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STATE TAXATION OF INTERSTATE COMMERCE
AND WORLDWIDE CORPORATE INCOME

TUESDAY, JUNE 24, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,
SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m., in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.
(chairman of the subcommittee) presiding.

Present: Senators Byrd, Baucus, Dole, Packwood, and Wallop.
. [The press release announcing this hearing and the bills S. 983
Jand S. 1688 follow:]

(Y]
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PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
June 6, 1980 UNITED STATES SENATE
— Subcommittee on Taxation and
Debt Management
2227 Dirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SETS HEARING ON S. 983 AND S. 1688

Senator Harry F. Byrd, Jr., Chairman of the Subcommittee
on Taxation and Debt Management of the Senate Committee on Finance
announced today that the Subcommittee will hold a hearing on
Tuesday, June 24, 1980, on two tax bills,

The hearing will begin at 9:00 A.M. in Room 2221 of the
Dirksen Senate Office Building.

S. 983 -- Introduced by Senator Mathias. This bill
would establish national standards governing
state taxation of interstate commerce and rules
governing state taxation of worldwide corporate
income. It also establishes jurisdiction of
the United States Court of Ciaims for resolu-
tion of disputes arising under the Act.

S. 1688 =~ Introduced by Senator Mathias. This biil would
limit States and political subdivisions from
applying the combined method of reporting to
determine the worldwide income of businesses
operating within their jurisdictions.

Witnesses who desire to testify at the hearing must submit
a written request, including a mailing address and phone number, to
Michael Stern, sStaff Director, Committee on Finance, Room 2227 Dirksen
Senate Office Building, Washington, D. C. 20510, by no later than the
close of business on June 18, 1980.

Consolidated Testimony. ~- Senator Byrd also stated that the
Committee 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 orally to the
Committee., This procedure will enable the Committee to receive a wider
expression of views than it might otherwise obtain. The Chairman 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. -- Senator Byrd stated that
the Legislative Reorganization Act of 1946, as amended, requires 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.”

Witnesses scheduled to testify should comply with the
following rules:

(1) A copy of the statement must be filed by noon the day
before the day the witness is scheduled to testify.

(2) All witnesses must’ include with their written statement
a_summary of the principal points included in the state-
ment.

(3) The written statements must be typed on letter-size
Eager (not legal size) and at least 100 cogiea must
submitted by the close of business the day before
the witness is scheduled to testify.




{4) Hitnesaes ara not to read their written statements
e Subcommittee, but are to confine their oral
resentaEIons to a summary of the points included in
the statement.

Written statements. -- Witnesses who are not scheduled to
make an oral presentation, and others who desire to present their
views to the Subcommittee, are urged to prepare a written statement
for submission and fnclusion in the printed record of the hearings.
These written statements should be typewritten, not more than 25
double-spaced pages in length, and mailed with five (5) copies to
Michael Stern, Staff Director, Committee on Finance, Room 2227,
Dirksen Senate Office Building, Washington, D. C. 20510, not later
than July 11, 1980.
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To regulate and foster commerce among the States by providing a system for the
taxation of interstate commerce.

IN THE SENATE OF THE UNITED STATES

ApeiL 23 (legislative day, APRIL 9), 1979

Mr. MATHIAS introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL

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 tives of the United States of America in Congress assembled,
3 That this Act may be cited as the “Interstate Taxation Act
4 of 1979".
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TITLE I—SALES AND USE TAXES

PART A—JURISDICTION AND ADMINISTRATION

SEC. 101. UNIFORM JURISDICTIONAL STANDARDS,

(a) STATE STANDABRD.—No State shall have power to

. Tequire & person to gollect 8 sales or use tax with respecttos
sale or use of tangiblé personal property unless that person—

(1) has & business-location- in- that State, or
(2) regularly solicits orders for the sale of tangible

personal property by meaﬁ of salesmen, solicitors, or

g representatwes in- that State unless his activity in that

State consists solely of sohcxtatlon by direct mail or
advertisiig by ieans of printed periodicals, radio, or -
television, or

3 regufarly engages m the dehvery of tangible

}_personal property m that State other ‘than by common
carner or United States Posta] Service.

(b) POLITICAL Stmnmsxon S'I‘AN’DARD —No polmcal

subdivision of a State shall have power to require a person to
collect a sales or use tax with respect to a sale or use of

tangible personal property unless that person—

(1) has a business location in that political subdi-
vision, or

(2) regularly solicits orders for the sale of tangible
personal property b): means of salesmen, solicitors, or

representatives in that political subdivision, unless his



3

activity in that political subdivision consists solely of

solicitation by direct mail or advertising by means of

printed periodicals, radio, or television, or

(3) regularly engages in the delivery of tangible
personal property in that political subdivision other
than by common carrier or United States Postal

Service.

() FreiGHT CHARGES INCIDENT TO INTERSTATE
SALES.—Where the freight and other charges for transport-
ing tangible personal property to a purchaser incident to an
interstate sale are not included in the purchase price but are
stated separately by the seller, no State or political subdivi-
sion thereof shall have power to include such charges in the
measure of a sales or use tax imposed with respect to the
sale or use of such property.

SEC. 102. REDUCTION OF MULTIPLE TAXATION.

(a) DESTINATION IN STATE; COOPERATIVE AGREE-
MENTS BETWEEN STATES.—A State may impose a sales
tax or require a seller to cc-)llect a sales or use tax with re-
spect to an interstate sale of tangible personal property only
if the destination of the sale is—

(1) in that State, or
(2) in a State or political subdivision for which the
tax is required to be collected by an agreement be-

tween the State of destination and the State requiring
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such collection, and’the geller has a business location

in the State requiring such collection.

b) DESTINATION IN POLITICAL SUBDIVISION.—A po-
litical subdivision of a State may impose & sales tax or re-
quire a seller to collect a sales or use tax with respect to an
interstate sale of tangible personal property only if the desti-
nation of the sale is in that political subdivision.

(¢) LiMrTaTioN.—Notwithstanding section 101 and
subsections (a) and (b) of this section, no State or political
subdivision thereof shall have power to require an out-of-
State seller to collect a sales or use tax with respect to an
interstate sale of tangible personal property with a destina-
tion in that State if such seller’s annual receipts from taxable
retail sales of tangible personal property with a destination in
that State are less than $20,000, except that this limitation
shall not be effective to the extent that such seller has, in
fact, collected & separately stated sales or use tax from the
purchaser. In determining whether the foregoing limitation
applies, an out-of-State seller shall be deemed to have less -
than $20,000 in annual receipts from taxable retail sales of
tangible personal property with a destination in a State if
such seller’s receipts from such sales during the preceding
calendar year did not exceed $20,000.

(d) Creprr ror PrIOR TAXES.—The amount of any
use tax imposed by a State or political subdivision thereof



© W a9 & Ot b W N

[ - T N O e O T T o S SV o U G Y
- O W W I DB Ot W N = O

5 .
with regpect to tangible personal property shall be reduced
by the amount of any sales or use tax previously paid by the
taxpayer with respect to the same property on account of
liability to another State or political subdivision thereof.

(e) REFUNDS.—A person who pays a use tax imposed
with respect to tangible ;ersonal property shall be entitled to
a refund from the State or political subdivision thereof impos-
ing the tax, up to the amount of the tax so paid, for any sales
or use tax subsequently paid to the seller with respect to the
same property on account of prior liability to another State or
political subdivision thereof. |

(f) VEHICLES, BoATs AND MOTOR FUELS.—

(1) VERICLES AND BOATS8.—Nothing in subsec-
tion (a) or (b) shall affect the power of a State or polit-

ical subdivision thereof to impose or require the collec-

_. tion of a sales or use tax with respect to motor vehi-

cles and boats registered in that State.

(2) FueLs.—Nothing in this section shall affect
the power of a State or political subdivision thereof to
impose or require the collection of a sales or use tax

with respect to motor fuels consumed in that State.



