulting from acts of the States which

6 impose discriminatory and unreasonable burdens upon such

7 commerce.

8 SEC. 2. (a) Wherever the law of any State permits the

9 transportation or importation of wine into that State, such

10 State may not impose with respect to any wine produced out-

11 side the State, or from materials originating outside the S tate,

12 any tax, regulation, prohibition, or requirement which is not

13 equally applicable with respect to wine of the same class

14 (established under section 5041 (b) of the Internal revenue

15 Code of 1954) (1) produced in, or from materials originating

16 in, the State imposing such tax, regulation, prohibition, or

17 requirement, or (2) produced outside the State, or produced

18 from products produced outside the State.

19 (b) A State which permits the sale of wine within the

20 State shall permit the transportation or importation of wine

21 of the same class (established under section 5041 (b) of the

22 Internal Revenue Code of 1954) produced outside the State,

23 or from materials originating outside the State, into such

24 State for sale therein upon terms and conditions equally

25 applicable to all wine of the same class (established under
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1 section 5041 (b) of the Internal Revenue Code of 1954)

2 sold in the State.

3 SEc. 3. (a) Notwithstanding the provisions of section 2

4 of this Act, each State retains the right-

5 (1) to engage in the purchase, sale, or distribution

6 of wine; and

7 (2) to exercise discretion in the selection and list-

8 ing of wine to be purchased or sold by each such State.

9 (b) No State which exercises the rights set forth in

10 subsection (a) may impose with respect to wine of any class

11 (established under section 5041 (b) of the Internal Revenue

12 Code of 1954) any tax, regulation, license fee, prohibition

13 or markup, which discriminates against. wine of such class

14 produced outside such State.

15 SE. 4. Whenever any interested person has reason to

16 believe that any State has violated any of the provisions of

17 section 2 or 3 (b) of this Act, such person may file in a

18 district court of the United States of competent jurisdiction,

19 a civil action to enjoin the enforcement thereof. Such court

20 shall have jurisdiction to hear and determine such action,

21 and to enter therein such preliminary and permanent orders,

22 decrees, and judgments as it shall determine to be required

23 to prevent any violation of section 2 or 3 (b).

24 SEc. 5. As used in this Act-

25 (1) the term "State" means any State of the United
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Ii States, any political subdivision of any such State, any

2 department, agency, or instrumentality of one or more

3 such States or political subdivisions, and the Common-

4 wealth of Puerto Rico; and

5 (2) the term "person" means any individual and

6 any Corporation, partnership, association, or other busi-

7 ness entity organized and existing under the law of the

8 United States or of any State.

Passed the House of Representatives September 11,

1973.

Attest: W. PAT JENNINGS,
Clerk.
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Senator MONDALE. Our first witness, Senator Mathias, has long taken
a special interest in this issue and is a sponsor of one of the chief pro-
posals introduced in the Senate on this matter. He has long been press-
ing this committee to commence the hearings which we start today to
try to come to grips with this problem.

Senator Mathias, we are pleased to have you testify today.

STATEMENT OF HON. CHARLES McC. MATHIAS JR., A U.S. SENATOR
FROM THE STATE OF MARYLAND

Senator MATHIAS. Thank you very much.
As your staff has so thoughtfully notified us in this statement here on

the desk, which is underlined in red, that we are not to read our state-
ments but to submit them with a brief oral presentation, I will ask
permission to submit my full statement.

Senator MONDALE. Certainly and I am sure it will be as impressive
either way. The statement willappear in the record as if read.

Senator MATHIAS. As you suggest, this legislation has a long
history. I was just sitting here thinking about the fact that in its
p resent form the bill really is a result of an agreement reached by the
ate Senator Harry Byrd of Virginia, who was chairman of this

committee, and Representative Emanuel Celler of New York, who
was chairman of the House Judiciary Committee.

I am sure you remember the somewhat different philosophies of
Senator Byrd and Chairman Celler. So, I think it is a matter of some
singular importance that both of them agreed completely and totally
on the necessity of this legislation. They felt the present situation was
strangling the business community in America and that it needed some
urgent attention.

The bill was a matter of some disputed jurisdiction originally.
Senator Byrd agreed to assign the initial work of drafting the legisla-
tion to the House Judiciary Committee and Chairman Celler under-
took that task, and it was performed under his leadership and direc-
tion. The principals who were immediately involved in the work
were former Congressman Edward Lewis, and former Congressman
William McCulloch of Ohio, and I mention their names particularly,
because there have been objections from some State officials that this
bill would, in some way, infringe upon States rights. In my entire
period of service in the Congress, I can't think of two men who were
more vigorously adamant in the protection of States rights and in the
preservation of the maximum degree of local initiative than Edward
Willis and Bill McCulloch. They were States rights men; yet they
understood the necessity of this legislation, they understood very well
how it would operate, and they understood very well that people
would benefit from the bill and that the States would not suffer
from the bill. After all, what is the purpose of the States but to serve
the people.

I, myself, served on the committee in the other body. In 1964 we
produced a four-volume report which is very exhaustive and I hasten
to assure the chairman I won't attempt to quote at length from that
four-volume report now. It is available, however, and I think it will be
of some assistance to this committee.
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The chairman has, himself, been a distinguished attorney general
for the State of Minnesota, and I think understands the problems of
the collection of State tax as well as any Member of the Senate. I had a
somewhat similar experience as assistant attorney general of Mary-
land when I was given as a primary responsibility the collection of
State taxes. I have tried to approach this bill from the point of view of
that experience, and I feel that this bill is not going to prejudice
States in the collection of their proper revenues and that, on the other
hand, it is going to enormously relieve the businessmen of America of
an arbitrary burden.

I feel we have created a paperwork jungle. We have created the
necessity for the filing of numerous tax returns, forms, and informa-
tion. It is not always accompanied by the obligation to pay a tax,
but we have the necessity to carry out this endless internal require-
ment of paperwork and, therefore, actually, I think it poses an un-
reasonable and arbitrary task on American business,

While Europe is beginning to enjoy the benefit of a unified economic
system, we are condoning the fragmentation of the great American
market, which has played such an enormously important part in our
development. I believe that this bill, which I wholeheartedly endorse
and hope will be approved and reported favorably by this committee,
will go a long way toward removing some of the artificial economic
barriers that we have allowed to grow up and toward restoring the vigor
of the great continental market which has been one of the unique
strengths of the American economic system.

Thank you, Mr. Chairman.
Senator MONDALE. Thank you, Senator Mathias. As we begin

these hearings one of the questions that arises is, Why the urgency lor
legislative action? We have at present a system, or lack of theory,
whichever you want to call it, that has been in existence for many,
many years. It has been adjusted from time to time by Supreme
Court decisions which give a new twist to existing law. Different
States apparently try new policies from time to time, followed by, I
gather, a great deal of informal unwritten accommodations. What
would you say is the chief reason for the urgency today of changing
that? I think I understand what you are saying but I would like you to
emphasize why you think we should act?

Senator MATHIAS. Well, I think there are institutional reasons for
urgency and individual reasons for urgency. Let me take the individual
reasons first.

We have now got a fragmented kind of system where anyone who
engages in any substantial interstate commerce whatever incurs
various obligations to various taxing authorities. They may be States,
they may be counties, they may be municipalities. The patchwork is
now so varied that it is really impossible for a small businessman to
find his way around the resulting jungle. So he incurs liabilities. He
doesn't really know what they are. The liabilities may be merely to
file an information request or a return or it may be to pay a tax. He
may not be sure.

I-asked a constituent of mine how he found his way around in this
jungle and he said: "Well, I get these various requests for information
and I don't have an in-house accountant and I don't have an in-house
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lawyer so I put them all down in the bottom drawer of my file cabinet
and when I can get to it, I will, but in the meantime, I hope none of
them blows up on me."

Well, that is really as good an expression of the urgency as I can give
you because liabilities which incur are beyond the ability of the average
businessman to take care of and so they may "blow up" on him.

Senator MONDALE. You say, "blow up." In other words, it is your
impression that in many cases interstate businesses cannot know what
kind of tax liabilities are accruing.

Senator MATHIAS. That is exactly what I am saying.
Senator MONDALE. Is it because the system is vague?
Senator MATHIAS. It is vague, and it is confusing. The rates are

different, the methods of assessment are different, the imposition of
tax is different in different localities.

Senator MONDALE. Is it the complexity of the problem?
Senator MATHIAS. Yes, and, of course, that is what this bill aims

at. This bill would provide uniformity so that a businessman who
wants to do business across State lines, across county lines, or across
municipal lines can, because of the uniformity of the system, under-
stand the nature of his obligation and can discharge it.

Now, because State taxation on the scale that we are now paying
is a fairly novel thing in America-and we are really talking about
something which has really grown up in the last generation-State
taxing authorities have not really reached the level of efficiency which
I think they will reach and which they ought to reach. Nobody wants
to deny the State taxes to which they are entitled, but with computer-
ization, with better administrative methods, with better methods of
detection, with better reporting, I think the State taxing authorities
are going to be more and more efficient and the perplexing forms and
so on, which the small businessman can't handle today and puts in
his bottom drawer against the day when his accountant comes in or
his lawyer comes in, will explode on him because the States are going
to have means of following these cases more exactly. And as that
happens, the burden on business increases, the frustration of the busi-
nessman increases and I think the unreasonable aspects of Govern-
ment bears down more heavily on the average citizen.

Senator MONDALE. Well, thank you very much for a most useful
statement and for placing this issue in perspective. I am most grateful
for your appearing today.

Senator MATHIAS. Thank you, Mr. Chairman.
[The statement of Senator Mathias follows:]

TESTIMONY OF CHARLES McC. MATHIAS, JR., A U.S. SENATOR FROM THE STATE

OF MARYLAND

Mr. Chairman and members of the subcommittee, I appreciate the opportunity
to appear before you today on a subject I believe can be described a one of the
more pressing areas of "tax reform" demanding congressional attention.

I commend the subcommittee for holding these hearings and hope they will
result in the enactment this year of much needed remedial legislation.

I think it is fitting that these hearings are being held by a subcommittee of the
Committee on Finance, for it was this committee which initiated the legislation
which became the first enactment in this important area, the so-called stop-gap
legislation of 1959 (Public Law 86-272).

Since coming to the Congress in 1961 I have consistently introduced interstate
tax legislation. The latest version is S. 1245, the Interstate Taxation Act of 1973.
Senators Ribicoff and Humphrey have joined me as cosponsors of S. 1245.
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The magnitude of the problem has increased manyfold since that initial legisla-
tion. When I served on the House Special Subcommittee on State Taxation of
Interstate Commerce, we issued a four-volume report at the end of 1964. We found
at that time, for example, sales and use taxes were levied by approximately 2,300
State and local units. Since that time there has been about a 250 percent increase,
Commerce Clearing House reports that today there are more than 8,000 entities
which levy sales and use taxes. And there are 46 different state corporate income
tax laws, plus other laws of general applicability, such as gross receipts and capital
stock taxes. The problem of determining liability with this vast number of differing
taxes appear almost insurmountable particularly for the small businessman.

We do not claim that S. 1245 is the perfect solution but believe it provides
a more than adequate basis for the development of legislation which would be
satisfactory to both the business community and State and local governments.
Your hearing schedule is crowded, so I will not attempt to describe S. 1245 in
detail, for I know you will hear much about it, both pro and con, during these
hearings. I would submit for the record, however, a section-by-section analysis of
S. 1245 and a copy of the remarks I made at the time S. 1245 was introduced.
The basic design of S. 1245 is to provide some certainty for the business com-
munity as to its liability for State and local taxes applicable to interstate business.
I believe that its income tax provisions-for example, those applying to appor-
tionment of income or capital-are perhaps less controversial than the sales and
use tax provisions. S. 1245 makes concessions to the views of the States in the
apportionment area when compared with earlier versions of the legislation, such
as that which I introduced in the 91st and 92nd Congresses.

I believe the sales and use tax provisions of S. 1245, however, would provide
the most substantial relief for small business. In general, if a company, large or
small, has a business location in the State, then it would be liable for collection
of sales and use taxes as well as the payment of income taxes. If the business did
not have a business location as defined in S. 1245, an interstate seller would be able
to rely on registration procedure as assurance that the business purchaser is liable
for the payment of tax to the State in which he is located. Such a procedure would
remove the liability for collection from the seller who makes only occasional sales,
often with the cost of compliance exceeding the amount of tax due.

Having begun my government service at the State level, I am not unmindful
of the needs of the States and localities for revenue, I think I have indicated this
by my consistent support for revenue-sharing legislation. As I have said on a
number of occasions we expect the States and localities to be responsible in their
use of general revenue-sharing funds. But we must also expect them to act respon-
sibly by breaking down tax barriers that impede the free flow of commerce among
the 50 States. If we do not, then I fear that we face what a former Chairman of
the House Judiciary Committee termed "balkanization" of the economy, inci-
dentally, it was this House Committee on which I served which initiated legislation
which passed the House by overwhelming majorities in 1968 and 1969.

Actually, I believe that a proper registration procedure with adequate reporting
to the States would in the long run increase sales and use tax revenues. With the
growth of sophisticated tax collection methods, State and local governments would
for the first time be able to compile a record of total sales from out of State.
Therefore, they would be able to collect the maximum revenues from taxpayers
from within the State rather than rely on the present selective method of collection
from out-of-State sellers, principally large firms.

Major business organizations who will be appearing later in these hearings have
worked with me in developing S. 1245, I know they also have been trying to
reach an accommodation with the States. Of course, the most desirable course of
action would be reporting legislation that is 100 percent agreeable to all affected
g arties, I hope such an agreement can be reached. I think much progress has

een made. If unanimity is impossible, I would urge the subcommittee to recom-
mend legislation along the lines of S. 1245 at the earliest possible date so that the
Senate can act on it in 1973.

If we delay much longer, I fear there will be an ultimate demand for Federal
collection and distribution of most, if not all, state and local taxes. Existing laws
have created a chaotic condition with widespread non-compliance due largely to
lack of knowledge of liability, with always the possibility of a demand for years
of back taxes plus penalties, Individual problems of businessmen have been
described by their letters in support of this bill.
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Perhaps the most succinct summary comes from a small businessman who
wrote as follows:

Even though it is our sincere intent to be a good corporate citizen, I know
that we are in violation of some taxing legislation at some governmental
level, but I don't know which one, where it is, or the extent of our liability.
In some cases, the penalties for late filing or non-compliance are staggering.

On the other hand, the cost of locating each taxing authority, filing, keeping
up to date with the rules, regulations and rates, plus finding any new taxing
authorities is even more costly.

I have a few more illustrations of the type of problems being faced on a day to
day basis by those who operate in interstate commerce, but in the interest of
time I will not read them but ask that they be included as part of my testimony.

. . . we have not had a sale in California since 1967 and we have not had a
sale in Arkansas since 1968, yet we must still file an annual Sales Tax report
with California and submit monthly reports to Arkansas; we have had no em-
ployees in Alabama since 1968, yet we must still file an Employers Quarterly
Tax Withholding report; we have had no fuel purchases nor trucks in Nebraska
since 1970, yet we must file a monthly report indicating zero activity."

... we are a small company employing 55 people . . . Sales are made to all
types of businesses, schools, hospitals and government agencies in all 50 states
through manufacturers representatives ...

"We have no property or employees at any location other than in * * * . . . As
a practical matter we now have three l)eol)le in our accounting department who
probably send as much time accumulating the information necessary for tax
returns and preparing tax returns as they spend on the accounting necessary for
the operation of our business...

"Our principal concern at this time is the State of *** We were first contacted
by the State of *** in September of 1963. We did not apply for a sales tax permit
because it appeared that there would be some Federal regulation to regulate
interstate taxation . . . The Tax Commission did send an auditor in March of
1971 and I point out that this was nearly eight years after the first contact. We
cooperated with the auditor and before he left he informed us that we would
receive a determination of the tax due for the years prior to 1971 . . .

"The * * * tax people let the problem drag seven and one half years before
the first audit. Over two years have passed between this audit and a date when we
can expect a determination of tax for prior years. The l)rOsl)ects are that because
of the delay the accumulated interest and penalty will exceed the tax...

"We are aware that if we receive a * * * sales tax permit we will have to make
regular returns-the worst. part of which is that these sales will have to be reported
by counties and special tax districts with special assessments for some of the tax
districts. The auditor suggested that we might make use of a coml)uter for this
detailed accounting. We don't need a computer to run our business but it isn't
hard to see where it would be useful for tax accounting. We are also mindful of the
fact that there are 44 other states collecting sales and use taxes as well as innumer-
able counties, cities, and special tax districts."

"We are a small company, less than 50 employees . . .
"We do business in all 50 states . . .
"Most of our dealers do not buy from us daily or weekly. Many of them l)urchase

only two, three or four times per year. According to individual State law some
of these sales should be taxable, others are not. In some states a particular type
of sale is taxable, in another state it is not.

"Then there is the constant bickering with each State about incc,me tax. Some
say we owe it if we have a desk and phone in their state. Some base it on whether
our sales representatives are local or out of state."

"In an attempt to determine what our tax status is in other states, we wrote
exactly the same letter to 43 states, outlining the way we do business and inquiring
if any of their state tax laws applied to us. After 60 days, we have received only
31 replies, of which only 5 gave an unqualified yes, that we were liable for collect-
ing sales and use taxes, and 1 a )robable yes. Seven gave an unqualified no, 2 a
probable no, and 6 advised us to consult a private attorney. The remainder gave
various indefinite answers or sent copies of their tax laws with no comments."

"The awareness of an unknown tax liability has plagued us for some time.
We have subscribed to state tax services and tried in many ways to determine our
tax liabilities accurately. However, from time to time we are confronted with a
liability from some town or subdivision concerning a tax liability we knew nothing
about.
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"We have also discovered that the contents of local tax laws are not clear,
leaving a great deal of discretion to the administrators which can change as admin-
istrators are replaced.

"We had been advised by our auditing firm and our own tax people that we
were not liable for the business and occupation tax in the State of * * *. However,
due to some insignificant technicality we were found liable and had to pay taxes
for five years retroactive to 1966. During this investigation we also discovered
that any local municipality could also tag on a piggyback tax if they so desired.

"In some areas . . . local taxation has made us raise our eyebrows and con-
sider whether or not we wish to continue to sell in the area."

[From the Congressional Record, Mar. 15, 1973]

By Mr. MATHIAS (for himself and Mr. RIBICOFF):
S. 1245. A bill to regulate and foster commerce among the States by providing

a system for the taxation of interstate commerce. Referred to the Committee
on Finance.

THE INTERSTATE TAXATION ACT

Mr. MATHIAS. Mr. President, I am introducing the Intirstate Taxation
Act of 1973. I am pleased that the senior Senator from Connecticut (Mr. RinIcoFF)
is joining me in this effort. Our bill is a revised version of legislation that we
introduced in the 92d Congress, and prior legislation that I introduced in the
91st Congress as a Member of the Senate and even prior to that time during my
service in the House of Representatives.

On October 11, 1972, I introduced S. 4080, a version of this legislation which
made major concessions to the States and localities which have opposed earlier
versions and asked for comments after it had been studied by those who would
be affected by its provisions. I have received many such comments, and the bill
I am introducing today contains revisions reflecting some of these suggestions.

The Interstate Taxation Act has the support of a substantial segment of the
business community. I have received the expert help of tax technicians drawn
from the National Association of Manufacturers, Council of State Chambers
of Commerce, the National Association of Wholesalers-Distributors, and other
organizations. This bill also has the endorsement of many other single product
or service business associations.

The revisions are primarily in the direction of additional concessions to the
States and localities. Perhaps the major change from S. 4080 involves a major
simplification of the provision relating to consolidated returns and combined
reporting.

As did S. 4080, this new version embodies some of the concepts, particularly
those relating to sales and use taxes of S. 3333 introduced in the 92d Congress
by the chairman of the Committee on Commerce, the distinguished senior Senator
from Washington (Mr. MAGNUSON).

Mr. President, in both the 90th and 91st Congress, the House passed by over-
whelming majorities State taxation legislation similar in its thrusts to that which
I am introducing today. Since that time, the workload of the Committee on
Finance has been such that it has not even been able to hold public hearings on
the subject. I am most pleased that the chairman of the Committee on Finance,
the distinguished senior Senator from Louisiana (Mr. LONo) told the Louisiana
Association of Tax Administrators late last year that-

"It is likely that time can be found in 1973 to undertake.... public hearings."
I am also pleased that the committee has created a subcommittee to deal with

pressing problems such as that addressed by the Interstate Taxation Act of 1973.
The subcommittee, the Subcommittee on State Taxation of Interstate Commerce,
is chaired by the distinguished Senator from Minnesota (Mr. MONDALE) and is
privileged to have the Senator from Wyoming (Mr. HANs EN) as the ranking
minority member.

Mr. President, as I have indicated on past occasions, now that we have accom-
plished a fundamental and far-reaching change in Federal-State fiscal relation-
ships, it becomes even more urgent that we turn our attention to legislation
designed to bring order into the present chaotic system of taxing interstate com-
merce by State and local governments. We expect the States and localities to be
responsible in their use of Federal revenue-sharing funds, but we must also ask
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that they act responsibly in breaking down tax barriers that impede the free
flow of commerce between the 50 States. I am particularly pleased that the
distinguished chairman of the Committee on Finance (Mr. LONG) in the speech I
just referred to indicated that with the enactment of the revenue-sharing bill,
Public Law 95-512-

"The arguments against an interstate tax bill of some sort have been weakened."
The Interstate Taxation Act of 1973 has substantial support in the business

and industrial community. It meets many of the earlier objections of the States,
and I believe provides an adequate base along with other State taxation bills
certain to be introduced for the earliest possible consideration by the Committee
on Finance.

I urge the distinguished chairman of the Subcommittee of State Taxation of
Interstate Commerce to schedule public hearings as soon as possible, hopefully
before the Committee on Finance is confronted with major legislation coming
from the House.

Mr. President, I ask unanimous consent that a copy and explanation of my
bill be printed in the RECORD at this point.

There being no objection, the bill and explanation were ordered to be printed
in the RECORD, as follows: I

EXPLANATION OF MAJOR PROVISIONS OF S. 1245, THE INTERSTATE TAXATION
ACT OF 1973

S. 1245 is a revision of S. 4080 introduced in the 92nd Congress in October
of 1972. S. 4080 incorporated features of a number of bills that had been introduced
over a period of time. Many of its provisions were supported by a significant
portion of the business community and a number of State tax officials. The revi-
sions in S. 4080 contained in this new bill primarily implement a further meeting
of minds between the affected business taxpayer groups and key State officials

TITLE I-JURISDICTION TO TAX

SECTION 101. UNIFORM JURISDICTIONAL STANDARDS

This section aims to provide protection for the business that is selling in inter-
state commerce from being liable for payment or collection of taxes in States
where that business has no business location while at the same time preserving
the legitimate interest of the States in collecting all taxes to which they are
entitled.

The present sales and use tax jurisdictions would be preserved for the States
by codifying (with an exception benefiting primarily small business) the present
law as enunciated in the Supreme Court cases of Scripto, Inc. v. Carson, 362
U.S. 107 (1960) and National Bellas Hess, Inc. v. Department of Revenue of the
State of Illinois, 386 U.S. 753 (1967).

The bill would afford relief from sales tax liability for businesses without a
business location in the State-that is, generally medium and small businesses
wholesalers and small manufacturers-through a registration number procedure.

The seller, without a business location in a State, would be able to rely on a
sales and use tax registration number procedure, prescribed in Section 304, as
assurance that the business buying the product would assume liability for pay-
ment of any sales or use tax that may be due. "Business location,' which is
defined in Section 513, generally means owning or leasing real property within
the State, or having one or more employees located in the State, or regularly
maintaining a stock of tangible personal property in th6 State for sale in the
ordinary course of business. Since most of the larger corporations would tend to
have "business locations" in States in which they are making interstate sales,
their tax liability would not be greatly affected by this registration number pro-
cedure. Rather the registration number procedure would tend to benefit pri-
marily the smaller businesses-the type of business that the House Judiciary
Subcommittee on State Taxation of Interstate Commerce found to be in widespread
noncompliance, through lack of knowledge, inability to comply, etc., with sales
and use tax payments on interstate sales. In that the procedure clarifies liability
for payment of sales and use taxes, it should be helpful to States in actually
collecting the taxes that are not being collected now, as well as relieving small
business from potential liability that hangs over their heads.

I The bill is reprinted at p. 6.
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Section 101 also provides for a "business location" jurisdictional test for im-
posing a corporate net income tax, a gross receipts tax or capital stock tax on a
corporation. The reason for this provision is well stated in the December 1971
Report of the Committee on Interstate Taxation of the New York Bar Associa-
tion. The report states:

"In our Committee's judgment, the policy of requiring a corporation to contrib-
ute to the support of the government of each State providing a market for its
goods or services is outweighed by the policy of freeing multistate business firms
from the onerous administrative burdens of keeping records and filing tax reports
for a multiplicity of States and localties with which their economic contacts are
relatively small. In our view, the governmental services furnished by a State to an
enterprise having no permanent establishment within that State's borders are
not likely to be sufficiently substantial to justify the imposition of income tax
compliance burdens on such an enterprise. This judgment leads us to support the
"business location" test set forth in Clause (1) in Section 101 of the Rodin Bill
as affording an appropriate means of alleviating the compliance problem."

TITLE 11-MAXIMUM INCOME OR CAPITAL ATTRIBUTABLE TO TAX JURISDICTION

SECTIONS 201-206 OPTIONAL THREE-FACTOR FORMULA

The bill provides an optional Three-Factor Formula (property, payroll, and
sales) for apportionment of income or capital of interstate corporations. This is the
most widely used formula and has been recommended by the Commissioners on
Uniform State Laws in the Uniform Division of Income Tax Purposes Act
(UDITPA). A taxpayer would still have the right to use a different apportionment
formula that may be provided for by State law, but the Three-Factor Formula
and other provisions of Title II serve as a maximum.

The bill adopts the approach of the so-called "Ad Hoc" bill S. 3333, of the 92nd
Congress, to apportion all income in the tax base except portfolio dividends which
would be allocated to commercial domicile. Foreign source income generally and
intercorporate dividends would be excluded both from allocable and apportionable
income. This will clear up the confusion that has developed in the application of
UDITPA between "business" income that is apportionable among the states by
the use of the Three-Factor Formula and "non-business" income which is al-
locable to a specific State.

The shift in this bill to placing greater emphasis on apportioning income among
the States by formula, as opposed to allocating that income to specific States by
situs, constitutes a major concession by the business community to those States
that have been advocating this approach. There has been a developing trend among
the States to support apportioning income among the States by the Three-factor
Formula rather than allocating by situs. Business generally in the past has pro-
posed clarifying the confusion in UDITPA between apportionable "business"
income and allocable "non-business" income by specifying what types of income
should be apportioned and what types should be allocated.

SECTION 204. SALES FACTOR-"THROWBACK RULE"

The bill assigns sales by destination in a State as the simplest, most equitable
attribution procedure. It gives due weight to the role of the market in the overall
production of income or capital and is one that many businesses and States have
learned to live with and prefer. The so-called "throwback" provision, found in the
Uniform Act (UDITPA), is not included in the sales factor. The "throwback
rule" provides that in the case of sales to the United States Government and when
the taxpayer is not taxable in the State of the purchaser, the sale will be recap-
tured or "thrown back" to the State of the origin of the sale.

It would appear more equitable and appropriate that the receipts factor include
sales on a straight destination basis since the purpose and intent of the apportion-
ment formula is to arrive at a reasonable basis for assigning some part of the cor-
poration's total income to a particular State based on the activity performed in
that State. Therefore, in attempting to measure this activity, the guidelines should
be focused on what is being done in the State-and not what the taxpayer is not
doing in some other State. In utilizing the receipts factor, it is recognized that
part of the income or capital is attributable to the selling activity in the market
State and, therefore, any change from a straight destination test results in at-
tributing a smaller part of the total income or capital to the selling activity than
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would be the case by utilizing a straight destination test. The market oriented
States must rely largely on the sales factor to have a share of major multistate
business assigned to them. Other States that are relatively less market oriented
have property and payroll factors, as well as sales, to increase their share of the
taxable income or capital. The justice of this concept has been recognized by a
number of major States, including some that are not market oriented States,
which have deleted the "throwback" provision in enacting the Uniform Act.
These States have recognized that recapture involves an administrative complex-
ity that may cost more than the tax difference. The House Judiciary Subcom-
mittee on State Taxation of Interstate Commerce on page 244, Volume 1 of their
report, stated that:

"It should also be observed that the existing throwback rules add to the com-
plexity of the system even if their applicability is clear. When a throwback rule
applies, it will normally require the taxpayer to develop data in addition to that
needed to comply with the primary division-of-income rules of the taxing State.
When a destination State requires that certain sales be thrown back to the State
of origin, for example, the taxpayer is required to determine the point of origin
of each transaction subject to the throwback. The development of such informa-
tion may materially increase the burden of compliance."

SECTION 207. APPORTIONABLE INCOME

Corporations necessarily have, in addition to their regular business income,
income which is not earned in the course of their regular trade or business. To the
extent that such income is not earned in the United States, it is not properly
apportionable by formula to the various States. Section 207(a) insures that only
income earned in the United States will be apportioned among the States by
formula.

The Section 207(a) provision that apportionable income for a corporation shall
not be determined by reference to the income of any other corporation needs to be
related to Section 209 on "Consolidated Apportionable Income" which provides
for determining apportionable income for affiliated groups of companies under
certain circumstances.

Additional language has been added to Section 520 to make it clear that a State
cannot properly include foreign taxes deemed to be paid which are treated as
dividends for Federal income tax purposes as part of the State tax base. This is
meant to clear up a confusion that has developed in some States that have attempt-
ed to follow the Federal tax base without recognizing that the "gross-up" of foreign
taxes required by Federal law is simply a device used in connection with the appli-
cation of the foreign tax credit which then eliminates such taxes from the Federal
base. Since States do not have a foreign tax credit, failure to permit an adjustment
for the gross-up results in a State attempting to impose a tax on fictitious income
to which it has no legitimate claim. Most recently this has been a problem in the
State of Illinois.

The alternative Apportionment Election permitted by Section 208(b) of S. 4080
has been deleted from this bill. This provision would have allowed a taxpayer to
elect to include in apportionable income gains, profits, and income derived from the
sale of personal property without the United States. The deletion of this provision
constitutes a further concession to the State tax collector viewpoint that generally
objects to the taxpayer being given elections which it is assumed would be exer-
cised to benefit the taxpayer at the expense of the State.

Section 207(b) on "Adjustment of Apportionment Factors" accomplishes the
same purpose as Section 208(c) (2) of S. 4080. It provides for adjustment of the
denominators of the apportionment factors to include payrolls, sales, and property
that are attributable to the sale of tangible personal property, the ultimate destina-
tion of which is outside the United States, because the income derived from the
sale is included in apportionable income. The income from such a sale would be
included in apportionable income when it is not "income from sources without the
United States" as defined in Section 862 of the Internal Revenue Code because
the sale takes place or the title passes, in this country and the property is then
shipped outside of the country. The adjustment of the denominators of the factors
is made necessary because Sections 202-204 define the denominators as including
only property, payroll, sales within the United States, but such sales may involve
property, payroll, and sales located outside of the United States. To properly
ap portion income it is essential that the apportionment factors reflect values
directly related to the specific income to be apportioned.
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SECTION 208. ALLOCABLE ICO.ME-DIVIDEFJDS

l)ividends, except dividends from affiliates, are allocable to the State of com-
mercial domicile. Dividends received from an affiliated corporation in which the
taxpayer owns 50% or more of the voting stock and income from sources outside
the United States generally are excluded both from apportionable and allocable
income and so would not be in the tax base. These exclusions from apportionable
income are provided for in the Section 207 definition of "apportionable income."

Section 208 has strong support from business and many States.
Since a State should be attempting to tax only income derived from sources in

that State, it would seem obvious that the States should not be taxing income
earned overseas, but this is precisely what some States are attempting to do. In
fact, som- States are attempting to go beyond commonly accepted worldwide
ooncepts of taxing international income.

Section 207 provides that corporate dividends are to be excluded from income
apportioned among the States by formula unless dealing in securities is the tax-
)ayer's principal business. Section 208 then provides for allocation of dividends,

excel)t dividends from affiliates, to the State of commercial domicile. This type of
allocation is in accordance with intent of the Uniform Act (UDITPA) but Con-
gressional action is made necessary by a September 10, 1971, recommendation by
the Multistate Tax Commission (MTC) to the States for regulations that would
apportion dividend income. The regulations which the MTC proposes to change
hasically were worked out after much effort by the Committee on Uniform
Income' Tax Regulations of the National Association of Tax Administrators
(NATA). The regulations as recommended by NATA have been adopted by
California, Oregon, and Kentucky. The regulations as proposed by NATA would
generally allocate dividends to the State of commercial domicile which is a clear
cut way of handling the problem in accordance with the intent of the uniform law
(UDITPA). Only a minority of the States have enacted the Multistate Tax
Compact. Therefore even if all the member States adopted this proposed regula-
tion, which seems unlikely, many States are likely to continue to follow their
present practices. This means that States that tax dividends of companies with a
commercial domicile in the State will continue to do so. Other States that adopt
the Multistate Tax Commission (MTC) regulation will be apportioning the same
dividend income by formula among the States. The result will be increased
double taxation.

Most States and the Federal government have long recognized that inter-
corporate dividends should not be treated as income subject to full taxation.
Some States allow a 100% exclusion for intercorporate dividends, while others
follow the Federal practice of an 85% exclusion (a 100% exclusion is permitted
by the Internal Revenue Code for dividends from affiliates under certain circum-
stances). It is likely, however, that if the MTC regulation referred to above is
adopted by Compact member States, there will be a great temptation for these
States to subject such income to taxation even though they have no legitimate
claim on it. The result will be increased multiple taxation.

Business generally takes the position that no dividends should be taxed since
the income from which the dividends are paid has already been taxed. Very few
States include all dividends ip the tax base. Many States include dividends only
to the extent that they are included in Federal taxable income. To the extent
dividends are taxable, they are generally allocated to the State of commercial
domicile, as provided for in Section 207.

SECTION 209. CONSOLIDATED APPORTIONABLE INCOME

If it is established that two or more affiliated companies have engaged in non-
arm's-length transactions which cause a material distortion of income apportioned
by a State, the State may require, or the taxpayer may elect to determine, appor-
tioned income by consolidating the income of parties to the non-arm's-length
transactions. "Non-arm's-length transactions" and "affiliated corporations"
are defined in Sections 507 and 508.

This provision on consolidated returns (Section 209(a)) is a revision of the pro-
posal contained in Section 210(a) of S. 4080 of last session.

Section 209(b) provides that a State or political subdivision may not require
and the taxpayer may not elect a consolidation that includes a corporation
incorporated outside the United States, or any corporation 50 percent or more
of the ordinary gross income of which is excludable under Section 207(a)(1),

21-350---74-7

S ~. ~



80

or an excluded corporation. Section 207(a)(1) excludes income from sources
without the United States. Section 509 defines "ordinary gross income" and
Section 506 defines "excluded corporation." Section 208 allocates portfolio
dividends to the State of commercial domicile and excludes from the tax chase
dividends from affiliates and from foreign sources outside the United State.z.

If affiliated corporations engage in non-arm's-length transaction, it is the intent
of this section, and Sections- 507 and 508, that all such affiliated corporations,
whether or not each engages in non-arm's-length transactions with each of the
others, may be required or permitted under appropriate circumstances to deter-
mine maximum amount of income at tributable to a taxing jurisdiction by reference
to a consolidated apportionwlle income on a consistent basis and so that neither
more nor less than 100%" (if their consolidated apportionable income will be sul-
jected to tax. In order to achieve thik result, each such affiliated corporation will
multiply the aggregate apportiotu.)lc income of all such affiliated corporations
(after elimination of all intercorporate transaction) by an apportionment fraction
which is the average of the corporation's l)1)erty, l)ayroll and sales factors,
except that the denominator of eni fac'hr shall he the total of the same factor
for all such affiliated corporations with all intereorl)orate transactions elinminat ed.
If a corporation falls within the scope of subsection (b)(l), (2), or (3) so that its
income would not be included in consolidated apportionable income for the piurl)ose
of determining the maximum tax oif an affiliated corporation, it should not be
required or permitted Io compute its apportionable income under this section.

The provisions on combined reporting and consolidated returns should help
avoid situati()ns where companies are "whipsawed" between conflicting approaches
of different States and subjected to double or multiple taxation on the same
income. This sometimes results in more than 100% of a company's income being
subjected to State taxation.

The need for these provisions is illustrated by two cases involving the Kennecott
Copper Corporation. The States of California and Utah have both held that
Kennecott and its affiliates are unitary.

California rules that Kennecott must file a combined report. (Chass Brass and
Copper Company v. Franchise Tax Board, 7 Cal. App. 3d 99, 86 Cal. Rptr. 350,
appeal dismissed and cert. denied, 400 US 961 (1970)). Utah, on the other hand,
refused to permit Kennecott to file a consolidated return, even though its law
authorizes such a return, but instead imposed a separate accounting approach on
the parent organization and required separate taxation of its affiliates (Ke7,nccott
Copper Corporation, et al. v. Stote Tax Commission of Utah, unreported decision of
the Utah Supreme Court Case No. 12498, filed January 24, 1972. Appeal dis-
missed by the Supreme Court of the United States, November 6, 1972.) Both
California and Utah acted in a manner so as to maximize the tax owed to each
State. The result is that Kennecott is being subjected to taxation on considerably
more than 100% of its iticoi e. The California case also illustrates how that State
uses its combined reporting requirements to subject foreign source income from
overseas investment to taxation even though the foreign affiliates involved have
no situs or business activity in the State.

The refusal of the Supreme (',urt to hear the Kennecott California and Utah
appeals emphasizes the need for Congressional action to rectify the situation.

TITLE III-SALES AND UsE TAXES

This title generally follows S. 3333 with the addition of the registration require-
ment referred to above in connection with Section 101. This includes the pro-
visions (Section .106) prohibiting political subdivisions from imposing the obliga-
tion on the seller to collect tax on an interstate sale unless (1) the seller has a
business location or makes regular deliveries into the subdivision, or (2) the
local tax is imposed in all geographic areas of the State on like transactions at the
same combined State and local rate, administered by the State, and uniformly
applied so that a seller would not be required to classify interstate sales according
to geographic areas of the State. (This section would not be effective until July 1,
1977.) The other provisions in this title primarily codify existing law and are
generally considered acceptable. to the States.

TITLE IV-JURISDICTION OF FEDERAL COURTS

This title would give jurisdiction to the Federal Court of Claims to hear appeals
upon the application of provisions of the Act, after Senate administrative decisions
are final and the only appeal is to court. The Court of Claims uses Commissioners
to hear cases throughout the country. The Court of Claims also have authority
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to sit as a panel of judges in different parts of the country. The objective of this
title is to have a single Federal court that could develop expertise in the area of
interstate taxation and provide for uniform application of the Federal law in a
manner that would not be possible through use of State or Federal D)istrict Courts.

INTEIRSTATE TAXATION ACT

Mr. RIBICOFF. 'Mr. President, I am pleased to join with the distinguished
Senator front Maryland (Mr. M.TnIAS) in introducing the Interstate Taxation
Act.

'I'hit bill is designed to bring order to the present chaotic system of taxing
interstate commerce. Almost 200 years after the founding of this Nation business
still face serious impediments to the free flow of comnmerce.

The growth of our society has l)haced increasing dcian(ls on our States and
local governments. Population expaiisioii, particiltirly in our cities and tmi)wis,
has burdened local jurisdictions with demands for increased public services-in
the forin of schools, ronds, sewers, )ire and police protection. State and local
governments, in meeting these denmids have had to open new sources of revenues
including income, sales, and use taxes. The resulting wide proliferation of State
and local taxation programs have increased the difficulties of conducting an
interstate business--particularly if the conceryi is sitiall or niedlntu sized.

A recent study by a lh wise ,iudiciary Committee stibconimittee revealed a
staggering numl)er ()f juristdictiis taxing interstate commerce. Tten, were in
effect oi i a State level, :iS different sets (t corporate ineoit( tax laws, 39 sales and
use tax systems, :37 capital stock tax laws, and eight different sets of State gross re-
ceil)ts tax laws. The local tax pjictur was even inore staggering-with more than
2,300 cities, counties, parishes, towns, and villages imposing sales and use tlaxes mli
interstate commerce, inure than 1,000 1hical _roveiinienits inipiosing gruss re-
ceil)ts taxes, and more than 100 hwal governamui,, imposing full fledged corporate
income taxes.

Today the numbers are even higher mi(l the prol)lems they create II4 W
exasperating.

I hit\,(, received pleas f ir actin frmn (Cameciiit. btihes,,e ,lf all sizes. Prod-
ucts manufactured in my State travel all over ti coming ry. But the present systeill
of State taxation is so unwildly, so cumbersome, that many companies., l)tr-
ticularly smaller ones, simply (10 not have the ability to meet the taxing require-
ments of- all the jurisdictions in which their goods are sold. One Connecticut
businessman t(ld of having to spend several hundred dollars in order to inteet a
tax bill amnountting to only a few dollars. Indivi(lis face many (of the sante prob-
leIms. It is imperative that the. e conl)anies and private citizens be given relief
and allowed free access to a single natintil market.

I have introduced legislation to solve this l)rol)hem in the 90th, 91st, and 92d
Congresses. Unfortunately the Senate has never Wtaken actlion. I ain hopeful that
with tll establishment, ill the Senate Finance Coimimittee of a Subcomittee
on Interstate Taxation we will finallv enact the necessary corrective legislailt.
The Mat hia.- libicoff Interstate taxation Act (f 1973, a revised version (of our
previous efforts, will be a major step toward eliminating the presiit confusion
and allowing our Nation's businesses free and easy access to all markets.

Senator MONDALE. Our next witness is Mr. Leonar(l E. Ktist, a
member of the Taxation Committee, chamber of commerce, accom-
panied by Robert R. Statham, taxation and finance manager, U.S.
Chamber of Commerce,

We are pleased to have you both here this morning.

STATEMENT OF LEONARD E. KUST, MEMBER, TAXATION COMMIT-
TEE, CHAMBER OF COMMERCE OF THE UNITED STATES, ACCOM-
PANIED BY ROBERT R. STATHAM, TAXATION AND FINANCE
MANAGER, U.S. CHAMBER OF COMMERCE

Mr. KUST. Thank you, Mr. Chairman. My name is Leonard Kust
an(l I am a partner mn the New York City law firm of Cadwalader,
Wickersham & Tfaft.
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Prior to 1971 I was vice president and general iax counsel of
Westinghouse Efectric Corp. and head of its tax department, and I
am appearing on behalf of the Chamber of Commerce of the United
States, as a member of its Taxation Committee, and as chairman of its
Subcommittee on Taxation of Interstate Commerce today.

I am accompanied, as you noted,. by Robert Statham, who is tha,
taxation and finance manager of the national chamber.

In keeping with your instructions, Senator, I propose simply to
summarize i longer statement which has alrea(ly been submitted to
the subcommittee.

Senator MONDALE. If it is all right, Mr. Kust, we will place your
full statement in the record as though read, and you can emphasize
the points you think we ought to keel) uppermost in mind here.

Mr. KUST. Thank you. ris is what I pil)os to (1.
The national chanmbe- is grateful for this opportunity to express

its views on l)rol)osals regarding State taxation of interstate commerce.
'i chamber has had an intensive interest in the problems, and I
commend the sul)(.oinmittee for holding these hearings and enabling
the business (,Cnuunity to express its conviction that action by
Congress to adopt legislation in this area is essential.

Advances in communication and transportation in this country
have given impetus to a national economy in which large segments of
American business are operating in interstate commerce, and our
institutional structures beginning with the Constitution have en-
couraged the growth of such a national economy.

Most large- and nedhini-sized businesses finli their commercial
activities necessarily extend across State lines.

Many retail establishments find that customers are requiring
delivery of merchandise in other States. Even small manufacturers are
doing business in large numbers of States. And as business extends
its sales into other States, liability for taxes in those States follow,
but the rules under which interstate businesses are subject to the
tax in various States have been an exception to the institutional
encouragement of the national economy. Such rules are, as the
chairman has noted, multiple and often vague. Many of the rules
must be extracted from court decisions rather than from statutory
law or from regulations.

Frequently, it is the small businessman who is hardest hit. Desiring
to expand his commercial activities into other States, he often finds
his greatest obstacle is tax compliance.

Senator MONDALE. In your judgment, are the complexities and
difficultiess of that problem a significant barrier to the expansion of
interstate commerce?

Mr. KuST. It is difficult to say that it actually impedes interstate
commerce, Senator.

Senator MONDALE. I don't mean in a legal sense; I mean as a
practical matter.

Mr. KUST. But as a practical matter, it is an exceedingly heavy
burden. It is not only the complexity but the multiplicity that is
the problem; that is, there are 50 States and many polite ical sub-

divisions and simply coping with the need for information to
comply in the absence of uniformity, well, it is just a formidable
task Tor many small businesses. And indeed, if a small business
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attempted to corn plv in every respect with the requirements, it
might well forestall -ome expansion of small business. But as the
subcommittee of the House in its findings note(, there is substantial
noncomp liance.

Senator MONDALE. What do you mean by that?
Mr. Kus'r. Well, lack of knowledge of what the requirements are.

They simply do not know there is an obligation, and they go on with
their business. I don't think there was any finding-at least it, is not
my experiene--that there is deliberate noncompliance. 1 think it is
simply inal)ility to coml)ly in all respects with all of the rules.

'IThe small blusinessman h'as to know the tax laws of each State;
all of the jur'isdictionls in whichI he sells l)ro(lucts, if hie is to comply
in all respects. Ani as I lave state, it is not just the States that lave
income, gioss receipts, and sales taxes, but, many local jurisdictions
as well.

For the businessman, large or. small, operating in a large number of
States and their ny subdivisions, the problem of tax compliance
can approach the im)ossible. Not only (1o the tax laws differ from
State to State, but in some cases froln lcality to locality. Vague

revisions in the al)l)licable laws, uncertain interpretations, unwritten
Pocal )ractices, and other obstacles can make the businessman's tax
conipiance )roblem so formidable that, as I have note(d, it is ir-
possible to fully comply.

In the case of large business, such as I was associated with, I think
every effort is made at full compliance, but it requires a substantial
staff of experts in taxation, accountants and lawyers, and complicated
computer programs to attempt really fully to cornply with all of tihe
l aws.

Senator M11ONIAL, . I las it been your experience that some of these
State or local tax systems are real (lisgulise(l trade barriers?

Mr. KUST. I (1on)t believe that they are designed as trade barriers,
but I think in some measure that tley (1o act as tra(le barriers, al-
though they may well be defendedd as attempts to equalize tax bur(len
between in-State and out-of-State business. The in-State business
enjoys the a(lvantage %of being at, home an(l, therefore, knowing what
the rules are. 'The out-of-State business that operates not only in i
home State but manyv other States, suffers the addith)nal burden of
compliance with the"different tax structures of the States and the
localities in which he (loes business other than his own home, State.

Senator MXIONDALE. Well, (o you fear that establishment of your
uniform jurisdictional standards night create tax exeml)tions or' tax
rules which wol1 pr'ovi(le interstate business a comnl)etitive advantage
over it rasta t , business?

X1'. KusT. 'lis Is a )Ossil)ility if the jurisdictional threshold is too
higl. However, I think that the need( fol. congressiola action is, ill
p)alt, to permit a much lower level of jurisdictional presence. If the
rules Iner which the taxation was im)ose(l were uniform, I believe
that a much lower jurisdictional threshold would be acceptable to,
the business community. But absent the uniform rules, a jurisdictional
standards of some significance is needed to protect intrastate business
from the burdens of compliance.

Senator MONDALE. Would You favor separate congressional con-
sideration of State corporate income taxes and State sales and use
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taxes? For example, acting first in this session on a sales and use tax
bill with later consideration of income taxes, or do you think they
should, of necessity, be treated together?

.Mr. Kus'r. Well, there is nothing of necessity that compels treating
them together blUt, as a practical matter, and having lived with 16
years of consideration by the Congress of the problem of intrastate
business, I am reluctant to agree that there be a separation because I
am afraid that if there is action taken in the one area before it is taken
in the other-in other words, without it being taken in all areas, that
may well unnecessarily defer fiction in the remaining area.

Senator MONDALE. What is the area of greatest concern? Is it the
sales and use tax question that causes the most difficulty? Or would
yon say the greatest difficultyy is in another area?

Ir.'KUST. I think I voVld~l have to say that the greatest threat of
actual trade barriers to interstate business is the proliferation of local
sales, use, and income taxes. And, of course, more in the area of sales
and lse. taxes than in incomC taxes. But the imposition by local govern-
menIs of these taxes which, under present law, can be imposed on any
business that is engaged anywhere in the State in an activity which
ni('cts the jurisdictional standard even though not so engage( in the
loc l subdivision imposing the tax is, I think, the greatest burden on
interstate commerce.

Senator MONDALEA. Can you give me an example?
Mfr. KUST. Excuse r1e?
Senator MONDALH. Could you give me an example of a specific local

tax problem this legislation which you recommend is designed to deal
with and how it would deal with it'so I can get the picture in a specific
instance of how this legislation would deal with a specific sales and use
tax problem .

NM r. KUST. Well, several of the bills deal with the problem of local
political subdivisions' jurisdiction to impose taxes. Now, S. 1245
would-

Senator MONDALE. And you support that?
Mr. KUST. Excuse me?
Senator MONDALE. The chamber supports that?
Mr. KUST. Yes, we do.
Senator MONDALE. Supports the views and the concepts in it?
Mr. KUST. That is right.
S. 1245 deals or attempts to deal with the problem by imposing upon

local subdivisions a jurisdictional standard with resp'ect to sales and
use taxes that is based on business location, requiring that there be
within the local subdivision a business location for it; that is-

Senator MONDALE. So that is the old concept, in other words, of
business contacts?

Mr. KUST. That is right. There has to be either property in the
local subdivision or an -'employee or a stock of goods in the local
subl)livision.

Senator MONDALE. So, if a business solicits by mail, there wouldn't
be sufficient lh.gal contact?

Mr. lKUST. That is rigit. If all there is, is, solicitation by mail, under
S. 1245 neither the State nor a political subdivision' would have
jurisdiction to tax.

Senator MONDALE. Now if they have a traveling salesman in the
State, would there be sufficient contract?
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Mr. KUST. In a State?
Senator MONDALE. Yes.
Mr. KUST. There would be sufficient contact under the bill to

impose a State tax, but not a political subdivision tax.
Senator MONDALE. What kind of contact is needed for the imposi-

tion of sales and use taxes by a local government?
Mr. KUST. Well, local governments, to have jurisdiction under S.

1245-and this is also incorporated in S. 2092, which is the so-called
ad hoc committee bill-to impose the obligation to collect use taxes,
the interstate seller must within that local jurisdiction have a business
location which is more than mail solicitation or an employee who is
merely soliciting within the politicall subdivision.

Senator MONDALE. You need an. office, in other words?
Mr. KUST. Not necessarily an office but an office certainly would

do it. The business location required is defined in terms of l)ropvrty
in the political sul)division or alu eml)loyee in the political subdivision,
whi(h means lie is residelnt there anVl not, directed from any place
outside. Business location is a specific definition, which is a higher
standard than the stan(lard which would be imposed on the State
itself.

Senator MONDALE. I regret I have to leave at this point but Senator
Hansen has arrived.

Senator HANSEN. I might- add, Mr. Chairman, I have just come from
the floor and, as you know, we have a three-ring circus going on over
there. We have an executive session at, the Interior Committee, we are
discussing the pension reform legislation on the floor, we have these
hearings, and I wanted to part icipa te in some unanimous-consent
agreements in connection with the pension reform bill.

Senator M'[ONDALE. Thank you very much.
Senator HANSEN. I am sorry I didn't get to hear your statement. If

you have any further observations to make, you may proceed.
Mr. Kus'. I was in the process, Senator Hansen, of summarizing

the statement and the chairman had asked some questions. If
may, I would like to conclude and to finish the summary of the full
statement, which has been submitted for the record.

Senator HANSEN. I am informed that we are trying to observe
some time limitations in order that all witnesses may testify. With the
understanding that you may submit whatever concluding written
statements you wish'for inclusion in the record as though they were
delivered orally, woulh that be satisfactory with you?

Mr. KUST. Yes, if I can just make a concluding statement?
Senator HANSEN. All right.
Mr. KUST. The statement which we submit sets forth the positions

that are preferred by the national chamber with respect to congres-
sional action. However, I want to make it, clear on behalf of the
chamber that it is prepared to accept a reasonable compromise between
the positions that are preferre(l anl those that may be necessary in
order to get the approval and endorsement of the State tax adminis-
trators.

The ad hoc committee bill which is S. 2092, represents an effort to
formulate a compromise between the views of business and the views
of the State administrators. The national chamber, while it prefers S.
1245, nevertheless, has by action of its board of directors indicated
that it would approve something like S. 2092 if it receives significant
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support from State administrators. It is our belief that the differencesbetween the business community and between the State adminis-
trators are no longer so great that some accommodation cannot, in
fact, he worked out. I think we have been undIuly preoccupied with
several points of conflict and have tended to overlook that there is
indeed a substantial base of agreement as to what congressional
action should be and we hope that this subcommittee will serve to a(ld
that last bit of encouragement to the effort to bring abut an av-
commodation which will, in fact, succeed.

Thank you very much.
Senator HANSEN. Thank you very, much, Mr. Kust.
If you have any further information you would like to have in-

cluded in the record, yolt may submit it ani(l it, will be made as l)art of
the record.

Mr. KUST. 1 (1o have two artirdes, which I have witten in the past,
which try to outline the areas of agreement and the remaining areas of
(lisagrieenent. I would like to submit those for the r'ecor(d.

Senator HANSEN. Without objection, they will be included.
Thank you very much, Mr. Kust.
[The statement and articles of Mr. Kust follow:]
ST.,VITMNT O' LIEIONAItl) n. KuST, Mimn;mB, TAXATION COMMITTEE, U.S.

CIAMBIIEIR OF, COMMEICI'

SUMMARY

The National Chamnber favors the enactment ).y the Congress of legislation
which will:

1. l,'stal)lish a uniform jurisdictional standard for the imn)osition of taxes
by the states on interstate business,

2. Pr imote uniformity in the division among the states of interstate busi-
ness income and in the tax base for income tax puIr)os(es, and

:3. Promote uniformity in definition,, of common terms and common stand-
ards used by the states in the inl)osition of the obligation on interstate sellers
to collect sales and use taxes.

Exc(j)t as it is prepared to support a genuine compromise solution joined in by
the state tax administrators, it, is the position of the Chamber that the legislationembodied in 11.11. 977, introduced in the. louse by Representative Peter NV.
Rodino, Jr., should be enacted by the Congress within certain modifications. The
Chamber supports tho use of a three-factor formula rather than the two-factor
formula set forth in 1I. It. 977. It prefers the use of a sales factor in the formula on a
destination basis without the so-called "throw-back" rule. The Chamber is op-
p osedl to the use of foreign source income in the apportionable income base. it
believes consolidation at the discretion of state tax administrators should not be
permitted unless the state can show that there are intercompany transactions
which are not reasonably the same as if they were at arm s length prices or charges.
It is also opposed to the taxation of intercomlpan.y dividends.

S. 1245, introduced by Senators Charles MC. Mathias and Abraham Ribicoff,
generally embodies the views and concel)ts sul)ported by the National Chamber.
It is the Chamber's view that, enactment of S. 1245 would provide a solution for
most. of the problems set, forth in the House Subcommittee study.

There are sufficient areas of agreement between the state tax administrators and
the business community to make the time ripe for development of a solution that
would be acceptable to both sides. The Chamber urges the Subconnittee to grasp
this opportunity to add its encouragement and influence,to the developed nt of
legislation which wN'ill facilitate the free flow of conmmerce between the states.

STATEMENT

My name is Leonard E. Kust. I am a partner in the New York City law firm of
Cadwalader, Wiekersham & Taft. I am appearing in behalf of the Chamber of
Commerce of the United States as a member of its Taxation Committee and Chair-
iman of its Subcomnittee on State Taxation of Interstate Commerce. I am ac-
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eomjpanied by RoI)ert It. Statham, Taxation & Finance Manager of the National
Chaminber.

Mr. Chairman, the National Chanber is grateful for this opportunity to express
its views on prol)osals regarding state taxation of interstate commerce. For years
the National Chamber has advocated action by the Congress, under the Interstate
Comnierce Clause of the Federal Constitution, that would establish uniform
jurisdictional standards for the imposition of taxes by the states upon interstate
business, promote uniformity in the division among the states of interstate business
ineonte and in the tax base for income tax purposes and promote uniformity In
definitions of common tennis and conmmnon standards used by the states in the
imposition of the obligation on interstate sellers to collect sales and use taxes.
S. 1245 generally emibodies the views and concepts supported by the National
Chamber. However, the National Chamber is on record as willing to cooperate in
achievlng a compjromis( solution by endorsing the Ad iToc Coininittee effort, if
it received significant support from the state tax administrators.

I should like to conmnend the Subcommittee for holding these hearings and
enabling the business community to express the need for prompt action'by the
Congress to adopt legislation in this area.

Advances in communication and transportation in this country have brought
us to a point where a huge segment of American business is operating in interstate
commerce. Most large and medium size businesses find that their commercial
activities necessarily ext('nd across state lines. Many retail establishments find
that customers are requesting deliveries of merchandise to other states. Even
small manufacturers are doing business in large numbers of states. As business
extends it- sales Into other states, liability for taxes In those states follows. But the
rule, under which interstate businesses are subject to the taxes of the various
states are voluminous and often vague. Many of the rules must be extracted from
court, decisions rather than from statutory law or regulations.

Frequently it is the Small businessnman" who is hardest hit. Desiring to expand
his commercial activities into other states, he often finds his greatest obstacle is
tax compliance, lie must know the tax laws of each jurisdiction in which he sells
his lproduct. Not only do states have income, gross receipts and sales taxe4, but
so do local jurisdictions. Often he finds he must file income tax returns and remit
sales taxes not only in many states, but in many more local jurisdictions as well.
Currently over 4,100 local jurisdictions have sales taxes and over 3,400 have income
taxes.

For the businessnan, large or .aiall, operating in a large number of states and
their many subdivisions, the lproblemns of tax contpliance can approach the impos-
sible. Not only do the tax laws differ from 4tate to ftate, but in sonie cases, from
lIcality to locality. Vague )rovisions in the applicable laws, uncertain interl)reta-

ofis, ~m~uwritten local practice, and other obstacles can miake the businessman's
tax c(ml)i:nce l)robl ni a nightmare.

T1,o illntrate what I ain talking about, if the volumes of state tax reporters
provided 1)y ()Ie of the national tax services and needed by a business operating
in imi yv states to determine its tax liabilities were piled one on top of the other,
they wold reach to a height of over twenty feet.

The problem is not new. Ahost six decades ago, in 1917, Professor T. S. Adams
of Yale University, delivering a paper on business taxation before the 1 1th
Annual Conference of the National Tax Avsociation, called for a uniform rule for
dividing income among the states for tax l)urposes. Ile said-

,Eventually the difficult problem of allocation will have to be solved more
scientificallyv. What is most needed is a uniform rule. Just what rule shall 1)e
44elected is less important than the general adoption of the same rule by
competing jurisdictions. Eventually the federal government (through the
Interstate Commerce Cnimission or the Federal Trade Commission or both)
should lay down general rules for this important department of American
business. 'An equally efficacious remedy would be found in the adoption of
snome common rule by the Congress of States whose organization has just
been effected; or by the passage, voluntarily, of uniform legislation upon this
sibjeet bv the several state legislatures.

Subsequentfli efforts were made to solve the prol)lem. But it was not until 1957
that. any real hope for a solution became apparent. In 1.57, the National Confer-
ence of'Commissioners on Uniform State Laws adopted the Uniform Division of
Income for Tax Purposes Act (UDITPA). It, was hoped at the time that all the
states would adopt, the uniform act and thereby provide consistency in the allo-
cation and apportionment of business income.' Instead, ultimately many states
adopted only portions of the uniform law, but few adopted it comnpletely.
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In 1059, the Ln:-Sed States Supreme Court found itself confronted with a series
of cases involving net. income taxes on businesses operating across state lines.
Prior to 1959, there was a commonly hold view that a state could not impose an
income tax on a nondomiciliary engaged solely in interstate commerce in that
state. Businessmen were shocked by the Supreme Court decision handed d own
in Northwestern States Portland Cement Company v. Minnesota 358 U.S. 450 (1959)
and Williams v. StocAham Valves and Fittings 358 U.S. 450 (1959), In which the
Court concluded that income from the Interstate operations of an out-of-state
corporation having an adequate nexus of activity within the state could be sub-
jected to state taxation if the levy were not discriminatory and if it were properly
apportioned. While the taxpayer maintained an office in the state in each of the
foregoing cases, shortly after those decisions, the Su preme Court refused to grant
certiorari in the case of lternational ,Shoe Co. v. Fontetiot 359 U.S. 984 (1959),
in which the only activity of an out-of-state business was solicitation of orders.

The Northwestern decision and the failure of the Supreme Court to grant certi-
orari in the International Shoe case set off a demand for Congressional action that
resulted in the enactment of P.L. 86-272. The new enactment not only precluded
a state from imposing an income tax upon a business in which the oinly activity
within that state involved soliciting orders, but it also provided that the -louse
Judiciary Committee and the Senate Finance Committee should make a study
of the state taxation of income derived from interstate commerce.

Within a inatter of months after P.L. 86-272 became law, the Supreme Cmrt
handed down Scripto v. Carson 362 U.S. 207 (1960), confronting business with a
problem in the sales and use tax area similar to that presented in the Northwestern
case regarding net income taxes. Although legislation was proposed, Congress
resisted passing remedial legislation and instead extended the study to be made
regarding income taxes to include matters pertaining to taxation of interstate
commerce by the states and thwir political subdivisions.

A Special Congressional Subcommittee on State Taxation of Interstate Com-
merce of the Committee on the Judiciary oIf the House of Representatives was
formed to carry out the study. The Siubcom mittee held hearings in 1961 on the
income tax, and in 1962 on the sales tax. The first witness at the 10)61 hearings
appeared on behalf of the chamberr of Commerce of the United States. ()ur
witness said:

We believe that there is a strong national interest which transcends such
interests but which is coml)atible with the hest, interests of both the States
and interstate business alike. This national interest calls for the developmuent
of a system of State taxation of interstate commerce which will accomplish
three objectives. First, it should result in the smallest economic burden on
interstate business. Second, it should produce in each State the most efficient
and least costly system of tax administration and compliance. Third, it
should maintain and improve tax morality in both the area of administration
and the area of compliance.

By 1965, the most extensive study of state taxation of interstate commerce
ever undertaken was concluded by the Subconmnit tee. The four-volume study pre-
pared by the Subcommittee and its staff was an outstanding achievement. In
addition to the study, two volumes of hearings held in 1931 anhd- 1962, and ulti-
mately two volumes of hearings held in 1966, were l)ublished by the Subcommittee.
All in all, the hearings, factual information and conclusions gathered by the
Subcommittee and made available to the pul)lic, covered over 5,300 pages. The
study itself covered 2,000 pages.

The Subcommittee's study had this comment on how it found the system of
state taxation of interstate commerce to b, operating:

It has been found that the present system of State taxation as it affects
interstate commerce works badly for both business and the States. It has
also been found that the major problems encountered are not those of any
one of the taxes studied but rather are common to all of them. This is not
surprising in that all of these problems reflect the pervasive conflict between
the approach to the taxation of interstate companies as it appears in State
and local law, and the practical difficulties of realistic compliance exl)ecta-
tions and effective enforcement. Increasingly the States, reinforced by judi-
cial sanction, have broadened the spread of tax obligations of multistate
sellers. As the principle of taxation by the State of the market has been
accepted, the law has prescribed substantially nationwide responsibility for
more and more companies. The expanding spread of tax obligations has not,
however, been accompanied by the development of an approach by the
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States which would allow these companies to take a national view of their
tax obligations. The result is a pattern of State and local taxation which
cannot be made to operate efficiently and equitably when applied to those
companies whose activities bring them into contact with many States.
(House Report No. 952, Vol. 4, p. 1127, 89th Cong., 1st Session (1965).)

In October of 1965, 11.1t. 11798 was introduced by Representative Edwin E.
Willis reflecting the initial recommendations of the Subcommittee, based on the
study. Hearings were held starting in January, 1966, and concluding in April,
1966. Literally hundreds of businessmen, state and local governmental officials,
and academicians took part in those hearings.

At the 1906 hearings it, became obvious that major revisions were needed in
H.1I. 11798 if the legislation were to be workable in solving the problems of state
taxation of interstate commerce. In our testimony for the Chamber in 1960, we
said:

These hearings have already revealed strongly divergent views. Any
solution of the problems involved in state taxation of interstate businegs must
strive to reconcile these divergent vi(ws. It should not be acceptabh to this
Subcommittee that no action be taken. It must, however, also be clear that
a solution which might commend itself it we were confronted with the problem
de noo, i.e., if we were erecting our Federal Republic anew NNIth a clean slate
before us, mnay be unacceptable in tie context of the present circumstances of
our existing governmental institutions.

A solution must be sought which, given the present state of affairs, will
reasonably attain the purpose of relieving interstate business of avi liable
burdens and enlist the support, or at least minimize the opposition, ,f those
who will be affected: business, large as well as small, and state and local
governments and their tax administrators.

The bill was overhauled, and a bill with a substantially curtailed impact was
introduced in 19066 by Representativ Willis. With the sul)port of the hmz-ine.s
community, that bill has passed the Itouse twie(-once under the sponsorship of
Mr. Willis', and later under the sponsorship of Representative Peter W. Rodino,
Jr., who succeeded Mr. Willis as Subcommittee Chairman. The bill ,I as introduced
in the House this year as 11.11. 977. The suppOrt Of t ie Willis-Rodino bill bV much
of business was qualified. It was viewed as inadequate but was supported oi the
assumption that perfecting amendments would be made in the course of legislative
action.

The principal opponents of the legislation have been the state tax adminis-
trators. As a result efforts were made to work out compromise legislation a(cel)t-
able to the business community and to the tax administrators. I sorved as co-
chairman of wlhat became known as the "Ad Iloc Committee" of businessmnvi and
tax administrators, which did draft a coml)rolmise bill. In 1970, the National
Chamber's Board of Directors offered to accept the compromise bill drafted )- the
Ad Hoc Committee, if the state tax administrators would also accept the c,)ml)ro-
miso version. The bill as subsequently revised by the Ad Hoc Committee was in-
troduced last year by Senator Warren (r. Magnuson as S. 3333 and again this
year as S. 2092.
Pending legislat ion

Except as it is prepared to support a Fenuine compromise solution joined in by
state tax administrators, it is the position of the National Chamber that the
legislation embodied in HI.R. 977, introduced in the House by Representative
Rodino, should be enacted by the Congress with certain modifications. We support
the use of a three-factor formula rather than the two-factor formula set f(,rti in
H.R. 977. We prefer the use of a sales factor in the formula on a destination basis
without the so-called "throw-back" rule. We are opposed to the use of foreign
source income in the apportional)le income base. We believe consolidation at the
discretion of state tax administrators should not be permitted unless the state
can show that there are intercompany transactions which are not reasonably the
same as if they were at arm's length ]prices or charges. We are also opposed to the
taxation of intercompany dividends.

S. 1245, introduced by: Senators Charles McC. Mathias, Jr., and Abraham Rib-
icoff, generally embodies the views and concel)ts supported by the National
Chamber and recommendations in our original testimony before the House Sub-
committee in 1966. In our view, enactment of S. 1245 would provide a solution for
most of the problems set forth in the House Subcommittee study.
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Federal guidelines
The National Chamber favors the enactment by the Congress of legislation

which will:
1. Establish a uniform jurisdictional standard for the imposition of taxes by

the states on interstate business,
2. Promote uniformity in the division among the states of interstate busi-

1eS1 income and in the tax base for income tax lIurposes, and
3. Promote uniformity in definitions of common terms and common stand-

ards used by the states in the imposition of the obligation on interstate sellers
to collect sales and use taxes.

There were those who argued in 1966 that it was possible for the states to form a
compact to solve the many problems inherent in state taxation of interstate coin-
inerce. however, seven years later it is clear that Congressional action is needed to
solve a problemm that cannot be solved in the foreseeable future by a compact of the
states. In spite of efforts since 1966 to form such a compact,, otnly two-fifths of the
states are members-and the compact itself is of questionable legality.
Federal administration

The administration of state tax laws, including federal standards that are
adopted, should, as far its possible, be left to the states; and where other admin-
istrative action is required, it should be achieved, if possible, through interstate
rather than through federal administrative action. The need for Congressional
action chvrives from the desirability of promoting interstate commerce by eliminat-
ing the duplication of taxes and reducing the compliance costs of an interstate
business subject to the tax laws of the several states in which it dos business. We
are concerned that in achieving this 1)irpose every effort should he made to pre-
serve the independence of the states. We opposed federal administration in 1)66,
and we continue to do so.
Jurisdiction

We helieve there is a need to eliminate uncertainty in determining whether there
is sufficient, nexus to require compliance with state and local tax laws. At the Sub-
committee hearings in 1960, with respect to jurisdiction, we called for the business
location test as thereafter set forth in the Rodino bill. We also asked that, the
jurisdictional standard for sales and use taxes be enlarged to include household
(eliveries, and this is also in the Rodino legislation.

Since 1966, there has been an increase in the number of local jurisdictions with
sales and income taxes. Currently over 4,100 localities have their own sales taxes
and over 3,400 localities have their own income taxes. There are over 80,000 locai
governmental units in the United States. The potential for an ever increasing
number (of localities with their own sales and income taxes makes jurisdictional
standards more necessary than ever b(ore. For a business-large or small---that
must. tile tax returns and remit taxes in a multiplicity of local jurisdictions, the
problem ik indeed an acute one.
Apportimoi ient formula

Th( al)l)ortionment formula for the division (of ineomo should include the three
factors ()f sales, payroll, and property. This formula, used by most of the states, is
contained in the Ifniformn Division of Income for Tax Purposes Act, drafted by the
Natimal Conference of Commissioners on Uniform State Laws. And, as may be
seen from reviewing the 1960 house hearings, most of the business representatives
)referred the three-factor formula over the two-factor formula. It is apparent that

the state taix administrators generally favor the use of the three factors to deter-
mine h(w much income should be attributed to each state in which the taxpayer
(oes btsiess for income tax purposes.

The sales factor should be on a destination basis, thereby recognizing that the
t axpayer is operating in the market state and that a I)ortion of the taxpayVr's
income should be attributed to the market state. The numerator should consist,
without exception, of sales of products delivered in (or shipped into the taxing
jurisdiction. The denoninator should consist of total sales, without any exclusions.

The determination of the sales factor on a destination basis would greatly
simplify compliance. Conipliance with sales and use tax laws already requires re-
cording all sales having th eir destination in the state. There is little additional
birden involved in incorporating into the procedure a totaling of all sales having
their destination in the state for purposes of the income tax apl)ortionment
firmnuhtil, provided that the definition of destination is the same for both taxes.
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Foreign source income
We are opposed to either the apportionment or the allocation of foreign source

income among the states for income tax purposes. It has been the policy of the
Federal Government, through the federal tax laws and treaties with other. nations,
to avoid double taxation. It is the most practical approach as well as in the best
Interests of the nation, for an international policy t) be left to the Federal Govern-
nient,, iot, the states.
Consolidation

Ve agree with Section 209 in S. 1245. This revisionn requires proof of related
taxpayers engaging in non-arm's length dealings which cause a material distortion
of income in order for a state to require, or for a taxpayer to elect that a con-
solidated return be filed, Consolidation at the discretion 'of state tax administra-
tors should not be permittedd unless the state can show intercompany transactions
which are not reasonably the same as if they were at arm's length.

Much of the l)ro)lem has centered around the unitary business doctrine, which
ignores the corporation as a separate legal entity and instead seeks to treat
affiliates as an economic unit. While the concept may appear to be workable intheory, it frequently suffers in practical application. The only justification for
consolidation is that transactions among the members of (in affliated group may
not be on terms which would prevail if the transactions were between independent
businesses. llowever, this does not.justify indiscriminate consolidation at the
discretion of tax administrators.

It is very dillicult to l)rovide uniform and practical tests for determining
whether consolidation should be required or permitted . Up to this time only a
few states have sought to require consolidation under the unitary business doctrine.
While we recognize there are instances where the doctrine should apply, we believe
that it is a discretionary and imprecise remedy. It is our view that consolidation
should be imposed by the states only if it, can 1)e established that there has been
non-arm's length dealing )etween the related companies, or if the taxpayer
establishes that a clear reflection of income requires it.
Dividends

It ha4 been the general practice of most states not to tax intercorporate divi-
dends. It has also been the general practice to assign corporate dividends to the
state of commercial domicile. An effort to tax the dividends received from affiliates
would be a substantial change from the practice in most of the states and would
result in the double taxation of income on which federal and state income taxes
or foreign taxes have already been levied. The proper alternative would be to
exclude dividend income, thereby avoiding double taxation. Certainly the ex-
clusion should not be less than the 85% provided under the federal income tax law.
Conclusion

Mr. Chairman, we hope that you and your Subcommittee will take a leadership
role in working out a solution to this onll)lex problem. Such a solution could
encourage a greater flow of commerce between the states and hell) to preserve
the great "American Common Market."

I have presented in behalf of the National Chamber its carefully considered
views as to approl)riate, indeed, necessary actions by the Congress to regulate
state taxation of interstate business. While the National Chamber has its pre-
ferred prescription for such action by the Congress, it is receptive within reason-
able bounds to alternatives. Reasonable compromise in the interest of promoting
Congressional action is desirable and called fQr at this juncture. The National
Chamber is on record as willing to cooperate in achieving a compromise solution
by endorsing the Ad Hoc Committee effort at such a compromise, if it received
significant support from state administrators which, up to now, has not been
notably evident.

We are aware that new efforts are under way to forge a new compromise depart-
ing from the Ad Hoc Committee proposal mostly in eschewing any administrative
provisions, and thus taking no position with respect to the Multistate Tax Com-
pact and its Commission. The National Chamber has encouraged and is willing
to cooperate in this new effort and, within reasonable bounds, to endorse the
end result.

There-are sufficient areas of agreement between the tax administrators and the
business community to make the time ripe for development of a solution that
would be acceptable to both sides. The climate for compromise and the prospects
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and promise for statesinanship have never been better. We urg the Subcom-
inittee to grasp this opportunity to add its encouragement and influence to the
development of legislation whici will facilitate the free flow of commerce between
the states.

(From the Tax Executive, April 1973)

6 "ATF, TAXATION O1 INTERSTATE BusINEss-Ax OBDURATE ISSUES
(By Leonard E. Kust) 2

If you are familiar with my past involvement In efforts to resolve the problems
and the conflicts in state taxation of interstate business or have yourself been
Involved as long as I, you will surely agree if I begin by observing that time pa.ises
but does not heal. This is not only an observation but a plea for reconciliation to
nullify the observation.

A simple roll call of the events of the past 16 years quickly delineates the
pr,,blemns, the conflicts, the fruitless efforts at solutions and the Present confusion.

'he central l)r,,bleni is inherent in oir federal system, the success of which
depends on a reasonable accommodation between the sovereign powers of the
states and the national interest its defined in the Constitution. Specifically with
reslect to interstate business, the powers of the states to tax such business is
suijeet to the national interest in )romoting an open economy as embodied In
the coinmree clause.

In site oif tho clear power of Congress to Implement the conimnerce clause in
this area and the plea addressed by members of the Supreme Court in several
eases to Congress to act, the task of accommodating the power of states to tax
interstate business to the national interest wias left to the fragmentary and un-
coordinated process of case by case decisions by the courts.

Finally, in 1957 the National Commissioners on Uniform State Laws adopted
the ('niforn i)ivision of Income for Tax Purposes Act (Ul)ITPA), and therewith
began 16 years of history which almost. at once rendered this pioneering effort
i hadequate: if not largely irrelevant. Ul)ITPA had not, been adopted by any state
when the Supreme Court decisions in the Stockhamn IValves and Northwestern iCement
caI(,s in 1959 (358 U.S. 450) centered attention on the question of minimum
conmection its a basis for jurisdiction and U l)ITPA does not deal with jurisdiction.
Prior to those decisions, a foreign corporation engaged solely in interstate activity
in i state that had been held not to be subject to a tax measured by net income
iIi)(,sod by sucl state on the privilege of doing business therein (,Spector Motor
servicee v. 6'Coanor, :340 U.S. 602 (1951)). Under those decisions, however, a tax
iosed directly on the net income of such a business was permissible "provided

the levy is not discrininatory and is properly apportioned to local activities
within the taxing State forming sufficient nexus to support the sane'" (358 U.S.
45} (19-59) at 452).

Alarmed by the exposure to state taxation of income from interstate commerce
and the uncertainty of the minimnumn nexus in the absence of whii protection
still existed, the business community Iuiickly l)revailed upn) Congres to take
action and within seven months P.L. 86-272 was enacted denying to a state the
p)i wer to iml)ose a net income, tax on an interstate business if the only activity
within such state was solicitat n. Recognizing that more compreheusive legis-
lation required careful consideration, Congress in P.1,. 86-272 called on the House
Ju(liciarv and the Senate Finance Committees to make a thorough study and to
rvecimmend legislation with respect ti) all of the p)roblCins involved, including
aplprtionmnent of income. When the Supreme Court decided the Scripto case in
1960 (362 U.S. 207), the impact of sales and use tax collection on interstate com-

"nerce was added to the investigation.
Against this setting let me simply recall the intervening events in the droning

drama that comes to no end and leaves us where we are today. The mere recital
w ith ut elaboration conjures tip vividly the conflicts and contending views and
leaves ,),-ace to identify the areas of substantial consensus as v(ll as the areas of
conflict and to appraise the possibilities of reconciliation and prospective action.

The lists of events following P.L. 86-272, unhappily, begins with the legislative
proposal, based on the disastrously misconceived conclusions of an elaborate

I Based on a paper presented at the TEI-Loyola-Tulane-LSUNO State and Local Tax Course, January
1973.

1Mr. Rust is a partner in the law firm of Cadwalader, Wickersham & Taft, Now York, and Is a past presi.
dent of Tax Executives Institute.
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four-year long study by the Willis Subcommittee and embodied in II.R. 11798,
which persuaded few but alarmed many, particularly the State tax administrators,
This was followed by the drastically truncated measure directed primarily to
small biLsiness, beginning as the Willis Bill and continuing as the' Rodino Bill,
which, although thrice enacted by the House has died in three successive sessions
of Congress but arises, Phoenix-like, to be introduced again. There is the Multi-
state Tax Compact promoted by State tax administrators as the alternative to
federal legislation. There is the National I eltas Hess case (386 U.S. 753 (1967)).
There is the unredeemed promise of Senate Finance Committee hearings. There
are the first Ad IHoc Committee proposal, the Multistate Tax Commission "Plan,"
the second Ad Hoc Committee proposal and the Council of State Chambers'
COST proposal. There are the competing legislative bills embracing, besides the
Rodino Bill (I1.1t. 1538), the Ribicoff-Mathias Bill (S. 317), the Talcott-Tunney
Bill (1I.R., 4207), the two Magnuson Bills (S. 1883 and S. 3333) and the Mathias
Bill (S. 4080). And, finally, there are the court decisions interpreting P.L. 86-272
the most notable of which are the Smith, Kline & French (241 Ore. 50, 403 P. 2d
375 (1965)), Clairol (57 N.J. 199, 270 A. 2d 702 (1970) appeal dismissed, 402
U.S. 902 (1971)) and lleublei (Dec. 18, 1972) cases, the last of which was just
decided last )ecember 18th by the Supreme Court.

There has been plenty of movement; the question is whether it has been for-
ward. The portent of these tangled 6vnts is- not easy to read. But let us try to
divine some meaning from the confused history and venture some views as to
where it will or at least should lead.

GENERAL AREAS OF CONSENSUS

The recitation of the recent history of State taxation of interstate business
reflects mostly conflict and competing views but there are substantial areas of
conse(nsus. It is iml)ortant not to lose sight of this, for if the differences are to be
conwl)Osed, we shall have to build on the areas of consensus.

There is substantial agreement that there should be a uniform formula for the
division of interstate business income among the states and that the collection of
sales and us( taxes by interstate business should be governed by uniform standards.

Alt hough the agreement is less general, it is also broadly agreed that there should
be uniform minimum jurisdictional standards for the imposition of an income tax
and for the collection of a use tax by interstate business and possibly also for the
iin)nsition of cal)ital and gross reccipts taxes on such business. •

There is accordingly substantial agreement as to the basic elements of needed
action. But there is not the same agreement as to means for translating the agreed
on general concepts into the needed action nor as to the specifics of such action;
indeed, there are sone means and some specifics its to which there is only stalemated
and unyielding disagriIeement.

GENERAL AREAS OF CONIPLICT

having identified the general areas of substantial agreement, let, us identify the
conflicts as to general concepts that hold little l)ronmise of resolution and then con-
sider the specifics with res Ject to which there is substantial agreement or with
resp ect to which conflict has frustrated the achievement of progress.

1, irst of all, the tRodino Bill, limited to small i)usiness and providing a "business
location" jurisdictional standard and a two-factor apportionment formula for
income has only limited support from business and has been adamantly opposed
by the states. It has had the general support of the business community in the past
only its a basis of action by the House to permit corrective and enlarging amend-
ments in the Senate. But this has become a worn and tired formula and one wonders
whether it will be repeated in this session of Congress.

It seems equally clear that the Multistate Tax Compact cannot carry the day
as a self-sufficient solution. Its legal status without Congressional approval re-
mains untested and with business opposition to it as the whole solution, it is
unlikely that it will be sufficiently accepted by the large industrial states to work
effectively.

It is less clear but probably also true that federal legislation alone, without
giving to the states a continuing lead role by way of a modified Multistate Tax
Compact, has little chance of being enacted because of state opposition.

This seems to leave only one promising course of action, but we will deal with
this later, turning first to the specific areas of agreement or conflict.

~E~T CPYAVIL3LAVAILABLE
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SPECIFIC AREAS OF AGREEMENT Olt CONFLICT

The problem of the minimum connection required to justify imposition of tax

on an interstate business remains as one of the most difficult problems in the
accomnodation of state and local governments' power to tax to the national
interest in an open economy. It is not just a question of equality between instate
and out-of-state business but a question of the deterrence to out-of-state business
when the connection with a state or locality is too thin to justify compliance with
state and local tax laws by the out-of-state business. Thi s is, of course, primarily
a problem of small expanding business. But this is at the heart of it growing mi.i-
tional economy and the encouragement of economic compete it ion. It, is also evident,
that the burden of compliance arises primarily front dislaratv rulhs for the de-
termination of income, the apportionment of income, and the )lbligati ( to collect
tise taxes. If the rules were uniform among the states, jurisdictional proteeti n
from any state in which there are customers might well prove to be necessary,
at least with respect to state level taxes.

The proliferation of the imposition of income and use taxes by lm'al govern-
ments, however, is another matter. This can be as burdensome t( large business
as to small, consider4ng that there are some 80,000 local governments. With respect
to such taxes, tl. , should be it substantial minimum connection wit h the taxingjurisdiction.in spite of the fact that concern about jurisdictional overreach by tie states

initiated the recent history and remains the prime concern of small businew.s, there
has developed far more agreement than may at, first b, evident.

With respect to income taxes, the Ad lHoc Committee proposal introduced iII ti
last session of Congress by Senator Magnuson its S. 3333, and tie Multistate Tax
Commission Plan, both accept P.L. 86-272 as sufficient while the liodino Bill, the
Ribicoff-Mathias Bill and the COST proposal, introduced at the end of the last
session of Congress by Senator Mathias as S. 4080, embrace a "business location"
concept. But on close examination, how much difference is there between P.L.
86-272 and "l)usiness location?" The latter is a nore precise and elaborate dfiini-
tion but solicitation by an employee in the state would alone be sufficient in
certain circumstances to confer jurisdiction except as solicitation is rendered
insufficient by incorporation of the language of P.1,. 86-272 in the definition of
"location of an employee." Thus, the minimum connection in both comes to the
same thing and by virtue of the same language except for the additional exclusion
under the business location standard of installation or repair incidental to an
interstate sale, which is important but not a likely matter of critical disagreement.

With respect to the power of state and local governments to impose the obliga-
tion on interstate business to collect sales or use taxes, there is su)stantial agree-
ment in all of the proposals and bills except the lodino and Ribicbedf Bills. The
latter bills would impose the business location standard mo'dified only by regular
household deliveries. All other bills and proposals would codify tl, Scripto and
National Bella8 Hess case law extending the jurisdictional reach of states to cover
regular solicitation in the state by an employee or representative (Scripto), but
not solicitation solely by mail, radio or television (National Bellas Hess). The
jurisdiction of local governments, however, would extend beyond the business
ocation test only to regular household deliveries under the Ad lloc Committee bill,

the Multistate Prax Commission Plan and the COST bill, as under the Rodilo
and Ribicoff Bills.

Thus, again, except for lingering small business interest in the higher state
level limitation in the Rodino Bill, there is general agreement as to sales and use
tax jurisdiction. It would appear that the far greatest importance of effective
limitation of potentially 80,000 local governments requiring collection of their
separate sales and use taxes will persuade small business to join in the general
consensus.
The sales factor

There is no significant controversy with respect to the use or definition of the
property and payroll factors of the income apportiomment formula. All the conflict
centers on the sales factor, first as to whether it sholild be used and second as to
its content. The ltodino and Ribicoff Bills continue to incorporate the two factor
formula, omitting sales, which first appeared in II.R. 11798. However, the ilo-
mentum of support for the two factor formula is waning and was never sufficient
to overcome the adamant state opposition. All the other pending proposals employ
a three factor formula, including a sales factor on a destination basis.

But disagreement persists with respect to the so-called "throwback" rule, under
which sales to customers in a state lacking jurisdiction to tax the seller are as-
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signed to the state of origin. UDITPA, the Multistate Tax Compact and the
Multistate Tax Commission's Plan all incorporate the 'throw-back' rule. The
Ad Hoc Committee Bill (S. 3333) modifies the rulh by making it inapplicable to
export sales, other than to the U.S. (Oovernment, and the COST bill eliminates the
"throwback" rule Conl)letely.

There is more theoretical fervor than there is practical significance in the dis-
agreement and an accommondatiom along the lines of the Ad Hoc Committee pro-
l)sal should be acceptable.

Dividends
There is substantial agreement that the business/nonbusiness income distinc-

tion embodies in U l)ITPA should be avoided and that all income should be ap-
portimied under the formula, with t he except ion of dividends with respect to which
there is strong disagreement.

The Multistate Tax Commission in its regulations and in its Plan would include
dividends in a)portionable income. The Ad lloc Committee bill would eliminate
from the tax base dividends from 80;)% owned affiliates and would allocate all other
dividends to the commercial domicile of the recipient. The COST bill follows the
Ad Hoc proposal but reduces ownership of affiliates to 50o.

The general practice among the states is not to tax intercorporate dividends,
but a few states vigorously disagree. It, would seem that the taxation of inter-
corporate dividends is undoubted double taxation which should certainly not be
extended beyond the 15(', included in income under the Internal Revenue Code.

The treatment of dividends clearly is me of the most sensitive and important
remaining controversies. Failure to resolve it may well stand in the way of the
needed aceminmodation.
Combined or consolidated returns

The treatment of dividends is a sensitive and important issue but the coinbina-
tion or consolidation ()f related corporations where one is subject to the jurisdiction
of the state but the other is not is the more notorious and apparently irreconcilable.
controversy. Arcane distinctions are drawn between combination and consolida-
tion but for brevity we shall use consolidation as comprehensive.

The storm center of the controversy is the premise, aside from a common owner-
ship, on which consolidation should rest. There are strong advocates of the
"unitary business" doctrine among state tax administrators but most administra-
tors appear to be indifferent. On the other hand, business generally strongly
adheres to the view that consolidation should be imposed by states only if there
has been non-arm's length dealing between the related companies.

Refl eatingg the controversy, the libicoff Bill prohibits consolidation and sub-
st itlit Cs realloat ion in ac ,rdanc(,e with the principles of Sect ion 482 (f t he Internal
Revenumme Code. The first Ad ll e committee e bill employed a series of rebulttable
lpresu)ti 1m1s )erlitting or forbidding c(nsolidation of 80%() affiliates, keyed to
the v1lunie of interefmlpany transactions. The Multistate Tax Comnfissionll Pan
would permit either the state or the t'ax)ayer to elect to cMsolidate with all 80%'/
affiliates and this wa6 adopted in the second Ad Hoc Committee prl),sal with
ti exclusion, however, of atiliates substantially all of the income of which is
from foreign sources. The COST bill, on the other hand, p)erinits consolidation
only if the state establishes non-arm's length dealing or if the taxpayer estab-
lishes that clear reflection of income requires it.

The disparities in the l)roposals are obviously wide and fundamental but,
curiously, the resolution of the conflict may not be its remote as it appears, as I
shall eXl)lai, presently.
Regu lations and appellate procedures

hllere are two other s)ecifies over which there is no express general agreement:

regulations and appellate proced6Ir(-s. The Multistate Tax Compact provides for
the formulation by the Commission of )urely advisory regulations while the first
Ad lhoc Committee prol)osal would have conferred on the Multistate Tax Com-
mission the power to )romulgate mandatory regulations on nonmembers as well
as members of the compact. The second Ad Hoc Committee prol)osal retreated to
advisory regulations which would be adopted only by the action of all states,
whether or not members of the compact, and which would not be binding on a
state if it took positive administrative action within 180 days rejecting the regula-
tion. None of the other'bills or proposals, other than the first Magnuson consent
bill, endorse the Miltistate Tax Compact or provide for regulations.

21-350-74--8
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With respect to appeals the Multistate Tax Compact provides for arbitration,
the first Ad foc Committee proposal provided for an appellate procedure within
the Multistate Tax Commission from which there was an appeal to the Federal
Courts of Appeal, but the second Ad Ihoc Committee proposal abandoned all
appellate procedure, leaving the resolution of controversies to present state
administrative and judicial remedies. The COST proposal does not provide for
any administrative procedures but would confer jurisdiction on the Court of
Claims to review de novo final state administrative determinations involving
application of the federal legislation.

These are interesting proposals and alternatives for regulations and appeals
but. they do not represent crucial differences that cannot be dealt with in the
context of general agreement with respect to the rest of the legislative package.

THE NEED FOR RECONCILIATION

Having traversed the sixteen years of recent history, where do we stand today?
It is my reading of the mood of Congress, particularly of the Finance Committee,
that it is waiting for the contending parties to compose their differences. The
Congress does not intend to act as arbiter and unless state administrators and
business are prepared to give substantial support to one of the existing proposals
or a new accommodation it, will not act. This is now more likely than ever to )e
true since Congress will be preoccupied with its constitutional confrontation with
the executive. Therefore, unless the past 16 years of effort, contention and sub-
stantial accommodation are to come to naught, a final effort to resolve remaining
differences must be made.

A SOLUTION TO RESOLVE THE REMAINING CONFLICTS

Since neither Federal legislation alone nor the Multistate Tax Compact alone
seem capable of commanding sufficient support to l)rovide a solution, the Ad Hoc
Committee conception of a combination of the two with appropriate modifications
provides the only real promise of reconciliation. It makes sense and deserves
support. I do not, however, foreclose; indeed, I encourage, the substitution of a
new and broader accord between business and tax administrators, if one can be
forged. There is promise of this in the discussions under progress between COST
and the Executive Committee of the National Association of Tax Administrators
(NATA). One can only hope that the promise will come to an early fruition, since
the remaining differences are no longer really so very great, except for some
partisans who continue to insist on their own special interest or point of view.

With respect to jurisdiction the existing proposals are not substantively very
different with respect, to income taxes, and although I would prefer the business
location test to simple continuation of P.L. 86-272, I think we should recongize
that the business location test would not have resolved beforehand the litigation
in the Clairol and Heublein cases with respect to the meaning of solicitation under
P.L. 86-272. With respect to sales and use tax collection, I believe small business
should yield to the more general eonsensu. as to state jurisdiction in order to
achieve limitations on the potentially far more burdensome obligation of collect-
ing local government taxes.

The treatment of dividends and consolidation of related companies are the
two remaining significant obstacles to general consensus. Again it seems to me that
the Ad Hoc Committee proposals are reasonable accommodations. I do not like
the elective consolidation by either the state or the taxpayer, since it lacks any
rationale except expediency, but it seems to be the only solution that can pos-
siblv achieve substantial support from both states and business. The proposal
originated with the Multistate Tax Commission Plan and therefore has state
support and despite the COST bill's adherence to the arm's-length standard,
I have reason to believe that the business community can and would accept the
dual elective standard, if affiliates, substantially all of the income of which is
from foreign sources, are excluded.

A final effort at accommodation must be made and it must be made during this
session of Congress or I fear that, all rasonable hope of useful action to bring
order and balance into the chaos of state and local taxation of interstate business
will be spent, perhaps irrevocably.

AN OPTIMISTIC OUTLOOK

But I remain optimistic. The not uncommon history of apparently intractable
controversies is that they pass from unyielding hostility to grudging recognition
of merit in opposing views and gradually to reconciling compromise.
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But an acceptable issue out of our difficulties is by no means assured. One
must plead for statesmanship on the part of both tax administrators and business
representatives. The Ad Hoc Committee conception of a combination of federal
legislative standards and the Multistate Tax Compact is a new venture in federal-
ism and, perhaps with some further adjustment, deserves support. But any
other solution with substantial backing by business and state tax administrators,
such as the developing COST-NATA accord, deerves encouragement and slip-
port. If we persist in unyielding disagreement, the opportunity for creative
statecraft may irretrievablv pass, risking to unpredictable future pressures the
fashioning of perhaps siome drastic solution.

[From the Tax Executive, January 19711

A NEW VENTURIEF IN FEDERALISM-TOWARD A SOLUTION TO STATE TAXATION
OF .MULTISTATE BUSINESS

(By Leonard E. Kust)2

I. INTRODUCTION

My titl,-" A New Venture in Federalisi" possibly conjures up something far
more exciting than my subject. But the obdurate problems involved in state
taxation of interstate l)usiness require new l)ersl)ectives and some venturesomeness
in statecraft and I will stand by my title, trusting that my subject will at least be
challenging if not exactly exciting.

New initiatives are needed to break the sterile in passe with which we have been
confronted. All proffered solutions have been r(jocled.

Th--pFeseht impasse is, of course, part of the historic confrontation between
state and national government in a federal system. The problems of state taxationof nlltistate business arise naturally fr )I a nationwide economy functioning
within a federal system. Solutions, on the other hand, necessarily impair in some
measure the autonomy of the states.

In spite of this historic context., we must not permit an overweening emphasis on
the conflict I)etween "states' rights" and "national supremacy" deflect us from the
search for a reasonable acconinmodation.

Reviewing the history of the controversy, I believe we have passed well beyond
a simplistic confrontation between state and national government.

-+, er-since Chief Justice 'Marshall in Brown v. Mlaryland 3 declared the obvious,
t has remained persuasive that state taxation can inil)ede interstate commerce in

violation of the Constitution. Yet as snme ;300 decisions of the Supreme Court 4
since attest, the judicial l)roc(ss is not a satisfactory instrument for reconciling the
sovereign power of states to impose taxes to the needs of a national economy con-
teniplated by the commrc clause of the Constitution.

Recognizing that the taxing power is the most jealously guarded power of
soverignty, it is unfortunate indeed that the first full scale and considered attempt
of Congress to exercise its constitutional i)ower to regulate state taxation of
interstate connierce should have unnecessarily exacerbated the inherent conflict
)etween state and national government.

Yet 11.R. 11798, the result in 1965 of five years of preparatory work by the
Subcommittee of the IIouse Judiciary Comilittee, could not have been better
calculated to alarm the state- and give credence to a claim of invasion of "states'
rights." The drastic departure fromn prevailing state )ractice in presenting a
two-factor apportionnment formula for income taxes and the provision for sub-
stantial federal administration l)rovided a mnomentun for state resistance which
has since blocked any reasonable action.

Withdrawal by Congress since to consideration of such modest and really in-
adequate measures as the lRodino Bill (11.It. 7906) has convinced everyone, I
believe, that no undue invasion of "states' rights.' is threatened. Reasonable
restraints on state taxing power in the interest of freer interstate commerce is
now largely accepted on all sides. The quarrel is over what is reasonable and how
it should be implemented.

This article is based on a talk delivered by Mr. Kust at the TEI Annual Conference in New YorkCity.
2 Leonard E. Kust is a partner with the firm Cadwalader. Wickersham & Taft in New York.
Mr. Kust holds the degrees of Ph.B. from the University of Wisconsin and J.D. from Hlarvard Law School

lie was formerly Vice President and General Tax Counsel of Westinghouse Electric Corporation. He is
past President of Tax Executives Institute and Tax Institute of America.

3 25 U.S. (12 Wheat.) 419 (1827).
Northwestern ,tatts Portland Cement Co. v. Minneeota, 348 U.S. 450 at 457, 458 (1959).
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Against this background, let me give you my appraisal of where matters stand
and what the prospects are.

II. POSSIBLE SOLUTIONS IN PROCESS

There are presently in process several initiatives in varying degree of imple-
mentation and with varying promise of providing reasonable solutions to the
l)roblems of state taxation of multistate business.

A. Uniform Acts. Since 1890 the National Conference of Commissioners ol
Uniform State Laws has promoted uniformity in state legislation on subjects
where diversity of treatment is an interstate evil.

A National Tax Association Committee issued a report in 1919 urging States to
utilize a simple uniform tax on income and in 192 1 set forth the model acts which
had been drafted pursuant to the 1919 study. Although the NTA persisted in its
advocacy of a uniform law, nothing concrete ensued until 1957 when the present
Uniform Division of Income for Tax Purposes Act, referred to by the acronym
UDITPA, wias drafted and approved by the National Commissioners on Uniform
State Laws and was in the same year endorsed by the American Bar Association. 5

After years of standing as the only solution being advocated with respect to the
problems of state taxation of interstate business, no sooner had the proposal begun
to be implemented then it began to be viewed as inadequate. The Supreme Court
decisions in the Stockhamn Valve and Northwestern Cenent cases 8 in 1959 centered
attention on the question of jurisdiction. UDITPA does not deal with jurisdiction.
Mr. Justice Frankfurter in his dissent in the aforementioned cases urged Congress
to act. The business community organized ,an urgent demand on Congress and
Congress, though it had never theretofore recognized any obligation or powerr in
the area, l)ronptly enacted Public Law 86-272 in 1959 delimiting the power of
states to impose an income tax on interstate business corporations and calling on
the House Judiciary and Senate Finance Committees to make a thorough study
and recommend legislation with respect to all of the problems involved, including
apl)portionment of income. When the Supreme Court decided the Scripto case 7 in
1960, the impact of sales and use taxes on interstate commerce was by amendment
of P.L. 86-272 added to the investigation.8

Overtaken by these developments UDITPA has languished. Although efforts
continue to have it enacted by state legislatures and some progress continues, the
uniform act is now generally viewed as guidance and as a prototype for incorpora-
tion in other broader solutions.

But aside from the roll of events, does UDITPA deserve its apparent fate? I
believe it has served a laudable and perhaps indispensable purpose in crystallizing
thinking about the standards to be incorporated in a uniform apportionment
formula, but both its scope and its al)l)roach are, I think, clearly inadequate to the
needs.

Uniform acts are rarely adopted by all states. Only 25 states and the District of
Columbia have adopted UDITPA.9 Usually some deviating amendments are made
by state legislatures, as has happened with respect to UDITPA. Some lack of
uniformity may be tolerable with respect to other uniform laws but with respect to
UDITPA deviation means a potential duplication of tax burden.

Moreover, as already noted, UI)ITPA does not deal with jurisdiction. It does not
deal with the determination of the income base; it does not deal with the treatment
of related taxpayers; and it does not deal with taxes other than the income tax.
Finally, the uniform law approach cannot )rovide machinery for uniform adninis-
trative and judicial interpretation which can over time create wide diversity.

I think we can conclude that the uniform law approach will not serve to solve
the problems of state taxation of multistate business.

B. Federal Iegislation. Congressional action and the prospect of additional
Congressional action have drained the uniform act approach of vitality. But while
federal legislation has distinct advantages over uniform laws, what are the real
prospects for effective federal legislation and how would it be implemented?

The prospects are at best uncertain. After its disastrous first proposal for
Congressional action incorporated in II.R. 11798, the House Judiciary Subcom-
mittee offered a drastically truncated measure directed primarily to snall business.

6 H.Rep. 1480 88th Cong. 2d Sess., Vol. 1, pp. 129, et seq. (Willis Subcommittee Report)
ISupra, 358 U.S. 450 (1959).

Scripto, Inc. v. Carson, 362 U.S. 207 (1900).
S P.L. 87-17; 11. Rep. 1480, supra, . 9.
9 Alabama Alaska, Arkansas California Colorado, Hawaii Idaho, Illinois, Indiana, Kansas, Kentucky,

Michigan, Missouri, Montana, Nebraska, New Mexico, North bakota, Now Hampshire, Oklahoma, Oregon,
South Carolina, Washington, North Carolina, Utah, Virginia.
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It has been twice passed by the House in spite of adamant opposition by state
tax administrators. Now known as the Rodino Bill (H.R. 7906) and pending
before the Senate Finance Committee, it is in threat of becoming a casualty a
second time as time is running out in this Session of Congress.

Why after so many years and so much effort and such clear need is Congres-
sional action again al)out to abort?

There is a complex of reasons. There is still t residue of resistance based on
the notion that any action represents Congressional interference with states'
rights. There is disagreement, between business and state tax administrators;
there is disagreement among business groups; there is disagreement among tax
administrators; and there is reluctance on the part of Congress, l)artictlarly the
Senate Finance Committee on which all these disagreements have come to bear,
to act arbiter and impose a solution. My reading of the mood of the Finance Com-
ittee is quite frankly that it is waiting for the contending l)arties to compose

their differences.
Overhanging the troubled atteml)ts to solve the problems through federal

legislation are somc nagging questions if we are to enlarge the narrow scope of
the I odino Bill. How far can the scope be broadened and made effective without
provision for administrative and judicial interpretation in a manner which will
preserve uniformity? Is federal administration avoidable and if not how can
present state opposition be overcome? Is a multistate tax compact an alternative
to federal legislation?

C. The Mlultistate Tax Compact. The Multistate Tax Compact was conceived
in 1966, and has been promoted as an alternative to federal legislation. It in-
corporates UDITPA, it provides some sales and use tax standards, it provides
for advisory administrative regulations and it provides an arbitration procedure.
It is thus clearly superior to the uniform law apl)roach. But it still suffers from
some of the defects of a uniform act and encounters sonie special problems of its
own.

In 4 years the Compact has been adopted by only 20 states 10 and has been
adopted by none of the major Eastern seaboard industrial states. It has succeeded
in getting associate Inembership from I:1 state, including important industrial
sttes, but clearly the )ros(pect of getting bro lad eiotigh participation to) make
the coml)act a self-sufficient solution to the )roblhills oif state taxation of multi-
state business is dou btful.

Moreover, the Compact does not deal with the issiie. of jurisdiction and its
provisions for administrative interpret tation are \\eak. It has, no provisions for
judicial review. While the contrary i. argued, it imay well he invalid without
Congressional consent. Its enlargen'u eit anid aniendmnent to nwet changing needs
would involve cmnhberome individual niiiemIr state lgi:lative approval and if
Congressional consent is required, repeated (omgressiomal approval. Facing all
(f these problems and the present, reluctance of additional states to adopt it,
the Compact approach also appears unlikely to provide an adequate sohlition to(
state taxation of multistate business. It, has, nevertheless, srvled as a rallying
point for state tax administrators in tleir effort to forestall federal legislation,
and they have had bills introduced to give Congressional assent to the Compact.

III. AN INNOVATION IN STATEXRAFT-FEDERAIj LEGISLATION ADMINISTERED
UNDER A MULTISTATE COMPACT

All (f the apparently available avenues to sohltion of the l)roblenis of state
taxation of interstate business seem to be -eri-itsly llawed. low, then, do we
proceed?

Obviously some innovative, rec ,nciling init ia'ive is needed. Fortunately this
initiative has been launched, not as a selfcomiseious excrvis(, in creative statecraft,
but intuitively, forced by the logic of the circtmist'ances. It has emerged from
the chrysalis of pressure for solttion t hrough federal ligi,4ation and the counter-
pressure for solution through at multistate coml)act. Neither pressure or solution
apl)ears sutfficient in itself, but an anialgamnatjon of the two approaches may well
be the reconciling, innovative answer.

The Hill drafted by the Ad Iloc Committee on Taxation of Interstate Business
offers such an answer. I had the privilege of serving as Co-Chairman of this
Committee. As you know, the Committee was a volunteer and self-appointed
group of state tax administrators and business representatives who subscribed to
the view that reconciliation of the positions of business and state tax adminis-
trators was necessary and were willing to devote effort to that end.

10 Mull state Tax Newsletter No. 22, July, 1970.
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While palpable hostility between the business and state representatives at the
outset threatened the joint enterprise, this gradually gave way to respectful
regard for opposing views. Total reconciliation was not achieved but a wide area
of accord was defined and, remarkably, from the beginning there was consensus
that the solutions to the problems of multistate taxation of interstate business
should be implemented through a merger of the compact approach with federal
legislation.

I am convinced that, consciously or unconsciously, this was genuinely inovative
and regardless of the fact that the Committee's recommendations were not
unanimous or whether we individually, on study and reflection, agree with all the
details of the Committee's proposals, the larger thrust of the Committee's effort
is sound and offers the best and most hopeful solution to the problems of state
taxation of multistate business.

A. The Ad Hoc C(ommittee Proposal. A brief description of the main provisions
of the Ad Hoc Committee's proposal will, I trust, serve to justify this conviction.
The fundamental, creative conception is, of course, the merger of the multistate
tax compact approach and the federal legislation approach.

Under this conception, federal legislation would provide jurisdictional standards,
a uniform apportionment formula for income and capital stock taxes, standards
for consolidation or combination of affiliated corporations for income tax pur-
poses, standards for sales and use taxes, and l)rocedures for the settlement of
disputes, with the Multistate Tax Compact providing the means for administration
of the federal legislation.

Such a structure would provide flexibility for adjustment and evolution to
improve the system for taxation of interstate business. With the Multistate Tax
Compact providing only the administrative machinery under which the States

,would act cooperatively to administer federal standards, and not itself containing
substantive standards, there should be little or no need for future amendments of
the Compact. This is desirable since, as already noted, amendment of an interstat
compact involves procedures which it would be difficult to make responsive to
changing needs and developing thinking with respect to standards for taxation of
interstate business. On the other hand, with the Multistate Tax Commission
under the Compact acting as the administrative agency it could implement and
modify, within the limits (f l)ermissible administrative interpretation, the legisla-
tive standards under federal law, and when the need for changes exceeded the
bounds of permissible administrative interpretation the Commission could seek
amendments to the federal legislation, a far more responsive procedure than
amendment of an interstate compact. Moreover, under the Committee structure
of the Multistate Tax Compact any proposal for amendment of the federal legisla-
tion will have been preceded by extensive discussions between state administrators
and business representatives and will presumably, therefore, be presented to
Congress with a substantial consensus of support.

Time does not permit discussion of the s specific of the standards to be provided
by federal legislation or the specifics of the powers of administration delegated to
the Multistate Tax Commission. Some are freighted with controversy and the
Committee sought to limit itself only to the most pressing problems rather than
to deal with all the problems that might arise in the areas which were included in
its proposal. T[he Committee deemed it more important to take an initial step,
but a sound one, which would lay the groundwork for perfecting amendments as
experience pointed the way.

While the Committee conceived its approach under the compulsion of existen-
tial pressures, unaware of historical precedents and unsure of its constitutional
propriety, its conception, one finds on research, is not wholly unprecedented and
is, with little doubt, wholly constitutional, the latter having been confirmed by
competent outside legal counsel during the course of the Committee's deliberations.

B. Precedents. In a landmark article in 19251 I Mr. Justice Frankfurter, then
Professor of Law at Harvard Law School, and James Landis, then his research
associate and later Dean of the Law School, analyzed the compact clause of the
Constitution and urged a more imaginative use of this clause in dealing with
problems requiring interstate adjustments within our federal system. They cited
this approach as preservative of the legal autonomy of the states rather than
reducing them to departments or mere administrative divisions of the central
government. Although acknowledging that the compact clause had its origin in
the boundary disputes pending at the time the Constitution was framed and
adopted, they traced its gradual application in other areas and argued that the

11 Frankfurter & Landis, THE COMPACT CLAUSE OF TIlE CONSTITUTION-A STUDY IN
INTERSTATE ADJUSTMENTS, 34 Yale Law Journal 685 (192).
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pressure of modern interstate problems has revealed the rich potentialities of the
device. They specifically called attention to its usefulness with respect to interstate
conflicts in taxation. The following quotation sounds remarkably current:

1. .no one can scan the flood of cases dealing with 'jurisdiction' to tax,
rules for apportionment and the like, without realizing that the opportunities
for taxation o)en to the States against common resources might find a more
economic and more effective solution through negotiation than through
litigation. At all events, in view of the growing burden upon time and feelings,
as well as the cost in money due to the conflicts and confusion arising from
the administration of independent systems of State taxation, the possibilities
of amelioration and economy realizable through an alert use of the Compact
Clause call for more intensive study, as part of a disciplined attack upon the
entire tax problem."

This early recognition of the usefulness of the compact clause in interstate
taxation has been validated by time, but as we have learned a simple resort to
the compact clause is not enough. A more alert and imaginative use is needed.
The Ad floc Committee's proposal for federal legislation of uniform standards
administered under a multistate compact is such a use.

But even this conception is not wholly unprecedented. In an article in 1936,12
Professor Stevens of Cornell Law School proposed the adoption of uniform
corporation laws through a combination of federal legislation and an interstate
coml)act. lie suggested federal legislation authorizing an interstate compact to
set up an interstate commission on corporation law which would draft and approve
uniform corporation law provisions for adoption by member states. But more
critically for our purposes, he also suggested that in order to make the compact
approach effective the federal legislation should prohibit the conduct of interstate
commerce by corporations not formed under an act embodying the urif'rnm law.
He had no doubt as to the constitutionality of such a combination of federal
regulation of interstate commerce with an interstate compact.13

Similarly, there also appears to be ample authority under several Supreme
Court decisions 1 to support the administrative and judicial appeal procedures
envisioned by the Ad Hoc Committee's proposal.

IV. INTERNATIONAL IMPLICATIONS OF THE AD HOC COMMITTEE'S PROPOSAL

There is more than a federal and interstate dimension to the Ad Hoc Conm-
mittee's proposal which heightens my interest. The parallel between our inter-
state problems and the problems of international taxation of multinational
business is inescapable. If we can resolve through federal legislation and a multi-
state compact the l)roblem of interstate taxation, why should not this serve as a
prototype for resolution of the problems of international taxation of multinational
business through a multilateral treaty? The obstacles may seem insurmountable
but the power of the example will be there and as pressure for solutions mounts
with the accelerating'growth of multinational business, international machinery
may well be implemented to parallel our example. It is clearly in the interest of
business not only to solve our domestic problems but to grasp the opportunity
through a successful domestic solution to provide a compelling international
example. The time may not be so far off when a burgeoning multinational business
will require new initiatives to deal with the international implications, including
taxes. The impending seriousness of this is attested in the recent testimony on
multinational corporations last December and May before the Subcommittee
on Foreign Economic Policy of the Joint Economic (,ommittee.

V. PLEA FOR STATESMANSHIP

I am convinced that nothing less than a new venture in federalism such as the
merger of the Multistate Tax Compact and federal legislation will resolve the
differences between business and state tax administrators over solutions to the
problems of state taxation of interstate business. To me this venture beckons
as a challenge to statecraft. It calls for a kind of statesmanship that has not always
been abundantly present in the -debates on the subject heretofore. But I am
optimistic. The not uncommon history of apparently intractible controversies

Is Stevens UNIFORM CORPORATION LAWS THROUO11 INTERSTATE COMPACTS AND
FEDERAI LEGISLATION, 34 Michigan Law Rev. 1063 (1936)

Is See also Holcombe, THE STATES AS AGENTS OF TIE NATION, 3 SELECTED ESSAYS
ON CONSTITUTIONAL LAW, 1187 (1938).

14 Petty t. Tennessee-fiessouri Bridge Comm., 359 U.S. 275 (1959); Parden v. Terminal Railway of theAlabama
State Docks Department, 377 U.S. 184 (1964); Tobin v. U.S., 306 F(2) 270 (D.C. Cir. 1962), Cert. den., 371
U.S. 902 (1963).



102

is that they pass from unyielding hostility to grudging recognition of merit in
opposing views and gradually to reconciling compromise. I think the multistate
business tax controversy is running this course and we may well be entering the
last stage of reconciling compromise.

But an acceptable issue out of our difficulties is by no means assured. One
must plead for dedication to making our federal system work and for some sus-
tained statesmanship on the part of both tax administrators and business repre-
senitative+ .

I have dealt only with the larger issues but there are specifics which must be
incorporated in any solution and my experience on the Ad Hloc Committee makes
it only too clear that unyielding adherence to a preferred view with respect to
important specifics can destroy the )ronise of the joint venture.

Aside from its central conception, the genius of the Ad Hoc Committ(,e's
proposal, if it merits so laudatory a description, is its spirit of accommodation.
There is danger that it may not be considered in the same spirit by contending
business groups-and state tax administrators now reviewing it.

I do not, mean to suggest that the Ad lloc Committee's-)roposal must be ac-
cepted intact, or all will fall. But in seeking adjustments in the proposal let us not
rekindle the old hostilities and resume the old intransigent stands.

I n cestion whether either of the opposing views in the major specific contro-
versies, such as over use tax jurisdiction and the consolidation of related compa-
nies, ctn wholly prevail. And if wepersist in unyielding disagreement, the oppor-
tunity for creative statecraft may irrevocal)ly pass, risking to unpredictable future
pressures the fashioning of perhaps sonic drastic solution.

Senator HANSEN. The next witness is the Honorable Kenneth
Back, )resident, National Association of Tax Administrators, ac-
companied by Charles F. Conlon, executive secretary, N.A.T.A.

You may be seated and vou may proceed.

STATEMENT OF KENNETH BACK, PRESIDENT, NATIONAL ASSOCIA-
TION OF TAX ADMINISTRATORS, ACCOMPANIED BY CHARLES F.
CONLON, EXECUTIVE SECRETARY __

Mr. BACK. Thank you, Mr. Chairman.
Mv name is Kenneth Back and I am Director of the Department of

Finance and Revenue, District of Columbia, and president of the
Nattional Association of Tax Adninistrators. I have with me Mr.
Conlon who is executive secretary of the association.

I present this statement on behalf of the executive committee of
this Association of Tax Administrators. I have submit ted a sta temient
for t1le record and I would request that it be ma(le a part of the record
and I will attempt to sumnarize it here.

Senator HANSEN. Without objection, it, will be placed in the record.
Mr. BACK. The views expressed in this statement, which has been

sul)mittel for the record, faithfully reflect the general position of
State tax administrators in respect to substantially similar bills
introduced in earlier Congresses. In addition, tax administrators who
have their individual views on some of the points discussed here will
communicate them directly to the committee.

Congressional concern with the general problem of State and local
taxation of interstate business dates back many years. Following some
Supreme Court income tax decisions, Congress enacted Public Law
86-272. At that time, Congress also authorized and called for a study
of the matter. That study was primarily based on data available dur-
ing the period of 1959-60. In the meantime, in the way of remedial
action to deal with bona fide complaints, much has been done and
achieved by the concerted action of the States themselves.

Moreover, as Senator Murphy )ointed out, when he introduced S.
3368 in t he 91st Congress, there have also been a number of signifi-
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cant sales and use tax developments, the practical effect of which has
been to render irrelevant much of the previous testimony in support of
Federal legislation. This is particularly true, for example, of the ex-
tended testimony dealing with catalog and mail order sales, which the
U.S. Supreme Court has determined do not subject a business to a
State's taxing jurisdiction.

While there was much disagreement with the study of the House
Judiciary Committee at the time the study was completed, we would
be the first ones to say that the study spurred the States to take action
for uniformity.

The steps that States have taken to eliminate unduly burdensome
requirements are spelled out in detail in the formal statement I have
presented for the record. Let me just summarize them here by saying
that they involve a corporation income tax base tied to the Internal
Revenue Code as a starting point; the adoption of a standard appor-
tionment and allocation formula; credit for sales taxes paid to another
State; the use of exemption or resale certificates to relieve vendors of
tax liability; their elimination of charges for out-of-State sales, in-
come, and tax audits; the elimination of sales or use taxes or household
goods brought into a State by new residents; expended filing periods
For sales tax vendors with low sales volume and the negotiation of an
interstate tax compact.

On the whole, these accomplishments are impressive and suggest
that the program recommended by the tax administrators will be
adopted by all of the States and there is, accordingly, no real need for
further action by the Congress at. this time.

We would have serious objections to some provisions in many of
the bills that are pending before the Congress. I won't identify any
particular bill but just mention some of the principal parts of the bills
we would find most objectionable.

These would be tie use of a two-factor apportionment ceiling
various restrictions on Stale power to require a consolidated tax
return where such t return is necessary to determine accurately the
income of a corporation with a business location in the State; prohibi-
tions on the taxation of intercorporate dividends; and the exclusion of
foreign source income, including dividend income in a manner that
effectively prohibits a State from requiring a consolidated return be
filed in those cases where, in the tax administrator's opinion, such a
return is necessary to determine accurately the income of a corporation
with a business location in the State. We would object to the provision
in one of the bills-I believe it is S. 1245-that the Federal courts be
used for de novo proceedings on State and local taxes. We would also
oppose the conferral on any organization or association of the power
to make rules and regulations binding on all States. We would be most
reluctant to see the elimination of the Scripto-General Trading rule
in the sales and use tax field and the inauguration of registration
number procedures as a substitute for vendor collection.

There are some of the provisions which would be most objectionable
in our opinion to the majority of the States.

1 would go further, Mr. Chairman, and say if Federal legislation is
to be adopted, we would like to recommend some ot the )rinciples to be
observed in such a bill. The first principle would be to incorporate into
each title dealing with a specific tax the definitions appropriate to the
concept of that tax and thus avoid some of the misunderstandings
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caused by the use of common definitions in pending bills. In other
words, the jurisdictional standards set forth in Public Law 86-272,
in our opinion, simply will not work in the sales tax field.

No. 2, in the corporation income and capital stock tax fields, we
would recommend:

(a) Include leased-out income-producing personal property as a
jurisdictional element-some of the bills do and some of them do not
carry this-and,

(b) Make the jurisdictional provisions and the division of income
provisions applicable to all corporations covered by the bill, provided,
though, that the three-factor, formula is substituted for the present
two-factor formula in the apportionment ceiling provision in some of
the bills. It should be noted that, a sulbstalltial number of State tax
officials would favor the application of the formula to the entire net
incoine of a corporation, and,

(c) Let the tax base be-determined according to State law-and I
am referring to income taxes now-and let existing law be governing
with respect to the requirement for a combined or consolidated return
of affiliated taxpayer's where such a return would be necessary in
order to determine accurately the income earned in a State, and,

(d) Allow a reasonable leadtime before any legislation is operative.
The executive committee of NATA has gone one step further in

its efforts to provide affirmative solutions in the income tax field. In
preparation for these hearings, the executive committee directed that
a special study be organized for the purposes of preparing a draft bill
denhiug specifically, with corporation income and capital stock taxes.

T1his study group under the chairmanship of Owen L. Clark, has
been working on such a draft bill. Although the study group has worked
diligently on this project,, it simply has not been feasible to complete
the draft for the executive committee in time for consideration prior
to this hearing. Mr. Clark will, however, describe for the special
subcommittee on State taxation of interstate commerce the progress
made thus far and the prospects for completing the draft in the near
future for consideration by the executive committee of NATA, and
by the tax departments of the several States and, as I said, this will
be completed in the near future and presumably at that time, if
one can be agreed upon by the States, we would make such a sub-
mission for consideration.

In the sales and use tax field, most of the provisions of S. 282 and
H.R. 1453, are generally recommended as acceptable standards if
Federal legislation is to be enacted in the sales tax field. Either could
be incorporated as a single title in the omnibus i- *lThis would insure:

(a) The retention of the General Trading Scripto standard for the
collection of use taxes; aid,

(b) A conventional definition of a use tax, that is, one that is
complementary to a general tax; and,

(c) The retention of the authority for interstate sales tax agreements;
and,

(d) A practical definition of an "interstate sale." S. 282 and H.R.
1453, also include a number of sales and use tax remedial provisions
that appear in other bills pending before the Congress. However, as
to two of these, the good faith test for a resale certificate and the
exclusion of delivery charges from the measure of the tax, there are
substantial differences.
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As to local taxes, the executive committee members would rec-
ommend that any action in connection with local sales taxes, as
contained in most of the bills, would be postponed for 5 years to give
the States an opportunity to get their house in order.

The members of the executive committee would also support sales
and use tax provisions permitting the advance collection of the tax
from wholesalers in those States that favor such an approach.

At the roundtable hearing in this room a few weeks ago, there
was a proposal laid out, on the table by Mr. Traigle, collector of
revenue for the State of Louisiana. Our association has not had time
to study this proposal prior to these hearings. I spoke with Mr. Traigle
and when he testifies, I assume he may further elaborate on his
proposal, but the executive committee of this association has not had
an opportunity to take a position on this proposal and on its work-
ability.

The CHAIRMAN. You are aware of what that proposal does?
Mr. BACK. Yes; we are familiar with the proposal. We would

assume it probably needs some revisions here and there but that it
may work. We don't know. We really haven't had a chance to study it.

Trhe CHAIRMAN. What I understand that proposal would do is
instead of having 10,000 or more different rates, tiere would be just
50-separate rates to contend with, so you would just see what the
total State tax was in that State and, if you paid that, that is all the
businessman would need to worry about,. It seems to me that would
help you meet your problem. It might not be perfect but it is better
that what you have now.

Mr. BACK. I think that is right, Senator Long. I think our main
concern would be from an enforcement point of view.

The CHAIRMAN. Yes.
Mr. BACK. But the principle and idea sounds great, to me, per-

sonally, but I think we would want to look at it, from the point of
view of how can we enforce it and this I don't think has been resolved
yet.

Getting back to the statement, the members of the executive
committee, also, generally recommend that enforcement powers be
spelled out in the provisions of several pending bills which authorizes
the use of the interstate sales and use tax collection agreements.

Let me summarize the statement this way: A Federal bill incorporat-
ing these amendments and those proposed amendments, that will be
recommended in the draft bill now under consideration by the special
study group in NATA would provide standards and guidelines for
State and local taxation that would assure a reasonable degree of
certainty for the taxpayer while, at the same time, avoiding any
wholesale disruption of State administrative procedures and enforce-
ment methods and the sharp adverse revenue impact which some of
the pending proposals would entail. To a considerable degree, a bill
drafted along the lines recommended would, in effect, codify the
standards and principles that have been sanctioned by the courts
over the years.

I -will end my formal statement there and try to answer any ques-
tions that you may have.

Senator HANSEN. What steps do States usually take to inform all
companies doing business within their State that they might be
liable for income or sales taxes and how do they insure compliance?



106

Mr. BACK. I can't, speak for all of the States. I think enforcement
and information procedures will vary. I just can't speak for the States
in this regard. I am not that familiar with all of their procedures,
Mr. Chairman.

Mr. CONLON. If I may,, may I comment?
Senator HANSEN. Fine.
Mr. CONLON. I-
MXr. BACK. This is ,r. Conlon who is accompanying me here as our

executive secretary.
Mr. CONLON. 'T'he States make efforts to furnish the commercial

law reporters with information with respect to regulations, copies
of forms and the like in the same way generally as the Internal Revenue
Service does. There is a, greater concentration of there efforts, of
course, within the State than there is outside. Unless you do have
ready access to the commercial reporting services, Senator, you
simply would have to get, in contact directly with the State tax agency.

Senator HANSEN. One further question: Iow have-States acted
on their own initiative to provide uniform collection of these taxes,
that is, sales and use taxes at the State level?

Mr. CONLON. Well, do you mean with respect to the kind of report-
ing and return procedures fliat the States use, sir?

Senator HANSEN. Well, whatever it may be. I would certainly
assume that those two facets would be included.

Mr. CONLON. Most of the States imposing sales and use taxes have a
standard registration procedure under which any vendor, who makes
sales of tangible personal property in the jurisdiction, must get a
permit and make a return within the time specified. Some of the
returns are monthly, some of them are bimonthly, some of them are
quarterly. These returns differ in form but, in general, they are sonie-
what similar in that they require a statement of the gross receipts
from the sale of tangible personal property, a specification of the
exemlptions and the amount of exempt itels sold and a totaling l1i)
of the tax liability. There are soW differences among the States in the
detail in which the report must be made, but, in general, that is the
kind of procedure which the States ordinarily use.

Senator HANSEN. More specifically, lr. Conlon, in those States
where separate entities of government exist, whether it is county
government, city, or whatever it may be and they impose taxes onl
their own initiative, what efforts do you know of that might have been
taken by States to achieve uniformity in this situation?

Mr. CONLON. Well, ] think the most notable an(d most successful
one is tile plan followed in a number of States, for example, in Cali-
fornia and Illinois among others, whereby local government authority
to impose a sales tax is conlitioned on the use of a standard tax base
and some sort of limitation on the rate; together with State admin-
istration of both the State ani local tax. This is not "the case in all
States. There are States, as Senator Long has indicated, where local
governments may independently alopt their own taxes and their own
tax rates. Also, these taxes are enforced in(le)endently so that a vendor
doing business in 15 different localities in the State mlst mnatr sone
15 tax returns.

Senator HANSEN. Do you comnsiler this to be a political problem
that the States call resolve oin their own initiative?
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Mr. CONLON. I will answer it this way: In many. States this problem
has been resolved by the use of the State-administered, State-local
sales tax which I have just described. Now, what kind of incentive
you need to spur such action in other States, I just don't know. It is
mostly, I think, a matter of local autonomy. Local governments wish
to enforce the type of tax they like and collect it in the way they like.

The CHAIRMAN. I understand that the National Associa'tion of Tax
Administrators has been working with representatives of business in
an effort to work out some sort of accommodation on interstate tax
legislation. Can you tell meN what progress has been made and what
prospects there seem to be?

Mr. BACK. Yes, .\,r. Chairman. We have been working very closely
with business. The entire Executive Committee of NATA has hadl
numerous meetings with the business group known as the COST
group, and I think considerable progress has been made. I don't
know whether it will be possible for every single issue to be resolved
to everybody's satisfaction or not. I doubt it but, as' Mr. Kust said
awhile ago, I think we are a thousand times closer together than we
are apart, and I am very'hopeful that, if all parties will continue to
give a little and take a little, that if Federal legislation is to be that
we-can have a bill that will substantially satisfy most people. •

The CHAIRMAN. Thank you very much. We appreciate your
statement.

[The statement of Mr. Back follows:]
TESTIMONY or KENNETti BACK, PRESIDENT, NATIONAL1 ASSOCIATION OF TAX

ADMINISTRATORS

SUMMARY

In the years since the Special Subcommittee of the House issued its report, the
State tax departments have undertaken and have largely accomplished the adop-
tion of remedial programs affecting the administration of income, capital stock,
gross receipts and sales and use taxes affecting interstate commerce.

The scope of the remedial program suggested and the high degree of acceptance
it has received indicate that there no longer is any real need for Congressional
legislation.

The tax commissioners of many of the states have expressed their strong oppo-
sition to specifically identified provisions in pending bills, the purpose of which
are principally to reduce tax liability rather than to reduce compliance burdens.

Lest it appear that the views of state tax officials are negative in respect to
proposed legislation, it should be pointed out:

1. If Federal legislation is to be enacted in the sales and use fields, the pro-
visions of the CRANSTON-TUNNEY bill are much more acceptable to
state tax administrators than those in the other interstate taxation bills.

2. Specific suggestions for the corporation income tax field have been sub-
mitted.

3. A special NATA study group under the chairmanship of Owen L. Clarke is
working on a draft bill in the corporation and capital stock tax field. Mr.
Clarke will report directly to the Subcommittee on the status of this project.

STATEMENT

I am Kenneth Back, Director of the Department of Finance and Revenue
District of Columbia, and President of the National Association of Tax Admin-
istrators. I present this statement on behalf of the Executive Committee of this
Association.

The views expressed here faithfully reflect the general position of state tax ad-
ministrators in respect to substantially similar bills introduced in earlier Con-
gresses. In addition, tax administrators who have their individual views on some
of the points discussed here will communicate them directly to the Committee.
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Congressional concern with the general problem of state and local taxation of
interstate business dates back to tile Northwestern Portland Cement and Stockhaim
Valves cases in the income tax field (1959) and the Scripto case in the sales and use
tax field (1960). Following the income tax decisions, -Congress enacted P.L. 96--
272 which specified the activities that. an out-of-state business could condiet with-
out being exposed to state to local income taxes. Congress also called for a study
of the taxation of interstate business, which was subsequently conducted by t he
Special Subcommittee on State Taxation of Interstate Commerce of the lloii(e
Judiciary Committee. Twi('e the House has passedd a bill which would restrict state
and local taxation of interstate commerce. There has been no corresponding action
in the Senate, nor until now even any hearings on the subject.

The basic research involved in the special study, on which the House Juliciary
Committee recoinimetdations were founded, dates back to the 1959-1960 tax
year. In the meantime, much in the way of remedial action to deal with bona
fide complaints has been achieved by the concerted action of the states them-
selves. Moreover, as Senator lurl)hy pointed out when he introduced S. ;3368
in the 91st Congress, there have also been a number of significant sales and u.se
tax developments, the practical effect of which has been to render irrelevant 1n itch
of the previous testimony in support. of federal legislation. This is particularly
true, for example, of the extended tstinv dealing with catalog and uuail
order sales, which the United States Sulpreme Court has now determined do not
subject a business to a state's taxing jt ir sdict ion.

RECENT DEVELOPMENTS

Although some aspects of the Special S1iheninit e's findings have been
sharply criticized, there is no question that the Subcommittee's vork and rep(,rts
spurred the states to review their tax statutes and their administrative iproc.-dur.s
in resl)ect to the taxation of interstate business. As a result of this review the
states have, in the past several years, taken many steps to improve the situation
through the elimination of practices deemed to be inequitable or unduly bulrdel~l-
some as applied to interstate e)mmerce and by the enactment )f statutory 1'r',-
visions designed to provide uniform l)rocedures and to reduce the cost of coiply-
ing with state tax laws.

The basic program along those lines was set forth in the statement of policy
adopted at the special meeting of the National Association of Tax Admninistrator ,
held in Chicago. January 13-14, 1966.

The record of achievement in the implementation of that program is exemplified
by the situation which exists today:

I. Corporation Income Tax Base. Forty states have adopted the federal tax
base as the starting point. for determining taxable income for state corporate ion
income tax purposes or by administrative practice follow the federal statute
for all practical purposes. (This standard, incidentally, is not required in aiiy
of the interstate taxation bills pending before the Congress.)

2. Standard Apportionment Formula. Twenty-nine states and the Iistrict
of Columbia have adopted, verbatim or with some modifications, the LUni-
forrm Division of Income for Tax Purposes Act )romulgated by the National
Conference of Commissioners on Uniform State Laws. All but two ;tates iun-
posing corporation income taxes use a three-factor formula. Bills are pending
in other states to conform these three-factor formulas to the NCCI'SL Act.
In addition, the National Association of Tax Administrators has proposed a
series of regulations to implement the NCCUSL Act and is working on addi-
tional regulations.

3. Optional Low Rate Tax on Gross Sales. The policy statement endorsed the
proposal of a provision in an income tax law under which a taxpayer wh(e
only activities within a state consist of sales might elect to pay a lower rate
tax on gross sales in lieu of the tax on net income. While this revisionn is
included in the compact mentioned below, it has not been widely adopted on a
unilateral basis probably because, as a practical matter, a taxpayer who.sey
activities were qualified for the gross sales election would also be protected by
P.L. 86-272 and thus not subject to tax at all.

4. Credit for Sales or (Tse Tax Paid to Another State. Sales and use taxes are
imposed in 45 states and the District of Columbia. In all but one of these
states, a credit is allowed for a sales or use tax paid to another state. H however
in two of these states, the credit is limited to, contractors' equipment, tools
and machinery and in another the credit is allowed onlv if the purchase Was
made in a state which had enacted the Multistate Tax Compact.
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5. Exemption and Resale Certificates. All the states imposing sales and use
taxes provided by statute or regulation that where a vendor has received and
accepted a resale certificate in good faith, he shall be relieved of responsibility
for sales tax on such a transaction unless it is obvious that the property in-
volved is not being acquired for resale..

6. Discrimination against Interstate Transactions. In the few instances
where such discriminations were cited, for example the denial of a trade-in
allowance on local sales, these have now been comnpietely eliminated. In four
states there are still differences in the treatment of transportation charges
on intrastate and interstate sales under some circumstances. For all practical
purposes, however, these differences are nominal or technical rather than
substantial.

7. Charges for Expense of Out-of-State Audits. The few states which formerly
reqluired the taxpayer to reimburse the tax department for the cost of sending
an auditor to the taxpayer's out-of-state location to make a sides or use tax
or corporation income tax audit have repealed this requirement.

S. Taxation of Household Goods of Ne, Residents. So far as can be detor-
mined, no state actually imposes a use tax on household goods broughl into
a state after first use in another state by new residents.

9. x tended Filing Period. Where the interstate vendor's sales within a
state are minimal, all but a few states grant the taxl)ayer permission to tile
returns less frequently than the ordinary monthly or quarterly requirement.

10. Interstate Tax Compact. The policy statement also requested Conaress
to authorize the negotiation of an Interstal Compact through which the
states might carry out the program outlined aove. Although the requested
consent has not yet been forthcoming, the MAlultistate Tax Coml)act creating
a Multistate Tax Commission has been drafted and has been adopted and
become effective in 21 states. At the same tinio, the states generally have
proceededd to implement the suggested program by amendment of their own
tax laws and regulation,; independently of the compact with the result that
l)ractically all the changes enumerated above represent specific state leaisla-
tive recognition of these problems and unilateral action to remedy them.

On the whole, these accomplishments are impressive and suggest that the
program recommended by the tax administrators will be adopted by all the states
and there is, accordingly, no real need for further action by the Congress.

SPECIFIC OBJECTIONS TO PENDING PROPOSALS

Aside from the conviction that further federal legislation is unnecessary, the
Executive Committee of NATA would single out a number of specific provisions
or omissions in some of the bills presently spending. These provisions or omissions
are unduly restrictive or unfair; or disruptive of well established and accepted
procedures. In the corl)oration income and capital stock fields, these objections
include:

1. The failure to include the presence of leased-out income-producing
personal property within a state as a basis for tax jurisdiction.

2. The use (of a two-factor apportionment ceiling.
3. Various restrictions on state power to require a consolidated tax return

where such a return is necessary to determine accurately the income of a cor-
l)oration with a business location in the state.

4. Prohibitions on the taxation of intercorporate dividends.
5. The exclusion of foreign source income including dividend income in

a manner that effectively prohibits a state from requiring a consolidated
return be filed in those cases where, in the tax administrator's opinion,
such a return is necessary to determine accurately the income of a corpora-
tion with a business location in the state.

6. Provision for federal rules and regulations and the use of federal courts
for de novo proceedings involving state and local tax determinations.

Additionally, many state tax departments have expressed their strong opl)osi-
tion to Congressional legislation conferring on any organization or association
the authority to p)romulgate rules and regulations that would be binding on all
states.

In the sales and use tax fields, the Executive Committee of NATA identifies
the following revisionss that, almost without excel)tion, have been strongly
opposed by the state tax departments:

1. The imposition of the P.L. 86-272 standard governing the requirement
for the collection of use taxes instead of the General Trading and Scripto
rules now sanctioned by the courts.
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This change in the jurisdictional standard would give out-of-state
vendors a substantial and unfair competitive advantage over local merchants.
The local merchant must collect the tax from his customer. The out-of-state
vendor would also have a serious adverse effect on state sales and use tax
revenues and on sales and use tax administrative procedures and costs.
Most state tax officials would characterize the issue here as the most impor-
tant by far of all the interstate taxation proposals involved in pending
bills.

2. The inauguration of registration number procedures as a substitute
for vendor collection. Such procedure would have all the disadvantages
of the P.L. 86-272 standard; in addition it would require the registration
of many businesses not now engaged in the sale of tangible personal property.
Instead of looking to relatively few vendors for the tax, the state tax depart-
ments would have to collect, taxes as best they could from a relatively large
number of buyers.

3. The liimittation on the imposition of a use tax except on a person who
has a dwelling place or place of business in the taxing state. This proposal
involves a major change in the universally accepted concept of a use tax.

4. The definition of a use tax is so broad that it covers cigarette and alco-
hi(ie b!-,verage taxes whereas the sales tax provisions of the bills do not apply
to such 'special taxes.

5. The definition of an interstate sale and particularly the highly artificial
smi1i,finiti()n of the origin of a sale.

6. Unwarranted limitations on local sales and use tax jurisdiction.
A minibmler of states object also to the exclusion of delivery charges from the

mcasuire ()f the tax imp)sed with respect to a sales or use tax on an interstate sale.
lkcstrictions oil the imposition of gross receipts taxes affect only a small numi-

ber of states, but they are likewise strongly opposed by the states concerned.
In the personal income tax field, the Executive Committee of NATA recognizes

state opposition to those restrictions which were tacked on to the original Willis
bill in 1968 by a floor amendment because:

1. These personal income tax restrictions were added to the bills without
a Committee hearing. The states have never had an opportunity to demon-
strate that the standards incorporated by the floor amendment are neither
practicable, reasonable nor equitable.

2. These restrictions would prohibit the taxation of income other than
earned income derived from sources within a state, unless the recipient were
also domiciled in the state. Income from incoine-p)roducing property located
within a state and owned by a nondomiciled l)crson would thus be exempt
from taxation in the state where "he property is located.

3. These personal income tax amendments would substitute domicile for
actual residence as the primary test of income tax liability contrary to the
practice in many states.

ALTERNATIVE PROGRAM

While the progress achieved in the past few years argues strongly that there is
no need for any further federal legislation and especially any legislation with the
many objectionable features just enumerated, nevertheless, the possibility that an
interstate taxation bill might pass both houses of Congress must be considered.
In that event, the members of the Executive Committee of NATA are substantially
agreed that any such legislation should reflect the following recommendations:

1. Incorporate into each title dealing with a specific tax, the definitions
appropriate to the concepts of that tax and thus avoid some of the mis-
understandings caused by the use of common definitions in pending bills.

2. In the corporation income and capital stock tax fields:
(a) include leased-out income-producing personal property as a

jurisdictional element;
(b) mmake the jurisdictional provisions and the divivion of income pro-

visions applicable to all corporations covered by the bill provided,
though, that the three-factor formula is substituted for the present
two-factor formula in the apl)ortionment ceiling provision. It should
be noted that a substantial number of state tax officials would favor
the application of the formula to the entire net income of a corporation;

(c) let the tax base be determined according to state law and let
existing law be governing with respect to the requirement for a combined
or consolidated return of affiliated taxpayers where such a return would
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be necessary in order to determine accurately the income earned in a
state; and

(d) allow a reasonable lead time before any legislation is operative.
The recommendation in subparagraph (c) above is based on the

premise that no satisfactory and practical standards relative to com-
bined or consolidated returns have yet-been formulated and it would
be l)remature to do other than to maintain the status quo until satis-
factory standards are worked out.

The Executive Committee of NATA has gone one step further in its efforts to
provide affirmative solutions in the income tax field. In preparation for these
hearings, the Executive Committee directed that a special study group be orga-
nized for the purpose of preparing a draft bill dealing specifically with corl)oration
income and capital stock taxes.

This study group under the chairmanship of Owen L. Clark6-has been working
on such a draft bill. Although the study group has worked diligently on this
l)roJect it simply has not been feasible to complete the draft for the Executive
Comn'lFnitt in time for consideration prior to this hearing. Mr. Clarke will, how-
ever, 'describe for the Special Subcommittee on State Taxation of Interstate
Commerce the progress made thus far and the prospects for completing the draft
in the near future for consideration l)y the Executive Committee of NATA and
by the tax departments of the several states.

3. In the sales and use tax field, most of the provisions of S. 282 and II.R.
1453 are generally recommended as accel)table standard. Either could be
incorporated as a single title in an omnibus bill. This would insure:

(a) the retention of the General Trading-Scripto standard for the
collection of use tax(s;

(b) a conventional definition of a use tax, that is, one which is coin-
pletie'ntary to a general tax;

(c) the retention of the authority for interstate sales tax collections
agreements; and

.. (d) a practical definition of an "interstate sale".
S. 282 and 11.11. 1453 also include a number of sales and use tax remedial

provisions that appear in other bills pending before tha Congress. Ilowever,
as to two of these-the good faith test for a resale certificate and the exclusion
of delivery charges from the measure of the tax-there are substantial differ-
ences of opinion.

As to local sales taxes, the Executive Committee members are aware of the
fact nonuniform local sale taxes cause some serious l)roblems of compliance
for interstate vendors. They strongly recommend that if stricter jurisdictional
standards are imposed in respect to these taxes, the effective date of these
standards be postponed for a period of five years in order to mitigate the
immediate impact of such restrictions and to permit the adoption of alternative
methods for the collection of such local taxes within the rules provided.

The members of the Executive Committee would also sul)port sales and use
tax provisions permitting the advance collection of the tax from whole-
salers in those states that favor such an approach.

It has very recently been proposed that any vendor selling tangible personal
1)roperty in interstate comnnerce be required to collect applicable sales or use
taxes (including a standardized local sales or use tax rate) on all such sales
unless the buyer furnishes a resale or exemption certificate. The tax thus col-
lected would be remitted by the vendor to the tax department in the buyer's

--- £----state, The Executive Committee of NATA has considered this l)roposal but
has not had time to study it carefully and examine its implications from the
standpoint of administrative and compliance problems. Concededly, this
elimination of any jurisdictional restriction on the collection of sales and use
taxes would increase state sales and use tax collections. However, considera-
tion needs to be given to enforcement and compliance requirements before a
definite recommendation is forthcoming. Up to this point, the Executive
Committee and NATA itself has extended its support only to those sellers
with activities in the taxing state or who would be subject to the interstate tax
collection agreements authorized by the CRANSTON-TUNNEY bill.

4. The members of the Executive Committee also generally recommend that
enforcement powers be spelled out in the revisionn in several of lending bills
which authorizes the use of the interstate sales and use tax collection
agreements.

5. Gross receipts taxes. In view of the fact that problems in the gross receipts
tax field are of special concern to only a small number of states, the tax coin-

21-350-74-9



112

missioners leave any specific recommendations in respect to these taxes to the
states affected. However, they strongly support the application to the gross
receipts tax of the same principles implicit in the destination basis of sales and
use tax collection authority and the use of a destination basis in the sales tax
factor of the corporation income tax formula.

SUMMARY

A federal bill incorporating these amendments and those recommended in the
draft bill now under consideration by the special study group in NATA would
provide standards and guidelines for state and local taxation that would assure a
reasonable degree of certainty for the taxpayer while at the same time avoiding
any wholesale disruption of state administrative procedures and enforcement
methods and the sharp adverse revenue impact which some of the pending pro-
posals would entail. To a considerable degree, a bill drafted along the lines recom-
mended would, in effect, codify the standards and principles that have been
sanctioned by the courts over the years.

In closing, however, the Executive Committee of the National Association of
Tax Administrators would again emphasize the point that the record of the states
in implementing their own program, demonstrates convincingly that federal
legislation is not really necessary and that it might be a wise decision for the Con-
gress to leave this matter to the states so long as it can be shown that the states
are genuinely responsive, as has been the case here.

The CHAIRMAN. We will next hear from Eugene F. Corrigan, exec-
utive director, Multistate Tax Commission, accompanied by the
Honorable Byron L. Dorgan, tax commissioner of the State of North
Dakota.

STATEMENT OF BYRON L. ORGAN, CHAIRMAN, MULTISTATE TAX
COMMISSION AND TAX COMMISSIONER OF THE STATE OF NORTH
DAKOTA

Mr. D1oiGAN. Thank you. M name is Byron L. Dorgan, and I am
tax commissioner for North gakota, which is an elective position
encompassing the enforcement and administration of State tax laws.
I am also chairman of the Multistate Tax Commission, which has
been formed to work toward uniformity of tax laws, and to coopera-
tively and jointly enforce our State tax laws with respect to the inter-
state businesses.

I want to state three things today to the subcommittee in the strongest
terms I know how, both from my position of State tax commissioner
of North Dakota, and representing a consensus of the members of the
Multistate Tax Commission; that is, the regular members of the
Multistate Tax Commission.

No. 1. Federal intervention in the area of State taxation of inter-
state business is both unwelcome and unneeded, with one possible
exception, and that exception is in the sales and use tax area embodied
in the principles of the proposals submitted by Mr. Traigle of Lou-
isiana. I think that proposal has some merit in the sense that, No.
1, it would improve the effectiveness of the States in getting full"
accountability in the sales and use tax area, while, No. 2, it would
greatly simplify compliance problems with respect to the small inter-
state seller. The full accountability feature of that bill is both meri-
torious and important. Other than that, we do oppose Federal inter-
vention in the area of taxation of interstate business.

Trhe second point: we vigorously oppose Senate bill 1245, which I
think masquerades as a respectable approach to solving some of these

problems; but I also think that it is a giant tax giveaway scheme
enefiting the largest business interests of the country.
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And No. 3. The Multistate Tax Compact in my opinion and in
the opinion of the regular members, deservess congressional blessing;
and we ask you to pass a consent bill to let the States resolve their
own problems.

I must say that, the States have worked very hard in the last 8 to
10 years to solve their own problems. The compact itself, since
Congress last dealt with this problem, has been enacted by 21 State
legislatures; and it. is no small task getting the States to act in unison.
Senators Hansen, Packwood, and Bentsen know, of course, that Wyo-
ming, Oregon, and Trexas are members of the compact. Indeed, I
believe that you, Senator Hansen, were largely instrumental in achiev-
ing its enactment in Wyoming while you were Governor there. Those
21 include the Legislature of the State of Wyoming, the Legislature of
tht. State of Oregon, the Legislature of the State of Texas. The Legisla-
ture of the State of Minnesota has the compact bill before it with
Governor Anderson's support, and with bi partisan support among the
legislators. It. is likely that the compact billwill be enacted in January
of next year in Minnesota. As you know, Senator Long, Louisiana is an
associate member of the Multistate Tax Commission.

I would like to comment on those three points briefly. The first
point is with respect to Federal legislation, which we oppose. The
exception to that is in the sales and use tax area. It has always been a
sophisticated political technique to rock the boat and then try to
convince everyone that there is a storm at sea. I think that that is
exactly what is happening in this area. I suspect that you will hear
testimony from certain witnesses citing double taxation and unusual
and unjust compliance burdens that, businessmen face. Those
will then represent that this clearly spells the need for Federal inter-
vention.

I think that both of these claims are largely myths. In fact, in most
cases I think that the multistate business is paying much less than its
fair share of taxes. It would be interesting to me, and I am sure to
you, to take the State tax returns filed by the 500 largest corporations
of this country, lay them around the table and lay bare the myth of
double taxation; because I believe it really is a myth.

I think that auditing done by my State and by many of your States,
and by the Multistate Tax Commission as well, has proved beyond
a doubt that interstate sellers who are competing against the one-
State seller are making more money, paying less taxes, and screaming
the loudest about these problems.

Let me say, that simply because certain economic interests might
represent double taxation and nonuniformity to you to be a fact, does
not make it a fact at all. The fact, is that during the past 5 to 8 years,
there has been more uniformity in the area of taxation of interstate
business than there has been ever before in the history of this country;
and that is a fact. I think the States have made tremendous progress,
that, they are doing a good job and that they can, will, and should
manage their own affairs.

The second point I made was with respect to Senate bill 1245. I
said it masquerades as a respectable attempt to solve the problems.
I don't think it solves them at all. It represents to me the old cake
and crumbs theory where the larger economic interests get. the cake
and the smaller economic interests get the crumbs. I think that it is
unfair and unwarranted; and I think that you should turn, that
proposal aside.
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As elected officials we all have as part of our constituencies the
small businessman, the one-State seller. I think that it is unfortunate
that a bill like S. 1245 and even some of the practices of the States
today would allow an interstate seller to come into Wyoming or North
Dakota or Louisiana and coip etc with our one-State seller and com-
pete in a way that they would pay less taxes than a one-State seller.
If a Colorado businessman wants to (1o business in Wyoming and
compete w4th the Main Street businessman in Cheyenne, then that
businessman has every obligation to comply with and pay the same
State taxes that your Cheyenne businessman is being asked to pay.
That is the very least we can ask and it means full accountability;
and no one should object to full accountability.

The last point I made was with respect to congressional consent for
the multistate tax compact. As I indicated, 21 States have enacted
the compact and another 5 States are associate members; and that is
in a very short time. This compact is very important and we ask for
passage of congressional consent legislation. Now, the attorneys
general of the States that have been asked have ruled that it is not
the type of compact that does in fact need congressional consent. Yet
we are running into a barrage of opposition from economic interests
that suggest that this compact is unconstitutional. We have had a
lawsuit filed against us in the State of New York by United States
Steel, Procter & Gamble, Standard Brands, and General Mills; and
others have asked to intervene-alleging that the compact is uncon-
stitutional. We don't believe that that is so; but we believe that the
work of this compact, the 21 States acting in unison during the past
years, warrants your support by enactment of a congressional consent
bill. We ask that you enact this bill.

As I have indicated, we met what we considered rather serious
organized resistance in these efforts to improve ourselves. I frankly
understand it quite well because the more effective the States become
in enforcing their tax laws with respect to interstate businesses, the
more interstate businesses are going to have to pay.

In North Dakota, as tax commissioner, I instituted an out-of-State
audit program 4 years ago when I took over the job of State tax
commissioner. In that short time with a very small income tax base,
indeed, we have collected over $3 million in cash in back taxes from
out-of-State audits. Ours is a very small State with a small base; and
yet, we are collecting large amounts of money from those kinds of
audits. So the money is there and I understand the opposition; but I
might say that that opposition is not going to persuade us to disband
our efforts. Our efforts are right and just; and they are efforts that
must be made to protect every in-State seller in this country.

Finally, let me conclude by'saying that I do not want the forceful-
ness of my testimony or the candor of it to paint with a black brush
every corporation in America. It is true that we met some resistance
and it is true that, just as there are some overzealous tax adminis-
trators, there are some corporations that don't want to pay their
share. But there are other corporations that have cooperated and
worked very hard with tax administrators.

To respond to one final point that was made by Senator Mathias,
it seems to me that the growth pattern in the business community in
the last 25 years in this country clearly tells us that State
tax laws do not impede interstate commerce. It just can't be true, if
you look at the growth of interstate sellers, the amount of activity
that they carry on. State tax laws are not impeding this progress at all.
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We ourselves are working at, trying to (1o what we have to do to
make it easier for the business community and to get full accounta-
bility. We are doing a good job and we want to continue to do a good
job,'but we do oppose Federal legislation, with the one exception that
I mentioned.

With that I would ask for some comments from Mr. Corrigan, if
the chairman wishes.

The CHAIRMAN. You are familiar with Mr. Traigle's suggestion?
Mr. DORGAN. Yes; I am.
The CHAIRMAN. That the State would set a flat rate and anyone

who wanted to do business in that State could see what that flat'rate
is. How do you feel about that suggestion?

Mr. DORGAN. I think it is a good suggestion. I have read it and, as
Mr. Back said, it may require a few minor drafting changes. I think
the biggest merit in that suggestion is that it is going to give the
States full accountability. It is going to allow to your Louisiana
businessman, who operates in one State, the knowledge that he is not
going to be competed against by someone outside of the State who is
going to be able to sell tax-free; and yet at the same time, that person
who wants to come into your market is not voing to be faced with the
barrage of 1,500 or 800 taxing jurisdictions that he cannot comply with.

The CHAIRMAN. Well, that seems to be an improvement over the
present situation. If lie is just looking for simplification, that seems
like it would make it far simpler than it, is now so ie won't have to
contend within a thousand different jurisdictional rates. Unless some-
body can show me something better, I, frankly, think the business-
man would be better off with that than the businessman would be with
the impasse we have now. If they want to eliminate the confusion,
I think they would be better off.' If they just want to avoid paying
taxes, that is something entirely differentt.

Mr. DORGAN. I think that is true, Senator, and I might note that
that is the only proposal I have seen that guarantees full accounta-
bility. That is extremely important. Every other proposal would
wash that out. I do think this proposal ias merit, but it would be the
only type of Federal intervention that we would support at all.

STATEMENT OF EUGENE F. CORRIGAN, EXECUTIVE SECRETARY,
MULTISTATE TAX COMMISSION

Mr. CORRIGAN. '[r. Chairman, one of the best things about this
bill is that it hel1 )s the small businessman. Now, you have heard
testimony here this morning about the needs of the snall businessman.
One of the problems with S. 1245 is that it, in response to the needs of
the small businessman, gives, as Mr. Dorgan has indicated, the cake
to many large businesses which are well able to cope with what few
problems they have in the field.

I think that we should point out a couple of things here forvthe
record. One is that we are talking about 21 States which have enacted
the compact bill; but a 22(1 State, Alabama, has also passed that bill
subject to approval of Congress. Ad(litionally, California's Lower
House recently approved the compact bill. So we are making substan-
tial progress there.

I would like for the subcommittee to know, too, that, the Advisory
Commission on Intergovernmental Relations has supported the corn-
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pact bill. Also, the Council of State Governments, the National
Governors' Conference-Governor Rampton of Utah is expected
to submit a statement to that effect-the National Association of
Attorneys General, and the American Bar Association.

There are a couple of other things that we might emphasize. Senator
Mathias mentioned that the State level of tax administration has
grown up in the last 20 years, and he indicated that thaL.has created
problems for businesses. I think that we need to emphasize that big
business has really developed in complicated conglomerate form during
just the last 20 years, requiring commensurate sophistication on the
part of the States.

I believe that Senator Long also asked awhile ago whether solicita-
tion by mail was enough tinder S. 1245 to submit a taxpayer to the
jurisdiction of the State. The answer was no, but the answer to that
question is no, today, also. If you solicit only by mail today for sales
tax purposes, you are not subject to the jurisdiction of the State.
This is one of the things that Mr. Traigle's suggestion would cure
because full accountability would come in there. Therefore, it has
merit.

One of you also asked whether a traveling salesman alone in a State
was enough to subject the taxpayer to the jurisdiction of the State
under S. 1245. The answer was no. But the answer is no today without
S. 1245. That is for both income tax purposes and sales and use tax
purposes.

Most States have central administration of local taxes. For example,
when we talk about there being some .3.300 local jquisdictions that
have taxes today, the net effect, on the out-of-State taxpayers is not
really that greai. As 1,400 of them alone are Illinois, that cuts sub-
stantially into your 3,300. California also has central administration.
So it is easy to throw around a figure of, say 80,000 local jurisdictions
which could tax, but the fact of the matter is that no more than about
3,400 impose taxes today and that a vast majority of them are admin-
istered at the State level. But this is not to take anything away from
Mr. Traigle's proposal. It is not drafted in final form yet so that I
can't speak authoritatively on it. But from what he has explained to
me about his proposal, it would respond very well in the sales and use
tax field to the problems of small business. This, I think, makes it
extremely attractive because it also responds to the problems of the
States in getting full accountability on sales made into the State by
out-of-State sellers.

We would urge, then, that you give your support to, and that the
Congress enact, the multistate tax compact consent bill.

Mr. Chairman, I have appended to my testimony here a resolution,
which was recently approved by the executive committee of the
Multistate Tax Commission, asking for approval of the consent bill.
I also have attached a copy of a critique of S. 1245, which goes into
the details of that bill and why they are objectionable to the States.-

The CHAIRMAN. Senator Hansen?
Senator HANSEN. Thank you, Mr. Chairman. I would like to ask

one question of Mr. Dorgan. I appreciate your testimony. Would it
be your opinion that one of the results of the legislation which has
been introduced and the concern that is being focused on through the

'See p. 123.
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various bills dealing with interstate taxation from the Federal level,
has been to increase interest at the State level in entering into a
compact such as you have alluded to, and taking all such steps as
may result in a more equitable treatment of businesses doing business
between States?

Mr. DORGAN. There is no question about it, Senator. The compact,
I think, was basically an outgrowth of the threat of Federal legis-
lation back in the mid-1960's. As I have said, 21 State legislatures
have enacted it generally in response to that threat. Other States
are considering it. The California House of Representatives just passed
it. It will go to the senate. The more States we get involved, the more
resistance we are getting. In California, we had substantial resistance
from some of the Nation's business community. Others of the business
community testified in favor of it. But the more active we are becom-
ing in cooperatively enforcing our laws, the more resistance we are
facing.

I do think the compact approach will succeed. It is not the answer
for every State, but as I mentioned before, there is greater uniformity
in this area than there has ever been in the history of this country:
For someone to represent that there is tremendous nonunifornnity
and double taxation is to represent a myth. I think that we have to
deal with the rule and not the exception. There may be some excep-
tions that you can treat with remedial action, but the rule is that
we are doing a good job, and I think the Congress should allow the
States to continue to do that job.

Senator HANSEN. Isn't it true that if Federal legislation were to
be enacted, it wouldn't necessarily be the epitome of equity and
fairness either, as applied to some 50 States that have dissimilar situ-
ations?

Mr. DORGAN. That is right. The result would be quite to the
contrary, with the exception of the proposal by Mr. Traigle, which is
the only proposal that guarantees full accountability. Every other
proposal that I have seen would assure that there would never be full
accountability. The ability to attribute sales to a State and at the same
time prevent that State from having jurisdiction to tax guarantees
undertaxation. There is no question about that. And, rather that mov-
ing toward equity, that practices gets us farther and farther away
from it.

The CHAIRMAN. It is my understanding-and this is a question
Senator Nelson wanted me to ask-it is my understanding that most
State income tax laws will require allocation of corporate dividends to
the State of commercial domicile. Why do you now advocate changing
the established pattern? The State administrators have decided almost
universally to separately allocate this income rather than to apportion
it among the States.

Mr. D ORGAN. Because the States have become more sophisticated.
The fact that we have not audited for 20 years should not mean that
we should never audit out-of-State. We didn't even have an out-of-
State audit program in North Dakota and we now have got one.
Someone might say, well, why did you decide to do this after 20 years
of not doing any audits? Well, the members of the compact decided
that dividends are part of the apportionment base under the Uniform
Division of Income for Tax Purposes Act. I feel, as one Tax Corn-
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missioner, that where a dividend is received by a corporation com-
mercially domiciled in Michigan, Michigan has no greater claim to that
dividend or to part of that dividend than North Dakota in the sense
that part of their business is (lone in North Dakota. That dividend
represents apportionable business income in our opinion.

Mr. CORRIGAN. It is interesting to note, Mfr. Chairman, that the
very same corporations-which will claim that, say, North Dakota
should not apportion (livi(lends in North Dakota will, if the corpora-
tion's commercial domicile is in Michigan, for example, tell Michigan
''you should apportion; you should not attribute allof the dividends
to Mfichigan and tax them." Ihey wvll want you to apportion them,
so it depen(ds on which State you are in as to what position the corpora-
tion will take.
.The position which the Multistate Tax Commission members by

and large are trying to take on the apportionment of dividends would
assure that the position of a taxpayer toward the States would not
vary from State to State, and would result in full accountability.

The CHAIRMAN. Thank you very much.
[The statements of Mr. Dorgan and Mr. Corrigan, with attach-

ments, follow :1
STATEMENT BY BYRON L. DORGAN, NORTH DAKOTA TAx COMMISSIONER

AND CHAIRMAN OF TlE IUI,TISTATE.," TAX COMMISSION

Mr. Chairman and members of the Committee. My brief presentation will
discuss state taxation of interstate businesses from my perspective as an elected
state official in North Dakota as well as the Chairman of the Multistate Tax
Commission. Having worked for both a large corporation and for state go)vern-
ment, I am familiar with the frustrations and concerns of both interests in the
important area of interstate taxation. I am sure it will become obvious as this
roundtable discussion progresses, that the state governments do not speak with
one voice on this issue. There are differences of opinion among state officials on
how to deal with the coml)lex consideration of interstate taxation. Likewise, those
persons representing the business community are representing broad, varied
interests that are not monolithic in their approach to solving these problems.

The word "business" is often bantered about very loosely. I think it would be
well to note that different types of businesses encounter different i)roblens in
the area of tax compliance. For examl)le, intrastate businesses face different tax
problems than do interstate businesses. There are both large businesses and small
businesses facing different problems. Most of the representatives from the business
community who participate in these discussions represent the large corporate
interests in America. Their job is to coml)ly with tax laws in the taxing jurisdiction
where they conduct business and at, the same time they have an obligation to
their management and stockholders to minimize to every extent possible their
total legal tax obligation.

There is nothing wrong with this practice and certainly there is nothing wrong
with bigness in the business community. The economics of scale dictates that
large corporate interests will be with us forever and that workers, and taxpayers
alike will benefit from their existence.

However, I should note that as an elected official in my state, part of my con-
stituency is the tens of thousands of small businessmen as well. These businesses
are largely intrastate in nature. They conduct business only in one state and they
pay income taxes to the state in which they reside. In manty cases these intrastate
taxpayers compete directly in the same market place with the interstate tax-
payers. These intrastate taxpayers have every riglt to expect and demand that
an interstate taxpayer is bearing the same burden of financing government as those
businesses conducting businesses in only one state. That is, a taxpayer conducting
business in several states should not be granted special privileges and exeml)tion
provisions which allow that taxpayer to pay less tax than the tax paid by the small.
businessman in many states. Every small businessman in America should expect and
demand that the large interstate taxpayers be sul)ject to the same tax treatment
as the small businessman has had to face year after year. If we do not assure the
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intrastate businessman of this, most, surely he will find himself competing in a
market against a large corporate taxpayer who is making more money and paying
less taxes and selling at a lower price as a result of it.

If we cannot provide this guarantee, we will no longer have to make the dis-
tinction between "big business and small business" since an unfair tax advantage
to interstate taxpayers will guarantee that this country will end up only with
big business competing in the market place. The point I am making here is that
we must delineate the needs of big business vs. small business and not continue
to generalize about "business needs". This generalization is a waste of time and is
turning the cheek to the economic facts of life.

In my role as Chairman of the Multistate Tax -Commission I would like to
familiarize you with the activities of the Commission since its inception in 1967.
The Multistate Tax Compact has been enacted by 21 state legislatures. Addi-
tionally, 15 other states are associate members. This brings to a total of 36 the
numl)er of states that are either regular or associate members participatingg in the
Multistate Tax Commission's efforts to promote uniformity in the tax laws and
ruh e and regulations that the interstate business must deal with, as well as
l)ro hiding the states with increased capability to enforce the tax laws through
joint auditing.

The Multistate Tax Conunission is the only tax organization that has had an
ongoing effort during the past live years to study and analyze the needs of tax-
layers and tax administrators in the field of interstate taxation. The Commission
has worked closely with the National Association of Tax Administrators in this
regard. During the past two years I have been aware of pc sons who state that
there is a rift or chasni between the NATA and the MTC. Some say that the
MTC is iml)ossible to work with but the NATA is a very understanding organiza-
tion. I would like to note that the 36 regular and associate members of the Multi-
state Tax Commission represent 70%' of the membershi) of the National
Association of Tax Administrators. The Past President of NATA was a Past
Chairman of the MTC. I am Chairman of the MTC and I am also on the Executive
Committee of the NATA. The fact is that the organizations have coflnon member-
ships, similar interests and cooperate very closely. The distinction is that the MTC
is an organizationn created by state law in its various member states and the MTC
providess focus on uniformity in the interstate tax field and joint enforcement

efforts in this same area.
Through the combined efforts of state legislatures, the NATA, the MTC, and

others, there is more uniformity of law in the field of state taxation of interstate
l)uiminesses than ever before. The Executive Director of the MTC, Eugene Corrigan,
is going to briefly discuss the subject of uniformity.

I would like to discuss the Multistate Tax Commission's Joint Audit Program.
In just 18 months we have imlplemented a joint audit program for the member
states. Today, with a limited staff, and with audit offices in Chicago and New
York, we are conducting joint income and sales tax audits on the books and
records of interstate taxpayers with as many as 14 states )artici)ating in the
same audit.

Joint auditing makes good sense for the taxpayers and the tax administrator. It
relieves the taxl)ayer of the burden of entertaining individual auditors from every
state, week after week after week. It l)rovides the taxpayer with uniformity in
audit procedures and techniques. It provides the tax administrator with expanded
capability of enforcing their tax laws with respect to taxpayers who are head-
quartered hundreds or thousands of miles away.

As the Joint, Audit Program has increased in effectiveness, the Commission has
experienced increased resistance from many of the large taxpayers. Not only have
some of the large interstate taxpayers developed an organized effort to refuse to
comply with the various state laws which provide for joint auditing, but the
Commission has been named a defendant in a lawsuit filed in New York by sev-
eral corporations which seeks to disband the Commission. To be sure, any taxpayer
has every legal right to file such a lawsuit, but I am inclined to believe that the
suit was not filed so much to satisfy a curiosity about a constitutional question,
as it was to try and bankrupt the state's efforts to cooperatively and jointly en-
force their tax laws.

Joint auditing is an idea whose time has come. I am convinced that the states
will prevail in this lawsuit. This lawsuit has important significance not only to the
states involved in the MTC, but also to every other state government ii? which
an interstate taxpayer conducts business.
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I believe the role of the Multistate Tax Commission is a permanent one. I
believe that the states have the authority to enter into interstate compacts of
this nature and I believe that the rapidly changing nature of this nation's busi-
ness community will persuade more and more states to join an interstate tax
c o inp a ct.*The Attorneys General of several states have ruled that the Multistate Tax

Commission does not need Congressional consent. However, due to the aggressive
attack by some of the business community on the constitutionality of the Com-
pact, I believe the first recommendation of the Subcommittee on Interstate Taxa-
tion should be to give Congressional consent to the Compact. This is an effort by
states to help themselves and there is no reason it should not receive Congres-
sional blessing. I believe that any substantive federal legislation that might be
passed in this area should provide for the administration of the Act by the MTC.

Consistency and uniformity in the interpretation of any federal legislation
which may be enacted will require that it be centrally administered. I believe
that it would be in the best interests of both the state and federal governments
to utilize existing machinery for this purpose, namely, the Multistate Tax Com-
mission.

In concluding my presentation, I would like to comment on S. 1245, which is
a major piece of legislation to be considered by your Committee. In my judgment,
S. 1245 represents a giant tax give-away program for the large corporation.I of
America, which will eventually be paid for by the wage earner, farmer and small
businessman. Not unlike some other tax legislation in recent years, this bill would
give big business the cake, small business the crumbs, and give the State tax
officials an empty pan to lick. Some will argue that S. 1245 makes sone major
concessions to the states. If that is true, it is similar to the episode in which the
salesman sold a milking machine to a farmer, then took his only cow as a down
payment. This is admittedly a nonprofessional analysis of S. 1245, but I did want
to voice very decisively my opposition to this type of legislation.

The Multistate Tax Commission is under attack by those who would like to
see it disbanded, but I can tell you today that the MTC is alive and well and will
play a dominant role in the field of state taxation of interstate businesses in the
years to come.

STATEMENT OF EUGENE F. CORRIGAN, EXECUTIVE DIRECTOR,

MULTISTATE TAX COMMISSION

SUMMARY

I. Congress should not enact S. 1245. A. It would create impossible and un-
necessary problems for the states. B. It would create tremendous advantages for
large multistate businesses.

II. Congress should enact the Multistate Tax Compact Consent Bill. This
would encourage the current effort of its member states to resolve interstate tax--
problems.

STATEMENT

My name is Eugene F. Corrigan. I am the Executive Director of the Mfilti-
state Tax Commission. I am an attorney who has been involved in state taxation
matters for more than 17 years, three with a large corporation, nearly ten with
the Illinois Department of Revenue and nearly five in my present position.

For many years Congress has been importuned by many large businesses to
"do something to straighten out the interstate taxation mess." Their pleas would
have one believe that state and local taxation of multistate business was bringing
interstate commerce to a halt.

This does not square with the fact that interstate commerce thrives now more
than ever before and that multistate, multinational and multicorporate business
organizations dominate the American scene today.

It is true that there are some interstate taxation problems. But they are mainly
problems which are the result of the increasingly complicated manner in which
multistate and multinational business is being carried on. Nanw almost any
prominent corporate business today and you are referring to a multicorporate
business. Dozens of corporations are not unusual under one organizational um-
brella. The number runs into the hundreds in some cases.

Yes, there are some problems. But the states have riot made them. They are
doing their best to cope with taxation problems of the 70's; but corporate pro-
ponents of S. 1245 would have you restrict the states to tax administration
techniques of the 40's. The states simply cannot accept that.
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The states have been making steady progress in recent years toward reduction
and resolution of interstate taxation problems. The better they have done, the
more effective and efficient they have become, the more have they discovered
that non-uniformity has worked to the detriment of the states and to the advantage
of some multistate businesses; and the more have such large businesses urged
Congress to intervene.

S. 1245 would have the effect of exempting practically all corporate dividends.
Why should Congress exempt any type of corporate income from taxation at the
state and local level? Why should Congress prohibit the states from using combina-
tion or consolidation, techniques which are absolutely necessary in trying to make
any tax administration sense out of multicorporate interrelationships and dealings?
Yet that is what S. 1245 would do. Why should Congress, in the name of uni-
formity, interfere with the improving capabilities of the states to cope with tax
administration problems raised by multistate businesses which are usually of
great size? S. 1245 would do that.

We cannot deny that there are problems; but they are not susceptible to cure by
federal legislation alone. Indeed, the wrong kind of federal legislation will com-
pmund the lmrblems. Such problems demand the application of reason and ex-
perience by knowledgeable people )ver a period of time sufficient to ensure that
the problemss will be resolved. To accomplish this will require the services of an
agency, the task of which will be the delineation of the problems and the proposiPg
of approaches t.-) them.

Such an agency should he state-operated, state-controlled and state-oriented.
It should work closely with state tax administration personnel and it should
establish liaison with business representatives. It should be authorized to make
recommendations for state action; and its activities should be subject to periodic
review by Congress. It. should have rule-making authority but those rules should
be recommendatory only in nature. It should be the e.e of the storm to which
both problems and l)rposed resolutions are attracted. It should conduct research
and it should be authorized to render services to states as needed.

The states have already established such an agency. Many of them have been
participating in its activities for several years. It has made tremendous progress
d(,p)it, impdiments thrown in its way in recent years. Its efforts should be
encouraged and enhanced.

The agency is the Multistate Tax Commission. It represents a cooperative
effort by its 21- member states and 15 associate member states to apply reason
and knowledge on a day-to-day basis to the problems at hand. On September 6,
the lower house of the California legislature approved the Compact by a vote of
63-9. That, bill has the support of several huge multinational corporations which
are clearly committed to a policy of uniformity and equity and which strongly
support the Multistate Tax Commission. Enactment of the Multistate Tax
Compact in California would clearly encourage additional states to join in this
cooperative state effort.

Included in the results of that effort to date have been:
I. Codification of the sales and use tax jurisdictional standard.
2. Development of uniform corporate income tax allocation and apportion-

ment regulations which are receiving increasing support from among the
states, despite strong attacks from special interests.

3. Development of the concept of full apportionment of all corporate
business income, including dividends, which is moving all of the states
toward more uniformity.

4. Development and" propagation of tax administration techniques of the
70's to cope with corporate business developments of the 70's. These include
combined rel)orts and consolidated returns, which are absolutely necessary to
sophisticated state tax administration with respect, to interstate commerce.

5. Preparation and dissemination to the states of a corporate income tax
audit manual.

6. Presentation of training seminars for auditors in both the corporate
income tax field and the sales and use tax field.

7. Participation in cooperative tax administration activities with and on
behalf of member states.

8. Development of a uniform sales and use tax exemption certificate which
26 states to date have agreed to accept.

Increased state tax administration efficiency demands the benefits of a co-
operative effort such as that which the Multistate Tax Commission represents.
The Multistate Tax Commission's past successes have already established its
value. Its future successes may well depend upon the encouragement of this
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Congress through Congressional consent to its activities. We solicit that consent
from Congress.

In granting that consent, Congress will be furthering the effort.; of the Multistate
Tax Commission to iml)rove the tax administration ca)al)ilities of the states
through cooperation.

We believe that Congress' role at this time should )e to providee an overview
function to evaluate lhe progress of the states. Congress should us( the Multistate
Tax Commission as a sounding board for future consideration of proposals for the
resolution of problems .

Tax problems are not static. TIhey- change a-, business )ractices change. The
Multistate Tax Commission can l)rovide the flexibility to )e responsive to change.
Further legislation beyond approving the Compact and Pr hiding an overview
function for Congress should not, be considered at this time.

If, despite this opposition, Congress insists upon enactment. of technical and
substantive guidelines, then the need for an agency such as the .Multistate Tax
Commission will be even more necessary. Federal substantive legislation will
not eliminate the problems which will continue to arise concerning jurisdiction;
attribution of income; proper attribution of property, layro)ll and sahs for formu-
latory purposes; choice of formula for certain tyl)es of cmrp)orations: etc. That
is why the Multistate Tax Commissiom's uniform regulations are so important.
That, is why the day-to-day activities .,f the Multistate Tax Commissimi need
Congressional support.

Precipitate federal enactment of state tax ,tandards will create 'r accentuate
more I)rol)lems than it solves-. At best, it will only shift the areas (if uncertainty.
Either way, it will require an agency to interpret it- provisiPns and to work
constantly toward proper iml)lementation.

Thus, consent for the Multistate Tax Compact and the Miultistate Tax Corm-
mission should be included in any federal legislation which may he enacted in
this field.

We know that it is tempting to try to solve interstate taxation )roi)lems by
Congressional action. But these problems cannot be solved that, easily. They
must be approached deliberately and reasonably against a background of experi-
ence and knowledge. This should be accomplished through the agency which we
have suggested; namely, the Multistate Tax Commission. congressionall support
for that Commission will greatly enhance the Commission's already demonstrated
capabilities to work constructively through and on behalf of th( states toward
1)raginatic and equitable solutions to interstate taxation problems. Congress'
willingness to ensure that the cooperative state effort which it, represents will
mature into the type of helpful, constructive tax admini.-tration vehicle which
is required for on-going solutions to day-to-day interstate taxation prol)cms.

In short, Congressional consent for the Multistate Tax Com pact will further
the cause of good government.

MULTISTATE T.x Commjissmox.
To: 'Members of the Senate Subcommittee on State Taxation of Interstate

Commerce.
From: Eugene F. Corrigan, executive director.

The attached Resolution was unanimously adopted by the Executive Coi-
inittee of the Multistate Tax Commi.-sion on September 13, 1.973.

RESOLUTION

Resolved that the Multistate Tax Commission.
(1) vigorously ol)poses any federal legislation which establishes limitations

Upo1 the ability of the states to tax multistate businesses, or which rel)resents a
massive tax giv-away program l)rinmarily benefiting the giant corporations of this
country, such as does S.1245;

(2) further asserts that there is no necessity for further federal intervention of
any sort in the area of substantive standards regulating state taxation of interstate
businesses;

(3) reasserts its position that effective state tax administration with resl)ect to
multistate business requires the services of a Ftamle-operated, state-controlled, and
state-oriented agency to make availalble to states the benefits of a joint and co-
operative effort to remotee uniformity in tax administration practices, to share
information among the states and to participate in a multiple audit program;

(4) reasserts its l)osition that the only organization which qualities as such an
agency is the Multistate Tax Commission:
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(5) reasserts its position. that Congress should enact a bill consenting to the
Multistate Tax Compact; and

(6) reasserts its position that in the event of federal intervention in the area of
substantive standards regulating state taxation of interstate businesses, such
legislation should also contain l)rovisions establishing the Multistate Tax Conmmis-
sion as the administrative agency in the area of rule-making with resl)ect to any
such federal substantive provisions.

C11ITIQUI. OF S. 1245 (1973 'MATIIAS BILL)

(By Eugene F. Corrigan, Executive )irector, Multistate Tax Commission)

1. Section 101, (1) and (2) applies the "business location" test to net income
taxes, capital stock taxes, and gross receipts taxes, thereby substantially restrict-
ing the jurisdictional reach of the states. On the basis of estimates which various
states have made in the past, the resultant tax losses would amount to hundreds of
millions of dollars.

But the definition of "business location" has been so arranged that having an
eml)loyee living within the state and installing and repairing property sold from
outside the state would not subject the seller to the tax jurisdiction of the state.
That installation c)uld be a huge plant, a ski lift, a huge generator, or what have
you. And remember that this restriction would apply to sales and use taxes, gross
receil)ts taxes, and capital stock taxes as well as to c(rportte income taxes. The
effect would be to increase greatly the losses which had been estimated under thih
bill's predecessors.

This effect is achieved by including, in Section 513 as a business location, the
having of "one or more employees located in the State"; while at the sani6 time
)roviding in Section 515(c) (3) that an employee shall not be considered to he

located ini a State if his only business activities within such State on behalf of his
employer are any of the following:

(3) The installing or repairing of tangible personal p)roperty which is the
subject, of interstate sale by the eml)loyer, if such installing or repairing is
incidental to the sale.

We doubt very much that the states should accept this extreme limitation on
their jurisdictional reach. Incidentally, this is just one examl)le of how comlpli-
cated and far-reaching this bill is.

2. Section 101, (4) relieves the out-of-state seller of any obligation to collect use
tax from a buyer from whom he "has obtained in writing the buyer's registration
number . . .''. The National Association of Tax Administrators has exl)ressed con-
cern that this section, when read in conjunction with Sections 304 and 503 might
well relieve solicitation-only out-of-state sellers (i.e. those who have no activity in
the state other than -soliciting orders for sales of tangible l)ersonal property by
means of salesmen, solicitors or representatives) 'from being required to collect
sales or use taxes (in interstate sales to individual (non-business) buyers", as well
as to business buyers. This could substantially destroy the effectiveness of the
entire state use tax system in this country. The resultant tax losses could )e
horrendous.

3. Section 202(b)(1) adopts the "original cost" basis for valuing property for
purposes oif the l)roperty factor of the apportionment formula. Serious question
exists as to whether original cost is the proper bases for all corporations. This is anl
especially tro iubleso me c(ncept when applied to natural resources corporations.
Yet "original cost" may be the best approach.

4. Section 203 would subject the payroll factor to the limitations of the defini-
tion of "wage.," in Section 3306(b) (f the Internal Revenue Code of 1954 for pur-
poses of the Federal Unemlployment Tax Act. This means that no more than
$4,200 of each employee's payroll earnings could be included in either the numera-
tor or denominator of the pa roil factor. The result could be substantial distortion
in the payroll factor.

5. Section 204 adopts the straight destination concept for the sales factor.
Although this seems fair at first glance, it. must be viewedtin connection with the
jurisdictional restriction contained in Section 101.(1). The tandem result is that
a large portion of a taxpayer's income can become "nowhere income" which
would not be subject to tax in any state even though all sales were domestic in
nature, i.e. have destinations in states in this country.

This can happen if a taxpayer in State A derives extensive business from
State B by means of salesmen (who may, under Section 101.(1) accept orders
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within State B without subjecting the taxpayer to State B's jurisdiction) and
by means of all sorts of advertising but does not maintain a business location
there. In many cases, such sales will produce for the seller tens of millions of
dollars of revenue and millions of dollars of net income up to one third of which
could be exempt "nowhere income" under the limitations of Section 101.(1) and
204 of S. 1245.

Of perhaps even more importance, the straight destination concept would
eliminate the possibility of the states ever being able to achieve, through coopera-
tion and information sharing, their potential total tax enforcement effectiveness
with respect to individual corporate businesses. The need for improved tax ad-
ministration among the states requires that the opportunity to utilize statistical
analysis in this area continue to remain available to the states. Effective statistical
analysis will require that the states be able to compel each seller to account for all
of its sales for statistical purposes even though a state .may elect not to include
those sales in the numerator of its sales factor for tax purposes. It would be re-
grettable for this opportunity to be eliminated just as the capability of the states
to use it is nearing fruition.

6. Section 205's zero denominator concept leaves the way open for taxpayer
manipulation of income attribution in the case of specialized corporations. The
"negligible denominator" concept of the "Revised Plan" is clearly preferable.
Under Section 301 of the Revised Plan, a factor would be excluded from the
apportionment formula applied to a particular corporate businesss if it has a
."negligible denominator". A negligible denominator is then defined as "one
which is less than 10% of one-third of the corporation's net income". Massa-
chusetts has this concept in its statutes now and has found it a good one.

7. Section 207(a)(1) prohibits world-wide apportion ment. This constitutes an
attempt to exclude foreign income from state taxation of any type. Nearly all
state tax administrators would agree that foreign income should not be subject
to taxation by states. But the problem is: How do you determine which and how
much income qualifies as foreign income? Great care must be taken to ensure that
the states retain the right and power to see to it that expenses are properly
allocated to any foreign income. Despite the provision in this section which
purports to attribute deductions l)roperly, this exemption of foreign income may
open the door to the applying of full U.S. expenses to U.S. income for state tax
purposes even though those same expenses may produce large foreign income
later, perhaps after the years are closed for the states.

An example in the movie industry would be the production of a movie that
costs, say, $10,000,000 with distribution in this country recouping the $10,000,000.
It would appear that no money was made anywhere in the states, then. But the
company then distributes the movie overseas, and receives another $8,000,000
which it terms "foreign income". This is the sort of thing that the states must
be careful to protect themselves against. Some of that $8,000,000 certainly would
be attributable to the states if the $10,000,000 worth of expenses were distributed
properly among the entire $18,000,000 in revenue. The company has a net l)rofit
of $8,000,000. Some of that should go into the tax base of the various states on
a formula basis.

8. Section 207(a)(1) would exclude from al)portionable income all income from
offshore mining, from offshore oil and natural gas wells and from exploitation of
natural deposits in general in continental shelf areas.

Section 1333 of Title 43 of the U.S. Code already excludes from allocable income
subject to state taxation income from these offshore sources; but there remains
some question as to whether it also excludes such income from apportionment.
Section 207(a)(1) seeks to make sure that such inone is exempt from all state
taxation.

This result is accomplished by defining, in Section 522, "Income From Sources
Without the United States," as that term is used in Section 207(a)(1) of this
bill. Section 522 defines the term "as defined by the Internal Revenue Code of
1954, as amended, except that section 638 of such Code shall itot appiy." (under-
lining added) Section 638 of the Internal Revenue Code is the section which
includes offshore income in the taxable base for federal income tax purposes.

A question arises as to whether or not there really is any "income" from such
operations until the oil and gas is brought ashore. It would seem unlikely. But,
even if no such "mythical income" exists, an irony is still to )e found in the
restrictions regarding offshore income in that the denominator of the factors of the
apportionment formula would include property, payroll and sales attributable to
those areas even though none of those amounts would appear in the numerators
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of the factors of any states; and even though the resultant reduced percentage
would then be applied against an income figure which did not include offshore
income.

For example: Taxpayer has 40% of its payroll in State A, 40% in State B and
20% offshore; it has 40% of its property in State A, 40% of its property in State B
and 20% offshore; it has 50% of its sales in State A and 50% in State B; its
income from all operations is $10,000,000.

If the formula excludes all offshore figures, the result will be:

Payroll Property Sales
(percent) (percent) (percent) Total

State A .............. 50 50 50 50 percent times 10,000,000 equals $5,000,000.
State B -------------- 50 50 50 50 percent times 10,000,000 equals $5,000,000.
But if the offshore

figures are included
for denominator

---purposes:
State A .......... 40 40 50 433 percent times 10,00,000 equals $4,333,333.
State B ---------- 40 40 50 43 j percent times 10,000,000 equals $4,333,333.

The difference between the $8,666,666 attributable to the two states and the
$10,000,000 thus becomes so-called "nowhere income". This means that 13.33%
of the $10,000,000, or $1,333,333 would, by virtue of such mathematical legerde-
main, become exempt from all state corporate income taxation. This is a possible
result against which the states need specific protection.

9. Section 207(a)(2) prohibits apportionment of dividends. This provision in
conjunction with the first sentence in Section 208, constitute., an attempt to use
Congress to impose upon the states the rule that non-affiliate dividends shall be
allocable to the state of commercial domicile and that all butler dividends shall be
exempt from state taxation. Many states are no longer willing to accept, without
questioning, the idea that dividends should be treated differ itlv than other cor-
porate income. They had long been led to accept the represetltati() that this was
the law. Proponents of Sections 207 and 208 obviously are corned that the
courts will rule that, in effect, the states have been misled over all of thOse years.

Many federal tax experts are of the opinion that dividends should not he subject
to taxation at all for federal income purposes. rhey generally nmintailt that the
taxation of dividends constitutes double taxation of the same incOlie. They say
that, since the income out of which the dividends were produced has already: beel
subjected to federal income tax imposed upon the corporation issuing the divi-
dends, the dividends should not be considered to be taxable income, for federal
tax purposes, to the corporation receiving them. There may be substantial validity
in this contention in view of the facts that (1) the same tax is applied in both in-
stances and (2) the federal corporate income tax rate is very high compared to
state corporate income tax rates.

The federal Internal Revenue Code imposes corporate income tax at a rate of
48% on all except the first $25,000 (which is subject to a rate of 22%) of-taxable
income of a corporation. Dividends which are paid by an affiliate to a parent in a
multicorporate business or in a conglomerate situation are nearly always paid
out of income which has already been subjected to tax at, the 48% rate. To subject
those dividends to another 48% tax in the hands of the receiving parent or affiliate
would result in total tax of roughly 72 % of the original income amount. Although
many experts do not agree that the same income is being taxed, the 72% figure
offends the sense of fair play in many others. The latter experts believe that this
type of "duplicative" tax results justifies the 85% deduction which the federal
Internal Revenue Code allows with respect to interaffiliate dividends; and many
of them would have that deduction raised to 100%. Note, though, that under this
interpretation they are talking about the applicability of the same federal tax to
both the original income and the derivative dividends.

The situation is much different at the state level. Instead of one national tax,
some 46 state-level taxes are involved. Therefore, in the vast majority of cases
the-dividends which a corporation in one. state receives will havc been derived
from income which has never been taxed by that same state. Indeed, that income
may never have been taxed by any state or, if taxed, it may have been taxed at
rates substantially lower than the rate in the state in which the receiving corp~ora-
tion is located.
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Furthermore, even if that income has been taxed, it, will have been taxed at a
rate no higher than 12%, only two states exceeding even an 8% rate and the mean
rate being roughly 6%. Since these state taxes are deductible for federal tax
purposes, their effective rate after taking into account the 48% federal tax is only
about half of their stated rate. Thus the effective rate of the median state tax rate
level of 6% is only about 3%.

The rationale, then, which supports the substantial exemption of dividends for
federal income tax purposes dots not suffice as support for a similar exemption at
the state level.

Furthermore, when combination is applied to a multicorporate business, the
interaffiliate dividends are excluded. It is through combination that dividends
should find their relief from taxation, not through an exemption federally imposed
upon the states. (For the purposes of this discussion, "combination" involves the
combining of the income of only th,,se affiliated corporations which are involved in
a unitary business.)

It should be noted that the dispute al)out dividends pertains mainly to 15O% of
the dividends since most states would apply their tax to only that portion of the
federal dividend base, after the 85% deduction, attril)utable to their respective
taxable bases. Nevertheless, the heat of the dispute indicates that a great deal of
tax money is involved.

10. Section 207(a) also lrohil)its a State from making an offsetting adjustment
of an otherwise allowable deduction where excluded income is concerned. This is a
highly objectional)le feature. Although few states have yet achieved the sophisti-
cation required to administer the offsetting adjustment concept, they can be
expected to become increasingly aware of its importance. It should be obvious that
a t axpayer should not be allowed to deduct expenses which are incurred for the
purpose of producing exemlt income. Yet this section would allow taxl)ayers to do
that.

I1. Section 207(a)(2) and the last sentence of Section 208 have the combined
effect of exempting all interafliliate dividends. As stated in 9 above, such an ex-
emption should not be imposed utpon the states; combination is the proper means
of achieving equity.

12. Section 208 alloca'tes so-called l)ortfolio) or non-interafliliate dividends to
the State of commercial domicile. While purporting to codify the current law on
this subject, this section actually tries to force upon the states a concept which
most of them have rejected. Nearly every member of the Multistate Tax Commis-
sion having a corporate income tax now apportions or intends to apportion all
dividends, including l)ortfolio dividends. So do several other states, including, as
I understand it, Vermont, Massachusetts, and New Jersey. As a practical matter,
so does New York. Other states are moving toward apportionment, and away
from allocation, of portfolio dividends. Thus Section 208 is clearly trying to counter
a state-inspired trend toward the uniform apportionment ,,f portfolio dividends.
Yet proponents of this bill claim to be promoting uniformity.

13. Senator Mathias has said that S. 1245 "involves a major siml)lification of
the provision relating to consolidated returns and combined reporting." Actually,
S. 1245 simply prohibits consolidation and combination for all practical purposes.

Although Section 209 is unclear on this point, it would apparently be as effec-
tive in precluding combination, in conjunction with Section 207, as it would be
in prohibiting cons, idation unless (1) the state can prove i.aterial distortion of
income attribution or (2) the taxpayer chooses otherwise under an option per-
mitted by the state.

At the very least, the states need the preservation of the option on their part
to determine the apportionable income of a taxpayer by reference to the total
income and a)portionment factors of the taxpayer and all affiliates which are
engaged in a unitary business with the taxpayer. This is the thrust of the regula-
tions which have been adopted by the Multistate Tax Commission this year. The
exeml)tion of interafliliate dividends from taxable income provided in Sections
207 and 208, and the raising of jurisdictional barriers in Section 101(1) make it
more important than ever that combination be specifically preserved as an en-
forcement tool for the states. Whether or n,t the states want to use it at this time,
their r-ight to do so should be l)reserve(.

One of the alleged business o)jections to combination is that it is not uniformly
al)l)lied among the yfari, s states. Section 301 (d) of the Ad I llc Bill specifically
dealt with this problem by giving b)oth the taxpayer and the state the option to
alpportion income "by1 reference to the combined income and apportionment
factors 4f all corlporations of the affiliated group of which the corporation is a meni-
bl(r." This revisionn would make true uniformity available. It would do so by
consolidating all affiliat (d corporations meeting an 80",% common ownership) test.

0
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This test, not the unitary business test, would be determinative then. The com-
mon ownership test has the advantage of mathematical determinability, whereas
the unitary business test involves multiple judgments. Yet serious problems can
arise in consolidating corporations which aie not engaged in a unitary business,
such as a bank, a manufacturer, an airline and an oil company.

Section 209(a) would accomplish the prohibition of consolidation by imposing
upon the states the concept which is found in Section 482 of the Internal Revenue
Code. High IRS officials will admit in private that the IRS has seldom been suc-
cessful in carrying the burden imposed by that section; and this despite the fact
that that section has been implemented by extensive and highly complicated
regulations.

The reason is that the effect, of the provisions is to impose upon the tax adminis-
trator the burden of establishing wrong-doing on the part of members of a multi-
corporate business or upon the members of a conglomerate. Interaffiliated corpo-
rations should be able to operate free from fear of such a taint. Rather, the only
question should be: What is the nature and extent of the business entity being
taxed?

Regardless of whether or not any particular state chooses to iie combination
as an auditing a ll)roach, the right of the states to use that approach should not be
jeopardized by Congress.

Corporate conglomerate businesses have become common in America only
during the past two decades. Their development and proliferation have presented
the states with new, highly-complicated l)roblems in determining that corporate
income of a multicorporate business, or of a conglomerate, which should )e avail-
able for tax pUrposes in each of the states from which income is derived. The
combination technique has been developed as the most effective available response
to those l)roblems. To prohibit its use by the states would be equivalent to restrict-
ing them to the use of obsolete World War II methods in seeking to cope with
space-age auditing problems.

Modern corporate organization techniques impose upon the states the need to
utilize all available modern tax administration techniques. Congress should not
deprive the states of the right. to use such techniques.

14. Section 209(b) would appear to be superfluous in view of the limitations
imposed by Section 209(a), which appears to )rohibit combination. Assuming,
however, that this bill still permits combination, one may well question the
justification for:

(1) excluding from combination and consolidation, solely on the basis that
it is incorporated outside the United States, an affiliate of the taxpayer. This
constitutes nothing more nor less, it would apl)ear, than an attempt to
strip the states of any and all protection against foreign tax havens. This
prohibition is especially objectionable when the affiliate is engaged in the
same unitary business as the taxpayer.

(2) excluding from combination or consolidation an affiliate more than
50% of whose income is derived from sources without the United States.
This entire exclusion appears to be especially objectionable where a unitary
business is involved. This is a highly controversial area and deserves careful
examination.

(3) excluding from combination or consolidation any and all affiliates
which are "excluded corporations" as defined in Section 506. An especially
significant type of corporation excluded from combination and consolidation
by Section 506 is the so-called "captive financial" type of corporation. Such
a corporation is apl)arently nothing more nor less than a part of the financial
and credit structure of the parent corporation. The exclusion of this type of
corporation from combination and consolidation would, in the opinion of
many experts, permit serious maldistribution of a taxpayer's income for
state tax purposes. Again, much controversy swirls around this subject.

15. General comment on the interrelationship between jurisdiction, combination and
dividends: In sum, the higher jurisdictional barrier which would be created by this
bill would not be nearly so objectionable absent the additional restrictions which
would create even more nowhere income than exists today. Those objectionable
restrictions include (1) the attribution of sales to destination only, regardless of
jurisdiction; (2) the exemption of interaffiliate dividends even where combination
is not applicable; (3) the virtual prohibition of all combination and consolidation;
and (4) the (xemption of foreign income. On the other hand, the attribution of
sales to destination-only would be completely acceptable if jurisdiction were to
follow sales; but exemption of interaffiliate dividends and foreign income should
be accomplished only through combination or consolidation unless the states, not
Congress, decide otherwise.

21-350--74- 10
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16. The Willis bill allowed sales and use tax collection agreements among all
states. Section 301 (a) (2) of S. 1245 restricts those agreements to reciprocal agree-
ments with "a contiguous State or political subdivision of a conhiguous State"
(italic added). One wonders why these limitations should be inserted. If the word"reciprocal" has any meaning at all, it can only impede the efficient execution and
implementation of such agreements.

The word "contiguous" in this provision can truly provide weird results. Which,
if any, west coast states are contiguous with Hawaii and Alaska? Are Alaska and
Hawaii contiguous with each other? The eastern part of Kentucky is hundreds of
miles from Chicago and Kansas City; yet merchants in these cities could be
required to collect use tax from buyers in eastern Kentucky. The same situation
could exist between sellers in San Francisco, California and buyers in Tucson,
Arizona; between sellers in San Antonio, Texas and buyers in Santa Fe, New
Mexico; between sellers in Norfolk, Virginia and buyers in Memphis, Tennessee;
etc. In contrast, New Jersey is only a few miles from Connecticut; but no such
agreement could be effected between those states. Nor could one between New
York and Rhode Island, l)elaware and Virginia, Pennsylvania and Virginia,
South Carolina and Tennessee, Louisiana and Alabama, Ohio and New York. etc.

The Willis Committee recommendation was clearly the correct one. The words"reciprocal" and "contiguous" should be deleted from this bill.
17. Section 301 (b) may be too limited. It does not protect the taxpayer who

buy s a vehicle in one state and pays the sales tax there; and then, upon registering
it in another state, is required by the latter to pay a "registration fee" measured
by the purchase price or by the "value" of the vehicle. Proper protection of such
an unfortunate taxpayer, and he is usually an individual who cannot foresee such
a situation, demands refining of this Section.

18. Section 303 encourages non-uniformity rather than uniformity. Currently,
all states but one exempt from sales and use tax freight charges for transporting
goods directly from the seller to the buyer, if those charges are separately stated
in writing. Thus, if a Chicago buyer purchases an item from a seller in Pittsburgh,
where the article was manufactured, for $100 plus $40 in shipping charges, the
taxable amount is $100. But if the buyer purchases the same item from a Chicago
seller for $140, the entire purchases price of $140 is taxable. Clearly, uniformity
would require that the same $140 be taxable in both cases. That is the way that
Michigan handles the situation, I am told, applying the tax to the buyer's cost,
including all transportation. This ensures the same tax treatment regardless of
how transportation is involved in the purchase. Too few of us have paid sufficient
attention to this area. I submit that we should all take another look at it if uni-
formity is really our goal. This provision actually promotes non-uniformity.

19. Section 304 may open the door to relieving solicitation-only out-of-state
sellers from collecting use tax from in-state non-retail business buyers. See Com-
ment No. 2 above.

20. More ominous, Sections 304 and 305 relieve the seller from the requirement
that his acceptance of an exemption certificate or registration number be "in good
faith". The good fqith requirement has long been a major means of protecting the
states against a seller's accepting a resale certificate with respect to an item which
he knows that the )urchaser does not resell. Thus a jewelry firm cannot claim to
have acted in good faith in accepting a resale certificate from a grocer; nor can a
tire firm from a ready-to-wear store. Nor can a manufacturer of a huge printing
press to a newspaper in a state where the retail sale or purchase of such a press is
subject to the sales or use tax.

Many tax administrators have discounted the importance of the good faith
requirement. But those of their auditors who have had experience with non-good
faith situations would, if asked, advise them that the good faith requirement is
often vitally important to effective enforcement of sales and use taxes.

21. Section 401 would grant to the U.S. Court of Claims "jurisdiction to review
de novo any issues relating to a dispute arising under this Act or under Public
Law 86-272, as amended." It would appear to be l)referable for a specialized tax
court io have such jurisdiction if, indeed, any court is to have it.

Proponents of Section 401 maintain that the judges of the Court of Claims would
develop the requisite expertise. There are so many judges on the Court of
Claims bench, however, that some might question whether theirvery numbers might
not militate against the acquisition of exl)pertise 1)y all of them and might not
ensure diversity rather than uniformity in d(hci-i)is. The paucity of litigation in
this field, both past and prospective, mihbt wvll militate against the acquisition
of expertise through consideration of lit igatcd ikw: 4,n the part of more than a very
limited number of judges.
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Perhaps the purpose of this section could be properly accomplished if the
jurisdiction were granted to the Court of Claims under certain definitive require-
ments. Thus, perhaps a tax division of that court should be created. Perhaps it
should consist of a limited number of judges, say 3 or 5. Perhaps they should
hear all cases en banc. The work load could then determine whether expansion of
the taxation division would be advisable.

At any rate the idea of one national court to resolve disputes in the field of
State taxation of multistate business can achieve its purposes only if the partici-
pating judges are highly sophisticated in that field.

On the other hand, one may well question whether the "de novo" approach is
the proper approach at all. One State's legal expert has suggested that it would
have the effect of displacing State courts with respect to two-thirds of his State's
corporate revenue. I notes that each State would be involved in much more
litigation because it would be bound by any Court of Claims decision in a dispute
between a taxpayer and any other State if his State were given notice of the
proceedings.

CONCLUSION

This is a highly complicated bill containing many references over to the Internal
Revenue Code as well as many internal references from one section to another.
All of those references have significant effect on the impact of this bill upon State
taxation. I have tried to highlight some of the problem areas. There may be
others. The bill merits, therefore, in-depth study by every State tax administrator.

DEVELOPING CONCEPTS IN ATTRIBUTION OF MULTISTATE CORPORATE INCOME

(Presented by Eugene F. Corrigan, Executive Director, Multistate Tax Commis-
sion _ NTA-TIA Meeting, Toronto, Canada, September 12, 1973)

Any nation, state or province seeking to tax the net income of a corporate busi-
ness is faced with the fact that many corporate businesses derive their net income
from more than one political jurisdiction. Multistate or multiprovince corporations
will be earning income in two or more states or two or more provinces; and a
multinational corporation will be earning its income in two or more nations as well
as in pditical instrumentalities in each of those nations. With each political entity
seeking to tax net, income of the corporate business, there naturally arises the
)rol)em of arriving at a fair means of determining how much of the total income

should be available for taxation by each political entity.
It is not my intention to discuss here the ramifications of that problem among

nations. At the international level the problem is complicated by matters of foreign
po licy, rlative values of currency, and national policy with respect to the social
and economic needs of the nation. It is my intention to discuss here the ramifica-
tions of this problem within the 51 state-level taxing jurisdictions in the United
State.-. I hope that these comments will be germane to problems which may be
,experienced in Canada as well.

Historically the Eastern seaboard, particularly New York City, has been the
sit its of the corporate movement in America. Always a leader in the commercial
activity of the United States from the early settlement days forward, New York
naturally led from the start in the development of all matters pertaining to eco-
nomic and financial activities and, accordingly, in the development of corpora-
tions. That development required the concomitant devising of a tax system appro-
priate for corporations. While that system had to produce revenue for the taxing
body, it also had to take into account the value of the corporate taxpayers to the
locale. Therefore, it was important that the tax system not drive away corporate
t)biinesses to other parts of the nation, thereby depriving the taxing jurisdiction
of the economic benefits as well as the tax benefits which could be derived from the
corl)orat ions.

Corporate net income taxes are a relatively recent development in America.
Indeed, they are in only about their sixth decade now; and many of our states have
less thm 30 years of experience with them. It should not be surprising, therefore,
that many states are now looking closely at the system of corporate net income
taxation to determine whether improvement can be made in it.

A review of that system reveals that nearly every state uses a formula in deter-
mining what income of a corporate business is to be attributable to that state for
tax purposes. That formula is based upon various types of corporate activity.
With respect especially to manufacturing and mercantile corporations, approxi-
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mately 60% of the 46 state-level taxing jurisdictions having a corporate net
income tax utilize a three-factor formula consisting of a sales factor, a payroll
factor and a property factor, with each factor being weighed equally. In the
remaining 40%, variations of this formula are used. Thus one state will use only
a l)roperty and payroll factor; another state will use only a sales factor; som(
states will weigh the three-factor formula somewhat differently; and some states
are substituting a different factor, such as cost of goods sold factor for sales.
Nevertheless, it is clear that a basic )hilosophy of corporate net income taxation
has arisen in the United States which relies heavily upon a formula for the pur-
l)ose of attributing income to each state. The reason for the use of the formula
is, of course, that no one has ever been able to say with certainty that any par-
ticular aspect of corporate activity is solely responsible for the l)roduction of
income or is more important than any other aspect. The absence of any single
aspect, whether it be sales, property or l)ayroll might well preclude the production
of any income whatsoever for a business. The absence of other considerations
might well have the same effect.

On the face of it, then, the al)plication of the formula to all of a corporate
business's income should result in a fairly uncomplicated determination of the
amount of income which should be available for taxation in each of the states in
which that business is operated. This is a position which increasing numbers of
states in the United States are taking. There is stiff opposition to this position,
however, from a large portion of the business community. The reason is that this
)osition necessarily incorporates within it two concepts which offend the opposi-

tion: (1) full app)rtionment, and (2) combination or consolidation.
Full apportionment involves apl)lying the formula to all income regardless of

source or nature. Opponents maintain that sonie income should be treated differ-
ently. They refer specifically to dividend income. They would have that income be
exempt, if at all possible; alternatively, they would have it attril)uted to the com-
mercial domicile of the receiving corporation. The latter provision effectively
exempts dividends in all states except, the state of commercial domicile from which
the corporate business is operated. New York, Pennsylvania, Illinois, Massachu-
setts and California are the corporate domiciles of a preponderance of U.S. corpora-
tions. In all but one of those states, the corporations have successfully maintained
either that the dividends should be exeml)tcd entirely by the commercial domicile
state, as is the case in Pennsylvania and Massachusetts, or that only a portion of
the dividends should be taxed by the commercial domicile state and that that
portion should be determined on a formulary basis, as is the case in New York and
Illinois. The result is that only a portion, if any, of the dividends are subjected to
tax anywhere. The prime exception to this position among commercial domicile
states is California: but combination results in exempting most of the dividends
in California since interaffiliate transactions and dividends are eliminated in the
combination process.

While the attribution of so-called intangible income, including not only dividends
but royaltv and interest. income as well, to the state of commercial domicile was
originally insisted upon by the commercial domicile states for the purpose of in-
creasing their corporate income tax revenue base, the corporations were soon able
to obtain the special treatment accorded to corporate dividends on the basis that
to do otherwise would encourage the corporations to move their domiciles to other
states more friendly to the idea of exempting or taxing only a portion of the
dividends. In these states, then, dividends are often treated differently than otter
intangible income. It is difficult to find a logical reason, other than a pragmatic or-
political one, for treating dividends differently from royalty and interest income.
Yet today many leaders of the c rporate tax community will readily agree that
states more friendly to the idea of exeml)ting or taxing only a portion of the
royalty and interest income should be included in the income base subject to
formulary apportionment, while at the same time maintaining that dividends
should be treated differently. Their position may be based upon the fact that divi.-
dend income generally far exceeds other intangible income in amount.

Corporation representatives maintain that dividends should really be exempt
anyway on the basis that the income from which they are paid is taxed? This
makes some sense at the federal level in the United States, since the federal tax
at a rate of 48% often has applied to the income from which the dividends are
paid; and it does somehow offend one's sensibilities to see that same tax applied
to virtually that same income when received as dividends by a parent or affiliated
corporation. The situation is much different at the state level, however. Instead
of one national tax, some forty-six state-level taxes are involved. Therefore, in the
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vst, majority of cases the dividends which a corporation in one state receives
will have been derived from income which has never been taxed by that same
state or which, if taxed, may have been taxed at rates substantially lower than
the rate in the state in which the receiving corporation is located. There would
appear to be nothing naturally offensive, then, about allowing the various states
to tax a portion of a corporation's dividend income, along with all of its other
income, on the basis of a formulary determination.

Combination or consolidation is the other philosophy which is incorporated into
the idea of full apportionment of all of the income of a corporate business or of a
multi-corporate operation.

The key words in the field of combination are corporatee business." What
makes up a corporate business where that, business is )eing done by several
affiliated corporations? The concept of combination is based upon the assumption
that the )usiness should be treated the same for tax purposes whether it, is being
,conducted by one corporation, possibly through several divisions of that corpo-
rat ion, or through many cor)orations. This unitary business concept also envis-
ages the possibility that a single corporation may be engaged in two or more
businesses or that only portions of several corporations are engaged in the same
unitary business. The concept of combination is cojmi)licated further by the juris-
.diel ional consideration that a state should at)l)ly its tax to only those corporations
which are actually doing business within the state, even though the determination
,of the amount of income to be taxed is made by applying the formula to the total
ilicovme of the multicorporate business. Obviously this unitary business and com-
Ibination al)l)roach involves the exercise of judgment on the part of the taxing
-uthorities of each state taking that apl)roach. Unfortunately, there is no guar-
antee that each state will exercise that judgment in the same way. The )otential
or variety in the results is obvious. Thus, if every state were to l)ursue this ap-
proach independently, then more than 100% of the income of one corporate
business might be subject to taxation among the various states while substanti-
allv less than 100% of another corporate business ncome might be made avnil-
ablie for taxation among those same states. Certainly some more definitive and
widely used guidelines are desirable.

Equally as clear, however, is the fact that those guidelines are not to be found
in prohibition of combination. Rather those guidelines are to be found in the
,development of a uniform al)proach to the al)plication of the concel)t.

One such approach to bringing combination nearer to an objective standard is
to be found in the concept of consolidation. As defined for the l)urposes of this
presentation, consolidation contemplates combining the reports not only of all
corporations which are engaged in the saame business but of all corporations which
are "affiliated." Two corporations are affiliated if more than 80% of the stock
of one is owned by the other or if more than 80 , of the stock of both is owned
by the same third entity. This concel)t has the advantage of mathematical deter-
minability. It has the defect, however, that, while the three-factor formula to
which I have referred above may be proper for the mercantile and manufacturing
,corporations to which it is generally applied, it may not be proper, and I believe
that, it, is not prol)er, for application to all other corl)orations of whatever types.
Thus that same formula may not be proper for al)plication to financial organiza-
tiorwn4, to construction contractors, to service corporations in general, to transpor-
tation corporations and public utilities in general, or to communications corpora-
tions. Since consolidation may often involve affiliated corporations from several
.of these ty)es of businesses, it runs into the questionability of seeking to apply
one formula to an entire group of affiliated corporations which may be involved
in many different businesses.

The unitary busine. s concel)t, then, appears to I)e the preferable concept if it
can be subjected to objective standards and if those standards can be applied uni-
fornfly across the country in order to ensure fairness to both state government
.and corporate taxpayers alike.

I submit that the only manner in which this can be accomplished is through
the auspices of an agency which would I)e involved in the making of such deter-
minations and in the exercising of the necessary judgments on the part of the
various states with respect to the same corl)orate businesses. On occasion, these
judgments may even involve varying slightly from the standard formula because
of special circumstances pertaining to a particular corporate business. Regardless
of that consideration, however, the result would be that a taxpayer could know
that that income which was attributed to one state as a result of the determination
,would not also be attributed to some other state and therefore be the subject of
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potential duplicative taxation. By the same token, each state would have the
comforting knowledge not only that it was treating the corporate business fairly
but that the state also was being treated fairly by the corporate business for tax
purposes and that the state had available to it for taxation purposes its proper
share of that corporate business' income.. While this idea is receiving increased support across the country from among
corporate and state tax administrators alike, there remain some philosophical and
technical objections to its implementation. I have already referred to objections to
the inclusion of dividends in any tax base and more specifically to their inclusion
in any apportionable tax base of any but the state of commercial domicile of the
receiving corporation. Many state tax administrators object, to the idea of any
centralized determination by anyone since it smacks of a federal take-over, som(-
thing of which all of the states have seen too much during the last twenty-five
years in the United States.

If we can accept the idea that the goal of uniformity and fairness has merit,
then we should be able to move forward together toward that goal somehow. I
think that there is evidence of substantial progress along that line. The coiric
toward that goal might be acceptable to many people were it one which:

1. Would impose no limitations upon the states insofar as apportionahe tax
base is concerned, but would guarantee that no state would have available to it
for taxation any of the same income that was available to another state for taxa-
tion; recognizing, however, that any state could exempt any portion of that ncome
which it had available to it for taxation;

2. Would treat a business in the same way for tax purposes regardless of whether
that business was conducted through one corporation or through many corpora-
tions, i.e., would apply the unitary business and combination concept;

3. Would provide guidelines on the basis of which to apply the coml)ination
concept; and

4. Would provide for the application of the combination concept on a uniform
basis among all of the states.

If this approach can be accepted, then the only remaining question would ap-
pear to be How? By allowing each state to make its own determinations'? By
setting up a federal agency to make the determinations for the states? Or by provi-
ding for participation in the determination procedure by an organization of state
tax administrators working within guidelines and objective standards to be
established by them to meet the four purposes set forth above?

While there may be other alternatives, these appear to be the three prime possi-
bilities. Of the three, I believe that only the third one contains the seeds of ac-
commodation to the needs and desires of both the states and the corporate business
community.

Only one organization in America currently exists which contains the potential
to serve in this suggested capacity. That is the Multistate Tax Commission. It
is the only entity which exists as a result of legislative fiat from among many
states, the number of which is currently twenty-one, through its charter which
is known as the Multistate Tax Compact. Through the provisions of that Com-
pact, which is uniform legislation enacted by those member states, it is the only
organization for which active participation in tax administration matters is a
possibility. As a matter of practice, it already participates in some of the tax
administration activities of some of its member states. Included among its
activities is a pilot joint audit program under which an audit of a corporate
business is performed on behalf of several participating states at the same time.
While this as drawn the fire of a large segment of the multicorporate business
communitN, that opposition has mostly been generated by disputes concerning
matters to which I have already referred; namely, combination, allocation and
apportionment, and exemption of dividends. It does not detract from the immense
potential of the organization to accomplish the purposes set forth above. Operated
by the tax administrators of its member states, it provides the best potential for
a balancing of the interests of all of the states within the suggested guidelines
with the interests of the business community.

Making sense out of corporate income attribution problems is a challenge to
every government seeking to tax the net income of a multinational or multistate
corporation. I think that that challenge can be met in America only if it is sought
through the effective use of the Multistate Tax Commission, or of an organization
substantially like it. Even federally enacted guidelines or restrictions cannot solve
the problems. They can only move the areas in which the problems are to be
confronted; or they can change the nature of the problems slightly. The need for
the problem-solving and uniformity-encouraging organization will remain.
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It is my contention that the Multistate Tax Commission can respond to that
need successfully. Neither it nor the charter upon which it is based are perfect,
any more than is any human being or any organization of human beings. Never-
theless, it has the potential to serve niost of the indicated needs. Perhaps more
important, it has the flexibility and the potential to change to meet the rest of
those needs and to meet changing needs. I believe that any nation which has a
federal form of government will need such an organization if it is ever to cope
successfully with the problems of attributing among its federated states for net
income tax purposes the income of multinational and multistate corporate
businesses.

The CHAIRMAN. Next we will call the Honorable Mario A. Pro-
caccino, commissioner of taxation and finance of the New York State
Department of Taxation and Finance.

STATEMENT OF HON. MARIO A. PROCACCINO, COMMISSIONER OF
TAXATION AND FINANCE OF THE NEW YORK STATE DEPART-
MENT OF TAXATION AND FINANCE

Mr. PROCACCINO. We appreciate the opportunity to be here.
For the record, I am Mario A. Procaccino, commissioner of taxation

and finance for New York State.
I wish, first, to commend the Subcommittee on State Taxatioii of

Interstate Commerce for its initiative in this very important matter
and I hope and pray that the momentum gained by the subcommittee
will not be lost. There are presently, at least, four important bills
before the 93d Congress on the subject of taxation of interstate busi-
ness by the States.

Studies of previous legislation on this subject by Governor Rocke-
feller's staff and by principal business groups in New York, dating
back to 1966, concluded that interstate business should have protection
from unreasonable State and local tax requirements but that changes
should not impair the capacity of States to design their own State
structures or administration.

New York believes that one of the current bills, with some changes,
provi(les such a balanced solution. We suggest the bill sponsored by

epresentative Rodino, H.R. 977, as the starting point for considera-
tion because this bill deals with problems which are potentially solvable
in a noncontroversial manner. The bill deals with those problems which
were extant in the late 1960's and avoids the pitfalls of more recent
suggested changes in State tax laws involving combination or con-
solidation of corporate returns and State taxation of foreign source
income.

While a number of significant changes are necessary in the Rodino
bill, we believe they are changes which are generally acceptable and
would have broad support. They are, at least, the minimal changes New
York would need to support the bill.

With the suggested New York amendments, the bill would still
represent limited legislation, both in terms of the scope of issues
covered and the extent of changes required in State and business
practices. However, it would do four things: One, it would provide the
most extensive Federal law ever passed by Congress in the area of
State taxation of interstate business; two, set ceilings for corporation
taxing jurisdiction and apportionment; three, provide a similar ceiling
for purposes of State sales and use tax jurisdiction; and, four, provide
for continuing congressional evaluation of State progress in resolving
problems arising from State taxation of interstate commerce.
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Passage of such a bill would, in our opinion, be a most significant
achievement.

Mr. Chairman, I will now discuss in general terms the changes
that we believe should be made in the Rodino bill. The recommended
changes, of course, the committee knows by this time are set out in
detail in our written testimony which has been submitted. I shall try
to be as brief as possible so that we can move along and the changes
are set forth in detail in the statement. I am sure the staff and your-
self, when you look at it will get the full impact of what we are saying.

In the area of corporate netincome and capital stock taxes, any
formula for apportionment of income should include a receipts factor
and that factor should be based on the destination of the goods. A
receipts factor in an apportionment formula eases the burden of
taxation which may be imposed by the State where the manufacturing
takes place.

The apportionment formula should also be modified to insure that
worl(ldwi(le receipts, property and payroll, are reflected in the formula.

The bill should be applicable to all corporations rather than just
to those below $1 million of average annual income. The double
ston(lar(l which the Rodino bill provides is impractical and probably
will lead toward litigation.

Language should also be added to the jurisdiction provisions to
cover certain situations such as providing for an employee location
in connection with sporting, athletic, or entertainment events.

Now, in the area of sales and use taxation, I again wish to respect-
fullh refer the committee to our detailed written statement, which
has'been submitted, and more particularly to pages 6 through 9. In
this connection, you will note that we recommend that the sales and
the use tax provisions of Senate bill 282, sponsored by Senators
Cranston and Tunney, should be substituted in the Rodino bill. The
provisions of Senate bill 282 are acceptable because the jurisdictional
standar(ls of the bill are generally appropriate and the provisions
restricting the powers of the States to require collection of sales and
use taxes are not unduly restrictive. And we do not object to inclusion
of a provision restricting classification of interstate sales by geographi-
cal areas of the States since S. 282 delays the effective (late of the
provision for 5 years and a period of 5 years is needed to permit
States to adjust their local revenue systems.

With respect to personal income tax problems, we believe such
issues are not relevant to business tax legislation. If Congress finds it
necessary to mandate changes in that area, the States should be given
an ample separate opportunity to inform Congress of its far-reaching
effects.

Some other areas of corporate taxation, with which neither H.R. 977
nor New York's suggested revisions deal, are also matters before the
Congress. 11.R. 977 has no specific provisions restricting or expanding
the use of combined or consolidated returns. We submit that Congress
should take no action in this area, at this time, for the ret sons again
set forth in our written testimony.

Now H.R. 977 has no provision for an interstate tax Compact, but
Senate bill 2092 gives congressional consent to a State compact ind
grants rulemaking powers to a multistate compact commission. New
York has endorsed the compact idea as long as it, is completely volun-
tary. The provisions of S. 2092 are not completely voluntary and
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a-pply to every State regardless of membershlip. Under the proposal, a
multistate tax commission would become an administrative agency to
implement the compact. New York is opposed to any administrative
setup under which a compact commission or any other agency would
be given such power.

For the sake of brevity, Mr. Chairman, I again refer to our written
testimony which sets forth our views on the subject of dividends.

By way of conclusion, Mr. Chairman, may we stress the following as
gui(ling principles for Federal legislation in the area of State taxation of
interstate business: Federal jurisdictional and apportionment lini-
tations which generally co(lify existing court decisions and set up
reasonable rules to serve as a ceiling will effectively insure a satisfactory
level of uniformity of State and local law an-d practice. Such legislation
will not impair the ability of any state to design or administer its own
tax system. Before 11.R. 977 could be considered as acceptable to
New York, we believe the changes mentioned would have to be made.
We also recommend that no Federal action be taken at this time re-
garding combined or consolidated returns that consent legislation, if
any, be on a strictly voluntary basis, and that Federal apportionment
limitations may not limit States to taxation of divi(lends at a firm's
place of commercial domicile.

Now, I want to thank the chairman and the committee, of course,
for the opportunity to be here and I also wish to point out that we are
at your disposal and the entire staff of my department will be at your
disposal for anything at all you need or any assistance we may give
you in trying to reach a conclusion, and an answer to something that
has really been perplexing to all of us today.

I thank you very much.
The CHAIRMAN. What do you think of Mr. Traigle's suggestion-I

think he called it the Louisiana tax plan; he is the tax collector for
Louisiana-have you had a c-hance to review his proposal?

Mr. PRoCAcciNo. Generally, we would be in favor. We would like a
little more time to really study and look into it.

The CHAIRMAN. He will testify as the next witness so, after he has
testified, you might let us know what you think about it;

I wish we had more members present but, unfortunately, we have a
major bill, the pension reform bill, which is on the floor being debated
right now that explains why Senator Nelson, who is the chairman of
that subcommittee is not here and also why Mr. Bentsen is not here.

Mr. PROCACCINO. I am sure they will look at the written testimony
there.

The CHAIRMAN. They will certainly study it and we appreciate your
testimony.

[The statement of Mr. Procaccino follows:]

SUMMARY

1. New York State agreed with its principal industry groups in 1966 that some
Federal legislation, limited to a "ceiling" for jurisdiction and apportionment,
was necessary.

2. New York State supports the Rodino bill (LI.R. 977) if certain changes are
made, including:

CORPORATE NET INCOME AND CAPITAL STOCK TAXES

(a) Addition of a destination based receipts factor to the apportionment
formula modeled after the receipts factor provision of S. 2092, Section 304.
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(b) Elimination of the $1 million standard in determining included or excluded
corporations (Section 606(a) (3) and (c) of H.R. 977).

(c) Adding language to the jurisdiction provisions to cover certain special
situations.

SALES AND USE TAXES

(a) Substitution of the sales and use tax provisions in S. 282 (Cranston-Tunney)
for those in the Rodino bill. The sales and u.s, tax provisions of S. 282 are accepta-
ble because the jurisdictional standards of the bill are generally appropriate and
the provisions restricting the powers of the states to require collection of sales and
use taxes are not unduly restrictive. We do not oppose the provision in S. 282
restricting classification n of -interstate sales by geographical areas of the state since
the effective date of the provision is delayed for five years. A delay of five years is
needed to permit states to adjust their local revenue systems.

(b) Where states change their laws so that classification of interstate sales l)y
geographical areas is no longer required, Congress should provide for expansion of
such states jurisdiction over firms selling by imail order.

(c) As an alternative, delete the sales and use tax provisions from H.R. 977 and
deal with sales and use tax problems in a separate bill.

PERSONAL INCOME TAXES

Elimination of the personal income tax provisions (Title V of H.R. 977).

STATEMENT

Mr. Chairman and Members of the Subcommittee on State Taxation of Inter-
state Commerce:

I am Mario A. Procaccino, Commissioner of Taxation and Finance for New
York State.

I wish first to commendithe Subcommittee on State Taxation of Interstate
Commerce for their initiative in this important matter.

I am sure the factual and analytical material developed here will be most
valuable as we continue our efforts to solve the perplexing problems surrounding
the-taxation of multi-state businesses. I hope that the momentum gained by the
Subcommittee will not he lost.

All of us are deeply concerned with the business climate of this Nation and
of each of its states, and we should be constantly alert to assure that our tax
systems benefit this climate.

But. we must also be deeply concerned with preserving the highest degree of
State and local autonomy consistent with the general welfare. Alert as we may
be to conditions that affect our economic well-being, we should be as alert to
proposals which threaten the principles of Federalism upon which our structure
of government is based.

There are presently at least four important bills before the 93rd Congress on
the subject of taxation of interstate business by the states, including H.R. 977
(Rodino), S. 282 (Cranston-Tunney), S. 1245 (Mathias-Ribicoff), and S. 2092
(Magnuson). Among the subjects covered are: taxation of corporate income,
capital stock, sales and use, gross receipts and personal income, corporate income
al)portionment and consolidation or combination, jurisdiction to tax and creation
of a new state Compact.

Studies of previous legislation on these subjects by Governor Rockefeller's
staff and by principal business group. in New York, dating back to 1966, con-
cluded that interstate business should have protection from unreal sonable state
and local tax requirements but that changes should not impair the capacity of
states to design their own tax structures or their administration. New York
b,iieves that one of the current bills, with some changes, provides such a balanced
solution. We suggest the bill sponsored by Representative Rodino, II.R. 977, as
the starting point for consideration because only a bill with provisions identical
to this bill has passed either House of Congress and this bill deals with those
problems which are potentially soluble in a noncontroversial manner. The bill
deals with those problems which were extant in the late 1960's and avoids the
pitfalls of more recent suggested changes in state tax laws involving combination
or consolidation of corporation returns and state taxation of foreign source
income.

While a number of significant changes are necessary in the Rodino bill, we
believe they are changes which are generally acceptable and would have broad
support. They are, at least, the minimal changes New York would need to support
the bill.
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With the suggested New York amendments, the bill would still represent
limited Federal legislation both in terms of the scope of issues covered, and the
extent of change required in state and business practices. However, it would:

1. Provide the most extensive Federal law ever passed by Congress in the area
of state taxation of interstate business;

2. Set ceilings for corporation taxing jurisdiction and apportionment, sufficient
to generate greater uniformity in state laws and provide limits on state taxing
powers;

3. Provide a similar "ceiling" for purposes of state sales and use tax jurisdiction;
and

4. Provide for continuing Congressional evaluation of state progress in resolving
problems ,-rising from state taxation of interstate commerce.

Passage of such a bill would be a most significant achievement.
The Rodino bill would be acceptable to New York with the following changes:

CORPORATE NET INCOME AND CAPITAL STOCK TAXES

1. A receipts factor based on destination is necessary in Title II of the bill. The
addition of this factor is recommended because it minimizes the discouraging effect
of state taxes on the location or expansion of business within a state. Under a
formula with a receipts factor, the interstate sales activity of a business eases the
burden of taxation upon its income in the state where manufacturing takes place.
With only one or two exceptions, all of the states imposing taxes based on net
income now use a sales or receipts factor in their division of income formulas. Use
of a destination based receipts factor would avoid complete disruption of l)ractices
which practically all states have developed over a long period of time.

New York would be happy to work with Congress in drafting an appropriate
sales factor definition. One acceptable sales factor provision would be a modifica-
tio ) of Section 304 of S. 2092. That provision calls for a sales factor based gen-
erally on sales destination, allows attribution to the origin state of sales into
states where no jurisdiction to tax exists as well as sales to the United States
governmentt which have a foreign destination, assumes inclusion of worldwide
r(.tcipts, and otherwise provides a weighting for the types of income being appor-
tioned. A proper modification to the suggested sales factor provision is to provide
a weight reflective of income from rental of real property. New York has for
vear. included rental income in the sales factor (whether from rental of real or
per. ,nal prol)erty). The suggested amendment would be as follows:

§ 3 o (c) (3)
"Sales which consist of receipts from the rental of real or tangible personal

property... -. "
A second modification of the S. 2092 sales factor, to insure that worldwide

receipts are reflected in the sales factor as well as the property and payroll factors,
is to redefine "state" for purposes of Title II to include foreign countries. The
suggested amendment would be as follows:

§ 615
"The termn 'State' means t-h. several states of the United States and the

District of Columbia, provided, however, that the term shall also mean for pur-
poses of Title II, the Commonwealth of Pia-rto Rico, any territory or possession of
the United States, and any foreign country or political subdivision thereof."

Alternatively, the sales factor provision of the recently developed NATA Plan,
not vet formally introduced, would be acceptable to New York. While that pro-
visio;n does not provide an attribution of sales back to the origin state when des-
tined in states where not taxable, it does provide for elimination from the sales
factor denominator of such sales which provides a similar result, that is, such sales
become a part of the apportionment weighting to all states where taxable rather
than just to the origin state. Also, the NATA Plan provides the proper provision
for weighting real property rentals although the definitional amendment of
"state" in Section 615 of H.R. 977 would still be needed.

2. Another necessary change in H.R. 977 is the elimination of the double
standard for firms above and below one million dollars of average annual income.
Although this distinction probably would not be utilized in New York even if
permitted by Federal legislation, it would create confusion and inequities for

ew York firms in other states. A corporation might fall in one class in one year
and in the other class the next year. With most state constitutions requiring uni-
formity of treatment, this arbitrary distinction also represents an undesirable
innovation which would probably result in much litigation.
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3. Several amendments should be made to the corporate jurisdictional and
apportionment rules of the Rodino bill in order that state taxing jurisdiction not
be unduly limited and that the apportionment factors reflect income which is in
the taxable base. Specific amendments on these points are al)pended to this state-
ment as Appendix A which in brief deal with:

A. Providing for a business location in case of tangible personal prol)erty
regularly leased to others for use in a stale;

B. Providing for an eml)loyee location in connection with sl)ort.ing, athletic, or
enertainmnent events;

C. Redefinition of eml)loyee location in connection with services l)erformed in
installing or repairing l)rol)erty incidental to an interstate sale.

SALES AND USE TAXES

1. The sales and use tax provisions of S. 282 should be used in lieu of the I. 11.
977 provisions. The sales and use tax provisions of S. 282 are morn, acceptable
than those of II.R. 977 for a number of reasons, including generally more appro-
priate jurisdictional rules and deletion of certain proposed unreasonable restric-
tions on the states' power to require collection of sales and use taxe..

The jurisdictional limits in 11.11. 977 are more restrictive than the current
common law as expressed in Scripto v. Carsoti, 362 U.S. 207. New York Supports
codification of the Scripto case as set forth in 8. 282. Akl, S. 282 does not restrict
the jurisdictional rule with respect to regular delivery of goods to household
delivery, but is l)roperly more broadly phrased and the definition of business
location in S. 282 includes vendors regularly leasing out, tangible personal property.

In addition, by adopting the sales and use tax provisions of S. 282, Section
304(1) 'of I.R. 977 would be eliminated. That l)rovision would excuse sellers
from collecting or paying a sales or use tax on interstate sales as long as the pur-
chaser supplies the seller with a registration number. Passage of such a provision
would seriously weaken the states' ability to enforce their compensating use taxes.
Current collections would be diminished since collection from many buyers would
have to await audit. It would also impose an unreasonal)le audit burden on the
states requiring them to audit all business buyers who purchase items which are
sent across state lines as ol)l)osed to the audit of a much smaller group of sellers.

S. 282 in its Section 205 and II.R. 977 in its Section 305 contain provisions
which restrict, the classification of interstate sales according to geographical areas
of the state. Enactment of such a restriction would immediately preclude the
continuance of local sales and use taxes now imposed in New York State. This
would be true )ecause local businesses could not tolerate a 3% disadvantage in
com)eting with out-of-state firms. New York currently allows local sales and use
taxes at a maximum 3c% rate, which l)roduce over one billion dollars annually for
local governments in New York.

While business in general would undoubtedly be glad to avoid the necessity of
collecting and segregating local sales taxes, the importance of local nonproperty
taxes in diminishing taxes on l)ro)erty must also be recognized.

In view of this, the states must be given time to adjust their local tax systems.
While all bills currently before Congress contain provisions similar to Section 305
to Section 305 of 11.11. 977, both S. 282 and S. 1245 realistically postpone the
effective date for five years. S. 2092 postlpones this provision for three year. Lack
of a delayed effective date, preferably for five years, would create a chaotic
situation.

The other sales and use tax provisions of S. 282 are nearly unanimously ac-
ceptable to the states and deal with the same l)rol)lems as does the Rodino bill,
excel)t, for providing, in addition, for contiguous state sales and use tax collection
agreements.

2. An additional use tax jurisdictional area requires comment. If the restrictions
in Section 205 of S. 282 on classifications of interstate sales according to geo-
graphical areas of the State were passed, such a l)rovision, in practical effect,
would bring about uniformity as between the rate and base of a local sales and use
tax and the state rate and base. Therefore, the burdens on interstate commerce
which the United States Supreme Court pointed to in Natiotal Bellas Hess v.
Department of Revenue, 386 U.S. 753, as a basis for its decision, would be removed
by virtue of this legislation. In view of the uniformity in rate and base, Congress
should provide for an expansion of the jurisdiction of states to require mail
order firms to collect, compensating use taxes on mail order sales. The burden
on interstate commerce stemming from lack of State and local uniformity within
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a State would have been removed. The effective (late for the expansion in juris-
diction should be tied to removal by the state of those burdens on interstate
c( nnerce.

PEIS(ONAI INCOME TAXES

Title V of 11.11. 977 should be removed. This Title was added by a floor amend-
mnent when the bill passed the lomuse in 1968 and imnlses restrictions on the
states regarding personal income taxation. This issue is not relevant t() business
tax legislation and no hearings have ever l)een held on the personal income tax
lpr,(l) sals in either house.

If Congress finds it necessary to mandate soni change in l)resent state income
tax requirements affecting persons who necessarily live away from their home
state, it is felt that the states should be given an opportunity to inform Congress
(of its far-reaching effects.

The domicile test which the House amendment would establish as the sole
criterion )f taxation )f income earned in another state would conflict with the
p resent New York rules tinder which nondomiciliaries, who maintain homes in
New York and who spend more than 183 days here, are taxed as New York
residents. This might be interpreted as p)reventing our taxing the New York
rental income and/or various types of New York business income received by
nondomiciliaries.

Superimposing a special set of domicile rules on our existing statutory resident
and nonresident definitions and procedures could also require drastic changes in
New York statute which could have significant revenue effects. For example, it is
probable that the proposed legislation would not l)ermit us to tax income from
intangibles owned by nondomiciliaries who are presently taxable as New York
residents under the l)ernmanent-place-of-al)ode/183-day test of our statute.

The most basic l)roblem with the )rovision may be the coml)lete upheaval of
fifty years of administrative experience in this complex area. We believe it is
worth noting that the uniform definition of "residence" recommended by the
Advisory Commission On Intergovernmental Relations is, with only one minor
difference, derived verbatim from our statutory l)rovision. (See Commission
Report A-27 [dated October, 1965] entitled "Federal-State Coordination of
Personal Inc(me Taxes"-page 30).

Should Title V of 1.R. 977 be adopted an extended period of litigation and
uncertainty would inevitably occur. Ilopefully, the objectives of Congress could
be achieved without sacrificing the existing precedents and stability which the
states and courts have gradually developed over a fifty-year period.

If the various changes in 11.R. 977 described above are made, New York be-
lieves that most small and large interstate businesses will have gained significant
protection from any state tax coml)liance (verburdens. With the recommended
revisions 11.11. 977 would not result in burdensome or costly effects on the New
York tax system.

An alternative acceptable approach to handling sales and use tax problems
would be to consider two bills, one dealing only with corporate tax l)ro)lems, the
other only with sales and use tax problems.

Some other areas of corporate taxation with which neither Il.R. 977 nor New
York's suggested revisions deal are also matters before the Congress. We will
comment on these matters with a view to indicating that Congressional action is
not appropriate at this time.

COMBINATION OR CONSOLIDATION

1I.R. 977 has no specific provision restricting or expanding the use of combined
or consolidated returns. This is completely satisfactory to N ew York. We submit
that. Congress should take no action in this area at this time.

The problem of combined or consolidated returns, while the subject of-some
study by the original Willis Subcommittee on State Taxation of Interstate Business
remains an area of great controversy.

In addition, it involves some of New York's largest taxpayers and any provisions
so far suggested to Congress would appear to result in severe shifting of tax pay-
mnents, perhaps from one state to another. It is not certain the extent to which any
state would lose or gain significant revenues from any Federal requirement in this
area, but there appears to be no way to anticipate the effects of any change except
through more intensive Federal study. Only Congress has the resources to conduct
a proper study, which would seem particularly apropos if the proposal under
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consideration were the same as the Federal rules regarding consolidation. An ex-
planation of New York's law in practice regarding combined or consolidated re-
turns provides an example of potential impact of any change in this area.

New York State receives some 1000 combined returns each year. These returns
represent 15 to 20% of the revenues received from the Franchise Tax on Business
Corporations imposed under Article 9-A of the Tax Law, the franchise tax ap-
plicable largely to general business corporations. In the fiscal year ending March,
1974, New York expects to receive some three-quarters of a billion dollars in rev-
enue from its general franchise tax. Therefore, the area of consolidation and com-
bination is of vital concern to New York because it involves some 150 million
dollars in revenue.

New York does not provide for a consolidated return, but rather for a combined
return. The practical distinction, for New York purposes, is that intercorpo'"te
profits are not eliminated from the combined return resulting only in a more cur-
rent receipt of tax revenues by the state.

In the discretion of the Tax Commission, where a taxpayer owns or controls
either directly or indirectly substantially all the capital stock of one or more cor-
porations, or a taxpayer's stock is controlled directly or indirectly by another cor-
poration, a combined report may be required or permitted by the Tax Commission.
New York, by regulation, defines "substantially all" to mean ordinarily "the bene-
ficial ownership or control of 95% or more of the issued and outstanding capital
stock entitling the owners to vote for the election of directors or trustees".

Aside from the criterion of stock ownership or control, New York follows
certain other standards set forth in the governing statute and regulations. New
York's statute provides that no combined report covering any corporation not a
taxpayer shall be required unless the Tax Commission deems such a report
necessary because of intercompany transactions or non-arm's length agreements
or transactions in order to properly reflect tax liability. Therefore, pursuant to
that provision, New York can require a combined return without a showing of
non-arm's length transactions. There must be either intercompany transactions
or non-arm's length agreements or transactions. The touchstone is that a combined
report can be required in order to properly reflect or reasonably attribute the
L)ortion of entire net income which is subject to tax by New York. The State
Tax Commission, of course, takes cognizance of the restriction in its statute
concerning requiring a combined report, covering a corporation not a taxpayer.
However, it should be noted that such a restriction does not prevent combining a
corporation which has intercompany transactions but has no corporate autonomy,
that is, a corporation which, in truth, is merely a division of another member of
the combined group.

By regulation, New York provides that in deciding whether to require or permit
a combined return the Commission consider whether the corporations are engaged
in the same or related lines of business, whether the corporation is merely a
department of a unitary business and whether there are substantial intercompany
transactions.

In summary, the area of consolidation and combination returns is of great
significance to New York because of the potential revenue implications and the
potential shifting of tax burden in comparison with the existing system which we
believe is reasonable. New York has administered its combined reporting pro-
visions with fairness. It has not sought to require combined returns in any broad-
scale manner. Less than 3%,c of the combined reports- filed in New York have been
required by the State Tax Commission. The balance have been granted at the
request of taxpayers. It is with this background in mind that New York expresses
great concern over Federal intervention in this area.

If action is unavoidable, it should not take the form outlined in S. 1245 (Messrs.
Mathias and Ribicoff). This bill: (1) permits the taxpayer to determine income on
a consolidated basis where there are non-arm's length transactions with affiliated
corporations (2) defines affiliation where there is a common owner, corporate or
non-corporate, and 50% or more of the voting stock of each member is owned by
one or more of the members and the common owner owns at least 50% or more
of the voting stock of at least one of the members and (3) is unclear as to whether
it prevents the consolidation of bank holding companies with banks. It appears to
prohibit them since banks are excluded corporations. New York now permits
consolidated returns by such taxpayers.

These provisions are not acceptable to New York for several reasons. S. 1245
permits a taxpayer to choose to file on a consolidated basis through price manipula-
tion. If consolidation is to be required or allowed in such a situation, clearly the
State should have the right to decide, not the taxpayer who creates and engages
in the non-arm's length transactions.
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Secondly, the provisions would improperly restrict the State because it would
not permit the consolidation of a corporation with no corporate autonomy. Thus,
it would permit businesses to protect income from taxation through the use of
corporate shells and the states could do nothing about it. In other words, there
could be complete unitary connection and yet the State could not reach this
income without proving non-arm's length transactions even though the controlled
corporation was in reality only a division of the controlling corporation.

A third defect in S. 1245 is the low standard for affiliation. While New York
probably would see fit to adopt an 80% rule, New York does not favor a rule of
50% or more. It should be noted, with a 50% or more rule, the same subsidiary
could be in two separate combined or consolidated reports.

New York also expresses concern over the application of Federal rules covering
elimination of profits attributable to transactions between members of the affili-
ated group. New York does not eliminate profit attributable to transactions
between members of the affiliated group. This does not mean New York taxes
the profit twice, but only that it taxes the profit currently. When the ultimate
profit is earned through a transaction with persons outside the group, the profit
is diminished by the amount already subject to tax.

INTERSTATE COMPACT

H.R. 977 has no provision for an interstate tax compact. S. 2092 gives Congres-
sional consent to a state tax compact and grants rule making powers to the
Multistate Compact Commission which have the full force and effect of Federal
law and which apply to all states regardless of Compact membership. Rules are
effective 180 days after adoption, except in states which by regulation, in accord-
ance with their own laws, reject the rule. To be adopted, a rule must be approved
by both a majority of members as well as those members representing a majority
of the total population of the member states.

New York has, in the past, endorsed the Compact idea, as long as it was com-
pletely voluntary. The provisions of S. 2092 are not completely voluntary. In
addition, they apply to every state regardless of compact membership and, in
effect, require every state to take negative regulatory action if they disagree
with compact rulings. The objective of this proposal is presumably to make a
Federal interstate taxation act unnecessary by forcing uniform state administra-
tive action through an interstate compact consented to by Congress. Under the
proposal, the Multistate Tax Compact and its Commission would become an
administrative agency to implement the Federal legislation.

New York is opposed to any administrative set-up under which the Compact
Commission or any other agency would be given such power. New York withdrew
its associate membership from the Multistate Tax Compact Commission in 1971
because it felt the compact proposals for solution to interstate taxation problems
has more deleterious consequences than did proposed Federal legislation. The
proposed administrative set-up under S. 2092 does not diminish the position.

TREATMENT OF DIVIDENDS

H.R. 977, by not providing any special treatment for dividends, sets a ceiling
for state taxation based on the business apportionment percentage. S. 1245, on
the other hand, specifically allows exemption from taxation for dividends of 50%
or more owned affiliates and foreign source dividends, while allowing remaining
dividends to be taxed only by the state of commercial domicile.

S. 2092's treatment of dividends provides yet another variation. Under S. 2092
dividends from affiliates, 80% or more owned are exempt with remaining dividends
taxable and assigned to the state of commercial domicile.

New York's present practice more closely resembles H.R. 977 in that dividends
other than from subsidiaries are apportioned among the states by formula,
although New York uses a special investment income apportionment formula for
this purpose.

Assignment of nonsubsidiary dividend income 100% to a corporation's state
of commercial domicile would weaken our current incentive for the establishment
of corporate headquarters in this F-tate, by means of the favorable investment
income apportionment formula now in use. We believe this type incentive should
be continued to insure the maintenance of a business tax climate competitive
with that of other states.
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Conclusion.
The current issues of State taxation of interstate business have been before

us for some time. It would be beneficial for business and for the states if Congress
completed its deliberations on the issues as soon as possible, whether its conclusions
result in action, or inaction. Federal jurisdictional and apportionment limitations,
which codify existing court decisions and set up reasonable rules to serve as a"ceiling'', will effectively insure a satisfactory level of uniformity of state and
local law and practice without impairing the ability of any state to design and
administer its own tax system in the best interest of its citizens.

Before 11.11. 977 could be considered as acceptable to New York, we believe
the changes already discussed would have to be made. We also recommend that
no Federal action be taken at this time regarding combined or consolidated
returns; that compact consent legislation, if any, be on a strictly voluntary basis;
and that Federal apportionment limitations not limit states to taxation of divi-
dends at a firm's Place of commercial domicile.

Thank you.
APPENDIX A

(Rodino Bill (HR 977))

AMENDMENTS

1. Lease of Tangible Personal Property-Business Location (Sec. 611) Amend
Sec. 611(a) (Business Location-p. 21, line 10) by adding a new paragraph (4) to
read as follows:

"(4) Regularly leases to others tangible personal property for use in the
State."

Amend Sec. 611(c) (Business Location in Special Cases-p. 22, line 8) to read as
follows:

"(c) Business Location in Special Cases-If a person does not, own or lease
property within any State or have an employee located in any State or reg-
ularly maintain a stock of tangible personal property in any State for sale in
the ordinary course of business or regularly lease to others tangible personal prop-
erty for use in qiny State (or in a case described in the last sentence of Sec. 204),
that person shall be considered to have a business location only-(1) in theState in which the princil)al place from which its trade or business is conducted
is located, or (2) if the principal place from which its trade or business is con-
ducted is not located in any State, in the State of its legal domicile."

Since leasing of property to others will create nexus, property so leased should
be included in the l)roi)erty factor. Therefore, Sec. 202(b) (2), (p. 5, line 6), which
excludes from the property factor tangible personal property rented out to others
for a term of one year or more, should be deleted.

2. Sporting & Entertainment Events-Location of Employee (See. 613(b).)
AmendSec. 613(b) (Localization of Employee's Service) p. 25, line 9 by adding a
new sentence at the end thereof, to read as follows:

"Notwithstanding )aragraphs (1) or (2) an employee whose service is in
connection with the production, conduct or )romotion of, or performance in
single event activities, such as, a sporting, athletic or entertainment event,
shall be deemed localized in the State where each such event takes place."

3. Installation & Repair-Location of Employee (Sec. 613(e)). Amend last sen-
tence of Sec. 613(e) (Employees of Contractors and Extractors-p. 26, line 18) to
read as follows:

"This subsection shall not apply with respect to services performed in
installing or repairing tangible property which is the subject of interstate sale
by the employer if the cost of installing or repairing is a negligible part of the
price of the property being installed or repaired."

The CHAIRMAN. Next we will call Mr. Traigle, Ion. Joseph M.
Traigle, collector of revenue, State of Louisiana.

STATEMENT OF HON. JOSEPH N. TRAIGLE, COLLECTOR OF REVENUE,
STATE OF LOUISIANA

Mr. TRAIGLE. Thank you, Mr. Chairman.
I am Joseph Traigle, commissioner of revenue for the State of

Louisiana.
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As we all know, this question of State taxation of interstate com-
merce has been pending for many years and it breaks down into two
major questions: that of income tax and sales tax. Almost all of the
proposals that have been introduced and those that are pending now,
in my opinion as a State administrator, do not do a lot for State
governments.

With that thought in mind, myself and my staff, in Louisiana, have
attempted to develop a plan in the area of sales and use tax, which
would not only solve the problem now facing business entities, and that
being the multiple jurisdictional problem, but would really do some-
thing significant for State governments.

I, as a State administrator, and I think many others, if they would
be honest with you, could not say that we are collecting all that we
should in the area of sales and use tax on interstate sales, and so this
is one of the key ingredients that we have tried to incorporate into the
plan; that is, closing this gap and thereby increasing revenues for
State governments.

Some of the major points of the Louisiana plan are:
It is easily administered on the part of the States.
The mechanics of the plan are relatively simple. The premise is that

all transactions basically shall be brought in as taxable with certain
exceptions, which are listed in the document and, also, certain State
exemptions which can be furnished to the vendor. So this goes far
beyond anything else and just says that, as a general concept, all
transactions will be taxable. This, of course, leads to the increased
revenue for the States and for local governments. The plan establishes,
also, a maximum of 50 jurisdictions for any business entity, therefore
solving the problem of multiple accounting jurisdictions within a
State which we fully recognize as a serious problem for businesses.

By implementing the Louisiana plan we will also solve an internal
problem in my State and many other States, that is, the penalizing of
the in-State businessman, who is competing with the interstate
businessman. For example, in Louisiana, this can lead to an automatic
6-percent advantage if the Louisiana businessman has to collect and
remit the sales tax and the interstate businessman does not.

The plan, basically, involves the States setting a flat rate which
would include both State and the local sales tax. The State would
register with the Secretary of Commerce, mainly, as a clearing-
house so that businesses could determine what rates were applicable to
what States. As I said before, the geography for business entities
throughout the country, as far as accounting is concerned, would be
limited to the 50 States.

After the roundtable discussion we had several weeks ago, we
sent out copies of a draft of the proposal for the first time, drafted
August 21. So far, nationwide as far as State tax administrators only,
I have received 17 favorable or commitment responses as far as support
for the proposition and only 1 indication of absolute opposition to it.
And I believe that through some correspondence, we are going to
change the one expression of opposition to a position of support.

Senator, the Louisiana plan is by no means a perfect solution to a
very complex problem but I do believe it is an improvement over what
we have now and a step in the right direction and we would ask every-
one to give it consideration to 1, hopefully, support it.

21-350 0-74- 11
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The CHAIRMAN. Well, now let me see if I understand your proposal,
Mr. Traigle. You suggest that each State should file with the Secretary
of Commerce one flat rate applicable within that State. Let's apply
that to Louisiana. You have 156 different rates?

Mr. TRAIGLE. Yes, sir.
The CHAIRMAN. You have State sales tax and you have county

taxes and you have city taxes.
Mr. TRAIGLE. Yes.
The CHAIRMAN. Now, how would you go about arriving at a flat

rate for Louisiana?
Mr. TRAIGLE. We would more than likely, Senator, set up a formula

and, by the various taxing jurisdictions all over the States with the
volumes that are sold, we would most probably come out with what we
would consider an average rate to be applied, perhaps 5 percent
across the board.

The CHAIRMAN. Show me how you would go about recommending a
5-percent rate for Louisiana. I assume this would be cleared with the
Governor and State legislature?

Mr. TRAIGLE. We would have to present it to the legislature, yes.
The CHAIRMAN. Show me in Louisiana how you would go about

recommending, if you think 5 percent would be correct, that a 5-per-
cent rate should be proposed. What is the State sales tax now?

Mr. TRAIGLE. Three.
The CHAIRMAN. All right, you have a 3-percent State tax. Now can

you tell me how many parishes have parish sales tax?
Mr. TRAIGLE. I can't tell you that but the total of the parishes and

the local government is 156.
The CHAIRMAN. So that in some areas you have both a parish sales

tax and a city sales tax?
Mr. TRAIGLE. That is right.
The CHAIRMAN. How much would that be in some places?
Mr. TRAIGLE. It is a maximum of three in New Orleans, East Baton

Rouge and so forth.
The CHAIRMAN. So in some of the cities in Louisiana, the total tax

could be as high as 6 percent?
Mr. TRAIGLE. That is right.
The CHAIRMAN. Now, I take it that you would adopt the flat rate

because in some places it wouldn't be any more than 3 percent no
matter where they were sending the product in the State, that the 5-
percent rate ought to be fair? In some cases, they would be shipping
goods to New Orleans for instance, or Baton Rouge, and they would be
getting a break?

Mr. TRAIGLE. That is right but not the kind of break they are
getting now.

The CHAIRMAN. Not the kind of break they are getting now?
Mr. TRAIGLE. That is right. Now, they are getting by without pay-

ing any tax.
The CHAIRMAN. So that 5 percent would seem fair and, that being

the case, in some instances they would pay a little bit more and in
others they would pay less.

Mr. TRAIGLE. That is right.
The CHAIRMAN. But, in an event, Louisiana would set this flat

rate on interstate transactions.
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Mr. TRAIGLE. That is right.
The CHAIRMAN. Now how would you then divide the money when

you got, the money at the State level?
Mr. TRAIGLE. Well, Senator, I view that as a State problem and

we would have to handle that in the legislature. My thought is that
we would put this extra money, this new money into our State revenue-
sharing formula, which is distributed, basically, by population which
I think is a fair way to do it.

The CHAIRMTAN. Not the Federal revenue-sharing but the State
revenue-sharing program?

Mr. TRAIGLE. We have a State revenue-sharing formula, Senator,
internally in the State. Perhaps we would add this to the pot.

The CHAIRMAN. But each State would decide for themselves how
to distribute the money?

Mr. TRAIGLE. Yes, that is strictly a State matter and we are making
no suggestions in the proposal at all.

The CHAIRMAN. Now, what, would prevent a State from setting a
6-percent rate if there is only one county in the State where the rate
went as high as 6 percent? In other words, suppose this proposal
applied to Louisiana and only in one small parish did the rate go to,
for instance, 7 percent flat rate although only in one small county
with one small city, the rate would be as high as 7 percent?

Mr. TRAIGLE. I would say really nothing. We planned in drafting
the bill itself, to put a maximum ceiling as the total of the State plus
the highest local-now, it is conceivable that could happen but I
would think that the legislature would not be inclined to do that, if
that was the only county in the State with that rate.

The CHAIRMAN. It would seem to me in the spirit of compromise,
the Federal Government would cooperate with the State on this and
that the State ought to accept some limitation that would not permit
the flat rate to be set at the highest rate charged in one isolated
jurisdiction. There ought to be some limitation. Maybe it should be a
minimum; maybe it shouldn't be more than the average rate of tax
imposed in the State; or it shouldn't be more than the average between
what would be the lowest and the highest rate of tax imposed.

Mr. TRAIGLE. That is a thought. We would be glad to give it
consideration.

The CHAIRMAN. I think that in fairness, a business shouldn't be
blackjacked by such a proposal.

Mr. TRAIGLE. Right.
The CHAIRMAN. Ordinarily, if you had one county and one city

within that county where the rate was twice as high as the State, and
that was not at all typical of the State, somebody doing business in
interstate commerce would just move into the county next door, or
just outside the city limits and avoid paying local taxes in any event.

Mr. TRAIGLE. That is true.
The CHAIRMAN. It is also true, isn't it, in many cases these sales

taxes are not being paid because of the difficulty the States have in
assessing such taxes and collecting them?

Mr. TRAIGLE. That is absolutely right. It is a question of cost bene-
fit. If we had 200 men we could put on the project to go out and pin-
point who is making these sales, then yes we could collect it, but in
terms of utilization of personnel, it is just not practical. That is one of
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"Louisiana Plan." We want to make it as simple administrativewise
as we can. We do not want the State or the businessman to have to
spend a great, deal of time in complying because we are still only talking
about a relatively small piece of the pie in terms of a State's total sales
tax activities.

The CHAIRMAN. What kind of help would you hope to get, from the
Federal Government in collecting these taxes if you used this system
you are talking about?

Mr. TRAIGLE. Mainly to serve as a clearinghouse, Senator. We
would like the Commerce Department to be the point through which
each State would certify their flat rate.We would like it to be the place
which all business entities could go and obtain a list of flat rates to
handle distribution of the forms, copies of this act, et cetera. We do
not see them being involved in a regulatory manner. I do not see our
proposal needing a great (leal of regulation. If the noncompliance with
the proposal is a violation of Federal law, I fee! like that is basically
significant enough to generate compliance on the part of 80 to 90 per-
cent of the business entities.

The overwhelming majority of them wanI and do the right thing.
Of course, you will never gei, everybody anl(l no matter how sophis-
ticated a proposal you develop, still there will be people who will
willingly violate the law, so it boils (lown to a question of how much
time should we spend on this matter. I don't think we should spend
a great deal of time. If it is a violation of a Federal law, I think that is
significant enough to generate reasonable compliance.

The CHAIRMAN. You don't think the Federal Government would
need a whole group of people going around inspecting peoples' books
in order to enforce these proposed tax provisions?

Mr. TRAIGLE. I do not.
The CHAIRMAN. It is your thought most, businesses would comply if

they knew there was a Federal law requiring compliance?
Mr. TRAIGLE. I do.
The CHAIRMAN. Senator Mondale?
Senator MONDALE. Let me see if I can understand your proposal.

Each State under your plan would file a document with the Depart-
ment of Commerce which would give a siml)le combined rate?

Mr. TRAIGLE. That is correct.
Senator MONDALE. And I gather this would be for sales and use

taxes only?
Mr. TRAIGLE. Yes.
Senator MONDALE. This does not deal with income tax?
Mr. TRAIGLE. No. Sales tax only.
Senator MONDALE. Then any company generating business in

Louisiana would be required to send, in this case 5 percent I gather,
of his gross sales to the State of Louisiana from sales derived in the
State of Louisiana?

Mr. TRAIGLE. They would be required to collect and to remit to the
State; yes.

Senator MONDALE. And that would be sales and use taxes?
Mr. TRAIGLE. Yes.
Senator MONDALE. That would be true whether they had an office

or salesman? You would get away completely from those sets of
standards?
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Mr. TRAIGLE. No, Senator. We would work backward. If you
maintained a business location in the State, then the normal set of
State and local regulations would still apply to you. In other words,
this proposal is covering everything that is left after you apply the
strict test-well, for example, this proposal covers the mail order
situation totally which we're speaking about. It says, all right, if you
sell by mail order in the State of Louisiana, then you come under
this proposal.

Senator MIONDALE. Well, that is basically what it covers?
Mr. TRAIGLE. Everything that is left, this covers; yes.
Senator MONDALE. In other words, in the areas where the law

is clear now, you are not talking about any jurisdictional modifications?
Mr. TRAIGLE. Right.
Senator TMONDALE. You are talking about this grey area, which is

in dispute?
Mr. TRAIGLE. Right.
Senator MONDALE. And you would deal with that through this uni-

form rate?
Mr. TRAIGLE. We would.
Senator IMONDALE. No further questions.
The CHAIRMAN. Well thank you very much. I think you have made

a very constructive suggestion.
[The statement of Mr. Traigle follows:]

STATEMENT BY JOSEPH N. TRAIGLE, COLLECTOR OF REVENUE,

STATE OF LOUISIANA

Topic.-State Taxation of Interstate Commerce

"The Louisiana Plan" is offered as an alternative solution to one of the major
issues being discussed here today, that being Federal Legislation in the area of
sales and use tax laws.

The major point to be observed about "The Louisiana Plan" is that it is the
first alternative that has been presented that significantly does something to help
state tax administrators and at the same time accommodates the business community
in its effort for improvements in this area.

The following is a list of the major points contained in "The Louisiana Plan":

POINT NO. 1

This proposal would establish the concept that every sale of tangible personal
property which has a destination in any state would give that state the right to
require the vendor to collect and remit sales and use taxes on such sales.

POINT NO. 2

Each state would set a flat rate which would apply to this class of sales and
would include both state and local sales taxes.

POINT NO. 3

The United States Department of Commerce would act as the clearing house
and information center. A state would be required to certify its flat rate to the
Department of Commerce, and all business entities would go to the Department
of Commerce for the listing of states that have certified combined rates.

POINT NO. 4

The Louisiana Plan would mean that a business would have to maintain its
sales records by state geography only.



148

POINT NO. 5

The Louisiana Plan would significantly increase revenue for many states which
have state and local sales tax laws on the books.

The Louisiana Plan is by no means a perfect solution to this very complex
problem, but we feel that it is something that both the states and the business
community can live with and will find mutually beneficial.

THE LOUISIANA PLAN-FEDERAL LEGISLATION-VENDOR COLLECTION OF
SALES AND USE TAXES ON INTERSTATE SALES

INTRODUCTION

This proposal would establish the concept that every sale of tangible personal
property which has a destination in any state would give that state the right to
to require the vendor to collect and remit sales and use taxes on such sales either
(a) in the conventional manner as is now required, or (b) in the uniform manner as
is discussed hereinafter.

Whichever of these methods may be required would be dependent upon the
nature of the activities of the vendor in the state. If a vendor (a) has a place of
business in the state, or (b) regularly makes deliveries into the state other than by
common carrier or U.S. Postal Service, such state would be permitted to require
the vendor to collect its sales and use taxes in the conventional manner. On the
other hand if the vendor neither has a place of )usiness in nor regularly makes
deliveries into the state (other than by common carrier or U.S. Postal Service)
such state would be permitted to require the vendor to collect combined uniform
state and local sales and use taxes but would be prohibited from requiring the
collection of conventional sales and use taxes.

Under this proposal a political subdivision of a state would be authorized to
to require vendors to collect conventional sales and use taxes on interstate sales
delivered into such subdivisions only when such vendors (a) have a place of busi-
ness in such subdivision or (b) regularly make deliveries into such subdivision
(other than by common carrier or U.S. Postal Service).

When a state has certified a uniform flat rate to the Secretary of Commerce, this
proposed Federal legislation would declare all sales made by a vendor who did not
maintain a place of business within the state or who did not regularly make
deliveries in the state other than bv common carrier or U.S. Postal Service subject
to the uniform rate. The point of or method of solicitation, acceptance-of the
order, place from which shipped and the method of shipment are immaterial; the
governing factor in these sales would be final destination. The state of final
destination, and that state along, would have the right to require collection and
remittance of sales taxes by the vendor on such sales.

GENERAL PROVISIONS

So-called gross receipts taxes which in reality are income taxes will be dis-
tinguished from sales or transaction taxes, and sales taxes will be distinguished
from use taxes. Note that under this concept, wherein all sales are subject to tax,
use taxes will be effectively minimized to only those importations from abroad
whose vendors would not be within reach of this act., and to the slight differences
in rates between states. Under the final destination concept sales made to proces-
sors for fabrication into other articles of tangible personal property would not be
taxable since final destination is not known at the time of the transaction.

TAX BASE

The tax base will be defined to include all elements of transportation, packaging,
shipping, delivery preparation and all other such items unless those items are
separately stated in writing.

EXEMPTIONS

Specific exemptions would be provided for the following:
(1) Sales for resale
(2) Sales to U.S. Government
(3) Sales for transhipment to another taxing jurisdiction or to another

country
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(4) Any other exemption provided by a state law, allowable only upon
receipt l)y the vendor of a valid exemption certificate, in uniform format
from the purchaser, such certificate to cite the legal basis for the exemption.

CREDITS

Any state availing itself of the benefits of this proposal will be required to allow
-credit for any sales or use taxes previously paid with respect to any particular
property not to exceed the tax levied by that state.

RATE CERTIFICATION AND LIMITATION

All states must certify annually to the Department of Commerce what their
flat rate will be in regards to this class of sales.

No vendor will be held liable for collecting taxes on behalf of any state or local
government unless that state shall have certified a single combined state and
local tax rate to the Secretary of Comlnerce, and only that certified rate may be
imposed on behalf of any state. No local government below the state level may
require the collection of tax on sales covered by this proposal.

The combined state-local rate may not exceed the highest rate required to be
collected by a vendor having a business location within that state.

A vendor may collect and remit the State tax and the tax imposed by any
political subdivision within that State in the same manner as a vendor having a
business location therein only by agreeing to become subject to the jurisdiction o f
the State and local governments for sales and use tax purposes in the same manner
and to the same extent as the vendor who has a business location'therein.

REPORTING REQUIREMENTS

It is proposed that State filing requirements will be on a calendar year basis as
follows:

Sales: Report period
$0 to $1,000 ------------------------------------ No return required.
$1,000 to $20,000 ------------------------------ Annually.
$20,000 to $60,000 ------------------------------ Semiannually.
$60,000 to $100,000 ---------------------------- Quarterly.
Over $100,000 ---------------------------------- Monthly.

All returns will be due on the last day of the month following the close of the
tax period.

REPORT FORMS

Maximum information which may be required to be furnished by a vendor is
limited to the following:

(1) Name and address of the vendor;
(2) Federal employer identification number;
(3) Type of report (total company, division, et cetera);
(4) Period covered by the report;
(5) Gross sales within the State;
(6) Exempt sales within the State;
(7) Net taxable sales; and
(8) Tax liability.

AUDIT AUTHORITY

A State will have the authority to audit the records of a vendoT subject to this
proposal, and the audit may be made independently or in combination with any
other State or group of States, provided each of such States serves legal notice
upon the vendor and guarantees confidentiality of records. A group of States ma
designate an auditor from any one or more States to conduct the audit, but each
State must signify this election to the vendor in writing.

PRESCRIPTIVE PERIODS; EFFECTIVE DATE

No local government may assess a tax against any vendor covered by this
proposal for any period commencing after the effective date of the act or January 1,
1976, whichever is later. Local governments may pursue collection of taxes assessed
within the above period.
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This act shall be effective with respect to all sales made on or after January 1,
1976.

There shall be no prescription in the case of a vendor who fails to comply with
the filing requirements provided in the act or in the case of a fraudulent return.

Gross negligence will be prima facie upon the mission of 25 percent or more of
taxable sales from the net taxable amount reported. Prescription in the case of
gross negligence shall be 5 years from the due date of the return in which the
negligence occurred.

PENALTIES AND OTHER CHARGES

Civil penalties will be provided for:
(1) Failure of a vendor to comply;
(2) Fraud;
(3) Negligence; and
(4) Delinquency.

No additions other than interest may be made to the tax due except the penalties
covered by (1) through (4).

JUDICIAL REMEDY

Recourse from administrative findings by any State shall be directly to the
U.S. district court for the district in which the administrator is domiciled.

EXCLUSIONS

No State which fails to certify a tax rate to the Secretary of Commerce or which
fails to adopt the uniform reporting forms and filing requirements described in the
proposal may require a vendor who would otherwise be subject to these l)ro\iions
to collect or remit a sales tax.

ELECTIONS

A vendor shall have the right at any time to agree to comply with the sales tax
provisions of any State or political subdivision as opposed to compliance with this
proposal.

The CHAIRMAN. Our next witness is Mr. Jerome R. Hellerstein,
adjunct professor of law, New York University School of Law and
partner, Hellerstein, Rosier & Rembar, New York, N.Y.

STATEMENT OF JEROME R. HELLERSTEIN, ADJUNCT PROFESSOR
OF LAW, NEW YORK UNIVERSITY SCHOOL OF LAW, AND PART-
NER, HELLERSTEIN, ROSIER, & REMBAR, NEW YORK, N.Y.

Mr. HELLERSTE[N. Thank you, Mr. Chairman. Over the years, I
have been a consultant to a number of State and local governments
and the Federal Government in the area of State and local taxation
of interstate business and at the same time I have counseled a good
many corporations in this same field. And for more than 25 years I
have given a course at New York University Law School in State
taxation and have written extensively in this field.

Todav, however, I appear for no organization, no client, public or
rivate and simply am here to set forth before this committee what

at least in my view is the ptiblic interest in this area. Of course I have
filed a longer written statement which I request be included in the
record.

I would like to begin with what seems to me to be the fiscal policy
that ought to govern the power of the States to tax interstate com-
merce. I suggest that out-of-State businesses which carry on activities,
on a more or less regular basis, exploit the market in a State, or other-
wise use its resources, ought to be subject to the power of the State
to impose a net income tax or a capital stock tax, unless there are
overriding compliance or administration considerations which dictate
a contrary result.
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In line with that principle, if you an out-of-State manufacturer or
a vendor has not )ecome a local merchant, by setting up an office or
other place of business in the State, and maintains no stock of goods
there, and the cost of collecting the tax and cora)lying with the tax
law would timount to a large )art, of the income or capital stock tax
to be collected, then it seems to me it. makes good fiscal sense not to
impose the tax at all.

Consequently, to deal with such cases, I would recommend that
Congress adopt a minimum quantitative jurisdictional standard so
that., foi example, if $100,000 or less of sales receipts are derived by an
interstate merchant or manufacturer from sales of goods destined for
a State, which was the general quantitative standard that had been
considered by the Willis committee, no income or capital stock tax
could be iml)osedl by that State. Perhaps now, in view of inflation,
the quantitative minimum might be increased to the $300,000 figure
which I un(lerstand has been considered as a minimum jurisdictional
standard by the National Association of Tax Administrators. If we
had such a minimum quantitative jurisdictional standard, which
would exempt from taxation such businesses without locations or
property in the State, then it would be apl)iopriate for Congress to
authorize the States to tax the income or capital stock of any out-of-
State corporation whose sales receipts from within the State exceed
the minimum, regardless of whether the business makes its sales by
radio, television, mail order, or otherwise.

This type of approach would solve many of the compliance dif-
ficulties and hardships the committee has heard about and will
continue to hear about; it will largely exempt the comparatively
small out-of-stater, which does have real problems in compliance.
But it will not exempt the larger businesses which are readily able to
comply. I have worked for a long time in this area, and I think I know
something about the way large businesses operate. Of course, com-
pliance with State tax laws is a nuisance. Of course it costs money,
but so does compliance with other laws, such as blue sky laws, and
State regulations of various other types. State taxes are one of the
costs of expanding a business, and tax compliance is not a serious
problem for the larger businesses, with their knowledgeable staffs,
their computers, and the like. I think it is fair to say-as Mr. Dorgan
has suggested--that when you get down to the essence of the con-
troversies in this area, by and large what is really involved is how
much tax businesses are to be called on to pay the States; the real
conflict is not over compliance costs or administrative costs for the
substantial businesses, btt the amount of tax.

I want to turn now to apportionment and allocation. It is important
to realize that apportionment by formula grow out of necessity; it
grew out of the fact that no one has ever been able to develop any
kind of satisfactory method of accounting for measuring the legitimate
claims of the various States to tax the income which is reflected in a
series of interdependent basic operating transactions of an enterprise,
such as manufacturing, producing, mining, or imbering in one State
and selling in another, or buying in one State and selling in another.

Over the years a rather general consensus has developed that the
three factors, property, payroll, and receipts, afford a fairly equitable
yardstick for measuring the claims of the States involved, for levying
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income or capital stock taxes. And I know of no good reason why the
rules of apportionment l)y formula should va'y whether the enterprise
is organized through braniches or ill an int ercorporate structure.

In the light of the rationiale back of apportioinent and the scope
of unitary aplportionment as applied to afiliated groiti)s, S. 1245, on
this score ought to be rejected, and the reason is tlllt it, simIply mis-
con<ceives the whole poili t of u1nitary apl)orti omnielit. Unitary appor-
tionineiit does not grow oit, of the fact, as S. 1245 assumes, that there
has been overreaching in pricing among controlled( companies. In-
stead, iuiitary alpportiollnent is proper because there is 11o other
accel)table method for (livi(ing among the States tie income derived
from basic inter(ependlent operations taking place in more than one
State.

S. 2092 adopts a different but, equally unsatiisfat'ory approach to
the )roblel, in tit it authorizes unitary al)ortionnient of affiliates
in all cases in which the corporations are ilntercolnecte(1 l)y 80 percent
of voting stock, ali(l only in those cases. The effect of thlie S. 2092
prol)osal may be illustrated by a conglomerate which lhas an S0-percent
own(i subsidiary, an(! which processes cereals alnd sells thlem in the
Midwest. It also hns another 80-percent owned sul)siliarv which is
engaged in an automobile leasing business in the Northeast. Under
this proposal, these two businesses whose operations are not in any
way interdlel)en(lent on each other, would he sli)jct to unitary
apportionmenit; such a result makes no sense in sterns of the reasons
for forinulary apportionlent. By the saime token, if a parent company
manufactres pro(lucts, all of which are marketed through a 75-
percent owned subsidiary-anld believe me, we lawyers can, with
conSiolerable ease, move from 80 percent to 75 percent, of stock
ownership-tlen there could not be a unitary al)portionunen t in a
situation where the unit ary principle ought to apply.

Consequently, 1 would reject the provisions of b)oth S. 1245 and
S. 2092 with respect to unittiry apportionment of mnulticorporate
businesses. Ist eal, I would! suggest that Congress adopt a provision
to authorize un+it ry al)ortionment at the election of either the
taxpayer or tile Stiate, with respect to branches or afliliated corpora-
tions which are engage(l in basic operations which are ill ter(lepen(lent.

If this general approach is a(lol)te(i, I think it offers the proper
solution to tlie dividends )rol)le,.n about which Senator Long raised
a question about earlier, an(i the related problem which has been
mentioned here, of how the uniform formmula is to be trieate( in allo-
cating or al)portioning business and nonbusiness income. At the
outset, it, must, be recognized that there are dividends and dividends.
If we are dealing with a manufacturer which receives dividends from
its sales subsidiary ('orporation operating in other States, the dividendss
represent earnings of unitary business, just as if th+ly came from a
branch; and they ought to be apportioned under the three-factor
formula. Under UIDITPA, that kind of divilend1' derived from a
unitary subsidiary ought, to be classified as business income.

But now take the case of tile conglomerate I mentioned earlier. If
the parent company receives dividends from the midwestern cereal
conipan anid from the northeastern automobile leasing company,
the (dividluendis are not unitary business income, nid there is no reason
that I can see why the dividends from the two nonunitary operations
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should be al)portionedi in accordance with whatever happens to b)e
the apj)ortionnieni, foriiulia of the .parent (oipan ,y. Tile dividends
ought, to be treated as nonbusiness income in the samie way as invest-
ment income, and they shold(1 be allocate(d to the State of the parent
company's commercial domicile. It seems to me there is a lot of
wisdom'in the tra(litional rule in that nonlbusiness income of this
general character ought to be allocate(1 to the State of the company's
executive and financial head(lquarters.
. Senator HANSEN. I have to leave at this point.
The CHAIRMAN. I have asked each witness to confine himself to 10

minutes. I hope you will summarize your statement.
Mr. HELLERST'EIN. Yes, I am just about finished. Let me make one

more point, Senator. I simply wanted to make reference to one pro-
vision that so far nobody has said anything about, and I think it. is
extremely im ortant. I want to register my strong opposition to tie
startling proposal male by S. 1245 for bypassing the State judicial
system and for vesting in tle Court. of Claims jurisdiction over State
tax assessments, whenever there is involvedi a question of Public Law
86-272, or any other legislation in this area that, may be enacted. And
my reasons very )riefly are not only that the proposal is contrary to
our whole system of federalism, but also that it would be costly,
cumbersome', an(l virtually unnianageable. A large taxpayer could
bring 10, 20, or even 50 States into a hearing in tile Court, of Claims in
Juneau, Alaska, or Austin, Tex., or Montpelier, Vt., with a whole rooli
full of lawyers and witnesses and tax audlitorg, all because an issue in
the single State's case involves the Federal legislation. Such a proce-
(lure woul be so costly an( so burdensome to the States, and in-

.. evitably produce such long delays in disposing of tax claims against
multistate businesses, that in my opinion the States would h)e forced
to accept. offers of set tlenents from taxpayers at figures that would be
ordinarily unacceptable.

These'julicial review provisions of 5. 1245 ought to be given short
shrift by the committee, particularly since there is no need for the
cumbersone, disrul)tive structure propose(]. There is a better way to
handle ju(licial review of such issues, and it has been in l)ractice in this
country ever since the Constitution was alopte(d. And that. is to follow
normal procedures for Contesting tax assessments ill the State courts.
If the highest, court of the State construes its tax law and the limita-
tions imposed by congressional legislation contrary to the taxpayer's
view of the statute, the taxpayer would have oppoi't unity for review of
the decision by the Supreme Court of the Unitedi States under the
Judicial Code."And if there should be conflicting decisions concerning
any of these matters by the State courts, tile, Supreme Court would
ordinarily in such a coliflict case hear the appeal, an( its decision will
govern in all jurisdictions.

The CHAIRMAN. Thank you very much.
Mr. HELLERSTEIN. You are welcome.
The CHAIRMAN. You have maide a very thoughtful statement, an(

you have explained it. in much greater detail in tie prelpare(d statement.
Now I would like to call--

Senator MONDALE. Might I ask just one question?
In other words, your recommendation on the sales tax issue is to

establish an earnings threshhold within a State?
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Mr. HELLERSTEIN. On sales and lluSe tax?
Senator MONDALE. Yes.
Mr. ILELLERSTEIN. No, Senator. I ma(le no reference to sales and

use taxes. however, if I may, I'd like to take 30 seconds to suggest
that I think the principles baek of Mr. Traigle's l)rol)osal are eminently
sound and wohill eliminate multiple juris(liction of the iocal govern-
ments in sales and use taxes, an(l we would have full accountability
to the States. Whether Mr. Trraiyle's proposal is the best proposall to
accomplish those results, I am not entirely clear. I am a little concerned
about State constitutions and home-rule provisions, anol perhaps
there are better ways of achieving the desiredd objectives. Tile principles
are sound, and if Mr. Traigle's specific proposal is not workable,
some technique along those lines, l)erlhal)S by reverting the sales or
use tax, if necessary, to tile State of oriln can be used.

Senator MONDALE. Well, would it be fair to say that your proposals
are designed to substitute the present jungle of artificial rules for
some kind of simple formula?

Mr. HELLERSTEIN. Let me put it this way. Legislation in the
apportionment an(1 allocation area could impose greater uniformity,
than now exists, although I am not one of those who thinks that there
is a great, need for Congress to move into this field to achieve uni-
formity in apportionment and allocation. In the most important
area, the income tax, about three-quarters of the States have already
essentially uniform laws. The income tax base has never presented
serious problems of diversity, causee most States use the Federal
base, with a few adjustments. In my opinion, our most important
apportionment and allocation problem involves the need for more
uniform and more effective administration by the States. In so stating,

I want to call your attention to the fact "that I am counsel to the
Multistate Tax Commission in the United States Steel Corp. case.
We need a central administrative agency formed by the States,
whether the Multistate Tax Commission or some other State agency,
but not the Internal Revenue Service which is overburdened and is
Federal tax oriented. There ought to l)e a collaborative central
agency of the States to (1o what the Multistate Tax Commission is
doing, which is to take the audit of multistate businesses out of the
horse-anti-buggy stage an(i bring it, into the electronic computer
stage which big businesses already have, and to conduct multistate
audits for groups of States, Pres(cri!>e uniform forms, and issue ad-
visory regulTations for adoption by -i,e States, if they so choose, and
the like.

Senator NIONDALE. Thanik you very much.
The CHAIRMAN. Thank you.
[The sf ntement of Mr. Ilellerstein follows:]

TEST, 1,:_TY OF Jr:E;OME It. HIELLEIMSTEIIN, ADJUNCT PROFESSOR OF LAW, NE:w

YORK UNIVERSITY Scitooi OF LAW

SUMMARY

1. Jurisdiction to impose income or-capital stock taxes.-Congress ought not
adopt any further restrictions on the power of the States to tax interstate busi-
nesses, except as dictated by compliance and administrative costs. To that end, a
minimum quantitative jurisdictional standard of perhaps $100,000 to $300,000
of receipts from sales of goods in the State's market should be imposed, and P.L.
86-272 should be amended to permit income taxation of all out-of-State businesses
exceeding the minimum, regardless of the maintenance in the State of eml)loyees,
an office, or an inventory of goods.
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2. Apportionment and allocation- -Apporti ieunt of the income (r capital
stock of a taxpayer and its affiliates which are parts of a unitary business ought
to be permitted, at the option of the taxpayer or the States; the unitary business
should be defined neither by reference to the broad California judicial test of the
three unities, the narrow Section 482 type ()f approach of 8. 1245, nor the formal.
istic 80%' stock ownership) rule of 8. 2092. Instead, the test of the unitary business
should ie whether the branches or affiliates are engaged in interdependent basic
operations )f the enterprise, such ts buying and selling, manufacturing or pro-
ducing and marketing, and the like.

Because there is no fiscal justification for a "no-iuau's land" of immunity of
income or capital stock of the interstate seller, while its local competitor is taxed
in full, either the throw-back rule of S. 2092, )r the full accountability l)roposal
of the NATA should )e enacted.

3. Taxation of dividends and the business non-business income cont rovcrsy.-There
is no warrant for the immunity of dividends from State income taxation. The
treatment of dividend income as tal)l)ortionable or allocable (oght to depend on
whether they represent earnings of an integral part of a unitary enterprise. If so,
they would be eliminated under a combined or consolidated apportionment, but
if that is not elected or is available under the law, the dividends, nevertheless,
retain their character as business income, and should be a)portioned. On the
other hand, if the dividends are paid by a non-affiliate, or by an affiliate which is
not part of the recil)ient taxpayer's unitary enterprise, the dividends should be
treated as investment or non-business income, and be allocated to the State of
commercial doimicil.

4. Judicial Review and Administration.-The provisions of S. 1245 lodging in
the Court, of Claims jurisdiction to review the decisions of State tax admin-
ist raters which involve the rest rict ios of P.L. (-272 or any further Congressional
legislation, would impose on the States burdensome costs and intolerable delays,
result in virtually unmanageable multiparty litigation, and disrupt the traditional
roles of the Federal and State cmrts under our Federal system. There is no need
for any legislation relating to judicial review, since conflicting decisions of the
highest State Courts construing Federl limitations on the State taxing powers
are subject to review by the Supreme Court of the United States.

An administrative agency is required to implemient Federal legislation and to
conduct multistate audits at the request of the States. The overburdened Internal
Revenue Service, with its national orientation, ought, not be designated as the
agency; what is required is a collab)orative agency of the various States, modelled
alomg the line of the Multistate Tax Commission.

There is nw need to make such an agency's. regulations interl)reting the legisla-
tion mandatory; advisory regulat ions will in practice accoml)lish a large measure
of uniformity without encro aching ()i the proper functioning of State tax
administratu rs.

I an Jerome 1. llellerst,-in, Adjunrct Professor of Law, New York University
Law Seho(ol, and it practicing lawyer iii New York City. I have over the years been
countisel (or it consultant to a nliul)er of State and local governments and Federal
agencies in matters affecting ;at e :Ixation ()f interstate business, and have been
counsel to corporations in coniv ction with their prol)lems in this area.

For more than 25 vears I have taught a course in State and local taxation at
New York University Law Scho)l and have written extensively in the field. I
served as a member of the Advisory Committee of the Willis Subcommittee on
State Taxation of Interstate Commerce. A curricular vitae is attached as Appendix
A.

I appear here today on behalf of no client or organization, public or private, and
am here only to present what in my view is the public interest. My testimony will
deal l)rinci)ally with the net income and capital stock tax l)rovisions of the meas-
tires pending before the Senate, and other proposals made to the Committees.

JURISDICTION TO TAX

The fiscal policy which in my view ought to govern the power of the States to
tax interstate commerce is that multistate or out-of-state businesses which, on a
more. or less regular or continuous basis, conduct activities, exploit the market or
otherwise employ the resources or facilities of a State, ought, to be subject to the
power of the State to levy a fairly apportioned tax on their net income or capital
stock, unless there are overriding administrative or compliance problems which
would dictate a contrary result. This -principle is important not only to State
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revenues but is also l)ottoned in the need to )rotect local merchants from being
put at a competitive disadvantage with out-of-state Iusineses.

By this standard, P.L. 86-272 has already gotne far enough h in limiting the ) power
of the States to levy income taxes, and, indeed, has gon , too far in stripping them
of the power to tax Iusinesses which make sul)stantial sales to customers in the
State. I refer to the prohil)ition 1)v P.],. 86-272 of State income taxes )n b business
which exploit the State's market through large scale sales made l)y salesmen or
agents, 'I V, radio, direct mail solicitati)n and the like, without maintaining offices
offices or inventories of goOds within the State.

Congress is now being asked I)y the )ro)oments of S. 1245 to broaden the im-
munity of multistate business from income taxes )y making the maintenance of a
I)usiness location in the State a condition of taxation, and to impose the same
limitation (on the levy of capital stock and gross receipts taxes (§§ 101, 513-15).
Moreover, S. 1245 would also expand the coverage, of -musinesses embraced )y the
jurisdictional limitations beyond the mercantile, manufacturing and other l)usi-
nesses selling tangil)le personal property in a State, to() which P.L. 86-272 is con-
fined (§ 101). The bill covers all Iusinesses other than "excluded corporations",
a term which is defined as excluding banks, loan and finance companies, insurance,
investment, transportation, electric Imver, gas and wat.,r companies (§§ 101,
506). As a result, all the service businesses, such as printing and other graphic
arts, processing of fabrics and (4ther products, television and radio broadcasting,
advertising and stock brokerage, the licensing of franchised businesses, cop)yright-s
and patents, the exploitation of other intangibles, and a host, of other businesses
deriving income from sources within a State would be broughtt under the umbrella
of the Congressional jursidictional limitations. No l)asis has been laid for the need
for any restrictions on the taxation of such interstate business: for the focus of
the Congressional hearings, which led to P.L. 86-272, the Willis Subcommittee
Report and the debates since then, has )een on the interstate seller of tangible
personal )rol)erty.

Moreover, the jurisdictional limitations and the apportionment and allocation
requirements of S. 1245 are inal)l)rol)riate to many of the businesses to which it
would apply, such as stock brokers, radio and television stations, franchisers and
other enterprises. To apply jurisdictional and apportionment and allocation
provisions designed for the interstate merchant to all business would I)e to create a
Procrustean bed which would produce arbitrary and capricious results. Ac-
cordingly, I would recommend that the Committee confine its proposed legisla-
tion, as does P.L. 86-272, t(o the interstate seller of tangil)le personal property.

The other aspect of the fiscal policyy which I have suggested as a guiding l)rinciple,
i.e., that taxation of Nisinesses which (xpl(it a State's market may I)e )rol)erly
restricted where compliance and administrative l)ro)lems so dictate, points to
the adoption of a miinimumi quantitative limitation (on State taxing powers. If the
taxl)ayer has not l)ecmne a "hcal merchant'", through the maintenance of a sales
officc or (other )lace of business or an inventory of goods within the State, and the
costs of comn)liance and administration wmuld amount to a large percentage of the
income tax to be collected, it makes a good deal of fiscal sense not to impose the
tax at all. The use of a minimum quantitative jurisdictional standard, )y contrast
to the vaguer and more uncertain qualitative standard of jurisdiction established
)y P.L. 86-272, is not a new idea. It w+as explored by the Willis Sulcommittee, in

which it was found that a wholesaler or retailer having $100,000 of receipts from
sales made in a State, with the typical 2(' profit on sales, would apportion to the
State, under the three factor formula, $667 of taxable income and would be sul)ject
to a tax of $33 at the then typical 5% rate.' On the same assumptions, )y applying
the current ty )ical corporate income tax rate of 7%,, the tax would still amount to
only $47. In the case of manufacturers, the WVillis ltel)ort assumed the compara-
tively high rate of profit of 12'(, on) sales; $100,000 of sales receil)ts from goods
destined to a State, under the three factor formula and a 7% tax rate, would
produce a tax of $350 (Ibid.).

The use of a minimum quantitative standard of gross sales in a State as a sine
qua non for State income and capital stock tax jurisdiction, in the case of inter-
state vendors not maintaining a place of llsiness or a stock of goods in the State,
has a good deal to commend it, since it would eliminate from the tax rolls a con-
siderable number of interstate sellers not integrated into the local, market and
would, in all probability, produce n( significant loss of revenue. At the same time,
it would accomplish the desirable objective of exempting a substantial segment
of smaller out-of-state businesses from the costs and burdens of complying with

"State Taxation of Interstate Commerce", Report of Special Subcommittee on State Taxation of Inter-
state Commerce, House Committee on the Judiciary, Vol. 1, pp. 508-509.
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the tax laws ()f States ill which they are not based. Whether the mininium should
)0 $100,000 )r $300,000 ,)r som e (other figure needs to( be examined more closely,

in the light ()f the iri)l)ai)le ini)aCt (i I)usinesses and ()i tle revenues. M()rever,
like most tax exemi options, safeguards w\m(ild have to he adopted t ( prevent, tax
avoidatice, such as a re(luirement that sales ()f Ih ti li(, taxl)ayer and its affiliates
be taken into account in (letermining whether the statutory mininmuin has been
exceede(d.

If Congress were to a(l()i)t the ty!pe (f nilniunim quantitative juris(lictional
standard here sliggest(,d as a )asis for State income and capital st()ck taxation,
P.L. 86-272 could in(' I) ))erly Ie aininied so as to carry ''lit, the i)rol)msal imade
earlier, viz., that inut erstate sellers which iliake sales ()f goods destined for a taxing
State in excess ()f the nlininlium nght to be sul)ject I( taxation, even though their
only nexus with the market State is the sale anid delivery (of goods into the State,
whether the solicitation is done by )ocal 4,r traveling salesmen, by television or
radio, by newspaper (or I)eriodicals or by direct mail.

The National Association o)f Tax Administrators (NATA) has als( )ro)osed a
quantitt live jurisdictiomal standard in its bill. Under that pri()sal, taxpayers
"whose gross receipts, and the gross receipts ()f their affiliates, from sales ()f goods
with a destinatiom in a State excee(l $300,000 would not he protected by P.L.
86-272, if such total gross receipts from sales made to all destinations exceed
$2,000,000. I have tw() reservations alout this appi4roach to a minimum quantita-
tive standard. First, it is inadequate to l)rotect the small interstate businesses
from the ambiguities and uncertainties (of P.IL. 86-272 as to the effects on their
taxability ()f activities ancillary to solicitation, as the litigation cmstruing that
statute is demnonstrating.' For that rtasom, tihe more deinite and sl)ecific minimum
jurisdictional standards a)plical)ie t) small businesses of the t.y)e recommiended
above, such as the maintenance of a l)lace ()f business (or an invent()ry of goods
in the State, are very much to be l)referred. Second, I have some difficulty in
understanding why the overall l size )f the business outside the taxing State ought
to be a factor in deciding whether enough business is done in the State by the
taxl)ayer, which has no place of business )r inventory in the State, to warrant
the costs and burdens (wf tax filing. and the policing ()f the returns by the States.
Consequently, the ty)e of minimum standard I have suggested appears to ne to
be better tailored to deal with this )roblemi than the NATA )roposal.

APPORTIONMENT AN) ALLOCATION

A. Delineation of the UnitarY Business and the Scope of Combination and Con-
solidation for Apportiomiment Pur;oses

Ap)rtionment ()f the income )r capital stock ()f corporations t,) a l)articular
State, that. is the at tribution of t mlrtioin (,f the tax base by formula, as dis-
tinguished from all)cation by source, commercial domicile (,r the like, deveh)ped
out (of necessity. No) (oe has been able t) devise a satisfactory separate account-
ing, or other non-f(,rmulary method for measuring the legitimate claims (f the
various States inv(oved in taxing, fo r example, manufacturing, mining or mer-
cantile businesses which I)roduce ()r buy go()ds in )ne State and market them in
other States. The reason for this inability to (level, pi an acceptable mathenmatical,
or cost or otherr accounting method ofattributing the inconie, for example, )f
such businesses t() the States inv()lved is that the profit realized by such enter-
prises is the productt ()f a series ()f interdependent operationns, taking l)lacein more
than (one State. As a consequence, during the past half cent ury or more, the States
have increasingly resorted to the use )f appo)rtionment by formula, employing as
the factors the elements ()f the business they regard as fairly reflecting the claims
of the various States to tax segments ()f the base. A fairly widespread consensus
has gradually deveh)lped, blth among State tax administrators and the spokesmen
for business groups, that property, payroll and receipts are the most a)lprol)riate
and workable appo)rtionment fact()rs.

To be sure, the definition ()f the factors, the circumstances in which resort to
the relief provisions wiil be had ()n the ground that, the formula (oes not. work ()iit
fairly, the tyl)e of income, if any, to be allocated instead ()f apportioned, and
other matters may need to i)e reviewed and from time to tinie adjusted to changing
business conditions and practices, but overalll formulary al)l)ortionment, albeit,
only a "practical approximation", is tit, most viable State tax tool we have been
able to devise for the division (f incme aniong taxing jurisdictions.

I Clairol, Inc. v. Kingslty, 100 N.J. Super. 22, 262 A. 2(1 213 (1970), aff'd per curiam 57 N.J. 199, 270 A. 2d
702 (1970); and the cases collected in Ilellerstein, "State and Local Taxation: Cases and Materials", pp. 267
et seq. (3d ed. 1969).
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One of the current controversial issues in the apportionment area is how to
delineate the scope of the unitary business. For the justification for a")portionment
has traditionally been based on the interdependence and interrelation of the
aspects of the )usiness being conducted in the various States; and the judicial
accel)tance of the formulary method of dividing income among the States has
been generally restricted to businesses which are unitary.

(a)
In reviewing the prol)asals currently being made for determining the scope of

the unitary business, there is, at one extreme the position embodied in the Ribicoff-
Mathias bill (S. 1245 [1973]), which concerns itself only with businesses organized
in a mtlticorporate structure. This revisionn would I)rohibit the combination of
the income, or the use of a consolidation method, to determine the income of any
)usiness, even though it is unitary, unless it can be demonstrated that. the tax-

payer, has engaged in non-arm's length dealings which reducee a "material
distortion" of the income apportioned to the State (§§ 209(a), 201). The bill
misconceives the purpose of fornmulary al))ortionment and the reasons for its
development, and in substance rejects the entire approach, except in circumstances
to which a Section 482 (of the Internal Revenue Code) ty)e of revisionn would
apply. Formulary al))ortionment, as the Supreme Court of the United States
long since recognized, does not "im)each the integrity of the taxl)ayer's accounting
system." (See Butler Bros. v. McColgan, 315 U.S. 501, 62 S. Ct. 701 [1942]).
Instead, it is based oin the view that separate accounting is not an adequate
technique for determining the segment of the profit (or capital stock) of a unitary
multistate business which was earned, or had its source, within a )articular
State. In the language of the California Supreme Court, "where a l)usiness is
unitary in character so that its separate units could not be fairly considered by
themselves and the whole business in the several states derived a value from the
unity of use", apportionment, instead of, sel)arate accounting, is appropriate,
(Edison California Stores v. McColgan, 30 Cal. 2d 472, 183 P. 2d 16,20 [19471).
Consequently, I reject the Ri bicoff-Mathias bill's apl)roach to the unitary )usiness
and, in turn, its concept as to the proper sc()e of apportionment of the )ase of
multistate businesses.
(b)

At the other extreme lies the position of the California courts, which have
developed the three unities of ownership, use and operation as the yardsticks for
measuring the scope of a unitary l)usiness.' Unity of ownership is, of course,
readily supplied in the case of a multicorporate structure by the ownershil) of the
capital stock of the subsidiaries. Unity of use look, essentially to the executive
force and general system of the conduct of the enterl)rise. Unity of operation
refers to the centralization of such functions as financing, accounting, research,
legal, )atent, engineering and other services, advertising, personnel and the like.

The California approach, which would sweep into the unitary principle virtually
every nvinufacturing, mercantile, mining enterprise, or the like, conducted in
more than one State, likewise, appear, to me to ignore the circumstances which
justify formulary apportionment. This is not to underestimate the iml)ortance
to the profitability to many businesses of matters such as centralized control and
management, top company financing, pooled research, patents and know-how,
advertising, centralized technical services and the like. Indeed, I would suppose
that a principal economic justification for the existence of large enterprises, and
a considerable factor in their rapid growth and increasing domination of national
and international markets, are the advantages of such centralization.

Nevertheless, the costs and effects of centralized contr(d, management and
services are readily susceptible of t)eing spread and attributed to all aspects of the
business, wherever carried on, by means of sel)arate accounting. The costs of such
activities, wherever incurred, can be sl)read among the components of the business
by cost accounting methods, or l)ercentages (of volume, and other accounting
procedures which are widely used in preparing financial statements and in rate
fixing by regulatory agencies. To be sure, the States must be alert to the allocation
of centralized or l)ooled costs and apply effectively their counterl)arts of Section
482 of the Internal Revenue Code, in order to l)revent or curl) manipulation and
tax avoidance, the siphoning off of income from one affiliate to others, and ar-
tificial loading of costs. By fairly spreading the costs of top company financing,
centralized management, pooled services and activities, each segment of the

I See Supfrior Oil Co. v. Franchise Tax Board, 34 Cal. Reptr. 5,15; 386 p. 2133 (1963), Chase Brass & Coppur
Co. v. Franchise Tax Board, 86 Cal. Reptr. 350, 95 Cal. Reptr. 805 (19170), appeal dismissed 400 U.S. 961
(1970).
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business, wherever conducted will absorb its fair share of the operations it con-
ducts. This is a very (lifflerent matter froim the largely unsuccessful attempts to use
separate acemititig ti brcak .!' \n the income of i business as betweenn inter-
(ependent )asic operations, sucl., as manufacturing in (me State and selling in
others, in determining the income taxable by the vain l111 Statev.

It is for these reasons that I do not regard the California Court's three unities
approach as providing acceptable yardsticks for measuring the scope of the unitary
businesss for al)l)ortionmnent l)ur)oses.
(c)

Instead of the Ribicoff-Mathias bill approach, or the California three unities,
my plrescription of the metes and bounds of the unitary business, whether operating
through branches of a single corporation or in a muthicorporate structure, is that
the essential formulary apl)ortionment test ought to be whether the basic operating
functions of the branch or affiliate in question are interdependent upon basic
operating functions of other branches or affiliates. This would embrace the manu-
facturing or buying go)ds in one State and selling them in another, interstate
transportation and cmnnunication, mining ()r processing in one State and selling
in others, and the like. Factors such as centralized management, financing, ad-
vertising, the use of patents, trade marks and know-how, personnel, or technical
services, and other ancillary or supportive activities, iml)ortant though they be
to the l)rofits of the entire enterl)rise wo'muld not under this approach lay the
foundation for multistate unitary business apportionment by formula.

To concretize the way in which the basic operations interdependence test
would work, let me refer briefly to two recent decisions, the Superior Oil case in
California and the Skelly Oil case in Minnesota. 1 Superior produced and sold
petroleum and l)etroleum productss in eight States, including California and in
foreign countries. It is not an integrated oil company, as that term is used in the
petroleum industry, since, excel)t toi a minor extent,, it did not engage in refining
or processing of o)il. (Cenerally, the l)etroleum was sold at the well site to other
c(mlpanies; the California l)roduced oil was sold within that State and none of
Superior's out of state produced oil was sold in California.

The California Supreme Court held that the company's out )f state Operations,
including those in Arkansas and Louisiana in which large losses had been suffered,
were part of the California unitary business. The Court relied on the centralized
control and management of the business exercised in the Los Angeles executive
offices, from which accounting, legal, tax and engineering and other services were
rendered, the financing ()f the entire business was carried on, drilling equipment
and other su)plies were l)urchased, and the company's exploration activities, its
well )roduction and land acquisition were coordinated. Superior also conducted
centralized research, training of l)ersonnel, handling of insurance and other
matters.

Under the test, of unitary business which I propose, the production and sale of
oil by Superior in Arkansas, Louisiana and other States would not be deemed part
of the California unitary business, because producing and-selling i)etroleuin were
the basic operating functions of the business, and the production in each State
was marketed within its own borders. The centralization of management and
control in California and the common handling of nonoperating functions, such
as financing, administration and technical services do not, in my view, warrant
unitary treatment of the business.

When we turn to the 'Minnesota case, we find that Skelly Oil Company was in
l)art intergrated, carrying on all the functions from producing crude oil, refining
and manufacturing oil products, transporting and marketing the products .
Skelly l)roduced no oil in Minnesota; instead, in that State, it sold gasoline,
lubricating oil and other )il products, which it, had l)roduced and manufactured
from its own resources and with its own facilities outside the State. The Minnesota
Court held that Skelly's Minnesota business was not, unitary with its out of State
business, treating the ()ut of state l)roduction and manufacture of the oil as
'sel)arate and independent businesses" from the marketing operations in
Minnesota.

Here too, I respectfully dissent, since Skelly was a classic examl)le of interde-
l)endent basic operations, which in my view are the essence of a unitary business
to which apportionment and the formulary approach should have been applied.2

Superior Oil Co. v. Franchise Tax Board, supra; Skelly Oil Co. v. Commissioner of Taxation, 269 Minn.
351, 131, N.W. 2d 632 (1964).

2 For a further statement of the approach here proposed and the basis for it, see lHellerstein, "Recent
Developments in State Tax Apportionment and the Circumscription of Unitary Business," 21 National
Tax Journal 487 (Dec. 1968), a copy of which is attached to the master copy of this statement for the record
of the hearings.

21-350 O-74- 12
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Let me fill in one or two major aspects of the unitary business concept I am
prol)osing. Because we are concerned witi economic and fiscal )roblems, I would
reject, all (liktinctions or limitations oil the sco)pe of the unitary business, and in
turn of apportionment, by reason of the articularr legal form under which the
enterl)rise may be structured. Whether we are dealingg with a single corporation
ol)erating through branches, or with a corporate structure operating through
subsidiaries, joint ventures and the like, whether subsidiaries are incorporated
in the taxing State, other States or in foreign countries, all appear to me to be
irrelevant to out inquiry. So) long as any legal entity making u) a part of the
unitary enterl)rise, or any branch of the taxpayer is subject to the jurisdiction of
the State to tax, that State would ordinarily be justified in (leternhining the
liability of the taxpayer subject to its taxing jurisdiction, through an apportion-
ment of the income or capital or a unitary business of which the taxpayer is a
component.

If the basic operations interdependency principle of unitary business, should be
adopted, there will, of course, inevitably be developed, as is true with most legal
l)riniciples and yardsticks, qualifications and excel)tions required by the varying
patterns of business operations. Thus, I would sUl)pose that there oughtt to be
substantial interdependence of the basic operations between the segments of the
)usiness conducted in the taxing State and the rest of the enterl)rise, before the

unitary l)rinciple would come into play. For example, if a corporation sells to
affiliates only a small l)art of its output, and in turn purchases from thent only a
small part if the raw of the senii-processed materials it uses in its manufacturing
operations, it ought n(,t be includible in the unitaryy business. Some quantitative
minimum measure of substantiality tight to be l)resent before the business be
deemed part of a unitaiy enterl)rise. Quantitative tests of this character are
common in State and Federal tax legislation and would appear to ime to be feasible
and appropriate here.

(d)
There is also the controversial question as to whether the unitary business line

ought to terminate at the boundaries of the [United States. The l)rol)len grows
out of the fact that formulary al)l)ortionment is based on the l)remise that a
dollar of wages or l)roperty silent and a dollar of sales reeeil)ts realized in each of
the taxing jurisdictions involved reducess approximately the same amount of
income. We know, of course, that there are variations in wage rates, property
costs and sales prices among the States in this country, but we have usually dis-
missed the differences as insoflicientt to mitweigh the efficacy of unitary apportion-
ment, and have charged 'he differentials to the necessity of making an approxima-
tion of the source of income. The differentials, however, mlay result, in significant
distortions, if the scope of the unitary business, anld hence al)l)ortionment, is
extended world-wide.

It is my impression that wage rates in the United States are often three or
four times as high as the wages pai4 for cnmiaral)le work in manufacturing and
other enterprises carried on in the Far Elast, Africa, and in some cases in Latin
America; and that, they also tend to be substantially higher in the United States
than in many European comntries. Prices of natural resource products, processed
materials and manufactured goods appear to vary markedly between the United
States and other countries; and it may be that the same is true of the third factor,
the cost of l)roperty used in business. Of course, other facts need to be considered,
such as the p)roductivity of labor country-ly-cmntry, so as to translate the
al))ortionment factors into comparative uenit wage costs. rhese and other facts
need to be taken into account ill relating the three factors to the coml)arative
)rofitability of operations in the United States and various foreign countries.

What. I am suggesting is that the disparities ill the factors employed in the
typical formula, as between the United States and other countries, may be so
great as to dictate the need for a cut-off of unitary apportionment at the borders
of the United States. This sunbconnttee could, I believe, make a signal contribuu-

ion to this controversy by making an investigation of the underlying facts relevant
to world-wide apportionment, so as to advise C)ngress whet her unitary al)l)ortion-
ment, applied world-wide is an "lcce)ptable device for carving out the income of
multinational enterprises properly attributable to the States within this country.
Such factual data ought to be in the possession of Congress before it legislates on
unitary apportionment.

If such a study should indicate that the standard three factor formula applied
worldwide tends to l)ro)duce such distortion in the al)plrt ion ment of income to the
United States and to foreign countries as to make it. unacceptable in determining
the income of multinational enterprises fairly attributable to foreign and domestic
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sources, the Conmnmittee will be faced with the necessity of considering alternative
approaches. As the Coinrittee is aware, there are techniques employed i)y the
Internal Revenue Service for separating the income of United States corporations
from that of their foreign affiliates operating abroad, and the income of the
United States corI)oratiows operating abroad from that of their foreign affiliates
operating within the United States. In determining the income derived from the
sources within and without the United States, as is required for these purposes
under the Internal Revenue Code (I.R.C. §§ 861-863), separate accounting
is used, with intercomlpany transactions subject to scrutiny under Section 482.
But if the requisite data for sel)arate accounting are not, available, the Internal
Revenue Service resorts to apl)ortionment techniques (Fed. Income Tax Regs.
§ 1-863-3(b) (2)). The separate accounting and apportionment methods used by
the Internal Revenue Service tire crude and inadequate as compared with State
division of income methods. Thus, under the Federal rules, typically receipts
from sales are a)cated or apportioned to the locus where title t() goods passes
(idem. §§ 1.861-7, 1-863-3), a standard which ignores economic factors, and
readily lends itself to tax avoidance. It is understandable, therefore, that the
States tend to reject the Federal rides in separating foreign from United States
incomIe.

It may, however, be possible to adjust the three factor al)portionment formula
for variations in wages, prices antd property over the world, provided the requisite
data can be obtained. If the )epartnent of Commerce were to publish annual
indices of comparative wage datai in major industries, country by country,
weighted for labor productivity, and indices of the comparative prices of products,
the distortion diie to variation. in these faet ,r4 w\' .uld be largely eliminated.
The property factor might similarly l)e handled by an index of comparative costs
of buildings, plant, machinery and e(quiplient used in business, based on reports
of annual depreciation. It, is my understanding such indices do not now exist,
and that, although some of the necessary underlying data are available to con-
struct them, additional fact gathering w\'ould be required. Conceivably, this may
be too ambitious a )rojeet even for the l)epartient. of Commerce with its vast
resources, and with l)ossible collaboration by UNESCO, aith)ugh I should add
that inforniation concerning conparative country-ly-country unit labor costs,

prices and the costs of pro)erty used in various businesses would serve other
ighly useful purl)oses in decision making with respect to United States )olicies

affecting foreign trade, tariffs, the operations abroad of United States-based
multinational corporations, and so on.

Doubtless, there are other ways of separating the United States and foreign
income of unitary imiltinational enter)rises. This area has been given compara-
tively little study or thought by students of the field, although it has become an
increasingly l)ressing l)roblvm with the rapid expansion of American-based multi-
national enterprises. Perhaps, it would he useful for the Conmmittee to invite
representatives of business organizations, the States and students of public finance
and world-wide trade to offer reconinmendations as to techniques for applying the
apl)ortionment l)rinciple to worldwide businesses.
(c)

There is another and very different al)proach to the unitary business, which
needs to be considered, that the scol)e of the unitary business, where it is organized
as are most large enterprises through subsidiaries rather than branches, ought
to be simplified by adopting the Federal rule of consolidation by reference to 80
per cent of intercorporate stock ownership. (See Ad Roc Committee Report,
Magnuson bill, S. 2092 § 505 [19731). The major argument offered in 5upport.
of this approach is its simplicity, and that, as a result, it, would relieve tax ad-
ministrators and taxpayers of the burden of making judgments as to what coin-
st itutes a unitary enterprise. My view is that the stock ownership rule is too
high a price to pay for whatever simplification and easing of tax administration
and compliance it would entail.

At, the outset, the argument is often made that because the Federal government
uses the stock ownershil) rule with respect, to consolidated income tax returns, it
ought to be adopted by the States. I do not regard the Federal analogy as pertinent.
Under the Federal income tax, whether consolidated or separate returns are filed,
the tax rate and the measure of the tax (aside from certain intercoml)any elimina-
tions) are the same, and the taxes paid go into the same Federal treasury. Obvi-
ously, none of this is true in State taxation, where rates and measures vary signific-
antly State-by-State, and the revenues of some States will be increased, while
those of others will be decreased, depending on the standards for determining
combination or consolidation.
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Simplification measures, as we have learned from experience with Federal and
State tax legislation, seldom live ul) to the expectations of their )rol)onents, and I
sugge-t that this would be true with resl)ect to the stock ownershi) rule for
defining the scope of the multicorporate unitary l)usiness4. The conglomerates are a
case in )oint. If a single corporate umbrella, interconnected )y the requisite 80
percent stock ownership, covered a group of sul)sidiaries, one of which manu-
factures and markets goods along the West coast, a. second, operating in the Mid-
West., processes and sells food 1)roducts, and a third conducts an automobile and
truck leasing business in the Northeast, I know of no tax l)olicy which would
justify the combination or consolidation of the income and h)sses of these dilparate
businesses, simply because of the common stock ownership. And I susl)ect that
many of the l)roI)onnt, of the 80 percent stock rul,! would be the first to contend
that such an enterprise should not be subject to the unitary business apportion-
ment l)rinciple. Consequently, qualification of the "simple" 80 percent rule would
be necessary, perhaps by the adoption of a legal princil)le that only "a single
business" is to be covered by the stock ownership rule (compare Multistate Tax
Commission Regs. IV 1 (1)), relating to two) or more l)usinesses of a single tax-
payer), or some other yardstick requiring the exercise of judgment. Moreover, I
know of no greater justification for consolidating the income of 80 percent owned
subsidiaries, all of which are engaged in the same type of business as the parent
company but ol)erate in different State, so long as their basic operating functions,
such as buying, manufacturing, processing and marketing, are carried on entirely
with non-affiliated interests. These, are illutrations of the ty)es )f problems which
are likely to require judgments and the application of flexible l)rincil)le, which the
stock ownership yardstick of unitary l)usiness seeks to avoid, but which in my
view are unavoidable, if we are to adopt rational and equitable standards for
defining the scope of unitary api)ortionnent.

There is another weakness in the stock ownership rule of unitary business,
namely, that it would open up co)mparati vely easy avenues fo r manil)ulation and
reduction of taxes by corporate lawyers and accountants. If we are concerned with
the need to protect the fisc and the objective ()f keeping our tax laws equitable as
between taxpayers, we ought, if Ipssible, to devise tests which do not readily
lend themselves to tax reduction by formal changes which have no real impact
on the operation of the business. This is me ()f the strengths of the basic opera-
tions interdependence test, for it, minimizes the possibilities of reducing tax by
making formal or paper changes which do not alter the conduct, of the business.

To put the matter otherwise, the stock ownership rule, bY utilizing 80 per cent
of stock ownership as the test of the unitary business, as distinguished from an
economic test, would put in the hands of taxpayers, to a very considerable extent
the power to elect unitary apportionment or, so "avoid it for such units of the
enterl)rise as they choose. I would opt. instead for a yardstick of the unitary
enterl)rise, which, while requiring judgments to be made and lines to be drawn
by taxpayers, administrators and the courts, would tailor the concept to the justi-
fiable role of al)portionment, would achieve greater equity among taxpayers, and
would reduce tax avoidance. It is my belief that it, is possible to develol) such
statutory standards, which would at the same time considerably clarify existing
law and be workable in administration and in compliance.
B. Throwback Provision or Exclusion of Nontaxable Income from Sales Factor

There is no justification for placing a )ortion of the income of the interstate
businesses in "no man's land" in which no State has the power to tax the income,
while their intrastate competitors are taxable on 100%,' of their income. The
throwback l)rovision of S. 2092 (§ 304) and the exclusion by the NATA bill, both
from the numerator and denominator )f the sales factor, of receipts from sales
made with a destination in a State which lacks the power to tax by reason of Ole
Federal Constitution (or )f Federal legislation (§ 205), are designed to accomplish
this objective. Some such provision appears to me to be essential in any Federal
legislation dealing with apportionment and allocation which Congress may
enact.I

I For similar reasons, any legislation dealing with the duty of the interstate seller to collect sales taxes
should likewise contain provisions for a throwlback to the State of origin of the duty to collect and pay over
sales taxes, where the State of destination is without power to impose the tax or the (luty to collect. More-
over, if any reasonable and viable administrative procedures can be devised for assuring the collection of
sales and use taxes on interstate sales made by nonresident salesmen or independent agents, television, radio,
newspapers or p~eriodicals, or by direct mail order solicitation, they ought to be adopted. I know of no justi-
fication, other than administrative difficulties, for freeing the customer from tax or for giving the out-of-state
seller a trade advantage over local businesses, simply because interstate commerce is being carried on. The
magnitude of this trade advantage is indicated by the fact that, in some markets in this country, sales and
use taxes run as high as 7% of the price of the goods.
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TAXATION OF )IVII)ENI)S AND THE BUSINESS-NON-BUSINESS INCOME CONTROVERSY

The controversy coticerning the taxation ,)f intercorporate dividends and the
definition ()f business and non-business incomne, as those terms are used in
Ul)ITPA, needs to he approached by rec()gnizing that there are dividends and
dividends. Thus, if a manufacturing c umnpany receives dividends from its wholly-
owned subsidiary whiel is engaged princiltally in selling the product of the l)arent
cmil)any, ti dividends constitute t )art )f the profits derived from the l)arent-
subsidiary unitary business. Such profitss constitute o)perating income, income (of
the business, just as they would if the enterprise were conducted through sales
branches, instead )f a subsidiary. Such dividends oughtt to be apportioned as part
of the basic operating income ,)f the enterprise and, therefore, should fall within
the U I)ITPA classification az business inc,,me.

As I have already indicated, the realistic and fiscally sound tax treatment ()f
such an enterl)rise is to cml)ine )r consolidate the income ()f the al'rent and selling
sul)sidiarv for l)url)oses (f unitary tipportionnient. The dividend issue would
then disappear, since ti dividends w ,ld be eliminated as an intercompany
item. If, however, neither the State nor tie taxpayer exercises the option n granted
by the type ()f statute which it, is assumed would be in force to utilize the combined
()r consolidated approach, ()r, if for (ne reason )r another, the taxl)ayer does not
qualify under the statutory )ro\,ision for coml)ination, the character (of the divi-
dend income on a sel)arate l)arent company basis, nevertheless, does not, in my
thinking, change; it. is still operating income which ought to be apportioned in
taxing the recipient.

When we turn, however, to dividends paid )y nonaffiliates, or by corporations
which are not integral parts ()f the unitary enterprise, the situation will ordinarily
be different. Apart froim t corp()ration engaged in the securities business, dividends
received from investments in nonaffiliated corporations, or from affiliates in a
conghnmerate which are not a part )f the unitary enterl)rise, constitute invest-
ment income. Such income does not fl)w from the unitary basic operating activi-
ties, of which the tax) ayer is a part. To apportion that type of dividend income
by reference to factors such as the location ()f the taxpayer s plant and inventory
of goods, the States in which its manufacturing employees and its salesmen
operate, the location of its customers, would appear to me to be distorting, and
simply would not reflect the activities ()f the taxpayer which l)roduced the non-
unitary dividends, or other factors relevant to the attribution of the dividends
to particular States.

If this conclusion is accepted, the commercial domicile rule which has been
traditionally al)pli(d to income from intangibles, reflects a go()d deal of wisdom.
For that State has the dominant claim to tax such non-operating dividend income,
since the activities relating to the investment, the control and management of
the stocks which produced the dividend income typically take place at the execu-
tive ()ffices, where the financial work is carried on. Consequently, in the language
of U i)ITPA, such investment (or non-(l)erating dividend income ought to 1e
treated as non-business income and )e allocated to the commercial domicile.

Finally, I should like to coimient m the )rovisi)n of 8. 1245 which would
prohibit States from taxing dividends received frorm 50% or more owned sub-
sidiaries, and would bar the taxation of dividends, whether paid by subsidiaries ()r
otherwise, which are treated -as foreign source income for Federal income tax
l)url)oses (§§ 208, 207). The major argument made by the proponents ()f this
restruction on the State taxing pl)wets is that this is in substance what the Federal
government does, through the intercorp()rate dividend exclusion and the indirect
foreign tax credit. (See, Caho()n and Brown, "The Interstate Tax Dilemma", 26
National Tax Journal 187, 184 [June 1973].) The Federal model appears to me to
be irrelevant to State taxation. The justification given for this rule in the Internal
Revenue Code is that, )ecause the Treasury already taxes the earnings of the
underlying corl)oration, there would be double taxation if the dividend were
taxed ito the corl)orate recipient. But that, situation does not obtain in the States
where the dividend paying corl)iration may not be doing business or may not be
taxable in the State in which the recipient carries on its business. The State in
which a corporation exercises its holding company functions has a legitimate claim
to tax that company for the benefits and protections it receives, to hell) defray
the costs of maintaining the governmental services from which the taxpayer and
its emplh)yees benefit, and by which they are protected. Moreover, there is the
overriding pragmatic consideration that State income tax rates amount to only a
small fraction of the 48% Federal rate.
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Likewise the fact that a foreign tax credit is allowed to the dividend recipient
under the IPederal income tax for taxes paid to foreign count ri(.s by the dividend
paying corporation has little bearing on State tax policy. Congress has never
sought to impose o1 the States the income tax policies it hits dev('loped as in-
centives to foreign operations of American enterprises; and I saiggest that it would
be inappropriate for Congress to iml)ose any such Federal tax policyy on the States
without a full examination of the operations of American multinational business
abroad, and the impact of such policies on revenues, employment, and business
investments at home and abroad.

JUDICIAL REVIEW AND ADMINISTRATION

A. Judicial Rcview
S. 1245 vests in the United States Court of Claims jurisdiction ovei contr(,ve(r-

sies arising under the bill and P.L. 86-272. If enacted, this measure would mark a
radical shift from State to Federal courts of the administration of major State tax
controversies.'

The bill provides that any decision of a State, administrative body, al)l)ealable
only to a court, and involving any dispute under its pr,visions or P.L. 86-272
may be reviewed de novo )y the Court of Claims (§ 401). Either the taxpayer
or the State would l)e able to by-pas" the State courts and start afresh in the
Court of Claims, where both the facts and the law would be tried, with respect
to questions of jurisdiction to tax, apportionment or allocation, the duty to collect
sales or use tax, and the like. The taxpayer could also require any States whose
tax claims might be affected by the proceeding, )y giving notice to sui4 States
to appear, or in any event be bound by the results of the proceeding (§ 402).
Thus, if one State determines that a taxpayer is part of a unitary )usiness carried
on in a number of States and the taxpayer contends that it is not unitary, all the
States in which the enterprise is conducted will be bound by the Court of Claims
proceeding, if they are given notice; and they will be obliged to appear and partic-
ipate in the proceeding in order to protect their interests.

This procedure would, in my opinion, impose intolerable burdens, excessive
costs, and unwarranted delays in the sensitive and vital area of State taxation,
in which prompt determinations of controversies are essential, and administra-
tive costs ought to be kept at a minimum. Knowledgeable tax counsel would be
likely to resort to the Court of Claims to force advantageous settlements from
the States; they would tend to give notice to any State which, in the most remote
contingency, might be affected by the proceeding. Apportionment (Ir allocation
cases affecting sizeable multistate businesses would frequently involve 10 or 15
States, and where the controversies involve the corporate giants, as indeed has
been true in recent years in a good deal (If State tax litigation, a single case could
bring before the Court most of the 50 States in the country. Whether the trial of
such a multi-party litigation were held in Washington, ).C., or at a session (f
the Court of Claims in Juneau, Alaska, or MI()ntpelier, Vermont, depending on
where the case initially arose, lawyers, tax administrators and witnesses from all
parts of the country would have to appear, file answers, particil)ate in the taking
of interrogatories, conduct trials in what could become endless examination (If
witnesses by numerous counsel, file briefs, and participate in appeals. Such suits
in practice would be virtually unmanageable and the costs to the States and the
delays would become intolerable, and would undotnbtedly force settlements favor-
able to large, interstate taxpayers, unjustifiable on the merits.

Moreover, serious disruption of State l)ractice would result from the wrenching
of State tax controversies out (If their own locale, where lawyers and judges are
used to their own local procedures and rules of evidence, and are familiar with the
tax laws of their State, and entrusting the trials and decision to Hearing Coin-
missioners or Judges brought in from Washington, who know little or nothing
about local procedures or the State's laws.

The judicial , Wiew l)rovisions of S. 1245 ought to be given short shrift by the
Committee, particularly since there is no need for the cumbersome, disruptive

I There is also a question arising under the Eleventh Amendment to the Const it uion as to whether Con-
gress can require the States to summit themselves to the jurisdiction of a Federal caurt to disilose of cont ro-
versies arising under State taxing statutes, as limited hy Federal legislation. The proxlInents of S. 1245 rely
on Parden t,. Terminal Railway of Alabama State Docks Department, 377 U.S. 151 (l ,I). and Employees of
Department of Public Health and Welfare, State of Missouri, -U.S.-, !#3 8. Ct. 1614 (1973). Those cases in-
volved suits against States in the Federal courts brought 1)y (a) employees of a State-operated railroad to
recover under the Federal Employers' Lialbility Act, and (h) employees of a State hospital and training
school to recover overtime and minimum wages under the Federal Fair Lalor Standards Act. They are 1)y
no means dispositive of the power of Congress to require the States to respond in the Federal courts with
respect to controversies arising under their own tax laws on the ground that Federal restrictions on State
taxation of Interstate commerce are involved.
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structure pro )osed. There is a better way to handle judicial review of such issues,
and it has been in practice in this country ever since the C(onstitution was adopted.
And that is to follow normal procedures for contesting tax assessments in the
State courts. If the highest court, of the State construes its tax law and the limita-
tions imposed by Congressional legislation contrary to the taxpayer's view of the
statute, the taxpayer would have opportunity for review of the. decision by the
Supreme Court, of the United States inder the Judicial Code (28 U.S.C. § 1258).
In the (vent, that Congress should, for examl)le, enact a provision determining
what constitutes a unitary business subject to apportionment on a combined or
consolidated basis, a decision by the California Supreme Court going one way and
the Utah Supreme Court going another, on essentially the same set of facts, as it
has been argued occurred in Chase Brass & Copper 'Co. v. Franchise Tax Board,
(86 Calif. Ile)tr. 350 [1970], appeal dismissed for want of jurisdiction, 400 U.S.
961 11970]), and Kennecoft Copper Corporation v. State Tax Commission, (27 Utah
2d 119, 493 P.2d 632 [1972], appeal dismissed for want of a substantial federal
question, -U.S.-, 93 S. Ct. 323 [1972]), would produce the type of conflict which
would doubtless lead to review of the issue by the Supreme Court. (Compare
Rule 19, Revised Rules of the Supreme Court.) Because we would be dealing with
a Federal statutory restriction ()n State taxation, the Supreme Court would have
final jurisdiction to construe the Federal statute. In the Chase Brass and Kennecott
cases, the only possible basis for Supreme Court review was the existence of
substantial constitutional question; the Court evidently adhered to its traditional
view that conflicting State tax al)l)ortionment methods do not present substantial
questions under the Conunerce or )ue Process Claus,,.-. The Court would have
jurisdiction to review conflicting interpretations by the highest State courts of
Federal legislative restrictions on the State taxing powers.

Accordingly, I would urge the Committee to reject prol)osals such as that
embodied in S. 1245 for review by the Federal courts of interstate tax controver-
sies, and suggest, instead, that Congressional legislation dealing with judicial review
of controversies arising under P.L. 86-272, or any further legislation which Con-
gress may enact, is neither necessary nor desirable.
B. Administrative Provisions

There is a related problem as to what, if any, provisions should be enacted
relating to the administration of any Congressional legislation restricting State
taxation of interstate business. Our experience with legislation dealing with com-
plicated economic l)roblents unmistakably teaches us that an administrative agency
is a sine qua non to effective implementation of any Federal legislation setting up
jurisdictional restrictions, uniform apportionment and allocation provisions, and
the like. We need such an agency to issue regulations, to prescribe uniform forms;
and it, could be particularly important in conducting multistate audits, at the
request of the States, of business carried on across State lines. It could also per-
form an invaluable watchdog function, making recommendations to Congress for
improving legislation in the light of experience.

To lodge such State tax and administrative functions in the already over-
burdened Internal Revenue Service, with its national orientation, and its artificial
and formalistic approach t(o determining the source of income, would clearly be
the wrong choice. Because I am involved in the litigation pending in the Federal
courts challenging the constitutionality of the Multistate Tax Compact and the
multistate audits being conducted by the Multistate Tax Commission, I should
)refer not to comment on the proposal made by S. 2092-that the Multistate Tax
Conmnmissio n should be designated to perform such administrative functions.' But
it is appropriate for me to suggest that the basic model of the Compact as a
collal)orat.ive agency of the States, acting to administer their own tax laws in light
of Congressional legislation restricting their jurisdiction and prescribing methods
of dividing the income of interstate businesses, and the like, has much to commend
it. It is the least disruptive of existing State practices and procedures and it would
reflect a sound accommodation of the l)rol)er roles of Federal and State govern-
ments under our Federal System.

Finally, I should like to comment on the provisions of S. 2092 which would
make regulations issued by the administering agency (under S. 2092 that agency
would be the Multi-state Tax Commission) mandatory as to States which do not
formally reject them within six mnonths- I see no need for Congress to adopt any
measure which would exert pressure on the States, even indirect pressure, to

I I am counsel for the Multistate Tax Commission and the twenty-one State tax administrators who are
members of the Comnmission in the ease of United States Steel Corporation, d al. v. .Multistate Tax Cbrnmision,
(t al. a suit for declaratory Judgment and injunction pending in the United States District Court for the
Southern District of New York.
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adopt the administrative agency's regulations. Regulations issued by such a
central agency, whether advisory or mandatory, will in fact have a considerable
influence on State tax administrators and the Courts; and they will gain their
support over the country largely by their own merit. Consequently, in my view
the agency's regulations ought to be advisory; the States, of course, would be
free to adopt them if they commend themselves to the tax administrators. In
practice, there will be no controversy as to many questions covered by the regu-
ations, and they will have a unifying effect over the country. With respect to

controversial issues, involving important matters and conflicting approaches, the
courts must ultimately decide them in any event. The tendency will be for State
courts to follow the views of the courts of other States which have passed on the
same issue, so that a great deal of uniformity over the country is likely to develop
in actual operation. When the State courts do disagree in their interpretation of
the Federal restrictions on the State taxing power in matters of consequence, the
Supreme Court will remain the final arbiter to lay down rules which will govern
all the States.
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RECENT DEVELOPMENTS IN STATE TAX APPORTIONMENT
AND THE CIRCUMSCRIPTION OF UNITARY BUSINESS

JEROME R. I-ELLESTEIN *

T WO RECENT decisions of the Su-preme Court of the United States
suggest that a shift may be taking place
in the Court's policy, of some four dec-
ades standing, of virtually abstaining
from interfering in apportionment meth-
ods applied by the states in taxing busi-
nesses engaged in interstate commerce.'

Appeals to the Supreme Court from
the decisions of the highest courts of
the states for relief from allegedly im-
proper or oppressive apportionment

-methods arise principally under the Due
Process Clause of the 14th Amendment
and the Commerce Clause." The Due
Process Clause has traditionally been
held by the Court to forbid extraterri-
torial taxation, so that if an apportion-
ment method results in the taxation of
a larger portion of the income, capital
stock, property or other tax base than
is properly attributable to the state, un-
der established legal doctrine the tax-
payer's rights, protected by the Due
Process Clause, have been infringed.-

The role of the Commerce Clause in
* Professor of Law, New York University

School of Law.
1 General Motors Corporation v. District of

Columbia, 380 U.S. 553 (1965); Norfolk &
Western Railway Co. v. Missouri State Tax
Comm., 390 U.S. 317,88 S. Ct. 995 (1968).

2 There are other Federal constitutional issues
that may affect apportionment that are outside
the scope of this paper. For a consideration of
the Equal Protection of the Laws Clause, see
Ilellerstein, State and Local Taxation: Cases
Old Materials, 45 et. seq. (2d ed. 1961). Be-
cause corporations are not "citizens," they are
not protected by the Privileges and Immunities
Clause of the 14th Amendment. See Western
Turf Ass'n. v. Greenberg, 204 U.S. 359 (1907).

" See the discussion, infra,

apportionment matters is more elusive,
since the issue as to the propriety of the
measure of the tax, given a subject of
tax that is not barred by the Commerce
Clause, is whether an undue burden has
been imposed on interstate commerce.4
In giving content to the "undue burden"
standard, as applied to tax measures, the
tests developed by the Court appear to
be essentially the same as those em-
ployed in deciding whether there has
been extraterritorial taxation in violation
of the Due Process Clause.5r For, if a

4 See Hartman, State Taxation of interstate
Commerce, ch. 2 (1953); Hellerstein, loc. cit.,
supra, 2, cl. 6; Note, "Developments-Federal
Limitations on State Taxation of Interstate
Business," 75 Ilarv. L. Rev. 953 (1962).

5 As stated by Mr. Justice Fortas in Norfolk
& Western Railway Co. v. Missouri State Tax
Commission, Note 1, supra:

We have said: "The problem under the Com-
merce Clause is to determine 'what portion
of an interstate organism may appropriately
be attributed to each of the various states in
which it functions.' Nashville, Chattanooga &
St. Louis R. Re. v. Browning, 310 U.S. 362,
365, 60 S. Ct. 968, 970, 84 L. Ed. 1254. So
far as due process is concerned, the only ques-
tion is whether the tax in practical operation
has relation to opportunities, benefits, or pro-
tection conferred or afforded by the taxing
State. See State of Wisconsin v. J. C. Penne!
Co., 311 U.S. 435, 444, 61 S. Ct. 246, 249,
85 L. Ed. 267, 130 A.L.R. 1229. Those re-
quirements are satisfied if the tax is fairly
apportioned to the commerce carried on
within the State." Ott v. Mississippi Barge
Line, 336 U.S. 169, 174, 69 S. Ct. 432, 434,
93 L. Ed. 585 (1949). Neither appellants nor
appellee contend that these two analyses bear
different implications insofar as our present
case is concerned. (88 S. Ct. at 1001, Note 5)

For other discussion of the interrelation of the
two clauses in state tax cases, see the dissenting
opinion of Justices Brennan and Goldberg in
General Motors Corporation v. Washington, 377
U.S. 436, 449, 451 (1964). See also, Rutledge,
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state employs an apportionment method
that may be fairly regarded as taxing
only income, assets and the like, attribu-
table to business activities, or property
within the state, there is neither a Due
Process nor a Commerce Clause barrier
to the tax. While the courts have gener-
ally been particularly vigilant in seeking
to protect interstate business from the
risks of multiple taxation not borne by
local commerce-by way of contrast, it
is established that the Due Process
Clause does not prohibit double taxa-
tion, so that the same income or intan-
gible property may be taxed by more
than one state having adequate nexus,
so long as interstate commerce is not
involved '-in the actual working out of
the decided apportionment cases affect-
ing multistate businesses, there appears
to be little or no distinction between
Due Process and Commerce Clause
issues.

The Doctrinal Setting
At the turn of the century, the Su-

preme Court dealt with a series of ap-
portionment cases arising under state
property and capital stock taxes imposed
on railroads, express companies, and
other transportation businesses. In the
1890's, the Court upheld the use of a rail
mileage formula to apportion a capital
stock tax; 7 and in succeeding cases a
similar method of apportioning capital
stock taxes was sustained, where the ap-
portionment included the going business
value and other intangibles of the corpo-
J., discussing the interrelations of the two
clauses in the sales and use tax area in McLeod
t,. Dilworth, 322 U.S. 327, 340 (1941); and
Professor Powell's comment in "The Current
Current of the Commerce Clause and State
Taxation," 1940 Nat. Tax Ass'n. Procs. 274.

8 Curry v. McCanless, 307 U.S. 357 (1939);
State Tax Comm. v. Aldrich, 316 U.S. 174
(1942).

7 Pullman's Palace Car Company v. Pennsyl-
vania, 141 U.S. 18 (1891), three Justices dis-
senting.

ration.8 The Court was, however, alert
to strike down the levies where it found
that apportionments were employed in a
manner that taxed out-of-state values.
Thus, where a track mileage apportion-
ment method resulted in a ratio far in
excess of the ratio of car mileage actually
travelled by the rolling stock of a tank
car line used in the state, the levy was
held unconstitutional; o and a tax appor-
tioned under a track mileage apportion-
ment was likewise held to violate the
Due Process and Commerce Clauses,
where the Court concluded that its ef-
fect -was to attribute to Indiana a part of
the value of securities and other assets
that it regarded as New York property.10

Beginning in 1920, however, as the
Court was increasingly faced, not with
taxes imposed on the instrumentalities of
interstate commerce (which have always
been the favorite child of the Court be-
cause of its understandable concern that
the channels of commerce remain unob-
structed by restrictive state action), but
with taxes on manufacturing and mer-
cantile businesses, a different judicial at-
mosphere set in. The theory remained
unchanged, but in practical application

8 Adams Express Co. v. Ohio State Auditor,
J65 U.S. 194 (1897); Adams Express Co. v.
Indiana, 165 U.S. 255 (1897). These were both
five to four decisions.

9 Union Tank Line Co. v. Wright, 249 U.S.
275 (1919), three Justices dissented.

10 Fargo v. Hart. 193 U.S. 490 (1904), three
Justices dissented. A gross receipts tax, appor-
tioned on a mileage basis, was invalidated in
Galveston, Harrisburg & San Antonio Ry. Co. v.
Texas, 210 U.S. 217 (1908), on the ground that
it was a levy on receipts from interstate com-
merce prohibited by the Commerce Clause, but
such an apportionment had been sustained in
Maine v. Grand Trunk Railvay, 142 U.S. 217
(1891), both holdings drawing the dissent of
four Justices. Although the use taxes appeared
to be essentially the same in character, in the
Galveston, Harrisburg opinion, the Court dis-
tinguished the earlier case as involving the use
of gross receipts to measure the value of prop-
erty employed in the state, as in effect an "in
lieu" tax.
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for the next four decades, virtually no
taxpayer succeeded in persuading the
Supreme Court that a state tax appor-
tionment was unconstitutional.

Implementation of the Doctrine
The reason for the virtual invulner-

ability of state apportionment methods
was that the standards now imposed by
the Court for establishing that a state
was taxing property, income, values, or
other tax measure not properly attribu-
table to the state were such as to pre-
clude, for all practical purposes, success-
ful attack. The first major decision in this
development was the 1920 case of Un-
derwood Typewriter Co. v. Chamber-
lain," in which a crude, single factor
property formula apportioning the net
income base of the Connecticut tax on
corporations, was sustained against Due
Process and Commerce Clause attack.
Underwood conducted all its manufac-
turing operations in Connecticut, but
had branch offices and inventories in
other states, and sold its products over
the country. Because 47 per cent of Un-
derwood's real estate and tangible prop-
erty was located in the state, Connecticut
assessed its tax on some $630,000 of net
income, based on a 47 per cent income
apportionment. The company contended
that it derived a profit of only $43,000
from its Connecticut operations, and that
the tax as assessed violated the Due Pro-
cess Clause, because it was "imposed on
income arising from business conducted
beyond the boundaries of the state." 12

The taxpayer's appeal was dismissed on
the ground that it had failed to prove its
case. The Supreme Court said:

"The profits of the corporation were
largely earned by a series of transactions
beginning with manufacture in Connecti-
cut and ending with sale in other states.
In this it was typical of a large part of
the manufacturing business conducted in
1254 U.S. 113 (1920).
1292 Conn. 199, 102 Ad. 600 (1917).

the state. The Legislature, in attempting
to put upon this business its fair share of
the burden of taxation, was faced with
the impossibility of allocating specifically
the profits earned by the processes con-
ducted within its borders. It, therefore,
adopted a method of apportionment
which, for all that appears in this record,
reached, and was meant to reach, only
the profits earned within the state. 'The
plaintiff's argument on this branch of the
case,' as stated by the Supreme Court of
Errors, 'carries the burden of showing
that 47 per cent of its net income is not
reasonably attributable, for purposes of
taxation, to the manufacture of products
from the sale of which 80 per cent of its
gross earnings was derived after paying
manufacturing costs.' The corporation has
not even attempted to show this; and for
aught that appears the percentage of net
profits earned in Connecticut may have
been much larger than 47 per cent. There
is, consequently, nothing in this record to
show that the method of apportionment
adopted by the state was inherently arbi-
trary, or that its application to this cor-
poration produced an unreasonable re-
sult." 13

The reductio-ad-absurdum of this re-
suit, from the point of view of equitable
division of a tax measure among the
states, came in 1933, when a single fac-
tor property formula was applied by
North Carolina to the net income mea-
sure of a corporation that did all its man-
ufacturing and warehousing in the state.
It had 99 per cent of its real estate and
tangible property in North Carolina, but
sold less than 1 per cent of its products
in the state. Nevertheless, the state
court sustained a 99 per cent apportion-
ment of the het income to the state.14
The highest court of the land apparently
regarded the result as so obviously with-
in the state's taxing powers that it af-
firmed, per curiam, without opinion.15

1 254 U.s., at pp. 120-121.
14 Maxwell v. Kent-Coffey Mfg. Co., 204

N. C. 365, 168 S. E. 397 (1933).
15 291 U.S. 642 (1933).
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In the 40's and 50's, in two cases aris-
ing from California, extensive efforts
were made to provide the proof that
the Court had held in the Underwood
and other cases was missing, in order
to show that extraterritorial values were
being taxed. In Butler Bros. v. McCol-
gan,11 an Illinois corporation engaged in
the wholesale dry goods and general
merchandising business vas assessed
some $4,000 in tax under the California
apportionment formula; it contended it
actually had an $82,000 loss from its
California operations. Butler Bros. main-
tained a regional distribution office in
San Francisco; each of its seven regional
offices served its territory, with its own
sales and other employees, and each of-
fice handled credit, collections and ac-
counting. The corporation maintained a
central buying division, through which
goods were ordered. All goods vere
billed at cost to the regional offices and
it was conceded that overhead, central
advertising and similar expenses were
billed at cost; no complaint was made
by the state as to the fairness of these
expense allocations. By utilizing these
figures and separately accounting for the
regional office, the taxpayer showed an
$82,000 loss for its California operations.
'rhe Commissioner of Taxation employed
the California Massachusetts type for-
mula, using the ratios of in-state prop-
e-ty, payroll and sales to totals of the
entire business, and applied the 8 per
cent resulting California average ratio
to the taxpayer's net income of $1,149,677
from all sources, and thereby appor-
tioned a profit of $93,500 to the state.
The Supreme Court affirmed the holding
of the California court that the tax did
not violate the Due Process Clause,
saying:

"One who attacks a formula of appor-
tionment carries a distinct burden of
showing by 'clear and cogent evidence'
that it results in extraterritorial values be-
10315 U.S. 501 (194Z).

ing taxed. See Norfolk & Western Ry. Co.
v. North Carolina, 297 U.S. 682, 688, 56
S.Ct. 625.

"It is true that appellant's separate ac-
counting system for its San Francisco
branch attributed no net income to Cali-
fornia. But we need not impeach the in-
tegrity of that accounting system to say
that it does not prove appellant's assertion
that extraterritorial values are being taxed.
Accounting practices for income state-
ments may vary considerably according
to the problem at hand.

"At least since Adanis Ex press Co. v.
Ohio, 165 U.S. 194, 17 S. Ct. 305, this
Court has recognized that unity of use
and management of a business which is
scattered through several States may be
considered when a State attempts to im-
pose a tax on an apportionment basis. As
stated in lans Rees' Sons, Inc. v. North
Carolina, supra, p. 133, '. . . the enter-
prise of a corporation which manufactures
and sells its manufactured product is or-
dinarily a unitary business, and all the
factors in that enterprise are essential to
the realization of profits.' And see Bass,
Ratcliff & Gretton, Ltd. v. Tax Commis-
sion, stipra, p. 282. By the same token,
California may properly treat appellant's
business as a unitary one. Cf. Great At-
lantic & Pacific Tea Co. v. Grosjean, 301
U.S. 412, 57 S.Ct. 772. There is unity of
ownership and management. And the op-
eration of the central buying division
alone demonstrates that functionally the
various branches are closely integrated.
Admittedly, centralized purchasing results
in more favorable prices being obtained
than if the purchases were separately
made for the account of any one branch.
What the savings were and what portion
is fairly attributable to the volume con-
tributed by the San Francisco branch do
not appear."

"The fact of the matter is that appel-
lant has not shovn the precise sources of
its net income of $1,149,677. If factors
which are responsible for that net income
are present in other States but not present
in California, they have not been re-
vealed. At least in absence of that proof,
California was justified in assuming that
the San Francisco branch contributed its
aliquot share to the advantages of cen-
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tralized management of this unitary enter-
prise and to the net income earned.
"We cannot say that property, pay roll,

and sales are inappropriate ingredients of
an apportionment formula. We agree with
the Supreme Court of California that
these factors may properly be deemed to
reflect 'the relative contribution of the ac-
tivities in the various states to the produc-
tion of the total unitary income,' so as to
allocate to California its just proportion
of the profits earned by appellant from
this unitary business. And no showing has
been made that income unconnected with
the unitary business has been used in the
formula." 17
In the later case of John Deere Plow

Co. v. Franchise Tax Board,"' counsel,
undaunted, once more attacked a Cali-
fornia apportionment, this time for the
far-flung business of an out-of-state man-
ufacturer, seeking to show that operations
in California were considerably more ex-
pensive and less profitable than in other
states. In rejecting the appeal, the Cali-
fornia Supreme Court stated that the
formula:

"'is not framed on the assumption that
there must be uniformity of operating
revenues and expenses in the relative
functions of the various units contributing
to the earnings of an integrated, multi-
state business' and concluded that the
attack on the formula by proof of the
higher costs and the less profitable nature
of the California business misconceives
the whole purport of the unit rule of
assessment, which rests on the principle
that 'where a business is unitary in char-
acter, so that its separate parts cannot
be fairly considered by themselves and
the whole business in the several states
derives a value from the unity of use,
allocation of income upon a reasonable
formula is properly sustained.'" 19

The Supreme Court dismissed the appeal
for want of a substantial Federal ques-
tion.20

17 315 U.S., itt pp. 507-508.
18 38 Cal. 2d 214, 238 P. 2d 569 (1951).
19 38 Cal. 2d, at p. 228, 238 P. 2d at p. 577.
20343 U.S. 939 (1952). The holding had

some support in Nashville, Chattanooga & St.

A corporation did succeed in attack-
ing the constitutional validity of an ap-
portionment formula in the celebrated
lans Rees case,'-' There, the trial court
had refused to permit the taxpayer to
offer evidence to show that extraterri-
torial income was being taxed, appar-
ently on the ground that, in view of the
Underwood case, a single factor property
formula is, as a matter of law, an unas-
sailable method of apportionment. There-
upon, counsel for the taxpayer read into
the record what he hoped to prove. His
proffer of evidence analyzed the business
into "buying profit," "manufacturing
profit" and "selling profit," with percent-
ages he hoped to show for each; and
since his proffer allocated only 17 per
cent of manufacturing profit to North
Carolina, the allocation to the state of
66 per cent to 85 per cent of the profit
for the years in question was, he con-
tended, violative of both the Due Process
and the Commerce Clauses. On this state
of the record, the Supreme Court was
required to assume the correctness of

Louis Ry. v. Browning, 310 U.S. 362 (1940),
in which the Tennessee Tax Commission, in
assessing an ad valorem tax on tangible and
intangible property of an interstate railroad, ap-
plied a mileage formula to the total value of
the property. The taxpayer presented evidence
showing that the revenue producing capacity
of its lines outside of Tennessee was greater
than within the state. The Court sustained the
state Supreme Court's view that "this evidence,
however weighty, was insufficient to displace
the relevance of the formula." See the trenchant
dissection of the opinion and holding in Powell,
"The Current Current of the Commerce Clause
.Md State Taxation," 1940 Nat. Tax Ass'i,
Procs., 274, 274-276, 287-298. Such decisions
tended to support the view of the then Attomey
General of the State of New York that "it would
be a very exceptional case indeed that would
prompt the courts to substitute a direct account-
ing method for any reasonable allocation for-
mula which a state might adopt." Goldstein,
"Allocation of Income for Purposes of Corporate
TFaxation," 1 Tax L. Rev. 149 (1946); Brookes,
"Another View," 2 id. 72; Goldstein, "A Reply,"
2 id. 80.

21 Hans Rees' Sons, Inc. v. North Carolina,
283 U.S. 123 (1931).
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counsel's assertions, which had never
been put to proof. Accordingly, consis-
tently with its earlier pronouncements,
the Supreme Court held that "upon the
assumption made by the state court with
respect to the facts shown, the statutory
method, as applied to appellant's busi-
ness for the years in question operated
unreasonably and arbitrarily, in attribut-
ing to North Carolina a percentage of
income out of all appropriate proportion
to the business transacted by appellant
in that State." 22 Thus, because of the
procedural guise in which the case came
to the Supreme Court, the taxpayer
never had to prove its allegations as to
the amount of income attributable to
North Carolina, the very issue on which
attacks on apportionment formulas had
typically faltered. While the case does
reestablish the theoretical point that par-
ticular apportionment formulas are not,
per se, necessarily within a state's con-
stitutional powers, it offers little comfort
to taxpayers put to proof of an assertion
that a state has in fact included in the
apportioned measure of a tax more than
is properly attributable to the state.23

Invalidation of the District of Columbia's
Single Factor Sales Formula

It is in the light of this background
that the two recent cases take on spe-
cial significance. General Motors v. Dis-
trict of Columbia, the first case, was not
decided on constitutional grounds-that
is, if we are to take the Court's word
for what it was deciding, which may not
necessarily reflect the springs of the de-
cision. The case involved the apportion-
ment of a net income measure of the

22 283 U.S., at p. 135.
23For analyses and comments on the de-

velopments described, see Palestin, "Interstate
Taxation: Non-Unitary Corporation-Should
Statutory Apportionment Yield to Separate Ac-
counting?" 1965 Procs. Nat. Tax Ass'n. 531;
Beaman, Paying Taxes to Other States, ch. 3
(1963); Cohen, "State Tax Allocations and
Formulas Which Affect Management Operating
Decisions," 1 1. of Taxation 2 (July 1954).

franchise tax of the District of Colum-
bia.24 The District Tax Commissioners
had promulgated a single factor sales
receipts formula, in apportioning net in-
come. General Motors, which sold cars
and parts in the District, chiefly to re-
tailers, but did no manufacturing there,
attacked the apportionment of its net in-
come, on the grounds that the formula
was not authorized by the statute, and
that, if authorized, the levy violated the
Due Process and Commerce Clauses.-'
The Supreme Court held that the statu-
tory authorization to the District Com-
missioners to prescribe regulations, in-
cluding apportionment and allocation, so
as to determine "the portion of the net
income of the corporation . . as is
fairly attributable to any trade or busi-
ness carried on within the District," was
not met by the single factor sales re-
ceipts formula. In so holding, the Court
declared:

"The conclusion which we reach by
analysis of the plain language of the
statute also finds support in the conse-
quences which a contrary view would
have for the overall pattern of taxation
of income derived from interstate com-
merce. The great majority of States im-
posing corporate income taxes apportion
the total income of a corporation by ap-
plication of a three-factor formula which
gives equal weight to the geographical
distribution of plant, payroll, and sales.
The use of an apportionment formula
based wholly on the sales factor, in the
context of general use of the three-factor
approach, will ordinarily result in mul-
tiple taxation of corporate net income;
for the States in which the property and
payroll of the corporation are located will
allocate to themselves 67 per cent of the
corporation's income, whereas the juris-
dictions in which the sales are made will
allocate 100 per cent of the income to
themselves. Conversely, in some cases en-
terprises will have their payroll and plant
located in the sales-factor jurisdictions
and make their sales in the three-factor
jurisdictions so that only 33 per cent of
24 Note 1, supra.
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their incomes will be subject to state
taxation. In any case, the sheer incon-
sistency of the District formula with that
generally prevailing may tend to result
in the unhealthy fragmentation of enter-
prise and an uneconomic pattern of plant
location, and so presents an added reason
why this Court must give proper mean-
ing to the relevant provisions of the Dis-
trict Code.

"Moreover, the result reached in this
case is consistent with the concern which
the Court has shown that state taxes im-
posed on income from interstate com-
merce be fairly apportioned . . . \Vhile
the Court has refrained from attempt-
ing to define any single approriate
method of apportionment, it has sought
to ensure that the methods used dis-
play a modicum of reasonable relation
to corporate activities within the State.
The Court has approved formulae based
on the geographical distribution of cor-
porate property and those based on the
standard three-factor formula. See, e.g.,
Underwood Typewriter Co. v. Chamber-
lain, supra; Butler Bros. v. McColgan,
315 U. S. 501. The standard three-factor
formula can be justified as a rough, prac-
tical approximation of the distribution of
either a corporation's sources of income
or the social costs which it generates. By
contrast, the geographic distribution of
a corporation's sales is, by itself, of dubi-
ous significance in indicating the locus of
either factor. We of course do not mean
to take any position on the constitution-
ality of a state income tax based on the
sales factor alone. For the present pur-
pose, it is sufficient to note that the fac-
tors alluded to by this Court in justifying
apportionment measures constitutionally
challenged in the past lend little support
to the use of an exclusively sales-oriented
approach. In construing the District Code
to prohibit the use of a sales-factor for-
mula, we sacrifice none of the values
which our scrutiny of state apportionment
measures has sought to protect." 25

This language does not. augur well for
the constitutionality of a state's single
factor sales receipts formula, at least as
applied to a similar factual pattern. For

25 380 U.S., at pp. 559-560, 561.

if the "geographic distribution of a cor-
poration's sales is, by itself, of dubious
significance in indicating the locus" of"either a corporation's sources of income
or the social costs which it generates,"
it's hard to see how the single factor
gross receipts apportionment of capital
stock upheld in Ford Motor Co. v. Beau-
champs can survive against a Due Proc-
ess and Commerce Clause attack.26

Moreover, despite the Court's apparent
approval of the Underwood case, the
single factor property formula there up-
held appears equally vulnerable, as ap-
plied to a case in which the lion's share
of the income of nation-wide manufac-
turing enterprise is attributed to the state
in which its manufacturing plants are
located.

Indeed, both these formulas suffer
from inherent weaknesses. The gross re-
ceipts factor was used in the Ford Motor
case to apportion what was in essence
a property measure; and the property
factor was used, in Underwood to appor-
tion a net income measure. A switching
of the two formulas would have made
a bit more sense, for it would be the
sheerest accident if receipts from sales in
a state fairly reflected the property there
located, or if the property located in a
state fairly reflected the net income at-
tributable to the state, given the ten-
dency of large enterprises to locate fac-
tories and warehouses regionally, and to
sell and deliver into adjoining states.
Hence, the General Motors case may
possibly foreshadow a new judicial de-
parture in reviewing constitutional ap-
portionment questions, despite the
Court's disavowal that it decided the
case on constitutional grounds.

Judicial Acceptance of a Taxpayer's
Proof of Overreaching of Intrastate
Assets by Apportionment

The other recent piece in the mosaic
suggesting a fresh approach by the
Court to apportionment cases, Norfolk

26308 U.S. 331 (1939).
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& Western Railway Co. v. Missouri State
Tax Commission, 21 decided in 1968, was
explicitly rested on constitutional
grounds. Like the taxes involved in the
line of transportation cases of the 1890's,
the case arose tinder a rail mileage
method of apportioning a levy, here the
state's ad valorem property tax. The
Tax Commission determined the total
value of all rolling stock owned or leased
by the railroad on tax day; it used as
the value of the property original cost,
less accrued depreciation, and then ap-
plied an equalization factor of 47 per
cent, the ratio at which property gen-
erally is assessed in the state. The Com-
mission found that 8.2 per cent of the
railroad's mileage (owned or leased)
was located in Missouri and, in this man-
ner, allocated approximately $20,000,000
of tangible property value to the state.
Intangible values were not taxable under
the statute.

The railroad offered an inventory of
the actual rolling stock on hand in Mis-
souri on tax day and, utilizing the Tax
Commission's valuation and equalization
figures, established that $7,600,000 in
rolling stock vas actually within the
state on tax day. The taxpayer also es-
tablished that the day-by-day inventory
over the year varied little from the as-
sets on hand on tax day.

In holding that the state had exceeded
its taxing powers in making the assess-
ment, Mr. Justice Fortas, writing for
the majority (Mr. Justice Black dis-
sented), did not impugn mileage for-
mulas as such, and reiterated the rule
that:

suited in such gross overreaching, beyond
the values represented by the intrastate
assets purported to be taxed, as to violate
the Due Process and Commerce Clauses
of the Constitution." 28

But in language reminiscent of the
opinions in the transportation cases of
the earlier era, the Court invalidated the
levy, because it found that "here the
appellants have borne that burden, and
the State has made no effort convincing
to offset the convincing case they have
made." The Court also stated:

"Our decisions recognize the practical
difficulties involved and do not require
any close correspondence between the re-
sult of computations using the mileage
formula and the value of property ac-
tually located in the State, but our cases
certainly forbid an unexplained discrep-
ancy as gross as that in this case. Such
discrepancy certainly means that the im-
pact of the state tax is not confined to
intrastate property even within the broad
tolerance permitted.

when a taxpayer comes forward
with strong evidence tending to prove
that the mileage formula will yield a
grossly distorted result in its particular
case, the 'State is obliged to counter that
evidence or to make the accommodations
necessary to assure that its taxing power
is confined to its constitutional limits." 29

Conceivably, this decision merely re-
flects the Court's sensitivity to the im-
portance of keeping interstate transpor-
tation free of burdensome tax barriers,
and it may have no impact beyond the
instrumentalities of commerce. I suggest,
however, that this is too narrow a read-
ing or tne signs, and that taken together

"A railroad challenging the result the General Motors and Norfolk &
reached by the application of such a for-r-Western Railway cases appear to have
mula has a heavy burden. . . . It is con- a broader import, reflecting the first
fronted by the vastness of the State's stirrings of a revival of the Court's in-
taxing power and the latitude that the tervention in the area after decades of
exercise of that power must be given be- judicial hands-off state tax apportion-
fore it encounters constitutional restraints.
Its task is to show that application of ment.
the mileage method in its case has re- 28 88 . Ct., at p. 1001.

27 Note 1, supra. 29 88 S. Ct., at pp. 1002, 1003.



175

The temper of the times is in keeping
with such a new departure in Federal-
State constitutionalism. The opinion in
the General Motors case indicates that
the Supreme Court is not insensitive to
the widespread criticism of its recent de-
cisions broadening the powers of the
states in taxing interstate commerce, and
the restive mood of Congress in respond-
ing to the outcries of businessmen by
enacting P.L. 86-272 with unprecedented
haste. The opinion in the case cites the
Willis Subcommittee Report,30 which
sets out in impressive detail the crazy-
quilt of diverse and inconsistent appor-
tionment formulas used by the states,
with their capricious concomitants of un-
dertaxation, overtaxation, non-compli-
ance and non-enforcement. It may be
that the Court is indeed following "th'
iliction returns" 31; for that may help to
explain its decision in the National
Bellas Hess Case, denying to the states
authority to require collection of use tax
by mail order houses-in this writer's
view, an unfortunate constitutional back-
lash in an area of fiscal importance both
to the states and to locally based mer-
chants, who are thus put at a serious
disadvantage in relation to their out-of-
state mail order competitors.

If the Supreme Court is entering an
era in which it may play a larger role
in state tax apportionment, its function
will, nevertheless, be a limited one,
acting as it must (in the absence of
Congressional legislation dealing with
apportionment) only to strike down
apportioned taxes that violate constitu-

80 "State Taxation of Interstate Commerce,"
Report of the Special Subcommittee on State
Taxation of Interstate Commerce of the Com-
mittee of the Judiciary, House of Representa-
tives, 88th Cong., 2d Sess., H. R. N6. 1480; see
Vol. 1, ob. 7.

1 31 Mr. Dooley told Mr. Hennessy that "no

matter whether th' constitution follows th' flag
or not, th' supreme court follows th' iliction re-
turns." Bander, Mr. Dooljy on the Choice of
Law, 52 (1963).

32 National Bellas H ess, Inc. v. Department
of Revenue of Illinois, 386 U.S. 753 (1967).

tional proscriptions on the states. For-
tunately, in the all-important area of
achieving greater uniformity of appor-
tionment methods-diversity is the great
plague, since almost any apportionment
method uniformly applied by all the
states is likely to be less capricious than
a variety of conflicting methods 3 -the
states have made unprecedented prog-
ress since 1959 in this direction. Un-
doubtedly, they have been motivated
largely by the threat of further Congres-
sional legislation; yet, as of this writing,
19 states and the District of Columbia
have enacted the Uniform Division of
Income for Tax Purposes Act, and 14
states have adopted the Multistate Tax
Compact. 4 This unprecedented State
drive for uniformity in apportionment
may perhaps be given further impetus
by the intimation of the Supreme Court,
in the District of Columbia case, that a
single-factor formula does not fairly
measure the income attributable to a
state, and could cause states still utiliz-
ing crude, single-factor formulas to dis-
card them for the more refined Uniform
Act. 5

83 Over half a century ago, Professor T. S.
Adams of Yale saw this crucial point, for he
declared to the National Tax Association:

"What is most needed is a uniform rule. Just
what rule shall be selected is less important
than the general adoption of the same rule
by competing jurisdictions." 1917 Nat. Tax
Assoc. Procs., 185, 194.

The history of the efforts to achieve uniform
apportionment and allocation is traced in Willis
Subcommittee Report, Vol. 1, p. 128, et seq.

34 The Uniform Act is printed in the Willis
Subcommittee Report, Note 30, supra, Vol. 2
p. 227, et seq. The Multistate Tax Compact may
be found in All States Unit, P-H State and
Local Taxes, Par. 6310, et seq.

35 The three-factor Massachusetts type for-
mula has been supported by Committees of the
National Tax Association for many years. See
"Report of the Committee of the N.T.A. on
Allocation of Income," 1939 Nat. Tax Ass'n.
Procs. 190; "Final Report of the Committee on
Tax Situs and Allocation," 1951 Nat. Tax Ass'n.
Procs., 456; "Interim Report of Committee on
Interstate Allocation of Business Taxes," 1965
Nat. Tax Ass'n. Procs. 397.

21-350 0 - 74 - 13
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The Unitary Business Conception

There is another aspect of apportion-
ment in which the Supreme Court might
play a significant restraining role, acting
under the Due Process and Commerce
Clauses, and in which the state courts
could play an even greater role in con-
struing their statutory provisions author-
izing formulary apportionment-the cir-
cumscription of the scope of "unitary
business." The underlying justification
for applying an apportionment formula
to the over-all tax base of a multistate
business is that there exists a unitary
enterprise being carried on in more than
one state. The formula is a device for
attributing to the taxing state its share
of the over-all tax measure that admit-
tedly is attributable only in part to the
state. This principle extends, at least in
a good many states, both to the branches
of a single corporation and to subsidi-
aries and affiliated corporations that are
a part of the enterprise.30 By applying
the typical three factor formula, the
property, receipts and payroll ratios of
all branches, subsidiaries and affiliates
are taken into account in determining
apportionment ratios, which are then ap-
plied to the tax base of the entire busi-
ness.

A taxpayer, claiming that an appor-
tionment formula, as applied in its case,
does not satisfy the statutory standard
for determining the amount of income,

80 California Edison Stores, Inc. v. McColgan.
176 P. 2d 697 (1947), rehearing 30 Cal. 2d
472, 183 P. 2d 16 (1947); Zale-Salem, Inc. v.
State Tax Comm., 237 Ore. 261, 391 P. 2d 601
(1964); Interstate Finance Co. v. Wisconsin
Dept. of Revenue, 28 Wis. 2d 262, 137 N. W.
2d 38 (1965); see Gulf Oil Corp. v. Clayton,
267 N. C. 15, 147 S.E. 2d 522. Per contra:
American Bakeries Co. v. Johnson, 259 N. C.
419, 131 S. E. 2d 1 (1963). The apportionment
provisions of many states permit or require the
filing of combined or consolidated reports of
income of a controlled group of corporations;
other statutes use general language authorizing
the application of the unitary business principle,
so as to cut through the legal barrier of affiliated
corporate entities.

capital stock, or other measure attrib-
utable to the state, or that it violates the
Due Process and Commerce Clauses, has
frequently sought to determine its tax
liability by a separate accounting
method, as is indicated in a number of
cases discussed above.37  Under this
method, the activities of the enterprise
carried on within the state are treated
as a separate unit, and the income, capi-
tal employed and the like, derived from
sources within the state or used in the
state, are to be ascerta-ied. While some
state statutes specifically permit sepa-
rate accounting for a unitary business,38

and others by administrative action em-
ploy that method, in many states sepa-
rate accounting is not permitted if the
business is unitary. Hence, at the center
of many of the cases, the crucial contro-
versy has been the delineation of the
contours of a unitary business. Accord-
ingly, we turn to that question.

In defining "unitary business," a lead-
ing work in the field declares:

"The essential test is whether or not
the operation of the portion of the busi-
ness within the state is dependent upon
or contributory to the operation of the
business outside the ,'l.ate."''s

Manufacturing or purchasing goods in
one state and selling in another, and
transportation and communication be-
tween the states are typical of cases con-
sidered unitary. Altman and Keesling
suggest that mining, banking, farming

3 See Willis Subcommittee Report, Vol. 1,
pp. 161, 167, Note 30, supra.

s See McWdliams Dredging Co. v. McKeig-
ney, 227 Miss. 730, 86 So. 2d 672 (1956),
appeal dismissed, 352 U.S. 807 (1956); Parks
Co. v. Allphin, 295 S. W. 2d 562 (Ky. 1956);
Magnolia Petroleum Co. v. Oklahoma Tax
Comm., 190 Okla. 172, 121 P. 2d 1008 (1941).

9 Altman and Keesling, Allocation of Income
in State Taxation, 101 (2d ed. 1950); see Gold-
stein and Brookes, loc. cit., Note 20, supra. The
nature of a unitary business is briefly discussed
in the Willis Subcommittee Report, Vol. 1, p.
167, Note 30, supra.
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and hotel operations are typical of busi-
nesses that "may generally be considered
separate even though similar activities
are carried on in other states," but the
authors are careful to add the qualifica-
tion that such a business "may be con-
ducted so as to make it unitary in char-
acter." 40

The California Concept of Unitary
Business

The California Supreme Court has in
recent years developed the unitary busi-
ness doctrine, acting on initiative of a
vigorous and widely respected state tax
administration. Perhaps the leading judi-
cial statement of the nature of a unitary
business is found in the California Su-
preme Court's opinion rejecting the
claim for separate accounting in the
Butler Bros. case.4' As described in the
later California Supreme Court opinion
in Superior Oil Company:

"Butler Brothers was a corporation
engaged in a wholesale merchandising
business with outlets in several states, in-
cluding California. Each outlet operated
independently, including the purchase and
sale of goods, but each was subjected
to central executive control from the cor-
poration's principal office in Chicago. The
outlets shared in corporate overhead, ex-
ecutive salaries, central advertising, and
the expenses of maintaining a central
buying division, although the cost of each
purchase and the expense incurred there-
in were chargeable to the individual out-
lets concerned. During the year in ques-
tion the California operations suffered a
loss, whereas the overall operations real-
ized a profit. The corporation's separate
return of its California business included
the apportioned share of the common
administrative expenses.

"In affirming the judgment, this court
stated . . . 'It is only if its business
within this state is truly separate and dis-
tinct from its business without this state,

40 Op. cit. Note 39, supra, at p. 102.
41 Butler Bros. v. McColgan, 17 Cal. 2d 664,

111 P. 2d 334 (1941).

so that the segregation of income may
be made clearly and accurately, that the
separate accounting method may properly
be used. Where, however, interstate op-
erations are carried on and that portion
of the corporation's business done within
the state cannot be clearly segregated
from that done outside the state, the unit
rule of assessment is employed as a de-
vice for allocating to the state for taxa-
tion its fair share of the taxable values
of the taxpayer. . . If there is any evi-
dence to sustain a finding that the opera-
tions of appellant in California during the
year 1953 contributed to the net income
derived from its entire operations in the
United States, then the entire business
of appellant is so clearly unitary as to
require a fair system of apportionment
by the formula method in order to pre-
vent overtaxation to the corporation or
undertaxation by the state.'