6 .
SEC. 103. SALES TO REGISTERED BUSINESS PURCHASER;

EXEMPT SALES CERTIFIED AS SUCH BY PUR- .
CHASER.
No seller shall be liable for the collection or payment of
a sales or use tax with respect to ax;interstate sale of tangi-
ble personal property if the purchaser of such property fur-
nishes or has furnished to the seller—

(1) a statement indicating that the purchaser is

© O 3 & Ov B W N =

registered with the jurisdiction imposing the tax to col-
10 lect or pay such tax, or

11- (2) a certificate or other form of evidence indicat-
12 ing the basis for exemption or other reason the seller is
13 not required to collect or pay such tax.

14 Any statement, certificate, or other form of evidence fur-
15 nished for purposes of paragraph (1) or (2) shall be in writing,
16 shall give the name and address of the purchaser and his
17 registration number, if any, and shall be signed by the pur-
18 chaser or his representative. Nothing in this section shall
19 limit the liability of a seller who, at the time of receipt of a
20 statement, certificate, or other form o_{ evidence furnished by
21 a purchaser for purposes of paragraph (1) or (2), has actual -
22 knowledge that such document is false or inaccurate.

23 SEC. 104. SALES BY CERTAIN OUT-OF-STATE SELLERS,

24 (8) ELECTION TO COLLEGT TAx CERTIFIED BY PUR-
256 cHASER.—With respect to any calendar year, an out-of-
28 State seller who has less than $100,000 annually in taxable
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m _

1 sales of tangible personal property with a destination in &

2
8

State may, in lieu of collecting any sales or use tax which
that State or a political subdivision thereof may require to be

"4 collected under sections- 101 and 102, elect to collect and

5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

remit to that State a combined State and local sales or use
tax at a rate or in an amount which shall be certified to such
seller by the purchaser as being the correct rate or amount
applicable to the sale. Any such certifwi&ation shall be in writ-
ing, shall give the name and address of the purchaser and his
registration number, if any, and shall be signed by the pur-
chaser or his representative. Nothing in this section~ ghall
limit the liabilig of an out-of-State seller who has m;da an
election under this subsection and who, at the time of receipt
of a purchaser’s certification of the correct rate or amount
tax applicable to an interstate sale with a destination in a
State to which-such election applies, has actual knowledge
that such certification is false or inaccurate.

(b) FAILURE OF PurcHASER TO CERTIFY CORRECT
RATE OR AMOUNT OF TAX.—If an election under subsec-
tion (a) is in effect with respect to a State, and a purchaser in
that State who purchases tangible personal property from the
electing out-of-State seller fails or refuses to certify to such
seller the correct rate or amount of sales or use tax applica-
ble to the sale, such seller shall collect and remit the highest
combined State and local sales or use tax which could be
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+ 8 —
imposed with respectu to any interstate sale having a destina-
tion in that State and shall in no way be liable to such pur-
chaser for any excess of the tax so collected over the correct
amount of tax applicable to the sale.

(c) DETERMINATION OF ANNUAL TAXABLE SALES IN
A STATE.—For purposes of determining whether an out-of-
State seller is eligible to make an election under subsection
(a) with respect to any calendar year, such seller shall be
deemed to have less than $100,000 annually in taxable sales
of tangible personal property with a destination in a State if
such seller’s receipts from such sales during the preceding
calendar year did not exceed $100,000.

(d) ApMINISTRATION.—No State may require an out-
of-State seller who elects under subsection (a) to collect com-
bined State and local sales and use taxes pursuant to pur-
chasers’ certifications of the correct rates or amounts of such
taxes to remit the taxes so collected more frequently than
once each calendar quarter. A State may require such a

seller to maintain such records, certifications, and other infor-

mation as may be necessary for the proper administration of
such taxes, but may not require such a seller to classify or
otherwise account for the sales to which such taxes relate
according to geographic areas of that State in any manner
whatsoever, including classification by political subdivision.

66-690 0 - 80 - 2 (Pt.1)
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(e) STANDARD ForM OF RETURN.—The Secretary of
Commerce of the United States shall prescribe a standard
form of return for the combined State and local sales and use

taxes collected by an out-of-State seller who has made an

1

2

8

4

5 election under subsection (a), and no State or political subdi-

6 vision thereof may require such seller to file, with respect to

7 such taxes, a form of return other than such standard fon:m.

8 The filing of a certified duplicate copy of such standard form

9 incorporating the information required for all States with re-
10 spect to which such seller has made an election under subsec-
11 tion (a) shall be accepted in lieu of the filing of a separate
12 return for each such State.
13 SEC. 105. ACCOUNTING FOR LOCAL TAXES.
14 No seller shall be required by a State or political subdi-
15 vision thereof to classify interstate sales for sales or use tax
16 accounting purposes according to geographic areas of that
17 Stat; in any manner other thén to account for interstate sales
18 with destinations in political subdivisions in which the seller
19 has a business location or regularly makes household
20 deliveries. )
21 SEC. 106. SAVINGS PROVISIONS.
22 (8) Use Taxes.—Nothing in this Act shall prohibit a
23 State or political subdivision thereof from imposing and col-

24 lecting a use tax from a purchaser or user with respect to the

S. 983——2
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use in that State or p_oliticél suﬁdivision_of tangible person-
al property—
(1) acquired in an interstate sale from an out-of-
State seller who is not required to collect such a tax
with respect to such sale, or
(2) acquired outside that State or political subdivi-

sion and brought into that State or political subdivision

by such purchaser or user.

(b) CorrecT Tax Not COLLECTED.—Nothing in this
Act shall prohibit a State or political subdivision thereof from
collecting a sales or use tax from & person who purchases
tangible personal property in an interstate sale if for any
reason, including an incorrect or invalid certification or repre-
sentation made by such purchaser with respect to the tax-
exempt status of such sale or, in the case of a purchase from
an out-of-State seller having made an election under section
104(a), with respect to the correct ;;te or amount of tax
applicable to such sale, the seller has not collected the cor-
rect amount of sales or use tax from such purchaser. This
subsection shall not apply if the seller has collected the cor-
rect amount of tax from the purchaser but has failed to remit
such tax to the State.

(c) CERTAIN ADVANCE PAYMENTS.—Nothing in this
Act shall prohibit a State or political subdivision thqréof from
requiring a purchaser of tangible pers.onal property for resale
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to make an advance payment of a sales or use tax to the
seller of such property, or from requiring such seller to act as
agent for such State or political subdivision and in that ca-
pacity to collect and remit such advance payment: Provided,
That credit for such advance payment is allowed in determin-
ing the sales or use tax liability of the purchaser and provided
that all the foregoing requirements are imposed pursuant to
laws of such State or political subdivision which were in
effect on December 31, 1974.
SEC. 107. LIABILITY WITH RESPECT TO UNASSESSQD TAXES.

(a) Per1ops ENDING PRIOR TO ENACTMENT DATE.—
No State or political subdivision thereof shall have' the
power, after the date of the enactment of this Act, to assess
against any person for any period ending on or before such
date in or for which that person became liable for the tax
involved, a sales or use tax with respect to tangible personal
property, unless during such period that person—

(1) had a business location in that State, or
(2) regularly solicited orders for the sale of tangi-

ble personal property by means of employees present

in that State, unless his activity in that State consisted

solely of solicitation by direct mail or advertising by

means of printed periodicals, radio, or television, or
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(3) regularly engaged in the delivery of tangible
personal property in that State other than by common
carrier or United States Postal Service. |
(b) CERTAIN PRIOR ASSESSMENTS AND COLLEC-

TIONS.—The provisions of subsection (a) shali not be con-
strued—

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

time assessment became barred under subsection (a), or

© @ - O Ot s W N =

(2) to prohibit the collection of a tax at or after
10 the time assessment became barred under subsection
11 (a), if the tax was assessed prior to such time.

12 ParT B—DEFINITIONS AND RULES

18 SEC. 151. SALES TAX; SALE; SALES PRICE.

14 A “sales tax” is any tax imposed with respect to, and
15 measured by the sales price of, the sale of tangible personal
16 property or services with respect to such a sale, and which
17 tax is required by State law to be stated separately from the
18 sales price by the seller or is éustomarily stated separately

19 from the sales price. The term ‘“‘sale” includes any lease or

20 rental of tangible personal property and the term “sales -

21 price” includes receipts from any such lease or rental.

22" SEC. 152, USE TAX. |
23 A “‘use tax” is any nonrecurring tax, other than a sales
24 tax, which is imposed on or with respect to the exercise or

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

S
R, TR A
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erty incident to the ownership of that property or the leasing
of that property from another, including any consumption,

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

_SEC. 153. INTERSTATE SALE.

An “interstate sale’”’ means a sale in which the tangible
personal property sold is shipped or delivered to the purchas-
er in a State from a point outside that State.

SEC. 154. STATE.

The term ‘“State’’ wherever used in this Act means the
District of Columbia or any of the fifty States of the United
States.

SEC. 155. DESTINATION. ¥

The “destination” of a sale is in the State or political
subdivision in which possession of the property is physically
transferred to the purchaser, or to which the property is
shipped te the purchaser regardless of the free on board point
or other conditions of the sale.

SEC. 156. OUT-OF-STATE SELLER. _

An “out-of-State seller” with respect to any State is a
seller who does not have a business location in that State.
SEC. 167. BUSINESS LOCATION.

A person shall be considered to have a “business loca-
tion” within a State only if that person—

(1) owns or leases real property within that Stato,

or
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(2) has one or more employees located in that
State, or
(8) regularly maintains a stock of tangible person-
al property in that State for sale in the ordinary course
of his business.
For purposes of paragraph (3), property which is on consign-
ment in the hands of a consignee and is offered for sale by
such consignee shall not be considered as stock maintained
by the consignor, and property which is in the hands of a
purchaser under a sale or return arrangement shall not be
considered as stock maintained by the seller.
SEC. 168. LOCATION OF PROPERTY.
Property shall be considered to be located in & State if it
is physically present in that State.
SEC. 1569. LOCATION OF EMPLOYEE., -
(a) GENERAL RULE.—An employee shall be considered
to be located in a State if—
(1) the service of such employee is localized in
that State, or
(2) the service of such employee is not localized in
any State but some of such service is performed in that
| State and such employee’s base of operations is in that
State.
(b) LOCALIZATION OF SERVICE.—An employee’s serv-

ice shall be considered to be localized in a State if—
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(1) such service is performed enti;ely within that
State, or

(2) such service is performed both within and
without that State, but the service performed without
that State is incidental to the service performed within
that State. |
(c) BAsE OF OPERATIONS.—An employee’s base of op-

erations is that single place of business, having a permanent

location, which is maintained by his employer, and from

which he regularly commences his activities and to which he
regularly returns in order to perform the functions necessary
to the exercise of his trade or profession. T

(d) CONTINUATION OF MINIMUM JURISDICTIONAL

STANDARD.—An employee shall not be considered to be lo-

“Gated in a State if his business activities within that State on

behalf of his employer are limited to any one or more of the
following:
(1) The solicitation of orders for sales of tangible
- personal property, which orders are sent outside tht;.i
State for approval or rejection and (if approved) are
filled by shipment or delivery from a point outside the
State. |
(2) The sblicitation of orders for sales of or for the
benefit of a prospective customer of his employer, if

orders by such customer to such employer to enable
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.such customer to fill orders resulting from such solici-
tation are orders described in paragraph (1).

(8) The installing or repairing of tangible personal
property which is the subject of an interstate sale by
the employer, if such installation or repair is incidental
to the sale.

This subsection shall not apply with respect to business ac-
tivities carried on by one or more employees within a State if
the employer (without regard to those employees) has a busi-
ness location in that State. ]

(¢) EMPLOYEES OF CONTRACTORS AND EXTRAC-

TORS.—If the employer is engaged in the performance of a

- contract for the construction of improvements on or to real

property in a State or of a contract for the extraction of natu-
ral resources located in a State, an employee whose services
in-that State are related primarily to the performance of such
contract shall be presumed to be located in that State. Tiﬁs
subsection shall not apply with respect to services performed
in installing or repairing tangible property which is the sub-
ject of an interstate sale by the employer, if such installation
or repair is incidental to the sale.

® EMPLOYEE.—No_person shall be considered an em-
ployee of an employer unless such person is an employee of

such employer for purposes of Federal income tax withhold-
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ing under chapter 24 of the Internal Revenue Code of 1954,
as amended.
SEC. 160. HOUSEHOLD DELIVERIES,

A seller makes household deliveries in a State or politi-
cal subdivision if he delivers goods, otherwise than by
common_carrier or United States Postal Service, to the
dwelling place of his purchasers located in that State or polit-
ical subdivision.

SEC. 161, LIMITATION ON APPLICABILITY.

Except as otherwise expressly provided in this Act, the
definitions and rules set forth in this part shall apply only for
purposes of this title.

TITLE II—GROSS RECEIPTS TAXES
PART A—JURISDICTION
SEC. 201. UNIFORM JURISDICTIONAL STANDARD.

No State or political subdivision thereof shall have
power to impose & gross receipts tax with respect to the in-
terstate sale of tangible personal property unless the sale is
solicited directly through a business office of the seller in the
State or political subdivision.

SEC. 202. SAVINGS PROVISION,

Nothing in this Act shall prohibit a State or political
subdivision thereof from imposing and collecting a gross re-
ceipts tax on activities occurring entirely within that State or
political subdivision, including any tax imposed with respect
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to the extraction of oil, coal, minerals, or other natural re-

2 sources located within that State or political subdivision.

3
4

5__
6
(
8
9
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PArRT B—DEFINITIONS
SEC. 251, GROSS RECEIPTS TAX.

For purposes of this title, a “‘gross receipts tax’ is any
tax, other than a sales tax, which is imposed on or measured
by the gross volume of business (whether in terms of gross
receipts or in other terms), which is applicable to commercial
or manufacturing business in general, and in the determina-
tion of which no deduction is allowed which would constitute

the tax a net income tax.

8EC. 252. BUSINESS OFFICE.

For purposes of this title, & seller shall be considered to
have a “business office’” in a State or political subdivision
only if that seller—

(1) owns or leases real property within that State
or political subdivision, or
(2) regularly maintains a stock of tangible person-
al property in that State or political subdivision for sale
in the ordinary course of his business.
For purposes of paragraph (1), a seller shall not be consid-
ered as owning or leasing real property which is owned or
leased by that. seller’s employee, unless that seller pays the
costs of owning or leasing such property. For purposes of

paragraph (2); property which is on consignment in the hands
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of a consignee and is offered for sale by such consignee on his

own account shall not be considered as stock maintained by
the consignor, and property which is in the hands of a pur-
chaser under a sale or return arrangement shall not be con-
sidered as stock maintained by the seller.

SEC. 253. OTHER DEFINITIONS.

For purposes of this title, the terms ‘sales tax”,
“State’”’, and ‘“interstate sale’’ have the same meaning as
such terms have for purposes of title I of this Act, and the
term ‘‘net income tax’’ has the same meaning as such term
has for purposes of title I1I of this Act.

TITLE III—NET INCOME TAXES
PART A—APPORTIONABLE AND ALLOCABLE INCOME
SEC. 301. OPTIONAL THREE-FACTOR FORMULA.