"'In accordance with the foregoing
analysis it is our opinion that the unitary
nature of appellant's business is definitely
established by the presence of the follow-
ing circumstances: (1) unity of owner-
ship; (2) unity of operation as evidenced
by central purchasing, advertising, ac-
counting and management divisions; and
(3) unity of use in its centralized execu-
tive force and general system of opera-
tion.' " 42

These three "elements of a unitary busi-
ness" have been repeated in other
cases. 43

The interrelation and interdependence
of the various steps in the production of
income, within and without the state, as
the b isis for unitary business treatment
were emphasized in the Superior Oil Co.
case, cited above, in which the taxpayer
sought and obtained unitary business
treatment over the California taxing au-
thority's objection. Superior was engaged
in producing and selling petroleum and

'12 Superior Oil Co. v. Franchise Tax Board,
34 Cal. Repr. 545, 386 P. 2d 33 (1963).

43 See Edison California Stores v. McColgan,
30 Cal. 2d 472, 183 P. 2d 16 (1947); cf. the
language of the Supreme Court of the United
States in Butler Bros. v. McColgan, Note 16,
supra.
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petroleum products in eight states, in-
cluding California. It sought unitary
treatment because, as reported, it sus-
tained losses in Arkansas and Louisiana,
and sought thereby to offset the income
as reported from California by these
losses. Superior was not an integrated oil
company, since it did no refining and
processing (except on a minor scale).
It sold its crude petroleum typically at
the well site to other oil companies,
which refined and processed it for retail
distribution and sale. All its Ca!ifornia
crude oil mined was sold within the
state, and all crude oil mined outside the
state was sold outside California. The
executive offices of the Company were
located in Los Angeles, which also ban-
dled accounting, purchasing of equip-
ment and supplies and insurance matters
for the entire enterprise.

The state sought to tax Superior on its
separate net income, determined by ref-
erence to its operations, receipts and
expenses in California alone. The Trial
Court found that:

"'California business operations con-
tributed substantially to the out-of-state
portion' of its business in areas relating
to executive policy making, administra-
tive control, coordination of exploration
activities, well production and land ac-
quisition, training of technical personnel,
specific scientific and technical develop-
ment and testing laboratories, drilling
operations and drilling equipment, manit-
facturing and sales, accounting, tax re-
turns, personnel, insurance and purchas-
ing.

"The court also found that 'Superior's
California operations were substantially
dependent upon the out-of-state opera-
tions' in areas relating to the borrowing
of substantial funds on assets located out-
side of California in order to finance
projects within California, the transfer of
company funds from sources outside of
California to finance projects within Cali-
fornia, legal counseling provided by the
chief counsel located in Texas and other
attorneys in Washington, D. C., the sup-
plying and control of tubular materials

from Superior's Texas office and txauisfer
of other materials to California from com-
pany sources outside of California, fiscal
control from Superior's Texas office for
half of the year in question, geophysical
technical information and services sup-
plied to California from the company's
Texas laboratories, certain land-lease con-
trols supplied by offices in Texas, the
transfer of valuable drilling equipment
from out-of-state for California opera-
tions, the transfer of skilled personnel
from out-of-state for purposes of per-
forming services in California, and the
supply, on a daily basis, of technical and
other information to the company's Cali-
fornia offices in order that executive and
policy decisions could be made and over-
all control exercised."4

The State argued, strangely for a tax-
ing authority that has pressed the uni-
tary business conception to the limit
when the result was to produce larger
taxes, that "the employment of an allo-
cation formula is justified only when the
various local operations are so essential
to the overall operations that it is im-
possible to make separate accounting
computations." The Court rejected this
position and held that the business was
unitary and that the taxpayer was en-
titled to formulary apportionment, de-
claring:

"It is only through a multitude of in-
dividual operations which precede and
make possible the outflow of petroleum
at a producing well that Superior is able
to obtain possession of a product which
it can market. While the actual recovery
and sale of the crude oil are, perhaps,
local activities, nevertheless very exten-
sive interstate transactions are thereto-
fore involved in the other individual
operations which make such Froducion
possible. The evidence here reveals th-ct
such essential factors as land acquisition,
exploration, technology, testing, availabil-
ity of equipment and personnel, financing
and many others are definitely interstate
in character. It must also be considered
that each producing well in a particular

44 386 P. 2d, at r. 3'.
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state is the end product of interstate ac-
tivities which may involve many other
unproductive wells in many other states.
Superior's products are thus acquired for
the local market only as the result of
interstate transactions .... "45

A Restrictive View of Unitary Business
The Nlinnesota Supreme Court by way

of contrast has recently gone to the other
extreme in narrowing the scope of uni.
tar), business, likewise in an oil company
case. In Skelly Oil Co. v. Commissioner
of Taxation the company, unlike Superior
011, carried on the functions of an in-
tegrated oil company, froin production
and manufacturing to the marketing of
crude oil products and accessories; it
also maintained its own pipelines."" All
of Skelly's production facilities were
located outside Minnesota. Although
Skelly is an integrated oil company, it
sells the bulk of the oil it produces to
other oil companies; less than 10 per
cent of the crude oil Skelly produces is
manufactured by it into gasoline, lubri-
cating oil and other products. It was
these 1)roducts, manufactured 1)y Skelly
from its crude oil resources outside the
State, that were marketed in Minnesota.

In determining Skelly's net income tax,
the Minnesota Commissioner of Taxa-
tion applied the state's three factor Mas-
sachusetts formula to thc company's
entire net income. In a lengthy opinion
reviewing the unitary business decisions,
the highest court of Minnesota sustained
Skelly's contention that its production
operations and its manufacturing on the
one hand and marketing operations on
the other, constituted "separate and in-
dependent businesses." Since no produc-
tion or manufacturing operations were
carried on within the state, the company
was entitled to exclude from its appor-
tionable base all income derived from
the production and sale of crude oil mt-
side the state. In reaching this eoncll-

45 386 P. 2d, at p. 39.
'" 269 Mimi. 351. 131 N. \V. 2d 632 (1964),

sion, the Court approved the analysis
of the State Board of Tax Appeals, as
follows:

"Skelly's refining and marketing opera-
tions do not serve to increase the amount
of the company's production income,
which is fully earned at the point where
the crude oil is available for sale, . .. it
is there that production operations cease,
and that the value of the crude oil pro-
duced Is represented by the posted field
price, a bona fide competitive price ...
Under the circumstances the Board of
Tax Appeals was clearly justified upon the
record in finding that the taxpayer was
engaged in two separate businesses; that
the business of producing was In no way
dependent upon the business of market-
ing; that each btisiness could be oper-
ated entirely Independent of each other;
and that all pro(ducing income is fully
earned at the wll-head and is not In-
creased or affected by Skelly's mnanufac-
turing and marketing activities.

"The business of producing was In no
way dependent upon the business of mar-
keting, Each business could be operated
entirely independent of each other. Some
companies are engaged only in the pro.
(bicing business and some only in the
marketing and refining. All producing In-
come is fully earned at the well-head and
is not increased or affected by the manu-
factdring and marketing activities.

"Under our interpretation of the Min-
nesota law and the Mimiesota casws inter-
preting that law as well as the United
States Supreme Court decisions in allo-
cation cases in general, unless there can
be shown some connection or interdepen-
dence between the two businesses, in this
case production and marketing, none of
the income from production could be al-
located to Minnesota for income tax pur-
[)OSes." 47

The Operation of Separate Accounting
The Skelly and Superior cases reflect

two extremes of defining the contours
of a unitary business, both of which, I
suggest, ought to be rejected. The Skelly

47 131 N. W. 2d, at pp. 642, 643.

LEST COPY AVAILABLE
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case disregards the underlying reasons
for the development of formulary appor-
tionnent, namely, that there is no vial)Ie
way of scparatelI accounting for the
profits of a business where interdepen-
dent operating functions that produce
the profits of the enterprise are carried
on in more than one state. Thus, to take
it simple case, where goods are manufac-
tured in State A and sold in State B,
efforts to account separately for the
profit from these interdependent opera-
tions have floundered on the inability to
find acceptable methods of breaking up
the profit realized into a "manufactur-
ing" profit and a "selling" profit.48 Two
methods of making the segregation are
commonly employed: (a) determining
the price at which the goods should be
deemed to be billed by the manufac-
turing affiliate or division, by using the
prices at which similar goods are sold
by other manufacturers to independent
customers in the trade; and (b) deter-
mining manufacturing costs, and adding
a judgment determined "reasonable
profit." In both cases central adminis-
trative and general expenses are then
allocated between manufacturing and
selling; and other specific costs* for each
of the economic steps are likewise sepa-
rately charged.

The latter step can be accomplished
without too much difficulty or too great
error, by using normal cost accounting
techniques, but the segregation of the
"manufacturing" and "sales" profit is a
speculative and unreliable process. The
major difficulty in resorting to the prices
used by other manufacturers selling to
independents is to find a sufficient num-
ber of comparable sales under compar-
able terms and conditions. At the outset,
what is the trade to be used to make the
comparison? In the motor industry, for

48Professor Ford many years ago demon-
strated the inherent weaknesses in such an ef-
fort. See, The Allocation of Corlporate Income
for the Purposes of State Taxation, N.Y. State
Tax Comm. Sp. Rep. No. 6 (1933); see also,
Palestin, loc. cit. Note 23, supra.

example, the evidence must doubtless be
broken down, so as to compare the profit
on truck sales with other truck sales, not
passenger cars; and, with respect to pas-
senger cars, the profits on lower priced
mass-produced cars, such as Falcons,
must probably be compared with Cor-
vairs, although Chevrolets might pos-
sibly be comparable, but probably not

-with Lincolns or Cadillacs. In some in.
dustrics, the major manufacturers do not
sell to wholesalers or jobbers, but deal
directly with retailers, so that there are
no sales of significance to wholesalers or
Jobbers on which to base the manufac-
turer's selling price to its sales division,
Moreover, if we do find enough sales
of comparable products at arm's length
by other manufacturers, we must still ac-
count for profit variations, depending on
volume of sales terms of payment, de-
livery dates, geographical variations, and
so forth. All these variations make the
search for comparable prices elusive and
speculative.

If we turn to the other method of seg-
regating "manufacturing" profit from
"selling" profit, by determining the costs
of manufacture, and then adding a "rea-
sonable profit," we find ourselves in a sim-
ilar morass of dissimilarities. Mark-ups
vary sharply industry by industry, and
are affected by such factors as the own.
ership of patents, trade secrets, the ma-
nipulation of prices where monopoly or
oligopoly reigns, special problems in-
volved in the introduction of new prod-
ticts, and the like. To seek to develop
standards of normal mark-up over manu-
facturing costs is difficult enough in deal-
ing, for example, with the women's cloth-
iig industry, but becomes hopeless in
setting standards for the endless variety
of products manufactured by a giant
such as General Electric-where, for ex-
ample, entirely different standards pre-

.vail for atomic power stations as com-
pared with mass products such as TV
sets and refrigerators. Bearing in mind
that State Tax Commissioners must deal
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both with such conglomerates as General
Motors, General Foods, RCA, I.T. & T.,
and the great oil and chemical coin-
panics with their endless'variety of prod-
ucts, as well as with- the thousands of
smaller enterprises which do business
across state lines, it becomes apparent
that it is virtually impossible to admin-
ister a taxing statute that requires the
establishment of imputed reasonable
manufacturer's profits forAmenrican busi-
nesses over the country.

A Middle Grouul: The Tie-In of Unitary
Business with Interdependent Operating
Functions

These are the considerations which
underlie our conclusion that the Court in
Skelly erred in holding that the business
of producing and refining oil outside
Minnesota and marketing it within the
state was not a unitary business. Skelly
was, in our view, a classic example of
interdependent operations of a unitary
business, where formulary apportion-
ment is both appropriate, and, crude
though it be, is our best available viable
tool for determining a state's proper
share of the income of the enterprise.49

Superior Oil, on the other hand, pushes
the unitary business conception to an ex-
treme that is not responsive to the rea-
sons for formulary apportionment, and
tends to produce misallocation, and
hence tax inequities. Because the com-
pany's operating functions consisted of
drilling for and producing oil and selling
it at the well site to other companies,

40 The Committees of the National Tax Asso-
ciation that have been the prime movers In de-
veloping formulary apportionment for unitary
business have long recognized that:

"All methods of apportionment of trading
profits are arbitrary. . . . [T]hcre is no one
right rule of apportionment .... [T]he only
right rule of procedure is a rule on which the
several states can and will get together as a
matter of comity." "Report of the Committee
on the Apprtionment Between States of
Taxes on Mercantile and Manufacturing Busi-
ness," 1922 N.T.A. Procs. 198, 201.

with each state's production being sold
within the state, the crucial factor that
underlies the rationale for reaching out
to take into account activities in other
states, the segregation of the profits from
producing and from selling, was missing.
The Court bottomed its conclusion that
"Superior's operations were substantially
dependent upon out-of-state operations,"
on (a) transfers of funds from out of
state and borrowing on out-of-state assets
to finance California operations, (b)
legal counselling provided by company
counsel outside the state, (c) the trans-
fer of equipment and materials from out-
of-state branches, (d) fiscal control, (e)
technical and laboratory assistance and
information, and (f) the transfer of em-
ployces from other branches.

Obviously, the non-operating functions
relied on by the Court to conclude that
Superior's in-andoiout-of-state operations
were a unitary business, subject to ap-
portionment, are important, and may be
crucial in contributing to the profits of
the enterprise. Indeed, a major function
of holding companies, and of a large ag-
gregation of branches in a single-entity
set-up is to provide capital which each
individual company or branch could not
command; and the same may be true of
research laboratories, national advertis-
ing, specialized legal, accounting and en-
gineering services, and so forth. And
these centralized operations may be a
factor in the greater profitability of some
larger enterprises, as compared with
smaller businesses. But that is not the
linchpin of forinulary apportionment.
The costs of these centralized operations
can be spread by cost accounting meth-
ods regularly used by accountants for
internal accounting, SEC registration
statements, reports to regulatory agen-
cies for rate-making, and for other pur-
poses. True, since controlled companies
or branches of a corporation arc in-
volved, the charges for the centralized



182

services or joint operations, such as a
research laboratory, ought to be closely
scrutinized so as to avoid the risk that
costs will be improperly loaded onto op-
erations in high tax states in order to si-
phon off income to states with lower taxes.
But the state statutes have provisions de-
signed to prevent such improprieties in
cost allocations. The underlying point is,
however, that such matters require a
spreading of costs; which can be ac-
ceptably accomplished by distributing
charges on a time, or gross volume basis,-
or by other workable methods, and do
not involve the elusive effort to segregate
profits between interdependent steps in
operations, such as producing in one
state and selling in another.

Consequently, the non-operating func-
tions of an enterprise, relied on in Supe-
rior Oil, although centralized, ought not
lay the basis for holding the enterprise
unitary. Not only is there no reason in
the considerations which gave birth to
formulary apportionment to push the
technique to this point, but perhaps of
greater moment is the fact that so broad
a sweep of formulary apportionment
tends to push distortion and misalloca-
tion to unacceptable levels. Superior Oil
is a case in point. The company had earn-
ings in California, on a separate account-
ing for the operations in that state, of
$10.6 million, but because it had losses
on a separate accounting basis in other
states ($3.4 million in Louisiana), uni-
tary apportionment enabled the taxpayer
to reduce its California income by such
out-of-state losses to $1.1 million, about
10 per cent of its California operating
profits on a separate accounting basis.
Businesses again and again do operate
more profitably in one state than another;
regional profits vary; when a now market
is being exploited, profits are likely to be
low, and when a new product has been
developed ahead of competitors, profits
for that division may be high, and so on.

Moreover, there is ample statutory

warrant in the laws of most states, at
least, for avoiding the type of distortion
due to formulary apportionment-at
times resulting in overtaxation and at
other times in undertaxation-where the
formulary apportionment is grounded on
ancillary, non-operating functions. The
California statute applied in Superior Oil
is typical. The statute called for "an allo-
cation upon the basis of sales, purchases,
expenses of manufacture, payroll, value
and situs of tangible property, or by ref-
erence to any of these or other factors
or by such other method as is fairly cal-
culated to determine the net income de-
rived from or attributable to sources
within this state. . . ." The Uniform Di-
vision of Income for Tax Purposes Act
contains a similar provision,."
Such statutory provisions afford ade-
quate legal authority for limiting for-
mulary apportionment to interdepend-
ent operating functions.,' It is to be
observed that frequently this may mean
treating an enterprise as unitary on a
regional basis. For example, if a manu-
facturing business divides its operations
on a regional basis, with its sources of
raw materials, processing and marketing,
in the Pacific Coast states interrelated,
but with similar functions carried on
along the East Coast by the Atlantic re-
gion, the Pacific and Atlantic regions

50 The Uniform Act prescribes a three-factor
Massachusetts formula for operating Income,
and then provides that if

"the . . . allocation and apportionment pro-
visions . . . do not fairly represent the extent
of the taxpayer's business activity in this
state, the tax authority may, or the taxpayer
may petition for separate accounting a varia-
tion of the formula 'which will fairly reflect
the taxpayer's business activity in this state'
or the employmentt of any other method to
effectuate an equitable allocation and appor.
tionment of the taxpayer's income.' " Sec. 17.
01 It is to )e observed that most state statutes

measured by net income already require direct
allocation of designated items of income, such
as rents, royalties, dividends, Interest, in addi-
tion to formulary apportionment of general busi.
ness or operating income.
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would each properly be classified as uni-
tary businesses and be subject to ap.
portionment by formula, but not the
combined enterprise, despite centralized
management, financing, advertising, re-
search, and the like.

Formulary apportionment has long
been, and remains, a highly useful inven-
tion but, like many new devices, it has
been pushed beyond its effective scope to
a point where its proper functions need to
be carefully re-examined. In this re-look
at the growth of formulary apportion-
ment, I have suggested that the test of a
unitary business be bottomed on the in-
terdependence of the basic operating ac-
tivities of the enterprise. This would
embrace not only the typical buying or
manufacturing of goods in one state and
selling them in another, but also inter-
state transportation and communication,
mining or processing in one state and
selling in others, and the like. However,
centralized management, financing, ad-

vertising, the use of patents, trade marks
and know-how, the training or furnishing
of personnel and of legal or technical
services, and other ancillary or suppor-
tive activities, important though they be
to the profits of the entire enterprise,
ought not ordinarily, at least, lay the
foundation for multistate unitary busi-
ness apportionment by formula. Such an
approach to the contours of the unitary
conception is amply Justified by the
broad and flexible statutory provisions
for the division of income, capital stock
and other tax measures in most states.
And given the recent Supreme Court
decisions, which may perhaps reflect a
new approach to state tax apportionment
problems, such a circumscription, of the
unitary business may conceivably emerge
as a requirement of the Due Process and
the Commerce Clauses in preventing ex-
traterritorial taxation and in proscribing
undue burdens on interstate commerce.
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The CHAIRMAN. I am going to call Mr. L. Ward Mendenhall next
because I have to leave but before I (1o I want to hear this witness. I
see Mr. Taylor is accompanying Mr. Mendenhall. I am indebted to
your lawyer, Mr. Mendenhall, I studied his notes when I went toIaW schlool.

I am pleased to hear from you both.

STATEMENT OF L. WARD MENDENHALL, SECRETARY-TREASURER,
NATIONWIDE ADVERTISING SPECIALTY CO. AND TEXAD SPE-
CIALTY CO., BOTH OF ARLINGTON, TEX., ACCOMPANIED BY B. B.
TAYLOR, ESQ., TAYLOR, PORTER, BROOKS & PHILLIPS

Mr. MENDENHALL. Thank you, sir. I would request that my entire
written statement be made a part of the record at these hearings.The CHAIRMAN. We will (do that.

Mr. MENDENHALL. And I am talking solely about sales and use
taxes. I am a certified public, accountant in Texas and I am employed
as secretary-treasurer of the Texad Specialty Co. and Nationwide
Advertising Specialty Co.

These two corporations are wholly owned by the widow and children
of the late John W. Newbern, who founded he business in 1947, We
have 98 employees and last year had a net income after taxes of
$44,000.

Our only offices are in Arlington, rex., and we (1o nothing anywhere
else except through the U.S. mails.

These companies are jobbers in the advertising specialty industry.
Dealers mail us their customers' orders for prints, calendars, and so
forth. After acceptance we mail the orders to the various manufac-
turers who produce and imprint the items and ship them directly to
'the purchasers.

The CHAIRMAN. Let me ask you this. You wanted us to print the
entire statement. I see attachment B which runs about 20 pages and
I see an attachment C here which is a )rief. I hope you are not asking
us fo print this whole brief in the record?

Mr. MENDENHALL. No, sir.
The CHAIRMAN. We will of course print your statement. If you want

to we can include attachment B, but I think C is a little too bulky.
Mr. MENDENHALL. I appreciate that because I think attachment

B is very significant.
The CHAIRMAN. We will attach B because it does have some charts

and tables which illustrate your point. I will not ask that we print
attachment C because I think it would be too much of a burden foif
the record, but we will keep it in the committee files for those of us
who want to use it.'

Mr. MENDENHALL. Yes. Thank you.
As I was saying, the manufacturers, after they produce and print

the items, ship them directly to the purchaser. We don't manufacture
or ship anything and we never even have title to the merchandise that
is purchased.

The Louisiana courts have correctly held that these dealers are
independent contractors but the Alabama courts have ambiguously

I Attachment C was made a part of the official flies of the committee.
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held that they are commissioned salesmen. So far we have had litiga-
tion on this point on Alabama, Georgia, Florida, Arkansas, andLouisiana.

The Louisiana case involves a parish tax of $1,179 for 3 years and
is now pending on appeal in the U.S. Supreme Court even though
the legal division of the Louisiana Department of Revenue advised
Texas that it was not subject, to any Louisiana tnx. During the past
8% years we have spent, over $84,000 in attorneys' fees and expenses
i five States anT our in-office expense defending these claims
exceeds $102,000.

The reason we let ourselves get, into a mess like this is very simple.
In 1965 the State of Florida filed a suit relying on its own Stcripto
case against Nationwide for $4,100. After interrogatories were filed
and answered, the case was (ismissed. Therefore we did not think
that Scripto applied to us and we still don't think it applies to us oven
though later we were hung in Alabama based on Scr/po.

On February 24 of 1959 the U.S. Supreme Court rendered its historic
Northwestern State.q Portland Cement Company v. AMinne.'ota decision
and Justice Frankfurter, in his dissentt, pointed strongly to the burden
of State and local actions on interst-te small businesses. I represent
two of the small businesses that he referred to.

Congress apparently agreed with Mr. Justice Frankfurter because a
Senate comnlittee started hearings on April 8, 1959, which resulted in
Public Law 86-272 which was signed by the President September 14,
1959, only 6 months after the Northwesi-Stockham case decision.

After the Scripto decision, in 1969 Congress amended 86-272 to
include sales and use taxes and other State taxes in its study that was
to be made on State taxation of interstate commerce. But, Public
Law 86-272 (oes not provide a uniform jurisdictional standard for
doing business. It, deals with State and local income taxes only. It
leaves the mutter of State and local sales and use taxes wide open for
wholesale litigation. 1 1o not think it, is right that a company can be
doing business within a State for purposes of being required to collect
and remit State and local sales and use taxes and yet it is not "doing
business" for income tax piu poses.

For years the National Association of Tax Administrators and
Multistate Tax Commission have been asking Congress to delay
action on this matter supposedly so they can propose uniform legisla-
tion. After all of .this time they apparently can agree only on further
delaying congressional action. We recently nailed inquiries to 43 States
in an attempt to determine what our tax liabilities vould be in these
States. After 90 days we have only had 34 replies. Six of these replies
gave us an unqualified "yes" that we were required to collect sales and
use taxes and one a possible "yes." Nine gave us an unqualified"no". Two gave us a possible "no". Six advised us to consult aprivate attorney. Three said that they had no sales and use tax law.Seven sent us copies of their tax laws with either an indefinite explana-
tion or no comment.

The Willis subcommittee reported, in 1964, that there were 2,329
different governmental entities levying a sales and use tax. Today there
are at least 8,111 such tax levying entities. According to the U.S.
census there are 23,842 States, cities, towns, counties, et cetera, and
all of these potentially may levy sales and use taxes.
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Some States claim that any legislation in this field. would cau. e a
loss of revenue to the States. Actually a uniform use tax law would
mean more money for the States, cities, et cetera. The Willis subcom-
mittee reported that there is a 90-percent noncompliance under the
existing system.

If there were one uniform set of sales and use tax rules for all of the
50 States, and 1 central collection authority for each State and if
there were no requirement to breakdown our sales by local jurisdic-
tions, there would be no serious problem for us to collect and remit
the use tax to the 50 States. The present State situation, with 8,111
different sales and use tax laws is intolerable,

The Willis subcommittee recommends, regarding back taxes, that
liability be barted for prior years if a company had no realty nor
employee in the State and no deliveries in the State.

After the Alabama courts held that Nationwide must collect and
remit the use tax, Nationwide paid $24,164 to Alabama in principal
and interest for the II years of 1962 through 1972.

Now we are litigating against a completely erroneous and arbitrary
assessment of $62,760 through 1964 through 1970.

Now, if Congress does not put a stop to this liability for back taxes,
Nationwide and Texad andI thousands of'other small businesses will be
driven out of interstate commerce and ultimately into bankruptcy.

Congress has been debating this question since 1959. We cannot
survive another 14 ),ears of hearings an(d studies.

We respectfully urge andi request that, while this debate continues,
the stopgap legislation, Public Law 86-272, be amended to cover sales
and use taxes as well as. income taxes.

We beg relief from this monster which is killing us and other small
businesses in interstate commerce.

The CHAIRMAN. Thank you. You heard Mr. Traigle testify. What
do you think about his plan?

Mr. MENDENHALIL. I think Mr. Traigle'.- plan is the most realistic
approach I have heard to this today aiid I have read it,. Mr. Taylor
gave me a copy of it and I read ii. There is only one thing that I
think is not covered in it that should be certainly considered and that
is the possibility for "back taxes".

The CHIAIRMAN. Well, it seems to me that the approach Mr.
Traigle suggests is a good one and lie appears willing to accept reason-
able modification and I would think something to take care of back
taxes could be incorporated if there is no great objection on his part
to it.

I don't know precisely how such a provision should read but some-
thing could be drafted which would meet the needs of the States and
at the same time make it possible for the small businessman to comply
with it.

Mr. MENDENHALL. Yes, sir.
The CHAIRMAN. I do think this proposal, where all the taxpayer

would have to do is pay the average State tax, with some limitations
such as the tightening up I suggested, should be considered. For
examl)le, I think the States in fairness ought to be willing to limit
themselves to no more than the average tax in the State. For example,
if the State tax is 3 percent, as it is in Louisiana, and in New Orleans
it goes up to 6 percent because of their additional local taxes, I do
think in fairness it should be the average tax in the State so that the
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State can't just pick the highest point existing anywhere in the State
and say that is the tax rate out-of-State vendors would have to pay.
If it were about the average tax paid in the State, collected only at the
State level then you wofll probably have fewer compliance difficulties.

Mr. MENDENHAIL. We wouldn't even if they mind picked the
highest rate. We won't have any compliance problem then because
this tax would be passed on. Even if we had to break ourselves down
to 50 States it, would still be no )roblem.

The CHAIRMAN. Well 1 think your position is most reasonable. You
are not asking to avoid paying your share of taxes. You are only asking
for a tax system with which you can comply and it seems to me that
is perfectly reasonable.

Senator MONDALE. Now let's take the situation where one com-
munity has a 5-percent sales tax anti another community has none
within a given State and the State establishes, say, a 3-percent
State sales tax. Then the State establishes a 6-percent average sales
tax for out-of-State vendors and ask you to pay 6-percent on your
sales in the State. What happens to the community y that is only going
to get, the 3-percent sales tax where before, it was demanding a 5-
percent sales tax? I wonder how you deal with that in Federal
legislation ?

Mr. MENDENHALL. Well, sir, as far as what the overall rate is, it
won't be any concern of ours the way I see it except that people
under those .on(litions might refuse to pay any tax.

Senator MONDALE. You see what 1 am getting at?
The CHAIRMAN. If I might suggest an answer? It seems to me this

is a situation where Congress has the right, if it wants to, to forbid
that State to collect that tax at all. Now it seems to me in resolving
this impasse we are talking about taxing a transaction that is es-
sentially bne in interstate commerce. The States, as Mr. Traigle
testified, feel 90 percent of this revenue is being lost by the States now.
It seems to me we have here a taxpayer saying he is willing to pay
but he would just like to know how he can comply with the various
tax laws.

Now, if you say that we at the Federal level can tell the State, OK,
you can collect sales and use taxes at an average rate, we then let the
State worry about settling ill) with the local communities. We can
then say to the businessmen, all *right, we at the Federal level will
give you a simplified way to comply and the State will collect that
money. For instance, in the State of Louisiana, we at the Federal
level would say that it is up to you to settle this Morgan City matter-
that is the case that was referred to-and it is not our problem. You
are having a l)roblem dealing with Morgan City, I believe, and-

Mr. MENDENHALL. Mr. Chairman, I think you would have more
uniform local tax rates if this comes about, because if somebody did
not have a local tax where somebody else did, then I think they would
all start passing more uniform local taxes.

The CHAIRMAN. It seems to me the States that have sales taxes
would receive more money as far as this legislation is concerned, and
it would besimple enough to ask the States to settle with the localities.
We at the Federal level should say it is up to you to settle with Morgan
City or New Orleans or Baton 'Rouge. That is how the plan would
work, as I see it.
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Senator MONDALE. Is it your position that it is not the taz that
really bothers you, but is the compliance burden imposed by all these
different taxing jurisdictions?

Mr. MENDENHALL. Yes, sir. I have 98 employees total.
Senator MONDALE. You have 98 what?
Mr. MENDENHALL. I have 98 employees. And we do not have com-

puters. We just have adding machines and calculators, and we have
to do everything by hand. I don't know how many people it would
take if we had to break our sales down by every parish and school
district and county and city, and in some cases what they call a
police jurisdiction which is outside the city limits but within. so many
miles like you have in Alabama. I mean they are all so complicated
that nobody could keep up with it.

The CHAIRMAN. According to your statement, you say 8,111
different sales and use tax laws have to be considered in trying to
do business?

Mr. MENDENHALL. Yes, sir. I had my secretary go through the
Commerce Clearing House Tax Service listings of State sales taxes,
and count them.

The CHAIRMAN. Well, either she or you are entitled to some sort
of reward for counting all of them.

Mr. MENDENHALL. Thank you.
The CHAIRMAN. Thank you very much, gentlemen.
[The statement of Mr. Mendenhall with attachments follows:1

STATEMENT OF L. WARD MIENDENIIALL, SECItl,;TARY-TEA.MUREIt, NATIONWIDE

ADVERTISING SPECIALTY Co. AN!) TEXAS SPECIALTY CO.

SUMMARY

1. Texad and Nationwide are two family-owned corporations in Arlington,
Texas. They do nothing anywhere else except through the interstate mails.

2. Thoy have 98 employees, and a combined net taxable income (for 1972) of
$67,486; net after-tax income (for 1972) was $44,648.

3. They are jobbers in advertising specialty industry; they receive orders
through the mails; forward same (through the mails) to manufacturers. The
manufacturers ship directly to purchasers.

4. Because P.L. 86-272 fixed a mininiumfl jurisdictional standard (or "nexus")
as to state and local income taxes only, but left state and local USE TAXES open
for wholesale litigationI these corporations have had litigation in five states;
have incurred attorney s fees in the sum of $84,372. In-office (intra-company)
expenses in fighting these matters has exceeded $100,000.

5. Nationwide (after unsuccessful litigation) has paid $24,000 to Alabama, for
"back taxes" (1962-1972) and is litigating with the State of Georgia for taxes
1964-forward, the arbitrary assessment, 1064-1970, being $62,760.

6. Texad is now appealing to the U.S. Supreme Court from a decision of the
Louisiana Courts that it must pay $1,179 in use tax moneys to one Louisiala
parish, despite the fact that the Louisiana Collector of Revenue had ruled that
(as to the State) no such taxes are due.

7. There are two harsh and inequitable aspects of the problem:
(1) Lack of Uniformtity in use taxes. There are 8,111 "different" taxing

entities (states, cities, counties, etb.) which now actually levy use taxes
in various ways and at varying rates. Compliance is im)osihle.'Potentially,
the number of such tax levying entities exceeds 23,000.

(2) The Matter of Liabihty for "Back Thxes"; i.e., taxes for prior years.
As can be seen from the figures stated above, if Congress does not put a
stop to this liability for back taxes, and if all 50 states get into the act,
Nationwide and Texad (and thousands of other small businesses) will be
forced out of interstate business and into bankruptcy.

8. Congress has been debating this question since 1959. Nationwide and Texad
(and others) cannot survive another 14 years of IIearings and Studies. They
urgently request that, while this debate continues, the "stop-gap" legislation
(P.L. 86-272) be amended to cover sales and use taxes, as well as income taxes.
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STATEMENT

I am L. Ward Mendenhall, of Arlington, Texas. I am a Certified Public Ac-
countant, employed as Secretary-Treasurer of two Texas corporations, Texad
Specialty Company and Nationwide Advertising Specialty Company. These
corporations are wholly owned by the widow andchldren of the late John W.
Newborn, who founded the business in 1947.

Together, the two corporations have 98 employees, and a combined net taxable
income (for 1972) of $67,486.27, and net income, after taxes (1972) of only $44,648.
The corporations have their offices In Arlington, Texas, and do nothing anywhere
else except through the United States mails.

These companies are two (of about 500) jobbers in the advertising specialty
industry. Dealers in advertising specialty items (typically calendars, pens, match
books, etc., with advertising printed on them), send orders to us (through the
mails) for their customers, for acceptance and forwardin to (about 1600) various
manufacturers, who produce and Imprint the items. 'then, the manufacturers
ship the Items directly to the purchasers. Our two companies neither manufacture
nor ship anything. We never have title to the purchased items.

Upon request, we furnish manufacturers' catalogues and samples to these
Dealers for whatever the cost is to us.

The Louisiana trial court (duly affirmed) correctly held that these Dealers are
"Independent Contractors." The Alabama courts 'have ambiguously held that
they are "commission salesmen." I

The courts of Alabama have held that Nationwide must collect and remit the
Use Tax on items shipped to Alabama purchasers, by the various manufacturers
and (alternatively) must pay the Use Tax. 'he Supreme Court of the United
States (in 1973) refused to review this case.2

So far, we have had litigation on this point in Alabama, Georgia, Florida,
Arkansas, and Louisiana. The Louisiana case 3 (which involves a parish tax of
only $1,179, for three years) is now pending on appeal to the United States
Supreme Court, even thogh the Legal l)lvision of the Department of Revenue had
advised Texad Specialy Company that: ". . . the company will not l)e subject
to any Louisiana tax." (See Syllabus No. IX on page 24 of rexad's Jurisdictional
Statement to the Supreme Court of the United States, which is attached hereto,
as Attachment "C".

I)uring the past eight-and-a-half years, our companies have expended in excess
of $84,372.19, in attorneys' fees and expenses, in these matters, in five states. Our
in-office cost of defending these claims exceeds $31,821.91. An estimated 40c/ of
my time has also been consumed in these controversies during this period. This
would amount to additional expense of $70,813.35.

The reason we let ourselves get into a mess like this is very simple: In 1965,
the State of Florida, relying on its own Scripto 5 case, filed suit against Nation-
wide for $12,000. After'interrogatories were filed and answered by )oth sides,
this case was dismissed. Therefore, we did not think the Scripto case applied to
is. Even though we were "hung" in Alabama based on the Scripto case, we still
do not think it applies to us.

That wording might seem a bit harsh; so let me acquaint you with the facts
and let you be the judge.

Nationwide's case was heard in the circuit court of Montgomery, Alabama, In
May, 1969. On June I1, 1969, the judge who heard the oral testimony held:

"Scripto is quite different from this case. The Alabama statutes do not
permit the apartmentt (of Revenue) to make a Use Tax collector out of
Nationwide. The legislature of Alabama never intended to do so, and if it
had the attempt would have violated the commerce and due process clauses
of tile Federal Constitution."

On June 27, 1969, 1 was advised that appeal had been taken directly to the
Supreme Court of Alabama, which, at that time, was the only appellate court
for civil cases. Then the Alabama Court of Civil Appeals was created by Act
No. 987, Acts of Alabama, Regular Session, 1969, which was passed September 12,
1969, at 7:5G p.m., to become effective October 1, 1969. The Alabama Supreme

I See ',Iarhwent "" for a listing of the myriad, different sales and use taxes levied in the State of Ala-
nams alone.I Newhern r.. 1labama, 48 Ala.App. 265, 264 So.2d 189 (1971); Rehearing Den. 1/12/72; Cert. Den. 288 Ala.

747, 264 So.2d 1 W (1172); App. Dismissed, 41 U.S. L.W. 3168 (U.S. 16/10/72; 31 L.Ed. No. 2, p. 69; Rehearing
Den. 41 U.S.L.W. 3314 (U.S. 12/4/72); 34 L.Ed. No. 6, p. 503.

3 Plarlah of St. Mary Salee & ('e Tax Dep't. r. Txead, Inc. (Vezad SperiaUy Company), 271 So.2d 549 (La.
App. 1st Cir. 1972); Rehearing )en. 1/31/73; Writ refused 273 So2d 843 (La. 1973); No. 72-1670 on Docket of
United States Supreme Court.

4 This was made a part of the official files of the Subcommittee.
& Scripto, Inc. v. Carbon, 362 U.S. 207, 4 L. Ed 2d 660, 80 S. Ct. 619 (1960).
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Court then transferred Nationwide's case to this new court. Three judges were
appointed in November, and when the third judge assumed office on December 17
1909, Nationwide's was the first tax case heard. In its maiden effort in the field
of taxation, this court's decision on January 5, 1970, said:

"We hold that the law as enunciated in Scripto is the law of this case;
that the findings of the learned trial juidge as to the law of the case were
erroneous."

Then, the Alabama Supreme Court refused to review the findings of fact inthr(. ,nase,
U February 24, 1959, the U.S. Supreme Court rendered its historic decision

in the cases of Northwestern States Portland C&metn Co. v. Minesota, and Wil-
liams v. Stockham Valves & Fittigs, Inc.' Mr. Justice Frankfurter, in his dissent,
felt strongly that small business would b blirdened, and said:

"There are thousands of relatively small or moderate size corporations
doing exclusively interstate business spread over several States. To sub-
J.ct these corporations to a separate income tax in each of these States
means that they will have to ke(l) hooks, make returns, store records, and
engage legal counsel, all to meet th ie divers and variegated tax laws of forty-
nine States, with their different times for filing returns, different tax struc-
tures, different modes for determining 'net incomee, and, different, often
conflicting formulas of apportionnent. This will involve large increases in
bookkeeping, accounting, and legal paraphernalia to meet these new de-
mands. The cost of such a far-flung scheme for complying with the taxing
requirements of the different States may well exceed th burden of the taxes
themselves, especially in the case of simiall companies doing a small volume
of business in several States."

I represent two of these small businesses referred to by Mr. Justice Frankfurter.
Congress apparently agreed with Mr. Justice Frankfurter, and a Senate com-

mittee started hearings on April 8, 1959. This resulted in the enactment of P.L.
86-272, which was signed by the President on September 14, 195, only six months
after the Northwestern-Stockham decision was rendered.

After the Scripto decision in 1)60, Congress aniended this law to include Sales
and Use Taxes and other forrms of state taxes in the STU(JDY to be made on State
Taxation (f Interstate Commerce. But, P.I,. 86-272 does not provide for a uniform
jurisdictional standard for doing business within a state. P.L. 86-272 deals with
state and local income taxes only. It, leaves the, matter of state and local sales and
use taxes wide open for wholesale lit igation. Therefore, at the present time, we
have two sets of jurisdictional standards. It (1oes not, seem right tot me that a
company can )e doing business within a state for purposes of being required to
collect and remit state and local sales and use taxes and yet (under P.IL. 86-272)
it is not "doing business" for income tax iurl)oses.

For years the National Association of rax Administrators and the Multistate
Tax Co'immission have been asking Congress to( delay action on this matter, sup-
posedly so they can l)roose uniform legislation. After all this time, they apparently
can agree only on further delaying Congressional action.

In an attenipt, to determine what our tax status is in other states, we wrote
exactly the same letter to 43 states, outlining the way we do business and inquiring
if any of their state laws applied to us. Although this letter wias mailed 90 days
ago, we have had only :34 replies, of which only 61 gave an unqualified 'Yes,
that we were liable for collecting sales and use taxes, and one a prol)able Yes.'
Nine gave an unqualified "No," 2 a prolbale, "No," and 6 advised us to consult a
private, attorney. Three said they have no sals and use tax law, and the remaining
7 gave various indefinite answers or sent col)ies of their tax laws with no comment.
A detailed summary of these replies is attached as A TTACIJMENT "A" hereto,

ATTACIHME:NT A

The \illis Su)committee2 re ),rted that, in 1964, there were 2,,2, different
governmental entities levying a sales and us( tax. 'Today, there are at least 8,111
such tax levying entities (CCII All State Sales Tax le'port(.r). According to the
U.S. Census, there are 23,842 states, cities, town, counties, etc., and all these,
potentially, may levy sales and use taxes.

Some states claim'that any legislation in this field would cause a loss of revenue
to the states. Actually, a uniform use tax law would mean more money for the
states, cities, etc. The Willis Subcommittee reported that there is a 9'0% non-
compliance under the existing systc..m.

358 U.S. 460, 79 S. Ct. 357, 3 L. Ed. 2d 421, 67 A.L.R. 2d 11292 (1959).Report of the Special Subcommittee on State Taxation of Interstate Commerce of the Committee on the
Judiciary, House of Representatives, 4 Volumes.

BEST COPY AVAILABLE
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The harshness and inequities of the now-existing situation may b)e divided into
two parts:
First: The Lack of Uniformity.

If there were one uniform set of sales and use tax rules ft~tsitmf tit, 50 states,
and one central collection authority for each state, and if there were no requirement
that sales be broken down, segregated; and reportedfor various local taxing jurisdictions
within the states, there would N) noJ serious problem for us to collect and remit the
its(' tax to each of the .50 states. The )resent situation, with 8,111 different, sales
and use tax laws, is intoleral)le.
Second: Liability for Unassessed Sales and Use Taxes; i.e., "Back Taxes."

The recommendation of the Willis Sulcommittee, with reference to "back
taxes," is that liability would I)e ". . . barred for unassessed taxes for prior years
for years in which the company had neither realty nor an employee in the Atate,
nor made deliveries to private residencces in the State." (Vtl. 4, fit p. 11:38.)

After the Alabania courts held that, Nationwide must collect and remit the use
tax, Nationwide paid $24,164.0 to Alalama, in principal ($17,957.52), and
interest ($0,206.54), for the 11 years 1962 t through 1972,

Then, the (Georgia authorities bouncedd upon Nationwide, and are now litigating
their completely erroneous arbitrary assessment demand of $62,760.00, for Use
Tax moneys and interest,, for the years 19(14 through 1970.

Georgia is demanding nine years' hack taxes, I)lus interest. This must 1)e
paid" by Nationwide, itself, because we did not collect the tax front the Georgia

purchasers.
If Congress does not put a stop to this liability for "back taxes," and If all 50

states get into this act, Nationwide and Texad (and thousands of other small
businesses) are going to l)e driven out of interstate business and ultimately Into
)ankrui)tcy.

Congress has leen del)ating this question since 1959, We cannot survive another
14 years of Congressional Hlearings and Studies. The Willis Sulcommittee recom-
meiided relief. We respectfully urge and request that, while this debate continues,
the "st() gap'' legislation (1.L. 86-272) 1) anemded to cover "sales and use
taxes' as well as income taxes. We eg relief froin this monster which is killing
us aind other small businesses in interstate commerce.

The following recommendations of the Willis Subcomnmittee deal with Income
taxes, lut are equally apl)licable to Sales and Use Taxes.

"4. IABLITY FOR PAST Y:A11S

Under the present system there are substantial numbers of corl)orations which
have failed to file returns in States where they are legally required to do so. In these
circumstances, the accumulation of back liabilit ie 'is generally not barred by
statutes of limitations. Thus, companies that. have failed to comply remain per-
petually lial)e for taxes, interest, and penalties which in some cases may go back
as far as the adoption of the tax by the State.

lHad the pres('nt system lien f',und reasonal)le, the widespread nonfiling which
was noted might be considered delilwrate tax evasion on a Ibroad scale. Under such
circumstances there would Ie little reason for Congress to restrain the States from
collecting back taxes from t hoes(, noncomplying corporations which are eventually
discovered. Indeed, so widespread is the nonomiliance that were the system
reasonable it wouhl seem advisal h for the Fedora1 (Gvernment to play ai more
active role in assuring that interstate companies respect State income tax laws.

"The Committee's recommendations with respect to iack liabilities, however,
are based oin its finding that the system is unreasonale because of the jurisdic-
tional reach and fragmentation o(f liability resulting froim thep prevalence of market-
oriented sales factors. If these features of the )resent system are eliminated l)y
Congress as to) the future there, would appear t(o be little justification for the States
to go on assessing liabilities on the basis of similar circumstances in the past.
Accordingly the Committee recommends that if its proposals for a two-factor
formula wiih congruent jurisdiction are enacted, a company which would not have
been liable to a State had those rules lb(n in effect in the )ast may not now be held
liale to it, unless the tax has already beeti assessed."(Vol. 4, I). 11i57)

We believe that these recommendations are sound, and should be followed.
Attached hereto are the following:

(I) "A"-A Schedule showing the results of inquiries sent to 43 states in an
attempt to determine our tax status in other states.

21-350 O-74---14
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(2) "B"-A listing of the various Sales and Use Tax rates for Alabama,
showing the multitude of different local sales and use taxes.(3) 'C"-A copy of Jurisdictional Statement filed in the U.S. SupremeCourt by Texad, wiich extensively reviews the law in this field.

APPENDIX 4
In an attempt to determine what our tax status is in other states, we mailed

letters to the attorney generals of 43 states, outlining the way we do business and
inquiring if any of their state tax laws applied to us. Although this letter was
mailed 00 days ago, we have had only 34 replies, which are summarized below.
Some of the replies came from the attorney general, some from the secretary of
state, and some from the state tax department. All of these answers apply to
sales and use tax pxcept where indicated otherwise.

Nine not liable. (Iowa, Kentucky Minnesota, North Dakota Washington,
Wyoming, Colorado', Tennessee,' 'Nevada '-five of these replies were from
attorney general or assistant attorney general)

One probably not liable, but consult a private attorney. (Missouri 2-from
attorney general)

One probably not liable, butcourt would decide if question arose. (Virginia)
Three no sales and use tax law. (Montana,8 New Hampshire, Oregon-one from

attorney general)
Six liable. (Connecticut, Massachusetts, New Mexico,4 Ohio,& South Carolina,&

Mississippi 6)
One probably liable, but consult a private attorney. (Idaho &-from attorney

genera)
One liable, if sales to non-registered firms. (North Carolina)
One suggest we register on non-reporting basis. (New Jersey)
Six no opinion consult a private attorney. (California Louisiana, Maryland,

New York, Utah, Vermont-five from attorney general or assistant attorney
general)

Two no definite answer, but sent rules & said register if we do business in state.
(Illinois, Wisconsin)

One wants more information regarding billing & whether we ever have title to
goods. (Oklahoma)

One no comment because currently involved in lawsuit covering some of the
precise issues we raised. (Kansas-from attorney general)

One we will not have to qualify as foreign corporation. (Nebraska-from Sec-
retary of State)

I Colorado, Tennessee & Nevada said we were not liable for sales or use tax, but suggested that we register
as a convenience to the independent contractors if we bill and collect.

I Missouri said liable for income tax, but not sales or use tax.
I Montana has no sales or use tax law, but said liable for income tax.
4 New Mexico said liable for both income tax 6nd sales & use tax.
'Idaho, Mississippi & Ohio & South Carolina all quoted Scripto.
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ATTACHMENT "B"

The Unbelievable Confusion

In the State of Alabama there are 22 counties, 190
cities and 134 police jurisdictions that have sales and use
taxes. The state administers and collects the tax for 18 of the
counties and 151 of the cities, which leaves 4 counties and 39
cities that require individual returns to be filed with each
of them. All of these returns are filed monthly unless the
amount of tax is less than $10, then the return may be filed
quarterly.

The police jurisdiction for cities having 6,000 or more
inhabitants covers all adjoining territory within 3 miles of
the corporate limits, and for cities having less than 6,000
inhabitants the police jurisdiction extends 11/. miles from the
corporate limits. The tax rate levied by police jurisdictions is
1/2 of the rate levied within the city limits. This would mean
that on each sale the seller must determine whether the sale
is made within the city limits, or outside the city limits but
within the police jurisdiction, and the sale must be recorded
according to the county in which it is sold.

In addition to the 4'/4 state tax in Alabama, the local
tax rates are: 1/16 of 1%, 1/8 of 1%, 1/6 of 1%, 1/4 of 1%,
1/3 of 1'q, 3/8 of 1%, 1/2 of 1%, 3/4 of 1%, 1%, 1 1/2%,,
2%.

These figures will be even more astounding when all 67
counties and 1,133 cities in Alabama decide to have a sales
and use tax. Attached is a copy of the pages covering state
and local rates in Alabama, from the Commerce Clearing
House All.State Sales Tax Reporter.
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Nabr 48.-SI 5013
12-14-71

ALABAMA
5-005

Gross Receipts (Sales) Tax
Receipts from sales of automotive vehicles, truck-trailers, semi-trailers and

house trailers (Law, ff 20-040; 20-041)............... 1Y2%
Receipts from sales of machines and machine parts used in mining, quarrying,

compounding, processing and manufacturing of tangible personni
property (Law, ff 20-039)........................... 1

Receipts of every person, firm or corporation engaged in the business of
contracting to construct, reconstruct, or build any public highway.
road, bridge or street (Law, f 20-101) ....... .............

Receipts of every person, firm or corporation engaged in the business of sell-
ing at retail machinery and parts used in planting, cultivating and
harvesting farm products (Law, ff 20-281)............... 1547

Receipts from all other type sales and admissions (Law, I1 20-037; 20-038) .... 495
Bracket System: The Law sets forth the following bracket system for

the collection of-the 4% tax (Law 20-065):
$0.10 or less ............................ N o tax
$0.11 to $0.30 ........................... $0.01
$0.31 to $0.54 ...................... $0.02
$0.55 to $0.73 ...... ...... $0.03
$0.74 to $0.99 ........................... $0.04

The following bracket system is for the collection of the combined 4%o
state tax and 1% county tax, where applicable:

Sales Price Tax
$.00 to 100 ........... ................... none

11€ to 24o.......... 1
25 to4 ........................ 2
45o to 64 ..................... . 3
65 to 84 ............. ...........:: 4
85 to $1.10 .......... ....... . 5

Discounts Allowed: The Law permits a discount for prompt payment of
the Sales Tax (Law, f' 20-094), and the revenue depart-
ment has consented that a discount of 5% of the
first $100 of Sales Taxes due and payable and a dis-
count of 2% of Sales Taxes in excess of $100 due and
payable will be allowed on Sales Taxes when such
taxes are paid before becoming delinquent (Reg.,
f 20-745B).

Permit Fee: No license, registration or permit fee is required.

Use Tax
A tax is imposed on the sales price for the storage, use or other consumption

in Alabama of any automotive vehicles, truck trailers. semi-trailers or
house trailers purchased at retail at the rate of (Law, 1 20-218b)... 1Y%

A tax is imposed on the storage, use or other consumption in Alabama of
machines used in mining, quarrying, compounding, processing and
manufacturing of tangible personal property and parts therefor ir-
chased at retail at the rate of (Law, I20-218a)....... l

All-State Sales Tax Reports 1 5-005
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5014 Rates: State and Local-Alabama Number 48-42
12-14-71

A tax is imposed on the storage, use or other consumption in Alabama of
machinery used in planting, cultivating and harvesting farm products
or used in connection with the production of agricultural produce,
livestock or poultry on farms purchased at retail at the rate of
(Law , 120-291) ............................................ 1Y2%

A tax is imposed on the sales price for the storage, use or other consumption
in Alabama of all other tangible personal property at the rate of
(Law , 20-218) .............................................. 4%

Bracket System: No bracket system is provided for the collection of
Use Taxes.

Discounts Allowed: The Law provides that a discount of 3% shall be al-
lowed on all Use Taxes paid before becoming delin-
quent (Law, 20-263).

Permit Fee: No license, registration or permit fee is required.

Leasing or Rental Tax
A tax is imposed on the gross proceeds derived by the lessor from the lease or

rental of tangible personal property at the rate of (Law, 20-160) .... 4%

A tax is imposed on the gross proceeds derived by the lessor from the lease or
rental of automotive vehicles or truck trailers, semi-trailers, or house
trailers at the rate of (Law, 20-160) ............... ........ 12%

A tax is imposed on the gross proceeds derived by the lessor from the leasing
and renting of linens and garments at the rate of (Law, 1 20-160). .2%

Bracket System: Same as the sales tax.
Discounts Allowed: No provision is made for discounts.
Permit Fee: No fee is required for registration.

County and City Taxes
COUNTY SALES AND USE TAXES ADMINISTERED

BY DEPARTMENT OF REVENUE

Act 34, Laws 1969 (as amended by Act 688, Laws 1969 *), authorizes the
governing body of any county to levy, by ordinance, an excise tax to be in
addition to any and all other county taxes already levied. Any sales tax levied
under this Act must parallel, except for the rate of tax, the state law. The
taxes so levied will be collected by the state.

Key to kind of tx:
ST--Sales Tax S & U-Sales and Use Tax
UT-Use Tax

County Kind - Effective General Automotive Machine
of Tax Date Rate Rate Rate

Dale ............. S&U
Jackson .......... S&U
Winston .......... ST

6-1-71
10-1-69
11-1-71

1%
1%
1%

2 of 1%
V2of I%
Y of 1%

2of1%Yof 1%
A of 1%

Act 405, Laws 1967 (amended by Act 977, Laws 1971), levied a tax upon
all counties having a population of 500,000 or more, with parallel provisions
and exemptions to the state tax. For details, see Jefferson County below.

"The State Department of Revenue does not
have authority to collect sales and use taxes
for a county levying such taxes urder the r.r'-
visions of Act No. 688. Act of Alabama 1969.
The Department does 'legally collect sales and
use taxes for sixteen counties under Local Acts
of the Legislature specifically directing the De-

1 5-005

partment to collect the taxes for the counties.
The Department does not have the necessary
witlhority under See. 131(a), Code, because the
provision relates to property taxation and
equalization. Opinfon of the Attorney General,
February 8, 1971.

I
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M8 6.1114 Rate: State wad Local--Alabam sots
CITY SALES AND USE TAXES ADMINISTERED ',

BY DEPARTMENT OP REVENUE
Act 203, Laws 1965, 1st Special Session, effective April 20, 1965, (Law,

20-102), provides authority for the state revenue department, on request by
a municipality, to collect local sales and use taxes. The municipal tax must
parallel the state sales and use tax, except for the rate, if the tax is to be
collected by the state. The request must be in the form of a resolution of the
council or commission of the city or town, a certified copy of which is filed
with the Alabama Department of Revenue. Amendments to the local taxing
ordinance are without effect until the first day of the month following a period
of 30 days after passage.

Some cities specify that the rate outside the city but within its police
jurisdiction is Y2 of the rate applicable within the city. The police jurisdic-
tion in cities having six thousand or more inhabitants shall cover all adjoining
territory within three miles of the corporate limits, and in cities having less
than six thousand inhabitants, and in towns, such police jurisdiction shall
extend also to the adjoining territory within a mile and a half of the corporate
limits of such city or town.

Ke Mand et tax:|

ST--,S Tax 8 U--ales & Use Tax
PJ-Impomed In Pole UT-Use Tax

Jurisdiction
Mtad Nfe*eWV 4e"s AutemeUve XMahlae

* .f Tax Date Rate Rat. Rate
Abbeville ............. ST 8-1-66 1% M ofl % Y4of 1%

P3J*
Addison ............... STPJ*
Alabaster .............

Aliceville .............

Altoona ...............

4nniston .............

Ashland ...............

Ashville ..............

Atmore ...............

Attalla ..............

Auburn ...............

Bay Minette ...........

Berry .................

Bessemer ..............
Brewton ..............

Butler ................

STPJ*
S&UPJ*
STPJ*
STPJ*
STP.J.
STPJ*
ST
PJ*
ST
PJ*
STPJ*
STPJ*
ST
UT
ST
STPJ*
ST
PJ*

12-1-63

5-1-69

10.1-61

10-1-67

4-1.68

6-1-66

8.1-4

2-1-68

2-1-9

4-1-60

7.1-66

4-1-62

11-1-65
S-1-62
6-1-69

* Tax is levied In police JurisdiUso at one-
halt the rates applicble in the corporate limits.

I Farm machine rate Is " of 1%.

411-State Sales Tax Reports

3of

19 3 of 1 34 of 19

1% 3 of 1% 1969

1% o of 1% 3 of 1%

1% Y of 1% 4 of 1%

29 4 of 1% 9 of 1%

1% S ofl% ofX%

1%6 9of 1%6 ofl%9

1%

1%

1%

1%

Hof 1%
4of 1%

1%

34f196

19%

1% g of1% l of l %

1% of oft%~ofl% ~ of1%oflI%
1% 34of 1 Hof1%
1% 4of1% ;of 1%
1% Hofl% 4of1%°

Farm machine rate ts 1%.

1 5-005
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5016 Rate: Stateund LeA1-abmi

CM SALES AND USE TAXES ADMINISTERED
BY DEPARTMENT OF REVENUE-continued

ae R etly Gelbers Auttet
oft c Tax DASO Ra10e Ra10

Camp Hill .............
Carbon Hill ...........

Carrollton .............

Chatom ................
Cherokee .............

Citronelle .......

Clanton ...............

Colunsville ...........

Columbia .............

Columbia ...........

Dadeville .............
Daleville ..............

Dora .................

Double Springs ........

East Brewton .........

Eclectic ...............
Elba ..................

Eufaula ...............

Eutaw ................

vergren .............

Faundsdale ............

Fort Deposit ..........
Fort Paye ...........

Frisco City ...........

Fultondale ............

Gardendatle ............

Geneva...
Georgians .............

Geraldine ............

Gilbrtown ............

Glencoe ...............

ST
STPJ*
ST

PTO

ST

PJ*ST
PJ*
ST
PF*
ST

P*
ST
PT*
ST

UT

P3*
ST

FT.
ST

ST
PJ*
ST

Pj*

ST
PT
STF'.

ST
ST
Pl
ST

1'J*

* Tax Is levied In pollee jurlaGlotIasa at one-
* Tax Is levied In pWtW* Jusa'letlos at one-

half the rates applicable In the corporate limits.
I ram Ma5hinery fate .I 04 of 10.

1 5.005

'Farm machine rate Is 1.
'A 1% odgtng tax ts levied

m

on traments.

I11.1-61
10-1-70
10.140
9-1-65
3.1-65
1-169

8.143S-1-69
3.1.69

10-1-70

5.1-72

1-1-67

9-1-61

1-1.66

3-1-66

4-1-60

9-1-63

10.1-71
2-1-48
7.1-63

10.1-66

9-1-70

1-1-70

11-1-67
5-1-69

12.1-48

1-1-69
1.1-69

12.1-61
6-1-66

6.1-65

11-1-70
7.1-69

2%

3 of 1%
1%

134%
1%

16

1%6

1%6

%of1%

1%

1%

1%

1%
1f%

1%

1%
1%

34 Of 1%
34 Of 1%

%of 1%
%of 1%
4 of 1%

of 1%
10

34 of 1%

1%

3of 19
%of 1%
9 of 1%

4 of 1%
3ofl%
34 of 1%
34 of 1%

of 1%
of 1%

54 of 1%

3 of 1%
1%

4 of I%
1%/

I1%

34 of 1%

Y2 of 1%

4 of 1%
4 Of 1%

34 of 1%
%of 1%

1%

34 of 1%
% of 1%

%Of 1%
34 of 1%

34 of 1%
34 of 1%

of 1%

34 of 1%
9 of 1%
g of 1%

34of 1%

34 of 1%
3of 1%

2%

0i

34Of 1%Y

of I?*'

34 of 1%

34 of 1%'

%ofl1

34 of 1%
X4 Of 1%
34 of 1%

34 Of 1%
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CITY SALES AND USE TAXES ADMINISTERED
BY DEPARTMENT OF REVENUE--continued

Kind
of Tax

Goodwater

Gordo .

Grant.

Gun

Guntersville

11ackleburg

Halcyville -

Hamilton

Hartsclle

Hayneville
Headland

Heflin .....

Henagar

Hoover ...

Hueytown

Hurtsboro

Jackson ..

Jacksonville

Kennedy
Killed -

Kimberly .

Kinston ...

Lincoln ...

Lineville

Littleville .

Livingston

Louisville

Loxley

Marion ...

McKenzie

Midfield
Mlillport

Effective Oeneru~I Automotive
City

............ ST
PJ*

........... ST
P1

........... ST

P.1
.. .... STPj*

........... ST
PJ

........... ST
PJ*

............ ST1.............. .
PJ*

............ ST
....... ST

P.1*
............ ST

Pie
.. ....... ST

P1*
............ ST

PJ*
........... S&U

P J*
............ ST
........... ST

PT*
............ ST

PJ*
............ ST

PJ*
............ ST

P3 *
............ ST

Pj*
............ STPT

....... ST
P1'

.......... ST

............ ST

* Tax Is levied In police jurisdictions at one-
halt the rates applicable In the corporate limits.

I Farm machine rate Is 94 of 1%.

All-State Sales Tax Reports

Farm machine rate Is 1%.
Farm machine rate Is t of 1%.

I

15.005

497 4.4.71 5017

Effective
Date

8-1-67

10-1-68

1-1-69

7-1-65

3-1-71
5.1-66

6.1.69

8-1.66

9-1-62

3.1.69
1-1-69

6-1.65

1-1-67

1-1-70

3-1-69

12-1-71

12-1-65

9-1-70

10-1-65
1-1-69

10-1-67

10-1-66

1-1-69

6-1-66

2-1-69

6-1-69

10-1-66

10-1-65

10-1-67

8-11-69

5-1-68
4-1-60

General
Rate

1%
1%

2 of 1%
1%
1%

of l%
2%

1%
V of 1%

2%
1%

of ofI %2%

1%
1%

1%

1%

1%

1%

1%

1%

2of%

1%

1%

1%

1 %
f1%

2%

1%

1%

2lo

1%

1%

1%/

1%

Automotive
Rate

V2 of 1%

Y3 of 1%
of 1%

1%

Vaof I1c/
V of 10/

1%

V2 o f 10/
V of I%
Vof 1%

V2 of I%

V of 1%

4 of I%
4 of 1%

Va of 1%

4 of 1%1/

14of 1%

14of 1%

4 of 1%

% of 1%

Y/aof 1%

Va of 1%
4 of 1%

4 of 1%

4 Of 190

%4 Of 1%/
14of 1%

4 Of 1%/

1el%

ylf1%
A of 1%

1%

4 of 1%

Y, of 1%/

yaof 1%
Y of I%

Machine
Rate

1%'

oflI%
of 1%

of 1%
1%

32 of 1%
Y8 0of I1%/1%'

V2 of 1%
i-of 1%1

1%V/

4 of 1%'
Y4 of 1%

Y2 of 1%

o4 Of 1%

Y2 of 1%

Y) of 1%'

Y of 1%
s of 1%

V1a of 19%

4 Of I%
4 of 1%

!4 Of 1%

14 Of 1%/0'

4 of 19

34 of 1/
of 190

14 Of 1%/1

1%6

4 Of 1%

.34 of I1%/

14/ of 10/
Y2 Of 1%
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CITY SALES AND USE TAXES ADMINISTERED
BY DEPARTMENT OF REVENUE--contnued

city
Milr ............

Morris. ..............

Moulton............

Newton00.. ........ i.. •

Notasulga .............

Omeonta .............

Oxford ...............

Parrish ...............

Phil Campbell .........

Piedmont .............

Pine Hill ..............

Plsgah ...............

Pleasant Grove ........
Powells ...............

Prattvllle .............

Ragland ........ i ......

Rainsville .............

Red Bay ..............

Reform ...............

Roanoke ...........

Rogersville ........

Russellville ............

Samson ...............

Scottsboro ...........

Selma .......

Silas.............

Siluria ................

Slocomb...........

Kind
of Tax

ST
Pi *
ST
Pj.
ST
Pie
ST

PJ*
STPJ*
STUT
PJe
ST
Pi
ST
Pj*
ST
Pie
ST

STO
P
ST
Pi
ST
PJ*
STpj*-
ST
PJ*
ST
pJ*.
ST
FJ
ST-J*
ST
PJ*
STPj*
STP3J
ST
P *
ST

Pj*
ST

UT
PJ*

0 Tax Is levied in police Jurisdiction at one-
half the rates applicable In the corporate limits.

I Farm machine rate it S of 1%.

t 5.005

General Automotive Machine
Rate Bate Rate

II

2 Farm machine rate Is 19.

Effective
Date

1-1-67
5-1-67

5-1069

8-1-65

3-1-69

3-1-69

4-1-70
11-1-66

5-1.70

10-1-65

1-1-70

6-30.69

1-1-70

8469
8-1-68

12-1-68

1-1-64

5-1-68

5-1-65

2.1-66

7.1-65

4-1-68

1.1-69

6.1-65

3.1-69

7.1-65

1-1-70

9-1-70

7-1-65
7-1-65

1%

/aof 1%

1%

1%

1%

1%7

2%
1%

1%
56 of 1,

1%

1%

2%

1%

1%1
1%/

3/of I%
2%

1%

1%
74of 1%/

1%

of 1%
4 of 1%

1%1

1%

1%

10/

y4 of 1%

74 of 1%

4 of 1%

Y of 1%

, 4of 1%
4 of I%

4of 1%

.V of 1%
4 of 1%

1%
of 1%
of 1%

74 ofl1%

1of%

1%
of 1%

3/ of 1%
2%

4 of 1%

%of 1%74ofl1%
3/, of 10/

3/2 of 15/
*'gof 1%
V2 of 1%O

of 1%

4 of 1%

Y4 of I%

-34 of 1%
4 of 1%

.% of 1%

4of 1%

4 of 1%
34 of 1%

N of 1%

V4 of 1%

34 of I/
4 of 1%

3 of 1%

4 Of 1%/

!of 1%
4 of 1%

IoI%V2of 1%
y4 of 1%

Ya of 1%

1%t

Y of 1%
2of 1%

3/4of 1%

Y2 of 1%

% of 1%
%of 1%
A of 1
Y2 of 1%7of 1%

74of 1%

%of 1%

4 of I%
34 Of I'10

742 Of 1/%74of 3%

Y4 of 1% 

%4 of 1%

Y2 of I%
f1%

74of 1%
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CITY SALES AND USE TAXES ADMINISTERED
BY DEPARTMENT OF REVENUE-continued

KIM- III GeLnIeral AItootI ve XIehI -
city of Tax Date Rate 3a4e ]ate

Stevenson

Sumiton ...........

Tallassee .............

Thomasville ........ .
Toxey ................

Trafford.........
Troy ..................

Tuscumbis ..........
Union Grove. .........
Uniontown ...........
Valley Head .........
Vestavia Hills .........

Vincent ...............

Wadley..........

Warrior .......

Wedowee .............

Wetumpka
Wilsonville .......

4-1-71
4-1-69

10.1-66

2-1-69

4-1-67

4-1-66
9-1-65

1-1-68

.ST

Pie
S1

ST

Plo
ST
PJ
ST

ST

PTO
ST
PJ*

ST

PJ*
ST
S
ST
SPI
STP3*

1%

1

2%

1%

34of It%

19

19

1%

% of 1% 'y of 1
34 of 1%
4 of 1%

*4of1%

34of 1%
;4 Of 1%% of 1%

of 1%
Y4 of 1%

4 of 1%

3of 1034of 190
3of I%Hofi

Hof I'%4 Of 1%/

of 1o%3of 1%

ya of Ih

4 of 1%
34 of 1%

34ofl1

;4 Of 1%

%of 1%

% of 1%
4 of 1%

4 of 1%'
g4o 1%

4 Of 1%
%of 1%

4 of 1%
1%

'of 1%
4 .of 1%

4 of 196
1%

Act 917, Laws 1969, authorizes any incorporated city or town to levy a
sales and/or use tax, parallel to the State levy of sales and use taxes, at the
rate provided by the governing body of the municipality. Taxes levied in the
police jurisdiction of any city that levies the tax shall not exceed one-half the
amount levied within the corporate limits of the city. The governing body of
any city may pass an ordinance or resolution requiring the State Department
of Revenue to administer and collect the tax.

Effective Kind of
City Date Tax Rate

Albertville .............. 11-170 S & U 2% general, admissionsp 1% m achine, automotive, faum
equip.

Alexander City ............. 9-1-71 S & U 2% general, admissions
oa of 1% farm machinery,

manufacturing machinery,
automotive..

Arab ..................... 7-1-72 S& U 3% general, admissions
-* 1 Y4% farm machinery, manu-

facturing machinery, auto-
- motive

0 Tax Is levied in police Jurisdiction at one.
halt the rates applicable in the corporate limit&

I Farm machine rate Is 1%.

All-Stote Sales Tax Reports

4 Farm machine- rate is si of 1%.
F Farm machln6 rate is of 1%.

'Farm machine rate Is " of 1%.

W 9--{n

15-005

4-1I66

8-1-66
11-1-67

8-1-67

7-1-65

-H-1-67
5-1-67
12-1-65
3-1-67
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City Effective Kind of
Date Tax Rate

A shford ....................

Bayou La Batre ............

Boat ......................

Carrville ...................

C lio ........................

Cottonwood ................

E ldridge ...................

Enterprise .................

Florence ...................

Fyffe ......................

Greenville ..................

Gulf Shores' ...............

Leeds ......................

Level Plains ...............

12-1-70

11-1-70

2-1-71

4-1-71

1-1-71

4-1-71

3-1-72

11-1-70

1-1.72

12-1-70

10-1-70

2-1-70

11-1-70

3-1-71

S & U 1% general, admissions
PJ of 1% farm machinery.

manufacturing machinery,
automotive

S&U
PJ *

S&UPJ *

2% general, admissions
10 machine, automotive, farm

equip.
2% general, admissions
1% machine, manufacturing

.machinery, automotive, farm
machinery

S & U 1% general, admissions, farm
PJ machinery

V4 of 1% manufacturing ma-
chincry, automotive

S & U 1% general, admissions
PJ* Y of 1% farm machinery,

manufacturing machinery,
automotive

S&U 1% general, admissions
PJ* ' of 1% manufacturing ma-

chinery
3/ of 1% farm machinery,

automotive
S & U' 2% general, admissions

PJ* IV/% machinery, farm ma-
chinery, automotive

S & U 1% general, admissions
PJ !/a of 1% machine

Y4 of 1% automotive, farm
equip.

S & U' Ia1'% general
PJ 1% admissions

A of I% manufacturing ma-
chinery, automotive, farm
machinery

S & U 1% general, admissions
pj V '/ of 1% farm machinery,

manufacturing machinery, au-
tomotive

ST 2% general
1% on mfg. equip., motor ve-

hicles, farm equip.
S & U 1% general

Pj '2 of 1% on mfg. equip., motor
vehicles, farm equip.

S & U *1% general, admissions
PJ * '/ of 1% machine

VS of 1% automotive, farm
equip.

S & U 1% general, admissions
PJ* ' of 1% farm machinery,

automotive
!IS of 1% manufacturing ma.

chinery

4 Tax Is levied In police Jurisdiction at one-
half the rates applicable In the corporate limits

'2% lodgings tax effective 4-1-71.
'There Is also a use tax on property pur.

chased outside the corporate limits and police
Jurldiction for use within such limits. The
rates are the same as the sales tax, except for
the general rate, which Is 1%.

1 5.005

0 There Is also a use tax on property pur-
chased outside the corporate limits and police
jurisdiction for use within such limits. The
rates are the same as the sales tax, except for
the general rate, which l 13.4%.

5020
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Effective
Date

Kind ofTax

M onroeville ................

M uscle Shoals .............

New Brockton .............

O zark .....................

Pelham ....................

Phenix .....................

Prichard ...................

Sheffield ...................

Sulligent ...................

Sylacauga ..................

Talladega ..................

Tuskegee ..................

Union Springs .............

Vernon ....................

W eaver ....................

1-1-70

2-1-72

3-1-71

7-1-70

1-1-72

i-1-71

4-1-72

1.1-72

6-1-71

12-1-70

12-1-70

8-1-72

1-1-71

3-1-71

12-1-70

S&UPJ *

S&U&PJ*

S&U

S&UTPJ*

1% general
I/V of 1%

machine
automotive, farm

11/% general, admissions4V of 1% machinery, farm
machinery, automotive
1% general, admissions
Y4 of 1% farm machinery,

automotive
/n of 1% manufacturing ma-

chinery
1% general and admissions

of 1% machine, automotive,
farm equip.

S & U 1% general, adlinissions, farm
machinery

Y/ of 1% automotive
S & U 1% general, admissions, farm
Pj • machinery, manufacturing

machinery, automotive

S & U 2V29% general and admissions
Pj • 4 of I'/ machine, automotive,

farm equip.
S & U 1 % general

1% admissions
Y of 1% manufacturing ma-

chinery, automotive, farm
machinery

S & U 1% general, admissions
PJ* V of 1% manufacturing ma-

chinery, motor vehicles, farm
machinery

S & U 2% general, admissions
Y of 17o farm machinery,

manufacturing machinery, au-
tomotive

S & U 2% general, admissions
j* V of 1% farm machinery,

manufacturing machinery, au-
tomotive

S& U 1% general, admissions
Pj * V/ of 1% automotive, mnufac-

turing machinery
Ys of 1% farm machinery

S & U 1% general, admissions
Pj / of I% farm machinery,

manufacturing' machinery,
automotive

S & U I% general, admissions
*P* / of 1% farm machinery,

manufacturing machinery,
automotive

S & U 2% general, admissions, farm
P* machinery, manufacturing ma-

chinery, automotive

Jurisdiction for use within such limits. The
rates are the sane as the sales tax, except for
tL e general rate, which Is 1.;%.

1 5.005

508 9-3-73

Citv

5021

Rate

0 Tax is levied In police Jurisdiethon at one-
half thle rates applicable in th(e corpirdt, limilts.

"There is also a use tax on prujrty pur-
chased outside the corporate limits and police

All.State Sales Tax Reports

CitV
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Effective Kind of
City Date Tax Rate

Winfield ................... 5-1-72 S & U 2% general, admissions
PJ* ! of 1% machinery, farm ma-

chinery, automotive
York ...................... 1-1-71 PJ * 1% general, admissions

S&U V of 1% farm machinery,
manufacturing machinery,
automotive

CITY SALES AND USE TAXES NOT ADMINISTERED
BY THE DEPARTMENT OF REVENUE

A thens .............................
Birm ingham ........................
B rilliant ............................
B rundidge ..........................
C am den .............................
Chickasaw ..........................
Childersburg ........................
C layton .............................
Cordova ......................
C ullm an ............................
D ecatur .............................
D em opolis ..........................
D etroit ..............................
D othan ..............................
F airfield ............................
F ayette .............................
G rove H ill ..........................
H okes Bluff .........................

All of the taxes not administered
administrator.

See below for county and additional

1%
1%
1%
1%
1%
2%
1%1%
1%
1%
2%
2%1%
1%
1%
1%
1%
1%

H untsville ..........................
Jasper ...............................
L eighton ............................
L inden .............................
M obile ..............................
M ontgom ery ........................
M ountain Brook .....................
N orthport ..........................
O hatchee ............................
O pelika .............................
Orrville ......................
P rll C ity ............................
R ockford ...........................
Saraland ............................
Satsum a ............................
T arrant .............................
T hom aston ..........................
Tuscaloosa I

2%
1%
1%
2%
2%
2%
1%
1%
1%
1%
1%
1%
1%
1%
2%1%
1%

by the State are collected by the city or county

city sales and use taxes.

County Taxes

Bibb.-The following taxes are levied:
(1) on the gross proceeds from retail sales,
1%; (2) on the gross proceeds from operat-
ing places of entertainment and amusement,
1%; (3) on the gross proceeds from sales

of machines, and parts therefor, used in
mining, quarrying, compounding, process-
ing and mantiacturing of tangible personal
property. !/2 of 1%; (4) on the gross pro-
ceeds of sales at retail of any automotive

* Tax Is levied In police Jurisdiction at one-
half the rates applicable In the corporate limits.

'The 1% Tuscaloosa city sales tax has been
suspended and is being collected by the Tus-
caloosa County Special Sales Tax Board.

g 5-005



vehicle, truck trailer or semi-trailer, % of
1%, provided that where any used vehicle
or trailer is taken in tracie, the tax shall be
levied (,n the price of thie new or tsel vehi-
cle sold, less the credit for the tised vehicle
taken in trade; (5) on the sales price of
tagihle personal property purchased at re-
tail for storage, use or consumption, 1%;
(6) ont the sales price of machines, and
parts therefor, for mining, quarrying, com.
pomlilg, processing and nanufactring of
tangible personal )roperty purchased at re-
tail for storage, use or other consumption,
Ya of 1%; (7) on the sales price of any
automotive vehicle, truck trailer or semi-
trailer plurelased at retail for storage, use
or other consumption, V2 of 1%, provided
that where aiy used vehicle or trailer is
takeii in trade, the tax shall he paid on the
price of the new or used vehicle sold less
the credit for the used vehicle taken in
trade. The exemptions provided by the state
sales and use tax are applicable. Payment
of the tax and reports are made to the State
Department of Revenue at the same time as
the state sales and use tax. (CCH Alabama
Tax Reporter at g 74-010; Act 17, Laws
1957, as amended by Act 474, Laws 1959;
Act 584, Laws 1967; Act 864, Laws 1969.)

Blount.-The following taxes are levied:
(1) on the gross proceeds from retail sales,
1%; (2) on the gross receipts from operat.
iug places of entertainment or amusement,
1%; (3) on gross proceeds from retail sales
of machines and parts therefor used in
mining, quarrying, compounding, processing
and manufacturing of tangible personal
property, 3/2 of 1%; (4) on the gross pro.
ceed from retail sales of any automotive
vehicle or trick trailer and semi-trailer, /a
of 1%, provided that if a vehicle or trailer
is traded in, the tax shall be paid on the
price of the new or used vehicle sold less
a credit for the used vehicle taken in trade;
(5) on the sales price of tangible personal
property purchased at retail for storage, use
or other consumption, 1%; (6) on the sales
price of machines used in mining, quarrying,
compounding, processing and manufactur-
ing and parts therefor for storage, use, or
other consumption, Va of 1%; (7) on the
sales price of any new or used automotive
vehicle, truck trailer or semi-trailer pur-
chased at retail for storage, use or other
consumption, 1/3 of 1%, provided that where
any used vehicle or trailer is taken in trade,
the tax shall be paid on the price of the
new or used vehicle sold less a credit for
the used vehicle taken in trade. The taxes
levied by this Act shall be subject to all
definitions, exemptions, proceedings, rules,

All-State Sales Tax Reports

5023

regulations, requirements, findings, penal.
ties, punishments, and deductions as are
provided in the state sales and use tax acts,
except where inapplicable. The taxes levied
by this Act shall be collected by the State
Department of Revenue at the same time
and along with the collection of taxes levied
and collected for the state tinder the state
sales and use tax acts, (CCH Alabama Tax
Reporter at Ir 74.010; Act 572, Laws 1961,
effective October 1, 1961.)

Bullock.-The following taxes are Im-
posed: (1) on tle gross proceeds of retail
sales, 1%; (2) on the gross receipts from
admission to places of amusement and en-
tertainment, 1%; (3) on gross proceed,. front
retail sales of machines and parts therefor
used in mining, quarrying, compounding,
processing and manufacturing of tangible
personal property, 1%; (4) on the gross
proceeds from sales of automotive vehicles
or truck trailers and semi-trailers, V2 of
1%; (5) on the gross proceeds from sales
of used automotive vehicles or truck trailers
and semi-trailers, where the vehicles are
bought for the purpose of resale, !/2 of 1%;
(6) on the sales price of tangible personal
property purchased at retail for storage, use
or other consumption, 1%; (7) on the sales
price of machines used in mining, quarrying,
compounding, processing and manufacturing
and parts therefor for storage, use, or other
consumption, 1%; (8) on the sales price of
new or used automotive vehicles, trucks,
trailers or semi-trailers purchased at retail
for storage, use or other consumption,
of 1%,. The sales tax is due on or before
the 20th day of each month and the use tax
on or before the 20th day of the month next
succeeding each quarterly period. (Quar-
terly periods end on the last days of March,
June, September and December) The tax
is collected by the Court of County Com-
missioners of Bullock County or its officially
designated agent. The Commissioners exer.
cise the same powers, duties, and obligations
as are imposed on the State Commissioner
of Revenue, Copies of the reports made to
the State Commissioner of Revenue with
respect to state sales and use taxes must
also be made to the Court of County Com-
missioners. (CCH Alabama Tax Reporter
at i 74-010; Resolution of March 24, 1958;
amended by Act 523, Laws 1965, effective
September 1, 1965.)

Chilton.-The following taxes are im-
posed: (1) on the gross proceeds from retail
sales, 1%; (2) on the gross proceeds from
operating places of entertainment or amuse-
ment, 1%; (3) on gross proceeds from re-

1 5-005
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Number 458-6S
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tail sales of machines and parts therefor
used in mining, quarrying, compounding,
processing and manufacturing of tangible
personal property, % of 1%; (4) on the
gross proceeds from retail sales of any auto-
motive vehicle or truck trailer and semi-
trailer, % of 1%, provided that if a vehicle
or trailer is traded in, the tax shall be paid
on the price of the new or used vehicle sold
less a credit for the used vehicle taken in
trade; (5) on the sales price of tangible
personal property purchased at retail for
storage, use or other consumption, 1%; (6)

Number 4U.6
9.9-71

on the sales price of any new or used
automotive vehicle, truck trailer or semi-
trailer purchased at retail for storage, use
or other consumption, Ya of 1%, provided
that where any used vehicle or trailer is
taken in trade, the tax shall be paid on the
price of the new or used vehicle sold less
a credit for the used vehicle taken in trade;
(7) on the sales price of machines used in
mining, quarrying, compounding, processing
and manufacturing and parts therefor for
storage, use, or other consumption, 34 of
1%. Taxes levied hereunder shall be paid

1 5.005
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to and collected by the state department of
revenue at the same time and along with
the collection of state sales and use taxes.
Exemptions, deductions and exclusions con-
form to the state sales and use tax provi-
sions. The tax shall terminate on Septem-
ler 30, 1995. (CCH Alabama Tax Reporter
at 74-010; Act 471, Iaws. 1959, effective
December 1, 1959; as amended to (late.)

Choctaw.--Act 269, Laws 1961, which au-
thorized the imposition of a sales and use
tax in Choctaw County, was repealed by
Act 63, Laws 1963, effective July 11 1963.

Colbert.-The following taxes are im-
posed: (1) on gross proceeds from retail
sales, of 1%; (2) on gross receipts from
operating places of amusement or enter-
tainment, 1%; (3) on gross proceeds from
retail sales of machines and parts therefor
used in mining, quarrying, compounding,
processing and manufacturing of tangible
personal property, ; of 1%; (4) on gross
proceeds (less credits for trade-ins) from
retail sales of any automotive vehicle, truck
trailer, semi-trailer or house trailer, 9 of
1%; (5) on the sales price of machines
used in mining, quarrying, compounding,
processing and manufacturing of tangible
personal property, purchased at retail for
storage, use or other consumption, ;j of
1%; (6) on tile sales price (less credits for
trade-ins) of automotive vehicles, truck
trailers, semi-trailers or house trailers pur-
chased at retail for storage, use or other
consumption, V of 1%; (7) on the sales
price of any other tangible personal prop-
erty purchased at retail for storage, use or
other consumption in the county, of
1%. Payment of the tax and reports are
made to the State Department of Revenue
at the satme time as the state sales and tuse
tax. This Act stipcrsedles Act 485, Laws
1049. (CCH Alabama Tax Reporter at

74-010; Act 89, Laws 1961, effective Oc-
tober 1, 1962; as amended by Act 118,
Laws 1963, 2nd Spec. Sess., effective June
1, 1963.)

Covington.-The following taxes are im-
posed: (1) on tile gross proceeds of retail
sales, 1%; (2) on the gross receipts from
operating places of amusement or entertain-
ment, 1%; (3) on the gross proceeds from
retail sales of machines and parts therefor

-used in mining, quarrying, compoulndlng,
processing and manufacturing of .tangible
personal property, 3 of 1%; (4) on the
gross proceeds (less credits for trade-ins)
from retail sales of any automotive vehicle
or truck trailer and semi-trailer, of 1%:
(5) on the sales price of tangible personal

AIl-State Sales Tax Reports

Number 434-11
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property purchased at retail for storage, use
or other consumption, 1%; (6) on the sales
price (less credits for trade-ins) of any new
or used automotive vehicle, truck trailer or
semi-trailer purchased at retail for storage,
use or other consumption, , of 1%; (7) on
the sales price of machines and parts
therefor used in mining, quarrying, compound-
ing, processing and manufacturing of tan-
gible personal property, purchased at retail
for storage, use or other consumption,
of 1%. Exemptions applicable to the state
sales and use taxes apply to taxes levied
under this Act. The taxes levied above
shall be paid to and collected by the Depart-
ment of Rcvcnue at the same time and
along with the collection of the state sales
and use taxes. (CCI-! Alabama Tax Re-
portcr at 174.010; Act 850, Laws 1961,
effective Jamary 1, 1962.)

Crenshaw.-The following taxes are levied:
(I) Ot gross proceeds from retail sales,
1%; (2) on gross receipts from operating
places of entertainment and amusement,
1%; (3) on the gross proceeds from retail
sales of machines and parts therefor used
in mining, quarrying, compounding, proc-
essing andi manufacturing of tangible per-
sonal property, ,of 1%; (4) on the gross
proceeds from retail sales of any atttomo-
tive vehicle or truck trailer and semi-trailer,

of 1%, provided that, if a vehicle or
trailer is traded in the tax shall be paid on
the price of the new or used vehicle sold
less a credit for the used vehicle taken in
trade; (5) on the sales price of tangible
personal property purchased at retail for
storage, use or other consumption, 1%; (6)
on the sales price of machines used in
mining, quarrying, compotmding, processing
and manufacturing and parts therefor for
storage, use, or other consumption, "I of
1%; (7) on the sales price of any atutomo-
tive vehicle, truck trailer or semi-trailer
purchased at retail for storage, use or other
consumption, ! of 1%, provided that, where
any used vehicle or trailer is taken in trade,
the tax shall be paid on the price of the new
or used vehicle sold less a credit for the uqed
vehicle taken in trade. Exemptions applicable
to the state sales and use taxes shall apply to
the taxes levied by this Act. Taxes shall be
paid to and collected by the State Department
of Revenue at the same time and along with
the collection of the state sales and use tax.
(CCH Alabama Tax Reporter at f 74-010;
Act 677, Laws 1961, effective October 1, 1961.)

Cullman.-There is levied a tax in Cull-
man County as follows: (1) on gross re-
ceipts from retail sales, 1%; (2) oi the

*5.005
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gross receipts from operating praceq of
amusement and entertainment, 1%; (3) on
the gross proceeds from retail sales of
machines and parts therefor used in min-
ing, quarrying, compounding, processing and
manufacturing of tangible personal prop-
erty, of 1%; (4) on the gross pro-
ceeds of sales at retail of any.automotive
vehicle, truck trailer or semi-trailer, Y, of
1%, provided that where any used vehicle
or trailer is taken in trade, the tax shall
be levied on the price of the new or used
vehicle sold, less the credit for the used
vehicle taken in trade; (5) on the sales
price of tangible personal property pur-
chased at'retail for storage, use or other
consumption, 1%; (6) on the. sales price
of any new or used automotive vehicle,
truck trailer or semi-trailer purchased at
retail for storage, use or other consumption,
Y of 1%, provided that where any used
vehicle or trailer is taken in trade, the tax
shall be paid on the price of the new or used
vehicle sold, less a credit for the used .vehicle
taken in trade; (7) on the sales price of
machines and parts therefor used in mining,
quarrying, compounding, processing and
manufacturing tangible personal property
purchased at retail for storage, use or other
consumption, of 1%. Exemptions appli-
cable to the state sales and use taxes apply
to the taxes levied by this Act. The taxes
levied hereunder shall be collected by the
Department of Revenue at the same time
and along with the collection of the state
sales and use taxes. (CCH Alabama Tax
Reporter at 74-010; Act 66, Laws 1963,
2nd Spec. Sess., effective October 1, 1963,
amended by Act 108, Act 591 and Act 845,
Laws 1969.)

Fayette,-The following taxes are im-
posed: (1) on the gross proceeds of retail
sales, 1%; (2) on the gross receipts from
operating places of amusement or entertain-
ment, 1%; (3) on the sales price of tangible
personal property purchased at retail for
storage, use or other consumption, 1%;
(4) on the gross proceeds from retail sale
of any automotive vehicle or truck trailer or
semi-trailer, Yj of 1%; (5) on the gross
proceeds from sale of any used automotive
vehicle or truck trailer or semi-trailer, where
such vehicles are bought for resale, !1 of
1% (not applicable to trade-ins); (6) on the
sales price of any new or used automotive
vehicle or truck trailer or semi-trailer pur-
chased at retail for storage, use or other
consumption, Y3 of 1%. Exemptions appli.
cable to the state sales and use tax apply
to taxes levied under this Act. The taxes

I Local-Alabama Number 44-I2
10-5-71

arc paid* to the State Department of Reve-
nue at the same time and in the same man-
ner as the state sales and use taxes. (CCH
Alabama Tax Reporter at 74-010; Act 278,
Laws 1957, effective February 1, 1962.)

F'rankUn.-There is levied a privilege or
license tax in Franklin county as follows:
(1) on gross proceeds from retail sales, 1%;
(2) on gross receipts from operating places
of entertainment and amusement, 1%; (3)
on gross proceeds from retail sales of ma-
chines and parts therefor used in mining,
quarrying, compounding, processing and
manufacturing of tangible personal property,
YV of 1%; (4) on the gross proceeds from
retail sales of any automotive vehicle or
truck trailer and semi-trailer, of 1%, pro.
vided that if a vehicle or trailer is traded
in, the tax shall be paid on the price of the
new or used vehicle sold less a credit for
the used vehicle' taken in trade; (5) on the
gross proceeds of retail sales of farm ma-
chinery, including parts, of 1% less any
trade-in; (6) on the sales price of tangible
personal property purchased at retail for stor-
age, use or consumption, 1%; (7) on the
sales price of any new or used automotive ve-
hicle, truck trailer or semi-trailer purchased at
retail for storage, use or other consumption,
of 1%, provided that where any used vehicle
or trailer is taken in trade, the tax shall be
paid on the price of the new or used vehicle
sold less a credit for the used vehicle taken
in trade; (8) on the sales price of machines
used in mining, quarrying, compounding,
processing and manufacturing and parts
therefor for storage, use, or other consump-
tion, of 1%; and (9) on the sales price of
farm machinery, including parts, of 1%.
Taxes levied hereunder shall be paid to and
collected by the State Department of Rev-
enue at the same time and along with the
collection of the state sales tax and the
state use tax. (CCII Alabama Tax Reporter
at 74-010; Act 441, Laws 1969, effective
October 1, 1969.)

Hale.-The following taxes are imposed:
(1) on the gross proceeds from the sale at
retail of tangible personal property, 1%;
(2) on the gross proceeds from admission
to places of amusement and entertainment,
1%; (3) on the gross proceeds from sales
at retail of machines used in mining, quarry-
ing, compounding, processing and manufac-
turing of tangible personal property and the
parts therefor, Y2 of I%; (4) on the gross
proceeds (less credits for trade-ins) of sales
at retail of any automotive vehicle or truck

1 5-005
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trailer and semi-trailer, Y of I%. All taxes
levied hereunder shall be paid to and col.
lected by the state department of revenue at the
same time and along with the collection of state
sales and use taxes. (CCH Alabama Tax Re-
porter at 74-010; Act 472, Laws 1959, eff ec-
tive December 1, 1959, as amended by Act 492,
Laws 1965, effective August 20, 1965.)

Jefferson.-Act 405 (H. B. 823), Laws
1967, levied a sales and use tax upon all
counties having a population of 500,000 or
more. It is applicable to all persons en-
gaged in the business of selling tangible
personal property at retail, conducting a place
of amusement or entertainment, or engaged in
any business subject to the state sales tax, and
upon the storage, use or other consumption of
tamgible personal property purchased at retail.

The tax is levied at 4 the rate of the
state sales tax.

The tax is due and payable on or before
the twentieth day of the month next suc-
ceeding the month in which the tax accrues.
If monthly liability does not exceed $10, a
quarterly return may be remitted on the
twentieth of the month following the
quarter. The use tax retunis and remittances
are due quarterly. The returns are to be
remitted to the Commissioner bf Licenses.
The discount allowed is the same as the
state allows (Law, f1 20-094, Reg., 1 20-745B).

Exemptions and administration of the law
parallel the state law. A 5% bracket system
was issued and is reproduced above under
"Gross Receipts (Sales) Tax" (Note: The
bracket does not reflect the tax collected in
Birmingham.) (CCII Alabama Tax Re-
porter at 1, 74-010; Act 387, Laws 1965,
amended by Act 405, Laws 1967, effective
October 1, 1967.)

Jefferson. - Any individual, corporation,
partnership, association, stock company, busi-
ness trust, unincorporated organization, and
the like, which conducts or engages in any
of the enumerated business activities or oc-
cupations in Jefferron County must pay an
annual license tax to the Director of Reve-
nue, A license is required for each separate
business or occupation and each separate lo-
cation thereof even though the same person
may own more than one taxable activity.

Where no single flat fee is provided, the
tax is determined in accordance with a
scheduled set of fees based upon either:
gross annual receipts; investment in plant,
equipment, supplies and fixtures; market
value of goods removed from inventory
during the previous year; number of em-
ployees, vehicles, or rooms; amount of space
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occupied; or aggregate amount of loans
made. Where the license fee is based on
gross annual receipts, such term means the
entire receipts for the preceding calendar
year including all sales, regardless of the
place where the sale was solicited, the place
where the contract was consummated or the
place where delivery was effected and the
amount of any federal excise tax or any tax
imposed on sales or services. Moreover, in
'the case of fees based on gross annual re-
ceipts, the amount of all state, county and
municipal sales and use taxes, and other
taxes paid thereto, may be deducted from
the tax base. Finally, in the case of fees
based on gross annual receipts, the licensee
may either: (1) deduct from the entire re-
ceipts the amount of receipts derived from
the sale of merchandise or services covered
by state and county license or licenses is-
sued under Sees. 450--617, Tit. 51; or (2)
deduct from the license tax due amounts
paid to the state and county under these
sections for such licenses excluding fees, in-
terest and penalties. Where the license fee
is based on investment in plant, equipment,
supplies and fixtures the basis is the average
of such investment for the calendar year
next preceding the current year.

A basic issuance fee of $1 is charged for
all licenses. Annual fees for certain of the
taxed businesses which are of a more gen-
eral interest are set forth below. In the case
of businesses whose basis is either gross re-
ceipts or capital investment and which did
not commence until after October 1, 1968.
or any subsequent October 1, liability is
limited to the minimum license fee for that
license year. For such businesses commenc-
ing after April 1, 1969, or any subsequent
April 1, only 3/2 the minimum license fee is
payable for the, remainder of that license year.

1. Dress, Clothing, Shoe, or Hat Shops
Merchandise (Retail Sales or Leasing)
Merchandise (Storing for Retail Sales)

Annual gross receipts less
than $1,000 ...........

$ l,000-$ 5,000 .
5,000- 10,000 .

10,000- 15,000
15,000- 20,000
20,000- 40,000
40,O0- 60,000
60,000- 100,000

100,000- 150,000
150,000- 200,000
200,000-- 250,000
250,000-- 300.000
300,000- 350,000
350,000-- 400,000
400,000- 500,000

All-State Sales Tax Reports

2.$ .50
. 3.00

3.50
6.00

10.00
13.001 16.00
25.00
33.00

- 41.00
- 50.00
. 58.00

66.00
. 75.00
.83.00
15-003
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500,000- 600,000
600,000- 700,000
700,000- 800,000
800,000- 900,000
900,000-- 1,00,000

1,000,000-- 1,200,000
1,200,000-- 1,400,000
1,400,000- 1,600,000
1,600,000- 1,800,000
1,800,000--. 2,000,000
2,000,0-- 5,000,000
5,000,000- 10,000,000

1,000,000 and over ...

100.00
116.00
133.00
150.00
166.00
183.00
200.00
216.00
233.00
250.00
333.00
416.00
500.00

Each additional location where
business is conducted in same
name or by wholly-owned
subsidiary ................. 100.00"" r"-. ;_

If gross business at any such
additional location would re-
sult in a license fee of less
than $100.00, the lower amount
would prevail.

2. Contractors
Annual gross receipts

less than $10,000 ........... $ 15.00
$, 10,000--$ 20,000 ............ 22.50

20,000-- 50,000 ............ 37.50
50,000- 100,00 ............ 7500

100,000- 150,000 ............ 225.00
150,000- 200,000 ........... 300.00

Over $200,000 ................ 375.00

3. Food Stores (Retail)
Annual gross receipts less

than $1,000 ................. $ 2.50
$ 1,000-$ 5,000

5,000- 10,000
10,000-- 15,000
15,000-- 20,000
20,000- 40,000
40,000- 60,000
60,000--" 100,000

100,000-. 150.000
150,000- 200,000
200,000- 250,000
250,000-- 300,000
300,000-- 350,000
350,000-- 400,000
400,00-- 500,000
500,00- 600,000
600,00- 700,000
700,000- 800,000
80y,000-- 900,000
90,00- 1,000,000

1,000,000- 1,200,000
1,200,O00- 1,400,000
1,4000(- 1,600,000
1,600,0 - 1,800,000
1,800,000-- 2,000,000
2,(00,r0 - 5,000.000
5,0(X0(K)- 10,000,000

10,0(0,000 and over

I 5-005

....... 3.00
....... I 3.50
....... 6.00
....... 10.00
....... 13.00
....... 16.00

.25.00
....... 33.00

....... 41.00
....... 50.00
... :... 58.00

.66.00

...... 75.00
....... 83.00

.100.00
7...... 116.00
....... 133.00

.150.00
....... 166.00
....... 13.00
....... 200.00
....... 216.00

233.00
.250.00
... 333.00

....... 416.00
....... 500.00

Hwuber 435-40
13-349

Each additional location where
business is conducted in same
name or by wholly-owned
subsidiary ......... ...... $100.00

If gross business at any such
additional location would re-
sult in a license fee of less
than $100.00, the lower amount
would prevail.

4. Manufacturing, Processing, Pabricat
ing, Assembling

Investment in plant, equipment,
supplies and fixtures less than
$15,000 ................. $ 15.00

$ 15,000-4 25,000 .......... 30.00
25,000- 50,000 .......... 45.00
50,000- 100,000 ....... 75.00

100,000- 500,000 ..... 150.00
500,000-- 1,000,000 ....... 225.00

Over $1,000,000 ............. 300.00

5. Oils (Wholesale of Lubricants, Illumi-
nants, Fuel Gasoline, Benzol and
Benzol Products, Linseed or Turpen-
tine Oils)

Annual gross receipts up to
$20,000 ................ $

$ 20,000--$ 40,000 ...
40,000- 60,000 ...
60,000- 100,000.

100,000- 250,000
250,000- 500,000 .....
500,000- 1,000,000.

1,000,000- 2,000,000.
2,000,000-- 5,000,000 ..... I
5,000,000- 10,000,000 ..... I

10,000,000 and over ........ I

6. Wholesalers
Annual gross receipts less

than $1,000 ..........
$ l,000-$ 5,00 .

5,000.- 10,000 .
10,000-- 15,000 .
15,000- 20,000 .
20,00- 40,000 .
40,000- 60,000,
60,000- 100,000 .

100,000-- 150,000 ,
150,(0-- 200,000 .
200,000-- 250,000 .
250,000-- 300,000 .
300,000- 350,000 .
350,000- 400,000 .
400,000-- 500.000 .
50,000- 600,O00 .
600,000- 700,000 .
700,000-- 8(,000 .
800,000- 900.0 .
900,000- 1,000,000 .

1,000,000-- 1,20,000 .

$

30.00
40.00
50,00
75.00

150.00
250.0
500.00
750.00
,000.00
,250.00
1,500.00

2.50
3.00
3.50
6.00

10.00
13.00
16.00
25.00
33.0
41.00
50.00
58.00
66.00
75.00
83.00

100.00
116.00
133,OU
150.00
166.00
183.00
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$ 1,200,000--$ 1,400,000 ....... $200.00
1,400,000- 1,600,000 ....... 216.00
1,600,000- 1,800,000 ....... 233.00
1,800,000- 2,000,000 ....... 250.00
2,000,000- 5,000,000 ....... 333.00
5,000,000- 10,000,000 ...... 416.00

10,000,000 and over ......... 500.00
Each additional location where

business is conducted in same
name or by wholly-owned
subsidiary ................. 100.00

If gross business at any such
additional location would rc-
suit in a license fee of less
than $100.00, the lower amount
would prevail.

7. Merchandise (Retail Sales or Leasing)

$ 15,000-$ 20,000
20,000- 40,000
40,000- 60,000
60,00-- 100,000

10 ,0- 150,000
150,000-- 200,000
200,000- 250,000
250,000-- 300,000
300,0(0)- 350,000
350,000- 400,000
400,000- 500,000
500,000-- 600,000
600,000- 700,000
700,000- 800,O0"
800,000- 900,000
900,000-- 1,000,000

1,000,000- 1,200,000
1,200,000- 1,400,000
1,400,000- 1,600,000
1,600,000- 1,800,000
1,800,000- 2,000,000
2,000,000- 5,000,000
5,000,000-- 10,000,000

10,000,000 and over ..

Annual gross receipts less
than $1,000 ..........

$ 1,000-$ 5,000
5,000- 10,000

10,000- 15,000
15,000- 20,000
20,000- 40,000
40,000- 60,000
60,000- 100,000

100,00- 150,000
150,000- 200,000
200,000- 250,000
250,000- 300,000
300,000- 350,000
350,000- 400,000
400,000-- 500,000
500,000- 600,000
600,000- 700,000
700,000- 800,000
800,000- 900,000
900,000- 1,000,000

1,000,000- 1,200,000
1,200,000- 1,400,000
1,400,000- 1,600,000
1,600,000- 1,8Uo,000
1,800,000- 2,000,000
2,000,000- 5,000,000
5,000,000- 10,000,000

10,000,000 and ovi.r

....$ 2.50
3.00
3.50
6.00

10,00
13.00
16.00
25.00
33.00
41.00
50.00
58.00
66.00
75.00
83.00

100.00
116.00
133.00
150.00
166.00
183.00
200.00
216.00
233.00
250.00
333.00
416.00
500.00

Each additional location where
business is conducted in same
name or by wholly-owned
subsidiary ................. 100.00

If gross business at any such
additional location would re-
sult in a license fee of less
than $100.00, the lower amount
would prevail.

8. Merchandise
Sales)

(Storing for Retail

Market value of goods remo'.ed
from storage less than $1,000.. $

$ 1,000-s5,000-
10,000--

5,000 ......
10,000 .......
15,000 .......

2.50
3. 0
3.50
6.00

All-State Sales Tax Reports
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....... 1$ lO.OO

....... 13.00

....... I 16.00

....... 25.00
....... 33.00

....... 41.00
....... 50.00

.... 58.00
.66.00

....... 75.00
....... 83.00

....... 100.00

....... 116.00

....... 133.00
.150.00

....... 166.00
.183.00

....... 200.00
.216.00

...... 233.00
....... 250.00

.333.00
....... 416.00
....... 500.00

Each additional location where
business is conducted in same
name or by wholly-owned
subsidiary ................. 100.00

If gross business at any such
additional location would re-
sult in a license fee of less
than $100.00, the lower amount
would prevail.

On or before October 1 of each year all
licensees, except those for whom a single
flat fee is prescribed, will render to the
Director of Revenue a sworn statement
showing the previous year's gross receipts,
capital investment, or whatever basis is re-
quired by the tax schedule. In addition
the amount of license tax due must be
stated. License fees are due and payable
on October 1 of each year or the day on
which business is commenced if after October
1. In the first effective year of the tax pay-
ment is delinquent if not received before
January 1, 1969; thereafter the date is No-
vember 1 of each year. Regardless of de-
linquent dates, payment may be enforced
immediately after the due date. (CCH
Alabama Tax Reporter at 73-050; Ordi-
nance No. 1, effective September 30, 1968,
as authorized by Act 405, Laws 1967;
amended by Ord. Nos. 5, 6, 7 and 9, effec-
tive October 1, 1968.)

Lauderdale.-The following taxes are im-
posed: (1) on gross proceeds from retail sales,
1%; (2) on gross proceeds from amusement
places, 1%; (3) on gross proceeds from
sales of automotive vehicles, truck trailers
and semi-trailers, 4 of 1%; (4) a use tax
of 1% except mf automotive vehicles, where

15-005
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it is Y4 of %. Returns and payment of
tax are made to the probate judge of Lauder-
dale County in the'same manner as for the
state tax. (Rates in the City of Florence
equal % of 1% on retail sales and 1% on
gross receipts of amusements, etc.) (CCH
Alabama Tax Reporter at 74-010; Act 296,
Laws 1949; as amended by Act 470, Laws
1959, effective November 13, 1959.)

Lawrence.--The following taxes are im.
posed: (1) on the gross proceeds of sale at
retail of tangible personal property, 1%;
(2) on the gross proceeds from operating
places of amusement and entertainment,
1%; (3) on the gross proceeds from retail
sales of machines and parts therefor used

.in mining, quarrying, compounding, process-
Ing and manufacturing of tangible personal
property, Y/ of 1%; (4) on the gross pro-
ceeds (less credits for trade-ins) from retail
sales of any automotive vehicle or truck
trailer and semi-trailer, V2 of 1%; (5) on
the sales price of tangible personal property
purchased at retail for storage, use or other
consumption, 1%; (6) on the sales price of
machines used in mining, quarrying,, com-
pounding, processing and manufacturing and
parts therefor for storage, use, or other con-
sumption, of 1%; (7) onl the sales price
(less credits for trade-ins) of any automo-
tive vehicle, truck trailer or semi-trailer
purchased at retail for storage, use or other
consumption, ,a of 1%. Payment of the tax
and reports are made to the State Depart-
ment of Revenue at the same time as the
state sales and use tax, The exemptions
provided for by the state sales and use taxes
are applicable. (CCH Alabama Tax Re-
porter at ff 74-010; Act 25, Laws 1959; as
amended by Act 493, Lavs 1959, effective
December 1, 1959.)
' Lee.-There is levied in that part of Lee
County outside the corporate limits of the
cities of Auburn and Opelika (one-lhalf of
the following rates are levied in the police
jurisdiction of Opelika) the following taxes:
(1) on the gross proceeds of sales at retail,
1%; (2) on the gross receipts from the busi-
ness of operating amusements or entertain-
ment, 1%; (3) on the gross proceeds of
sales at retail of machines used in mining,
quarrying, compounding, processing and
manufacturing tangible personal property,
34 of 1%; (4) on the gross proceeds of sale
of any automotive vehicle, truck trailer,
semi-trailer, or house trailer, less any tradc-
in, Y of 1%; (5) on the sales price of tangi-
ble personal property purchased for storage,
use or consumption, 1%; (6) on the sales
price paid for machines used in mining,

1 5.005
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quarrying, compounding, processing, and
manufacturing of tangible personal properly
purchased at retail for storage, use or
consumption, -)J of 1%; and (7) on the sales
price of automotive vehicles, truck trailers,
semi-trailers, or house trailers purchased at
retail for storage, use or consumption,
of 1%.

Sales tax payments are due on the 20th of
every month; use tax payments are due
quarterly on the 20th of the following
month. The State Department of Revenue
will collect and enforce the tax. (CCH
Alabama Tax Reporter at f 7.-010; Act
1254, Laws 1969, effective October 1, 1969.)

Limestone.-The following taxes are im.
posed: (1) on the gross proceeds from re-
tail sales, I%; (2) on the gross receipts
from operating places of entertainment and
amusement, 1%; (3) on the gross proceeds
from retail sales of machines and parts
therefor used in mining, quarrying, com-
pounding, processing anid manufacturing of
tangible personal property, 5 of 1%; (4) on
the gross proceeds from retail sales of any
automotive vehicle or truck trailer and semi.
trailer, V of 1%, provided that, if a vchlicle
or trailer is traded in, the tax shall be paid
on the price of the new or used vehicle sold
less a credit for the used vehicle taken in
trade; (5) on the sales price of tangible
personal property purchased at retail for
storage, use or other consumption, 1%: (6)
on the sales price of machines used in min-
ing, quarrying, compounding, processing
and manufacturing and parts therefor for
storage, use or other consumption, V of
1%; (7) on the sales price of any new or
used automotive vehicle, truck trailer or
semi-trailer purchased at retail for storage,
use or other consumption, !/2 of 1%, pro-
vided that, where any used vehicle or trailer
is taken in trade, the tax shall be paid on
the price of the new or used vehicle sold
less a credit for the used vehicle taken in
trade. Taxes levied hereunder shall be paid
to and collected by the State Department
of Revenue at the same time and along
with the collection of the state sales and
use taxes. The same requirements, exemp-
tions and deductions provided for under the
state sales and use tax apply to the county
tax. (CCH Alabama Tax Reporter at
1 74.010; Act 68, Laws 1957, effective August
1, 1957, as amended by Act 491, Laws 1959,
Act 443.)

Macon.--The following taxes are im-
posed: (1) on the gross proceeds of sale,
at retail, 1%; (2) on the gross receipts
from operating places of amusement or
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entertainment, 1%; (3) on the gross pro-
cceds of sales of automotive vehicles or
truck trailers, semi-trailers or house trail-
ers, less any trade-in, X of 1%; (4) on the
gross proceeds of the sale at retail of ma-
chines used in mining, quarrying, com-
pounding, processing and manufacturing of
personal property, Vs of 1%; (5) on the
sales price of tangible personal property
purchased at retail for storage, use or other
consumption, 1%; (6) on the sales price of
the storage, use or other consumption of
any automotive vehicle or truck trailer, semi-
trailer, or house trailer, less any trade-in,
A of 1%; and (7) on the sales price of
the storage, use or other consumption of
any machines used in mining, quarrying,
compounding, processing, and manufactur-
ing of tangible personal property, purchased
at retail, 4 of 1%. Taxes are due and
payable on the 20th of every month and
shall be paid to and collected by the State
Department of Revenue. Quarterly returns
are also required. All provisions of the
state sales tax statutes with respect to
administration of the law apply to the
county tax. (CCH Alabama Tax Reporter
at 74-010; Act 818, Laws 1969, effective
November 1, 1969.)

Marion.-The following taxes are im.
posed: (1) on gross proceeds from retail
sales, 2%; (2) on the gross receipts from
operating places of amusement or entertain.
ment, 2%; (3) on the gross proceeds (less
credits for trade-ins) of sales at retail of
any automotive vehicle, truck trailer, semi-
trailer or house trailer, 1 %; (4) on the
sales price of tangible personal property
purchased at retail for storage, use or other
consumption in Marion County, 2%; (5) on
the sales price (less credits for trade-ins) of
any automotive vehicle, truck trailer, semi-
trailer or house trailer purchased at retail
for storage, use or other consumption in
Marion County, I'/%. Exemptions appli-
cable to the state sales and use taxes apply
to the tax levied under the above acts. In
addition, the gross proceeds from the sale
and the storage, use or other consumption
of machines and parts therefor used in min-
ing, quarrying, compounding, processing, and
manufacturing of tangible personal prop-
erty are exempt from the Marion County
tax. The storage, use or consumption of
ammonium nitrate used for blasting in the
coal mine industry is exempt. The tax is
paid to the State Department of Revenue
at the same time as the state sales and use
taxes. (CCH Alabama Tax Reporter at

74-010; Act 115, Laws 1949, as amended
by Act 151, Laws 1956, 1st Spec. Sess.;
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Act 39, Laws 1963, 1st Spec. Sess.; Act 9,
Laws 1967; Act 647, Laws 1967, effective
February 1, 1968.)

Monroe.-The rate of the gross proceeds
tax on retail sales and amusements and the
rate of the excise tax on the storage, use or
other consumption of tangible personal prop-
erty purchased at retail are both 1%. In addi-
tion to the exemptions allowed under the
state sales and use tax statutes, the gross
proceeds of the sales of automotive ve-
hicles, truck trailers, semi-trailers Qnd
house trailers, farm machinery and equip-
ment, and mining and manufacturing ma-
chinery and equipment and the storage, use
or consumption of such materials are ex-
empt. Sales and use taxes are due monthly
on the 20th and payable along with state
sales and use taxes to the State Department
of Revenue. (-CCH Alabama Tax Reporter
at ff 74-010; Act 503, Laws 1971, effective
October 1, 1971.)

Plckens.-The following taxes are im-
posed: (1) on the gross proceeds from
retail sales and amusements, % of 1%; (2)
on the gross proceeds of the sale of auto.
motive vehicles, or truck trailers and semi-
trailers, V6 of 1%; (3) on the storage, use
or other consumption of tangible personal
property purchased at retail, Ya of 1%; (4)
on vehicles purchased at retail for storage,
use or other consumption, Y6 of 1%.

The tax is paid to the State Department
of Revenue at the same time as the state tax.
In addition to the exemptions allowed under
the state sales and use tax statutes; the
gross proceeds of the sale of machines used
in mining, compounding, processing and
manufacturing of tangible personal property
and the storage, use or other consumption
of such machines; and the gross proceeds
of sales of laboratory materials, dentures,
appliances and other therapeutic devices
sold or dispensed by a licensed dentist in
conjunction with his services as well as all
eyewear, including lenses, frames and eye-
glasses, or other therapeutic devices sold
or dispensed by a licensed optometrist as
part of his services and the storage, use or
consumption of such materials, are exempt.
(CCH Alabama Tax Reporter at 74-010;
Act 171, Laws 1965, effective July 30, 1965;
as amended by Act 171, Laws 1965, Act 372,
Laws 1966.)

Tuscaloos.-The following taxes are im.
posed: (1) on gross proceeds from retail
sales made within the county, 2%; (2) on
gross receipts from operating places of
entertainment and amusement, 2%; (3) on
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gross proceeds front sales of automotive
vehicles, truck-trailers and semi-trailers,

of 1%; (4) on Vross proceeds from retail
sales of machinery tused in mining, quarry-
ing, compounding, processing and manufac-
turing tangible personal property, . of 1%;
(5) on the storage, use or consumption of
tangible personal property, 2%; (6) oil the
storage, use or consumption of automotive
vehicles, truck-trailers or semi-trailers, V/
of 1c; and (7) on the storage, use or con-
sumption of machinery used in mining,
quarrying, compounding, processing and
manufacturing tangible personal property,
4 of 1O. In addition to the exemptions

allowed under the state sales and use tax
statutes, the gross proceeds from any busi-
ness engaged in by a city or town in Tusca-

Number 414-10
10-5-71

loosa Couty antd gros prcecdrl from the
sale of school lunches by imblic and private
schooIs in the county are t xvtpt froin the
salc, awl tuse taxes levied by tlis act. Re-
turns and payvment (f tax are due on or
before the 20th of the m uith next succeed-
ing the nmi mth in which the tax accrues.
Ariy pers,,n obligated to futinlshi materials
under a construction contract entered hul
prior to May 1, 1967, is ettitlrd t-, a refund
of 50% of any tax paid after such (late on
account of materials lpurchamed in accord-
ance with tie contract. The tax is enforced
by the Tu'caloosa County Special Tax Board.
(CCH Alabama Tax Reporter at r 74-010;
Act 56, Laws 1953; as amended by Act 290,
Laws 1959; Act 112, Laws 1967, Ist Spec.
Sess., effective May 1, 1967.)

City Taxes
Auburn.-A privilege or license tax is

levied on every person, firm or corporation
engaged in the business of (1) selling at retail
any tangible personal property-l% of the
gross proceeds of sales, (2) selling uiy auto-
motive vehicle or truck trailer and semi-trailer
-!/ of I% of the gross proceeds, (3) selling
any used automotive vehicle or truck trailer
and semi-trailer bought for the purpose of re-
sale- of 1% of the gross proceeds, pro-
vided where any used automotive vehicle or
truck trailer or semi-trailer is taken in trade
as a credit or part payment on the sale of a
new or used vehicle, the tax shall be paid
on the price of the new or used vehicle sold
less the credit for the used vehicle taken in
trade, (4) operating any place of entertain-
ment or amusement-2% of the gross re-
ceipts, and (5) selling at retail machines,
and parts therefor, used in mining, quarry-
ing, compounding, processing and manufac-
turing of tangible personal property-ya of

I 1% of the gross proceeds. Rates for doing
business outside the corporate limits of
Auburn, but within its police jurisdiction,
shall be / of the amounts levied for doing
business within the corporate limits.

Itinerant vendors selling at retail within
the city must give bond in the sum of $50
or deposit $50 in cash.

A discount of 5% of the first $100 and
2% in excess of $100 of the total amount
of any monthly installment of the tax shall

-be allowed upon the filing of tile monthly
report. On or before the 20th day of each
month, every person shall file a statement
showing the gross sales, the gross proceeds
of sales or gross receipts of his business for
the next preceding month; returns are due
with the reports. Unless other forns are
prescribed, forms prescribed and used by
the state under the State Sales Tax Law

I 5.005
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may be used. (CCH Alabama Tax Re-
porter at 72-07S; Ord. No. 238, effective
January 1, 1961.)

Birmingham (Sales Ta).-The following
taxes are levied on every person, firm or
corporation engaged in the business of:
(1) selling tangible personal property at
retail-1% of the gross proceeds of sales;
(2) operating any place of amusement, or
entertainment--.l of the gross receipts;
(3) selling at retail any automotive vehicle,
truck trailer, semi-trailer or house trailer-
%/ of 1% of the gross proceeds, provided,
where any used automotive vehicle or truck
trailer or semi-trailer or house trailer is
taken in trade as a credit or part payment
on the sale of a new or used vehicle, the
tax shall be paid on the price of the new
or used vehicle sold less the credit for the
used vehicle taken in trade; and (4) selling
at retail machines, and parts therefor, used
in mining, quarrying, compounding, process-
ing and manufacturing of tangible personal
property-a of 1% of the gross proceeds.

A $5 "in lieu of tax" fee applies to each ve-
hicle withdrawn from a dealer's stock in
trade for use in the operation of his business.

The following tax brackets are suggested
for retailers electing to add the combined
tax to retail sales made: I

Sales
$ 0.00 through

0.11 through
0.21 through
0.37 through
0.55 through
0.71 through
0.86 through
1.11 throijgh
1.21 through
1.37 throtigh
1.55 though
1.71 through
1.85 through
5.00.1.......
8.00 ........

10.00 ........

Tax
$0.10 ................ $0.00
0.20 ................. 0.01
0.36 ................. 0.02
6.54 ................. 0.03
0.70 ................. 0.04
0.85 ................. 0.05
1.10 ... ............. 0.06
1.20 ................. 0.07
1.36 ....... ........ 008
1.54.... ............. 0.09
1.70 ................. 0.10
1.85 ................. 0.11
ao ................. 0.12

...................... 0.30
... . ....... ...... 0.48

...................... 0.60
Itinerant vendors selling at retail within

the City of Birmingham must give bond in
the sum of $50 or deposit $50 in cash with
the Director of Finance.

Reports and payments are due and pay-
able to the City on or before the 20th day
of the month next succeeding the month
in which the tax accrues. A discount of
1'a% of the total amount of monthly in-
stallment of tax due is allowed for timely

IAct 387, Laws 1965. effective October 1, 1965.
Imposed a Jefferson County sales and use tax.
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filing of reports and payments. (CCH Ala-
bama Tax Reporter at 72-110; Ord. No.
64-11, effective March 1, 1964, as amended
to date.)

Birmingham (License Tax).-The follow-
ing taxes are imposed: (a) Each person
engaged in the business of offering for sale,
taking or soliciting orders for sale, or sell-
ing merchandise of any description, includ-
ing any such products stored In a ware-
house for sale, distribution or delivery,
whether as owner, dealer, agent or con-
signee, shall pay a license as follows:

Where value of stock, fixtures,
and all equipment used in the busi-
ness averages: Less than $500.00..$ 12.00I500 and less than $1,000 ......... 18.00

1,000 and less than $1,500 ....... 24.00
1,500 and less than $2,000 ....... 30.00

$2,000 and less than $2,500 ........ 36.00
$2,500 and less than $3,000 ........ 42.00
$3,000 and less than $3,500 ........ 48.00
$3,500 and less than $4,000 ........ 54.00
$4,000 and less than 5,000 ....... 60.00
$5,000 and less than 6,000 ....... 72.00
$6,000 and less than ,7,500 ........ 90.00
$7,500 and over .................. 100.00

,Retail and wholesale dealers whose stock
and fixtures and all equipment used in the busi-
ness average $7,500 or more, and/or whose
gross receipts for the year, less sales returns
and allowances, exceed $100,000, are liable for
a tax of $100 plus a tax equal to 3/40ths of 1%
upon all such receipts in excess of $100,000;
(b) Manufacturers, fabricators, and/or proces-
sors by hand, machine , or otherwise of ware
or material of any kindare liable for a tax of
3/40ths of 1% of the gross receipts from
sales or stock transfers thereof, less adjust.
ments and returned goods, for the year next
preceding the current license tax year, on
all products manufactured, fabricated, or
processed, with a minimum license of $60 in
any case; and (c) Each person, firm or corpo-
ration engaged in the business of selling,
issuing, or otherwise distributing any trad-
ing stamps, coupons, certificates or other
similar devices redeemable or purporting to
be redeemable in partial or full payment for
goods, wares, merchandise, services or other
things of value shall pay an annual license
equal to 3% of the gross receipts of such
business for the next preceding year with
a minimum license in any case of $600.00.

License fees may be prorated as follows:
three-fourths of the annual license for busi-
nesses commencing after April 1 and before
July 1; one-half of the annual license for
businesses commencing after July 1 and
The suggested tax bracket schedule shown above
incorporates the state, county and city tax rates,
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before October 1: and one.fourth rif the
annual license for businesses commencing
after October 1. Outside Birmingham city
limits hut within the police jurisdiction, the
rate is one-half of the atnwe. Return; and
payment of taxf due annually on or before
January 1, but semi-annual returns allow-
able, the second being due July 1. (CCH
Alabama Tax Reporter at 72-100; Ord.
64-54, effective January 1, 1965.)

Chickasaw.-The following taxes are im-
posed for the privilege of selling tangible
personal property at retail-l% of the gross
proceeds of sales; operating places of amuse-
ment-at the rate of 1% of the gross re-
ceipts; selling new or used automotive
vehicles, truck trailers or semi-trailers (ex-
cept used vehicles acquired as part of the
consideration for sale, trade or exchange)
-at the rate of T of 1% of gross proceeds.
Hates for persons outside the city but with.
in the police jurisdiction arc V, of the above
rates. A discount of 3% of the total aniount
of any tnutithly hisiallmeut of the tax is al-
lowed to each taxpayer upon the filing of
monthly reports. Reports and payments are
due and payable on or before the 20th day
of the month next succeeding the month in
which the tax accrues. (CCH Alabama Tax
Reporter at 72-130; Ord, of July 17, 1958,
effective August 1, 1958.)

Decatur.-A privilege tax is levied on
every person, firm or corporation engaged
in the business of (1) selling at retail any
tangible personal property-at the rate of
2% of the gross proceeds of sales; (2)
selling any automotive vehicle or truck
trailer or semi-trailer--at the rate of Ya of
1% of the gross proceeds, provided, where
any tlsed automotive vehicle or truck trailer
or semi-trailer is taken in trade as a credit
or part payment on the sale of a new or
used vehicle, the tax shall he paid on the
price of the new or used vehicle sold less
the credit for the used vehicle taken in
trade; (3) operating any place of amusne-
ment or entertainment-at the rate of 2%;
(4) construction business-11.2% of the
greater of: (a) gross payments received
and/or due to be received for such activity
or (b) the reasonable market value or gross
purchase price, whichever is greater, of ma-
terials purchased for use or consumption
in such business plus the cost of labor hired
in such business.

Reports and payment of tax are due on
or before the twentieth day of the month
next succeeding the month in which the
tax accrues. There is a 3% discount for
15-005
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paying taxes before they become delinquent.
(CCH Alabama Tax Rej,rrt, 1! 72-150; Ord.
No. 733, effective March 1, 1oQ4, as amended
to date.)

Dothan.-The following taxes are levied:
(1) on the gross proceedsfrom selling at
retail, 1%; (2) on the grois receipts from
operating places of amusement, 1%; (3)
selling at retail machines and parts therefor
used in mining, quarrying, compounding,
processing and manufacturing- of 1% of
the gross proceeds; (4) on the gross proceeds
from the sale of any automotive vehicle or
truck trailer and semi-trailer (excluding
those acquired as trade-ins by the dealer),
,4 of 1%; (5) renting or furnishing rooms,
lodging or accommodations to transients-
1% of the room occupancy charge. Outside
thann city limits but within the police

jurisdiction, the rate is one-half of the above.
Persons subject to these provisions may

add the amount of the tax to the sales price
of the goods sold and collect the same from
the purchaser but this is not mandatory. A
discount of 3% of the total amount of any
monthly installment shall be allowed to each
taxpayer.

Reports and payments are due on the
20th day of each month next succeeding the
month in which the tax accrues. (CCH
Alabama Tax Reporter at 172-175; Ord.
No. 2157, effective January 1, 1958, as
amended to date.)

Gadsden.-Any person engaging in or
following any trade, occupation or profes-
sion must pay license fees for the privilege
of engaging in or following such trade,
occupation or profession. The tax shall be
measured by gross receipts and paid at the
rate of 2% of the gross receipts.

Employers are required to make returns
at the same time as payments are made for
taxes withheld. The city may request an
employer to file a return on or before Janu-
ary 31, 1959 and on or before January 31.
in each year thereafter showing the gross
compensation of each employee and amount
of the license fees deducted. When a satis-
factory quarterly return has not been filed
by an employer and the tax paid, the em-
ployee for whom no return has been filed
and no payment made must file on or before
the last day of the month next following
the end of each such quarterly period and
on or before January 31 in each year there-
after a return showing his gross receipts
subject to license fees.

Employers are required to withhold the
tax and must make payments of taxes with-
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held quarterly to the city for periods end-
ing March 31, June 30, September 30 and
December 31 of each year, on or before the
last day of the month next following the
end of ,:ach quarterly period. (CCH Ala-
bama Tax Reporter at fT 72-350; Ord. No.
1777, effective January 1, 1958, as amendcl
to (late.)

Homewood.-A privilege or license tax is
imposed as follows: (a) on gross proceeds
from retail sales, 1%; (b) on gross receipts
from operating places of amusement or
entertainment, 1%; (c) on gross proceeds
(less credits for trade-ins) from retail sales
of any automotive vehicle, truck trailer,
semi-trailer or house trailer, of 1%; (d)
on gross proceeds from retail sales of ma-
chines an( parts therefor used in mining,
quarrying, compounding, processing and
manufacturing tangible personal property,
3/j of 1%. A $5 "in lien of tax" fee applies
to each vehicle withdrawn from a dealer's
stock in trade for use in the operation of
his business. The fee is payable for each
12-month period (or fractional part), fol-
lowing tle date of withdrawal, that the
vehicle, remains in the possession of the
dealer or his employee.

Itinerant vendors selling at retail within
the City of Homewood are required to give
a $50 bond or deposit $50 in cash with the
City Ctcrk for each 5-day selling period.

A IV % discount is available to taxpayers
filing the monthly report and paying the tax
on time. Oi or before the 20th day of cach
month, a statement must be filed with the
City Clerk showing the gross sales, gross
proceeds or gross receipts of sales for the
preceding month; the tax is payable on the
20th. Any taxpayer having cash and credit
sales may report cash sales only and then
include in each monthly report all credit
collections made during the preceding month.
In the event a taxpayer ends his business,
the monthly statement must be submitted
within 30 days after the termination of the
business. (CCH Alabama Tax Reporter at
1 72-374d; Ord. No. 872, effective October
1, 1965, as amended.)

Huntsville.-The following taxes are im-
posed: (1) selling at retail tangible personal
property-2% of the gross proceeds; (2)
selling any automotive vehicle, truck trailer,
semi-trailer or house trailer (less credits for
tradc-ins)--l% of gross proceeds; (3) anuse-
ments-2% of gross receipts; (4) selling at
retail agricultural machinery or parts (less
credits for trade-ins)-l% of gross proceeds;
(5) purchasing tangible personal property
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at retail for -torage, usie or consumption in
the city-2% of sales price; (6) purchas-
ing any automotive vehicle, truck trailer,
semi-trailer tor house trailer for storage,
ttO or cotinlmption in tie city (less credit-
for tradc-ins)-l% of sales price; and (7)
purchasing agricultural machinery or parts
for storage, we or consunmption iu the city
(les, credits for tradc-in.)-lr % of sales price.
The tax on retail sales subject to the 2%
rate niust he collected by means of the
following tax bracket schedule (if the
1% rate is applicable, an amount equal
to M% of the sales price is collected from
the pIrchaser): Sales of 1€ through 100,
no tax; sales of 11¢ through 59€, 1¢ tax;
sales of 60¢ through 99€, 20 tax, plus the
2¢ tax oil whole dollars.

Itinerant vendors are required to post a
bond witlh the city. efTcctive for one year,
of i a111ot1it equal to their estimated tax
liability (hut not less than $10)0 nor tm1ore
than $1 ,OkI). Outside the l-[untsville city
limits htt within the ic, lice jurisdiction of
the city, the rates are ole-half of the above.

Rports.11 and p~ynlm(t of sales tax are due
on1 or before the twentieth day of the month
next succecting the Inou th ill which the tax
accrues. Use tax returns must be filed by
the twentieth day of the un nth following
each calendar quarter. A discount of 3%
of thq tax paid shall be allowed upon timely
payrnent of tax. (CCH Alabama Tax Re-
porter at 72-375: Orl. Nos. 65-360 and 65-
361, effective December 1, 1965, as amnended.)

Jasper.-The following taxes are imposed:
(1) selling at retail any tangible personal
property, within the city-1% c.f the gross
proceeds of sales; (2) operating places of
amusement or entertainneut, within the
city-l/ of the gross receipts; and (3) sell-
ing at retail any new or used automotive
vehicle or truck trailer and semi-trailer,
within the city-/4 of I% of the gross pro-
ceedts, except that no tax applies to the sale
of a used vehicle acquired as part of the
consideration for the sale, trade or exchange
of any new or used motor vehicle, Rates
for doing business outside the corporate
limits of Jasper, but within its police juris-
diction, are V of the rates levied for doing
business within the corporate limits. The
rate for selling automotive vehicles within
the police jurisdiction but without the cor-
porate limits is iA of 1%. Itinerant vendors
selling at retail within the city's police juris-
diction must give hoold in the suiln of $5.
or deposit $50 in cah. Returns and pay-
menuts of tax are (lue monthly on or before
the 20th day of each month. A 5% discount
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is allowed for timely returns, (CCH Ala-
bama Tax Reporter at 72-400; Ordinance
of December 26, 1950, effective January 1,
1951, as amended.)

Moble.-The following taxes are levied:
(1) selling at retail any tangible personal
property-2% of the gross proceeds of sales,
(2) operating any place of entertainment or
amusement-2% of the gross receipts, (3)
selling at retail machines and parts therefor
used in mining, quarrying, compounding,
processing and manufacturing-1% of the
gross proceeds, and (4) selling any automo-
tive vehicle, truck trailer or semi-trailer
-1% of the gross proceeds. The rate of
the tax Within the police jurisdiction of
Mobile and beyond the corporate limits
thereof shall be one-half of the rates ap-
plicable within the city. Reports and pay-
ments are due on or before the twentieth
day of the month next succeeding the month
in which the tax accrues. (CCH Alabama
Tax Reporter at 72-410; Ord. effective
October 1, 1959.)

An annual license tax is imposed on all
persons, firms or corporations using tile
public streets to deliver goods or merchan-
dise on which a 2% privilege tax has not
been pail to the city. The tax in the amount
of 2% of the value of the goods or mer-
chandise delivered may be paid by the de-
liverer at the time of delivery or prior
thereto, or, in the alternative, the use of
such property within the corporate limits
of the City or its police jurisdiction will be
considered a retail sale by the recipient who
is then required to report the transaction
and pay the tax on the reasonable and fair
market price of the goods or merchandise
at the time and place so used. The rate of
tax within the police jurisdiction, but beyond
the corporate limit, of the City, is 1%.
(CCHI Alabama Tax Reporter at IT 72-413;
Ord. No. 50-184, adopted October 1, 1963.)

Montgomery.'-TJhe following taxes are
levied: (1) on the gross proceeds from sales
at retail, 2%,, ; (2) on the gross receipts from
amusement places, 2f,,( ; (3) on gross pro-
ceeds from sales of auttomotive vehicles,
truck trailer; and semi-trailers, V of 1%;
(4) on ,rn-ss proceeds from sales of used
automotive vehicles, truck trailers, or semi-
trailers, , of I 1-/; (5) on the gross pro-
ceeds from sale. ,o farm machinery, 1%.
Outside thc city limits of Montgomery but
within the police jurisdiction of the city, the
rates of tax are one-half of time above. Re-
ports and payment of tax are due on or

£ The Montgomery gross receipts tax ordi-
I The Montgomery gross receipts tax ordi-

nance was upheld as being valid. Al Meatm,
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before the twentieth day of the month next
succeeding the month in which the tax ac-
crues. A discount of 3% of the total amount
of any monthly installment of tax is allowed
upon timely payment. (CCH Alabama Tax
Reporter at If 72-415; Ord, 25-57, as amended.)

Opelika.-The following taxes are im-
posed: (1) selling at retail any tangible
personal property, 1% of the gross proceeds
of sales, (2) operating any place of enter-
tainment or amusement, 19o of gross re-
ceipts, (3) selling at retail any automotive
vehicle or truck trailer and semi-trailer 54
of 1% of the gross proceeds, (4) selling any
used automotive vehicle or truck trailer and
semi-trailer bought for the purpose of re-
sale, Y2 of I1 of the gross profits, provided,
where any used automotive vehicle or truck
trailer or semi-trailer is taken in trade as a
credit or part payment on the sale of a new
or used vehicle, the tax shall be paid on
the new or used vehicle sold less the credit
for the used vehicle taken in trade, and
(5) selling at retail machines and parts
therefor used in mining, quarrying, com-
pounding, processing and manufacturing of
tangible personal property, Y/ of 1% of the
gross proceeds. Rates for doing business
outside the corporate limits of Opelika, but
within its police jurisdiction, shall be Y2 of
the amounts levied for doing business with-
in corporate limits.

Itinerant vendors selling at retail within
the city's police jurisdiction must give bond
in the sum of $50 or deposit $50 in cash.
Reports and l)ayments are due on the 20th
day of the month next succeeding the month
in which the tax accrues. A discount of 5%
of the first $100 and 2% (,f the amount in
excess of $100 of the total amount of any
monthly paymenl t of the tax shall be allowed
upon the timely filing of reports and pay-
ments,. (CII Al.blama Tax Reporter at

72.422: Ord. No. 104-59, effective Novem-
ber 1, 1959, Ord. No. 106-59, effective No-
vember 3, 1959.)

Prichard.-The, following taxes are levied:
(a) sales of tangible personal property at
retail-2% of the gross proceeds, (b) con-
ducting or operating places of amusement
or entcrtainment-2% of the gross receipts,
(c) the sale of any automotive vehicle or
truck trailer and semi-trailer- of 1% of
the gross proceeds and (d) the sale of any
used automotive vehicle or truck trailer and
semi-trailer, where such vehicle is bought
for the purpose of resale, except sales,
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trades or exchanges where the used vehicle
is part of the consideration for the sale--Ya
of 1% of the gross proceeds. Rates outside
the corporate limits but within the police
jurisdiction are V of the above.

Returns and payments are due on the
twentieth day of the month next succeeding
the month in which the tax accrues. A 3%
discount is allowed for timely reports. (CCH
Alabama Tax Reporter at ff 72-425; Ord.
No. 777, effective July 10, 1958, as amended
to date.)

Talladep-a.-A privilege tax of 1% is
levied on the gross proceeds of sales de-
rived from selling at retail any tangible
personal property and on the gross receipts
derived from conducting or operating places
of amusement or entertainment for a fee,
and a tax of 4 of 1% is levied on the gross
proceeds of sales derived from selling any
automotive vehicle or truck trailer and
semi-trailer or from selling any used auto-
motive vehicle or truck trailer and semi-
trailer, where such vehicles are bought for
the purpose of resale, However, within the
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police jurisdiction of the city and beyond
the corporate limits, the rates of tax are
the above.

Reports and payment of tax are (lue on or
before the twentieth of the month next succeed.
ing the month in which the tax accrues. A
discount of 3% of -the total amount of the
monthly installment of tax clue is allowed
for prompt remittance. (CCI- Alabama Tax
Reports, f72.450; Ord. No. 715, effective
June 1, 1953.)

Winfield.-The following taxes are im.
posed: (1) on gross proceeds from retail
sales, 1%; (2) on gross proceeds from
amusement places, 1%; (3) on gross pro-
ceeds from sales of automotive vehicles, V4
of 1%; (4) a use tax of 1%. Another
ordinance which applies to areas within
the police jurisdiction of the city provides
for V2 of the above rates in such areas.
Payment is due on or before the 20th day
of each month; no reports are required.
(CCH Alabama Tax Reporter at 72-600;
Ord. No. 6-1 effective June 7, 1956.)

The following digests of decisions, opinions, etc., formerly presented as New
Developments, have particular bearing on the city sales taxes listed on the preced.
ing pages.

.20 General.-The seller of a truck Is not
liable to a city for the sales tax when delivery
Is made outside of the city In such a way as to
pass title outside the city's jurisdiction, When
the seller negotiates the sale by telephone from
the city, but makes delivery outside, or when
the seller takes the truck without the city and
makes the sale there, the facts would Indicate
that title is passed outside the city's taxing
Jurldiction. In the absence of special circum-
stances, the general rule is that title passes
upon delivery. Opinion o1 the Attorney Oens-
eral, February 26, 1965.

Sec. 3, Tit 51, Code, which authorizes exemp-
tions, f r.certain classes of plants and factories.
apples only to ad valorem taxes, No exemption
fronran excise tax, such as a county use tax,
can be granted under Its authority. Thus, a
resolution by a Court of County Commissioners
attempting such an exemption Is effective only
with respect to property taxes, and has no effect
on liability for a use tax. Opinion of the At.
torney General, April 4, 1966.

The city In which a purchaser resides may
not collect a sales tax when the seller makes
his sales F. 0. B. point of origin, the point of
origin being outside of the city attempting to

levy the sales tax, and the purchaser has the
right to designate which carrier should handle
the goods as well as the duty to pursue any
claims arising out of loss or damage In transit.
Under such circumstances, the sale is not made
within the taxing city or its police Jurisdiction,
The general rule Is that when the contract of
sale is F. 0. B. initial point, title to the mer-
chandise passes on delivery to the carrier.
State of Alabama v. Matthews Electric Supply
Company, Inc., Alabama Supreme Court, March
27. 1969.

A local tax law Imposing sales and use taxes
at rates different than the rates shown In the
published advertisement of the bill is Invalid.
A local law Is unconstitutional and void It it
varies materially and substantially In its en-
acted form from Its form as published In
entirety In newspapers. The tax rate of a local
law, which taxes the gross -proceeds of sales of
machines and machine parts, Is a material and
substantial element of the law. Also, the fact
that the taxes were not paid under protest Is
not a bar to a refund of the taxes paid under
a law declared unconstitutional, The B. P.
Goodrich Co., et at, v. Tuscaloosa County Spe-
cial Tax Board, Circuit Court of Tuscaloosa
County, November 25, 1970.

All.State Sales Tax Reports
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Senator MONDALE. Our final witness today is Mr. Frank H. Roberts,
partner in the law firm of Pillsbury, Madison & Sutro, San Francisco,
Calif.

Mr. Roberts, we will place your statement in the record as though
read and you may read from it or highlight it or proceed in any way
you wish.

STATEMENT OF FRANK H. ROBERTS, PARTNER, PILLSBURY, MADI-
SON & SUTRO, SAN FRANCISCO, CALIF.

Mr. ROBERTS. Thank you, Senator Mondale.
I appear here today as spokesman for a number of California-based

corporations concerned with State income taxation of multistate and
multinational businesses. I will mention some of them: Standard Oil
Co. of California, Bank of America, Del Monte Corp., Southern
Pacific Railroad, Union Oil Co., Southern California Edison, Safeway
Stores, Kaiser, and a group of other companies-

Senator MONDALE. Just a series of small businesses?
Mr. ROBERTS. Some of them are small. These companies and other

California-based corporations have strongly endorsed a bill now
pending before the California legislature to -enable California to be-
come a member of the Multistate rTax Compact. Their reasons for
doing so coincide directly with the views set forth in my statement on
Federal legislation in this field.

I can summarize that, statement quickly by making three points. My
first point is a preliminary one. We are here concerned primarily with
rules governing the division of income among States, the distribution
of a corporation's net income to a particular State. While some of the
pending bills do provide for certain exemptions from tax, by and large
there is not before the Congress any proposal to deal extensively with
items of income, deductions, exemptions, assessment procedures,
accounting methods, and so forth. I address myself solely to the divi-
sion of income question.

My second point is that I and the taxpayers for whom I speak believe
that'it is fundamental in this division of income area for the States to
have laws and administration which treat corporations similarly situ-
ated alike. We oppose tax rules based upon artificial disparities or
technicalities such as where a corporation is domiciled or whether it
operates through divisions or subsidiaries. We think that the pending
bills are deficient in this regard in a number of respects. The most
egregious deficiency is the provision in S. 1245 requiring the full
allocation of taxable dividends-in other words, the provision that all
taxable dividends must be attributed only to the State of commercial
domicile of the corporation.

We submit that this provision directly contradicts the basic theme
of S. 1245 that all income shall be apportioned by formula. It also dis-
regards the fact that in many cases dividends do indeed constitute
business income and are as integrated with the business operations as
any other type of income. We think this rule is a discriminatory rule
and that its practical effect is-to create tax havens.

We ask only that dividends be subjected to the same rule as any
other income, be it the full apportionment rule or Professor Heller-
stein's interdependency test.
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There are other examples in the pending bills where equality is not
provided but I go on to my third point in order to save time. My third
point is correlatlive to the equality point. We think that, taxpayers are
entitled to ask that in the division of income area the States provide
uniform rules and uniform administration. We don't think that this
obtains today to the degree that it should. The question is how best to
obtain it, through cooperative State action or through Federal
legislation?

We are wary of Federal legislation at this stage. Also we think that
the pending bills do not really deal with the problem in depth and that
to do so would require a massive bill and administrative setup. We
believe that the Multistate Tax Commission has made great progress
toward uniformity through the adoption of the uniform act. About
half of the States have the uniform act.

The commission has, after a great deal of trouble, promulgated
regulations which we think will establish uniform administration of the
uniform act.

We would urge Congress to adopt a consent bill for the Multistate
Tax Compact.

Thank you. That completes my testimony.
Senator MONDALE. It is your position that the best way to deal with

apportionment questions would be to ratify the determinations of the
Multistate Tax Commission?

Mr. ROBERTS. I think the Multistate Tax Commission should be
encouraged to operate freely. That is to say, the attack on its con-
stitutionality ought to be eliminated. I don't know that by doing that
Congress is endorsing any particular action that is taken but 'it
would endorse the theory of joint State action. I think the commission,
as I say, has made progress, and if it can solve its financial difficulties,
and constitutional difficulties, it would make a lot of progress.

Senator MONDALE. Did you say the State of California is considering
legislation which would permit the State to become a member?

Mr. ROBERTS. Yes.
Senator MONDALE. They are not a member now?
Mr. ROBERTS. No.
Senator MONDALE. Why has California not previously become a

member of the Multistate Tax Compact?
Mr. ROBERTS. There has been no legislation that has been intro-

duced until recently. The California Franchise Tax Board has intro-
duced the legislation and it has received support, and has passed the
assembly (which is the lower house) by 64 to 8. It is now pending
before the Senate.

Senator MONDALE. Why has California proceeded so slowly in
getting into this?

Mr. ROBERTS. Well, I will give you my own jud gment on that. I
think it is because it has taken some years for the California franchise
tax administrative people to become convinced that the Multistate
Tax Commission in its concept of regulations for administration was
on the right track. They are now convinced.

I believe that in the early days the California franchise tax adminis-
tration people did support the concept of the commission and have
endorsed all along joint State action.

Senator MONDALE. The present system then is one of substantial
anarchy, I take it?
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Mr. ROBERTS. I don't think it is anarchy. The corporations that I
described do business in a great many States and we are here telling
you that we are not dissatisfied. We think there is a lot of room for
improvement, but we won't call it anarchy. We are more concerned
about the possibility that unequal rules will be adopted than we are
about delay in State cooperation directed toward achieving uniformity.
Our corporations at least are having no difficulty in complying with
State tax rules.

Senator MONDALE. Do you object to the so-called full apportion-
ment approach?

Mr. ROBERTS. I have no strong feelings in favor of the unitary
concept as opposed to the full apportionment concept. The full
apportionment, concept has a practical advantage to a tax adminis-
trator. The unitary concept has a little more elegant theory and
perhaps carves out the really rare case in which full apportionment
produces bizarre results. But by and large under the regulations
adopted by the Multistate Tax Commission and under the Californiadecisions, the unitary approach is very broal, and in most cases the
same results are obtained under the unitary approach as under the
full apportionment approach.

Senator MONDALE. There are some corporate leaders and the
chamber of commerce which testified today contrary to your posi-
tion, who basically support the principles of the Mathias proposal,
S. 1245, which contains certain exemptions. How do you explain
this apparent conflict?

Mr. ROBERTS. There are some provisions of the Mathias bill that
deal with exemptions from tax, and I am not addressing myself to
them because the corporations that I listed might have opposite
views on that subject. There are other provisions of the Mathias
bill that I strongly oppose because, as I say, I think they create tax
discriminations. I mentioned the allocation-of-dividends point. I
would also mention the rules in that bill on combined reports.

The corporations I speak for are so accustomed to combined reports
that we have come to think that it is a sensible taxing method. I
would also say that I generally oppose tight jurisdictional standards
for the same reasons that Professor Hellerstein and Mr. Dorgan
mentioned. I think it is quite unsound to create a tax haven system,
and I don't support that aspect of 1245.

Generally, I think congressional legislation is int necessary or
deisrable at this time, but you should keep the heat on.

Senator MONDALE. I can recall taking a course in law school,
constitutional law, which included the subject of interstate taxation.
That was the most artificial and unbelievably complex area we studied.
I wonder if that is inevitable, or do you think there are some simple
rules here to save us?

Mr. ROBERTS. Senator Mondale, you and your colleagues have a
similar problem at the Federal level, and lool what you have done.
There can be simple rules in the State tax field, just as there can
be simple rules at the Federal level, but simple rules do not provide
equality. They create discriminations, and they are not fair.

Senator MONDALE. Thank you very much,'Mr. Roberts, for your
testimony.



222

[The statement of Mr. Roberts follows:]

STATEMENT OF FRANK H. ROBERTS REGARDING STATE TAXATION OF INTERSTATE
COMMERCE

SUMMARY

1. Federal legislation on state corporate income taxation is neither necessary
nor desirable.

(a) As a matter of policy, state corporate income taxation should be left
to the states.

(b) In any event Congress cannot deal adequately with the staggering
minutiae of state taxation.

2. Cooperative state action will provide uniformity.
(a) The Uniform Division of Income for Tax Purposes Act (UDITPA)

enjoysgrowing acceptance.
(b) The Multistate Tax Commission is an excellent forum for admin-

isterirg UDITPA and has a solid record of accomplishments.
(c) Congress should consider a Consent Bill for the Multistate Tax

Compact.
3. All proposals for the specific allocation of dividend- should be rejected.

(a Specific allocation of dividends is incompatible with the full apportion-
ment of income concept.

(b) Full allocation of dividends does not take the actual facts into account.
(c) Full allocation of dividends brings about a tax preference for some

corporations and a tax penalty for others; no good reason for such discrimina-
tion can be found.

STATEMENT

This statement is filed with the Subcommittee on State Taxation of Interstate
Commerce, Senate Finance Committee, in accordance with the telegram dated
September 7, 1973, from Tom Vail, -Chief Counsel, Senate Finance Committee,
advising that the undersigned has been scheduled to testify on Tuesday, Sep-
tember 18, 1973, at the hearings to he held before the Subcommittee concerning
proposals for legislation bearingon the state taxation of interstate co mmerce.

The focus of this statement will be on the following issues:
1. Is Federal legislation on state corporate income taxation necessary or

even desirable?
2. What is the proper role for the states in this arena?
3. Assuming Congress finds that a Federal law has to be imposed on the

states, how should the allocation-apportionment question be approached?
The views expressed herein are supported by a number of corporations head-

quartered in California. These corporations, which together represent a strong
cross section of the corporations headquartered in California, also have endorsed
proposed legislation to enable California to become a regular member of the
Multistate Tax Commission. On April 12, 1973, at the behest of the California
Franchise Tax Board, A.B. 1304 was introduced in the Assembly to the State
of California; if enacted, A.B. 1304 will incorporate the Multistate Tax Compact
into the California Revenue and Taxation Code. On September 5, 1973, the Cali-
fornia Assembly voted 64 to 8 in favor of A.B. 1304. The views expressed herein
not only pertain to the matter of Federal legislation but also form the basis
for support of A.B. 1304 by taxpayers headquartered in California.

FEDERAL LEGISLATION

Taxing corporate income is an extremely complex undertaking. A mere glance
at the Internal Revenue Code points to this conclusion, and a lifetime of study
confirms it. Despitae the persistent clamor for Federal tax reform, the simpli-
fication of the Code has remained an unattainable goal--and not without reason.
Earnest and dedicated efforts of Congress over many years to achieve a degree of
fairness while promoting national policy have produced an extremely detailed
and complica*,ed law. The result is comprehensible only to the accomplished
expert, a fact that many a frustrated law student will confirm. This situation,
however, is inevitable, the many reform efforts notwithstanding. It is inevitable
because taxpayers as a group are anything but homogeneous; they labor under a
myriad of different facts and conditions. Therefore, the simple prescription that
will solve all problems must necessarily be elusive. Faced with the choice between
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a Code that covers a multitude of divergent cases and sacrifices simplicity to
comprehensiveness on the one hand and a deceptive panacea on the other,
Congress had to opt for the former. The latter solution is obviously unacceptable,
and a third alternative-complete abstention-was not available. Someone had to
legislate on Federal taxation, and only Congress had jurisdiction.

The background of state corporate taxation is similar. Congress again has a
limited number of choices, but there is one crucial difference: abstention is possible.
State taxes are within the states' legislative jurisdiction, and they are an area
of special concern for the states. Historically, state taxes have always been dealt
with by the states rather than by Congress. Congress, therefore, need not choose
between the complexity of another Code and the inequities of a superficial cure.

What has been said above about Federal corporate income taxation applies
a fortiori to state taxation. In fact, the complications are even greater because
numerous taxing jurisdictions and their tax administrators are involved, and their
individual characteristics and divergent interests would have to be taken into
consideration if Congress decided to impose its tax scheme upon the states.
Among the fifty states, some do not tax corporate income at all in order to en-
courage corporations to make their home there, others tax only certain types of
income, andsome have very comprehensive income tax laws. These tax statutes
implement divergent interests and revenue collection policies. These policies were
carefully considered by the states' elected representatives, and it is not for Con-
gress to usurp the states' authority in this field; they should not be forced to
abdicate their responsibility.

Furthermore, Congress cannot deal adequately with the staggering minutiae
of state taxation, even if it saw no obstacle in the principle of state preeminence
in this area. As pointed out above, the unavoidable result of frustration with
infinite details is a superficial "solution" that sacrifices equity and flexibility to
simplicity. As will be seen, the provisions on taxation of dividends in S. 1245 and
S. 2092 are an obvious instance of this syndrome.

The states, however, are not the only parties who are far from homogeneous.
Multistate corporations-which are, after all, immediately affected by the tax
laws-also do not have uniform interests. The panel discussion in August before
the Staff of the Subcommittee brought out the conflicting views of corporations
that are situated differently. A business with headquarters in a state that does not
tax all classes of corporate income is understandably tolerant of enactments that
would not affect it at all or result in reduced taxes. The same law, however, could
have a very painful impact on a business with headquarters in a state that has a
more comprehensive tax scheme. In other words, any Congressional "solution"
to the problem would necessarily counteract the policies of many states and accord
some corporations preferential treatment to the detriment of others. It is not,
I submit, the proper function of Congress to sanction tax havens among the states
or to alleviate the tax burden of some corporations at the expense of others.

COOPERATIVE STATE ACTION

The case against Federal intervention might be less persuasive if there were no
other response to the demand for more uniformity among the states and for an
end to conflicting rules. There is another answer, however: cooperative state
efforts. In recent years, the states have made significant progress in this area, and
their corporate income tax laws are becoming more compatible. Some two-thirds
of the states imposing corporate income taxes have adopted the Uniform Division
of Income for Tax Purposes Act (UDITPA). The Multistate Tax Commission
(MTC) and the National Association of Tax Administrators (NATA) are making
great efforts to reconcile the conflicting views that still persist, and they are
frequently successful in resolving differences of opinion through a gradual process
of education and compromise.

The development of detailed regulations under UDITPA is a case in point.
After exhaustive study and hearings extending over a period of more than two
years, the MTC recently adopted such regulations. They are expected to be
approved by NATA in the near future and give much promise of being adopted,
without significant change, by the great bulk of states employing UDITPA. The
new regulations cure serious defects in earlier versions considered by NATA and
the MTC and adopted in a few states. Progress of this sort will continue, if only
the specter of Federal interference is laid to rest. In short, there is no vacuum in
this area and therefore no need for help from the Federal Government.

21-350 0-74-16
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Any program for uniformity among the States' corporate income tax laws will
have to deal with minutiae. But, as Professor Hellerstein has pointed out, "a
Congressional body is not equipped to carry out in detail or adequately implement
the application of a national policy of achiieving uniformity of base and division
of income among the States" (Hellerstein, Allocation and Nexus in State Taxation
of Interstate Business, 20 Tax L.Rev. 259 at 282).1 The area of state corporate
income taxation simply does not lend itself to regulation by Congressional fiat..

What is needed to achieve uniform practices on the division of income is a
statute of general principles, not a compendium of detailed rules. UDITPA is a
model statute in this regard and serves the uniformity objective better than can
any Federal law. UDITPA sets forth the broad principles and leaves to inter-
pretive regulations the application of these principles to the innumerable different
fact situations that will present themselves. The MTC is an eminently suitable
agency for issuing such interpretive regulations. It is flexible enough to accom-
modate the concerns of different states while taking into account the idiosyncracies
of different industries. Its staff is rapidly gaining experience in applying UDITPA
and the regulations to various fact situations. The MTC can resolve details as the
need arises and overcome minor obstacles as they are encountered. This is in
marked contrast to Federal legislation that would attempt, in vain, to anticipate
every problem. The MTC has already accumulated considerable experience, which
would be annulled if Congress decided to impose a different scheme upon the
states.

Moreover, the MTC is an ideal forum for taxpayers-as well as tax adminis-
trators-to present their views concerning rules and regulations. The MTC has
regularly solicited and given sympathetic consideration to suggestions and com-
ments of taxpayers. Of course, the MTC has not accepted every proposal advanced
by a taxpayer, just as it has not accepted every proposal put forth by a state tax
administrator, but no one can deny that all interested parties have been given
a full hearing. I submit that the MTC is better equipped to establish detailed
uniform rules relating to the division of income among the states than Congress,
the various state legislatures, or any other administrative agency.

If Congress desires to act, it is suggested that it pass a Consent Bill for the
Multistate Tax Compact. Such legislation would enhance the stature of the MTC
and make it possible for more states to unite behind the Compact. Although a
Consent Bill is probably not necessary, it would dispell any constitutional objec-
tions to the Compact. Above all, it would encourage the states to make further
progress in solving this problem on their own. In enacting a C(insent Bill Congress
might appropriately prescribe a period of time-perhaps five y(ears-after which
it would reexamine the state corporate income tax situation to see whether further
Congressional action is needed.

ALLOCATION AND APPORTIONMENT

The observations in the preceding sections were primarily addressed to the
problem of Federal intervention as a matter of principle and to the advantages
of cooperative state action. Now the focus will shift to a discussion of allocation
and apportionment as methods of distributing corporate income among states.
The perspective will be historical at first, and then the apportionment and alloca-
tion rules in S. 1245 and S. 2092 will be considered.

The use of an apportionment formula for distributing the income of a corpora-
tion among taxing states raises numerous issues, and they have been exhaustively
discussed in the tax literature. At one time, the debate focused primarily on the
relative merits of apportionment formulae and the separate accounting procedure,
and this is an issue even today for certain businesses (e.g., heavy construction).2

Similar issues arose in other contexts where the superiority of apportionment over
allocation-or vice versa-was much debated. The Bills now pending, however,
involve only two aspects of the apportionment-allocation question. One is the
"full apportionment" proposal, and the second involves the treatment of
dividends.

The theoretical and practical justifications for using an apportionment formula
are that the business activities of a corporation carried on in two or more states
usually are interrelated and interdependent; accordingly, it can be said that all
the activities of the business have a connection (or "nexus") with each taxing
state. The apportionment formula provides a fair and consistent method for

I Professor Hellerstein concluded that if a uniform state corporate income tax law were enacted by Con-
ess it would be necessary to establish yet another Federal administrative agency to tell the states in detail
w they should tax corporations under such law. None of the pending Bills incorporate this proposal.
I Utah Construction and Mining Co. v. State Tax Commision (1970) 225 Or. 228, 465 P. 2d 712.
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dividing the income of the business among the states and avoids the difficulties
inherent in using separate accounting procedures or other specific allocation
methods. Where combined reports 3 are used, formula apportionment also avoids
distinctions based solely on the formalities of corporate organization. It has
always been recognized, however, that a corporation may engage in certain out-of-
state activities that are in no way related to or interdependent with the corpora-
tion's business activities in the taxing state. In that case, the rationale of the
apportionment formula is not applicable. Therefore, the leading decisions 4 on
this subject developed the "unitary business" concept, where the formula is
applied only to income derived from the "unitary business." Other corporate
activities are allocated directly to the state in which they occur. Although recent
opinions have defined "unitary business" in very broad terms, 5 there remains an
area of nonunitary income that is not subject to the apportionment formula and
therefore has to be distributed among the states under specific allocation rules. It
may be noted also that it is possible for a corporation to conduct more than one
unitary business and that in such cases the income of each unitary business is
apportioned separately by formula.

UDITPA follows the unitary business theory, although its language is that of
"business income" and "nonbusiness income" rather than "unitary" and "non-
unitary" income. In accordance with recent decisions, the UDITPA Regulations
recently promulgated by the Multistate Tax Commission define "business income"
in very broad terms. At the same time, these Regulations recognize-as the lan-
guage of UDITPA mandates-that nonbusiness income does exist and must be
allocated among the states in accordance with the specific allocation rules that are
also set forth in UI)ITPAA These rules covei nonbusiness rents and roaylties
from real or tangible personal property; nonbusiness capital gains and losses
from sales of real and personal property; nonbusiness interest and dividends;
and nonbusiness patent and copyright royalties.

It is abundantly clear that under UDITPA the specific allocation rules do not
apply to rents and royalties, capital gains and losses, interest and dividends, and
patent and copyright royalties which constitute business income. As the Multi-
state Tax Commission's Regulations make clear, the question whether particular
items of income constitute business or nonbusiness income depends upon the
circumstances of each individual case. If a particular item of income-be it
rents, interest, dividends, or whatever-is in fact related to the business activities
of the corporation (in other words, if such income is part of the unitary business
conducted by the corporation), then the income is business income subject to
apportionment by formula. On the other hand, if particular rents, dividends,
interest, gains, royalties, etc., are in fact entirely unrelated to the business activities
of the corporation, then they are nonbusiness income which is governed by the
specific allocation rules.

The fundamental point is that under UDITPA, as well as the leading decisions,
the choice between apportionment and allocation is dictated by the facts of the
situation and not by the labels sometimes applied to various types of income.
This principle is clearly consistent with the'theoretical and practicla considerations
that led to the adoption of the formula apportionment method in the first place.

FULL APPORTIONMENT OF INCOME %

The pending Bills would change these well-established apportionment principles
and practices in two respects. First, the Bills would impose-with the exception
discussed in the ensuing section of this statement-a so-called "full apportion-

3 A number of states require a "combined report" if the business activities of two or more affiliated corpo-
rations are interrelated and interdependent. Such a report combines the net income and the apportionment
factors of all the affiliated corporations. The rationale behind this method is to eliminate the need for a
reallocation of income resulting from transactions within the combined-report group.

4 Butler Bros. v. McColgan (1942) 315 U.S. 501, 86 L.Ed. 991, 62 S.Ct. 701; Edison California Stores v.
MeColgan (1947) 30 Cal. 2d 472, 183 P. 2d 16; John Deere Plow Co. v. F.T.B. (1951) 38 Cal. 2d 214, 238 P. 2d
569; appeal dismissed 343 U.S. 939; Superior Oil Co. v. F.T.B. (1963) 60 Cal. 2d 406, 34 Cal. Rptr. 545, 386
P. 2d 33; Honolulu Oil Co. v. F.T.B. (1963) 60 Cal. 2d 417, 34 Cal. Rptr. 552, 386 P. 2d 40; Zale-Salem, Inc.
v. State Taz Commission (1964) 237 Or. 261, 391 P. 2d 601.

$Superior Oil Co. v. F.T.B. (supra); Honolulu Oil Co. v. F.T.B. (supra); Household Finance Corp. v.
F.T.B. (1964) 230 Cal. App. 24 926, 41 Cal. Rptr. 6S; RA O Teleradlo Pictures, Inc. v. F.T.B. (1966) 246
Cal. App. 2d 812, 55 Cal. Rptr. 299; Chase Brass and Copper Co. v. F.T.B. (1970) 7 Cal. App. 3d 99, 86 Cal.
Rptr. 350; certiorari denied 400 U.S. 961; Appeal of Cutter Laboratories, S.B.E. 11/17/64 1 CCII Cal. Tax
Rep., New Matters Transfer Binder, 202-695; Appeal of Monsanto Co., S.B.E. 11/6/70 2 CCII Cal. Tax
Rep., New Matters Transfer Binder, 204-430; Appeals of Harbison- Walker Refractories Co., S.B.E. 2/15/72
4 CCH Cal. Tax Rep. 204-741; Appeals of the Anaconda Companie.4, S.B.E. 5/11/72 4 CCII Cal. Tax Rep.

204-759; Appeal of F. W. Woolworth Co., S.B.E. 7/31/72 4 CCIr Cal. Tax Rep. 204-806.
6 In general, the specific allocation rules of UDITPA require that nonbusiness income shall be allocated

to the state in which the property giving rise to such income has its situs. In the case of intangible property,
the situs is in the state of the owner's commercial domicile.
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ment" rule. Under the full apportionment method all income of a corporation is
subject to the apportionment formula, the allocation rules are cast aside, and all
distinctions between business and nonbusiness income are eliminated. This would
be a departure from the apportionment-allocation procedures prescribed in
UDITPA; however, in the vast majority of cases the entire corporate income will
be subject to apportionment under either the full apportionment method or under
the broad "unitary business" concept enunciated by recent decisions and incor-
porated in the MTC's new UDITPA regulations. Under these decisions and
regulations only a relatively few, unusual situations will occur in which taxpayers
will have nonbusiness income subject to specific allocation, and it is only in such
situations that the full apportionment method would produce a different result.

Some state tax administrators support the full apportionment method on
grounds of administrative simplicity, and no doubt the method would moot some
disputes between taxpayers and administrators. The advocates of the full appor-
tionment method find theoretical justification for this method in the proposition
that common ownership and management alone are sufficient to establish "unity"
among all the activities of a corporation (or affiliated corporations in the case of
combined reports). Modern management techniques and instantaneous communi-
cations do indeed enable widespread business operations to be integrated-i.e.,
operated as a "unit"-to a much greater degree than was possible a few years
ago, and this accounts in large part for the development of the broad concept
of unitary business set forth in recent decisions and the MTC's new UDITPA
regulations.

It is to be emphasized that since the full apportionment method is founded
upon the theory that all corporate activities are interdependent, it necessarily
follows that all corporate income must be distributed by means of the appor-
tionment formula. There is no conceivable basis for excluding particular types of
income from the operation of the full apportionment rule. This brings us to the
second-and very peculiar-departure from current apportionment and allocation
practices contained in the pending Bills.

FULL ALLOCATION OF DIVIDENDS

Paradoxically, the second change in current apportionment and allocation
practices that the pending Bills would bring about is the "full allocation" of
dividends. The Bills would require that all taxable dividends be separated from
the apportionable inconle and allocated solely to the state in which the recipient
of the dividends has its commercial domicile. Under this proposal the question
whether dividends are in fact related to the other business affairs of the taxpayer
would be disregarded, and all dividends would be treated as if they were completely
isolated from all other sources of income. Thus full allocation of dividends is the
direct antithesis of full apportionment. When the two are combined, we get the
bizarre result that all income sources of a corporation are deemed interrelated
(by reason of common management) with the sole exception of dividends.

In many instances, it is beyond question that dividends constitute business
(i.e. unitary) income. Consider, for example, the case of two logging companies
who own all the stock of a railroad corporation whose revenues are derivedfrom
transporting the shareholders' logs at rates fixed by a government agency; the
dividends received from the railroad corporation are obviously as much a part
of each shareholder's business income as its income from lumber sales. The same
is true of the dividends received by five oil companies who own a pipeline com-
pany that derives its revenues from the transportation of oil or gas supplied by
the shareholders. Another example are the dividends received by the four share-
holders of a corporation whose only activities are the extraction of raw materials
and their sale to the shareholders. In all these instances it is absurd to treat the
dividends as a return on an investment unrelated to the other business activities
of the recipient.

The contradictions inherent in the "full apportionment except for dividends"
scheme stand out when the treatment of dividends is compared with that of
interest. Dividends of the type described in the preceding paragraph would be
allocated to the state of the recipient's commercial domicile, yet interest on a
convertible debenture held solely for investment and unrelated to the taxpayer's
business activities would be a part of the apportionable income. This doe8 not make
sense.

The "full allocation of dividends" proposal can be understood only in light of
the fact that some states have excluded dividends from the corporate income tax
base. Corporations headquartered in such states (e.g., New York, Texas, and
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Pennsylvania) seek to shelter the dividends they receive from all state income
taxation. Needless to say, they are not concerned with the correlate of this pro-
posal, which is that dividends received by corporations domiciled in other states
would be taxed in full by the domiciliary states, even if those dividends in fact
constitute a part of the recipient's normal business income. If the proposal for
the full allocation of dividends were enacted, a number of corporations would be
forced to move their corporate headquarters to another state in order to avoid
discriminatory tax burdens. In some instances, the tax benefits from maintaining
headquarters in a tax-haven state would be so significant as to create a risk of a
shareholders' derivative action to compel a move.

For the reasons set forth in the first sections of this statement, Congress ought
not to act in the state corporate income tax field (other than to sanction the
Multistate Tax Compact). If, however, the members of the Senate Finance Com-
mittee conclude that Federal legislation in this field is necessary, all proposals for
the specific allocation of dividends should be rejected.

Senator MONDALE. We will stand in recess until tomorrow morning
at 10 o'clock.

[Whereupon, at 12:30 p.m., the subcommittee recessed, to recon-
vene at 10 a.m., Wednesday, September 19, 1973.1
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STATE TAXATION OF INTERSTATE COMMERCE

WEDNESDAY, SEPTEMBER 19, 1973

U.S. SENATE,
SUBCOMMITTEE ON STATE TAXATION

OF INTERSTATE COMMERCE
OF THE COMMITTEE ON FINANCE,

Washington, D.C.
The subcommittee met, pursuant to notice, at 10:05 a.m., in room

2221, Dirksen Senate Office Building, Senator Walter F. Mondale
(chairman of the subcommittee) presiding.

Present: Senators Mondale and Packwood.
Senator MONDALE. The committee will come to order.
This morning I regret, to say we must begin on a sad note. Last

night the chief counsel of the Finance Committee, Tom Vail, whom
many of you in this room knew, passed away. Tom was a tax lawyer
himself, a man of extraordinary ability who would undoubtedly have
made a strong contribution to these hearings. His tragic death de-
prives us not only of his exceedingly valuable and wise counsel and
advice, but also, and perhaps most importantly his friendship. He
will be greatly missed by all of us, not only by the members and the
staff of the committee, but everyone else who was privileged to
know and work with this remarkable man.

This morning the chairman of the committee, Mr. Long, called me
and told me of Tom's death and he said, I am sure, knowing Tom, and
his devotion to this committee, the last thing he would want us to do
is to suspend its work. He said, so you go ahead with the State Taxa-
tion of Interstate Commerce Subcommittee hearings, and we will
proceed with the pension bill, which came out of this committee and is
to be considered on the floor today and do what I think Tom would
want us to do. We all will miss him.

Because of this tragedy, several members of the committee, including
Chairman Russell Long, who had planned to be here, will not be with
us, but I am sure you will understand.

I have an additional announcement to make. On September 12,
H.R. 2096, which has been adopted by the House, dealing with State
taxes imposed upon interstate shipments of wine was referred to the
Committee on Finance. I would like to announce that written state-
ments of views on.this bill will be received for consideration by our
Subcommittee.

The first panel represents the National Association of Manufac-
turers, Committee on State Taxation of the Council of State Chambers
of Commerce, and the National Association of Wholesalers-Dis-
tributors.

(229)
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Roland Bixler is the chairman of NAM State Taxation of Inter-
state Commerce Subcommittee; Paul Courtney is vice chairman of
the board of the National Association of Wholesaler-Distributors;
C. R. Cahoon, legislative adviser to the Mobil Oil Corp.; Burns
Stanley, manager, State and local taxes, Ford Motor Co.; James F.
Devitt, manager, State income taxes, Montgomery Ward & Co.; and
James H. Peters, chief tax attorney, Long Lines Department,
American Telephone & Telegraph Co.

We are pleased to have you with us this morning. If you will proceed
in accord with your plan for presenting your testimony.

STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS,
COMMITTEE ON STATE TAXATION OF THE COUNCIL OF STATE
CHAMBERS OF COMMERCE, AND THE NATIONAL ASSOCIATION OF
WHOLESALER-DISTRIBUTORS; PANEL: ROLAND M. BIXLER,
PRESIDENT, I-B-T INSTRUMENTS, INC., AND CHAIRMAN OF
NAM'S STATE TAXATION OF INTERSTATE COMMERCE SUBCOM-
MITTEE; PAUL L. COURTNEY, VICE CHAIRMAN OF THE BOARD,
NATIONAL ASSOCIATION OF WHOLESALER-DISTRIBUTORS; C. R.
CAHOON, LEGISLATIVE ADVISER, MOBIL OIL CORP.; BURNS
STANLEY, MANAGER, STATE AND LOCAL TAXES, FORD MOTOR
CO.; JAMES F. DEVITT, MANAGER, STATE INCOME TAXES, MONT-
GOMERY WARD & CO.; JAMES H. PETERS, CHIEF TAX ATTORNEY,
LONG LINES DEPARTMENT, AMERICAN TELEPHONE & TELE-
GRAPH CO.

Mr. BIXLER. My name is Roland M. Bixler, and I am the chairman
and cofounder of J-B-T Instruments, Inc., of New Haven, Conn. Our
company is a modest-size independent manufacturer of electrical
instruments and electronic components.

I am here, as you have said, as chairman of the subcommittee on
interstate taxation of the National Association of Manufacturers, and
as a participant in a panel which hopes to reflect the mainstream of
the business community views on the critical issue of interstate taxa-
tion. We are indeed pleased that your subcommittee has been estab-
lished, that a roundtable study has been held by your staff and that
these hearings are going forward despite other major Senate activities
and the sad announcement you have just made. We urge action on the
problems of interstate taxation which have proved to be increasingly
difficult over the last 15 years.

Appearing with me today are the members of the panel that you
have already identified.

I might say that Mr. Cahoon also represents the NAM, as vice
chairman of the subcommittee on State taxation of interstate com-
merce, and Mr. Courtney, of course, is vice chairman of the board of
the National Association of Wholesaler-Distributors. And the other
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four gentlemen are representatives of the committee on State taxation
of the Council of State Chambers of Commerce.

We have filed with the subcommittee, a comprehensive 40-page
statement which we request be included in the formal hearing record.

Senator MONDALE. It will be so included following the conclusion
of this panel's testimony.

Mr. BIXLER. Thank you.
This statement explains in detail why we believe that S. 1245, the

legislation introduced by Senators Mathias, Ribicoff, and Humphrey,
is the preferred method to relieve the problems of interstate taxation.
This statement has been read and subscribed to by 129 organizations
representing a wide range of business operations.

Among those 129 sponsors are the Connecticut Business &
Industry Association, the Texas Manufacturers Association, the
Wisconsin State Chamber of Commerce, the Minnesota Association
of Commerce & Industry, the Maryland State Chamber of Com-
merce, the California Association of Employers in San Francisco, the
Illinois Manufacturer's Association, and the National Small Business
Association, 129 organizations, in total.

It is fair to say that the great majority of the business fiijns engaged
in interstate commerce are represented by one group or another
endorsing this statement.

I would stress that the legislative solution we are supporting is not
large and small enterprises. Speaking for the National Association
of Manufacturers, for example, 80 percent of its members, including
my own company, have less than 500 employees, and I know Mr.
Courtney can speak to the matter of size perhaps with more pertinence.

In listening to the hearings yesterday, it seems to me that perhaps
there were not quite enough case examples of why legislation is really
necessary now, So, I would just like to use the remainder of my few
minutes to touch on those, since the explanation of the legislation is
our statement.

In New Haven, a neighboring company spent $300 to send a $5
payment to one State for sales tax. I have personal knowledge of an
Ohio company selling through sales manufacturer representatives,
having no property, no employees in an eastern State, where they
were arbitrarily billed over $20,000 for past franchise taxes. They
finally settled for $700, even though they felt that their products were
entirely for resale, and yet they spent over $7,000 in defense costs,
between Ohio and New York.

In our own company, and many, many companies like it, we do not
even know what our sales are in any given State because we are
essentially resale manufacturers and we sell to resale representatives
covering territories that do not represent States.

For example, the Kansas City territory may have part of Missouri,
part of Nebraska, certain portions of Iowa. We can cite this example
in a great many places where we keel) all our business records by
territories and not by State.

In Connecticut, for example, the predecessor of the Connecticut
Business and Industry Association was the Connecticut Manu-
facturers Association. It had the largest response, over 600 companies
(out of 2,000 members) on the matter of the problems of State taxation
of interstate commerce, so I can say it is not an academic question that
was looked at just 15 years ago. And Public Law 86-272 has not
resolved nearly all of the problems involved.
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Then finally, I would like to just again remind us of Mr. Menden-
hall's text yesterday on the 'rexas case, in the part where he said that
they sent out inquiries to 43 States asking whether they were liable for
tax or not; 34 replied, and only 6 said definitely yes, and 9 said
definitely no, and the rest ranked all the way through, including just
sending a copy of the tax laws so he could figure it out for himself.

So, we are in the position of being taxpayers wanting to do what we
ought to, but we just do not really have knowledge of what it is that is
expected of us. And we are making business decisions to avoid becom-
ing subject to the tax laws of other States because of the complications
that ensue.

Now, there are two approaches to the solution of the problem. They
are the theoretical approach and the practical approach and we hope
that the emphasis can be on the practical above all else. We hope that
in making the technical decisions, which my much more knowledgable
colleagues will comment on, that the basic long-range objectives of
reform will not be lost sight of, and that we can speedily reach, in the
words of the Willis Committee Report of several years ago, a general
solution which substitutes order and realism for chaos and
impracticality.

Now, we would like to proceed in this order, Mr. Chairman. First,
with Mr. Stanley, of Ford, and then with Mr. Peters of A.T. & T., and
then Mr. Cahoon, of Mobil, and Mr. Devitt of Montgomery Ward,
and finally Mr. Courtney of the National Association of Wholesaler-
Distributors.

Senator MONDALE. That is fine. If you will proceed.

STATEMENT OF BURNS STANLEY, CHAIRMAN, COMMITTEE ON
STATE TAXATION OF THE COUNCIL OF STATE CHAMBERS OF
COMMERCE

Mr. STANLEY. Mr. Chairman, my name is Burns Stanley. I am
appearing in my capacity as chairman of the Committee on State
Taxation of the Council of State Chambers of Commerce.

The Committee on State Taxation is very much opposed to the
enactment by the Congress of a consent bill which would give the
blessing of the Congress to the multistate tax compact and its adminis-
trative arm, the Multi-State Tax Commission. The reason for this
osition, and it certainly is one, that has not been lightly taken, is the
act that the Committee on State Taxation, COST, for short, is

dedicated to the belief that the only answer to the problem of inter-
state commerce taxation must be reached through Federal legislation,
reasonably arrived at which will nevertheless mandate the handling
of certain important issues insofar as the taxation of interstate
commerce is concerned.

Believing that, we must then be opposed to any effort aimed at
defeating all Federal legislation in this field, and we are convinced
that the multistate tax compact exists primarily to see that there is
no Federal legislation of significance in the interstate commerce field.
It came into existence originally in 1967 for that purpose, and as far as
we can determine that purpose has never changed in the intervening
years.
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To be sure, the compact states in its terms, certain very desirable
objectives to which COST and all taxpayers would subscribe, but
we say that those objectives are actually not possible of realization
through the efforts of the multistate compact.

For over 6 years, since August of 1967, the compact has struggled
to become a representative force for the States in the interstate
commerce area. We believe that the compact has not succeeded in
this effort. We see no viable hope that the compact can possibly
succeed. And therefore, we are definitely opposed to its efforts in
this direction. After 6 years, the compact has 21 States as full members.
There are 50 States with whom we deal and we can see no way that
21 States can bring unanimity and order into a field that is marked
by the absence of uniformity, yet a field in which we must have
uniformity if there is to be a solution to the many and complex issues
that exist.

One brief illustration. We heard yesterday that by and large the
compact supports the full-apportionment concept with respect to
dividends. Most States in this Nation follow the commercial domicile
attribution of dividends. With this, what amounts significantly to a
new effort to bring about full apportionment, and with some States
dedicated to retaining the commercial domicile concept, it is inevitable
that many taxpayers will pay on more than 100 percent of their
dividends, taxes on 100 percent in States in which they may have the
commercial domicile, if that State uses the commercial domicile
approach, and then taxed again, over and above the 100 percent, by
the States that follow the full apportionment concept. This we believe
is illustrative of the fact that the concept itself cannot possibly be the
medium to which a solution to interstate problems can be arrived at.

Now, there is a better way. For over 18 months the Commnittee on
State Taxation, through its executive committee, has met in joint
conference on a number of occasions and regularly with the executive
committee of the National Association of Tax Administrators; that is
the executive committee of COST and NATA

Senator MONDALE. And you have been active in these negotiations,
have you not?

Mr. STANLEY. From the very first, sir. I attended every meeting.
Senator MONDALE. Would you tell us what progress is being made

there?
Mr. STANLEY. We have in good faith,-and I think with very sig-

nificant results, Senator, attacked all of the major issues; the consoli-
dation-combination issue, the sales and use tax situation, the appor-
tionment and allocation problems. And I feel very strongly, as was
expressed yesterday by the president of the NATA, that in most of
these areas, the area of difference that originally separated the busi-
ness community from the States, has been 1essening-that is, we have
grown much closer together.

For example, in the sales and use tax area, the COST members
representing approximately 100 lar e corporations have worked very
hard to try to bring together the States and the smaller businesses
that have this problem more pronouncedly than the large businesses
have. So we are very optimistic in this resolve. We think that by
continuing these meetings with the NATA, which represents the 50
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States, as distinguished from 21 States, that with good will and effort
on both sides, that has been as I have said, been manifest throughout,
it will produce a viable solution to these problems.

Senator MONDALE. Do you have any time frame within which we
might anticipate an agreement or something approaching an
agreement?

Mr. STANLEY. We recognize, sir, that if we are going to have con-
gressional legislation in this field that our time limits are relatively
short, and that we must be productive, and let me say, in the near
future. We are aiming our efforts at producing a product that will
meet the time frame of action by the Congress.