A State or political subdivision thereof may not impose
for any taxable year on a corporation taxable in more than
one State, other than an excluded corporation, a net income
tax measured by an amount of net income in excess of the
amount determined by (1) multiplying the corporation’s base
by an apportionment fraction which is the average of the cor-
poration’s equally weighted property, payroll and sales fac-
tors for that State for the taxable year and (2) adding to the
amount determined under clause (1) the amount of income
allocable to that State for the taxable year. For this purpose
the base to which the apportionment fraction is applied shall
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be the corporation’s apportionable income as defined in this
title for that taxable year. No State shall, by reason of not
including dividends or foreign source income in apportionable
income, make any offsetting adjustment of an otherwise al-
lowable deduction which is unrelated to such excluded divi-
dends or foreign source income.
SEC. 302. INCOME ALLOCABLE TO A STATE; EXCLUSIONS
FROM APPORTIONABLE AND ALLOCABLE
!NCOME.

Dividends received from corporations in which the tax-
paying corporation owns less than 50 percent of the voting
stock, other than dividends which constitute foreign source
income, are income allocable to the State of commercial do-
micile of such taxpaying corporation and are not apportiona-
ble or allocable to any other State. No dividends received
from corporations in which the taxpaying corporation owns
50 percent or more of the voting stock and no foreign source
income of such taxpaying corporation shall be apportionable

or allocable to any State.

'SEC. 303. COMBINED OR CONSOLIDATED REPORTING.

(a) Except as otherwise provided in subsection (b), a
State may require, or a corporation may elect, that the tax-
able income of the corporation be determined by reference to
the combined or consolidated net .~income and the combined or

consolidated apportionment factors of all affiliated corpora-
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tions in the affiliated group of which the corporation is a
member.

(b) For purposes of subsection (a), no State may require,
and no corporation may elect, that a combination or consoli-
dation of an affiliated group include—

(1) any excluded corporation, or
(2) any corporation, substantially all the income of
which is derived from sources without the United

States.

For purposes of paragraph (2), substantially all the income of

a corporation (whether a domestic or a foreign corporation)
shall be deemed to be derived from sources without the
United States if 80 percent or more of its gross income is
derived from sources without the United States in the current
taxable year and in each of the 2 preceding taxable years
(excluding any period during which such corporation was not
in existence).

(c) Nothing in this title shall preclude the determination
of combined or consolidated income on a basis acceptable to
both the State and the taxpaying corporation.

PArT B—DEFINITIONS AND RULES
SI;IC. 351. NET INCOME TAX.
A “net income tax’ is a tax which is imposed on or

measured by net income.
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1 SEC. 352. EXCLUDED CORPORATI(;N.

2 An “excluded cofporation” is any of the following:

3 . (1) Any bank, trust company, savhl-g-s bank, indus-
4 trial bank, land bank, safe deposit company, private
5 banker, small loan association, credi:union, coopera-
6 tive bank, small loan company, sales finance company,
7 or investment company,ﬂor any type of insurance com-
8 pany, or any corporation which derives 90 percent or
9 more of its gross income from interest (including
10 discount).

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

13 derived from regularly carrying on any one or more of

14 the following business activities:

15 (A) the transportation for hire of property or
16 © passengers, including the rendering by the trans-
17 porter of services incidental to such transporta-
18 tion;

19 (B) the sale of electrical enefg—; (;r water; or
20 (C) the furnishing of public telegraph or in-
21 trastate teiephone services. -

22 SEC. 353. AFFILIATED CORPORATIONS.
23 Two or more corporations are “affiliated” if they are
24 members of the same group comprised of one or more corpo-

25 ratewhmembers connected through stock ownership with a
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common owner, which may be either corporate or noncorpor-
ate, in the following manner: -

(1) more than 50 percent of the voting stock of
each member other than the common owner is owned
directly by one or more of the other members; and

(2) more than 50 percent of the voting stock of at
least one of the members other than the common
owner is owned directly by the common owner.

SEC. 354. APPORTIONABLE INCOME.

Except to the extent otherwise provided in section 301
or section 302, the “apportionable income” of a corporation
means its net income'subject to apportionment as determined
under the laws of the taxing State.

SEC. 355. PROPERTY FACTOR.

(a) IN GENERAL.—A corporation’s property factor for
any State is a fraction, the numerator of whicl is the average
value of the corporation’s real and tangible personal property
owned and used or rented and used during the taxable year
and located in that State and the denominator of which is the

average value of all the ;orporation’s real and tangible per-

sonal property owned and used or rented and used during the
taxable year and located everywhere, except that such de-
nominator shall not include any property which the State or
the corporation determines to exclude pursuant to section
858(c). _




© W 3 O Ot B W N

10.
11

12
13
14
15
18
17
18
19
20
21

22

98

24 -

27

. 24
(b) STANDARDS FOR VALUING PROPERTY IN Pnopr.n;
1Y FACTOR.—

(1) OWNED PEOPERTY.—Property owned by the
corporation shall be valued at its original cost.

(2) RENTED PROPERTY.—Property rented to the
corporation shall be valued at eight times the net rents
payable by the corporation during the taxable year.
Net rent is the gross rent payable by the corporation
less rent received by th;- corporation from subrentals.

SEC. 356. PAYROLL FACTOR.
| («) IN GENERAL.—A corporation’s payroll factor for a
State is a fraction, the numerator of which is the amount of
wages paid or accrued during the taxable year by the corpo-
ration to employees located in that State and the denomina-
tor of which is the total amount of wages paid or accrued
during the taxable year by the corporation to all employees
located everywhere, except that such denominator shall not
include any wages which the State or the corporation deter-
mines to exclude pursuant to section 358(c). ,
(b) DEFINITION OF WAGES.—The term ‘wages”
means wages as defined for purposes— of the Federal Unem-
ployment Tax Act in section 3306(b) of the Internal Revenue
Code of 1954, as amended, determined without regard to the
limitation of section 3306(b)(1) on the amount of wkges.

66-690 0 - 80 - 3 (Pt.1)
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SEC. 357. SALES FACTOR.

(8) IN GENERAL.—A corporation’s sales factor for a
State is a fraction, the numerator of which is the total sales
of the corporation in that State during the taxable year and
the denominator of which is the total sales of the corporation
everywhere during the taxable year, except that such de-
nominator shall not include any sales which the State or the
corporation determines to exclude pursuant to section 358(c).

(b) SALES INCLUDED.—

(1) Sales of tangible personal property are in a.

State if such pfoperty is received in that Stat;by the

purchaser. In the case of delivery by common carrier

or by other means of transportation, the place at which
such property is ultimately received after all transpor-
tation has been completed shall be considered as the
place at which such property is received by the pur-
chaser. Direct delivery in a State, other than for pur-
poses of transportation, to a person or firm designated
by a purchaser constitutes delivery to the purchaser in

that State and direct delivery outside a State to a

person or firm designated by a purchaser does not con-

stitute delivery to the purchaser in that State, regard-
less of where title passes or other conditions of sale.

(2) Sales, other than sales of tangible property, .
are in & State if—
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(A) the income-producing activity is per-
formed in that State, or

(B) the income-producing activity is per-
formed both in and outside that State and a great-
er proportion of the income-producing activity is
performed in that State than in any other State,
based on costs of performance. '

(c) LocaTiON OF CERTAIN OTHER SALES.—

(1) Sales of services shall be included in the nu-
merator of the sales factor for the State in which the
service is performed. Sales of services rendered in two
or more states shall, for the purpose of the numerator
of the sales factor, be divided between those States in
proportion to the direct costs of performance incurred
in each such State by the corporation in rendering the
services.

(2) Sales of real property, if the corporation is en-
gaged primarily in the business of sclling real property,
are included in the numerator of the sales factor for
the state in which the property is located.

(8) Sales which consist of receipts from the rental
of tangible personal property shall be included in the
numerator of the sales factor for the State in which the
property is loc;;;ted.
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(d) ALL OTHER SALES|—ALll gross receipts from sales,

other than from sales described in subsections (b) and (c),
shall be excluded from both the numerator and the denomina-
tor of the sales factor.

SEC. 358. FOREIGN SOURCE INCOME.

(a) DEFINITION.—The term ‘‘foreign source income’

means—

(1) interest other than interest derived from
sources within the United States; '

(2) dividends other than dividends derived from
sources within the. United States;

(3) rents, royaltiesj license, and technical fees
from property located or services performed without
the United States or from any interest in such proper-
ty, including rents, royalties, or fees for the use of or
the privilege of using without the United States any
patents, copyrights, secret processes and formulas,
good will, trademarks, trade brands, franchises, and
other like properties; and

(4) gains, profits, or other income from the sale of
intangible or real property located without the United
States.

" (b)) DETERMINATION OF SOURCE OF INCOME BY REF-

24 ERENCE TO PROVISIONS OF THE INTERNAL REVENUE

25 Cope oF 1954.—In determining the source of income for
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purposes of this section and section 303(b), the provisions of
sections 861, 862, and 863 of the Internal Revenue Code of
1954, as amended, shall be applied.

(c) ADJUSTMENT OF PB;)PEBTY, PAYROLL, OR SALES
Facrors.—If foreign source income as defined-for purposes ‘
of this title is derived from property, wages or sales which
are otherwise includable in the denominator of a factor de-
scribed in section 555, 356, or 357, either the State or the
corporation may determine that the property, wages, or sales-
from which such foreign source income is derived shall be
excluded from such denominator.

SEC. 359. DIVIDENDS.

The term “dividends” shall have the same meaning as
that term has under the Internal Revenue Code of 1954, as
amended, including any sum treated as a dividend under sec-
tion 78 of such Code.

SEC. 360. UNITED STATES.

The term ‘“United States” wherever used in this Act
shall include only the fifty States and the District of
Columbia.

SEC. 361. LIMITATION ON APPLICAﬁlLITY .

Except as otherwise expressly provided in this Act, the-
definitions and rules set forth in this part shall apply only for-
purposes of this title.
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TITLE IV—JURISDICTION OF FEDERAL COURTS
SEC. 401. JUDICIAL REVIEW.

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 the provisions of Public Law
86-272, as amended. Within 90 days of the decision of a
State administrative body from which the only appeal is to a
court, any party to the determination may petition the Court

-of Claims for a review de novo of any such issues. For pur-

poses of such review, the findings of fact by the State admin-
istrative body shall be considered with other evidence of the
facts. The judgment of the Court of Claims shall be subject to
review by the Supreme Court of the United States as pro-
vided in section 1255 of title 28, United States Code, as
amended. ] |
SEC. 402. EFFECT OF FEDERAL DETERMINATION.

Any judicial determination made pursuant to section
401 shall be bindin—g for the taxable years involved on any
State given notice thereof or appearing as a party thereto,
notwithstanding any prior determinations of the courts or ad-
ministrative bodies of that State completed after notice to
that State. No statute of limitations shall bar the right of a
State or a taxpayer to an amount of tax increased or de-

creased in accordance with such determination, provided
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action to recover such amount is instituted within one year
after such determination has become final.
SEC. 403. CONFORMING AMENDMENT TO TITLE 28, UNITED
STATES CODE.

Title 28, United States Code, is hereby amended by
adding after section 1507 the following new section:

“816508. Jurisdiction to review certain disputes involving
State taxation of interstate commerce

“The Court of Claims shall have jurisidiction to render
judgment upon any petition for review under section 401 of
the Interstate Taxation Act of 1979.”

TITLE V—-MISCELLANEOUS PROVISIONS
SEC. 501. PROHIBITION AGAINST OUT-OF-STATE AUDIT

) CHARGES.

No charge may be imposed by a State or political subdi-
vision thereof to cover any part of the cost of conducting
outside that State an audit ﬁfor a tax to which this Act
applies.

®)



96'rk CONGRESS
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To amend the Internal Revenue Code of 1954 to clarify the extent to which a

State, or political subdivision, may tax certain income from sources outside
the United States.

IN THE SENATE OF THE UNITED STATES
Avagusr 3 (legislative day, JUNE 21), 1979

Mr. MaTHIAS (for himself, Mr. HuDpDLESTON, and Mr. WALLOP) introduced the

To

St B W Y

following bill; which was read twice and referred to the Committee on
Finance

A BILL

amend the Internal Revenue Code of 1954 to clarify the
extent to which a State, or political subdivision, may tax
certain income from sources outside the United States.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) chapter 77 of the Internal Revenue Code of 1954
(relating to miscellaneous proﬁsions) is amended By adding

at the end thereof the following new section:
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“SEC. 7518. INCOME OF CORPORATIONS ATTRIBUTABLE TO

FOREIGN CORPORATIONS.

“(a) IN GENERAL.—For purposes of imposing an
income tax on any corporation, no State, or political subdivi- |
gion thereof, may take into account, or include in income sub-
ject to such tax, any amount of income of, or attributable to,
any foreign corporation which is a mem})er of any affiliated
group of corporations which includes both such corporations
unless such amount is includable in the gross income of such
cc;poration for purposes of chapter 1 (including any amount
includable in gross income under .subpa.rt F of part ITI of
subchapter N of chapter 1) for the taxable year in which or
with which the taxable period (for purposes of State or local
law) ends. )

“(b) INcoMe Tax DEFINED.—For purposes of this sec-
tion, the term, ‘income tax’ means any tax which is imposed
on, according to, or meésured by income.

| ) AFFILIATED GROUP DEFINED.—For purposes of
subsection (a.), the term ‘affiliated group’ tﬁea.ns a common
parent corporatibn andnone or more chains of corporations
connected through stock ownership with such common parent
corporation. | ‘

“(d) CerTAIN CorPORATIONS TREATED A8 FOREIGN
CorPORATIONS.—For the purpose of this section, a domes-
tic corporation shall be treated as a foreign ‘corporation if
under section 861(a}2XA) a dividend received from such cor-
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1 poration in the taxable year referred to in subsection (a)

2 would not be treated as income from sources within the

8 United States.

4
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“/(e) CERTAIN DiviDENDS PAID OR DEEMED PArD.—
‘(1) DIVIDENDS EXCLUDED FROM TAX.—If a
corporation receives in any taxable year a dividend
from a foreign corporation (or is by application of sec-
tion 951 treated as having received such a di;ridend),
in imposing an income tax on such éorpqration no
State, or political subdivision thereof, may tax, or oth-
erwise take into account—
“(A) in the case of a dividend received from
a corporation described in subsection (d), the
amount of the deduction allowed by section 243
or the amount not taken into account in determin-
ing the tax liability of an affiliated group of corpo-
ratjom in accordance with section 1502, or
“(B) in the case of a dividend io which sub-
paragraph (A) does not apply, more than the
lesser of—
“@) the amount of the dividend (exclu-
sive of any amount determined under section
78), or ;
“(ii) the amount by which the ‘dividend

plus any amount determined under section
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4
78 exceeds the excluded portion of the divi-

graph (2). )
“(2) EXOLUDED PORTION OF A DIVIDEND.—The
excluded portion of any dividend shall be determined
by multiplying the amount of the dividend (including
any amount determined under section 78) by a frac-
tion—
“(A) the numerator of the fraction shall be
the sum of—
“@i) the total amount of tax withheld
from all such dividends at the source, and
“(ii) the total amount of tax which by
application of section 902 or section 960 to
— all such dividends, the domestic corporation
'is deemed to have paid;
“(b) The denominator of the fracaon' shall be
46 percent of all such dividends.
For the purposes of this section, only a tax for which a credit
against tax would be allowed under section 901 (determined
 without regard to the limitation in section 904) shall be taken
into account.”.
() EFFECTIVE DaTE.—The amendment made by this
- gection shall apply to taxable periods (for purposes of State or
local law) beginning after December 31, 1978.

dend determined in accordance with para-
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5
1 (¢) AMENDMENT OF THE TABLE OF SECTIONS.—The

2 - table of sections for chapter 77 of such Code is amended by
8 adding at the end thereof the following new item:

“8ec. 7518. Income of corporations attributable to foreign corpors-
tions.”