Senator MONDALE. As you know, neither this committee nor the
Congress can abandon its responsibility to make independent judg-
ments, but we have stated several times that we would hold off to see
if the negotiations now underway could produce an agreement so we
would have a unified compromise proposal supported by business and
the States to help us chart a compromise that would be fair to all
parties.

The progress you have indicated is encouraging.
Mr. STANLEY. I would just say one other thing, Senator, in this

respect as well, and that is that we will never, we will never come
together with complete unanimity on these issues, on certain of the
issues, certainly, and there will always be some States, and no doubt
some businesses that will be opposed to this type of a solution. The
only thin that I would respectfully do would be to extend the caution,
that the fact that there are some disclaimers in this area, should not
discourage the committee to the point of saying that there can be no
agreement, and so on, because I think there can be, if we have a sub-
stantial group behind agreed solutions.

Senator MONDALE. Very good.
Mr. STANLEY. Thank you very much, sir.
Senator MONDALE. That is encouraging.
Mr. BIXLER. Mr. Peters is next.

STATEMENT OF JAMES H. PETERS, CHIEF TAX ATTORNEY, LONG
LINES DEPARTMENT, AMERICAN TELEPHONE & TELEGRAPH CO.

Mr. PETERS. Mr. Senator, Mr. Chairman, I am James Peters and I
am appearing as chairman of the Subcommittee on Uniform Appor-
tionment of the Committee on State Taxation, and I will discuss very
briefly the jurisdictional provisions of S. 1245 with respect to income
and capital stock taxes and gross receipt taxes and the allocation and
apportionment provisions of S. 1245.

S. 1245 provides that no State or political subdivisions of the State
shall have power to impose a net income tax or capital stock tax, orgross receipts tax with respect to a sale of tangible personal property

on a corporation or a seller unless the corporation or seller has a
business location in the State or political subdivision. The definition
of business location prescribes jurisdictional tests that are substan-
tially the same as those found in Public Law 86-272 with one minor
exception.

The business location test defines the practical limits of State and
local taxing jurisdiction with respect to net income, capital stock, and
gross receipts taxes. This, we feel, was made abundantly clear in the
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study of the Special Subcommittee of the House Judiciary Committee
in 1964. The study found that when a corporation does not have
sufficient contacts with a State so as to have a business location, non-
compliance is common and enforcement haphazard.

The design of S. 1245 is to prescribe rules of allocation and appor-
tionment that represent a reasonable approach to State taxation of
interstate commerce, and at the same time recognize the importance
of preserving the taxing powers of the States by permitting them to

-pursue their own tax policies within the limitations or ceiling of feder-
ally prescribed allocation and apportionment provisions.

The inclusion of allocation and apportionment provisions as a
limitation or ceiling on State taxing powers will protect multi-State
businesses from overtaxation and will reduce existing uncertainty
and diversity to manageable proportions.

S. 1245 provides for an optional three-factor formula to be applied
to a corporation's apportionable- income, or to its entire capital,reduced by investments in and advancements to subsidiaries, deter-
mined under State law. In the case of a tax measured by income, the
limit on the amount of income attributable to a taxing jurisdiction
includes the amount of income apportioned to it by the optional
formula, and in addition income allocated to it.

Apportionable income is taxable income as determined under State
law, but does not include foreign source income or dividends received,
unless the taxpayer's principal business activity is dealing in securities.

Allocable income consists of dividends received which do not con-
stitute foreign source income and which are received from corpora-
tions in which the taxpayer owns less than 50 percent of the voting
stock. Such dividends are allocted directly to the State of commercial
domicile of the-taxpayer.

There are a number of ways to divide net income between taxing
jurisdictions. Some comply with constitutional principles of due pro-
cess; some do not.

S. 1245 directly allocates dividends to the State of commercial
domicile primarily because that is the only State, we submit, that can
lay claim to dividends with any foundation in economic fact. Dividends
have little or no relationship to the three factors of the apportionment
formula because dividends are not the product of tangible property
used in the production of the taxpayer's goods or services, very little
payroll is normally associated with them and only by coincidence
would dividends be related to the destination of the goods and serv-
ices of the taxpayer.

There has developed a fairly extensive body of law in State supreme
courts that support the claim of the State of domicile to the taxation
of dividends. We believe it is questionable whether the Congress can
restrict the right of a State of domicile to tax dividends in their en-
tirety. Dividends, lastly, are easily segregated from business income.

The most perfect example of this method of taxation in a State with
a supreme court that has spoken out on this issue is California. Un-
doubtedly that, is why you will find California taxpayers seeking relief
from this through California joining the compact, which, as we have
heard, has proposed the doctrine of full apportionment.

Senator MONDALE. What htippened in California? Did the Cali-
fornia Supreme Court rule on this question?
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Mr. PETERS. Yes, sir.
Senator MONDALE. What was the ruling?
Mr. PETERS. The California Supreme Court ruled that if Cali-

fornia is the commercial domicile of the corporation receiving the
dividends it had the right to tax those dividends in full in California.

Senator MONDALE. I see. Does California also take the position
with respect to dividends coming into the State from corporations
domiciled elsewhere that they have the authority to tax those dividends
too?

Mr. PETERS. They do not.
Senator MONDALE. They do not?
Mr. PETERS. They do not. My corporation is domiciled in New

York and they do not, take the position that those dividends are
taxable there.

Senator MONDALE. How many States take the position they can
tax A.T. & T. dividends going into the nondomicile States?

Mr. PETERS. In nondomicile States?
Senator MONDALE. Yes.
Mr. PETERS. At the moment I' would say very few but I would

like to point out that the State of Washington has up for approval a
referendum, a constitutional referendum, a statute that would (1o
exactly that, and there has-been a movement, I feel in State legisla-
tures. I think it will be a movement that would gather momentum.

Senator MONDALE. Are there any States that now assert this right
and seek to tax such dividends?

Mr. PETERS. Yes.
Senator MONDALE. Which States, for example?
Mr. PETERS. Idaho and Michigan.
Senator MONDALE. Alaska?
Mr. PETERS. Alaska and Montana.
Senator MVONDALE. OK, proceed.
Mr. PETERS. But, it is still the distinct minority of the States.
I would like to make one other remark on the apportionment of

dividends in that it was mentioned that this was the more sophisticated
manner in which to treat dividend income.

My response to that is that it, shows much less sophistication with
respect to constitutional principles than the concept that dividends
belong in the State of commercial domicile.

Today there is an urgent need for compatibility in State rules for
allocation and apportionment and an urgent need for protection from
duplicative taxation of income and capital, an urgent need to head
off practices by the States that will cause businesses to resort to
awkward and uneconomic business practices.

And lastly, there is an urgent need to bring predictability and
certainty to the taxation of interstate business.

Adam Smith, in the "Wealth of Nations" lists four maxims with
regard to taxes in general. They are equality, certainty, convenience
of payment, and economy in collection.

With respect to certainty he makes the following observation: "The
certainty of what each individual ought to pay is, in taxation, a
matter of some great importance that a very considerable degree of
inequality is not so great an evil as a very small degree of uncertainty."

In many instances it is impossible today to advise the multistate
business on a proper way to allocate for apportionment.
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Senator MONDALE. Does Adam Smith support S. 1245?
Mr. PETERS. I think he would have. The problem of uncertainty,

Mr. Chairman, is one that I think is of great aggravatioD to the
large- and medium-sized businesses, and that is why I stress that
point. No number of tax attorneys or tax accountants can resolve
that kind of a situation for a company, and it is, it is a burden on
interstate commerce.

Senator MONDALE. Thank you very much.
Mr. BIXLER. Mr. Cahoon is next.

STATEMENT OF C. R. CAHOON, LEGISLATIVE ADVISER,
MOBIL OIL CORP.

Mr. CAHOON. Mr. Chairman, my name is C. R. Cahoon, legislative
adviser to the Mobil Oil Corp.

Today I am representing both the Committee on State Taxation
and the Tax Committee of the National Association of Manufacturers.

Much of yesterday's testimony would lead one to believe that most
of our interstate tax problems relate to the sales and use tax area and
the effect of those taxes among small business. This is just not the
complete story.

In the view of many taxpayers, the State taxation of intercorporate
dividends, both foreign and (omestic, as well as foreign source income
generally, are the two most important elements in the current contro-
versy in State taxation.

It is also the view of these taxpayers that the sections of S. 1245
dealing with these items of income are needed to make the State tax
requirements compatible with present Internal Revenue provisions
dealing with these types of income at the Federal level.

Recognizing constitutional limitations, it is often the expressed
-intent of State income tax laws to tax only that income derived from
sources within that State. However, some of these same States are
reaching well beyond that scope and taxing foreign source income by
either taxing a foreign source dividend received by a taxpayer or in
the alternative by requiring that income of foreign companies doing
no business in the taxing States have to be included in the State's
apportionable tax base, whether or not such income has been received
by the taxpayer in the form of dividends.

In regard to the taxation of income, States generally take a different
approach to the determination of the source of income than does the
Federal Government.

First, States generally do not have provisions in their income tax
laws comparable to those in the Internal Revenue Code in the sub-
chapters which are generally known as the sourcing provisions of the
code.

Another important difference between State and Federal rules is
the fact that only one State, Alaska, provides a mechanism similar
to the foreign tax credit provisions contained in sections 901 through
906 of the Internal Revenue Code. In fact, in many State cases,
States do not even provide a deduction for foreign taxes paid.

A few States aggregate further the burden on taxpayers with regard
to foreign source income by invoking the so-called unitary business
concept of taxation. Under this concept domestic or foreign com-
panics not doing business in the State, but which are related to a
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taxpayer with a business location in the State, by application of a
50-percent ownership test, can be included in that taxpayer's income
base, to be apportioned to that State.

Senator MONDALE. Is this an issue that the U.S. Supreme Court
has had before it for consideration?

Mr. CAHOON. No, sir. There have been some cases on it that came
up through the State courts.

Senator MONDALE. But no-
Mr. CAHOON. We have tried to get it into the U.S. Supreme Court,

and they would not take it on appeal.
Senator MONDALE. One of the things that occurs to me as you

speak, and of course this point has come up before, is, in your opinion,
would it not be preferable if the Supreme Court were to deal with
these issues rather than the Congress?

Mr. CAHOON. Well, sir, in the absence of legislation from the
Congress, several attempts have been made to have the Supreme
Court take this, but

Senator MONDALE. So, you have tried to resolve it and you cannot
get it up there?

Mr. CAHOON. In a long litany of decisions they have said this is
an area for the Congress to act, so we have gotten no relief through
the courts, through the U.S. Supreme Court.

Senator MONDALE. Yes.
Mr. CAHOON. There is another difference in the State and Federal

laws too, in that some State laws do not provide for elimination of
so-called gross-up or of foreign source dividends from the Federal
starting point. They use the Federal starting point, but then they
pick up what we callgross-up. Since this amount grossed up is equiva-
lent to foreign taxes paid before the payment of dividends and is
included in the Internal Revenue Code, merely as a mechanism, as I
am sure you well know, Senator, for arriving at the proper amount of
income to which the foreign tax credit will apply, the inclusion of this
gross-up in the State tax basis can result in a taxation of fictitious
income.

It is the foregoing differences between Federal and State rules
which create the need for compatibility, which can be achieved by the
enactment of a new interstate taxation act by Congress.

At this point it may be beneficial to refer to hypothetical examples,
which we have included in our written testimony, which gives a
comparison of the different approaches to taxation of dividends and
foreign source income now prevalent among various States, which in
some cases result in overtaxation. We have selected four States as
being representative of four different alternatives in the hypothetical
case which we show in the written testimony.

We have assumed a U.S. operating company domiciled in New York
and also doing business in the States of Michigan, California, and
Maine. We have assumed that the corporation received dividends from
three wholly owned subsidiaries whose earnings are completely outside
of the United States. For the purpose of simplicity and comparing
tax burdens in the four States we have assumed identical operating
factors as to sales, payroll, and property in these States.

Also we have computed the State taxes at a standard rate of 10
percent, as well as showing the taxes at the actual rates. The four
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St ates selected for our example represent four different approaches to
the taxation of foreign source income by States. In the example you
will see that Michigan requires, and of course we will not. go through
these examples an(l take that much time, Senator, but it. will show
that Michigan includes foreign subsidiary dividen(ls in the income
base and apportionment of that income.

In the ,case of California. the technique known as the unitary
Nlisiness concept is followed. This technique requires the consolidation
of all affiliated companies, 50 percent or more owned by a common
parent. As indicated in the examples we have given for California,
niany taxpayers are presently bearing an unreasonable burden in that
State, with respect to taxation of foreign source income.

Tphe third State, Maine, follows the practice of allocated dividends,
including foreign dividends to the State of commercial domicile. In
the case of the U.S. parent company, which in our example is domi-
ciled in New York, only the parent's domesticc operating income would
be apportioned to Maine, but if the parent company were domiciled
in Maine instead of New York, all of the foreign dividends would be
included in the income base, together with the apportioned operating
income of the parent.. And again, sir, without going through these
rather lengthy examples-

Senator MONDALE. We will put those in the record, of course.
\Lr. CAHOON. They are all in the written testimony. I would just.

like to .onclude by giving a quick summary.
The effect of these different approaches to taxation in this hypo-

thetical case is summarized as follows. Using the standard 10-percent
rate, New York excludes the foreign source dividends from the income
base as does Maine, with the result that the tax liability in both
States would be $25,000. But if the parent were domiciled in Maine.
instead of New York, the Maine tax would be increased by $300,000
as a result of allocation of $3 million of dividends to that State. Because
of bringing foreign dividends into base of apportionment, Michigan's
tax is increased by $67,320 above the $25,000 liability, which would
result with the dividends excluded.

By including income of the foreign subsidiary and applying the
unitary concept to the U.S. parent, California increases the tax
liability by $123,500 above the foreign liability.

Of the iibove examples, the Michigan approach followed the regu-
lations developed by the Multi-State Tax Commission. As member
States in the MTC, with these regulations, they can expect to use the
Michigan approach.

While only Oregon has so far adopted the California unitary busi-
ness concept, pressures are mounting in several other States to adopt
it. The examples illustrate how foreign source income and foreign
investments are burdened by State taxation of foreign source income,
and foreign investments are burdened by State taxation of foreign
source income, with the trend being that more and more States are
taxing such income.

It is the position of those of us who support S. 1245, that, the enact-
ment of sections 207, 208, 209, and 522 of that measure will accomplish
the results of eliminating discriminatory taxation of foreign source
income, and achieving the compatibility of State income taxes with
Federal income taxes, which we feel is needed, making them similar
to the provisions of the Internal Revenue Code. Thank you.

21-350---74-17
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Senator IONDALE. Thank you. Now, your company, Mobil Oil,
operates in all or nearly all of the States of the Union.

.r. CAIHOON. All of the States of the Union and all of the countries
of the free world; yes, sir.

Senator 1MONDALE. )es. What, (10 -OU (10 nOw with these different,
State's formulas? Do you just accept them, or (e1 you challenge them?

Mfr. CAHOON. We fellow strictly the State laws.
Senator MONDALE. But it. is your judgment that in some States

you are being (ouble taxe(l or unfairly taxed?
M\r. CAHOON. That is right.
Senator MONDALE. The same income from one source is being used

duplicatively?
Mr. CAHOON. Right. The technical term we use in trade, Senator,

is taxation of extra territorial values.
And there is aneconomic point in here, because when you tax those

values, you bring into the apportionnment formulas elements in either
your sales, your property, or your payroll, which is a different set of
economic values than woull be true in the State. For example, a pay'-
roll or property value in California is vastly differentt from one of the
under(Ieveloped countries of South America or Africa or so forth. So,
when you bring in the whole income mass to be apportioned, and then
,al)l)ly those factors, you get a great amount of slippage, an(l it is a
geometric increase in the amount of base which ends up in the tax
base.

Senator .IONI)ALE. Well, are the States getting more assertive, in
your judgment, in broa(lening the definition of jurisdiction for State
income tax purposes?

.\r. CAHOON. In some cases, yes, sir. The assertion of this unitary
business concept, coupled with the push fori apportionment rather
than allocation of (lividentls. Understand, our first view on dividends,
sir, is that entire corporate (livi(lends should not be taxe(1 at. all in the
claim that it has already been taxe(d once as operating income of that
affiliated company. However, if it, were to be taxe(I, our second claim
is, as Mr. Peters has pointed out, that there are court cases, andl as
well as we think constitutional interpretations, which would indicate
that, they should be allocated to commercial (lomicile.

Senator MONDALE. Thank you.
Mr. CAHOON. Thank you very much.
Mr. BIXLER. Now we have Mr. Devitt of Montgomery Ward.

STATEMENT OF JAMES F. DEVITT, MANAGER, STATE INCOME
TAXES, MONTGOMERY WARD & CO.

Mr. DEVITT. My name is James F. Devitt, and I am manager of tJhe
States income taxes for the Montgomery Ward & Co., and I am going
to discusss the topic of consolidation and combined reporting.

First, in any' discussion of consolidation, it requires that it be
reconciled with the phrase "combined reporting," and it refers to the
joint income factors of more than two related corporations for the
determination of the State income for one or more corporations. For
both terms as I have used them in this discussion, I will confine myself
to the term "consolidation," but it is to include both the philosophies
of the combined reporting as well as consolidation.
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The majority of States have statutes that authorize some degree of
consolidation, but as a practical matter, only about a dozen States
either require or permit consolidation of any type. There are basically
four practices among the States. They are tha t tie consolidation woul(l
be permitted or require(l; that it would be required, but not permitte(l;
that it would be permitted but not required; or that it be prohibited.

To the extent that any Federal legislation recognizes consolidation,
identical options then should be available to both the taxpayers and
the States. Consolidation must not be a one-way street.

There are approximately five alternatives available under
consolidation.

First, the one I would like to cover is that where consolidation would
be based on ownership only, this is the concept contained in S. 2092,
tie so-called adl hoc bill, which was a consensus bill between some
members of in(lustrv and some members of the States, and its basic
asset is simplicity of knowing what companies would be include(, since
only ownership is determinative. Its defects are that it can produce
some ridiculous results because of the varying natures of the companies
coming under a common ownership. Their combination could produce
distortions that would' be either acceptable or desirable.

Tie next method could be classified as the unitary method, aiid that
method is now used by principally the States of California and Oregon.
Under this concept, you attempt to determine the higher (lel)artmental
relationships between the organizations un(ler a common ownership.
It requires a great deal of sophistication to (leterline not only what
members should belong, but when and for how long. It requires it
great deal of judgnient, and as a result, varvinV results colild be
reached through the view of the same facts by either the stume State
or by (ifferent States. Tlat results in the defectt to the companies of
the lack of l)redictability as to what their tax may be in the future, and
a great deal of uncertainty as to what they may have (lone being
acceptable. It would also lead, if it were a national rule, to potentially
different interpretations by the States andi a great (ical of litigatioD.

A third concel)t of consolidation, that which is used by some States,
is that it should be confined to only those companies which are tax-
payers within the given State. This is used by a number of States. It
has no great theoretical accuracy, but it has a l)ractical value in that
it coincides somewhat to the philosophies of the Internal Revenue
Service in its consolidation, in that only those of common ownership
that are taxpayers in the Uniter! States would be included. Its defects
are that of theory, andi its advantages are l)redictability and ease of
determine tion.

A fuurth concept is that contained in S. 1245, that where consolida-
tion would be confined to those instances where there was proof of a
lack of nonarm's length transactions between related parties. S. 1245
also confines that consolidation to only those l)arties that are guilty
of the so-called nonarm's length.

Senator MONDALE. Can you give me anl example of how S. 1245
would work?

Mr. DEVITT. S. 1245?
Senator MONDALE. On that specific point you have just made.
Mr. DEVITT. Well, it could be determined that, let us say, a manu-

facturer was selling to related subsidiaries, as well as selling to inde-
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pielildelt 1111fa(tuver 1111(i to its relatc(l til)si(liary it has sold at a
price less ihaln wlhat, it has sold to the iU(lel)eii(llt contractors.

Senator MONDALE. All right.
MIr. DEVITT. 'lPhej that could be coiistrued to be less than arm'ts

length transactions. Ile is givillg benefits to the company which he

Sellator 'IONDALE. Aii(l vou could consolidate them?
Ir. DEVITT. 'l'l you woull be able to consolidate them.

Sellator MIONDALE. If it. were a traisaction by corporation A to a
totally illdepen(lelit corporationi B, they could not.?

MI:. DEVITT. They COUld ]lot because of the lack of ownership of
corporation B. It requires the relationship of ownership, and then a
proof, well, of less thain arm's length, less than a fair return. Now, the
concept there is that colsolidation.--

Senatoir MONDALE. Now, the State tax administrators apparently
want to consolidate, or a lot of their do. I-low would they view the
problem you have just referred to?

MN r. DEVITT. I would like to sort of correct the first statement.
Senator N [ONDALE. All right.

Ir. DEVITT. The majority of States do not consolidate.
Senator MONDALE. I see.
NIr. DEVITT. Either by statute or bv administrative device, they (10

not consolidate. These aire less than a dozen States that currently re-
quire consolidation.

Senator IoNIDALE. Are the number of States that are requiring con-
solidation increasing?

NIr. DEVITT. I would predict, that it Would be increasing because of
activities of the multistate tax commission. They are inured to the
concept, unitary tax concept.

Senator \IONI)AL,. Let us tf ke one of those States then. How
woulld they approach that salne problem?

Mr. DEVITT. Well, let us take the State of California. Would that
be acceptable?

Senator 'MONDALE. Fine.
Mrh'. DEVITT. They currently use the unitary theory. In approaching

it on the S. 1245, they would have a great deal of difficulty in determin-
ing if they were nonarni's length transactions, and this is among the
major defects of S. 1245 because of the lack of expertise on the part of
the States and the fear on the part of some, and myself included, that
a State would indicate that any transaction between related parties
was a prima facie nonarm's length transaction. There is some judicial
precedent for that. There was a Federal excise tax and sales tax be-
tween related parties which was considered by the Internal Revenue
Service to be nonarm's length, and similar presumptions could be
made by the States.

On tie other side, if a taxpayer wanted a particular subsidiary to
be included, he could create an arm's length transaction, thereby
under the law drawing it into consolidation. Consolidation has gen-
erally been a device to attempt to prevent the shifting of income be-
tween related )arties from a taxing State to a nontaxing State.

One of the alternatives that I have not mentioned is that of a
prohibition.
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Senator M\ONDALE. In other words, if you have a State A with a
State income tax, and State B with no incom'0e tax at all, then State A
would say, well, you are trying to shift your income over to B to avoid
income tax; therefore we are going to consolidate your operations in B
in State A, and hit you witi what we think is our fair share? Is that
usually how it arises?

Mdr. DEVITT. That is generally the concept. Now, that concept, was
rather valid years ago. We had a great number of States that did not
have State income taxes, and there were corporate organizations that
would devise the ABC Co. of Illinois, and the ABC Co. of Iowa, and
so forth. Well, to(lay we have but five States that do not have income
tax, and those of Washington, Texas, and South Dakota, which will
probably fall by the wayside in the next few years, leaving Nevada
and Wyloming, so that type of tax haven is really no longer existent. If
consolidation is confined to domesticc corporations, which to (late it
has not been since California will include foreign corporations which
are not even subject to the Federal income tax, but if consolidations
were to initially be philosophically confined to the United States,
then for all pra, tical purposes the need for it, is vanishing because all it
would (t1 is shift the income from one taxing State to another taxing
State, and the variance in rates would not, truly justify a corporation
trying to adjust its operations through the use of multiple subsid-
iaries to avoid State taxation. There would not be that great a value
any longer.

Another relationship with consolidation is that with the taxation of
divi(len(s, if the (livi(len(ls are going to be subject to apportionment,
as is the increasing tendency, particularly as generated by the Multi-
state Tax Commission, then consolidation must be had, because then
the States would be taxing the (livi(len(ls without giving any factor
reflection in its taxation, and the income of the payer corporations
would always be subject to the income tax. Tell erefore, among the pro-
posals woul(l be the elimination from taxation of entire corporate
(lividendS, and potentially eliination of any consolidation of any
kind.

Senator MONDALE. I think we a're going to have to move on. Thank
you very munch.

Mr. BIXIER. Now Mr. Courtney of the National Association of
Wholesaler-Distiributors.

STATEMENT OF PAUL L. COURTNEY, VICE CHAIRMAN OF THE
BOARD, NATIONAL ASSOCIATION OF WHOLESALER-DISTRIBU-
TORS

I. COURTNEY. Iy name is Paul L. Courtney, vice Chairman of
the board of the National Association of Wholesalr-Distributors. Our
people are primarily small business people, like those that Mr. Bixler
is speaking for, members of NAM, many of whom are also small busi-
ness people.

I want, to switch the pitch, so to speak, here for the next few minutes
and talk about sales and use taxes. Public Law 86-272 really solved
the problems of the small business community insofar as income taxes
are concerne(1, but the proliferation of income taxes by local political
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Subdivisions ill recent years, since the enactment of Public Law 86-272,
means that down the line, in the future, we will have some additional
problems, all of us, both large and small. Most of the States have
not. been bothering the so-called small business people on income tax
matters since Public Law 86-272 was enacted, in 1959.

We would agree with Senator Mathias and others who have preceded
us, yesterday and this morning, that there should not be a separation
of the problem of sales and use taxes and income taxes as separate
legislation. I"he total problem cries for an answer, and the time to (10
is now, we think. The urgency of the situation was questioned yester-
lay by yourself, I think, Mr. Chairman, and also Senator Long.

There are 110,000 political sul)(livisions with the power to tax in
the Uniterl States of Anmerica. According to tie House study, which
is now 6 or 7 years ago, wien that study was finished, there were
approximately 03,000 of those 110,000 political sub(livisions that were
levying various income, sales, and use taxes and so forth. Today there
are over 8,100, who are levying sales, use, income, property taxes, and
franchise taxes of one sort, or another.

Yesterday Nir. Iraigle apologized for Louisiana's 156 local cities
and parishes tax problems. lie said it was one of the worst in the
country. Well, a('tually (luring the rolld table discussion, we furnished
the staff with the situation with respect to Alabama which has 185
taxing jurisdlictions, cities, counties, and police Jlrisdictions, and we
gave them a list. I have for Mhr. Morris and the staff here todly an
up-t o-(late list, date(l i\ ay 1973. We have checked it out, since the
roun(ltal)Ie discussion, and we find that in those 185 taxing Juris(lic-
tions in Alabama wiho levied siles an(d use taxes, from one-eigll of
1 percent on automotive or machinery, or farm miachinerv and -so
forth, i up[to as mnuch as 3 percent, and these rates are all over the lott,
150 of those rates in those jlris(lictions have been change since that
l)resentation that we gave \-oi, which was dated about 1967. So, in
about 6 year,; in the -State of' Alabama alone, in 185 taxing juris(lic-
tions, there have been 150 changes. And, this is tyl)ical of the ty)e of
prol)len that the small )businesslnan is trying to keep up with in 50
States and 8,000 local julris(lict ions.

Sen:i)tor IONDALE. "YOU were here vester(lay when the tax collector
from the State of lo isiana s1(_rgested a new system where the 50
States would each file a single average statewide tax rate for State and
local sales and use taxes, with the Department of Commerce?

Mr. COURTNEY. Yes.
Senator MONDALE. "T'len firms longg business in that State would

sinl)ly selid a single check to, I assume, the comnssioner of taxation
or something like that, andt lthe State somehow wo'i(l s)lit the tax
revenues between the State amid the local Juris(lictionis. Does that corn-
promise make sense to you?

M1r. (OURTNEY. I would not know. I would not call it a compromise.
It is an entirely different. approach. It is an entirely different concel)t.

SenatorI MONDALE. As you nav recall, tie testimony of one of our
earlier witnesses, M'. Mendenhall, was that he does not mih col-
lecting and paying the State taxes due. lie says what bothers his
company is that it impossible to keel) up with 'the number of local
taxing j urisdictions and with frequently changing rules. This seems
to be the sort of thing you are talking about, suggesting that compli-
ance just cannot be obtained un(ler these circumstances.
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Mr. COURTNEY. This is the burden.
Senator M'\ONDALE. He also said if there could be some kind of

simple rule, his company would gladly collect and pay its taxes. He
then said lie thought most of his colleagues would too. Now, I do not
know. Does this appeal to you?

Mr. COURTNEY. Well, it appeals to our people in that it is a con-
cept that moves in the directionn of simplicity.

Senator MONDALE. Yes.
Mr. COURTNEY. And would certainly reduce the compliance burden

some. However, it is hard to say. Mr. Traigle's prol)osal has been
furnished to us in very rough draft form. We have been discussing it
with him. We are (loing so and we are continuing to (1o so. We are
interested in that concept.

Senator N IONIDALE. Why don't you-
Mr. COURTNEY. We have some serious questions about it, and

actually our lawyers are
Senator-I.ON DALE. Wily don'tt -ou
Mr. (2OURTNEY. Questioning the consiit ut ionality possibly.
Senator M1oNDALE. That might be.
Mrt'. COURTNEY. YOU have two differentt types of iaxpayers that

would be competing with one another ml subject to the interstate

taxation. One woull l)e paying tile local rate because lie had a busi-
ness location in the State, and tle other would be paying the average
rate, which might l)e higher or lower.

Senator NIIoNDALE. If you get a (hl(a-e to, vou might respond in
some more retail to thalt prOposal. f know the chairman thinks it has
meerit.

M r. (COU1TNEY. We Certai)l\v intend to (do so.
Senator NIONAL. After you have ha(t i t ('hlle to analyze it,

you might provide yolr views in writilig to the subcomn mittee.
'Nil.. COUrTNEY. We will, l)eeause legislation is badly needed, and

simplicity is what we are all seeking, inifornity is what, we are all
looking for, nid tile bur(leni of col )lian(ce is Julst unlconscional)le.

Our le)lfle estial ate that at least $350 is tile al)solute minimun (ost
of preparing anid filing a form, regnrdless of tle (Ioll.s ilvolve(l, and
il n ymv, niny instalices, in the vast iinajoritv of inst cnocs, as a itnn tter
of fact, the umount of tax involveol woul(l be less than equal to that.
or vem'v little more than the cost, of compliance, and the burden of
pre)narIng the form.

One of the efforts that we have Ina(le toward getting along with the
State people, and negotintin g with the State people is continued in
section 304 of S. 1245. Several vears ano we vere talking with some of
the people from the M1ultistate Tax Commission, an(l the suggestion
was male that perhaps compulsory registration of interstate buyers,
an(l iiotification to the States as to who they were might be a solution.
It was for that reason that we talked to Senators Mathins and Ribicoff
and incorporated section 304, and those provisions in the Mathias
bill, or the Nathias, Ribicoff, Humphrey bill. But we now find not
one single State is supporting that concept. We thought there would
be several States, we thought at the time that we were talking to the
Senators about the incorporating of this in the bill that there would be
several States that would support it. So, as a matter of fact, as of
today, we withdraw from thatposition and recommendation, and the
provisions of section 304, and go back to the Rodino bill, jurisdictional
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position, which is where we started. I cite that only to show that we are
flexible, we are willing to talk to anyone about a concept that will
help us get out from under this burden. We are not trying to get anyone
out of paying any taxes in the sales an(! use tax area. Tphe amount of
tax due from the taxpayer is not the question. The in-State buyer,
whether he is a business buyer or consumer of a household product,
owes the tax under State law. The out-of-State vendor is being looked
to by the State tax a(lministrator to collect the State tax, and this is
one of the problems that I know many people misunderstand when it
comes to sales anl use taxes. We are not recommending in any way
that anyone get out of paying any tax. The question is how it is to be
collecte(d and by whom?

Senator M.IONDALE. I think at this point, since we planned to take 40
minutes with this panel, and ve lhave now taken about 55, it w''olllI be
appropriate to go on to our next scheduled witness. There are several
witnesses standing by. I think we will have to stop at this point. I
thank you very much. All of your statements will appear in the
records as though real. If there are further comments you would like
to submit in writing, we would be happy to receive them for our
consi(lera tion.

Mr. BIXLER. Senator ,1on(ale could I also ask to enter in the record
an article by MN r. Peters oin the distinction 1)etween business andi non-
business income, which amplifies tlis statement?

Senator MIoNDALE. Yes, of course. That will appear at this point in
the record.

Mr. BIXLER. h''lank you.
[T he statement t of IJr. Peters and tie l)reparel statement submitted

by the preceling witnesses follow. Hearing continues on page 284.]

TuE )ISTINCTION BETWEEN BUSINESS INCOME AN) NONBUSINESS INCOME

(By James II. Peters 1)

Two stel)s ar ordinarilyy required in applying state income tax laws t a nuilt i-
state business. First, certain items of incOme and expenses are specifically assigned
to the state. Items of income commonlv treated in this manner are dividends,
interest, gaims, rents and royalties. Second, all remaining income is al)porti)fl(d
to the state )y means of a formula. The most frequently used formula includes
the three fact rs of tangible propertyy, payroll and sales. In the Uniform )ivision
of Incomme for Tax Purposes Act (Uniform Act.) and in a number (of state income
tax laws the di.stincti(n hcetwen business inI(ome and nonbusiness income deter-
mines whether an item of income will be treated one way or the (Atler. The inherent
comnplexity of a system that, requires one to determine what income to specifically
assign rather than apprtion, then to ascertain where that income is to be assigned
and lastly to identify the expenses related 1) that, income has cinverned many
tax administrators and others and legitimately raises a question as to the l)rpriety
of such a statutory scheme.

A subject as broad as the distinction between business income and nonbusiness
income cannot be adequately treated in the time which can be devoted to the
sul)ject here. What is attempted here is to survey the subject in an organized
manner so that anyone wishing to go deeper into some aspect of it will have a
starting point and a sense of direction.

For purposes of this article, the term specific allocatiom will be used to refer
to the assignment of certain income (such as dividends, interest, gains and rents)
on the situs basis oir by some other specific means and the term apportionment
will be used to describe the assignment of income by means of a formula.

The subject has been divided into four main headings: (1) The Reason for a
Distinction Between Business Income and Nrmbusiness Income-Consti litiomal

I Firm: Chief Tax Attorney, Long Lines Department, American Telephone and Telegraph Company,
New York City.
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Limits ol State Taxation of Interstate Commerce; (2) Application of the Dis-
tinction Between Business Income and Nonbusiness Income by the Courts to
Specific Items of Income; (3) The l)istinction Between Business Income and
Nonbusiness Income in the Uniform )ivision (f Income for Tax Pur)oses Act;
(4) Modern Day Interpretation of the I)istinction Between Business Income and
Nonbusiness Income.

THE REASON FOR A DISTINCTION BETWEEN TIUSINESS INCOME AND NONBUSINESS
I N('()M '-'ON STITUTION.l, LIMITS ON STATE TAXATION OF INTERSTATE
COMMERCE

Fro l the beginning, a distinctimn between income to be specifically allocated
and income t'i be apportioned has becen a part (f state income tax laws. This was
true of the Model Business Income Tax developed in 1920. The distinction is
described in a report of the Colnmittee on the Apportionment Between States of
Taxes oil Mercantile and Manufacturing Business of the National Tax Association
which had been assigned the task of working on the model law:

"Itemns of interest, rents and dividends come from a definite source which it is
entirely feasible to allocate specifically to one state or another; but this is not true
of the great mass of the income of a manufacturing or mercantile company-that
is, the profit derived fromi the sah of goods. Where material and goods are collected
and l)urchased by an, office in one, state, converted by manufacture tit a factory ill
a second state, and distributed and sold through an office in a third state, it is
evident that, the investment and activities in all three states have yielded a certain
trading profit,."

The report acknowledges a certain arbitrariness in ap)portioning the trading
profitt by means o)f a formula-" the cutting of the (Grdiaii knot." however, it, also
finds adequate safeguards in constitutional limits on state taxing powers as ex-
pressed by the court in Underwood Typewriter Co. v. Chamberlain 2 to the effect
that a state may tax only that portionn of total net income "reasonably attributa-
bl" to the state. The report concludes: "The words 'reasonably attributable'
will be the starting point for many court decisions in the future and that may well
be the starting point of any rule of apportionment." 3

A study conducted by the Controllership Foundation, Inc. in 1954 4 contains an
exhibit that describes the manner in which certain types Of income were specifically
allocated in state income tax laws. With few exceptions they required the specific
allocation of dividends, interest, rents, royalties and capital gains. The body of the
rel)ort accounts for this practice as required by the jurisdictional limitations placed
on the taxing powers of the state by the Federal Constitution. Let us examine the
cases which have defined the limits of the power of states to tax.

A clear distinction evolved between the right of a state to tax intangible and
tangible property. In Fric v. Pennsylvania,5 it was held that, the state in which
a decedent resided could not impose death taxes on the transfer of real estate
located in another state. Some years earlier, it had been decided that a state in
which a corporation was domiciled could not impose a tax on that l)art of the
corporation's capital with respect, to property located outside the state.8 Ii
Standard Oil Company v. Peck,7 it was held that the state of taxpayer's domicile
c (uld not impose an ad valorem l)ersonal property tax upon all of tie propertyy of
the taxpayer. Apportionment was found necetsary in order to avoid multil)le
taxation of interstate ol)erations and to avoid a tax having no relation to the
opportunities, benefits or l)rotecti(n which the taxing state affords those opera-
tions.

The power of a state to tax intangibles is much broader. In Curry v. McCan less,8
the question for decision was whether the states of Alabama and Tennessee night
each constitutionally impose death taxes upon the transfer of an interest in
intangibles held in trust by an Alabama truste but passing under the will of a
b(eneficiarv domiciled in Tennessee. The court concluded that, both states might
impose a transfer tax. Double taxation posed no problem with respect, to intangi-

I Proveedinigs of National Tax Assoeiation, 1922.
2 254 U.S. 113 (192).
3 See N. 1 supra, p. 202.
4 Cohen, "Apportionnent and Ailoation Formiilae and Factors Us ed by State in Levying Taxes Based

on or Measured by Net Income of Manufacturing, )istriblutive, and Extractive Corporations; A Research
Report Prepared for Controllership Foundation, Inc."

528 U.S. 473 (1923).
)elaware. Lackawanna and Western it. it. v. Pemsylvania, 198 U.S. 341 (1905).

312 U.S. 382 (1952).
307 U.S. 357 (1)39).
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bles although that result was studiously avoided with respect to the taxation of
tangible l)roperty.

he power of a state to tax income rests upon its relationship to the taxpayer
(residence or domicile) or its relationship to the income being taxed (source of
the income). Unlike the situation with respect, to tangible property, the same
income may be taxed by the state of residence or domicile and the state in which
it has a source. In Maguire v. Trefry,9 a state in which resided a beneficiary of a
trust created and administered under the laws of another state was permitted to
impose a tax on the beneficiary's income from the trust, the theory being that, the
beneficiary was domiciled in tie state and had the protection of its laws and there
received and enjoyed the income from the trust property. In Lawrence v. State
Tax Connzission, 0 it was held that the state of a taxpayer's domicile could impose
a tax on income earned by the taxpayer from the construction of )ublic highways
in another state. Again, it is the receipt and enjoyment of income in the state of
domicile, the protection afforded the recipient in his right to receive the incomle,
and his enjoyment of it once received that provide the required jurisdictional
connection. 'the court concluded:

" We can find no basis for holding that taxation of the income at the domicile of
the recipient is either within the purview of the rule now established that tangibles
located outside the state of the mvner are not subject to taxation within it, or is
in any respect so arbitrary or unireasonalde as to place it outside the constitutional
lower of taxation reserved to Ihe state." 11

In New York ex rel. Cohn v. Graves, 1 a tax on the entire net income of a resident
was upheld. Enjoyment of the privilege of residence in the state and the attendant
right to invoke the protection n of its laws were held to) be inseparable from responsi-
bility for sharing the cost of government. Lastly, the case of Chestnut Securities
Company v. Oklahoma Tax Commissioner 11 dealt with an income tax law that
treated a cor)oration as a resident if its principal business was carried on within
the state. The court held that there was not, a violation of cmnstitutional principles
in taxing a foreign corlporation as a resident when the activities of the foreign
corporation reached such dominant l)roportions that it, was for all practical
purposes carrying on or transacting Its l)rincipal business in the state. The court
also held that, as a resident, such a corl)oration could be taxed on income from
intangibles wholly managed and conltrolled within the state although such in-
tangibles niav be physically located outside the state.

The virtually unlimited power of a state to tax income of a resident or a domi-
ciled corporation raises an intriguing question with reslpect to the several bills that
have been introduced in Cm aigress to regulate state taxation of interstate coiiinerce.
Can the Federal (G(overnment restrict, the right, of a state to tax inclOle fro m
intangibles received l)y a d(omiciled corporation where the intangibles are held
andi managed in that state? This question has not. vet been answered.

The scarcity of authority with respect to the p)',wer of Congress to restrict or
l)reemlpt the taxing power of the states requires that we look elsewhere. The Fair
Labor Standards Act of 1938 fixed minimum wageN and maxinmnmn hours f)r
employees engaged in the l)roduction of goods for interstat( conmnerce. It was
sustained on the grounds that while manufacture is not itself interstate commerce,
the shipment of manufactured goods interstate is such commerce, tnd the l)ro-
hibition (If such shipment by Congre('s is a lawful regulation (,f interstate e cml-
Inerce. 1 This represented a significant intrusi(In il)01n the so(%vercign l)o(wers of the
states.

Public Law No. 86-272 restricted the taxing power of the states with respect t)
interstate commerce. In a case attacking the validity (of that federal statute, it,
was argued without success that state income tax laws did n,, constitute a
regulation of interstate commerce.15 The court held that Congress has p wer t ,
determine whether the burden of a tax adversely affects interstate commerce
and, if it finds that it does, to take such measures as it de(,nts effective to sul)press
it.

In spite of the cases discussed al)(ve, there may be solme state taxing pll\'r
which the Federal governmentt cannot reotriet b(cause it does not rcprvsent a
regulation of interstate coin nierce. A city license tax (In the manufacture (If gols
has been upheld as a tax oiia local incident and a valid regulation ()f interstate

0253 U.S. 12 (1920).
10 286 U.S. 276 (1932).
11 Id. at 281.
12 300 U.S. 309 (1937).
13 125 F. 21 571, crt. doi'nd 316 U.S. MA8 (19-12).
14 United Slates v. Darby, 312 U.S. 100 (191).
13 International Shoe Co. v. Cocreham, 216 La. 214, 164 So.2d 314 (1964).
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commerce. 16 A state was permitted to classify property for ad valorem tax purposes
without running afoul of the Fourteenth Amendment on the grounds that states
have the freedom of a sovereign both as to objects and methods of taxation(1 7

A gross income tax was ul)held notwithstanding the fact that it was based in part
on sales in interstate commerce. In International Harvester Co. v. Department of
Treasury,'8 the court found that a state was doing no more than asserting its
authority over the fruits of a transaction consummated wholly within its borders
by imposing a gross receipts tax on the following classes of sales of a foreign
corporation doing business in the state: (1) sales Iiy out-of-state branches to local
dealers and users, where delivery is taken in the state, (2) sales to out-of-state
buyers who take delivery within the state, and (3) sales in the state to l(cal
buyers where the goods are shipped from out-of-state points.

tor a period of time there was a question as to whether a state might tax income
derived from interstate commerce by a domiciled corporation. In United States
Glue Co. v. Oak Creek,19 it was decided that, the Wisconsin income tax might be
imposed upon income of a domiciled corporation derived from interstate commerce
without placing a )urden upon that commerce in contravention of the Commerce
Clause of the Constitution of the United States. The Wisconsin statute iml)osed a,
tax upon, among other things, such inconw as is derived from business transacted
and propertyy located within the state. The decision drew ait distinction between
taxes which rel)resent a direct burden on interstate c(mmerce (gross receipts
taxes) and taxes which represent an indirect burden on interstate commerce
(franchise and property taxes). The reasoning of the court is sunmed up in the
following statement:

"Such a tax, when imposed upon net incomes from whatever source arising, is
but a method of distributing the cost of government, like a tax upon prol)erty, or
upon franchises treated as l)rol)(rty;. and if there be no discrimination against
interstate commerce, either in the admeasurement of the tax or in the means
adopted for enforcing it, it constitutes one of the ordinary and general burdens of
government, from which persons and corporations otherwise subject to the
jurisdiction of the States are not emexpted by the Federal Constitution because
they happen t(o be engaged in commerce among the States." 20

In order to determine what part of the income of a corporation engaged in
)usiness within and without the State was to be taxed as income from business

transacted and property located in the State, the statute p 1rescried a formula
for apportioning such income. The courL did not indicate whether it would have
reached a different conclusion if the ,tatute had iml)osed the tax on all of the
corl)oration's income from interstate commerce. It simply held that, as al))lied
to the taxpayer, the Wisconsin income tax law could not be deemed to lxe so
direct a burden as to amount to an unconstitutional interference with or regulation
of interstate commerce.

The question of taxation of interstate receipts was answered simlilarly with
respect to out-of-state corporations doing business within the taxing State.
International Harvester Co. v. Evat 21 inv'(ledi a franchise tax measured in part
1)' thev'alum ()f l)roducts sol(d outside (of the State. It was held that the tax was not
nullified merely because the result was achieved through a formula which included
consideration of interstate and (,ut-f-state transactions. Vest Publishing Co. v.
McColgan 22 colncerned the measure of ain income tax and the right of California
to iil)()se such a tax u)on a foreign corporation engaged exclusively in interstate
com i(ierce. On the authority )f United States Glue Co., supra the tax was found
not to violate the Commerce Clause (of the Consitution for tfie United States by
fact of its being imil),sed upon a corporation engaged in interstate commerce.
Although the court did not pass u)01n the reasonableness of the measure of the
tax, it made it clear that interstate receil)ts could validly l)e included in such
measure. The taxpayer argued that its income was subject, to tax in full by the
state of its domicile and that, by apportioning some income into California it
hecame subject to double taxation. The cmurt (is)Osed of this argument citing
Curry v. lcCaess, supra, for the proposition that both States )rovided benefits
and advantages which allowed them to tax the income in question.

Ih('ll most recent cas(- to be decidedd on this subject is ,orthwestern States Portland
Cement Co. v. 1jijjn(,()j(j. 23 An income tax inil)mse(l mpi i a foreign c()rp4)ratimi

1, Anwrrioa ,Manufaclturing C"o. v. St. Lovils, 25C. U.S. M5 1) .~

'' Michigan (0en;ral It. It. v. IPowers, 201 U.S. 215 (196).
''322 1'.S. 310 (19t1).
'9217 U.S. 321 (191S).
20 d. at 329.21 32!) U.S . 416 (1917).
22 27 (Cal.2d 705. 166 P.2d 861, aff'd per curiarn 328 U.S. 823 (1946).
23 358 U.S. 450 (195,)).
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engaged exclusively in interstate commerce within the state was upheld. It was
noted that, the tax was levied only (oi that portion of the taxpayer's net income
which arose from its activities within thetaxing state. Those activities were found
to foi in a sufficient nexus between the tax and the transactions for which the tax
was an exaction. Justice Harlan in a concurring opinion states the reasoning which
Su)prts the decision:

"The thrust of these statutes is not, hostile discrimination against interstate
commerce, but rather a seeking of some compensation for facilities and benefits
afforded by the taxing States to income-producing activities therein, whether
those activities be altogether local or in furtherance of interstate coinierce." 24

The court reasoned that the founders did not intend to immunize, interstate
commerce front carrying its fair share of the costs of state government in return
for the benef its it derives from within a state.

The (iestion of multiple taxation was raised by the taxl)ayer pointing out tie
possibility of the domiciliary state taxing the entire net income. The court did not
confront this issue because there was nothing to show that multiple taxation was
present in the cases at hand.

From the foregoing cases it is evident that a state may impose an income tax
which is measured 1)'- income derived ffomin interstate transactions and levy a' tax
ul)on a foreign corl)poration, even m e engaged only in interstate commerce within
the state, as long as the tax bears a reasonable relationship to business transacted
and l )'iperty 1oc'ated within the state.

There appears to l)e n,1 clear-cut distinction between the power to tax income of
out-of-state corporations conducting a mixed intrastate-interstate business in a
state, and out-of-state corporations conducting an exclusively interstate business
in a state. In b)oth instances, the tax must )e reasonably related t,( business done or
property located in the taxing state. The next series of cases apply the test of
reasonableness to particular situations.

Shiaffcr v. Carer25 involved an Oklahoma income tax law which subjected in-
commes of nonre.-idents to the l)ayment of the tax. The plaintiff, a nonresident car-
rying ()n an t il business in Oklahoma, attacked the statute as a taking of )roperty
without due process of law and a burden upon interstate comnierce. The court
held that a state, as a necessary consequence, may levy a net income tax uponl
incomes accruing to nonresidents fro n their l)roperty or business within tle state.
The court said:

"The first section of the act, while imposing a tax upon inhabitants with respect
to their entire net income arising from all source,, confines the tax upon non-
resident, to their net income from l)romper'ty owned and business, etc., carried on
within the State." 26

In Underwood Typewrilcr Co. r. Chamberlain, supra, the taxpayer was a non-
(omiciled corl)oration engaged in manufacturing in Connecticut. The Connecticut
income tax law contained an alppirtionment formula coml)osed of a single )rol)erty
factor to be applied if a company's net profits were derived l)rincipally from the
(ownership, sale, rental, or use of real or tangible prol)erty. A gross receipts factor
was l)r,,vided for companies whose net profits were derived principally from in-
tangi)le property. The court found that the profits of the corl)oration involved
were largely earned by a series of transactions beginning with manufacture in
Connecticut and ending with sales in other states. Under those circumstances, it
was impossible to allocate, specifically to Connecticut, the profits earned by the
l)rocesses conducted within that state. Therefore, a method of apportionment by
formula was adopted whereby only such net income as was reasonably attributable
to activities in the state was assigned to the state. Accordingly, the statute was
found not. to violate constitutional l)rincil)les.

Bass, Ralcliff & Grellon, Ltd. v. StaIe Tax Commission 27 concerned a New York
franchise tax based on net income. Net income was apportioned to the state on the
basis of a single assets factor. The court held:

"So in the present case we are of the opinion that, a,; the Company carried on
the unitary business of manufacturing and selling ale, in which its )rofits were
earned by a series omf transactions beginning with the manufacture in England and
ending ill sales in New York and other l)laces-the process of manufacturing
resulting in no profits until it ends in sales-the State was justified in attributing
to New York a just lro) rtion of the l)rofits earned by the company from such
unitary business.'' 28

24 Id. at 469.
23252 U.S. 37 (1920).
2 Id. at 5%.
27 266 U.S. 271 (1924).
2A Id. at 282.
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Apportionment formulas are not always found to be appn)priate. A company
that processed and manufactured leather goods in one state but sold its products
in many states and some foreign countries successfully attacked a single property
factor of the nature discussed in Underwood, supra. In Hans Rees' Sis, Inc., 29

the taxpayer sought to introduce evidence shi~wing that no more than 21.7 per-
cent of its net profits were related to its activities in North Carolina while aPpli-
cation of the statutory formula assigned between 66 percent and 85 percent of its
net income to that state. The court concluded:

'It is sufficient to say that, in any aspect, (f the evidence, and upon the assumlp-
tion made )y the state court wit h respect to the facts shown, the statutory method,
as al)plied to the appellant's business for the years in question operated unrea-
sonal)ly and arl)itrarily, in attributing to North Carolina a percentage of income
. ut ()f all appropriate lro(irtion to the business transacted by the appellant in
that State-" 30

Based on the reasoning in Hans Rees', a taxpayer attempted ti) avoid the al)I)Ii-
cation ()f the alpportionment formula l)rescril)ed by the California Income Tax
Act.3 1 The evidence showed that the operation n of the formula converted a loss of
$82,851 into a profit of over $93,500. The court said:

"We read the statute as calling for a method (of allocation which is 'fairly cal-
culated' t() assign to California that portion of the net, income 'reasonal)ly' attribut-
able' to the business done there..., lLence if the. formula which was employed
meets those standards, any constitutional question arising under the Fourteenth
Amendment is at an end.'' 32

The concept ()f assigning income from a unitary business finds its origin in a
case dealing with a capital st(ck tax. 33 Ohio was permitted to app(ortion to its
taxing jurisdiction a port ion of taxpayer's entire capital because there was found
to exist a unity of use and management with respect to all of taxj)ayer's assets.

In addition to the required interrelationship of the activities and investment
giving rise to, the net ineome involved, it is necessary that, the factors used in the
app()rtionnient formula bear a reasonable relationship) to the ineome being appo)r-
tioned in )rder to avoid an unconstitutional result. This c()ncelit is well expressed
in Virginia Electric & Power Co. v. Currie: 3

"In thea )l)ortionment of a unitary business the formula used must give
adequate weight to the essential elements responsible for the earning of the
income." 15

In the early cases, income derived from investments was considered generally
not to be income from a unitary business that might be appropriately assigned to
a state by means of a formula. It was felt that the source of such income could
be specifically determined with reasonable precision and, in any event, it, would
be meaningless to suggest that such income had the same source as the trading
profit. As we have seen, a state of domicile or residence may tax such income. As
we will see later, there also grew ui a line of cases which permitted other states
to tax such income. Those cases had their origin in cases dealing with property
taxes. Perhaps the most revealing of those cases is Wheeling Steel Corp. v. Fox.36
West Virginia imposed an ad valorem property tax upon accounts receivable and
bank deposits of a Delaware corporation which maintained its general business
office in \Vest Virginia. The court upheld the tax on the grounds that the tax-
payer had its commercial domicile in Vest Virginia. West Virginia was considered
the seat of corporate government. and the place where the management functioned.
This case followed several others which had held that a state in which a chose in
action or credit was located might impose a l)roperty tax because those intangibles
had gained a "business situs" in that state.3 7 The theory of those cases was that
the investment of capital was located in the state and constituted an integral part
of the taxpayer's business activities in that state.

The principles of state corporate taxation which have evolved from the deci-
sions referred to above may be summarized as follows:

20 Hans Rees' Sons, Inc. v. North Carolina, ex rel. Maxwell, 283 U.S. 123 (1931).
30 Id. at 135.
31 Butler Bros. v. MeColgan, 315 U.S. 501 (1943).
22 Id. at 506.
33 Adamn Express Company v. Ohio, 16.5 U.S. 194 (1897).
34 2.54 N.C. 17, 118 S.E.2d 155 (191).
33 Id. at 30; 118 S.E.2d at 164.
p 298 U.S. 13 (1936).
37 New Orleans v. Stempel, 175 U.S. 309 (18 0): Bristol v. Washinglon County, 177 U.S. 133 (1906); State

Board of Assessors v. Comptoir National d'Escompte, 191 U.S. 388 (1903); Metropollitan Life Insurance Co.
v. New Orleans, 205 U.S. 395 (1907).
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(1) The state of domicile or residence may levy taxes directly upon or measured
by the entire net income of a taxpayer. There may be an exception with respect
to income derived from interstate business having a source outside the state.

(2) A state may levy a nondiscriminatory direct income tax upon the income
of out-of-state corporations doing business within its boundaries if the tax is
limited to that portion of the income which is derived from instate sources. Unitary
business income is deemed to have a Source in a state in proportion to the amount
thereof that may be reasonably attributable to the state by means of a formula.
Income from intangibles may nave a source in the state in which the intangibles
have a "business situs." Such income also has a source in the state in which the
recipient has its commercial. domicile.

APPLICATION OF THE DISTINCTION BY THE COURTS BETWEEN BUSINESS INCOME
AND NONBUSINESS INCOME TO SPECIFIC ITEMS OF INCOME

It remains to be examined how the principles v; hich evolved out of the cases
defining the limits imposed by the Federal Constitution upon the taxing power
of the states have been applied with respect to different kinds of income. This
analysis will be limited to the treatment of various items of income as nonbusiness
income (to be specifically allocated) or business income (to be apportioned by
formula).

Most state income tax laws contain language which imposes the tax upon
income derived from business activities carried on or property located within the
state. Some statutes defined taxable income as income from sources within the
state. Such statutory language embodies a recognition of the constitutional
barriers imposed upon state taxation of interstate commerce.

Since dividends, interest, royalties, rents, and gains represent the kinds of
income normally considered to be nonbusiness income, cases involving the treat-
ment of such income are discussed below.
Dividends

Because of the various concel)ts with respect to the power of a state to tax
intangibles, dividends have been taxed in a number of different ways. The state
of legal domicile may properly tax dividends received from corporations doing
business elsewhere.38 On the other hand, the state of commercial domicile may
tax such dividends.39 Also, the state of residence or domicile of the payer of the
dividends may claim such dividends for tax I)urposes.40

All of the foregoing cases rest upon well recognized constitutional principles
involving the taxation of intangible property at its situs. The situs of the intangible
providess the necessary relationship between the taxing state and the income
beingg taxed. In Southern Pacific Company v. McColgan, 41 the court determined

that dividends from subsidiaries were not income from business done within the
meaning of the Bank and Corporation Franchise Tax Act. The court equated
")usiness done" to the "doing business" concept in franchise tax laws. Since
holding stock of subsidiaries is not doing business within that context, dividends
from such Atock do not represent business income. Accordingly, the aforementioned
princi ples of situs were employed to determine that the dividends were taxable
in California because the taxpayer had its commercial domicile there.

There have been attempts to assign dividends by means of an apportionment
formula applied to such dividends as well as the trading profit. In most instances
those attempts have failed. 42 There is, however, language in the cases indicating
that under certain circumstances dividends might )e subject to formulary appor-
tionment. If dividends arise out of business activities conducted within a state,
or the activities of the corporations paying the dividends are so interrelated with
the activities of the corporation receiving the dividends as to make it impossible
to identify the various sources of the total earnings of the receiving corporation,
then in such circumstances dividends may be apl)ortioned to the state byimneans
of the formula applied to the business income of the receiving corporation. In F. W.
W'oolworth Company v. Director of Division of Taxation.43 the court gave recognition
to the al)portionment of dividends from subsidiaries engaged in a unitary business

38 Miller v. MeColgan, 17 Cal.2d .132, 110 P.2d .119 (1911).
30 Southern Pacific Co. v. McColean, 68 Cal. App. 2(1 48, 156 P.2(1 81 (1945); California Packing Corp. v.

State Tax Commission, 97 Utah 367, 93 P.2d 463 (1939).
40 Humble Oil & Refining Co. v. Calvert (Tex. Civ. App.), 414 S.W.2d 172 (1967).
41 See N. 39 supra.
42 (ulf Oil Corp. v. Clayton 267 N.C. 15, 147 S.E.2d 522 (1966): Atlantic Coast Line R. R. Co. v. Kent ucky-

02 Ky. 36, 193 S.W.2d 749 (V96); Square D Co. v. Kentucky Board of Tax Appeals, 415 S.W.2d 594 (1967).
43 45 N.J. 466, 213 A.2d 1 (1965).
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with their parent corporation. On the other hand, the statutory formula was found
inappropriate when applied to both the business income and dividend income of
the parent corporation. The case was remanded to the Director to effectuate a
proper result by some means other than the application of the statutory formula to
the dividends in question.

Interest
Interest from temporary investments has been held not to be apportionable to a

state as part of the unitary business income of the taxpayer.44 Also, interest
derived by a corporation from investment of a special reserve fund required by
law is taxable in its entirety by the state of commercial domicile.4 5 In neither of
these cases did the court pay any attention to the purpose of the investment from
which the interest was derived.

On the other hand, a contrary result was reached in two Mirtesota cases.4 6
One case involved interest from short-term governmental obligations and com-
mercial paper and the other income from investment of a reserve for future
expansion of the business. The decisions were based on findings that the business
activities of taxpayer produced the income used to purchase the intangibles;
income from the intangibles was commingled with business earnings; the invest-
ments were carried on the balance sheet as current assets; the same financial
officers that controlled the business affairs of taxpayer had responsibility for the
investments; and increases, gains and principal were used entirely to pay various
expenses and obligations of the business. In the latter case, however, evidence as
to the use of the increases, gains, etc., from the investments was incomplete and
the court indicated a willingness to rule differently if it were shown that the
investments were not used or usable in the day-to-day business of the taxpayer.
The court recognized the possibility that at some point funds accumulated, held
and invested in anticipation of expansion of a business at a future, but indefinite
date, have but a minimal relationship to the successful day-to-day operation of a
business.

Interest derived from conditional sales contracts and loans to employees is
unitary business income. 47

Royalties
Generally, royalty income has been assigned on a situs basis.4 8 An exception to

this principle was made by the California State Board of Equalization in three
cases wherein it found that the acquisition, management, and disposition of
the patent or copyright constituted integral parts of the corporation's business
operations.49

The most important thing to remember about these three administrative deci-
sions is that they explicitly recognized the general rule that patents, trademarks,
trade names, stocks and bonds, and other intangibles have a situs for taxation pur-
poses at the domicile of their owner. Also of importance is the expression by the
Board of its inability to accurately segregate expenses relating to the royalty
income involved. In at least one of the cases, the Board found specific evidence
of an interdependence between the royalty income and the business of the
taxpayer.
Rents

Rental income has been treated differently in different states. The power of the
state of domicile or residence to tax rental income was discussed earlier.5 0 One
line of cases holds that the state in which the property is located may not tax
rents received by a taxpayer not a resident or domiciliary of that state 51 while
another line of cases holds just the opposite.5 2

44 Appeal of American Airlines, Inc., I C.C.IT. Cal. Tax Cases § 203-195 (1952).
45 American President Lines v. Franchise Tax Board, 3 C.A 3(1 587.83 Cal. Rptr. 702 (1970).
46 Great Lakes Pipe Line Co. v. Comm'r of Taxation, 272 Minn. 403, 138 N.W.2d 612 (1965); Montgomery

Ward & Co. v. Comm'r of Taxation, 276 ,Mimi. 179, 151 N.W.2d ,29 (1967).
47 Appeal of Marcus Lesoine, Inc., P-I Cal. Taxes, 13,003.
49 Rainier Brewing Co. v. MeColgan, 91 Cal. App. 2d 118, 210 P.2d 233 (1949); Commonwealth, ex rel.

Luckett v. Radio Corp. of America, 299 Ky. 44, 181 S.W.2d 250 (1911).
49 Appeal of Iloughton Mifflin Co., P-I Cal. Taxes, 13 36(0 (St. lid. Eq. 1916). Appeal of International

Business Machines Corp., 1 C.C.1l. Cal. Tax Cwses 20)-246 (St. Bd. Eq. 1951); Appeal of National Cylinder
Gas Co., 2 C.C.1[. Cal. Tax Cases 200-656 (St. Bd. Eq. 1957).

50 New York, ex rel. Cohn v. Graves, N. 12 supra.
31 Kentucky Tax Commission, et al. v. American Refrigerator Transit Co., 291 S.W.2d 554 (1956).'
6 American Refrigerator Transit Co. v. State Tax Commission, 238 Ore. 340, 395 P.2d 127 (1964).



254

Gains
Gains from sales of intangibles and from isolated and occasional sales of t angible

l)roperty are normally taxed at, the sitiis of such property. Thus, gain from the
sale of an office building located in another state by a non-domiciliary taxpayer
engaged in a hotel business within a state cannot be included in income to l)e
al)1)ortioned.53 To do si) would create a distortion of the type found objectionable
in Hans fees' So1s, Inc., supra. On the other hand, the sale of stock in an unrelated
corporation obtained in a merger was considered by the court to have contributed
substantially to the scheme of corporate functioning and the business potency of
the taxpayer. Therefore, the gain from the sale was included in apportionable
inconle. 54

Before concluding this part of the discussion, a separate but related topic needs
to be mentioned briefly. Some income tax laws are imposed upon the privilege of
doing businesslind thus are considered franchise taxes. Net income is the measure
of the fee exacted for the privilege of doing business. Corporations engaged ex-
clusively in interstate business are not subject to such tax laws.5 5 On the other
hand, courts have not applied as strict a test of reasonableness to those laws as
they have in the case of direct taxes.56 There is less reason to examine carefully the
source (of income involved because the test of reasonableness is considerably more
speculative with respect to such a nebtilous natter as the value of a franchise.
Indeed, the value of a franchise may be affected by property values which are not
related to activities in the taxing state.57

To sum up this part of discussion, it may be said that most items of income which
arise l)rimarily out of the ownership of )ro)erty can be specifically allocated for
income tax purposes to a state in which the property has a situs. If such income is
so interrelated to the income arising from the sale; of goods or the furnishing of
services that it cannot be easily separated or if expenses related to the income in
question cannot be determined apart from the general costs of doing business,
then such income may be ap)portioned to a state by a formula which contains
factors related to the income. Regardless of the method of assigning income
followed by a state, there must be a reasonable relationship between the income
taxed and the taxpayer's activities and property within the state.
TIlE DISTINCTION BETWEEN BUSINESS INCOME AND NONBUSINESS INCOME IN TIHE

UNIFORM IVISION OF INCOME FOR TAX PURPOSES ACT

The Uniform Act was primarily the work of i)r. William J. Pierce of the Uni-
versity ,f Michigan Law School who had )een assigned the task of preparing a
draft by a committee (,f the Commissioners on Uniform State Laws. The first
tentative draft was submitted to the Commissioners in 1956.58 The draft l)rovided
for specific allocation of rents and royalties from real or tangible l)ersonal property,
cal)ital gains, interest, dividends, and l)atent or copyright royalties without
regard to whether or not they constituted business income or nonl)usiness income.

The allocation sections of the draft contained a number of unusual provisions.
Interest and dividends were allocated to the state of origin which was defined as,
inter alia, the payer's principal income state. If the taxpayer was not, organized
under the laws of or doing business in the state in which the interest or dividends
originated, then such income would be allocated to taxpayer's principal income
state. Capital gains from sales of movable tangible personal property were allo-
cated to the state in which the l)roperty was located at the time the l)urchaser
took title or the taxpayer's principal income state if the taxpayer was not organized
under the laws of or taxable in the state in which the property was located at the
time the purchaser took title. Principal income state was defined as the state to
which the greatest percentage of income was or would be apportioned under the
apportionment formula set out in the Act.

The draft was considered by the Commissioners sitting as a committee of the
whole. Relatively little attention was paid to the provisions with respect to specific
allocation. A question was raised, however, with respect to rentals from leases of
movable tangible property which alluded to the problem of specifically assigning

63 People, ex rel. Sheraton Buildings, Inc. v. State Tax Commission, 15 App. Div. 2d 142, 222 N.Y.S.2d
192, (1961).

4 Pennsylvania v. Emhart Corp. 443 Ila. 397, 278 A.2d 916 (1971).
V Spector Motor Service v. O'Coatior. 310 U.S. 602 (1951).
"See Gulf Oil Corp. v. Morrison, 120 Vt. 321, 141 A.2d 671 (1953); Cleveland-Cliffs Iron Co. v. Michigan

Corporation & Securities Commis~lon, 3.51 Mich. 52, 188 N.W.2d 564 (1953).
87 Wisconsin & Michigan Steamship Co. v. Corporation & Securities Commission, 371 Mich. 61,123 N.W.2d

254 (1963).
U 1956 Handbook of the Conference of Commissioners on Uniform State Laws, 270.1
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such income when it represented a principal business activity of a taxpayer. The
question implied that apportionment would Iriovide a much simpler solution.

luring the discussion oif the draft by the Commission(ers, a comment was made
that is of significance in understanding the intended relationshi) )etween the fac-
tors of the apportionment formula and the income to be apl)ortioned. A com-
missioner asked why the )rol)erty factor was restricted to tangible property. l)r.
Pierce answered that. it was the feeling of the drafters that as the income from
intangibles had )een specifically assigned under other sections oJf the Act, the
addition of intangil)le )ersonal I)ro)perty in the i)rl)erty factor of the apportion-
ment formula wotdd result in a duplication.

The chairman of the drafting coimnnittee was Mr. (;eorge V. Powell of Seattle,
Washington. On May 25, 1956, he wrote an officer of the Comptrollers Institute of
America inviting comments and suggestions with respect t the tentative draft.
Mr. Paul A. Reck, Chairman of the National Comimittee on State and Local
Taxation (f the Comptrollers Institute submitted lengthy cnmnments and sugges-
tions in a letter dated August 9, 1956. Nir. Reck indicated that it was the consensus,
of the National Committee that the )rincil)al income state concept violated
established constitutional principhs with respect to the assignment of income
from tangible and intangible l)rol)erty. The resort to a l)rincil)pal income state, he
said, departed from the concept of taxation at the domicile or businesss situs"
with respect to intangibles )r at the physical situs with resl)ect to tangible prnp-
erty. In addition, he suggested that the sections of the Act pertaining to specific
allocation of "n(mbusiness" income might be made mre appropriately the subject
(if another act, to be kept sl)arate from that I)rol)posed for the apportionment of
business income. "Thus," he states, "a clear distinction between allocation of
income and apportionment of income l)erhaps could be best accomplished." lie
concluded this l)ort-ion of his comments by the statement that in general the
Comnmittee was "disinclined to take excel)ti ,n to the manner in which allocations
are being made in the majority of those states where non-business income is now
being allocated (See Exhibit I of Controllership Foundation Report (if April 1954)."

In addition to the solicitation of advice from the business cminillmnity, assist-
ance was sought. from tax administrators through the offices of the National
Association of Tax Administrators. Mr. Charles F. Conlon, Executive Secretary,
arranged a meeting of a number ,,f tax administrators for May 4, 1957, in Chicago.
His memorandum (,f that meeting indicates that the administrators were also
concerned about the concept of principal income state. They suggested that
commercial domicile be substituted for l)rincipal income state. Also, the draft
provided that the Act would apply to a taxpayer having income from business
activity carried on both within and witkiut the state. The administrators felt
that the law should al)l)ly if there was any taxable activity, including the owner-
ship of property, in another state.

It was the opinion of most of the administrators that the draft overemp)hasized
direct allocation. A more satisfactory al)proach was thought to be one under
which the business income-nonbusiness income distinction would be the starting
point. In order to adopt that, approach two new definitions were needed in Section 1
and the appropriate qualifying language in the sections p)roviding for specific
allocation. The tax administrators also agred that the situs of l)ro)erty sold was
more satisfactory than the title test as a basis for direct allocation of capital
gains from sales of movable tangible property. Finally, the administrators favored
the use of the commercial domicile concept as the basis for direct allocation of
interest and dividends.

The most important suggestion arising from the May 4, 1957 meeting is that
for applying a business income-nonbusiness income test to the tyl)es of income to
be specifically allocated. The suggestion was that of John S. Warren of California.
In his memorandum to the California State Franchise Tax Board, he states that
the suggestions which he offered were well received at the May 4, 1957 meeting.
lie states that it was agreed that the approach to intangible income should be to
divide all income into two classes, business income and nonbusiness income, and
to apportion the former and allocate the latter by situs, which situs should prob-
ably be the commercial domicile of the recipient. The memorandum enclosed a
copy of the proposed definitions of commercial domicile, business income and
nonbusiness income which Mr. Warren submitted to the group. Business income
was defined to include income from tangible and intangible property if the acquisi-
tion, management and disposition of the property constituted integral )arts of a
taxpayer's regular trade or business operations.

21-350--74- 18
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The origin of the definitions of business income and nonbusiness income is
explained in a letter dated February 10, 1965, from Mr. Warren to the California
State Franchise Tax Board. Mr. Warren explains that the first draft of the Uniform
Act prescribed rules of situs for the allocation of royalties. To the extent royalties
were derived from intangible property they would be allocated to the place where
the intan ible is utilized by the payer. Mr. Warren continues:

" We feft that this treatment of royalties was in conflict with the decisions of the
State Board of Equalization in the appeals of Houghton Mifflin Co., IBM Corp.
and National Cylinder Gas Co. which had upheld formula apportionment of such
income when the acquisition, management and disposition of the patents or
copyrights constituted integral parts of the taxpayer's regular trade or business.
Accordingly, I proposed at the Chicago conference that all income be divided into
two classes business income and nonbusiness income, with the former to be
apportioned by formula and the latter to be allocated to situs. In my definition of
'business income,' I used the language of the aforesaid Board opinions."

The final draft of the Uniform Act contained the definitions of business income
and nonbusiness income proposed by Mr. Warren and provided for the specific
allocation of income only to the extent that such income constituted nonbusiness
income. There was no discussion on this change by the Commissioners in their
review of the revised draft at their annual meeting in 1957.

Further light on the intent of the drafters of the Uniform Act is evident in the
written articles or talks of those persons most intimately connected with the
drafting effort. At a meeting of the Tax Executives Institute in French Lick,
Indiana, on September 30, 1959, Mr. Conlon described the provisions of the
Uniform Act and in discussing the allocation provisions stated:

"Allocation of income from intangibles to the commercial domicile involves
no more than a recognition of the principle that intangibles are attributed to the
domicile of the owner."5 9

In an article in Taxes Magazine in 1957, Dr. Pierce made the following statements
with respect to the allocation provisions of the Act:

"Sections 4 through 8 of the Act provide for the allocation of four types of
non-business income to specific states, rather than apl)ortionment on the basis
of a formula. The reason for this treatment, which is representative of the existing
pattern of legislation, is that it is felt that these items of income can appro-
priately be attributed to a specific state."'60

In an article in the U.C.L.A. Law Review entitled "California's Uniform Division
of Income for Tax Purposes Act,"61 authored by Messrs. Keesling and Warren,
the following statement appears:

"It is important to note that the labels customarily given to types of income-
interest, rents, royalties, capital gains-cannot be relied upon to tell us whether
the income is business or non-business income. The relevant inquiry is whether the
income arises in the main course of the taxpayer's trade or business. Thus, interest
income from the investment of temporarily idle funds would be non-business
income, whereas interest from trade accounts receivable would be business income.
Similarly, if the taxpayer holds a patent on an item which it manuifactures and
sells and it also licenses other manufacturers to use the patent for a royalty, the
royalt income would be business income. These distinctions have been drawn in
California administrative decisions under the prior vaw and will undoubtedly
continue to be valid under the Uniform Act."

The use of the terms "business income" and "non-business income" has led to
some misunderstanding. Such terminology was in common use at, the time of the
drafting of the Uniform Act. Income from business activities carried on within
a state was the kind of income subject to apportionment. Business activities were
interl)reted to mean the sort of activities that made a corporation liable for a
franchise tax imposed on the privilege of doing i)usiness. 62 This did not include
income from the holding of intangibles. Income from investments was often re-
ferred to as nonbusiness income. At other times such income was referred to as
income not received in connection with the transaction of business. Although one
may quibble with the propriety of referring to income realized by a business
organization as nonbusiness income, it is utterly ridiculous to assume that its
meaning is limited to gift,; or other receipts having no connection with a profit
motive. The assignment of income has nothing to do with semantics.

So Conlon. "The Appmrtomnient of Multi-State Business Income: The NCCUSL Uniform Division of
nme Act, 12 Th, Tax Eceeutives, 226 (April. 1900).

60 5 3 Taxepq 719 (1957).
61 15 U.C.TL.A. L. Rev., 16, 161 (1967).
"Cases cited N. 39 supra.
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In conclusion, the definition of business income in the Uniform Act is the prod-
uct of California decisional law. It represents the adoption of a limiting exception
to the general rule that income from intangible and tangible property will be
specifically allocated. It was thought to conform with generally accepted concepts
of allocation and apl)ortionment in California and elsewhere.

MODERN DAY INTERPRETATION OF THE DISTINCTION BETWEEN BUSINESS INCOME
AND NONBUSINESS INCOME

The Uniform Act did not meet with immediate acceptance by the states. Almost
a decade passed with very little activity in regard to its adoption. In 1965, coin-
prehensive legislation regulating state taxation of interstate commerce was intro-
duced in Congress. It was the product of nearly five years of study summed up in a
voluminous report of the Special Subcommittee on State Taxation of Interstate
Commerce of the House Comnittee on the Judiciary. The states reacted by setting
out to put their own houses in order. A Multistate Tax Compact was drafted for
adoption by the states. Article IV of the Compact incorporated the Uniform Act.
A taxpayer could avail himself of the allocation and apportionment provisions of
the Uniform Act if he preferred these to the tax law of any state adopting the
Compact. Article VII provided:

"Whenever any two or more party States, or subdivisions of party States, have
uniform or similar provisions of law relating to an income tax, capital stock tax,
gross receipts tax, sales or use tax, the Commission may adopt uniform regulations
for any phase of the administration of such law, . .

By 1967, the Compact had been enacted by a sufficient number of states to
bring it into being and today there are twenty-one members. Within the last few
years, a number of states have adopted the Uniform Act or a slightly modified
version of it as their basic income tax law.

Illinois was the first state to formulate comprehensive regulations interpretating
the Uniform Act. These regulations were published in tentative form in 1969 and
have subsequently been adopted. In April of the following year a committee of the
National Association of Tax Administrators l)ublished proposed regulations under
the Uniforln Act for consideration by states which had adopted the Act. Shortly,
thereafter, Indiana drafted regulations under its adjustedgross income tax law
which is similar to the Uniform Act. In September 1971, at Miami Beach, the
Multistate Tax Commission formally adopted uniform regulations under Article
IV of the Multistate Tax Compact.

These various efforts have given rise to some novel interl)retations of the
Uniform Act. All suffered to some degree through lack of knowledge as to the
intent of the drafters of the Act and/or by a desire to extend the application of the
apportionment concept beyond that originally intended. The most serious depar-
tures from the intent and meaning of the Act occur with respect to income from
intangibles. It is in this area that this article will critique these interpretive efforts.

The Illinois regulations separately treat income from intangible personal prop-
erty regardless of the particular items of income involved. Interest on installment
sales made in the regular course of business, interest on customer accounts re-
ceivable, and items of income derived from the temporary investment of capital
used in a trade or business in short-term obligations, savings accounts or certificates
of deposit, are considered business income.

In the absence of clear and convincing evidence to the contrary, the following
presumptions are made: (1) if a corporation owns stock possessing at least 50
percent of the total combined voting power of all classes of stock entitled to vote
of another corl)oration, the acquisition, management and disposition of stock or
securities issued by the second corporation, and of other intangible personal prop-
erty giving rise to an item of income from the second corporation will be l)resumed
to constitute integral parts of the first corporation's regular trade or business
operations and income with respect thereto will be presumed to be l)usiness in-
come; (2) if a corporation owns stock or securities in another corporation and if
there is a significant flow of goods or services between the two corporations, th
acquisition, management and disposition of such stock or securities, and of other
intangible personal property giving rise to an item of income from the second
corporation will be presumed to constitute integral parts of the first corporation's
regular trade or business operations and the income with respect thereto will be
presumed to l)e business income; (3) if the combined book value of stock (other
than stock possessing at least 50 percent of the total combined voting power of all
voting classes of stock of another corporation), securities, and other intangible
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personall )ro )erty yielding rents or royalties, owned 1)y the cor)orati(n is an
amount equal to or exceeding 10 percent of such c) rporation's current assets, the
acquisition, management and disl)psition of such pr i)erty will be l)resumed to
constitute integral )arts of the corl)oratioin's regular trade or Iusiness ( operations
and income with resl)ect thereto will be l)resullled to l)e business income. Corpora-
tions may elect to treat all income as business income.

These regulations make no attempt to assign income to its source. No co)n-
sideration is given to the relationship between the factors of the al)l)portionnment
formula and the inc()nme being assigned by the formula. The situs -basis for as-
signing income from intangiblles is virtually done away with and no substitute is
provided to ensure that the constitutional test of reasonable attribution is met.

The proposed regulations (if the National Association of Tax Administrators
state that interest income is business income if the intangibles with respect to
which the interest, was received arises out of or was created by a business activity
and in those situations where the )urpose for acquiring the intangible is directly
related to the business activity of the taxl)ayer. Teniporary investments of working
capital, reserve funds and advances generate business income. 011 the other hand,
the investment of the proceeds of the sale (of stock in a subsidiary pending a decision
on their ultimate use generates nonbusiness income.

l)ividend income is considered to be business income when dealing in securities
is a )rincipal business activity of the taxpayer. Most other dividends are non-
business income. )ividends from subsidiaries and from stock in commonly
owned sul)l)lier corp(rations are nonbusiness income. There is no mention of
interest on advances to subsidiaries.

There is a certain discontinuity between the treatment of interest income and
dividends in these regulations. Also, tlwre is a departure from the situs basis for
assigning interest income and the regulations appear to adopt, a purpose test in
its l)lace. Perhaps this is a better rule, but it does not, conform to the intent of
the Uniform Act. California, Oregon and Kentucky have adopted these regulations.

The regulations l)r(l)(,sed by the Multistate Tax Cmmmission contain a single
general statement pertaining to the al)plication of the definitions of business
income and nonbusiness income. This provision states that all activities generating
income on other than an isolated, unusual or sporadic basis, which income is
used in the operations of the taxpayer, will constitute elements of the taxpayer's
trade or business and give rise to business income. The provision further states
that because of the regularity with which most corporate taxl)ayers engage in
investment activities, because the source of capital for such investments arises
in the ordinary course (if taxpayer's business, because the income from such
investments is utilized in the ordinary course oif the taxpayer's Iusiness and
because such investment. assets are used for general credit purposes, income arising
from the ownership or sale or other disposition of such investments is presump-
tively business income. The definition of "trade or business" refers to the use of
similar terminology in the Internal Revenue Code as determinative of its meaning.

These regulations are vaguely written and of little hell) to a taxpayer. All
examples of specific cases have been omitted. They become involved in a problem
oif semantics with respect to the meaning of business income. In this regard, there
is no reason to refer to provisions of the Internal Revenue Code that have no
bearing on the question of allocation and al)l)ortionment (f income. These regu-
lations have the same deficiencies as the Illinois regulations discussed above.
So far, only Alaska has adopted these regulations.

The Indiana regulations with respect to interest and dividends differ from those
proposed by the National Association of Tax Administrators in the following par-
ticulars. Interest and dividends received from the investment of special accounts
to cover such itms as workmen's compensation claims, rain and storm damage,
machinery replacement, etc., are nonbusiness income. Also, interest from short-
term investments of working capital is nonbusiness income. In this regard the
Indiana regulations place interest and dividends on the same footing and, there-
fore, would appear to rest upon a more logical foundation than do the other regu-
lations. Neither the prol)osed regulations of the National Association of Tax Ad-
ministrators or the Indiana regulations contain examples involving gain from the
sale of intangibles.

State regulations applying the definitions of business income and nonbusiness
income contained in the Uniform Act should endeavor to comply with the intent of
the Act. To do otherwise would be to legislate and this is not a function of the
administrative branch of government. When the wording of a statute is unclear,
it is proper to explore the legislative history of the statute in order to determine
its meaning. The legislative history of the Uniform Act outlined above, discloses
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the derivation of the defiinitions in question. Although the California adminis-
trative decisions that gave rise to the definition of business income dealt only with
royalties, they. do no more than set forth concepts generally recognized in Califor-
nia law -with respect to other types of income from intangibles. For example, in-
terest income from conditional sales contracts has been held to be business income.
A careful examination of the California decisions with respect to taxation of in-
come from intangibles would disclose a number of significant departures in the
various sets of regulations (except possibly the Indiana regulations) set out above
This appears even to be the case with respect to the regulation on interest from
short-term investments adopted by California.

One of the major stuml)ling blocks in understanding the definition of business
income is ascertoining what is meant by "the taxpayer's regular trade or business."
Since the definition is a I)roduct of California law', it, seems reasonable to use a
California definition of business in order toi ascertain its proper meaning. For
plur)oses of ap)rtionment under California law a business has been defined as a
group of activitic- .,oh off which contril)utes to the production or earning of a
given identifiabli. i ,m ()f income, no l)(irtion of which cmiin be segregated and
-specificallv identined as being attribittalle ,. .nv one of the activities or any
c"mniinat ion of ac - -;tics le,-, than the total nuki)er included in the group.,, If
this is the test, ,1;. :t s,'lfliate iuveu tinent ietivity mwold not be a part of a
taxi)ayor's Ianufal 'ing or mercantile lbusinI ; and interest front such invest-
ment activity would not he lousins(IS !;onie within the meaning oif the Uniform
Act,. The plurl)ose of the investnivnt and the source of the investment (as dis-
tinguished from the source of the inc(niv) are irrelevant. Interest from investment
activity has its source in that activit? :,ad not in activities with respect to manu-
facturing, merchandising, etc. If momy is invested wisely, the income and gain
will be greater than if it is invested poorly. The income realized has no relationto the taxpayer's manufacturing or mercantile operations.

The combining of income froan separate sets of activities gives rise to a serious
problem in constructing a common formula. It would be a mere fortuitous situ-
ation if the factors used in the common formula did not distort the amount of
income assigned to the state with respect to one or the other sets (f activities.
This alone seems reason enough to adopt the al)l)roach of the drafters of the
Uniform Act.

CONCLUSION

The distinction between business income and nonbusiness income arose out of
the constitutional law principles limiting the taxing power of the states. Inter-
state business was not immune from state taxation, )ut a state could reach only
such income as was related to activities taking place or property located within
the state unless, possibly, the state of (omicile had some greater reach. The con-
nection between the power to tax and the income taxed was found in the facilities,
benefits, and protection afforded by the state to the income-producing activities
taking place within the state. Incomne from the production and sale of goods or
services ik the result of a series of interrelated activities or l)rocesses. When inter-
related activities involve two oir m(ire states, the )ortion of the ultimate profit
taxable in a state is considered to be that portion arrived at by the application of
a formula based on factors which represent the )rincipal income producing ele-
mnent,; involved. Thus, the connection between the income and the state is
established.

It is a different matter with respect to income arising from the ownership of
l)rol)erty. The situs of the prol)erty or the unique relationship of domicile provide
the necessary connection. Recently, the l)Url)ose of the investment and the source
of the funds invested have been considered in establishing a connection with the
state. This approach has resulted in finding the following items of income to be
business income and apportionable: interest from temporary investments of idle
funds available for use in regular business operations, interest from investments
of reserves required by law, dividends from subsidiaries engaged in a unitary
business with the taxpayer and dividends froim corporations having business
dealings with the taxpayer, such as a supplier of raw materials. Whether this
approach will l)e carried so far as to include interest front the investment of funds
held for some future, unspecified use remains to be seen.

When the amount of investment income is substantial, a question arises as to the
appropriate factors to be used in the apportionment formula. If the intangibles
and the gross receipts related to the intangibles are to be recognized in the formula,

6 Keesling & Warren. "The Unitary Concept in the Allocation of Income," 12 Hastings L.J. 42 (196,).
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as it seems they should, the traditional concepts of situs appear to be the only
feasible method of locating the intangibles and gross receipts in and outside of
the state in the numerators and denominators of the ratios.

Some would argue that all income of a corporation should be apportioned by
formula regardless of the nature and source of the income. They argue that any
formula will suffice as long as all states use the same formula. Perhaps our chang-
ing concepts of federalism would permit such a result. At least one authority does
not think so. H. R. 11798, the first comprehensive federal bill to regulate state
taxation of interstate commerce, provided for apportionment of all income. On
this aspect of the bill, Mr. Keesling testified that it was difficult to see on what
ground it could reasonably be urged that Congress can, by any means whatsoever,
"increase or enlarge a State's taxing jurisdiction." 4

It is safe, to predict that the issue of how income should be allocated or appor-
tioned for tax Iurposes will remain a controversial one for many years. It is a
complex area that has no simple solution.

INDUSTRY STATEMENT ON PROPOSED INTERSTATE TAX LEGISLATION

ORGANIZATIONS REPRESENTED BY THIS STATEMENT

National Associations
Committee on State Taxation of the Council of State Ch
National Association of Manufacturers
National Association of Wholesaler-Distributors
National Small Business Association
The Tax Council

National Trade Associations
American Footwear Industries Association
American Machine Tool Distributors Association
American Research Merchandising Institute
Associated Equipment Distributors
Association of Footwear Distributors
Association of Institutional Distributors
Association of Steel Distributors
Automotive Service Industry Association
Direct Mail Advertising Association
Distilled Spirits Council of the U.S.
Federal Wholesale Druggists' Association
Industrial Fasteners Institute
Laundry and Cleaners Allied Trades Association
Lawn & Garden Distributors Association
Manufacturing Chemists Association
Material Handling Equilpment )istributors Association
Millers National Federation
National Association of Aluminum Distributors
National Association of C()ntainer I)istrihutors
National Association of Glove Manufacturers, Inc.
Nat ional Association of 1 losiery Manufacturers
National Association of Photographic Manufacturers
National Association of Sporting G()ods Wholesalers
National Association of Textile & Apparel Wh(olesalers
National Association of Upholsterv Fabrics Distributor

embers of Commerce

National Builders' hardware Association
National Buiilding Material Distributors Association
National Council of Salesmen's Organizations
National Electronic )istributors Association
National Fastener Distributors Association
National Industrial )istributors Association
National Locksmiths' Sulppliers Association
National Ornamental Metal Manufacturers Association
National Paint, I)istributors, Inc.
National Paper Trade A.ssociation, Inc.
National Sash and l))or Jl)bl)ers Association
National School SUlpply & Equipment Association

64 hearings Before the Special Subeommitlee on State Taxation of Interstate Commerce of the House
Committee on the Judi iary, 89tlh Cong., 2d Sess., Vol. 2, at 1793 (19166).

s
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National Screw Machine Product, Association
National Welding Supply Association
National Wholesale ruggists' Association
National Wholesale Furniture Association
National Wholesale Hardware Association
National Wholesale Jewelers' Association
North American Wholesale Lurmber Association, Inc.
Northamerican Heating & Airconditioning Wholesalers
Paper Stationery & Tablet Manufacturers Association
Petroleum Equipment Institute
Pharmaceutical Wholesalers Association
Point-of-Purchase Advertising Institute
Power Transmission Distributors Association
Scientific Apparatus Makers Association
Shoe Service Institute of America
Single Service Institute
Society of American Florists
Steel Plate Fabricators Association
Steel Shipping Container Institute
The American Association of Nurserymen
The American Paper Institute
Truck Equipment & Body )istributors Association
Wholesale Florists & Florist Suppliers of America
Wood Turners and Shapers Association
Writing Instrument Manufacturers

State Associations
Alabama Chamber of Commerce
Associated Industries of Alabama
Associated Industries of Missouri
California Beer Wholesalers Association, Inc.
Connecticut Business & Industry Association
Delaware State Chamber of Commerce
East Texas Chamber of Commerce
Empire State Chamber of Commerce
Florida State Chamber of Commerce
Georgia Chamber of Commerce
Greater South )akota Association
Idaho State Chamber of Commerce
Illinois Manufacturers' Association
Indiana State Chamber of Commerce
Kansas Association of Coimnerce & Industry
Kentucky Chamber of Commerce
Maryland State Chamber of Commerce
Michligan Manufacturers Association
Michigan State Chamber of Commerce
Minnesota Association of Commerce & Industry
Montana Chamber of Commerce
New Jersey 'lanufaeturers Association
New Jersey State Chamber of Commerce
Ohio Chamber of Commerce
Pennsylvania Chamber of Commerce
Pennsylvania Manufacturers' Association
South Texas Chamtber of Commerce
Utah Manufacturers Association
Virginia Manufacturers Association
Virginia Soft )rink Association, Inc.
Virginia Wholesalers and l)istri)utors Association, Inc.
West Texas Chamiber of Commerce
West Virginia Chamber of Commerce
Wisconsin State Chamber of Commerce

Regional and Local Associations
Associated Industries, Inc. (Gastonia, N.C.)
Associated Industries & Manufacturers (Sheboygan, Wis.)
Associated Industries of Oshkosh (Wisconsin)
California Association of Emph)yers (San Francisco)
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Cent ral Illino s Induist rial Ass( iation (Peoria)
Central Piedmont Indttstries ICharlot te, N.C.)
Central Virginia Industries, Inc. ( lynchLurg)
(Greatvr B fston Chamber (,f Commerce
Industrial Association oif the Mihawk Valley (New Yoirk,

manufacturers Ass wiati( n of Berks Ciunty (Pennsylvania)
MmtLnifftit imlers Assoiiatimi, of ,Jacksn (Michigan)
ilanufacturiing Association of S,,it hern Cinnectielt, Inc. IlBridge -rt)
Northeast Wiscmisin IiidIistrial associationn (Mtanit1w]iW(c)
lPiedm mt Associated I Nduistrii.s ((rensloro, N.C.)
San Francisco Eml)lmye'rs Cmineil (Califiirnia)
Smtiall Business Association ()f New Ingland
Smul hern Industrial i)i-i ril)ut rs Associat io n
S(outhern Wholes:nlc'rs Associ in
The Naugatuck Valley NdeI -trial ( councill, lite. (Waterbuiry, (mln.)
West Branch Manufact rcrs Ass iciation \Iliiitursville, Pa.)

SU.MM.\IY

1. The Rel)(,rt of the Special Sicmminittee tin State Taxatin of Interstate
Commer'ce (the Willis Committee) ( etmented the need ftir (Cingressional actii,'
to cirreet: (a) "widespread nimconillinnee," (h) "'ertaxatin and inder-
taxation," and (c) "diversitie- and COml)lexities in legal rules, the lrev:lence oif
returns in which the cost of c(omlplimice exceeds the tax . . ." These defects found
bv the Willis Conmittee have iit been refuted, bItt there has been no relief front
their ibmtden (in interstate eminerce and, in some reslpeets, the situation has
worsened in recent years.

2. 1. 1245 provides remedi(s for the defects found by the Willi. committeee
by: (a) establi-4hing a "biusines- local inn" juirisdictional test for state and hcal
iml)o(sitiin of net icme , capital, and gross receil)ts taxes; (b) codifying the
present case law ()ii the liability ifd the seller ti collect sales and use taxes, bIut
providing sme- relief and protection for small business through a registration
ricedure; and (c) clearing It1) the )resent great uncertainty as' t(i how corporate

income from interstate sales is to )e allocated and aplirtioned atiiing the states.
3. Title II of S. 1245 establishes a "ceiling" which a stale could not exceed in

determining the amount of income or capital of an interstate business it can tax
without placing an excessive burden on interstate commerce. As long as it does not
exceed the ceiling, a state would still be free to tax such businesses as it sees fit.

4. Congressional action (in state taxation of dividends and foreign source
inem'ne is necessary because an undue, and very likely an tnconstitutiotal,
burden is being placed t interstate and foreign commerce. Moreover, state
taxation of foreign smirce income iml)roperly injects the state into foreign ilicy.
S. 1245 would remedy this situatioti by making state taxation of dividends and
foreign source income generally c mpatible with the Internal Reventue Code and
by elimniuating discriminatory taxation of foreign source income.

Table of Contents
Intn duct ion.

I. Jirisdicti(n to Tax.
II. Allocation and Appi),rtioinent of Income or Capital.

The Need fir Limits.
olow Should Limits Be determined ?

)ividends and Foreign Source Income.
(onsoidation-Cmbiin(d leportiilg.

III. Jurisdiction of Federal Courts.

STATEMENT

Any serious discussii (if State Taxatioin of Interstate (imm ree utght to
begin with the 1964 Re ,mrt of the Special Subcommittee of the llouse Judiciary
Committee that became 1l hilarly known as the Willis Committee in re(gnitio,
of the ability and dedication of it, chairman. The Subcommittee and its excellent
professionall staff worked for fmir y-ears during which I ime it held extensive hearings

and coimliled the only ctmlprefiensive and authoritatively documented survey
of State taxes as they affect interstate commerce in the United States.
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This was a landmark study in that it re)resented the first time in the history
of our country that the Congress had undertaken to shoulder the res),,nsil)ility
to assure a pr'o)per relationship between interstate conunerce and the tax systems
o)f the states. The study, exclusive o)f appendices, emtains well over ome th sand
pages and certainly is not suscel)tible to brief summarization. Ilowever, the basic
thrust of the Rel)ort is indicated in the transmittal letter to the tlon. Emanuel
Celler, Chairman, Cmmittee on the Judiciary m May 25, 1964:

I think it. will suffice for me to say that the information contained in this rep),rt
inevitably leads t( the conclusion that the )revailinig system of state and hcal
income taxation creates, for companies engaged in interstate emommerce, serious
l)r()lens which it, would be appropriate for Co)ngress to attempt to resolve."

The Rep)rt, found that, the major problems are n(t confined to income' taxes,
but relate to all the taxes studied. It also) found that the )resent system of state
taxation as it, affects interstate comtnerce works badlv for both bIusiness and the
states. Quoting from the Report, the major defects that l)ervade the present system

"First, it, was fomnd that the system is characterized by widespread noncom-
pliance. This includes Ibth a failure to file returns, especially where jurisdiction is
asserted oti the basis of something less than a )lace ()f business in the State, and a
failure among em panies which do file to comply accurately with the requirements
of t.he prescril)ed system. For the States, the gap between what is l)rescril)ed and
what is practiced means a loss of revenue. For business, the result is inequity among
similarly situated taxpayers, some of whom comply and most of whom do not.
however, were notcminl)liance to be replaced by full compliance with all o)f the

requirements ()f the prescribed system, it is likely that, the inequities o)f haphazard
taxatiom wild be transformed into the burden of excessive compliance costs.

"A second defect ()f the current. system is its tendency to give rise to (ver-
taxation and undertaxation. ()vertaxatiom is implicit in ineomsist ticies ili the
rules prescribed )y the various States. Ih,ese inemsistencies also give rise to
undertaxatiom, which is augmented by noncoml)liance. The Sulcomnittee's
studies confirm the fact that b)oth of these departures front a coherent system do
in fact (ocelr.

"A third defect (if the )resent, system is the existence of provisions which are
advantageous to locally based coml)anies relative to( empetitors based elsewhere.
While litigation might ultimately invalidate some ()f these l)rovisions, the gen-
erally low level ,)f State tax rates and the expense -td uncertainty of the litigation
Ir iess oiscmrages taxpayers from seeking relief by that means.'A fourth defect. )f tih(, present system is the attitude which it has generated
anmig taxpayers, especially small and moderate-sized cminl)anies. The diversities
and com)lexities in legal rules, the l)revalh'nce iif returns in which the eost of
compliance exceeds th( tax, the demand that a distant seller acei innt fir a hl cal
buyer's tax under eircumstianes in which t'axa)ility depends mn what the buver
i4 to (o with the goo)ds-these :md other a-pects of the l)resent system hacve
proidueed widc-pjread resistance to the ass.umtption (of taxpayer res)mnsil)ility.'"
The existence o)f these defects was not challenged when the Report was iss ,id
and has n(,t beeIn reftiled iil the interim; but there has been n relief from their
impact. What has happenodl is exactly what the Willis Coimittee predicted:

'"'There is ,v -ry reasd to, believe that, withmit eongressional aetitn, the wi'rst.
features of the present systeMi \\ill cotinue lo) multiply. For the cml)pany selling
in interstate, ci itntierce the likelih ii d that it will be caught U) in the tri uibles
(if the system bemint(es greater with ic(rea.-Vid (,x1)ostire through the pnassage iif
time axol the widen ng (if it- :-)re :(l1 ', activities.'
On ])aig(,s 11 through 14 of the IRci)pirt. the Subcem nittee estal)lished that the
c murts catnnot rettedy the defects ill th( sySt eni. This inability is exl)laitied as
filli \s:

"The reason fmr this inaleqttuacy is e(minl)het'ly unrelated to the ability )r
diligence o)f a. partietilar ci' lrt (ir of any paritihlar judge. The inadequacy is
entirely institutional."
The pril)hem arkes from the fact that a co urt dv:uld in absolutes, an(1 in this area
an . l) s dii te (levisii l in vit hir (Iirect i, , is , it Ilkv v" h) be sat isfactry.

The inadeq uaey Of thc' jtilicial l)ric(.s to deal \ith the )r(i)lems of milti-tate
tatxatiom has lo, g been r,-r,* ii,',d by meiimber f the Supreme Court with widely
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different philosphies: Justices Jackson,' lRutledge,2 Black, 3 Frankfurter, Douglas,5
and Clark., Justice Frankfurter 7 put it this way in his dissenting opinion in the
Northwestern States Portland Cement Co. v. !in iesota:

" At best, this Court can only act negatively; it can determinewhether a specific
state tax is imposed in violation of the Coimerce Clause. Such decisions imist
necessarily depend on the application of rough and ready legal concepts. Ve
cannot make a detailed inquiry into the incidnce of diverse economic burdens
in order to determine the extent to which such burdens conflict with the necessities
of national economic life.

* * * * * * *

"The prodblem calls for solution by devising a congressional policy... The
solution to these problems soughtt not to rest m the self-serving determination of
the States of whtt they are entitled to out of the Nation's resources."
It is obvious why the Surbcommittee recommended Federal legislation in 1965.
Its bill, If. R. 11 789, pr vo)ked cries of anguish frm all sides.

A spotlight had been focused on the parochial viewl)oints and haphazard enforce-
mitent l)raetices (of the states and for the first time the matter was being moved out
of the sphere of ali academic exercise toward remedial action. The tax collectors
were joined by certain taxpayers who felt that the prol)osed legislation injected
the Federal (Government. into state taxation to an unnecessary degree. The Subt-
collillittee was most recelptive of eonstritetive criticism and modified its legislative
recomlmnendation to remov('e most 4,f the direct federal inv)lvemenit. Nevertheless,
many thought the states should be given a chance to reform the svstemi so that
federal legi-latlon would be un necessary and the, states have had such an o)l~por-
tunily for the last eight vanrs. The reeor( is one of all the, frustration, futility, and
aggravation (of the pr()hlems that the Willis Sibomlnilttee foresaw.

This is lot intended to be a criticism of the states. The inability (of the states
to c()pe ( )'ratively with the l)ro)blems of commerce'( -e lele themselves was
al)larent 200 vears ago and resulted ili the ('unerce Cl:Ise in the C(nstitution,
whiehI places the responsibility fil regilation of int('rstate coimirie'-e ()n ()ngress.
There have lbeen smnmie state efforts toward ref rm--but, in all h(nesty, their
vigor has beeli in direct proportion to the threat of federal action.

At first, tie emice)t (if a Multist ate Tax C,,nil)act semined to offer a I)r,,mising
vehicle. however, it soon)Il becaimle clear, even to Sile oif its leaders, that effective
action was imii),ssiblle without federal legislation. Mre fithan half the states are
not 11m(,ibers ,,f the Cmlpact. The mmot signifieint, action the 'lMltistate Tax
Commission has takei, frmn the point. f view ()f taxpayers, is the adoption of
regulatio,,i i implementing the Unifrim l)i vision iif Incoine for Tax Purpo)ses Act.
rhis renders !) ; in('tfetire the pl)uvisios of the Act relative to allocation of
income frou i iii vestments, thereby &hest rIyiuig the consideral le degree of uni-
forijity that had ireviouisly existed as to the taxation (of this type o)f income. In
adopting tiliese regilatioms, tie Mul state Tax (0m1ni, iiii rejected regulations
recoinniemuded by its mvn les and Elvegulations ('minnittee, regulations adopted
by the Natio nal Assoiciation (f Tax Aduhimistratms, and comprehensive and
wvell-deumented testiu)onv by the l uisimiess eouiiiiuiity that the intent of the
drafters o)f the Un iform Act and the plain words o)f thle pertinent provisions pre-
chided the adolption (if such regulations. After alimiost eight years (f frustration
and inefflectiveviess, even the izist die-hard "stat('-righter" must concede that
the Willis Suibcommitt(e displayed remarkable foresight wheni it predicted:

"'Wit hout c( ngressio nal action, the \\orst feat ures in the present. system \\ill
comi ilue to niul1t iply.''

There ha Ibeemn practically ml) (lis)osition ()t the part, (if the states to relieve the
Iplight of the small businessman that was so) frankly and fully exposed in 1964.
TaxaIer attitudes have not improved; taxpayer urn rale hts been ignored; the
free flo\\- (f e(inmerce has been haml)ere(l by neelless interference, particularly
in the case of businessess which are too small tro afford the burden of excessive tax
compliance costs. The inequities in this unha )py situation have been magnified
b the dramatic rise in state and locdl tax collections from $44 billion in 1962 to
an estinni ted $111 billion.

I Norlhir's ,,irlipuv "nc. v. Minnesola, 322 ITS. 392. 303-(17 (1911) (conciirring opfidon.
2 InIrrtional liar, 1(r Co. v. Dmartment of Treasury, 322 U.S. 310, 36(1 (911) (couicurming opinion).
3 ,McCarroll v. Diric (ry!/ound line.x, 301 U.,S. 176. IA-9'11 0910) (d1isseniting opilion).
4 McCarrolI v. Dirt, (rtyhound Lines, supra 3ote 21. at 188- ('1i'enline opinion).
3.!cCarroll v. Dixie (Jreyhound liu's. 30' U.S. 176, 1X5-89 (1910) (dissIiting oi1io1).
6 Northtirstrn Slat's Portland Gutunt co. v. minnusota, 35S U.S. 150, 457-58 (1959).
Ibid. at 176-77.
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In 1972,8 and the equally dramatic increase in compliance costs due to the pro-
liferation of local taxation'of interstate business.

There are two approaches to solution of this 1)robleif-the theoretical al)proach
and the )ractical approach. It. is hoped that the emphasis will be on the practical,

" but-above all else-we hope that, in the technical discussions that will take place
during this hearing, the basic long-range objectives will not be lost sight of and
that Congress can speedily reach, in the words of the Willis Committee, "a general
solution which substitutes order and realism for chaos and impracticality."

We believe that S. 1245, introduced by Senators Mathias and Ribicoff, provides
a practicall al)l)roach toward the solution of the many 1)roblens existing in this
area.

I-JURISDCTION TO TAxiEs

The Willis Committee found that efforts to impose state taxes and tax obliga-
tions on persons with no business location in the state create a situation where
filing returns is rare and the state is incal)able of systematic enforcement on an
e(llitil)le basis. This situation) is extrenmelv uidesiral)e for both taxpayers and
tax administrators. Title I of S. 1245 provides the following remedy.

A. NET INCOME, CAPITAL STOCK, AND GROSS RECEIPTS TAXES

A " l)usiness location" ill the state is the jiursidict inal st andard for net income,
capital stock, and gross receipts taxes. A taxl)ayer has a business location in a
state if he:

(1) owns or leases real 1)roI)ertv within the state ( or
(2) has ono or m)re enlm)vees hmat(ed in the state; or
(3) rogilairly nu1niultains a st(c(k ,,f tangil)le personal lr pcrty in the state for

sale ill the or(finary coilrse (of Iliis business; or
(4) regulrly" lease:i tan gible i)('rs,,nal l)rl)erty to ()thers for use in the state.
Au eilh 'vee is uot (olsidelred t) be in a state if his n vly activities in the state

are (itlii, s(licit'ation cover,(l by P.L. S6-272, or installation and repair activities
which are incident al to in interstate sale (of tanigible personal l)ro)erty.

11. SALES AND USE TAXES

S. 1215 also l)rvidc's foir two ,juris(lictioul standards for sales and llse taxes-
(n!11 fr iiloll sill(ss clIst ml(vIurs, -mlher for business cist( une(s. Tle standard
for iionbusiiess custom ('rs c),difi(' lhe Scriplo and N'aironal Jellos Hess, Inc.
dcisi,)ns, while 4 verruiling the ltiicr Bros. decision." A )('rsi) making interstate
sales to ubil)lisile.ss clistolululrs iuay I e required to collect. and remit a sales or
use tax if:

(1) he ha.s a business location in the state; or
(2) r(egularlv l akcs huseh l1d c(liveries in the state other than by common

carrier (l .5. P(o sUal ,4er viev, ()
(3) regularly (,neggs in the s )licitalti)1 or orders in the state for sale (of tangible

i)ersmul i ') Vrtry I M) in mis Of sal,,sn ieu, s(,licit)rps, ()Ir rrsentlatives.
As for business customers, a seller \\itlb(lt a business location within the state

cannot, )( r('qluir('d to collect. a sales or use tax when such seller obtains the buyer's
registration number in writing. Ev ery leirson with a business location within a
state aid )urchasing goods iii imtenstlate columerce must obtain a irgistration
nlnl),er fron that state .

()ie of the majtr l)rol)lems inl the interstate taxation matter has been the need to
arrive at. s0)w ,' reasOnal)lev federal jurisdictional standards with, rcs)ect to the
collection of state and local sales and use taxes on interstate sales. This concern
dates -I)ack to the United States Supreme Court decision in the Scriplo case,

* which re(uir(ed ain out-of-state l)usiness to collect and remit use tax (il sales within
a state even thiiugh the business nmintained no facilities in the state and handled
all oif its sales through indel)eldent contractors.

The establishment of a minimum jurisdictional rule for the collection of state
sales and use taxes has been of particular r concern to small and medium-sized
businesses. These IIsinesses have been particularly anxious to eliminate the
uncerlrtainty about. the liability for collecting these taxes-liability which in many
cases is a small fraction of the compliance cost. The need for a reasonable juris-
dictional standard was well documented during the hearings held about 10 years

9 8mrce" apartmentt of Commerce. Bureau of 1he Census. 1972 estimate by he Tax Fouundaiiol.
S8cripto. lic. v. Carson, 362 V.S. 107 (tOW1), National Bellas lhss. lic. v. Dep'irtment of RurtnIe of the

Statc of Illinois, 386 U.S. 753 (1147), and Miller Bros. Co. v. Maryland, 347 U.S. 340 (1951).
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ago. Because of the proliferation of local sales and use taxes there is a substantial
interest in the business community as a whole in establishing some reasonable
minimum jurisdictional rules.

Prior to 1972, most of the l)usiness-supported bills restricted the power of the
states to require an out-of-state seller to collect sales and use tax to instances in
which the seller had a"business location" in the state or regularly made household
deliveries, whereas the bills sul)ported by state tax administrators, such as the
Cranston-Talcott Bills, would codify the major U.S. Supreme Court decisions.
In an effort to solve this impasse, the National Association of Manufacturers, the
Committee on State Taxation (COST) of the Council of State Chambers of Coln-
merce, and the National Association of Wholesaler-Distributors got together
during 1972 and agreed to accept. the states" approach with respect to sales and
use jurisdictional standards provided it was coul)led with some registration pro-
cedure. The registration )rocedure was advanced not as the only possible solution
to the problem, but rather as one way to avoid the impasse. In fact, it is understood
that some state tax administrators are working on an alternative solution to the
problem.

As incorporated in Sec. 304 the registration procedure would provide that a
seller without a business location in the state is not required to collect or pay a
sales or use tax if the seller obtains the buyer's registration number in writing.
The central thought of this approach is that the state would look to its home-
based businesses for the tax rather than to an out-of-state vendor which has no
business location in the state. In fact., in most cases the tax already is technically
imposed on the in-state buyer. There are many who believe that the adoption of
such an approach could result in the states obtaining revenue from some in-state
buyers that they currently are not getting.

Sonie state tax administrators have argued that the registration procedure
would result in the states having to register many business buyers not currently
registered. But if this is the case, such a procedure could have the desirable
effect of identifying on the tax rolls of the state buyers who would then be required
to self-assess tax.

There has been some misunderstanding about the registration procedure whi'h
should be cleared up. It. should be understood that this l)r)cedure would only
apply to sellers that do not have a business location in the state. Also, the l)ro)osal
does not, mean that, the states would have to look to niost l)urcha.sers for the tax
because in most cases the vendor who is selling to the purchaser does have a
business location in the state and thus would be required to collect the tax. Let us
say again that, it is simply one attenl)t to help the small businessman conll)ete in
interstate commerce. We certainly would be receptive to consideration of an
alternative means as long as it provided some effective relief.

Most, (f the other sales and use tax )rovisions included in S. 1245 are much less
controversial and generally consistent with similar provisions included in their r
legislative proposals. Specifically, subsection 301(a) provides that a state or
political subdivision may impose a sales or use tax only- if the destination (of the
sales in that state or in a contigious state or p)olitical subdivision of a contiguous
state for which there is. a reciprocal collection agreement. Subsection 301 (b)
)rovi(es for a use tax credit for tax previously laid to another state or l(cality

on tihe same l)roi)erty andi s section 301(c) provides for a refund of use tax paid
to another state on the same prol)erty. Subsection :801 (d) imposes a limit on the
credit f(r prior sales or use taxes paid which are measured by periodic payments
made under a leave. Vehicles and motor fuels are exempted from the provisions
of (etion 301 bv subsection 301(e).

Section 302 precludes a state or political subdivision from levying "a sales or use
tax on household goods and motor vehicles brought into a state by a l)ersoin
establishing residence there if the goods were acquired and used by the person
for 90 (lays or imire before bringing the prol)erty into that state.

Section 303 would exclude from the tax base transp)ortation charges incidental
to an interstate sale l)rovided such charges are sei)arately stated in writing. The
)urpose of this section is to ease the compliance burden by estal)lishing a uniform

treatment for all states.
The purpose of Section 305 is to relieve a seller from liability for sales or use

tax if the s,'ller obtains a valid exeml)tion certificate from the l)urchaser. Such
certificate would have to include the name and address of the purchaser, his
registration number if any, and the signature oif the l)urchaser. The l)pirpse of
this section is to eliminate the many disputes which arise when a seller has obtained
what he considers to be a valid exemption certificate but, a state will not accel)t it
because the state contends the seller did not use '"good faith" in accepting the
certificate.
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The l)urpose of Section 106 is to, deal with the current morass of local sales and
use taxes. This section limits the requirentents for collection or classifiehtion of
interstate sales for pllitieal Subdivisions to those instances in which the seller
ha1s a lMsiness location in or regularly makes deliveries other than by common
carrier or U.S. Postal Service to the l)olitical subdivision. However, if the local
tax is imol)sed in all geographic areas of a state up)n like transactions at the same
combined state and local rate, a(hlinistered by the stale, and applied uniformly so
that a seller would not be re(quired t( classify interstate sales )y geographic areas
in the state, the tax shall be treated as a state tax and the jurisdictional standards
for state tax purl)oses will appl 'y. In order to give the states and localities adequate
time to adjust to the limitations for collecting local sales and use taxes, subsection
531 (b) provides that the effective date of these l)rovisions will be for periods
beginning on or after July 1, 1978.
Il-ALLOCATION AND APPoIHTIONMI*NT ')R PURPOSES OF 1Ii.TERMINING MAXIMUM

PI:ICIENTAGE OF INCOME Ol CAPITh ATTRIIBUTABLE TO A TAXING JURISDICTION

A. GENERAL COMMENTS

S. 1245 and II.R. 977 contain provisions which limit the percentage of income
or capital of a multistate business enterl)rise that may be attributed to a taxing
jurisdiction. S. 2092 contains similar provisions with respect to income- only. What
is the function of federal legislat-in limiting the amount of income or capital which
it state or other taxing jurisdiction may subject to tax? A matter of jurisdiction as
well as burden on interstate commerce is involved. It has been stated that:

'The due process clause of the Fourteenth Amendment both prevents a state
from enforcing a tax in its courts against a person outside their jurisdiction and
)rohibits the taxation of persons or things whose relationship to the state is
thought insufficient to sustain the particular exaction." 10

It has been mistakenly assumed that the only issue involved with respect to
those revisionss in federal bills which prescribe allocation and al)l)ortionment
methods is one of uniformity. It goes without saying that a limitation of the
nature c()ntained in the bills tinder discussion will protect interstate business
against overtaxation and will have some effect on making state income and capital
stock tax laws uniform. Nevertheless, the l)rovisions are in the form of a limitation
on the power to tax and do not l)revent other methods of allocation and apportion-
ment as long as the limit is not exceeded.

Although uniformity is important as a protection against overtaxation, it is even
more important, that multistate taxl)ayers be fairly treated and, at the very least,
that they have all of the l)roteciions afforded by the due process requirement of the
Fourteenth Amendment. Indeed, any provisions concerning allocation and appor-
tionnment must adhere to concel)ts of due process for it is without the power of the
Congress to encroach on the protections afforded by the Fourteenth Amendment.
It is equally important that. the allocation and apl)ortionment provisions do not go
)eyond the power of the Congress to restrict the power of the states to tax under

the guise of regulating interstate commerce. If the states are taxing local incidents,
even though engaged in by a multistate business enterprise, it is doubtful that the
Congress can restrict such taxation. If a federal bill attempts to restrict a state in
the amount of income it may subject to tax in favor of another state and the
restriction on the first, state fails on constitutional grounds, multistate business will
be taxed on a part of its income in more than one state. This possibility is discussed
in more detail in that part of the statement dealing with the treatment of dividend
income.

Limiting the amount of income or capital which a taxing jurisdiction may sub-
ject to tax will protect the multistate taxpayer against overtaxation and duplicative
taxation, will clarify the limits of due process with respect to taxation of income
derived from sources outside the taxing jurisdiction or of extraterritorial values,
will lessen the possibility of discriminatory treatment of out-of-state taxpayers, will
l)rovide a measure of certainly (particularly with respect to maximum tax liability)
and will materially reduce the burden of litigation to resolve doubtful applications
of state tax laws which otherwise would exceed the boundaries of due process or
result in overtaxation.

Certain guidelines should be followed in drafting allocation and apportionment
provisions. Such provisions should lend themselves to ease of enforcement and
coml)liance so that the least amount of interpretive effort is required. They should
be neutral in their effect on different types of business enterprises and should not

to ")evelopments in the Law-Federal Limitations on State Taxation of Interstate Business" 75 larvard
Law Review 961-2, (1962).
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discriminate between corporate taxpayers. They should distribute fairly the tax
burden of the state (or other taxing jurisdiction) among the corporate taxpayers
having a l)resence, conducting activities or Owning property within the l)orders of
the state (or other taxing jurisdictions). Manipulation and a''oidance schemes by
taxpayers should be made as difficult as possible and, hopefully, impossible. What-
ever Method is adopted should be, the least disruptive of existing state laws and
practices.

B. THE NEED FOR LIMITS ON AMOUNTS OF INCOME OR CAPITAL ATTRIBUTABL1 E TO
A TAXING JURISDICTION

Federal legislation must include provisions limiting the maximum amount of
income or capital attributal)le to the taxing jurisdiction. The )resent systems of
allocation and apportionment in state taxation result in uncertainty, overtaxation
and duplicative taxation, excessive compliance )urdens, and an inefficient allo-
cation of economic resources by reason of inefficient and unsound business practices
that are required in order to avoid excessive taxes.
1. Uncertainty

A great deal of uncertainty exists today because the states cannot agree on a
common interpretation of the Uniform Division of Income for Tax Purposes Act.
The Uniform Act was drafted by the Commissioners on Uniform State Laws in
19.57 U)on consultation with representatives from the states and the business
community. It was intended to reflect what had come to be generally accepted
practices among the states with respect to allocation and apportionment of income
for tax purposes." Accordingly, sections 4 through 8 provide for specific allocation
of rents, cal)ital gains, interest, dividends and royalties to the extent that they
constitute "n(n-business income." "Non-business income" is defined as all income
other than "business income" and the definition of "business income" is an
extraction from California decisional law. 2 It is quite clear from the material
which bears on the intent of the Comissioners and those who participated in the
drafting of the Act that the enumerated types of income would generally be
assigned under the l)rovisi(ns of sections 4 through 8 but. that in the less usual
situations where such types of income could not )e readily segregated from the
"business income" of the taxpayer and more logically should be included with the
"business income," they w(a)ld be al)l)ortioned by formnula.13

The Unifoirm Act, or its equivalent, is in effect in a, majority of states including
20 of the 21 member states of the Multistate Tax Coinpact. 4 The Comapact
emerged in 1967 as a product ()f the Council of State Governnments and the Na-
tional Association of Tax Administrators. It was intended to bring uniformity
and certainty to systems of allocation and apportionment in state income tax
laws. The same motive prolipted the adoption of the Uniforni Act by the states.
The impetus for the movement among the states toward uniformity and certainty
was the Report of the Special Subcommnittee on State taxation of Interstate
Commerce of the House Judiciary Committee (the Willis Comittee) in 1964.15

The Report descril)ed the various attempts to achieve uniformity and noted
their failure:

"The conclusion is inescapable that the voluntary adoption, by the States of
any kind of uniform system is a slow and halting process, if not a virtual impos-
sibility. Efforts over many years have failed to achieve any marked degree of
acceptance of uniformity of tax base or division-of-income rules. The result has
been that highly regarded State tax administrators have themselves concluded
that if uniforlnity is to be achieved, it can be done only by Federal action." 18

It is an unfortunate fact that the enactment of the Uniform Act and the adop-
tion of the Multistate Tax Compact by a significant number of states have not
brought about uniformity and certainty with respect to the allocation and appor-
tionment of income. Of particular importance to multistate business is the dis-
tinction between income to be specifically allocated ("non-business income") and
income to be apportioned by formula ("business income"). There has been no

11 Pierce: "The Uniform Division of Income for State Tax Purposes," 35 Taxes Magazine, No. 10, 749
(1957).12 Peters: "The Distinction Between Business Income and Non-Business Income," 1973 So. Calif. Tax
Inst. *51.

's Ibid.. p. 272 et seq.
14 Article TV of the Compact Act adopts the Uniform Act as the Conmact's rules concerning apportion-

ment and allocation. Florida, while a member of the Compact, adopted a new corporate income tax law
which repealed Article IV of the Compact.

16 House Report No. 1480, 88th Cong., 2nd Sess. (1964).
16 Ibid. p. 133.
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consistency among the, states or state associations or corflnissions in the al)l)lica-
tion of the. distinction between "nOn-bsiness income" and "business income" as
the following instances will show.

Although the Multistate Tax Compact came into being in 1967 and a Multi-
state Tax Commission was created and given authority to adopt, uniform regifla-
tions, the Commission had not proposed uniform regulations as of April 1970
when the State of Illinois l)ul)lished proposed regulations under its Income Tax
Act. The Illinois Act included the allocation and apportionment revisionss of
the Uniform Act. Those proposed regulations construed the definition of "business
income" to include virtuall\, all income. Only in rare instances would income of
the types to be specifically allocated und'r the Uniform Act, not be apportioned
by formula. The regulations did not take into account the legislative history of
the Uniform Act.17 Indeed, the authors of the regulations were unaware of that
legislative history.

At about the time the State of Illinois was drafting regulations, the National
Association of Tax Administrators (NATA) was engaged in the same task. At
its annual meeting in l)etroit in June of 1970, it released )rol)osed regulations
under the Uniform Act. for consideration by the states. These proposed regulations
differed significantly from the Illinois regulations but heavily favored aportion-
ment of income in distinction to specific allocation under sections 4 through 8
of the Uniform Act. These regulations were eventually adopted by California,
Oregon and Kentucky. Meanwhile, Illinois adopted its proposed regulations with-
out substantial change.

In l)ecember 1971, the State of Indiana adopted regulations which followed
rather closely the intent of the drafters of the Uniform Act. These regulations
differ significantly from the Illinois regulations and those prol)osed by NATA
with respect to the distinction between "non-business income" and "'businem
income.''

The Multistate Tax Commission established a Rules and Regulations Coln-
mittee which worked cl, sely with the NATA Regulatitns Comnittee. The Com-
mittee submitted rgulations identical t.1 those pl)r)osed by NATA to representa-
tives of the member states for adoption. Ilearings were held and the Hearing
Officer recommended drastically different regulations with respect t,) the defini-
tiofn of "non-imsiness income" and "business income." Again, the legislative
history of the Uniform Act was ignored and reliance was placed on concepts in
the Internal Revenue Code having to (10 with deductions [and having nothing to
do with allocation and apportionnient of net income. At its meeting in Septenber
of 1971 (four Nears after the Compact had been in effect), the menier states
adopted uniform regulations which foll()wed the recommendations of the Hearing
Officer. The turmoil which this created is evident from the report of the Mhultistate
Tax Commiission describing the impact of the action taken by the member states.

"The vote appeared to constitute a stunning victory for the philosophy that
all of a corporation's taxable income is 'business income' and should, therefore,
be al)portioned. The new regulations shift to the taxpayer corl)oration the burden
of establishing why, under the Uniform Division of Income for Tax Purposes
Act (U I)ITPA), any of its income should be considered to be 'non-business income'
and, therefore, allocable to the state of the corporation's commercial domicile.
The Multistate Tax Comapact includes UI)ITPA in its entirety.

"In contrast to the regulations which were al)l)roved t)y the Commission, the
proposal of the Rules and Regulations Committee accepted the l)osition that,
under UDITPA, certain of a corporation's income is 'business income' and certain
of it is 'non-business income;' that the former is al)l)ortiona)le and the latter is
allocable. In taking this position, the Committee believed that it was reflecting
the interpretation of U1)ITPA which can generally be expected from the courts.
The Hearing Officer disagreed with them on this score and the Commission sul)-
ported him. Of course, the possibility exists that some courts will object that the
regulations do not interpret the statute correctly." 18
In a letter dated September 24, 1971 to the members of the Ad Hoc Committee
drafting federal legislation, Eugene Corrigan, Executive Director of the Multi-
state Tax Commission, noted the adoption of the "full al)l)ortionment" concept
in the Commission's regulations. lie stated:

"While none of you apparently like to see full apportionment of all corporate
taxable income, many of you on the business as well as the state side are concerned

17 Sarver and Iyris: "Proposal For a Uniform Regulation on Business Income Under UDITPA," 22
The 1Iastings Law Journal 31 (1970).

Is Multistate Tax Newsletter, No. 30, September 1971.
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about the problems which may arise legally in making the change." (emphasis
added)

The States of Alaska, North l)akota and, perhaps, Idaho adopted the Multi-
state Tax Commission regulations. At this point in time, multistate business
was faced with four different applications of the definition of "non-business
inc(mi" and "business income" in the Uniform Act, but that is not the end of
the story.

In February 1973, the Multistate Tax Commission revised its regulations.
Although the revised regulations are ch)ser to the NATA regulations than those
originally a(lopted, there are still significant differences. California has adopted
the revised Multistate Tax Commission regulations with one notable exception
involving dividend income. North )akota and several other states have initiated
steps to adopt the revised Multistate Tax Commission regulations. It is impossible
to tell how many of the states will adopt the revised Multistate Tax Commission
regulations or when they may do so.

Thus, in the )eriod of time since the Willis Committee coml)leted its compre-
hensive study there has been increased confusion, diversity and uncertainty.
Concepts of allocation and ai)l)ortionment are extremely important to the multi-
state business enterprise and the failure of the states to adhere to) traditional
concel)ts founded (in constitutional principles and grounded on the determination
of source of income has placed a heavy burden on interstate commerce. It is in-
l)(ossit)le, in many instances, to ad vise a multistate business on the proper way to
allocate or apl)ortion income for state tax purposes with any degree of assurance

that the state will accept the nethod used in the tax return. The inclusion in a
federal bill of allocation and a)l)prtionment provisions which operate as a limit
(on the amount of income which can be attributed to a taxing jurisdiction will
reduce the uncertainty presently existing to manageable proportions.

2. Overtaxation and duplicative taxation
Overtaxation (or undertaxation) is implicit in the different methods of alloca-

tion aind apportionment adopted by the states. The multistate business finds itself
caught between different basic appn lches to allocation and apportionment. For
example, a number of states have (stal)lished their right to tax all dividend income
received by corporate taxl)aYers having a domicile within the state.'9 Under the
MTC regulations, this same dividend income would be subject to formula ap-
i)ortionment and to tax in all states in which the recil)ient corporation is doing
business.

There are not only differences between the states with respect to what is "non-
business income" and "l)usiness income" under the Uniform Act but also in the
al)l)lication of the Act to related corporations. In Chase Brass & Copper Company,
Inc. v. Franchise Tax Board, 10 Cal. App. 3d, 496 (1st Dist.), cert. denied, 400
U.S. 961 (1970), the California Supreme Court upheld the imposition of a combined
report for the purpose of ascertaining the income tax liability of Chase Brass (a
subsidiary of Kennecott Copper Corporation) which included the business income
and al)l)ortionment factors of Kennecott and certain of its subsidiaries, while the
Utah Supreme Court upheld a refusal to l)ermit a similar report in Utah by
Kennecott and permitted the State Tax Commission to use a separate accounting
approach that treated one division of Kennecott as the taxpayer for Utah income
tax purposes. Kennecott Copper Corporation v. State Tax Commission, 27 Utah 2d
119, cert denied, 93 S. Ct. 323 (1972). The Supreme Court of the United States
refused to intercede in spite of a representation in the Jurisdictional Statement of
Kennecott to the effect that it was being taxed on more than 100% of its net
income. Its refusal, no doubt, was due to the fact that the Court considered each
method reasonable under the circumstances of the situation in each state, although
the methods were not compatible with each other. As stated by Justice Frankfurter
in his dissent in Northwestern States Portland Cement Company v. Minnesota, 358
U.S. 450, 476 (1959), "The )roblem calls for solution by devising a Congressional
policyy.,

The Supreme Court also refused to review Common wealth v. Emhart Corporation,
443 Pa. 397, 278 A. 2d 916 (1971). cert. denied, 92 S. Ct. 451 (1971) although the
jurisdictional Statement alleged that the gain on the sale of securities which Penn-
sylvania included in the al)portional)le base of the Connecticut-domiciled tax-
payer had been taxed in full by Connecticut on the theory that it did not represent
business income.

10 Onnion of the Attorney General, I CCI North Carolina Tax Cases, 201470: Southern Pacific Co. v.
McColgan. 68 Cal. App. 2(d 48, 1.56 P. 2d 81 (1915). Cf. Atlantic Coast Line R.R. Co. v. Kentucky, 302 Ky. 36,
193 S.W. 2d 749 (1946); California Packing Corp. v. State Tax Commission, 97 Utah 307, 93 P. 2d 463 (1939).
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In addition to the diversity that exists with respect to the interpretation and
application of the Uniform Act, there is still considerable diversity in state income
tax laws. As we have noted, a number of states adopted the Unif(orn Act following
the congressional study of state taxation of interstate c, mmerce. More recently,
there has been a trend away from the adoption of the Uniform Act in state income
tax laws. Florida enacted a corporate net income tax law which adopts the full
apportionment concel)t and contains a sales factor, which is weighted more heavily
than the other factors of the formula. Ohio's recent corporate income tax law
recognizes the federal dividend received deduction but alpl)ortions some dividend
income. Wisconsin has just revised the sales factor of its corporation income tax
law to provide for a method of assigning sales (other than of tangible personal
l)rol)erty) contrary to the method prescribed by the Uniform Act, and giving more
weight to the sales factor than the other factors of the formula. Income tax laws
have been approved by legislatures in New l laml)shire and Washington which do
not contain the distinction between ''non-business income" and "business income"
found in the Uniform Act. The Washington Act will not become effective unless
the voters approve a constitutional amendment to authorize an income tax at the
November 1973 elections.

There has been no at tempt at uniformity in the apportionment of capital values
for capital stock tax purposes similar to that with respect to income for state in-
come tax purposes. As might be expected, there is consideral)le diversity in the
formulas prescribed by'state capital stock tax laws. As a result, there is the same
potential for overtaxation and undertaxation inherent in this situation as there is
with respect, to state income taxation. The fact that many state capital stock tax
laws contain a relatively l,)w maximum tax or tax rate and that a number of states
do not have such taxes probably accounts for the lack of attention heretofore
paid the apportionment revisionss is such laws. Also, the privileged nature of
capital stock taxes has given them a different history in the development of the
law. A Federal bill which contains a prescribed method )f apprtimoning capital
values beyond which i taxing jurisdiction may not go will relieve interstate com-
merce )f the specter of (vertaxation and will result in greater uniformity. It mlay
be noted here that the multicrporate business enterprise is also, faced with dupli-
cative taxation if investments in and advancements to subsidiary or affiliated
corporations are included in the capital stock tax base.
3. Unsound business practices

The attempt by so me states to tax an al)portioned part of dividends received by
an out-of-state corporate taxl)ayer from a subsidiary corp)ration will have a pro-
found effect on the way in which a mult icoro)rate business enterprise is structured.
Such a business will find it. extremely beneficial t() conduct its business in those
states by means o)f separate su)idiaries which will have no dividend income to be
taxed. It will give rise to the creation of pure holding companies in states that do
not tax dividends for the limited l)url),se of receiving dividends front subsidiaries
and investments. Multicorl)orate businesses may have to resort, to filing consoli-
dated returns as the mly viable way to avoid an exorbitant tax burden thereby
"impelling an unwarranted increase in the filing of consolidated returns" with all
of the difliculties and inequities that such returns create.2 0 On the other hand, if a
mlticro)rate business cannot arrange its business affairs in order to reduce the
duplicative effect, of dividend taxation, it will find itself subject to a heavy and
discriminatory tax burden. The present state of affairs lends itself to inefficient
allocation of resources.

It is perfectly natural for a state to adopt a tax system that minimizes the impact
on its citizens and, in effect, exl)orts its tax burden. The incidence of taxation of
dividend income )r foreign source income of a multistate or multinational business
will be distributed far beyond the borders (of the state imposing the tax and will
affect residents very little. The resulting shift in the state's tax burden may be
desirable from she state's point of view but it is not in the national interest as
evidenced by the manner in which those items (,f income are treated under the
Internal Revenue Code. In order to minimize the deleterious effect of state taxa-
tion of intercorporate dividends, whether from domestic or foreign sources, this
income should not be taxed at all but if taxed should be allocated to the state of
the recipient's domicile.

20 Review mid Status Report on Interstate Taxation Bills Pending in Ciomrees. Paper prepared for
National Association of Tax Administrators Annual Meeting, June 14. 1973. In Atlantic City by Owen Ll
Clarke, Deputy Commissioner of Massachusetts Depart meant of Corporations and Taxation.

21-350--74-19
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4. Compliance costs
State income and capital stock taxes are providing an increasingly large share

of tax revenues with an increasing number of states imposing such taxes. The
magnitude of these taxes indicates the high cost to taxpayers and the burden
on interstate commerce caused by diverse interpretations of tax laws, incon-
sistency in administration, and overzealous enforcement of inequitable tax laws.
An example is the enforcement of "throwback" provisions contained in the sales
factor of some tax laws which present serious compliance and enforcement
problems. The amounts involved in litigation before the courts today and in the
assessments outstanding against multistate businesses bear mute testimony to
the seriousness of this situation.

It is not possible to determine precisely the costs associated with the problems
described above or to measure the economic impact those costs might have upon
interstate commerce. Indeed, we may not be able to do so until it is too late and
a proliferation and aggravation of the problems discussed above .together with
increasingly sharp foreign competition create a crisis for United States businesses.
Few municipalities or other units of local government impose income taxes or
capital stock taxes today. There is no reason why they might not do so in the
future and all of the problems described above will be aggravated many times
if that should come to pass. In the final analysis, the keyquestion is whether the
Congress is willing to permit the present condition in w ic interstate commerce
must operate-a situation Nqhich is both chaotic and unpredictable-to continue;
or whether the Congress will take this opportunity to create an orderly system
of state taxation of interstate commerce.

C. HOW SHOULD LIMITS ON TIlE AMOUNT OF INCOME OR CAPITAL ATTRIBUTABLE
TO A TAXING JURISDICTION BE DETERMINED?

The attributes which well-drafted allocation and apportionment provisions
should have are set forth in the General Comments at the beginning of this
section. Allocation and apportionment provisions afford the multistate taxpayer
the protection of due process and comport with generally accepted concepts of
fairness and equity. Due process is satisfied if there is a discernible connection,
between the income or capital attributed to a taxing jurisdiction and the presence,
activities or property of the taxpayer within the boundaries of the taxing juris-
diction. If the method of attributing income or capital does not fulfill this require-
ment, there is taxation of extraterritorial values or events. While the measure of
a tax is subject to less scrutiny when a franchise fee is involved, the policy con-
sequences pertinent to franchise taxes are irrelevant to the proper limitations
under a federal bill governing all state income and capital stock taxes. If extra-
territorial values or unrelated income are attributed to a taxing jurisdiction the
taxpayer is being subjected to taxation without representation with all oi the
consequent harm resulting from such a situation.

It has been generally accepted that the income and capital values of a corpora-
tion may be attributed to a taxing jurisdiction by means of a formula. This is
admittedly a rough measure of the income or capital values having a source or
location in the taxing jurisdiction. In the absence of federal legislation, many dif-
ferent apportionment schemes have been permitted by the Courts. Nevertheless,
the outer limits of permissible attribution have been set by the Courts. A profit
which is the end result of a series of interrelated activities, such as purchase of raw
materials, manufacturing and sale to wholesalers, is appropriately attributed to a
taxing jurisdiction by means of a formula whose factors reflect the income-pro-
ducing elements of the profit realized. Income from investment activities presents
a more difficult problem of attribution. Courts -have taken different approaches
to the attribution of rents, royalties, interest and dividends. This subject will be
explored further in the discussion of the treatment of dividend income.

As a general proposition, attribution by means of formulary apportionment
should comply with two fundamental principles: (1) there should be a relationship
between the income or capital being apportioned and the factors of the appor-
tionment formula; and (2) the factors of the apportionment formula should repre-
sent the activities or property of the taxpayer in the taxing jurisdiction. If the
concept of source of income is adopted, due process is afforded the taxpayer and the
criteria of appropriate attribution by formula will be met. To the extent that
source of income is not recognized, there will be a departure from the principles
outlined above and, if severe enough, a violation of due process.

The allocation and apportionment provisions of Title II of S. 1245 satisfy the
criteria for appropriate limits on the amount of income or capital attributable to a
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taxing jurisdiction. The formula prescribed is one in common usage today in state
income tax laws. Its application to capital stock taxes may be somewhat more con-
troversial. A serious problem is avoided in this regard it there is little likelihood
that there will be any significant amount of intangibles in the capital stock tax
base. For this reason, S. 1245 excludes investments in and advancements to sub-
sidiary and affiliated corporations-the major item of intangibles in many cor-
porate taxpayers' balance sheets.

S. 1245 describes an optional three-factor formula to be applied to a corporation's
apportionable income, or to its entire capital (reduced by investments in and
advancements to subsidiaries and affiliated corporations) as determined under
state law for the valuation date at or after the close of the taxable year. In the case
of a tax measured by income, the limit on the amount of income attributable to a
taxing jurisdiction includes the amount of income apportioned to it by the formula
and, in addition, income allocable to it. Apportionable income does not include
foreign source income and dividend income (dividend income will be treated as
apportionable income if the taxpayer's principal al business activity is dealing in
securities). Dividend income, other than that which constitutes foreign source in-
come, received from corporations in which the taxpayer owns less than 50% of the
voting stock is considered allocable income and will be allocated to the state of
commercial domicile of the taxpayer receiving such income.

The property factor is limited to the average value of the corporation'.3 real and
tangible personal property owned and used, or rented and used, during the taxable
year and located in the United States. Owned property is valued at its original
cost. Rented property is valued at eight times the net rents payal)le during the
taxable year. Property leased to others is excluded. Inventory is included. The
location'of movable property is determined in accordance with rules set out in
section 514 of the Act. These rules are identical to those suggested by the Special
Subcommittee on State Taxation of Interstate Commerce of the Committee on
the Judiciary in House Report No. 952, 89 Cong., 1st Session.

The payroll factor includes wages as defined for purposes of the Federal Un-
employment Tax Act paid to employees located in the United States. The location
of an employee for purposes of computing the amount of wages paid in a state is
determined under the provisions of section 515 of the Act. Those provisions were
adopted from the Model Unemployment Compensation Act which has been
enacted in all the states so that a taxpayer will have readily available data to
compute its payroll factor in any state.

The sales factor includes receipts from all sales and from the rental of tangible
personal property. Sales of tangible personal property are assigned on a destina-
tion basis. Sales, other than sales of tangible personal property are assigned by
reference to the income-producing activity. Rental receipts are assigned to the
state in which the property is located. Only sales within the United States are
included.

If the denominator of any factor is zero, that factor is disregarded in computing
the apportionment fraction. If the denominators of all factors are zero, then all
income is assigned to the state where the corporation has its business location.

Section 207(b) provides for adjustment of the apportionment factors to in-
clude property, payroll and sales attributable to sales of tangible personal property
having an ultimate destination outside the United States if income from such
sales is included in the apportionable base.

The most controversial aspects of the allocation and apportionment provisions
of S. 1245 are those concerning the allocation of certain dividend income and the
definition of the sales factor. This discussion will be limited to those two aspects
of the bill with a few comments on the problem of rigidity that is inherent in the
prescription of a formula to be applied to many different kinds of business.

In S. 1245 that dividend income which is subject to state income taxation
(dividends other than certain dividends constituting income from sources outside
the United State and dividends from domestic corporations in which the taxpayer
owns less than 50 percent of the voting stock) are specifically assigned to the state
of commercial domicile.
. There are several reasons why this method of assigning dividends appears to
be appropriate. First, such income can be readily accounted for separately.
Second, the activities which produce such dividend income normally take place
at the taxpayer's headquarters, i.e., in the state of taxpayer's commercial domicile.
Third, such dividend income typically has little or no economic connection i ith
the states in which the business assets and activities of the taxpayer are located.
More specifically, such income is not related to the three factors of the l)rescribed
apportionment formula because such income is not the product of the tangible
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property used in the production or sale of the taxpayer's goods or services; 'ery
little, if any, of the taxpayer's payroll is associated with it; and there is seldom
any relation to the state of destination of the goods or services generated by the
taxpayer's direct business operations. )ividend income traditionally has been
specifically allocated on a situs basis by state income tax laws, and it has been
recognized by the courts that the state of commercial domicile has a strong
claim to the taxation of dividend income.21

Although the Congress has full and complete )ower to regulate interstate com-
merce and this power has been broadly interpreted in other areas, such as labor
relations,22 different considerations are present when the taxing power of the
states is involved. If taxation of dividend income received by one corporation
from another is not of itself an impediment to interstate commerce, it is difficult
to understand upon what basis of national interest a state in which a corl)orate
taxpayer maintains its commercial domicile may be forbidden to tax all of the
dividend income received by that corporation. Indeed, the state of commercial
domicile in which the investments giving rise to the dividend income are managed
and controlled is best able to support its taxation of such income on a valid
economic foundation and in accord with the basic justifications for governmental
taxing power. Congress should not attempt to restrict this taxing power of the
state of commercial domicile except for strong and convincing reasons. It is sub-
nitted that no such reasons exist.

Assignment of all such income to the state of commercial domicile by the
prol)osed federal statute will avoid Constitutional problems raised by the attempts
of other states to tax portions of the same income or by the denial of the right of
the state of commercial domicile to tax all of such income. Since attribution to
the state of commercial domicile has been the general practice among the states
until very recently, such treatment of dividend income by S. 1245 would not
-seriously affect state income tax revenues.23

The definition of the sales factor in S. 1245 includes the total sales of the tax-
payer within the United States during the taxable year. Sales include receipts
from the rental of tangible personal p~rop~erty. There is no question but what, a
sales factor should include receipts from all sales made in the ordinary course of
business. Also, it is logical to include rental receipts. There does not appear,
however, to be any basis for distinguishing between receipts from the rental of
tangible personal property and from the rental of real property.

A more difficult problem is presented with respect to receipts from the invest-
ment (of intangible l)rol)erty. In one sense, interest is the rent one receives for the
use of his money and should be treated no differently than receipts from the
rental of tangible personal and real property. Receipts from sales of intangibles
should be included if intangibles are regularly sold by the taxpayer. Royalties
and dividends, to the extent included in the apportionable base, should be in-
cluded in the receipts factor. The l)rblen is locating receipts from intangibles
within and without the taxing jurisdiction. If the policy is to apportion such
income, then the specific assignment of such income for purposes of developing
the receipts factor counters the effect of including such income in the apportion-
able base.

The problem is essentially what to include in the apportionable base, rather
than how to assign income in the receipts factor. If it i-, decided to apportion
interest, royalties and dividends, then it must be determined that such types of
income are appropriately assigned to a taxing jurisdiction on the basis of a tax-
payer's tangible business assets, l)ayroll and receipts from sales of its products or
services. For the many reasons set out above, it is believed that dividend income
cannoti)e appropriately assigned by means of a formula. The business community
has reservations about the appropriateness of assigning interest, capital gains and
royalties by formula but is willing to accept formulary apportionment of such
types of income because they are nore difficult to segregate and they will not
likely represent a relatively significant amount Of income to the taxpayer.

21 Casps cited in note 8. Also, 1941 Opinion of Attorney General of Louisiana, P-I State & Local Taxes
(Louisiana 13,062); Gull Oil Corp. v. Clayton, 267 N.C. 15,147 S.E. 2d 522 (1966); Square D Company v. Ky.
Bd. of Tax Appeals, 415 S.W. 2d 594 (1967).

22 nited Statis v. Darby, 312 U.S. 100 (1941).
13 The exclusion of intercorporate dividends with respect to subsidiaries will have a revenue effect in the

few states that now tax such dividends, such as California, but that state has traditionally followed the
practice of allocating dividend income to the state of tax payer's commercial domicile. As to the general
practice with respect to allocating dividend income, see Cohen. "Appertlonment and Allocation Formulae
and Factors Used I)y States in Levying Taxes Based on or Measured by Net income, etc.: A Research Re-
port Prepared for Cont rollership Foundation, Inc." (1954), and Humble Oil & Refining Co. v. Calert (Tex.

iv. APP.., 414 S.W. 2d 172 (1967).
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The sales factor in S. 1245 includes sales of real property as well as intangible
prol)ertv. These sales, however, are assigned to a state based upon the place
where the inc(nie-producing activity is performed. Sales of real property logically
should be located in the state in which the real property is located. Thie location
of the income-producing activity may cause some difficulty with respect to sales
of intangible property and it may be desirable to define more precisely the location
of such sales.

The sales factor in S. 1245 does not include a "throwback" provision. Sales of
tangible personal property are on a straight destination basis. A "throwback"
provision requires sales to be reported to the state from which the property was
shipped if either (1) the taxpayer is not taxable in the state of the l)urchaser, or
(2) the purchaser is the United States (overnment.

In attempting to determine for each state how much of the taxpayer's income
is attributable to that state, the philosophy should be to measure the activities
being )erformed in that, state which help generate the income-and tiot the
activities of the taxl)ayer in some other state. For example, it does not seem
approl)riate that less income should be assigned to State A for 1973 compared to
the amount assigned for 1972 if the taxpayer's activities in State A were exactly
the same in both years but, because of additional activitie., in State B,
the taxpayer became subject to the jurisdiction of Stale B during 1973, This is
exactly what would happen if State A had the so-called "throwback" provision
and a taxl)ayer who l)reviously was not sul)ject to the jurisdictions of State B to
which he shipped did become subject to that state's jurisdiction.

The utilization of a "throw back' revisionn would also encourage taxpayers to
adopt. uneconomic routing l)rocedures in order to minimize their taxes. For
example, with the existing state tax rates, a taxpayer who has substantial foreign
shipments might. well find it, economical to transfer all shipments to a place of

i)usiness in a l)w-tax state and then make all of these shipments to his foreign
customers from that state. Also, the use of a "throwback" or "recapture" provision
increases the administrative co mplexities because of the dual test with most sales
on a destination basis but) others on an origin basis. These practical problems were
recognized by the Special Subemnmittee on State Taxation of Interstate Com-
merce. On page 244 of Volume I of their rel)ort they stated that:

"It should also l)e ol)served that, the existing throwback rules add to the coin-
plexity of the system even if their a)plical)ility is clear. When a throwback rule
applies, it, will normally require the taxpayer to develop data in addition to that
needed to coml)ly with the primary division-of-income rules of the taxing State.
When a destination State requires that certain sales l)e thrown back toi the State
of origin, for example, the taxpayer is required to determine the l)oint of (rigin
of each transaction n subject to the thro)wl)ack. The development of such informa-
tion may materially increase the )urden of compliance."

With respect to foreign sales, there is considerably less justification for a sales
recal)ture l)rovision because the tax laws in foreign countries are entirely different
from those in the united States and P.L. 86-272 has no meaning in these foreign
countries. There is nothing to prevent a foreign country.from levying a tax strictly
based on the fact that the shipment \\as made into that foreign country. In other
words, the foreign country has the right to levy a tax if it so chooses, regardless of
order activity, place of business, etc. Further, we believe it, is in the national inter-
(st to encourage the exportation of )roducts and the exclusion of foreign destina-
tion sales from the "throwback" rule does offer such encouragement. It should be
noted that the l)ro)erty and payroll factors will still work to apl)ortio)n a sub-
stantial part of the income from such exl)ort sales to the various states. Apparently
those who worked on the Ad Hoc Bill (S. 2092) recognized many of these con-
siderations and, therefore, that, bill provides that there would be no "throwback"
provision for foreign shipments, other than sales to the United States G(overn-
ment. In the analysis su))orting the Ad hloc Bill, the following comments were
made concerning the "throwback" rule as it might apply to foreign shipments:

a' . .Export sales, however, other than export sales to the U.S. Government,
are assigned to the foreign destination, ... The" throwback" provisions lp+'ro)erly
apply where the nationally imposed jurisdictional standards prevent the destina-
tion state from imposing tax, but such justification is lacking where sales have a
destination in foreign countries, since such countries are subject neither to the
jurisdictional standards nor the uniform al)portionment formula imposed on the
states."
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It is safe to predict that the administrative problems both for the states and
taxpayers will be increased substantially and numerous disputes will arise if a
"throw-back" rule is adopted with respect to foreign shipments.

As to sales to the U.S. Government, there appears little justification for assign-
iguch sales to the state from which they were shippe.Tisstrepaiclly

whenu viewed from the standpoint of the many administrative complexities that
result from a sales test which would require the accounting for some sales on a
destination basis and others on an origin basis. It might be argued that sales to
the United States Government differ from commercial sales in that more of them
are transacted in Washington, D.C. or at the taxpayer's principal place of business.
However, if such were the argument, then an order-activity type test would seem
more appropriate than a point-of-shipment basis. On balance, however, the
exception in treatment for sales to the United States Government does not seem
to justify the administrative problems.

It should also be noted that a number of states, in adopting their laws, have
not included the sales "recapture" provision, but rather have enacted a straight
destination sales test.

There is rigidity in the prescribing of a formula in definite and specific terms
and it may be that difficulty will arise in applying the prescribed formula to every
type of business covered by the bill. This is a matter which needs further study.
Such a study should not in any way delay prompt Congressional action.

D. STATE TAXATION OF DIVIDENDS AND FOREIGN SOURCE INCOME

The multicorporate business enterprise is also faced with duplicative taxation
when states subject intercorporate dividends and foreign source income to taxa-
tion. Although few states that have any number of multicorporate and multi-
national businesses headquartered within their boundaries have subjected inter-
corporate dividends (particularly from subsidiat'iles) and foreign sources income to
taxation, the trend toward apportionment of dividend and foreign source income is
likely to change this situation. It should be noted here that the result of such taxa-
tion by the states is the obstruction of the free flow of funds between affiliated
corporations, unwieldly capital structures for subsidiaries, and the subt',ction of a
single economic gain within an affiliated group to multiple taxation. TIhe transfer
of funds up a chain of affiliated corporations usually does not result in a change in
beneficial ownership and should not be considered taxable events. There is also
the matter of discrimination. State income tax laws should be neutral as far as the
forin which a business enterprise takes is concerned and should not penalize
multicorporate enterprises unless there are sound reasons for discouraging multiple
corporations. It is not practicable for some businesses to operate as a single cor-
p)orate entity and the Congress should protect them against discriminatory taxa-
tion that requires them to bear a disproportionate share of a state's tax burden.24

Recognizing constitutional limitations, it is often the expressed intent of state
income tax laws to tax only that income derived from sources within that state.25

However, some of these same states are reaching well beyond that scope and
taxing foreign source income by either taxing the foreign source dividends received
by a taxpayer or, alternatively, by requiring that the income of foreign companies
be included in the state's apportionable tax base, whether or not such income has
been received by the taxpayer in the form of dividends.

In the view of many taxpayers, state taxation of dividends and foreign source
income are the two most important elements in the current controversy in state
taxation. It is also the view of many taxpayers that the sections of S. 1245 dealing
with these items of income are needed to make state tax requirements compatible
with present Internal Revenue provisions dealing with these types of income at
the federal level.

In regard to the taxation of income, states generally take a different approach
to the determination of the source of the income than does the Federal Government:

(1) states generally do not have provisions in their income tax laws comparable
to those contained in Subchapter N of the Internal Revenue Code, which are
generally known as the sourcing sections of the Code.

(2) Another important difference between state and federal tax rules is the
fact that only one state (Alaska) provides a mechanism similar to the foreign tax
credit provisiorLs contained in Sections 901 through 906 of the Internal Revenue

3" The Report of Hearings before the Committee on Finance, U.S. Senate, on H.R. 8300, 83rd Congress
Second Session, pages 1975-, with respect to removal of 2 percent tax on consolidated returns of regulated
public utilities.23 Section 63-3002 Idaho Income Tax Act, "Declaration of intent. It is the intent of the legislature 1-v the
adoption of this act . . . to impose a tax on . . . the income of non-residents which is the result of activity
within or derived from sources within this state."
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Code. In fact, many states do not even provide a deduction for foreign taxes paid.
(3) A few states aggregate further the burden upon taxpayers in regard to

foreign source income by invoking the so-called unitary business concept of taxa-
tion. Under this concept, income of domestic companies related to a taxpayer with
a business location in the state by application of a 50% ownership test will be
included in that taxpayer's income base to be apportioned to the state. The same
is true of foreign cornpanics whether or not their Income has actually been distrib-
uted in the form of dividends.

(4) Additionally, some state laws do not provide for the elimination of "gross.
up" from the federal starting point in arriving at state income tax base. Since the
amount ''grossed-up" is equivalent to foreign taxes paid before the p)aymient of
dividends and is included in the Internal Revenue Code micrely~ as a meichafnismi
for arriving at the proper amount of income to which the foreign tax credit will
apply. thre inclusion of "gross-up" in state tax bases can result in the taxation of
fictitious inconle.

It is the foregoing differences between the federal and state tax rules which
create the need for compatibility,, which can be achieved by the enactment of an
Interstate Taxation Act by the Congress. We feel that it is within the power of
Congress to act in this area because of the authority vested in it by Article I,
Section 8, Clause C of the U.S. Constitution. Moreover, state taxation of foreign
source income im)roperly injects the states into foreign policy, which Is the sole
jurisdiction of the Federal governmentt.

Section 207 (a) (1) of S. 1245 prohibits the inclusion in ''apportionable income"
of income from sources without the United States, including dividend income. The
l)rohibit ion against the apportionment of foreign source income, coupled with the
prohibition against allocating such income in Section 208, results in a total exclu-
sion from the tax i)ase of income earned outside the United States. It is important
to note that, by virtue of Section 522, the income to be excluded is that to which
the foreign tax credit provisions of the Internal Revenue Code presently apply.
.\lost states have riot attempted to tax this income but, because of the actions of a
r(.latively few states, the S. 1245 prohibitions regarding foreign source income are
imeessary.

S ection 207(0 (2) excludes all dividends, regardless of source, from apportion-
aide illeom(, unless the taxl)aver's )rincil)al business activity is dealing in securi-
ties. Indiret taxation of dividend A such as through the California "interest
(,ffset provision," is also forbidden. The purpose of this exclusion is the elimination
o f double taxation by one or more states, and to make clear as to a single state
that having taxed the earnings of a co)rl)oration, it cannot again tax those earnings
as dividends to an affiliate. Thus, dividends from foreign sources and dividends
from corl)orations in which the taxl)ayer owns 50 percent or more of the voting
stock are not allocable to any state. However, by virtue of Section 208, "portfolio
dividends," i.e., those from le.s. than 50 percent-owned corporations, are allocable
to the state of c(mnercial domicile and that state will determine whether or not
it d,Airs to tax them.

The combined result of Sections 207 and 208 is to exclude from the tax base all
divid(ends from affiliated corporations. This, too, is compatible with the taxation
of int(,r-coml)anv dividends under the Internal Revenue Code. Under the Internal
Revenue Code dividends passed among a consolidated grou) of U.S. corporations
affiliated by stock own(,rs hip of at least eighty percent are eliminated from the tax
bas(. To the extent that there is less than an eighty percent ownership of one
U.S. corporation by another, eighty-five percent of the dividend income is elimi-
nated by virtue of Internal Revenue Code Section 243 (dividend received credit).
In the case of dividends from foreign affiliates, the tax on such dividend income is
largely, if not wholly, eliminated by the foreign tax credit.

At this point, it may be beneficial to present, by way of an hypothetical example,
a comparison of the different approaches to taxation. of dividends and foreign
source income now )revalent among the various states. In our hypothetical case
we have asuned a United States operating company domiciled in New York
and also doing business in the states of Michigan, California and Muine. We have
assumed that the corl)oration receives dividends from three wholly-owned foreign
subsidiaries whose earnings are completely outside the United 'States. For the
purpose of simplicity in comparing tax burdens in the four states, we have assumed
dentical operating factors (sales, payroll and property) in these states. Also, we

have computed the state taxes at a standard rate of 10 percent, as well as showing
the taxes at the actual rates.

The four states selected for our examples represent four different approaches to
taxation of foreign source income by the states. The methods used and the resulting
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tax liabilities ba.sed on the assumed operating facts and a 10 percent tax in each
state follow:

Michigan requires the inclusion of foreign subsidiary dividends in the income
base to, be app)rtioned. These foreign dividends are included in the denominator
of the sales (receipts) factor in the cnputation of the apportionitent percentage.
In the attached examph,, $923,200 ,,f inc,,ne is apl)rtioned to Michigan and,
with a 10 percent tax rate, the tax liability would be $92,320.

Cal/ori ia follows a technique know as'the unitary cmcept, which r(equire. the
cons)lidat hi ()f all affiliated cmntn ti(, 50 percent , ormt t irv, ()\lied by a Cmnlfllo
parent. As indicated by the attached example, nany taxpayers are presently
bearing an unra-4'(inaloe burden in that state with r(.spect, to tLaxatimll (if foreign
source income. Bit.ted (in the assuned (i)eratinlg facts, $1,485,00)0 of income iS
al)j)irt ,i(med to California and the tax liability at a 10 percent rate would be
$1481,500.

Maie folhiws the practice if allocating dividends, including foreign dividend,
to the state )f commercial d)micile. In the cas,e Of the U.S. parent cimpaily, which
in 0il' example is domniciled in New Yoirk, inly the ):rent's dimneice (,p)erit~ting

time .. woiild be apportioned t0 Miaine. Thel; appi)rtioned amtlmim, thunder the
assullned fatts w bld be $250,000 and the tax at 10 percent would be $25,000. But
if the )ar'ent C(omlanv ill tO example were di mnitiiled in Maite instead (if New
York, all o)f tho f reign dividend- w'm 1 w inleluded in the ilnemlle base, together
with1 the $250,000 alpp(iH.ioli(d q)'rating incimne (f the pIrent. The result, wotld
bt- it tax (of $325,000, based oil apl)otioe(,ned and allocatted iii(mli (if $3,250,000
and t 10 l)tr(,lt tax rate.

Novw Yi)rk d(.s nt t tax divi,nd(l, rec(,i((,d fr()ii subsidiaries jnt)re than 50 1er
Centt Im'ined. (t her dividellds are, taxed in pr Ip) tim to the Ipav(o's bi:.inetss dine
in New Y(irk Stlite. Thuref ire, although the inr-'ut, Cteiinimy ini ( mi (,xalh) is
dimfieiled in New York, irnly its d n,.tic ini(;mli' is titkei into) the base for
aplm-ti't euli nt. This pr( duce(, apprti n('d in mIw e f $250,00(0 and tax liability
of $25,000 at a 10 perc(It. rate.

PARENT COMPANY OPERATING ONLY IN THE UNITED STATES

Operating in States--Domicile

Total New York Michigan California Maine

Sales by destination ............................. $10, 000, 000 $2,500, 000 $2, 500,000 $2, 500, 000 $2, 500, 000
Payroll ........................................ 4,000,000 1, 000. 000 1,000, 000 1,000, 000 1,000, 000

Property:
1st cost .................................... 8,000,000 2,000,000 2,000,000 2,000,000 2,000,000
Depreciation reserve ........................ 4,000, 000 1,000,000 1,000,000 1, 000, 000 1,000, 000

Net value ................................ 4,000, 000 1,000, 000 1,000, 000 1.000, 000 1,000, 000

Net income before Federal income tax:
Operating income ........................... 1,000, 000 ................................................
Foreign source dividends ............... 3, 000, 000.......... .......................

Total ................ ................ 4,000,000 .................................................

FOREIGN INCORPORATED SUBSIDIARIES-100 PERCENT OWNED-FOREIGN OPERATING

Subsidiaries-

A B C

Sales-Foreign destination ......................................... $10,000,000 $10,000,000 $10,000,000
Payroll- Foreign .................................................. 1,000,000 100, 000 1,000,000

Property-Foreign:
1st cost ...................................................... 2,000, 000 200, 000 1,000,000
Depreciation reserve ........................................... 1,000, 000 100,000 500, 000

Net value .................................................. 1,000,000 100,000 500, 000
Net Income before foreign income tax............................... 4,000,"000 2,000.000 4,000,000
Foreign income tax ............................................... 2,000, 000 1,000,000 ..............

Net after tax income ......................................... 2,000,000 1,000, 000 4, 000,000
Dividends paid to parent ........................................... 1,000,000 1,000,000 1,000, 000
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FOREIGN INCORPORATED SUBSIDIARIES-1O0 PERCENT OWNED-FOREIGN OPERATING-Continued

Apportionment fraction jNumerator Denominator Percent

MICHIGAN
Sales-Parent .................................................... $2, 500,000 $10, 000,000 ..............
Dividends:

Subsidiary A ............................................................... , 000, 000 ..............
Subsidiary B ............................................................... 1, 000,000 ..............
Subsidiary C ................................................................ 1,000,000 ..............

Total ...................................................... 2,500,000 13, 000, 000 19.23
Payroll- Parent ................................................... 1,000, 000 4, 000, 000 25.00
Property-Parent (gross) ........................................... 2, 000,000 8,000,000 25.00

Total ................................................................................. 69. 23
Average ............................................................................... 23.08

Income base:
Operating Income-Before federal income tax .................................. 1,000,000 ..............
Dividends:

Subsidiary A ........................................................... 1,000, 000 ..............
Subsidiary B .......................................................... , 000,000 ..............
Subsidiary C .................................................. 1000,000..........

Total ......................................................... .4,000,000 ..............
Apportioned to Michigan at 23.08 percent ........................................... $923, 200
Tax at 10 percent (hypothetical rate for comparison) ......... ............................ 92, 320
Tax at actual Michigan tax rate of 7.8 percent ......................................... 72,010

CALIFORNIA
Sales- Parent .................................................... 2,500, 000 10, 000, 000 ..............
Subsidiary A ........................................................... 10000,000........ 0..
Subsidiary B ................................................ 10, 000, 000..........
Subsidiary C. ................................................ 10, 000, 000..........

Total ...................................................... 2,500, 000 40, 000, 000 6.25

Payroll -Parent ......................................... 1, 000, 000 4, 000, 000..........
Subsidiary A ................................ ................. 1,000,000.......... _
Subsidiary B ..................................................................... 100,000 ..............
Subsidiary C .......................................................... 1,000,000..........

Total .................................................... 1,000,000 6,100,000 16.39

Property-Gross (Parent) .......................................... 2,000, 000 8,000,000 ..............
Subsidiary A ........................................ ......................... 2, 000, 000 . ... . .

-.4 bsdiary B .................................................................. 200,000 ..............
Subsidiary C .................................................................... 1,000,000..........

Total ...................................................... 2,000,000 11,200,000 17.86

Total .................................................................................. 40.50
Average ............................................................. 13.50

Income base:
Operating income- Before Federal income tax .................................. 1,000,000 ..............
Subsidiary A -income before foreign income tax ................................. 4,000,000 ............
Subsidiary B-Income before foreign income tax ................................ 2,000,000..........
Subsidiary C-Income before foreign income tax ................................ 4,000,000 .............. .

Total ............................................................... ...
Apportioned to California at 13.50 percent .. ................................. 0$10,04080,
Tax at 10 percent (hypothetical rate for comparison) ......................................... 148, 500
Tax at actual California tax rate of 9 percent .................. ...... 133,650

MAINE
Sales- Parent ................................................... 2,500,000 10,000,000 25.00
PayrolI- Paient .................................................. 1,000,000 4, 000,000 25.00
Property- Parent ................................................ 2,000,000 8,000,000 25.00

Total ........... ........................................................... 75.00
Average ............................................................ 25.00

Income base:
Operating- Before Federal income tax ....................................................... $1,000, 000
Apportioned to Maine at 25 percent ......... .................... ....................... 250,000
Tax at 10 percent (hypothetical rate for comparison) .......................................... 25, 000
Tax at actual Maine rate of 4 percent ............................................ 10,000
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FOREIGN INCORPORATED SUBSIDIARIES-100 PERCENT OWNED.FOREIGN OPERATING-Continued

Apportionment fraction Numerator Denominator Percent

DOMICILED IN MAINE'
Income base:

Operating before Federal income tax ........................................................ 1,000,000
Income subject to apportionment ........................................................... 250,000
Dividends to be allocated to Maine:

Subsidiary A ........................................................... $1,000,000 ..............
Subsidiary B ................................................. 1,000,000..........
Subsidiary C .................................................. 1000,000..........

Total ............................................... 3,000,000 .............
Apportioned and allocated to Maine ........................ ................. 3,250,000
Tax at 10 percent (hypothetical rate for comparison) ...................................... .. 325, 000
Tax at actual Maine tax rate of 4 percent ........................................ 130, 000

NEW YORK
Sales-Parent .................................................. $2, 500, 000 10,000, 000 25.00
Payroll-Parent ................................................ 1000, 000 4:000,000 25.00
Property-Parent (net) ............................................ 1, 000, 000 4,000,000 25.00

Total .............................................................. 75.00
Average .................... . . ............................. 25.00

Income base:
Operating Income-Before Federal income tax ................................................ $1,000,000
Apportloned to New York at 25 percent ...................................................... 250, 000
Tax at 10 percent (hypothetical rate for comparison) .......................................... 25, 000
Tax at actual NowYork State tax rate of 9 percent ............................................ 22,500

1 Apportionment fraction same as above.

The effect of these different a)proaches to taxation of our hypothetical U.S.
corporati(,n by the four stat(,s may be summiarized as follows, using tho. standard
10 percent tax rate. New York (xcludes the foreign dividends from the income
base as does Maine, with the result that the tax liability in )oth stLtes would be
$25,000. But if the 1)alre t were domiciled in Maine instead of New York, tie
Maine tax would be increased )y $300,000 as a result of alhlation of $3,000,000
dividends to that state. Because of bringing foreign dividends into the base fomr
apportionment, Michigan's tax is increased by $07,320 above thei $25,000 liability
which would result with the dividends excluded. By including income of the
foreign subsidiaries in a)plying the unitary conceptt to the U.S. parent company,
Califtrnia increases the tax liability by $123,500 above the $25,000 liability with
foreign income excluded.

Of the above examl)hes the Michigan approach follows the regulations developed
by the Multistate Tax onimission. As member states in the MTC adopt these.
regulations, they too can be expected to use the M[ichigan approach. While only
Oregon has so far adopted the California unitary business concept, pressures are
mounting in several other states to adopt it.

The examples illustrate how our foreign commerce and investment are burdened
by state taxation of foreign source income, with the trend being for more and
more states to tax such income.

It is the position of those who support S. 1245 that the enactment of sections
207, 208, 209 and 522 of that measure vill accomplish the result of (limniniating
discriminatory taxation of foreign source income and achioving compatibility of
state income taxes with federal income taxes under provisions of the Internal
Revenue Code.

E. CONSOLIDATION-COMBINED REPORTING

The first step in any discussion of "consolidation" requires that It be reconciled
with the phrawse "combined reporting." Both terms refer to the joining of the,
income and factors of more than one related company for the determination of
state income. While various distinctions have been made between tle terms 28
(e.g., when only the income and factors of taxpayers within a single jurisdiction

28 As examples: Georgia will permit consolidation only where the companies involved are Georgia tax.
payers reporting 100 percent of their income to (Oorgla and filing consolidated federal incoir.e tax returns.
Ca.'lifornia, under similar circumstances, where all taxpayers involved report 100 percent of their income to
California, does not permit combined returns. Another example is that California may require a combina-
tion of all unitary companies whether organized in the tTnited State. or in foreign countries even when only
one affiliate may be a taxpayer in California. New York will permit or require combination where there are
unitary features between related companies but will confine the combination to companies which are Now
York taxpayers.
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are joined, some states call It "combined reporting" and others "consolidation"),
for purposes of this presentation the term 'consolidation" is used to describe the
concept regardless of scope.

rh majority of states have statutes that authorize some degree of consolida-
tion but, as a practical matter, less than a dozen states either require or permit
consolidation of any type.

There are four general practices with respect to consolidation. They are:
(1) Prohibited.
(2) Permitted or required.
(3) Required but not permitted.
(4) Permitted but not required.

To the extent, If any, that federal legislation recognizes consolidation, identical
options should be available both to taxpayers and states-consolidation must not
be a one-way street.

The Willis Committee considered consolidation and made the following
recommendations:

TIE TIEATMI NT OF MULTICORPORATE ENTERPRISES

Often corporations which are controlled directly or Indirectly by the same
interests are so mutually dependent on each other for their success that the books
of an individual corporation cannot accurately reflect that corporation's con-
tribution to the profitability of the tire inulticorporate enterl)riso. In short
separate accounting among affiliated corporations is often as inapprol)riate and
as troublesome as is separate accounting among the branches of a single corporate
entity. As a result some States have formulated "unitary business" rules designed
to treat the income of affiliated corporations in the same manner as though
earned by a single business.

The )resent "unitarv business" rules provide vague and sometilm(s unevenly
administered standards for determining when the income of a mnult I corporate
enterprise should be treated as a whole. In order to clarify this troublesome area
and to l)rovide standards which are both easy to apply and equitable in their
effect, the committeee recommends that State tax administrators be allowed to
require consolidation in any case where two or more corporations are affiliated
by common ties of more than 50 percent of stock ownership and at least one of
the affiliates has realty or an employee in the State. Conversely, all such affiliated
corporations should have the right to consolidate their income for the )url)oses
of any State's tax. Thus, not only would administrators be able to obviate the
inaccuracies that flow from separate accounting among members of a multicor-
porate group, but the multicI)rporate enterprise would be able to insist that its
total liabilities to all States be no greater than if all of its operations were con-
ducted by a single corporate entity.

CORPORATIONS WHICH OPERATE OUTSIDE OF THE UNITED STATES

In keeping with the basic structure of our Federal system, the Committee is of
the view that international tax policy should be formulited by the Federal Govern-
ment and not by individual States. Therefore, with respect to income earned by
corporations whIch operate either wholly or partially outside of the United States,
the Committee recommends that State apportionmnent rules be required to con-
form to the international policies that have been formulated for Federal income
tax purposes.

Thu, if the immunity of any income from taxation by the United States results
from Its being considered to be from sources outside the United States, such
income could not be attributed to any State of the United States. Likewise, no
State would be allowed to require that such income be included in the consoli-
dated income of a lmulticorporate enterprise for apportionment purposes. These
prohibitions apply to co)rporations incorporated outside of the United States and
are designed to eliminate inconsistencies which currently exist between Federal
policy and the practice of a few States.

At the' same time, if a corporation is considered to have income from sources
outside the United States and that income is taxable by the United States, such
income could be included in a State's tax base prior to apportionment and the
State would not be required to include property or payroll located outside the
United States in its apportionment formula. These rules would apply to corpora-
tions incorporated in the United States and are designed to make available for
apportionment among the States all of the tax base available to the United States.
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Before proceeding to consider the available con,o)idat ion'alternatives, it must
he emphasized tha. the treatment accorded dividends and foreign source inem e
has a controlling effect, as to any propo.al. If such items are considered taxable
to the states then cmsolidation must he available so that proper factor representa-
ti(i will more accurately affect the assignment of income to the taxing jurisdic-
tions. howeverr, we are strongly (l)lp)sed to the taxation of dividends and foreign
source income.

Assuming, as we believe correct, that such intercorporate dividends and foreign
source income tire exempt frEi taxation, t hen the following alternatives would
be available:

The first alternative would he consolidation based solely on ownership. This
is the basis in S, 2092. Its asset is simplicity of determination of eomjnaies in-
cluded. Among the strong Ed)jections to this 'procedure are these:

(1) Consolidatimn would bv mandated in every state in which any affiliate of a
multico(worate organization is taxable.

(2) In the case )f an affiliated group of corl)oratim s engaged in diverse busi-
iWesP., consolidation wmld jEiin unlike taxpayers with indefensilfly distorted
result s.

(M) Since mt. a single state has a c)nsolidation l)rocedure based solely on
ownership, this type of cEnsolidation wEild be seriously disruptive of existing
tax ystem.

(4)' This procedure would raise a serious question of constitutional due process
sinev )nly the single thread of Euvnershij) could be offeredd to support, the right to
CTe nseliidt e.

The second alterna Iive would be o(nsoliiat ion based p(in the uitary relation-
ship o)f the consolidated (ere ral bs iLe., 0nl' tn iseErprations having a(

)erat ienal in terdependene w iuld be included. This ti tary concept halis- the
samne degree o)f tive ret ical j ust ifica tion t hat, appjlies to thle taixat ion of a1 c4rp( ,rat ion
with unitary divisimns-it, differs l)rincipally in the legal concept of "piercing the
crpuirate veil." As a practical matter, however, the unitary procedure suffers the
following (defects'

(1) The determninati, n ()f the afliliat es to be included in the cosEilidittin
requires highly inf'rnwnd and solphlisticat ed stibjective judgments. This results in:

(a) Cmi)lex budget fEirecasting pri lens for stat('s and taxpayers.
(b) Potential varianvcs in the coinslidatcdl group aiong tile states with at-

tendant disputes resulting in litigation.
(e) Problems resulting fro m the, high degree (of so)histication required in

making audit determinations involviiig such a emnsoidated grul). Few, if any,
states are currently staffed to )erforn such audits E Et a sustainalle basis.

(2) Since only t,%;o states currently (ifE e the tinitray cEmis lidiation p)cedtir',
Its si)rvad to oth(,r jurisdictions w Euld l)roduce essentially tl same disruptive
rest i)r(,\'iusly mentitmed under tih lure-(mivnership th e ,.

The third alternative would be the 'nln-arlls-leigth' emnCtl)t prIeCsClited ini
S. 1245. Tlhis ct fines the cmslidation tti those related c(rpE~rat itmis which are
found to bv engaged i nlmi-arns-length transactions. Among the defects are:

(1) '1'he states lack the expertise t,( audit.
(2) The states c uld claim that any sale between related parties is prima facic

no n-arms-lengt h.
(:3) rhe, el)rations cmuld create non-arms-leigth tratisaetions with affiliates

desired in a conslidittiEm.
(4) Complex budget I)r ejections fE r states and taxpayers.
A fourth alternativ(, wmld c Enfine cEls(olidati[,n to affiliates which are tax-

pay(rs in the stlt. This is the current, l)ractice (of nany states and affords coil) i-
ratins a pl)Eitential t,( eEns(ildidate lo ss affiliates. T1E soiled, its principal defect is
the lack Ef theoretical C msistency witi the use , f t he appl irEniuent formula.
An acceptable variant W iuld be the consolidation (if unitary affiliates which are
taxpayers in the stat(.

'he fifth tilt ernative is a prohibition (Ef consolidation. As I)reviously n nioned,
the alt ernatives are )resented on the assumption that dividends and fir-eign
source income will be ex(ml)t front state taxation, thereby limiting any ctinstdida-
tiEn toi domestic corl)Eat ions. Under these circumstances cEnstidati(in is not the
panacea that, some suggest. Consolidation (1ites not necessarily l)roiduce income.
Currently only five states (Washington, Texas, South Dakota, Wyoming and
Nevada) do not have an income tax. It, can be reasonably anticipated that the
first three will fall froni these ranks in the near future. What would domestic
consolidation do then? It wEuld not alter the income to he divided aniong the
states-it would merely alter the reporting by adding to sonie states only what
is taken from others.
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Thirty-eight states had taxes measured )y inome at, the tine of the Willis
study. Fight ha'e enactedd such taxes since tfh(n. The potential tax havens in
Illinois, Ohio, Michigan, Florida, etc. have vanished. The variation in tax rates
would not, )e adequate incentive for a corporation to shift its income, if such were
possibl,.

This l)rohibition will cause the least disruption in current tax systems, since
under curr(ect statute and practicee the llajority of states do no t regularly require
eom lidat ion. The case 'if compliance, audit and budget, projections would be
greatest, fi r both state and corpiirati' i.

III-UJUIIT)CTION o' Fi,:m-.:uhm COURTS

A fed(,ral law regulating the taxation by the, states (if interstate conmnmrce
should provide for t single federal court with exclusive jurisdiction to review
dismit es arising fronm its ai l)licati n ,,r frnm P.IL. 86-272.

Il, Ip )riciph of fvderal reiew wa-4 included in the original Willis Bill, 1I.1T.
11798, in 1965 (S(,(,. 522(f) and (g)), and in the Willis lReport (Vol. 4, pp. 1162-63).
The reasons inthide t hese:

(I) Umniform judicial interpretation. Review by it single Federal court is far
preferable to the creation of individual and inevitably canflit ing bodies oif prc-
edent ial law in state cmirts. The moist comi pulling rtet'ntt examl e, already cited,
is tie treatment of Kenit(c(tt. Copper C(orporratin and a subidiary by the ci irt s
(if Califiornia and Ut ah. It ('hase Brass & (opper Co., Inc. v Iratichise Tax Brard,
Califiornia fun d Kennveitt anmd is subsidiary, Chase Brass, to ibe 1wunitary l)uisi imsse s
and iml) )sed its tax on a "combined" basis (veil though Kenmieciitt (lid no business
there. This pridiced far ill mre reventev fio (' alifirnia than if Chase Brass had
1 meen se paratelv taxed. Som thereaft er, in Kencroti Copper C(orporation v. S(ite
Tax Commi.,i;n, ti Utal Siiprema' Court uplheld the Utah Tax C'onlnlIissi)
its determinat ion that, ev en tho iuigh the same tw o c, m manics were in(heed unitary,
they nlust file tax rt tmnis oin a separate re, irting basis. Utal's revenues also
w(re greatly increated. Ihe U nite(l S at('s Suprelle Cu rt re-flse.d to review
either case. This was ineq uittil (, treatment which mandatory review by a ,ingle
federal court would have av'iiided.

(2) Avoidance of V'nrue Liti(/ation Birdf,.s. Taxpayers wmi ld avoid lifigation
of similar issues iiu numerous states, and thus save the exlense 'f unnecessary
and unjustifiable court, actills.

(3) Development of an Expert Court. A single court hearing many cases and
guided principally by its own decisions wiuld pidrmdice results of higher quality
tha the judgment s iif numerous state courts charged mily ccasiinally with
deciding complex issue es of interstate taxat m.

(4) Consistent Handling of Interstate Comnmerce Taxa tion. Th, )rinci)al reason
for federal legislation to mandate the imth d if taxing interstate transactions is
to assure uniform treatment. Such legislation must, b( sul))lemented by uniform
mandatory regulations. A third logical r(quirement is that the decision of judicially
disputed issues be lodged in a single impartial tribunal.

This statement is concerned with the adoption of tl Jvprinciple of Federal
review by a single court, rather than with the details of its imlleimnentation. It, is
suggested, however, that either tie Court of Claims or the Tax Court could
perform this function. FEither court could minimize the expensese of lit igation I)y
hearings on circuit, and either could develop a consistent' body of law based on
expert knowledge.

We believe that a properly drafted bill could establish the jurisdiction of a
federal court within ut violating the Eleventh Amendment. Although the Amend-
ment and judicial interpretations l)rivile that, a suit shall not be commenced or
prosecuted against a state in federal court by it citizen iif any state (Ilaus v.
Louisiana, 134 U.S. 1 (1890)), it is establishted'that this Lmnnuniity call be waived.
The question whether a state may claim immunity frm suit in federal court
initiated )y pers,,ns asserting federdly created causes of action was considered in
Parden v. Terminal Railway (f the Ala-bama Docks Department, 377 U.S. 184 (1964)
and Employees of the Department of Public Health & O'elfare v. Department of
Public !leah &'Welfare, (decided on April 18, 1973). These cases tre concerned
with the circumstances in which a state will be deemed to have waived its im-
munity from and consented to suit in federal court by an individual. Although
some (f the Suprem Court justices have phil Sophical diffterences over what
constitutes consent, by a state tom suit in federal court, all would agree that consent,
effectively given, l)rqi)erly vests jurisdiction in a federal court. The decisive
question appears to Ine whether the Congress intends that a state must waive its
immunity as a condition to functioning under the provisions of a federal law. \e



284

believe that the rationale of the Parden and Public Health cases would uphold
jurisdiction in a federal court to consider interstate taxation disputes If the
following, or a similar, provision were included in the statute:

"Any state, or subdivision of any state, that imposes any tax or the duty to
collect a tax regulated by this Act, whether or not such tax or duty to collect
shall have been imposed before the effective date of this Act, shall have waived
its immunity from and consented to suit by any person In any duly designated
Federal court concerning any issue relating to a dispute arising under this Act or
under Public Law 86-272."

A bearing in the federal court should be de novo. While exhaustion of state
adminlistrati ve remedies is a proper requirement, the parties to the de novo
proceeding should not be bound by the factual determinations of the administra-
tive tribunals of the states. Therefore the federal law should provide that addi-
tional evidence could be introduced before the designated federal court, to be
considered by it together with, or to the exclusion of, findings of fact by state
administrative tribunals.