O

Senator Byrp. The hour of 9 o’clock having arrived, the commit-
tee will come to order. —

The hearings today will focus on two measures, S. 983 and
S. 1688. S. 983 is sponsored by Senator Mathias, and S. 1688 is
sponsored by Senators Mathias, Huddleston, Javits, Morgan,
Nelson, Talmadge, and Wallop.

S. 983 is a general bill dealing with national standards governing
State taxation of interstate commerce and State taxation of world-
wide corporate income. B

S. 1688 is a more limited proposal dealing with State taxation of
worldwide income.

Each of these measures should be considered carefully. Business-
es need to be assured that several States will not tax twice the
same business income. At the same time, States need to be assured
that businesses which operate in more than one State pay each
State their fair share of taxes.

The committee looks forward to the testimony of each of these
witnesses on these measures.

The committee will first hear from the Honorable Donald C.
Lubick, Assistant Secretary of the Treasury for Tax Policy. Wel-
come, Mr. Secretary. We are glad to see you again. -

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. Lusick. Thank you, Mr. Chairman. It is good to be here.

If you please, I would like to submit our prepared statement for
the record, and talk very briefly about the two principal issues that
are raised by the legislation before you.

Senator Byrp. That is satisfactory.

Mr. Lusick. We are here to present the views of the Treasury
Department on the various bills limiting the extent to which States
or localities can take account of foreign source income in imposing
their income taxes.

There are two principal problems that are addressed here. The
first deals with State unitary apportionment taxation systems as
applied to foreign corporations, and the second deals with the State
taxation of dividends received by a domestic corporation from a
foreign corporation as well as rents, royalties, and other foreign
source income.

Treasury has a significant concern with the first problem be-
cause of its impact on our international tax relations. The second
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groblem raises questions of the relationship of the States to the
urdens on interstate and foreign commerce and is of professional
concern to the Treasury only insofar as the rules may give a
preference to foreign over domestic investment. As far as the rela-
tionship between the State governments and the Federal Govern-
ment, that, of course, is not our area of expertise.

Let me talk first a little bit about unitary apportionment systems
which apply to determine the income subject to taxation in a State
from a multijurisdiction operation. Under the unitary system, the
" total income is apportioned by a formula, and traditionally three
factors have been used, payroll, tangible property, and sales.

The formula takes the payroll in the State as compared to the
total payroll to get a percentage, the same with sales and the same
with property, in the State and outside the State. These percent-
ages are applied to the total income, to determine the portion
attributable to the State.

Now, traditionally, this apportionment formula has been used for
a single corporation doing business in several States, and it has
worked reasonably well. If all jurisdictions followed the same rule,
obviously, there would be no double taxation. They would arrive at
the same result.

The Supreme Court has said in a number of opinions that in the
absence of congressional regulation, there can be differences among
the formulas, and in one case, the Supreme Court upheld the use of
a single factor for apportionment. So you can have differences, and
within the United States, within the domestic area of taxation, the
factors tend to be more or less similar so that the amount of double
taxation that may be involved is certainly within tolerable bounds.
. Now, the question that we are concerned with here goes beyond
the apportionment of income of a single corporation. We are con-
cerned with the problem where the States require combined report-
ing of income of affiliated corporations of a unitary business. In
. other words, the State may require the inclusion in the income
base not only of the income of the corporation incorporated within
that State, but of foreign corporations around the world, on the
theory that it is all part of one business.

Now, what makes a business unitary, of course, is a difficult
concept to define, but suffice it to say that some States have held
that merely the function of centralized management in one corpo-
ration is a sufficient tie to bring in all of these other corporations.

Now, the problem addressed by the bill, then, is the inclusion of
income of foreign affiliates who are not directly involved in busi-
ness in the State in the combined report subject to apportionment.
A number of examples have been shown through the application of
the apportionment formula to show that this produces some rather
serious distortions, and allocates into the State income from for-
eign corporations that one would find it hard to attribute to that
particular State.

I will give a couple of illustrations, and I am sure you will hear
some more.

A second difficulty besides the malfunctioning of the apportion-
ment formula in the international scene is that in the case of
foreign owned multinational corporations, the States require them
to translate into U.S. dollars and U.S. accounting concepts all of
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the transactions and activity of these foreign corporations that may
otherwise have nothing to do with the particular State involved.
That is a very serious burden on the foreign corporations.

Our third problem is that the conventional international practice
for determining what income is attributable to a particular juris-
diction is the arm’s-length method, the reference to arm’s-length
standards of pricing or other payment to determine the true
income attributable to a particular jurisdiction.

Now, the result has been some very serious burdens on foreign
corporations. We have received many representations from foreign
governments. As you know, this whole matter was the subject of
debate on the United Kingdom-United States treaty a few years
back, where we had previously negotiated a limitation on appor-
tionment in that situation.

The Senate did not accept it in ratifying the treaty, and indeed,
there was much suggestion that the matter ought to be handled
through the legislative route, through both Houses of Congress.

And it appears to us that this is a very substantial problem as
far as our relations with foreign governments are concerned, and
{;hat it would be approprlate for Congress to deal with this prob
em

A number of illustrations of very serious distortion have been
inserted in the record on various hearings, and in particular the
hearings involving the United Kingdom treaty, and I won’t trouble
you to repeat them. But let me give you just one example that was
brought out in that hearing, and that is the French company which
was engaged in the food business in California which, as you know,
is a very low margin business.

As a result of the unitary concept being applied, there was
brought into the combined report a lot of its income from the
pharmaceutical business, a very high margin business. You can see
that if there are differences in wage factors, or with the United
States paying higher wages than is true in many other foreign
countries, you are going to have a distorting effect on the formula.
You are going to generate the attraction of more income to the
States, and that operates rather unfairly.

So, it is our position that we would very Strongly support the
proposal to limit the States in applying the unitary method of
taxation by an arbitrary formula in the case of foreign owned
corporatxons

It is particularly true not only because of the inequity, but also
because of the great difficulties for foreign corporations in translat-
ing foreign_currency and accounting concepts into U.S. terms and
also because of the aspect of our international relations.

The same principle, as far as inequity, can apply to U.S.-owned
multinationals that are competing with foreign nationals, but we
do not have the latter two aspects, namely, the problem of translat-
ing into U.S. standards, because they have to do that anyway, or
the problem of our international relations.

Nevertheless, we think you ought to take into account the fact
that the U.S.-based corporations do compete on a worldwide basis
with their foreign-based multinationals, and it would not seem
inappropriate to have the same rules applicable in those situations.
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Now, as to the second problem, if I can State it briefly, we are
dealing with the question of how far States can go to tax income
not from business operations in the States, and the prime example
that we are concerned with are dividends received from a foreign

-corporation by a domestic corporation. -

The legislation would significantly restrict the extent to which
the States can include that in their income base. -

Now, our prime concern, as I stated initially, is tax neutrality as
between foreign and domestic investment, and we have listed on
pages 6 and 7 of our prepared statement a number of very, very
difficult questions that are involved. The questions of allocation
here are of horrendous complexity, and we think that not enough
thought and consideration has been given to this.

For example, we have the question of whether we should restrict
State taxation at all. Is this the role of the Federal Government?
Can we have different rules which say that a State cannot tax
income that is derived from foreign sources, let’'s say from the
United Kingdom, whereas a State is allowed to tax income that is
derived from a sister State.

Why should there be a difference between the two? Why should
there be one rule for individuals which is different from the rules
for corporations? Why should there be a different rule as to divi-
dends as opposed to royalties, interest, and the like? . .