Senator MONDALE. Our next witness is the Honorable Alan Cranston,
the Senator from the State of California. Appearing with him is Mr.
Bruce W. Walker, chief, compliance division, California State Fran-
chise Tax Board, who is also speaking on behalf of the California State
Board of Equalization.

We will take just a minute right here.
We are very pleased to have Senator Cranston with us this morning.

STATEMENT OF HON. ALAN CRANSTON, A U.S. SENATOR FROM THE
STATE OF CALIFORNIA

Senator CRANSTON. I thank you very, very much, Mr. Chairman. I
welcome this opportunity to present very briefly to the committee my
views on the best approach for Congress to take in the matter of inter-
state sales and use taxation.

The first issue before the committee, it seems to me, is the basic
question of federalism. Is not this matter more properly the concern
only of State and local governments?

1, for one, seriously question whether Congress should be legislating
in this area at all.

If, however, the committee insists that Congress set jurisdictional
rules for the levying of these taxes by States and localities, I think the
most equitable approach to the problem is the one presented in S. 282.

The sales tax is an extremely important source of revenue for many
States. The State of California currently imposes sale and use taxes at
the rate of 4/4 percent. In addition, the State collects locally imposed
sales and use taxes for its 58 counties and 407 cities under a uniform
law at the rate of 14 percent. This is a combined uniform rate of 6
percent. It is expected that fiscal year 1973-74 revenues from this com-
bined tax will be about $3.8 billion, making it California's most impor-
tant source of State general fund revenue.

The various bills before this committee propose different jurisdic-
tional standards to sales and use taxation. One proposal would subject
a seller to uniform sales and use taxes only in the State or States where
the seller has an actual business location.

This approach, which allows escape from taxation of solicitation-
only sales across State lines, would cause severe revenue losses to
many States. It would also create tax havens for those multistate
businesses which could avoid having a business location in a market
State. In California, for example, estimates of revenue loss if this
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source of tax were to be removed from the State, are set at $15 mil-
lion to $20 million annually.

An even more serious effect of this type of tax dodge is that it gives
a considerable competitive advantage to solicitation-only businessmen,
at the expense of resident businessmen-particularly small businessmen.

The bill which I have intro(luced, S. 282, in my opinion, represents
the best solution to'today's interstate sales and use tax problems, and
it retains the time-testet sales and use tax jurisdiction based on sales
solicitation within the State. Under my bill, a seller would be sub-
jected to the juris(liction of an'y State and of any local subdivision
having uniform State-administered local tax where the seller regularly
solicits ordIers for the sale of tangible property by salesmen, solicitors,
or representatives in the State.

The presence of sales personnel within a State provides the most
logical jurisdictional standard. Salespeople make sales, with or with-
out fixed business locations, in direct competition to local merchants.

Senator M ONDALE. Does your bill also extend to mail-order solici-
tation, or is it, just to sales?

Senator CRANSTON. No, it does not. It does not cover mail-order
sales.

For all the reasons cited, ly bill is supported by the California
Chamber of Commerce, the California I\ I manufacture's and Retailer's
Associations, and the State Board of Equalization and the Franchise
Tax Board of the State of California. In addition, Governor Reagan
and his administration actively support the bill.

Senator MONDALE. Yester(l'ay I receive(l a letter from the Governor
to that effect, and I would ask that that letter appear following this
statement.

Senator CRANSTON. This morning, the. committee will hear from
MIr. Bruce Walker of the California PIranchise Tax Board. Mr. Walker
will speak on behalf of both the tax board and the State board of
equalization. I might add that I served in both of these bodies, the
California Franchise Tax Board and the State Board of Equalization,
when I was the State coml)troller of California. I know Ir. Walker
well from those days and recommend him very highly to you.

I will leave it to his greater expertise in this area to explain the
importance to my State-and, I believe, to the majority of States-
of the approach to sales and use taxation which is employed in S. 282.

Thank you, Mr. Chairman, for this chance to address the committee
on this matter of great importance to the State of California.

Senator MONDALE. Thank you very much, Senator Cranston, for
that most useful statement. It is particularly noteworthy since it is
based upon your rich experience in precisely this field as comptroller
of the State of California. We are very pleased to have your statement.
We will now hear from Mr. Walker.

Senator CRANSTON. Thankyou very much.
[The letter from Governor Reagan to Senator Mon~dale follows:1

ST TE OF CALIFORNIA,
GovERHNOR'S OFFICE,

lon. WALTER F. MONDALE Sacramento, September 14, 1973.

Chairman, Senate Finance subcommittee on State taxation of Interstate Commerce,
U.S. Senate, Washington, D.C.

DEAR SENATOR MONDALE: I concur with your view that any federal legislation
in the irea of state taxation of interstate commerce should have the support of a



286

consensus on the part of the states and acceptance by the business community.
One of the great, strengths of our federal-state system is the freedom of th'e

states to act to meet their own particular problems in the ways that seem best
to them. Interference by the federal government with the states' power to tax
would be a major blow to such freedom.

While there have been some representations that there is a general agreement,
a close look will reveal that there are very important areas of controversy betweenn
the states and the business community. S. 1245, for exampirl, sets u) an unaccepta-
ble rule as to organizations doing business in multicorporate form. The ado ptii
of this bill would result in revenue losses to California of ul) to $100 million a
year. Such losses would inevitably have to be shifted to other taxpayers.

California is making every possible effort to cooperate with other states in the
development of uniform rules and pro cedures. I believe any objective revieVw of
the past ten years will show that substantial progress has been made. This should
be allowed to continue.

Three is no question but that the states need constant pressure if they are to
continue their p)rogr(.ss toward greater equity and uniformity. The most const ruc-
tive action that ,could be taken by th, Congress would be t( l)rovide an oversight
function with check ),ilit at irea onablh intervals, such as every fivo years.

Federal intervention in the interstate taxation field is botl undesirable and
dangerous and should only be cmsidered as a last resort.

Sincerely, R{ONAI) Rm..\G.N,
Governor.

STATEMENT OF BRUCE W. WALKER, CHIEF, COMPLIANCE, DIVI-
SION, CALIFORNIA STATE FRANCHISE TAX BOARD, ALSO REPRE-
SENTING THE CALIFORNIA STATE BOARD OF EQUALIZATION,
ACCOMPANIED BY JAMES HAMILTON, ASSISTANT CHIEF COUN-
SEL, CALIFORNIA STATE FRANCHISE TAX BOARD

..\r. WALKER. Senator Cranston, thank you very much.
M'. Chairman, with n is Mr. Jahies Ifamilt on who is the assistant

chief counsel of ti California State Franchise Tax Board.
There have been several question:' you asked, Senator, of people who

appeare(. I woufll like to respond to them. One of them was why
hadn't (Italifornia become a member of the multistate tax compact
earlier. Well, we have always been an associate member, blut we did
have a problem with the voting arrangements of the commission.
rhey- had a one-State, one-vote system, and we felt that population
should have some weight, in the voting. That was changed, Ild this
is one of the reasons that we thought we could go in.There was another statement, made by M'. Stanley as to the

multistate tax compact only having 21 niembeR, . Well,' one of the
reasons is that the COST group has -vigorously opl)osed the entry of
States into the compact. In fact, that is where 01r rimilarv oppositin
has com( before our legislature, from the COST group. I think tlat
they are in a poor positioll to complain that there are so few members
when they are one of the reasons that there are so few mnmbei's.
We hativethe support of most of the California-based businesses 'for
our joining the compact. We think te compact, is a very gooI thing.
It will promote 1111niorinity, and o11 t)usilessmnen see thuat, tley feel
that thiat is the way to go. But, the (OS' group, for some I'eason
known only to themselves, are opposing our entry into the compact.
They opposed tile entry of Pennsylvania, and I as'umev other States.

Now, you asked earlier, Senator, as to whether it, would be alppro-
priate to split off the sales and use tax matter from the income tax.

feel that it, probably would. I think the questions of jurisdiction are
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sul)stanltially different, and I think it, might be well to kind of break
these apart and kind of encapsule these separate problems. There are
areas of divergence of opinion here, I know, blut I think it would belie)pful.As.to the stiles and use tax matters, I believe Senator Cranston has

expressed our basic view very well. Yesterday there were at number of
(questions by Senator Long as to the Loouisiana , plan, anl I tuijlik that
it certainly would have the support of (.alifornia and most of the other
States. California is in the position that we do have it uniform sales
tax throughout the St ate with one small exception that luts to do with
the Bay Area Rapid Transit. So, we woluhl certainly get right into
tilat type of plan if there were no constitutionalil prol)lenls involved.

Senator NMONDALE. We heard from someone, IMr. C'ourtiey, I
believe, who is the vice chairman of the National Association of
Wholesaler-Di ti'ibutors who said lie does not. think there is an\
disl)ute on the question of tax liability or the tax rates. The !)roblel
for til members of his group lhas been the multiplicity of taxing
juris'dictions and the variations; in their laws, their enforcement
policies, anld so on. If they could be relieved of tllose burdens, without
committing himself to ally specific language, he thought there was a
1)usis for compromise. I think that is what, he was saying. I understood
him correctly. You have also indicated, without having had a chnnce
to examine the cost iit tionial andl legal issues tlat might be involved,
thut the Loouisiana proposal makes sense. There might he gl'oundls for
agr1een1ent here.Mr. WAILKER. Yes, I think so. Now Some other State.s are not in its
good al position as California because we do have at uniforin siles tax
throughout tle State. There is no county or city" which lts a (lifterent
rate, and the base is substantially thle same, Viih one small exception,
so we woul(l fit right, into that. ty'pe of 1)la1.

I would like to make so(me'observations a)out the income tax
generally. It, s'eils to me, desl)ite some statements to the contrary,
that tihe major interstate iicome tax problems of s11all- n1111( meiiumi-
sized businesses have been taken care of by the tjurisli(tional stand ar(s
of Public Law 86-272. Now, it ias also taken' care of, unfortiunatelv,
sone rather large businesses inl that they have esca)el tax 1t1l(er i't.

Sena tom' IONDALE. ''ha't I)arti('llar legislation was passed following
the Aorthwestern Portland ('ement case, wis it not?

Mr11. WALKERz. F~ollowingwhaitt'?
Senator MONDALE. I t!link that, was in response to the Supreme

Court decision in a Iinnesota case.
Mr. WALKER. Yes, that is coIrec.
Senator MON DALE. That hel(, as I re(Call, that, Minnesota (0uld

tax tO income of Northwesteril Portland Cee nIit, (arne(l tlirough sales
in Minnesota, even though they (lid! notl ha\'e an office there, was that
correct?

Mr. WALKERF. Basically that is correct.
Senator ONDAALE. Congress the passed this bill which you refer to

t'Oit )rovi(les whit?
Mr. WALKER. Well, it provides a minimal jiurislictional stamnlard.

If till organization has 11o office in the "State, merely solicits in the
State and the orders aro filled from outside of the State, if that i,; all
that h,tpp.lns, then there is no tax.

21-:150-74-- 20



288

Senator MONDALE. So any corporation, large or small, that complies
with those standards cannot be taxed by that State?

Mr. WALKER. That is correct, and that is what I was referring to,
that many large organizations have escaped tax for that reason.
Some of the sales in the State of California have gone well over the $10
million mar-k for tile year, and they still escape tax.

Senator MONDALE. IHIas that law, in your opinion, encouraged a
shift in sales techniques?

Mr. WALKER. Very slightly, Senator. I would not say that it has been
a major problem-there has been some restructuring of businesses to
take advantage of it, but I wold not say that it was widespread. A
very large organization simply cannot fiction in that way, so I think
the present push, as Mr. Cahoon has indicated, is one that affects the
multistate and multinational corI)orate giants rather than the small
businesses. And ats we see it, rather than an effort to solve a J)roblolm
in some reasonable fashion, it seems that many of the efforts are to
crip)ple the States in their tax dealing with these corporate giants.

Now, in the area of controversy between the States andi multi-
national corporations, many feel the multinationals already have an
edge in power and influence, and we feel it, woull be a serious mistake
for Congress to come down on the side of these multinational corpora-
tions in their cotitroversy with the States. We think it would be bad
not only in the tax fiehl, I)lt in tile legislative arena generally.

Senator MOXDALE. You say1 Ill Ultiiatioial. Do you mean multi-
state?

X1'. WALKER. No, I mean multinational corporations, corporations
that are functioning in maybe a (lozen countries of the world or more.

Senator ,'IONDAL E. Well, that is not- your problem. Your problein
is tle multistate corporations, whether they are overseas or niot.

Mr. WALKER. Well, no, sir. It, is the multinationals that we are
having a major controversy with, the oil companies that (10 businesss
all over the world, and this term multinational is one that has come
into favor just recently and we find most large corporations are now
multinationals.

Senator MONDALE. Yes, we hear it a lot.
Mr. WALKER. But these are the ones who are the principal backers,

I would say, of such bills as S. 1245.
Now, this bill has been represented by sontc elements of industry

as being a reasonable conl)romise in which the States agree. It is not
compromis(,. Every single issue il the proposal has been resolved in a
way to restrict the States. A reasonable compromise is one in \hch
each party has some issues resolved in its favor. The States t nothing
from S. 1245 except fetters.

Now, there are several more issues, of course, in S. 1245, but itt our
view, the major ones are in the combination area andl the provisions
relating to foreign source income. Actually this is just one problem,
but we' give it two names.

Senator.MONDALE. Can you give me an example of how that would
work in a given case in California?

Mr. WALKER. How the provisions of section 2092 or S. 1245 would
work?

Senator MONDALE. Yes.
Mr. WALKER. Well it would not work. That is the problem.

BEST COPY AI ..A M
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Senator M.,[ONDALE. Give me an example of what you are doing
now an(l how that woull work.

.\1r. WALKEr. All right. What we are doing now, we look at the
totality of the business. Let, us take an oil company 'hey have
production in the middle East and Venezuela, in California, in Texas,
all over, and perhaps in Alaska. No maItter how they are structured,
whether there is one corporation or several, we would sim ply apply a
formula to the total operation, take the California payroll, sales and
property, in relation to the total payroll, sales and property, and take
that portion of the net, income represented by the Utiltorniia fraction.
Now, it makes no difference tinler our concept whether they do
btl siness through one corporation, or 50, or 90, or no matter how
many. We simply lmip then all together and get, an answer.

Now, if S. 1245 were passed, we would be faced with this-:-Suppose
a corporation decided to have 50 corporations to handle its functions.
Maybe it, had nothing to (1o with taxation, that it was simply a matter
of administrative convenience that they wanted to have 50 corpora-
tions. Then under S. 1245 we would simply l)e restricted as to tax
by the corporations which were in California, and we would certainly
got a far different result by applying the formula only to those. If
we said we wanted to combine, we would have to prove that there
was some type of nonarin's length transaction involved, that they
sold crude oil f'om one corporation to another corporation at a price
different than the prevailing price, or something of that type. This is
extremely difficult to do, as the Internal Revenue Service experience,
with se(tion '482 of the Internal Revenue Code has shown, and
actually this arm's length test is irrelevant, because you can by taking
a large corporation, splitting it up for administrative reasons into, say,
a dozen diffelent corporations, have wide swings of the income between
the various States involved without ever intending to do so. It is just
a matter of the way things happen to work out.

So, we think this idea that form should be stres'.ed over substance,
as S. 1245 would have it, is very bad.

Senator MONDALE. Now, has your theory been challenged in the
court? I assume it has.

Mr. WALKER. Yes, it has, and a number of times. And we have'
also-

Senator MONDALE. What has the result of those suits been?
Mr. WALKER. We have won all of the cases.
Senator MONDALE. And how high have those cases gone?
Mr. WALKER. Well, I think the California appellate court is as

far as they have gone. Perhaps Mr. Hamilton can respond.
Senator MONDALE. This is the State court system?
Mr. HAMILTON. Tlat is correct.
Senator MONDALE. Have you been in the Federal courts?
Mr. HAMILTON. There was one case, Chase Brass, which was pre-

sented to the California appellate court, but they concluded that on
the facts that the foreign operations there were not-it was not a
part of the unitary business, and so on appeal that particular issue
was not there. But, we have been sustained in the State courts and.
in the cases that have been litigated before our administrative board.

Senator MONDALE. How do you explain the fact that there is not
--more legal activity on this if this is such an issue? Why can it not be

resolved by the courts?

BEST COPY AVAILABLE
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M1'. IIAMIL4 TON. I would think in time it, will be.
Senator MONI)AIE. Remember, I asked this ,tiestion earlier, and

someone said w(' have trie(l to get it tip to the Supreme Court, and
we Cannot get it, there.

Mr. WALKER. Well, I tlIink that you do have a problem in that
perhl).s (.ertiorari Il(s been tried t it tithes. Bitt, the Stilpreme Court
perhaps would niot, take jurisdiction be'al 'sn they felt that there wis
niot a stlbstantial Federal (ltlestioll involved. And I sitl)pose, .1 think the
business ('omnntity is fairly certail tlie-y would lose, alld that is tile
reasoli tlt. rihey iaiv\ not il)lt t these cases s to tle test.

Senaltor MONI )A, E. I see 1ome heads shaking back there.
Mr. WALKER. Well, we aI willing to litiga te, So tlat tihey have hatd

an o)l) tattility. We have put'sued the utlitiary concel)t tol a great
11any3" yei's.

Seitlito' ,IONDALE. It seetis to me that perhal)s oal( of tihe most
ian porillt, fnllctiolls of tite U.,S. Suprelle Court is reconco'iling dlifler-
eatces, t)etw(e(ni tit( states ad1(! to mnitort that dliflic'til c('once)t of in ter'-
stiat tom'(lifl(t'C(;(. ilit is ole of its most important t functions. Whell it
doe.s not operate, tie Coltigross, which possesses lie 1itt hoiity to
exercise t lie Federal power which is Sttl)X'eiiie,, 1 r(,taihs sl)Oils iilit .

I t, surlmrises miie, givenl the i 1ntenisty of leeitMig on thli issue, tlhat it, has
nO got t en to tile Slip'ealle ( r)ol't so it cold Ilitave I)eel evolvedd.

N ir. WALKHH. We arc; in litiga tion at tO trial level withI Fir(eStone
right now. 'I'he say they are going to take tile case as Itight a,: they1 Il w 0I I it 

• 
rta,

('tl but this is a long way fi-om I dlecisioni. Jle'e ]1its been i great
deal of moee involved in 1many of tlhe'se cases, and1l I lssuilne that if
ill, (eoniliiCs involve(d thought they could win, t hey wouli have gone
up1) with them l)ec(altse they were not small matters. They involved
millions of dollars and would be well worth litigating,

Mr. IHAMILTON. I might Hldi here tiailt tie Boail's position is set
forth in a published guide where we have said that if at (co1tilinedl
report is necessary , this approach imast be used rvgrdless of the
geographical location of the taxlyer.

Mr. WALKER. Yes. Our position ]Itas been (lite ciear, so if anyone
wants to attack it, you know, they have had tie opportunity to (10 s.o

T1he foreign source tIatter I think lais been misrepresented )y sonic
as till attempt by the States to tax sauch iticonie. It really is not that at,
all. All we are (loing is looking at the totality of the 'op)erationl ald
trying to see wlhat, California's fair l)ortion is. Now, as fair as we (an
see, it makes no (iffer'enlce whether' a subsidiary is operating in England
or Wyoming or Minnesota. It is just tie satne thing. We either take
it, in, or leave it otit, dlepeniding oht whether it's unitary or not.

There have aIlso been soenl allegaitiotis that soitteliow Califortia ha(l
a foreign policy itt this area, wic'lh we (o not, anl also it has been
alleged that in somie waty t practice alversely affe(.t tie Ibattn('e
of payments. hu'at is not "tire case it all. All we itre really loing is try-

itig to see that all of til( colpaa ti ons, of tile orgathizatii a're )it otI the
saine plane vis-a-vis, ('alifor'nia. . Xe sa\ that j ast t(,('al. il a Ol)(ra 111t1io
is in a foreigit country, it should not have a sp''ial privilege of being
left. out of the formunhl. To) do so would encoutrage foreign operi nations
its opposed to doiesti( ope'atiots. And I do not think Congress really
intends that in these days of Somei joble..,siess in tile United States
a.d Charges t.it Some U.S. (o'l)ot't11 ai'e really exporting jobs.
We believe Congress sho1(1b I )arti('vilarly careful not to place foreign
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operations at a competitive advantage over (Iomlestic, and that is what
would be done if the provision of S. 1245 were adopted.

Senator IONIALE. I think we are going to have t.o stop here because
of our time hint. If you would sul-mit any statements that you may
have for the record, i would appreciate it. We are running out of time.

Thank you vevr, very iuch.
[t ate of California's presentation follows:]

STATE OF CALIFORNIAS PRESENTATION

The following (hcuments are submitted:
I. Letter froain governorr 11)nald Reagan tol Senator Walter F. Mopda'..*
2. ('C4mments of the Franchise Tax B)ard Before the Slhermi ifitte( ,
3. Staff Observations (f California Franchise .Taw;x 15rd (o Interstate TaxationPr, blenis. .....-
4. Stu.ff Observatiolls Regardilng Income Tax Provisions of Legislative

Prt I p i)salts.
5. S1i1iiiiary f Prilncipal Points (of the California State Board (of Equalization

lHelating 4r Sales and( Us('e 'Taxes and Conmnients o)f the California State Board
t)f Equitlization Relating to Sales and Use Taxes.

()MMIENTS OF TIE CAIFOIRNI.A STATI" FtANCIIShi, T %x BOARD

It is now quite clear that the major interstate ineome tax )rol)lems of small
and mi v(lill ,iz(, husilies have been taken care ()f by the jriiisdictioiial standards
)f Public Law S6-272.

The present, push in this field is that ()f the multistate and primarilN multi-
nuti(I mul o4' )rlrate giants. Rather than an ef()rt to so lye a prOA(lein in some
rt.su tl)hle fashion, it seems to be an effort, to cril)ple the states in their tax dealings
with t hese il tit inat i al cirlmrate giants.

Ii the area 4 f e nrnr )\-ersV bet ween the states and the iiilt inttional crl)orations,
114y V feel the iimultinatimials already have til edge as to l)o)wer and influence.
In this ctmit(st we believe the interv('ntion m t le part )f the Federal (I('(,rn neiiL
4m tlie i(e 4 f the mtlt iami imua k would be disastrous not ()nly in the tax field but
ill the lekative arena generally.

S. 1245 has ieen represented by industry as being a reasmtl)le compromise
with which nany states agree. It, is most eiiiphatically not a compromise. Every
single issm, inl this irtposal has been resolved in a way to restrict the states. A
renut,'lIe c , Iljrtmise, is ie in which (each l)arty has some issues resolved in his
favr. The states get nothing fr ,mn . 1245 except. fetters.

There art' several inl,),rtant issues in S. 1245. but in our view the nm,,ijr one
is that barring emltbiliati1 and the l)rovisions related to foreign source income.
Thc..e are 4)11t' issue.

The '"arils length" )rovisio ns o)f Section 209 )f S. 1245 are offered as a Solution.
TieY (14) lit ( e(enI relate direct ly to the fundamental probl)hem which is a (luestio)n
)f fqru versus siibst anee. Should a different tax result be obltained when an

,,rganizati4) decides to (14) business i nmulticorporate form rather than using only
Ont' Ct l(tir&l'at(' st rul tire?

The ans5we'r is clearly ''b'. It, should ibe (o)served that most corporations ()
1l1)t use the i1ilticorl),)rate form in order to mlininize state taxation. Rather,
there are otler reasons related to such matters as administrative conv(nience.
li lit'.itc cases the "a rms length" rul( is (maningless and ti tax in any particular
-l1' is ziualler ,)r larger than it would be otherwisee simply because of a corl)rate
decision in 1) may related t(o taxes.

The ftr'ign 5)irc('e nkatiler has been misrepresented to some extent as an atteml)t
IbY the :.tlatt's to tax such ineonme. It is lit such an at terpt at all, but merely
.\tv(n(ls the logic )f c4m)li)ittio 0,1 to include the fioeign operations s as a part (f the

Intse. F'nilure to do this l)ut u foreign o)perations at an advantage over domestic
tqwrratitms which seems a iuost- unusual thing to do.

'here have been implications that the inclusion (If foreign source income in the
alp i )rtimhial base in some way advcrse/I, affects the balance tf payments. Just
the ,1i)'site is the case. If foreign based (j)erations are excluded front the base,
such 4)erations can lior't. effectively compete against United States' operations.

"'his letter is reproduced in this volume at p. 285.
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In these days of considerable joblessness in the United States, and charges
that United States' corporations are "exporting jobs", we believe Congress should
be particularly careful not to place foreign operations at a competitive advantage
over domestic operations.

In respect to federal legislation, we believe that where there is general consensus
there is presently reasonable uniformity and no legislation is necessary.

In the important areas where there is no consensus we believe the process of
of accommodation presently going on should continue, under some type of Con-
gressional oversight to insure that progress is being niade.

CALIFORNIA STATE FRANCHISE TAX BOARD

INTERSTATE TAXATION PROBLEMS

STAFF OBSERVATIONS

Whatever need there has been for federal legislation in the field of state taxa-
tion of multistate businesses has, in our view, been adequately met by the provi-
sions of PL 86-272. This by no means is a perfect law as it has given unwarranted
protection to soic very large businesses. However, it has protected from taxation
small businesses having only minimal contacts with some states.

It is difficult to understand the reason for the hue and cry over lack of uniform-
ity in tax laws among the several states when differences in laws to meet local
situations represent one of the great strengths of our federal-state form of
government.

Reasonable uniformity in laws generally is a worthwhile goal, but not one in
which the federal government should ado t a coercive role. There are differevnces
between the laws of the several states in arl major areas: contracts, torts, criminal
law, consumer affairs, trusts, domestic relations and traffic, just to mention a
few. These differences do cause problems, particularly to individuals; but there
seems to be no pressure upon Congress to force the uniformity of such laws.
Even in the field of welfare, which is so important to so many Imillions, we do not
have uniformity despite some strong support for such an approach.

The Inajor problems of small businesses have been largely resolved by PL
86-272, so the )resent thrust is obviously directed at the alleged l)roblens of
larger business organizations. This is clearly reflected in the various laws that
have been proposed. The question arises as to why the largest business organiza-
tions in the country (and the world for that matter) can't cope with a reasonable
amount of variety in respect to state tax laws.

The position of these larger organizations seems to be "we are big and therefore
should have special consideration". To illustrate: Corporation A operates only
in State X and grosses $10 million a year. It complies with all the laws of State X.
Corporation B operates in States X, Y, & Z doing $10 million gross in each state.
Is it any more burdensome for B to comply with the laws of X, Y and Z than it
is for A to comply with the laws of X?

We do not deny that reasonable uniformity among the states is a worthwhile
goal and it is being pursued v'igorously through the adoption of the Uniform

vision of Income for Tax Purposes'Act (UDITPA) and the efforts of the
Multitate Tax Commission. In general, state laws do not depart radically from
the Internal Revenue Code and the burden of such departures is certainly not
severe in these days of computerized accounting systems adaptable to the handling
of a large number of variables.

In the extremely varied personal income tax field some organizations have
written programs to hand'- the matter of return preparation for all states. The
problems of lack of uniformity have been grossly exaggerated by the proponentss
of federal intervention.

One case frequently cited as a horrible exam plc of lack of uniformity is that of
Kennecott Copper Corporation. In that case, California and Utah too k different
views of the same law and each was upheld by their appellate state authority,
the U.S. Supreme Court, dismissing the appealffrom the Utah decision.

This was unfortunate but certainly not unparalleled in other areas. Observe
the fact that the Internal Revenue Code is sometimes interpreted differently in
the various courts of appeal, and the Supreme Court at times refuses for years to
resolve the matter. If the Internal Revenue Code is not uniformly interpreted
when very large sunis are involved, the isolated problem represented by Kennecott
decisions does not warrant radical legislation.
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The proponents of federal legislation understandably stress double taxation
problems. The more serious and more common problem is just the reverse. There
is substantial escape from taxation due to inconsistent reporting methods resorted
to by taxpayers.

A reasonable amount of freedom for policy making by the states in this area is
essential and the problems such freedom present are actually quite minor.

It seems to us that progress is being made toward a goal which may be stated
as follows:

1. If a multistate business operates solely within the United States, the formula
applied in apportioning its income shall be such that 100% of its income is appor-
tioned to states having jurisdiction to tax such income (whether they choose to
do so or not).

2. If a multinational business operates in the United States, the portion of the
income apportioned to the states is reflected by a formula which gives proper
weight to the factors both within and without the United States.

3. Formula apportionment is the rule and shall be applied when a unitary busi-
ness exists, whether as a single corporation or in multicorporate form.
The question of combination is the central issue here and, while the approach
used is well known, something of the theory may be worth stating.

Formula apportionment is now generally accepted as the only sensible approach
to the apportionment of income among states where one corporation engaged inone business is involved. This recognizes the limitations of separate accounting
and adopts a general economic theory that income arises from the use of property
and manpIower with sales representing the contribution of the market.

When organizations decide to carry on a business using say from two to fifty
corporations instead of one, this should have no effect on the apportionment of
income. And, using the combination al)l)roach, it does not. Let's take an integrated
steel company for example which has iron and coal mines, transportation facilities,
mills, and an extensive array of selling facilities. Should it make any difference in
the apportionment of income whether one corporation is involved or two or
perhaps fifty?

Conibination is essential to avoid a reliance on form over substance.
The discussions of foreign source income by the private sector assume that by-

including such income as subject to apportionment by formula, this somehow
taxes it. This is an absurdity. What is being done is that the state taxes the income
properly apportionable to activities within such state as measured by the in-state
factors compared to total factors.

If the formula approach is valid at all, it. certainly doesn't stop at the waters'
edge. Why should it make a difference if an oil producing subsidiary is in Montana,
or Canada, or Venezuela so far as I he formula approach is concerned when, in
each case, it is a part of an integrated oil company?
Fedexral-tgislation

All legislation under consideration at this time has major faults when measured
against any reasonable objectives. Some comments on S. 1245 will illustrate this.
Sec. 202 et seq.

"The formula is such that large amounts of income may escape taxation despite
the fact it is all clearly from United States activities.
Sec. 209

"The rule provided is a reversion to an outmoded and outdated separate
accounting concept which assumes that the accounting for each separate corporate
entity truly reflects the economic contribution to the affiliated group of corpora-
tions. This leaves the burden of proof to the contrary on the several states.

"This provision discards the experience of many decades and adopts a rule that
is basically unworkable. If the states attempt to examine any reasonable sample
of intercorporate transactions, the burden will be tremendous and the results of
examining the same transactions by several states will not be uniform at all.
ta'The proposal is one which exalts form over substance. This would leave the
ta, administrator practically at the mercy of the corporate taxpayer who would
have the facility of avoiding tax by casting its activities in various forms at its
own discretion. The problem of dealing with 'Proteus' is essentially the one being
proposed here for the states."

Sec. 401
"State court jurisdiction is superseded by a federal court.
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"A need for this provision has not been established. If a balancing of state-
taxpayer interests is required with respect to tax litigation, should jurisdiction in
state tax matters be pre-empted by a federal court so that a small number of
taxpayers will not be inconvenienced? Furthermore, conflicting state decisions if
they occur can be resolved by the U.S. Supreme Court."

See. 529
"This section acts a. a bar to the assessment of any tax which does not come

within the provisions of the proposed law. It is retroactive to all years.
"No convincing reason has been established as to why a taxpayer should be

rewarded for not complying with a state's taxing laws. 'Furthermore, such pro-
visions in some cases w)ul d apply unevenly and, in other cases, could preclude
assessments where an audit has been deferred for any number of reasons."

These are not the only objectionable areas but are illustrations.

Conclusion
We do not, believe that the compliance burden on the small number of large

taxpayers resulting from some differences.in tax laws is so burdensome that the
federal-state relationship should be greatly altered for their convenience.

In recent years the states have made significant progress in alleviating com-
pliance l)roblems of all taxpayers, consistent with the goals mentioned above.

The legislation l)roposed to date has not given any consideration to the fact
that state tax laws have been developed, revised, and refined throughout a
state's existence to harmonize its revenue requirements with conditions so as to
best serve the needs of a state and its taxpayers. It would seem that with the
progress states are now making in developing and adopting uniform rules and
procedures, the major technical comi)liance problems will be alleviated. In our
view, this can occur without disrupting state tax bases, or affecting federal-state
relationships.

CAIIFORINIA STATE: FRANCHISEi. TAX BoAInm

STAFF OBSEIIAV;TIONS REGARDING INCO.;ME T.Ax PROVISIONS OF LEGISLATIVE
PRO'OSALmS

SUMMARY

1. The State of California collected $866 million in income and franchise taxes
in 1972-73, two-thirds of which was derived froim taxpayers whose income was
determined by an apporti,,nment formula. Accordingly, any change in the Calif-
fornia tax base or apportionment formula should be carefully evaluated to prevent
inequities or a large loss ,f revenue.

2. Public Law 86-272 has provided guidance for small businesses. It has also
permitted some businesses with large sales to ,l)erate on a substantial scale and
with the advantage of a tax exempt status, in competition with local businesses.
It is suggested that Public Law 86-272 not be applicable after sales exceed a
l)redetermined level.

3. There should be no restrictions on the states' tax base.
4. States should be permitted to continue using the most equitable method for

determining the income of a commonly owned group of corporations which are
conducting a unitary business. The tax results should not be changed simply
because the corl)orate form in which a unitary business is conducted is altered.

5. No state taxes foreign source income. States, however, should be able to
take into) account, in determining income from their sources, all of the income and
factors of a unitary business regardless of its geographical location.

6. Since income from continental shelf areas is exempt from states' taxes,
states should not be required to include the property, payroll, and sales with
resl)ect to such property- in the denominator of the ap)ortionment forrm-ula.

7. Apportionment formulas should not cause a major shift in tax burdens, and
should he designed to attribute all apportionable income to a state which has
jurisdiction to impose a tax.

8. Any change which is required with respect to the taxation of dividend income
should be carefully considered. If federal legislation should deal with such income,
the amount subject to tax should l)e apportioned so that all taxpayers will bo
taxed in an equitable manner.

9. If a class of tax exen)t income is created, such income should be adjusted
with respect to interest and expenses l)roperly attributable thereto.
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10. If a higher jurisdictional standard is required than currently exists, tax-
payers should not be relieved of liability because they failed to comply with
states' tax laws.

11. The necessity for federal court review of state tax disputes has not been
established. Furthernmre, the procedure suggested seems to be cumbersome, and
may greatly increase co sts of litigation.

12. If major sulstantive changes in state tax laws are imposed, states should
be allowed a reasonal)le period of time to iml)lement necessary changes.

Table of Contents
Introduction
Jurisdiction
Tax Base
Combined Reporting and Conso)iidated Returns
"Foreign Source'' Income
Income From Continental Shelf Areas
Apportionment ForinulaS
1)ividend Income
Prohibition of Adjustments With Respect to Tax Exempt Income
Liability for Linassessed Ttxes
Federal courtt Review of State Assessments
Effective Dates

INTRODUCTION

The State of California and the Franchise Tax Bard have opposed all federal
interstate tax proposals. The reasons for, the opposition are:

1. Any legislative )ro)osal introduced to date would substantially change the
corp)rateC income tax laws of this state and thus is of great concern because of the
amount of reveu.e involved, the number of taxpayers affected, and the greater
danger that tax burdens will be redistributed in such an inequitable manner, as to
seriously daniage California's business climate.

The total income and franchise (measured by income) taxes collected from
eor)orations in 1972-73, was $866 million. This tax was collected from approxi-
mately 150,000 corporate ions. The net income reported exceeded $8.4 billion. An
analysis made of 19(7 income year returns established that appro ximately two-
thirds (65.3 1 ) of the total ino me is reported by c)rlpo rations using an apportion-
ment formula. Accordingly, any legislative provisi, n which alters the corl),orate
tax base, or the apportionment formula can have a sl)stantive and continuing
revenue effect.. Proposals introduced to date have been opposed because they
granted preferential treatment to interstate taxpayers, jeopardized the federal-
state relay tionship, and prohibited states from maintaining their fiscal independ-
ence and retaining their full sovereignty.

2. The various federal legislative l)roplosals intro duced contain unrealistic
al)p)prtionm(ent standards which benefit. only large interstate taxpayers, having
most of their physical property located outside of this state.

3. The income tax apportionment provisions of all legislative p)roosals to (late
wmld ultimately result in an increase in the tax burden of local businesses.

4. Soime of the proposals contain technical and artificial jurisdictional standards
which would exempt interstate sellers, thereby granting then an unfair tax
advantage over hcal businesses.

5. Provisions which would prevent California from determining income of a
unitary business on the basis of a combined report l)ermit interstate business to
avoid tax by altering the corporate form through which its business is conducted,
prohibits California from determining the income of such businesses by the
realities of their total business operations. Such a provision would cause artificial
corporate structures to be created for the purpose of minimizing tax exposure
and could result in an annual revenue loss of up to $100 million. The objections
are more fully set forth below.

JUISDICTION

The California franchise tax first imposed in 1929 applies to corp)orations
engaged in any intrastate transaction for the purposee of financial or Vecuniary
gain or profit (Section 23101, California Revenue and Taxation Code). Ihe corpo-
ration income tax imposed in 1937 applies to every corol)ration deriving income
from sources within this state (Section 23501, California Revenue and Taxation
Code). The validity of both taxes has been upheld by the United States Supreme
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Court (Matson Navigation Co. v. State Board of Equalization, 3 Cal. 2d 1, affirmed
297 U.S. 441; and West Publishing Co. v. McColgan, 27 Cal. 2d 705, affirmed
328 U.S. 823).

Interstate businesses deriving income from California sources but not having
intrastate activity are subject to the California source income tax. A foreign
corporation is considered to have income from sources within California if it ships
goods into California from points outside this state, pursuant to orders taken by
employees in the state-or sends goods to California dealers or brokers on con-
signment or maintains a stock of goods from which deliveries are made pursuant
to orders taken by independent dealers or brokers (Title 18, California Admin-
istrative Code, Chapter 3, Subchapter 3.5, Section 23040 (b)).

The above provision was applied without limitation until Public Law 86-272,
effective September 14, 1959, superseded the provisions of the California regula-
tions with respect to corporations selling tangible personal property and which
do not have an office or place of business in this state.

While Public Law 86-272 does provide jurisdictional guidelines for interstate
business engaged in selling tangible personal property, it also serves to shield from
state taxation some businesses with extensive sales activity in this state.

A review of records in 1961 disclosed that 176 corporations were removed from
the California tax rolls as a direct result of the enactment of Public Law 86-272.
Of the corporations which were granted income tax immunity, the annual sales
of 14 of the corporations were over $1 million, and the California sales in one case
exceeded $7 million. Since the corporations were granted a tax exemption their
current sales are unknown. However, it would not be unreasonable to assume that
in some cases annual California sales of the Public Law 86-272 tax exempt corpo-
rations now exceed $10 million.

While Public Law 86-272 has provided certainty for small and medium size
businesses, it also has served to permit certain types of businesses to pursue
markets on a massive scale to the detriment of local businesses. It would therefore
seem that the primary consideration which led to the enactment of Public Law
86-272 could he served, and competitive equality maintained if a reasonable cutoff
point is provided for the application of Public Law 86-272.

Perhaps the simplest change would be to provide that Public Law 86-272 is
not applicable after sales exceed a predetermined level in a state, e.g., $300,000.
Such a provision would provide certainty for small businesses, and yet permit
states to require tax returns and payments from those interstate sellers which are
in substantial competition with local businesses.

For a comprehensive discussion of the jurisdictional problems, see: Developing
Jurisdictional Standards.for Stale Taxation of Multistate Corporate Net Income by
Berndt Lohr-Schmidt, Hastings Law Journal, Volume 22, March 1971, pp. 1035-
1116.

The income tax jurisdictional standards in the bills introduced to date vary
greatly. S. 1245 imposes a "business location test," while S. 2092 contains no
income tax jurisdictional provisions.

Under the jurisdictional standards of S. 1245, a corporation is not subject to a
state income tax unless it owns or leases real property within the state, has one or
more employees within the state, or regularly maintains a stock of tangible per-
sonal property for sale in the ordinary course of its business, or regularly leases to
others tangible personal property for use in the state.

It is not clear whether or not a corporation must own or lease real property and
have employees located in the state before it is subject to tax.

Also, if a corporation is present in a state because it maintains a stock of goods,
property on consignment is not considered as stock maintained by the consignor.
And if a person has a business location because of leased property, the business
location applies only with respect to such property. (See. 513(a).)

In addition, Sec. 5 15(c) (3) provides thatan employee is not considered located
in a state if his business activities consist of installing or repairing tangible personal
property which is the subject of interstate sale by the employer, if such installing
or repairing is incidental to the sale.

The above provisions which relate to jurisdictional standards must be considered
together with Sec. 209 of S. 1245, which provides that income may be determined
on the basis of consolidated apportionable income and apportionment factors of
the parties to the non-arm's-length transactions. This provision, when considered
with the jurisdictional standard, would permit a business to arrange its business
so that it would expose to tax only that segment of its business of its own choosing.
For example, it could create a separate selling corporation for each state and, in
such case, its manufacturing income could not be taken into account in determining
total income subject to tax where sales activity occurs.
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A business which has its manufacturing facilities located in another state could
totally avoid tax in states where sales are made by having its salesmen cover
more than one state if it dces not own or lease property within the state. It also
seems that a corporation is not considered to be present in a state so long as its
employees operate from their dwelling place (See. 514(c) (2)).

In addition, See. 515(c) (3) greatly expands the provisions of Public Law 86-272
by authorizing employees of an interstate business to install or repair tangible
personal property if such is incidental to the sale. It is apparent that such a
provision could allow a corporation to conduct substantial activities in a state
without being subjected to tax as, for example, in the case of the installation of
an electrical generator or a large suspension bridge. This provision also fails to
specify whether or not repairs can be made over the life of the property. If such is
the case, it would not be difficult for most interstate businesses to arrange their
affairs so that they are subjected to tax only in the state or states where they elect
to establish manufacturing or distribution facilities.

In view of the above the jurisdictional standards of S. 1245, coupled with its
other provisions, would permit most interstate businesses to pursue markets in
most states with a tax exempt status. Such provision would result in a large loss
of revenue, which would not be attributed back to the states where the corpora-
tion is present. Such preferential treatment would also be extremely detrimental
to local businesses as they would be forced to compete against tax exempt inter-
state businesses, while perhaps suffering an increasing tax burden because of the
favorable tax status of their competitors.

Accordingly, it is recommended that if jurisdictional standards are imposed
they be equitable to both local and interstate businesses. This objective can best
be accomplished by establishing a ceiling for the application of Public Law 86-272.

TAX BASE

All recent federal legislative income tax proposals have provided that the
apportionment fraction is applied to a corporation's net income as determined
under state, law. Some proposals would exempt from the state tax base dividend
income and what has been designated as "foreign source" income. These items of
income which would be exempted will be discussed later.

States should be permitted to establish their own tax base. The legislative
proposals allow this. However, under the legislative proposals if all income is
apporti()ned, state tax burdens will be substantially redistributed.

At the present time California apportions all business income and allocates
nonbusiness income. The most substantial item of nonbusiness income is dividend
and interest inconm. Under California law income frcm interest and dividends is
allocable to this state if the taxpayer's commercial domicile is in this state (Section
25126 of the California Revenue and Taxation Code). Under California regula-
tions most dividend income is nonbusiness income, unless dealing in securities is
a principal business activity of a taxpayer.

The California practice was developed because there were serious doubts as
to whether or not a state could include in the apportionable income tax base
nonbusiness income, such as dividend income, unless the taxpayer had its corn-
niercial domicile in the taxing state.

Most authorities recently have concluded that if authorized by Congress there
is little, if any, doubt that all income may be apportioned by a uniform formula.
However, such a l)rovisioln does, to some extent, bring the commerce clause into
conflict with the due l)rocess clause since states would be authorized to tax a
foreign corporation on income derived from sources within other states. They
would also be precluded from taxing a commercially domiciled corporation on all
of its income from sources within the state.

California has not yet completed a study as to the revenue effect of legislation
which would apportion all income and, in particular, dividend income which to
date under California law is classified as nonbusiness income, and allocated to
one state. If all income, including dividend income, is apl)portioned the tax of
California based business will be reduced and that of foreign (non-California)
corporations will be increased. Such a provision would go far toward equalizing
the tax burden of similarly situated corporations. If the apportionment of all
income is mandated and at some later date, it is judicially determined that the
inclusion of dividend income'in the apportionable tax base in the case of foreign
corporations violated the due process clause of the Federal Constitution, the
revenue loss would be substantial. It is therefore suggested that before any
legislation is proposed which apportions all corporate income that the record
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note that Congress has concluded that in the interest of uniformity it is, its
determination that all income, regardless of its historical classification, should be
apl)portioncd by a uniform formula.

COMBINED I0,PORTING AND CONSOLIDATED RETURNS

The central issue with respect to proposed federal interstate tax legislation is the
resolution of methods states may use for determining the income of multistate
corporate taxpayers which are commonly owned and are conducting their affairs
through more than one corporate entity. Under such facts some states, in appor-
tioning income, take into account only the income and factors of each separate
corporation. Other states, such as California and Oregon, take into account all of
the income of a group of separate but commonly owned and operated corporations
of an integrated l)usiness fo r the purpose of determining the amount of income
al)portioned to the taxing state. This method of determining income of a unitary
group of corporations is commonly referred to as the "comnl)ined report" approach.

All states determine the income of a single corporation n which conducts its
activities in more than one state by an apportionment foIrmula, which in almost
all cases is the three-factor formula specified by the Uniform divisionn of Income
for Tax Purposes Act. The California and Oregon approach differs from the

rlatctice of other states only in that an integrated )usinless, comonmly referred
to as It unitary ]) lsile'ss, is for purposes 'of det(ermni ng income treated as one
business. nhder the "comb ined relport" al)l)roach, the s(parat(e corp)rate entities
of the groul) are m 4t disregarded. Inst ead, the "comleined rel)prt'' is simply the
coml)utation by formula Inet-h( d of the unitary I)usiness income )rol)erly re-
portable by Ineilbers of the unitary grolp.

Tihe combined report, method insures that an economic unit is not, taxed unless
inc one is realized by the entire unit. In addition, its utilization makes it til-
liecessary to examine intercom)any transactions in great detail in border to (leter-
mine whether or not a fair price standard has been adoIpted )r whether ()r not
inter company charges, such as for overhead, are so) arbitrary that an adj-st-m(,1t
is required. Trhe "conmlbined rel)ort" approach simply takes int aceoint the in-
cORim and factors, (f the entire economicc unit and re(ulirvs that the incomile be
determined by the realities of ihe toItal unitary o)eratio1ns and not by the c(rp)o-
rate foirm through which )art (f t unitary business may be C(tiidteted.

Somme legislative l)ro1posals svel) to r(,qiir, identical treatment ft -a consolidated
return and a conlbined report. A distinctioIn as to the tyl)es and )irl) s(es (If a
consolidated return and a combined report shulId he made in any legislative
l)rool)(Isal. \\hei a e(Itusolidated return is filed the income (If the commonly own(ed
corporati(ns is treated as a unit and taxed as a unit. Under the comnine(d relport
inoth Id, information as to the comt biiid income and factors is needed only to
)roperly determine the amount, of income attributable to the business cInducted

in the state. Once the income at trilutable to a state is determined it. is con-
sidered the incIme (If the taxpayer conducting I)business in the state. Thus, unlike
a true consolidated return where the tax is coimlptted )n the combined inc,,me (f at
groulp (If corr ations for which one or mo)re or all are liahle, under the combined
report meth 11o1d each nlel)er (f the affiliated unitary group is a sel)arate t'lxlyptr
which is liable only for its own taxes on its (\\n income,.

California and Oregon )nly include in the co mbined group commonly owned
corl)orations which are engaged in a unitary business. A corporation is a )art of a
''unitary business" if its (operations within the state substantially contribute to,
or are dependent upon, operations without the state.

California has used the combined repo ,rt ap)r,,ach fo r determining inline for
over 35 years. There are now a)p)r,,ximately 14,000 ctrporati(,ns which use
the "c,,mbined rel),,rt" al)proach for determining the amount (If income, subject
to tax. While some have criticized the "c,,mnbined rel)(,rt" al)l)r,,ach, only three
cases have arisen in California challenging the "combined report," approach,
and one o(f the cases has n(t yet been heard by the trial court. The cases involving
the "co lbined report" approach are Edisou California Stores, Inc. v. ,cColgan,
30 Cal. 2d 472; Chase Brass and Co)pper Co. v. Franchise 'Pax Board, 10 ('al.
App 3d 496, and The Firestone Tire & Rubber Company v. Franchise Tax Board,
Los Angeles County Superior Court No. C--31243, filed June 2, 1972.

The difliculty (If applying the unitary concept has been oIverstated by sonie of
its critics. Furthermore, the "unitary concel)t' is far lmore definite and easier to
atp 1v than the non-arm's length test required bIy S. 1245.

It'has been suggested that the contribution-deendency tet may be outimoded.
In an article which was published in Vol. 15 UCLA Law Review, November
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1967, pp. 155 to 175, Messrs. Frank M. Keesling and John S. Warren stated on
page 172:

"The idea that a company might sustain losses from business transactions in
certain areas and realize prolits from business transactions in other areas is coli-
monly held and is fully in accord with what may be referred to as conventional
conceptions of source of income. But such conventional concel)tions are both
archaic and myopic. A broader conception of unity is needed to keep pace with the
increasingly co )lex commercial, industrial and financial wAoild.47

The original House bill, II.R. 11798, 89th Congress, concluded that consoli-
dation could be required in any ease of affiliation by common ties or more than
50% of stock ownership. The bill provided that either state tax administrators
or taxpayers could insist ul)n consolidation. By so providing, it would be possible
to obviate the inaccuracies that, flow from separate acc()unting among members
of a multicor),orate grouij), and the multicorporate enterl)rise would be able to
insist that its total liabilities to all states be no greater than if all its operations
were conducted byi a single corl)orate entity.

The ownership) test as the s(le basis for com)ind reporting is provided for by
Sect ion 301 (d) of S. 2092. The basic difference between S. 2092, and II.R. 11798
is that the required stock ownership is increased from "over 50t4 '' to "8 0 (Y''.

S. 1245 l)recludes the use of a conlined rel)ort, for determining income unless
either the taxpayer or a state can establish that a taxpayer has engaged in non-
arm's-length transactions which cause a material distortion of income.

The use of a combined report for determining income is not based uipon the
concel)t that members of a unitary business have not acted at arm's length.
It is used because separate accounting, regardless of its mathematical accuracy,
does int )rol)etrly reflvet the income of a imitary business. For example, assume
one (,corl)oration manufactures an item which is sold by another wholly owned
corporation and that combined net income is $1 million. In such case, should it,
matter if separate accounting records reflected that one corporation earned $3
million, and that the uther c orp' ration lost $2 million?

It, is also noted that S. 1245 contains the startling l)rol)osition that, the tax-
payer can force consodidat In by showing that, it, has engaged in non-arm's-
leiigth transact ions. Thus, under such a provision, if a taxpayer wanted to have
a b ss operation included in a consolidated report, all that. is required is foir it, to
tell its emitrolled subsidiary to enter into a non-arm's-length transaction.

The Il)ractical difficulties of a)plying Seetion 482 of the Internal Revenue
Code, ulpon which the niin-arm's-length l)rovision is based, can best be determined
from Internal Revenu Service auditors. The section has been used so sparingly
that it is referred to as "the silent policeman." If the Internal Revenue Service
finds the section is difficult. to apply, the states would find it impossible to apply.
Particularly when detailed examination of records throughout the country may
be re(luired simply in order to make a preliminary screening. The m -arn's-
length I)ro iposal, in practical effect, prohil)its the determination n of income under
tie "combined report" al)l)roiach. Such a provision would permit taxpayers to control
the amount * of (1d p1ace where their income is subjeced to lax. Thus, tax consequences
would be governed by the corporate forrm in which a business is conducted.
This l)rovision violates the most, basic principle of tax law-namely, that taxes
jitust N, determined by substance.

The "cihiined rep( rt" alp)roach requires that the income of am economic unit
be determined by the realities of the total activities of a tcommonly owned group
of c rlmirati ms. Trhe only valid ol),jection to such method is that, it is not utilized
by all states and, at least from a theoretical viewpoint, could cause overtaxation.
lhis objection can be met if a clear guideline is )rovided. Since any statutory
)rovisim incorporating the unitary concel)t would he subject to interl)retation,

which may not, int all cases, be uniform, a practical test for combination would
be one Ibased on ownership. Under such a test, because of the diverse activities
of some businesses, the tax attributed to a particular state may seem inequitable
when compared with separate accounting income attributale to that. state.

o4 The 'diversified,' 'onglomerate' or 'polyglot' corporation is becoming common in modern 1) Still e,
John K. ( ialbralith suggests it reason: 'It cofnlines great size with highly diverse lii(s of manufacture. Thus
it can absorb the adverse comtse(iuences of uncertainty that cannot otherwise be eliminated. Uncontrolled
aversion of customers to one product, such as aircraft, is unlikely to affect telephones or building materials.
The effects of market uncertainty are thus contained in what will often he a relatively small part of the
total planning unit.' J. (IALB RAITII, TIE NEW IN 1) USTRIAL STATE 27 (1967). lie cites the exam-
ple of General Dynamics ('orporation which was al)le to survive a $425 million loss In the jet transport
program of its Convair Division because its other products -- missiles, building materials, submarines am.d
telel)hois- --prodticed annual revemues of around $2 billion. If o(ne divisionn saves the corporation from ieing
wrecked by ftlhical disaster in another division, isn't this adequate evidence of unity even though the two
divisions are engaged in different types of l)usiess?"
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However, such an ownership test, applied by all states, would prevent a business
from being exposed to tax on more than 100% of its income. Thus, an ownership
rule is suggested not for its merit, but for its simplicity.

"FOREIGN SOURCE" INCOME

There have been many statements made to the effect California taxes foreign
source income and thus Injects itself into the domain of international law. These
statements are incorrect and seem to be based oil a fundamental misconception
as to the issue involved.

Neither California nor any other state taxes foreign source income. What is
done by states using the unitary concept is that all of the income producing
activities of a company are considered regardless of where such activities are
conducted. The state then taxes that portion of the total income properly appor-
tionable to the state based on that state's factors. S. 1245 prohibits the apportion-
ment of "foreign source" income, which, when coupled with the prohibition
against taxing dividends from "foreign source" income, results in a total exclusion
from the tax base of income earned outside the United States.

If states are prohibited from taking into account the income and factors of a
unitary business located in a foreign country, they are compelled to give prefer-
ential treatment to corporations doing business abroad simply because the Federal
Government does. There is no rational basis nor legal support for such a position.
The Congress of the United States sets policy in many areas through its income
tax laws. To contend, however, that every matter of policy set by Congress must
be duplicated by the several states is preposterous.

One of the leading United States Supreme Court cases involving state corpora-
tion income taxes is fass, Rateliff & Gretten, Limited v. State Tax Commission,
266 U.S. 271 (1924). Under the facts of the case the corporation had no net
income upon which it was subject to federal income tax. It did have overall net
income in excess of $2 million a portion of which was allocated to the State of
New York. In upholding the Rew York tax, the court stated at page 283:

"The fact that the Company may not have had any net income upon which it
was subject to payment of income tax to the Federal Government, obviously
does not show that it received no net income from the business carried on in New
York."

There is no justification for legislation which prevents states from taxing all
income derived from within its boundaries, nor which requires the application of
different tax laws because of the geographic location of a part of a unitary business.
A provision such as contained in S. 1245 would simply exempt much of the income
of some large multistate corporations. It would also give the large corporations
with foreign subsidiaries a competitive advantage over the smaller corporations
which conduct their business within the United States.

A provision such as contained in S. 1245, relating to exemption of income from
"foreign sources," would prevent states from determining the income of corpora-
tions by taking into account their total operations. Accordingly, it is recommended
that the preferential treatment of "foreign source" income as provided for by
S. 1245 be rejected.

INCOME FROM CONTINENTAL SHELF AREAS

The only bill introduced which covers this area is S. 1245. Under Sec. 207(a) (1)
of the bill apportionable income does not include income from sources without the
United States. In addition, Title 43 of Section 1333 of the United States Code
excludes from state taxation income from continental shelf areas.

Section 522 of S. 1245 provides that income from sources without the United
States means income from sources without the United States determined under
the Internal Revenue Code, except that Section 638 shall not apply. Section 638
relates to continental shelf areas.

Since the income is exempt, and as the property, payroll and sales are not
included in the numerator of any state's apportionment formula, this l)rovision
seems to be designed to have such property included in the denominator of the
apportionment formula. Such a provision would attribute income (exclusive of
that arising from continental shelf areas) to such areas.

Such a proposal not only exempts income frolm the continental shelf areas, but
apportions otherwise apportionable state income thereto. Such preferential tax
treatment for a special class again demonstrates that the provisions of S. 1245
are designed to provide the maximum tax benefit for large multi-national corpo-
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rations. It is recommended that this provision, like others which would provide
special tax benefit for a special class of taxpayers, be deleted.

APPORTIONMENT FORMULAS

The traditonal and commonly accepted apportionment formula consists of
three factors, which are a property factor, a payroll factor, and a sales factor.
This formula has been used by most states for many years.

The House of Representative Tax Acts are the only legislative proposals which
have not incorporated the usual three factor formula. The House Acts omitted
the sales factor, which reflects activity in the market states, and proposed a two
factor formula. The factors consist of property and payroll. It was so developed
so that the Acts jurisdictional standard and the apportionmnent formula would
be congruent.

The most common apportionmnent formula is that provided for by the Uniform
Division of Income for Tax Purposes Act (referred to hereafter as the Uniform
Act). California is one of the 28 states which has adopted the Uniform Act.

Practically all apportionment formulas provide that the property factor
consists of real and tangible personal property. Rented property is also'included
in the property factor in most cases, and the rental property is 'alued at eight
times the net rental. Property is valued at its original cost which has been con-
strued under regulations recommended by the National Association of Tax
Administrators and the Multistate Tax Commission to mean its original tax basis.

S. 2029 excludes from the property factor the value of any property located in a
state in which the corporation is not taxable.

The payroll factor of most apportionment formulas is similar to the payroll
factor provided for by the Uniform Division of Income for Tax Purposes Act.
In general, under the uniform Act, payrolls are attributed to the state where com-
pensation is reported for unemployment insurance tax purposes.

The most radical deviation fr(;m what has been considered as a noncontro-
versial factor is contained in Section 203(c) of S. 1245. Section 203(c) provides
that the only wages included in thepayroll factor are wages as defined in Section
3306(b) of the Internal Revenue Code. Thus, wages under this provision are
limited to $4,200 per employee. If a payroll facltqr is to t)e employed, and it, is a
significant income-producing factor, there is no justification for not including in
the payroll factor all compensation paid to eml)ioyees.

Again, this'factor, as in the case for all factors, should be designed so that all
income is attributed to the states which have jurisdiction to impose an income tax.

The most controversial, and the most difficult factor is the sales factor. This
factor was omitted from the House Interstate Tax Bills. Almost all states, includ-
ing California, have adopted a sales factor. Unless such factor is included in the
apportionment formula, in many cases there would be drastic shifts in tax burdens.
In general the omission of a sales factor would cause an increase in the tax of
locally based businesses, and would result in a decrease in tax for out-of-state
based businesses.

In order to minimize the amount of income which could be attributed to a
state which does not have jurisdiction to tax, the Uniform Act provides that
sales will be assigned on a destination basis unless the taxpayer sells to the U.S.
Government or ships to a state in which it is not taxable. In this case the sales
are attributed to the state from which the property is shipped.

S. 1245 includes in the sales factor receipts from the sale of tangible personal
property, receipts from the rental of tangible personal property, and sales, other
than sales of tangible personal property if the income-producing activity is per-
formed in one state or, if the income-producing activity is performed in more
than one state, all sales are attributed to the state where the greater proportion
of the income-producing activity occurred based on costs of performance. Sales
of tangible personal property are attributed to the place where the l)ro erty is
received by the purchaser after all transportation has been completed. Sales to
foreign countries are included in the denominator, even though the seller is not
taxable therein.

The sales factor in S. 1245 unduly favors the interstate seller in that it may
assign sales to many states in which the seller is not subject to tax, thereby
giving it a competitive advantage over a local business which is subject to tax
on all of its income. Furthermore, unless the factors are designed so as to attribute
income only to states which have jurisdiction to impose a tax, the straight destina-
tion rule will apply most unevenly. For example, a mail order business may be
able to attribute almost one-third of its income to states which do not have
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jurisdiction to impose a tax. Also, businesses which sell products which do not
require servicing, such as tobacco or liquor, could attribute large ton nts of income
to states where they are tax exempt under the straight destination rule, and the
high jurisdictional threshold of S. 1245.

Sec. 204(b) (2), which includes in the sales factor receipts from sales other than
from sales of tangible personal property, would create many complex administra-
tive I)roblems and lead to inequitable results. The provision was adopted from
the Uniform Act. However, the regulations have greatly limited the,a)plication
(of the l)r(vision. This was first, acc(mlplished by providing that, the section does
not a))ly if a taxpayer is engaged in a business where its )rincipal activity c(il-
sists of sales, other than sales of tangible personal property. The later regulations
treat each activity as a separate transaction so that income is attributed to the
)lace where the income is earned. In general, these businesses consist of those

selling )ersonal services.
For examl)le, if an engineering consulting firm built a bridge across a river on

the b)order of tw() states and 491) of the c(sts of performance are incurred in one
state and 51% in the other, the total receipts under S. 1245 are attributed to the
5l % state.

Another example may be a firm engaged in a research and develo)pment project
for the United States ( "vernnent. I)uring the course )f its research it may
engage in activities in eight states; however, under S. 1245, all of the sales would
be attributed t) one state where the greatest income producing activity occurred,
based ,in c)sts of performance.

It, is also clear that the treatment of sales as providedd for by S. 1245, in most
cases, wmild permit (only me state to i i lmse tax mt illc(Ilile derived frIln S(S irces
within a state by mallagemlleit, firms, advertising agencies, architect:i, insurance
agencies, and assayers, unless tlic greater Ij) ))rtion (of the incime-lrolucing
activity occurred ill that state, based on e(osts of performancee.

Sectii 207(1) )ermits taxpayers to include in the sales factor sales from outside
the I'.8. if apport iollable icmme includes inemne derived from such sales. Taxpayers
are l)erinitted to include such sales in the sales factor r, whether m! not they are
sulbjvet to tax in the f reign comntr . It has been suggested that the foreign c ntry
has exeriesed its taxing jurisdict nl 1)y permitting shipments (of the lro)ert\".
Illwever, if til al)pmItiillntt fi urmmula is to apply equitablly, it should attribute
imci) ue (only t) areas which have jurisdiction to, ilipoise an i nemne tax, determined
by the laws and Consi it tit ion o) the Unlited States. Uimlss this is done thise
businesses which sell t angible iersoinal l)r(perty outside the United States would
be granted a, tax advantage (ver those which em line their sales tii the several
,t ates. Sales attribut able t( forcing cimtries should be ( treated the same as sales
attriiutable to other states, and such sales should be att rib ited toi a foreign
entry minly if that etuntry cil(l imllp)se an i uemue tax by application of judicial
cIineepts as deveh)ped under the laws and Cimistitution of the United State.s.

It is therefo ire suggested that ill order to attribute imciimne only to i those stat('s
which have jurisdiction to imnl)se an income tax the den, miator for each factor
consist of the ti)tl of the numerators o)f the states which have jurisdiction to
imloise a tax. Th( appi)rtioinmet. formula contains a sales factor so as ti) reflect
activities in the market states. Also, for ease ipf adniiinistratioi, the sales factor
Should include only rec('ipts frm the sale (if tangible ipersonal property, receipts
from the rental ()f such pr()(erty, and receil)ts from the sale of real property, if a
taxpayer is engaged l)rimarily in the sale of real property.

DIVIDEND INCOME

According to the Internal Revenue Service Statistics Income, 1968, Corpora-
timn Iticome Tax Relurns, approximately $6.8 billion of the $84 )illi(in t4)tal net
income rel)orted was dividend income. Thus, approximately 8.20) of corporate
income is attributable to dividends. The federal ratio of dividend income to
net income would also be al)l)licable to state taxes but may vary somewhat from
state to state.

Because of the significance of dividend income, most legislative l)rol)osals
contain special lprvisions regarding its taxation. Boith S. 1245 and S. 2092 exclude
from the tax base dividends received front corporations in which the taxpayer
oxwns more than 50% (S. 1245) or 80% (S. 2092) of the voting stock. Both )ills
sign dividends, which are taxable, to the state of the taxpayer's commercial
domicile.

Dividend income, like interest or other items of income realized from intangibles
is income. The extent and manner in which such income is taxed, like all other
items of income which includes a state's tax base, should be left to the state
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legislatures. Thus, if a state chooses it should be free to allow an 85% deduction
for dividends received from domestic corporations, or exempt them entirely, as
do some states, or tax such income in whatever manner is appropriate.

There is a valid reason for excluding from the tax base dividend income received
by a corporation from its affiliates if the income of the corporation and its affiliates
can be determined on the basis of a combined report. In this case, since for pur-
)os(S of determining income the affiliated group is treated as a unit, it is proper

to disregard a transfer of funds from one entity to another since such transfer
does not increase the real income of the affiliated group.

S. 1245 and S. 2092 limit the taxation of dividends to the state of the taxpayer's
commercial domicile. This is the manner in which California taxes dividend
income, after allowing a deduction for income included in a combined report and
for income previously included in the measure of the tax. The method adopted
by California undoubtedly was so adopted because of grade doubts as to whether
or not dividends received l)y corporations commercially domiciled outside of
California could be required to include dividend income in their al)l)ortionable
income tax base. The considerations which gave rise to the California law may not
be a significant factor with respect to federal legislation. If federal legislation can
providee for the apportionment of all of a corporation's income, there seems to be

no reason why a special rule need be adopted for dividend income.
If all dividend income is al)portioned, all classes of taxpayers would be treated

more equitably-. Under present law many corporations have their commercial
doimiciles in states which do not impose an income tax, or which exempt all
dividends from the tax base. Other states, such its California, tax dividend income
except that paid from income included in a combined rel)ort or paid from l)revi-
01usly taxed income. Thus, under the l)resent California law California domiciled
c(,rp)orations suffer a heavier tax )urden than do their competitors when they
are located in a state which does not tax dividend income. Tax equality as a

,similarly situated corporation could best be maintained if all corporate income,
including dividend income, is apportioned by an al)propriate apportionment
fo)rlula.

P1IIIIBIITION OF ADJUSTMENTS WITH RESPECT TO TAX EXEMPT INCOME

S. 1245 provides that income and dividends from sources without the United
States, and dividends received from a corporation in which a taxpayer owns 50%
or more of the stock of a ci )rporation are exeml)t from state tax. Sec. 207(a) 1)ro-
hibits a state from making offsetting adjustments with respect to exempt income.

Under this provision a taxpayer would be permitted to borrow money to
purchase a foreign subsidiary and pay the interest on the loan from its United
States source earnings which would reduce the amount of income subject to
al))orti(nment, and receive its foreign source income exempt from state taxes.

We think this is clearly a tax avoidance I)rol)osal. If any guidelines are to be
provided with respect to "taxable-nontaxable income and expenses, it is suggested
that they be no i c ire restrictive thani are those provided in Section 265 of the
Internal Revemm(e C,,de which provide for the allocation of interest and expenses
with respect to tax-exempt income.

LIABILITY FOR UNASSESSED TAXES

All oif the h ills which have been introduced provide that no state or political
subdivision shall have the 1i)e\v(r, after the date of enactment, to assess a person
for a tax utnles his activities meet the )ill's jurisdictional standards.

This prw'ii,)n is based umcn Section 2(a) of Public Law 86-272. However,
Ptiblic Law S()-272 was enacted because it was feared that the decisions of the
United States Sulpreme Court. in Northwestern States Portland Cemeni Co. v. Mi-
nicsola and T. I'. 1Williams, Commissiowr v. Stockham Valves and Fittings, I ie.
(79 Sup. Ct. 357 (1959)), had exposed businesses to state income taxes on activi-
ties which theretfcce had been considered immune. Because of the broad scope of
the language (if the Supreme Court, Congress provided that the assessment of
taxes p(i)libited by the bill shall not be made after enactment of the bill, even
though the assessneut is for prior years.

State taxing jurisdiction has been static since 1959. Furthermore, P.L. 86-272
has l)rovided a jurisdictional guideline to businesses. If a much higher juris-
dictional standard is mandated upon the states, a provision barring the assessment
of taxes for prior years would only reward those taxpayers which have failed to
comply with a state's tax laws. Those taxpayers which have ignored their respon-
sibility with respect to state tax laws should be required to meet their obligations
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just as have most taxpayers which do comply with state tax laws. It is therefore
recommended that if higher jurisdictional standards are imposed states he free to
assess and collect amounts due from those taxpayers which have failed to comply
with their tax laws.

FEDERAL COURT REVIEW OF STATE ASSESSMENTS

S. 1245 is the only one of the state tax bills which relates to federal review.
The bill would deny to state courts review of any dispute arising under the Act
or under P.L. 86-272. It may first be questioned as to whether Congress could
deny to state courts jurisdiction over state tax disputes. Such appeals would be
to the Court of Claims for a review de novo, after the final decision ()f a state
administrative body. It further permits taxpayers to bind any state given notice
or appearing as a l)arty. Actions of the Court of Claims are subject to review by
the Supreme Court of the United States under Title 28, Sec. 1254, United States
Code. Under this section review is limited to (1) Writs of Certiorari, (2) where a
state statute is held unconstitutional, and (3) certification )y the Court of Appeals
of any, question of law or instruction desired. Since the third ground refers spe-
cifically to the Court (,f Appeals, and as the disputes are limited to those arising
under the Act or P.L. 86-272, the appeals would be limited in scope.

Under this provision a taxpayer could choose the state in which it wished to
commence its litigation. Only upon appeal would a state which mnay have the
greatest interest in the outcome of the litigation, be nottilied. It is only at. such
time that a state would be in a )()sition to begin its audit development of the
facts. Furthermore, states would be compelled to follow and l)articipate in all
litigation. Almost any decision co uld be important because of precedent effect.
Thus, states would either he compelled to greatly enlarge their audit and legal
staffs, or permit decisions which directly affect theiii and their tax base to be
made without their )articil)ation. The bill also does not provide where hearings
would be conducted. Wherever conducted, it would seem that a numinber of states
would be compelled to incur significant additional exl)enses.

As justification for such a drastic l)rol)posal, it is suggested that such action is
necessary because (of different results with respect to- the Keiuec it t Cl)pl)(,r
C)roration in the cases of Chase Brass and Copper Co. v. Franchise 7ax Board,
86 Ca. Il)tr. 350, and Ken necolt Copper Corp., et (it. v. Stale Tax Commissioer.
(Utah Supreme Court, unreported, case No. 12498, liled 1/24/72). That case
involved state statutes, and does not establish that the state courts would be
less consistent that other courts if they were construing a uniform federal statute.
Furthermtore, sonic ci flict in complex areas of law is normal and expected. For
examl)le, most of ti appeals accel)ted bY the United States Sulpreme Court from
the Court of Ap)eals arising une(r the Ititeral Revenue (ode are granted to
resolve conflicts aning the circuiits. If states' cm rts were operattilg un(Ier a
common federal statute, the same reiedies would be available for resolving
conflicts among the state cmurt decisit.4. Time cases which ar,-ze mder 1). I,. 86-272
(id not demonstrate that the states' c ,irts failed to act reas namblv. ( Certainlv
there should be no presuul)ti )1t that the states' judicial systeius will fail simlyl'
because the\- are resolving displts 11d1er a fe(derally iimposed status t. Aec(,rdiigly,
it is recomimndd that the, rsoh itii if state tax (tisplites be uider the j iurisdicti mu
of state judicial systems.

LFFECTVi; DATES

The income tax provisims t f the bills which have bIe introduced are effective
for taxable years eii(tnig after tlhe date ,f the eniactiient (11.11. 977 uuud S. 2092)
or beginning on or after o(ne year frmu the (late of ('uactmnent (S. 12415). Nimle f
these coml)lex bills alvow adequate tiuue for iuuulelleivhtation.

If state tax laws are ti undergo falr reaching and radical change, states u must be
allowed a reasonable anin llnt Oif ti ii m to I prel)'are for such Unl)recedhii ted u phea vals
in their tax laws. In (order to make transition as orderly as poissilde, c sideral)le
lead time would be required for exatliple to:

1. Familiarize 1)ersomnel with the changes;
2. Prepare al)l)rol)riate forms and instructions for the guidance of ttxl)ayers;-

and
3. Review existing laws and make required adjustments.

In addition, if major changes are proposed, the operative date of any lrol)osed
change should be deferred so that, its lrovisioms can be reviewed in detail so as to
determine whether ,,r not revisions will be required before they are effective.

Accordingly, it is recommended that if comprehensive legislation is enacted the
substantive provisions, at a minimum, not become operative with respect to
taxable years ending three taxable years after the date of enactment.
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SUMMARY OF PRINCIPAL POINTS OF THE CALIFORNIA STATE BOARD
OF EQUALIZATION RELATING TO SALES AND USE TAXES

1. The Congress should not, enact federal legislation inhibiting the imposition
of state sales and use taxes.

(a) The jurisdictional standards established by a series of United States
Supreme Cdurt decisions are well understood and not difficult for businesses and
tax administrators to folhw.

(b) Many multistate businesses do not consider a need for federal intervention
in state sales and wse taxation.

(c) The burdens of multistate businesses selling across state lines under the
established nexus guidelines lire int greater than the burdens of the interstate
busiisseCs with which they compete.

2. If federal legislation is enacted with respect to sales and use taxes, the fol-
lowing pointss snmld be considered:

(a) Congress should not require application of the l)rincil)1es of Public Law
86-272 to sales and use taxes. To (1o s would create gross discrimination against
merchants within the state who are il competition with out-or-state businesses.
Large revenue losses to the states would result.

(G) Congress should not imnl)ose the registration nunl)er co cepts of S. 1245
(Mat hias-ltibici ff) ul mn the states. To) do so inhibits the states in (obtaining com-
plialtee fronl 11tittistat, business because the audit efforts of the states would be
fired away froin tlie iasic s urce---seller collection.

(e) Cti nglress should 1is( the princilplos of S. 282 (Cranston-'ulnney) as a model
ftir any federal legislation in the s,les and use tax field. This hill is acceptable to
the business (ciitiln itv and inny of the states. It, would provide relief to small
businesses in dealing wit h a niultipidle (if non-uniforim local sales and use taxes
and those lical sales and uso taxes that, are not statc-administered.

(d) As a further mneasire Of relief for small businesses, Congress might consider
est:ib!isting reasmnable ininitnin relrting pcrid(s where a business is wvitlolut
a I u,)iness hc'atii ,u in a state and lias small tax liabilities.

3. ( igress sllod give c ms(,let to the lur'seilt l multistate Tax C()tl)act biltt
withn)ut Iliakilig its met i lhrshii i' circive atnd witlh( ot ch,,mging its r(le fr(m
lhat (f ai advisory b( (ly tU to(v that becoits a third level ()f govelne l, t . CGin-

gress sh uld provide for a I)erintlic review ()f the prqgrss (of the Multistate Tax
( l('ipact and the Multistate Tax (uimmuissio ,.

COMMENTS 01" TillE CALIFOI(NI A sr'ri-: 1O.AIID ( OF EQUALIZATION

Ill the interests f ceoisrving the tine of the Subconunitiee, we requested
that, our testiliony relating to sales mid use t iixationm be combined with the
Iiresettaiion i ade hv the Franelise Tax i mrard iy MIr. Bruce V. Walker. Since
we had the o(l)I)or, i111 y tii )rs5tlt (Il- basic view'; ill writing to your Slubeotllmitte(e
talr at the 1,ulid table di-eusii)n held on August, 10, 1973, we will tit again
rl eat in detail th(, Ii nts tmade at that tinl, e)y Na Chief Counsel. A cop\ (of
these writt n coniet hi, dated August 10, 1973, is attached heretio, incorl)porated
lhreili, and ttiIL'k(.d .xllil)it A. \e resl)ict fully reqiest that they he made a Ipart
4of your Suiliconittittee rcord. In addition, we I have several points that we desire
to) I)r+':01t to t'he Sbeoi(illtlit-tee.

1. Acd for /cdviral s(i( ad usC tax legislation
California'- basic Ipsiti in ik that the Co ngress sould not ettact Federal legis-

lation iniibiting t he state sales and ulse taxes. lilterst:ate sellers with presence
(nexu.s) in a stUate are in Ci iltlnpetition with l ,cal merchants. Be they large or small
they should be treated the same as l(cal merclants.

\ine i(t( that the ( )ST pi )sitini ion the. need for Federal legislation in the sales
and use tax area, was exi)ressed in July 1973 by Mr. Villiam It. Brown, the COST
Associated Research i)irector, thusly:

,ost COST corporate imers doi not consider the state sales tax as the area
where they persmally feel the n((.d for Federal interstate tax legislation-rather
their desire foir Federal legislation restilts from problems that have developed in
re(cntt years in tlte Cil)rirate income tax field."

2. Problems of " small businesses"
If the Congress finds that Federal legislation relating to sales and use taxation

is-essential, and especially with respect to local taxes, it should use the provisions
of S. 282 (Cranston-Tunntey) as a model. This bill codifies the jurisdictional
standards for state sales and ,use taxes as they have been set by a series of decisions
of the United States Supreme Court. Furthermore "small businesses" are relieved
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of accounting for non-uniform local sales and use taxes where their nexus with
local jurisdictions is solicitation only. The case of Texas, Inc. (Texad Specialty
Company) mentioned at the round table discussions with your staff on August 10,
1973, and now pending on appeal to the United States Supreme Court (No.
72-1670) while framed in terms of nexus serves to point up the potential problems
of lmilt istate: business in having to deal separately with a multitijde of local
jurikdictions. \We nmake n,) em'inent on the merits of the basic legal issue now
pending b if,,re the court. Nevertheles, from the facts set forth in the jurisdic-
tional statement of the ap)ellant we would Ioint out the l)urdens of any l)usine's
similar to Te-xal's w( lid be greatly relieved by having to contend only with the
several states anld those uniform local taxes which are state-administered and
tivated a4 -4tato taxe:, imider S. 2S2 (Cranston-Tunney).

Sme 1prpIments of small I)tsiness want tie i)rincil)les of P'ui)lic Law 86-272
a.lplied to saltds an(d use, taxes. That. is, they want to allow sllicitation-only into
a miarkel state, without the resl)imsil)ilily it collect, their use taxes of the market
state. This, in (lr pinionon, wmild be tile w ,rst possible "solution."

We are aware of nationwide firms selling ),,,,ks, magazines, record albums,
readv-ti,-wear dresses, kitchen li uensils, ('i smet ies, plastic items, and a host,
,,f nt her . insniier iroduets which ci llectivelv have very signiicamt, multimillion
d ,,lbar retail ,alhs v iun(es iased 11 tp n sales siolicited in the state but without
the in il enalnc' oif a business , diee in o'ur state. We are also aware that there
are t1i:1liy m irills that have the ability to change their mlethods to solicitat iin-
onlY if they" cIld obtain i tax advantage. These firns could obtain t(til tax
iilliiliit'v alld Cmil)ete oll lill nfail basis with olul hal sellers if Public Law
86-272 colc()ts were applied toi sales and us, taxation. The result, would be
till iitiil l)f 'evelilie for (till state alimmie estinatedi at t15 to $20 million per
vear. Much i'1ire iipiolantl, tile result, wuld be to create tax h,,,)pholes and dis-
(,liii nat i i i i Inalarke t place in favor r ofo t-'4-state solieitatiC n-imiy sellers.
The sante is tr ue for ill a othr saies tax states.

The alathia. -lii icoi1ff iill, S. 1245, offers another so dliohin in See. 304. That
is th e S11-called .ales tax regisirat ioin uiti ber pri posal whereby sales to business
p)itrih.-reis 1, v wll-(if-.t ate sellers w\ithlhuit. business 1(wnat iolns ill tile state c mld
I, f'red ')f las' tax colieiot r.-sl )imsiilitv. 'The, states w'iitld li be r'elegated
to ci ilct heir Iise taxes directly friuln the registered business biuyers. This pro-
pi nsal, whil' il lt nilarly 'as drn -I ic as tie Public Law 86-272 al)l)roach has tlie effect
If ilihiblitig tle ability of tile states tim use the one most. ('fleetive tool for use
tax c,)nlal)nnci', i.e., seller 'olle(tion. ()ilr- :idi t efforts would tend to he splintered
andh directedd at a lai'ge universe (f business bitvers, each of whiii las made
r',laliv'ly' smll purchases wheti emiil)ared to tile audiitiig of sellers whei'e the
)1l'liihsi's are Ceitee'dcl. Filt'therilire, \we \\auld be required to register thmliisaids

(if .i'e'vice indlitistries, farmers and professionals who l)urchiase fr'omn out-if-state
sflicital- v 'veidors and wi'ho are n(t, nohi\w directly concerned in sales and
ui ' . c iAceiiltiltg aind tie filing iof returns.

*- m. lii't'l alid that, smite l)e i)inentls of S. 1245 recognize the ned for revising
the, i'reistratii Inumber lpr(il)Cisail toi restrict it to a siallr class of buYer,; that
W\o'l1 have to be registered. We have nit se'n the proposed amendments to) date
nfie : in iable to fully cimtli',it, ()in their effect. Nevertheless, we would oppose,

atiV system which ou(xild idercut (il" audit and ecilpliance effectiveness and
which ill turn would result in tatx leakage and non-coml)ilice.

Oil' I iB ii il tllat small businesses at'e c)tieerned with is having to report fre-
(IlellYly very siall anountis of tax liabilities to a number if states. It has been
vlailiicd lhat ill iiiiv itistatnces iioie'( exl)ense is involved in )r'ep)aring the returns
thall ti' antimiilt oif t ax report ed. We recognized this lit'ithletn. \We hliave the ability
iticdl. (imll' state law't iti adjust, reo()iting I)('rioi(ls sio that they have some relation-
ship In a)x li ilit y. v'ii erxamlIe, although our basic reporting period is quarterly,
\ e, ha\vk 134,00() iecmllnls on an allaillil rep)rtiig basis. Sonie of our sister states
hi\'' imifnlY repioi'iig requirements vit hotiit the degree of administrative flexi-
bilit *v that \we, have tinder (oilr state law. So tony (as to e.sr'ape of taxation would be
permii/cd by Federal legislation, we can see li) serim nis object ion, if such legislation
is i) bhe enacted, that it caiin it ama lro'isoln reqiiring reasonable t ax reporting in-
('i'vals fior itli-i'mine-se without i business licatiin i in a states and with small' tax

liab~ilities.

3. Approval of multistate tax compact
We woild respectfully request that Congressional approval be given to the

present form of the Multistate Tax Compact. As a purely legal proposition it may
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be argued (and we are of the view) that Congressional consent i, technically Iu-
necessary. Nevertheless, ('misteit, at, this point would stimulate a healthy gro\\th
of the cooperative efforts of the states to ameliorate a mnl)t'r of Ihe l)ro)hleins of
nultistatei taxation. The l)uliss of the Compact are to promote further ,'(luil y
and uniformity in tax systems and to facilitate det ernination of the 1)r" yer tax
liability of hiltistate taxpayers. The (onilmact and the multistat e Tax Co mu is-
sio have made progre,-s to this end. We sll])ect that some of the ,ppositidi to
strengi hening (,f the (- a pet Iby (oilgressional approval ari.,s frll those 'ho
view with Illarni the idea. of the staivs W\i\rkiug together so thait there will Ihoe full
tax coverage with less escape caused by slippfage in j)ioci'mneal dealigs bet 1wvel
the states and the nimltii ate taxpayers. The (il),:.ition to joint auditing by tile
Aihiltistate Tax (,,omiiiiss ion is di liel lt to understand ee m-;, this cipelrati ye
device relieves niultisiate blisillsscs of the inconveliele, of muultiple. aidits.

We vould like ti see the C(ngress approve the Comlpact without at this tilne
adding a(l(litional authority to tie Multistate Tax Coimis.i+iu. We believe it,
would I)e at mistake to create et ( nmnission whose findings aiid rc iuuliendatins
ake on the characteristics (if regulatimis ori' adjudicat iis binding uipoin the sev-

eral states. The appirol)riate role iif the Conmpact, and the C,,nm'iii should be
advisory. Foir this reason n, we d) init, favor the coIineop)ts of S. 2092 (Magnuson)
wherel)y melimbership ill the C in)1nis-zion becomes c,,urcive and thlie Commission in
effct beci imnm- a t third level of gove'rniennt.

In approving the imeselit, Compact \we think it, would be advisable for Congress
to provide fir a l)eriii(ic review of the accoml)lishmaents and effectiveness of the
Compact and the Multistatei Tax (o,,mmissiin in achieving the lur)oses set forth
as its ails. This alone wmlid Iprovidve a strong iilc,,ntiv,, to the cooperating states
to act in a reisinble and respi sive maimnr to develop solutions to prol)lemns of
multistate taxation. We believe this woild also ser'e ti strengthen the meniber-
ship of the C(ioipact.

The (California administration (losires ouir state t, become aa fullfledged partici-
pat. amid vitiimg meniler ,if tlie Multistate ('Tx Cinipact. ,As the most populous
state in tle I.nio, we believe we can be a coistruetive force in a ssisting the
several states to work togther in llhe intrsts of tax uumifiruuiity and amelioration
of mal ltistate taxpayer I r(,'llis.
4. The "Louiiau.u p!ln,

The concept of this plan is t allow full-sile tixatiiiu oif all sales i(f tallgible
pers'liill )rol)erty inde in the t'ni ed St v's, regairdless-i f liexus. The ide l, has
ipl).al, It, at t(,nil)ts to i )'('de a silml)lified metoldii i of taxatii in for those with no
l'esenlt iii .Xls Wit lN ll a imill'r (of stat('s or those \vit iii lliiminllm nexus.

We hai\( at. least one ser'iis res(sirvat ion. That is, whether under the Due
Process ('lanso (if the I¢(llit(,(,ltllh Amendmiint, ('iiongress can extend nexts to
includelthe-iiere entry of a product into the (lesi iiatimii state. As \,as stated
by the ciurt in the case of Natiowl 1ula.v Is Inc. v. Jepartmed of Revenue
of the State of Illinois, 38(i U.S. 7.53: "And in (let(riiinimg whether a state tax
falls within the confines of the Due Pri icess ('ltmse, the, Court has said that the
'siml)le but controlling question is whether the state has give anything for which"
it, can ask returnn' " \e have. n serious qist iim-" concerned with removal of
Commerce Chlaue i)arriers,, but, ec(rtainly existing Const it ut iinal case law as to
the Due Irooces., Clause gives uis pams(.

We also believe the l)attei(rn iif the prois:l should be changed so that Congress
wU ld nit, prohib it collect li of c(,,,ivemitii al sales and use taxes based upon
seller Sl licitatiion ll(,xus approved ii) S'ripto unless the individual seller without
a business location lects to bc, tax(d tinder the blanket, uniformnm tax prvisins.

Only very recently did we receive the first, draft. if the basic concepts uf the
)ro)osal. Without an actual bill draft wve are unable to completely forsee all of

-the problemss and are not sure we fully understand all of what, is hit ended. Only
by framing bill language \vill the l)r)l)m'ns fully surface. We anticipate that
there would be prol)lemns of interplay of the blaiket tax with the conventiilial
tax and with elections in and out. if the two systems. Also, conml)liance problems
are evident.

If the business community is reevl)tive, to the conceptS of the "Louisiana
Plan" we would be willing to try to cooperate in drafting modifications and
technical provisions that would be necessary to make tile plan workable.
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Exhibit "A"

AUGUST 10, 1973, Washington, D.C.

COMMENTS TO TIlE STAFF OF TilE SUBCOMMITTEE ON STATE TAXATION OF INTER-
STATE COMMERCE OF THE COMMITTEE ON FINANCE, UNITED STATES SENATE, BY
CHIARLES 11. OTTERMAN, CIIEF COUNSEL, CALIFORNIA STATE BOARD OF
EQUALIZATION

INTRODUCTORY

These comments are in response to the invitation of Senator Walter F. Mondale,
Chairman, Subcommittee on State Taxation of Interstate Commerce, dated
July 10, 1973, for MY viCws oin the major l)roblems involved in the imposition of
sales and use taxes by the several states and their local subdivisions as related to
iliter-t ate commerce.

California, the most poptilous state in the Union, now imposes sales and use
taxes ait the rate of 4 ,'v and collects locally imposed sales and lse taxes for its
58 counties and 407 cities tider at uniform law at, thle rate of 1IM/%* Thus, the
confined uniform rate in our state is 61,. In addition, a ,, local sales and use
tax is administered by the state for the Bay Area Rapid Transit District, con-
sisting of three counties. The sales and u; taxes, )oth state and local, are adinin-
istered by' the State Board of Equalization, California's major revenue agency.

If our sales and use tax rates continue at their lr(rsent levels, we anticipate that
foi the 1973-74 F Y the state !evv will yield $3 billion and the local levies will be
$790 million for the cities and c(;untivs and $35 million for BARTI). This tax is
California's most iml)ortant source of state General Fund revenue (nearly )
The sales tax has been imposed since 1933. We have over 450,000 retail business
outlets registered for sales and use tax collection l)uIl)oses. Cost of collection for
1973-74 F Y will )robal)ly be under $1 per $100 of revenue.

TIIRtESIIOLI) QUEsTrioN

We all know the history as to how the Congriss became concerned with state
taxat ion f interstate c(lill('I'C('. It needs not ito ie repeated here like a tired 1lh(ino-
gra)h record. Nevertheless, I believe that the Senate Subcob imittee should
examine fundamentals so as to l)it the sales and ii-(, tax problems in their proper
focus and liersl)eetive before accepting any federal legislative approaches which
interfere with the, ability of the, several states to impose and fully administer sales
and i.e taxes. Nationwide, the sales tax is undoubtedly the most important.
reverie source left, to the states. The income tax is dominated by the Federal
(Governmenit while the property tax is historically allocated to local goverlninent.
Federal ilutverference in sales t axatioin should be a)l)roachcd with caution.

I hope the following ploinit.s will be kept in mind:
The jurisdictional exis (iutlinies for state sales and use taxes have been well

definedd lv the United States Supireme Court in a series of cases from the 1939
decision in Felt and Tarranl, I with further clarification in Gencral Tradinq Co.2
and in Scriplo l and vith limitation o l the states in Miller and Bellas Hess.

The Speial Suibcoimnittee on Taxation tif Interstate Commerce of the Coni-
Inittee ol the Judiciary of the Ilouse of Representatives, after studying sales and
use tax com)liance costs of businesses engaged in interstate commerce, found that
the costs were not excessive. For the conpanics studied, the participants collecting
sales taxes on nearly all sales had costs which when conl)'ared with their gross
receil)ts were lower than those of local over-the-counter retailers. For the coin-
I)anies selling goods into other states, the prevailing ;ystem for collecting sales
taxes was not found to be costly.6

The decision in the Bcllas Hess ctse has in great part removed the complaints
of mail order sellers doing an interstate business.

Seller collection, rather than consumer p)aynent, of sales and use taxes is the
Vry essence of efficient administration of this ty)e of tax.

Sellers doing business across state lines can quite easily understand the nexus
guides that have been declared by the United States Supreme Court. Furthermore,
they have in their o..,ii possession all of the facts necessary to enable them to

I Felt und warrant .ffo. Co. v. Gallagher, 306 U.S. 62 (1939).
2 generall Trading Conpany v. State Tax Commission, 322 U.S. 335 (1944).
3 Scripto. Inc. v. Carson, 362 U.S. 107 (1960).
SMiller Bros. Co. v. Maryland, 347 U.S. 340 (195-).
National Jellas Ile.s Inc. v. Department of RIrenue, 386 U.S. 753 (1967).

6 Report of the Special Subcommittee on State Taxation of Interstate Commerce of the Committee on
the Judiciary, House of Representatives. State Taxation of Interstate Commerce, Vol. 3, pp. 811-813. (1905).
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know whether they are present and have liability to the market state and to
collect and report use tax on interstate sales.

All of this leads me to suggest that there is a substantial question of whether
the Congress should interfere at all with state sales and use taxation. Certainly
any approach which cuts back on state jurisdiction rather than lending a helping
hand to the states is wrong in l)rinciple.

COMMERCE CLAUSE BALANCE WITH ESSENTIAL STATE NEEDS

Some bills propose to apply the jurisdictional limits applicable to income
taxation under Public Law 86-272 to sales and use taxation. This approach,
which allows escape from taxation of solicitation-only sales across state lines,
would cause severe revenue losses to the several states and would create tax
havens for those multistate businesses which could avoid having a business
location in a market, state.7 Mo'e importantly, it encourages gross discrimination
in the market place )y giving a competitive edge equal to the state tax to the
favored solicit at ion-only businesses vis-a-vis the resident businessman. No state,
and certainly not California, can agree that Congress should encourage unfair
discrimination for multistate business. That is a major reason why the Cranston-
Tunney bill, S. 282, is sponsored )y the California State Chamber of Commerce.

To a lesser extent, the COST approved registration number proposal, with its
business buyer payment for solicitation-only sales, cuts into the ability of the
states to manage and administer their own sales and use tax laws in the most
effective manner. At present, the states have a bow with two strings for use
tax collections. We can look to the interstate seller who has nexus tinder the
established case law, and we can also look to the buyer located in our own state.
Why should the Congress cut one of our bow strings and relegate us to a less
efficient tax collection method? Because it is said that "small businesses" claim
they have very serious problems in determining their sales tax liability and
collecting the tax for the states in which they (I) not, have a businesss location.

Many of the "sinall, business" complaints arise from the differences in the tax
bases and exeml)tions and administration l)rovisions contained in the various
state sales and use tax laws. But these( differences arise from the inherent sovereignty
of the states. This sovereignty is needed. The states cannot print money. They
mnst operate on balanced budgets and they must have the ability to balance and
adjust their own tax structures and cash flow to fit. their budgetary needs and
acconudate to some special l)roblelns of their local businessess and citizens. For
the (ongress to require the states through use of its Commerce Clause powers to
march in "lock step" in order to cure the relatively minor con)laints of some
''small businesses" in my humble op)inion would be an unfortunate.overuse of
Congressional power. Again, the Bellas lss case has removed much of the hue
and cry from one major se(gient, of small business.

Businesses, large and small, undertaking to exploit the market across state
lines should not complain so long as their burdens in the states where they sell
are no greater than the burdens of local merchants w\ith whom they compete. l)if-
ferences in base, rate and administrative provisions in the various state laws need
to he accepted ats part of the price to be paid for our federal system.

The registration number proposal has the )ractical effect of requiring our audit
program to be diluted and structured in a less productive manner than at 1)rCsent.
Seller collection is the most efficient method. By forcing our audit and compliance
focus to be in two directions-we lose full control and tax leakage is encouraged.8
California would object, to the mandatory use of a registration number procedure
imposed upon it by federal law.

LOCAL SALES AND USE TAXES

It is myl view that the o)st legitimate current complaint of multistate sellers
in the sales and use tax field relates to their problems of compliance with local
governmental levies of these taxes. Local entities are slow to give up their privilege
of fixing their own rates, base and administrative system. Differences between
various features of local taxes, as well as proliferation of the employment of sales
and use taxes by local entitles, has placed burdens on multistate businesses and
indeed intrastate businesses which border on the unreasonable. Even theb ound-

Although California has not made a comprehensive update study since we supplied revenue loss esti-
mates to the House, we believe a present estimate of between $15 million and $20 million annual revenue
loss would be found.

6 We cannot put a definitive dollar price tag on the mandatory registration number proposal, but the
effects would be significant In the use of our budget dollars and audit recovery.
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aries of some local jurisdictions are not easily ascertainable to a seller without a
business office located in a particular local jurisdiction.

W\e in California recognize that multistate sellers should not be required by
local taxing jurisdictions or by a state to collect non-uniform local taxes solely
on the basis of a nexus derived from solicitation in a local jurisdiction. 9 Reasonable
standards should allow, however, any statewide layer of uniform state-adminis-
tered local taxes to )e treated in the same manner as state taxes. Should the
Congress legislate in this area so as to inhibit the seller collection of non-imiform
local taxes, a reasonal)e time l)eriod should be allowed to permit the states to
correct their non-uniform patterns of local sales and use taxes. The provisions of
S. 282 by Senator Cranston address tihemself to this prod)lem. if any restrictive
federal legislation is deemed necessary by the Congress, I would recommend that*
this bill be the model for sales and use tax j)rovisows.

THE IHEIP CONGRESS SHOULD GIVE

The Congress should by legislation sanction interstate agreemnents to allow the
enforcement of sister state taxes. It, should also reverse Miller Bros. so as to lerinit
nexus for regular deliveries into a state. It should foster the means by which states
may enter into coo)erative auditing and the full exchange of information. For
mail order sales the Congress should remove Commerce Claus, bars and allow
the home state to impose its own sales tax unless the mail order seller voluntarily
collects the tax of the destination state.

Senator M'AONDALE. Our next, witness is the Honorable Owen L.
Clarke, deputy commissioner of corporations and taxation of the
State of Massachusetts, on behalf of the National Association of
Tax Administrators. Mlr. Clarke, we are )lease(l to have you.

STATEMENT OF HON. OWEN L. CLARKE, DEPUTY COMMISSIONER
OF CORPORATIONS AND TAXATION, STATE OF MASSACHUSETTS,
ON BEHALF OF THE NATIONAL ASSOCIATION OF TAX ADMINIS-
TRATORS, SUBCOMMITTEE ON TAXATION OF INTERSTATE COM-
MERCE

Mr. CLARKE. Thank vyou very imicl, Senator.
My name is Owen I.(1arke, depity colmissioner of corl)oratiofls

and taxation for the Commiol)nwealtll of 1assa('lllset ts, nd I am
chairman of the Special Stibeominittee of the National Association
of Tax Administrators on Taxation of Interstate Comminerce, and I
appear on behalf of that committee.

I have submitted a detailedl statement to the committee, which I
will request be inclule(d in the recor(l, and I have a brief sumllary
of that statement that I would like to discuss with you.

The problem relating to tihe ttaxation of corporations enIgaged in
interstate commerce has been of prime concern to State tax adminis-
trators ever since the U.S. Supreme Court decisions in the Stockhain
Vahes an(l Northwestern Lumber eases.

The administrators have been responsible for changes, both legisla-
tive and administrative, in many of the matters which impelled
Congress to enact Public Law 86-272 following the court (lecisions.

There are those, however, in the business community who urge that
much more needs to be done and that only through the enactment
of Federal legislation can any real progress be made.

Without affirming that Federal legislation is necessary, State tax
administrators have participated openly and actively with business

It must be admitted that our Bay Area Rapid Transit Distict tax loes not presently meet the stand-
ards of S. 282. This tax is expected to phase out within a few years, leaving only our state-administered
Bradley-Burns Uniform Local Sales and Use Tax Law.
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representatives ,in serious attempts to resolve the outstanding
problems.

The business community as a result of these discussions has sub-
mitted to Congress, in S. 1245, its proposed solutions to the un-
resolved problems, as well as to the problems on which there is some
general agreement. Their solutions, in many respects, parallel and
support te position which the States take on these matters. It is
important, in considering any Federal legislation that we recognize
the areas of agreement which have been reached between taxpayer
and tax department, lest we allow the few remaining, but very im-
portant unresolved issues destroy the possibility of further progress.

It is not correct for anyone to assert that the entire business com-
munity now supports the bill now pending before the Congress, or
that te States oppose it in totality. To everyone, who has labored
over these disparate proposals, it is obvious that it is impossible to
draft, or to enact, a bill which can be said to have all-encompassing
widespread support. The issues are far too coml)lex, and even (e-
visive, to be settled satisfactorily for any large number of taxpayers
or any large number of State tax departments.

The NATA subcommittee has a bill which is now being circulated
throughout the country. The procedures which each State follows in
analyzing, suggesting ci ianges and amendments, and in securing neces-
sary approval from legislative and Executive authority is a time con-
smiming but of course, it is a required process.

More time is needed by the NATA committee to complete its work.
At this point, however, as chairman of that committee, I wish to

enter on the record the major recommendations which the committee
majority expects to make and which, we think, can be said to have
some support in many States.

It is necessary, however, to point out that I speak only as a tax
administrator from one State and, while chairman of a committee, the
committee members can only speak for their individual State and
even then with the reservation that their State approval requires more
than the committeeman's own approval.

But, within that context, I would like to set forth the major concepts
that this committee thinks are viable.

f. First, the question of jurisdiction to tax income.
The present standards for imposing income taxes, which were es-

tablished by the Congress in 1959, with the enactment of Public Law
86-272, will be reaffirmed. The States will stand on Public Law 86-272.
The States do not seek to impose income taxes on small corporations.
It was to eliminate the compliance burden of small corporations that
Congress passed Public Law 86-272 and the States, except for one
quantitative suggestion, do not seek to change Public Law 86-272.

That one qualification would be to allow a State, into which a cor-
poration makes substantial sales to impose an income tax.

1I. The second concept which is a very important concept, is full
account ability.

If Congress is to deny a State the right to impose an income tax on a
corporation, because the activities of the corporation in that State are
minimal, then the Congress must make it clear that no income can be
allocated by the corporation to such nontax State. The rule should
state that it is conclusively presumed that a corporation has not de-
rived any income from a State if that State is denied the power to
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impose an income tax on that corporation. Enactment of this principle
is one of the most important issues facing the States today.

III. Total attribution of income. The entire income of a corporation
shall be attributed only to those States which have the jurisdiction
to impose an income tax on corporations. Such jurisidiction shall be
recognized even though a State may not in fact have a corporation
income tax law. Further, the total income shall be subject to appor-
tionment. To whatever extent income is taxable, including dividends,
such income shall be apportioned rather than allocated.

IV. Affiliated group. Corpora t ions are affiliated if the SO-percent
ownership rule of the Intertitl Revenue Code applies. The State should
require, or the corporation slot1(l be allowe(l to elect, to file a com bine(d
ret urn of affilliated corporations. In tercorj)orate ditvi(le(ls, al( other
recognize(1 intercorl)orate transactiolls tre elimint e(il in U cofll)ine l
rel)ort. Intercorl)orate (li'i(le(ls sloil (1 also be elirntated if' a coim-
bilIed return could be filed, even if su'h <'omlbinel ret urn is not filed.

V. Foreign source income. Jurisdiction to tax l)y a foreign (oulit ry
ought to be recogiiized to tle extent that tllere is a lexls.

Tlre is some (lisl)ute as to wheln nexus should fall. One suggestion
is that nexus is determineld ol tile blasis of the rigllt of tile foreign
country to stop a cor)oritioli froill colildlictilig any business activities
ill t hat count iry. If jurisdictioll exists the cotintry will he it ated tle
same as a Stat, witi jiris(liiction. If foreign jiu risdlictiol (loes not exist,
the samne rules will apply as in the case of a llonjitrisdliction State.

VI. Optiokial tlwree 'ira(tionl formula. A miaximium ceiling beyonld
which a State may not tax will apply. Every Stiate n1y tax ol a basis
less than such ceiling. The regular three fraction formula of property,
payroll anld sales will be al)plie(l to the total income for full alppor-
tionnient. If a denoininato, is e,s th1an 3:31 percent of ineomlle, an l)-

l)r<? iate factor shall be silbstitiled an(l special fol'tiiitis shall be
(levelol)e(l for special il(l1tst ris. Tie stl of tile mle rators in the
taxable States slall equal tlie (lenonlinaitors for those States, wliicl) 1Ilas
just been disculssed by M Ir. Walker.

V11. SSales an(i use tax. A bill wlicl is 0W l pen(liiig before tile Senate
Finance Conunittee, Setia t e 282, hias tle Sil l)olt of i11any Staltes, ani
O1t (1' onimit tee is expectedl to lec()uinelidl it Us U )11-t, of its (raft. how-
ever, if there is to be a decisionn relative to the co iplian'ce burden, rela-
live to local tax jui-isdi.tio , tle 'onlrail teerequests that tcte matter
be kept il Ii as i bUallance between tili e abso lute necessity to close
the loophole of interstate tax av\oidaice, witl a reasonable methlod(l for
(ealing within the tax 'oin l)liane Iurlden created l)y muititiple local tax-
ing jurisdictions.

So, in conclusion, Senator, Congress and )articlarly the Senate
Finance Conunittee, when consilering possible ena('tileflt of legisla-
tion rlatliig to these (.o0tplex interest ate mat telrs, i) t.t reco.,ilize that
an extremely large portion of st ate r(eenues is involved. We are dealt-
ing with State corporation Ill1d sales tax receipts \which+ rel)resent , in
some States, more thani ouue-Ilf of the revenues collected for payment,
of public services.

It would seem, therefore, abhorrent, for Congress to enact legislation
relative to these which (toes not have the support of the States.
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It is for this reason that the NATA Committee requests additional
time to finalize its work and submit a bill for congressional approval.

Senator MONDALE. Thank you very much, Mr. Clarke. We have a
vote on, so I am going to have to run over to tie Senate. I will be back
in about 5 minutes.

T'lhank von very much.
[The prepared statenient of I[. Clarke follows:]

STATEMENT BY OWEN L. CLARKi., CHAIRMAN 0'. NATIONAl, ASSOCIATION OF
TAx AI)NINISTRIATOIs

SUMMARY

1. NATA Dra.ff.--A Sl)pcial stl)-committee of the Nat ionl As0iociati0 of Tax
Administrato)rs (NA TA) is prepiring a draft of a bill toI be submitted to i Congress.

2. Income, Tax Jiurisdiction.--The states reafirn the rule under P.Il. 86-272.
They seek, hi\wevr, to have at quantitative rule added which will allow a state,
int o which subst)ntial sals a re Imce, to impose an ilicnne tax.

:3. Fu Accounabili11.--If Congress denies a state the l)ower to impose an
inelll eo tax, a corpalt'i(in callno it at t Huit e any incolmei, to such state.

4. Atlribilion of Itncomc.-- ... e T t.A ine(i n, of a corporation must be attributed
(llly to the states which can impose a tax. Only the factors within such taxing
states shall be used to apportion illine.

5. Sales Tax .1Iurisdiction.-Snrilpto and (General Trading Co. standard is re-
taimed. If a restrictive rule (o bIcal tax jurisdiction is considered the standard
uiider the Nat ional Bellas I llss shotild 1 e reviewed.

6. Iaxiin r Attribution.----A ceiling, )w've which a st zite may not tax income,
is provided. Each state lliy tax less thal ceiling.

7. Form la.-Three ftctnrs of property, payroll and sales will apply. Special
formulas for special indust ries.

S. A.tfiliatcd Corporal ions.--A state may r1 qt1l're or a Ci'l)Iation elect to) file a
cim111 ind re 1I'01'll if it is a nwinien r of tit aililiated grmip). Iitrei'rc(,rli ate dividends
elinlinated if a corlporatioi is (ligiile to tile a comllbined return.

9. Foreign Source 1nconic.--Jurisdiction (if a foreign conn try is recognized if
there is c(iilporat e nexils. )ividends wo illd I)te elilnated if afiliated rul-., applied.

10. Sales atid ('Us, Taxs.---I r(ivisiils (if S. 282 \i')1d apply. Attempt to reduce
tax avo idance and complialnce Iburdeins now being r'e'iewed by states.

STATEIi E:NT

Mr. Kenneth Bach, Pr'esident of the NatinaIl AssIiciati , i of Tax Adlinistra-
t(rs has submitted t, the Selate Finance Coiiniittet a statement, in general
te'ri~l, which represents the \'ie-\s (if a large nmIlll)"er iif the stat's with respect to
ti, ilml)o'talit issues relating toI (',rpiait io ilIci iiiie taxes an(1 sales and use taxes
as those t a xe, are ii1 ,l (in miuiltistate usilv'Ss1( s.

In i rder to reduce the general t ernts to specific det aild ip,lposals, the NATA has
created a Sliecial silw niniittte om the tax.m tiin i f interstate coimmnierce (if which I
a11 chairman. Ti ftinctiin (f this cmilillitt(' is ti) draft a bill oi behalf of the state
tax adIll ist rat irs which w\'ill pnirivide solutions to the c,,irlelI'x )rol)lems confront-
ing bot h the taxpayer and tax ((ldlrtiwnts o l a basis which can receive substantial
sil)l) mt from its miany states as p) ssible. It is (ibviolus to) all that no bill can be
drafted which will receive ullinimios or ch,.,e to unaniniu(ms suppoilrt.

This NATA conjinittee indicated at this round table conferellce, which \\as held
by \our committee (o August 8 and 9, that it exl)ected to ha'e available for this
publicc hearing a draft which, wIould be acceptable, within the limitations nolited, as

a viable solution to the i)rolemns which were brought before that conference for
discussion.

The NATA committee does have a first draft now being analyzed and reviewed
by the state administrators. Every state, of course, must be considered in this
process and we have Iot had sufficient. time for the states to present their views
and comments which might be incorporated in a consensus draft. The committee
does not, as of today, have a consensus draft to submit.

In order, however, that the propositions which have received rather wide spread
sulpl)ort may, at this time, be entered on the record the committee would indicate
at least majority sul)port for the following positions.
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I. JURISDICTION TO TAX
Income Tax

For income tax and capital stock tax purposes PL86-272 remains a- the key-
stone jurisdictional rule. Both industry and the states have, with perhaps one
notable lool)o, accommodated their activities to conform to the solicitation
rule. Under the present solicitation rule it is possible for corporations engaged in
making substantial interstate sales to avoid the impdt position of a state tax simply
by having the sales, approved outside the state and th goods shipped from a point
outside the state. The committee will recommend that, to the extent such sales are
in substantial volume, and are made by a corporation that cannot be classified
as a small business, jurisdiction to impose an income tax be extended to the state
into which the sales are made.

Other than such refinement, however, PL 86-272 is reaffirmed as the juris-
dictional standard.

With respect to PL 86-272, however, the committee will recommend a clarifica-
tion of an interpretation of that law which is the source of much of the controversy
between the states and the business community. Since the Congress has decided
that small business ought not to be burdened with multiple tax compliance
j)roblems and, in order to accoml)lish that result, has restricted state authority to
impose income taxes on such businesses, it, would seem to be obvious that large
multistate operations were not to) be involved in the scope of this restriction.
However, there is an abundance of experience which indicates that large corpora-
tions are making substantial sales into a state and, while claiming that in such
state, under PL 86-272, they are not subjcet to the taxing authority, nevertheless
seek to allocate substantial amounts of income to that, state.

Au analysis of the discussions which preceded the enactment of P1, 86-272
discloses that Congress was concerned with the possible compliance problem of the
nation'; iany sn:ill lninesses and took action to minimize compliance burdens.
There is no indication that Congress intended to create a large class of exempt
income at the expense of the states. There is no specific language in PL96-272
which affirmatively supports the exempt income claesification. It is only an inter-
j)retAtion of Pb 86-272, and the realigning of business methods, which )rovides
for the exeImpiltioul.

This i ; in the opinion of the committee, an extremely important issue and one
which only Congress can resolve. If the Congress is to define what states can tax
a corporaiion, then it should make it, clear that those states shall be entitled to
tax all-not -iinply part-of the corporati(ns income.

The committee will recommend that it. is c(mclusively presumed a corporation
has n(t derived any income from sources within a state if that state is denied
the power to inq1,)s,! an income tax on that. crl)oration by PL 86-272.

To the extent that. a corporation has sales p)ayroll or property in a non-tax
state, such sales, payroll or property shall not be included in either the numerator
or denominator of the appropriate factors in any taxable state.

lSaI(s and Usc Tax
Tie jurisdictional rules derived from the U.S. Supreme Court decisions in the

Scripto and (eheral Trading Co. cases will constitute the basis for the iml)osition
of state and local sales and use taxes,. The committee is cognizant of the wide
spread tax avoidance nmde, possible tinder the protection afforded by the inter-
state commerce clause. Interstate buyers and sellers of l)rol)erty have been able
to acquire and transfer )roJ)erty without )ayment of sales or use tax and the
states have been confronted with an almost' impossible task of attempting to
identify and collect from the buyers long after the sale.

On the other hand the committee recognizes the compliance problems faced by
business, particularly small business, in dealing with the multiple local taxing
jurisdictions. These compliance burdens exist, whether such local jurisdictions have
autonomous administrative authority or, as is the most common method, the ad-
ministration is carried out tinder a uniform state ordinance. A serious attempt has
beeni, and continues to be made, to reconcile the l)roblems of revenue loss and
reasonable compliance within the framework of standards already agreed upon, in
broad measure, by taxpayers and tax departments under S. 282, titled the Tunney-
Cranston bill.
Gross receipts

Since the l)rol)lems relating to the imposition of a gross receil)ts tax are limited
)()th in relation to the scope of such taxes as far as compliance burdens are con-
cerned and as to the number of states-three or four-which rely on such levies for
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revenue the committee will recommend that no legislation is required with respect
to such taxes. The committee will also recommend that no legislation is required
with respect to so-called capital account taxes as distinguished from capital
stock taxes.

Ir. MAXIMUM CORPORATE INCOME OR CAPITAL ATTRIBUTAIILE TO TAXING
JURISDICTION

Most of the bills submitted for Congressional approval upl)l)ort the principle
that, if there is to be federal legislation, a ceiling on the net income to be subjected
to tax should be established. Every state would be allowed to recede front such
ceiling if its tax policy should so( determine. The taxpayer would have the option of
arriving at tax liability under the state tax law or under the federal law.

The committee will recommend that the base for determination of net income
shall be defined under state law. Since most states, either by statute or by ad-
ministrative regulations, adopt federal taxable income as the starting point for
the determination of state net, income, a relatively stable uniform tax base can be
projected.

To the extent that the three-factor formula using property, l)ayroll and sales
reasonably measures and relates to the acti\,ityv of the corporation, it is used as
the device for apportioning the net inconie. If, however, the deniiniator of any
factor is de minilius, or, if the corl)oration is engaged in unique activities, such
as professional sports, c( ;tracting, radio and television networks, then aL)l)ro)riato
factors would be substituted.

Similarly the maximum cal)ital stock tax would be determined by the same
apportionment formula applied to the value as determined mder state law.

I1. TAX.ATION 0F AFFILIATED CORPORATIONS

In order to l)rovide for the proper attribution of income to a state (of a corpora-
tion which is controlled by stock ownershi ) )y another, a methd of c ,lstlidthig
or combining affiliated corporations must 1) )rovided.

The committee will reconmiend that the mniot fe.isil, aie nd acceptaI, stand-
ard to be found is based on an 80% ownership rule. It will renumiend tha-t a
corporation may elect, or a state may require, the filing (f a c)iiihined ret;u'n I)y
combination of any one (o' more of the affiliated corl)ratiols.

Intercorl)orate dividends and other int(ercrl)rorate t ransacti is afteetuing income
would be eliminated in the determinations of the incomne of tie , affiliated groi).
Such ineome would then be attril)uted to th corporation o\(-r which the state
has jurisdiction or would be ()rrate(l rIce,,rdilig to the app ,rtiIIImmIent forlnuh if
the state had jurisdiction ower mwure than onew of such affiliated c(;r)r1,rati01ns.

)ividends of affiliated corporatiols wolIl(l he elimin.t(,d (,nlY with r,,snct to
dividends paid during the perioId (f affiliation. Stuch dividndIs wI'wild he eliniiinated
so long as the c(qr)r(ration ci ld qualify for rep 'tijig on a c ,ml ined blisis whether
or not such comnbinted re(j)rt, was made.

IV. .I'I'ORTIONMENT FORNI.LA

With only isolated exceptions, the states Sul)port, the Use (if the t raditiomal
lassachusetts three-factor forimul, for appr)titlin!g ine(,ini. Tl eVCirfIlittee, will

recommend three factors, but will also indicate that there are a ;r.tantial mum-
her of specialized industries, or c()rporate activitie,, such as pressitiifl Sl)o)rts,
construction contractors and other similar personal swvice c rI;'lati-., which
require substitution of one or more appropriate factors.

There is general acceptant of the methods for deterinining the l)rl)erty and
payroll factors. The recommendation will be nade to value property at basis for
federal income tax purposes rather than federal adjusted basis.

The sales factor will follow the destination rule, now applicable in mos-t states ,
to the extent that the corporation ii taxable in the destination state. If it is not
taxable in such state then the sales in such state shall not be included in either
the numerator or denominator (If the sales factor of any state. This -aune principle
applies to the property and payroll factors as well and provides for full accommnta-
bility of income.

This is the mechanical device by which the jurisdictional rule under "I Jurisdic-
tion to Tax" is to be implemented. Since it is conclusively J)resuntld that iii) income
can be attributed to a state which is denied the power to impose an income, tax,
the states which do have the jurisdiction to tax should ap)rtion the total income
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of the corporation in accordance with the actual factors which apply within such
states. No state, among those which have jurisdiction to tax, should artificially
inflate a factor by including property, l)ayroll or sales which are otherwise
attributable to a non-jurisdictional state.

V. FOREIGN SOURCE INCOME

Should a foreign country be subject to the same jurisdictional rule as a state
in the unitedd States as far as PI 86-272 is concerned?

If Corporation "A" has a federal net income of $1,000,000 and does business
in nine states, but PI, 86-272 alhws only seven of those states to tax the cor)ora-
tion, then those seven states will al)l)Ort-ion the $1,000 000. None of the prol)erty,
payroll or sales in the two non-jurisdiction states will be included in the factors
of "any of the seven jurisdiction states.

Suppose, however, the corl)oration does business in (iermany in the same way
it. does business in the two non-jurisdictional states. I)oes this mean that Germany
does not have jurisdiction to tax Corporation "A"? If a corporation is doing busi-
ness in another cmntry does that other country have its own jurisdictional right,
derived from its ()wn national sovereignty, to subject the corporation to tax
liability?

It would appear that, if a corporation has any nexus to a foreign country, the
jurisdiction to tax tile corl)oration automatically arises in that country.

The jurisdictional rule must be viewed from two) points; (a) the right of each
national government to impose whatever taxes it may wish on a corporation which
is doing business in such nation and, (b) the right of each national government to
determine how each of its own political subdivisions shall imolse such taxes.

The committee, though with some serious reservations will recommend that
the national jurisdictional rule oughtt to he followed. If, therefore, a corl)oration
cinducts business activities in aI foreign comtry in such a manner that such foreign
country could esto) the corl)oration, unless the corporation submitted to the tax
laws of such elintry, whether or not such country iml)osed a tax, then the juris-
diction (f the foreign country would be recognized. The corporation, in such event,
would det ermine its )r)lprty, paynl and sales factors as though such comtry
were a state which, under PE 86-272, had jurisdiction to impose an income tax.

If such f, reigi country could nl(ot stoli a corporation from conducting business
activities in sulck country, then no foreign jurisdiction would be recognized. In
such ev('nit, tile e' ,rl)oration would determine its )ro)pertv, payroll and sales
factors as though such country were a state which, mder PL 86-272, was denied
the po aver to ill)(se an income tax. The property, )ayroll and sales of such
imil-jurii-dictional foreign country would mt appear in the factors of any juris-

dicti mal state.
vi. LOCAL TAXES

L',meAl pv\erniments which have been authorized by state legislators to impose
iurn'mic txes wimld do, so under tle same tiles al)l)iicable to a state. Appropriate
adjIist -1l(1 t s w,' ald 1be linde 1y 'y such l(cal governments so that the maximum
iu' mne to le .jli ct d within a state would niot exceed tile income a)portioned
to such state ,m the stat( return. The (dm lninat o's of tlie local apportiofllent
fractiot wmuld Iw the numeratm-s for that. state and the numerators would be
detriiiinied as though the siibdivisiotm were a state.

A p(litieal sul)divisi(on could not require the filing of a coml)ined rel)ort of
illcmc )f t he state if the subdivision did mt require om. Similarly, if a c()rporatilon
elected t)' tile a c mbined return with a state, then it would Go, required to file
the -ame combined return with the political subdivision in that state.

Il. S.LES AN) USE TAXES

Thi(,r( is currently pending before the Cmgress S. 282-Tunney-Cranston

bill--wh ich has received substantial support fr(m a large mimber of states.
The, cmimnitte will include the provisiomns of S. 282 in their reconmendations.

The comniitte still seeks a r( as, miable acc(mmodation, particularly with small
businesses m)1 the coempliance problems involving tie many local taxing
jurisdict ions.

It is this search for a workable ,olution in this sales tax matter which is the
basic reasM why the committee draft is not finalized as of this (late.

That there is substantial tax avoidance, if not easion, with respect to the sale
of p)r p)erty in interstate transactions is admitted by all. The committee attemi)t
to resp nd to this compliance-revenue loss problem is continuing and within the
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provisions of S. 282 they are confident that an acceptable compromise may be
effected.

Senator MONDALE. Our next witness is Hon. Ralph Turlington,
chairman, Committee on Finance and Taxation, Florida House of
Representatives, and chairman, Governmental Operations Task
Force of the National Legislative Conference.

Representative Turlington, we are very pleased to have you with
us this morning. I apologize for the delay, but we have, as you well
know, two things going at the same time.

STATEMENT OF HON. RALPH TURLINGTON, CHAIRMAN, COMMIT-
TEE ON FINANCE AND TAXATION OF THE FLORIDA HOUSE OF
REPRESENTATIVES, AND CHAIRMAN, GOVERNMENTAL OPERA.
TIONS TASK FORCE OF THE NATIONAL LEGISLATIVE CONFER.
ENCE, ACCOMPANIED BY DR. EUGENE TUBBS, MEMBER OF THE
COMMITTEE ON FINANCE AND TAXATION, AND MINORITY
LEADER PRO TEM OF THE FLORIDA HOUSE OF REPRESENTATIVES

1. TURLINGTON. With me is the minority leader pro tempore of the
Florida House of Representatives, Dr. Euigene Tubbs. He is also a
member of the House Committee on Finance and Taxation. We are
of opposite parties but we are traveling together to make the point
that this is not in any way a partisan issue, in Florida, or anywhere
else. It is a question of equity in taxation; equity to the taxpayer and
to the States.

I would like to first comment that my service in the State legislature
is some 23 years. During this time I have seen remarkable progress
in State government throughout this country. State government now
has apportioned legislatures which are representative of all the people.
I think that State government is on the move and is now in a position
to be more responsive to meeting the needs of people than ever before.

Senator IoNDALE. I noticed in Florida tliat a good deal of courage
hts been shown in your revision and reform of your State tax laws and
it has gotten a goodl deal of national attention.

. l I. TURILI NOTON. Yes, we have received some national attention.
We have revised our tax structure in the last 2 or 3 years. I ho)e in
the passage of our legislatioll that we excisedd. fairness to all taxpa yers
inclu(iig business. Of (ourse there will )e (controVersy about tYiese
issues, and I agree with those thlat have said, there is no way for your
subcommittee, or anyone else, to resolve these issues to everyone's
satisfaction. There are al\\ays going to be some (lifferences. I am one
that believes there is an oI)ortuitv for constructive legislation that
c.an move forward the interests of ihe taxpayer, the interests of the
States, and the interest of all of the persons withill this country
generally.But e a avo. e witi legislative experiencel-knows, you generally (10

not move until vou have to move. Those that have conflicting interests
are going to disagr-ee until they are sure that, legislation is going to
have to move forward with or without t th emll. Then you suddenly find
that you can resolve legislative differences. I believe that the States
are clearly entitled to your full consideration in being sure that their
interests are fully protected if there is to be Federal legislation. What
is involved here, is lost important to the States.
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I, as well as you, watch professional football oln television.
Senator MONDALE. You have a Minnesotan running the Dolphins

down there. We are trying to get him back.
Mr. TURLINGTON. I am not sure which game it was I was watching,

but the New York Stock Exchange this last Sunday ran an advertise-
ment during the game. In the advertisement they pointed out the
great opportunity that the American public has to invest in America,
and the growth 'of America, through investment in the securities of
corporate business, which I, as a small investor, hope is a good piece of
advice. They said one of the greatest places in which to participate in
this type of growth and to benefit from it would be through the
purchases of stocks that are listed on the New York Stock Exchange,
and while these companies that are so listed represent less than I
percent of all of the corporate business in the United States in numnbfr
of corporations, they represented over 75 percent of all of the profits.

Now, if you would also take into account that these corporations
are doing business almost invariably in more than one State, you
recognize that when it comes to the taxation of -business, if you're
not in the business of being able to equitably tax interstate business,
you are not even in.the ballgame. So, this certainly is of Vital interest
to the States and it, is also a vital interest to the little blusinesses
within a State. The reason for this is because it is not fair for a company
to be able to operate in a multistate situation and not pay taxes
proportionately and fairly in comparison with the local business.

T hose then are the things that are essential to any legislation tlat
is to restrict State tax (liscretion.

The most important feature that nwe(ls to be in any- legislatioll is
a jurisdictional stan(lard'l tllat, provides a sales volume'test for llexuls.
Now, you look at the way the overiwhelmig amount. of business is
conducted in this country to(lay. Tlis idea about h+,ving an office
domiciled in a State ini orler to reall N be in l)usiiiess iii tha t State is a
myth. Take a look at your mititionJl advertising. That is where the
sales are male. Take for exain)le tile natiolial eoniianlv for wlich I
happen to be anl inlepenlet contractor. Tle sales tlhat I Ilake in
Florida are not solely a result of mny local efforts, but are I1ia1(e as a
p art of a national operationn . Clearly, whether they (1o, or (1o not,
have an office in mly State, thev are making sales'there, ai(i I aIl
other Florid a indepen(lent (con tra(.tors represent a sigiufieant, tpart of
the Florida income that is earnie(l by the national firm. I 11 tic Congress
(loes legislate in this ,rea t ere shoul(I be sonie type of' a j uris(lictlonil
standard twt enables a volume of sales to be used for the e.t ablish-
inent of taxing nexus.

Now, this morning I noticed someone was saying that they coul
not do this because the records are kept by territories. Also, they are
telling you that you could use the two factors formula, but when yot
start going into the two factor formula, trying to explain what is in
Florida, and what is in Minnesota, you will find that tlere are all
kinds of explanations. Clearly if you set your mind to it, you canl very
easily apportion sales, even among companies that are working on a,
territorial basis. The real crux of this question about sales being a
basis for nexus, is an attempt by some businesses to simply avoid
nexus, and to throw much of their income into a "nowhere" status.
They recognize that you can establish nexus om a volume of sales,
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and there will be little "nowhere sales income," and an attempt. at
tax avoidance is really what basically is at stake.

I think there is another difference involved here.
Senator MONDALE. Is it your statement then, that S. 1245 would

result in some artificial rules that would help create nowhere income?
Mr. TURLINGTON. Yes, and there is some of that in the present law.

Trhe gentleman from California this morning pointed out a company
that apparently is making sales in excess of $10 million annually il
California for which there is no nexus under present law. I think that
is wrong.

Senator MONDALE. Did I understan(l he was irot objecting to that?
Mr. TURLINGTON. I think that he was objecting. I think California

and most States want to include in a Federal statute a quantitative
sales volume basis of nexus.

Senator MONDALE. What would this be based on?
Mr. TURLINGTON. Established on sales.
Senator N'IONI)AmE. As I understand it, according to the commis-

sioner of taxation of Massachusetts, the States are not arguing with
the present Federal law which, as I understand it, we are talking
about income taxes?

Mr. TURLINGTON. Yes sir.
Senator MONDALE. Who said unless von have an office or some

connection like that within a State, and not merely a salesman or
mailings within the State, that the States could live with the (liS-
tinction?

Mr. rRULANGTON. I think Mfr. [Owen Clarke's, of Massachusetts,
position would be quite definitely in favor of establishing nexus based
on a quantitative volume of sales. Clearly if a company is doing $10
million worth of sales in California, they are in business in California
I believe earlier this morning, you asked whether this type of taxation
caused companies to change slightly or otherwise o(life their sales
structure. Mv answer to you woull be)'Yes.'' I have an illustration
in Florida. Our tax is a fairly new tax, but we have a company there
that is a large national company. Tley are seeking to make just a
very few slight changes so as to escape the jurisdictional nexus
under present law. Their volume of business in Florida clearly is
large and they are earning income in Flori(la. We ought to be entitledto fairly tax along with all other States.

Senator IONDALE. f believe Mfr. Walker said he did not think
there was much of that in California.

Mr. TURLINGTON. I would say in California that probably there
would be less, that they woulh notice this less l)ecau'se it is more
difficult not to have tl physical presence in California than it is not
to have a physical presence in Minnesota, or Florida.

I would say that the sales nexus would be more helpful to the moodest
sized and small states. You know, if you are going to tax those with
a physical office in the State, the companies just simply will not put
an office or salesman in your state and, thereby, this' technique to
avoid your tax is use(l. but, watching the way sales are made by
national organizations, which is the real volume of corporate profits
in America, they really have a profit presence there. If I were selling
Bayer aspirin or Anacin, I would have a real income presence in
almost every State in the United States, and I do not see any reason

21-350-74-22
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why the Congress, if it is going to pass legislation in this field, should
not give the States an opportunity to have, or enforce, nexus in this
kind of a situation.

Senator 'MONDALE. Does Florida seek to tax the corporation doing
business in Florida with just a salesman? I gather you can under
present law, but you have to find an office or something there.

Mr. TURLINGTON. Yes; we are. Of course, as I said, we are very
new and we are building our corporate income tax department. So,
we have not had any litigation or other rulings which I can cite to
you for very much experience. Fie experience I mentioned about a
particular company, you know, seeking technically to move out from
the State, I picked this up in discussion with a representative from
Jacksonville. The company was closing its Jacksonville office and
moving its warehousing to Georgia. "Nowhere income" is involved
in this. It is a very large corporation. I think they have figured that
they will be able to avoid nexus in Florida by making just this slight
a(ljistent and pay no compensating tax to any State. I am satisfied
that their sales in Flori(la are in the millions of dollars. They are highly
nationally advertised, and I see no reason why we should not be
entitled to tax our fair share of their income.

Now another issue that I think may never be completely resolve(l
without legislation that ought to be settled on the basis again of fair-
ness to States including tlie large number that are plot centers of com-
mercial domicile is the diviolend issue. I listened with great interest to
tie ( OST committee this morning. Mr. Peters from the American
Telephone & Telegraph Co., an(l I am sure he is a very excellent
representative of that excellent company, when he gave you his
illustration to show that dividends really ought to be allocated to the
State of commercial domicile. 'What he was really saying was all of
the (li'ilenl income tllat is in that wonderful and remarkable national
orgaInization ought to be legally taxable only to the State of New
York. Ihen, the part tllat lie (lid not follow up on, woul(l be their
presentation whien tihey say to the State of New York: "We like it
here in New York as long as you (1o not tax this type of income that
lhas been brouglit to New Y(;rk from the otler States. If you really
choose to tax this income, well, tlhen, we will look for another State
in which to locate olur commercial (lomicile."

S-na1tol' NIONI\LE. Udl(ler tlat )rinciple, is that, just a matter of
cloice of tile (orl)oration?

.Mr. rIAANG'ION. (C'0mnnerNcial (lon(li'ile?
SellatOr M\IONI)ALE. YoS.

.r Tl'RUINGTON. YOu can IUOV0 tile commercial (lolnicile if a

,Senator IONDALE. 'll(e company, A.T. & T., say, coul(l move to
Nebraska, and say this is our docile?
Mr. TURLINGTON. Yes. 1 am not a tax expert, Senator. Iy expei-

(lice is frol atteII(ling meetings and sitting (lowl and conversing
with variolus people from various types of organizations, an(d just sort
of hearing out how they feel. There may be some technical (lifliculties
in some particular situations where they may have some difficulty.

Senator MONDALE. If they would move to Minnesota, maybe we
could work it out.

Go ahead. Pardon me. I am sorry.
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M1r. TURLINGTON. But the argument that tley make, here in Wash-
ington, D.C., about the logic of where these types of income ought
to be allocated, and the argument that they make to the particular
States about taxation policy, when you put the two of those things
together, what they are really saying is that that income really should

-ot be taxed at all or if taxed, taxel but very little, when really it is
just, as much a part of the income earned by that form of an operation
as any other income. We, as States, are actually the victims of a con-
cept that started off many years ago, in Massachusetts. The thing
that really has come out of 'organizations like the National Associa-
tion of Tax Administrators and the Multistate Tax Commission is a
growing expertise on the part of the States where they are beginning
now to fully understand what goes on. And I think that is probably
what accounts for the establishment of your subcommittee. Had the,
"(log" continued to sleep, I do not think you would have had the
panel of five members of the COST Committee here this morning.

Now people are beginning to become more aware. I think that is
a part of why State governments are becoming more aware of how
these things are interrelated. Also, I think your subcommittee does
have very challenging responsibilities ahead. There are some real
considerations that are involved here which I think if handled properly,
and with fairness to taxpayers and to the States, can help us out.
They can also help business.

In the meetings that I have attended, they have ledI me clearly to
the conclusion that those companies that honorably report their
inome and apportionment factors to the States are actually dis-
criminating against themselves. It is the same old story. We must
have an audit system so you can tell where this income honestly is
earned. I do not, think that we States have any business objecting to
fair rules as to how this is to be accomplished. We do object to those
who seek to have penalties and restrictions put into any form of
legislation that would not enaible us to find the answers to those ques-
tions. I am perfectly ready to have some restrictions, provided that
we can also have a "good au(lit and find where the income is, so as to
do away with "nowhere income."

Senat-or 'MONDALE. Would you object if the courts were to make
those determinations, or would you prefer legislation?

mJr. rURTINGTON. I woul(l sa frankly, as a legislator, if you wanty" honest judgment ,a)out it, I think Congress can make a better,

ai(l more intelligent long-range decision on this, than through the
ac.fci(lent of litigation.

Mr. TuBs. I would concur with that, Senator 'Mondale.
Senator MIONDALE. Thank you very much. [ am sorry, but we have

to push along because we tire running badly behind schedule.
Thank you very much.
[The prepared statement of "Mr. Turlington follows:]

STATEMENT O.' RALPH 1). TURLINGTON CII\IRM.N, COMMITTEE' ON FINANCE AND
TAXATION, FLORIDA HousE, OF REPRESENTATIVES AN]) CHAIRMAN, GOVERN-
MENT OPIiERATIoNs TASK FoRitE, NATIONAL LEGISLATIVE CONFERENCE,

SUMMARY

1. Any federal legislation must incorporate proper safeguards to protect the
states' right to tax.
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2. Jurisdictional standards need to be amended to provide a sales volume test
for nexus.

3. "Nowhere income" must be eliminated, i.e., all taxable income must be
subject to state taxation.

4. All taxable income should be apportioned among the states on the basis of
the three-factor formula.

5. Dividends of all types must be part of the tax base of corporate income.
6. Consolidated returns must be allowed. Section 209 of the bill is not an ad-

ministratively feasible alternative to consolidation.
7. Exemption registration procedure in Section 304 of the bill will undermine

the state's ability to enforce its sales and use tax law.
8. Court of claims, as presently constituted, does not appear to be the appro-

priate court to try disputes arising under this bill and Public Law 86-272, as
amended.

9. Congress should grant its consent to the Multistate Tax Commission.

STATEMENT

Mr. Chairman and members of the committee, I am Ralph D. Turlington,
Chairman, Committee on Finance & Taxation of the Florida House of Represent-
atives and Chairman, Government Operations Task Force of the National
Legislative Conference. I appear here today to testify with resl)ect to S-1245
introduced by Senator Mathias. Having been a legislator for 23 years, a former
Speaker of thie House and currently Chairman of Finance & Taxation Committee
of the Florida House of Rel)resentatives, I feel that I am quite familiar with the
issues involved in S-1245. In addition, I am currently Chairman of the Govern-
ment Operations Task Force of the National Legislative Conference.

The Florida Legislature enacted a corporate income tax in a special session
in November, 1971. As Chairman of the Committee on Finance & Taxation, I
was the chief sponsor of this legislation. During the drafting stage and at coln-
mittee hearings on this important measure, we fully considered and debated all
of the issues involved in S-1245 which deal with the corporate income tax. After
extensive hearings and debate, Florida decided to) pursue the full appmrtionment
route, by which all taxable income, based upo)n a three-factor formula of sales
50%, property 25% and payroll 25(,, is apportioned among the states. Florida
decided to piggyback the Internal Revenue Code using federal "taxable income"
thereby including dividends received as part of the taxable income to be apl))r-
tioned. Florida also decided to allow consolidated returns for affiliated groups on
the same basis as the U.S. Internal Revenue Code. Florida, as you probably
know, de ,iates from a eoml)lete piggvback of the Federal Code by taxing interest
on government securities and exempting foreign income.

I believe that federal legislation setting jurisdictional guidelines and methods
for the apportionment of taxal)le income, with )ro)(r safeguards to l)rt(,et the
state's right to tax, are desirable in order to achieve uniformity for state taxa-
tion. Furthermore, the federal legislation should )ro(t(ct the multistate businesss
from having more than 100% of its taxal)le income l)eing sul)jected to taxation
in the various states in which it does business. In order t( support, federal legisla-
tion in this area, however, the states must be assured that all corporations will
actually report all of their taxable income to the states. The states need a mech-
anisni to insure that all taxable income is subject to taxation, while at the same
time, corporations need assurance that not more than 100% of their income will
be subject to state taxation. Federal legislation must, provide for either multistate
audits to be performed under the Multistate Tax Commission )r provide that
some federal agency, such as the Internal Revenue Service, will ensure that cor-
porations are in fact reporting all of their taxable income for proper apportion-
ment among the states. This will protect corporations from the unfair competition
of other corporations which do not, properly rel)ort their income as well as ensure
the states that they are receiving all of the tax to which they are rightfully
entitled.

As presently drafted S-1245 does not achieve equity for the states and, for this
reason this bill may not l)e best vehicle. This bill restricts the states right to tax
without seeking equity among the taxpayers. The jursidictional guidelines follow
essentially the concept of Public Law 86-272. But in so doing, this bill has per-
mitted two large tax loopholes.

First, section 101 of the bill sets forth jurisdictional standards which must be
satisfied before a state may impose a corporate income tax on the corporation.
These jurisdictional standards focus only on the way a corporation conducts
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business in a state and not on the amount of business done in a state. A corpora-
tion could establish a regional office and warehouse in one state and solicit orders
from surrounding states. Regardless of the amount of business derived from the
surrounding states S-1245, as presently drafted, would not subject that corpora-
tion to tax in any states but the ones in which the regional office and home office
are located. This emphasis on form of conducting business fails to recognize the
right of a state to tax a corporation which is earning substantial amounts of in-
come within the state.

I would propose that this section be amended to provide that a corporation
with total sales volume of apl)roxinmately $2,000,000 per year which derives sales
in excess of approximately $300,000 per year from a state be subject to tax in that
state. This would not cause any compliance problems for a truly small business
since these volume figures hardly describe a small business. This volume test is
valid in that a corporation doing this volume of business in a state is using the
state as a market and is eligible to receive valuable state services and protection
while doing business in that market. I repeat-the present draft places a premium
on the form of conducting business and not on the corporations. size or market
effect, within a state-which is not equitable to the states.

Second, S-1245 does not solve, or attempt to solve, the problem of "nowhere
income". Under S-1245 all taxable income is apportioned to the various states on
a sales destination basis. But, if the state to which the income is apportioned does
not have sufficient nexus to tax this income then, because there is no provision for
throwback rule in the bill, the income so apportioned escapes taxation. Two
important concel)ts of taxation are:

(1) that all income of a corporation should be subject to taxation and,
(2) that all taxable income should be apportioned among the states able

to impose a tax because of the nexus rules.
This can be accomplished in either of two ways. The bill should provide for

either a throwback rule, or the sales factor in the bill should be amended so as to
provide for the exclusion of sales in )oth numerator and denominator that are
deemed to be made in states not having sufficient nexus to tax this corporation.

Notice, this does not mean that all income will in fact be taxed, but simply that
ill income will be subject to tax. This "nowhere income" really discriminates
against small, intrastate business which must complete with the large, interstate
business. The income of the intrastate corl)oration is all subject to tax, whereas,
because of the way in which it conducts business, the interstate corporation may
not l)e sul)ject to tax in the state die to the lack of nexus. This bill, in reality,
creates unfair coml)etition in favor of the large, multistate corporations as op-
posed to the small, intrastate business.

Probably the most controversial area in respect to the taxation of corporate net
income is in the area of the taxability of dividends. Dividends constitute a source
of income from a variety of investment forms, and the problems of dividend
taxation cut across industry lines in many different ways. Dividends arise prin-
cipally from l)ayments received from " controlled" (wholly-owned or partly-owned)
subsidiary corporations; from foreign corporations which remit to their U.S.
l)arent; and from pure "investment" sources, such as the dividends received by
corporations investing their idle cash in corl)orate securities.

The federal treatment of dividends is basically dependent upon the dividend
source. If a corporate taxl)ayer receives dividend income from a domestic (U.S.)
c()rporation, the Internal lR\enue Code grants an automatic deduction for 85%)
(if that dividend receipt (100.'% if the paying and receiving corporations are mem-
lbers of an affiliated group). This deduction eliminates severe double taxation at
the federal level, since the dividend-paying corporation has earned income subject
to U.S. tax and did not receive a deduction for its dividend l)ayment in computing
its federal taxable income.

Intertwined with the taxability of dividends is a fundamental principal of state
taxation which should be explored to some extent at this juncture. IHistorically,
states have "allocated" or assigned to one particular state 100% Qf certain types
of income derived from corporate activities. Typically dividends, interest, rents,
royalties, and capital gains were "allocated" in full to the state of "commercial
domicile" of a corporation. What this simply means is that the dividend income
received by a corporate taxpayer would be "allocated" by almost every state in
which it does business so as not to be taxable in those states, while being subject
to tax in full in the one place where it has its commercial domicile. Of course the
state of commercial domicile could, and in many cases does, choose not to tax
dividend income at all. As a result, if all states "allocated", no dividend income
received by such a corporation would be taxed anywhere.
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Il contrast to the "allocation" of certain items of income (the most significant
of which is dividend income), the balance of operating income derived by corpora-
tions doing business in more than one state is typically "apportioned'). That is,
dividends are apportioned among the states in which the business is conducted.
The methods of apportionment vary, but a three-factor formula based on )ayroll,
p)rol)erty and sales is the method motst widely accepted.

The Florida Corporate Income Tax Code does not attempt to allocate any items
of income to the commercial domnieile of a corporate taxpayer. It (ndeavors to
al)p)ortion 100' of corporate net income, from whatever source derived, and to)
attribute to Florida its apportionale share of all )f that net incoil)e. This miethd
of state taxation is sometinies called "the new Massachusetts ap)l)roach", since
that state recently changed from the allocate ii n/al)l)()ruti (nm(nt nleth(od to 100;
al)l)ort ii4 n fent.

When business representatives discliss the dividend question they tend t)
r)perate in the frame of reference with which they are familiar in most lthr states-
namely, that dividend income is "allocated" to a )articular jurisdiction rather
than )eing subject to tax in a mult iplicity of l)laees. This historical practicee has,
I think, tended to result in an all c atio)n o*f certain types of income toi a very few
states where conmmercial domicile is concentrated. New York, Californiia and
Illinois are the major c)Inn(rcial (Imicile states.

Obviously un11der "alh icaltin" pri)cedures, corl)oratoe taxplmyer need o]nly c(i-
vince one legislature-the legislature in their ci mionercial (hnicile-that dividend
i u('ilie sh)1d ii lt be subjected to taxation. Thits, iuie finds that sin1e (,'1iniuercial
domicile states exemnpt, in fact, all or t major )()rtion of the dividend ia iciine
received by their cirl)orat(' taxl)ayers.

The arguments against, taxing dividends are persuasive. Dividends ci iist ilite,
the one t ype of co rporate mcin ate which d(i,(s ii)t have a c' uillary de(hlietion f ir
the paying corl)orati in. So there is a definite I)tentiality for dmible taxation in
flie federal tax scheme. As previously indicated, h wveer, C(ongress alleviated
double taxation at the federal level.

On the other hand the subcommittee should be aware that there are reai ins
why dividend income fr,,in various sources should not all be treated alike. l)ivi-
(lends from foreign, c rlpirate activities might well ])e exclude from taxab le
income in the states on) the grt inds that they should nit .extend their tax base ti)
the internatio nal operations if the ci rl)orate eoinmiuinity. Siiiilarly, a case can he
made for excluding from inc ine dividends which are received fronIi ' "cotitri illed'"
cilirp)rate afliliates-such as thi se which are I00' -'\\ned or S0', -owned--' i the
gromd that these c)yj )rat(, entities are merely an extension or ' branch" i)f the
parent, and ni)t a suitable subject for dwiible taxati in. (An elimination of dividends
within a controlled group can also be achieved through the filing of co 14,lidatedreturns.)

A less persuasive case (Call i)e niale foir excli(ling dividends which are received
from ordinaryy inv(stnent activities since (lividends received fr, nm this Sw irce
enter into the general operation, Iiitiiees, and activities of corp(irate taxpayers to
the sane extent as their tlh(r (qi(rating r(cei is.

Opponents of dividend taxation sligest that dividenids5 should be taxed to no
greater extent by the states than by the federal giiver orient. This es.et ally means
that all foreign dividends, and at least 80"; o)f all dividen(ls received fr)m dim(estic
coriiorattions, would be rem oved from the state tax base. As to th(, latter it is well
to co nsider the l)robl)ale ratio nale fmir the federal tax I ilicy, which I believe is
t reluctance to tax the same ic()ime twice. It. (oe not follow fr,,m this reasoning
however, that the states should be fo rced to adopt the federal tax treatment.
It is not true tfhat incne received by co rl)( rate taxpayers in a state, or even iin-
conic apportioned toi a state from out-of-state corl)orate entities, would have
been taxed first by that state at the subsidiary level. It would be coincidential
if that were, in fact, the case. And although the operating incme of the sub-
sidiary may have been taxed by another state, that in itself does not l)rovide
a reason for the states to relinquish taxability of the parent if it is a corporation
doing business in the state.

S-1245, therefore, should be amended to allow full taxation of income from
whatever source, including dividends, with full apportionment among the states
having nexus. There is no reason for a. holding company to escape taxation as it
performs very valuable management services which create income in the sub-
sidiary. They also receive the services and protection of commercial domicile in
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the state. Most of the dividend income problems can be solved by allowing con-
solidated returns. And S-1245 should so provide.

The provision of S-1245 as contained ill Section 209 is not workable at tile state
level and is thus not a substitute for the consolidation question. The l)rovision is
akin to Section 482 of the Internal Revenue Code which even the Internal
Revenue Service has great difficulty in utilizing. The states just do not have the
administrative expertise to enforce this type of provision.

Apportionment of taxable income should )e based upon the well accepted
three-factor formula. however, the apportionment formula should be applied to
all taxable inconie, including dividends. If the lixeis standards coiitiinlc, to allow
for taxable income to ie apportioiied to states without the right to tax such
income-then, as previously stated, the apportionment fornmla nitist ibe revised
to provide for either a throwback ride or, in the alternative, deletiom from the
numerator and the denominator (if the sales factor of sales miade in these states.
The "distinction concel)t", determining where a sale is hw ated, is workable. But,
wit hoit these changes in the stles factor the bill cannot achi('ve accotiiitalility
of all income for taxation.

In the area of sales and lits, taxes S-1215 l)tirorts to codify existing jliris(hic-
tional standards arrived at through oirt decisions. This co(ilicaticn is liiullified
somewhat by section 101 ('1) which relieves the seller, with no husilnsssit uIs wit hil
the state, from collecting or paying tie sales or use tax if he cii tainls a registration
number (section 304) from tile l)rehiaser. This wold seen, to opleni the (door to
relieving solicitatioui-oily, oit of state sellers, froim collecting g ii-' tax fromt in-
state, niol-retail iuyers, anid thereby uiiderniiiing tle state tse tax svwt.ni with
treln(,ndowlS tax loses.

Als i, rent( iving the acceptance if t his exemoption certificate by tile ,, t-if-state
seller "in goo d faith" can be very disastrollst tihe adiimi trati(I no lhese taX's.
TIhis g(lI faith requireuenent has hmig beel a iiajir tIcmd for i n'teeting tie state
against an out-of-state seller accepting a resale certificate wi ii respect it) sales if
itells which he knows, or should have known, were lit l)I:rchased for resale.
The diflicuilties of audit, which would be created by thi x ('cipl)tn c'tificate
pro, visil ias now Cimtained ill S-1245 tire staggering to c(mitniI)iate. This Iiir(j-
visilon11iiust be challged to c(iilcide with1 existiiig State laws.

Section 401 of S-1245 would grant jurisdictionl to review de 1,O i ally" issues
relating to a dispute arising under this at or under Pho ulic Law SWi- 272, as
aniended. This iinplies to nic that by ('act ing this sectim, Conress hi ,uild be -'aying
that state courts not are conl)ietent to arrive at juist results. If this is the intent of
Congress I cannot accept, it. It, k instilting tolit stat ,s. I atil no t irsiaded that
there is a need fo r a federal coi irt for this 1) r11ose.

I would also request that Lhis slti)colmiilttee siiI)l mrt the mliti.late Tax Coin-
mission. The C'ommissision represents t lie coilerative 'frt (,f t\\ llty-)iinc (21)
mnlii)(,r states and fifteen (15) a,.siiciate nieill)e'r statc, \\-O)i-ling 6 g't her to
r(sci\'e the pri rleills ()f .tate taxatii )n. Tl'e CmliIinissiin has rec(,lltly i lide great
pro gress ill trying to arrive at tinifilrImlit ' y c f state acti' iii ill thk area. Ill ,rder to
aclli(,ve t his highly desirable unifiuiity (if taxation '111d eflicieicy 4'f tax ad-
lllistratioll, tie states need the ciintinuied be'iefits that [lhiw fri mI the j(ont .and
cliiiherati\e el'forts that this C>nniu.si i has ene l raged a cid achiicd. The
statvis need the Ccinlunissioi to conduct, legally ccioi a'rative audits f ir Ilih stiat(,s
so as to i)rotect the honest t axpayers wlo are pritoperly repi irtilg all if their
ille(lme, as o))osed to the cit her taxpayers \hio arc at tenl)timng to Sli si illO' ()f their
incille betweenn tle ('racks. Coltinlc ed success of tihe C()ilillmSilm illmay well
depend 1ip)0n the encouirageient (of the ('ongr'iess throniig congr-cssi ma ci isellt
to its activities.

Thank you for the li()ortunity yolu have granted to me tii be heard on his
very iniportant tax iieasure.

Senator MIONDALE. Our next witless is lop. George Kinlliear,
director of the Washiigton State De)artmn('t of Rev(niue oil behalf
of Gov. Daniel J. Evans. I will to advise the staff tlat Governor
Rampton indicated he wanted to testify and asked that his statement
be received. If there are later scheduled hearings, lie has asked that
he be permitted to testify. Thank you very much. We are plead to
have you-
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STATEMENT OF HON. GEORGE KINNEAR, DIRECTOR, DEPARTMENT
OF REVENUE, STATE OF WASHINGTON, ON BEHALF OF GOV.
DANIEL J. EVANS

Mr. KINNEAR. 'Mr. Chairman, I have filed a statement for myself
as director, and at his request, for Governor Evans who could not be
here today because he hadi a prior appointment in Moscow, U.S.S.R.
I also want to mention that while he is Chairman 6f the National
Governors' Conference, Governor Evans is speaking solely for him-
self and the State of Washington. And I have been informed thatyou
would be asked by Governor Rampton for an opportunity later to file
a statement for the Governors' Conference.*

Now, the testimony of both Governor Evans and myself is unequiv-
oeally in opposition to S. 1245, and in full support of S. 2092, which
ias heeii allied d generally the adl hoc bill introduced by Senator
Mlagnuson last session anod this session, and which is now before you.

The thrust of Governor Evans' and my recommendation in oppos-
ing S. 1245 is, in the Governor's words, that "it would not provide
uniformity in tax administration, but to the contrary, its primary
impact would be to provide preferential juris(lictional exemption, an(l
ltis create new areas of nonuniformity."

Now, )oth of us (1o acknowledge that there are definite problems
facing tihe business coinmunitnhit y, serious problems across the country
in (lealinig with many States, that we believe call for the establishment
of nuionll stamdarIds. I might add that the States face some serious
problenis in dealing with thile larger national anl multinational cor-
l)oration a-,o, in which areas they would be assisted by having national
stan(lnarls in legislation.

Now, second Governor Evans and I (1o recommend specifically
the enactment of consent legislation for the multistate tax compact.
'[he principal thrust of S. 2092 in title I is toward this point. S. 2092
does propose to merge the multistate Tax Commission approach. in
title I with the Federal standards approach in the remaining titles II
through V.

Governor Evans says in his filed statement,:
I think this l)riosled consent legislation is the right, way to go. The Multistate

Tax (',mimission has 1wee, hampered in its efforts to )ecome a fully successful
agency for solving the tax l)r(d)lms arising between the States and the multistate
lmusiminie-s by the failure of Congress to enact, consent legislation. I believe strongly
in the great p)t('ntl ,f the Multistate Tax Commission as an agency of the States.

One point that has not been wi(leiv (liscusse(d about the Commission
I would like to bring to your attention, Nlr. Chairman. It has proVt(1
a valuable asset beyond the areas of specific legal authority.

In a short time,' it has become a valuable educational' device for
its rnembi)ers. In other worls, the average administrator, after lie is
appointe(l, concentrates hea vily on the interstate problems that
confront him in imeliatelv, an( which are his primary responsibility.
The rI( Ihs create(I a new source of invaluable aid and information
to every State administrator. They quickly become acquainted with
their peers throughout, the country, and they constantly gain expertise
from repeated contact with experienced and able men in other States,
an(i become fainiliar in rapid fashion, not, possible before, with those

See p. 393.
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problems of national scope which have now becoine it part of their
responsibility. Their perspective grows to a degreee nl at a rate not
before possible.

Regarding titles If tlirotigh V, I have filed a v(oiimentiary, previollsly
printed in the Congressional Record, (oiitining tleir (letai.ik. lelese
titles address tlieinsel 'es to tile very probleins raise(I l)v t le ('ost,
Committee today in silIpport of 1'e(leral stal(lar(ls, 1)1lt doit inl telms
of standards of' adihiinist ration rather t han tllrolii ulirisdi'tional
exem ptions.

I (10 want to state t word Ilabout tihe work of the Stl)olillliite of
the National Association of Tax A(lmninistrators claird by M lr. Owen
(larke of "Massachusetts, who Spoke here a moment ago. Some of the
concel)ts contained in the original draft of S. 2092, written soeie 2
y(ars ago, have been iml)rove(l upon, an(l I urge that tlte olnrlittee
and the staff driaw on the proJ)osils of the 'Clalrke ( 1om iilite. I
respect the ,judgment of its c)airmln nd mevilers, an1d )romlly
support their conclusions, even though I ltve not seeli tl(,ll in fiil
forl.

There is one more important issue whi(l was not consi(lere(i by the
a(1 hoc committee in S. 2092, Nvhi(l I urge, your '.comm)iittee to ('olsi(ler.
I urge Congress to reverse the jliris(iicti(;l relation estalblisle( by
the National Bellam H1e. ,- (le(ision. I t)elieve voi are failiar \vit) tlis,
Mlr. Clairmnn. You were counlienting on tie exemlIption to tilil or(ler
lolises i alinute ago.

It is a simple matter of fNct that Nationil Bellas Hess and simiilar
msinesses aire competing for tle same market witli local 1)usimlsses.

Mr. Turlington also commente(d oil this a oment aqo, tin1 f \v1 Wo I
like to quote briefly from Jiistice Fortils ilillority o)illioil. He polite(
out tlat:

Bellas Iless enjoys the benefits of, and profitss from tile facilities nurtured by,
the State of Illinois as fully as if it were a retail store or naitained sulesiin
t herein.

The State of Louisiaina itzis presented a recomllnlen(lat ion for es-
tablishing Fe(leral staln(latrs uniforlm lpplic tion of tle Stiate sales il1(1
use tax. Among other details, it would (orrect tile preferential in-
equities of the Bella.s Ile.s ease. 1 have only seen aln outline of tli( plan,
anl no draft of proposed legislation, bult will stale 1ny unqtinlified
support for tle substantive proposals J)reselte(l by ! 'Ir. Traigle to tlis
committee.

I particularly wish to exl)ress sup))ort for MJr. Ira igle's pr)ol)osls
that there be only a single use tax collected il(I pati I)y any multi-
state business to each State in wiich it is iilaking sales ail(1 tiis at a
single rate combining local taxes levied with the State tax. Ilere have
been suggested constitutional problems, and I can see some l)rol)lels.
I am convinced however that State legislation that would laclieve this
simplified use tax collection system coul(l be (lrafte(l to avoid( con-
stitutional problems.

However, I do oppose the Louisiana proposal to involve the U.S.
Department of Commerce and the FederaI districtt courts in State
administrative decisions. The use of the Department of Commerce as
a depository for filing State tax returns, is, I believe, unnecessary.
With the present rate, for example, of 80 stamps, the difference in
cost for a company selling in all States would be $4 to inquire of each
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State as against 80 for writing to the Department of Commerce. The
$3.92 differential hardly justifies moving the Department of Commerce
into State administration and for a picayune service. Most multistate
companies do not do business in all States, and I am sure they can all
afford this.

I would also oppose having State administrative decisions reviewed
in Federal courts. Experience proves that this assures no degree of
national uniformity.

IFinally, not onlv the administrative actions, but the statutes con-
sidered, will be State laws an( State decisions. The Federal legislation
will establish procedural standards only. Why should State law or
administrative decision be m andatorily presented to Federal courts
for determinationn?

I might add that Federal courts in many sections of the country are
now having extreme difficulty in keeping abreast of their calendars.
What clear reason would there be for increasing their burden?

Thank you, Mr. Chairman.
Sellatol' MIONDALE. Thank you, Mr. Kinnear. We will place your

full stia enent anld tiam of your Governor, Governor Evans, in the
record att his point. We very much appreciate your comments. It
appears that the Triigle proposal may provide 'the basis for sonie
compromise. To be sure, it. li, not been analyzed from a constitutional
l)oillt of view or from anm acceptability point of view in terms of local
governments; whether local governments would be willing to agree
to sone kind of coimposite of ranking of their local taxes must be
exl)lore(I. But your statement certainly encourages me to believe
liat it ougllt to be furt her reviewed.

Mr. I\iINNEA. Could I add one word on this problem of your local
sales tax, for instance?

Selllltor IONl . YeS.
Nlr. KINNEAR. I think if you (o have a multitu(le of in(livilual

local governmelnts to pay use taxes to, you create absolutely impossible
position's for out-of-State 1)usilnesses, and for many in the State. It is
just as bad for the State administration if you did not provi(le for a
single collect ion procedutire because your geographical, 1)olitical lines
of cities are not clear, ad you cannot, the average f)lsiness could not,tell by an address wh Ihey are selling to.

Senator NIONDALE. Yes. So that makes sense to you fronm that
standpoint. Well, tlhank you very, much.

(The statements of lr. Kinnear and Governor Evans follows:)

STATIEM ENT O1 G:oIinGE. KINNEAR, DIRECTOR, I)EPARTMENT OF R, AVENUE, STATI.
OF WASHINGTON

My name is George Kinnear. I am Director of Revenue for the State of Wash-
inglon and have served in this position since January, 1965. J)uring these 8!V years
I have be-4'n a nlem)er of the executive board and officer of the National Associa-
tion of Tax Administ raters for seven years, including 1 years as President. I also
served for 21., years as first chairman of the Multistate Tax Commission and sub-
sequ(ntly as a lleml)er of the executive commiittee for two years. For something
over two years Mr. Leonard Kust and I labored as cochairnien of the Ad Hoc
Commit tee which drafted the Interstate Taxation originally introduced by Senator
Magnuson two years ago, which is now before the Senate as S. 2092. I also have
had the honor of acting as Chairman of the Western States Association of Tax
Administrators and a inember of its executive board, as-well as serving on the
executive boards of the Tax Institute of America, the Federation of Tax Adminis-
trators, and the National Tax Association. During this period I have also con-
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tinted my previous act ivity as a member of the section of Taxation of the American
Bar Association and particularly on its local and state tax committee.

I do not list this record of activity solely to provide a biographical sketch, but
to try to inform you of the extent of my activities and interest during this l)eriod
and working with the Bar, with business tax representatives and with the other
states in a continuing effort, to develop an adequate and reasonable legislative
answer t(o the considerable l)ro)lems confronting both multistate businesses and
state governments in dealing with one another in the field of taxation. I believe I
have come to know quite thoroughly the nature of the conflicts of opinion, the
practices in which injustice and non-uniformity do exist, and the actions where
special advantage have been taken or sought.

I am a)pearing before this st)-comnittee of the Senate Finance in support
of S 2092 and in opposition to 8 1245. My comments will stress selected issues but
I have included, as an al)l)endix to my written testimony, a copy of the explana-
tory commentary filed with S 2092.

there is a substantial agreement fav'oring a uniform formula for the division of
multistate business income among the states and a consensus, including major
isiness support, that the collection of sales and use taxes by interstate business
should be governed by uniform standards based upon codification of the General
Trading and Scripto decisions of the U.S. Supreme Court. (Scripto Inc. v. Carson,
362 US 207, 210-211, 4 L ed 2d 660, (i63, 80 Ct 629; General Trading Co. v. Slate
Tax Coin., 322 US 335, 88 L ed 1309, 64 Ct 1028, 1030.)

COMMEF:NTS IN OPPOSITION TO S 1246

The supporters of the original Willis and Rodino bills, who now support S 1245,
have consistently presented their legislation based on the argument. that there is
a seriou- need t( establish, through federal legislation, uniformity in the imposition
of stat( taxes Ul)on multistate 1,tusinesses.

There were two general arguments pres('nted in support of this position. The
first is that the national economy was being seriously hampered by the non-
uniform tax administration of the states. This argument I propose falfs flat, when
o(ne considers a direct result of the massive increase in commerce between the
states since World War II. It is the success and continuing growth of the multi-
state lmsiness that has caused our increase in tax liability, and such tax prol)lenis
as have developed.

The second argument has been that small businesses, operating in more than
(ne state face a articularr burden because of their inal)ility financially or orga-
nizationally to be aware of variations in tax laws or in regulations of different
states. There are businesses that, face this dilemma. Every effort should be made
to eliminate unnecessary red tape or inequital)le treatment. The majority of the
states are prepared to w ork for this objective.

The states, however, do not expect to surrender their jurisdictional right to
tax all business profiting from activities within their borders. These "small" coin-
panics need not, expand their business into other states and when they do so they
should expect to pay additional taxes and meet reasonal)le regulatory or taxing
requirements in the same way they must pay additional warehousing expenses
and other c(ots of doing business. Their expansion is a matter of their own volun-
tarv choice. They should be treated as fairly as humanly possible but their selected
situation provides no justification for tax exeml)tion and a resulting preferential
status over their instate c(m)etit(ors.

It is my judgment that legislation based upon the premises of S1245 would
create tax advantages which would encourage movement of business by out-
weighing other economic factors and, finally, these proposals would shift and dis-
tort the normal and economic growth of various areas of the country, and in
particular the Pacific Northwest, to their detriment.

Business should grow, expand and shift naturally in accordance with develop-
ing economic circumstances with encouragement from time to time by favorable
actions of state or local governments, chambers of commerce and other groups
with knowledge of local advantages. This natural development of business through-
out the country would neither be frozen, channelized, nor shifted by a broadside
federal decision which must necessarily be taken without regard for local eco-
nomics and without any regard for local interests and conditions.

MULTISTATE TAX COMMISSION

I would like to give special attention to Title 1 of S2092. This Title provides
congressional consent to the Multistate Tax Commission as the appropriate
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agency to administer any uniform standards established under federal legislation.
This proposal would provide a merger of the Compact approach and federal
legislation al)proach. It was proposed to preserve the administrative authority in
the states while at, the same tinie establishing standards that would by beans
of their origin be uniform throughout the nation.

While the Willis Bill wis first introduced in Congre,.s, the house of Representa-
tive, was assured that 11his legislation was necessary because the states would not
and could not wo(rk together. The initial work on drafting the Compact haid begtn
in Jamarv 1966 before the first floor debates on the Willis Bill. The statement \was
madie that the efforts to develop a Multi:-tate Tax Commis.,ion was nerely
' sllokesc0 roell. '

The fact is that the Compact was ready for l)resentation to legislaturvC in
January of 1967 and by June of that year eleven states had adopted the Compact
and the Commission became a reality in the fall. It was without fnids until after
the legislative sessions in the folloNving year so it was unable to be staffed until late
in 1968.

The Commission's annual reports show that a great deal of constructive effort
and mutual understanding has been achieved betwe en I)uiiness and state re)re-
sentatives since its creation.

The 'Multistate Tax Commission is a praetical vehicle for cooperative state
action, designed to )rovi(le a single agency with which business can discus its
problems with any or all states, and to stimulate action, state by state, by sl1pply-
ing thefm the an'ily ieal t(ils and data they need ti) dal with niiittial proldemus.

In judgement, the Miultistate Tax Coimnission is more than just an ageney for
joint state action, however, It, is a new co(cep-t for reaching nati'mwvide dheiiois
(oIn tax matte's and aceoumnodatiiig altered ecommiic conditions without illpairillg
the federal system of government.

Multistate business activities are going t(o increase, cert-ainly, and chantge in
character as well. The changes will cause 1)resenltly unforeseen I)rol)leins. The de-
mand l)y 1oth business and the states for greater mimifortit y, simplicity anid equi iy
of taxation will intensify. It is the obligation (of the states.-likewise that (f :C gr(,ss
-to attend to l)rosl)ective l)rot)lems along with current ones. The Comuiis.i,,Pn is an
ideal medium to deal with them efficientlv and equitalvdy on behlf of all.

The Commission in its short lifetime has beco(ume a valuable educational device
for its members, and especially the neophyte aduinist raters. The average almimis-
trator, after he is appointed, concentrated heavily 1lpon the instate probllms whihll
confront him inmediately and which are his )rinary responsibilityy. lie doesn'tt
have an opportunity to qui(-kly envision or focus u!) n issues of a regional, inter-
state, or national character. Attendlilg nati(iial c)nvent ions once a year anud
meeting other administrat(r-z occasionally provides onzly limited experience in this
regard.

The \I'lltistate Tax Commission ha,; created a new source of invaluable aid and
information to every individual state adininistrator. They quickly become ac-
quainted with their l)e(r: throughout, the entry, they c('stantly gain expertise
from contact with experienced aid able men in ()th(r s:tat e., and become familiar
in rapid fashion Nvith those problems ()f national co)e which have noV be(me
l)art of their responsibility. Their l)erspective grows to a degree and at a rate never
before possible. The resources of M1ultistat e Tax Comnnision are part icularly
valhiable as a slpplenient to the skills and knowledge of states with limited res earch
cal)abilities. The Commis.ion, conse quently, ha, become a major factor in im-
)roving state tax administration nationally at. nominal l cost. This contributioi is

of value to states and taxpayers alike. It fits well with the goals of Congr(ss as well.
In addition, the Vaus1m national and sectional meetings of the Cinmmissiom are a

means of establishing better comnininications between tax administrators and their
businesss "accounts," whose tax representatives are leaders in their profession. The

value flows in both directions. Business leaders do not have to visit 50 states, Or
even the 36 Commission -tate, in order to learn what the states are planning, or to
ex press their own recommendations.

The merits of this process have been al)tly stated by Charles P. Bayley, Jr. tax
counsel for Columbia Broadcasting System, who authorized the Multistate Tax
Commission to include a statement in its 1969 Annual Report which contained the
following:
"Why Business should support the Multistate Tax Commission"

"Business also has a direct financial interest in supl)porting the work of the
Commission.

"Under present circumstances of taxpayer coml)liance states and localities are
not about to cease increasing their rates of presently existing taxes, broadening



331

their tax base, and imposing new taxes. States and localities are not about to cease
either atteml)ting to tax out-of-state business to hell) ease the tax load on their own
in-state businesses and residents or requiring tlhe out-of-stater, conducting business
activities in the state, to pay for governmental services and protection furnished.
Taxplayers can do a miltistate busincs8 only under these conditions.

"All business is a large taxpayer (from his point of view) in his home state. If for
no other reason then than to slow down the ever-increasing tax burden in and ease
his own home-state tax load, busine-s should not only want to require out-of-state
l)u.incss to hell) share this load, but also in order to insure such result to ease the
burdens of coml)liance by stich out-of-state business in his own home state. Under
uniform and reciprocal tax treatment at the same time this will ease his own tax
conoliance burdens in those other states with tax jurisdiction over him.

"The states and localities through the Multistate Tax Commission are attempt-
ing to the extent of their ability and taxpayers' help and cooperation to achieve
that uniformity of statute, interpretation and administration necessary to facili-
tate tax compliance t)y out-of-state business. This work presently is the only effort
that has a chance of achieving these goals."

The particular conclusion I am urging upon this committee is that regardless of
any failures of the states in the past, the record and experience and characteristics
of the Multistate Tax Commission justify confidence and reliance in its use for
the purposes of administering any standards which Congress might determine to
establishh to assure equitable treatment of taxpayers, to facilitate their compliance
with tax laws, and to provide means of avoiding or settling multistate tax disputes
while preserving intact the taxing jurisdiction of the states.

It is a fact that there has been some cooling of business interest in the Commis-
sion and I know of some actions of the Commission which have not pleased all
business. This, however, is the fate of any administrative official or agency and I
do not take it seriously in terms of the overall potential of the organization which
has l)een amnl)ly )roven.

The major cause of whatever loss of momentum has occurred is the failure of
Congress to consider and enact a consent bill for some three years. It is the opinion
of the attorney generals of the member states, and it is my opinion, that the com-
mission is a valid legal organization fully qualified to carry out its purposes. There
is, however, a l)aucity of law on the subject and unquestionably there are honest
doubts and uncertainties in the minds of many l)usinessmen as to whether it is
worth their while-legally-to work with the Multistate Tax Commission. In
addition, those who are opponents of the Compact apl)roach have leaned heavily
upon Congress's failure to act and have argued that this in itself represents con-
gressional antagonism. I do not believe it is so i)ut of course neither I nor other
mneiiers of the Commission have a basis on which to argue against this allegation.
\We too are in doubt as to what Congress might do.

In addition to this uncertainty, the small staff of the commission has been
unable to spend all its time upon the purposes and objectives of the agency, but
has had to use excessive amounts of time and money in coining to Washington,
1). C. each year to discuss and confer on the possibilities of legislative action. Finally
the commission is having to spend excessive amounts of its resources on fighting
the major law suits which include among other attacks the charge that consent
legislation is essential to the continued existence of the commission.

In urging your support for Title I, I would like to bring to your attention the
following quotation from an article written by Justices Frankfurter and Landis in
the Yale Law Journal of ?ay, 1925:

"No one can scan the flood of cases dealing with jurisdiction to tax, rules for
al)l)ortionmnent and the like, without realizing that the ol)portuliities for taxation
open to the states against common resources might find a more economic and more
effective solution through negotiation than through litigation. At all events, in
view of the growing burden upon time and feelings, as well as the cost in money
due to conflicts and to confusion arising from the administration of independent
systems of state taxation, the possibilities of amelioration and economy realizable
through an alert use of the compact clause calls for more intensive study as part of
a disciplined attack upon the entire tax problem."

I believe that the Multistate Tax Commission offers a most exciting l)romise for
progress in the field of state taxation. Its possibilities for good are unlimited. It
is an association of qualified tax administrators which is able to stimulate action
state by state by providing the necessary information which is not now available
regarding many important problems, and by providing a vehicle for cooperative
state action. It is in this last attribute that your committee should be most
interested.



332

SUBSTANTIVE LAW (3 2092, TITLES II-V)

Turning now to consideration of federal standards for state taxation, my
recommendation is to adopt Titles II through V of S 2092. I am Opl)osed to
S 1245 in all respects where it is in conflict with these provisions of S 2092.

S 2092 is directed towards establishing nationwide standards of tax unifornlity,
whereas S 1245, regardless of its )urported motives, proposes an array of prefer-
ential innunities and restrictions which benefit selective businesses. It (loes this
by allowing the businesses to establish tax exemptions in various states of their
own selection, in which they are doing business and making profits .

I will make only brief comments upon S 2092 and the issues involved. To speak
at length on them would only load the record-with duplicate information and
advice which will be provided by others.

I do wish to direct your attention to the work of a special subcommittee of the
National Association of Tax Administrators, chaired by Mr. Owen Clarke, of
the Massachusetts departmentt of Revenue, whose findings will he reported to
you separately. Some of the concepts contained in the original draft of S 2092--
first written two years ago-hav undergone improvemen-ts and I urge that the
meml)ers of the Senate Finance Committee and its staff draw freely on the revi-
sions that will be proposed to them by the Clarke Committee. The latter has 11ny
full support.

In addition, as one of the drafters of the \Iultistate Tax Compact, ws an original
officer and member of the Multistate Tax Commission, one of the organizers of the
Ad Iloc Committee and a )artici)ant in drafting its ultimate recommznendati(n.,
and as one of the sponsors of S 2092, I have constantly sought, to bring abmit a
consensus for a legislative program. There were l)rilciples which I could not (.(1n-
promise, such as opposing the efl'forts to establish preferential tax immunlity. ()l
the other hand, there were major issues such as the treatment of foreign source
income, consolidated and conl)|ined returns, about which I could find 11o absolute
right or wrong-no )lack and white positions. MQy efforts on these matters was to
find a position which provided a reasonable solution from everyone's perspective-
which the states and business could accept with no appreciable impact or harm. I
will continue to accept reasonable proposals of this type.

There is one inlportant issue which was not considered by the Ad I oe Comnmit tee
in drafting S 2092, which I urge the committee to consider. This is the incit iuion of a
corrective l)rovisiohn il the ultimate legislation yo( u reconmniend to the Seo ate to
repeal the jurisdictional limnitation establish(d by the National Bellas Hess decision
(386 US 753, 18 L ed 21 505, 87 8 Ct 1 39).

This case exempted mail order businlesses from re.lponsil)ility for collecting is(
tax whose only contact with t given state is the sale of merchandise within the
state, using either mail or con nn carrier for deliveries, and supple hm eted or
implemented solely by catalogies or "flyers," likeN\ise transmit ted solely in the
mails.

Tlie Committee, I am certain, is aware of the premise long est ablished by the
U.S. Supreme Court that interstate emnnimerce should bear their "just share of
state burden" so long as it is not treated l)rejidicially in relation to hoal Iusinless
(1l'estern Live Stock v. Burcatt of l'ovnnc, 303 US 250 254, 8:3 1, ed 823, 827, 58.S Ct
546, 115 AIR 944 (1938); Gcm-ra! Motors Corporation, v. lWash ijglon ct al, 377 US
436, 12 L ed 430, 84 S Ct 1564).

In National Bellas less the deeiin was against the state's clain )f jurisdiction
because of tile lack of "sonme definite link, sone inininium connecii n, between a
state and the person, property or transaction) it seeks to tax" Olilcr Bros. v.
Maryland, 347 US :340, 344, 345, 98 L ed 744, 745, 74 S Ct 535).

The Court concluded with the premiise this C ,nnittee understands well.
"The very )url))se of the Commerce Clause was to ensure a national veonomy

free from such unjustifial)le local entanglen(e*ts. Under the Conustitution, this is
a domain where Congress alone has the plwer of regulation and control."

It is on this principle that I rely in seeking your action.
It is a simple fact, that National Bellas Iless, and other similar businesses, are

competing for the same market directly with local business. The availability of
this market depends upon the success oif the economy of the particular states.
This success in our modern society depends upon a broad and indivisible mix of
local, state and national economic influences, also indefinably mixed with national
and state governmental influences-taxation, police, wage and labor policies,
et cetera.

Any corporation should part icipate in sharing this expense of government where
its activities are creating income for it, regardless of the form of its organization or
the plan of its activities.
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This, I believe is the thrust of Justice Fortas minority opinion, in which he
points out:

", ... Bellas Iless is not simply using the facilities of interstate commerce to
serve customer,; in Illinois. It is regularly and continuously engaged in'exploitation
of the consumer market' of Illinois ...

"Bellas Hess enjoys the benefits of, and profits from the facilities nurtured by,
the State of Illinois as fully as if it were a retail store or maintained salesmen
therein.

LOUISIANA SALES AND USE TAX PLAN

The t State of Louisiana is presenting a recommendation for establishing Federal
standards for collection of state sales and use tax which would, among other items,
correct the )referential economic inequity resulting from the National Bellas tless
decision.

I have seen an outline of the Louisiana Plan and have not seen any draft of
legislation. I do state my support for the general outlines set forth in the following
language furnished ime by Nir. Joseh Traigle, Collector of Revenue, Louisiana:

"This l)roposal wotld establish the concept that every sale of tangible personal
l)roPert.l which has a destination in any state would give that state the right to
require the vendor to collect and remit sales and use taxes on sulch sales either (a)
in the conventional manner as is now required, or (b) in the uniform manner as is
discussed hereinafter.

"Whichever of these methods may be required would be dependent utpon the
nature of the activities of the vendor in the state. If a vendor (a) has a place of
Ilusiners in the state, or (h) regularly makes deliveries into the state other than by

comnion carrier or U.S. Postal Service, such state would he permitted to require
the vendor to collect combined uniform state and local sales andl use taxes mbut
would be prohibited frommn requiring the collection of conventional sales and use
taxes.

"Under this proposal a- political subdivision of a state would be authorized to
require vendors to collect conventional sales and use taxes on interstate sales
delivered into such subdivisions only when such vendors (a) have a place of
I)iisin-s.s ini siWh subdivisioni or (b) regularly make deliveries into such sub-
division (other thall by common carrier or U.S. Postal Service)."

I wish to exl)ress, sel)arately, support for the proposition in the last quoted
paragraph of the Louisiana Plan.

I do believe that requiring business to collect sales o)r use tax foir a multitude
of local government s at possibly varying rates is an excessively omnwerus tax-
and to a considerable degree, in)ossible. The impossil)ility arises ,out )f attempt-
ing 6), (h(terlmilne the p) lit ical sits (Nwithin or without incrprated areas) by
st rcet addrt.-s alone. Uneven boundaries, annexations, and similar pr Iblems
abo€und. A single ratet for each state is essential as a necessary business condition
for a rp)r)er tax system.

I cannot, however, sul)ort the Louisiana lprol)sal to inv(dy'e 'he U.S. l)epart-
muent (of Conom-rce, nor u<c of the Federal District Courts, in administrative
decision ns.

Trhe use of tie departmentt of Commerce as a dep()sitory for filing state tax
rates is umnees.'ary to begin with. Business has objected to facing multitudes of
local sales taxes and rates but not to dealing with only 50 states. At, the present
rate of 8 the difference in cost for a comnl)any operating in all states would be
$4.00 t( inquire +)f each state as against. 8P to write to the 1)epartmont of Coi-
mnerce. The $3.92 differential hardly justifies moving the 1Dl-partment )f Com-
merce into state administration. M(ost companies d not do business in all states
and those that (1) can afford this cost, I am sure.

If the Committee bAieves there is a value in establishing a single location for
filing sales tax rates for the l)urposes of the Louisiant Plan (,or any comparable
plan), I suggest that this authority be added to Title I of S. 2092 and the respon-
sibility assigned to, the Multistate Tax Commission, an agency of the states. Since
this is a routine, mechanical responsibility, it could be handled for all states,
regardless of their relation with the Commission.

No useful )url)ose is served in having state administrative decisions decided in
Federal courts. Experience establishes that this would provide no element of
national uniformity. The Plan would require the issue to be heard in each state.
(This, of course, is prolxr. It would be an absurd burden to expect administra-
tors of their attorney generals to travel to the home district of every business
that might protest an administrative action.)
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Finally, not only the administrative action, but the statutes considered, will be
saelaws and state decisions.

The Federal legislation will establish procedural standards only. Why should
state laws or administrative decisions be mandatorily presented to Federal courts
for determination?

I know of no criticism of state courts at issue.
Further, Federal courts in many sections of the country are having extreme

difficulty in keeping al)reast of their calendars now. What clear reason is there for
incrasiIng their burden?

These statements of mine may appear overly terse. This is because I have not
been informed of any reason or argument for this proposal.

Appendix A

COMMENTARY ON S. 2092

To permit a compact between the several States relating to taxation of multi-
statc taxpayers and to regulate and foster commerce among the States by provid-
ing a system for the taxation of interstate commerce.

INTROI)UCTION

The above-described bill, attached hereto and hereinafter referred to as "the
Act,", was draftcd )y an expanded Ad Iloc Committee on Taxation of Interstate
Business which met in Seattle on June 8-9, 1971, to reconcile differences of opinion
which had developed over the original ad hoc proposal. The Ad floc Committee,
as originally constituted and as expanded for the Seattle meeting has no official
status. It is a volunteer and self-appointed group'of state tax administrators and
business rel)reseltatives.

The original Ad IIe Cominittee grew out of conversations early in 1969 be-
t wieeni lhe Co-Chairmen, G(eorge Kinnear, director , departmentt of Revenue,

. State of \Va. hington, anid then Chairman of the Multistate Tax Commission, and
Leonard 1'. Kust, Ca partner in the New York law firm of Cadwalader, Wickersham
& Taft, and then Vice President and General Tax Counsel, Westinghouse Electric
Cori)oration. These conversations were concerned with the seemingly unbridge-
able gap) l)etweei the views of state tax administrators and business, and the stulti-
fying effect of the conflicts involved on the prospects for reasonable solutions for
the prol)lems (f t axation of interstate business. The conversations culminated in
agreenemnt to strive jointly to organize a committee which would seek to bridge
the gap in views by identifying the areas of agreement and of disagreement and
working o ut sonme reasonable accord in the areas of disagreement.

The originall Ad Iloe Committee was organized with the understanding that
the memnbers were not representing tho organization with which they were con-
nected nor any other organizations with which they were associated. The members
rel)resente(d o nly their own views blsed upon their concern with the problems
involved, their experience and knowledge with respect to such )rol)lems and
their good will in committing themselves to seeking a reconciliation of views as
to solutions for these problems .

After a y(ar's exposure of the original Ad Ihoc proposal and its consideration
by various interested grolu)s, an expanded Ad h[oc Committee met in Seattle,
\Vashiiigton, on June 8 and 9, 1971. Attached is a list of the members of the
Committee. The l)url)ose of this meeting was to reconcile differences of viewpoint
and to develop necessary changes in those p)rovisions of the original proposal
which, despite the effort of the original Ad Hoc Committee, remained unacceptal)ly
controversial. In addition to the twelve months exposure of the original l)roposal,
the expanded Committee also had the benefit of the Plan developed by the Multi-
state Tax Commission as a guide in its deliberations.

The new expanded Ad Ioc Committee did not l)urport to represent any view-
point other than that of its individual members. While the revised Ad Hoc Bill
purl)orts to he a result of a consensus of opinion exl)ressed at the Seattle meeting,
it has been aptly referred to as representing an "uneasy consensus". There was
no formal vote taken or record made of the proceedings. It was recognized at the
meeting that those in attendance were completely free to voice later objection
to any provision of the draft. This commentary must necessarily reflect the under-
standing of its authors. The provisions of the revised Ad Hoe Bill and the com-
mentary herein pertaining to the same has been developed within this context
after giving ample opportunity to members of the Committee to comment on an
initial draft of the revised Ad Hoc Bill.
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GENERAL

The general conception of the proposals to which the original Ad Hoc Com-
mittee was committed-from its beginning in 1969, is that the solutions to the
problems -of multistate taxation of interstate business should be implemented
through a merger of the Multistate Tax Compact approach and the Federal
legislation approach. The objective of such a merger of approaches is to preserve
as far as possible administrative authority in the States by requiring the States
to act, in certain areas, through the machinery of an interstate tax compact
consented to by the Congress and serving as the agency to implement uniform
standards established under Federal legislation.

Such a structure would provide flexibility for adjustment and evolution to
iml)rove the system for taxation of interstate business. With the Multistate Tax
Commission under the Compact acting as the administrative agency it could
implement and modify, within the limits of permissible administrative interpre-
tation, the legislative standards under Federal law, and when'the need for-changes
exceeded the bounds of permissible administrative interpretation the Commission
could seek amendments to the Federal legislation. Moreover, under the Com-
mittee structure of the Multistate Tax Compact any proposal for amendment of
the Federal legislation will have been preceded by extensive discussions between
state administrators and business representatives and will presumably, therefore,
be presented to the Congress with a substantial consensus of support.

Under this conception it was agreed by the original Ad Hoc Committee and
the expanded Ad Hoc committeee that Public Law 86-272 was adequate as a
jurisdictional standard for income taxes; that Federal legislation should codify
the existing judicially prescribed jurisdictional standard for sales and use taxes;
and that it should provide an optional uniform apportionment formula for income
taxes eliminating the distinction between "business" and "nonbusiness" income.
It was further agreed that Federal legislation should prescribe standards for sales
and use taxes; grant authority to the Multistate Tax Commission to promulgate
rules and regulations implementing the Federal legislation; and that the Federal
standards should be applicable to all businesses irrespective of size. There were
divergent opinions concerning the tax status of dividends for income tax pur-
poses, both in the original Ad Hoc Committee and in the expanded Committee
as well as differences concerning the question of the need for and standards for
requiring state income taxes to be imposed on the basis of consolidated or com-
bined reporting. There were also unresolved differences of opinion concerning the
taxation of so-called foreign source income and foreign corporations. There was
also no general agreement pertaining to modification of the Uniform Division of
Income for Tax Purposes Act as set forth in Article IV of the Multistate Tax
Compact. Members of the business community wanted to eliminate the attribu-
tion of sales to the state of origin if the destination stute lacked jurisdiction to
tax. State representatives on the other hand were desirous of having all sales
attributable only to a state which had jurisdiction to tax under Public Law 86-272.

Both the original and expanded Ad Iloc Committee proposals contemplate that
the Congress will direct the house Judiciary Committee and the Senate Finance
Committee to continue to evaluate the progress being made and, if at the end of
five years the progress is not satisfactory, it is assumed that legislation imple-
menting an alternative approach to reliance on the Multistate Tax Compact will
be developed.

The following comments on specific provisions, unless otherwise indicated,
pertain to the work of the original Ad Hoc Committee as revised by the expanded
Ad Hoc Committee.

COMMENTS ON SPECIFIC PROVISIONS

Title I-Consent to enter into Compact and conferral of powers upon Compact
Commission

Title I is structured on the Magnuson Bill (S. 1883) and is designed to provide
for the consent of Congress to the existing Multistate Tax Compact.

Sections 101 and 102 provide for Congressional consent to and identification of
the Multistate Compact.

The purpose of Section 103 is to prevent a corporation from electing to have
its income tax liability determined by reference to the allocation and apportion-
mnent provisions of the existing Compact. Alternatively, Title III provides a
maximum for income attributable to taxing jurisdiction computed under the pro-
visions of this Act. Thus, for taxable years ending after the effective date of the

21-350-74- 23
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Act the allocation and apportionment rules of the proposed Act rather than those
set forth in the existing Compact would be applicable.

Thus, Section 103 prevents a corporation from having, in effect, a three-way
choice in compact states, i.e., state laws apart from the Compact, Article IV of
the Compact, and Title III of the proposed federal Act. Accordingly Section 103
restricts a corporation to the choice of either state law apart from the Compact,
or Title III of the federal Act.

Section 104 confers on the Commission the power to adopt rules and regulations
for the administration of the federal standards set forth in the Act. The question
of whether Congress may delegate this power to the Commission was considered
by the original ad hoc committee. The ad hoc committee satisfied itself with the
advice of eminent counsel that this delegation is constitutional. See Parden v.
Terminal R. of Alabama Docks Dept., 377 U.S. 184, 12 L. Ed. 2d 233, 84 S. Ct.
1207 (1964). Section 104 provides, however, that no rule or regulation adopted by
the Multistate Tax Commission hereinaftere referred to as the Commission) will
be in effect in any state if that state rejects the rule or regulation in accordance
with the procedures it would use in the adoption of any rule or regulation in its
administration of the tax law which constitutes the subject matter of the Com-
mission rule or regulation. Also, section 104 provides for the participation of all
the states whether or not regular members of the Commission in those delib-
erations and procedures to be followed by the Commission in the adoption of any
rule or regulation. State sovereignty is thus preserved by affording each state the
opportunity (1) of participating in the rule or regulation making function, (2)
to administratively reject any rule or regulation adopted by the Commission,
and (3) to use its own procedures in any proceedings pertaining to the rejection
of any proposed rule or regulation. This approach, embodied in section 104,
represents the rejection of the original ad hoc proposal, which would have made
the Commission's regulations automatically binding on .ll states, and acceptance
of the position that the Commission's rules and regulations should be essentially
advisory. However, non-uniformity resulting from state administrative inaction,
if any, is prevented.

Title II-Jurisdiction to Tax
Title II is limited in its application to the codification of existing sales and use

tax jurisdictional standards, except that it prescribes the "business location" or
regular delivery other than by common carrier or U. S. mail standards for local
sales or use taxes which are not imposed by uniform state law and collected by
the state. This standard is set forth in section 405. Any reference to capital stock
and gross receipts taxes in the original ad hoc bill have been deleted with respect
to the sales and use tax jurisdictional standards. No substantive change has been
made from the original ad hoc proposal.

Under the Rodino Bill (H.R. 1538) the jurisdictional standard for net income
taxes would be applicable only to "small' corporations but the jurisdictional
standard with respect to collection of sales or use taxes would be generally ap-
plicable. AS with respect to all provisions of the Act, the jurisdictional standard
proposed by the Committee are, as in the Ribicoff Bill (S. 317), applicable without
distinction between large and small corporations.

In the case of net income taxes, this gave rise to little difference of view among
members of the Committees. In order, however, to minimize changes in existing
law, it was agreed the jurisdictional limitations of Public Law 86-272 are adequate
for purposes of the net income tax and are preferable to the "business location"
tests of the Rodino and Ribicoff Bills.

In the original ad hoc committee, the major controversy as to jurisdiction
arose with respect to the imposition of the obligation to collect a sales or use tax
on interstate sales of tangible personal property. The Rodino and Ribicoff Bills
would not permit States or political subdivisions to impose on a seller such an
obligation unless the seller has a business location in the State or regularly makes
household deliveries in the State. The Talcott Bill (H.R. 4267), on the other
hand, would enlarge regular deliveries to cover all deliveries in the State other
than by common carrier or United States mail, and in addition would extend
jurisdiction to regular solicitation by means of salesmen solicitors or representa-
tives in the State, except where the solicitation is solely by direct mail or ad-
vertising by means of newspapers, radio or television. 'Thus, the Talcott Bill in
effect codifies the decisions of the Supreme Court in Scripto, Inc. v. Carson and
National Bellas Hess, Inc. v. Illinois Department of Revenue.

The merits of the differing standards were debated at length in the meetings of
the regional ad hoc committee. It was recognized that the conflict was between
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the interests of business, mainly of small business, opposing uudue burdens of
collection of tax on interstate ;ales and the interests of the States in assuring
reasonable effective enforcement of their tax with respect to interstate sales.
In analyzing the problems it became clear, however, that neither the Rodino nor
the Ribicoff Bills dealt effectively with the far more important problem of the
power of political subdivisions to; impose the obligation to Collect sales and use
tax on the interstate seller.

It is one thing for the small interstate seller to contend with the collection
requirements of 50 states and quite another, and more serious matter, for both
small and large business to deal with the varying collection requirements of
thousands of political subdivisions. The trend among States toward allowing
political subdivisions to impose sales and use taxes and to require collection (f
such taxes by the seller is accelerating. The Committee felt that this )roblelm
was a more serious l)roblem than the question of whether the juirisdictional
standard with respect to State power should be that in the Rodino and Ribicfff
Bills or that in the Talcott Bill.

Consequently, there was a consensus that the jurisdictional standards of the
Talcott Bill, codifying existing law, should be adopted but that the power of a
State or a political subdivision with respect to an interstate sale should be made
should be made clearly subject to the limitations of Section 405 of the Act, similar

to Section 205 of the Talcott Bill. That Section provides, as does Section 305 of
the Rodino and Ribicoff Bills, that a seller need not classify interstate sales
according to geographic areas of a State, except those sales with destinations in
political subdivisions in which the seller has a business location or regularly
makes deliveries.

By cross-referencing the jursidictional provisions of Section 201 to the classifi-
cation provisions of Section 40.5, political subdivisions will be effectively pro-
hibited from imposing the obligation on a seller to collect. tax on an interstate
sale unless that seller has a busines. location or makes regular deliveries in the
political subdivision. However, where the local tax is imposed in all geographic
areas of the State on like transactions at the same combined State and local rate,
administered by the State, and uniformly applied so that a seller would not be
required to classify interstate sales according to geographic areas of the State,
the jurisdictional standard in Section 201 would apply.

Under the jurisdictional standards of Section 101 of the Rodino and Ribicoff
Bills, a political subdivision has power to impose the obligation to collect tax on
an interstate sale if the seller is subject to the jurisdiction of the State, regardless
of whether or not the jurisdictional standard is satisfied in the political subdivi-
sion. The effect of the classification provisions of those Bills is obscure, particularly
since they refer to classification for "tax accounting" rather than for "tax col-
lection" purposes. The latter term is used in Section 405 of the Act.

The Committee believes that both small and large business are more interested
in limiting the power of political subdivisions to require collection of tax on inter-
state sales where there is not a clear jurisdictional presence in the political sub-
division than they are in "rolling back" the present judicially prescribed juris-
dictional standard with respect to State-level taxes.

In order to permit States and political subdivisions to adjust to the limitations
on the power to require collection of sales or use taxes on interstate sales imposed
by political subdivisions, Section 405 of the Act is not effective until July 1, 1976.

While Sections 101 of the Rodino and Ribicoff Bills, as well as comparable
provisions of the original Ad Hoe Bill, prescribed jurisdictional standards for both
capital stock and gross receipt taxes, the expanded ad hoc committee deleted all
references to capital stock and gross receipts taxes as it was deemed more prudent
to lay the proper foundation in dealing with the substantive provisions relating
to the more pressing problems of income and sales and use taxes, perhaps as a
future guide for resolutions of the many other interstate business tax problems.

Title Ill-Maximum Income Attributable to Taxing Jurisdiction
The first problem with which the original Ad Hoc Committee was confronted

regarding a uniform apportionment formula for income tax purposes was the
question of whether the formula should include only two factors, property and
payroll, or should include a third factor, sales. The 2-factor formula which was
included for general application in the original Willis Bill (H.R. 11798) encoun-
tered the determined opposition of the states and much of the business community.

The original Ad Hoc Committee agreed from the outset that there should be no
distinction between large and small business and that the 3-factor formula, since
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It represented the practice of most of the states having corporate net income
taxes, was to be preferred to the 2-factor formula.

The Uniform Division of Income for Tax Purposes Act (UDITPA) was taken
as a guide. UDITPA has been adopted by a number of states, although with
variations, and is incorporated in the existing Multistate Tax Compact.

One of the least satisfactory aspects of UI)ITPA has been its attempted dis-
tinction between "business" and "nonbusiness" income, the latter the subject of
specific allocation rather than apportionment under the formula. The Committee
decided that with the exception of dividends all of the taxable income of corpora-
tions subject to the Act should be apportioned among the several states in accord-
ance with the apportionment formula. There was a sharp divergence of opinion
in regard to the question of exclusion of any income from the tax base ceiling such
as foreign source and dividend income.

Title III sets forth the ceiling beyond which a state or a political subdivision
cannot go in imposing its income tax for any taxable year on a corporation taxable
in more than one state. References in the original ad hoc bill to capital stock and
gross receipts taxes have been deleted for the reasons previously stated. As in the
original proposal, the Title is not applicable to "excluded corporations" which
are defined in section 504. No state or political subdivision is required to incor-
porate into their income tax law any of the provisions of this Title. The limitations
imposed on a state's political subdivisions are identical with those limitations
imposed on a state (section 305). This Title (1) sets forth an optional three factor
apportionment formula; (2) exempts from state and local taxation income
described in section 951(a)(1) of the Internal Revenue Code (section 306(a));
(3) exempts dividends paid by a corporation in which taxpayer owns 80% of the
voting stock relating thereto and prohibits any offsetting adjustments related to
such dividends; and (4) assigns all other dividend income, otherwise taxable, to
the commercial domicile. In the original ad hoc proposal all dividends were sub-
ject to tax at the commercial domicile of the corporation.

The committee deemed it advisable to adopt provisions similar to the "taxable
in more than one state" concept embodied in UDITPA, so as to describe the
circumstances under which the apportionment formula would apply, and for pur-
poses of determining whether interstate sales were assignable to destination or
subject to the "throwback" provision. Such concept is incorporated in section
301(d). Provision is also made for tolling the statute of limitation where the
taxpayer's liability changes due to the reassignment of sales.

One of the most controversial problems considered by the Committee was the
question of the consolidation or combination of income of related corporations,
where one corporation is subject to the jurisdiction of the State but the other
corporation is not. Conflicting and apparently irreconcilable views are held with
respect to the solution of the problems involved.

It is obvious that if one or more States consolidate related companies and other
States do not the al)plication of even i uniform apportionment formula will
result in taxation of either more or less than 100% of the consolidated income.
On the other hand, nationwide uniformity will eliminate the problem. Whatever
the standards for consolidation may be, they must be uniformly applied among
the States. Related corporations should either be consolidated in all of the States
or in none of the States, unless a particular State and the taxpayer agree otherwise.

There was agreement within the Committee that potential "whip-sawing" of a
taxpayer should be eliminated. The intransigent controversy centered on whether
consolidation should be permitted and if it was on what should be the standards
ap licable to determination of when consolidation was appropriate.

The initial Ad Iloc Bill sought to bridge the differences in view by permitting
consolidation subject to rebuttable presumptions based upon quantitative tests
of intragroup flow of goods and services. These standards, however, continued
to be controversial and have been abandoned in the revised Ad Hoc Bill.

Section 301 (d) permits apportionable income, at the option of either the state
or the taxpayers, to be determined by reference to the combined apportionable
income and apportionment factors of all corporations of an affiliated group of which
the taxpayer is a member. Affiliated group as used in section 301(d) is defined in
section 505 to include corporations meeting the 80% of the voting stock ownership
test (corporate or noncorporate) exclusive of the affiliated corporations deriving
income from sources outside the United States.

This is a substantial change from the original Ad Hoc proposal,which had con-
tained the quantitative flow of goods and services test to determine when a corpo-
ration's income tax liability should be determined on a combined basis. In order
to assure uniform application of combined reporting requirements under the
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antitative flow of goods and services rebuttable presumption tests, the original
d Hoc Bill would have created a Multistate Tax Appeal Board as an independent

agency of the Commission to adjudicate disputes arising under such proposal.
Since section 301 (d) has been redrafted to permit any corporation of an affiliated
group to elect or be required by a state to file a combined report, the need for the
appeal board has been eliminated and the title providing for such agency has been
deleted.

It was agreed that in a consolidation dividends from affiliates should be excluded
from consolidated income.

It was also agreed that foreign source income should be excluded since consolida-
tion should legitimately seek only to bring income earned within the United States
into the consolidated income to be apportioned among the 50 States. There was
strong disagreement, however, as to whether foreign source income should be
defined according to Federal source rules or whether sole reliance should be placed
upon the apportionment formula to determine foreign source income of afliated
corporations included in the consolidation.

The disagreement with respect to foreign source income was finally resolved
by the proposal that in the case of affiliated corporations, such as Western Hemi-
sphere Trade Corp orations, possessions companies and China Trade Act Corpora-
tions under the Internal Revenue Code, where the Internal Revenue Service
would of necessity in each year determine the amount of foreign source income of
such companies and under Section 482 would determine that such income was
clearly reflected in such companies, the Federal rules would be accepted and such
companies would be excluded from a consolidation. On the other hand, any other
foreign or domestic company would be excluded from a consolidation only if at
least 90%7, of its income was from foreign sources, determined by sel)arate applica-
tion to it of the apportionment formula under Title III of the Act. F or this purpose
the "throw-back" rule, with respect to the location of sales for purposes of the
numerator of the sales fraction, would be inapl)licable, since this rule is not
pertinent to the determination of where income is earned by application of the
apportionment formula.

These provisions designed to eliminate foreign source income are incorporated
in the definition of an affiliated corl)oration in Section 505 of the Act.

The optional three factor a)portionment formula consists of the factors of
property, payroll, and sales. The property factor is based upon the valuation of
property at its original cost and leased property at eight times the gross rental.
The payroll factor includes the total amount paid as compensation. Full accounta-
bility of the property and compensation factors is required since the sum of the
numerators for the states in which the corl)oration is taxable must be the same
as the denominator used in those factors. This was not expressly provided for in
the original ad hoc proposal.

Section 304, the sales factor, achieves full accountability through the "throw-
back rule" which assigns sales to the origin state if the destination state lacks
jurisdiction to impose tax. Export sales, however, other than export sales to the
U.S. Government, are assigned to the foreign destination. The committee agreed
that export sales, except for export sales to the U.S. Government, should not be
subject to the "throw-back" l)roJvisions. The "throw-back" provisions properly
apply where the nationally imposed jurisdictional standards l)revent the destina-
tion state from imposing tax, but such justification is lacking where sales have a
destination in foreign countries, since such countries are subject neither to the
jurisdictional standards nor the uniform al)portionment formula imposed on the
states.

The sales factor is generally defined as the fraction the numerator of which is
the -ales of the corporation which are located in the state during the tax year
and the denominator of which is the total sales by the corporation everywhere
during the tax year. The original ad hoc proposal did not contain any special
provision for either sales to the United States Government or to foreign countries.

Sales of services are assigned to the state where services are performed based on
direct costs of performance and receipts from rentals of tangible l)ersonal propertyy
are assigned to location of the property. Sales of real estate, if the corporation is
engaged )rimarily in the sale of real estate, are assigned to location of the real
estate. Sales of other tangible personal property are assigned on a destination basis.
All other receil)ts are eliminated from both the denominator and numerator of
the sales factor.

Section 305 of the Act is based upon Section 206 of the Rodino Bill.
As discussed earlier, Section 306, dealing with exclusions from apportionable

income, exempts foreign source income and assigns dividends received from sub-
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sidiaries meeting the 80% ownership test to the taxpayer's commercial domicile.
Offsetting adjustments for interest and other expenses are prohibited.
Title IV-Sales and Use Taxes

Uniform standards with respect to sales and use taxes were perhaps less con-
troversial than any of the areas to which the Committee addressed itself. The
Committee was largely able to agree on the standards contained in the Rodino,
Riicoff and Talcott ills, with some modifications deemed to be an improvement.

The provisions of this title in the draft are cor arable to the provisions in the
original ad hoc bill, and the Talcott Bill. Section 4 a defines a location of a sale
to be in the destination state and permits a contiguous state or political subdivision
thereof to enter into reciprocal collection agreements as provided for in Section 406.
Section 406 in turn, when authorized by state law and reciprocal agreement,
requires a seller with a business location to collect use tax on Sales he makes into a
state which does not have jurisdiction to require collection under Section 201.
Section 401 (h) provides a use tax credit for prior sales taxes to another state.
Section 401 (c) provides for a refund for the overpayment of a use tax. Section
401 (d) places a limitation on credit for prior taxes for the respective taxes which
are measured by periodic payments made under a lease. Section 401 (e) exempts
vehicles and motor fuels from the provisions of Title lV.

Section 402 is the same as Section 202 of the Talcott Bill. It exempts household
goods and motor vehicles from use tax if acquired and used by the person for a

period of 90 days or more before he brings the property into the -state for use there
as at resident.

Section 403 dals with the treatment of transportation charges with respect to
interstate sales. This section conforms to Section 203 of the Talcott Bill without
precluding a state from requiring an instate purchaser to pay tax on freight charges.

Section 404 concerns the use tax collection liability of sellers on sales claimed
to be exempt by the purchaser. It relieves the seller from any liab cif the pur-chaser of the property furnishes to the seller a certificate or other written form
of evidence indicating that the property is acquired for an exempt purpose.

Section 405 has been commented onin reference to jurisdictional limitations
provided in Section 201. It should be noted that while Section 405 by its language

only precludes classification of interstate sales for use tax collection purposes by
a seller, the purpose of Section 405 is to require uniform state collection and
administration of local sales or use taxes imposed on interstate sales. Because
the jprovisions of Section 40.5 may have some significant effect, on local revenues,
Section 523 postpones its effective date to on or after July 1, 1976.
Title V-Deinition e and Miscellaneou Provisions

The definitions contained in part A of this Title generally are those set forth in
the orig inal ad hoc proposal which were based upon the definitions contained in
Part A Title V of the Rodino and Ribicoff Bills, with minor changes except
any references to gross receipts or capital stock taxes are deleted from the defini-
tions;. Section 501 defines a net income tax, Section 502, a sales tax, and Section
.503, a ulse tax. Section 504 defines an excluded corporation which term is used in
Section 301 (a) to delineate the scopeC of Title III. Thus, the income tax provisions
of the proposed bill do not pertain to an excluded corporation. An excluded
cororation generally includes various financial organizations and public utilities.

Section 505 defines an affiliated corporation and is based upon Section 1504 of
the Internal Revenue Code with changes in structure and modifications to take
into account companies controlled by a noncorporate common owner. The term
'affiliated corporation" defines corporations which can be required or permitted
to file a combined report, as lrvded in Section 301 (d). There is excepted from an
affiliated corporation (1) excluded corporations defined in Section 504, (2) Western
Hemisphere Trade Corporation as defined in Section 921 of the Internal Revenue
Code, (3) possession companies as defined in Section 931 of the Internal Revenue
Code, (4) corporations entitled to the special deduction for China Trade Act
corporations under Section 941 of the Internal Revenue Code, and (5) corporations
substantially all of the income of which is derived from sources without the United
States.

Section 506 defines sale to include leases and rental payments under leases for the
purposes of Title IV. Section 507 defines an interstate sale and Section 508 defines
destination. Section 509 defines business location. This term is used in the Act
only in regard to sales and use tax jurisdiction. Section 510 defines the location of
property and Section 511 defines the location of an employee for Title III income
apportionment purposes. Section 512 defines state and 'Section 513, state law,
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Section 514, taxable year, Section 515, compensation, Section 516, commercial
domicile and Section 517 defines dividends.

Part (b) of Title V contains the miscellaneous provisions. Section 518 permits
the imposition of franchise tax as a revenue measure even though technically
Imposed on the privilege of engaging exclusively in interstate commerce. Section
519 prohibits geographical discrimination. Section 520 indicates that the proposed
act does not repeal Public Law 86-272 with respect to any person or to increase or
otherwise effect the power of any state or political subdivision to impose or assess
a net income tax with respect to an excluded corporation. Section 521 prohibits
out of state audit charges. Section 522 limits the liability with respect to un-
assessed taxes which a state or political subdivision would have no power to
impose after the date of the enactment of the proposed Act. Section 523 pertains
to effective dates. The provisions of the Act will take effect on the date of its
enactment unless otherwise provided. Section 405 (pertaining to local sales and
use taxes) is to be effective on or after July 1, 1976, and the Act is effective for
unassessed taxes as provided in Section 522.

STATEMENT OF HON. DANIEL J. EVANS, GOVERNOR STATE 01 WASHINGTON

My name is Daniel J. Evans. I am Governor of the State of Washington. I wish
to thank Senator Mondale and the subcommittee of the U.S. Senate Finance
Committee for this opportunity to present a statement of my support for S. 2092
together with comments on other multistate tax legislation now before Congress.
My op position includes vigorous opposition to S. 1492.

Eight years ago, the so-called Interstate Taxation Act (commonly known as the
"Willis Bill") was first introduced in the U.S. House of Representatives. This
touched off extended nationwide discussion of the tax jurisdiction of states and
their economic and governmental relations with multistate business taxpayers.
The State of Washington was drawn into the argument at an early stage. The
Director of the State Revenue Department and an Assistant Attorney General
took an active part over the ensuing 16 months in drafting a multistate tax com-
pact directed toward achieving uniformity in state tax treatment of multistate
business through action by the states. This compact was proposed originally by
the National Association of Tax Administrators 1)ut the effort was carried forward
on an ad hoc basis between State representatives with the assistance of the
Council of State Governments.

Subsequently, in 1967, twelve states enacted the compact and organized the
Multistate Tax Commission. The Commission's activities grew and its member-
ship expanded to 21 regular member states and 15 associate states. One of the
latter states, Alabama, has also adopted the compact, conditioned, however, on
Congressional consent.

A number of bills before you propose to establish federal rules for uniformity in
this area of state taxation. I wish to divide my comments on the proposed legisla-
tion into two principal parts. First I want to state my support for and belief in the
value of the Multistate Tax Commission. Title I of S. 2092 proposes to designate the
commission as the administrative agency for whatever substantive law Congress
might enact relative to state taxation of multistate businesses. I think this pro-
posed consent legislation is the right way to go.

Second, I will comment generally on the proposed substantive provisions
leaving detailed discussion of various proposals to Mr. George Kinnear, Director
of Revenue of the State of Washington, and to the other administrators better
acquainted with the technical details of tax impact administration. Congressional
Consent for Multistate Tax Commission (Title I, S. 2092)

The statutory purposes for creating this Commission as they appear in the
language of the compact read as follows:

"Purposes. The purposes of this compact are to: (1) Facilitate proper determi-
nation of State and local tax liability of multistate taxpayers including the equi-
table apportionment of tax bases and settlement of apportionment disputes; (2)
Promote uniformity or compatibility in significant components of tax systems;
(3) Facilitate taxpayer convenience and compliance in the filing of tax returns and
in other phases of tax administration; (4) Avoid duplicative taxation."

Within the scope of these purposes are other objectives which this committee
and Congress should understand. One accomplishment of the Commission has
been to make a positive response to a widely-voiced criticism of the states that
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they could not and would not get together and act jointly on tax decisions affecting
multistate businesses across the country.

The states had previously been relatively weak and dilatory in many areas
of government. This condition was acute during the difficult years of the 30's
when the economics of the times hurt all of America but particularly strapped
the states and local governments for revenues to carry on even routine services.
This weakened condition extended through the war years when available revenue
and administrative planning had to be centered in Washington, D.C. Since
shortly after World War II, the states have shown consistent progress, imagination
and increased capacity in their administrative programs.

The supporters and opponents of the compact and many congressional com-
mittee members agree that the main objective of the Commission at all times has
been to achieve maximum uniformity in the administration of state taxes as they
affect companies engaged in multistate business. However, with the exception
of S. 2092, and its lineal predecessors, the proposals presented in Congress com-
mencing with the Willis Bill and proceeding through those introduced by Repre-
sentative Rodino and Senators Ribicoff and athias, would not provide
uniformity in tax administration.

To the contrary, their primary impact would be to provide preferentiaIjurisdictional
exceptions and thus create new areas of non-aniformity between competing businesses.

All the time, of course, the less mobile and flexible businesses in any state
would be forced to compete in the market against the tax-favored firms this
measure would benefit.

We simply don't need tax loopholes of this magnitude.
The Mulfistate Tax Commission has been hampered in its efforts to become a

fully successful agency for solving tax problems arising between the states and
multistate businesses by the failure of Congress to enact consent legislation.
The Attorney General of Washington State advises me that the compact com-
mission is a legal and constitutional entity and does not require a congressional
consent bill to qualify its actions. Its opl)onents continue to argue this question,
however, and their arguments have created unjustifiable but continuing doubts
in the minds of many businessmen and some state administration as to whether
they should work with the commission or not. A consent bill would eliminate
this burden.

I believe strongly in the great potential of the Multistate Tax Commission as
an agency of the states. My convictions were expressed in the enclosed statement
I made to the Seattle Chamber of Commerce in 1968 which outlined the business
advantages and purposes of the compact commission. (Enclosure A.) The Com-
mission was barely 'underway" then, but I believe this statement remains true.

I foresee increased need for the Multistate Tax Commission. If Congress should
enact a bill providing subsidy directives or jurisdictional definitions affecting the
state tax authority, Congress would have only two alternative actions. The first
would be to leave determinations to the various, federal courts, a move that
assuredly would not assure uniformity. (I know it has been suggested that the
Court of Claims might hear disputes. The Court of Claims is not qualified by
experience to adjudicate these issues and serious administrative problems would
be created for a large majority of the states in dealing with the Court of Claims
on tax issues.)

Alternatively, Congress could turn administrative responsibility over to the
IRS or some other federal agency. I would protest this choice. I cannot believe
that Congress would take such an overt step towards destroying the independent
administrative authority and political integrity of the states. This decision would
create non-uniform tax administration within each state; state and federal author-
ities would find themselves separately interl)reting the same laws for different
classes of taxpayers. This would be anathema to instate business taxpayers and
undoubtedly would receive the condemnation of all businesses exce)ting those
granted exemptions in particular states. Since tax revenues constitute the life
blood of any government, this could only result in downgrading the states and
lead, I am sure, to an inevitable federal dictation of all state tax regulations and
administration.

In this era of the 70's, when power and authority, business and commercial
activities, and all the functions of national life are shifting more and more rapidly
across state lines, calling for decisions and problem-solving actions that do not
fit neatly into existing political geographic compartments, the need has become
imperative to meet new situations with better techniques and new agencies. With
this in mind, the states have created the Multistate Tax Commission. I urge
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Congress both to enact "consent to its activities" aud to utilize the Commission
as the appropriate agency for administering federal legislation affecting the state
tax jurisdiction.

Comments on Substantive Provisions of S. 2092 (Title II-V)
In general I wish to express my full support for S2092 and my opposition to

s. 1245. Drafting of S. 2092 involved compromise on a number of points on which
the states and businesses were widely separated prior to the formation of the Ad
Hoc Committee. Sound compromise is, of course, an important art of American
government.

S. 2092 was drafted by an Ad Hoc Committee of business and state representa-
tives, each nationally recognized as an expert in state taxation. The general
concept of this proposal is that the solutions to the problems of multistate taxation
of interstate business should be implemented through a merger of the multistate
tax compact approach and the federal legislation approach. The objective of a
merger is to preserve administrative authority in the states by requiring them to
act through the machinery of an interstate tax compact, consented to by Congress,
and serving as the agency to implement uniform standards established under
federal legislation.

I emphatically support this concept.
The National Association of Tax Administrators under the leadership of

Kenneth Back, President, District of Columbia, has appointed a special committee,
of State Administrators to draft suggestions in order to maximize consensus for
ultimate legislation. A final draft is now in preparation. Mr. George Kinnear, the
Director of Revenue of the State of Washington, has assured me that the commit-
tee and its chairman, Mr. Owen Clark of Massachusetts, are able and dedicated
administrators in whom he has fulil confidence. While studying S. 2092, I urge the
committee to give substantial weight to the NATA proposals.

Objections to S. 1245
With regard to S. 1245, I take sharp exception to several principal points.
One objectionable feature is the bill s definition of business s location". The use

of "business location" as a base for state tax jurisdiction carries out the concept
in the original Willis bill and provides preferential exemption from state tax
liability without advancing the alleged l)urpose of uniformity. These limitations
would not create tax uniformity. The business location test as drafted would
sharply curtail the jurisdiction of many states over complex multistate or interna-
tional corporations. The latter would be able to manipulate and shift affiliated
corporations, agents and employees and carry on business activities in a given
state so as to evade the "business location" test and thus gain tax exemption.

This is of particular interest to the State of Washington because of the effect
S. 1245 restrictions would have on the state's present authority to impose and
enforce its business tax on gross receipts. The existing legal procedure established
by General Motors Corp. v. State of Washington, 377 US 436, 12 L ed 430, 84 5
Ct 1264 (1964), would be overruled. As a matter of fact, there is no true problem
of non-uniformity on a nationwide basis involved in this instance since only
Indiana and West Virginia have a similar tax. Also, this tax is levied in the state
of origin solely on an activity conducted within that state.

On page 1058 of Volume 3 of the Report of the Willis subcommittee the follow-
ing conclusion is set forth:

"The particular competitive relationship between two firms, one paying a gross
receipts tax and one not, will depend on the complete set of taxes paid by each and
the way in which these taxes affect the costs of I)roducing and selling goods. It is
far from obvious that products taxed on a gross receipts basis are uniformly taxed
either more or less heavily than those originating in non-gross receipt tax states. The
present state of knowledge is not adequate to explain the precise competitive
effects of each state tax system. It is clearly not possible, however, to conclude that
the payment of a gross receipts to the state of origin necessarily implies tax costs higher
than those on competing firms taxed by other means. Further, sellers are in a position
to participate in the political processes of the origin state if the taxes imposed on
them cause significant competitive disadvantages." (italic supplied)

I object to the limitation of S. 1245 which conflicts with the principle of "full
accountability" of the income tax base to the states which have collective juris-
diction to tax. The State of Washington does not presently have a net income tax
but the principle involved is so important that I believe it necessary to support it
in advance of the time we do have an income tax. The voters of Washington will
have such a choice before them in November 1973.
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I also oppose the provision that would relieve vendors from the obligation of
collecting sales and use tax when receiving a "buyer registration". This bill would
exempt most multistate businesses from the collection of use tax, and force the
states to create expensive, impractical administrative systems. Here, too, it would
overrule existing case laws set forth in the Scripto and General Trading decisions.
(Scripto, Inc. v Carson, 362 US 207, 210-211 4 L ed 2d 660, 663, 80 S Ct 629;
General Trading Co. v. State Tax Com., 322 U'S 335, 88 L ed 1309, 64 5 Ct 1028,
1030).

This jurisdictional limitation would seriously impair state revenues and provide
major tax exemptions without affording any degree of uniformity between
taxpayers.

It is interesting that such a proposal is still supported in light of another finding
of the Willis Subcommittee favorable to the states. The committee said, "Auton-
omy in the formation of tax systems carries with it the temptation and the oppor-
tunity to discriminate against the out-of-state businessman. To a very large
extent, the states, with only occasional prodding from the Supreme Court, have
treated the stranger on a parity with a native." (Vol. 3, Ch 26 (D)).

I believe firmly, along with the U.S. Supreme Court, that (1) it should be
a goal of federal government policy that interstate sellers be treated on a parity
with local sellers, and (2) that tight jurisdictional limitations would, in the words
of the court, "open the gates to a stampede of tax avoidance" to the detriment
of local business (Scripto v Carson, ibid). I urge that the committee instead
adopt the provisions of Title IV of S. 2092 dealing with sales and use taxes.

ong essional legislation should include a provision reversing the decision of
the U.S. Supreme Court in National Bellas Hess v. Illinois, 386 US 753, 18 L ed
2d 505, 87 S Ct 1389. I believe the minority opinion written by Justice Fortas
correctly states the economic and legal principles which should be approved by
Congress. Justice Fortas said in part:

". greBellas Hess is not simply using the facilities of interstate commerce to
serve customers in Illinois. It is regularly and continuously engaged in 'exploita-
tion of the consumer market' of Illinois . . .

"Bellas Hess enjoys the benefits of, and profits from the facilities nurtured by,
the State of Illinois as fully as if it were a retail store or maintained salesmen
therein.

"While this advantage to out-of-state sellers is tolerable and a necessary con-
stitutional consequence where the sales are occasional, minor and sporadic and
not the result of a calculated, systematic exploitation of the market, it certainly
should not be extended to instances where the out-of-state company is engaged
in exploitating the local market on a regular, systematic, large-scale basis. In
such cases the difference between the nature of the business conducted by the
mail order house and by the local enterprise is not entitled to constitutional sig-
nificance. The national mail order business amounts to over $2,400,000,000 a year.

"Vol. 3 (1965), at 770-777. But the volume which, under the present decision,
will be placed in a favored position and exempted from bearing its fair burden of
the collection of state taxes certainly will be substantial, and as state sales taxes
increase, this haven of immunity may well increase in size and importance."
(18 L ed 2d, Pages 512, 513)

There are other important issues between businesses and the states, such as
the treatment of dividends, foreign source income, apportionment and allocation,
and alternatives to the "throwback" proposal. These are matters which call for
compromise in order to reach any solution. I have-confidence in the ability of the
tax administrators and legal advisors who participated for nearly two years in
the ad hoc effort that culminated in S. 2092. On these points I will defer to the
opinions and recommendations of other state representatives including the
Director of Revenue of the State of Washington.

Congress should take definitive action in this session. Changing business condi-
tions and related government decisions are occurring rapidly and increasing the
severity of the problems we are discussing here. Thus, we--the states-urgently
need to finalize the rules affecting the relationship of multistate businesses and
state administrations at the earliest possible moment to prevent restrictive
political interference with the development of our nation's economy. This requires
statesmanship on the part of tax administrators and business representatives and
I believe that In'any of both groups have shown this quality. I pray that your
committee will proceed to develop legislation that will meet the necessity for
uniformity while protecting the autonomy and fiscal vitality of the states and
then proceed to enact legislation at the present session of Congress.
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THE MULTISTATE TAX COMPACT

(by Governor Daniel J. Evans, Speech to Seattle Chamber of Commerce, Seattle,
June 28, 1968)

The Multistate Tax Compact and Multistate Tax Commission are designed to
provide interstate uniformity of taxation for businesses operating in two or more
states. A prime purpose of the Compact is to eliminate duplicate taxation and
bring about uniform regulations and rules in all the 50 states and their subdivi-
sions.

The Multistate Tax Compact has taken a number of steps to bring about this
uniformity in tax administration which affects multistate b businesses. Among the
many advantages to the business community offered by the Compact are:

1. Prevention of overlapping and duplicate taxes.-Sales and use tax credits and
the Uniform Division of Income Act are examples of steps taken to prevent this
duplication.

2. Eliminates charges for out-of-state audits.-The Compact initiates procedures
for the Multistate Tax Commission to conduct one audit of a taxpayer. This audit
can be used by all member states and the United States for tax purposes only.
The cost of the audit is charged to the state requesting the work. There is no cost
to the taxpayer.

3. One place for tax. problems.-The Compact provides one agency for all multi-
state tax problems. This allows business to present its problems, ideas and think-
ing on multistate tax matters in one place instead of 50.

4. Simplified reporing.-The Compact, through the Commission, is developing
methods to simply the reporting of taxes when more than one state or subdivi-
sion is involved. The provision of the Compact which allows businesses with sales
of $100,000 or less to pay a flat rate on the basis of percentage of volume is an ex-
ample of this simplification.

5. Solving of interjurisdictional problems.-The Compact provides for an arbi-
tration board to settle disputes over apportionment and allocation of taxes. The
board is convened at the request of business and listens to appeals from the final
administrative determination of a state. This item goes into effect with the Com-
mission, by the adoption of a regulation, determines there is a need for it. The
rulings of the Board are binding on all Compact states in which the taxpayer does
business.

Our sales program is very unique in that the Spear Engineering Company does
not have any hired salesmen or sales force. All of our business is developed by
placing advertising copy of our products in various advertising media mostly on
a national scale, such as: Better Homes and Gardens, New York Times, Wall
Street Journal, National Observer, Fortune Magazine, Farm Journal, Successful
Farming and several other media. Odr total advertising expenditure to date in this
area amounts to over $2,550,000.00. As a result of this extensive advertising pro-
gram, we have developed nationwide sales in several basic directions:

First, we obtain sales from individual customers including home owners and
business establishments for our nameplates as ordered from the advertising placed
in the various media mentioned above.

Second, we have a few hundred independent dealers around the country who
take orders door-to-door for our products at the retail level (or at whatever price
them deem to sell) and send the orders in to us with accompanying remittance at a
wholesale price. Most shipments in this area are made direct to the independent
dealers in bulk. These dealers are solicited by advertising copy in our ads and by
package enclosures in the shipment of our products.

Third, as a result of certain advertising copy placed in some of the media men-
tioned above, we obtain contacts with business establishments (manufacturers,
Universities, Colleges, Financial Institutions, Insurance Companies, ect.) who
buy our products for their own use or for bil'ness gifts to their customers at
Christmas time, etc.

Fourth, some of the business firms will use our markers as "premium Mer-
chandise" to develop their own sales on a promotion basis.

Fifth, a few stores and other retail outlets handle our nameplates and we call
this area of sales our resale category, but the sales here are at a very modest
amount and are sold to the stores, etc. at a fairly high discount. We do "drop-
ship" our nameplates for a number of the mail order houses and we could include
these sales, also, in the resale area.

Our total sales volume including all of the above areas has amounted to approxi-
mately $7,000,000.00 over the past twenty years. Practically all shipments of our
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product are made by Parcel Post and our total amount of postage (not including
letter postage) to the United States Post Office departmentt has amounted to
over $500,000.00 (25,000.00 per year) since 1949.

Our year round average employment is about twenty-five employees with some
having been with us as long as seventeen years. Since 1949 we have paid out
apl)roximately $1,300,000.00 for labor and administrative and office help.

Our primary pruchases of materials include aluminum brass, bronze, hardware
(nuts, screws, bolts, etc.), pae)er products and various and sundry factory supplies.
These purchases since 1949 have amounted to approximately $800,000.00.

Our business primarily, therefore, consists of selling nam.plates by mail and
manufacturing them to customer's order. In general, the orders are small, with the
majority of the orders being for single units. In 1969, for example, we manufactured
approximately 180,000 units with an average net sale price per unit of $3.09.
Although the actual figures are not available without extensive analysis, it is
estimated that the average net price per sale or per order is s('mewh(ere between
$4.00 and $4.50. This would mean that last year on approximately $560,000.00
of sales we would have handled 125,000, or more, individual orders for our name-
plates.

Our coml)any has had a great deal of experience in handling paper work, as
evidenced by the handling of over 125,000 orders last year. I believe that the
following estimates of single order costs (of the expenses for handling the tax
situation are fair and reasonable, based on our past experience(.

We have analyzed the question of the probable expenses involved in collecting,
accounting, recording and paving State and Municipal Sales and .Use taxes. Re-
member, please, that had we been doing this in 1969 we would havO examined over
125,000 orders in an attempt to make the )roper distribution of Sales and Use
taxes to the various States and Municipalities who have them. The probable
additional expenses to our company are as follows:

First, we would be required to use considerable advertising space to do this
which, in 1969, would have amounted to $5,160.00 and we would further estimate
that the probable loss of sales due to the advertising copqy to collect taxes could
amount to as much as 5% which would lower the effectiveness of the advertising
by $8,600.00.

Second, we note that our Colorado customers, although they must feel obli-
gated to pay both the State and Municipal Sales andl Use taxes, %ery seldom
ever include any amount for that purpose. Therefore, on a nationwide basis, we
can readily assume that although we adequately advertise for inclusion of the
Sales tax with each order, only half would pay. It would not be practical on such
small orders to spend the c)st of postage, envelopes, etc. to contact these cus-
tomers again to collect the tax, and we could further assume that on an overall
2% tax base amounting to $11,200.00 of tax on the 190i: sales of $560,000.00 we
would be "holding the bag" for an amount approximating one-half of that, or
$5,600.00.

Third, our probable office expenses for handling the assumed tax situation
during 1969 would be about as follows:

Fixed expenses
Animial expenses

( 125M orders)
Scrutinize order and post for tax liability at $0.02 ---------------- $2, 500. 00
Punch information into card record at $0.02 each I ----------------- 2 500. 00
Summarize cards every 30 days at $0.005 1 ----------------------- 625. 00
Fill out forms every 30 days at. $0.005 - --------------------------- 625. 00
Business machine rental (IMB, etc.) at $500 per month ------------ 6, 000. 00
Supervising accountant ---------------------------------------- 9,000.00
Assisting typist for accountant and business machine operator--------4, 200. 00
Additional space rent at $100 per month ------------------------- 1,200. 00

Total fixed annual expense ------------------------------- 25, 650. 00
1 Additional personnel.

Variable Expenses
These are expenses which would be determined by the number of taxing

liabilities and the required reporting period to these liabilities (per month, quarter
or other period).

These expenses could range from $6.00 for 50 (States only) up to $12,000.00
for 100,000 (Municipalities) taxing liabilities. These figures are based on estimated
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costs as follows: checks Ga $.04, postage C $.06, and envelol)e Ga) $.02, or a total
of $.12.

Of course, the variable expenses listed above are problematical, since it is not
really known as to the number of taxing lial)ilities which might be incurred.
However it. is interesting to note-that and l)rol)ably one of my most important
points-that the variab~le expenses could reach the very high figure of $12,000.00
per year.

\\We will now ask the burning (uestion..-how can our company afford to spend
consideral)lv over $30,000.00 per year to collect a I)rol)al)le aiount of ar,,und
$11,000.00 )r $12,000.00 Sales nnd tTse taxes on our total sales? It is rather obvious
that, we could n)t possibly afford to do so and the paper work prol)lems with
the other att(endant. difficulties are just far more than we could cope with.Ini our twenitv years o)f existence we have made mly two modest Irice increases
in oir products, and we feel that this is quite a r(:eord. We do find, however,
that. the mail ()rder btuver (our customer) is extremely sensitive to the price he
pays for a productt. Although we have estimated a modest loss in sals of mly
5% by adding on a tax collection statement in our ads, it could l)e considerably
more loss than this amount. Further, who pays for' the necessary advertising
to collect the taxes from the mail order buyers?

We have always contended that the only sensil)le and practical way for the
taxing authorities to collect Sales and Use taxes is from their own residents.,
For example, if a customer buys some product from outside their own State then
tfhlv y4hild, in some way, be obligated to pay the tax direct to the State taxing
authorities, either as part ,,f their income tax report ()r on some other bIasis.
Frankly, I do) wit personally believe that business could survive a "nmass tax
collecting program" and it would appliear that adequate legislation is needed.

T,) summarize our picture, it would aIppear that many States and Municipalities
are expanding their tax collection activities and they are attempting to force
sellers who d(o business in foreign States and Municipalities only by mail to collect
said taxes. If such action by the collection authorities is legalized, then such
action must affect, our business adversely. We have been told bv legal counsel
that such impositions on us mi ;ht well be unconstitutional and invalid. This is
small comfort to us, since we do not want to, nor can we afford to, engage in
long legal contests with several States and Municipalities.

It is rather obvious, gentlemen, from my testimony that, the Spear Engineering
Company could not continue to exist under legalized authority for the States and
Municipalities t.o force us to collect Sales and Use taxes from our customers.
Your Committee and the Congress should study the matter very carefully, as it
is most important to the business community to be relieved of the terrible intrica-
cies of taxation on Interstate Commerce.

You have been kind, Mr. Chairman, along with your Committee to allow me
to be here and I thank you for the privilege of being a witness with this testimony.

Senator MONDALE. We will next hear from a panel representing
small businesses making sales in interstate commerce, the panelists
are John Holmes from Oregon, Fox B. Conner of New Y irk, Robert
George of Wisconsin, andt Mark Dalquist of Minneapolis, who are
represented by Harold T. Halfpenny from Chicago, Ill. We are very
short on time as you know, so we have asked each panelist to limit
himself to 3 minutes.

STATEMENT OF JOHN R. H. HOLMES, PRESIDENT OF HARRY &
DAVID, MEDFORD, OREG.; FOX B. CONNER, PRESIDENT OF ALL-
COCK MANUFACTURING CO., NORTH WATER STREET, OSSINING,
N.Y.; ROBERT GEORGE, HARP & KETTLE CHEESEHOUSE, MADI-
SON, WIS.; AND PRESIDENT OF MAID OF SCANDINAVIA, MINNE-
APOLIS, MINN., ACCOMPANIED BY HAROLD T. HALFPENNY, ESQ.,
CHICAGO, ILL., COUNSEL TO THE NATIONAL ASSOCIATION OF
WHOLESALER-DISTRIBUTORS

Mr. HALFPENNY. My name is Harold T. Halfpenny, attuiuey, and
I would like to introdtice our panel here.
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To my right is Mr. Dalquist, who is president of Maid of Scandi-
navia, of Minneapolis, Minn. And next to me is Mr. George, represent-
ing the Wisconsin Cheese Organization. And to my left is Mr. Fox
'Conner who is president of Allcock Manufacturing Co. in Ossining,
N.Y., and next to him is Mr. John Holmes of Harry and David of
Medford, Oreg. These men have been selected, Senator, by several
hundred small mail-order organizations and I would like permission
to have their statements put in the record.

Senator MONDALE. The statements will be made a part of the
record.

Mr. HALFPENNY. And they will make a brief summary of their
remarks.

Senator MONDALE. They may proceed.
Mr. HALFPENNY. And Mr. George will be the first one to make

comments.
Senator MONDALE. All right, Fine.

STATEMENT OF ROBERT B. GEORGE, OWNER, HARP & KETTLE
CHEESEHOUSE

Mr. GEORGE. My name is Robert B. George from Madison, Wis.
I own and operate the Harp & Kettle Cheesehouse, a retail store and
mail-order cheese business, located at 310 East Broadway in Madison.
I am here today representing my own business, and also to appear in
behalf of the approximately 50 other members of the Wisconsin Gift
Cheese Association, a group of mail order cheese firms.

Briefly summarizing, first I would like to say that to my knowledge,
none of our members have been forced to comply with any other
State sales tax laws, although we are apparently all subject to them,
as requests have been made in the past for our members to comply.
The only reason that I can offer that no pressure has been put on us
is that none of us have a nexus with other States and that we are too
small to bother with.

Nonetheless, we are liable for years back. The basic requirements
of the multistate tax compliance are the same for most any business.
Determination of the liability for sales under applicable laws, of
collecting, accounting, reporting, and depositing the tax and the cost
of the additional time, advice, personnel, equipment, and facilities are
more than a business- the size of nost of us can afford.

But, in addition to these basics, there are other characteristics of our
particular businesses that further magnify our inability to comply.
First, the size of our businesses. All but perhaps five or six of our
members gross less than $200,000 in mail order sales a year. Yet, it is
estimated that the group does about $60 or $70 million a year, total.

Second, our business is very seasonal. Eighty-five to 90 percent of
our year's mail order sales are compressed into 6 or 7 weeks at the
end of the year.

Third, the size of each order is small. The average order is $22,
split into 3.8 shipments for an average tax liability on shipments of
under $7.

Also the nature of our business is unique. We are dealing mainly
with gift shipments where the shipment often goes to someone other
than the purchaser, often into a different State, and often the recipient
will be liable for the use tax. Many of our gift assortments contain
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a mixture of products, and in certain States would be partly taxable
and partly exempt. This is true in our State of Wisconsin.

And finally, trying to properly inform the customer of this tax
liability for his "cash with order" purchase would be confusing to
explain in our catalog instructions.

These are a few reasons we feel that the gift cheese mailers of
Wisconsin could not continue operation if forced to comply with out-
of-State taxation. The threat of the strain on our small businesses,
that now exists, should have no place in our free economy. Being
permitted to continue to evade the existing law is not the answer.
It is our urgent plea that the Senate pass S. 1245 with its uniform
jurisdictional standards, and amnesty for unassessed liabilities so
that the small mail order operators can look to the future without
fear of the ever-accumulating tax liability and penalties we now face.

Thank you, Mr. Chairman.
Senator MONDALE. Thank you.
[Mr. George's prepared statement follows:]

TESTIMONY OF ROBERT B. GEORGE, OWNER, HARP & KETTLE CHEESEHOUSE,
MADISON, Wis.

My name is Robert B. George from Madison, Wisconsin. I own and operate
the Harp & Kettle Cheesehouse, a retail store and mail order cheese business,
located at 310 E. Broadway in Madison. I am here today representing my own
business, and also to appear in behalf of the approximately 50 members of the
Wisconsin Gift Cheese Association, a group of mail order cheese firms. These
Wisconsin businesses have developed a new market of millions of pounds of "plus"
sales of this dairy product so vital to the economy of our dairy State.

Our family started Harp & Kettle Cheesehouse in 1948, selling cheese from a
roadside store. We mailed price lists to those early customers on the back of a
penny post card. Today we are still in the same roadside store and it is still pretty
much a family operation, with from 6 to 7 employees during most of the year.

Since we opened our store, we have specialized in offering a wide array of fine
Wisconsin cheeses of the quality and variety and cure not readily found in stores
across the nation. Visitors from other States have stopped at our store, liked what
they bought, and have written back for us to send them more. As a result, selling
by mail has become an increasingly important part of our business, and now
accounts for about half our sales. We mail colorful catalogs to our customers
showing the bulk cheeses, assorted cheese and food packages, and other items
compatable with our line of cheese items. Our catalog lists delivered prices,
postpaid to any point in the U.S.A., and we enclose an order blank to simplify
ordering.

Although Wisconsin didn't have a sales tax at the time, somewhere along the
line as we were drifting ii.to the mail order business we were alerted that some of
the States with sales taxes were demanding that mail order firms collect and remit
sales tax on shipments sold into their States from outside. Although none of our
members had been forced to comply, when the hearings were held in 1962 by the
House Judiciary Subcommittee on State Taxation of Interstate Commerce, we
were so concerned over the threat of being harassed by out of State taxing au-
thorities, that our Association arranged to be represented at those 1962 hearings.

It wasn't until those hearings were scheduled that most of us became aware of
the seriousness of the situation. Our members were informed of our dilemma and
we were asked to complete a questionnaire pertaining to the effect these various
sales and use taxes would have on our businesses, if enforced. Nearly all our
firms responded that if they were required to comply with all these laws of the
States from which they received orders and mailed cheese to, there is no doubt
the costs of compliance would force them out of the mail order business.

It was argued by those in favor of the taxation of interstate business, that
orders secured from residents of their State by out of State sellers should be
taxed because such sales otherwise would have been made locally by their in-State
merchants, and that we therefore were providing unfair competition, as their
customers could order by mail from us and avoid their State tax. We showed this
waf not the case in our industry because we were offering a product pretty much
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unique to our State and also, that no price advantage to the buyer existed, for if
they ordered by mail from us rather than buying the cheese locally in their stores
(if available), the costs of mailing it to them would more than offset any savings
they might make in avoiding their State's tax on the sale.

Basically, we wonder why we should be subject to comply with other States'
sales and use taxes, because our activities are all confined to the State of Wisconsin.
We address and prepare our catalogs for mailing and deliver them to our local
post office. The resulting orders are received in our mail box, then processed,
packed and filled, and turned over to our post office or other carrier, for delivery.
we have no employees or salesmen operating outside Wisconsin; we maintain no
office, warehouse, inventory, or other facilities in any other State. We don't, feel
a sale to a person from Illinois, for example, should any more be subject to Illinois
sales tax when we fill the order they send us by mail, than when they stop into
our store when travelling past, and buy the same merchandise to take home with
them to use.

Because ours are very small businesses, challenging the validity of these various
laws in court is out of the question financially. For that reason, we appreciate and
welcome the opportunity to participate in these hearings and present our position
in this complex problem.

Any seller, whether large or small, would be required to go thru certain proce-
dures, if forced to comply with the laws of out of State taxing bodies, no matter
how simple the transaction was. First, he would have to secure legal advise to
determine whether the sale were received from, or to be shipped to, or both, a
State or one of the thousands of other out-of-State taxing authorities having sales
and use tax laws. The provisions of the applicable laws would have to be deter-
mined to see if the product is subject to their laws, to what extent, and at what
rate of taxation. All details of these laws would have to be known in order to
properly collect, report, and remit the tax to the State and/or other authority.

Secondly, the mechanics of collection, accounting, reporting, and deposit of the
tax would be required. To do these jobs would mean additional legal, supervisory,
and other trained personnel, as well as investment in additional equipment, office
space, supplies, and related facilities necessary to handle the additional work.

These are just basic requirements that would be necessary for simple compliance.
These items alone would eliminate many firms from doing business across State
lines. But in addition to these basics, there would be other complexities due to the
nature of the mail order cheese business that further complicate our ability to
comply.

Our businesses are small, with all but perhaps 5 or 6 of our members doing less
than $200,000.00 mail order sales a year. The costs of compliance cannot be
absorbed by such small firms.

ALso, our business is very seasonal. At Harp & Kettle, 80 to 90% of our year's
mail order business is done during the last 6 or 7 weeks of the year. This is because
this time of year provides the most ideal shipping weather for our semi-perishable
product, and also, many individuals and firms order our products as Christmas
gifts. Although we only use an average of 5 or 6 employees during the first 9
months of the year, primarily in over the counter sales, we need 20 to 25 during
the last 3 months to handle the mail order rush. Christmas gift orders must be
shipped out on schedule, as they aren't very effective or acceptable if received
after the holidays. It's difficult enough to process our orders and do the packaging
and mailing on schedule with this inexperienced seasonal help, but to also face
the staggering job and expense of sales tax compliance in all the other States
would be out of the question for us to accomplish.

The size of the order in our industry is another factor that would make com-
pliance extremely expensive. Our average order as received from the purchaser
is about $22.00. This order involves 3.8 different shipments, so we are talking
about tax compliance on individual shipments that average less than $7.00 each.

The nature of our orders, too, is quite unique. Many of our orders, especially
during the Christmas gift season are ordered by a person or firm to be delivered
to someone else. Some orders call for a shipment to the buyer, plus several or
many shipments to gift recipients in several different States, and on different
shipping dates. We would have to determine the tax liability in not only the State
of the purchaser, but also in each State and taxing subdivision he ordered ship-
ments made to. In this regard, it is my understanding that in some cases, to
properly handle the tax, we would be required to write the recipient of the gift
and demand they pay a use tax on the shipment they received as a gift

We sell taxable and tax exempt items. Under the Wisconsin selective sales and
use tax, food and drugs are exempt, as well as packaging materials and containers
used to convey products to the consumer. Under our tax alone, we have to compile
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charts for our store clerks and typists to determine what portion of a particular
gift assortment is taxable and how much is exempt . . cheese is exempt, but
candy is taxable; a carton is an exempt container but a basket is a taxable con-
tainer; salted almonds are an exempt food, but chocolate covered almonds are
taxed; regular fruit cake is an exempt food but bite-sized miniatures are a con-
fection, and taxed . . . imagine the job to determine our liability in all: the

States and local taxing units with varying rates and requirements, just to set up
the charts on the different mixtures of product and containers in the assortments
we pack. Securing and constantly updating this information could not, be done on
visual charts certainly, and it would mean the acquisition of computer equipment
and )ersonnel for our small operation.

Sa es tax requirements would be confusing to the customer. One of the basic
rules in preparing a direct mail catalog is to keel) directions and instructions as
simple as possible. Because of these unusual characteristics of our products and
business, it, would be virtually impossible to inform the customer properly, how
much tax if any, is due on his order. And if he mis-calculated the tax, a billing
for pennies due would cause even more lost customers.

I have attempted to briefly point out some of the reasons the gift cheese mailers
of Wisconsin feel they could not continue operation if required to comply with
the existing laws of the various out-of-State taxing authorities. There are other
mail order industries over the country selling quality products of their area
that are in much the same situation a~s we: Fresh fruit and tree-ripened citrus
fruit, mal)le syrup, wild rice, Christmas holly, live lobsters, desert cacti, frozen
prime steaks, smoked l)heasant, local handicrafts, and many other products that
lend themselves to mail order distribution because of unusual quality, perish-
ability, limited or seasonal supply, or lack of widespread distribution.

The sort of restraint on our small business that now exists should have no place
in our free economy, which has been built on the concept of the free flow of goods
between the 50 United States. Being permitted to continue to evade the existig
laws is not the answer.

It is our urgent plea that the Senate act to pass S. 1245 with its Uniform
Jurisdictional Standard, and amnesty for liability with respect to unassessed
taxes, so the small mail order operator can look to the future and make plans
without fear of the ever-accumulating tax liabilities we now face.

Mr. HALFPENNY. Our next witness is Mr. Dalquist, president of
Maid of Scandinavia.

STATEMENT OF MARK DALQUIST, PRESIDENT, MAID OF
SCANDINAVIA

Mr. DALQUIST. Thank you.
Thigh statement is in regard to the Mathias-Ribicoff bill, S. 1245, and

the problems and hardships which could occur if this bill limiting
interstate taxation is not passed.

We are a mail order company selling unusual cookware, bakeware,
and cake decorating equipment to more than one-half million house-

rwives in all 50 States and some foreign countries. We handle over
300,000 orders each year and provide prompt service to our customers,
and their reorders are the mainstay of our business. We collect -the
Minnesota sales tax from our Minnesota customers, and remit the
proceeds to the Minnesota Commission on Taxation with no undue
difficulty. But the possible imposition of sales tax responsibility to
some 49 other States and numerous counties and municipalities is a
constant threat to our survival. Our data processing (lep artment has
prepared some estimates of the time, expense, an( problems involved
in this procedure. These are shown on the last page of my statement,
which has been submitted for the record. I will not comment on them
except to say that we figure that at the very least it would cost us one-
third of the amount of the tax collected to do the collecting.

Senator MONDALE. Just the cost?

21-350-74-24
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Mr. DALQUIST. Just our cost, not counting the State costs of audits
for enforcement.

There are other disadvantages of sales tax responsibility to all the
States, and I shall explain some of them.

We started in the basement of my house in 1946, and now have 150
employees. I can safely state that this would not have been possible if
we had been subject to all the States' sales taxes. I believe mail order
is one of the few ways remaining in which a person can start from
scratch and build his own business.

Also, in response to those who fear a large loss of tax revenue, I will
show how the Federal Government and all State governments have
benefited from our small business.

In 1952 we began making the Bundt cake pan. This is a high, round
tube pan with Iluted sides which no other company produced. We
advertised this pan in our catalog and at first sales were only moderate,
but as people began to see and use the pan and some magazines used
the pan for food editorials, its popularity soared and to date many
millions of these pans have been produced. Nearly all these sales have
been through the usual distribution channels, that means they were
subject to taxes in the various States. The business activity generated
has certainly provided all the States as well as the Federal Government
many times the revenue the States have lost from the relatively small
amount of merchandise we have sold by mail order. This could not have
happened without our presence in the mail order business.

Another interesting factor was discovered last fall in making a sur-
vey of customers who had not ordered from us for 3 years. The
largest category of response was from those who said that even though
they liked to order from us, they now had a store close to them selling
the most popular items in our catalog-not our stores, but independent
owned stores in those various locales-and they could buy more easily
locally. This indicates that as mail order items gain popularity, they
will appear in local stores, thus limiting mail order growth and pro-
viding the States with sales tax revenues they would not have had
otherwise.

I would like to add here in concluding that I feel that the mail
order business is a legitimate business, beneficial to the whole coun-
try, and I do not think it is right or fair that it should be subject to
the threat of elimination by the imposition of the burden of collecting
taxes for all of the States and subdivisions.

Thank you.
Senator MONDALE. Thank you very much.
[Mr. Dalquist's prepared statement follows:]-

TESTIMONY OF MARK S. DALQUIST, PRESIDENT, MAID OF SCANDINAVIA,
MINNEAPOLIS, MINN.,

This statement is in regard to the Mathias-Ribicoff Bill, S. 1245, and the prob-
lems and hardships which could occur if this bill limiting interstate taxation is
not passed.

We are a mail order company selling unusual cookware, bakeware and cake
decorating equipment to more than half a million housewives in all fifty states
and some foreign countries. We handle over 300,000 orders each year and provide
prompt service to our customers, and their reorders are the mainstay of our busi-
ness. We collect the Minnesota Sales Tax from our Minnesota customers, and
remit the proceeds to the Minnesota Commission on Taxation with no undue
difficulty, but the possible imposition of sales tax responsibility to some 45 other
states and numerous municipalities is a constant threat to our survival. Our Data
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Processing Department has prepared some estimates of the time, expense and
problems involved in this procedure, and are shown on the last page of this letter.

There are other disadvantages of sales tax responsibility to all the states, and
I shall explain some of them.

We started in the basement of my house in 1946, and now have 150 employees.
I can safely state that this would not have been possible if we had been subject to
all the states' sales taxes. I believe mail order is one of the few ways remaining
in which a person can start from scratch and build his own business.

Also, in response to those who fear a large loss of tax revenue, I will show how
the Federal Government and all state governments have benefited from our small
business.

In 1952 we began making the Bundt Cake Pan. This is a high round tube pan
with fluted sides which no other company produced. We advertised this pan in
our catalog and at first sales were only moderate, but as people began to see and
use the pan and some magazines used the pan for food editorials, its popularity
soared and to date many millions of this pan have been produced. Nearly all
these sales have been through the usual distribution channels, and the business
activity generated has certainly provided all the states as well as the Federal
Government many times the revenue the states have lost from the relatively
small amount of merchandise we have sold by mail order. This could not have
happened without our presence in the mail order business.

Another interesting factor was discovered last fall in making a survey of cus-
tomers who had not ordered from us for three years. The largest category of
response was from those who said that even though they liked to order from us,
they now had a store close to them selling the most popular items in our catalog
and they could buy more easily locally. This indicates that as mail order items
gain popularity, they will appear in local stores, thus limiting mail order growth
and providing the states with sales tax revenues they would not have had otherwise.

I know you will give this matter deep consideration, and I hope the information
will be of help to you.

These figures are based on an annual sale of three million dollars;
1,500 hours per year labor for tax collections and internal upkeep ($11,000 a

year labor costs at $9.00 per hour).
275 hours per year computer time for daily, weekly, monthly updating and

paying of tax ($11,000 a year raw computer rental at $42.00 per hour).
20% increase in our computer file and processing sizes making growth to a

larger computer sooner, thus adding greatly to overhead expense.
Record retention increase approximately six times based on a six month reten-

tion at present except for Minnesota which is three years and assuming all states
are three years. (We are presently using 350 lineal feet which would mean a
growth to 2,100 lineal feet.)

Additional administrative costs to company cannot be figured because each
state and local government has various laws as to what is taxable and non-taxable.
This would mean each of our 7,000 items would have to be coded as to tax status
by each state. (7,000 items times 46 states or 322,000 codes would have to be stored
in our computer.)

This would mean an additional cost of approximately $40,000 out of a collected
tax of approximately $120,000 which is 33t per cent of the total amount remitted
to the states.

Mr. HALFPENNY. The next witness is Mr. Holmes, president of
Harry & David, Medford, Oreg.

STATEMENT OF JOHN R. H. HOLMES, PRESIDENT, HARRY AND
DAVID

Mr. HOLMES. My name is John Holmes. I live in Medford, Oreg.
and am president of Harry & David and its subsidiary Jackson &
Perkins Co.

Harry & David's primary business is the merchandising of fine
food and fruit gifts by mail. It is the owner and operator of several
hundred acres of fruit orchards in Medford, and the originator of the
Fruit-of-the-Month Club.
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Jackson & Perkins Co. merchandises roses, bulbs, seeds, and many
other flowering plants, also by mail.

Substantially all of our companies' retail sales are made by mail
or telephone to the national market. We have no salesmen, solicitors,
manufacturer's representatives, or "missionary men" calling on our
retail customers or prospects. Our corporate headquarters is in Med-
ford, Oreg., and, except for Jackson & Perkins' rose growing opera-
tion and its wholesale salesmen who call on nurseries anT garden
centers, we maintain no places of business in any State other than
Oregon, nor do we have employees in any State other than Oregon.

I strongly urge this committee to recommend legislation which
would preclude individual States and localities from forcing vendors
to collect sales or use taxes on goods moving in interstate commerce,
particularly on sales made by firms such as ours, which have neither
a place of'business nor employees in such States or localities. Our
reasons for this position are as follows:

Since our sales are made solely by mail and phone, neither our cus-
tomers nor our companies impose any burden on the individual
States, nor do we add to the cost of operation of those States'
governments. Since most of our products ar3 not generally available
in local stores, we do not compete directly with retailers in such
States.

Second, without passage of legislation to preclude the States and
nearly 8,000 other political subdivisions from erecting tax barriers,
there will certainly occur some impeding of the free flow of goods
within the natural market that is this country. While interstate com-
merce must certainly pay its own way, conflicting, proliferating, and
constantly changing State and local tax laws affecting goods moving
in interstate commerce are long overdue for resolution at the Federal
level.

Third, to small businesses, the expense of simply keeping abreast
of the myriad tax rates of various political subdivisions-to say nothing
of actually collecting the taxes from its customers, maintaining
accounting records, and filing sales and use tax returns-would seem
to be an unreasonable burden to impose upon such businesses.

Our own companies have the use of a computer, but if we were re-
quired to collect taxes for all 50 States and thousands of political sub-
divisions, our costs would increase more than $30,000 per year. I can
assure you, gentlemen, that this is a significant penalty for our com-
panies. And what is a company like Harry & David (of which there are
many) to do, when its customers order its gifts, with payment in ad-
vance, for their friends who often reside in another taxing area? How
are we to ever recover the taxes due from our customers and/or the gift
recipients? Do we include with the customer's order form a gigantic
table of State and local taxes, and then require him to sift through
this table to determine the tax for each of his gift recipients? Do we
go to the expense of invoicing him later for the few cents that his
taxes would amount to if lie does not figure the tax in the first place-
or misfigures it? Do we compound this annoyance to our customers
by raising our prices to pass through the cost of the tax and the cost
of collecting it? Or are we to absorb the $30,000 as the cost of insuring
the not-quite-free flow of our goods in interstate commerce?

Businessmen truly need a fair and intelligent guideline on which
they can rely, regarding State and local taxes. In 1961, during con-
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gressional hearings, State tax administrators proposed that they,
rather than the Congress, develop such guidelines. We now have the
Mathias-Ribicoff bill, an evenhanded, uniform guideline which is or
can be supported by virtually every interested party or group, and
which will insure the free flow of goods in our economy, and the
economic strength that can result from it which we so badly need
today. Thank you.

[Mr. Holmes' prepared statement follows:]

TESTIMONY OF JOHN HOLMES, PRESIDENT, HARRY & DAVID, MEDFORD, OREG.

My name is John holmes. I live in Medford, Oregon and am President of
Harry and David and its subsidiary Jackson & Perkins Company. It is my
privilege to appear before you today, to give the testimony of our companies
,concerning Interstate Taxation.

Harry and David's primary business is the merchandising of fine food and
fruit, gifts by mail. It, is the owner and operator of several hundred acres of fruit
-orchards in Medford, and the originator of the Fruit-of-the-Month Club.

Jackson & Perkins Company nerchandises roses, bulbs, seeds, and many other
flowering plants, also by mail. J&P owns and operates several hundred acres
devoted to growing roses in the South Central area of California.

Substantially all of our companies' retail sales are made by mail or telephone
tA) the national market. We have no salesmen, solicitors, manufacturer's repre-
sentatives, or "missionary men" calling on our retail customers or prospects. Our
corporate headquarters is in Medford, Oregon, ad-except for Jackson & Perkins'
rose growing operation and its wholesale salesmen who call on nurseries and
garden centers-we maintain no places of business in any state other than Oregon,
nor do we have employees in any state other than Oregon.

I strongly urge this committee to recommend legislation which would preclude
individual states and localities from assessing and collecting sales or use taxes
from out of state sellers on goods moving in interstate commerco-particularly
<)n sales made by firms such as ours, which have neither a place of business nor
employees in such states or localities.

Our reasons for this position are as follows:
First, our customers prefer to buy from our companies because of the quality

and unusualness of our products and services. Since our sales are made solely
by mail and 'phone, neither our customers nor our companies impose any burden
on the individual states, nor do we add to the cost of those states' governments.
Further, since most of our l)roducts are not generally available in stores, we do
not compete directly with retailers in any sucn states.

Second, without pasage of legislation to preclude the states and thousands of
other political subdivisions from erecting tax barriers, there will certainly occur
some iml)eding of the free flow of goods within the natural market that is this
country. While interstate commerce must certainly pay its own way, conflicting,
proliferating, and constantly changing state and local tax laws affecting goods
moving in interstate commerce are long overdue for resolution at the Federal level.

Third, to small businesses, the expense of simply keeping abreast of the myriad
tax rates of various political subdivisions-to say nothing of actually collecting
the taxes from its customers, maintaining accounting records, and filing sales and
use tax returns-would seem to be an unreasonable burden to impose upon such
businesses. And what of the cost to the states and political subdivisions to effec-
tively administer their laws? I suspect a "cast of thousands" is required to do so,
andI also suspect the cost of this cast would easily exceed the take of the taxes.

Fourth, let me return to the subject of costs of compliance for businesses,
whether large or small. These costs are incurred primarily in the area of staff
work-i.e., they are overhead costs. These overhead costs are not trivial. If a small
businessman tries to absorb them, his profit will be reduced and his incentive to
free competition, the heart of our private enterprise system, will be weakened.
Further, this weakening of incentive is not due to operating problems, which most
Amexican businessmen are eminently capable of handling-but rather, it results
from a requirement to act as a tax collector for a multitude of states and political
subdivisions. This businessman must figure the tax, attempt to collect it, record it,
and then pay it over to the taxing authority. The businessman gains nothing for
his business or his customers in so doing. And if the businessman does not absorb
these added overhead costs, but instead passes them along to his customers, he
adds to the burden of an especially sensitive problem today-inflation.
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Our own companies have the use of a computer, but if we were required to
collect taxes for all 50 states and thousands of political subdivisions, our costs.
would increase more than $30,000 per year. I can assure you, gentlemen that this
is a significant penalty for our companies. And what is a company like ilarry and
David (of which there are many) to do, when its customers order its gifts, with
payment in advance, for their friends who often reside in another taxing authority?
How are we to ever recover the taxes due from our customers (and/or their recip-
ients)? Do we include with the customer's order form a gigantic table of state
and local taxes, and then require him to sift through this table to determine the
tax for each of his recipients? Do we go to the expense of invoicing him for the
few cents that his taxes would amount to if he does not figure the tax in the first
place, or misfigures it? Do we compound this annoyance to our customers by rais-
ing our prices to pass through the cost of the tax and the cost of collecting it? Or
are we to absorb the $30,000 as the cost of ensuring the not-quite-free flow of our
goods in interstate commerce?

Businessmen truly need a fair and intelligent guideline on which they can rely,
regarding state and local taxes. In 1961, during Congressional hearings, state tax
administrators proposed that they, rather than the Congress, develop such guide-
lines. That was twelve years ago. Those of us in the mail order industry are well
aware of the difficulties in structuring fair and intelligent guidelines, and none of
us believes that state tax administrators are deliberately throwing up obstacles to
the development of such guidelines. But we now have the Mathias-Ribicoff
Bill-an evenhanded, uniform guideline which is or can be supported by virtually
every interested party or group-and which will ensure the free flow of goods in
our economy, and the strength that can result from it which we so badly need
today.

Thank you.
Mr. HALFPENNY. Our last witness is Mr. Fox Conner, president of

Allcock Manufacturing Co., of Ossining, N.Y.

STATEMENT OF FOX B. CONNER, PRESIDENT, ALLCOCK
MANUFACTURING CO.

Mr. CONNER. My name is Fox B. Conner, and I am president of
the Allcock Manufacturing Co. of Ossining, N.Y. The Allcock Manu-
facturing Co. is a small corporation having an average of about 30.
employees. Our principal product in the United States at the present
time is our HAVA-HART animal traps.

When we started in business making and selling these humane
animal traps, it was our desire to sell the traps through regular trade
channels, but this effort was not immediately successful owing to the
fact that many of the people interested in animal trapping live in
rural areas, and also due to the extreme bulkiness of the traps.

As a consequence of this situation, we sold the traps by mail order
and to other companies doing mail-order business. We set up regular
discount schedules, and due to the rather extensive mail-order adver-
tising we have done in the past, we have now developed a good volume
of business through normaI trade channels.

At the present time, about four-fifths of our traps are sold to the
trade and one-fifth by mail order. The mail-order checks come. in,
and we put the money in the bank, and we do not segregate the orders
at all except in the State of New York where we are domiciled, and
where we collect and remit all taxes.

I have submitted with this statement a copy of what we are doing
now in New York State to show what is the problem in just one State.
We did $2,400 worth of mail-order business in New York State, and
we collected $142.27 from 50 different communities. In New York
State, the sales tax, as I understand it, can go now down to school
districts, and I do not think you can even call the State department
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of education and find out whether an order has come from a particular
school district. I happen to live in the town of Ossining, or I have a
post office address in the town of Ossining. I live in the town of New-
castle, and my kids go to school in the town of Ossining. But the school
district is not the same as the taxing authority. You can theoretically
have the school district with one rate of tax, and the tax at a different
rate in New York State. So this is just a summary of what my feelings
are.

[Mr. Conner's prepared statement follows:]
TESTIMONY OF FOX B. CONNER, PRESIDENT THE ALLCOCK MANUFACTURING

Co., OSSINING, k.Y.

My name is Fox B. Conner, and I am President of the Allcock Manufacturing
Company of Ossining, New York. The Allcock Manufacturing Company is a small
corporation having an average of about thirty employees. Our principal product
in the United States at the present time our Havahart animal traps.

When we started in business making and selling these Humane Animal Traps
desire to sell the traps through regular trade channels, but this effort was not
immediately successful owing to the fact that many of the people interested in
animal trapping live in rural areas, and also due to the extreme bulkiness of the
traps, which made it undesirable for an ordinary retail hardware store to stock
the trap.

As a consequence of this situation, we sold the traps by mail order and to other
companies doing mail order business, such as Sears, Roebuck & Co., J. C. Penney,
Abercrombie & Fitch, etc. We set up regular discount schedules, and, due to the
extensive mail order advertising we have done in the past, we have now developed
a good volume of business through normal trade channels.

At the present time about four-fifths of our traps are sold to the trade and
one-fifth by mail order. We find that where traps become available in the local
stores, people do not normally purchase by mail, so that our mail order business
now primarily represents people who cannot be readily reached through trade
channels. This is confirmed by the fact that a good percentage of our mail orders
are shipped to rural routes.

Ours is a very small company, and not highly organized. We believe it would be
economically impossible for us to keep track of sales for all the possible taxing
entities. My reasons for making this statement are outlined below.

We do not own a computer or even a modern electronic billing machine. We
have one girl who types invoices. When we receive an order for Havahart traps by
mail. this girl types a cash invoice in such a way that with one typing she types
a shipping label and two copies of an invoice. Since the money is received in cash,
the day's receipts, and sometimes more than one day's receipts, are lumped to-
gether and deposited in the bank, and the corresponding sales are entered in our
sales book.

There is no segregation of orders made as to States or local communities. Our
average mail order sale is someplace in the neighborhood of $9.00, and we figure
50% of this amount is available to pay for all advertising and all expenses in
connection with the processing and shipping of the order. If we attempted to
segregate and pay sales taxes to all the present taxing authorities it would not be
profitable, because I am sure the cost of doing this would be greater than the
profit margin presently available.

Since it is mail order advertising that is creating the demand for our traps,
and giving us local distribution, this would mean that our mail order business
would have to come to an end. If this happened, then the local trade would wither
on the vine, because when we sell directly to the trade we do not make a sufficient
margin to carry on enough advertising to move the traps. It might be possible,
by raising prices considerably, to continue this business, but I don't think it
could be continued on our present price setup. Our whole operation might likely
come to an end if we had to raise our prices much, as our traps are quite expensive
by comparison with snap traps even under our present pricing setup.

I feel that at the present time, when we are selling four traps to the trade to
one trap by mail order, our mail order sales nearly all represent sales to people
who cannot presently obtain their traps locally, either because of the fact that
they live in remote areas, or because local stores do not stock the traps.
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We obviously could not afford to buy or rent a computer to keep track of sales
and use taxes. We have tried to work out various ideas as to how these taxes
could be collected. In every case, we have decided it would cost more for us to
collect the tax than the total amount of the tax. We have some experience in
segregating the tax because of New York State's present sales tax law, where we
have to collect taxes for many cities in New York State. A copy of a recent New
York State return is attached to show what is involved.

At a hearing of the Associated Industries of New York, where New York State
tax men were present, I suggested that we might raise our prices 5% and send
this amount on our total mail order sales to New York State, and they could try
to pay the various other States and Communities who were levying and collect-
ing sales tax. This was firmly rejected by the New York State tax people, and I
believe one of the reasons it was rejected was that the State tax people know very
well they cannot pay the cost of collecting and distributing the tax, and still
make any money out of it.

For example, we do about $100,000 mail order business each year. If we col-
lected $5,000 and sent it to some central government agency to be distributed as
sales or use tax, in my opinion it would cost more than the $5,000 to keep up
with the changing state laws and the actual physical distribution of the money
in piddling amounts to the hundreds of taxing entities concerned.

Iam not enough of a lawyer to understand all the provisions, but from what I
have heard and read about what you are trying to do for us through the passage
of this bill, I believe it will solve my problem and the problems of thousands of
firms such as mine. I have no property or payroll any place except in Ossining,
New York.
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Mr. HALFPENNY. We appreciate the opportunity to appear, and I
would like to submit for the record some letters in support of our
position from companies in Oshkosh, Wis.; Westfield, M ass.; Green-
wood, S.C., and Colorado Springs, if I may be permitted.

Senator MONDALE. By a]l means, those letters will appear.
Mr. HALFPENNY. And I do want to say that the one from Colorado

Springs, the Spear Engineering Co., testified in the House and had
prepared testimony that he was going to give in the Senate some time
ago, but unfortunately waiting for this hearing, passed away. His
statement has been adopted by his son, and I trust that we will have
some solutioni to this problem before many of our other small business-
men pass ',way.

Senator MONDALE. You want it in their lifetime?
Mr. HALFPENNY. Yes, Senator. And I would like also to have

ermission, separate from that, to enter for the record a statement
from the Chicago Association of Commerce and Industry for their
19,000 members supporting S. 1245, and a statement on behalf of
the Automotive Service Industry with their over 6,000 members also
supporting S. 1245.

Senator MONDALE. The statement will be received and made a
part of our record of these hearings.

[The letters and the statements referred to by Mr. Halfpenny
follow:]

MILES KIMBALL CO.,
Oshko8h, Wis., September 12, 1973.

Senator WALTER F. MONDALE,.
Chairman, Senate Subcommittee on Interstate Commerce,
.Senmte Office Building,
Washington, D.C.

DEAR SENATOR: This letter is to urge favorable consideration of S. 1245, the
sales and use tax bill.

BEST COPY AVAILABLE
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Our company has since I 935 been selling small gift items (average retail value,
$1.80) to customers through direct mail. Because of the small size of the orders
received, computing and attempting to collect sales taxes is an all but impossible
task. Some counties in Tennessee, for example, levy a 1/2% sales tax. Since it is
impossible to determine the county our customers live in, and with an average
tax liability of 41/20 per order, the cost of administration becomes much greater
than the tax itself.

While computerization might seem to be an answer, in fact many of our orders
-are incomplete with item,; back ordered or cancelled. Because all of our sales are
cash with order, the issuing of small refund checks would prove an onerous burden.

The cost of filing returns in the many jurisdictions with sales and use taxes
might well exceed the amount of taxes remnitted.

\Ve have no warehouse, sales agents or any other connection in other states.
Equity-as well as common sense-commends the removal of this barrier to the
free flow of interstate commerce.

Truly yours, ALBERTA KIMBALL

Chairman of the Board.

WHITE INDUSTRIES, INC.,
Westfield, Mass., September 14, 1973.

Senator WALTER F. MONDALE,

Chairman Senate Subcommiltee on Interstate Commerce,
,Senate Oce Building, Washington, D.C.

DEAR SENATOR MONDALE: We as a small business mail-order concern selling in
all 50 states strongly support S 1245, the Mathias-Ribicoff Bill which will enable

Congress to eliminate the "sales and use" tax threat which has been hanging over
our heads these many years.

Our company does not own property nor does it operate warehouses, sales
offices or have any tangible contact with other states other than through the
maihl. We collect and remit a sales tax on sales made within the boundaries of
Massachusetts.

However, unless a Bill like S 1245 is passed, we shall continue to live under the

serious threat of demands by the other 49 states and possibly thousands of munic-

ipalities, to collect "sales and use" taxes and remit individually to them.
Collecting, keeping records and remitting to our own state is a costly procedure

in t his day of ever-shrinking margins for small business. The nightmarish thought

of possibly having to repeat this process for every other state and countless

municipalities prompts this urgent appeal to you.
We strongly support the testimony that will be presented before your Sub-

Committee on September 18 and 19 in regard to the mail order industry's need
for a Bill such as S 1245.

Respectfully yours,
K. STANLEY ZOLYN.

GEORGE W. PARK SEED CO., INC.,
Greenwood, S.C., September 12, 1973.

Seniator WALTER F. MONDALE,
Senate Office Building,
lVashington, D.C.

DEAR SENATOR MONDALE: I understand that, your Subcommittee on Interstate

Taxation will have public hearings September 18 and 19. I would like to add my

thoughts to this hearing by way of this letter.
We operate a small family mailorder business, serving America's gardeners by

mail. We have customers in all fifty states and Canada, and we feel that we are

making a real contribution to our nation's gardeners. We have the most complete
selection of flowerseeds in this country, a very complete line of vegetable seeds,

and many helpful garden accessories.
Since we do have customers in all of the states, cities, and counties, and prac-

tically every political subdivision in the country, it would be extremely difficult
for us to collect sales taxes and file the necessary forms required should they all

demand this of us. We feel that legislation is needed at the Federal level to elimi-

nate this possibility. It would be economically impossible to maintain a sufficient
staff to file the potential tax returns, keep the necessary records, and provide

the information they would demand.
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You are no doubt aware that many of the larger cities already have sales
taxes and undoubtedly this would lead to them demanding that we be tax collectors
as well, and of course, this would then open "Pandora's Box" to all of the other:
political subdivisions we have in this nation. This, of course, would be taxation
without any representation at the ballot box by us, and of course, the burden
of collection would be placed on our small firm.

I'm sure there are other ramifications to this problem, but to those small
businesses engaged in Interstate Commerce, many of us would find it impossible
to continue to operate, if we had to collect the sales taxes from the many areas
which levy them.

Since our average spring order is $9, our average fall order approximately $12,
you can readily see that it would cost us more to simply collect the taxes and to
remit to the taxing agency than could possibly be justified. It seems to me that
it is certainly not in keeping with the great precents of this nation that one small
business would have to be the tax collector for all the potential political subdivi-
sions we have.

Thank you for reading my letter, and allowing me to present my thoughts in
this way.

With best wishes.Yours very truly, WILLIAM J. PARK, President.

SPEAR ENGINEERING Co.,
Colorado Springs, Colo., September 11, 1973.Mr. HAROLD HALFPENNY,

Halfpenny Hahn & Roche,
Chicago, ill.

ENCLOSED, MR. HALFPENNY: You will find a typed copy of my Dad's testi-
mony. I couldn't seem to improve on his words at all and I thought since he had
spent such a concentrated effort on the subject, it would be appropriate, even,
though he is deceased, to allow his testimony to remain exactly as he wrote it.

Of course, as you may have surmised, my sentiments are his exactly and, if
we were to be required to collect tax for all of the states in the union, the additional
expense would put us out of business.

I think his testimony is quite enlightening as far as the problems that would
be encountered in the mailorder type of business, which we are engaged in here
at Spear Engineering. Please submit this testimony to the committee on the basis
that a similar testimony was given as far back as 1962 and so, perhaps, this
testimony carries a little more weight than someone who has testified for the first.
time.

You may have already received a copy of my Dad's testimony as it was dictated.
on April 27, 1970, and if so, you will find, this is just a copy-word for word-of
that testimony. Please use it in any way you can think of to accomplish our mutual
desires and that is the prevention of interstate taxation

Sincerely, and Have A Nice Day! JOHN W. SPEAR, President.

STATEMENT OF WENDELL C. SPEAR, BEFORE THE SENATE FINANCE COMMITTEE,
U.S. SENATE, DICTATED APRIL 27, 1970

Mr. Chairman, and members of the Committee, my name is Wendell C. Spear,
President of the Spear Engineering Company, Colorado Springs, Colorado.

This testimony has been prepared on the basis of trying to show the probable
expenses to my company in the collection, accounting, reporting and payment of,
State and Municipal Sales and Use taxes assuming that our mail order sales in
Interstate Commerce were subject to legal collection of such taxes.

The Spear Engineering Company was founded by myself in January 1949 with
the primary object to design, develop and sell by mail nameplates for rural mail-
boxes, household use on lawns, lamp posts, etc. and for business use in the area of
identifying nameplates for desks, doors, directional signs, etc. The attached
brochure will give you our basic line of products. The Spear Engineering Company
plant and office is located at 3107 Stone Avenue, Colorado Springs, Colorado
80907, and does not have any subsidiary operations, branch plants or sales office.
operating outside of our plant location.

Our company was started with extremely rhodest capital and has grown con-
sistently in size, quality of product and improvement in service over the past

IL
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-twenty years. We normally ship all our nameplates within 48 hours after receiving
the customer's order and have a well established reputation of supplying quality
nameplates at fair prices. In fact, every ad and every piece of literature we have
used in our twenty years carries the statement "Satisfaction Guaranteed or your
Money Back" which seems to have given us a rather solid foundation.

6. Standard forrn.-Forms are being developed to standardize reporting among
the states. This is another step towards uniformity and standardization.

7. Continuous research into the problems of multistate taxation of business.-This
important function allows the Commission to find ways to solve the multistate
tax problems of today and the problems of tomorrow.

A major purpose of the Compact Commission will be to deal with future prob-
lems in relation to multistate taxation. Multistate business is on the increase and
will certainly change in character. We live in times of rapid change. These changes
will cause new, presently unforseen, problems. Along with this, intensified demand
for uniformity, simplicity and equity will increase. 'he Commission provides the
proper medium to proceed efficiently with consideration of these new problems.

The approach of the Compact to multistate tax l)roblems is to reduce the
diversity in tax laws and regulations and replace that diversity with uniformity.
This approach leaves the administration of state tax programs in the hands of
state tax administrators and the state Legislatures. Both are responsible to the
people of the State concerned and both are more familiar with local economic
conditions. State taxes administered by the actions of the National Congress will
be unable to meet the needs of the individual states, discriminate against local
business and will sap the states of their fiscal and political strength.

Under proposed Federal legislation, local businesses will be forced to compete
with out-of-state firms who can legally avoid paying many of the taxes levied on
the local merchant. The Compact will place the local firm and the out-of-state
firm in a position to equitably compete with each other.

The concerned efforts of the states to protect their political sovereignty through
the right to tax and to protect the multistate businessman by bringing uniformity
and equality to multistate taxes make the Compact a necessary and workable
instrument for use in today's complex economy.

STATEMENT OF THE CHICAGO ASsoCIATION OF COMMERCE AND INDUSTRY

My name is Harold Halfpenny, I am a partner in the Chicago law firm of
Halfpenny, Hahn & Roche and I am a member of the Board of Directors of the
Chicago Association of Commerce and Industry and of its State and Municipal
Revenue Committee. I am presenting the following statement on behalf of the
Association.

The Chicago Association of Commerce and Industry, which represents sub-
stantially every major commercial and industrial business enterprise in the
Greater Chicagoland area, respectfully urges that favorable action be taken on
S. 1245, the Interstate Taxation Act of 1973.

The Association's Board of Directors approved this measure because it will
bring order to the present chaotic system of taxing interstate commerce by state
and local governments. It is the Association's view that the lack of uniformity
in the system of state taxation of interstate commerce results in confusion,
excessive taxation of multi-state companies, and imposes a serious burden on those
engaged in interstate commerce.

Congressional concern with state taxation of interstate commerce intensified
after the ruling of the U.S. Supreme Court in Northwestern States Portland
Cement Co. vs. Minnesota (358 U.S. 450). This decision created considerable
concern and uncertainty as to the amount of local activities within a state that
would be regarded as forming a sufficient jurisdictional nexus to support the
imposition of a tax on net income from interstate operations. Congress acted in
the area of taxation of interstate income by passing Public Law 86-272, the
Interstate Income Law, in 1959. This Association supported that legislation as a
step in the right direction; that of providing uniform rules for the taxation of
interstate income. The Act set forth minimum jurisdictional standards under
which a state could tax the income of an interstate business. Passage of the bill
by the Congress clearly reflected a judgment as to the need for Federal legislation
in order to establish meaningful uniformity in this area. But, it was a first step
only, and much more needed to be done and indeed still needs to be done.
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A report of the Senate Finance Committee on the bill that eventually boatheo
the Interstate Income Law expressed its concern with the growing complexity of
tax structures devised by the several levels of government. The report of the
committee recited contemplated legislation to deal with the problem of inter-
state taxation with a view toward elimination of overlapping areas of taxation,
avoiding competition for the tax dollar, improving administration and collection
practices, coordination and simplification of revenue laws, all in order to ease the
taxpayer s burden of compliance with the various tax laws. The Committee
concluded that...

"This lack of coordination and uniformity has resulted in the creation of
sprawling diverse revenue systems with underlying potential for great harm to the
economy of the county and to the individual taxpayers to such an extent that
remedial action appears necessary."

The Interstate Taxation Act of 1973 (S. 1245), has substantial support in the
business and industrial community. It is our view that it meets many of the earlier
objections of the states and it provides an adquate base for taxation by state and
local governments.

A most important feature of the bill with respect to interstate sales and use
taxes is Title I setting forth uniform jurisdictional standards. The bill provides
that no state or political subdivision shall have the power to require a person to
collect and remit a sales or use tax with respect to an interstate sale of tangible
personal property unless the person-

(1) Has a business location in the state or political subdivision; or
(2) Regularly makes household deliveries in the state or political subdivi-

sion other than by common carrier or by mail; or
(3) Regularly engages in the state or political subdivision in solicitation of

orders for the sale of tangible personal property by means of salesmen,
solicitors, or representatives (unless such solicitation is carried on solely by
direct mail or advertising by means of printed periodicals, radio or television).

Further, a seller without a business location in the state is not required to collect
or pay a sales or use tax when such seller has obtained in writing the buyer's
registration number as set forth in the Act.

What this means, with one notable exception for the State of Louisiana, is that
where a company's only means of sales activity in a state is by direct mail or ad-
vertising and its orders are sent through the U.S. mails or by common carrier,
such a company is not required to collect or pay a sales or use tax to that state. It is
the view of the Association that this is a most significant and appropriate provi-
sion.

A company is deemed to have a business location in a state only if, (1) it owns
or leases real property in the state, (2) has one or more employees located in the
state, (3) regularly maintains a stock of tangible personal property in the state for
sale in ordinary course of business, or (4) regularly leases to others tangible per-
sonal property for use in the state. The business location jurisdictional test also
applies to the corporate net income tax, gross receipts tax, or capital stock tax of
a corporation, and is a sensible test which will contribute to uniform tax adminis-
tration.

The Act requires a purchaser with a business location in a state to obtain a regis-
tration number from that state. Persons selling to that purchaser may rely upon
such registration as a conclusive authority for not charging a sales or use tax as
long as the seller does not have a business location in the state and he obtains the
registration number from the purchaser. This procedure should be of assistance in
state tax administration and be particularly helpful to small businesses.

There is one exception to the jurisdictional rules, and it will apply only in cases of
sales into the State of Louisiana. The Act provides that an advance payment type
of sales or use tax, whereby the seller is required to collect and pay as an agent of
the state, is not covered by the uniform jurisdictional standards. Any such law in
effect on January 1, 1973 is within the exemption. Only Louisiana has such an
advance sales tax in effect and is exempted from the uniform jurisdictional stand-
ards provided for in the bill. Therefore, a company will be required to collect or pay
a sales or use tax for sales into Louisiana, notwithstanding the fact that it has no
business location there, makes no regular household deliveries there, or does not
utilize salesmen, solicitors or representatives in that state. It is important to note
that Louisiana is the only state to which the jurisdictional standards do not apply.

There are other provisions in the bill relating to attribution of income and the
method by which income should be apportioned among the states. Title II relates
to maximum income or capital attributable to taxing jurisdiction. The bill pro-
vides an optional Three-Factor Formula, (property, payroll and sales) for ap-
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portionment of income or capital of interstate corporations. A taxpayer could
still elect to use a different apportionment formula if state law so provides, but
the Three-Factor Formula serves as a maximum.

All income except portfolio dividends and other items noted below would be
apportioned according to the Three-Factor Formula, if it resulted in a lower tax.
Portfolio dividends would be allocated according to commercial domicile. Foreign
source income generally and inter-corporate dividends would be excluded, both
from the allocable and the apportionable income. "Gross-Up" for foreign tax
credits is not included in the tax base.

With respect to the sales factor in the formula, the "throwback" rule is dis-
carded. The bill assigns sales by destination in a state as the simplest, most
equitable procedure. Income from sources outside the U.S. is not included in the
tax base at all. Section 207 of the bill provides that corporate dividends are to bo
excluded from income apportioned among the states by formula unless the tax-
payer's principal business is dealing in securities. Section 208 then provides for,
allocation of dividends, except dividends from affiliates, to the state of commercial
domicile. It is the Association's view that no dividends should be taxes, since the
income from which the dividends are paid has already been taxed. To the extent
dividends are taxable (i.e., portfolio dividends) they are allocable to the state
of commercial domicile.

If it is established that two or more affiliated companies have engaged in
non-arm's length transactions which cause a meterial distortion of income appor-
tioned by a state, the state may require, or the taxpayer may elect to determine,
apportioned income by consolidating the income of parties to the non-arm's
length transactions. The provisions on combined reporting and consolidated
returns are designed to help avoid situations where companies are "whipsawed"
between conflicting approaches of different states and subjected to multiple taxation
on the same income, and to avoid the situ ation where more than 100% of a com-
pany's income is subject to state taxation.

Title IV of the bill would give jurisdiction to the Federal Court of Claims to
hear appeals on the provisions of the Act. The objective of establishing this court
as the sole arbiter is to have a single Federal court that could develop expertise
in the area of interstate taxation and provide for uniform application of the.
Federal Law.

The Chicago Association of Commerce and Industry respectfully submits that
the enactment of S. 1245 is most desirable because it will establish reasonable and
legitimate uniformity in the state taxation of interstate business, which has long,
been overdue. The Association appreciates the opportunity to present this.
statement.

STATEMENT OF THE AUTOMOTIVE SERVICE INDUSTRY AssOcIATIoN

My name is Harold T. Halfpenny; I am a lawyer with the firm of Iialfpenny,
Hahn & Roche, 111 West Washington Street, Chicago, Illinois. I appreciate the
opportunity to appear here and I would like to submit a statement as legal counsel:
for Automotive Service Industry Association.

The Automotive Service Industry Association is a national trade association
with a membership of over 5,000 independent automotive wholesalers, warehouse
distributors, parts rebuilders, and manufacturers of automotive replacement parts,
tools, equipment, chemicals, paint refinishing materials, supplies and accessories.
The members of this industry are engaged in furnishing and distributing the
replacement parts and accessories that are required to service and repair the
eighty million motor vehicles in operation in the United States today.

To satisfactorily perform this service, repair parts for any of the many models
of automobiles must be readily available at all times and in all parts of the country-
The members of this industry are accordingly located in, and ship products into,
all of the fifty states.

The representatives of many businesses who have appeared before the sub-
committee have told of the cost of complying with the multiplicity of state and
local requirements. This cost results from not only the act of collection, but also.
the necessity for keeping track of the different requirements of the different
states. These requirements vary, not only as to the rate of tax, exemptions, and
products taxed, but also in the degree of connection with the state which will
subject the seller to the necessity for collecting. Some states require collection
only when the out-of-state seller has a place of business or salesmen in the state.
Others attempt to require collection where there is little if any connection with
the state by the out-of-state seller.
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This greatly increased collection activity on the part of all states has added to
the confusion and uncertainty already experienced by Interstate sellers.

The position now is the same as it was in 1959, with regard to state income
taxes. At that time, Congress found that the confusion and uncertainty surrounding
the question of when a seller would be required to pay a state income tax in itself
imposed a burden on interstate commerce. Congress responded by adopting PL
86-272, which defined the jurisdictional standards which must govern the states in
imposing income taxes. That law has been upheld, in the face of constitutional
challenges.

The present confusion surrounding sales and use tax requirements is even
more drastic than was the similar income tax situation in 1959. And as in 1959,
it has been demonstrated that this is not a matter which can be left to case-by-case
decisions by the Courts. Only Congress can eliminate the burden on interstate
commerce which results from these state requirements. It should now, as it did
in 1959, settle the matter as it did by PL 86-272, by defining state jurisdictional
requirements.

That action would be appropriate not only as an exercise by Congresq of its
constitutional mandate to protect interstate commerce, but would also be entirely
consistent with the basic philosophy of the division of power between the various
states. It should be remembered that the USE Tax is imposed on the buyer, and
that the seller merely collects it. A state, in attempting to require that a foreign
corporation act as a tax collector for taxes imposed by it on its own citizens, is
imposing a personal duty on the foreign corporation. This requirement violates
the basic rule of jurisprudence that no state by legislation may project its powers
and authority beyond its own borders. (Department of Financial Institutions v.
General Finance Corp., 227 Ind. 373, 86 N.E. 2d 444, 449)

This was the theory of the Supreme Court of Michigan in its well reasoned by
oddly enough little-noted decision in J. B. Simpson, Inc. v. State Board, 297
Mich. 403, 407, 298 N.W. 81 (Cert. Den. 314 U.S. 674). The Michigan Court
there held that the Michigan use tax act could not be interpreted to require the
collection of that tax by an Illinois corporation which took orders in Michigan
and filled and shipped them from Chicago. The Court reasoned that: "Sanction
of the claim made by a state would make the plaintiff a collector of a tax, on behalf
of the state, and such cannot be done, for the law-making arm of the legislature,
and much less that of mere administration officials, cannot reach into another state
and mandate persons there to so serve."

The states have imposed the duty of tax collection on persons not within their
jurisdiction simply as a matter of expediency-because that is the easiest way to
cause collection to be made. If the states could collect from their own citizens
the same amount of revenue would be realized from the use tax. The states, then,
are imposing a restraint upon interstate commerce in the name of expediency
alone, with no other justification.

Confusion and consternation is not confined to interstate retailers, but permeates
all levels of industry. It is hard to imagine a more severe burden on interstate
commerce than that which is now imposed by the activities of the various states
and local subdivisions.

Another matter of great concern to manufacturers and wholesalers is the require-
ment of many states that they pay directly (as opposed to merely collecting) a use
tax on the advertising and give away material which they send into the state as
sales aids.

The requirement that a use tax be paid on advertising material is particularly
harsh when, as in the automotive parts industry, the material is absolutely
necessary not only as a sales aid but also for the education of the users of the
products. There are over 15,000 parts in each automobile, and any number of
makes and models of automobiles. Technical information describing the various
parts and their uses is an indispensable part of distribution in this industry.

Since the actual value of the advertising or give-away material is minimal,
the revenue to the states from a use tax on it would be verve small. On the other
hand, the nuisance of arriving at a value, keeping track of different state require-
ments, and filing returns, adds up to a great deal of time and effort, if not money,
for interstate sellers. That time and effort, and the resulting burden on interstate
commerce, are out of all proportion to the possible returns to the states.

A.S.I.A. urges the adoption of the S. 1245, the interstate taxation bill as it is
now being considered by this subcommittee.

We feel that the time has come when the burden on interstate commerce has
reached such proportions that congressional action is all that will prevent a severe
restriction on that commerce. Unless some certainty is restored to this area, the
economic implications for the economy of the entire nation may be unfortunate.
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Your subcommlittee can fairly conclude that there is a real possibility that many
smaller firms will remove themselves from interstate commerce so'long as the
present certainties and costly burdens remain. If this happens, local businesses
will be deprived of important sources of goods and of income.

We not only strongly recommend this action, but add our hopes that it will
not be long (e played. Te time for remedial action in interstate taxation is now.

Senator MONDALE. Thank you very much. I have asked Senator
Packwood to Chair the remainder of this hearing.

Senator PACKWOOD. \Ir. [cIeuzie.

STATEMENT OF SYDNEY H. McKENZIE III, ASSISTANT ATTORNEY
GENERAL OF STATE OF FLORIDA, IN BEHALF OF FLORIDA DE-
PARTMENT OF REVENUE

IMIr. McKENZIE. Senator, my name is Sydney 14. McKenzie. I am
assistant attorney general of the State of Florida, and I appear before
you today for Attorney General Robert L. Shevin, of the State of
Iiorida, an([ on behalf'of the cabinet of the State of Florida, acting
is the Department of Revenue. I have submitted a written statement
,nnd a resolution of the Florida cabinet and an extensive report of the
attorney general of the State of Florida.'

These documents set out in detail our position, and I would request
that they be placed in the record.

Senator P)ACKWOOD. They will be placed in the record.
Mr. MCKENZIE. Thank you, sir. I appeal- before you now, to urge

this subcommittee to provide in a manner which respects the (ls-
cretionary privilege of the States to tax interstate businesses, while
at the same time reducing compliance burdens allegedly imposed by
tile State and local jurisdictions.

On August 21, 1973, the Florida cabinet approved a resolution.
That resolution firstly requested Congress to support the constitu-
tional right of the sovereign States to tax interstate businesses, to
respect local and State fiscal policy decisions; secondly, the resolution
considered the creation of regulatory agencies to administer Federal
regulations to be detrimental to the ability of the State public officers
to act in public trust, and detrimental to concepts of our federalism;
and thir(dly, supported the basic policy position of the National
Association of Tax Administrators. The preferred solution to com-
pliance problems in interstate business, in our opinion, is support of
State-established uniform laws.

In 1959 Congress passed Public Law 86-272 after 6 months of
limited consideration as a "stopgap" measure. The minority of the
Senate Committee on Finance at that time criticized the bill as
p ;'emature and not properly coping with the real issues of the situation.
The same consideration is'a real concern to us today.

In 1965 the. House Committee on the *Judiciary concluded an ex-
haustive study on State taxation of interstate commerce. However,
in our opinion, it is questionable whether that study is still timely
when one considers the posture of Congress, the States, and business
today. Various interstate taxation bills have been introduced annually
in Congress since 1965, but there has been no legislation-oriented
congressional study since that time.

I The report of the attorney general of the State of Florida was made a part of the
official files of the committee.

21-350--74---25
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And in 1969 a group of businessmen and State officials formed the
"ad hoc committee" to achieve uniformity bv a merger of the Multi-state 'lax Comnission and Federal legislation. The 1asic concept of

that approach, as you know, is embodied in S. 2902 by Senator
M agnuson.

Early in 1973 the National Association of Tax Administrators
formed" a special subcommittee on ieleral legislation, to prepare
the interstate taxation bill that could 1)est, represent, if possible, a
State consensus. While we have not had the opI)ortunity to analyze
the final draft of that proposal (lue to the contraints of the subcom-
mittee, it is Florida's intent, to support that proposal if possible.

To the extent that today's situation might resemble the Public Law
86-272 situation, we would observe a similar time constraint, an(l
Florida is concerned. To enact legislation in this complex area without
timely and thorough study only compounds t.he problem in the name
of expediency and is not a resolution to the problems.

The most apparent resolution to the issues in interstate taxation, in
our opinion, is to the gathering of consent, and ('onsent only, to the
multistate tax compact, with provisions for review of the situation
in 5 years by the House Conmlittee on the Judiciary or the Senate
Committee on Finance. If the commission and tfle States, together
with business interests, have not resolved the issues now before this
subcommittee at, the end of that period, the respective committee )r
subcommittee could then propose such measures as are determined
to be in the national interest. This time period would, in addition,
provide a mandate for voluntary State uniformity.

If, however, the subcommittee determiness that enactment of Fed-
eral legislation is essential now, enacted legislation should provide an
umbrella of uniformity under which a State could obtain adequatediscretion over its taxing power. lrs, if the State (letelnines that
legislation is necessary, it retains the discretionn to tax that, aspect, of
business operation, but in a uniform manner. This umbrella concept,
of course, should be embelished with provisions of State discretionary
use of consolidation, and, in our opinion, absolutely no provisions for
compulsory regulatory agencies.

In summary, we sincerely believe a 5-year mandated study period
and consent to the multistate tax compact, or minimum umbrella
regulation is the most appropriate Federal resolution to the interstate
taxation issue.

Senator PACKWOOD. Thank you very much, Mr. McKenzie. I have
no questions.

[The documents referred to previously follow:]

WRITTEN STATEMENT OF ATTORNEY GENERAL RoiiERT L. SHIEVIN, PREPARED BiY
SYDNEY H-. ICKENZIE, III, ASSISTANT ATTORNEY GENERAL, STATE OF
FLORIDA, TALLAHASSEE, FIomiDA, ON BEHALF OF THE STATE OF FLORIDA,

SUMMARY

1. The Stateof Florida respectfully requests that the Florida Cabinet Resolu-
tion, and the Florida Attorney General's report be incorporated as part of this
statement, and included in the printed record of the hearings.

2. Florida does not seek federal legislation in the area of state taxation of inter-
state commerce, and opposes It.R. 977, S. 1245, and S. 2092 as drafted.

3. It is the intent and expectation of the State of Florida to support the proposal
of the National Association of Tax Administrators.
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4. The proper federal resolution is to provide Congressional consent to the
Iuiltistate Tax Compact, to pass an amended form of 1I.R. 6822, and l)rovide a

five-year period for states and business to create iniform legislation. If state
uniform legislation is not enacted, Congress could )r(pose legislation in the
national interest.

5. If there is substantive federal legislation it should I)e "umbrella" legislation
permitting state discretion: a) corporate inc(,ne tax-no distinction between
business and non-business income, full apportionment, app ort ionment of dividends
except intercorporate dividends with 80% controlled owm,ership, equally weighted
three-factor formula, sales factor with sales destination test and throwback rule
[income that is taxed, not sui)ject to tax], separate jurisdictional rules for corporate
income tax, and ,ales and use taxes; b) sales and use taxes-state imposition
[no local imposition] and vendor collection of all sales and use taxes, adoption of
uniform exemption certificates, recording periods, reporting forms, and bonId
requirements; c) federal administrative agency--no federal regulatory agency;
d) court, of claims-litigatiu should be p~resefnted to the respective state and
fede al courts.

STATE OF FLORIDA RESOLUTION

A Resolution to the Congress of the United States requesting Congress to sup-
port the constitutional right of the sovereign states to tax interstate businesses,
and to defeat S. 1245, introduced on 'March 15, 1973, and other similar proposed
legislation unduly restricting the right of the State of Florida to tax interstate
businesses.

Whereas the House of Representatives of the Congres.s o-f the United States has
on two occasions (1.R. 2158 on IMay 22, 19C8, and 11.11. 790C onl Julie 26, 1969)
officially passed legislation similar to S. 1245, and

Whereas 1.R. 977, introduced January 3, 1973, is pending before the House
Committee on the Judiciary, and

Whereas the National Association of Manufacturers, Council of State Cham)b(rs
of Commerce and National Association of Whole salcrs-l)istributors have assisted
in drafting S. 1245 and have urged its passage, and

Whereas the United States Senate created the Subcomntittee on State Taxation
of Interstate Commerce of the Committee on Finance on February 20, 1973, and

Whereas the referenced Congressional bills, if enacted, would significantly affect
Florida's revenue effort in an adverse manner, and particularly defeat the effec-
tiveness of the Florida corporate income tax and sales and use taxes, and

Whereas the proposed Congressi()nal interestate taxation bills do not serve
proper federal or state uniformity interests, or the proper role of states in our
l)articil)atory federalism, and

Whereas tile creation of a regulatory agency to administer federal legislation
limiting the right of the State of Florida to tax interstate businesses would strike
at the State of Florida's sovereign ownerss and the duty of its public officers to act
in public trust, and

Whereas the State of Florida has been in the forefront of National develop-
ments relative to state taxation, and has consistently strived for uniformity in
taxation of interstate businesses, and

Whereas the Attorney General of Florida )resented the Cabinet of the State of
Florida with a r-port critical of the l)roposed Congressional interstate tax bills
on August 21, 1973, and

Whereas the Subcommittee on State Taxation of Interstate Commerce of the
United States Senate Committee on Finance provided a forum for discussion of
the interstate taxation bills on August 9 and 10, 1973, and

Whereas the Subcommittee on State Taxation of Interstate Commerce of the
United States Senate Committee on Finance will hold hearings on the interstate:
taxation bills on September 18 and 19, 1973, and

Whereas immediate action is urgently needed to affirm the State of Florida's
right to levy and collect taxes from interstate businesses: Now, therefore, be it

Resolved, By the Governor and the Cabinet of the State of Florida, That the
Congress of the United States is hereby requested to accept this Resolution as
an endorsement and sul)plement to the policy position of these issues to be pre-
sented to the Subcomnittee on State Iaxation of Interstate Commerce by a
special committee of the National Association of Tax Administrators, to the full
extent it is consistent with the objectives herein stated; be it further

Resolved, That the Congress of the United States is hereby requested to adopt
a posture respecting the right of the State of Florida to fully exercise its legislative
discretion to tax interstate businesses; be it further
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Resolved, That as elected constitutional officers of the State of Florida com-
)rising the Department of revenue, we hereby authorize J. Ed Straughn, E"xecu-

tive l)irector of the l)epartnent of Rtevenue, or his designated representative to
apj)pealr and testify before the United States Senate Subcommittee on State Taxa-
ii n of interstate Commerce of the Committee on Finance on September 18 and

19, 1973, or at any other hearings on proposals affecting interstate taxation of
businesses; be it further

Ssolied, That c()Iies of this Resolution be dispatched to the President of the
United States Senate, the Speaker (if the United States House of Representatives,
and each ineml)er of the Florida I)elegation to the United States Congress.

In testimony whereof, the Governor and Cabinet of the State of Florida have
hereunto subscribed their names and have caused the official seal of the said State
of Florida to be hereunto affixed, in the City of Tallahassee, Florida, on this 21st
l)ay of August, A.D. 1973.

REUBIN O'D. ASKEW,
Governor.

RICHARD (DICK) STONE,
Secretary of State.

ROBERT L. SIIAW,
Attorney General.

FRED 0. DICKINSON, JR.,
Comptroller.

THOMAS D. O'1MALLEY,
Treasurer.

FLOYD T. CHRISTIAN,
Commissioner of Education.

DOYLE CONNER,
Commissioner of Agriculture.

STVATEMEuNT

()n August 21, 1973, the Cabinet of the State of Florida signed a resolution
recpuisting the United States Congress to support the constitutional right, of the
sovereign states to tax interstate businesses. The Attorney General of Florida,
at that time, presented to the Florida Cabinet a report critical of the proposed
interstate taxation bills. Copies of that report have been made available to the
Senators on the Subcommittee and appropriate staff members. I respectfully
request that this statement, the Floiida Cabinet resolution, and the Florida
Attorney General's report be included in the printed record of the hearings and
that the Florida Cabinet resolution and Attorney General's report be incorporated
as a part of this statement.

I have prepared this statement to supplement that of the National Association
of Tax Administrators, and to specifically delineate certain issues of interest to
the State of Florida. It is the l)ostlre of the State of Florida that federal legislation
in this .area, historically reserved to state prerogative, is neither desirable nor
proper under present concepts of our federalism.

In development of its corporate income tax, Florida had as its principal objec-
tives to siml)lify taxpayer coml)liance and state administration in addition to
acting as a catalyst for more progressive uniform state legislation. It is sincerely
believed that federal intrusion into independent sttte fiscal operations will produce
considerable economic disruption for the states.

Prior to discussing particular substantive aspects of )ertinent bills, I would
like to set. forth certain characteristics of the federal corporate income tax that I
seriously doubt any state wishes to be a)plicable in its jurisdiction. I bring these
facts, and others as the pertinent topics arise, to your attention only to illsutrate
that federal preeml)tion is no guaranteed solution to a problem that may not exist
as contended.

On August 1, 1973, Congressman Charles A. Vanik (Ohio) released a report
entitled "Corporate Federal Tax Payments and Subsidies to Corporations in
1972" [119 Cong. Rec. 7165-7188.]. Congressman Vanik concluded the report by
noting 1) that his study "significantly illustrate(s) the l)ropensity of the [federal]
tax code to cause market distortions', and 2) that "the present laws [federal] are
designed to insure that the large American corporations will pay less and less in
the future support of our government."

According to pertinent sections of the Internal Revenue Code the federal
corporate tax rate Is tWenty-two (22) percent on the first $25,000 and forty-eight
(48) percent on amounts exceeding $25,000. In fact, however, the average effective
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federal corporate income tax rate was twenty-nine and six-tenths (29.6) percent
in 1971, and twenty-nine (29) percent in 1972. That rate is nineteen (19) percent
below the statutory rate. [119 Cong. Rec. 7166]

A large number of corporations in supporting federal regulation suggest that
non-compliance and partial compliance are the normal state corporate income
tax reporting procedures. Congressman Vanik interestingly has repeatedly foi ,nd
this situation to be the case wit h reqard to federal corporate taxes.

Noteworthy is the fact that the federal Revenue Act of 1924 provided for cor-
porate returns to be public but that the publicity clause was repealed after one
year of existence. The results of this federal l)ublic disclosure provisionn are very
interesting:

One year after the 1924 Revenue Act, with the publicity clause in effect,
corporations paid at least $100,000,000 more into the Treasury, with business
actually lighter in volume than in the previous year. . . . The secrecy that has
surrounded corporate income taxes serves only to protect, against the tax collector.
[119 Cong. Rec. 7179]

Mr. Johnnie Walters, former Commissioner of the Internal Revenue Service,
Congressman Vanik reports, suggests that federal "corporate tax evasion is
becoming widespread."

The exact posture to assume before this Subcommittee is somewhat perplexing
since Florida merely desires to retain the inherent sovereign right to make state
and local policy decisions. To nmainti-,in a functioning federalism it is necessary
that the respective Congressional delegations respect the fiscal policies of the
states. I strongly submit for your consideration that the true need for federal
legislation only pertains to Congressional consent to the Multistate Tax Compact,
and approval of a form of conmnon audit bill [ll.. 0822]. In essence, these are
Congressional actions that would strengthen state action toward uniform state
laws.

The National Association of Tax Administrators' Committee on Taxation of
Interstate Commerce is in the final stages of preparation of its alternative to
industry-sponsored bills. It is the State of Flrida's intent to support this proposal.
but I respectfully request the opportunity to submit a written supplement to
this statement delineating any provisions which may not f)e consonant with the
State's position.

Six basic )ills, H.R. 977, S. 282, S. 1245, S. 2092, a National Association of Tax
Administrators Committee bill, and a Multistate I'ax Commission bill, will be
before Congress. To the extent that these bills are an attempt to thrust immediate,
stop-gal) federal legislation in an area not susceptible to such a resolution, they
only compound problems in the name of expediency and are not resolutions of
the problem.

The most apparent resolution to the issues of interstate taxation is the granting
of consent (only) to the Multistate Tax Compact with )rovisions for review of the
situation in five years by the house Committee on the Judiciary or the Senate
Committee on Finance. If the Commission, the states and business interests have
not resolved the i,;sues now before this Subcommittee at the end of five years, the
respective committee or subcommittee could then propose such measures as are
determined to he in the national interest. Thik time period would provide a man-
date for voluntary state uniformity.

If it is the sense of Congress to inject the federal government into areas plre-
viously left for state fiscal policy, the State of F lorida recommends the following
proposals to provide conciliation to business interests, and miuitinmm state fiscal
disturbances.

A. CORPORATE INCOME TAX

The effort in this area must be directed to obtain "full accountability" of all
corporate income, and to provide means for "full taxation" by market states on an
apportioned basis subject to a circuit breaker for snall businesses, and minimal
sales in the state [$300,000]. The exact purpose of the legislation should also be
clarified-is it based on a method of doing business or the ability to pay.

All distinctions between business and non-business income should be eliminated.
A corporation or business is in operation to derive income or profit and the form of
income it selects to derive cannot rationally determine its tax status. Rent, in-
terest. royalties, and portfolio dividends are pecuniary benefit to the business and
should be fully app-rtioned. Allocation of such income factors to states of coi-
mercial domicile is a matter of corporate convenience and deprives the invested
state, where the income was earned, of legitimate corporate taxes.
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Dividend taxation demands close scrutiny but it is reasonable to apportion
two types of dividend income: (1) portfolio dividends; and (2) dividends if the
taxpayer own; ie;A toan 8) per'ce nt of the voting stock.

It must be recognized that a dollar of income to a corporation is a dollar of
income subject to taxation, whether that income is derived from the sale of a

roduct from interest on a note, or a dividend on an investment. [119 Cong. Roe.
180. Report of Congressman Vanik.]
If the taxpayer maintains more than 80 percent of common ownership, the divi-

dends may be considered as intercorporate dividends.
All pending proposals, except I.R. 977, support the equally weighted three-

factor-payroll )ro)erty, sales-apportionmnent formula. Differences, however,
appear in defining compensation and sales. I believe there is a general consensus
that Section 303 of S. 2092 represents the preferred, prevailing compensation
definition rather than Section 203 of S. 1245 which adopts a $4,200 limitation of
the federal Unemployment Act.

A sales factor assigning sales to a state by the sales destination test with applica-
tion of the throwback rule would prevent the statutory creation of two particular
tax-havens: (1) sales into low tax rate states; and (2) non-taxed sales into states
lacking jurisdiction due to Public Law 86-272. If these tax-havens are no, elim-
inated, grave l)roblems arise regarding the competitive advantage the interstate
corporation achieves over the intrastate, and often, small corporations. Many
state objections could probably be dissolved if state tax jurisdiction were to fol-
low sales, and if the dividend issue were resolved by full apportionment and con-
solidation.

The inherent substantive differences between the corporate income tax and
sales and use taxes demand that separate jurisdictional standards be provided for
each tax. The business location test provided in §§101 and 513 of S. 1245 fails to
)rovide for full accountability of corporate income derived from market states.

Corporate income must be fully apportioned to market and industrial states having
jurisdiction to tax. The referenced business location prevents this accountability
and should be excluded from all proposals.

B. SALES AND USE TAXES

The area of greatest concern with the sales and use taxes imposition has been
the large number of local taxing jurisdictions. There are approximately 8,919
jurisdictions but 8,559 of the jurisdictional impositions are collected at the state
level. The most expedient resolution that preserves the fiscal policies of all taxing
jurisdictions and minimizes the business compliance burdens is to propose state
collection of all sales and use taxes at a rate to l)ermit local tax distribution if
desired by the state.

To insure state fiscal protection, a rebuttable presumption should Ie established
providing that tangible personal property used in another state for six months
was not purchased for use in the state the property is transferred to. A shorter
time period of ninety days is )oth administratively inefficient and assists taxpayer
avoidance of tax imposition. In addition, a state should credit the amount of the
sales or use tax paid in another state against its own. Uniformity may be given
another boost with the adoption of uniform exemption certificates, recording
periods, reporting forms, and bond requirements.

With the reduction of compliance burdens to fifty-one jurisdictions the vendor
should be required to collect and remit the tax on mail order sales. The above
recommendations with the specific authorization (If discretionary reciprocal col-
lection agreements between all states illustrate the significant areas of uniformity
readily attainable.

C. FEDERAL ADMINISTRATIVE AGENCY

Two bills, H.R. 977 and S. 2092, confer binding regulatory powers on the
Multistate Tax' Commission. This agency's rulings and regulations are to be
binding upon each state which does not affirmatively "repeal" the item within
one hundred and eighty days. The gist of this issue'is who is the proper party
to make state and local tax policy decisions. Strong opposition to this measure
was presented during this subcommittee's August 9 and 10 roundtable discussions.
The most reasonable approach would be to grant consent to the Multistate Tax
Compact and support to a five-year state tax. uniformity development program.
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D. COURT OF CLAIMS

Section 401 of S. 1245 grants the United States Court of Claims de nov juris-
(liction of litigation arising under an interstate taxation act and Public Law
86-272. At this Subcommittee's roundtable discussions it was reported that this
Court's workload has increased forty percent while its federal tax cases had
decreased seventeen percent.

The net effect of this general jurisdiction recommendation appears to ensure
diversity. This change effectively renders a state administrative decision unen-
forceable and affirmatively seeks a heavy judicial docket. The rationale for the
de notO review and for not adhering to the l)resumlptions inherent in an adminis-
trative decision is not clear. State administrative )articipation would )e of
minimal usefulness and demands the pointless creation of a statutorily complying
state administrative agency and supplementary legislation. Other provisions Of
8. 1245 require every state t, he represented in each case since all states are bound
)y each case as if a party defendant.

Undue state compliance and financial burdens are created by these sections
that do not respect the decisions of state and federal courts.

E. CONCLUSION

The complex issues of state taxation of interstate commerce are issues that are
n)t susceptible to stop-gap legislation and rushed consideration. The five-year
mandated period to, permit the states and business to support state legislation is
the most desirable approach. Lndue federal intervention is then unnecessary.

If the Congress determines federal legislation to be an appropriate solution,
such legislation should provide an umbrella of uniformity under which a state
eold use its discretion to tax. Thus, if a state determines that legislation is
necessary, it, retains the discretion to tax that aspect of business operation but
in a uniform manner with minimal restrictions.

Senator PACKWOOD. Ted de Looze.

STATEMENT OF THEODORE W. de LOOZE, CHIEF TAX COUNSEL,
OREGON STATE DEPARTMENT OF JUSTICE

1r. DE LoozE. Senator, I am Ted de Looze, chief tax counsel for
the Oregon State Departwent of Justice, and am a person who has
participated for a number of years in various activities connected with
the problems of taxation in interstate commerce, including the forma-
tion of the multistate tax compact, the ad hoc committee and the
subcommittee of the NATA. Being the last speaker, I will try to be very
brief and try to hit some of the points that I think need stressing or
clarification.

First of all, it must be realized that Congress did consider a bill
which would provide for what I would call uniformity when they
considered H.. 11798, or the original Willis bill. Now, the proposals
that have been given to you by the subcommittee, Mr. Chairman,
Mr. Clark and others, are'not mandatory uniformity. I do not think
anybody here has requested mandatory uniformity. But, I suggest
if that is a consideration, that you reexamine H.R. 11798 which not
only was for total uniformity, but for total accountability of tax
liability.

Oregon is not a State that has a sales and use tax. I listened to the
panel here, I listened to the gentleman from Oregon, and I would
suggest perhaps if there had been a show of hands of those gentlemen
who are now protected by the U.S. Supreme Court decision in the
National Bellae Hess case from taxation by other States, I think there
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would have been a large show of hands. I think the problems there
will be considered as this committee consi(lers the suggestion of tie
Louisiana tax collector.

Now, if the committee wants the same ikind of consi(eration o
the income tax side, I suggest that they seriously examine the concepts
of the subcommittee of N ATA and that is that, the States want the
opportunity to decide their own tax policy with respect to the busi-
nesses of intrastate and interstate that come into tieir States. As I
have said in my statement, I think the fact that, there is not uniformity
is not an unnatural thing, because every State tax program is; based
basically upon historical development of what. has been acceptable
to the people in that State with respect to the location of the State
and the resources of the State and other factors. So, what the States,
really want is to be permitted to utilize their State taxing power an(
then give preferential treatment wherever they decide within their
own policy it should be given. And they have the opportunity to do
that by such things as credits, changing the rate of taxation, allowing
certain exemptions. They do not need the kind of provisions that we
find in S. 1245.

S. 1245 I think very definitely would harm the State of Oregon.
Oregon for some 20 years has been following the combined metho(l
of treating multistate business, and it has found that the combined
method is the best answer to any problems of multiple taxation -or
double taxation.

The unitary method of reporting basically does this. It says that
we will not try to segregate out to any particular dollar investment of
a company how much that particular dollar of investment earns. In
other worls, when you take all of the net income of all of the corpo-
rations in the affiliated group, and combine it, and then apportion it,
to the particular States, you are saying that every dollar of property,
payroll and sales of that" State, in that State, is entitled to the sample
rate of return.

And there is also one thing that has not been stressed here, and
that is the fact that when you have combination reporting you do get
rid of, to a large extent, the problem of taxation of div-idends as
intercorporate dividends are eliminated.

I do hope that the committee will not put us in the position that has
happened with respect to financial institutions, where, for example.
in Oregon we have a moratorium on the taxation of the Bank of
California which has a 22 story building in the State of Oregon. It
advertises in the Wall Street Journal tha.t it gives complete binking
service, has a picture of the whole Pacific coast, and yet because of
the technical reason that it does not have its principal office in the
State of Oregon there is a moratorium on its taxation under the income
tax and this is the kind of situation we are fighting. If you look at the
definition of employee in Senate 1245, and 'you apply it to Oregon,
with the neighbor to the north, the State of Washington, which has
no income tax, and the way of doing business of a corporation, it can
locate in the State of Washington, and] it can send its employees back
and forth and can completely exploit the Oregon marketplace and at
the same time incur no tax liability.

I wish to stress that if this committee is going to look at the tax
situation that it take a good look at Public Law 86-272. Oregon is in
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tlhe I)oPition of having litigated more cases under that statute than
any N other State and we find that tile State (of Now Jersey and the
State of Oregon do not entirely agree upon the interpretation of
PIblic Law 86-272. And I am sure if there is any extensive statutory
action by this committee we will have the same situation arising, many
problemsl to he litigated, and voluminous ad(litions over the course of
the years to the Federal law.

But, let me just say that if the Olympic Brewing Co. which has
recently N been feld taxable by the Oregon Supreme. Court because
I her have an inventory of kegs in the State of Oregon, if that company

cot 1l(1 mni, t, somehow an instant aneously (lisappearing keg, their
liability wouNld also instantamieotslv disappear.

And is lhat tile test tiat. the congress wants to apply as to tax
liaIbilitv lin(er Piblie Law 87-272? As has been stated here before, it
eXml)jtS corl)orations wlhither they are large or small, and we suggest
tilt, ad(lition of a stanlard which would really give the protection to
smnll bl))sillesses. II other words, the standard of the size of business
and thew amounts of sales that are occurring in the State.

I wianat to wloleheartedly endorse the INultistate Tax Commission
Inl tile volleept of a colsent bill. It, is badly needed. I do not think that
tlt, hetu'ings todiy or" yesterday have stressed the advantages that have
been given to the States )y tie Muiltistate Tax Commission.

In summer\', tle ('s )f the Stites have been opened up by the
aetivitits of the NIulistat Tax Commission to the )ssibility of full
(liwostIre of tax ats, to tle possibility of joint audits, to the posi.sbil-
itv of xeglIIoag('s ,f hn'trmation Ietween States, to til possibility ofIirerl tiaxiatio nd to t lie Iloption of combined or unitary methods of
reporting. I siierlel h ope this committeee will give extreielv careful
( onsi-ldera tion to-the'aloption, if noting else, of a multistate tax com-

1)11t consent bill.
I think, M r. ('lairmnan. I \w-ould like to add one more thing, and that

Ihs to (o1 with1 tle activities' of the Multistate Tax Commission in con-
nce.tion witil u1niform 'egilltions that have been mentioned in these
Ietiring-4. And one of tl,, problems, of course, or the biggest problem
inler the U'niform Divi.kion of Income for Tax Purposes Act, which is a
)rirt of the M[ultistate 'Tax (omnl)act and is now a part of the 27 juris-

(ldi(tions, is the disf action that must be made betweenn business and
nonl1business income. Our Nl'rTC committee e labored for some 4 years to
.ouIe tI) with a set of tniform proposed regulations, which also the
NATA (ommit tee on Uniform Regulations has recommended that the
NATA aiopt. Both ('ommit tees worked on this. The new uniform
regtlations lhave been a(lo)ted, to the best of my knowledge, by
Oregon, Nort h Dakota, Nebraska. They are in the process of adoption
Ibv Indian,. New Moxivo, lontana, an(d Michigan. They are under
situdv in IIwaii and Alaska. And virtually the same regulations are
now 'in effect in Florida an(I Ilalmo. The Illinois regulations are very
Similar, and tile uniform regulations are in the process of consideration
il In(iana.

Now, I think that is a good record and I think that the Multistate
Tax Commission will givo* the opportunity to the States to develop
greater and greater uniformity.

I would also, Mr. Chairman, or Senator Packwood, like to put into
the record not only my statement which I have filed, but also a pamph-
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let, entitled Guide for Corporations Filing a Combined Report, whieh
is put out by the Franchise Tax Board of California, and I think will
give the committee and its staff an excellent explanation of the com-
hined report mflthod thtt Oregon and California have followed
respectivelY for 20 and ,35 years.

Senator PACKWOOD. Ted, thank ,ou very much. I can recall when
yo1 and T first, met 15 years ago. Even then you were talking about
this subject or something akin -to it. Yo)ol were working with Cairlisle
Rol)erts as I recall.

Mri. )E LOOzM. That is right, and in my pape) r I have cited s('eInTl
('liM,,, including one decided by Judge Ro Ibelts which Sull)orts the
full ap)io-Itionment, (oneet, which I think is the wity to go. I tlink
tie trenl today, Senator, is toward full ial )Iort lonmn t for the unitiry
met hol and for full disclosure, the joint audlit, and I think this is the
way we will l)oimt more anl more towail greater uniformity allnd
a(.eoult bility, 1111d Solve corolrlte prolli.i mi as fair as ('orlpor'ate
tin('0e1i0 cases ar1e ('olneil('lld.

Sena tor PACKWOOD. YoU 11111~t, be famlihitir with the Louisiaia
proposal uniform sales anti use tax reporting rIoce(dures?

Mr. DE lJOOZE. I am just, very vaguvly t'am iliar, yes.
Senator PACKWOO). Are you faniliam' enough to comment on it?
Mr. I)E Loozm. It, sound to me like a very good proposal . I think

that it, does one thing, and that is tlat, it, )rovi(es for accountability
in ac,(,oI'lanl e with th Ol)l)oI'tlunlities, beliefits nl privileges t hat are
ac(corle(i a coin iai1y regardless of how they sell, regardless of' tle
manner in which they sol and that, of coursee, is the i)rollm of Public
Law 86--272. It, sets 1p one set of' cor)orations as to how thlcy (1o
business, they are taxable, and another set, of course, because they
are able to (1o business a little differently, then-they are not ta:able.
I am sure there are lro)lems to be iioned out with that Irolposil.
It, may be that Congress will have to consider the possilhility of a.
minnimnum amount of sales exemption l'or the small businesses in co)-
nec.tion with that, the enactment of' that. One of the very nice features
I think of that I )o aOSal, is that it, leaves to each State the ri'oblem
of al)lpo'tioning out the sales taxes that aerue to that State nilt(lr the
system with respect to the local subdivisions within that State. I
think that, it, has great, possibility.

Senator PACKWOOD. T e(l, do0 you think if we reopen this question of
minimum jurisdietiolial stand (har' that we will be inviting consil1rt-
tion of many other hingeses which I know you and probably most
State tax officials would Op)ose reopening?
Mr. DE Loozm. Well, Senator 1Tackwood, I think it. has already

Been reopened. I think we are indebted to the people who initroduce(l
S. 1245 for showing us the extent to which they aire asking for exemp-
tion. We are indebted for that. They haive reopene(i it now. I think
that has given us the opportunity to show, that fo' example, Public
Law 86-272 does exemipt corp)orations that are utilizing the opportu-
nities, benefits, and marketplace of Oregon and getting a complete
exemption simply because they are able to do business in a certain way.
I (o not think they (can shut that question out.

Senator PACKWOOD. I have no other questions. Thank you very
much.
, That will conclude our hearings.



377

[The statement of Mr. de Looze, and the pamphlet referred to
-follows:]

STATEMENT OF TiEODORE W. DI: LooZil, CiiFi. TAX COUNSEL, TAX DivIsioN,

OREMi(ON |)I,PA 1{MIENT O1, JUSTICE'

SUMMAR1Y

I

The necessity, if any, for Federal hgislation and for uniformity in the field of
State taxation in Interstate c(onnercO.

It

The need for a consent bill for the mtlt.istate tax compact.

III

Required standards of Federal lgislation if suh legislation is imposed on the
State's.

(1) Amendnent of Public Law 86-272 to )pply t(i small businesses only.
(2) Preservation of state( taxing .urisdiction and state tax base.
(3) Combination rej)orting andi ap)(irtioI1ni(nt by three factor formula of

pm p)erty, payroll ittd sales.
(4) A hloptin of Multistate Tax Commission as Administrator of federal

legislation.
8TA'rEM ENT

V name is Theodore .(,e Ijoozo, and I serve it Chilf Tax Counsel i f the
Tax 'l)ivision, Oregon I departmentt oif Justice, and Chief Counsel for the Oreg ll
I),Iartinent of Rovenue. As an Assistant Attorimy (4-neral and Chief Co'unsel I
have ee(,een involved inI the I)r llbins of state taxation of interstate co m er(e
sincee 1958. luring this I)eriod of time I assisted in the drafting of the Multistate
Tax Compact, have served as Chairman (if the Riles and I(gulations Committee
of the Multistate Tax Commis-1on, member of the Commtittee on Uniform Rules
oif the National Assoiation of Tax Administrators, member oif the so-called "Ad
illc" Committee which drafted S. 2092 (93rd Congress, Ist session), and am at
the )resent time serving as a nineniber of a special Sib( iniittee on State, Taxat iiin
of lInterstat( Commerce for the National A- . liati=in (if Tax Adminitrators.

Th," ideas expressed in this ,slatement will not bv originall or startling, and may
be ri)etitiou, (f (thelr s(,aker,, but are intendd t(i reinforce the view that valid
sttte interests iin stat( t axatin (of interstate ominmireree nmt. be recognized and
)r(tected, as thi. committee giv'es thoughtful cmsideratiom to the necessity of
federal legislation.

The l)rincipal points if this stat ement will focus (n:
1. The necessity, if any, for federal legislation and f(ir uniformity in the field of

state taxation in interest ate C('imeree.
2. Th(, need ft a consent , bill for the Mlltit ate Tax Comlipact.
3. Required standard.; i(f federal hegislatilm if 11eh le gislation is imposed (ll

the states.
I.

TIHE NE(ESSITYp IF ANY, FOR FD:Ri:AI LVOII,.IAT1ON AND FOIl UNIFORMITY IN TilE,
FIELD OF STATE TAXATION IN INTERSTATE COMMINIICHE

It would be impose l)le to bring to this Committee a complete, technical dis-
'ussion of all the various argiinments that have been made as to whether federal

legislation is or Is not necessary. Such argunlnts are to be found in various
s)eeches introducing lrolosei federal legislation during the last eight years, in
various articles inI tax and other law journals, in the staff hearings conducted in
Auguist of this year, and in imny other sources. It is my pIosition, based upon iy
experience with the administration of Oregoin',s taxation of interstate commerce
and the eases I have have handled for Oregon in that, respect, my experience with
the Multistate Tax Commission and the fornilation of uniform regulations, my
experience on various committees on the drafting of proposed federal legislation,
and most important, my ol)servations as to the progress that the states have made

-. towards ni formity that federal legislation Is not, necessary. Furthermore, that
as time ensues, and providing that the Multistate Tax Commission is able to
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fulfill the role it has set otit to undertake in the field of taxation of Interstate
commerce, that (on-sieralion of federal legislation will become less and less
ne(-essary aid less and les. hiviting.

During these years of my ex wrience in this area, I have observed and concluded
that uniformity'in state taxation is not a natural sequence of events. Differences
in the historical development and even existence of the various states, differences
in the developments within states of their revenue needs, differences in state
sources, differences In geographical location, and many other factors have lent
themselves to the emergence of state tax systems varying between states. Even
more important, differences in the controlling interests in state legislative bodies
and particularly business interests, have lead quite naturally to different state
schemes of taxation. Almost wlbhout equivocation, it, may be stated that any
particular state's scheme of taxation rel)resents a balance of what. controlling

m)1s1ness interests within t he state have been abh to achieve legislatively against
the background of the totality' of all interests within tho state itself. Differences
in state formulas for apportionment and allocation of income are grounded on state
business and reventie reqliirenients.

Nevertheless, progress in achieving uniformity has been continuous, and es.
pecially since the adoption in 10.57 of the Uniform divisionn of Income for Tax
Purposes Act, by the Natimal Conference of Commissioners on Uniform State
Laws, and the historic enactment of Publie Law 86-272 by Congress In 1959. I
cannot overemphasize the catalystie effect that the creation oif the Multistate
Tax Commission and adoption of the Multistate Compact has had upon such
progress. At the same time, state tax administrators' eyes have been opened to
the possibilities of uniformity in certain areas of state taxation of- interstate
commerce, and the cry for uiniformity has resulted in a fuller disclosure of the
actual facts of tax reol)rt ing to the various states, a fuller realization of the neces-
sity for exchanges of information i)etween the states, for joint audits, for accept-
aice of the combined or unitary method of reporting, and for better training
programs within the states. The need for uniformity has concurrently been shaped
by certain business interests inti a ne(l-not, for uniformity leading to full
disclosure and full tax accouintability-but to uniformit, of (xenptnilon, or )rOlosed
exvemiption. The pending lawsuit in ihe United States Ibistriet Couirt for the South-
ern District of New York (if leading multinational corporaiioms against the Multi-
state Tax Commission, seeking its dissolution, together with the blatant, request
for Cxemption of income plubliclv proclaimed in S. 1245 dmnonstrates how the
need for legitimate sdution of pi'-i)lems of uniformity of administration by the
states has been turti d ito(' proposals for uniformity of exemptions.

As chairman of the Mmlti-ttat e Tax Commission' Itules and regulations Com-
mittee, and as an attorney who has actively tried many liawstits tmider Public
Law 86-272, I am convinced that no tax law' no mittler how deceivingly uniform
it may appear on its surface, is elpable of administration without, the ironing out
and attention to( miriad i)r l)emis that arise because oif its application to numerolls
fact situations. Tiese fact, situations naturally occur I)ecause of the different
f rnis of business operations thitt have to he accommodated under the seemingly
itinoeont iuid simple langlalo oif the st, atute .'.

If Congress is 1m)ursua(id that there is an overwhelming need for federal legisla-
tiom, it must face the res mnsibility of a new federal tax code that over the course
of years will grow in deptl and complexity as it seeks to legislate on everyN" problem
that, arises. The existene(i f the United'States Internal Revet.ne Code i- ample
evidence of the inevitability of sulch a future cmrse (f action.

Balanced against this pros)ect, I believe that the rests of state action to date
significantly show that the states miy be trusted to bring order to their own tax
situations. From lity di.ictissions in vario ms committees as to sales and use tax
i)rl)lenms, and taking into, emsileratim that I have had no experience in adminis-
storing a sales and use tax in Oregon, I have not heard any overriding considera-
tions requiring federal legislation. Sales and use tax jurisddictIon is well settled.
The arguments that have%-( been made that there are thousands of tax jurisdictions
with which a cori)oration must deal usually fail to cite the overriding number of
situations in which state administration is superimposed upon local jurisdictions
to provide uniformity and certainty.

In the corporation income and excise tax field, the adaption of the Uniform
Division of Income for Tax Purposes Act in 27 jurisdictions is a gigantic step
forward towards uniformity. The development of the Multistate Tax Commission
revised proposed' uniform'regulations tinder this act, after some four years of
study, is another gigantic step forward towards uniformity. These revised regu-
lations, finally adopted by the Multistate Tax Commission in January of this
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year, already have been adopted by Oregon and several other states, and are
under the process of adoption in many more. The development and acceptance
of the concept of uniform aportionment of all corporate income, including
dividends, Is a move toward greater uniformity and protection of the state tax
basis. The continued development of prograins for the exchange of income tax
information between the states, and the development Of corporate joint audits,
both through the auspices of the Multistate '1ax Commisslon, can do nothing
but serve the cause of uniformity in the reporting and disclosure of income to
the states. The Multistate Tax Commission has taken a dominant and active
role in the preparation and giving of training seminars in auditing and in corporate
tax law generally, as well as its activities with respect to uniforin regulations.

I suggest to you that there is no overriding case for federal legislation.

11

THE NEED FOR A CONTENT BILL FOR TilE MULTISTATI: TAX COMPACT

In my opinion, the most significant federal action that could be made would
be in the adoption of a consent bill consenting to the Multistate Tax Compact.
The Multistate Tax Commission believes that it has a strong case for the propws-
tion that Congressional consent is not necessary, since the activities of the Multi-
state Tax Commission do not impinge upon the power and authority of Congress,
but merely carry out what the states already have authority to do under constitu-
tional state law. Nevertheless it is a fact that the New York litigation referred
to is a financial drain upon the Commission and is seriously diverting such re-
sources from the Commission's audit program. Adoption of a consent Lill would
free the Multistate Tax Commission from future attacks on its legality and let
it put its full resources to work in the achievement of grater uniformity and
better tax administration by the states.

III

REQUIRED STANDAItDS OF FI*EDI RA1 LEGISLATION IF suco LEGIATION i IMPOSED
ON TiEl STATI"S

If Congress should insist on federal legislation, it can only be on the grounds
of the "something must be done" syndrome. And it inust iit fall into the error
of accepting the fallacy that uniformity means uniformity of exemption. Nor
should it accept the fallacy that federal tax policy in the Internal Revenue Code
constitutes a necessary guideline for a state tax policy and state revenue needs.
More specifically, and in connection with corporation' and income excise tax law
only (Oregon does not have a sales and use tax), I call your attention to theo
following points:

(1) Public Law 86-272 should be modified to provide for the exemption and
protection of small businesses only, and not the protection of the major national
corporations which have no need for such exemption. At present, Public Law 86-
272 applies regardless yf the size of the corporation. The only questionn raised by
Public Law 86-272 is the manner (f doing business. Can the corporation "get by'
in a particular state by utilizing the systematic solicitation by salesmen or detail-
men without creating further nexus with the state? If the manner of doing business
lends itself to such solicitation, the corporation Is exempt regardless of its ability to
pay taxes to such state, regardless of whether coimpliance is simple or complex, and
regardless of the corporation's being neverthele-ss afford, d the protection, benefits
and opportunities of that state to earn income in that state. I strongly urge that
Public Law 80-272 be modified as suggested by the Multistate Tax Commisslon
'Plan' and by the drafting Subcommittee of the National Association of Tax
Administrators to provide exemption only if a corporation has a minimum sales
activity in the state and is of a minimum size. The proposal is that the total gross
receipts of the corporation or the affiliated group to which it belongs must average
more than two million dollars for the tax year and the three last preceding taxable
years, and the corporation or its affiliated group must have derived more than three
hundred thousand dollars in gross receipts from the sales of property in that state,
before tax jurisdiction would obtain.

(2) Aside from Public Law 86-272, no jurisdictional limitation should be
imposed upon the states which would reduce a state's share of taxable net income
to figure less than that determined by utilization of a uniform apportionment
formula utilizing property, payroll and sales. Such utilization necessarily consti-
tutes an adherence to the "source" concept of taxation rather than treating the
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corporation as an individual citizen of a state, taxable upon all of Its Income In the
salei wav that a state flow taxes either source Income or personal income of an
Individual regardless of whore earned., The three-factor formula Is widely accepted
and widely used and should in no event be reduced to two factors. The application
(If the formula should be p ernitted either against the net Income of the single
corpoIrat.ion over which the state has Jurisdiction or against the combined corporate
net inecmie of the affiliated grotilp to which the corl)(ration belongs. The apportion-
ninett fornula should Ie al)l)lical)h, against all niet iniCOmiie (If the corporation (If the
taIliated group, regardleti of whether it is elassifia)l its businesss" or 'tintan-
gible" 1w1in1110'. Federal legislation shoulld leave no vestages of tile lpr(i)lenil of
determining what is l)tusin(s or - business inconije such as is not extant under the
Unifonrn Act.

At, the saei time, full accountablity its to tax liability for taxable income'
should lN, recognized 1) ad )tion If the concept, that if a state has no Jurisdiction
to tax a cor)oiratlon, the, Irl)( c ratilon has earned no taxable Income in that st ate.
The corporation's incom(' is then tt11lorti0nable among the states having juris-
diet ion over the eorp rat iiin.

(3) The' concept (If combinbitti(, develo)od by California and followed wherever
l)ssilble by Oregon and ot her states provides the best and easiest solution to the
Ipr(,l)eiis '(f al)l)(Jrtjotiijei nt and allocitil (If the n(t, ineole of a multistate
coIrlp(rati(. The threev-factor formula, in its(If, says that each of the factors
pro(lllces income. Use of t he coined method, which (omnleslins affiliated corl)o-
rattions by either the unitary t('st (r by it test, (f ownershil) alone, further states
tlat eaci dollar of invest; ent by the cIrl)oration in prol)erty and payroll and
each dollar of sales has the right to have attributed to it the same aniount ofvaried inc lie. It. allws it dinroiniiation, dlist net t ln or allocation 1)y a eirl)ra-
ti to any ontie (If these dollars oif nore Ilcoel(' t han that eanred by another of
such do llars.

(4) AdministratioIn (f f('deral hegislatti n should be by the Multistate Tax
C'0 Imllis.sion. The ado)tion (f a M iltistate Tax Compact consent. 1)i1l should if
(Ither federal legislation is adopted, carry with it. lrovisions for l)ermitting the
Mtltistate Tax Conmission to( act as a state Idy for the working out of those
details (If state taxation which must, acCompany suc ii federal legislation. California
has, for examl)le, dent ified some 30 areas where different types of businesss other
thai the usual manufacturing and sales corl)poration have need for special formula
consideration as to a)portionmnt. The states should be free to work out these
details with their own inplut into a state governed and state regulated administra-
tive agency.

CONcLUSION

The State of Oregon ha had a corloration excise tax since 1929 and a corpora-
tion income tax since 195.). It, has followed the concept of combined reporting of
incolle of corporation,, engaging in it unitary business for a number of years,
beginning tile application (If this concept in the early 1950's and consistently
following it regardless oif whether the tax consequences have created greater or
les-er tax liability for the particular corporate grouj). Oregon was one of the
lioneer states in the development and activation of the Multistate Tax Com-
mission, and its state administrators have played l)romilnent roles in the ad-
ministration and leadership of that organization . Oregon is one of the few states
maintaining out-of-state offices in New York, Chicago and Los Angeles. It has
encouraged and aided the joint audit program of the Multistate Tax Commission
and firmly believes in its principles. Oregon opposes any atteml)t to limit its
jurisdictions under the guise (If false aid for uniformity. It believes that it should
1)v, free to i)llrstie its re'vent needs within the corporat ion excise and'income tax
frainework, applying its own state tax policy within its constitutional and statt-
tory jurisdietIonal limitations by means of l)articular exeml)tions or deductions
where necessary, and by adjustment of tax rates.

Oregon is fully aware f the adverse effects such litigation as S. 1245 would
have in its tax Ipractices and )olieies. A failure to duplicate in this statement the
analyses made elsewhere of S. 1245 (toes Jiot mean thpt Oregon does not oppose
the exemption of dividends under S. 208 of that bill or the administratively
possible task that would be imposed under .4 209 of that bill. The 1973 Oregon
Legl'islative Assembly has just enacted chapter 233, Oregon Laws 1973 (HB 2195)
which returns dividends to taxable corporate income, except for dividends paid
oit of income already included in the measure of the tax paid by the )aying or
receiving corporatioti. Section 209 would wipe out, the administrative practice
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of combined unitary reporting developed in Oregon during the last 20 years,
aid approved by the Orepioi Tax Court I and Oregon Supreme Court.2

The states have made significant progress in working out their problemss during
the last decade. Congress must be conscious of the lmrden it assumes if it insists
(n federal legislation. We-ask that Congress desist from imposing such legislation
i11)011 the states and that it, give full consent to the Multistate Tax Compact so
that further state progress towards tniformity might be encouraged and speeded.
And such is sufficient unto the day.

(Whereupon at 1:10 p.m. the hearing wats concluded.)
Iamble Oil and Refining Co. v. Department o Revenue, 4 Oregon Tax Court 294 (1971).
Ion',ld M. Drake Co. v. Department of Reventue, 95 Or. Ady. Sheets 850 (September

, 11172).
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Communications Received by the Subcommittee Expressing an
Interest in the Subject of State Taxation
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STAT:AIE-NT OF ioN. WARUEN A.(NUSON, A U.S. SI;NATo t FItOM Til,- STATE
OF WASHINGTON

I NTIODUCTION

My deep Interest in the g(,n(ral subject matter of the Ilslation presently
pending before the Subcimiitt,, .;t(ems from t w) source.. lIi'st, although tle
various bills now under co nsieir('atilm have Ien referred to) the Committee on
Finance-and properly so--any bills which can be truly said to "regulate and
foster commerce among the states" still remain of Interest to me in my capacity
as Chairman of the Committee onit Interstate and Foreign Commerce.

The second S'ource (of my interest is more local in nature. Since 1905, when
the report of the "Willis 'Stibcommittee" was issued purstiuait to Public Law
86-272, the State of Washington has been at the forefront (f those states at-
tempting to find satisfacti ry solutions to the problems now before the Sub-
committee. I have been working closely with our state officials in this effort,
and will continue to do so.

These two sources of my interest also give rise to the two overall goals which
I feel should be attained !)y any legislation which may i)e recommended by the
Subcommittee. The first g4 nl nay be expressed in terms (of the language quoted
above which appears in the title (of 8.2092, i.e., the goal (of fostering commerce
among the states. It is my strong belief that much of the diversity existing among
the states in their taxation ()f multistate businesses is the result of historical
accident rather than carefully cmsidered policy decisions. Further, I also believe
that this lack of uniformity may )e, in sonic instances, an iml)ediment to the
free flow of commerce among the states.

This first goal, however, imust not be achieved to the detriment of a second
goal. Any federal legislation in this area must assure the states that multistate
tmsinesses will receive no preferential immnunit ies from state taxation, and must
pay their fair share of state tax burdens along with local businesses. The theme
oif any federal legislation must be uniformity, not preferential immunity.

To Illustrate this point with the most extreme possible example: It would
certainly ''foster commerce aniong.the states" if all businesses operating in two
or more states were made compn)letely immune from state taxing jurisdiction.
'l'he obvious problem here, however, is that while the first general goal would be
attained, it would be attained ily by completely disregarding the second goal,
with the result that there would be not only an intolerable discrimination against
local businesses, but a crippling of the states' taxing systems. This would be
preferential immunity for multistate businesses with a vengeance. But so long
as the first goal is conceived of in terms of uniformity, rather than preferential
immunity, the two goals'are perfectly compatible.

IAICKGROUND OF S. 209.

I turn next to S. 2092. S. 2092 represent':, I believe, a large step forward in the
right direction towards solving those problems with which the Subcommittee
is presently concerned, and achieving the two goals described previously.

Among the various proposals presently pending before the Subcommittee,
S. 2092 is unique In that it contains not only substantive provisions, setting
forth federal standards regulatin* state taxation of multistate businesses, but
also contains administrative provisions designed to implement, on a continuing
I)asis, the uniform application of those standards. Both aspects of the bill are,
in my opinion, equally important and can best be understood in the light of the
history of the bill.

This bill is familiar to state tax administrators and business representatives
alike as the "Ad Hoc" proposal. The Ad Ioc Committee, as originally constituted
and later expanded, has no official status. It is a volunteer and self-appointed
group of state tax administrators and business representatives.

(385)
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The original Ad Hoc Committee grew out of conversations early In 1969 be-
tween the Co-Chairmen, George Kinnear, Director Department of Revenue,
State of Washington, and then Chairman of the Kiultstate Tax Commission,
and Leonard E. Kumt, a partner in the New York firm of Cadwalader, Wicker-
shaim & Taft, and then Vice President and General Tax Counsel, Westinghouse
Electric Corporation. These conversations were concerned with the seemingly
unbridgeable gap between the view of state tax administrators and business,
and the stultifying effect of the conflicts involved on the prospects for reasonable
solutions for the problems of taxation of interstate business. The conversations
culminated in agreement to strive jointly to organize a committee which would
seek to bridge the gap in views by identifying the aieas of agreement and of
disagreement and working out some reasonable accord in the areas of disagreement.

After a year's exposure of the original Ad Hoc proposal and its consideration
by yarlous interested groups, an expanded Ad Hoc Committee met in Seattle,
Washington, on June 8 and 9, 1971. The purpose of this meeting was to reconcile
differences of viewpoint and to develop necessary changes in those provisions of
the original proposal which, despite the effort of the original Ad Hoc Committee,
remained unacceptably controversial. In addition to the twelve-month exposure
of the original proposal, the expanded Committee also had the benefit of the Plan
developed by the Multistate Tax Commission as a guide in its deliberations.

The new expanded Ad Hoe Committee did not pur ort to represent any view-
point other than that of its individual members. Whlle the revised Ad hoc Bill
purports to be a result of a consensus of opinion expressed at the Seattle meeting,
it, has been aptly referred to as representing an "uneasy consensus." There was
no formal vote taken or record made of the proceedings. It was recognized at the
meeting that those in attendance were completely free to voice later objection to
any provision of the draft.

The general conception of the proposals to which the original Ad Hoc Commit-
tee was committed from its beginning in 1969, is that the solutions to the problems
of multistate taxation of interstate business should be implemented through it
merger of the Multistate Tax Compact approach and the federal legislation ap-
proach. The objective of such a merger of approaches is to preserve as far as
possible administrative authority in the States by rcquJring the States to act, in
certain areas, through the machinery of an interstate tax compact consented to
by the Congress and serving as tie agency to implement uniform standards
established under federal legislation.

Stch a structure would provide flexibility for adjustment and evolution to
improve the system for taxation of lioorstate business. With the Multistate Tax
Commission under the Conpact acting as the administrative agency It could
implement and modify, with [n the li mits of perm inssil administrative interpre-
tation the legislative standards under federal law, and when the need for changes.
exce(ldd the bounds of permissible administrative interpretation the Commisson
could seek amendments to the federal legislation. Moreover, any proposal for
amendment of the federal legislation will have been precedeA by extensive dis-
cussions between state administrators and business representatives and will
presumably, therefore, be presented to the Congress with a substantial consensus
of support.

The Ad Hoc Committee recognized-and correctly so-that its proposals with
respect to federal substantive legislation addresses itself to problems for which
there are no final, perfect solutions. Thus the Subcommittee may well decide
that any proposals such as it may make will differ In certain specifies.

In thi regard I have been iniormed that a committee of the National Asso-
ciation of Tax Adminitrators, inder tbhe chairmanship of Mr. Owen Clarke,
Deputy Commissioner of Tax ation for the State of Massachusetts, is developing
proposed substantive legislation which, In certain particulars will differ from
8.2092. The Subcommittee may well decide that the proposal of Mr. Clarke's
committee represents Improvements In certain areas over the substantive pro-
visions of S.2092. Even though I am the sponsor of S.2092, I would urge the com-
mittee to consider carefully not only the substantive provisions of .2092, but
also the proposals which will be forthcoming from Mr. Clarke's committee.

THE PROCEDURAL PROVISIONS OF 8.209

As already noted, S.2092 is unique among all of the proposals presently pending
before the Stibcommittee in that it establishes an administrative mechanism for
implementation of any federal substantive provisions. This administrative mech-
anism is embodied in Title I of 8.2092, and it is to this unique feature of S.2092
that the balance of this discussion will be addressed.

BEST COPY AVAILABLE
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In the report of the Willis Sub committee, issued in 1965 (see Report iif the
special Subcommittee on State Taxation of Interstate Commerce of the Corm-

mittee on the Judiciary, House o f Representatives, 89th Congress, 1st Session,
Volume 4, page 1161-1162), it was recognized that any federal substantive hegis-
lation would require a single agency to issue re ulation s and rulings to implement
the statutory substantive lr rvisioms. In Tite I of 8.2092, this same nied Is
reco gnized. The Willis Subcommittee, however recommended that this a gency
be the U.S. Treasury department. The states objected to this, and rightfully so,
titlee I recognizes the validity of this o)jection, and provides that the ride-making

agency will be a state-controlled agency rather than a federal agency such as the
treasuryy Department.

There Is in existence such a state agency u on which Title I would confer this
rule-making authority. That agency is the Iltistate Tax Col illmssion, estab-
lished under the MuLtistate Tix C'mpact which has been enacted Iby the legis-
latures of twent'-twd states. Enactment of the Compact, and the work of the
Commission has'resulted in great progress having been made toward the goal of
greater uniformity In state taxation of nmltistate businesses. It is u)on thi.,
progress thai. Title, I is building.

Sections 101 and 102 provide for Congressional consent to and identiflication of
tie Multistate Tax Comlpact. Tihe position of the Multistate Tax Compact has
been from the very beginning - and remains- that Congressional consent isn it
technically necessary for the validity of the Compact. Nevertheless, Congres-
sional consent would serve at least two very useful functions. First, it would cmi-
stitute Congressional recognitimi i)f the desirability, policy-wise of the Compact
api)r(ich discussed abo ve. Sec mdly, it would have the pranctical effect of freeing
(,lmmission resotrcs, including fimncial resources, now being diverted to Coll-
test the action in Federal districtt Comrt in New I ork City brought by certain
giant c( rlrorat ions challenging the validity of the Collmact.

As already noted, the basic assuml)thn behind section 104 is that imllewmnta-
tion of federal substantive provisions will req uire uniformity of regulation as well.
as uniformity of stattutory provisions. It is also based oin the conviction that the
rile-making agency sho'dd mit be a federal agency such as the Internal lievente
Service but rather should be cimlposed of state ttx administrators acting collec-
tively. k'hts both sides of th( "federalism" coin would be utilized. Congress wx'ould
act to establish substantive rules to l)roivide national unifrmity but would sill)-
1),rt the autonomy of state governimeints in administering and iml)lementing their
state revenue I)rigrams.

In the drafting iif sectim 104, two'i princil)al prollemns l)resented thmselves.
First, it was reco gnized that participationn in the rule-makingi process, should not
be limited to regular member states, i.e., those states whose hgislatures have en-
acted the Multistate Tax Comptact, and that accordingly there should be a device
whereby even those states whose legislatures have not enacted the Compact can
easily be put on equal fo()ting with regular member states in i)articil)ating in
the rule-making process. This goal is attained through the use of associate memt-
her status, which can be obtained under the bylaws of the Compact by action of
the governor of a state. This, simply action by the governor, rather tham action by
a state legislature, will result in a state being placed on an equal footin with reg-
uilar member states for ii-ross of exercising the powers conferred tinder section
104.

The second problem to which section 104 addresses itself is the degree, to which
the regulations issued by the Miultistate Tax Commission should be binding oil all
states, i.e., tht, degree to which the decisions of state tax administrators acting
ci llectively wmld bind those ad iitrhtors individually. Section 104 incorl)orates
the princii)le that if a state tax administrator does not want to )e bound by the
regulations isted under sectim 104, he doesn't have to be. In this sense, the regu-
latimis are advisory rather than mandatory. However, section 104 also incorl)orates
another important l)rincil)le, which is, simply this: The state tax administrator
who does not wish to be ouind byv the regulations Issued under section 104 cannot
make the decision to reject the regulations by simply tossing them into the
wastebasket. Instead, the decision t.i reject the regulations must be processed
through that particular state's administrative procedure act or equivalent statu-
tory provisions, i.e., through public hearings and whatever other statutory require-
ments there are for the ado tihn of rules and regulations in that particular state.

What is really at stake here is not the advisory nature of the regulations, but
rather the accountability tif the tax administrator for his decision to reject the
regulations. To the extent that a state tax administrator must, tinder state law,
justify to the public the adoption of any rule or regulation in the field of taxation,
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so4 too) that administrator must, in rejecting any rule fir regulation issued under
setion 104, present a similar J list ,ifon.

Thus, section 104 Is designed on the one hand to preserve the advisory nature of
any rules and regulations Issued by t he enlarged Mull istate Tax Commission ; tt
the sani(' time( it incorpo rates at principle whf 'se necessity Is being recognized more
and more In all fields ,f go 'ernient, i.(,., the I)rincil'v of accountability to thv
ptIbIdl for governinivni decisions. It should alst ) I e noticed t hat, by reason o f
section 104's adoption l)y reference of the procedures of each Individual state for
p)r4,mulgati4n of rules and regulathns, t he precise degree of accountabllilty Impsed
up)on the tax admInIstrator Is the same degree '" accountability whihl the, Indi-
v dtual state, through its administrative procedures act or equivalent law, imposes
upon that administration r generally.

Finally, since each state will know that It cainmit avoid the impact of tle
regulations by Just ignoring them, the procedures Ill section 104 will, in practical
operation, l)rpivide a'*strnmg Incentive for each slaite to participate fully In the
formulation of the regulations at the very outset. This, In turn, will )rovid'
assurance that the best possible Job Is done in the drafting of the regulations in
the first, Instance.

Almost fifty years ago , in their landmark article on the Compact Clause,
Felix Frankfurter id James IN[. Landis stated:

" . . In view (,f the growing burden upn tine and feelings, as well as tht,
efst inl money due to tfohe onflicts and confusimin arising from the administra-
t14 n of independent, systems cif State taxatimij, tl pl ssibilities of amelic ,ra-
tion and economy realizable through an alert use iif the Compact Clause
call for more intensive study, a, part of a disciplined attack upon the ent ire
t ax problem.' '

(T~h(e Comp)act Clause of the Constitutiom--A Stundy in Interstate Ad-
justments, 34 Yale Law ,IJournal (85 at 704)

Title I of S. 2092 is an attvmlpt t.o meet, that challenge.

STATEMENT OF lioN. \I\'LLIAM A. X,'(AN, (Ov:RNoR, STATE or ALAsK.

COMM1NTS ON S. 1245, S. 2012, JI.M. 1477 AND M. 282

)ear Senator (ravel: This is further t, vomr lettr received here on Sp-
enuber 14th, wit-h which y'oi enclosed s\er'al bills related to the (fuestil 4 if

State Taxation of Interstat, Co mmerce.
I have, examined these bills. fromt lie pl(int of vitw of the sleciflc interests cif the

State o}f Alaska, as well a-4 the broader interests oif general state-hvel taxati, m
and revenue policy. Ala.ska, along with a?)lrxiuiatilv 20 other States has stilb-
scribed to the uniformm Multi-State Tax Compact. rijis Act,, and its ad)pth) I)y
other jurisdictions will in our view, provide uniform and eluittal)le results i1
inter-state taxation without the necessity for Fedleral l14gilat io n in this area. The
Multi-State Cii pact recognizes the in)ortance, (of equitab le appol-rtio0nint if
taxation among e separate jurisiictifons based tilmn the three, factor formula,
and utilizes guidelines enumneratd by the U.S. Supreme- Court in establishing atMxus" for taxation purposes. I feel that legilatimit of the type proIposd' is
unnecessary, and I would ev'en suggest that with respect to someof th,, il) s ,d
Bills they may have been drafted in such a manner a-a to prevent the States fr, mu
realizing' their fair share of tax revenue.

Accordingly, I can summarize otur position with reApect to the variouts billk
which you have forwarded by saying that the single in, int accewti le Bill is 5. 10) IS
which was not included, and which has been wesamred by the Multi-State Tax
Commission authorizing Congressional approval of th( Multi-state Compact.

!nter-state taxation is a particularly iml)ortant area of concern for the State oif
Alska. A large share of our natural resources all(1 fisheries are exploited by non-
re.idents. The majorissut is whether or noit Alaska can, consistent with the I,'ederal
interstate commerce power, realize its share (if taxes on inome earned within this
Jurisdiction. Shortly after the initial approval (if Alaska's State In(ome Tax, our
law was subjected to challenge in the courts (in groumnd.- of constituting a burden (in
interstate commerce. In Ala8ka Sieamship Companyl v. 1llaney, 12 Alaska 433,
84 F. Supp. 561 aff'd 12 Alaska, 594, 180 F2d 805 (9th Cir. 1950) the Alaska law
wa..upheld. In Alaska %'. Prtronia, 69 Wash. 2d 4(60, 418 P2d 755 the State's right
to levy a tax on the net income of seamen where the tax wam levied on that portio
of the seamen's net income attributed to their activity within Alaska was sus-
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gained. h however those two court actions produced a short-lived result and in 1970,
Congress enacted PL 91-569 which precluded any State from requiring the with-
holding of taxes on the income of seamen oir th'er persms engaged in interstate
commerce unless they were residents )f the particular state levying the tax. This
public law was partially intended t o relieve re-ident Washington fish,rman from
withholding tax liability m their incomes derived within the State of Alaska. It
has significantly re(luced t~ax collections frmu nonresident fishermen. A recent
studv ,f the Alaska fIshing industry conducted in cmjunction with the iml)lemen-
tttion of our' limited entrv" legislation has shown that. only a very small percent-
age oif notn-resident lishernn who derive income front within Alaska, regularly
submit tax returns or pay taxes t,, the department of Revenue.

For these reasons, and for others which will become apparent in the analysis
of certain of the measures proposed , the State (of Alaska has a very vital interest
in uny legislation which attempts to limit the State's taxing powers under the
guise of reducing burdens on interstate commerce. I might also point out that
we have som very grave doul)ts on the cmstitutionality of legislation which
all)arently seeks to limit the taxing powers of the States on income which is
derived from within the State's boundries.
S. 1241 introduced by Mr. Mfalhias

Perhaps of all the Bills which you have forwarded for our comments, S. 1245
is the nwst (!)jectionai)le. I will attempt to analyze the features which we would
consider to I)e unworkable or predjucial to Alaska's interests.

Jurisdictional Standard.-This bill attempts to establish a jurisdictional
standard relative to the iml)osition of state income taxes and gross recei ts taxes.
It limits the State's jurisdiction to tax a corporation ()i the basis of whether or
not the corporation has a business location within the State.

Sec. 513 oif the bill defines Business Locatiot and is limited t) a number of
factors which are unduly restrictive. Under this definition, a foreign corporation
in the busiriess of providing oil field rigs and equipment could do a huge volume
of selling within Alaska and not I)e sul)ject to any tax because it would not have
established a. business location in Alaska under this section. The section is also
misleading ;', a sense Iecause it apparently attempts to define a Iusiness location
as being estildished if the corporation has (one or more employees located within
the State (Sec. 513(2)). olowever, Sec. 515(c)(3) which defines Location of Em-
p, oyee exeml)ts any em)h'ees who are involved in the installation or repair oif
property which is the sul )jeett (of an interstate sale by the employer. Ti1us, although
the section i)urlmrtedly would establish a "nexus'' for taxing l)url),ses based (o
the assignment of corl)orate employees within Alaska, if these same employees
are merely involved in the installation or rel)air oif the equi pment, the required
Business Location of the corporation for taxing purposes, does not exist.

Three Factor Formula. This Bill I)Url)rts to alo)t the three factor formula for
appirt inien t if taxes bet\weeui jurisdictions. See. 202 defines the Property
Factor, and Sec. 202 ()) ) l)rovides that the )roperty owned by the corporation
would be valued at its origiml cost. For c0l r nations dealing primarily with nat-
ural resources, this is not the best value which should he assigned for tax puir-
post-s. Such a formula wmld be accei)tah' for almost any commodity other than
a natural resource which should )e valued after its initial processing or as in the
case oif oil, any refining which may be accomplished bef ire it is exl)orted front the
State.

Sec. 203 defiois the Payroll Factor, but Sec. 515(c) (3) providess that an employee
would n)t be coni(iered to l)e located within the State if his only business activi-
ties are the installation and repairing of property which is the subject of an inter-
state sale. Thus any salary paid to these employees would not be, included in the
up )ortionment to determine tax liability of the corporatin in Alaska.

It shouldd also be noted that the definition oif "wages' l)rovided in Sec. 203(c)
includes (,nly thi,,-e wages as defined for lprl)ts(s oif Federal Unemplo(yment Tax
in Sec. 330(;(0) (r the Internal Revenue Code. This means that n, more than
$4,200.00 of the salary of each employee could be included in thC- payroll factor
in determining the i,(crp rate tax liability. In Alaska, and particularly in the
petroleum industry, relatively high wages are not at all uncommon. To limit the
amount that can be included, as this section attempts to do, results in a gross
distortion, and omits a significant, amount of income from the coml utati mi of the
payroll factor.

Sec. 204 defines the Sales Factor and adopts the straight "destination rule".
Only sales of pri,perty received within the State by the purchaser are considered in
arriving at the Sales ,'actor in this part of the fornmla. rhis is not objectionable in
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itself, hut with the additional limitations imposed on taxing jurisdiction in this bill,
it is inevitable that a significant amount of sales will be destined for delivery in
Alaska and yet there will be no jurisdiction to impose a tax. If it cannot be estab-
lished that the Corporation has a Business Location within Alaska, no amount of
equipment or other products destined for delivery within tl'e State would be
included within the Sales Factor formula for tax purposes.

Under this Bill, in these circumstances, the sales could not be apl)portioned to any
St.te. The Multi-State Compact has recognized this problem and has incorporated
the "throwback rule", wherein if there is no nexus established for tax purposes in
the destination Siate, their the tax would l)e attributed to the origin of the sale.

See. 205 also )rovides that if the denominator of any factor is zero, then this
factor would be disregarded. This too, would result in distortionment, and it
would be relatively easy for a corl)oration to manipulate its figures to establish
a zero denominator for one or more factors. It would be much more advisable to
l)rovide a negligible denominator in these circumstances (f 10-15%.

Apportionable Income as defined in See. 207 is perhaps the most objectional)le
section of all. The section is replete with hidden ramifications which directly
effect Alaska's interests in its natural resources. Sec. 207(a)(1) excludes foreign
income froim any tax that can be imposed by a State. It also excludes all iticome
from off-shore oil exploration and mining on the Outer Continental Shelf. In this
respect, reference must be made to Sec. 502 which defines income from sources
without the United States, and specifically excludes income defined in See. 638
of the Internal Revenue Code. Sec. 638 IRC deals with the Continental She!f
areas and brings these resources within the term "Ulnited States" for tax purposes.
The effect, of this section is to exclude income derived fronm the OCS as being
"foreign income" which cannot be taxed by the States.

The Outer (Coidinctal Shcl.f Act 43 U.S.C.A. Sec. 1333 places exclusive juirisdic-
tion of these areas in the Federal G(overnment. The section )rohibits taxation by
States in a contiguous relationship to the shelf area. Ilowever, although the States
may nott tax the shelf or exploration and l)roduction activities thereon, it has gen-
erallv been conceded that this income can he included in any overall apportion-
ment formula to dlet rnimine tax liability. The effect of this bill would eliminate thi-;
ap))ortioni mnt and recentt any allocation of this revenue to any State. It would
Ie the best )f all possible worlds for the oil industry.

Sections 207 and 208 even go further to provide that any dividend income to
the corporation either received from (1) a controlled affiliate or as (2) )ortfolio
dividends from other corporat ion- is not considered as income tt the corporation
for al)l)ortionment l)prp()ses, but is allocated to the State of the corporations coi-
mercial domicile. The effect i that the large commercial States would inevitably
reap the benefits from such a provision. There are no large cwr),orations which
would consider themselves domiciled in Alaska, yet particularly with the (Iil
industry, thev )ave significant and perhaps l)redominant commercial interests
here. The M1'lli-State Tax Comnpact has always taken the l)osition that dividends
(of whatev',r nature, to the extent that they are business income should be app)ort-
tioned. The lirovisions of Mr. Mathias Bill would not even look to see if the
dividends were buAiness or non-busines in nature, but would allocate all to the
State of the corl)oratiofns cmnivrci'l domicile.

Sec. 207(a) lso prohibits the State from disallowing deductions connected
with this exempt income. If the corporation incurs expenses in capturing dividend
income allocated to the commercial domicile, the State couldn't disallow these
expenses. UTnder current Alaska Law, AS 43.20.010(c)(2)(B), expense deductions
are allowed only to the extent t hey are associated with income arising from sources
within Alaska. The effect of the l)rovisi(,n would permit the corporation to deduct.
ex)onses from any tax liability it may have to the State of Alaska, but none of the
income associated with the expense deduction would be included within the tax-
able income sul)ject to tax liabili, : in this State.

The theory of the Multi-State Tax Compact is to use the medium of consoli-
dated or combined returns to review a eomt)any's entire operations. In l)articular
this would anply to a parent c,,mnpany and all controlled subsidiaries engaged in
the unitary bIus;iness and require apl)ortionment of the entire income between
taxing jurisdictions. In 8. 1245, Sec. 209 purports to allow this same procedure,
but it would do so only if the State can show that the parent company and the
subsidiary were engaged in non-arms length transactions. This places a heavy
irden on proof upon the States and effectively precludes them from the most

effective instrument of determining overall tax liability. In the hedge-row of
inter-corporate relationship which is so characteristic of the modern business
community a l)rovision of this ty)e is unworkable and unreasonable. A large
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corporation can eaily set u1) a losing subsidiary in one State and incur no tax
liability although the 'vrall corporate operations may be profitable. To limit the
provisions for requiring consolidated or combined returns to those instances in
which the State can snow ion-als length transactions effectively cmasculates
the Multi-State Tax Conipact.

Evn if the State could show that there were nrn-arms length transactioms
involved, it. still emld not combine the ic(im 4of the subsidiary with the parent
corporation if the corporati-n derived 50%', of its income from ()utside the United
States, see Sec. 209(b)(2) and Sec. 207(a)(1). As I have previously indicated under
See. 522 the entire Outer Continental Shelf would l e considered outside the United
States. An oil exploration firm could very )rofitably organize a corporate subsidiary
exclusively for the p purpose of developing the Continental Shelf and the subsidiary
would not be subject to tax nor would the overall eoporate profits be taxable on
that l)ortion deri\led fro)m the OCS.

Sales arid (se Tax Provisions.- As you know, Alaska does not have a State-wide
Sales and Use Tax. These taxes, unlike most other jurisdictions m which levy a State
tax, are iml)sed in Alaska, by local subdiviimis tf governmentt. We would
suspect that a very limited amount of Use Taxes are presently bcing collected by
the borough and city tax asessors.

It, is l)osil)le that at. some future, date, the Alaksa Legislature may consider that
it would be more efficient to impose a uniform Sales anti Use Tax which could be
administered by the State with the revenues returnable to the local communities.
In the event that the State of Alaska were to enact Sales and Use Taxes in the
future, there are certain provisions of S. 1245 which are objectionable to us.

Sec. 301 provid,.s that a State or political subdivision may 1mp1o:se a sales or use
tax or require a ;eller to collect taxes on interstate sales only if the property is
destined for a contiguous state. There are no other contiguous States to Alaska, and
an argument might well be made that, Alaska would he precluded from entering
into any recipncal agreements with Washingt,,n State or any other West Coast
State for the collection of taxes on goods destined fotr shipment to Alaska.

Sec. 306 relating to Local Sales and Use Taxes also provides that no seller caln
he required to collect a sales or use tax for an interstate sale unless the )roperty is
desti-ed- fo--deliverv in the local subdivision of g(oernment and the seller has his
business' location there or makes his own deliveries. For sales involving delivery
by mail or common carrier, the local borough (,r city would not be able to levy a
sales or use tax. Considering the great quantities . and varieties of products which
are purchased (,ult, of state and delivered to Alaska, this )rovisifm might seriously
jeopardize local businesses which are subject to local taxes, and prevent collection
o)f taxes on the out-of-state sales.