There are simply a host of questions here, Mr. Chairman, and
the question is of such horrendous complexity that we would urge
that action on this particular aspect of the problem be delayed, and
that very serious study by the staff be given as to all of these
problems and all of_the possibilities—the questions are mind bog-
gling—that you move ahead rather expeditiously on the simple
problem, the one that is relatively clear, and deal with the unitary
taxation situation.

I would be glad to answer any questions that you may have.

Senator Byrp. I-take it, then, that Treasury favors part of the
bill and opposes another part. Is that it?

Mr. Lusick. That is correct, Mr. Chairman. We are in favor of a

- limitation on unitary apportionment as applied to foreign-based
multinationals. We suggest that the same rule is probably appro-
priate with respect to restriction on apportionment of income to
U.S.-based multinationals. We don’t have the same professional
interest in it in the Treasury, but we do think the principles are
appropriate.

As to the balance of the bill that deals with the question of
dividends and other foreign source income of domestic corpora-
tions, we think that there are so many serious problems here that
we are not prepared to come up at this time with any reasonable
solution. We would get into more difficulties through some of the
simplistic approaches that have been proposed than are appropri-
ate-at this time.

So, we would urge you to defer any action and to study this
question rather thoroughly.

Senator Byrp. Thank you. Just a moment.

[Pause.]
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Senator Byrp. Mr. Lubick, you submitted to the House a written
statement regarding H.R. 5076, which is identical to S. 1688. Would
you submit for the record a copy of that? o

Mr. LuBick. We would be delighted to do that, Mr. Chairman.

Senator Byrp. Thank you.

[The {)repared statement of Mr. Lubick and statement on H.R.
5076 follow:]
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STATEMENT OF THE HONORABLE DONALD C. LUBICK
ASSISTANT SECRETARY OF THEZ TREASURY POR TAX POLICY
N BEFORE THE SENATE PINANCE SUBCOMMITTEE :
ON TAXATION AND DEBT MANAGEMENT ON
8. 983 AND 8. 1688

M. Chai:-an and members of this distinqui:ﬁcd Committee:

It is a pleasure to appear before this Committee to
discuss the Treasury Department's views concerning the
issues raised by S. 983 and 8. 1688 regarding state taxation
of foreign source income. The primary objective of 8. 983
transcends the foreign income issue; the bill would
establish national standards governing state taxation of

interstate commerce. While the insues associated with this _

broader objective are vot¥ 1niortane. they are not, strictly
speaking, Pederal tax policy issues. Accordingly, ay -
comments will be confined to the foreign income issues
rhised by the two bills. 8. 983 and S. 1688 would clarify
the extent to which a state, or political subdivision, may
take account of certain income from sources outside the
United States in imposing its income tax.

Bach bill has two distinct parts, one dealing with state__

unitaz¥ agpo:tion-cnt taxation systems as applied to
essentially foreign corporations and the other dealing +ith
state taxation of foreign source income. Regarding the
foreign source income part, 8. 1688 is restricted to
dividends received from a foreign corporation whereas S. 983
also applies to interest, rents, royalties, license and
technical fees, and gains from a foreign source.

Under the unitary method of apportionment, as applied in
several states, the income of a corporation doing business
in a state is determined for state income tax purposes by
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applying a formula which usually includes the income, pay~-
roll, opoztx, and sales of the corporation subject to tax,
A8 well as all related corporations which are considered
pact of a unitary business. Thus, the income of a corpora-
tion do business in a state is determined by dividing or
apportioning the total domestic and foreign income for the
controlled corporate group according to the relation between
the corporation's in-state activities and the world-wide
activities of the entire corporate group. Uniear¥ .
apportionment may be contrasted with the typical formula
appoctionment method used by nearly all the states which
divides or agportionl the income of a single corporation in
relation to its business activities in the jurisdictions in
which it operates. A unitary business generally exists _
vhere there is (1) common ownership; (2) centralized opera-
tion, such as purchasing, advertising, and accouating; and
(3) a centralized executive force. No distinction is made,
in some states, between U.8. and foreign corporations or
between corporate groups controlled by U.8. corporations and
those controlled by to:oign corpocrations. The unitary
apportionment part of S, 983 and S. 1688 is aimed at the
practice of including foreign corporations in the unitary
apportionment systea.

- This practice creates three types of probleas. Pirst,
it may result in a determination of income for state tax
purposes which is substantially different than the income
which would be attributed to the corporation doing business
in the state on an arm's-length or separate accountin

basis. To the extent that the relationship between the
apportionaent factors (usually payroll, ptop‘tt{. and sales)
and the income to be apportioned differs markedly in foreign
countries from the relationship which-generally applies
within the United States, the measurement of income by this
method can result {n serious distortions. Ia practice, the
unitary apportionment system appears to generate substant-
ially more tax revenue for the states than does the arm's
length or separate accounting method. Second, the practice
may impose a substantial adainistrative burden on a tax-
payer, involving annual translation of the books of a large
nuaber of foreign corporations into U.S. accounting concepts
and 0.8. currency. Third, the practice has created, and
continues to create, an irritant fn the international rela-
tions of the United States. A number of foreign governments
have coaplained, both officially and informally, that the
unitary system differs from the arm's-length method which is
used by the Pederal Government and is generally accepted in
international practice.




_ 45

Although the restrictions on the unieatf apportionment
aethod in the two bills differ, the intent is t
prohibit application of the unitary method to essentially
foreign corporations. Section 303(b) of 8. 983 provides
that determin a corporation's taxable income on a
combined or consolidated basis, no state may require and no
co:fo:aeton may elect that the coabined affiliated group
include any corporation deriving substantially all of its
incoms from sources outside the United States. A corpora-
tion fulfills the "substantially all® test if at least 80
percent of its gross income if derived from sources outside
the United States over the preceding three-year period. -
Although section 303(b) wouid apply to either domestic or .
foreign corporations, the 80 percent test demonstrates that
it is designed to prohibit application of the unitary method
to corporations with basically foreign operations. The
unitazy portion of 8. 1688, reflected in paragraphs (a)
through (d) of a proposed new section 7518 of the Internal
Revenue Code, would prohibit any state or political subdivi-
sion, in imposing tax on any corporation, fros taking into
account in its unitacy apportionment formula the ingome of
any foreign corporation vhich is a meaber of an affiliated
group including the foreign corporation and the corporation
subject to tax, unless the income of "the corporation®
:p:ogunably the foreign corporation) is subject to Pederal
acome tax.

~TAlthough neither bill distinguishes betwveen co:;orato
groups under United States control and those under foreign
control, such a distinction may be warranted. Of the three
© types of problems created by the international application
of the unitary method of apportionment, only the first--the
potential for a distorted measurement of taxable income--
applies fully with respect to 0.S. based multinational
groups. U.8. parent corporations are already required to
submit annual financial statements to the IRS with respect -
to their overseas subsidiaries. Thus, the administrative
burdens which the unitary system creates for foreign based
corporate groups are not present to the same degtee for a
U.8., controlled group. Similarly, the application of a
unitazy systea to U.S. controlled corporate groups
represents much less of an international irritant, if in
fact that problem is present at all.

The Treasury Department supports the goals of S. 983 and
S. 1688 with respect to affiliated groups controlled by
foreign persons. We do not oppose the provisions of these
bills insofar as U.S. controlled corporate groups are
concerned.

e same: to
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There are, however, several technical problems in fata-
graphs (a) through (d) of the proposed section 7318 which
should be addressed. We have pointed these problems out in
a weitten submission to the Chairman of the Bouse Committee
. on Ways and Means regarding H.R. 5076, which is identical to

8. 1688, We would, of course, be pleased to work with the
staff of this Committee in any further drafting that is
undertaken.

Bach of these bills would also restrict state taxation
of income received by a corporation from a foreign source.
8. 983 would apply to foreign source income generally, but
8. 1688 is restricted to dividends. PForty-six states,
..including the District of Columbia, levy taxes with respect
to corporate income; these taxes are either denominated as
income taxes or as excise or franchise taxes measured by
income. Only a few states have special rules for the taxa-~
tion of foreign source income, that is, income from soucces
outside the United States. In most states, the treatment of
foreign source income is detersined b{ the general rules
a Yliod by the states for taxing the income of a corporation
which operates across state or national boundaries.