The Bill also purports to give jurisdiction to the United States Court of Claims
for a trail de novo on any issue relating to a dispute arising under the Act, (See
Sec. 401 et. seq.) I am at, loss to know why the Court (if Claims should be selected.
At. the very least such authority should be vested in a court with tax expertise and
we would prefer to have our o wn courts determine our taxing jurisdiction. I also
find it objectionable that the Court of Claims would be vested with de lovo)
authority. A taxpayer contesting any State tax measure could resort to the Court
of Claims for a do novo review on any issue, and the State would be bound by the
Federal ruling. The litigation in these matters would unquestionably proliferate
at an inordinate rate )ecause each State would be required to become a party when
any other State wais in the process of contesting against the same taxpayer. Con-
sidering the many large oil corporations which presently have interests in Alaska,
as well as in many other parts of the Nation, a large expenditure of l)ublic funds
and personnel would be required to safeguard Alaska's interests.

-8. 2092 Introduced by Mr. Magnuson
Of the several bills sul)mitted for consideration this is the most acc'el)table fir

the reason that it gives congressional recognition to the Compact and its enforce-
ment by the Multi-State Conmmission. The States which have thus far adopted
the Compact have developed increasing expertise in the area of interstate taxa-
ti)n and al)l)ortionment of revenues. The existing system is based upon voluntary
State compliance and cooperative effort. We would strongly rec nimnend that this
s ystemn be continued.

As I have previously indicated however, we would naturally prefer S. 1918 as
incorporating the desirable features of the Multi-State Comlpact. In Senator
Magnuson's Bill, as proposed, there are still some objectionable features from the
point of view of the State's taxing authority.
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Sec. 201, JIrisdictional Standards, again seeks to limit the State's power to
tax corporations engaged in interstate commerce on the basis of whether or not
the cor)poration has established a business location within the jurisdiction. Sec-
tions 302, 303 and 304 also provide that if a State doesn't have jurisdiction to
impose a tax, then the factor involved (property, l)ayroll or sales) would be ex-
cluded from the denominator in determining the particular State's portion of
taxal)le income.

This Bill does not have the specific l)rovisions relating to the Outer Continental
Shelf question, and does allow for combined rel)orting based upon an equitable
three factor formula. S. 2092 .ilso contains provision for the "throwback rule"
thus precluding the assignment of inCome to the State of'" Nowhere". In determin-
ing tax liability for operations and production on the Outer Continental Shelf,
the three factors of property, I)ayroll and sales would be included in the denomina-
tor formula, but would not be included in any State's numerator.

Sec. 306 which provides for the exclusion of dividends from apportionable
income is objectionable for the reason that it eliminates dividends received from
controlled subsidiaries and providess that dividends are taxable only in the State
of the taxpayer's commercial domicile. The Multi-State Compact embraces the
positionn that, dividends should he al)l)p)rtioned and not allocated.

The Sales and VUse Tax provisions of Sec. 401 and Sec. 406 also contain the same
reference t.,c "contiguous State" whieh would place Alaska in a very difficult
positionn for intor-state revenue collection pur)oses. This phraseology could easily
be subjected to challenge on the basis that there are no States which are contiguous
and therefore no State e ld assist in collecting taxes on sales of goods destined
for transshipment to Alaska.

Sec. 405, Local Sales and Use Tares also l)rovides that no seller is required to
classify sales according to geographic areas of the State, other than for those
areas in which the seller has a business location. Alaska's Sales and Use Taxes
are primarily local taxes. Anchorage, which is the largest commercial center in
the State has no local sales tax, but a majority of Alaska business firms have
their )rincil)al locations in that area. Food items, and other commodities purchased
in Anchorage or Seattle and destined for transshipment to another area of the
State would thus be exempted from any local Sals or Use Tax at their destination
bIy reason of this l)rovision.
H.R. 977 Introduced by Mr. Rodino

This Bill imposes the same objectionable jurisdictional limitations on State
or local Income Taxes, (Irross Receipts Taxes or Sales and Use Taxes. Instead
(if the three factor formula provided in the other bills, it proposes to utilize only
two factors (property and payroll). This is contrary to the experience of mos;t
jurisdictions which have found the three factor formula to be the most equitable
and reasonable method of a))(rtioning income.

This Bill does not have any of the objectionable features relative to Outer
Continental Shelf taxation, bit it does contain a similar limitation on the require-
ment for the collection of sales and use taxes on any property destined for delivery
to a p political subdivision in which the seller does not maintain a business location.

S. 282 Introduced by Mr. Cranston
This Bill is more limited in its scope and relates only to Sales and Use Taxes.

In effect it sets a jurisdictional standard which is much closer to the holdings of
the U.S. Supreme Court. Other than the elimination of the "contiguous state"
terminology contained in Sec. 201(a)(2), and the general discussion of some of
the unique problemss in the administration of these taxes in Alaska, we have no
other detailed observations to make with respect to this proposal.

I regret that, this answer has to be such a lengthy document, however, I think
the issues involved justify very careful consideration. Almost every item entering
this State can be considered in interstate commerce, and therefore the issues are
of very real concern to us. Not least important is the fact that we anticipate very
active interest in the further exl)loration of Alaska's Outer Continental Shelf
for oil and other minerals exploitation. Natural resources will provide the basic
source of tax revenues to the State of Alaska for many years to come. It is no
secret that major industries and particularly the petroleum industry have his-
torically contested the right of the State to tax their operations. Of all the major
oil industries with interests in Alaska at the present time, only a small portion of
them pay any corporate taxes. It is for this reason that the f)epartment'of Rev-
(nue intends to undertake a joint audit of several of the major oil companies in
co1njunction with other State revenue agencies and the Multi-State Tax Commis-
siot, in 1974.
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For these reasons we would l)e most concerned that any legislation being
considered by Congress be in full harmony- with the concept of the Multi-State
Tax Compact, and consistent with the rulings of the U.S. Supreme Court which
have established the jurisdiction of the States to tax income produced within
their borders.

STATE OF UTAI,
OFFICE OF THE GOVERNOR,
Salt Lake City, January 8, 1974.Senator WALTER F. MONDAY\ ,E,

Senate Subcommittee on State Taxation of Interstate Business, Senate Office Building,
Washington, D.C.

)EAR SENATOR MONDALE,: As Chairman of the Committee on Executive Man-
agement, and Fiscal Affairs of the National Grovernor's Conference, I apl)reciate
the opportunity to comment for the record on legislation before your subcommittee
affecting the li)wer of states to tax income of corporations doing business in inter-
state commerce. I recognize that this is a sensitive and recurring problem, but I am
convinced that it is an appropriate area for state initiative and that an equitable
solution can be achieved by the states or their compacts and associations without
recourse to Federal legislation.

To this end, I am directing the staff of the committee on Executive Manage-
ment and Fiscal Affairs of the National Governor's Conference to develop a coin-
l)rehensive policy position on this issue to present to the assembled governors at
the June meeting of the National governor's s Conference. In this assignment they
will be )roceeding in concert with the National Association of Tax Administrator .
the Multi-State Tax Compact and key officials representing the array of state
concern on this issue.

Again, I appreciate your invitation to express a position on this issue and assure
you of my willingness, nay, eagerness, to demonstrate the ability of the National
(Grovernor 's Conference to devise a reasonal)le and equitable solution to this
problem.

Sincerely, CALVIN L. R.\MPTON,

Govern or.

STATEMENT SUBMITTEID BY JOHN M. HAZELETT, CI.\iitr.\N, ARIZONA STATE
TAX COMMISSION

Mr. Chairman and members of this subcommittee:
My name is John M. Hazelett and I am currently chairman of the three member

Arizo na State Tax Commission as well as being a member of the executive com-
mittee of the National Association of Tax Administrat()rs. My testimony is
being submitted to acquaint. you with my views on the various interstate taxa-
tion measures now before your subcommittee.

For over 30 years I have been concerned with this problem. First, as the World
War II head of the tax department of one of America's largest aircraft manu-
facturers, followed by over 20 years as -a part owner and general manager of one
oif Arizona's largest construction equipment firms dealing with hundreds of manu-
facturers and suppliers throughout the United States and for the last 9 years
as a member of the Arizona State Tax Commission.

I am a CPA and was al)l)arently the only state tax administrator who testified
in basic support of the Interstate ;raxation'Act proposed in 1966 by Congressman
Edwin Willis (H.R. 11798).

VIEWS CHANGED VERY LITTLE

My views since 1966 have changed very little but they have been considerably
refined. The problem, as I see it, hinges on states' rights which a properly worded
measure could actually strengthen rather than weaken. It is in this direction that
I feel you should focus your attention.

Mfolern science, radio and TV, faster and faster airplanes, trips to the moon,
devaluation of the dollar, etc. have caused our problems in interstate and inter-
national commerce to grow by leaps and bounds. I now feel that action by the
Congress is the main link necessary to properly speed us on our way to greater
national achievements.

Because you have so many bills before you and will no doubt be receiving so
many statements detailing specific change recommendations, I am not going into
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this type of detail but instead want to give you the basic concepts I feel you should
follow in the adoption of proper legislation.

First, I am a long way from-being sure that there is a need in this legislation for
ally administrative agency such as the Multistate Tax Commission, a special
department of the Treasury )e)artment, a division of the Commerce Department,
a branch of Internal Revenue Service or any other agency. Currently, I feel your
legislation should not provide for any such agency, but should allow all disputes to
flow through state and federal courts as they do now or at least until a greater need
is shown for such an agency than is now apparent.

Second, as Public Law 86-272 was the first, legislation enacted by the Congress
in this field and it has since had numerous court interpretations, I feel this law
and court decisions should now be codified into one new law.

Third, in the income tax field, I feel the Uniform Division of Income for Tax
Purposes Act, (UDITPA) formula is the best approach to be followed in solving
the bulk of the income tax allocation and apportionment, problems. However, this
formula should be updated and made mandatory in all 50 states rather than op-
tional as now being followed by many states and l)roposed under the Multistate
Tax Compact concept.

Fourth, in the sales tax field, I feel interstate sellers must collect sales taxes on all
interstate sales unless they have been given valid resale certificates by their cus-
tomers. Under this plan states would be able to reduce their expensive out-of-state
audit crews, taxpayers would be forced to pay increased use taxes and/or be subject
to greater use tax audits by home state tax authorities.

MOST DIFFICULT CONCEPT

The most difficult field that I feel you should legislate in is the income tax field
quoted above as my third basic concept. This is where I feel the most give and take
will be required between tax administrators and industry before a proper solution
to these problems will be achieved.

So far most plans seemn to have been directed towairi simplicity. My basic con-
celit is that, if you strive towards simplicity, it is not going to be equitable and, if
not equitable, the courts are going to be filled with cases testing what is equitable
under states' right principles and what is not.

I feel the best discussion of this problem was covered in a report of the Com-
mittee on Interstate Taxation of the New York State Bar Association dated
l)ecember, 1971 prepared by Mr. Peter Miller. Page 27 of this report is quoted
in part as follows:

"Although our Committee recognizes that formula apportionment of the
taxpayer's entire net income could greatly simplify the division of its income
among the several states, we believe that such simplification should be re-
jected. because it, would cause significant amounts of income to be assigned to
States (ther than those to which the income should fairly and reasonably be
attributed, thereby resulting in an inequitable and inal)propriate division of
income d.t,rimental to one or more States (a)d frequently also to the tax-
payer), which could, in turn, raise serious Constitutional issues."

Our Arizona law on this point is currently as follows:
"A.R.S. 43-135(g) Allocation formula. 'When the income of a corporation

subject to the tax imposed under this title is derived from or attributable to
Sources both within and without thli, state, the tax shall be measured by the
net income derived from or attributable to sources within this state . . . and
the income attributable to sources within this state shall then be determined
by (1) separate accounting thereof when requested by the taxpayer or r*(-
quired by the tax commission to more clearly reflect the income of the tax-
payer or, (2) an allocation (this should have'been apportion) upon the basis

. . provided that in no case shall the tax be les; than would re.sult from the
use of the allocation (this should have been apportion) method." Underlincd
words added.

We now have lawsuits against us in our local courts involving some $10,000,000
that, would apportion recent income of our larger copper mines rather than using
the Arizona Tax Commission's stated requirement for a separate accounting basis.
If the wording of many of the bills now being reviewed by your subcommittee were
in the law that our tax commission is now administering, we would lose thes,
cases or have to go to court claiming that it was an infringement on the rights of
the State of Arizona to tax that income to which we have a meritorious claim
superior to any other taxing jurisdiction. As reported by the -New York Bar
Association, this would raise serious Constitutional issues which we want to avoid
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if at all possible. In my opinion, therefore, our state would not approve of most
apportionment formulas now being studied.

It is believed that other states have situations similar to ours whether it be
copper mining, iron mining, coal mining, oil wells, architectural firms, construction
contracting, timbering, etc. In the end a Congressman will usually vote the way
his constituents want tim to vote and, if they want their states' rights protected,
this is the way he is going to vote.

As I see it, then, the alternative to an apportionment formula is to establish
soimie plan that will gain the support of all states l)y retaining states' rights in
this field.

On page 33 of the New York Bar Association report it is stated:
"In our view, forminla ap)lortionment should not he l)ermitted to take the

)lace of specific rules for ssiguling each of the more common types of allocable
ticome to the State having the most neritorious clahi to tax that particular

typ~e (f income . .
On page 34 they go on to s'y:

the growing misuse (f the Uniform Act, reinforces the desirability
of Federal legislation to provide improved standards for allocation and
al)l)ortionment of the income of multistate enterprises among the states."

Using this report as my basic )hiloso)hy, I have prepared the attached "Pre-
limiinary draft of basic concepts to, be included in an updated UJ)ITPA formula
p)r')osed for inclusion in the Interstate Taxation Act".

In this draft I have gone a step beyond what the New York Bar Association
ias proposed in that I would allow what I feel would be a concession by tax

administratorss to industry to allow 'any group of controlled corporations to'have
a parent company without operating activities to )e taxed only by the state or
country of its commercial domicile; )roviding that it had no income other than
dividends or capital gains on security transaction".

To me this concession would go) a long way towards solving the dividend taxa-
tin problem so l)revelant today between states and would also set up a l)lan for
the solving of many multinational corl)oration tax and dividend l)roblems in this
fi(ld.

I wish to thank you for the chance to file this report with you and hope it will
he of value. Should I be of any additional hell) in explaining these thoughts, I
would be glad to go into theiu as you may request.

PRELIMJ.,RY DRAFT OF BAsic CONCEPTS To BE INCLUDED IN AN ,UPDATED
UT)ITPA FORMULA PROPOSED FOR INCLUSION IN THE INTERSTATE TAXATION'
ACT

1. Any state should be able to impose its income tax on all allocable income to
which it has, a more meritorious claim than any other state or country.

2. Any group of controlled corporations with 50% or more ownership by a
l)arent should be permitted to have one parent holding or investment company
taxable only t)y the state or country of its commercial domicile. As long as that
l)arent company had no operating activities in any state or country, it would be
taxed on its dividend and net security transaction gains only.

3. The lending of money by such a l)arent to a subsidiary or the receipt of
royalties by a parent from any source would constitute an operating activity
subjecting all its income to apportionment during the period of such a loan or
ro alty agreement.

4. There is to be no such thing as "nowhere income".
5. Restriction of income taxable by the states is not to include a restriction

similar to IRS Section 482 (as required under Federal law) but is to cover all
worldwide income of a corl)orate organization allocated or apportioned under the
updated UDITPA formula. 1

6. Income derived principally from manufacturing, processing and sales activi-
ties is to be considered as income apl)ortionable under the optional three factor
formula.

7. Income derived princil)ally from mining, petroleum productions, etc. is to be
considered as allocable to the 'state or country from which the- ore, oil, etc. was
extracted.

8. Income derived principally from construction contracting is to be considered
as allocable to the state or country where the work was performed with a reason-
able allowance for distribution of head office expenses.

0. Income from dividends and capital gains and losses from security trans-
actions (not taxable to the non-op)erating parent companyy, interest, royalties and
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gains and losses on capital assets other than securities are to be considered as
apportionable income inless it canl be proved that a single state or country has a
more meritorious claim on this income than any other, in which case the income
would be considered allocable to that state.

10. The only expenses to be allowed a non-operating parent company would he
directors fees and expenses, dividends paid and expense of keeping corporate
records. Salaries of officers holding operating division jobs would be chargeable
to those divisions.

11. Research and development expenses may lbe capitalized or considered to be
operating expenses and either allocated or apportioned at, the election of tax-
l)ayers. Income resulting from such expenses must be allocated or apportioned on
the same basis as original expenses were handled unless it is clearly evident that
such a basis would not be reasonable.

12. All corporations would be required to report to each state the allocation
and apportionment factors being reported to all other states or countries in which
there was jurisdiction to tax. This report would be due within 6 months of the
date required for filing the original return.

13. Corporations controlling 50% or more of the voting stock of a subsidiary
or affiliate must include such corporation's allocation and apportionment factors
in their reports of activities to each state or foreign country so requesting this
information.

14. Corporate organizations divided into distinct groups or divisions based upon
specific activities such as transportation, mining, manufacturing, etc. (all respon-
sible to one non-operating parent company) may elect to file division reports only
to those states in which they are liable to tax. However, this option would be
available only as long as all relationships with other divisions were carried on as
arm's length transactions.

15. Once adopted it would be mandatory that each state use this revised
UI)ITPA formula for allocation and/or al)l)ortionment of income taxable in its
state.

16. Any disputed items would be apl)ealed from state tax administration
decisions to (I) state courts and then (2) to the Federal courts on the basis of
what is or is not equitable.

STATEMENT BY JOHN II. HfECKERS, ExiEcUTIVE DIRECTOR, DEPARTMENT OF
R EVENUE, STATE OF COLORADO

We realize the millions of dollars that have been spent on lobbying over the
past, few years for restrictive federal legislation that 'Would carve out large areas
if preferential exemption for interstate businesses.

Those of us in charge of the tax departments of each of the states have a duty
under the laws to represent the interests of all the l), eo)le of the state-without
prejudice to the local businesses or the interstate oratorsrs. Many of the peo)lc
appearing before this committee spoke eloquently for the special interests they
rel)resent. I ho)pe that my 2.3 million clients will receive equal attention.

The State of Colorado is no different from all the other states-we have a few
large operatorrs who by carefully arranging their affairs stand to benefit a great
deal if S.1245 passes. We have a couple of mail order houses who want to exploit
the markets of the other 49 states without being accountable to anyone. Their
"fair share" of taxes adds up to "no share" of the taxes under the protective
guise of interstate commerce.

At, every congressional hearing on the subject. of state taxation of interstate
commerce, assertions have been made that some businesses might be taxed on
more than 100% (of their net income. The tax administrators have been looking
for a taxpayer's case like that. If there is such a case, the tax administrators
would certainly like to correct it. I think it is significant that despite broad
allegations (If duplicative taxation no evidence has ever been presented to this
committee, or previous committees, to prove its existence. It would be a simple
matter for a taxpayer who can show his tax return to whomever he chooses, to
show you his tax return to give some substance to the vague claim of unfair
taxation. If there is such a case, the proponents of federal legislation would have
presented it as evidence before this committee.

Over and over again the taxation of interstate commerce by the states has been
described as "chaotic". In this country, uncertainty and undefined legal areas
result in litigation. Tax disputes result in litigation because the pocketbook is the
tenderest spot of the human anatomy. To illustrate the fact that chaos is not
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raml)ant in this area of taxation, I invite your ins pection of the docket Of the
United States supreme Court, )oth )ast and present, as to the number of state
tax cases considered. Seven or eight state tax cases before the Suprene Court
indicate that the amount of "chaos" in the state tax field is infinitesimal when
compared to the scores of school cases before the Court.

Can standards be legislatedhIy the Congress to define exactly what taxes are a
'burden on interstate commerce?' In all the )rol)posed federal legislation of recent
years, the proposedd answer has been: 'If Congress will exenipt wide areas of
interstate operations from any state taxation there will be no burden on interstate
commerce". This is not a logical answer.

The courts over a period of many years have set (out a series of rigid guidelines
concerning state taxation of interstate commerce.

If such an unfortunate occurrence as this bill (S. 1245) passing should hapl)en,
taxpayers and states will still be approaching the courts as to the constitutionality
and aI)l)licat'ility of the standards of S. 1245.

In my ol)inion, the current cries for uniformity and ease of compliance are
somewhat misl)laced. Considerations of equity and justice are much more im-
l)ortant elements to be considered in the tax systems.

Congress can achieve simplicity and uniformity in the federal and state tax
systems by passing a bill. But taxing the blind seventy-year-old l)ensioner the
same as the affluent business executive is not the American way.

For several years now, advocates of federal legislation to restrict the states have
said to the states: " You can't stand up before Congress and oppose Federal legis-
lation. You've got to offer some alternatives. You can't, always be negative."

Coming through the wires into this )uilding are both l)psitive and negative
currents. Without the negative charges, we would be sitting here in darkness.
Eight out of the ten commandments are negative. We don't think that it, is a sin
to be against, a bill.

We do suggest one alternative to passing out this bill-kill it! That's the most
positive thing you could do. The most negative thing we can do for the states is
to be positive about this bill.

Lest you think that the State of Colorado is mired down in the status quo and
sees nothing correctable in our state taxing systems, h(t me hurriedly say that we
are not dwelling in the last.

In 1964, we hanged our state income tax to follow the Federal income tax.
Administratively, we made many changes while trying to alleviate the corl)orate
taxl)ayer's irritants. We abolished the outstate audit charge. We adopted the
Uniform )ivision of Income for Tax Purposes Act so that interstate business
could get uniformity. We adopted the Multistate Tax Compact because we believe
in voluntary, cooperative, self-hell) programs for the states. We do not tax house-
hold goods of a taxpayer brought into Colorado by a nonresident of this state
after first bona tide use in another state.

Tho Willis Subcommittee report of 1966, once cited as the most authoritative
study of state taxation of interstate commerce, is as out of date in 1973 as last
year's list of defeated candidates.

The State of Colorado is unalterably opposed to the enactment of federal legis-
lation such as S. 1245 which is now before you. This bill nationalizes the state and
local tax system.

The federal system is a fragile and delicate system. It requires infinite wisdom
to know when and where to juggle with this balance. This decision is in your hands.
Thank you.

STATEMENT OF TIE IDAHO STATE TA X COMMISSION SUBMITTED BY EWING I.'
LITTLE, COMMISSIONER

The State of Idaho, like other states who have testified before the Subcommittee
on.State Taxation of Interstate Commerce, has a vital interest in the lending bills
on taxation of interstate commerce. Like other states who have testified before the
Subcommittee, Idaho is keenly interested in any legislation that might either
impair Idaho's ability to fairly tax interstate commerce, or increase Idaho's ability
to fairly administer its revenue laws and collect taxes from businesses involved in
interstate commerce now unlawfully evading those taxes.

In accordance with the previous expressions from the Subcommittee indicating
a desire that states, where possible, present joint statements, the State of Idaho
has joined in and concurs with the expression of views presented by Mr. Eugene
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Corrigan, Executive Director of the Multistate Tax Commission. We trust the
Sui)co(mmittee will understand that our support of the views expressed by Mr.
Corrigan is complete and we have refrained from presenting a complete statement
of those views because of the Subcommittee's desire to consolidate views where
possible.

Several bills already presented to Congress would make far-reaching changes
designed to ease the burden of state taxation of corporations engaging wholly or
in part in interstate commerce. Idaho does not oppose the easing of the burden of
unnecessary record keeping by multistate corporations; it does strenuously opl)ose
legislation that will give large multistate or multinational corporations an exemnip-
lion from state taxation not enjoyed by all commercial enterprises. We feel the
approach embodied in S. 1245 has this undesirable effect.

Idaho believes that any bill that is to provide a workable solution to current
problems in state taxation )f interstate commerce should emphasize the key
problem in state income taxation of interstate commerce; the lack of full accounta-
lility on the part of large multistate or multinational corl)orations.Practic.tI
experience in the revenue laws of this state has fully demonstrated that t le over-
whelning single source of conflicts and expense for both taxl)ayers and revenue
officers comes from the lack of a concept of full accountability for all income.
Large multistate and multinational corporations have repeatedly been shown to
pay taxes on only a small segment of corporate income; substantial j)ortions of their
income is treated as "earned" in states in which such taxpayers contend they have
no nexuls tfnd are not doing )isiness.

The solution to the problem of lack of full accountability lies, in large part, in
approval and consent to the Multistate Tax Compact whiich, through its joint
auditing )r¢ogramn, ha- the capability of insuring full accountability. We vigorously
urge that Congress consent to the Multistate Tax Compact.

1daho believes that consent to the Multistate Tax Compact would substantially
solve problems involved in income and sales taxation of interstate commerce and
Iurges Congress to approve that Compact and allow it a reasonable number of
years in which to demonstrate its ability to solve problems in state taxation of
interstate commerce.

llowever, if Congress determines it advisable to euact substantive provisions
governing state taxation, we urge Congress to carefully consider the following
considerations:

(a) No federal act should grant multistate or multinational businesses a blanket
exemption of dividends nor an unrealistic allocation of such dividends to a state
based upon the fiction of conimercial domicile.

(b) The technique of c(nbination or consolidation should not be restricted;
state taxation cannot hinge on tile fiction of separate corporate entities for busi-
nesses that do not operate on a daily basis as separate entities.

(c) The "business location'" test should not be adopted; Congress should instead
carefully consider repeal of PL 86-272, insofar as it )ertaiins to large multistate
or multinational corlprations having a sophisticated financial record keeping
cal)ility.

(d) To insure full accountability, Congress should not mandate against the
so-called sales "throwback" rule; Congress should not place its stamp of apl)roval
on the argument of multistate and multinational businesses that they earn
substantial portions of their income in states in which they do not do business
or have nexus.

(e) The jurisdiction of federal courts should not be expanded to include liti-
gation involving state tax revenues. If federal court jurisdiction is to be l)ermitted,
it shotild be patterned after the federal Inter)leader Act and authorize juris-
diction of federal courts only upon an actual showing by a multistate corporation
that it is in fact being taxed ,upon more than one hiunidred per cent (100%) of
its income.

STATI.:MENr OF )ONALD I. CLAnK, COMMISSIONER, INDIANA DEPARTMENT
OF REVENUE

I appreciate this opportunity to present my views on S. 1245 and the principles
it encompasses.

As the Commissioner of the Indiana Department of Revenue I oppose any
federal legislation which would limit the states' ability to tax multi-state busi-
nesses. There is no necessity for Federal intervention in the area of substantive
standards regulating the state taxation of interstate commerce. Co-ordination and
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co-operation of the states, individually, and through the Multistate Tax Commis-
sion, serve to fairly apportion corporate income for state taxation purposes.

I would not propose that any corporation be taxed on the same income by
multiple states. Likewise I would not propose that vast segments of corporate
income be "untouchable" where state income tax liability is concerned.

Rather than Federal intervention in this area, I would postulate that effective
state tax administration with respect to multi-state business might best be served
by the services of a state-operated, state-controlled, and state-oriented agency.
Such an agency working within the present framework, could promote uniformity
in tax administration practices, share information among the states, and partici-
pate in a multiple audit program. Such a single, co-ordinated approach would
eliminate the "shot gun" multiple audit technique necessitated when the states
individually audit a multi-state corporation.

Such a state-operated, state-controlled, and state-oriented agency exists today
in the form of the Multistate Tax Commission, which Indiana joined in 1971.
Twenty-one states have moved into full membership by adopting the Multistate
Tax Compact. An additional 15 states have joined in the commission as associate
members. Thus, the Multistate Tax Commission already exists as the logical
agency through which problems of interstate taxation be resolved.

Rather than discouraging and impeding the efforts of the Multistate Tax
Commission, I would suggest that you lend further support to its operation-
namely by encouraging and consenting to its activities.

In the few years of operation of the Multistate Tax Commission, the states
have been making steady progress toward reduction and resolution of interstate
taxation problems. As'the states' levels of efficiency in this area have increased,
we've repeatedly realized that non-uniformity in such matters has worked to the
detriment of the states, and, thus, not surprisingly to the advantage of multi-
state business.

It is completely understandable then, in light of this, why the multi-state
businesses would strongly favor the adoption of S. 1245 and the limitations it will
place on the tax collection jurisdictions of the states. Likewise, one can readily
see why the states would oppose federal legislation which would further limit
their authority to levy and collect taxes, and in so doing place a heavier burden
on the small taxpayer.

The taxpaying public, ever conscious and resentful of tax "loop holes", will
doubtlessly look upon legislation such as this as a "gate" through which the
multi-state corporate taxpayer can walk, untouched in many cases.

* Broad exemptions such as those proposed in S. 1245 should not be enacted in
the name of uniformity.

Uniformity can be obtained through the efforts of the states working in con-
cert and with the multi-state business community to solve the problems of multi-
state taxation which do exist.

The solutions to these problems undoubtedly are not instantaneous. But reason,
experience, and knowledge applied in good faith to the problems will provide
resolution. The states, through the unified entity which is the Multistate Tax
Commission can accomplish this end. In my judgement Federal legislation along
the lines of k. 1245 provides further fragmentation rather than the unification it
proposes to seek.

STATEMENT FILED ON BEHALF OF THE FINANCE ADMINISTRATION OF THE CITY
OF NEW YORK

The history of the recent past underlines more clearly than ever before the
frequently colliding interests of business and government in the field of state
and local taxation.

Quite clearly, business will not flourish in an atmosphere laden with restrictive
and onerous taxation. Similarly, government cannot provide the healthy and
progressive conditions essential to the well-being of business, and indeed to all
of its inhabitants, unless public revenues are available to provide the services
and facilities which an enterprising and forward-looking community deems itself
entitled to enjoy today.

The accommodation of the respective interests of taxpayers and government,
where such interests conflict with each other, is one of the most difficult art's in
government. Indeed, it is to that end that your Subcommittee and those of us
who seek to contribute to its information, address ourselves.

21-350--74- 27
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Where interstate business rather than only "local" business, is involved, the
problem is an even more complex one, for bound up in it is the desirability for the
states and localities, as part of a nation-wide scheme, to follow rules of taxation
that are reasonal)ly uniform and so to minimize the effort and cost of compliance
on the part of taxpayers. In this context, if the economic and social interests of
all states and localities were identical, the solution-althoughnot easy-would
certainly be within fair grasp. But since our nation has ever been conml)osed of
many diverse parts, with varying concerns, the efforts to achieve an accommoda-
tion between taxpayer and government have thus far been labored and prolonged.
Ample evidence of this fact is found in the history of the past 15 years, ever since
the Supreme Court rendered its historic decision in Northwestern Cement, a period
in which the Congress, the states and localities, as well as the business community,
have sought, thus far in vain, to achieve a workable solution to the prol)lem of
establishing a fair framework within which state and local taxation of interstate
business can operate.

In New York City we are seriously concerned over the handling of this problem
in the bills presently under consideration by your Subcommittee. The City levies
corporate income taxes on domestic and foreign companies doing business in the
City, and in 1969 the City's taxing jurisdiction was expanded to include, in addi-
tion to corporations doing business in the City, any corporation which maintains
an office, or employs capital, or owns or leases property, in the City. In addition,
the City imposes a 3% sales and use tax which is collected for it by the New York
State tax authorities.

Since the revenues produced by these taxes are vital in meeting the City's
ever-increasing need for funds for essential public services and facilities, we feel
it is incumbent on us to express to you our views regarding the measures now
before you.

With these preliminary observations, we turn to a consideration of the major
provisions of the bills insofar as they affect the City of New York.

JURISDICTION TO TAX

We conceive the basic aim of federal legislation in this field to be neither the
limitation nor the enlargement of the states' and cities' taxing powers, although
manifestly such a result will follow in some cases-we trust without major effect-
in the wake of legislation.

Rather, the prime purpose of legislation, in view of the background and history
of the problem, should be the minimization for business of the burdensome effort
and cost of complying with varying state laws, while conserving for the several
taxing jurisdictions the revenues needed to render their essential public services.
In this connection, we recall particularly the words of Mr. Justice Frankfurter,
dissenting in Northwestern Cemeit, that the decision in that case would impose on
small and moderate size businesses "large increases in bookkeepiug, accounting,
and legal paraphernalia to meet these new demands. The cost of such a far-flung
scheme for complying with the taxing requirements of the different states may
well exceed the burden of the taxes themselves * * *."

Viewed this way, the establishment of a uniform jurisdictional standard based
on a ''business location" seems to us to impinge needlessly on the revenues of the
states and cities. Although the provisions of both bills appear at first blush merely
to codify the jurisdictional standards already prescribed by Congress and the
Supreme Court (for example, Public Law 86-272, the Northwestern Cement and
companion cases [income tax], and the Scripto and Bellas Hess cases [sales and use
taxes]), in fact the provisions go beyond established rules insofar as they may
restrict and right to levy an income tax where the tax, under the Roadway Express
case, is imposed, as it is in the case of New York City, for the privilege of employ-
ing capital in a state, or where property is regularly installed or repaired in a
taxing jurisdiction, or even perhaps where there is regular and persistent solicitation.

Fully mindful that uniformity of taxation is desirable from the standpoint of
interstate business, we nevertheless question its essentiality or desirability where
the matter of jurisdiction is-involved. A "business location" test, in our judgment,
unduly restricts the ability of states and localities to require some recompense
from the corporations which may have a substantial nexus with the state, although
falling short of a "business location" as defined in the bills. The variety of factual
situations that can arise in the context of a multi-state enterprise requires a
flexible approach that would be unavailable under the proposed standard. The
business activities l)ursued by a corporation in a particular jurisdiction may
or may not be extensive; such activities, in any case, however, are well-known
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to it and pose no need for uniformity. Where it is held that a sales office in a
taxing jurisdiction staffed by but, one secretary and one salesman sulbjects
the corporation to taxing jurisdiction (see North'estern Cement), and the bills
under consideration also so provide, does it, not violate basic notions of fairness to
say that unless a corporation nmaintains such a "business location" it is not open
to taxation regardless of its other far-flung activities in the state producing a sub-
stantial volume of l)usiness?

To the extent that a "safe harbor" for corporate activity would be useful, it is
my belief that the minimum jurisdictional standard contained in Public Law 86-272
more nearly safeguards the interests of the states and cities, while giving recogni-
tion to legitimate concerns of interstate businesses.

Further, we note that, the "business location" test appears to make no distinc-
tion between domestic corporations and foreign corporations. Insofar as the bills
would permit a corporation to escape taxation in the state of its incorporation, we
believe the bills needlessly interfere with the traditional prerogatives of the
states in this area.

Additionally, the bills would apparently deny a political subdivision of a state
the power to levy a tax on corporations without a business location within its
boundaries, although a busine s location may exist elsewhere in the state. Again,
this would permit a corporation to conduct substantial operations in a particular
locality from a base in an outlying area, thereby avoiding its fair share of taxes in
that locality.

In our view, corporations which choose to avail themselves of a state's markets
and derive benefitss from the governmental services, as indeed is their right, owe a
correlative duty to contribute to the cost of those services. In light of economic
conditions today, and absent effective revenue sharing formulas, we believe that
great care should be taken to avoid unduly restrictive Federal limitations on
state and local taxation, which would hamper the ability of the states and localities
to fashion laws which will not (only meet their revenue needs for the benefit of
local business and inhabitants, but also establish a climate in which interstate
business can thrive.

APPORTIONMENT

Although a case might reasonably be made for the position that a distortion
of the sales factor can result if sales destined for states in which a corporation is
not taxable are included in the denominator of this factor, hence such sales should
be attributed to the originating state, as is provided in S. 2092, it seems to us
that such a rule not only enlarges the tax obligations of business but also imposes
a substantial administrative burden on taxpayers to make determinatiols as to
liability that are open to reversal upon review, thereby altering the amount of
tax liability in all other taxing jurisdictions to which the taxpayer reports.

Accordingly, we prefer the position on this score taken in S. 1245, which indeed
is the course followed by the New York City corporation tax law. On the whole,
it works well, and it is simpler both for taxpayers and tax-gatherers.

APPORTIONABLE INCOME

(I) Under the bills, dividends are excluded from apportionable income, non-
subsidiarv dividends being specifically allocated to the taxpayer's state of c om-
mercial domicile (S. 1245, §§ 207, 208; S. 2092, § 306). Such an allocation in
our view, may not accurately reflect the source of the income. New York 6 ity
presently allocates nonsubsidiary dividends in accordance with the apportionment
percentage in the City of the issuing corporation, a rule which has worked well in
practice, and which, in our judgment, results in a fair attribution of dividend
income.

(2) Excluded from apportionable income under both bills is income from sources
outside the United States, subject to propIer attribution of expenses allocable
thereto (S. 1245, § 207; S. 2092, § 306). Consistently with the views I hold on
apportionment, discussed above, Nve perceive no valid reason for excising foreign-
source income from a corl)oration's total business operations, for purposes of
arriving ut a determination of its apportioned liability in a l)articular state or
locality.

New York City's present taxing statute includes income from foreign sources
in entire net income subject to apportionment. We believe that this approach
produces an equitable attribution of corporate income to the taxing jurisdiction,
and avoids the difficult apportionment problems inherent in the proposals now
tinder consideration.
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(3) For purposes of the exclusions mandated by both bills, it is provided that
no state may make any offsetting adjustment of an otherwise allowable deduction
(S. 1245, § 207; S. 2092, § 306). This provision appears to us to be an unwarranted
and needless departure from the well-established and thoroughly fair principle
that no deduction should be allowed for expenses Incurred in the production of
tax-exempt income.

LOCAL SALES AND USE TAXES

We vigorously oppose the provision in both bills (S. 1245, § 306; S. 2092, § 405)
which would exonerate sellers, except in certain instances, from collecting mu-
nicipal sales and use taxes otherwise collectible by them for states, unless a state-
administered tax program at "the same combined" state-local tax rate exists.

Worthy as may be the purpose to lighten the tax collection obligations of ven-
dors, such obligations weigh lightly compared to the fiscal needs of our cities
today. We do not believe that the burdens on vendors in this instance are so
onerous as to justify depriving localities of a significant source of vitally-neededrevenues. In this instance the bills clearly undo for the cities the unequivocal
Supreme Court holdings in General Trading and Scripto, which are retained for the
states. In our judgment, it is simply unfair to enact such a substantive change in
the interests of convenience.

New York State does administer a combined state-city sales and use tax, but at
rates that vary for different localities. Accordingly, if this provision were to be
enacted, the City of New York, which provides a huge market for nonresident
sellers acting through salesmen and independent sales representatives, would
suffer material revenue losses.

LIABILITY FOR UNASSESSED TAXES

Under each bill (1. 1245, § 529; S. 2092 § 522) states and cities would be denied
the power to assess, after the date of the bill's enactment, any taxes for prior

periods, if such jurisdictions would not have had the power to make an assessment
ad the bill's jurisdictional standards been in effect during such earlier periods

prior to enactment. Such a provision, in effect, grants an amnesty to taxpayers
who violated existing tax statutes. We can see no reason for such forgiveness of
delinquent taxpayers, who indeed, by reason of failure to file returns, may have
been guilty of criminal offenses. Such a provision may well encourage noncompliance
in anticipation of enactment of a bill. Further, it could propel some jurisdictions to
make hasty assessments in order to avoid this deadline. The several states and the
localities should retain, it seems to us, the power to assess taxes due and payable
for periods prior to the effective date of a Federal statute.

CONCLUSION

We wish to express my appreciation to the Subcommittee for this opportunity
to present for its consideration, in the context of S. 1245 and S. 2092, our views
on the proper scope of Federal regulation of the states and cities in their tax treat-
ment of interstate business. The problem is an enormous one; just and satisfactory
solutions are difficult to construct. Not only must we give heed to the co-existing
federal-state powers under the Constitution'-the power to regulate interstate com-
merce on the one hand, the reserved power to tax on the other-but we must also
consider the need to balance and reconcile with each other the convenience of
taxpayers and the taxing powers of the states. With this in mind, it must still be
said that no solution that fails to substantially meet the needs of all interested
elements will, in the long run, work out satisfactorily.

STATEMENT ON BEHALF OF THE ROCHESTER TAX COUNCIL

The Rochester Tax Council was formed in 1969 as a volunatry group of com-
panies located in the Rochester, New York, area. Membership in the Council
presently includes the following corporations: Bausch & Lomb, Inc., Champion
Products Inc., Corning Glass Works, Eastman Kodak Company, R. T. French
Company, Gannett Company, Inc., Garlock, Inc., Gleason Works, The Schlegel
Manufacturing Company, Security New York State Corporation, Sybron Cor-
poration, and Xerox Corporation.
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The members of the Council collectively manufacture a wide variety of high
technology products that are sold in national and international markets. They
therefore favor the prompt enactment of federal legislation that would result in
some measure of uniformity in the jurisdictional standards to be applied by
states and local governments in the taxation of corporations doing business
in interstate commerce and that would establish maximum limitations with respect
to the bases for income and cal)ital stock taxes and the apportionment formulae
applied thereto. It is the opini,,fi of the mrnembers of the C(uncil that the Inter-
state Taxation Act of 1973 (S. 1245), which is presently being considered by
the Finance Subcommittee on Interstate Taxation, would provide such uniform
standards and limitations and thus enable businesses operating in interstate
commerce to be more certain of their tax liabilities in the various states.

The "business location" jurisdictional standard contained in S. 1245 for the
imposition of a corporate net income, gross receipts or capital stock tax would
providee a uniform inininum jurisdictional test not presently existing under the

various state laws and would free an out-of-state business with few economic
(contracts in a state from the administrative burdens resulting from its being
required to comply with such state's income tax laws.

The basic sales and use tax jurisdictional standards proposed in S. 1245 would
represent a codification of existing restrictive jurisdictional standards estal)lished
by the Supreme Court. The Council believes that a "business location" juris-
dictional test should also be applied in the sales and use tax area. If the proposed
jurisdictional base for sales and use taxes is retained, however, the registration
number procedure contained in S. 1245 is essential to enable small and medium-
sized businessess to compete in states in which they do not have a business location.
Another l)rovision in S. 1245 that would provide a major benefit to interstate
sellers is the provision that would prohibit the thousands of political subdivisions
that impose sales and use taxes from requiring a seller to collect a sales or use tax
on an interstate sale unless the sellr has a business location in or makes regular
deliveries into the siu)division or unless the local tax is imposed in all geographic
areas of the state ,it the same combined and local rate, is administered by the
state, and is unif(rnly applied.

The opt final three-factor formula contiined in 8. 1245 would establish a uniform
moaximin fornula for the division of capital and income among the states, beyond
which the states could not tax. Such a maximum formula is essential to provide
ai ,tquitable apportiotnnent of income among the states and to provide a uniform
method of a)plortionment that would ease the compliance burdens of businesses
iperating in interstate conmnierce. In addition, the straight destination test, for

assigniing sales to a partictltr state would result in greater equity to and fewer
administrative i)roblvhns for multistate businesses.

The above pr4)visi(ns would halt the growing trend toward "Balkanization"
4, the interstate market: One state, Iowa, recently adopted an income apportion-
mnent firmila based solely on sales on a destination basis; two states, Florida and
Wisconsin, recently adopted three-factor income apl)ortionment fortulac that
give double weighting to the destination basis sales factor. All I Iree formnulae
result in a stil)stantial lenient of double taxation for interstate taxpayers deliver-
ing goods into the state froni a state that has adopted the standard three-factor
fornmi I .

Furthe-r consideration should he given to the definition of wages in section 203(c)
of S. 1245. Tot.l wages )aid in a state for unemployment compensation tax
In, r,ose. rather than taxable wages subject to unemployment compensation tax,
w,,ld more accurately reflect company activity in a particular state.

"he Council strongly supports the provisions of S. 1245 which would exchde
from bo)th alpp ortional)le and allocable income intercorporate dividends and
dividends from foreign sources. Such provisions, which are similar to the provisions
of the Internal Revenue Code relating to the federal taxation of dividends received
fro n domestic affiliates and front foreign corporation,, are essential to prevent
double taxation.

S. 1245 contains the additional favorabl, feature of excluding from apportion-
a)le inconie all net imicne fron sources outside the United States, is that term is
defitied for federal ineonme tax rl)rl ses. Such a revisionn would lrollibit the
ipr(esent, practice of a few states that, attempl)t to tax foreign source income by
utilizing the sf-called "nitary business" conceel)t (f taxation to include the income
,)f b th domestic and foreign affiliates in the apportiontment formula of a corpora-
tion having a bmisines location in the state. It is al)l)arent that the draftsmen of
S. 12 15 intended that "Subpart F inc(ine" ie included in the definition of foreign
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source income; however, section 862 of the Internal Revenue Code does not
expressly define Subpart F income is income from sources without the United
States. Therefore, S. 1245 should be amended tQ exl)ressly provide that Subpart F
income )e excluded from both apportionable and allocable income.

The Council also supports the consolidation revisionss contained in S. 1245,
which would permit a state to require consolidation of the apportionable income
of related domestic corporations only if they are found to be engaging in non-
arm's length transactions and which would l)rohil)it, a state from requiring con-
solidation with foreign corporations or corporations that, derive 50 percentt or
more of their gross income from sources without the United States.

Further consideration might be given to prohibiting consolidation in all events
and including a revisionn in the bill, similar to the last. sentence of section 209(b),
that would allow states to, mike section 482 type adjustments when domestic
corporations are found to engage in non-arm's length transactions. The bill as
drafted, however, vould alleviate the serious inequity resulting from the current
practices of those few states that require the income oft so-called unitary businesses
to be consolidated or combined at. a time when most states forbid such consolida-
tion or coml)ination. In addition, 8. 1245 would l)rohibit the current grossly
inequitable and constitutionally questionable practices of a few states, such as
California, that attempt to tax the foreign income of the foreign affiliates of a
corporation doing business in the state. For examl)le, California has further
enlarged the unitary business concel)t in an effort, to include in the al)l)ortionable
tax base of a corporation subject to its taxing jurisdiction the worldwide income
of such corporation and its foreign affiliates. Federal legislation is urgently needed
to p)rohibit such a l)ractice, which clearly conflicts directly with the international
tax policiess (,f the federal government.

S. 1245 would providee uniform rules and maximum limitations so that multi-
state )usinesses could be ree certain of their liability for income, sales, use and
other taxes imposed by the various states and thousands of local political sub-
divisions. The Rochester Tax Council urges l)rompt Senate action on this bill.

STATEMENT OF WILLIAM I). DEXTER, ASSISTANT ATTORNEY GENERAL, STATE OF

WASHINGTON

SUMMARY OF PRINCIPAL, POINTS

1. The stated objective and legitimate l)url)ose of any federal legislation in the
area of state taxation of interstate commerce is embodied in the report of the
Special Subcommittee on State Taxation of Interstate Commerce of the Com-
mittee on Judiciary, House of Representatives. These basic objectives should not
be lost sight of by this Subcommittee in considering the various l)roposals
presented.

2. The states without the aid of any congressional legislation have sought to
implement these objectives by the adoption of uniform legislation, promulgation
of uniform rules and regulations and the creation of the Multistate Tax Com-
mission. Federal legislation in the field of state taxation of interstate commerce
should further and be supportive of the unilateral effort of the states by the
Multistate Tax Commission and other state representative organizations such as
the National Association of Tax Administrators the Governors' Conference, the
National Association of Attorneys General and Council of State Governments
to meet these objectives and purposes.

3. Proposed federal legislation such as S. 1245 does not iinplement the objec-
tives of the Special Subcommittee on State Taxation of Interstate Commerce
and the Multistate Tax Commission, which is to l)roduce a more equitable tax
system and to alleviate undue administration and compliance burdens. Rather,

. 1245 is primarily designed to carve out vast areas of state and local tax im-
munity and preference for selectcd multistate businesses at the expense of state
and local revenues and the remainder of the business community. Illustrations
of this are the assignment of income by the optional three-factor apportionment
formula to states which are denied jurisdiction pursuant to its provisions to
impose an income tax and the exemption of major sources of corporate income
from any taxation whatsoever.

4. Congress should not legislate in the area of state and local substantive tax
law except where absolutely necessary (i) to strengthen the state's ability to
require multistate businesses and "interstate commerce" to pay their fair share
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of state and local taxes; (ii) to )revent. the states from exposing multistate tax-
payers to tax burdens not imposed on intrastate businesses and (iii) to) alleviate
unnecessary and costly compliance and administrative costs. In no event, should
Congress substitute its judgment for that of the states in the absence of a clearly
known, defined and overriding federal policy.

DISCUSSION OF PRINCIPAL POINTS

1. Any federal lcgislation in the area of state taxation of interstate commerce should
not violate any of the basic principles set forth in the report of the Special Subcom-
mittee on State Taxation of Interstate Commerce of the Committee on the Judiciary,
House of Representatives.

Following authority granted in Public Law 86-272, Congress created the Special
Subcommittee on State Taxation of Interstate Co)mmerce of the Committee on
the Judiciary, House of Representatives. After extensive hearings and considerable
research by a competent staff, this Special Subcomnittee issued a report in four
volunes covering in depth all aspects of state and local taxation of interstate
commerce and submitted to the 89th Congress IIR 11798. While Hit 11798 was
a subjcct of attack by many of the states and their representative organizations
and large multistate and multinational business organizations, HI 11798 did
embody the basic principles which are well documented by the report of the
Subcommittee which should not be lost sight, of here because of controversy over
'the implementation of those principles by LI R 11798.

The Subcommittee rel)ort and its implementation by 1t 11798 embodies the
followin basic principles:

(a) There is provision for "full accountability" by multistate corporations to
the states collectively of any state and local taxes covered by the report afid the
bill. This siml)ly means that multistate businesses are required to pay the same
state and local tax burden as required of locally based businesses. the Special
Subcommittee report and liR 11798 did not contemplate carving out areas of
immunity and exemption from state and local taxes of multistate and multina-
tional corporations. Thus, if jurisdiction were denied one state to impose a tax on
particular income or a particular transaction or receipt, this jurisdiction was
affirmatively granted some other state. As will be indicated below, this has not
been the case with legislation such as S. 1245.

(b) In implementing the princil)le of "full accountability", the Subcommittee
rel)ort and H R 11798, there was congruence between the jurisdictional rules and
apportionment rules. This simly Ineans that if a state is denied jurisdiction to
impose a particular tax, no part of such tax base will be attributable to the state
denied jurisdiction to tax. Furthermore, the states which have jurisdiction to tax
are given the power to reach 100% of the tax base. As will be demonstrated, this
principle is also violated by S. 1245.

(c) All income of a taxpayer was subject to apportionment. The apportionment
of all income of a multistate or multinational corporation simply gives recognition
to the principle that a corporation's income is business income and it is all attribu-
table to the jurisdictions in which a corporation carries on its activities. In essence,
the apportionment of all income adopts the principle that the intangible properties
and income derived from these properties is utilized in furtherance of the general
business of the corporation. As will be indicated below, this principle is not incor-
porated in S. 1245 as pertains to dividend income which has not been exemt)t.

(d) In order to achieve uniformity, the Subcommittee report and HR 11798
provided for mandatory apportionment rules (not optional rules as contained in
1. 1245 and other proposed federal legislation) and centralized administrationand adjudication of any federally prescribed apportionment rules. While repre-

sentatives of the states and the business community both oppose mandatory
apportionment rules and central administration by a federal agency, there is a rec-
ognized need of providing for some centralized administration and interpretation
of any congressionally prescribed substantive standards. Currently, this function
is being discharged on an advisory basis by the Multistate Tax Commission.
While" t--trengthening of the role of the Multistate Tax Commission and con-
gressional support of the Multistate Tax Compact would not go as far as contem-
plated by the Subcommittee report in reference to centralized administration it is
a minimal step that Congress should take if the basic principle of the subcommittee
report is accepted concerning the need of centralized administration.

The above is not intended to be an exhaustive analysis of the ideas or principles
set forth in the Special Subcommittee report or HR 11798. They are made here
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with the intent of placing any suggested federal legislation in the context of the
basic report and initial implementation legislation (HR 11798). In its summary of
recommendations the principles are stated as (1) ease of compliance, (2) no loss of
state revenues, (3) a single jurisdictional standard, (4) uniform attribution rules
and (5) congruence between jurisdiction and the attribution of tax bases. (Special
Subcommittee on State Taxation of Interstate Commerce of the Committee on
the Judiciary, House of Representatives, Volume 4, pages 1133-34.)

Inasmuch as the Special Subcommittee recommendation and study have
constituted the foundation for any proposed federal legislation, Congress should
enact only federal legislation that is compatible with the basic principles of the
Subcommittee report. If proposed federal legislation does not produce greater
uniformity, does not ease compliance burdens, or has serious effect on a state's
revenue by violating the principles full accountability and congruence between
apportionment and jurisdictional rules, such federal legislation is completely
incompatible with the Subcommittee Report and does not constitute a proper
subject matter of congressional legislation.

Since the cooperative efforts of the states by the compact and Multistate Tax
Commission approach have made substantial progress in alleviating the major
difficulties envisioned by the Subcommittee in its report,.there is a serious question
of the need for any substantive federal legislation at this time. Congressional
support for this cooperative state effort may well be all that is needed at this time.

2. Federal legislation in the field of state taxation of interstate commerce should
further and be supportive of the unilateral effort of the state to meet the objectives and
purposes of the Special Subcommittee report.

One of the basic assumptions of the Subcommittee report was that the states
would not or could not cooperate in solving the administrative and compliance
l)roblems found to exist by the Subcommittee concerning state and local taxation
of multistate businesses. A majority of the statesdid not accept this premise of the
Special Subcommittee. They thus sought to prove that cooperative efforts of the
states could make a significant contribution in alleviating the problems of non-
uniformity, undue compliance and administrative burdens and the elimination of
discriminatory practices because of lack of proper enforcement which the Special
Subcommittee found to exist in the area of state or local taxation of multistate
businesses. This resulted in the creation of the Multistate Tax Compact and the
Multistate Tax Commission.

Other testimony has indicated to this Subcommittee the objectives, efforts and
accomplishments to date of the Multistate Tax Commission. Irrespective of the
shape form or extent of any federal legislation, Congress should ive its consent to
the Multistate Tax Compact and strengthen the role of the Murtiistate Tax Coln-
mission as an administrative agency to work for uniformity and alleviate unneces-
sary compliance and administrative burdens as pertains to state and local taxation
of multistate businesses. An indication of what such an agency can accomplish
should be examined in light of its accomplishments to date against belittling and
strong opposition of the most, powerful business interests in this country, which
envision any accomplishment of such a commission Pus a serious threat to their
effort to obtain from Congress tax l)references and exeml)tions such as that
contained in S. 1245.

3. Proposed .federal legislation such as S. 1246 does not implement the objectives of
the Special Subcommittee and the Multistate Tax Commission which is to produce a
more equitable tax system and to alleviate undue administration and compliance
burdens.

The current business proposal for federal legislation is contained in S. 1245.
This bill and its explanation beginning on page 4848 of the Senate Congressional
Record of March 15, 1973, was drafted and is being l)romoted by the Committee
on State Taxation of the national organization of the states' Chambers of Comi-
merce. By and large, this committee represents the interests of large multistate
and international corporations. The explanation of the bill is inaccurate and mis-
leading and does not indicate the true purport and effect of S. 1245. It is interesting
to note that the group that: ipport its enactment by the Congress constituted the
group that was created to defeat congressional passage of i1t 11798. This alone
indicates the difference between the substance of legislation such as S. 1245 and
the Special Subc()mmittee's justification and purl)ose of any federal legislation
at all, such as that embodied in liR 11798.
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As heretofore indicated, the study of the Willis Subcommittee, its recommenda-
tions and the statutory implementation of those recommendations in lilt 11798
of the 81st Congress did not violate the principle of "full accountability." The
states, within the framework of IIR 11798, collectively retained the power, subject
to some federal administration and interpretation, to require corporations to fully
account for all of their income, gross receipts, sales and use tax, and franchise
and capital stock taxes to the states which had jurisdiction to tax.

Unlike S. 1245, llHt 11798 provided for full accountability of the income tax
and franchise tax bases by permittingg the states, including the D.istrict of Colum-
bia, to tax 100% of the income of all corl)orations carrying on activities within
the United States to the extent that income is not excluded from the federal
income tax base.

The two-factor (property and payroll) apportionment formula of II1R 11798
was mandatory and was sub1)ject to uniform administration l)y the Treasury )e-
l)artment. In addition there was general congruence Ihetween the al)l)ortionment
formula and the jurisdictional rules, that is, no tax was assigned to a state which
did not have jurisdiction to tax.

S. 1245 eliminates many of the "full accountability" provisions of II1 11798.
It creates nowheree" income (income not attributable to any state) by (1) the
lack of any congruence between the apportionment and allocation rules and
jurisdiction to tax, (2) prohibiting a group of corporations conducting a unitary
business from Ieing taxed on a combined or consolidated basis, (3) eliminating
froin the tax base various sources of income, and (4) superim)psing a congres-
sional restriction on existing state limitations, rather than requiring the federally
l)rescribed standards to he used by the states and the Iusiness community to
lprodce the )resumptively sought-for uniformity.

The S. 1245 three-factor apportionment formula with the elimination of the
hrow-back riles, its base limitations, its r(striet'on on combination or cons,)lida-

tion, and its jurisdictional rules, is superimposed on existing rules as limitations.
S. 1245 do(s not eliminate the classificati o n of income for allocation and app)or-
t ion ent uIrlposes; it permits some income to be specifically allocated and some
income to be apportioned in accordance with individual state laws, ,o long as the
allocate(, and apportionmnent result does not attribute to a state any income in
excess of what would be att-ibutable to the state l)y the three-factor ap),rtlion-
ment formula applied to a corporation's entire apportionable and allocable
income as defined in S. 1245. It thus not only leaves the states free to use different
al)portionment formulas, but also permits some income to be alloated and some
income to Ihe apl)ortioned under these different rules, so long as the maximum
l)rovided in Title II of S. 1245 is not exceeded.

In addition, S. 1245 does not give the states jurisdiction to tax where a state's
existing jurisdictional standards are arrived at by the use of different criteria than
that employed in S. 1245. The sulperimolsing of different income tax base require-
ments, allocation and appm,iriint rules, combination and consolidation rules
and jurisdictional limital ions on the existing state tax standards in these areas via
congressional prescribed limitations does not create uniformity or simplify
compliance burdens. It is incoml)ati)le with the "full accountability" rule adhered
to in the Willis Report and generally embodied in II It 11798.

It can thus readily be seen that, S. 1245 represents an unprecedented and un-
warranted effort to restrict the power and the jurisdiction of the states to effec-
tively and fairly reach the tax bases attributable to them under )resent consti-
tutional guidelines. It constitutes limitations l)laced upon limitations. The bill
prescribes no uniformity and confounds and compounds compliance problems. It
uses a)p(ortio nnient factor rs which prevent the states collectively from reaching
the tax base of multistate and multinational corporations, and ihen limits those
factors' application to so-called apportionable income, and further riddles those
factors with loopholes by assigning the income to jursidictions which have no
jurisdiction to tax, by excluding from the tax base various sources of income, and
by )rohibiting inter-related dependent corl)orat ions from being treated a.s economic
units.

S. 1245 must, be considered as legislation )rimarily motivated by economic
consideration; namely, the saving of substantial state and local tax dollars by
preferential immunity and exemption granted large national and international
corporations. Thus it, is evident that the effect of S. 1245 is to carve omut vast areas
of )referential immunity and exemption to selected businesses at the expense of
State and local governments and the remainder of the business community. This
inevitably results in tax discrimination and the loss of state and local tax revenues.
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There is no justification for giving multistate business this further competitive
edge over local businesses-authorizing them by law to escape State taxation
upon income and sales taxed to their local competitors does not promote uni-
formity or eqtiity.

It cannot be too strongly emphasized that the combination of apportionment
restrictions, base restrictions, restrictions on combination or consolidation and
restrictions on jurisdiction, taken together, mean (1) further complication in
state and local tax administration, and (2) substantial inter-related loopholes,
the true significance of which will not be felt, if thi bill were to be enacted by
Congress, for a number of years. It clearly is not the type of legislation that
Congress should in any way attempt to justify or support.

The following exaniples "illustrate how S. 1"245 violates the full accountability
rule and create,; unwarranted exemptions and preferential immunity:
Example 1

Fact8.-Corporation A is a Michigan manufacturer located in l)etroit and all
roperty and payroll are in Michigan. All sales are to customers located outside
iichigan and Ohio in which it does not maintain a "business location." At this

point, Corporation A is not covered by S. 1245 and is taxed 100% by Michigan.
Corporation A then establishes a sales office in Toledo, Ohio. A new sales manager
is hird, who is a resident in Toledo. The Toledo office consists of the sales manager
and his secretary. Corporation A is now covered by S. 1245. Cor )oration A's
al)l)ortionment factor is 66% in Michigan. Ohio's apportionment factor is less
than 1%.

Results.-One-third of Corporation A's net income has now escaped from state
taxation because all sales are assigned to states which do not have jurisdiction to
impose an income tax. This example illustrates the effect of attributing sales under
the sales factor of the apportionment formula under S. 1245 to states which do
not have jurisdiction to tax. It provides a tax-free loophole up to ono-third of the
tax base. The higher the jurisdictional standard (in S. 1245 the " business location"
test), the greater the loophole.

Additional apportionment loopholes are created in the property and payroll
factors to the extent prol),rty and )ayroll are attributable to states which do not
have jurisdiction to tax, including property which is in transit.
Example 2

Facs.- Corporation A is a Michigan manufacturer located in l)etroit and all
property, payroll and sales of manufactured products are in Michigan. Corpora-
tion A does have $1 million per year income fromi licensing agreements with com-
mon market manufacturers located in (Termany, France and England. At this
point, Corporation A is not covered by .. 1245 and is taxed 100% by Michigan.

Corporation A organizes Subsidiary B and turns over licensing agreements in
exchange for stock. Subsidiary B maintains an office in New York and is organized
under the laws of New Jersey. Subsidiary B remits $1 million to Parent, A each
year a- a dividend.

Rcslt.-Parent A is now covered bv S. 1245 as well as Subsidiary B. The $1
million escapes all state taxation eitfier as to Parent A or Subsidiary B. The
dividend income is exempt to Parent A under S. 1245 and the income from foreign
sources is exempt as to Subsidiary B. This illustrates the effect of exempting
foreign source and dividend income.
Example 3

Facs.-Corporation A located in Chicago, Illinois, owns all of the stock of
Corporations B and C. A conducts an integrated retail business with Corpora-
tions B and C. Corporation B conducted retailing in California and made a profit
of $5 million. Corporation C conducted retailing in Oregon and suffered a $5)
million loss. Corporation A made a profit of $10 million which it derived solely
from the advantages of centralized purchasing and other centralized services for
Corporations B and C. Corporations B and C paid Corporation A the same
amount for goods and services furnished them by Corporation A as they would
have paid for such goods and services on the open market. Both California and
Oregon by case law permit taxable income to be determined by combined reporting.

Result.'-In computing its California income tax liability,' Corporation 3 could
report on a combined basis and offset the loss of Corporation C in computing
combined income. Oregon, however, could not consider the income of either
Corporation A or Corporation B in computing the income tax liability of Corpora-
tion C.
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Corporation A, by engaging in some non-arm's length transactions with Corpora-
tion IW, could offset the $5 million loss against its $10 million profit if these trans-
actions result in a "material distortion of income."

This example illustrates the potential results of combined or consolidated re-
porting pursuant to the standards of section 209 and applicable local law.
Example 4

Facts.-Corporation A conducted an integrated oil business with its affiliates.
It acquired off-shore oil interests and formed subsidiary Corporation B for the
purpose of owning and conducting some off-shore operations, and Corporation C
for the purpose of owning and conducting other off-shore operations. Corporation
B has a profit of $10 million and Corporation C has a loss of $10 million. Corpora-
tion A does not deal at arm's length with Corporations B or C.

Result.-Corporation A can elect to offset the loss of Corporation C for the tax
year if state law requires or permits combined reporting. However, Corporation A
could not be required to report its income on a combined or consolidated basis
with either Corporation B or Corporation C. The result follows from the fact
that section 209(b) leaves a corporation free under local law to determine com-
bined or consolidated income with a corporation deriving its income from off-shore
oJ)erations, but l)revents the state from requiring this result.

Inasmuch as Congress will be urged by substantial and influential business
interests to enact S. 1245, there is appended hereto as Addendum A to this state-
ment, specific comments on the various provisions of S. 1245.

4. CongrCss should not legislate in the area of state and local substantive tax law in&
the absence, of a clearly defined and otverriding fe'lerdl policy.

One of the principal problems that any proposed federal legislation in the
field of state and local taxation of multi-state businesses is the gap between the
purported justification for such legislation and the true effects and results of the
proposed legislation. As this Subcommittee is aware, there has )een much activity
concerning the extent, if any, and the nature of Congressional involvement
in the field of state and local taxation of multistate businesses. There are, of
course, divergent views. The basic conflict )etween the states and certain business
interests result from the desire of some business spokesmen to use Congressional
involvement as a source for preferential immunity and exeml)tion from the burden
of state and local taxes; the desire of some states to independently pursue their
own Policy; and the desire of other states (the vast, majority of the states) through
their own cooperative efforts with the aid of Congress where necessary, to provide
needed uniformity, siml)lification and )redictability in the area of state and local
taxation of multistate businesses. Cooperative state effort supported by Congres-
sional legislation to the extent necessary to make this effort effective is a con-
structive middle-of-the-road position. It is based on the premise that state and
local taxation, even as to multistate business and interstate commerce, is pri-
marily a state concern; and that any federal legislation should be consistent with
this l)rincil)le. This does not mean that Congress should not legislate in the
field of state and local taxation of multistate businesses in furtherance of some
overriding federal policy . Any federal policy, however, should be clearly defined
and the pro )osed legislation shouldd specifically implement and only implement
this ) olicy. Congress should not be placed in the position of attempting to solve
all the l urported )rol)lems associated with state and local taxation of multistate
businesses. The basic federal policy involved in any legislation of this nature
is relatively simlple-tamely to require interstate businesses to be taxed on a
l)arity with intrastate businesses and in the process not be burdened with tn-
necessary and excessive compliance burdens. Recognition of the states' l)rimary
interest, congressional olicv should permit this objective to be accomplished by
the collective efforts (o the" states to the fullest extent possible.

In determining the problem areas in state and local taxation which may require
solution in part, by federal legislation, Congress should give sulbstantial weight
to the position of agencies such as the Advisory Commission on Intergovernmental
Relations, the Governors' Conference, the 'National Association of Attorneys
General, the Council of State Governments, and the Multistate Tax Commission.
Each one of these agencies is concerned with both state and federal tax policy in
the area of state and local taxation (f multistate businesses. Each have made
specific recommendations and taken positions on this subject matter on several
occasions since the enactment of Public Law 86-272 and the creation of the
Special Subcommittee on State Taxation of Interstate Commerce. These organi-
zations have generally taken the position that very limited federal legislation
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is needed at this time. All agree that Congress should give its consent to the
multistate tax compact. None support the proposition that there should be any
base or jurisdictional restrictions placed on state taxing power in addition to
existing constitutional standards and PL 86-272.

Addendum "A" to statement of William D. Dexter, Assistant Attorney Gen-
eral, State of Washington.

SPECIFIC COMMENTS ON K. 1245 ( 3RD CONGRESS, FIRST SESSION)

The purpose of this analysis is to examine the most important features of the
current interstate taxation act (8. 1245) introduced by Senator Mathias, which is
conl)arable to the COST proposal of June 28, 1972, introduced in the 92nd Con-
gress as S. 4080, and to indicate why it is wholly unacceptable to the states.

It is no more and no less than a collection of )referential immunities and re-
strictions designed primarily to )eneflt large multistate and multinational corpora-
tions at the expense of state and local governments and the rest of the business
collniunit v.

S. 1245 includes jurisdictional restrictions in Title I (section 101); income and
capital stock tax base and apportionment and allocation restrictions in Title II
(sections 201-209); sales and use tax limitations in Title III (sections 301-305);
jurisdiction of federal courts in Title IV (sections 401-402); and definitions and
nisceilaneous provisions in Title V (sections 501-531).

TITLE, I-JURISDICTION TO TAX

Title I prohibits a state or i)litical subdivision (if a state to impose an income
tax, a caPitial stck tax, o)r a gross receil)ts tax with respect to sales of tangible
personal property unless the c(rl)(ration has a "business hcation" in the state
or Im)litical subdivision during the taxal)le year. In addition, it limits the circuni-
stances under which a state can require a l)erso3n to collect and remit a sales
and use tax with respect to an interstate sale of tangible l)ersonal property. These
limitations are colnt.aiied in section 101.

"Business location,' as used in section 101, is defined in section 513, which in
turn uses the term locationn of an employee" which is defined in section 515. Thus,
in orderr to determine the se(q)e of the jurisdictional limitations imnl)osed by section
101, the definitions contained in sections 51i3 and 515 mtfsti be taken into con-
sideration. By reference to the definition (if business location, is used in section
101 and defined in soetion 513, it is clear that a state has no jurisdictioJn to impose
an inconie tax, a cal)ital st()ck tax or a gross receipts tax, unless the corl)ration
(1) ()wns )r leases real property within the state, (2) has one or more eml)oyees
located in the state, (3) regularly maintains a stock (f tangil)le personal property
in the state for sale in the ordinary course of business (excluding property on
consignment), or (4) regularly leases to others tangible personal property for use
in the state. If a corporation is present in the state I)y the leasing of tangible per-
sonal l)roJ)erty, the corporalion shall be considered to have a business location in
the state only with respect to such leased l)rol)erty.

Applying test (2), that is, whether a corporation has one or more ern)loyees
located in the state, sect ion 515 must be examined to determine when an 'Iil)h) yee
is If cate(l in a state. Sect ion 515 )rovi(les in substance that an elnployee shall not
be considered to be located in a state if he l)erfornis services in more than me state
that are not incidental to his service within the state un4es8 he has a base (of
operations within the state, or the place from which his services are directed or
controlled is within the state; or unless ie has no base of operations or l)lace from
which his services are comtrolled in any state, or he is a resident in the state. In
addition, section 515 provides that an eml)loyee shall not be considered to be
located in a state if he carries on only business activities consisting of solicitation
of orderss which are subject to approval o r rejection outside the state and are filled
by shipment or delivery from a point outside the state. This encon passes the
P, 86-272 income tax jurisdictional standards. In addition, an employee is not to
be considered to be located in a state if he installs or repairs tangible personal
property which is the Subject of interstate sale by the eml)oyer if such installing
or repairing is incidental to the sale.

While the term "base of operations," as used in section 515, is nowhere defined
as used in section 515, section 514 (pertaining to the location of property) does
define base of operations with respect to a corporation's moving property, and
states that if the premises are maintained by an employee of the corporation
primarily as a dwelling place they shall not be considered to constitute a base
of operations.
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The jurisdictional standards pertaining to collection of sales and use taxes em-
ploy the "business location" test as well as the regular household delivery other
than by common carrier and U.S. mail test and the solicitation of orders test. In
addition, section 101, as cross-referenced to section 306, prohibits seller collection
liability for sales and use taxes of political subdivisions in which the seller does not
have a "business location" or regularly makes delivery other than by common car-
rier or U.S. postal service. An exception to this rule is where the local taxes are col-
lected and administered by the state on a uniform basis.

Also immunized are any sales to a sales or use tax registrant purchaser. These
sales and use tax jurisdictional standards relieve the large corporations from any
collection responsibility if they do not have a business location in the state. To
impose use tax liability on numerous in-state purchasers complicates state enforce-
ment problems.

Inasmuch as interstate sales for sales or use tax purposes generally remain
taxable to either the out-of-state seller or the in-state purchaser and in general
codify existing law there is no serious objection to the sales and use tax jurisdic-
tional standards. The language employed may need some clarification. There are
no l)roblems in this area; thus, the advisability of extensive federal legislation on
the subject is highly questionable. The same, however, is not applicable to the
jurisdictional standards pertaining to net income taxes, capital stock taxes and
gross receipts taxes.

As to income taxes, gross receipts taxes and capital stock taxes, the bringing
together of the business location test, the UDIPTA test for assignment of pay-
rolls to a state for payroll factor purposes, and the PL 86-272 jurisdictional
limitation as a practical matter would eliminate state jurisdiction unless the cor-
poration in its own name owns or leases real property within the state or regularly
maintains a stock of tangible'personal property other than property on consign-
ment in the state for sale in the ordinary course of business. A corporation is thus
free to carry on a multitude of activities within a state through national advertis-
ing, affiliates and employees without incurring any gross receipts, income or capital
stock tax liability. These activities are directly related to the conduct of its princi-
pal business within a state.

Contrary to the statement of the COST group appearing in the Congressional
Record, the jurisdiction of the states to impose an income tax, a gross receipts
tax, or a capital stock tax on large, complex, multistate or international corpora-
tions would be greatly limited without justification. These corporations do not
have "business locations" in their own corporate names in all of the states in which
they sell their products. Their ability to use affiliated corporations, agents and
employees not located in the state within the "business location" test to carry on
exempt activities is limited only by the ingenuity of the corporate tax planner.

Of particular interest to the State of Washington is the detrimental effect of
S. 1245's jurisdictional restrictions on the states' present jurisdiction to impose
and enforce their business and occupation taxes measured by gross receipts. The
gross receipts jurisdictional restriction would overrule existing law established by
General Motors Corp. v. State of Washington, 377 U.S. 436, 12 L.Ed. 430, 84 S.Ct.
1264(1964).

It should be further pointed out that the detrimental effect of these jurisdic-
tional limitations must be viewed in light of the income and capital stock base
restrictions, the denial to the states of the right to combine the income and ap-
portionment factors of corporations conducting an integrated business to determine
corporate income tax liability, and the existing limitations under various state
laws.

Contrary to the assertions of the COST group, these limitations do not preserve
the legitimate interests of the states in collecting all taxes to which they are
entitled. The COST group argument pertaining to the elimination of the throw
back rule from the sales factor considered infra is predicted on the argument that
the assignment of income, gross receipts or capital stock of corporations to states
which do not have a "business location" is justified on the basis of market con-
siderations.

It should also be noted that the assertion that the jurisdictional restrictions
provide a uniform standard is fallacious. These are only in the form of limitations
or restrictions. They are superimposed on existing jurisdictional limitations now
contained in various state laws as interpreted and applied by state courts. In
fact, section 527 in Title IV of S. 1245 explicitly preserves existing limitations.
Furthermore, how the restrictions in S. 1245 are to be integrated with existing
state limitations is not known. For example, if State A by judicial decision or
statute does not impose a capital stock tax as the result of passive investments in
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real property or treats income from property as non-business income, how does
this restriction tie in with the jurisdictional restrictions of S. 1245?

Consider the following example: The law of State X provides that the passive
ownership of real property is an insufficient jurisdictional nexus for the imposition
of a capital stock (corporate privilege) tax, whereas the presence of salesmen
regularly soliciting orders does constitute sufficient nexus for imposing this tax.
Under S. 1245 the regular solicitation of orders would not trigger jurisdiction
while the ownership of real property would trigger jurisdiction. Assuming that
S. 1245 is law, does State X have jurisdiction to impose its capital stock tax?

TITLE 11-MAXIMUM INCOME OR CAPITAL ATTRIBUTABLE' TO TAXING JURISDICTIONS

Section 201 contains income tax and capital stock tax base limitations for the
iml)osition of a net income or capital stock tax as well as apportionment limita-
tions. It provides for an optional apportionment formula as a limitation, in addition
to the apl)ortional formulae otherwise provided by applicable state law.

Capital Stock Tax Base Limitation
,Section 201 prohibits a state from including in a capital stock tax base a cor-

poration's investments in and advances to affiliated corporations. This capital
stock tax base limitation is of great economic importance to those states imposing
significant cal)ital stock taxes. Large multistate and international corl)orations
have substantial investments in affiliated corprations and make substantial loans
to these affiliated corporations. These advances and loans constitute assets of the
parent corporation. The l)roseription of such a limitation on a state taxing power
is arbitrary and capricious. It is intended to help only those large corporations
which have substantial investments and advances of this kind. Stock investments
in and loans receivable from affiliated corporations are just as much a part of the
net worth of a cor p)ration as any of its other assets. This base restriction is
specifically designed to overrule case law which establishes this l)rinciple of cor-
)orate worth. Furthermore, the capital stock base reduction has no multistate or

interstate implications. It is a subject matter peculiar to local state law.
Income Tax Base and Apportionment Limitations

The maximum income tax liability that can be imposed by a state under S. 1245
is that portion of a corporation's apportionable income as defined in the bill,
apportioned by the property, payroll and sales factors as set opt in sections 201,
203 and 204 of the bill and income allocable to the state as defined in section 209.

The only serious objection to the apportionment factors is the elimination of the
so-called "throw back" rule in the sales factor and including in the denominator of
the property and payroll factors the property and payroll assigned to states which
are denied tax jurisdiction under the "business location" test.

The elimination of the "throw back" rule is justified in the COST explanation of
the bill by the argument that it simplifies the sales factor and gives proper signifi-
cance to the market states. However, this argument is inconsistent with the COST
arguments that states in which a corporation does not have a "business location"
do not have sufficient nexus or connection with the income producing activity to
trigger jurisdiction to tax. It, of course, also conflicts with the principle of "full
accountability" of the income tax base to the states collectively which have juris-
diction to tax. It introduces incongruity between jurisdictional limitations and
apportionment limitations contrary to the recommendations of the Willis Sub-
committee. If a state is not considered to have sufficient connection with the
corporation to justify jurisdiction to impose an income tax or capital stock tax,
there is no reason to attribute any income or capital to that state for apportion-
ment purposes. Furthermore, the compliance )ro)lcms depicted by the Willis
Subcommittee report in reference to the sales factor does not exist where you have
a uniform destination rule and a uniform throw back rule such as that contained
in UDIPTA.

Apportionable income is defined in section 207 as taxable income as determined
under state law except (1) dividends other than dealers in securities, and (2) in-
come from sources without the United States as defined by the Internal Revenue
Code of 1954 as amended.

The policy questions pertaining to the taxation of dividend income and foreign
8ource income of corporations should be left up to the states. The income tax base
restrictions in S. 1245 is no more justified than the capital stock base restrictions.
Any income of a corl)oration from "foreign sources" should be sul)ject to the same
apportionment rules as pertains to determining income assignable to each of the
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states. In other words, if Corporation A conducts business activities both in the
United States and in foreign countries, the income tax base should include all of
the income of the corporation and the apportionment factors should include the
entire property, payroll and sales of the corporation., There is no need to employ a
different attribution rule for foreign source income than the attribution rule used
in determining what portion of income earned within the United States is assign-
able to one particular state. There is no need or justification to superimpose on the
optional three-factor formula contained in S. 1245 the "foreign source" attribution
rules contained in the Internal Revenue Code.

The exclusion of dividend income of affiliated corporations from the income tax
base is premised ofi the fallacious assumption that dividend income is not the in-
coine of the corporation receiving the dividends if the payor corporation is an
affiliated corporation. Dividend income from an affiliated corporation is just as
much a part of a corporation's income as "portfolio" dividend income received
from a non-affiliated corporation. Furthermore, the dividend income of a corpora-
tion is no different than the dividend income received by any other class of tax-
paver. The so-called "double taxation" argument in the corporate setting is no
different than the same argument as applied to non-corporate taxpayers. Further-
more, dividend income is no different than income from a bond or other investment.
The only reason it is of major concern in S. 1245 is that, dividend income from
affiliated corporations amounts to a substantial portion of the income of large
multinational and multistate corporations.

There is no reason why state p( licy concerning foreign source and dividend
income should not parallel federal l)oficy. Thus, all dividend inc(ne should be
includable in the tax base of a corporation subject to any special deduction there-
from which states, l)y implementation of their own policy, wish to allow. Cur-
rently, all dividend income of corporations is subject to federal taxation, subject
to a special deduction for certain domestic dividends.

The argument of the COST group that the inclusiom is apportionable income of
all income except dividends "constitutes a major concession" by the business com-
munity to those states that have been advocating this approach is completely
unjustified. The whole argument between the states and the COST group con-
cerns the taxation of dividends and foreign source income and the apportionment of
dividends. The states' position is that the states collectively should retain the
power to tax all income of a corporation and that all income be subject to appor-
tionmnent. There is much more reason for allocating to situs income derived from
an investment in real estate which is not integrated with the trade or business of
the corporation than specifically allocating dividends to the situs of commercial
domicile of a corporation.

Since section 209 exempts in substance all the dividends of large multistate and
international corporations, any argument concerning this subject matter is resolved
in favor of total exemption. However, it would seem that, in principle, the divi-
dends left taxable should be thrown in to the tax base and apportioned along with
all other sources of income. There is no reason to sort out this one type of income
and to treat it, differently than all other types of intangible income such as interest,
patents, copyrights, royalties and so forth. As a pragmatic matter, dividend income
in the tax base of corporations.

In reference to the question of allocation or apportionment of income, the
following problems should be noted. If state law (as in the case of UI)ITPA) al-
locates income other than dividends, how are the apportionment and base limnita-
tions to l)e applied? The corporation apparently would have to compute its income
tax liability under state law and under the S.' 1245 restrictions, and then be per-
mitted to deduct any excess tax liability computed under state law over that per-
mitted by S. 1245. Since taxable income is an abstract concept, how can )articular
sources of income be traced and deducted? This is but one example of how S. 1245
complicates administration and coml)liance problems by sup)erimposing additional
limitations on existing limitations concerning state and local taxation powers.

Combination or consolidation linitations
Section 209 l)ermits the state or tho taxpayer at, its election to determine ap)or-

tionable income by reference to the consolidated apportionable income and
apportionment factors of all affiliated corporations engaged in non-arm's length
transactions. "Consolidated apportionable income" does not include the income
of an affiliated corporation which is incorporated outside of the United States or
anX corporation which receives 50% or more of its ordinary gross income from
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sources without the United States. The term "income from sources without the
United States" is defined in section 522 as income from sources without the
United States as defined by the Internal Revenue Code of 1954 as amended,
except for section 638 simply means that the states are prohibited from making
any non-arm's length adjustments with regard to income from mining, fishing,
shipping and other activities carried on offshore and within the continental limits
of the United States. This illustrates the narrow and preferential applicability of
S. 1245.

A "non-arm's length" transaction, as defined in section 507 must cause a
"material distortion of income al)portioned to the state" before the provisions of
section 209 are triggered. Section 507 in turn defines a "non-arm's length trans-
action" as a transaction between two or more unrelated corporations under
similar circumstances, considering all relevant facts. "Affiliated corporations"
other than "excluded corporations" are corporations with a common parent with
50% or more common ownership.

It can readily be seen that section 209 is addressed to hypothetical transactions
"considering all relevant facts" which result in a "material distortion of income."

The feasibility of using this test has been the subject of much discussion and
debate between members of the COST group and various state representatives.
The states have unanimously rejected this test as impractical. It is apparently
intended to parallel the Internal Revenue Code, section 482 income adjustment
problem, which is implemented by the most complicated regulations and pro-
cedures under the Internal Revenue Code. For example, if Corporation A manu-
factures a patented product and sells it to a subsidiary Corporation B, how is it
possiblee to determine what profit Corporation A should realize from this patented
product? On final disposition of this product, what percentage of income can be
attributable to the patent and manufacturing effort and to the sales effort? To
substitute this adjustment to apportionment income in place of "combined report-
ing" is an effort to change something into its opposite. The reason for "combined
reporting" is that the true income of the member of an affiliated group cannot be
ascertained with any certainty when two or more corporations conduct a unitary
or integrated business. If this is a sound premise on which to predicate combined
or consolidated reporting, it is readily apparent that the "non-arm's length" temt
is a meaningless, hypothetical test.

Furthermore, because the relevant facts are all under control of the corporae
taxpayers, it is more readily available to corporations for tax relief than to the
states for the imposition of additional tax burdens.

In sum, it is inconceivable that the states, either alone or collectively, could
effectively use this test to require a combined report. It is based upon economic
detail of a hypothetical nature of insurmountable magnitude and on the idea that
the transactions between members of an affiliated group do not involve unique
situations or products which cannot be related to like independent transactions.
Furthermore, if a non-arm's length test is to be applied for combination or
consolidation purposes, language should parallel a comparable test provided for
in section 482 of the Internal Revenue Code. Section 482 does not give the tax-
payer any election; it includes all businesses controlled by the same interests and
pertains to all items of gross income, deductions, credits and allowances between
or among such businesses. Its provisions are triggered if the Secretary or his
delegate determines adjustments are necessary to clearly reflect the income of
any businesses within a controlled group.

Section 209 in (c) permits the state, by statute or otherwise, to allow affiliated
corporations to elect to file a return based on consolidated income. If this election
is to be allowed a taxpayer if permitted by state law, there seems to be no justifica-
tion for not permitting the state under similar circumstances to require a return
based on consolidated income. What is the justification for permitting a taxpayer
this election and not likewise permitting its use by the states? This is but another
illustration of the preferential direction of S. 1245.

TITLE III-SALES AND USE TAX

Inasmuch as this title, in substance purports to incorporate existing jurisdic-
tional standards and base restrictions followed by the states, it does not merit the
subject of Congressionl legislation. The only exceptions are broad exemptions
pertaining to liability of sellers and the exclusion from the sales or use tax base
of any transportation charges.

Section 305, which releases sellers of liability, poses some difficult administra-
tive problems. It necessitates the auditing of a large number of smaller taxpayer
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purchasers, rather than a fewer number of large interstate sellers. These adminis-
trative problems may well mean the loss of revenue by the states from sales and
use taxes.

Section 303 exempts transportation charges with respect to interstate sales.
In many instances, the freight charges are a substantial portion of the total con-
sideration being paid for the taxable personal property. By exempting interstate
sales freight charges, it places an intrastate seller at a disadvantaged, since freight
charges for interstate shipments are a part of his cost prior to any sale. The simpler
and more equitable rule would be to require that all freight or transportation charges
be included in the tax base of states for sales and use tax purposes with respect to
interstate sales, which is, of course, true with respect to intrastate sales. This would
l)ut interstate sales on a basis comparable with intrastate sales and eliminate any
uncertainty and discrimination.

TITLE IV-JURISDICTION OF FEDERAL COURTS

This title (sections 401 and 402) gives the U.S. Court of Claims jurisdiction to
review de novo any issues relating to a dispute arising under the act or under Public
Law 86-272, as amended. Justification for this federal court jurisdiction is claimed
on the ground of uniformity. It is a novel proposition, indeed, to )lace tax matters
in a court which is not familiar with tax matters. The fact that the Court of Claims
does not have a crowded docket is no excuse for utilization of that court for the
adjudication of complex state tax issues.

While such an arrangement may well produce uniformity as concerns certain
large multistate taxpayers, it could hardly be said to produce uniformity within a
state tax structure, inasmuch as all other taxpayer actions on state and local tax
matters will have to be adjudicated through the state courts. This problem must be
examined in great depth before any decision is made concerning the same. Of sig-
nificance also is the fact that any state given notice may be joined in any litigation
and bound by its results. This is an unprecedented and unwarranted extension of
court jurisdiction.

TITLE V-DEFINITIONS AND MISCELLANEOUS PROVISIONS

Some of the provisions of Title V have been commented on elsewhere in ana-
lyzing the significance of the definitions as used elsewhere in the act.

It should be noted however, that section 508, which defines affiliated corpora-
tions, may not include the parent as part of an affiliated group. More specifically,
the question is whether or not the "common owner" is part of the affiliated group.

STATEMENT OF THE NATIONAL ASSOCIATION OF TOB.\CCO DISTRIBUTORS, INC.

The National Association of Tobacco D)istributors Inc., representing the
WHOLESALE TOBACCO INIDUSTRY which is responsible for the distribution
of more than 10 billion dollars in consumer goods to approximately 1,425,000 retail
outlets throughout the United States, wishes to go on record in support of legisla-
tive uniformity in the taxation imposed by the'several states upon merchants whose
business requires them to engage in interstate commerce. In particular, this Asso-
ciation endorse. the bill introduced by Senators Mathias and Ribicoff and co-
sponsored by Senator Humphrey, which is entitled S 1245 and which Your Hon-
orable committee is considering in conjunction with similar legislation before you.

Our Association is composed of a great number of distributors of consumer
goods such as cigarettes, candy, stationery supplies, cosmetics, smokers' acces-
sories, cigars, pipes, pipe tobacco and similar items, much of which is involved in
interstate commerce. The present hodge-podge of State Taxes, in particular State
Sales and Use Taxes, imposes a substantial burden on businessmen who sell, as
most of our members must perforce do, across state boundary lines. As the law
now stands a wholesale tobacco distributor engages in interstate sales at his peril
if he has misconstrued the appropriate jurisdictional requirements established in
the State where the merchandise is delivered. The wholesale distributor has
imposed on him, obligations to collect sales taxes established by a foreign State
without proper appreciation of the standard established by that State and at the
mercy of the whim of legislators who may revoke, revise or modify rules under
which he has operated in the past.

The great virtue of S 1245 is that it codifies minimal jurisdictional rules for the
collection of State sales and use taxes. The increasing proliferation of State and

21-350--74- 28
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even municipal or local taxes and use taxes has created a bewildering economic
climate which severely cripl)les normal business operation and imposes an in-
tolerable burden on interstate commerce.

As far back as 1900 the Supreme Court in the Scril)t( Case (Scripto Inc. '.
Carson, 362 U.S. 107) validated the right of the State to, require an out-of-state
business to collect and remit use taxes on sales withiti the taxing state, even though
the business subjected to this obligation had no facilities witin the taxing state and
even though the out of state businessman conducted the sales operations in the
taxing state through an independent contract r.

The authorization thus given by the Supreme Court to arbitrary state taxing
standards, which might be adopted by the 50 states and the thousands o)f l)cal tax
authorities, demands control through the auspices oif our Federal governmenten.
S 1245 is the most progmatic resolution oif this difficulty and will, at least, set
guidelines under which modest business enterprises, such as those of a wholesale
distributor, may operate with a reasonable degree of security.

As projected in S 1245, a Seller having no business location in the taxing state
will not be obliged to collect a sales or use tax in behalf of I hat state if he obtains,
in writing, the registration number of the buyer located in that State. The State
would then look to the buyer for the payment, of the sales and use tax, and this
makes pre-eminent good sense. It, is in line with the procedure developed in 1950
in the Jenkins Act, which went far toward curbing excesses in the mail-order sale
of cigarettes which were depriving numerous states oif substantial tax revenues.
It insured proper payment of )ro)er taxes by the I)(rson truly liable for the tax,
and sul)stantiallv simplified business operations (,f major and reputable mail
order houses engaged in cigarette sales. What the Jenkins Act did, in microcosm,
S 1245 will do for distributors of all l)roducts, in macrocosm. It will assure that all
purchasers of out-of-state products pay, to their resl)ective state and local govern-
ments, the proper taxes imposed upon then by state and local authorization, and
it will remove from reputable businessmen selling across state boundaries the fear
of arbitrary and unexpected liability for taxes in a foreign jurisdiction because of
failure to comply with unknown requirements of an unfamiliar law. It, establishes
a siml)le procedure with which all businessmen can comply, and thus makes more
rea-sonable the legal requirements to which they must adhere.

The other provisions of S 1245 having to do with the iml)psition of sales taxes
.are equally salubrious. It, limits the power of a state, or a locality within that
state, to impose a sales or use tax except on merchandise actually received in the
state in question or in a contiguous state with which it has a reciprocal collection
agreement. It l)rovides for a credit on the use tax where a tax was previously paid
to another state or locality on the same property, and it )recludes a state from
levying a sales or use tax on household goods or automobiles brought into the
state by a person establishing his residence in the jurisdiction and who had
acquired those goods in another state more than 90 days before his becoming a
resident of the taxing state. All of these provisions are benefical, equitable and
much needed in the interests of uniform law uniformly applied throughout our
entire nation.

S 1245 is of further benefit in establishing uniformity in the apportionment o,f
income and capital between the various states for tax l)urposes. It will ensure
that all competing businessmen have equal obligations irrespective of which side
of a state boundary their principal place of business is found. It conforms state
rules with respect to taxation of dividend and foreign source income to the rules
currently applied under the Federal Internal Revenue Code, and establishes a
single Federal Court with exclusive jurisdiction to review disputes arising out o)f
the taxation by states of interstate commerce.

All of the foregoing long-awaited reforms may be found in 8 1245 now pending
before Your honorable committee. All of them are heartily endorsed by this
Association, and it, is respectfully requested that S 1245 be given seedy consider-
ation and approval by your committee.

STATEMENT OF SIDNEY B. HUTTON, JR., ON BEHALF OF THE AMERICAN AssoclA'l ION
OF NURSERYMEN

INTRODUCTION

Mr. Chairman and Members of the Committee: My name is Sidney 13.
Hutton, Jr. and I am here today to express strong and unequivocal support of
S. 1245 on behalf of the American Association of Nurserymen, of which I am a
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Past President, and the Mailorder Association of Nurserymen, in which my
firm holds membership. Together these organizations represent some 2,000
nursery firms who grow 90 percent of the nursery stock produced in the United
Stat.s today. They also represent the vast mtiajolity of gross volume shipped by
mailor(.r nuirser ynen. These are small businesses by any yard-stick, the majority
with gross sales less than $1 million l)e year.

Apart from these trade association responsibilities, I speak also on behalf of the
Conard-Pyle Company of \Wst (rove, Pennsylvania, of whict, I am President.
Specializing in rose bushes, we grow and distrilbte a complete line of nursery
products through wholestle sales to garden centers and other retailers, retail
sales through our own garden center, and mailorder sales. Like other nursery
firms, we have a highly seasonal business with most of it occurring during a few
inonths in the Spring.

Seven years ago, I appeared here on the lill before the House Special Subcom-
mittee on State Taxation of Interstate Commerce. On that occasion, I expressed
su))ort for 1I.R. 11798, the original Willis bill. Since that time, we have followed
the evolution of this legislation into its present form. I an pleased to be able to
say that while we would like to see the present bill go even farther, in the direction
of requiring greater uniformity of state tax laws, l)rocedures, forms and inter-
pretations, we think that S. 1245 as now before you, represents legislation that
has been greatly iml)roved in detail as a result of seven years of intensive rc"'iew
)y interested governmental and industry representatives. We strongly urge you

to stiI)l)ort favorable action on this legislation in this session of Congress.

NATIONAL DISTItIBUTION OF NURSERY STOCK

Although the plants we sell are widely distributed in all states, they can be
produlced most efficiently only in certain areas of the country. For instance,
there are only four relatively small areas in the country where rose bushes for the
hom grardeit may be best l)roduced even though they may be grown by the home
',wirer with great, success in any state. These four would be: California, Arizona,
Texas and Pennsylvania. Tennessee has become famous for its production of
dogwood trees because the soil and climate there are particularly suitable. For
the same reason, New York State is noted for quality production of apples and
other fruit trees. Some kinds of trees are found to grow best in Oregon; certain
kinds grow best in Pennsylvania and some of these are quite different from those
produced best in Ohio. While these trees are best produced in limited areas of the
country, they grow well and live for ronsumcrs all over the country. It is obviously
)eneticiwl for the home owner in Pennsylvania to be able to buy easily and readily

the dogwood produced in Tennessee, the weeping cherry produced best in Oregon,
or Ihe azaleas produced best in New .Jersey, Alabama and Louisiana. Nonuniform
and burdensome state taxation of interstate commerce can seriously restrict
the free flow of these commodities in interstate commerce, without any greater
revenue to the states than could be achieved from a uniform, easy-to-comlply-
with system.

HIEAVIEST ITIUI)EN ON SMALL BUSINESS

The increase in the burden of keeping records and filing forms is becoming
tremendous. It falls most heavily on the small business, which cannot afford a
staff of accountants and lawyers to cope with a inultiplicity of differing state
laws. The very thought of a small business such as my own, which does business
in 46 ()f 50 states, finding itself required to take on additional tax collecting and
paying burdens each year, sometimes gives us nightmares. Small as we are, we
have to study tho}roughly-the specific requirements and differences that exist
between the various state tax systems. To comply with these laws fully, we would
have to a.-sign one )erson in our firm full-time for a year or two to study the
different regulatins and install l)rocedures that wuild make accurate compliance
po0ssi)le. Of course, for t he small suns at, stake and o)n a small profit margin, we
cannot afford to( do this so we siml)ly do the )est, we can by guess-work and"rough ju.-tice"-and take our chances. Our firm's situation is duplicated many
times throughout the country. As a matter of fact, as mailorder nursery firms go,
we are larger than ij),wst. The smaller a firm is, the more expensive it is to comply
l)er c(lar of sales, because most mailorder nursery firms do business in a great
nmian states. Thus, the small firim is )enalized by the l)resent multiplicity of
different sN'stems and the large firm realizes an "economy of scale" that has
nothing to do) with efficiency (or quality ,,f production ,r service to the consumer.
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EXAMPLES OF BURDEN ON SMALL BUSINESS

At the present time, the small business that I am )ersonally associated with
coml)utes and pays separately a great many different taxes. I would like to quickly
list them:

United States Income Tax.
United States Unemployment Compensation Tax.
Social Security Taxes on Agricultural Employees.
Social Security Taxes on Non-agricultural Employees.
United States Income Tax Withholding on Enployees.
Withholding Tax on Foreign Payments.
Township Road Taxes-2 separate.
School Taxes-2 separate.
County Real Estate.
Pennsylvania Capital Stock Tax.
Pennsylvania Corporate Income Tax.
Pennsylvania Corporate Loans Tax.
Pennsylvania Unemployment Compensation Tax.
Pennsylvania Sales and Use Taxes.
Real Estate Transfer Tax-2 separate.
Pennsylvania Motor License Taxes.
New York State Truok Mileage Tax.
Delaware Road Sign Tax.
Maryland Road Sign Tax.
Philadelphia Mercantile Tax.
Philadelphia General Business Tax.
Philadelphia School District Tax.
Fertilizer Tax-4 separate states.
Gentlemen, in all, there are presently more than 28 of these different taxes our

firm is required to compute and pay without even considering sales and use taxes
outside of our own state.

In addition to the above, there are six information returns or sets of records
that we are required to keel) by State and Federal regulations:

Workmen's Compensation Insurance.
Inspections on All Boilers.
Hospitalization Insurance Information for )epartment of Labor Reports.
Information Return for Employees Profit Sharing Plan.
Employees Income Tax Withholding Records.
Occupational Safety and Health Records.
Yet in addition to all these local, state and federal taxes and reports, there are

26 states in which we have to obtain licenses to do business, even though we do
not have any property, facilities or agents employed in them.

Now ours is only a small business, but we require two accountants full time.
If we had none of the above records to keel) or tax computations to figure excepting
income tax and our own necessary internal cost accounts, we could do without
one of these accountants, a saving of approximately $12,000-a tidy sum in our
size of business. It is rather easy to see what will happen to our cost of doing
business if we should add only 15 more tax computations to our already heavy
burden, let alone 45 more out of the total 46 states in which we now do business.
Yet our firm is substantially larger than most nursery firms.

SUPPORT FOR S. 1245

It is the reality of these burdens, which penalize the small businessman that
underlies the strong support of the American Association of Nurserymen and the
Mailorder Association of Nurserymen for the approach of S. 1245, the Interstate
Taxation Act of 1973. We believe that this legislation is desirable from the stand-
point of any business which operates or sells in more than one state, but especially
from the standpoint of small business.

This legislation, if adopted, will increase uniformity in the rules concerning the
major areas of taxing jurisdiction, taxability and tax accounting, and, will greatly
reduce the burden of tax compliance for both large and small business. The
provisions of this bill will be especially helpful to small businessmen who lack
the resourceA to comply with the multiplicity of state tax requirements. At the
same time, the resulting increase in compliance will also be in the interests of the
several states-an increase which will surely take place because simplification and
uniformity of our tax laws will make compliance more practicable.
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SPECIFIC BENEFITS FROM S. 1245

Both the sales tax and the inc()me tax aspects of S. 1245 are of special importance
to nursermnen, though we have spoken up to now only (of sales taxes because
they are the more immediate problem. On this sales tax aspect, the establishment
(of clear rules for sales tax jurisdiction will remove a frequent burden of uncertainty,
complexity and nuisance returns on mail(rder nurserymen and consumers
throughout the country. Mail()rder nurseries commonly sell only by catalog,
widely mailed, generating a large number (of small prel)aid orders. Credit is not
normally offered . When no sales tax is included in the customer's remittance, the
small size of the typical order makes it unecmomical to write back for the tax,
yet the alternatives are-disregard of the law o)r paying the tax out-f-p)cket.
As a matter of fact, my own firm has a 50 cent minimum charge for orders under
$10. This is a charge for handling, postage, etc. We do not widely publicize it but
when such an ()rder comes in withoiit the 50 cents, we do not imake a strong effort
to collect it, simply because it would be too expensive to do so. The bill provides
that a state cannot c()llecti a sales or use tax from an out-of-state mail ()rder firm
with no business location in the state if it makes no household deliveries or persmal
sales solicitati(ons there, [Section 101(3)] )r if it obtains s a business buyer's tax
registration nutnl)er (Sections 101(4) and 3041. This will adequately assure the
nlenl)ers ()f our industry against the burden (of compliance with dozens of differing
state laws.

Let me eml)hasize here that it is the multiple coml)liance burden that we object
to, not the economic cost of the multiple sales taxes. We have no l)roblem at all
with the proposed legislative encouragement in Section 301 (a) (2) of the bill of
interstte agreements whereby each State would collect the other's sales tax, so
long as we know the rules in advance so that we can tell the customer what to
remit, and so long as we only have to file returns in our home State or other
States where we have a business location. If any State is concerned about the loss
of sales tax revenue from incoming retail mail order sales, it can easily obtain this
revenue by negotiating reciprocal collection arrangements with its sister States.

Also, Mr. Chairman the American Association of Nurserymen and the Mail-
order Association of qurserymen strongly favor the )ermanent retention of
income tax rules such as those found in the existing Interstate Income Law of
1959 (P.L. 86-272) and continued in sections 101(1) and 514(d) of the bill, pro-
tecting a business from income taxation in States where it, has no )lace of business.
P.L. 86-272 hs surely headed off multiple tax claims against nurserynmen who do
business in States other than their own, and Section 515(c) will provide further
clarity.

These provisions are esl'ciall'i iml)ortant to the many nuserylmen who sell
primarily at wholesale for delivery across a State line in a State where they have
no place of Ibusiness. Typically stch nurserymen have growing operations in one
or more States but may sell through traveling salesmen in distant States in which
they maintain no business establishment. We favor the retention and broadening
of these rudes so that a business can clearly determine its income tax obligations
in advance for all States, based on a uniform apportionment formula such as that
found in Section 201 of the bill. By requiring a place of business, this bill will
eliminate a major cause of uncertainty that, would otherwise make it, impossil)le to
determine income tax liability in advance.

CONCLUSION

For these reas-s,-ve strongly endorse S. 1245. We urge you to act favorably
on this approach to reducing the burden of State taxation of interstate commerce
and increasing respect for and coml)liance with State tax laws, especially as they
affect, the sinall business selling across State lines.

ARMSTRONG & BAY,
New York, N.Y., July 30, 1973.

Re S. 1245, 93d Cong., 1st Sess. (1973) S. 1962, 93d Cong., 1st Sess. (1973).
S....Senator WAI,.TER F. MONDALE,

Chairman, Subcommittee on State Taxation of Interstate Commerce, Senate Finance
Committee, Waihington, D.C.

D)EAR SENATOR MONDAII:, Section 208 of both of the above bills l)rovides that
dividends from sources without the United States and dividends from corporations
in which the taxl)ayer owns 50 percent or inore of the voting stock shall not be
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allocable to any state. This provision should be supported, in my view, for the
following ieasorns.

I. IT IS NOT EQUITABLE OR RATIONAL TO INCLUDE DIVIDEND INCOME FROM
SUBSIDIARIES IN THE APPORVIONABIE INCOME OF THE PARENT WITHOUT

MODIFICATION OF THE APPORTIONMENT FORMULA

The subcommittee will undoubtedly be presented with the traditional arguments
against double taxation of corporate earnings and the constitutional arguments
limiting the jurisdiction of a State to tax the earnings of subsidiaries, either
directly or indirectly when declared as dividends when such subsidiaries operate
entirely outside the taxing state. Assuming, nevertheless, that dividend income
from subsidiaries were to be included in the parent's apportionable income I should
like to illustrate by a simple example how the apportionment formula would work
unfairly and irrationally without modification.

Let us assume that the taxpayer operates in five States, that a Federal return is
filed showing taxable income of $5,000,000 from the total operation, that the prop-
erty, sales, and payroll are equal in each State, and that the tax rate in each State
is 10%. Under thosc facts each State would be entitled to a tax of $100,000
(5,000,000 X 'j, X 10%).

Now let us assume that the taxpayer has identical operations in five foreign
countries, that Federal taxable income is now $10,000,000, and that the property,
sales, and payroll are still equal in each State and foreign country. Under those
facts each State would still be entitled to a tax of $100,000 (10,000,000 X llo X
10%;'). The apportionment formula has operated as it should: out-of-state expan-
sion has doubled the taxable base, from $5,000,000 to $10,000,000; but, the appli-
cable apportionment percentage for each State has been cut in half, from 1 to I'm.
The apportionment formula provides a rational and equitable means of allocating
the income from goods and services. When such income is converted to dividends,
the formula becomes irrational.

Thus, let us now tvssume that the five foreign operations are incorporated and
that Federal taxable income is $10,000,000, consisting of $5,000,000 from the sale
of goods and services in the U.S. and $.,000,000 of dividends from the foreign sub-
sidiaries. Under those facts each State would be entitled to a tax of $200,000
(10,000,000 X X 10%). The formula has failed to make a pr()er allocation of
Federal taxable income in this instance because the property, sales, and payroll
relating to the dividend income ha-s been excluded from the formula. By including
the dividend incom from taxpayer's foreign subsidiaries but excluding the pr(p-
erty, payroll, and sales of those subsidiaries each State has managed in this example
to double its tax revenues.

Supposing the formula were modified to include the property, sales, and payroll
of the foreign subsidiaries in the proportion that dividends received by the parent
bears to the income from which such dividends were derived. Thus, let us suppose
that only 60% of the $5,000,000 earned by the foreign subsidiaries is declared as a
dividend. Federal taxable income would, therefore, be $8,000,000, consisting of
$5,000,000 from the U.S. operations and $3,000,000 of dividends. The apportion-
ment percentage for each State would be '.2

Under these facts each State would be entitled to a tax of $100,000 (10,000,000 X
' X 10%). The apportionment formula, when appropriately modified to reflect the
factors relating to the dividends, can work in a rational manner.

Without digressing into the merits and mechanics 3 of the modification presented
above, it. is apparent that absent some modification there is no rational basis for
allocating dividends from foreign subsidiaries in )roportion that the property,
sales, and payroll in a particular State bears to the total property, payroll, and
sales in all States.

The inclusion of foreign dividends in the apportionment formula without modi-
fication produces the absurd result that the growth of the foreign segment of a
company's business will have the effect of increasing the income atrributable to a

1 If property, payroll, and sales in each State is y, then total property, payroll, and sales Is y..
I If property, payroll, and sales in each State and country is Y. thet total property, payroll ann sales In

under the suggested modification: 5y + .60(y) =8y.
3 The suggested modification simply puts the subsidiaries on a consolidated basis to the extent of income

derived from those subsidiaries. Ifa subsidiary were only .50/ owned the Includible property, sales, and pay-
roll of that subsidiary would be reduced by 50%. Other adjustments would be necessary for dividends trace-
able to second and third tier subsidiaries, prior year's earnings, loss years, etc.
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State even though the operations in that State as represented by property, sales,
and payroll remains static. This is just the opposite of what the formula is intended
to accomplish. The modification presented above illustrates why the formula is
defective in allocating dividends and how that defect can be cured. (As will be
explained in II below, the States will not gain additional revenues from including
dividends in apportionable income when the formula is properly modified; there-
fore, nothing is lost by simply excluding dividends from the tax base at the outset,
thus avoiding the complications of modifying the formula.)

The States might take the simplistic position that dividend income belongs to
the taxpayer, that such income is an integral part of the business, and that having
chosen to operate abroad in the form of subsidiaries no comparison can be made to
branch operations. This view overlooks the function of apportionment, namely, to
determine what is within a State's jurisdiction. If the States' view is carried to its
logical extreme each State could arguably tax the entire Federal taxable income of
a taxl)ayer without al)ortionment, which is obviously improper. The point is
that the expansion of a taxpayer's out-of-State business neither increases nor
decreases what is within the State's jurisdiction; therefore, a State's tax should not
increase or decrease if the expansion takes the form of a branch or a subsidiary.
The apportionment formula must function with this principle in mind.

The purpose of presenting the illustrations above has been to demonstrate how
the formula operates irrationally and inequitably when dividends are included in
apl)ortionable income and the formula is not modified. It will be left to others to
show why the U.S. Constitution requires a modification, at least by States other
than the State of commercial domicile of the taxpayer, when this irrationality is
demonstrated.

II. WHEN DIVIDENDS FROM SUBSIDIARIES ARE INCLUDED IN APPORTIONAILE INCOME
AND THE APPORTIONMENT FORM-ULA IS PROPERLY MODIFIED, THE STATES WILI,
DERIVE NO MORE REVENUE THAN IF THE DIVIDENDS WERE EXCLUDED WITHOUT
MODIFICATION

In the example above it was assumed that the property, sales, and payroll in
each State and foreign country were equal. This assumption was made to illus-
trate what happens when the taxable base, Federal taxable income, is increased,
and the denominators in the apportionment formula, total property, sales, and
payroll are increased proportionately or not increased at all. In practice the
increase in denominators will not be exactly proportionate to the increase in
income. There may in fact be losses. This is true whether the increase in out-of-
state operations is by way of branches or subsidiaries.

If the ratio of income from the out-of-State operation to the apportionment
factors employed in that operate ion is greater than the ratio of income to approtion-
ment factors in the taxing State, there will be a greater tax than if there had been
no out-of-State operation. Thus, the income apportioned to a particular State
will be affected by the "efficiency" or "rate of return" measuredd by the ratio of
separate accounting income to separate accounting property, sales, and )ayroll)
of the out-of-state operations. This is as it should be, since the out-of-State income
is included in apportionable income because it is assumed to be part of one entire
unitary business.

To illustrate the foregoing, where the foreign operations are less efficient, let
us assume as before that the five U.S. operations produce $5,000,000 income, and
the five foreign branch operations produce $5,000,000, for a total of $10,000,000
Federal taxable income. Now let us assume that the apportionment factors in the
U.S. amount to y in each State and 3y in each country, for a total of 20y.4 Under
these facts each State would be entitled to a tax of $50,000 (10,000,000 X 1/20
X 10%/c,). Had the factors been equal in all jurisdictions the tax, as we have seen,
would have been $100,000.

In contrast, where the foreign operations are more efficient, assume that the
apportionlnent factors in the U.S. amount to y in each State and .6y in each
country for a total of 8y.5 Under these facts each State would be entitled to a tax
of $125,000 (10,000,000X 1/8X 10%).

The last two exalnples illustrate that the "efficiency" of the out-of-State opera-
tions affects the amount finally apportioned to the taxing State. This arithmetical

4 (y) + 6(3y) - 20y.
'5(y)+5(.6y) =8y.
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fact applies equally where the otut-of-State operations are incorporated and the
income from such operations is consolidated directly, or is consolidated indirectly
by including the subsidiaries' apportionment factors" in )roportion to the dividends
received from those subsidiaries. See Appendix A hereto annexed.

If one has had the )atience thus far to follow the foregoing analysis, which has
necessarily been col)licated with figures, it will be agreed that the inclusion of
foreign dividends in ap)ortionable income gains nothing for the States, unless of
course One does not accept the premise that some consolidation of foreign appor-
tionlent faetors with the parent's is required.8 They will only gain if the forcing
operations are more efficient than the U.S operations.

Over the long run, it is submitted, the foreign operations of all taxpayers will
not be more or less (fficient. than the U.S. ol)erations. Moreover, comparative
efficiency should not he a reason for taxing foreign income. Such an approach
is short-sighted and fails to take account of the increased complications attending
the audit oif foreign operations that must necessarily accompany the consolidation
of foreign prn)perty, sales, and payroll with the domestic apportionment factors.

These c,)mplications w(uld apply to a lesser extent to the consolidation of U.S.
subsidiary operations. But, if it is a4;umed that U.S. sut).idiaries are operating at
arm's length with each other, no State will go in by consolidation, unless it can
be shown that operations in a l)articular State operate less efficiently than in
other States; tuch t State would then gain by consolidation. Whatever the merits
for consolidu'ting U.S. operations, which is another tol)ic, there is no merit in
c ,ns0lidating foreign ol)eratiow.n. The arm's length )rolflem receives considerable
attention )y the Internal lievenue Service in foreign transactions and the States
will receive the benefit of that attention.

I1. CONCLUSION

Considerable effort has been l)t forth by some States, as manifested by the
Milatistate Tax Commission regulations, to define "business income" in a way
that it, will invariably include the dividends from subsidiaries, the result being
an expanded taxable base for apportionment. Of course, in on( sense all receipts
of a business corporation, as contrasted with a charitable organization, are " busi-
ness income". Therefore, the distinction between "business income' and "non-
business income" seems a fruitless exercise unless it is done in the context of the
fiction oif apl)ortionment and the need for describing a tfixable base that bears
a rational relationship to the standard apportionment forintla. Very little effort,
however, has been made by the States, in my view, towards the necessity fdr
modifying the standard apl)ortionment formula when the taxable base is expanded
to inctde dividends.

If the latt- effort were made it would be seen that when foreign dividends are
incbded in the bas(e for alpportionment, foreign property, payroll, and sales
mtst be included in the apportionment fractions. flaving made such a modifica-
tion the States will gain nothing from having included the dividends in the base;
an ideal will have been achieved, ibt only at the expense of consideral)le complica-
tion producing no additional reventme to the States. Therefore, foreign dividends
should simply be excluded from the base at the outset as proposed in the bills
before your Suibommittee.

Very truly yours, MICHAEL ). BRAY.

4 It is not being suggestedl that fle Inclusion of foreign apportionment factors is the only acceptable mod-
Ifleation. Other inodiflceations, however, such as the addition ofa fourth factor equal Io the value of the invest-
ment iii foreign subsidiaries, are less retinkd.
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APPENDIX A

Foreign subsidiaries-

Foreign Formula Formula not
branches modified modified

I. APPORTIONMENT FACTORS EQUAL'

Income from sales ------------------------- ------- 10. )0, 00 5,000,000 5,000, 000
Dividend (60 percent) ---------------------------- -----------............ 3,000,000 3,000,000

Apportionable income .............................---------- 10,000,000 8,000,000 8,000,000

Total factors each State (numerator) ------------.---------- y y Y
Total factors (denominator) ................................. lay 8y 5y
Taxable income:

10 00,OoXI/1O -----------------.--------------- --- 1 000,000 ...............
8 oo xt/8 --- .. ..................... ...... ' . 1,000 000 .........
8'000,ooox1/5 --- _------------- ...... ....... .------------------ 1 60

Tax at 10 percent----...- ..... ------------- --.------------- 100, 000 2 100,000 160,000

II. FOREIGN OPERATIONS LESS EFFICIENT

Income from sales -----.---------.--------- _------------- 10,000,000 5, 000, 000 5, 000, 000
Dividend (60 percent) .....................................---------- ...... 3,000,000 3,000,000

Apportionable income ................................... 10,000,000 8,000,000 8,000,000

Total factors each State (numerator).-.-................... y y y
Total factors (denominator):

5yy+5(3 ) --------------- ......... ... ......... ... 20y- -..........-----------------
5(+15( y)X60 percent].................... 

14y - .
y)+O .................---------...........------- ------- .................. 5yTaxable income:10 00000X12O ....... ................ ... ........... 500,000 ------_-----... .......

80 000OOXI/14- ........... ---- . -.571,428 ........
8,000 x000x /5- --........... I . .. . ........ . ...... . . . . ...........-- . . 1,6 0,0

Tax at 10 percent -------- ...... -.... .....-- ....--50 000 2 57,143 160,000

III. FOREIGN OPERATIONS MORE EFFICIENT

Income from sales ----------------------------------------- 10,000,000 5,000,000 5,000,000
Dividend (60 percent)--------------- -- ............... ..-----... 3,000,000 3,000,000

Apportionable income____ ............... --------- 10.000,000 8,000,000 8,000,000

Total factors each State (numerator) ............------------- - y y y
Total factors (denominator):

y)+5(0.6y) .-------_.------_--------------------- - --- ----_---_-------------8y
+(0.6y) X60Op e rce ntI--------- - - - - - - ------- -- - - -_7 I(OX0 pret .. ......... ........ 6.8y .... ..... ... 5

Taa yico+ ............. -----... ......... ............................... 5Y
Taxable income:

10 000,000X 1/ -8 ..... ..... .. .. ..... .... ..... .1,250,000 .........
8,@0,600X1/6.8- - -- --.............. ------.......- 1,176,470 ...........
8,000,000X 1/5 .................... ........ .. .......... . -... ... '- 1,600,000

Tax at 10 percent ...-- - .---- ------- -_- - 125, 000 117,647 160,000

I The examples follow the text at pp. 2 and 4. Each of t he 5 States accounts for $1,000,000 of income and y of appor-
tionment facbrs. Each of the 5 countries accounts for $1,000,000 of income and y, 3y, and, 0.6y of apportionment factors
in Examples I, II, and Ill respectively.

2 In all these examples, if the dividends were simply excluded from apportionable income the tax would be $100,000
(5,000,000XI/5X10 percent).

L3.-y1 + .. -- . A
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STATEMENT OF WILIIAMSBUIRG STEEL PRODUCTS Co., BROOKLYN, N.Y.
OUT OF STATE SALES AND USE TAX FILING PROBLEMS ON INTERSTATE SALES

1. Many states require filing of tax returns within 15 days after the period
covered by the return to avoid the imposition of penalites. For instance, for a
period ended March 31, th. return is due by April 15th.

(a) Due to multi-state business of many firms, they find it impossible to close
their books for the third month of each l)eriod in time to file their returns by the
15th day after the period covered by the return. In other words, they are only
alh)wed 15 days to classify every invoice by states and type of sale, such as sales
for use, sales for resale, and non-taxable sales as hereafter enumerated in )ara-
graph 4. This is actually imposible to do without the use of electronic equipment
now used )y some giant cor)orations and which small and moderate sized firms
simply cannot afford.

In a number of states filing is required on a monthly basis.
As a matter of fact, even with the use of such electronic equipment, many

firms cannot afford the exl)ense of the trained )ersonnel needed to complete the
closing of their books and the necessary analysis of each invoice in order to file
returns within only 15 or 30 days after the close of each period.

In other words, a tremendous administrative and O!onoiic burden is imposed
on a business (ocern when it, is required to pursue each sale destined for another
state and analyse it in terms of the applicability of the tax in the state of desti-
nation.

2. In addition to the State requirements for filing tax returns, many cities,
counties, and other local government agencies in such states impose sales and use
taxes of their own on the same sales.

Some examples of such local agencies which impose sales and use taxes on sales
madp Iy a nonresident company where the property of such company is delivered
to one of its citizens are:

Illinois, about 1,150 citi(-. and 45 counties.
Alabama, at least 12 counties.
Colorado, at least 3 counties
Louisiana, at least 7 counties.
Mississippi, at least 81 counties.
New York, at least 9 counties.
Utah, at least 8 counties.
California, Virginia and others, at least 50 counties.
3. The sales and use tax laws require the seller to charge and collect the taxes on

each shipment of merchandise. In industires which sell to general contractors on a
lump sum basis, each individual shipment cannot tbe billed for the proportionate
sales and use tax, but such tax billing can only be accomplished on a finished
contract basis because the amount of the final billing is subject to change due to
necessary changes in quantities and specifications during construction. Also, as is
usual in such business, customers contract to retain percentages of the amount due
on the contracts until the final completion and approval of buildings. The states,
however, require that sales taxes be killed on each shipment.

It is extremely difficult as a practical business matter to collect sales taxes im-
mediately upon billing, but many states require the seller to advance out of his
own funds the taxes billed during any filing period, even though the seller has not
yet collected the tax. The financial burden imposed by such a payment require-
nment on many firms-which are at best acting as tax collectors-is greatly in
excess of their entire net worth.

4. Analysis is required to classify sales into taxable and non-taxable sales. Some
categories of non-taxable sales are:

1. Sales for resale.
2. Sales of food products.
3. Sales to Federal, State and Municil)al agencies.
4. Credits allowed for returned sales, canceled sales and defective merchandise.
5. Sales to exempt institutions.
In the case of some non-taxable sales, the seller is required to secure various

certificates from his customer such as resale certificates exemption certificates, etc.
This frequently requires a great deal of correspondence with customers and a

:substantial burden is placed on the seller's credit and bookkeeping departments.
Disputes also arise with customers as to the taxability of certain transactions
necessitating in many instances the services of lawyers and accountants to inter-
pret the laws and regulations of numerous states and municipalities.
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5. There are frequent changes in rates by numerous states and municipalities.
6. Where sellershave offered to furnish the states with lists detailing the ship-

ments made to customers in those states, so that the states could collect use taxes
directly from their own residents, the states have refused to agree to such an
arrangement, but insist on placing the burden of classifying, collecting and
remitting the taxes on the shoulders of the seller.

7. The same burden, indeed a greater one, which caused the Congress to pass the
Interstate Income Law forbidding the states to levy income taxes on nonresident
companies under certain circumstances, exists in the case of sales and use taxes.

Under such a law the states would not suffer the loss of any substantial revenue,
but would simply be prevented from making a collector out of a nonresident seller,
and would collect tax directly from purchasers who are residents of those states.

8. The words of Justice Frankfurter, of the United States Supreme Court in
his dissent, in the Northwestern-Stockholn decision, deserve repetition here:

"There are thousands of relatively small or moderate sized corporations doing
exclusively interstate business spread over several states. To subject these corpo-
rations to a separate income tax in each of these States means that they will have
to keep books, make returns, store records and engage legal counsel, all to meet
the diverse and variegated tax laws of fifty States, with their different times for
filing returns, different, tax structures, different modes for determining net income,
and different often conflicting formulas of apportionment. This will involve large
increases in bookkeeping, accounting and legal paraphernalia to meet these new
demands. The cost of such a far-flung scheme for complying with the taxing
requirements of the different States may well exceed the burden of the taxes
themselves, especially in the case of small companies doing a small volume of
business in several States.

9. During the past five years Congressional Committees have held numerous
public hearings. For five consecutive years the House of Representatives has
passed necessary legislation under "Interstate Taxation Acts" to impose jurisdic-
tional limitation applicable to sales and use taxes on sales made by firms who do
a strictly interstate business.

However, these Interstate Taxation Acts have never been permitted to get out.
of the Senate Finance Committee for a vote in the United States Senate.

STATEMENT OF JAMES II. PETERS, CHIEF TAx ATTORNEY, LONG LINES
DEPARTMENT, AMERICAN TELEPHONE & TELkGRAPH CO.

My name is James II. Peters and I am Chief Tax Attorney of the Long Lines
department of the American Telephone and Telegraph Company. The American
Company is the parent company of the Bell System, a group of companies com-
posed primarily of 23 regional operating telephone companies, the Western
Electric Company and Bell Telephone Laboratories.

Through its Long Lines department, the American- Company constructs,
operates and maintains an integrated nationwide network of long distance facilities
that interconnect the territories of the operating telephone companies and the
territories of those companies with foreign telecommunications carriers in order
to) provide customers of the operating telephone companies, as well as customers
of the some 2,000 other telephone companies in the United States, with interstate
and international telecommunications services. For this purpose, the Long Lines
)epartment of the American Company owns facilities in every State and chiefly

because of this the American Company last year accounted for approximately
$100 million of the $1.9 billion payment of State and local taxes made by the Bell
System.

The office of the Chief Tax Attorney of the Long Lines I)epartment administers
the State and local taxes of the American Company which result from the inter-
state and international telecommunications business in which the Long Lines
Department engages.

In general, the American Company supports S. 1245. There are two areas,
however, of primary concern to the American Company in that bill and in other
proposals for Federal regulation of State taxation of interstate commerce. They
are. (1) the treatment of dividends received by a corporation from another corpora-
tion and, particularly, dividends received from a subsidiary corporation, and (2)
the exclusion of investments in subsidiaries from the capital stock tax base.



426

INTERCORPORATE DIVIDENDS

S. 1245 excludes dividends received from a corporation in which the taxpayer
owns at least 50 percent of the voting stock (80 percent in S. 2092) from income
attributable to a taxing jurisdiction. All other dividends received which do not
represent foreign source income are attributed to the State of commercial domicile
of the taxpayer.
(A) Exclusion of Dividendst Received from Corporation6 in which Taxpayer owns

50(80) Percent of the Voting Stock
The intercorporate dividend problem is a critical one for the American Company.

Last year it paid dividends to its 3 million shareholders of over $1.6 billion.
Funds to pay those dividends must come from -its subsidiaries in the form of
dividends paid to the American Company. Virtually all of those dividends were
paid out of earnings subject to State and local income taxes. -

If the American Company were required to pay State and local income taxes
on dividends paid to it by its subsidiaries, the tax burden on the American Coln-
pany would be increased many fold and result in tens of millions of dollars of
additional tax. Most States recognize the discriminatory and multiple burden
aspects ot taxing intercorporate dividends and follow the Internal Revenue Code
treatment of dividends received by a corporation.

Today there exists an effort on the part of a number of State tax administrators
to reverse the traditional approach to the taxation of dividend income (the
traditional approach is that such income is subject to tax only in the State of
commercial domicile of the recipient corporation), and supplant it with a concept
that dividend income should be subjected to tax in each State in which the
recipient corporation conducts its own business operations. This is accomplished
by including dividend income in business income to be apportioned by means of a
formula. Of course, the State in which a corporation has its commercial domicile
would be able to tax only so much of the corporation's dividend income as its
business activities in the Atate would permit under the apportionment formula.

This effort is being pursued in proposals for Federal legislation supported by
some State tax administrators, and this endeavor will have a significant impact
on State taxation of interstate commerce. In our opinion, the failure of Federal
legislation to exclude intercorporate dividends received from a subsidiary from
income attributable to a taxing jurisdiction so that all intercorporate dividends
are exposed to tax in the States in which the recipient of the dividends conducts its
business will cause more and more States to ignore the inequity and discrimination
inherent in the taxation of intercorpiorate dividends in favor of tapping new revenue
sources which fall but lightly on their own residents.

Another recent trend that makes the problem of interCorporate dividend taxation
one demanding the attention of the Congress is the increase in the number of
local units of government resorting to income taxes a a means of raising needed
revenues. A net income tax on intercorporate dividends at the sub-state level of
government simply adds another layer of multiple taxation for an affiliated group
of corporations.

A tax on intercorporate dividends is both unfair and discriminatorry. This is
particularly true with respect to a tax on dividends received from a subsidiary
corporation. It applies only to businesses that must operate through subsidiaries.
The problem is aggravated where the parent corporation of an affiliated group
conducts business operations in a number of States and is unable to avoid such
multiple taxation even through the State in which the parent has its commercial
domicile would not tax dividends received from subsidiaries.

The Bell System represents a relatively simple corporate organization con-
sidering its size and the complexity of its operations. Our experience over many
years clearly shows that separate operating telephone companies, each resl)onsible
for providing telecommunications services in a particular area, are necessary for
the furnishing of the highest grade of service and result in many benefits to the
users of the service. This is due primarily to the local nature of the services
furnished (most of the 410 million conversations transmitted each business day are
local calls), comprehensive regulation by State and local regulatory agencies and
the size and complexity of the business operations of the telephone coml)anies.
A majority of the members of each company's Board of l)irectors is composed of
outstanding persons in the fields of business and finance who are knowledgeable
as to the local conditions in the operating territory of the company on whose Board
they serve. The distinctly different nature of the business of Western Electric,
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which manufactures and supplies equipment for the Bell System and does work for
the United States Government, its size and the complexity of its operations
account for its separate corporate existence. Also, the existence of separate corpora-
tions provides the needed flexibility in financing the large amounts of capital
required for continued growth of the Bell System. The 1973 construction program
will require $4 billion in new money, approximately three-quarters of which will
be raised through debt issues of the operating telephone companies. Moreover,
because of legal, operational or other business needs, many other industries also
have no choice but to operate through subsidiaries.

The treatment of intercorporate dividends at the Federal level is instructive of
the policy considerations involved. Until the enactment of the Revenue Act of
1935, dividends received from domestic corporations which were subject to the
tax imposed on corporations were fully deductible from taxable income. The
1935 Revenue Act reduced the deduction to 90% and the 1936 Revenue Act
changed the deduction to a credit equal to 85% of the amount of dividends
received.

The reason for the reduction in the amount of dividends excluded from taxable
income was to prevent avoidance of the graduated tax through the device of
numerous subsidiaries or affiliates, each of which might technically qualify as a
small concern even though all were in fact operated as a single organization. We
might note that somewhat ironically the rationale for a graduated tax as stated
in the message of the President to the Finance Committee was based on the
advantages and protections conferred by the Federal Government and included
the protection from State taxation of interstate commerce. It is described in the
following passage from the message:

"But perhaps the most important advantages, such as the carrying on of
business between two or more States, are derived through the Federal Gov-
ernment-great corporations are protected in a considerable measure from
the taxing power and the regulatory power of the States by virtue of the
interstate character of their business. As the profit to such a corporation
increases, so the value of its advantages and protections increases." (Senate
Report No. 1240, 74th Cong., 1st Sess., 1935)

The tax on intercorporate dividends took the place of the tax on consolidated
returns as such returns were prohibited after 1935 except with respect to railroads.
The Revenue Act of 1942 made consolidated returns generally available at the
option of taxpayers and reinstated the surtax on such returns.

The Revenue Act of 1964 revised the provisions of the Internal Revenue Code
with respect to multiple surtax exemptions and the filing of consolidated returns
in order to encourage the treatment of commonly controlled corporations as an
economic unit for purposes of taxation. The Congress recognized that some cor-
porations meeting the test of common ownership required for the filing of a con-
solidated return would not, or for one reason or another could not, file a
consolidated return but would be willing to forego the benefit of multiple surtax
exemptions if intercorporate dividends could be deducted from taxable income.
For this reason, a 100% deduction for dividends received from domestic subsidiary
corporations was included in the Act. The Report of the Committee on Finance
contains a quotation from a letter of the Secretary of the Treasury which explains
the reason for the President's recommendation with respect to taxation of sub-
sidiary dividends. It states:

"This amendment is designed to facilitate the adjustment to the elimina-
tion of multiple surtax exemptions in cases where the affiliated group does not,
or cannot, file consolidated returns, but would recognize that the earnings
of an 80-percent-owned operating subsidiary are more directly the earnings
of the parent than is the case where one corporation merely derives investment
income from an unrelated corporation." (Senate Report No. 830, 88th Cong.,
2d Sess., 1964)

Statements of persons supporting this portion of the President's tax recommen-
dations cite the need to encourage the free flow of funds between parent and
subsidiary and the desirability of removing the need to keel) the capital-to-debt
ratio of a subsidiary as low as possible in order to avoid excessive taxes.

We believe that the policy recommendations which underlie the treatment of
dividends received at the Federal level are equally applicable to the treatment of
dividends received at the State level. State corporate net income tax laws generally
contain flat rates or rates that have little graduation so that it would be imprac-
tical for an interstate business to create multiple corporate entities simply to take
advantage of graduated tax rates in a State in which it conducts some of its
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business activities. If graduated rates present a problem for a State with respect
to affiliated corporations, it can be resolved in a more appropriate manner than
by taxing intercorporate dividends. It is instructive to note that no State which
taxes intercorpiorate dividends makes any atteml)t to relate the tax to a potential
advantage for multiple corporations under its graduated tax rates. We suggest
that it is against the national interest for States to iml)ose a burdensome tax on
businesses which operate through separate corporate entities, thereby creating
the very problems for such a business that the Federal tax law is designed to
alleviate. In our situation, such a tax will either be recovered from customers for
telephone service as an additional expense of furnishing the service or through the
added cost of attracting the large amounts of additional capital needed for future
growth in our l)usines. in order to maintain a high quality of service. In our
opinion, it is not proper to burden users of telephone service with excessive taxes
that are not related to the ability to pay or benefits received.

Therefore, we urge the Congress to adopt the approach followed by S. 1245 or
S. 2092 to State and local txation of intercorporate dividends which excludes
dividends received from a subsidiary from income attributable to a taxing
jurisdiction.

Some State tax administrators may suggest that the right to file consolidated
State income tax returns in which subsidiary dividends are eliminated sufficiently
protects a multicorporate enterprise from excessive taxation. There are, however,
wholly different policy considerations involved with respect to consolidated returns.
Consolidated State income tax returns extend beyond the geographical boundaries
of a State to include corporations which are not doing business within its borders.
This raises a jurisdictional question and results in a shifting of income between
States in which the affiliated corporations conduct their business operations. This
shifting effect adds a dimension of complexity to consolidation at the Federal level
where the elimination of intercorporate transactions and the offsetting of losses
of one corporation against the net income of another are involved. Consolidated
returtis have had varied history in Federal tax law; at one time being mandatory,
at another prohibited and at yet another optional with the taxpayer. When, in
1921, it was recommended that consolidated Federal income tax returns be made
permissive at the option of an affiliated group, the Senate Finance Committee
stated:

"Under existing law affiliated corporations are required to make con-
solidated returns. Owing to the complexity of the consolidated return in
certain instances, the corporations affected would prefer not to make such
consolidated returns ... ." (Senate Finance Committee, Inzternal Reveme Bill
of 1921, 67th Cong., 1st Sess., Report No. 275, p. 20)

There are a number of reasons why the American Company does not recommend
consolidated State income tax returns as a solution to the problem of duplicative
taxation with respect to intercorp(rate dividends from subsidiaries. Because of
the shifting effect heretofore described, consolidated State returns are not con-
sidered a)pro)riate for regulated intrastate utilities. The complexity of such re-
turns would add significantly to compliance costs. Consolidated State returns
raise questions regarding jurisdiction. S. 1245 permits consolidated returns only in
special situations for the reason, among others, that most States do not permit, or
require consolidated returns generally, and a radical departure from common
practice may seriously affect the revenue systems of a great many States.
(B) Specific allocation of taxable dividends to State of taxpayer's catnmercial domicile

If any dividends received by a corporation are taxed, such taxable dividends
should be assigned to the State in which the recipient corporation maintains its
commercial domicile. There are several reasons why we favor this attribution of
dividend income other than the previously stated concern that apportionment
will encourage taxation of certain intercorp(orate dividends that should be excluded
from the tax base. Dividends received by the American Company are lrinmarily
from its subsidiaries. Tne remainder (about 0.5%) are from other comnmnications
carriers in which the American Company owns a 50 percent or less interest. These
latter investments are held by the American Company at its headquarters in New
York and are rarely bought or sold by it on the open market. The holding of these
investments is the function of the General Department of the American Company.
In contrast to the Long Lines Department, the General Department occupies and
uses very little real and tangible personal property, which is principally located in
New York, and has relatively few employees, most of whom work at the head-
quarters of the American Company in New York. Its gross receipts consist pri-
marily of dividends from the investments described above. It also receives fees.
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from the license contracts which the American Company has entered into with
each of the operating telephone companies, interest on temporary investments of
idle funds and on teml)orary advances to the telephone operating companies and
royalty income from patents.

If dividend income is treated as ordinary )usiness income in Federal legislation
setting the limits on the amount of income attril)utable to a State or political
subdivision, most States would tax dividends received by the American Corpany
on the basis of a formula of real and tangible personal 1)ro)erty, payroll and o)erat-
ing receipts. Such a result would be untenable because the real and tangible
prol)erty, the payroll and the receipt of the Long Lines department would domi-
nate the factors of the apportionment formula, and dividend income received by
the American Company is not. generated by any of the real or tangible ass(,ts of
the Long Lines department , or by employees of the Long Lines department, and
bears no relation to the amount of telephone services furnished in a State by the
Long Lines Department. The lack of congruence between the dividend income and
the factors of the apportionment formula also raises a Constitutional issue.

The only State which can lay claim to the dividends received by a corporation
with any foundation in economic fact, is the State in which its commercial domicile
is located. If the limit on income attributable to a taxing jurisdiction is set by
assigning all income by means of a formula, then the State in which a taxpayer
has its commercial domicile will not be able to assign to itself all taxable dividends
received by a taxpayer. If the Congress considers certain dividends a fit subject
for taxation by the States, we see no reason why the State in which the company
maintains its headquarters and domicile should be restricted from taxing those
dividends.

The taxation of dividends coupled with their apportionmentI by formula to the
States in which the recipient corporation does business creates unsound business
practices to which the taxpayer must resort in order to avoid burdensome taxation.
t may be necessary to do business in a State through a subsidiary rather than the

parent if that. State taxes dividends and requires an out-of-state corl)(ration to
apportion its dividend income on the basis of a formula. A multicorporate business
may refrain from entering a State because it taxes dividends when wise business
judgment would dictate otherwise excel)t for the additional tax )urden. Also, a
business will do all in its power to reduce its factors in a State that not only taxes
its business income but its dividend income as well.

Therefore, direct allocation of dividend income to the State in which the recipient
corporation maintains its commercial domicile is the more reasonable and perhaps
the only proper method o f assigning such income, and direct allocation is the
method used by most States today.

INVESTMENTS IN SUBSIDIARIES

The capital invested in a business enterprise is not increased merely because
that enterprise is made up of a number of corporations rather than a single
corporation. It is duplicative taxation to tax the capital of a subsidiary corpora-
tion and then tax that part of the capital of its parent which consists of the
parent's investment, in the subsidiary corporation. A number of State laws now
exclude investments in subsidiaries from their capital stock tax bases. In at least
one instance where an exclusion was not contained in the law, the State supreme
court sanctioned a multiform method of reporting which separated the holding
company activities of the parent corporation from its operating activities in order
to avoid what, it considered an unconstitutional result. This approach is somewhat
akin to specific allocation of dividend income for income tax purposes. It is a far
less desirable solution to the problem of duplicative capital stock taxation than
excluding investments in subsidiaries from the tax base. In addition, if invest-
ments in equity securities and debt obligations of subsidiaries are retained in the
capital stock tax base of the American Company, the factors of the apportionment
formula will have no rational relationship to those items in the tax base. This
situation will give rise to a Constitutional question. Consolidated returns may
represent a possible solution to the problemm but the same difficulties are involved
in filing a consolidated capital stock tax return as there are in filing consolidated
income tax returns.

Therefore, the American Company urges that investments in and advancements
to subsidiaries be excluded from the tax base in the provisions of any Federal bill
defining the maximum capital attributable to a taxing jurisdiction.
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IVINS, PHILLIPS & BARKER,

Washington, D.C., September 28, 1973.
OFFICE OF CHIEF COUNSEL,

Senate Finance Committee's Subcommittee on State Taxation of Interstate Commerce,
Dirksen Senate Office Building, Washington, D.C.

GENTLEMEN: On behalf of H1. J. Heinz Company, of Pittsburgh, Pennsylvania,
we submit the following comments for consideration by the Subcommittee on
State Taxation of Interstate Commerce in connection with its deliberations on
S. 1245 and S. 2092.

Federal legislation that would provide uniform rules for taxation by states and
local governments of businesses operating in interstate commerce is urgently
needed to prevent double taxation of multistate businesses. The following coin-
ments will be confined to a discussion of two specific inequitable aspects of state
taxation of interstate commerce of special concern to Heinz, namely, (1) the ability
of states to require consolidation or "combined reporting" by affiliated corpora-
tions and (2) the ability of states to tax intercorporate dividends. Both S. 1245
and §. 2092 contain provisions that would effectively eliminate the current in-
equities resulting from the present nonuniform and, in some cases, grossly in-
equitable state laws in these areas.

I. CONSOLIDATION OR COMBINED REPORTING OF "UNITARY BUSINESSES"

The aspect of state taxation of interstate commerce of greatest concern to Heinz
is the current application by a few states of the so-called "unitary business"
doctrine to multi-corporate enterprises. It is well established that in appropriate
cases the business of a single corporation may be treated as unitary in nature and
that the total income of such a corporation may properly be apportioned under a
formula that fairly attributes a proportionate part of the corporation's income to a
particular state. When applied in a multi-corporate setting, however, the unitary
business doctrine of combined reporting requires that a corporation with a business
location in the state include in its apportionable tax base not only the entire income
of such corporation, but also the income of such of its out-of-state affiliates as are
found by the state to participate with the corporation in a single business unit.

This broad approach to corporate taxation can in effect result in taxation by a
state of the income of corporations that have no real contact with the state and,
since it. is not applied by all states, can result in more than 100% of a company's
income ing subjected to state taxation. And as it has been interpreted by a few
states, such as California and Oregon, the unitary business concept can result in
the income (if foreign affiliates being included in the apportionable tax base of a
corporation with a business location in the state, even though the activities in
the state in no way contribute to the earning of such foreign income. The experi-
ence of I1ein'z in ihe States of California and Oregon clearly illustrates the in-
equitie.s encountered when the unitary business concept of taxation is applied on
a worldwide basis.

Heinz is a Pennsylvania corporation engaged primarily in the manufacture,
packaging and sale of an extensive line of food products within the United States.
t owns and operates eleven factories in this country, two of which are located in

California and one of which is located in Oregon. Heinz's wholly owned subsidiary,
Star-Kist Foods, Inc., a major canner of tuna and various other fish products at
Terminal Island, California, is a California corporation with fish processing
subsidiaries in Peru, Santo and Puerto Rico. Heinz acquired ownership of all the
stock of Star-Kist in 1963. Since 1918, foreign subsidiaries of Heinz have manu-
factured and sold food products in many of the major world markets outside the
United States. The bulk of such foreign sales in recent years have been handled
by Australian, British, Canadian, Iutch and Venezuelan subsidiaries of Heinz,
each of which has substantial processing and distribution facilities.

Both Star-Kist and the foreign subsidiaries of Heinz are operated in an inde-
pendent and autonomous manner, and the activities of Heinz in California do not
in any significant way contribute to the operations of its various subsidiaries.
The foreign subsidiaries of Heinz purchase their own raw materials, manufacture
their own products, make the great preponderance of management decisions
tailor make products for their individual cultures, do their own adverstsing and
selling (with certain limited exceptions, e.g., Heinz will sell foreign goods for a
certain Western Hemisphere export area in return for an arm's length sales com-
mission), have their accounting and legal work done by local professionals, handle
their insurance on the local level, and, for the most part., provide their own
working capital.
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For franchise tax purposes, California law requires a corporation subject to
California franchise tax to include in its apportionable tax base the income of
those out-of-state affiliates of the corporation that participate with it in a unitary
business. Heinz has consistently calculated its California franchise tax on the
theory that, its entire United States operations constitute a single unitary business.
For the fiscal year 1960 and for all subsequent years for which the tax returns of
-leinz have been audited, California franchise tax authorities have taken the

erroneous position, which Heinz is litigating on both factual and constitutional
grounds, that all foreign subsidiaries of Heinz should be combined with the
United States operations of Heinz on a unitary business basis for the purpose of
computing the combined corporate income apportionable to California. California
has also included the income of Star-Kist and its foreign subsidaries in Heinz's
apportionable tax base for taxable years after 1963.

In the judgment of Heinz, California attempts to treat worldwide Heinz opera-
tions as a unitary business only because during the past decade the foreign sub-
sidiaries of Heinz have generally been relatively more profitable than the domestic
)perations of Heinz. In any event, the effect of such an approach is to increase

greatly the taxable income of Heinz for purposes of the California franchise tax.
Oregon taxing authorities have also aggressively applied the unitary business

concept to Heinz and its foreign subsidiaries to compute the liability of Hein% for
Oregon income taxes during fiscal years 1966-1968. It iN anticipated that Oregon
will adopt the same approach in audits of tax returns for all years subsequent to
1968. Heinz is also contesting the position taken by Oregon.

Federal legislation is urgently needed to prohibit states such as California
and Oregon from including the income (and payroll, property and sales) of
foreign corporations (and domestic corporations operating almost exclusively
al)road and not otherwise subject to a state's taxing jurisdiction) in the apportion-
able tax bases of companies such as Heinz through the guise of the unitary business
concept of taxation. Application by a state of the unitary business concept on a
worldwide level results in the inclusion in the apportionable tax base of income
that is not even included in the determination of the federal income tax imposed
by the United States. Such a practice conflicts directly with international tax
policies of the federal government, as expressed in our federal income tax laws,
which are designed to prevent double taxation of multi-national corporations.

The draftsmen of both S. 1245 and S. 2092 recognize that in order to avoid
double taxation, states must be prohibited from applying the unitary business
concept on a worldwide basis. S. 1245 would prohibit a state from requiring a
corporation subject to its taxing jurisdiction to "combine" or "consolidate"
its comee with either (1) any corporation incorporated outside the United
States, or (2) any domestic corporation that derives 50% or more of its ordinary
gross income from "sources without the United States," as that term is defined
for federal income tax purposes. In addition, S. 1245 would expressly exclude
from apportionable income all income from sources without the United States.
S. 2092 would also prohibit consolidation or combined reporting between do-
mestic corporations and Western Hemisphere Trade Corporations, possessions
companies, China Trade Act Corporations and corporations which derive 90%
or more of their income from sources without the United States, as determined
by application of the three-factor apportionment formula contained in S. 2092.
Additionally, S. 2092 would expressly exclude from apportionable income all
income from controlled foreign corporations taxable to United States shareholders
under section 951(a) (1) of the Internal Revenue Code ("Subpart F Income").

In general, Heinz prefers the provisions dealing with foreign income contained
in S. 1245 to those contained in S. 2092. S. 1245 is intended to prohibit consolida-
tion of foreign source income on a broader scale than S. 2092. Heinz wishes to
emphasize, however, that in spite of the fact that it considers the proposed
provisions contained in S. 1245 with respect to consolidation preferable to those
contained in S. 2092, it would welcome the enactment of a uniform federal law
that contained consolidation provisions similar to those contained in S. 2092.

II. STATE TAXATION OF INTERCORPORATE DIVIDENDS

Another aspect of state taxation of interstate commerce that has proved
especially troublesome to Heinz is the double taxation that results from the
current practice of those few states that include dividend income in the appor-
tiona)le tax base of corporations subject to their taxing jurisdiction. In addition,
some states indirectly tax dividend income through the so-called "interest offset
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provision." Again, a description of the inequitable state- practices to which
Heinz is currently being subjected will serve to illustrate the urgent need for a
uniform rule with respect to state taxation of intercorporate dividends.

As a part of its overall operations, Heinz is engagedin the State of Michigan
almost exclusively in the marketing of food products. It also makes periodic
purchases of agicultural products in the state, and operates a small plant located
in Holland, Michigan, principally for the processing and packaging of pickles.
As a result of its business activities in the state, Heinz is subject to Michigan
income tax. In an audit of the state income tax returns of Heinz for the fiscal years
from January 1, 1968 to April 30, 1970, the Michigan taxing authorities included
in its apportionable business income dividends in the amount of $24,358,663
received by Heinz during such period from its foreign subsidiaries on the theory
that dividend income from foreign subsidiaries is business income subject to appor-
tionment among the states. Heinz is currently litigating such determination.

California is another example of inequitable treatment of dividends received by
Heinz from its foreign subsidiaries. California does not include dividends received
by a corporation subject to its taxing jurisdiction in such corporation's apportion-
able tax base. However, California indirectly attempts to tax dividends received
by Heinz from its subsidiaries by offsetting apportionable interest expense against
nonapportionable dividend income. Heinz is also currently litigating this so-called
"interest offset provision" of California law.

The draftsmen of both S. 1245 and S. 2092 recognize that dividend income re-
ceived from both domestic and foreign sources by a multistate corporation with a
business location within a particular state is completely unrelated to the business
activities of the corporation in that state. Accordingly, both bills would in effect
provide that dividend income be excluded from a taxpayer's apportionable income
tax base. In addition, both bills would prohibit the indirect inclusion of dividends
in the apportionable tax base through use of the "ititerest offset provision"described above.

Both bills would also prohibit the state of domicile from taxing intercorporate
dividends received from affiliated companies. It is well recognized that double
taxation results from the taxation of profits in a subsidiary corporation and the
subsequent taxation of dividends from those profits when they are paid to the
parent corporation. In recognition of the clear inequity of taxing both corporate
profits and corporate dividends received, the federal government and numerous
states have granted relief by giving full or partial exclusions or deductions for
domestic intercorporate dividends received. In addition, the federal government
allows a foreign tax credit for dividends received from a 10% or more owned
foreign affiliate. Many states, however, have not enacted legislation that would
prevent double taxation in this area and for this reason federal legislation on the
subject is appropriate and necessary.

Under S. 1245, both dividends from foreign corporations (including the gross-
up element) and dividends from corporations in which the taxpayer owns 50% or
more of the voting stock are not taxable in any state. S. 2092 contains helpful but
more limited provisions. It would exempt from taxation in any state dividends
from corporations in which the taxpayer owns 80% or more of the voting stock.
Although S. 1245 provides a more inclusive solution to the problem of double taxa-
tion in the intercompany dividend area, enactment of the provisions of S. 2092
would greatly alleviate the potential for double taxation o intercorporate divi-
dends.

III. CONCLUSION

Heinz strongly urges the Subcommittee to report favorably legislation that
would adequately deal with the two major problems Heinz has encountered in the
area of state taxation of interstate commerce. Solutions to these problems are
contained in both S. 1245 and 2092. Although Heinz generally prefers the pro-
visions contained in S. 1245 to those contained in S. 2092, it considers S. 2092
adequate to deal with the pressing problems resulting from attempts by the states
to tax foreign source income and intercorporate dividends from affiliates. Re-
gardiess of whatever action that might be taken on other aspects of state taxation
of interstate commerce by this Subcommittee, Heinz reiterates the pressing need
for uniform federal legislation in these two areas.

If the Subcommittee should decide to recommend enactment of S. 1245. section
522 thereof should be amended to expressly include "Subpart F income in the
definition of income from sources without the United States. Such an amendment is
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necessary because Subpart F income is not expressly included in the definition of
foreign source income contained in section 862 of the Internal Revenue Code.

Very truly yours, JAY W. GLASMANN.

STATEMENT PRESENTED BY JOHN S. NOLAN, ATTORNEY, MILLER & CHEVALIER

EXTENSION OF THE CALIFORNIA UNITARY BUSINESS CONCEPT FOR TAXATION TO
FOREIGN-BASED MULTI-CORPORATE GROUPS

Recent efforts by the State of California to extend their unitary business con-
cept to tax an allocated portion of the worldwide income of foreign-based multi-
corporate groups raises anew the familiar conflicts between the power of the
states to tax on the one hand and the Constitutional prohibitions on undue inter-
ference with interstate or foreign commerce and denials of due process on the
other hand. Congress has enacted no legislation of significance to limit the power
of the states to tax foreign or interstate commerce, or to limit the jurisdictional
reach of the state taxing power on due process grounds, and the limitations which
exist derive from a long line of Supreme Court decisions.

Historical Development
As indicated, the due process clause raises the question whether there is ade-

quate jurisdiction to tax. It requires an examination of the connections between
a taxpayer and a state. It will ordinarily be satisfied in those instances where a
state provides benefits or services sufficient to permit the state to ask for some-
thing in return.

The interstate commerce clause addresses itself to a reconciliation of the conpet-
ing demands of the state and national interests concerned. Various tests have
evolved in applying the commerce clause. Under one test, if a state tax consti-
tuted a direct burden on interstate commerce it was held invalid while if a tax
constituted an indirect burden it was not invalid. A second test was the multiple
taxation doctrine: if a state tax subjected a taxpayer to a risk of multiple taxation,
the tax would be invalid. A state could not discriminate against interstate coin-
merce and in favor of local business. The objective in all cases was to avoid an
undue burden on interstate commerce.

The unitary business concept was one of the means of accommodating the con-
flicting interests of the state and federal governments. It had its origin in the ad
valorem taxation of railroad companies. In the last half of the nineteenth century,
the railroads were the largest industrial organizations, particularly as a group.
The states wished to reach and assess for ad valorem tax purposes some of the
wealth of the railroads beyond the bare value of the tracks and ties permanently
located within the state. The method devised was to determine the entire valua-
tion of the company and then to allocate to the taxing state the proportion of
such valuation that the track mileage of the company within the state bore to
track mileage of the company everywhere.This practice was upheld by the Supreme
Court in numerous instances, first with respect to railroads, and later with respect
to telegraph, telephone, and express companies. The Court permitted the com-
panies to be valued as a unit because it saw a unity in the use of the entire property
or a common specific purpose. See Adams Express Co. v. Ohio, 165 U.S. 194 (1897).

The unitary rule was not of unlimited scope. The Court described the requisite
unity as being something more than a mere unity of ownership. The unity had
to arise from the character and necessities of the business. The states were not
permitted to include within the property to be valued under the unitary rule any
property not connected with the unitary business. Fargo v. Hart, 193 U.S. 490
(1904). The states were also prevented from applying the unitary rule in situations
where its use would plainly result in an unjustified increase in the tax imposed
by the states. Wallace v. Hines, 253 U.S. 66 (1920).

Eventually, the unitary business concept was extended to a franchise tax
measured by net income. Underwood Typewriter Co. v. Chamberlain, 254 U.S. 113
(1920). The result was that where a taxpayer was doing business in more than
one state, the income taxable by each state would not be determined by a separate
accounting on the books of the taxpayer for the activities engaged in within the
state, but would instead by determined by allocating a portion of the entire net
income of the taxpayer to the state on some formula basis.
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The use of formulas to apportion entire net income is now widespread and widely
accepted. While imperfect, the use of a formula is more likely to result in an ap-
propriate allocation of the entire net income of a unitary business to an individual
state than other methods of allocation. The typical formula is a three factor (prop-
erty, payroll, and receipt) formula which measures the ratio of the in-state
amount of these factors to the total amounts.

California has been the leading proponent of the unitary business concept. The
State had won a signal victory in the leading case of Butler Brothers v. McColgan,
17 C. 2d 664, 111 P. 2d 334 (1941); aff'd 315 U.S. 501 (1942). In that case, the
California Supreme Court established a test for determining the unitary nature
of a business which looks for the following circumstances: "(1) unity of owner-
ship; (2) unity of operation as evidenced by central purchasing, advertising
accounting and management divisions; and (3) unity of use in its centralized
-executive force and general system of operation. . . .'". It subsequently extended
the concept to apply to a group of corporations, only one of which did business
within California, engaged in a common business. Edison California ,Mot'es, Inc. v.
Mcolgan, 30 2d 472, 183 P. 2d 16 (1947). The specific situation involved a retail
shoe business conducted through fifteen subsidiary corporations, each located in
a separate state. The situation was one where the economic justification for use
of the unitary business concept was essentially the same as if a single corporation
had engaged in the same activity through branch offices. The California court
permitted the state to allocate a portion of the entire net income of the group
of corporations to the state. In so doing, it set forth a second test for determining
if a business is unitary: "if the operation of the portion of the business done within
the state is dependent upon or contributes to the operation of the business with-
out the state, the operations are unitary".

Ever since the Edison case, California has viewed an affiliated group of corpora-
tions connected by more than 50 percent stock ownership as being no different
for purposes of applying the unitary concept than a single corporate taxpayer
which has no affiliations. The state courts have been moderately concerned with
the jurisdictional problems involved in including within the measure of a tax the
Income of corporations which are not doing business or qualified to do business
within the state. They overcome their concern by rationalizing that the return
required to be filed by the state is a "combined report" and not a consolidated
return. A combined report is then said to be merely a means of ascertaining the
portion of unitary income arising from sources within the state, which does not
disregard the separate corporate entities. Thus, the total gross income of the
combined group is supposedly not included in the measure of the tax, and the
combined return is said to be the return only of the corporation doing business
within the state and not of the other corporations, whose income is included only
to measure the taxpayer's income apportionable to the state. The tax is thus
supposedly imposed only upon the taxpayer's income and not upon the income of
the other members of the group.

The line of reasoning is highly strained. Under any sort of logical, objective
analysis, it is the group whose income is being apportioned and not a separate
taxpayer's income. While only the taxpayer can be made liable for payment of
the tax, it is in substance the group which is being taxed. Examples can be found
where the portion of the combined net income proposed to be allocated to the
state greatly exceeds the portion of the taxpayer s actual income, much less that
part which could reasonably be viewed as attributable to sources within the state
after every possible adjustment of income and expense allocations to an "arm's
length" basis.

Furthermore, while unity of use and operation, or dependency on contribution
between in-state and out-state business is theoretically required, California in
fact seems to require little more than the normal attributes of common ownership.

Extension To Foreign-Based Corporate Groups-Constitutionality
California has recently made public its intention to apply its unitary business

concept to worldwide groups. It has in the past, although not always successfully,
included the income of some foreign members of affiliated groups based in the
United States within the combined net income of the group where it has been
able to find some contributing links. This latest change, however is designed to
reach the combined net income of foreign-based affiliated groups. ThIus, the income
of a foreign parent and all of its foreign subsidiaries will be combined with the
income of its United States subsidiary in determining the liability of the United
States subsidiary for state income tax (or franchise tax based on income).
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Such action by the state may well violate the due process clause of the Four-
teenth Amendment to the Constitution. The state would not in fact be making an
effort to determine the portion of the income of the domestic subsidiary attribut-
able to sources within the state, as the unitary rule is intended to accomplish.
It would instead be making an effort to determine the portion of the foreign
parent's consolidated net income that can be allocated to the state under the
rules developed for allocating the income of donestic corporations among the
states. Oregon is the only other state that has made a real effort to apply the
unitary concept to multicorporate groups in a manner similar to California. The
failure, of the other states to move in this direction is probably indicative of their
concern with the constitutionality of such a method of taxing interstate and
foreign commerce.

The accepted bases for jurisdiction to tax under the due process clause are
residence, citizenship or place of incorporation, source of income, location of
mind and management (a substitute corporate citizenship test), and, to some
degree, control and ownership (by a resident or citizen) of an income producing
entity. Taxation by a state based on income of a foreign non-resident parent
company from outside the U.S. which is owned and controlled by non-U.S.
shareholders living outside the U.S. is beyond accepted bounds of jurisdiction.
Taxation of a controlled subsidiary's income as the parent's where the parent is
a resident domestic company is closer to internationally accepted jurisdictional
standards and is, therefore, distinguishable.

A state may not tax a foreign parent and its foreign subsidiaries merely because
such parent has a domestic subsidiary which does business within the state. There
are no connections between the state and the foreign parent. The state does not
provide the foreign parent with services or benefits for which the state can ask
something in return. There is no substance in the position that although the state
is using the income of the foreign parent to measure the tax it imposes, it is not
taxing the foreign parent but is merely determining more accurately the tax of
its domestic subsidiary. The effect of California's approach is to tax the parent
company's income; it does not establish the effect of wholly independent dealing,
which is all the state can constitutionally seek to approximate. Such an extra-
territorial reach is a violation of the Due Process Clause. Such action would
open up a frightening new dimension to international double taxation and is con-
trary to accepted international Standards for avoiding such effects. (See Art. 7
and 9 of OEEC Model Income Tax Treaty.)

The proposed California action also violates the commerce clause of the Con-
stitution. Among those powers delegated to the United States was the power to
regulate commerce with foreign nations. U.S. Const., Art. I, Sec. 8, Cl. 3. Cali-
fornia would impose its taxing system upon foreign corporations that are not doing
business within California and usually not within the United States. This practice
is certain to constitute a burden on foreign commerce. If the practice spreads to
other states the burden will surely become an undue burden.

The Supreme Court's acceptance of income apportionment is based on the
concept that the apportionment fairly reflects the income earned in the several
states. Where allocation factors are used which do not fairly represent the earn-
ing power of the business, or assets and income are included which are not part
of the business, there is a violation of the Constitution. The use of property,
labor, and the amount of sales activity are major factors in the earning of income.
The use of (apportionment) factors such as the cost of the property, dollar antount
of payroll, and dollar amount of sales where all of the States are within the same
economic system and, hence, the factors used are, in effect, homogeneous is reason-
able. It is quite another matter, however, to use factors such as the cost of property
and wagelevels on different continents, and in entirely different economies, as
coequal measures of income producing activity.

For example, wage levels are considerably lower in Japan, Italy, or almost any
other country, than in the United States for the same work. In 1969, the cost of
engineering work in Japan was only 70% of that in the U.S. (England was 75%,
Holland 80%, France 90%). In 1972, the cost of skilled construction labor in
Japan was approximately $14 per day including social charges. In Argentina, the
cost was $7 per day. In England, it was $10 per day, In the United States, the
cost is about $25 per day. An apportionment system which allocated twice as
much income to California (U.S.) than to Japan because it costs twice as much to
do the job in California produces a grossly distorted result. The income is not
properly apportioned to local activities.
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The same type disparity exists as the cost of plant or property. For example, it
would have cost $244 million in California in 1960 to build an oil refinery to pro-
'duce 125,000 barrels per day; the cost of the same refinery in Germany, however,
would have been only about $190 million. Similarly in 1964-70, the average in-
vestment needed to provide employment to one person in the rubber industry in
the U.S. was $137,000 while an average of only $58,000 was required outside the
U.S.

An apportionment of worldwide income based on property and payroll could
never, under these circumstances, properly apportion the income to the local ac-
tivities which produced it.

A second major reason why apportionment of worldwide income does not
result in fairly reflecting the income earned in California is the unusual manner in
which some industries are taxed by other countries. California would attempt to
allocate worldwide before-tax income, but in the case of the oil industry, for
example, the oil producing countries often impose levels of taxation which are
substantially higher than that imposed by the U.S. or other industrialized
countries.

California's use of revenues before tax in these situations would produce a
major distortion of economic income as a vastly greater amount of income would
be deemed to arise from foreign operations than actually could be retained by
the producer.Thus, California's proposed action will result in an undue burden on foreign

commerce which is direct and immediate, violating the Commerce clause of the
Constitution. If left unchecked, the burden on foreign-based corporate groups
will multiply as additional states follow the California lead. The allocation pro-
posed by California could allocate an amount of income to California in excess of
the total net income of the domestic subsidiary doing business in California. In
any event, the foreign-based group will be subjected to unreasonable requirements
for record-keeping and financial disclosure so that California may administer its
concept. A U.S. parent is already technically obligated to keep records as to its
subsidiaries on a U.S. tax basis. A foreign-based company, however, has no reason
or obligation to maintain records based on U.S. rules, and the bulk of its activity
is outside the U.S. Hence, the additional mechanics of compliance would be a
far heavier burden on the foreign-based company.
Other Considerations

The California proposal is completely inconsistent with the fiscal policies of the
Federal Government. The United States has at the present time a serious balance
of payments problem. Every effort is being made to attract foreign capital to the
United States to alleviate the imbalance. If the states pursue taxing policies that
are discriminatory or unreasonably burdensome to foreign-owned companies,
foreign capital will not be attracted. A foreign parent's investment in the U.S.
which resulted in the inclusion of worldwide activities in the local tax base would
be abhorrent to most foreign-based companies. They simply will not comprehend
any basis for California's action because it is contrary to all international tax
norms. They certainly will be unwilling to provide California with financial
information as to their operations outside the United States.

The Treaties of Friendship, Commerce, and Navigation between the U.S. and
many foreign countries require fair and equitable treatment and freedom of
commerce and prohibit unreasonable measures impairing rights or interests of
parent companies. The California action is contrary to this statement of policy.

The proposed California practice is also inharmonious with United States
tax policies. The United States does not tax the income of foreign corporations
that are not engaged in trade or business within the United States except for
fixed or determinable annual or periodical income received from sources within
the United States. The United States does tax the income of a domestic subsidiary
of a foreign parent. All of the domestic subsidiary's income would be subject to
tax just as would the income of any other domestic corporation. In any case where
it appears that the income of the domestic subsidiary is understated because of
the method of accounting for intercompany transactions between it and the
foreign parent or other subsidiaries of the parent, the United States makes ad-
justments to the income of the domestic subsidiary to place it on a parity with
an uncontrolled party dealing at arm's length with another uncontrolled party.
These same adjustments could be made by the states as well to ensure them that
the taxable income reported to the state by the domestic subsidiary was not
understated. In fact, most states (including California) require that all audit
adjustments made by the United States be reported to them, after which the
states' taxes are adjusted accordingly.
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Even if the legal and policy objections are overlooked, there is still a serious
question as to the ability of a foreign-based affiliated group to comply with a
taxing system such as that of California. Accounting policies are not uniform
throughout the world. Most other countries do not have the same elaborate
requirements for record keeping and reporting that are common in the United
States. The tax systems of other countries also tend to require less volume of
information than does that of the United States. The information that will be
necessary to file a combined report of, net income for an entire foreign-based
group will thus not be readily available to the extent it relates to the foreign
parent and its foreign subsidiaries. The foreign parent, if it were to fully comply
with California requirements, would be required to adopt a completely different
and probably otherwise useless system of accounting.

Furthermore, as previously suggested, the foreign parent may be unwilling to
supply the information necessary to file a combined return in California even in
cases where the information is available. It is unlikely that there is any way the
state can force a foreign parent to comply if the foreign parent is not doing busi-
ness in the United States. The information would not ordinarily be available
through the domestic subsidiary because it would not be within its knowledge.
Such information as is likely to become available to the state will probably support
nothing better than an arbitrary assessment. State officials have informally in-
dicated that in a situation involving a foreign-based affiliated group, California
would first request the domestic subsidiary to provide a combined return for the
group; if the domestic subsidiary refuses to do so, the state will request the foreign
parent to provide the required information; if the parent refuses, the state will
rely upon whatever information is available in the nature of annual reports to
shareholders and in financial reporters such as Moody's. Once the state makes an
assessment, the taxpayer would have the burden of showing that the assessment
results in extraterritorial values being taxed. This is a difficult burden to carry in
a situation where the rules followed are as theoretical as here.

Finally, some recognition should be given to the probability that some form
of retaliation will eventually occur if the practice adopted by California begins
to be applied to foreign-based groups. In essence a political subdivision of the
United States is stretching its taxing powers outside its borders and even outside
the United States when it resorts to such mechanisms. If other states follow this
lead, retaliation will be very likely. Our own U.S. corporations may then be
required to file a combined report of their worldwide net income with political
subdivisions in every country in which one of their subsidiaries did business.
The disruptive effect that such a situation would have on the progress that has
been made in coming to agreements with other countries to eliminate international
double taxation would be profound. And yet it would seem to be a natural con-
sequence of the practice adopted by California.

FINANCIAL EXECUTIVES INSTITUTE

New York, N. Y., September 27, 1973. _
Re Interstate taxation bills S. 1245 and S. 2092.
Hon. WALTER F. MONDALE,
Chairman, Senate Finance Subcommittee on Taxation of Interstate Commerce, Dirksen

,Senate Office Building, Washington, D.C.
DEAR SENATOR MONDALE: Financial Executives Institute is the recognized

professional organization of financial management in the United States, Canada,
and Puerto Rico. Our membership, which consists of some 8,000 individual mem-
bers, represents a broad cross-section of American business and includes policy-
making executives in the financial function of approximately 4,800 companies.
One of the primary objectives of our organization is to provide a means for the
members to make joint studies and recommendations on matters of broad financial
significance.

The Institute, through its Committee on Taxation and its predecessor National
Committee on State and Local Taxation, has devoted efforts for more than twenty
years on the achievement of uniformity among the States in the taxation of inter-
state commerce. It welcomes the opportunity to submit its views to the Senate
Finance Committee in connection with its consideration of Interstate Taxation
Bills S. 1245 by Senators Abraham A. Ribieoff and Charles McC. Mathias and S.
2092 by Senator Warren G. Magnuson.
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The Institute has long been concerned with the chaotic problems that have
been caused by the lack of uniformity among the States and local communities in
jurisdictional standards, apportionment formulae, etc. On numerous occasions in
the past, the Institute has voiced to the Congress its support of sonic form of
uniformity. It has frequently commented on various proposals at hearings held
on this subject, and has presented its recommendations from a background of
professional experience in practical corporate tax management.

It is our opinion that an Interstate Taxation Act, as presently proposed, subject
to certaiil revisions recommended in this statement, will basically provide impor-
tant and necessary legislation which will aid the conduct of interstate commerce
by the adoption of uniform jurisdictional standards, a uniform income tax base
and a uniform apportionment formula. We therefore support early passage of such
an Act.

FEI supports S. 1245 and believes it is by far the best legislation yet proposed,
but we wish to make certain comments and recommendations designed to bring
the proposed Act into closer conformity with prevailing accepted practices and
point out technical difficulties that would be experienced in the application of
certain of its provisions.

JURISDICTIONAL STANDARD

While Section 101 of Title I of S. 1245 represents a substantial improvement
with respect to the establishment of a uniform jurisdictional standard for the
levying of net income, capital stock and gross receipts taxes, we believe a further
clarification of the term 'solicitation" is required in view of the varying interpre-
tations the States have applied to this term in recent years. An example of the lack
of uniformity in the interpretation and application of this term has been illus-
trated in the conflicting results reached in the cases of Clairol, Inc. v. Director,
Division of Taxation, 57 N.J. 199 (1970) in New Jersey, and Smith, Kline antd
French Laboratories v. State Tax Commission, 80 Ore. Adv. Sh. 785 (1965) in Ore-
gon. On fact patterns not differing substantially from each other, the two courts
reached opposite conclusions with respect to whether or not the taxpayer's activi-
ties came within the statutory exclusion provided for "solicitation".

It is clear from the Congressionp.l committee reports on P.L. 86-272 that Con-
gress intended not only to exempt the actual solicitation of an order by a salesman
but also the activities generally associated with and necessarily attendant thereto.
As the Oregon Supreme Court stated in the Smith, Kline and French case, "these
reports show that Congress intended to exempt not only the specifically described
phase of interstate sales efforts but also all lesser, included phases."

Consequently, we believe it to be in the interest of all business taxpayers to
have this term defined once and for all by Congress with greater specificity to
avoid the increasingly arbitrary applications being made by the States. Such a
definition should include, but not necessarily be limited to, activities such as the
ownership or leasing of salesmen's cars, "detailing" or missionary work, resident
salesmen, the carrying and distribution of point-of-purchase samples and promo-
tional literature, and salesmen's business cards and stationery listing a home tele-
phone and address.

INCOME SUBJECT TO APPORTIONMENT AND ALLOCATION

Of utmost importance is the provision defining apportionable income. Section
207 of the proposed Bill provides that apportionable income means taxable income
as determined under State law, excluding income from outside the United States
and dividends. This does not give effect to longstanding practices in force in
most States, which are supported by a rather extensive body of law, of allocating
separately outside of the apportionment formula, interest, rents, royalties and
capital gains.

The generally established practice today is to distinguish between business
and non-business income, the former being apportionable and the latter being
specifically allocable depending on circumstances. Inherent in this distinction is
the concept that a portion of business income, based on established formula, has
its source in the taxing State and may be subjected to levy there. Business income
generally is defined as that arising from transactions in the regular course of
taxpayer's business, including income from intangible property if the acquisition,
management, and/or disposition of the property constitute integral parts of the
taxpayer's regular trade or business operations. Here, integral is defined as being
essential or necessary. ,
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Non-business income is that derived from sources that ordinarily do not originate
from conduct of a business in a State and is allocated to either the State of com-
mercial domicile or to the State of geographic situs depending on the nature of
the income. Thus, interest, rents, royalties, and capital gains, )eing incidental
income and not integral to the main business operations should not l)e apportioned;
this type income would only be apportioned if the activity that generates it con-
stitutes the principal or regular business of the taxpayer.

We strongly recommend that Section 207 be amended accordingly and that
additional sections be added to the )roposed Act that would insure that only
income earned in the course of a corporation's regular trade or business would
be apl)ortioned.

Allocable income should be allowed to States by specific provisions. We therefore
recommend that the following provisions be adopted which would minimize the
present confusion that now exists between allocable "non-business" income and
'business" income which is apportioned among the States:

1. Rents and royalties from real or tangible personal property
Rents and royalties frin real or tangible personal property should be allocated

to the State where the prol)erty is located or utilized in the State.
The exception that should be made to this general rule for allocating net rents

applies to the renting of real or tangible personal property when this is the "prin-
cipal business" of the taxpayer or the rental of such property is an "integral part"
.of the taxpayer's principal activity,. In these instances, this type of income should
be regarded as "business income" to be apportioned among the States. This is
in accord with present practice under the Uniform Division of Income for Tax
Purposes Act (UDITPA).
R. Gains and losses from sales of assets

In general, gains and losses from sales of real property and tangible personal
property should be allocated to the State where the property is located at the
time of s le and gains and losses from intangible personal property should be
allocated to the State of commercial domicile of the taxpayer.

Here again, an exception should be made to this generalrule when the gain or
loss from the sale, exchange or other disposition of real or tangible or intangible
personal property constitutes "business income" arising from the acquisition,
management and disposition of the prol)erty constituting integral parts of the
taxpayer's regular trade or business operations and to the extent such property
was used in the property factor of the apportionment formula. In such case, the
income should be subject to apportionment.
3. Interest

Ordinarily, interest income should be allocated to the State of commercial
domicile, as in Section 7 of the Uniform Act, except in instances where the interest
is "business income" derived from business activities which constitute integral
arts of the taxpayer's regular trade or business operations, in which case it
should be apportioned among the States.
4. Dividends

We agree with the proposed Act eliminating dividend income from apportion-
ment; it should be allocated to the State of commercial domicile as, in Section 7
of the Uniform Act except for dividends received from affiliated companies which
should be excluded from any tax base.

The elimination of dividends received from affiliates from the tax base recog-
nizes that such income is not appropriately taxed at this point-that to do so
results in multiple taxation. This principle has long been recognized in the Internal
Revenue Code (See. 243) by the 85% dividend received credit. In 1954 the House
Ways and Means Committee considered the complete removal of such dividends
from the tax base, but decided against it because it "is not believed -appropriate
at this time in view of present revenue needs." The 1964 and 1969 Revenue Acts
permit or require 100 Yo exclusion of affiliated dividends under certain circum-
stances. The State treatment of intercorporate dividends is described on pages
266-267 of Volume I of the Report of the Special Subcommittee on Interstate
Taxation (The Willis Subcommittee).

6. Patent and copyright royalties
Patent and copyright royalties should be allocated to the State where utilized

by the payer as in Section 8 of the Uniform Act. Trademarks, licenses and service
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contracts should be added to this category. We do not approve of the "throwback"
or "recapture" provision in Section 8(b) 2 which allocates to the State of the Tax-
payer's commercial domicile if and to the extent that the patent or copyright is
utilized by the payer in a State in which the taxpayer is not taxable.

Items 1 through 5 of the foregoing discussion speak broadly of "business" and
"non-business" income. Controversy is bound to arise as to just when income from
interest, rents, royalties, and capital gains cease to be incidental to the main
business of the taxpayer and become integral parts of its regular trade or business
operations. We suggest that the Act provide for making such determination
based on all facts and circumstances but that in no event shall income be classified
as "business" if it constitutes less than 10% of total gross income.

THE APPORTIONMENT FORMULA

We agree with the three factor formula contained in the proposed Act and believe
it will be acceptable to most of the parties involved in this issue.

PROPERTY FACTOR

We recommend that consideration be given to covering two further areas in the
property factor definition in order to eliminate inconsistencies and disputes cur-
rently experienced in State practices. The two areas are as follows:

1. Consideration should be given to the inclusion in the property factor of U.S.
Government-owned facilities used by a company for the production of income
since its exclusion does not reasonably reflect the property used by it in a par-
ticular State for the production of income. In this connection, we suggest a review
of the California case of McDonnell Douglas Corp. v. Franchise Tax Board (Cali-
fornia Supreme Court, November 4, 1968) which decided in favor of the inclusion
of such property.

2. Some States improperly regard progress payments received under Govern-
ment contracts as offsets to inventories and consequently are excluding such
inventories from the property factor on the premise that title thereto is vested in
the Government. This practice is objectionable since the title vesting is merely a
security title in nature; the contractor is still liable for risk of loss in the event of
theft, destruction of or damage to any such inventories before delivery to and
acceptance by the Government. Moreover, those States that regard title passage
to such inventories as having taken place are taking the inconsistent position that
a sale is not considered to be consummated until the inventories are delivered to
and accepted by the Government.
8. 2092

In considering a proposed form of Interstate Taxation Act, we feel that it is
necessary to comment on several of the objectionable features of S. 2092, intro-
duced in the U.S. Senate by Senator Magnuson.

This bill would give Congressional consent to a State to enter into the Multi-
state Tax Compact and would give the Multistate Tax Commission the power to,
adopt rules and regulations to implement the provisions of the bill. These rules
would be binding on the States unless they acted to reject them by using their
own procedure for adoption or rejection of regulations relating to the subject
matter involved. The bill would also provide a system for taxation of interstate
commerce among the States that differs in many respects from the other proposals,
for an Interstate Taxation Act.

FEI is opposed to the Congressional consent to the Compact as being unnec-
essary since it would introduce another level of tax administration bureaucracy,
consequently compounding the problems of the taxpayer, and would also take
administration out of the hands of tax administrators. Enactment of this form of
legislation would not solve the problems of the taxation of industry and commerce
but would create others.

We believe the Multistate Tax Compact does not afford a satisfactory substi-
tute for Federal legislation because of the practical difficulty in securing the
consent of the legislatures of numerous States to the Compact.

FEI also regards the Compact's failure to deal with the question of jurisdiction
for taxing income as a serious short-coming. Unlike S. 1245, S. 2092 contains
no provisions further restricting the States' power to impose income taxes on
interstate companies. Even if such a provision were added to the Compact, it
would not affect the ability of nonmember states to assert jurisdiction for taxing
such enterprises.
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FEI believes that the Federal jurisdictional guidelines set forth in the proposed
Interstate Taxation Act S. 1245 provide the better approach and would also
provide recourse to the Federal courts for their enforcement. In our opinion,
there is no need for further rule making authority to be granted to any agency
by the Congress. Coordinating agencies already in existence, such as the National
Association of Tax Administrators, can and will provide adequate guidance to
the States in the administration of the Federal guidelines.

The Magnuson Bill makes no provision for jurisdictional standards to capital
stock and gross receipts taxation. FEI is opposed to this omission and believes
that the jurisdictional standards should be extended to such taxes to foster
uniformity.

S. 2092 does not make, a distinction between allocable "nonbusiness income"
and apportionable "business income." The three factor formula would be ap-
plied to total income with the exception of: (1) foreign source income described
in Section 951(a) (1) of the Internal Revenue Code, (2) dividends paid by a
corporation in which the taxpayer owns at least 80% of the voting stock, both of
which items would be exempt, and (3) other dividends which would be taxable
only by the state of commercial domicile. FEI strongly believes that many
problems will be avoided if the concepts of nonbusiness and business type income
are adhered to as set forth in this statement with respect to S. 1245. However,
if Congress moves towards accepting the Magnuson Bill, then we believe that
Section 301(b) of the Magnuson Bill, should be extended to make it clear that
any income not apportioned in accordance with this title should not be assigned
or allocated to any state or political subdivision. The subsection should also
be modified to make it clear that no state has the power to determine the type of
income which is apportionable under this title. Section 306(a) should be revised
to expand the exclusions from foreign source income to include items such as
foreign dividends, foreign, royalties and foreign service charge income.

SEPTEMBER 27, 197:3.
The Magnuson Bill contains a provision allowing the determination of appor-

tionable income of a corporation by reference to the combined income and appor-
tionment factors of all corporations of an affiliated group of which the corporation
is a member, at the option of either the corporation that is a member of an affili-
ated group or the State. As indicated previously in this letter, we strongly favor
the adoption of the approach in S. 1245 which woull prohibit a State from re-
quiring a corporation with a business location in the State to include in its com-
bined income the income of an affiliated corporation which does not have a
business location in the State. We have also urged that an inclusion in combined
income of the income of an affiliated corporation that does have a business location
in the State should not be required or permitted if the affiliate operates at an
arm's length basis. In our opinion, the power of a State to require combined
reporting and the power of an individual taxpayer to achieve combined reporting
should be limited to circumstances where it can be demonstrated that, in the
absence of combined reports, there would be a distortion of income attributable
to the State.

We believe that uniformity among ! ie States in the taxation of interstate com-
merce can never be fully achieved without some form of Federal legislation. We
believe that the passage of an Interstate Taxation Act in the form of S. 1245
would provide important legislation towards accoml)lishing this objective. We
strongly urge its passage and suggest that the recommendations made above will
help to make the Bill generally more acceptable and equitable.

Very truly yours,
C. C. HORNBOSTEL.

ASSOCIATED EQUIuMENT DISTRIBUTORS,
Oak Brook, Ill., September 19, 1973.

Hon. WALTER F. MONDALE,
Chairman, Special Subcommittee on State Taxation of Interstate Commerce, U.S.

Senate, Washington, D.C.
DEAR SENATOR: This letter is the first of two being sub-mitted on behalf of the

Associated Equipment Distributors for inclusion in the .-ecord of the Subcom-
mittee's hearings on S. 1245-the Interstate Taxation Act of 1973.
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AED is a national trade association composed of approximately 900 independent
distributors located throughout the United States who sell, rent, and service con-
struction equipment, both new and used. Our distributor members account for
over 80% of the $4 billion annual volume of sales in the nation's construction
equipment industry.

Most frequently, a distributor's area of primary sales responsibility is not
co-extensive with'state lines, but is determined instead by geographic marketing
areas. A distributor in Memphis, Tennessee for example, may have the West
portion of Tennessee and parts or all of the states of Alabama, Mississippi,
Arkansas and Missouri. Similarly, a distributor in Baltimore may cover Delaware
and the District of Columbia as well as Maryland. Accordingly, distributors are
intimately concerned with the problem which S. 1245 is intended to remedy-that
is, the state taxation of interstate commerce.

Essentially, S. 1245 would prohibit any state from imposing a net income tax,
gross receipts tax, or capital stock tax upon a corporation unless the corporation
has a business location within the state. The bill would also afford relief from sales
tax liability for businesses without a business location within the state through a
system under which the 'buyer or customer would assume liability for payment of
any state or local sales or use tax that may be due.

It is our understanding that, to enable the Subcommittee to receive a wider
expression of views on S. 1245 than it might otherwise obtain, all parties who have
a common position or the same general interest in the legislation have been urged
to consolidate their testimony and designate a single spokesman to present their
common viewpoint orally to the Subcommittee.

The construction equipment distribution industry, of course, is a segment of
our nation's wholesale-distribution industry-and our members typically share
the same dilemmas vis-a-vis state taxation of interstate commerce experienced
by other small businesses in the overall wholesale-distribution field.

Moreover, a business panel including,. among others, a representative of the
wholesale-distribution industry is appearing before the Subcommittee today for
the purpose of offering a coordinated, multi-business statement with respect to
the bill.

Under these circumstances, it is the purpose of this initial letter to confirm that
AED and its distributor members support in principle the major concepts of
S. 1245 described above, and endorse the general views of the business panel
appearing in support of the bill today.

In our subsequent letter, we will focus on specific aspects of the legislation with
respect to which we believe particularly unique features of our industry suggest
a need for individual comment over and above the general multi-business views to
be offered by the panel today.Respectfully submitted.

ANTHONY J. OBADAL, Washington Counsel.

ASSOCIATED EQUIPMENT DISTRIBUTORS,
Oak Brook, Ill., September 28, 1973.

Hon. WALTER F. MONDALE,
Chairman, Special Subcommittee on State Taxation of Interstate Commerce, U.S.

Senate, Washington, D.C.
DE;AR SENATOR: This letter is the second of two being submitted on behalf of

the Associated Equipment Distributors for inclusion in the record of the Sub-
committee's hearings on S. 1245-the Interstate Taxation Act of 1973.

AED is a national trade association composed of approximately 900 indepen-
dent distributors located throughout the United States who sell, rent, and service
construction equipment, both new and used. Our distributor members account
for over 80% of the $4 billion annual volume of sales in the nation's construction
equipment. industry.

Most frequently, a distributor's area of primary sales responsibility is not co-
extensive with state lines, but is determined instead by geographic marketing
areas. A distributor in Memphis, Tennessee for example, may have the West
portion of Tennessee and parts or all of te states of Alabama, Mississippi,
Arkansas and Missouri. Similarly, a distributor in Baltimore may cover Delaware
and the District of Coluffibia as well as Maryland. Accordingly, distributors are
intimately concerned with the problem which S. 1245 is intended to remedy-that
is, the state taxation of interstate commerce.

Essentially, S. 1245 establishes a "business location" test as the jurisdictional
prerequisite for the imposition of various state and local taxes upon a business.
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Briefly stated, no state or political subdivision thereof could impose either a net
income tax, capital stock tax, or gross receipts tax upon a corporation unless the
corporation has a business location within the state.

Similarly, the bill affords protection from liability for state sales and use
taxes to companies selling to out-of-state businesses. Specifically, if a seller does
not have a business location in a state, he will not be liable for the collection or
payment of state sales or use taxes on his sales of tangible personal property to
business buyers in that state, if he obtains from the buyer, in writing, the buyer's
state tax registration number. Once the seller obtains this number from the
buyer, the state can look only to the buyer for collection of any sahs or use
taxes. Every person with a business location within a state who purchases goods
in interstate commerce would have to obtain a tax registration number for that
state. This assures that business buyers would have tax registration numbers to
furnish their out-of-state supl)pliers.

As indicated in our first letter, dated September 19,'1973, AED and its dis-
tributor members enthusiastically endorse, in principal, these major concepts of
S. 1245. Thus, we were pleased to be signatory to the joint, nulti-business state-
ment filed in general support of the bill by a total of 129 separate business organiza-
tions on that same date.

At the same, time, however, we believe that certain aspects of our own individual
industry's operations suggest a need for specific comment over and above the
general, multi-business views previously offered. It is the purpose of this second
letter, therefore, to offer particular recommendations in areas where we believe
the experience of our own industry may be useful to the members of the Sub-
committee in considering possible salutary refinements in the legislation.

LEASING AS BUSINESS LOCATION FACTOR

Specifically, we wish to address the criteria enumerated in the bill for deter-
mining whether or not a firm has a business location within a state.

Section 513 provides that:
"A person shall be considered to have a business location within a State

only if that person -(1) owns or leases real property within the State, (2) has
one or more employees located in the State, (3) regularly maintains a stock of
tangible personal property in the State for sale in the ordinary course of his
business, or (4) regularly leases to other tangible personal property for use in
the State.

"For the purpose of paragraph (3), property which is on consignment in
the hands of a consignee, and which is offered for sale by the consignee on his
own account, shall not be considered as stock maintained by the consignor.
If a person has a business location in a State solely by reason of paragraph (4),
he shall be considered to have a business location in the State only with respect
to such leased property."

Clearly, a sufficient nexus exists in the circumstances described by the first,
second and third criteria to warrant a determination that a business location exists.
This is not always true where leases are concerned, however.

Accordingly, we believe that the fourth criterion should be modified, at the very
minimum, to distinguish between those leases which may legitimately be said to
give the lessor a nexus with the state involved and those which may not. In other
words, the term lease should be defined to embrace only pure rentals-and should
not include transactions which in economic reality amount to conditional sales.

The rationale for such a distinction was expressed most clearly by the Willis
Committee when, in discussing the treatment of leases under a- proposed income
al)ortionment formula, it stated:

"Since leasing arrangements are often used to finance the sale of personal
property to the lessee, determining the "owner" of leased personalty can be
difficult. In many cases the lessor-the legal owner-is not the owner in an
economic sense. In many other cases, even if the lease is not used as a financing
device the lessor has no economic interest in controlling the physical location
of the property during the term of the lease. Under these circumstances it is
considered inal)propriate to attribute the lessor's income on the basis of the
property's location in the hands of the lessee. As a result the Committee
recommends that unless the term of the lease is 1 year or less, lewsed-out
property should be excluded from the lessor's property factor. This rule would
automatically cause most leases of the financing type to be treated as sales. It
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is a rule which would be simple to apply and would obviate the need for the
lessor to control the location of leased-out property solely for tax purposes." I

This analysis is particularly apt for the construction equipment distribution
industry.

Because the construction equipment handled by distributors is often extremely
expensive (a power shovel for example, may cost over $200,000), distributors
originally began "renting" largely as a way of demonstrating equipment to poten-
tial buyers. This practice has evolved over the years to the point where, today, the
overwhelming majority of equipment "leases' fall into one of three categories.
These are:

(1) Rental Purchase: Rental of equipment for a period with commitment to
purchase at an agreed-upon time under prescribed terms;

(2) Rental With Option To Purchase: Transaction which gives the customer
an option to purchase under predetermined terms after a period of rental.
Similar to a "rental purchase except that the customer makes no commit-
ment at the contract s outset; and

(3) Leasing: Long-term use of equipment with no purchase option, but
where the cumulative total of payments amounts to full purchase price or
substantial commitment thereof.

Significantly, whichever of these methods is used, the distributor typically
regards the transaction as a form of installment selling. He is accommodating
the "buyer" with no-downpayment, low-payment financing for what is actually a
purchase, or is expected to end up being a purchase.

Where rental agreements contain an option price at which the lessee may
take title to the specified piece of equipment, the option price is customarily
arrived at by deducting from the original negotiated selling price of the machine
all monthly rental payments called for by the contract and paid. In other words,
monthly rentals plus the option purchase price equal the initial selling price.
Generally, for such a transaction to be construed as a true lease, the option
purchase price would have to be the equivalent of the fair market value of the
machine in question at the time of transfer of title. This is frequently not the case.
Such a lease is, substantively, a sale of property with the sales price collectible
over a period of time.

Under these circumstances, we believe it is essential that, for the purposes
of Section 513(4), a legislative distinction be drawn between the traditional
rental-for-rent transaction and the rental-for-sale transaction which is tantamount
to a conditional sale.

In the former case, there is usually no intention or expectation on the part of
either party to the transaction that the rental will ultimately be converted to a
sale or purchase-(a classic example is automobile rentals)-and the lessor clearly
retains a substantial residual economic interest in the property.

In the latter case, by contrast, the character of the lessor's residual economic
interest is vastly different. In this instance, the "lease" clearly does not constitute
a nexus sufficient to support a business location determination.

The importance of a legislative recognition of this distinction is underscored
by an examination of the practical result which would flow from the bill as
presently written.

Thus, a seller without property, employees or inventory in a state would not be
deemed to have a business location within that state simply because he sells to
buyers in that state. This is true even if such sales are regular and recurring. Yet
the same seller would be deemed to have a business location in the state if he
regularly "leases" property for use there. Thus, while an outright sale would not
lead to a business location determination, a lease which was tantamount to a
conditional sale would.

We are confident that the Subeemmittee will be anxious to remedy this in-
equity, and we would be pleased to offer whatever assistance may be needed in
devising an appropriate solution.

By way of an example, it may be that an adequate resolution may be to specify
that, for the purposes of Section 513(4), the term "lease" refers solely to trans-
actions which would be treated as le~tses under the rules and regulations of the
Internal Revenue Code of 1954, as amended.

Beyond this, the Subcommittee may well wish to consider adoption of a de
minimis test providing that Section 513(4) would not be operative in instances
in which lease transactions account for an insubstantial percentage. of a firm's

Report of the Special Subcommittee on State Taxation of Interstate Commerce of the Committee on
the Judiciary, House of Representatives, 89th Congress, 1st Session, Volume 4, House Report No. 952,
September 2, 19M5, p. 1152.
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operations. This approach clearly has much to commend it in practical terms of
simplification of tax recordkeeping and enforcement problems. In a typical
construction equipment distributorship, for example, rentals account for only 12%
of annual revenues. If those transactions which represent conditional sales are
carved out, as recommended above, the protion of annual revenues attributable
to pure rental transactions become relatively insignificant. In such instances, it
would seem appropriate to suggest that the dual interest of tax simplification and
freedom of interstate commerce, substantially outweigh any possible state interest
in revenues from this source.Respectfully submitted. ANTHONY J. OBADAL, Washington Counsel.

STATEMENT ON BEHALF OF THE AMERICAN TEXTILE MANUFACTURERS
INSTITUTE, INC.

ATMI represents some 85 percent of the U.S. spinning, weaving, knitting and
finishing capacity for processing cotton, wool, silk and man-made fibers. More
than one million persons are employed in textile mills today, with another one
million, three hundred and fifty thousand workers in the apparel and related
products industry, putting these industries among the largest employers in the
manufacturing sector in this country.

The members of ATMI, all of which are engaged in interstate commerce to
some degree, have long been concerned with the inequities and difficult compliance
problems that result from a lack of uniformity with respect to the various juris-
dictional standards, income tax bases and apportionment formulae applied by
states and local governments in the taxation of interstate commerce. Since the
enactment of Public Law 86-272 fourteen years ago, ATMI has supported the
many unsuccessful efforts to obtain Federal legislation that would provide some
measure of uniformity in this troublesome area. It has frequently commented on
various proposals in House hearings on the subject of state taxation of interstate
commerce. ATMI therefore greatly appreciates the opportunity to submit its
comments regarding S. 1245 (the Interstate Taxation Act of 1973), submitted b
Senators Mathias and Ribicoff and supported by Senator Humphrey, and S. 209,
submitted by Senator Magnuson.

Since the enactment of Public Law 86-272, the need for uniform Federal leg-
islation in the area of interstate taxation has intensified. There are 46 separate
corporate income tax laws and 45 sales and use tax laws in effect at the state
level, as well as numerous other laws, such as gross receipts tax laws and capital
stock laws. In addition, local governments commonly impose one or more of such
taxes. As a result of the increasing need for additional revenues at both the state
and local levels, the tax laws affecting interstate commerce have become more
numerous and more complex. This trend will undoubtedly continue in the future.
Of course taxes do burden business, but these taxes are more burdensome than
they need be because of their lack of uniformity. There have been some state
efforts toward reform; however, it is apparent that Federal legislation providing
uniform standards offers the best prospect for a real solution to this problem.
Under such legislation, businesses operating in interstate commerce could be more
certain of their liability for income, sales, use, franchise and other taxes in the
various states.

For the reasons discussed below, ATMI is of the opinion that of the two pro-
posals before this Subcommittee, 5. 1245 embodies the better approach toward a
solution to the ever-growing problem of state taxation of interstate commerce.
Senate action on this urgently needed Federal legislation should not be postponed.
ATMI therefore supports early passage of S. 1245.

JURISDICTION TO TAX

S. 1245 provides a "business location" jurisdictional standard for the imposition
of a corporate net income tax, a gross receipts tax, or a capital stock tax. The
"business location" minimum jurisdictional standard recognizes that the policy
of requiring a corporation to contribute to the support of the government of each
state that provides a market for its goods or services is outweighed by the policy
of freeing business firms that operate in interstate commerce from the burdensome-
recordkeeping and tax reporting requirements imposed by states and localities
with which their economic contacts are very small. In addition, the "business
location" test provides a uniform minimum jurisdictional test not presently exist-
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Ing under the various state laws. In contrast, S. 2092 merely adopts the jurisdic-
tional limitations of Public Law 86-272 and leaves to the various states the
determination of whether particular out-of-state businesses are otherwise subject
to the states' income tax laws.

Under both S. 1245 and S. 2092, the basic sales and use tax jurisdictional
standards represent a major concession to the states by the preservation of
existing sales and use tax jurisdictional bases through the codification of the major
Supreme Court decisions on the subject rather than the adoption of a "business
location" standard. With the exception discussed below, both bills provide that a
person making interstate sales may be required to collect and remit a sales or use
tax to a state if he (1) has a business locationtherein, (2) regularly makes deliveries
therein other than by common carrier or U.S. mail, or (3) regularly en~gages
therein in the solicitation of orders for sales of tangible personal property by
means of salesmen, solicitors or representatives. S. 1245 contains an important
additional feature, however, namely, that a seller without a business location in
the state who sells to a person with a business location in the state cannot be
required to collect a sales or use tax when such seller obtains the buyer's registra-
tion number in writing.

The registration procedure contained in S. 1245 is strongly supported by ATMI.
It is needed to enable small and medium-sized businesses to compete in interstate
commerce if the jurisdictional base for sales and use taxes contained in both bills
is retained. In addition, the registration procedure would benefit the states by
curtailing the current widespread noncomVliance with state sales and use tax
laws resulting from the smaller businesses lack of knowledge of such laws or
inability to comply with them.

A favorable provision in both bills is that which prohibits the thousands of
political subdivisions that impose sales or use taxes from requiring an interstate
seller to collect a sales or use tax on an interstate sale unless the seller has a
business location or makes regular deliveries into the subdivision or unless the
local tax is imposed in all geographic areas of the state on like transactions at
the same combined state and local rate, is administered by the state, and is uni-
formally applied. The various other provisions of both bills relating to sales and
use taxes are generally consistent with previous proposals and will aid in bringing
uniformity to a difficult compliance area.

OPTIONAL THREE-FACTOR FORMULA

ATMI favors the optional three-factor formula contained in S. 1245 to define
the maximum income or capital that can be attributed to a particular taxing
jurisdiction. There is a pressing need for a uniform formula for the division of

income and capital among the states, both to provide more equitable treatment
of businesses operating in interstate commerce and to lighten their compliatlce
burdens. Inclusion in the formula of a sales factor, in addition to property and
payroll factors is essential if an equitable apportionment of income is to be
accomplished. he three-factor formula, which is in general usage in the states,
gives proper consideration to the role of the marketing state in the production of
income and prevents the overallocation of income to those states in which prop-
erty and personnel are heavily concentrated.

The straight destination test for assigning sales to a particular state is an addi-
tional favorable feature of S. 1245. Such a test is less expensive to administer than
the so-called "throwback" or "recapture" provision, which requires a taxpayer ta
account for most sales on a destination basis and others on an origin basis. S. 2092
contains an optional three-factor formula and provides a straight destination basis
for foreign shipments, except for sales to the United States Government which
are delivered to a place outside the United States. Such a "throwback" provision
on export sales to the Government should be eliminated because of the admin-
istrative problems it creates for taxpayers required to account for some sales on
a destination basis and others on an origin basis.

STATE TAXATION OF DIVIDENDS AND FOREIGN SOURCE INCOME

ATMI also favors the treatment of dividend income and foreign source income
in S. 1245.
A. Dividend income

S. 1245 excludes dividend income from the definition of apportionable income
unless the taxpayer's principal activity is dealing in securities. In addition, divi-
dends from foreign corporations (including the gross-up element) and from
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corporations in which the taxpayer owns 50 percent or more of the voting stock
are not taxable in any state. Dividends from less than 50 percent owned corpora-
tions are allocable to the taxpayer's state of commercial domicile and that state.
has the authority to tax such dividends. The exclusion froin the tax base of
dividends from affiliates and from foreign corporations is designed to prevent.
double taxation. The treatment of dividend income in S. 1245 is basically in

- harmony with the Internal Revenue Code, which allows a 100 percent deduction
on intercompany dividends received from 80% or more owned domestic corpora-
tions, an 85/ -dividend exclusion for all other intercompany domestic devidends,.
and a foreign tax credit for dividends received from a 10% or more owned foreign
affiliate.

S. 2092 also contains helpful but limited provisions which exclude from the.
apportionable and allocable income tax bases dividends from affiliates (defined"
as corporations in which the taxpayer owns 80% or more of the voting stock)
and Subpart F income. It is the opinion of ATMI, however, that the provisions
of S. 1245 with respect to dividends are clearly preferable to those contained in
S. 2092, because of their more inclusive solution to the problem of double taxation
involved in the intercompany dividend area.

B. Foreign Source Income
The laws of the various states presently do not contain provisions similar to.

those of the federal income tax laws which define when income is derived from
sources outside the United States and provide the extent to which that income.
should be taxed, if at all. However, a few states, in effect, seek to tax foreign
source income by utilizing the so-called "unitary business" concept of taxation,
which results, under "combined" or consolidated reporting, in the income of-
domestic or foreign affiliates outside the state being included in the income base-
of a corporation having a business location in the state. The federal tax laws re-
lating to the taxation of foreign source income are designed to avoid double-
taxation in the international area. It is essential that a uniform federal law
parallel to the federal income tax laws be enacted to restrict state taxation of,
foreign source income. Only then will it be assured that individual state tax law

will not thwart international tax policy.
S. 1245 attempts to provide a uniform federal law with respect to state taxatio.

of foreign source income. It provides that all income from sources outside the
United States, as that term is defined for federal income tax purposes, shall be-
excluded from apportionable income. It is apparent that the draftsmen of S. 1245
consider that this provision, when combined with the requirements that (1) alL
dividends be excluded from apportionable income, and (2) al dividends from
sources which constitute income from sources outside the United States be ex--
eluded from allocable income, will result in the exclusion of all foreign source in-
come derived from affiliates from state tax bases. However, income from controlled'
foreign corporations taxable to United States shareholders undpr section 951 (a) (1)
of the Internal Revenue- Code ("Subpart F income") is not explicitly included in.
the definition of income from sources outside the United States under section 862"
of the Code or in the Code's definition of dividends. It is recommended that S. 1245.
be amended to expressly provide that Subpart F income is excluded from both ap-
portionable and allocable income.

It should be noted that S. 2092 specifically excludes Subpart F from appor-
tionable income, and thus largely accomplishes the result suggested in the pre-
ceding paragraph. In addition, S. 2092 contains certain other provisions which
in effect, exclude most other foreign source income from both apportionable and.
allocable income. However, this is accomplished by applying the, traditional three-
factor state formula to the income in question rather than by applying federal
source of income rules. ATMI believes the provisions dealing with foreign income-
contained in S. 1245 are generally preferable to those contained in S. 2092, inas-
much as the provisions of S. 1245 would be more consistent with the federal income
tax treatment of foreign source income. Both bills, however clearly recognize the-
general rule that the individual states really have no souna basis for attempting.
to impose their taxes on income earned outside the United States.

CONSOLIDATION

S. 1245 provides that the apportionable income of related domestic corporations.
that are found to engage in non-arm's length transactions may be consolidated..
In addition, states may permit domestic affiliated corporations to file consolidated.
returns. However, consolidation is not permitted with a corporation incorporated

21-350-74-30
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outside the United States or with corporation that derives 50 percent or more
of its gross income from sources without the United States. If a domestic corpora-
tion is found to have engaged In non-arm's length transactions with an excluded
corporation, the state may make a section 482 type adjustment to the domestic
corporation's income.

The consolidation rules contained in S. 1245 would provide uniformity in a
very troublesome area of state taxation of interstate commerce. They contain a
mechanism which allows a state to clearly reflect the income of a corporation
with a business location within the state that engages in non-arm's length dealings
with domestic affiliates. At the same time, such rules would alleviate the serious
inequity to multistate taxpayers resulting from the present practices of those few
states that require the income of so-called unitary businesses to be consolidated
or combined at a time when most other states refuse to permit such consolidation
or combination. In addition such rules, combined with the provisions of S. 1245
relating to the exclusion of foreign source income from apportionable income,
would prohibit the current practice of a few states, such as California, which
attempt to include foreign source income in the apportionable tax base. This
provision is essential to conform state apportionment rules to the international
policies formulated in the federal income tax laws.

In general, S. 2092 would allow any state to require consolidation of a domestic
affiliated group and would permit taxpayers in return to require consolidation.
S. 2092 would also prohibit consolidation or" "combined reporting" between dome-
tie corporations and certain affiliated corporations deriving income from sources
outside the United States. This provision is considerably more limited than its
counterpart in S. 1245. ATMI prefers the consolidation provisions in S. 1245
which prohibit consolidation of foreign source income on a broader scale than
S. 2092. In addition, ATMI feels the non-arm's length standard for requiring
consolidation contained in S. 1245 provides an adequate vehicle to the various
states to protect their tax bases, and that consequently domestic consolidation
should generally not be required.

JURISDICTION OF COURT OF CLAIMS

ATMI also favors the provision in S. 1245 that gives exclusive jurisdiction to
the United States Court of Claims to review de novo disputes arising from the
application of the Interstate Taxation Act. Such a provision would assure uniform
interpretations rather than individual and conflicting bodies of precedential law
in state courts, would avoid undue litigation of similar issues in numerous states,
and would result in-the development of an expert court to interpret the Interstate
Taxation Act.

TExAco, INC.
Hon. WALTER F. MONDALE,
Chairman, Subcommittee on State Taxation of Interstate Commerce of Senate Finance

Committee, Dirksen Senate Office Building, Washington, D.C.
DEAR MR. CHAIRMAN: The following observations and suggestions are respect-

fully submitted for the consideration of your Subcommittee.
Texaco Inc. carries on business in every state and in almost every local taxing

jurisdiction throughout the United States and, therefore, has a vital interest in
the development of fair and equitable state and local tax systems. Texaco expresses
its support for Federal legislation which would achieve these desirable ends.

Any Federal legislation must adequately protect and preserve the taxing power
of the individual states and local governments, while insuring a free flow of com-
merce unburdened by discriminatory state and local taxes. State and local govern-
ments have difficulty collecting revenues from out-of-state tax-payers doing
business within their several jurisdictions. On the other hand, local taxes frequently
tend to favor local industry at the expense of the multistate taxpayer. In addition,
more than 100 % of a multistate taxpayer's income could be subjected to state taxes
under the various and frequently conflicting state laws.

We believe that the Congress of the United States is the proper forum for
establishing fair and equitable rules regarding state and local taxation of interstate
commerce. Therefore, we urge the Congress to act decisively in this area, by en-
acting guiding principles which will provide some certainty for the business com-
munity as to its liability for state and local taxes applicable to interstate business.
The principles which we would recommend for consideration in drafting Federal
legislation are as follows:
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A. In regard to sales and use taxes, the multistate taxpayer and the local tax-
payer should be accorded equal treatment insofar as possible, and no favored
treatment should be given either.

B. Income of multistate corporations should be assigned, either throu gh appor-
tionment formulae or rules of specific allocation, only to those taxing jurisdictions
in which the activities which give rjse to the income take place.

C. Capital values of the mutistate corporation subject to state franchise taxa-
tion should be assigned only to those taxing jurisdictions in which the capital is
actually employed in furtherance of the cor oration's business.

D. Income derived from sources outside ofthe United States aiid capital values
which are attributable to investments in business operations carried on outside
of the United States should be excluded from the tax base for state taxation
purposes.

With respect to the principal types of state taxes and the treatment of foreign
source income, we have the following comments and recommendations:

Sales and use tax.-Some proponents of Federal legislation have urged that the
interstate seller without a business loct.tion in the destination state be given an
exemption from the collection of sales and use taxes on interstate sales. We believe
that such an exemption would unfairly favor the interstate seller over the local
merchant and result in an erosion of the state and local tax base.

Greater equity in sales and use taxation could be accomplished by having the
seller collect tax on every interstate sale at a miform rate established by the
destination state by averaging the combined rates of state and local sales or use
taxes of such destination state. Under such procedure the interstate seller would
report and pay all taxes collected to the taxing authority of the destination state
which would, under appropriate state procedures, remit to the local taxing juris-
dictions their respective shares of the tax collected. The purchaser could then
apply to his own state and local taxing authorities for any refunds, credits or
adjustments. Thus, the interstate seller and the local seller would be taxed on
fairly equal terms and the compliance burden of the interstate seller would be
substantially reduced.

Income tax.-The extractive industries particularly have experienced a diversity
of treatment in regard to the allocation and apportionment of income by the
various states in the administration of similar taxing laws. Under almost identical
taxing statutes, some states require separate accounting for income generated
within such states, while others require apportionment by formula of the tax-
payer's entire income. In addition some states require combined reporting of the
incomes of parent and subsidiaries, while others have prohibited combined
reporting and have taxed intercorporate dividends on various bases. In short, the
conflicting theories of state taxation may, and often do, result in niultiple taxation
of the'same income.

We submit that in order to cure the chaos that now exists and avoid multiple
taxation of the same income by the states, there should be some uniform method
of apportionment and allocation. All income should be apportioned by formulae
consisting of those factors that reflect the activities of the taxpayer within the
state which gave rise to the income. For instance, we suggest all income earned
through employment of capital (tangible property) and labor (payroll) be ap-
portioned by the uniform three factor formula (property, payroll and receipts).

By contrast, income earned through the employment and management of
intangible property, such as dividends, royalties and interest, should be appor-
tioned either by a formula other than the uniform three factor formula or by
direct assignment of such income to the jurisdiction in which the underlying in-
come was earrned. There is no rational basis for continuing the policy followed by
some states of apportioning such investment income by use of the uniform three
factor formula. Such formula does not ascribe the income to the proper taxing
jurisdiction. The jurisdiction to which intangible income is properly attributable
for tax purposes is the state in which the "payor" corporation is doing business,
or the location at which the receiving corporation maintains its commercial dom-
cile and manages and controls its investment capital.

The question of whether dividends from related companies should be subjected
to state taxation is a more complex question. To the extent that states exempt
intercorporate dividends paid by local corporations and tax the recipient com-
pany only on those dividends paid by corporations not doing business within the
taxing state, there is an obvious discrimination against investments in affiliates
or subsidiaries not doing business in the tax state.
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Accordingly, we suggest that a limitation be placed upon the states' authority"
to tax intercorporate dividend income. We submit that a state should tax only
those dividends derived from corporations doing business within the taxing state-
and then only to the extent that the payor corporation is doing business within
such taxing state. This procedure, which has been followed successfully by the
State of New York, appears to offer a fair and equitable solution to the problem of
state taxation of intercorporate dividends. 4

Capital value tax.-We believe that the capital value attril)utable to investment
assets should not be apportioned by use of the uniform three factor formula.
Instead, a procedure should be adopted whereby capital attributable to invest-
ment assets would be directly allocated to a particular state or apportioned among
several states on a more equitable basis.

An appropriate method for state taxation of capital attributable to investment
assets would be to allocate such capital to the states in which the investment as-
sets are actually employed. For example, if the investment is in a subsidiary or
affiliate or other corporation, the capital representing the investment in such cor-
poration should be assigned to the states in which the subsidiary, affiliate, or other
corporation is doing business. That state may, as a matter of its own legislative-
policy tax both the capital of the subsidiary, affiliate or other corporation and the
capital of the parent corporation to the extent that such capital is employed within.
the taxing state. We believe, however, that a state should not be )ermitted to tax
that capital attributable to investment assets not employed in the taxing state.

Foreign source income.-Through subsidiaries and affiliates international com-
panies generally have substantial investments in operating facilities overseas. The-
income earned by these overseas companies is usually remitted to the U.S. parent
in the form of dividends and interest. Since foreign taxes have already been paid
by the entities actually doing business in the foreign countries, such foreign source
income is effectively insulated from double taxation at the Federal level through
the operation of the foreign tax credit provisions of the Internal Revenue Code.

However, the states for the most part do not provide for relief from double
taxation of foreign source income. Indeed, in many instances the state laws do not
even permit deduction of foreign taxes directly paid by the recipient in the form of'
withholding taxes levied by the foreign governments. Therefore, to the extent
that such foreign income is subjected to state taxation, the Federal policy in re-
gard to taxation of foreign investments is wholly frustrated.

We believe that our foreign commerce should not be impeded by onerous taxa.
tion of foreign source income by the states. The taxation of foreign source incon e.
or foreign investment capital should be a matter solely and exclusively within tl e-
province of the Federal Government. Indeed, we submit that the states should.
be barred from taxing foreign source income.

Accordingly, foreign source income as defined by the Internal Revenue Code.
should be excluded from state taxation. In addition, we suggest a prohibition
against the indirect taxation of foreign source income by any state through the-
method of requiring a combined return which would include both corporations
operating within and without the United States.

Similarly, investments in and advances to subsidiaries and affiliates operating
outside the United States should be excluded from an y state capital value tax.

Cooperation between States and businesses.-We at Texaco are ready to cooperate
with your Subcommittee and the various state taxing authorities in developing
reasonable and equitable solutions to these problems.In the final analysis, how-
ever, we believe that Federal legislation is essential to establish the parameters.
within which the states and the business community can operate with any degree
of tax certainty. Accordingly, we urge that your Subcommittee continue its active
participation in this area to the end-that workable solutions may be found.

Respectfully submitted. MAURICE F. GRANVILLE.

STATEMENT SUBMITTED ON BEHALF OF THE B. F. GOODRICH COMPANY 5Y
R. C. WISE, MANAGER, STATE AND LOCAL TAXES AND DAVID C. WILCOX,.
DIRECTOR OF TAX ADMINISTRATION

The B. F. Goodrich Company is composed of the parent company with six
operating divisions, eight domestic subsidiary companies, and thirty-four foreign
subsidiaries. The Company's principal activities consist of the 'manufacture,
distribution and sale of rubber, chemicals and related products. The parent com--
pany and the operating divisions are authorized to do business in all states..
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'The domestic subsidiaries are authorized to do business in several states. The
Company's business activities include owning real or tangible personal property
and having employees In 49 states.

Considering the'state and local tax consequences of doing business in all states,
we believe we are in a position to conform with experience and authority the
disorder that exists in state and local taxation for a multistate company as re-
ported by the Special Subcommittee on State Taxation of Interstate Commerce
in 1965.

The report issued by the Special Subcommittee on State Taxation of Interstate
Commerce under the Chairmanship of Representative Edwin E. Willis clearly
revealed the chaotic conditions that existed in state and local taxation. Since
the time of the Special Subcommittee's report, there has been no remedial action.
As predicted by the Willis Subcommittee, the worst features of state and local
tax laws and regulations which then existed have multiplied and compounded
resulting in tax laws which governmental units are incapable of equitably enforcing
and with which business is incapable of complying.

In its study, the Special Subcommittee found major problems which were com-
mon to all taxes studied, including sales and use, income, gross receipts, and
cal)ital stock. Because of the complex nature and the many variables inherent
in state and local tax obligations, it is not practicable to elaborate on all of the
various aspects of the problems. However, the summary of the defects existing
in state and local taxation which were included in the report issued by the Special
Subcommittee are applicable to the present disorder and are worthy of repeating.
These defects are as follows:

First it was found that the system is characterized by widespread noncompli-
ance. This includes both a failure to file returns, especially where jurisdiction is
asserted on the basis of something less than a place of business in the State, and
a failure among companies which do file to comply accurately with the require-
ments of the prescribed system. For the States, the gap between what is prescribed
and what is practiced means a loss of revenue. For business, the result is inequity
among similarly situated taxpayers, some of whom comply and most of whom
-do not. However, were noncompliance to be replaced by full compliance with all
-of the reuirements of the prescribed system, it is likely that the inequities of
haphazard taxation would be transformed into the burden of excessive compliance
,costs.

A second defect of the current system is its tendency to give rise to overtaxation
and undertaxation. Overtaxation is implicit in inconsistencies in the rules pre-
scribed by the various states. These inconsistencies also give rise to undertaxation,
which is augmented by noncompliance. The Subcommittee's studies confirm the
fact that both of these departures from a coherent system do in fact occur.

A third defect of the present system is the existence of provisions which are
advantageous to locally based companies relative to competitors based elsewhere.
While litigation might ultimately invalidate some of these provisions, the generally
low level of State tax rates and the expense and uncertainty of the litigation
process discourage taxpayers from seeking relief by that means.

A fourth defect of the present system is the attitude which it has generated
among taxpayers, especially small and moderate-sized companies. The diversities
and complexities in legal rules, the prevalence of returns in which the cost of
compliance exceeds the tax, the demand that a distant seller account for a local
buyer's tax under circumstances in which taxability depends on what the buyer is
to do with the goods-these and other aspects of the present system have produced
widespread resistance to the assumption of taxpayer responsibility.

The impact of state and local tax obligations as related to the larger multistate
.companies becomes more obvious by considering the current statistics on the
number of tax laws and taxing jurisdictions that must be contended with. There
are pre .ently 45 state income tax laws, over 2,000 local income laws, 45 separate
state sales and use tax laws, over 3,500 sales and use tax laws levied by cities
and counties, several state capital stock tax laws and numerous state and local
gross receipts tax laws. Most of these tax laws are unique in some manner requiring
separate accounting procedures and separate compliance requirements.

The significance of these numbers cannot be passed over by assuming that
large multistate companies do not comply as has been stated in previous reports.
The existing practice by state tax officials to concentrate their auditing efforts

.on large taxpayers combined with the provision in state statutes of the state's
"presumption of correctness" encourages estimated deficiencies. Consequently,
the costly and time consuming burden of rebuttal and litigation for abatement is
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shifted to the taxpayer. Consideration of theselpractices and statutory penalty
provisions demand that large multistate taxpayers with a national reputation
make every effort to ensure that compliance requirements are followed for all
known tax obligations. However, even the most conscientious effort leaves ex-
posure which is unknown until the time of a state or local audit.

We believe S. 1245 provides a practical solution to these long standing and
complex problems. This legislation contains provisions which will enable state
tax officials to equitably enforce and competently administer state tax laws.
It will provide business with a means to responsibly comply with state and local
tax laws. We hope the Subcommittee will develop a uniform and workable solu-
tion, such as that contained in S. 1245, to the problems in interstate taxation.

STATEMENT OF THE ILLINOIS STATE CHAMBER OF COMMERCE, PRESENTED BY
CARLTON P. MORIN, CHAIRMAN, TAXATION COMMITTEE, AND ALLEN J. BREWER,
CHAIRMAN, SUBCOMMITTEE-STATE TAXES, ISCC TAXATION COMMITTEE

STATEMENT IN SUPPORT OF S. 1245

The Illinois State Chamber of Commerce believes that it is time to act re-
sponsibly in breaking down the tax barriers that impede the free flow of commerce
between the 50 states. Our Taxation Committee, through its Subcommittee on
State Taxes, wishes to submit this statement for the record on S. 1245, the Inter-
state Taxation Act of 1973. In so doing, it is important to recognize that the
State Chamber does not represent any particular segment of the business com-
munity, or any particular type of business. Through its 6,500 member businesses,
large and smal1, in 400 communities throughout Illinois, it has been known as the
voice of Illinois business for more than 50 years.

The issue is a simple one: Should the federal government determine the equitable
standards for state taxation of interstate commerce-or should each state deter-
mine its own standard? Stated another way-when commerce crosses state lines,
what sort of contact within a state will create a power to tax? Congress provided
a sense of direction in 1959 with the passage of PL 86-272 which set at least one
federal standard and provided for "fur1 and complete studies of all matters pertain-
ing to the taxation of interstate commerce." The problem has been before the
Congress each session since that time. Legislation has not been passed even though
a large portion of our economic activity now crosses state lines bringing with it
new liabilities for state and local taxes.

The laws and related regulations tinder which interstate businesses are taxed
are voluminous, often vague, and contradictory. Businesses expanding into a
number of state and political subdivisions often find their tax obligations are
uncertain and tax accounting extremely costly. Utilizing the experience gained
from hearings and legislative proposals in the years since 1959, S. 1245 exemplifies
the partnership which can exist between business and government; outer limits are
set, but flexibility is maintained. The bill represents substantial compromise by
businessmen in their effort to deal productively with state and local officials, tax
administrators, and academicians.

Several features of the. proposal are of particular importance to Illinois
businesses. These are:

Uniform jurisdictional standards.-The business location test for income,
capital stock and gross receipt taxes will provide valuable guidance when utilized
with the existing guideline, PL 86-272. In the sales and use tax area, both com-
pliance by the growing business, and enforcement by local governments are
strengthened by the uniformity provisions and enlightened utilization of the
registration and licensing procedure.

Apportionment and allocation of income.-The difficult and tenuous decisions
concerning what income is taxable and how it is to be divided among taxing
states is essentially resolved by S. 1245 in the following manner:

1. Heavy reliance on the apportionment technique makes division of income tin-
complicated, and more importantly-realistic.

2. The optional three factor formula provides flexibility for the interstate busi-
nessman and at the same time permits a state to construct an apportionment
formula which will provide tax incentive for location and expansion within its
borders.

3. The elimination of the sales throwback rule quite properly recognizes the im-
portance of the destination state in providing a fortim for expansion of commerce.
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Illinois is the corporate headquarters for many firms with affiliates in other
states and in foreign countries. This important segment of our economy has long
sought equitable treatment for foreign source income, and for dividend income
from affiliates. Importantly, S. 1245 recognizes the impropriety of state tax-
ation of income wholly unrelated to activity within its borders. At the same time,
we want to draw the committee's attention to the important contribution made
by Illinois exports toward a favorable balance of trade for our nation. Total
exports by Illinois producers are expected to exceed $5 billion in 1973. In a num-
ber of industries where the U.S. reports a trade deficit (food, transportation
equipment, primary metals), these Illinois sectors are net exporters. This important
segment of our national economy deserves equitable teratment commensurate
with their national responsibility. Because foreign trade is so important to Illinois,
we invite your attention to the study, "The Impact of Foreign Trade on the
Illinois Economy" which is enclosed.

Consolidated or combined returns.-The majority of states do not allow con-
solidated or combined reporting. The most unfair results of combinations are
obtained where the unitary business theory forces a business to subject more than
100% of the income to state taxation. The approach taken by S. 1245, requiring
consolidation if there are non-arms length transactions between affiliates is
completely realistic, and removes one of the most onerous interstate taxation
burdens of affiliated groups.

Jurisdiction of Federal courts.-There is ample evidence of the conflict already
created by state court determinations in matters relating to the subject matter of
S. 1245. therefore, we feel that the development of expertise by a single court at
the federal level will be a substantial contribution toward achieving equity.

We commend your thoughtful approach to the important problems existing in
the area of state taxation of interstate commerce, and urge favorable consideration
of this important legislation..

NEw YORK STATE BAR ASSOCIATION,

Tom VAIL, 
September 24, 1973.

Chief Counsel, Committee on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR SIR: It is my privilege to submit to the Senate Finance Committee's
Subcommittee on State Taxation of Interstate Commerce two Reports of the
New York State Bar Association Tax Section's Committee on Interstate Taxation
regarding major proposals for Federal legislation dealing with State and local
taxation of multistate business. Three copies of each report are enclosed.

The first Report, "Proposals for Improvement of Interstate Taxation Bills",
adopted in December 1971, sets forth the Committee's general philosophy as to
jurisdiction to tax, division of income, and related corporations. *

The second Report, "Supplemental Proposals for Improvement of Interstate
Taxation Bills", adopted in August 1973, examines recent proposals for Federal
legislation in the light of that philosophy.

The Tax Section is hopeful that these Reports will assist your Subcommittee
in its study of this subject and hereby requests that the full text of both Reports
be published as part of the proceedings of the Hearings held on September 18
and 19, 1973.

Respectfully submitted,
• RALPH 0. WINGER,

Chairman of Tax Section.

NEW YORK STATE BAR ASSOCIATION TAX SECTION, SUPPLEMENTAL PROPOSALS
FOR IMPROVEMENT OF INTERSTATE TAXATION BILLS, REPORT OF COMMITTEE
ON INTERSTATE TAXATION

NEW YORK STATE BAR ASSOCIATION.
RALPH 0. WINGER, Esq.,
Chairman of Tax Section,
New York State Bar Association,
New York, N. Y.

DEAR MR. WINGER: During the past year the Committee on Interstate Taxa-
tion has engaged in a study of several Bills now pending before the Congress which
deal with Federal legislation to regulate State and local taxation of enterprises

*This report was made a part of the official files of the Committee;
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engaged in interstate commerce. These Bills embody several important proposals
not previously considered by our Committee in preparing its Report on "Proposals
for Improvement of Intersate Taxation Bills" issued in December 1971.

The Committee's study of these new developments is reflected in its new Report
-on "Supplemental Proposals for Improvement of Interstate Taxation Bills"
which is intended to augment and update the views expressed in our original
Report, without duplication of our prior analysis.

The new Report is a Committee effort. Messrs. Welch, Hauser Berlin and Nitz-burg, along with the undersigned, participated in its drafting. Our Committee is
grateful to Peter Miller, the Tax Section's former Chairman and author of our
original Report, for his extensive participation in successive revisions of the
current Report.

After its adoption by our Committee without dissent, the Report was unani-
mously approved in principle on behalf of the Tax Section by its Executive
"Committee on August 16, 1973 and was thereupon put in finalform with the
.authorization of the Officers of the Tax Section.

Very truly yours, JAMES H. PETERS,

Chairman of Committee on Interstate Taxation.
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NEW YORK STATE BAR ASSOCIATION TAX SECTION SUPPLEMENTAL PROPOSALS
FOR IMPROVEMENT OF INTERSTATE TAXATION BILLS

INTRODUCTION

This Supplemental Report sets forth the results of a study made by the Com-
mittee on Interstate Taxation of developments concerning possible Federal
legislation to regulate State taxation of multistate business which have occurred
since the publication in December 1971 of the Committee's prior report entitled
"Proposals for Improvement of Interstate Taxation Bills (H.R. 1538 and S. 317)".
,(hereafter called the "original report").*

*Reproduced in 25 The Tax Lawyer (Bulletin of the American Bar Association (1972) at 443-472.)

The purpose of this Supplemental Report is to describe and comment on
important features of several Bills pow pending before the 93d Congress which,
in some instances, differ from the Bills considered in our Committee's original
report. On March 15, 1973, Senators Mathias and Ribicoff introduced S. 1245,
the "Interstate Taxation Act of 1973", which contains a number of features not
present in former bills on the subject. On June 27, 1973, Senator Magnuson
introduced S. 2092, the so-called "Ad Hoc Committee Bill", which would authorize
a compact between the several states relating to taxation of multistate taxpayers
and would also attempt to reconcile certain differences between certain views
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expressed by representatives of the business community and the States. SenatoraL
Cranston and Tunney have introduced S. 282, the "Interstate Sales and Use Tax
Act", which is identical to S. 1210 introduced in the 92d Congress; and Con ress-
man Rodino has introduced H.R. 977, the "Interstate Taxation Act", which is-
identical to H.R. 1538 introduced in the 92d Congress. Our study also includes the
so-called" Plan" published under the auspices of the Multistate Tax Commission.**

In general, our Committee's recent study has led the Committee to reaffirm
many-but not all-of the views expressed in its original report and to adopt
new positions as to several matters not considered in that report. In particular,
our Committee's continuing study of problems arising in State taxation of inter-
state transactions has reinforced the Committee's initial opinion that enactment
of comprehensive Federal legislation is desirable to alleviate major problems
concerning jurisdiction to tax, division of income, and related corporations.

In the interest of brevity, the present report does not recapitulate all of the-
reasoning of the original report and therefore is intended to supplement, rather
than to supersede, that report with respect to most of the issues discussed therein.
Reference should therefore be made to that report for a statement of the issues of
policy considered and the major recommendations made.

I. JURISDICTION TO TAX
Original Report

The original report of our Committee supported the "business location" test
set forth in the Rodino Bill, which would limit the power of a State to impose a
net income, capital stock or gross receipts tax. That report also endorsed proposals.
giving the State of destination the exclusive right, to impose a sales or use tax on
an interstate sale and prohibiting the State of origin from imposing an equivalent
tax in the form of a gross receipts tax.

With respect to sales and use tax collection requirements, the Committee-
favored the approach of the Cranston-Tunney Bill which would codify the
Supreme Court decisions in Scripto I and National Bellas Hess 2 and overrule th(
decision in Miller Bros.3 Thus, a State could require a seller to collect sales and
use taxes if the seller regularly solicits orders by means of salesmen, solicitors,
or representatives in the State (unless the seller's activity in the State consists.
solely of solicitation by direct mail or advertising via newspapers, radio or tele-
vision) or the seller regularly engages in the delivery of property in the State other
than by common carrier or United States mail.
Current Proposals for Prohibition of Income, Capital Stock and Gross Receipts Taxes

With respect to jurisdictional limitations on the power of the States to impose-
net income, capital stock and gross receipts taxes, S. 2092 (the Ad Hoe Committee
Bill) differs substantially from the Rodino Bill previously supported by our Com-
mittee as to this topic. S. 2092 contains no jurisdictional limitations beyond those
in P.L. 86-272 except with respect to the collection of sales and use taxes. The bill
also contains no restrictions on the power of a State to impose a capital stock or
gross receipts tax.

By contrast, S. 1245 follows the general scheme of the Rodino Bill in that it.
would prohibit a State from imposing a net income or capital stock tax on a corp-
oration or a gross receipts tax with respect to a sale of tangible personal property on
a seller, unless the corporation or seller has a "business location" in the State.
Unlike the Rodino Bill, however, S. 1245 does not exclude corporations which have-
an average annual income in excess of $1,000,000 from the protection afforded by
the Bill.

In the Rodino Bill, a "business location" is acquired when a person owns or
leases real property within a State, or has one or more employees located in a
State, or regularly maintains a stock of tangible personal property in a State for
sale in the ordinary course of business. The "business location" test in S. 1245
includes the three elements set out in the Rodino Bill and, in addition, establishes.
a "business location" when a person regularly leases to others tangible personal
property for use in a State. In that event, however, the person is considered to

ave a "business location" in the State only with respect to such leased property.
(It is not clear what is intended by this restriction or in what manner it would be-
applied in specific instances.) Whether or not leased property is leased for use inj

**CCR State Tax Review, Vol. 31, No. 48 (December 1, 1970), at p. 6.
I Scripto, Inc. v. Carson 362 U.S. 107 (1960)
2 National Bellas Hess, Inc. V. Dept. of Revenue of the State of Illinois, 886 U.S. 753 (1967)
3 Miller Bros. Co. v. Maryland, 347 U.S. 340 (1954)
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a State will turn it is assumed, on the rules for locating property used in a Statewith respect to the property factor, so that there would be a congruence of juris-
diction and assignment of net income and capital.

A person is considered to have a "business location" if that person has one or
more employees located in a State. Both the Rodino Bill and S. 1245 incorporate
the language of P.L. 86-272 in making an exception to the general rules forlocating an employee (which are similar to the rules for locating an employee for
payroll factor purposes) in those instances where the employee's only activities
in a State involve solicitation of orders sent outside the State for approval orrejection and the orders are filled by shipment or delivery from outside the State.
In addition, both Bills extend the exception to an employee whose only activity
in a State is the installing or repairing of tangible personal property which is the
subject of an interstate sale by his employer, but only if that activity is incidental
to the sale. Also, the Rodino Bill contains a special provision for locating employ-
ees of contractors and extractors.

Our Committee agrees with the broad definition of "business location" con-tained in S. 1245, which includes both the regular leasing of property for use in
a State and the exception which protects a taxpayer whose only activities in a
State either would not subject it to a net income tax under present law or would
consist of installing or repairing tangible property that is the subject of an inter-
state sale and is incidental to such a sale. The presence in a State of leased property
owned by a corporation which derives income from the leasing operation should
be sufficient to grant jurisdiction to tax that corporation on income earned or
capital employed in that State.

Our Committee takes no position as to the special rule in the Rodino Bill forlocating employees of contractors and extractors for jurisdictional purposes.
The definition of "business location" in the Rodino Bill includes two provisions

that are not included in S. 1245. One provides an exception with respect to the
maintenance of a news gathering office. Our Committee is not in a position to
express an opinion on this provision but as a general rule looks with disfavor on
speciall exceptions. The other provision has to do with special cases where a persondoes not meet the tests for a 'business location" in any State. In that event, the
taxpayer is considered to have a "business location" (1) in the State in which the
principal place from which the trade or business is conducted is situated, or (2) inthe State of legal domicile. The latter provision appears reasonable in order to
cover all conceivable circumstances.

In our original report, we expressed our view that the approach taken in the
Rodino Bill, which excludes corporations having "an average annual income in
excess of $1,000,000" from the benefit of the "business location" limitation on the
power of a State to impose a net income, capital stock 6r gross receipts tax,represents an acceptable compromise, for the immediate future between the
positions expressed in the Bills under discussion and the "Plan". 4 By contrast,
the jurisdictional limitations in both S. 2092 and S. 1245 apply to corporations
irrespective of size. For the reasons stated in our original report (especially the
need to move slowly in an area that might seriously reduce State tax revenues),
we do not recommend such broad jurisdictional limitations. However, we continue
to recommend that the protection already afforded by P.L. 86-272 6 be applicable
to all corporations, both large and small.

Recent court decisions have narrowly construed P.L. 86-272 so that very littleactivity other than that which is undeniably part of direct solicitation can be
carried on in a State without subjecting an out-of-state corporation to tax.6 This
narrow judicial interpretation suggests that the language of P.L. 86-272 might
well be clarified to provide express protection for (a) the activity of installing orrepairing tangible personal property which is the subject of an interstate sale
where such activity is incidental to the sale, and (b) the activity of salesmen who,
in soliciting sales, promote their products by assisting customers in merchandise
displays and inventory control. Such an amendment of P.L. 86-272 might also
make clear that its protection will not be lost by reason of the fact that salesmen
possess samples and use company cars.

4 The "Plan" is the product of a drafting committee appointed to incorporate in legislative form the viewsof representatives from 35 states meeting as a so-called Committee of the Whole". The "Plan" was pub-lished on November 20, 1970 under the auspices of the Multistate Tax Commission, but has never received
the official approval of the Commission or of any State.6 We do not express an opinion, however, as to the reasonableness of $1,000,000 as the test for extending the
protection of the proposed Federal statute to a business enterprise.

4 See Clairol Inc. v. Kingeley 57 NJ. 199, 270 Atl. 2nd 702 (1970)
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Section 201 of the "Plan" provides that a corporation will be conclusively
presumed not to have derived any income from within a State if that State is
denied the power under P. L. 86-272 to impose a net income tax on the corporation.
The "Plan' also provides, however, that with respect to any corporation exempt
from tax solely by reason of P.L. 86-272, a State may impose a net income tax in
any taxable year in which the corporation had made more than $300,000 in gross
sales having a destination in the State, if the total sales for that year and for each
of the three next preceding years exceeded $2,000,000. Similar limitations would be
placed on the power to impose a capital stock tax.

The rationale supporting this so-called "circuit-breaker" approach to jurisdic-
tion is that the "business location" rule turns on the mechanics of the way in which
a particular business enter rise operates to enjoy the market afforded by a State.
Some businesses may be able to utilize the State's market without owning property
or having employees in that State. Another business may not be able to arrange its
affairs in such a manner as to avoid the imposition of a tax. If both businesses are
selling in the same market to a substantial degree, it may be considered unfair for
one to be free of tax while the other is subject to tax.

Our Committee is inclined to believe that this "circuit-breaher" approach is less
desirable than that of the Rodino Bill. The overall size of a business enterprise is
more easily ascertained than its gross receipts in each State. A business may be
relatively small in size and yet meet the requirements for reporting in a State
under the "Plan".

Even if the Congress were to adopt the "circuit-breaker" approach taken in the"Plan"", we again recommend (as noted above) that, regardless of size, all business
enterprises continue to enjoy the protection they already receive from P.L. 86-272,
contrary to the provisions of the "Plan". Both S. 2092 and S. 1245 contain a pro-
vision which states that nothing in those bills shall be considered to repeal P.L.
86-272.
Current Proposals for Prohibition of Sales and Use Tax Collection Requirements

With respect to the collection of sales and use taxes, our Committee continues
its support for the broader rules found in S. 2092 and S. 282 which incorporate the
leading court decisions in the field.7 The reasons supporting our position in this re-
gard are set out in detail in our original report (pp. 13-20).

The issue here involves the propriety of a tax which is imposed on a local incident
(clearly subject to tax by the local State) and not strictly a jurisdictional limitation
on the power to tax. Partly for this reason, our Committee supports the relatively
limited restrictions on State power found in S. 2092 and S. 282.

In contrast to these bills, S. 1245 contains an additional limitation on the right
of a State to require a seller without a "business location" in a State to collect a
sales or use tax. S. 1245 provides that when a seller has obtained in writing a buy-
er's registration number in accordance with section 304, a State may not require
the seller to collect or pay a sales or use tax with respect to an interstate sale to that
buyer. Section 304 requires all persons with a "business location" in a State to
obtain a registration number. Accordingly, some interstate sales would be free of
any requirement for collection of the related sales or use tax by the out-of-state
seller.

We understand, however, that the burden upon the State to collect its sales
and use tax would be increased by this provision. Our Committee does not believe
that the States should suffer this added restriction on their ability to enforce their
sales and use tax laws, particularly in view of the restrictions that would be im-
posed by section 306 of S. 1245 (and by similar provisions in S. 2092) on the col-
lection of municipal and local sales and use taxes. In our view, the latter provisions
would serve well to alleviate the more onerous compliance problems faced by an
out-of-state seller. Therefore, our Committee supports S. 2092 with respect to
both its restrictions on the power of a State to require a person to collect and remit
a sales or use tax with respect to an interstate sale of tangible personal property 8

Unlike the other bills before the Congress, S. 282 includes provisions regarding the power of a State to
fmpmar a sales tax as well as to require a vendor to collect a sales or use tax. It is conceivable that the formerprovisions might be interpreted to permit the imposition of sales taxes in circumstances not hitherto
permitted.

On the other hand, S. 2092 addresses itself only to the power of a State to require collection of a sales oruse tax. Thus, under S. 2092, a State would not have the power to require a person to collect and remit a
sales or use tax with respect to an Interstate sale of tangible personal property unless the person (1) has a
"business location" in the State, or (2) regularly makes deliveries In the State ether than by common carrier
or United States mail, or (3) regularly engages in the State in solicitation of orders for the sale of tangible
personal property by means of salesmen, solicitors, or representatives (unless such solicitation of orders is
carried on solely by direct mail or advertising by means of newspapers radio or television).I However, the definition of "business location" should be that described in the earlier part of this report.
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and Its provisions designed to reduce the possibility of multiple sales and use
taxes and to encourage uniformity with respect to sales and use taxe impysed by
municipalities and other politicalsubdivisions.

1I. DIVISION OF INCOME

Current Proposals for Allocation and Apportionment
Title III of S. 2092 sets forth an optional three-factor formula which is to be

applied to a corporation's apportionable income for the purpose of determining the
maximum amount of a multistate corporation's income taxable in a State. Appor-
tionable income is net income as determined under State law adjusted by elimina-
tion of both dividend income and income described in section 951 (a) (1) of the
Federal income tax provisions of the Internal Revenue Code (relating to "subpart
F income"). Dividends received from a corporation in which the taxpayer owns less
than 80% of the voting stock would be assigned to the State of taxpayer's com-
merical domicile. All other dividends and income described in Internal Revenue
Code, section 951(a) (1) would be completely excluded from the tax base.

Title II of S. 1245 describes an optional three-factor formula which is to be
applied to a corporation's apportionable income or capital in determining the-
maximum amount of income or capital taxable by a State. The apportionable net
income tax base is taxable income as determined under State law except for divi-
dends and for income derived from sources outside the United States as defined ill
section 862 of the Internal Revenue Code. (Dividends would, however, be included
if the corporation's principal business activity is dealing in securities). The appor-
tionable capital stock tax base would be the entire capital of the corporation as
determined under State law, reduced by investments in and advancements to
subsidiary and affiliated corporations. Dividends, other than dividends which con-
stitute income from sources outside the United States, received from corporations
in which the taxpayer owns less than 50 percent of the voting stock would he
assigned to the State or taxpayer's commercial domicile. All other dividends and
foreign source income would be excluded from tax.

The apportionment fraction prescribed by both Bills is the average of the.
corporation's property, payroll and sales factors. In S. 2092, a factor having a
denominator which is less than 10% of one-third of the corporation's net income
would be excluded. In S. 1245, factors with a zero denominator are excluded; if the
denominators of all factors are zero, "then the apportionment fraction for the
State where the corporation has its business location shall be 100 percent."

In S. 1245, the property factor is limited to the average value of the corpora-
tion's real and tangible personal property owned and used or rented and used
during the taxable year and located in the United States. Owned property is
valued at its original cost. Rented property is valued at eight times the net rents.
payable during the taxable year. Inventory is included.

The rules for determining the location of property are somewhat complex.
Movable property is considered to be located in a State if (1) the operation of the
property is localized in the State (that is, operated entirely within the State or
operated both within and without the State but the operation without the State
is occasional or incidental to its use in transportation within the State or with
respect to production, construction or maintenance of property located in the
State), or (2) the operation of the property is not localized in any State but the.
principal "base of operations" from which the property is regularly sent out is in
the State. The term "base of operations" is defined as the premises at which prop-
erty is regularly maintained (but not the dwelling place of an employee). Property
which cannot be located under the foregoing rules is excluded from the factor.

The property factor in S. 2092 differs from that in S. 1245 in that the denonmi-
nator does not include the value of any property located in a State in which the
corporation is not taxable and property rented to the corporation is valued at
eight times the gross rents payable during the taxable year.

The payroll factor in S. 1245 includes wages as defined for purposes of the
Federal Ufnemployment Tax Act paid to employees located in the United States.
The term "employee" has the same meaning as it has under Chapter 24 of the
Internal Revenue Code. The location of an employee for purposes of computing
the amount of wages paid in a State is determined under the provisions of section
515 of the Act. Those provisions were adopted from the Model Unemployment
Compensation Act which has been enacted in all the States so that a taxpayer-
will have readily available data in order to compute its payroll factor in anyr
State.



459

The payroll factor in S. 2092 defines compensation as wages, salaries commis-
sions and -any other form of remuneration paid to employees for personal services.
The denominator of the factor excludes compensation paid to an employee located
in a State in which the corporation is not taxable.

The gross receipts or sales factor of S. 1245 includes receipts from all sales and
rentals of tangible personal property. Sales of tangible personal property are
assigned on a destination basis. Sales other than sales of tangible personal property
are assigned by reference to income-producing activity. Rental receipts are
assigned to the State in which the property is located. Only sales within the United
States are included.

By contrast, the sales factor set out in S. 2092 excludes all gross receipts from
sale. other than sales of tangible personal property, real property and services.
Receipts from the rental of tangible personal property are included. Sales of
tangible personal property having a destination in a State in which the corporation
is not taxable or sales to the United States Government in which the property
is shipped outside the United States are assigned to the State from which the
property was shipped. For this purpose, the District of Columbia is treated as a
place outsRide the United States. (This rule does not apply to tangible personal
property shipped outside the United States or to the District of Columbia when
the purchamer is not the United States Government.) Sales of services are assigned
in proportion to the direct costs of performance incurred in each State by the cor-
poration in rendering the services. Sales of real property are assigned to the State
in which the property is located but only if the corporation is engaged primarily in
the business of selling real property. Sales everywhere are included in the de-
nominator.

Section 207 (b) of S. 1245 provides for adjustment of the apportionment factors
to include property, payroll and sales attributable to sales of tangible personal
property having an ultimate destination outside the United States if income from
such sales is included in the apportionable base.
Evaluation of Current Proposals

The design of the Bills is to prescribe rules of allocation and apportionment that
represent a rea-sonable approach to State taxation of interstate commerce and,
at the same time, recognize the importance of preserving the taxing power of the
States by permitting them to pursue their own tax policies within the limitations
-or ceiling of the new Federally prescribed allocation and apportionment provisions.
The inclusion of allocation and apportionment provisions as a limitation or ceiling
-on State taxing powers will protect multistate businesses from overtaxation and
will aid in reducing existing uncertainty and diversity to manageable proportions.

Any Federally prescribed rules of allocation and apportionment must also
recognize Constitutional principles of due process as well as the importance of
developing both fair and practical rules for assigning income and capital among
the several States.

Principles of fairness and equity are often elusive and subject to great differences
of opinion. Nevertheless, there appears to be general agreement that a corpora-
tion should not be subjected to ' taxation without representation", i.e., that it
should be taxed by a State or locality on only so much of its income and capital
as bears a demonstrable relationship to its assets and activities within that
jurisdiction.

In our original report we stated our belief that Federal legislation to improve
State taxation of multistate business firms should deal with the question of how
the net income or capital of a multistate enterprise should be divided among those
States which can properly exercise their taxing jurisdiction over the enterprise.
Subject events have reinforced that belief.

Although there has been a movement among the States to adopt the Uniform
Division of Income for Tax Purposes Act,) there has been considerable diversity
of views as to the interpretation of that Act, particularly in regard to the identi-
fication of those types of income to be apportioned by formula. Illinois was the
first State to adopt comprehensive regulations under the Uniform Act. The
Illinois Regulations interpreted the Uniform Act in such a manner that virtually
all income is apportioned by formula. The National Association of Tax Admin-
istrators ("NATA") next proposed Regulations under the Uniform Act which
also require virtually all income, with the notable exception of dividend income,
to be apportioned, but which differ materially from the Illinois Regulations. The
"N ATA" Regulations have to date been adopted onlyby Kentucky and Oregon.

1957 Handbook of the Conference of Commissioners on Uniform State Laws.
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California adopted the "NATA" Regulations in 1971 but revised them in 1973 to
conform to subsequent Regulations proposed by the Multistate Tax Commission
("MTC") with one major exception in regard to dividend income. The "MTC"
Regulations which have also undergone revision, differ from both the Illinois and"NATA" Regulations. Thus, the Uniform Act has had little uniformity of inter-
pretation. A number of States belonging to the Multistate Tax Compact have
taken steps toward adoption of the " MTC" Regulations. However, other States
(including Indiana) appear disposed to depart from those Regulations in material
respects.

State court decisions and the refusal of the United States Supreme Court to
review cases involving division of income have recently added to the uncertainty
and instability of State taxation of interstate enterprises' 0 These cases serve to
demonstrate the excessive burden on interstate commerce imposed by diverse
State approaches to division of income by their denial of judicial relief from
duplicative taxation. They also call attention to the present reluctance of the
United States Supreme Court to interfere with State tax determinations as to
division of income.

In addition to the current disagreement as to interpretation of the Uniform
Act, diversity results from important differences between the concepts embodied
in State tax statutes pertaining to division of income. Thus, Florida recently
enacted a corporation income tax that contains a unique apportionment formula
which gives more weight to the sales factor than to the other two factors (reflecting
property and payrolls). Both that income tax law and those recently adopted by
the legislatures in New Hampshire and Washington fail to incorporate the Uni-
form Act's distinction between "nonbusiness income" and "business income",
and subject all taxable income to apportionment by formula. Several other
States, such as New Jersey, Vermont and Pennsylvania, have income tax laws
that also differ substantially from the Uniform Act in this regard.

In our original report, our Committee took the position that the Congress
should exercise special caution in imposing new Federal restrictions on the ability
of the States to provide for their revenue needs. Accordingly, we agreed with the
approach in the prior Rodino and Ribicoff Bills which provided certain rules fc.r
division of income among the States but left untrammeled discretion to each
State as to the computation of the amount of net income or capital to be so
divided. At the same time, we recognized the problem faced by related corporations
with respect to multiple taxation of income received in the form of intercorporate
dividends. Although we considered it premature to attempt to deal with the
question of exclusion of some or all dividend income from the tax base altogether,
we urged that dividend income be allocated in its entirety to the State in which
the recipient corporation maintains its commercial domicile. We also concurred in
the view that Federal legislation as to division of income should merely provide
an alternative to the use of existing State rules in the form of a "ceiling' on the
amount of net income or capital taxable in any one State.

Both the Rodino and Ribicoff Bills discussed in our original report denied
corporations with average annual incomes in excess of $1,000,000 the benefit of
the proposed limitation on the amount of net income or capital that might be
taxed by any State having jurisdiction to impose a tax. This restriction was
sharply criticized by our Committee, which stressed the need to apply any
Federally prescribed rules for division of income to all companies engaged in
interstate commerce without discrimination.

Neither S. 2092 or S. 1245 would exclude large businesses from the application
of their proposed rules for division of income. We continue to agree with that
approach.

Although we also continue in our general support for a "ceiling" approach with
respect to Federal legislation affecting the division of net income and capital
among the States, the trend of subsequent events has led us to modify somewhat
our prior position with respect to the types of income which should be specifically
allocated to a State on a situs basis as contrasted with income which should be
apportioned by formula. As previously indicated, recently enacted State corpora-
tion income tax laws and Regulations adopted by the Multistate Tax Commission
indicate that a significant number of States are in favor of subjecting the entire
net income of a multistate business enterprise to formula apportionment. We now
believe that this approach should be restricted by Federal legislation that will
assure not only that certain easily segregated items of income will be specifically
allocated to a State, but also that certain income and capital be excluded from the

10 Kennecott Copper Corp. v. State Tax Commission, 27 Utah 2d, 119 cert denied 93 S. Ct. 323 (1972);
Commonwealth v. Emhart Corporation, 443 Pa. 397, 278 A. 2d 916 (1971), cert. denied, 92 S. Ct. 451 (1971).
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State tax base altogether. In our opinion, any such legislation should provide for
such allocation and exclusions in order to achieve its fundamental objectives of
fairness, uniformity and simplicity. The following sections of this Report discuss
the desirability of (I) exclusion from the tax base of certain dividend and other
income and certain capital and (ii) specific allocation of other dividends and capital
gains and losses.

... stabilityy of Exclu8ions from Tax Ba8e
Although financial institutions and holding companies are expressly excluded

from the operation of the Bills under consideration, many large multistate corpora-
tions function as both sellers of goods and services (requiring direct and active
business operations) and as investors in shares and debt obligations of other
corporations (requiring supervision of portfolio or subsidiary holdings). For this
reason, they have significant amounts of income from such investments in the
form of dividends, interest and occasionally capital gains. This investment income
raises many of the more serious problems which arise with respect to attribution
of income among the several States. In particular, the prescribed factors of the
apportionment formula have little relationship to income in the form of dividends,
interest or gains from the sale of investments or to capital in the form of invest-
ments in or advancements to subsidiary corporations. Moreover, taxation of
dividend income and capital represented by investments in the shares of other
corporations presents the issue of duplicative State taxation.

One possible approach to these problems is illustrated by the provisions of
S. 1245 which completely exclude from the tax base dividend income received from
and investments in and advancements to subsidiary or affiliated corporations
together with certain foreign source income. We will discuss each of these ex-
clusions in turn.

(a) Dividend Income.-Should corporate earnings be subjected to income tax by
the States more than once prior to their distribution to noncorporate shareholders?
Should a distinction be made with respect to dividends received from an affiliated
corporation for the purpose of making ultimate distributions to noncorporate
shareholders or to supply needed funds to other affiliated corporations? Should
public policy encourage the free flow of funds between related corporations and
relieve the need to resort to practices such as maintaining a low capital-to-debt
ratio by a subsidiary corporation? Should the taxation of intercorporate dividends
be treated solely as an aspect of consolidation or combined reporting?

These questions indicate the range of issues involved in the taxation of inter-
corporate dividends. Many conflicting arguments have been advanced as to these
issues. After careful study of these problems, our Committee recommends that
dividend income excluded from the corporate tax base for Federal income tax
purposes should similarly be excluded from the tax base for State income tax
purposes.

The Fedr I income tax statute has long mitigated multiple corporate taxes on
the income repimsented by such dividends by allowing the recipient an offsetting
deduction equal to 85% of such dividends." Although complete elimination of
duplicative corporate taxes would require a 100% deduction, Congress has re-
frained from providing full relief apparently by reason of concern that a 100%
deduction would encourage the use of multi-tiered corporate structures to obtain
additional surtax exemptions (which are intended to assist small businesses).12
Thus, it was not until 1964 when more stringent legislation was adopted to re-
strict use of the surtax exemption by related corporations 13 that Congress in-
creased the intercorporate dividend received deduction from 85% to 100% of the
dividends received from certain subsidiaries.1

11-10
The Secretary of the Treasury in his explanation of this provision to the Ways

Said Means Committee stated:
"The elimination of the intercorporate dividend tax in this type of parent-

subsidiary relationship would extend to such groups one of the tax advantages
It Sections 243 et seq Internal Revenue Code.
Is Senate Report No. i240, 74th Congress, 1st Sess. "The President suggested as the most effective method

of preventing evasion of a graduated tax on corporations, a tax on dividends received by corporations.
Under existing law, dividends received by a corporation from a domestic corporation are allowed as a deduc-
tion from gross income In computing net income. Your Committee has amended existing law by restricting
the deduction to 85 percent of the dividends received from domestic corporations." p. 6.

1 Section 2a5, Revenue Act of 1964, P.L. 88-272.
14 Section 214, Revenue Act of 1984.
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generally now available only to affiliated groups which file consolidated
returns. This amendment is designed to facilitate the adjustment to the
etmination of multiple surtax exemptions in cases where the affiliated group
does not, or cannot, file consolidated returns, but would recognize that the
earnings of an 80-percent-owned operating subsidiary are more directly the
earnings of the parent than is the case where one corporation merely derives
investment income from an unrelated corporation." 16

The adverse effect on efficient business practices of a tax on certain intercor-
porate dividends is 4et out in the testimony of those persons supporting this pro-
vision of the President's tax recommendations. They cite the need to encourage
the free flow of funds between parent and subsidiary and the desirability of
removing the need to keep the capital-to-debt ratio of a subsidiary as low as
possible in order to avoid excessive taxes.16 The amendment also was thought to
eliminate discrimination against those business enterprises which, for sound
economic and legal reasons, find it necessary to use subsidiary corporations.

An argument is sometimes made that the United States imposes the Federal
income tax on dividends received by a domestic corporation from corporations
organized under the law of a foreign country (without allowance of any offsetting
deduction for dividends received) and that a State should, therefore, be permitted
to impose a tax on dividends received by a domestic corporation from out-of-state
-corporations. The difference in treatment between intercorporate dividends from
domestic and from foreign corporations under the Internal Revenue Code is pre-
sumably justified by the fact that the United States does not usually tax the in-
come of the foreign-organized corporation from which the dividends are received,
i.e the United States does not subject the same income to multiple taxation.

This argument ignores the credit allowed by the Federal statute for income taxes
paid to foreign governments on the earnings out of which the dividend is paid."
Moreover, except in rare and unusual cases, the Federal Government does not
require a corporation organized under the law of a foreign country which engages
in business within the United States (a) to pay any tax on dividend income from
other foreign corporations, or (b) to pay tax at the regular corporate rate on divi-
dends from United States corporations. Thus, the analogies drawn from the Fed-
eral income tax treatment of dividend income received from and by foreign corpo-
rations appear to be highly questionable. In addition, the policies that underly the
taxation by the Federal Government of the world-wide income of corporations
organized in the United States (which result in Federal taxation of foreign source
income) are not the same as those underlying either the Commerce Clause of the
Constitution with respect to the regulation of interstate commerce or the Due
Process Clause with respect to the limitations on the right of a State to tax an out-
of-state corporation.

It appears reasonable to our Committee that corporations organized under the
laws of a State of the United States should be protected from duplicative taxation
by the States at least to the same degree as they are protected from duplicative
taxation at the national level, if Congress is to fulfill its role in protecting and en-
couraging interstate commerce.

Our Committee is of the opinion that relief from duplicative State taxation
with respect to -intercorporate dividends should not be solely a function of con-
solidated returns. In a subsequent section of this Report, we reiterate our position
opposing the "unitary business" approach and set forth our present reservations
concerning Federal legislation that would sanction combined or consolidated
reporting. Regardless of how Federal legislation may treat the issue of consolidated
returns or combined reports, however, we believe that the circumstances under
which such reports or returns are used should not affect the exclusion of intercor-
porate dividends from State taxations in view of the different policy considerations
involved.

In the light of the foregoing policy considerations, we consider it desirable, as a
policy matter, that dividend income excluded from taxable income for Federal
income tax purposes should be excluded for State income tax purposes.

We are not, however, completely confident that the Congress would have power
under the Commerce Clause to limit the amount of income which may be attributed
to a State in all instances involving the receipt of dividend income. Specifically,
we are uncertain as to whether a State in which a corporation has its commercial
,domicile could, under the Commerce Clause, be prohibited from taxing dividends

Is 8enb te Report No. 830, 8Sth Cong., 2d Sess. (1964) p. 74-75.
16 Headngs before the Committee on Ways and Means, House of Representatives, 88th Cong., 1st Sess.,

pp 1922-3, 1919-52.
Sections 901 aud 902, Internal Revenue Code.
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received from another corporation whose activities are wholly confined to that
State. A variant on this question arises where the payor is present and active in
only one State which is a different State than that of the recipient corporation's
commercial domicile. Another variant occurs where the payor corporation operates
business facilities in several States. As we have not made a study of the authorities
.bearing on these Constitutional questions, we express no opinion as to precisely
what circumstances would warrant Congress' exercise of its power to regulate
interstate commerce in a manner that would prohibit the State of commercial
domicile from taxing corporate income in the form of dividends.

We have no doubt, however, as to the power of the Congress to limit States
other than the State of commercial domicile from taxing an out-of-state corporation
on dividends received by it. For this reason, we also make the alternative recom-
mendation (previously made in our original report) that whatever dividend income
is taxable should be allocated entirely to the State of the recipient corporation's
commercial domicile. See discussion below at p. 15

(b) Investments in Subsidiaries.-The foregoing arguments with respect to
dividends received from a subsidiary corporation are also pertinent to State
capital stock taxes on equity securities and debt obligations of a subsidiary
corporation.

The capital invested in a business enterprise is not increased merely because
that enterprise is made up of a number of corporations rather than a single
corporation. Accordingly, the same capital should not be taxed twice: first as a -
a capital stock tax on the subsidiary corporation and a second time as a capital
stock tax on the parent corporation by reason of the latter's ownership of equity
securities and debt obligations of the subsidiary. This burdensome duplicative
taxation should, we think, be restricted by the Congress. In support of this view,
we note that if investments in equity securities and debt obligations of subsidiaries
are retained in the capital stock tax base, the factors of the apportionment formula
will seldom have a rational relationship to those items in the tax base. As a result,
capital will be assigned to States that have no demonstrable connection with the
capital being taxed.

(c) Foreign Source Income.-In S. 1245, "foreign source income" (as defined
therein) is excluded from the State income tax base.

By its very nature, income generated by assets and activities outside the
United States cannot be reasonably attributed to any State. Such foreign income
will ordinarily be subject to taxation, not only by the national government of the
country in which it arises, but also by one or more provincial, cantonal, municipal,
or other types of local government whose taxing powers will not be affected by
whatever legislation may be adopted by the United States Congress to limit over-
lapping taxes by the States of the United States.

Adoption of an exclusion of foreign income from the State tax base would be
consistent with the long-standing goal of the United States to eliminate inter-
national double taxation by means of both (a) allowance for a credit against the
Federal income tax for income taxes imposed by foreign governments on income
derived within their borders by United States taxpayers, and (b) the series of
Income Tax Conventions (treaties) which partially define the various types of
income which each government may tax. The exclusion of foreign income from
the State tax base would provide assurance that income from international business
transactions of United States taxpayers will be protected from duplicative taxes
imposed by the States as well as those levied by the Federal Government.

If this proposal is accepted in principle, it will be necessary to devise a suitable
definition of "foreign source income". Our Committee recommends that this
definition be based on the familiar Federal income tax concepts set forth in sections
861 through 863 of the Internal Revenue Code, which specify the circumstances
under which many common types of income (dividends, interest, rents, royalties,
fees for personal services, profit from sales of goods, etc.) will be considered to
be derived from a foreign source. Use of these well known rules will both (i)
correlate with the credit for foreign taxes on such income allowed for Federal
income tax purposes, and (ii) provide a large body of judicial and administrative
authorities that will be useful in resolving many questions of interpretation, in-
cluding the identification and computation of thbse deductions which pertain to
such "foreign source income".

21-350---74----31
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Distinction between Allocable and Apportionable Income
(a) Dividend Incomc.-In S. 1245, that dividend income which is not exempted

from State income taxation (i.e., dividends from United States corporations in
which the taxpayer owns less than 50 per cent of the voting stock and dividends
which represent foreign source income) is specifically assigned to the State of
commercial domicile.

There are several reasons why our Committee favors this attribution of dividend
Income. First, such income can be readily accounted for separately. Second, the
activities which produce such dividend income normally take place at the tax-
payer's headquarters, i.e., in the State of taxpayer's commercial domicile. Third,
such dividend income typically has little or no economic connection with the busi-
ness assets and activities which generate the taxpayer's approtionable income
from sales of its products or services. Specifically, dividend income is not related
to any of the three factors of the apportionment formula because (1) it is not the
product of the tangible property used in the production or sale of the taxpayer's
goods or services, (2) very little of the taxpayer's payroll is normally associated
with it, and (3) it seldom is factually related to the State of destination of the
goods or services generated by the taxpayer's direct business operations.

These policy considerations have long been reflected by the many State income
tax statutes which have allocated dividend income on a situs basis rather than
apportioned it by formula. Moreover, the courts have often recognized that the
State of commercial domicile has a strong claim to tax dividend income received
by a corporation.18 Accordingly, assignment of such income to the State of com-
mercial domicile by the proposed Federal statue will avoid Constitutional prob-
lems raised by recent attempts by several States to tax portions of the same income
(which imply a denial of the right of the State of commercial domicile to tax the
entire amount of such income). Since attribution to the State of commercial
domicile has been the general practice among the States, at least until recently,
such treatment of dividend income by S. 1245 would not seriously affect State
income tax revenues."9

(b) Interest Icome.-Many of the foregoing policy considerations for specific
allocation of dividend income to the State of commercial domicile would seem to
apply to interest income. Nevertheless, S. 2092 and S. 1245 include all interest
income in the apportionable base.

It has been argued that interest income should be apportioned by formula on the
grounds that (i) many investments producing interest income arise out of the
ordinary business operations, such as the proceeds of regular sales of goods and
services, and (ii) the purpose for acquiring and holding certain types of investments
is often related to or incidental to such operations, e.g., short-term investment of
funds reflecting seasonal inventory fluctuations. Although these arguments; are
persuasive with respect to both (a) interest income from customers in deferred pay-
ment transactions and (b) temporary investments of working capital, their
validity is less apparent when applied to long-term investments in debt obligations
of subsidiary corporations and portfolio debentures, which often bear many
resemblances to equity investments in subsidiary corporations or portfolio
securities. Ideally, interest income derived from the latter types of debt obligations
should be allocated entirely to the State of the recipient's commercial domicile in
recognition of the right of that State to tax all income from intangible property not
having a business situs in some other State.

Although our Committee believes that the latter position is meritorious, we
also recognize the potential for controversy inherent in applying the distinction
between two categories of interest income, one apportionable among the States
as business income and the other allocable entirely to the State of commercial
domicile.20 These practical difficulties have led the Committee to conclude that

1S Opinion of the Attorney Genernl of the State of North Carolina, 1 CCII N.Car. Tax Cases, 1201-470;
Southern Pacific Co. v. Mc('olgrin, 68 Cal. App. 2d 48, 156 P. 2d 81 (1945). Cf. California Packing Corp. v.
State Tax Commission, 97 Utah 367, 93 P. 2d 463 (1939); Gulf Oil Corp. v. Clayton, 267 N.C. 15, 147 S.E.
2d 529 (1966); Sjuare D Company v. Ky. B I. of Tax Appeals, 415 S.W. 2d 594 (1967).

"9 The exclusion of intercorpnrate dividends with respect to subsidiaries may have a material revenue
effect in the few States that now tax such dividends, such as California. That State has, however, tradi-
tionallv followed the practice of allocating dividend income to the State of taxpayer's commercial domicile.
As to the general rule among the states a. of 19.54, see Cohen, "Apportionment and Allocation Formulae
and Factors Usel by States ir Le'vivg Tixes Based on or Messure1 bv Net Tnoome. etc. - A Research
Report Prepared for Controllership Foundation, Inc."; and Humble Oil & Refining Co. v. Calvert (Tex.
Civ. App.), 414 S.W. 2d 172 (1161.

20 These difficulties are illustrated by those exle-ienced with respect to interpretation of sections 4-8 of
the Uniform Division of Income for Tax Purposes Act. See the Examples set forth In the Regulations issuel
by the Multistate Tax Commission, which purport to Interpret that AcL's distinction between "business"
interest income and "non-business" interest income.
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the proposed Federal statute could reasonably provide for formula apportionment
of all types of interest income. In this connection, we note that no problem of
duplicative corporate taxes (comparable to that previously discussed with respect
to intercorporate dividends) can arise in connection with interest income received
from another corporation because of the concomitant deduction for interest ex-
pense allowable to the payor corporation in computing its income subject to
formula apportionment.

(c) Capital Gains and Losseq.-Dlfferent policy considerations apply with re-
spect to gains and losses which are treated as gains and losses from sales or ex-
changes of various types of capital and other assets (as distinguished from
Inventory and similar property held primarily for sale to customers). In many
cases, such gains and losses result from infrequent transactions, distort current
income, andhave little or no relation to the factors reflected in the apportionment
formula (particularly in those cases in which they result from dispositions of
intangible property).

Perhaps the strongest argument for formula apportionment of capital gains is
that wit respect to those types of real or tangible personal property e g., plant
and equipment, previously used in the regular business operations of the taxpayer
and which have generated depreciation deductions taken against apportionable
income. Section 1245 of the Internal Revenue Code and, to a lesser extent, section
1250 appear to mitigate this problem to some extent by "recapturing" such prior
depreciation and treating it as ordinary income. To the extent that the gain is
treated as ordinary income, it would in many States be apportioned by formula.
However, even this argument is open to the objection that the gain apportioned
by the formula reflects the current year's distribution of the taxpayer's property,
payroll and sales among the several States, which may bear little resemblance to
the distribution that existed during prior years when the depreciation was
deducted.

It is the recommendation of our Committee that gains and losses which are
treated as gains and losses from sales or exchanges of capital assets under the
Federal income tax statute should be specifically allocated to a single State
according to rules generally similar to those of the Uniform Division of Income
for Tax Purposes Act. Thus, gains and losses from sales or exchanges of intangible
property should be assigned to the State of taxpayer's commercial domicile. Gains
and losses from sales or exchanges of real property should be assigned to the
State in which the real property is located. The same rule should apply with
respect to gains and losses from sales or exchanges of tangible personal property
except in those (relatively unusual) cases in which the taxpayer is not taxable in
the State of situs and should, therefore, be required to assign such gains to the
State of the taxpayer's commercial domicile.

(d) Other lncome.-All other types of income are apportioned by the pending
Bills by means of a three-factor formula. This "full apportionment" concept
obviates the necessity of identifying the sources of particular items of income
and of determining the character and amount of those deductions which are fairly
assignable' to the income which is specifically assigned. For example under the
Uniform Division of Income for Tax Purposes Act patent and copy ri ht royalties
are assigned to the State in which the patent or copyright is utilized. The necessity
for determining the place of utilization may give rise to complexity in admin-
istration, increasing the burden of compliance on the part of the taxpayer and the
burden of enforcement on the part of the State. Moreover, in many situations a
patent or copyright is developed as part of the regular business operations of a
company, and it Is impracticable to identify the items of cost and expense in-
curred, either currently or in previous years, in development of the patent or
cop yright.

Similar problems of segregating income and expenses and of determining the
proper situs of the income may arise with respect to several types of income other
than dividends and capital gains, suggesting that formula apportionment affords
a convenient approach for assigning such income.
Desirability of a Three-Factor Formula

In: our original report, we stated our belief that there are sound reasons of policy
for inclusion of a gross receipts factor in whatever formula is used to apportion
ordinary business income from interstate sales of goods and services. We continue
in that belief. If the market for goods or services produced or rendered by a busi-
ness is in a State, some part of its net income or capital should reasonably be
attributed to that State. As a gross receipts factor is commonly incuded in the
apportionment formulas used by the States, its omission from a Federal apportion-
ment formula could have a substantial effect on State tax revenues. Such a result
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could be undesirable both for the States and for taxpayers. Although some States
would experience a windfall, others would be required to raise tax rates in order
to sustain their present level of tax revenues. Multistate taxpayers would be
likely to experience additional tax burdens as States would seek to compensate
for such disruptions of existing revenues.

In our piror report, we noted that one of the major arguments advanced in
favor of a two-factor formula is based on the fact that in some instances gross
receipts are assignable to a State in which the taxpayer could not be taxed by
reason of P.L. 86-272 or by enactment of the jurisdictional provisions of the
proposed Federal legislation under discussion. Our recommendation with respect
to jurisdictional limitations reduces the extent of the problem. An alternative
solution to the problem (of accounting for 100 per cent of a corporation's gross
receipts in the gross receipts factor) would be to construct the gross receipts
factor in such a way that there will be full accountability of all gross receipts
included in the factor. The latter concept is discussed in the following portion of
this Report.
Definition of Gross Receipts Factor

The development of a gross receipts factor presents several problems. The
Uniform Division of Income for Tax Purposes Act contains one set of rules for
locating gross receipts from sales of tangible )ersonal property in a State and a
second set of rules for locating gross receipts from other sales. Sales are defined
to include only items of gross receipts not specifically allocated under sections 4
through 8 of the Act (dividends, interest, rents, royalties and gains), which leaves
receipts from sales of services as the principal, if not only, receipts to be located
by this second set of rules. Thus, the Uniform Act does not contemplate a gross
receipts factor with any significant amount of receipts other than from sales of
tangible personal property and services. If the Uniform Act is interpreted to
include virtually all income in the apportionable base, as the "MTC" Reglations
do, then the receipts in the sales factor will include dividends, interest, rents, etc.
As we note in a subsequent paragraph, it is not logically sound to include those
kinds of receipts in the sales factor.

Of the various proposals for a sales or gross receipts factor, the general approach
taken by the "Plan' seems to us to be the most reasonable. Only gross receipts
from sales or rentals of tangible personal property, from sales of services, and from
sales of real property (if the corporation is engaged in the business of selling real
property) are included in the factor. This is also true of the sales or gross receipts
factor in S. 2092. Our Committee believes that this represents a reasonable
definition.

Under the "Plan" and S.. 12092, the principal gross receipts omitted from the
factor but included in the apportionable base are interest income, royalties, and
the proceeds of certain sales of capital assets.

In our opinion, the basic issue involving the congruence between the apportion-
able base and the factors of the apportionment formula is the question of what
income can be appropriately apportioned by a formula rather than the question
of what receipts should be included in the sales factor. For example, if the de-
cision is made to apportion all interest income, it would partially frustrate that
policy to assign all such income to the State of the corporation's commercial
domicile in constructing the sales factor.

A related problem arises with respect to capital gains because a very large
amount of gross receipts may be associated with very little gain or loss in the ap-
portionable base. Of course, specific allocation of capital gains or losses would
avoid that problem.

The "Plan" describes the sales or gross receipts factor as a fraction the numer-
ator of which is the sales of a corporation which are located in the State during
the taxable year, and the denominator of which is the sum of the corporation's
sales factor numerators for such year for all States in which the corporation is
taxable. The limitation placed upon the denominator of the fraction makes certain
that there will be no gross receipts assigned to a State in which the corporation is
not taxable and, therefore, that all of the income or capital of the corporation will
be subject to tax by the several States.

In both the "Plan" and S. 2092, gross receipts from sales of tangible personal
property are assigned to the State of destination. An exception is made with re-
spect to gross receipts from sales having a destination in a State in which the
corporation is not taxable, in which event the receipts are located in the State
from which the property was shipped, normally the State in which the seller's
factory or warehouse is located. This provision is designed to accomplish the same
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result as the provision limiting the amount of gross receipts in the denominator of
the factor, viz. the full accountability of all gross receipts. The considerations for
and against this provision are fully discussed at p. 43 et seq. in our original report.
We stated there that our Committee was not in agreement as to whether the seg-
ment of income from sales that cannot be taxed by the customer's State (for lack
of sufficient contacts and expense incurred, either currently or in previous years,
in development of the patent or copyright.

Similar problems of segregating income and expenses and of determining the
proper situs of the income may arise with respect to several types of income other
than dividends and capital gains, suggesting that formula apportionment affords
a convenient approach for assigning such income.
Desirability of a three-factor formula

In our original report, we stated our belief that there are sound reasons of
policy for inclusion of a gross receipts factor in whatever formula is used to
a portion ordinary business income from interstate sales of goods and services.

e continue in that belief. If the market for goods or services produced or rendered
by a business is in a State, some part of its net income or capital should reasonably
be attributed to that State. As a gross receipts factor is commonly included in the
apportionment formulas used by the States, its omission from a Federal appor-
tionment formula could have a substantial effect on State tax revenues. Such a
result could be undesirable both for the States and for taxpayers. Although some
States would experience a windfall, others would be required to raise tax rates in
order to sustain their present level of tax revenues. Multistate taxpayers would be
likely to experience additional tax burdens as States would seek to compensate for
such disruptions of existing revenues.

In our prior report, we noted that one of the major arguments advanced in favor
of a two-factor formula is based on the fact that in some instances gross receipts
are assignable to a State in which the taxpayer could not be taxed by reason of
P.L. 86-272 or by enactment of the jurisdictional provisions of the proposed
Federal legislation under discussion. Our recommendation with respect to jurisdic-
tional limitations reduces the extent of the problem. An alternative solution to the
problem (of accounting for 100 per cent of a corporation's gross with that State)
should properly be attributed to another State, such as the State from which the
goods are shipped.

It seems to us that attribution of such income to the State from which the goods
are shipped would be preferable to limiting the denominator of the factor because
it*does reflect the situs of an activity factually related to the receipts in question.
By contrast, the effect of limiting the denominator would be to increase the factor
for those other States with which the taxpayer has sufficient contacts to be subject
to tax. Those States would, therefore, receive the benefit of attribution of addi-
tional net income unrelated to any activity taking place within their boundaries.

In S. 2092 a further exception would be made with respect to sales to the United
States Government when the goods are delivered or shipped to a place outside the
United States or to the District of Columbia, i.e., such receipts would be assigned
to the State from which the goods were shipped. Our Committee expresses no
opinion with respect to the proper treatment of sales to the United States Gov-
ernment.

In both the "Plan" and S. 2092, sales of services are included in the numerator
of the State in which the service is performed. Services rendered in two or more
States are divided between those States in proportion to the direct costs of per-
formance incurred in each State by the taxpayer in rendering the services. Sales
of real property would be included in the numerator of the State in which the
property is located only if the corporation is engaged in the business of selling
real property. If not in such business, the gross receipts would be ignored for
factor purposes.

Gross receipts from the rental of tangible personal property would be included
In the numerator of the State in which the rented property is located. The location
of rented-out property may be difficult for the taxpayer to ascertain. The specific
provision with respect to the location of rented-out personalty in the Rodino Bill
might ease this problem because it locates such property in the State in which
was located the last base of operations at or from which the property was delivered
to a lessee, a fact easily ascertained by the lessor-owner.
Definition of property factor

The property factors prescribed in S. 2092 and S. 1245 are, for the most part,
-similar and reflect property factors in common usage in State income tax laws.
They differ, however, in certain minor respects.
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Of these differences, only that with respect to the treatment of rented property
requires comment by the Committee. S. 2092 determines the value of rented
property on the basis of gross rents payable, while S. 1245 determines such value
on the basis of net rents payable. The latter method inserts an additional com-
plexitr into the computation of the property factor. It is conceivable that a
negative value may result. In our opinion, the value of owned property in the
property factor should reflect the capital investment of the taxpayer rather than
income-producing capability. Similarly, there is no compelling reason to value
rented property on the basis of income from subrentals. Therefore, the Committee
recommends adoption of the method found in S. 2092 for determining the value
of rented property for property factor purposes.

The Rodino Bill also contains specific rules for determining the situs of personal
property which is rented out to another person (See p. 11-19). Such rules may be
elpful as an alternative to applying the rather complex rules regarding movable

property.
Definition of payroll factor

The Committee recommends that the payroll factor be limited to wages paid
to employees as defined in the Internal Revenue Code with respect to F.I.C.A.
and F.U.T.A. taxes and the Model Unemployment Compensation Act in effect in
all of the States. This permits a taxpayer to develop its payroll factor without
generating data specifically for that purpose which is not otherwise required in its
business. Likewise it permits the States to administer their tax laws easily.
Accordingly, the committee recommends adoption of the principle found in the
payroll factor of S. 1245.

Sections 203 and 515(b) of S. 1245 require some revision of a technical nature.
The reference to section 3306(b) of the Internal Revenue Code should be amended
to make clear that the amount of wages in the payroll factor will not be limited
to $4,200 per employee. The reference to Chapter 24 of the Internal Revenue
Code should be changed to a reference to the Chapters imposing F.I.C.A. and
F.U.T.A. taxes.
Application of apportionment formula to capital stock taxes

In its original report, our Committee did not attempt to study in detail the
various problems presented in developing Federal legislation to limit the amount
of a multistate taxpayer's capital that could be subjected to State taxes on capital
stock.

The development of the law of capital stock taxation has had a somewhat
different history than that with respect to income taxation. Capital stock tax laws
were originally conceived as laws exacting a fee for the privilege of doing business
in a State. This fact prompted many courts to be very lenient in their scrutiny of
the measure of such fees. however, since the maximum attribution provisions of
any Federal legislation cannot distinguish between capital stock tax laws that are
imposed on the privilege of doing business in a State (and measured by capital)
and those that are imposed directly upon capital employed in the State, the
maximum capital attributable to a State should meet the same test of reasonable-
ness as with respect to income for income tax purposes.

The test commonly applied where the tax is not upon the privilege of doing
business is the extent of the capital employed or used within a State. It is difficult
to quantify the concept of using capital in a State. Nevertheless, our Committee
believes that the three-factor fromula to be applied to net income can normally
be applied to capital with reasonable results. This is particularly true if invest-
ments in and advancements to subsidiary companies are excluded from the
capital stock tax base. However, problems arise in those cases where the tax-
payer's only activities in the State involve the selling of its product and the tax-
payer has no property or employees in the State. In such cases, no capital of the
taxpayer is actually -used in that State. Notwithstanding this difficulty, a number
of capital stock tax laws presently contain a three-factor apportionment formula
which includes a sales factor.
Two or mare businesses of a single taxpayer

Regulations of the "Multistate Tax Commission adopt the theory that a single
corporation may engage in two or more businesses requiring separate application
of the apportionment formula in order to determine the income or capital attrib-
utable to a State. By contrast, S. 1245 is silent as to this theory.

In our opinion, implementation of such a theory would introduce undue com-
plexity and would result in much fruitless litigation, particularly in view of the
difficulties encountered in identifying each separate business which are described
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in the critique of the "unitary business" technique of our original report at
pp. 50-55. Those difficulties would seriously aggravate compliance and enforce-
ment problems. Moreover, the "unitary business" concept has thus far been
adopted by very few States. Therefore, the Committee believes that the approach
of S. 1245 is preferable and should be adopted.

III. RELATED CORPORATIONS

In its original report, our Committee set forth in some detail the grounds for
its objections to the practice, introduced by California, of requiring a corporation
with a local place of business to apply the three-factor apportionment formula
to the combined income of that corporation and those out-of-state affiliates found
to participate with it in a single business unit or "unitary business". That study
led our Committee to recommend that the "unitary business" method of combined
reporting should be restricted by Federal legislation along the lines of the provision
contained in the Ribicoff Bill, discussed in our prior report.

S. 1245 embodies a different approach. Section 209 thereof provides that if
either a State or a taxpayer establishes that the taxpayer has engaged in non-
arm's-length transactions (as defined) which cause a "material distortion" of
income apportioned to the State, the State may require or the taxpayer may
elect to determine apportionable income by reference to the "consolidated appor-
tionable income and apportionment factors" of all parties to the non-arm's-length
transactions. "Consolidated apportionable income" is defined as the sum of the
apportionable income of all corporations consolidated with all intercorporate
transactions eliminated.

This approach appears to eliminate many, but not all, of the problems, described
in our prior report, which arise under the California technique for combined
reporting with respect to identification of a "unitary business" and ascertainment
of the net income and apportionment factors pertaining to the "unitary business."
A variety of new problems would, however, be created. Thus, it is doubtful
whether a satisfactory definition of "material distortion" can be developed.
Moreover, although Section 209 seeks to achieve fairness by permitting a taxpayer
to elect to report on a combined basis by establishing the existence of non-
arm's-length transactions, it could invite deliberate manipulation of relationships
with affiliated corporations in those cases in which the combined computation
would result in tax savings. Another difficulty arises from the fact that Section
209-quite reasonably-contemplates combination of apportionable income and
apportionment factors solely with respect to those related corporations which
engaged in non-arm's-length transactions with the taxpayer; this creates a dilemma
in cases in which the taxpayer engages in non-arm's-length transactions with two
or more affiliates that do not engage in non-arm's-length transactions with
each other.

Our Committee believes that these problems, together with other problems
inherent in any consolidation approach, deserve intensive study before Congress
takes action to adopt this or any similar provision which would appear to authorize
a State, in some circumstances, to impose tax on income of an out-of-state corpora-
tion beyond the jurisdiction of that State as defined in prior decisions interpreting
the "Due Process Clause" of the Fourteenth Amendment.

The foregoing considerations have led our Committee to conclude that, pending
full study of the ramifications of a Federally-sanctioned consolidation provision,
prudence would suggest that current Federal legislative proposals might appro-
priately provide protection of State tax revenues from possible tax avoidance
maneuvers involving related corporations by sanctioning reallocations of income,
deductions and other tax attributes among affiliated entities under circumstences
similar to those contemplated by Section 482 of the Internal Revenue Code. We
recognize the merit of some of the reservations expressed by State tax admin-
istrators with respect to the reallocation technique, but we believe that several of
those reservations can satisfactorily be resolved along the lines suggested in our
prior report. Our Committee therefore reaffirms its support for the Ribicoff
proposal, which would both restrict the use of combined reporting and expressly
authorize use of the reallocation approach.

IV. JURISDICTION OF FEDERAL COURTS

Title IV of S. 1245 introduces a new concept not present in S. 3333 nor com-
mented upon in the original report of the Committee. This title is designed to
give concurrent jurisdiction with State courts to the U.S. Court of Claims for
disputes arising under S. 1245 or P.L. 86-272.
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Within 90 days after a decision by a State administrative body from which the
only appeal is to a court, any party (the State as well as the taxpayer) may petition
the Court of Claims for a review de novo of any of the issues resolved by the
State administrative body.

Title IV further provides that a determination by the Court of Claims is binding
for the taxable years involved on any State given notice or appearing as a party,
notwithstanding the fact that there had been a prior determination by a State
court or administrative body which was completed after notice was given to the
State of the Court of Claims proceeding. Finally, Title IV provides that no statute
of limitation shall bar the right of the State or a taxpayer to recover an increase
in tax or a refund in accordance with the determination of the Court of Claims,
provided that an action has begun within one year after the determination of the

ourt of Claims has become final.
Our Committee believes desirable the objective of having a single Federal

court which could develop an expertise in the area of interstate taxation and which
would provide a forum for the uniform application of Federal law in this area.

The Court of Claims, either through the use of its Commissioners or sitting as
a panel, would be able to hear cases drawn from all parts of the country and, thcr.r-
fore would be preferable to the use of the Federal District Courts for this purpose.

The need for uniform application of the law in this area may be illustrated by
the inconsistent results reached in recent California and Utah decisions. In Chase
Brass & Copper Co. Inc. v. Franchise Tax Board, 10 Cal. App. 3rd 496 (1st Dist.),
cert. denied, 400 U.S. 961 (1970), it was held that both Kennecott Copper Cor-
poration and its subsidiary, Chase Brass & Copper Co., were parts of a 'unitary
business" required to file a combined franchise tax report, even though Kennecott
was not separately engaged in business in California. In Kennecott Copper Cor-
poration v. State Tax Commission, 27 Utah 2d 119, cert. denied, 93 S. Ct. 323
(1972) on essentially the same facts involving the same companies, the Utah
Tax commission, although finding a "unitary business", required separate re-
porting. In both cases, the U.S. Supreme Court refused to hear the appeal of
the taxpayer on the stated ground of lack of a question subject to Federal juris-
diction. By granting jurisdiction to the Court of Claims to decide issues such as
those involved in the Kennecott cases, inconsistent treatment of taxpayers in such
situations can be avoided.

Our Committee recognizes that conferring jurisdiction on a Federal court to
resolve disputes arising under Public Law 86-272 and S. 1245 presents a question
of Constitutional law involving the Eleventh Amendment. We have not studied
the authorities bearing on this question and, therefore, express no opinion as to
the propriety of such a procedure. The comments that follow assume that any
Constitutional obstacles to providing a Federal forum can be overcome .

Title IV requires certain technical revisions. Section 401 of Title IV provides
that "Notwithstanding section 1251(a) of Title 28 United States Code, the
United States Court of Claims shall have jurisdiction to review de novo any
issues relating to a dispute arising under this Act or under Public Law 86-272,
as amended." Section 1251(a) deals with original and exclusive jurisdiction of the
Supreme Court and provides for such jurisdiction where there are controversies
between two or more States. Section 1251 (b) provides that the Supreme Court shall
have original but not exclusive jurisdiction of, inter alia, actions or proceedings
by a State against the citizens of another State. The reference to section 1251(a)
may imply that the disputes arising under S. 1245 are to be considered as a
contest amongst the different States to determine the proper allocation to the
various States of a taxpayer's total tax liability with the taxpayer in the position
of a mere stakeholder. This approach might also be inferred from Section 402 of
the Bill which states that the decision of the Court of Claims Is binding upon any
State given notice. Our Committee does not believe that such an approach is
appropriate in light of the purpose of S. 1245 to regulate the taxation of interstate
commerce and also may be questionable under the Eleventh Amendment. Issues
are likely to arise as to the proper application of the law to a particular taxpayer,
and only the State, the decision of whose administrative body is being reviewed,
should be affected. Accordingly, the reference to section 1251(a) should be deleted,
i.e the reference should be to section 1251 generally.

The Committee suggests that Chapter 91 of Title 28 of the United States Code
which deals with the jurisdiction of the Court of Claims be amended. A new
section should be added to Chapter 91 to give the Court of Claims jurisdiction to
hear disputes arising under S. 1245 or P.L. 86-272.

Our Committee also suggests that it would be advisable to expand the scope
of section 1500 of Title 28 of the United States Code to provide that the Court
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of Claims shall not have jurisdiction of any action under S. 1245 or P.L. 86-272
where the plaintiff or an assignee of the plaintiff has instituted an action on the
same matter in any other court. Our Committee further suggests that the Court
of Claims be given the authority to stay any proceedings instituted by a State
against a taxpayer under S. 1245 or P.L. 86-272 either prior to or subsequent to
the commencement of an action by the taxpayer in the Court of Claims.

The reference in the last sentence of section 401 to section 1254 of Title 28
United States Code should be changed to section 1255 of Title 28 United States
Code. This would permit Supreme Court review of decisions of the Court of
Claims either by writ or certiorari or by the certification of a question of law by
the Court of Claims. However, it will also be necessary to amend the language
of section 1255 to include the granting of certiorari upon petition of either a
State or a taxpayer.

Section 402 of Title IV provides that the determining of a dispute by the Court
of Claims shall be binding for the taxable years involved on any State given
notice or appearing as a party notwithstanding the fact that any prior determina-
tion of a State court or administrative body is completed after notice is given to
that State of a Court of Claims proceeding. Our Committee believes that the pur-
pose of this section which is to prevent a State from short circuiting the Court
of Claims proceeding by instituting and quickly receiving a decision of a State
court on the identical issue pending before the Court of Claims, is a valid one
and would be further strengthened, as mentioned above, by granting to the Court
of Claims the authority to stay any State court or administrative proceeding after
the institution of a proceeding in the Court of Claims in accordance with Title IV.

Finally, our Committee recommends that the last sentence of section 402 of the
Bill be clarified to read as follows: "No statute of limitations shall bar the right of
a State to make an assessment or of a corporation to seek a refund of an amount
of tax determined by the Court of Claims provided such assessment or refund
proceeding is begun within one year after the determination has become final."

STATEMENT OF CHARLES V. CHASE, SPECIAL STUDIES STAFF, ADVANCE
SCHOOLS, INC.

Mr. Chairman and Members of the Committee:
It is a pleasure to submit to you a statement containing the views of Advance

Schools, Inc. with relation to State Taxation of Interstate Commerce, in general,
and to the measures before your Committee for consideration, S. 1245 and S. 2092,
in specific.

Mr. Chairman, I would like to first describe the corporate activity and exper-
ience of Advance Schools so that the Committee might better know the back-
ground on which we base our views.

Advance Schools is a home study educational institution which provides
complete training in the occupational career fields entirely through the mail. The
occupational career fields training consists of trade, or technical, or secretarial
or business skill development, whichever is necessary for the particular held
chosen by the student. Our school serves more than 80,000 students in 46 states.

As a corporation, Advance Schools has more than 200 offices in the same number
of states. Our offices are categorized as follows: District Sales Office, Area Sales
Office, Regional Sales Office, Zone Sales Office, and Service Centers. Our sales
representatives are salaried and operate out of the District Sales Office, and their
responsibility is to solicit applications for enrollment (solicit orders) but they do
not accept or reject them, inasmuch as that is an educational function. The
District Sales Offices come under the jurisdiction of the Area Sales Offices which
come under the jurisdiction of the Regional Sales Offices waich come under the
jurisdiction of the Zone Sales Office which reports to the Vice President of
Marketing.

Our Service Centers (of which there are approximately 15) serve a function
different from that generally connoted by their name. They serve not the need of
the consumer directly but rather the needs of the sales force, by insuring the
totality and correct completion of all necessary paperwork involved in the applica-
tion for enrollment. As you well imagine, Mr. Chairman, because many of our
students receive financial aid veterans' benefits, etc. and because we must meet
all state requirements for such business transactions, the student fills out some 10
to 15 different forms. With over 6,000 such applications each month, you can see
that if there were not some form of localized, pre-screening, the delay in getting a
student applicant from New Mexico, for example, on his way toward achievement
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of his educational goals could severely affect his motivation. tHowever, as a re.4ult
of the prompt service we offer, our students maintain a lesson completion rate in
excess of 60%.

Our courses range in tuition cost frdin $500 to $1,500. This tuition is paid, In
full, upon application (either in cash or through financial assistance arrangements).
At this point, the student awaits word from the School in Chicago as to whether
or not he has been accepted. This notification generally arrives 15 to 28 days after
application. The percentage of students not admitted to the School-(for whatever
reason) is between 10% and 15%.

As an industry leader, Advance Schools has operated since 1967 with a modified
pro-rata refund. Similarly, we began with a 10 day "cooling-off" period which was
subsequently expanded to 15 days. Our present policy provides an indefinite
"cooling-off ". Should the student decide not to pursue his course prior to submis-
sion of any lessons, he receives a total refund of all monies paid, which includes the
insurance premium (if he has applied for the Guaranteed Student Loan) and the
State Sales or Use Tax where applicable.

Should the student cancel after submission of one or more lessons, he is liable
only for a pro-rata portion of the tuition-the residual portion is refunded to the
student. Therefore, as you can see, Mr. Chairman, the School has earned no in-
come until a student has mailed in a lesson. For all students outside the State of
Illinois, the student's lesson materials must cross state lines before* it arrives at
the School. The School then earns a portion of the tuition already remitted as
lessons are completed.

These lessons, Mr. Chairman, are submitted to the School in Illinois for correc-
tion and evaluation. Should the student require educational assistance, this is all
carried out by mail or telephone from the home office in Chicago.

It is for these and other reasons to follow, 'Mr. Chairman, that the only form of
taxation that we think is for a business such as ours is a tax based on net corporate
income. An uniform formula, such as that expressed in S. 1245 and S. 2092, seems
reasonable and fair. We, as a responsible business, have absolutely no objection to
tendering our portion of the support of the government which facilitates tho carry-
ing on of interstate commerce. However, we object to a recent trend toward the
imposition of what we consider to be the unfair, economically oppressive, and
unduly encumbering gross receipts taxes by various states. We submit that the
legislation as finally enacted will be unavailing unless the states are precluded from
circumventing its effect through the gross receipts tax.

Mr. Chairman, our net income, as explained earlier, is earned as a result of
services performed over a 14 to 18 month period and is derived from the gross
income received at the beginning of that time period. We pay net income tax to
the State of Illinois and to approximately 45 other states on that portion of our
income determined to have been earned from students residing in those states.

The State of Indian has just sent us an assessment under the provisions of its
gross income tax for fiscal years 1971 and 1972 requiring us to remit immediately
approximately $37,000 of which $35,000 represents tax, $1,000 represents penalty,
and $1,200 represents interest. We had remitted $4,500 in compliance with a net
income tax calculation. However, Indiana wrote back advising us that we had
erred in our caculation of our gross income tax. We consider their determination
unfair.

The State of New Mexico has just sent us an audit (not a billing) for a period
beginning in December 1970 and ending in April 1973. This audit yielded a result
that there would be due approximately $51,000 tax, $5,000 penalty, and $3,000
interest totalling $59,000. Mr. Chairman, if other states were to consider this as a
lucrative revenue source, you can see that we would be faced with a tax bill close
to $2.4 million

We have already paid tax on our income. We do not manufacture or sell tangible
property. If we did, then once the materials have been delivered to the student
it would not be necessary for him to remit a lesson for us to retain his tuition

ayment. However, such is not the case at all as previously outlined. The student
as signed a contract in anticipation of an extended service. This service is per-

formed outside the state.
The State of New Mexico even has that specific language in its statutes, to

wit: "Receipts from performing services outside New Mexico are not subject
to the Gross Receipts Tax." However, New Mexico has excluded us from this
provision: "Receipts ,f a correspondence school from selling correspondence
courses to students in New Mexico are receipts from selling property in New
Mexico and are subject to the Gross Receipt Tax."

Mr. Chairman in each case, the bundle of corporate activities takes place
entirely outside the other states and inside Illinois. Nowhere can it be construed

BEST COPY AVAILABLE
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that there is sufficient local incident to warrant sLch a tax especially when com-
pared with the extent of activities carried on outside the state. The business
which earns us income is not done "within the state." By its %'ery nature, the
gross receipts tax is unfair when Imposed on interstate commerce. It is supposed
to be a tax on the privilege of earning gross income within a state but the income,
in our case, is not earned In, for example, Indiana. The tax in no way reflects
the fact that the income Is earned in Illinois.

We agree with the Statement issued by the Supreme Court in 1888 in the case
of Leloup v. Port of Mobile, 127 'U.S. 640, 048.

"[N]o State has the right to lay a tax on interstate commerce in any form,
whether by way of duties laid on the transportation of the subjects 'of that
commerce, or on the receipts derived from the transportation, or on the oc-
cupation or business of carrying it on, and the reason is that such taxation
is a burden on that commerce, and amounts to a regulation of it, which
belongs solely to the Congress."

We also agree with the opinion written in 1940 by the Supreme Court in the
case of Freeman v. Hewit 329 U.S. 249.

"L A] seller State has various means of obtaining legitimate contribution
to thei costs of its government,, without imposing a direct tax on Interstate
sales, While these permitted taxes may, In an ultimate sense, come out of
interstate commerce, they are. not, as would be a tax on gross receipts, a
direct imposition on that very freedom of commercial flow which for more
than a hundred and fifty years has been the ward of the Commerce Clause."

Mr. Chairman, one must consider the possible effects that the imposition of a
gross receipts tax on an interstate company would have on the company's ability
to compete with local companies. Inasmuch as the gross receipts tax is a cost
which must be shifted (either to the consumer, or to the employees through
lower wages) one can expect prices to rise to off-set such imposition. This raises
the price in those states which do not levy gross receipts taxes. This means that a
local competitor, not being faced with such a cost, could undersell the interstate
company.

Further, it has been generally found among those states that impose (Iross
Receipt Iaxes that 1/2 of 1% is the maximum amount bearable. Indiana was
forced, through agitation, to lower its Gross Income Tax on retailers from I % in
1934 to 0.5% in 1964. However, the obverse has been true for its Gross Income
Tax on "nonretailers." This tax has gone from 1% iri 1934 to its present 2%-
the rate at which we have been assessed. Mr. Chairman, a moderately successful
company. earning $5 out of every $100 would be taxed by Indiana at the rate of
40% of its profits This is economically oppressive and unduly burdens interstate
commerce. The State of New 'Mexico would tax 80% of such a company's profits.
At this rate, the tax becomes confiscatory.

Mr. Chairman, we do not believe that there is any conceptually just basis for
an educational institution such as ours to be subject to gross receipts taxes. In
particular, we have paid taxes to both Indiana and 'New Mexico and Illinois (our
home state). These other states would like to doubly tax us because they have
found, they think, a way to increase their revenues, at the expense of thie con.
stitutional rights of already heavy tax-paying business.

As a result, we request that S.'1245, Title I, Sec. 101 be expanded to include a
subpart (5) which would read: "to impose a gross receipts tax on a business earn-
ing receipts from performing services outside the taxing state."

Mr. Chairman, this concludes my statement. Should you desire more informa-
tion, please do not hesitate to contact me at 5900 Northwest Highway, Chicago,
Illinois 60631. Telephone: 312-775-8585 ext. 370.

WESTERN HIGHWAY INSTITUTE,
San Francisco, Calif., September 26, 1973.Hton. WALTER F. MONDALE.,

U.S. Senate,
Senate Office Building,
Washington, D.C.

DEAR SNNATOR MONDALE: At the suggestion of my friend and long time
colleague, Mr. Frederick J. Lordan, who is at present staff director of the United
States Senate Commerce Committee, I am enclosing a brief statement of my
back ground, and some views on viewpoints which may deserve consideration by
the Congress in its investigation of legislation prescribing the manner in which
states may tax interstate business or transactions.
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Western Highway Institute, which I serve as executive director, Is a research
organization engaged in engineering, economic, and legal research for the highway
transportation industry in western North America. This organization has not
adopted any position with respect to matters tinder consideration by the Senate
Finance Committee's Subcommittee on State Taxation of Interstate Commerce.
My sole interest in writing to you is to present some background and suggestions
which might be helpful additions to the mass of testimony which I am sure your
subcommittee has already accumulated. For this reason, I will try to avoid
requirements of form or style or detail usually employed in legal articles; instead
I will rely on your own familiarity with the subject, as well as that of your highly
competent staff. If at a later time you should desire a more formal presentation
It can be readily supplied.

RELIANCE ON U.S. SUPREME COURT

State tax administrators in the late 30s and early 40s believed that the decisions
of the United States Supreme Court furnished them with pretty fair guides as
to the taxability of interstate businesses. The hardnosed Fisher's Blend (1036)
and Puget Sound Stevedoring (1937) decisions had been a)parently modified
by a line of cases starting with Western Livestock in 1938, and the group of three
cases which came down on the same decision day in 1944 (reported in 322 U.S.).
To state departments, )articularly those administering gross receipts and sales
and use taxes, the decision in Freeman v Hewit in late 1946 came as a veritable
explosion of a bombshell when the Court said:

"To, attempt to harmonize all that has been said in the past would neither
clarify what has gone before nor guide the future. Suffice it to say that
especially in this field opinions must be read in the setting of the particular
cases and as the product of preoccupation with their special facts." Freemnan v.
Hewit (1946) 329 U.S. 2490 252

The attorneys general of fittecn states joined the state of Indiana as amil
curing, and petitioned for rehearing. The thrust of the petition was to urge upon
the Court that it continue to assume the posture it had previously adopted over
the years, and that it clarify its opinion (not necessarily reverse it) "to furnish a
guide for future state administrative and legislative action".

As author of the brief and petition on behalf of the fourteen states, in addition
to Indiana, of California Connecticut Flcrlia, Kentuck, Maine Nevada, New
Mexico North Dakota, Washington, West Virginia, Utah, Souti Dakota, New
Hampshire, Pennsylvania, I can verify the sense of frustration with which this
decision was received. As chairman of the attorney's section of the National
Association of Tax Administrators, I reported on this subject In some detail at
their annual meeting in 1947.

RECOURSE TO CONGRESS SUGGESTED

There is little point in enumerating successive decisions which increased the
sense of frustration of tax administrators. Suffice it to say that the opinion in
Freeman, quoted above, was prophetic. In 1956, having participated in a number
of discussions on this subject at the annual workshop sessions of the American
Bar Tax Section Subcommittee on State and Local Taxes, I prepared a paper,
COPy enclosed, suggesting that perhaps it was time for the Bar to take the Court
seriously, and approach the Congress of the United States for solutions to the
problems of state taxation of interstate commerce. In the conclusion of that
paper, on page 16, it was suggested that unless a group with broad objectives
was willing to take the lead in bringing the matter before Congress, it was likely
that a number of groups might act and propose solutions of their own particular
problems. The present proposals before the Congress deserve analysis in this
regard.

A STATE LAW FOR UNIFORM APPORTIONMENT

A year later, the same American Bar subcommittee had before it for consid-
eration UDITPA. Its sponsors were frank in presenting this act for uniform
adoption by the various states as a method for precluding intervention by the
Federal government. In the original draft, Section 2, business activity did not
include . . . activity as a financial organization or public utility . . ." The
National Conference of Commissioners on Uniform State Laws included a note
In fine print indicating that type of apportionment would be handled by a state's
regulatory bodies. This may explain why proposed Federal allocation or appor-
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timlmnt statuteR have adopted the phrase "excluded corporation." Of course, it
is also true that no agreement about apportionment was forthcoming from those"excluded."

BAR ASSOCIATION REACTION TO NORTHWEST-STOCKHAM

The 1959 meeting of the ABA Subcommittee on State and Local Taxes included
three interesting presentations, all of which wore directed toward the February 24
and March 2 decisions issued earlier that year. (Northwestern States Portland
Cement, Stockham Valves, and E.T. & W.N.C. Transportation). Professor
William Pierce of the University of Michigan School of Law, one of the principal
architects of UDITPA, had this to say: "Unless more state interest can be evolved
in uniformity, even at the expense of readjustment of tax rates in order to receive
the desired revenue, Congress should be requested to intervene on both the nexus
and apportionment problems. A situation, long intolerable has become even
more so because of the recent decisions and state legislative action based upon
them." (At that time, only one state had adopted UDITPA; the later rash of
adoptions was in direct response to heightened activity at congressional level.]

Another speaker had represented the state of Georgia in Stockham Valves. He
was Professor Ben F. Johnson, who made the point with which a number of his
listeners agreed, that the 1959 decisions were not particularly startling and had
already been anticipated by at least six state supreme courts, as well as members
of tIT ABA subcommittee.

The third presentation by John Dane, Jr. suggested the need for bringing the
greatest measure of certainty at once, and doing this through Federal legislation.
Mr. Dane was later associated with the effort of the United States Chamber of
Commerce in the adoption of P.L. 86-272.

IS THERE A REAL DESIRE FOR CONGRESSIONAL ACTION?

In 1962, I gave an overall comment on the situation to a group of tax adminis-
trators (copy enclosed), entitled "Federal Control Over State 'Taxation of Inter-
state Commerce. Who Needs It? Who Wants It?" My conclusion was that
practicaly. everybody needs it and practically nobody wants it. The prediction
Was: "It would seem that congressional legislation, if it eventually comes, will
bheliied to the spheres in which organized business interests have well-deflned
objectives. An exploration of the economics of free trade among the states of
the union, by a Congress requesting the concurrence of state governments, might
possibly bring P) results, but nothing of this sort now seems to be under
contemplation."

In 1960 this queijtion was presented to the fourth business session ,of the
American Bar Association Tax Section. (I enclose a copy of my-presentation as
the lead speaker on the "Case for Congressional Intervention"). This activity
touched off an attack by state tax administrators and a serious, if acrimonious,
debate which has in some degree or other persisted up to the present time.

WILLIS COMMITTEE INVESTIGATION VALLS SHORT

The investigative work of the Willis subcommittee of the House Judiciary
Committee is interesting reading, but hardly revelatory to tax administrators
who continually are required to contend with various levels of comprehension
and motivation amongst taxpayers for every conceivable type of levy. The various
items of legislation which have been proposed as a result of those investigations
have been directed toward particular types of taxes and establishing rules by
which those taxes may be applied by the states and to whom. If the pronounce-
ments of the Court over the years regarding the need for congressional investiga-
tion into the economics of interstate commerce are to be given any meaning and,
more to the point, if Congress is to exercise its power to regulate commerce
among the states, it may be entirely futile to deal with selected specified taxes.
State, city and county governments are capable of devising tax methods and
applications as yet undreamed of. Furthermore, the current trends toward
corporate conglomerates and multinational concerns and the dwindling importance
of small business and individually-owned and operated concerns may both turn
out to be reversible in the future. The attitude of the United States Supreme
Court is subjected to change and decisions yet to come may present an entirely
different problem for solution than those which now confront the states and the
relatively small handful of vocal business interests engaged in the current debate.
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CONTINUING JURISDICTION FOR CONGRESS?

The Constitution gives the Congress continuing jurisdiction over this subject.
Might it not be apl)ropriate for Congress to deal with this matter as one over
,which it retains jurisdiction? Might It not be more appropriate for the Congress
to establish guidelines which must be followed by the states in applying their
revenue measures to multistate concerns-to interstate business?

If Congress adopts statutes which designate the manner In which particular
taxes may be applied to designated businesses, will it have assured that the

- revenue of the states is appropriately protected? That deference to local business
will not disadvantage interstate business? That preferences are not granted to
interstate firms? Would it not be preferable to establish principles of fairness
which would be applied by the courts in an orderly development of a "Common
Market-of-the-United States" philosophy?

UNIFORMITY?

Perhaps another reason why Congress should retain and maintain continuing
jurisdiction of these matters centers on the freely used and rarely achieved goal
'uniformity". For example, there is only one Internal Revenue Code of the United

States, yet it hardly deserves comment to note that administrative rulings and
lower court decisions, some acquiesced in and others not, plus changes in ad-
ministration have led to far from evenhanded, uniform, nationwide application.

Public Law 86-272 was devised by business interests to offer some relief from
the harsh results of Northwest-Stockham. Twelve years later we find California's
Franchise Tax Board publishing its guide to interpretation of the statute. (CCH
Cal. Tax Rep. § 205, 9-11-73). If California can make such a rule, what assurance
is there that other states will follow it? Or that the states will avoid conflict with
each other in their "interpretions"? [For a classic example of confusion achieved
by a statute designed for relief of interstate carriers from nonessential compliance
problems reference should be make to Public Law 89-170, and the manner in
which it has been received by the states.]

The true goal of Congress, if it acts, should be to accommodate the diversity
which necessarily must exist among 50 sovereign states-sovereign in all save
those areas specifically delegated to the National Federation-while at the same
time providing safeguards to the nation's commerce.

STARE DECISIS

An essential element of good business administration-public or private-is a
reasonably accurate knowledge of the ground rules, especially the rules of law
which must be observed and the proscriptions entailed if they are not. The
principal basis for the rule of stare decisis is to give those subject to "the rules"
a reasonable degree of predictability as to how they will apply to transactions
about to be undertaken. Inasmuch as the Court has apparently abandoned Its
role in this process insofar as state taxation of interstate commerce is concerned
it seems incumbent upon Congress to take up the task under the power conferred
by the Constitution. In the long run the substance of Congressional rules would
seem to be less important than the fact of their existence and availability to all
concerned-to states, municipalities, and to taxpayers.

A CONTINUING DILEMMA

An exemplification of the dilemma which Is possible in the absence of clearly
enunciated rules may be found in the majority and dissenting views in General
Motors v. Washington (June 1964). The State of Washington was permitted to
apply an unapportioned gross receipts tax for the privilege of making wholesale
sales in interstate commerce to customers in that state by divisions of General
Motors Corporation whose activity in the State amounted to product through in
some instances, resident representatives. Presumably, the result was reached be-
cause of the existence of a single corporate ownership with other taxable activities
in the state and because of "local incidents" extracted by the Court from a very
complicated factual situation. The significance of the decision to this discussion
is that the Court seems to have reverted, implicitly, to the sentiments of
Mr. Justice Frankfurter, previously cited.

For the majority, Mr. Justice Clark said:
0 "The validity of the tax rests upon whether the State is exacting a consti.
tutionally fair demand for that aspect of interstate commerce to which it
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bears a special relation. In other words, the question is whether the State
has exerted its power in proper proportion to appellant's activities within
the state and to appellant's consequent enjoyment of the opportunities and
protections which the State has afforded." (Einphasis supplied.)

The dissenting opinion by Mr. Justice Goldberg points out the inadequacies
of the majority statement as a rule for future use:

"Constitutional adjudication under the Commerce Clause would find
little guidance in a concept of state interstate sales taxation tested and
limited by the tax's 'fair' proportion or degree. To attempt to determine
the 'fairness' of an interstate sales tax of a given )ercentage imposed on
given activities in one State would be almost as unseemly as an attempt to
determine whether that same tax was 'fairly' apportioned in light of taxes
levied on the same transaction by other States. The infinite variety of factual
configurations would readily frustrate the usual process of clarification
through judicial inclusion and exclusion. The only coherent l)attern that
could develop would, in reality be based on a wholly permiSsive attitude
toward 8tate taxation of interstate commerce." (Emphasis supplied.)

A PERMISSIVEE ATTITUDE"I

In addition to the "permissive attitude" noted in the dissent above, another
problem may confront the interstate taxpayer. The Court has indicated that, in
the absence of active discrimination against interstate commerce by a state tax
plan, it would prefer an active role by Congress in making the rules governing
state taxation of interstate commerce. Congress has "investigated" and has
actually legislated in at least one particular instance. May the Court not continue
its "permissive attitude" in those instances where Congress, having the superior
power, has failed to act and may therefore be presumed to have given tacit ap-
proval?

We have l)urposely refrained from commenting on various pieces of legislation
before the Congress. Neither the organization I head, nor I, espouse any particular
cause other than the need for well-defined standards available to all on a similar
basis. Sincerely, JEss N. ROSE:NBERG, Executive Director.

* Enclosures:
(1) Background of Jess N. Rosenberg, Executive Director- of Western

Highway Institute
(2) "Interstate Commerce: To What Extent May Congress Define the Areas

of State and Local Taxation?"-By Jess X. Rosenberg, August 1956
(3) Federal Control Over State Taxation of Interstate Commerce. Who

Needs It? Who Wants It?-By Jess N. Rosenberg, June 1962
(4) The Case for Congressional Action-By Jess N. Rosenberg, August 1966

GULF Or, Co.-J.S.,

CHIEF COUNSEL, Houston, Tex., September 26, 1973.

Committee on Finance, U.S. Senate,
Dirkeen Office Building, Washington, D.C.

FINANCE SUBCOMMITTEE ON STATE TAXATION OF INTERSTATE COMMERCE
STATEMENT OF GULF OIL, COMPANY-U.S.

GENTLEMEN: Pursuant to invitation for written comments on proposals before
the Subcommittee regarding state taxation of interstate commerce, Gulf Oil
Company-U.S., the domestic operating division of Gulf Oil Corporation, respect-
fully submits its views in support of federal legislation.

Gulf Oil Company-U.S. (hereinafter Gulf) operates in all 50 states and the
District of Columbia. As a multi-state taxpayer, Gulf has been affected by the
multiple burdens resulting from the diverse, inconsistent impositions of various
states. Instances in which Gulf is taxed or exposed to tax on more than 100% of
income are as follows:

(1) Pennsylvania, Gulf's legal and commercial domicile, has the authority to
tax 100% of Gulf's dividend income. Presently Idaho, Michigan, and New Mexico
are attempting to tax a portion of Gulf's dividends, alleging that they constitute
business income. If they are successful, Gulf will be exposed to tax on more than

*The material provided has been made a part of the official files of the Committee.
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100% of its dividend income. That Pennsylvania has not chosen to tax 100% of
the Intangible incoine of corporations domiciled there is not relevant. Each state
should have the right to tax in the manner it elects. The critical point is that no
taxpayer should be subjected to possible taxation on more than 100% of its
income. (Some states presently tax all dividends received by taxpayers whose
commercial domicile is in the state. Such taxpayers are now in fact paying tax
on more than 100% of their dividend income.)

(2) Mississippi taxes 100% of Gulf's income from the production of crude oil
in'that state. Most other states require that a portion of that same income be
apportioned to them. Thus, Gulf is taxed on more than 100% of its Mississippi
income.

(3) California, through its so-called "unitary concept", taxes not only Gulf's
income from doing business in California and other states but is also attempting
to tax income of affiliated corporations which operate exclusively in foreign
countries. Thus, California levies its tax on income upon which foreign income
taxes have already been paid.

The above instances are merely common examples of the overlapping multiple
tax burdens imposed on multi-state business. More extreme instances have been
experienced by other taxpayers.

Gulf has worked within industry groups and in cooperation with the states
in an attempt to arrive at some mutually acceptable solution to the problems
of regulating taxation of interstate commerce. The Multi-State Tax Compact
and the Multi-State Tax Commission have not and, in our opinion, will not
produce a uniform, certain and equitable method of taxation of multi-state
business.

We belive the only remedy is federal legislation.
Federal legislation can, however, represent the consensus views of the states

and the business community. The best chance for solution we believe lies in
the potential accord that can be reached with respect to federal legislation as a
result of the numerous meetings that have been held between the business com-
munity, viz., the Committee on State Taxation of the Council of State Chambers
of Commerce (C.O.S.T.) and the National Association of Tax Administrators
(N.A.T.A.), which represents the 50 states and the District of Columbia tax
administrators. Both the President of the N.A.T.A., Honorable Kenneth Back,
and members of C.O.S.T. as well as other witnesses testified before the Sub-
committee on September 18--19, 1973, that it was their confident belief a consensus
could be reached between the states and business to a compromise bill and that
this could be done soon. Gulf believes this can be accomplished. It must be
recognized that not every state nor every taxpayer may be satisfied, but that
most will find it acceptable.

We feel that such a compromise federal bill should contain the following:
(1) Jurisdictional standards for sales-use tax and other taxes that are set out

in either S. 2092 or S. 1245 and which represent reasonable solutions. The major
controversy arises with respect to the sales or use tax collection on interstate
sales of tangible personal property. We are amenable to new concepts being pro-
posed as to advance collection of the sales taxes such as has been proposed by
the Collector of Revenue of the State of Louisiana or any other similar proposals.

(2) A basic uniform formula (property, payroll, sales) should be prescribed in
order to establish the maximum income or capital attributed to the various
states in which a corporation is subject to taxation.

(3) The controversial distinction between business and non-business income
should be eliminated. With the exception of dividends and foreign source income,
all of the income of a corporation should be apportioned among the taxing states
in accordance with the three-factor apportionment formula.* Dividends received
from affiliates should not be taxed and dividends from less than 50% owned
corporations should be allocated to the receiving corporation's commercial
domicile.

(4) Foreign source income should not be subjected to state taxation in and of
itself or through the mechanics of a consolidated report.

(5) A consolidated return of affiliated corporations (as defined in the Internal
Revenue Code for federal income tax consolidation) may be required by states or
permitted to a taxpayer provided that it only includes income sources in the
United States. It is in keeping with the basic structure of our federal-state system
that international tax policy be reserved to the Federal Government and individual
states should have no authority to inject themselves into the domain of inter-
national law.
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We urge the Congress to establish uniform standards to regulate the taxation

of interstate commerce. We believe that the multiple state tax burdens can be
eliminated and, at the same time that the states' sovereignty in administering
their ovn tax laws can and should be preserved.

Respectfully submitted. J. J. Ross, Manager- Taxea.

STATEMENT OF THE DIvIsION OF FEDiRAL TAXATION, AMERICAN INsTITUTE OF

CERTIFIED PUBLIC ACCOUNTANTS

CONTENTS

Summary of Position. Sales and use taxes.
General Comments. Optional 3-factor formula.

• Specific Comments. Determination of income.
Jurisdiction to tax. Consolidated apportionable income.

SUMMARY

It is our view that S. 1245 should be considered favorably by the Senate Sub-
committee with a strong recommendation for enactment by Congress as early as
possible. It may not be possible to fully satisfy all parties having an interest in
interstate taxation. To some extent, this proposal represents a compromise.
However it would resolve a number of presently troublesome tax issues on a
reasonable and supportable basis. We have experienced too many years of con-
troversy and uncertainty in taxation of interstate commerce. Now is the time for
constructive action in this area.

While we support the proposed legislation, we urge your consideration of the
specific recommendations contained in this statement.

STATEMENT

The American Institute of Certified Public Accountants is the sole national
organization of professional CPAs. It was established in 1887 and currently
has more than 91,000 members.

Our statement focuses primarily on the Mathias Bill (S. 1245) and consists of
two parts: Our general comments which favor federal legislation in this area
along the approach taken in S. 1245; and specific comments which are directed
to the jurisdiction to tax, the obligation to collect sales or use taxes, the optional
3-factor formula to apportion income or capital among the states, the determina-
tion of income, and the use of consolidated apportionable income.

GENERAL COMMENTS

Members of the American Institute of Certified Public Accountantshave been
concerned for a number of years over the serious inequities in state and local
tax treatment of businesses engaged in interstate commerce and the uncertainties
in establishing whether there is tax liability and the amount thereof where a
business makes sales to customers located outside the state in which the business
is established. In 1966 an Ad Hoc Committee on State Taxation of Interstate
Commerce of the Institute submitted to the Special Committee on State Taxation
of Interstate Commerce of the House Committee on the Judiciary (the Willis
Committee) its comments on H.R. 11798, entitled the Interstate Taxation Act.
The Committee summarized its position as follows:

"We favor the position of the bill which would establish the jurisdictional
standards of taxing income, capital stock or sales. However, the provisions
governing the method of approtionment and the determination of income to be
apportioned are inadequate to promote an equitable division of multistate
corporation's income and/or taxable capital among the states in which it con-
ducts business."

21-850---74-82
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In 1068, a Subcommittee of the Institute's Federal Tax Division" updated its
studies of the problems of taxing Interstate commerce with particular attention
being given to the provisions of 1.I .R. 2158, successor to H.R. 11798, and to efforts
by t ho Multistate Tax Commission to devise a Multistate Tax Compact as a
solution to the problems involved in taxing multistate businesses. It was the con.
delusion of the Subcommittee that legislation similar to 11.R. 2158 was needed to
establish jurisdictional standards which were not adequately provided by the
Multistate Tax Compact. Furthermore, a uniform method for establishing a max-
imum tax such as provided in H.R. 2158 was deemed necessary, although it was
felt that the proposed optional 2-factor formula for apportionment required modi-
fication to give consideration to the businesses' sales activities by use of a sales
or gross receipts factor.

In the years since 1968 additional state and local taxing jurisdictions have en.
acted taxes on income. With increased government needs for revenue, tax rates
have increased and administrative policies And practices have tended to place
heavier burdens on businesses which are engaged in interstate commerce. Over this
period, it has become more apparent that the Multistate Tax Compact has made
little progress toward general acceptance and offers no real hope for establishing
uniform and equitable treatment of interstate businesses. Many states have not
adopted the Compact-and judging from current administrative practices in a
number of them, it is extremely unlikely that the states can reach a voluntary
agreement on a uniform approach to interstate taxation.

In view of this history, it seems clear that federal legislation is the only means
by which fair and orderly treatment can be obtained in the face of the multiplicity
of state and local tax provisions which presently burden businesses engaged in
interstate commerce. The increasing number of disputes between business and
taxing jurisdictions make it essential that the Congress give priority to this
serious burden on the business community and enact legislation which will provide
certainty for business entities and for the states. The extended hearings in 1966
and the number of bills introduced since that time which have received broad
public exposure have pointed out alternative solutions to the problem and those
which offer the best possibility of acceptance by the parties involved.

The Tax Division urges your Subcommittee to promote legislation which will
eliminate much of the controversy that unduly burdens the business community.
We believe that enactment of the Mathias Bill (S. 1245) will provide equitalde
treatment for both businesses and taxing jurisdictions. Several features which
we have found objectionable in bills introduced in prior years have been corrected.
Therefore, we support this legislation and offer the following comments for your
consideration.

SPECIFIC COMMENTS

Juridiction to Tax
The Willis Committee explored at length the efforts of various states to impose

tax on persons that have no business location therein and found that voluntary
compliance was inadequate, either by failure to file returns or by failure to comply
accurately with the specific requirements of the different taxing jurisdictions. It
is obvious that the Multistate Tax Compact would not correct this situation and
provides no solution to the basic problem which has an impact on smaller and
medium-sized businesses selling products across state lines. This basic problem
involves what activities of a foreign business entity within a state are sufficient
jurisdictional contact or nexus to give the state power to levy state income taxes
or require the business to collect and remit use taxes upon goods which it sells to
residents of that state.

A jurisdictional test which requires a business location within the state as a
basis for taxing net income and capital stock will provide clear and unmistakable
guidance to business in establishing whether It is subject to tax. Section 513 of the
Mathias Bill establishes an appropriate definition that a business location will
exist if it:

1. Owns or leases real property within the state,
2. Has one or more employees located in the state,
3. Regularly maintains a stock of tangible personal property in the state for

sale In the ordinary course of business, or
4. Regularly leases tangible personal property to others for use in the state.
The Institute has consistently favored the establishment of uniform juris-

dictional standards to be applied on a national basis. It has maintained that the
adoption of such uniform standards for determining the extent of business ac-
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tivities which must be present before the state would be entitled to levy a tax
would eliminate a substantial amount of doubt presently existing in the com-
pliance areas and would reduce the cost of compliance and enforcement. In
summary, this legislation would mee~t the test suggested by Congressman Willis
that thc proposal "respond to a universal plea for national guidelines which
allow interstate business to pay its share ot state and local taxes with assurance
as to what its obligations are, and with confidence that it will not be subjected to
multiple and unfair taxation or intolerable bookkeeping and other compliance
burdens."
,Sales and use taxes

Section 101 of the bill also provides for a business location requirement or other
regular activity within a state in order for a business to be obligated to collect
sales or use taxes from its customers. In the case of sales to business customers
who hold valid registration numbers, collection of sales or use tax may be omitted
where the seller does not have a business location in such state. These provisions
should materially assist the small and medium-sized sellers to meet the reasonable
requirements of the state sales and use tax laws. These businesses particularly
need legislation which will eliminate the uncertainty about liability for collecting
sales and use taxes, a liability which is often much less than the cost to comply
with the tax provision. Over the years more and more states and subdivisions
have enacted sales and use tax laws which have substantially increased the ex-
posures to business tax, penalties and other costs of compliance.

A number of states presently recognize the use of direct pay permits under
appropriate safeguards, and we believe that this is a feasible solution to insure
collection of tax in cases where an out-of-state business makes sales to customers
doing business in the taxing state. It is recognized that more state registrations
for use tax may be involved and put a new burden on the taxing jurisdiction.
However, it appears that this procedure would encourage compliance and, there-
fore, should lessen rather than increase enforcement activity. Accordingly, we
recommend that a provision of this type be incorporated in any bill which is
proposed for enactment.

The related sales and use tax sections (Sections 801-806) which provide certain
exclusions and exemptions should also be adopted. It is particularly necessary to
have a provision such as that set forth in Section 806 to deal with the lafge number
of local jurisdictions which have adopted sales and use tax laws. The potential
compliance problem can be limitless if all such taxing jurisdictions can expect
out-of-state sellers to comply with each local requirement based on the geo-
graphical area in which the customer is located. The bill provides that if local
taxes are imposed in all geographical areas of a state, upon like transactions at the
same combined state and local rate, and are applied uniformly so that a seller
would not be required to classify interstate sales by geographic areas in the state,
then the tax shall be treated as a state tax and the jurisdictional standards for
state tax purposes will apply. This provision should. remove one of the major
complexities which presently burden businesses making interstate sales and hope-
fully would lead to greater uniformity in application of local sales taxes through-
out states where they are currently widely applicable.
Optional 8-factor formula

Sections 01-04 of the bill provide for a maximum amount of income tax or
capital stock tax which may be imposed by any taxing jurisdiction computed by
using an optional 3-factor formula to apportion income or capital among the
states. There is general agreement that such a maximum tax determination is
necessary in order to give business some protection from the variety of apportion-
ment methods currently in use by the states. For each taxable entity, this formula
includes as factors the value of property, payroll and sales within the states to the
total amount of such factors in the United States. The Institute favors this formula
because it has been in use for many years In a large number of states and is readily
determinable. We are particularly gratified to see that the sales factor has been
included, whereas a 2-factor formula was proposed in certain earlier bills for
controlling taxation of interstate commerce. The sales factor included on a destina-
tion basis gives a propriate weight to the market where the goods are delivered
and should provide a reasonable balance in distributing tax payments of an
interstate business between the areas where goods are consumed and the areas
where production takes place. In this regard, the formula therefore would provide
equitable treatment as between taxpayers and the states and as between largely
manufacturing states and those where manufacturing activities are not so
substantial.
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The sales factor would also not include the "throwback" or "recapture" pro.
vision which has been proposed by the Multistate Tax Compact and which pro-
duces an unfair distribution of tax among the states. Such a rule has little justi-
fication, particularly where some 40 states have now adopted an income tax on
business.

It is also worthy of note that the sales taken into account are limited to sales for
delivery within the United States. There is no justification for taking into ac-
count, either in the numerator or denominator, any portion of the sales made to
customers in foreign countries where other taxes may be imposed on the goods
by the time they reach the customer. It has been national policy to encourage ex-
ports, and this legis ation should be consistent with such policy by not including
as factors amounts which relate to export sales.

In determining the property factor Section 20 of the bill provides for comput-
ing the ratio of the corporation's real and tangible personal property owned and
used or rented and used In the state, to the average value of all the corporation's
real and tangible personal property owned and used or rented and used during the
taxable year within the United States. In determining the value of such property,
property owned by the corp oration shall be valued at Its original cost according
to the provisions of the bill. We do not favor use of original cost in determining
the value of tangible property. We believe it would be preferable to use the ad-
Justed basis of such property as determined for federal income tax purposes. DLif-
ferences in accounting practices and dates of retirement or acquisition could result
In substantial distortions. The abandonment or retirement of substantially de-
preciated property, either just before or Just after the close of a taxable year
could cause material shifts in a taxpayer's tangible property factor if it is based
upon original cost. Taxpayers have been accustomed to maintaining records of
the depreciated federal tax basis of their properties, and therefore, such informa-
tion is re tily accessible. The use of adjusted tax basis would provide a more
reasonable basis for attributing income among the states where such property is a
significant factor.
Determination of income

Recent developments in many states have expanded the income base for
Imposing tax to include ever-increasing amounts of "business income". Among
the items which are significant are the various types of income received from
foreign sources and dividends received from other corporations. Therefore we
endorse the provisions of the Mathias Bill, Section 207, which would exclude Irom
apportionable income, income which is received from other sources without the
United States. It is appropriate that the provision be consistent with the amounts
determined under the Internal Revenue Code for income derived from sources
without the United States and that such income should not be subjected to tax
by the states. The states have no provision for granting credit for foreign taxes
paid and, therefore, an outright exemption of such income by the states is the only
feasible method to assure avoidance of double taxation., There are also situations
where divident income, including "gross-up" for foreign taxes paid, have been
included in the base for state taxation. This produces a gross inequity for which
clearly there in no justification when tax is imposed on amounts which exceed
net Income. The provisons of the Mathias Bill should be enacted to correct this
situation.

Dividends are to be excluded from the apportionable income except in the case
where the taxpayer's principal business activity is dealing in securities. The
grounds for this exclusion are the need to eliminate double taxation. This treat-
ment is consistent with the provision of the Internal Revenue Code which grants
deductions for 100% or 85% of dividends from other domestic companies, de-
pending on the percentage of ownership. Inasmuch as each domestic company
will pay its own appropriate share of state and local taxes on income and on
capital, this provision is needed to avoid double taxation presently occurring
under the tax laws of certain states. I

Consideration should also be given to a specific definition of "business income"
which would exclude such passive income as dividends, interest, rent and royalties,
and subject such items to special allocation rules.
Con.olidated apportionable income

In recent years there has been a growing trend toward taxing on a unitary
basis the income of a group of corporations rather than restricting state taxation
to the income of eachseparate entity and the apportionment factors of each
such separate entity. While the professed justification for such treatment has
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been that relationships between the related companies have been other than at
arm's length, the state rules for making such a determination are arbitrary and
unpredictable. Taxpayers may not know until years after the returns are filed
what the position of state auditors will be and what ultimate tax liability may
be faced. Considerable litigation has resulted from imposing state income taxes
under this procedure.

The assertion of tax on a combined basis has not been restricted to U.S
companies alone, but has called for inclusion of foreign subsidiaries manufacturing
and selling in foreign countries where the factors of property, *wages and sales
arise under quite different conditions than in the United States and where national
and local taxes are quite different from those imposed in the United States.
Accordingly, there is no Justification for inclusion of these entities for combined
reporting purposes to any of the states.

Section 209 of the Mathias Bill would properly limit the taxation of consolidated
apportionable income to those cases where it can be established that a taxpayer
has engaged in non-arm's-length transactions. In each case, it would seem appro-
priate that the burden of proof rest on the party which asserts that a consolidated
report is necessary. Under these conditions, we feel that the proposal is both
desirable and necessary to eliminate another of the present inequities in the
taxing systems of several states which are increasingly burdening members of an
affiliated group of corporations.

MANUFACTURING CHEMISTs ASSOCIATION,

Hon. WALTER F. MONDAL~, Washington, D.C., September 17, 1978.

Chairman, Subcommittee on State Taxation of Interstate Commerce, Committee on
Finance, U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: On August 8, 1973, you announced that your Sub-
committee would conduct hearings on proposals bearing on the State taxation of
interstate commerce. You indicated that interested parties could request to
testify or, alternatively, submit written statements for inclusion in the record.
You urged, however, that all witnesses having a common position or the same
general interest consolidate their testimony and designate a single spokesman to
present their common viewpoint to the Subcommittee.

The Manufacturing Chemists Association is a nonprofit trade association of 170
United States company members representing more than 90% of the production
capacity of basic industrial chemicals within this country. This Association wishes
to cooperate with your Subcommittee and, in lieu of testifying separately, desires
to endorse the Joint Industry statement which is being presented to your Sub-
committe at these hearings.

In addition, we would like to take this opportunity to express our views on
certain aspects of State taxation of interstate commerce that are of particular
concern to our members.

Our association believes that it is most important to enact reasonable Federal
jurisdictional standards for the collection of net income, capital stock, gross re-
ceipts, and sales and use taxes in order to remove existing confusion and uncer-
tainty in these areas. S. 1245, the Interstate Taxation Act of 1973, co-sponsored
by Senators Charles McC. Mathias (R-Md.) and Abraham D. Ribicoff (D-Conn.),
contains Jurisdictional standards which appear to offer a reasonable solution to
this problem. We recommend enactment of Jurisdictional standards similar to
those contained in S. 1245.

At the present time there is a divergence between the Internal Revenue Code
and the various State codes as to the source of income, although many States rely
on Federal net income as the starting point for their income tax calculation.
Because of the difference between State and Federal tax rules, business often finds
that its foreign source income is taxed by States that have no basis for doing so.
We support the provisions of S. 1245 that would correct this inequitable situation.

There are a small number of States that impose the "Unitary Concept" of
taxation upon business. Under this theory a taxpayer with a business location in
a State that follows this concept may find that the income of Its foreign or domestic

*subsidiaries is Included In Its Income base to be apportioned to such State even
though the subsidiaries have no connection whatsoever with the State. In our
opinion there is no justification for States to extend their taxing powers beyond
their borders and we wholeheartedly support the provisions of S. 1245 which would
preclude such action.
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In closing, we wish to express our appreciation for being given an opportunity
to submit our views on this subject to your Subcommittee, and respectfully
request that this letter be included in the record of the hearings on interstate
taxation.

Sincerely, W. J. Dnivi:n, President.

AMERICAN AUTOMOTIVE LEASING AssOcIATION,
Baltimore, Md., September 19, 1973.

M. TOM VAI,,
Chief Counsel, Committee on Finance, Direen Senate Office Building,Wash ington, D.C.

DEAR MR. VAIL: I am President of the American Automotive Leasing Associa-
tion, and I am writing in connection with the hearing regarding state taxation of
interstate commerce being held by the Finance Subcommittee on State Taxation
of Interstate Commerce.

First, a brief statement about the Association and its members and their
operations may be appropriate. The American Automotive Leasing Association
is a trade association composed of companies engaged substantially in the long-
term leasing, in interstate commerce, of motor vehicles to commercial and in-
dustrial lessees many of whom themselves hre companies engaged in multistate
or nationwide operations. The leases generally run for periods of one year or more.
The interstate operation of these leasing companies is different from the operation
of the well-known rent-a-car companies which rent vehicles from local )ases of
operation, fyr short periods of time, primarily for individual use, and from the local
leasing of a motor vehicle by a local automobllo dealer.

These interstate automotive leasing companies do not maintain an inventory of
vehicles for leasing. Instead, after a leasing arrangement is made with a lessee,
they purchase their vehicles from retail automobile dealers in such volume as they
may require to meet the specific requirements of that lease arrangement. These
vehicles are then delivered in volume to the lessee, and, at the expiration of the
lease, the vehicles are disposed of at wholesale, usually to used car dealers.

A fairly typical interstate leasing situation maybe described as follows: A
leasing company, organized in State A, has its offices and personnel in State A.
It has no salesmen or employees in any other state, nor does it own or rent from
others any pro erty in any other state. It negotiates with a company, having its
main office in State B, for the lease of 100 vehicles to the latter company. The
negotiations may be conducted by mail or by telephone; sometimes a representa.
tive of the lessee company may come to the office of the lessor in State A, or a
representative of the lessor company may visit the lessee's office in State B. Some
negotiations may involve any combination of these methods. When a lease arrange-
ment is concluded, it usually is entered into in State A, and thereafter all invoices
are paid in State A.

The lessor company, thereafter, in order to satisfy the lease requirements, will
purchase the 100 vehicles from a retail automobile dealer or from several auto-
mobile dealers. They may be ordered from a dealer in the home city or the lessor
in State A who, under arrangements with the automobile manufacturers, will
have the vehicles drop-shipped to the lessee's designated places of delivery in
various parts of the country. Or, the lessor may order the vehicles from a retail
dealer located in the home city of the lessee in State B. Or, the lessor may order
the vehicles from several retail dealers located in the various places where the
vehicles are to be based, in accordance with the needs of the lessee.

The lessee, of course, requires that the vehicles be distributed to Its personnel
in accordance with its own internal plans and requirements, and the lessee will
either distribute those vehicles itself to its personnel from some central point
of delivery, or, as above noted, the lessor may arrange to have the vehicles
delivered to the lessee's personnel in accordance with lessee's instructions.;

As already pointed out, many lessee companies are frequently engaged in
multistate or nationwide operations. In many cases, the lessee might have three
salesmen working and residing in State C and, indeed, in other states. Accordingly,
three of the vehicles will be delivered to State C to be turned over to the lessee's
salesmen there. Under the usual lease agreement, title and tags for the vehicles
are registered in the name of the lessor in the state where the vehicles are based,
and, in the example set forth, three vehicles leased by a lessor in State A to a lessee
in State B, find their way into State C, with title and tags registered in the leador's
name. As already noted, the leasing company has no representative in State C,

EST COPY VAILA_
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has no office or stand or any other property in State C, apart from the vehicles,
and the cars are operated in under the direction and control of the lessee
and in pursuit of the lessee's business. As a matter of fact, the vehicles, although
registered in State C, may actually be operated there only to a limited extent and
may be used by the lessee's personnel to a much greater extent in neighboring
states. And, unlike the railroads, no record Is or can 1)e readily kept of the extent
of operation in any given state. In the usual lease agreement, there is ni limitation
on the right of the lessee to operate the vehicles anywhere he wiFshes c within the
continental United States and Canada.

When the lease expires and the-vehicles are to be returned to the lessor for
disposal, the vehicles may in some cases be returned to the lessor's place of busi-
ness In State A for disposal there. Or, the vehicles may be sold locally, where they
were operated, to used car dealers or to the retail dealers from whom they were
purchased. Sometimes, the vehicles are delivered to markets in other sections of
the country where the used car situation may be more favorable at the particular
time and there disposed of at wholesale. In general, the negotiations for b,t~h
purchase and disposal of the vehicles are handled by telephone from the lessor's
office in State A.

The particular problem which concerns us at this time is whether an out-of-
state lessor should be subjected to a state income tax solely because the lessor
owns personal property or equipment which is used by the lessee in the state in
the pursuit of the lessee's business. As is evident from the above example, one
lease transaction with one large lessee may often result in motor vehicles of a lessor
being titled in the name of the lessor in many states, and could result in demands
being made by many states for the lessor to file income tax returns, to have Its
books and records audited, and to pay whatever taxes the states claim may be due.
And in many instances, demands could be made for lessors to prepare and file
complicated income tax returns with states where the lessors would only have a
few vehicles on lease and no income tax at all, or only a nominal tax, would be
claimed by the states.

It should be noted that the problem is not limited to the interstate leasing of
automotive equipment, but is equally present in the case of the interstate leasing
of other personal prolperty-for example, a lease of 100 typewriters or other
office equipment to a lessee for distribution and use at its offices lin many states.

The burdens and expense of comny ing with the complicated and varying
income tax requirements of many jurisdictons are well-known to your Subcom-
mittee. It is our position that state income taxation of out-of-state lessors in the
circumstances described would be unfair, and would unduly burden the free
flow of goods in interstate commerce. The lessor's contacts with the state clearly
are not sufficient to justify subjecting the lessor to the state's burdensome income
tax requirements.

The claim for income tax liability would seem to be based primarily n-n the
fact that motor vehicles are owned by and titled in the particular state in the
Icssor's name, and it seems clear that this is the only contact that the lessor com-
pany may have with any given state. In the example set forth above, the only
contact of State A leading company with State C is the ownership of three ve-
hicles titled in State C in its name, hut under the circumstances this is not a
significant contact. In this connection, it should be noted that the title and regis-
tration fees for ownership of the vehicles are paid for, and it cannot be suggested
that the State A leasing company is receiving services and protection, etc., from
Stte C for which it has not paid.

Moreover, the contact that an interstate leasing company has with the several
states where the lessee operates the leasing company's vehicle is much less direct
and much less significant than that of the interstate seller whose sales, actually
solicited by his representative within a state would not subject him to the state
income taxes under the provisions of any of the bills now pending in the Congress.
Whether a particular motor vehicle of a leasing company in Texas will wind up
in Alabama, or in North Carolina or in Uny other state is not based on the de-
cision of the lessor. It is the lessee who makes that decision, and the lessor keeps
title in its name because it owns the vehicle and because the retention of title is
an obviously necessary security measure. The lease agreements do not restrict
the lessee from transferring a vehicle from one state to another, and although the
lessee may have to bear the burden of the expense of the second titling and
registration, it is the lessee's decision and not the lessor's. It would be possible,
therefore, for a lessee to subject a lessor to the income tax claims of two states
for the same year for the same vehicle. More than that, the actual operation of
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the vehicle in any state is for the benefit of the lessee; it is the lessee's business
and not that of the lessor, which is being pursued.

It cannot properly be urged that an interstate lessor should be subject to state
income taxation in the state where he has property oni lease on the theory that the
theory that the lessor is deriving income from property located there. For the
interstate lessor receives income by virtue of the contract of lease which is entered
into in a state other than the state where the property is located, and not because
of any operation of the vehicles in any given state. Moreover, the lessee's three
salesmen in State C may, by using the lessor's three vehicles, derive $300,000
worth of business in State C for the State B lessee, and still the lessee would riot
be subject to State C income taxes if it met the requirements of P.L. 86-272.
In addition, an interstate seller who sells on an installment or conditional sales
basis is also deriving income from property in a state; yet such a seller would not
be subject to the state income tax under any of the pending bills or under P.L.
86-272. The liability for tax on income should not depend on the highly technical
and largely irrelevant issue of where title may rest.

In the case of the interstate seller who is exemptedd from state income taxes by
virtue of the pending bills and P.L. 86-272, that seller deliberately chooses to
exploit a particular local market for his own business purposes and actually has
agents or representatives within the state to solicit sales on his behalf. This is not
so with respect to the interstate lessor who, as already noted plays little or no
role in determining where the vehicles are used or based. The only contact of
the out-of-state lessor with the taxing state is the presence of motor vehicles
titled in- its name and, insofar as the lessor is concerned it makes no difference
where the vehicles are based or operated. We think that the position of the
lessor in the circumstances outlined is certainly as appropriate, compelling and
proper, for exemption from state income taxes as is the position of the interstate
seller, if not more so.

Accordingly, we strongly urge that, in your deliberations, attention be given
to the problem of interstate leasing companies which provide leasing services t:
national business enterprises, and that appropriate recommendations be made
expressly to exempt lessors from the extremely burdensome requirements of
the income tax laws of the many states with which the leasing companies have
no meaningful or significant contacts. Such a result could be accomplished, for
example, by deleting subparagraph (4) from the definition of "Business Location"
which appears at Section 513 of S. 1245. Subparagraph (4) of Section 513 wouldProvide that a person shall be considered to have a business location in a state
f that person "(4) regularly leases to others tangible personal property for use in

the State". The Interstate Taxation bills which have been approved by the
House of Representatives in prior sessions of the Congress would have exempted
an interstate lessor from state income taxation in the circumstances described
in this letter, and present H.R. 977 also would not permit a state to impose
income taxes on such a lessor.

It is noted that H.R. 977 would permit a state to tax an out-of-state corporation
which has an average annual income in excess of $1,000,000 even though such a
corporation may not have a business location in the state. The mere size of a
corporation should not determine whether the corporation should be subjected
to state taxation, and we recommend that your Committee should not approve
any provision of this nature.

The opportunity of making this statement for your consideration and for the
record is very much appreciated.

Very truly yours, Louis RoSENSTIN, President.

STATEMENT OF R. WALTER SHIPMAN, CORPORATE TAX MANAGER, CFS
CONTINENTAL

Mr. Chairman, please permit me to introduce myself. My name is R. Walter
Shipman, representing CFS Continental, Inc. (formerly Continental Coffee
Company). Tam the Corporate Tax Manager of this Chicago based comapny
which manufactures and distributes food and related food products to the ast
food service industry. The company has many subsidiaries and branches which
collectively operate in every state of the Union. Because of the many instances
of double taxation management is quite understandably supporting the passage
of the various bills now pending before this Committee.
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To not support these bills would be tantamount to stifling the very life blood
of this industrial nation. Today industry cannot exercise its freedom to do business
in and among the various states without awakening the sleeping giant, state and
local taxation, be it in the form of income, sales, use franchise excise or whatever.
The fast food industry with its rapidly expanding franchise chains presents a tax
disadvantage to companys who supply their needs as this relatively new phase of
business encompasses areas not anticipated in prior legislation, P.L. 86-272 and
thereby making it (P.L. 86-272) ineffective in its operation. The suppliers of this
rapidly growing segment of business seek tax relief through the passage of the
aforementioned bills.

The nation as a whole, and the fast food industry in particular are desperately
in need of a uniform system to regulate the taxation of interstate commerce.

My company is not without precedence when supporting such legislation for
the uniform treatment of interstate taxation as we have in the past supported
Senators Mathias and Ribicoff's previous bills. It is with this continued interest
that we lend our name and support to the, hopefully, expeditious passage of the
subject bills.

To exclude the sales factor on the one hand, (II.R. 977) would be equitable be-
cause sales made on a destination basis are not necessarily indicative of where the
income producing property and persons who generated the income would be. On
the other hand, the provision of S. 1245 to include the sales made strictly on a
destination basis in the sales factor, but without the restrictions of the "throw-
back rule", would also appear reasonable. It is discriminatory to cause multi state
corporations to include as a sale, in its domiciled state, sales made to the state of
the purchaser when the subject corporation is not subject to tax in the purchasers
state. Such discriminatory state laws tend to curb industry's efforts to foster
business and effectively restrict the corporations right to transact interstate
commerce free of any tax encumbrance.

Additionally, H.R. 977 compensates somewhat for the elimination of the sales
factor by including gross rents, (See. 202(d)(2)) whereas S. 1245 would prefer to
use net rentals of leased property. The apportionment formula of either bill would
appear to be an improvement.over that which is now in use by many of the states.

The effect of the business location tests, of the proposed bills, will be to tax
only. where there is sufficient nexus to do so. These business location tests will
require more substance to subject a company to taxation as opposed to, in one
extreme instance, the mere listing of a telephone number in a local directory.
The aforementioned tests will also serve to more equitably assess the general
sales and use tax. Additionally, in the area of sales and use tax, I would whole-
heartedly support any legislation which would remove, from a seller, the liability
of collecting a tax whereby the seller has obtained, and accepted, in good faith,
the buyers written evidence of exemption from being charged a tax. Some states
have circumvented this area to say that the seller is ultimately responsible for
the collection of the tax if the use of the product to which the buyer intends is
obvious. However, that which is obvious to one may not be obvious to another,
less experienced, person making a states interpretation of whether or not' the
seller accepted written evidence of exemption in good faith subjective in nature.
The proposed bills would eliminate this area of conflict.

Today, the various states are not exercising the business location test with any
degree of understanding when dealing with the suppliers of the fast food industry,
who, as previously stated, are in a somewhat unique position when it comes to
defining property which is at a business location. The present bills now pending
before this Committee will eliminate future arguments on this point.

In conclusion, and to reiterate very briefly, please let me assure this Committee
that the company of the fast food service industry are watching the progress
of these bills with keen awareness and anticipation that the passing of the bills
will, in fact, provide a fair and uniform system of taxation of Interstate commerce
as well as relief from the now ever increasing, business restricting, method of
taxation.

STATEMENT OF TAx EXECUTIVES INSTITUTE, INC.

Tax Executives Imtitute is pleased that the Finance Subcommittee on State
Taxation of Interstate Commerce has conducted public hearings with a view
toward legislation for regulating the taxation of interstate business. Tax Execu-
tives Institute is a professional organization of some 2800 business executives who
are responsible for tax matters of the major companies in the United States and
Canada.



488

Members of the Institute represent companies whose business operations are
multistate in scope and are therefore vitally concerned with the taxation of inter-
state business by state and local governments. Our members have become in-
creasingly concerned with the present status of intestate taxation which is charac-
terized by a lack of uniformity, burdensome and costly coml)liance requirements
and, in many cases, double taxation.

Our members have served over the years on various study groups which have
attempted to resolve conflicting philoso phies among the states as well as between
the states and the business community. Unfortunately, these efforts have been
unsuccessful and the only practicable solution now appears to be the establishment
by Congress of certain guidelines and limitations upon the states' power to tax
interstate business, leaving to the states some discretion within these limitations.
Recognizing the demands on government for more and more services requiring
added revenue, the leadership of TELI has been reluctant in the past to call for
help from Congress. Even now, it is done because it appears to be the only al-
ternative. Considering the diversity of businesses represented in Tax Executives
Institute, it is understandable that a few of our members prefer to let the states
work out the problems without assistance from the Congress. Nonetheless, based
on a survey of the membership, we find the overwhelming majority of our members
agrees that federal legislation is not only desirable but necessary to resolve prob-
lems in four major areas.

We did not ask to present testimony on behlaf of TEL at the hearings held on
September 18 and 19 but wish to submit our views in favor of federal legislation
on the following points:

1. ESTABLISHMENT OF JURISDICTIONAL STANDARDS

Under present practices, the requirements for filing returns and paying taxes
vary widely among state and local taxing jurisdictions. This results in uncertainty
and burdensome compliance obligations, particularly for small business. It is
urged that no taxpayer be subjected to the taxing jurisdiction of a state unless
it has within the state a business location as specifically defined by federal law.
This would clarify for all taxpayers their legal responsibilities for filing returns
and paying taxes.

2. PROVIDE UNIFORMITY AMONG STATES IN REQUIRING OR PERMITTrNG.THE FILING

OF COMBINED OR CONSOLIDATED RETURNS

There appears to be a feeling among many state tax officials that a business
which operates through subsidiary companies is per se "bad" and is so organized
for the purpose of avoiding state income taxes. Thus, some states insist on com-
bining or consolidating all companies in an affiliated group to determine the
amount of income to be subjected to tax in that specified state. Where there is a
clear showing of non-arm's-length dealing between affiliated companies to the
detriment of a state, an argument can l)e made for this procedure. However, to
insist on consolidation merely because of common ownership-which goes beyond
the current requirements of any state law-can and often would subject a business
to double taxation, and would create a serious question of whether there were a
denial of constitutional due process. (Even more complications exist if foreign
affiliates are included in the consolidation, as explained uner point 3 below.) For
examplle, one state may insist on a consolidated filing where it l)roduces more
revenue whereas another state may refuse to permit the filing of a consolidated
return where it is to the advantage of the taxpayer. It is suggested that this
inequity could be corrected by:

(a) P5rohibiting consolidation, ond leaving it to the states to otherwise correct
any diversion of income arising from non-arm's-length dealings with affiliates, or

jb) Giving to the taxpayer the sole election of filing consolidated returns
aspl)rovided in the Internal Revenue Code, or

(c) Providing for an election by either the state or the taxapyer as to the filing of
a consolidated return, but only where there exists a significant operational inter-
dependence among the affiliated corporations which is specifically defined by
federal law.

3. EXEMPT FOREIGN SOURCE INCOME FROM STATE TAXATION

The authority to establish and administer international tax policy should be
reservedto the Federal Government and the individual states should not be
permitted to inject themselves into this area. Since the avoidance of double taxa-
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tion is inherent in tax treaties between the United States and foreign nations, a
prohibition against the states taxing foreign source income would protect the
spirit of those treaties.

There are a few States which include such income in the tax base and apportion
a part of the total income by formula. It is widely recognized that the use of a
formula (normally based on ratios of sales, property and payroll) is at best an
approximation, but when applied to U.S. income generally constitutes a fair
procedure. However, such a formula can produce serious inequities and distor-
tions when foreign source income is included in the tax base since no State has an
apportionment formula applicable to foreign source income which produces an
equitable result and, indeed, the construction of a fair formula would be extremely
difficult if not impossible. For example, if dividends from foreign subsidiaries are
included in the tax base, the use of only U.S. sales, property, and payroll ratios
ignores the business activity abroad which generated the income. On the other
hand, if foreign source income is included in the tax base, through the device of
consolidating domestic and foreign affiliates, severe distortions usually occur. This
results from the widely differing national economies which exist throughout the
world, particularly the economy of the United States as compared with those of
most foreign countries. Unpredicatble currency fluctuations are a further com-
plicating factor. This distortion can be avoided if all foreign source income as
defined in the Federal Internal Revenue Code is exempt from State taxation.

4. CLEARLY DEFINE BUSINESSS) AND "tNON-BUSINESS" INCOME FOR APPORTION-
MENT PURPOSES

For many years, there was gen ral agreement amont States that certain types
of "passive" income should be treated differently from "operating" income.
Dividends, interest, rents, royaltic i, and capital gains, for example, were allocated
entirely to the taxpayer's commercial domicile or to the State where the property
generating rents, royalties or capital gain was located. Other income from business
operations was apportioned to all States where the taxpayer conducted business.
Currently there is a growing trend among States to lump all income, including
dividends and other passive income, and apportion this ratably among States
where the taxpayer does business. Because many States continue to tax dividends
on the long-established basis of commercial domicile, notwithstanding the trend
toward apportionment, double taxation is assured in many situations. It is sug-
gested that this double taxation can be alleviated if items of "business" and non-
business" income are clearly defined and guidelines established which specify how
each type of income may be taxed by a State.

Tax Executives Institute strongly urges the Subcommittee on State Taxation
of Interstate.kCommerce to give consideration to these specific areas of interstate
taxation and thereby alleviate the problems now faced by interstate business.

Respectfully submitted, PAUL L. DILLINGJIAM,

President.

ion. WALTER F. MONDALE,

Chairman, Sub-Committee on State Taxation of Interstate Commerce, Senate Finance
Committee, Washington, D.C.

DEAR SENATOR MONDALE: The question of taxation of interstate commerce by
the various states is of vital importance to the business community and requires
the urgent attention of all parties concerned.

Present methods used by the various states to tax the income of businesses
operating on a multi-state basis without uniformity in approach have created a
burdensome and chaotic compliance problem for the taxpayer.

Our company is presently qualified to do business in 37 states. We recognize
our respnsiiit and that of each member of the business community to assume
the fair hnd equitable share of burdens of services rendered within each tax
jurisdiction.

In meeting our corporate responsibility in this area, we are required to prepare
over 69 separate income tax returns coupled with an- additional 272 separate
sales and use tax returns, and an unimaginable number of license, gross receipts,
excise, franchise, personal property and annual reports; many of which are uniquely
distinct in their request for information and method of determining tax liability.
With over 80 separate operating units, it is necessary to request, receive, process,
audit, compile and utilize ovej- 6,750 separate and distinct reports in the prepara-
tion of returns. These are aide from the many internal documents available
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without request. An additional 1,223 reports are requested from various units
and utilized for preparation of the sales and use tax returns. In 1972, 56 separate
taxing authorities conducted audits of returns filed, further complicating the
administrative problems with requests for support.

Over the past years, there has been little relief from the burdens of tax com-
pliance and, in many respects, compliance requirements have been greatly ex-
panded at additional cost to the taxpayer.

Uniformity is an absolute necessity tor small business and multi-state corpora-
tions alike to reduce the burgeoning costs of compliance and provide a stabilizing
factor to the current revenue producing activities of the various states.

We strongly support the passage of S. 1245 Interstate Taxation Act of 1973 as
a realistic approach to establishing equity and uniformity in the various states
among corporate taxpayers. We particularly support the provisions in S. 1245,
establishing a uniform minimal jurisdiction test, the non-taxation of foreign
source income and dividends, and the use of a pure destination sales factor and
the elimination of any throwback rule.

However, we believe that your committee should carefully consider the inclu-
sion. of a provision establishing the proper method for allocating royalties. This
seems to us a natural adjunct to the provisions in the bill dealing with dividends.
To the extent that royalties are in the tax base, they should be allocated to com-
mercial domicile. Our company has had numerous instan-ces of what we feel to be
unfair attempts by the states to tax royalty income in no way related to operations
or sales in that state. We therefore, feel that it is important to properly cover the
royalty question in S. 1245.

In consideration of the multitude of problems which the taxing authorities
have, we certainly agree with Ralph D. Turlington, chairman of the Committee on
Finance and Taxation of the Florida House of Representatives, who summarized
the matter which is before you when he said:

"I believe that federal legislation setting jurisdictional guidelines and methods
for the apportionment of taxable income, with proper safeguards to protect the
states right to tax, are desirable in order to achieve uniformity for state taxations.
Furthermore, the federal legislation should protect the multistate business from
having more than 100 percent of its taxable income being subjected to taxation in the
various states in which it does business. In order to support federal legislation in
this area however, the states must be assured that all corporations will actually
report ali of their taxable income to the states. The states need a mechanism to
insure that all taxable income is subject to taxation, while at the same time,
corporations need assurance that not more than 100% of their income will be
subject to a state taxation." (Emphasis added)

Reasonable men on both sides are seeking an equitable solution to the present
chaos in interstate taxation. If there is to be any renovating of the current struc-
ture, we must step forward to assume pur responsibilities to initiate and motivate
the changes which are necessary. Accordingly, we will be happy to supply any
additional data we have available which you feel would be helpful in your support
of S-1245.

Very truly yours, R. J. JORANKO,

Director of Tax Administration.

Hon. WALTER F. MONDALE,
Chairman, Subcommittee on State Taxation of Interstate Commerce, Committee on

Finance, U.S. Senate, Washington, D.C.
DEAR MR. CHAIRMAN: Following up on the recent hearings of your Subcom-

mittee, I would like to emphasize two major points that perhaps were not brought
out in sufficient clarity at the time.

I. ACCOUNTABILITY FOR SALES AND USE TAX LIABILITY

During the hearings, the sales and use tax registration procedure provided
for in Sec. 304 of S. 1245 was opposed by a number of the state tax administrators.

The states' concern seems to arise from three major questions:
(a) How to define a "business;"
(b) Whether more or less revenue would accrue to the states than in the present

situation; and
(c) The added administrative burden that would allegedly accrue to the states

under the registration procedure.
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In response to these concerns, it is generally agreed that the definition of a
"business" should exclude the professionally self-employed. This is the actual
practice in most states now and excluding them would minimize the administra-
tive burdens.

Ultimately in our view, substantially more revenue would accrue to states
because of more widespread compliance under Sec. 304. In the interim, while the
registration procedure was being phased in, the tax burden would be more fairly
spread among all business liable for sales and use taxes instead of following the
present avowed practice of singling out likely "target" firms.

The states claim that they want "total accountability" instead of the present
hit-and-run system of enforcement. What simpler way than the registration
procedure? Many states presently collect state unemployment taxes from all
firms employing one or more people. In the same way registering businesses
(excluding the self-employed) would be a relatively simple procedure. Certainly
not ull firms in a state make interstate purchases from vendors with no business
location in the state.

In fact, this procedure would undoubtedly be less expensive than sending
auditors hit-or-miss around the country after "target" firms. To hel) the states
and to reassure them that their interest in revenue is being protected, I am certain
that the business community would be amenable to suggestions for sample
reporting or a centralized collection of information on interstate sales. Such an
approach would be a further help to states with respect to enforcement but would
ease the present intolerable load of paper work on Interstate vendors.

INCOME TAX ASPECTS OF S. 1245 APPLYING TO SMALL AND MIDDLE-SIZED BUSINESSES

It is believed that during the hearings, the case was well made for the need
of income tax provisions in a federal law on interstate taxation. However, it is
possible that the Subcommittee might have been left with the impression that
most income tax questions were mainly the concern of large multinational
corporations. This is definitely not the case.

Although questions concerning the taxation of intercorporate dividends in
foreign source income are of particular interest to multicorporate taxpayers en-
gaged in international business, there are several provisions of S. 1245 which are
more important to small and medium-sized taxpayers than they are to the large
international corporations.

The jurisdictional rules enunciated in S. 1245 are mainly for the benefit of those
interstate taxpayers who engage in business in relatively few states. To those
businesses, adquate jurisdictional rules are necessary to preclude the enlargement
of their tax base by requiring the apportionment of their income to states in which
their activities are nebulous.

The enactment of a destination test in the sales factor of the apportionment
formula will also protect the smaller companies from the assignment of income to
states which would not be entitled to tax such income under ordinary apportion-
ment rules.

Further, the provisions of S. 1245 which permit early access to the federal
courts, will enable many small taxpayers to seek judicial relief from onerous
tax burdens which at the present time may be imposed by default, because a
smaller company simply cannot afford the legal expense of pursuing its case
through several levels of state courts, and eventually to the U.S. Supreme Court.

I would appreciate it if this communication is included in the official record of
the hearings.

Very truly yours, ROLAND M '. BIXLER,

Chairman, State Taxation of Interstate Commerce Subcommittee.

STATEMENT OF GENERAL MILLS, INC., SUBMITTED BY HENRY DUITSMAN,
ASSOCIATE TAX MANAGER

My name is Henry Duitsman, Associate Tax.Manager of General Mills, Inc.,
Minneapolis, Minnesota. We thank you for the opportunity to submit the follow-
ing views regarding interstate taxation:

We believe that action by Congress is both desirable and necessary, to protect
the free flow of goods in interstate commerce and to define the administrative
burden and tax liability to be imposed on interstate business. The Constitution has
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given Congress the power to regulate interstate commerce and to promote anl
open economy while still preserving the power of the states to tax ipterstat.
business. " $. j

There are a number of reasons for Congress to act now in order to help both state
tax administrators and business by setting a uniform, fair and equitable ceiling
for state taxation. More and more state tax laws are being passed, and similar
laws are being interpreted differently in different states. The taxation of Kenne-
cott Copper Corporation by California and Utah clearly points out how differing
doctrines can result in double taxation. The fact that the U.S. Supreme Court
has decided not to arbitrate these matters makes congressional action imperative.

In the past twenty years there has been a great deal of activity in the area of
interstate taxes and much more uniformity of opinion between business and the
states on theories of taxation. At the same jime there has been more uncertainty
in the actual operation of state taxation. We have reviewed this activity andithe
proposals before Congress, and we strongly support S 1245 as a fair and equitable
solution to interstate taxation. Business has made numerous concessions in S 1245
in an effort to promote uniform and equitable taxation, and the advantages of
having uniform laws and interpretation far outweigh the few problems the states
may have.

We firmly oppose the unitary doctrine advocated by California and others as.
taxation without economic benefit. The measure of the tax is computed on income
from operations which are not connected with the state. We agree that if a tax-
payer is wrongly manipulating its income to avoid state taxes, then the states
must have the ability to determine the proper income and tax it. We believe that
S 1245 accomplishes this through allocation of non-arm's length transactions. This
obtains the desired results and yet preserves the legal jurisdiction standards which
have been developed under the Constitution and other laws of the country. We alsa
believe that manipulation of income to avoid state taxation is not a common
business practice, and that a proposed correction in the form of unrealistic com-
bination of income brings about more evils than it cures.

Each state should have the power to determine the amount of income that i.s
subject to its taxation based on the activities of the taxpayer in that state. Such a
determination should not be dependent on whether or not other states can impose
taxe5 on the taxpayer. For this reason, we oppose proposals that "throw)back"
sales in other states to the state of origin.

The income of a taxpayer should not be subject to double taxation. Therefore
we agree with the provisions of S. 1245 that only income earned in the United
States should be apportioned to the states. This exclusion should be handled in
a simple manner rather than through a complex apportionment formula. In most,
cases this income has already been subject to foreign taxation.

There is no justification for taxation of dividends from affiliated corporations.
This has already been recognized in Federal income tax law. Furthermore, we
believe that the taxation of intercorporate dividends of affiliated corporations is
double taxation which should not be allowed.

We believe very strongly that the Multistate Tax Compact constitutes an
additional layer of government with no political accountability which has been
adopting and enforcing tax regulations without legislative process and has extended
the powers of the states in combination without constitutional authority. Cer-
tainly this organization has operated against, the interests of the business com-
munity and is not a workable organization for administering a Federal interstate
tax law. The business community has unsuccessfully tried to work with this orga-
nization in an attempt to solve our problems. We strongly believe that an agency
of government which lacks accountability to the normal political process is ,bad
government.

We believe a more equitable treatment would be" the settlement of disagree-
ments by the U.S. Court of Claims. If there has to be an administrative agency,
it should be a Federal agency. We believe that PL 86-272 has been a workable
law without an administrative agency. Since S 1245 would only impose a ceiling
on state income taxation, such a determination can be made by the courts.

We are not opposed to nexus requirements presently determined by the courts
for Paloq and use taxes on our own activities (Scripto and National Bellas Hess,
Inc.). But we believe that these requirements often unduly penalize smaller
businesses. These small taxpayers find it an expensive administrative burden to
comply with local use tax laws. They also are often faced with penalties for
non-compliance with laws of which they have no knowledge. Maybe size should be
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a criterion for limiting the liability of small businesses for the burden of multiple

local use taxes in states where they have no business location.

At the same time that Congress is considering this interstate taxation question,

we believe that a limitation should be enacted on gross receipts taxes, so that the

state of oriin and the state of destination cannot both tax the same gross receipts.

We believe that gross receipts taxes should be levied only by the state of destina-

tion. Businesses usually keep sales statistics on a destination basis.
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