Taxable dividends, interest, rents, royalties, and other
items of income received by a corporation, whether domestic
or foreign source, usually are apportioned by formula if
they are considered business income. Formula apportionment
is a method for dividing the tax base among the states, in
which the share to be assigned to a particular state is
determined by reference to one or more ratios in which
economic values or activities of the taxpayer within the
state are compared with the taxpayer's total activities or
values of the came kind everywvhere. (The unitacy method
discussed above is a special Tase of formula apportionment
in that the formula is applied to the entire affiliated
corporate group, rather than to a single corporation.)
States differ in how they define business income. Some

resumptively consider nearly all income to be business
ncome. Others define business income less broadly b{ .
following the definition of business income in the Uniform
Division of Income for Tax Purposes Act. It is:

.s.income arising from transactions and activity in
the regular course of the taapagot's trade or -
business (including)... income from tangible and
intangible property if the acquisition, management

and disposition of the property constitute integral
parts of the taxpayer's reqular trade or business
operations.
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Under this nacrrower definition of business income, most :
items of nonoperating income would be considered nonbusiness -
income and would be specifically allocated. -

Allocation is the attribution of an income iteam to a
opoci!tc.goog:uphlc categorys the particular income is thus
attributed wholly to a given state, or is wholly excluded
from taxation by a given state. Taxable dividends for
example, that are considered nonbusiness income, whether
domestic or foreign, are usually specifically allocated to
the state of the taxpayer's commercial domicile. Rental
income from real property is usually allocated to the state

of the property's situs.

Section 302 of 8. 983 provides that foreign source in-
come received by a corporation may be neither apportioned
a0r allocated to any state. In addition to dividends, this
prohibition would apply to interest, rents, royalties,
license and technical fees, and gains from foreign sources.
Thus, this bill contains a broad pcohibition on the state
taxation of foreign source income. In contrast, S. 1688 {s
addressed only to dividends. 8. 1688 would limit state
taxation of dividends received by corporations from foreign
corporations by -requiring that a specified amount of such
dividends be excluded from the state tax base. States would
. be able to tax only the non-excluded portion. The excluded
amount is specified for two classes of corporations: (1)
domestic corporations (treated as foreign under the bill)
whose dividend distributions are, pursuant to Code section
861(a) (2) (A) , foreign source and (2) all foreign corpora~-
tions. The domestic corporations treated as foreign under
the bill are corpozations which either have an election in
effect under section 936, or which have less than 20 percent
of their groas income from United States sources.

The excluded portion of the dividend received from these
domestic r~urporations is equal to the deduction allowed by
section 243 of the Code or the amount excluded in deter-
mninin the tax liability of an affiliated grpup of corpora-~
tions in accordance with section 1502 of the Code. Section
243 permits a U.8. corporation to deduct 85 percent of
dividends received from another U.S. corporation or 100
percent of qualifying dividends received from members of its
affiliated group. Similarly, affiliated corporations, in
accordance with section 1502, sre entitled to a 100 percent
dividend deduction. An affiliated group must be connected
through at least 80 percent stock ownership. Thus, 8. 1688
would exciude from the states' tax bass either 85 percent or
100 percent of dividends received from these corporations.
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With respect to dividends received from foreign corpora-
tions, the portion exciuded by 8. 1688 is equal to the
greater of the section 78 "gross-up® or the proportion of

_the dividend, including the section 78 groas-up, that the
foreign tax rate bears to the current 46 percent U.S8.
corporate tax rate. PFor purposes of the Pedsral foreign tax
credit, section 78 of the Code reqQuires that _the underlying
foreign corporate taxes on the earnings out of which foreign
dividend income is paid be included in the gross incoame of
the corporation receiving the dividend. 1In effect, divid-
ends from a foreign corporation are increased by the amount
of foreign taxes deemed paid by the recipient of the divid-
ends and for which a foreign tax credit is claimed. -
removing this gross-up from the tax base, the bill-would
prohibit states froam including in their tax base amounts
expended by foreign subsidiaries for foreign taxes.

This exclusion, however, will frequently be less than
the alternative exclusion in 8. 1688, the proportion of the
total, 220.!06-09 dividend. that the foreign tax rate (both
underlying corporate tax and dividend withholding tax) bears
to the current 46 percent U.S. tax rate. Thus, if total
to:niin'taxoa also acre 46 percent, the excludad portion of
the dividend equals 100 peccent, and the entire dividend
would be excluded from the state tax base. If, instead, the
foreign taxes were one-half the current U.S. rate, or 23
percent, one~half the dividend would be excluded from the
state tax base.

. The question of how states should treat. foreign source
income for tax purposes deserves far more attention and
consideration than we have given it to date.. Both 8.983 and
8.1688 would restrict state taxation of foreign source

income. 1Is this the correct result? If so, why does $.1688

:gsly to dividends, but not to interest, rents, royalties,
<other categories of foreign income? Both bills apply to
corporations; why are individuals and other taxpayers
excluded? Because a multistate corporation pays both
Pederal and state income taxes on its operating income,
limiting state taxation to U.§5. source income may tilt the
tax incentives toward forelgn investment and employment. I3
that appropriate?

Bven if we conclude that states ought in principle to be
able to tax foreign source income, should the Pederal
government nonetheless place some limits on that jurisdic-
tion? What happens when two or more states, because of
conflicting rules of corporate taxation, assert the right to
tax the same income? If states are taxing on the basis of
domicile, and not just U.S. source, should they have an
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obligation to credit foreign taxes or otherwise eliminate
international double taxation? 8.1688 provides for a
partial (or in some cases a total) exclusion of foreign
source dividends from taxable income for state tax purposes.
But in many cases that formula qoes well beyond eliminating
double taxation and the formula's undecrlying rationale is
unclear. Perhaps the states should, like the Pederal
government, allow a credit for foreign taxes paid or deemed
Paid by the U.8. recipient. That approach would, however,
tcgui:c coordination of foreign tax credits among the state
and Pederal governments, which may be complex and create
other probleas. . -

In short, the issues raised by limitations on state
taxation of foreign source income ace far more complex and
their appropriate resolution far less certain than the
unitary apportionment issue for foreign corporations.
Because it is critical that we resolve the unitary appor-
tionment problem expeditiously, we favor going forward now
with the unitary portion of the bills before us, but holding
the foreign income issues over for fucther consideration.
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DEPARTMENT OF THE TF._ASURY
WASHINGTON, D.C. 0220

"SSISTANT SECRETAARY

Dear Mr. Chairman:

This is in response to your request for views of the
Treasury Department on H.R. 5076 (96th Congress), entitled
“A bill to amend the Internal Revenue Code of 1954 to
clarify the extent to which a State, or political
subdivision, may tax certain income from sources outside the
United States.” :

The bill has two distinct parts, one dealing with state
unitary apportionment taxation systems as applied to foreign
corporations, and the other dealing with state taxation of
dividends received by a corporation from a foreign -
corporation.

Under unitary apportionment systems as applied in

. several states, the income of a corporation doing business
in the state is determined for state income tax purposes by
applying a formula taking account of the income, payroll,
property, and sales of the corporation subject to tax and
all related corporations which are considered part of a
unitary business (i.e., whose activities are dependent upon
or contribute to the business of the corporation whose
income is being taxed). No distinction is made, in some
states, between U.S. and foreign corporations or between
corporate groups controlled by U.S. corporations and those
controlled by foreign corporations. The first part of the
bill is eimed at some states' practice of including foreign
corporations in the unitary apportionment system.

The practice creates three types of protlems: (1) It
can result in a determination of income for state tax
purposes which is substantially different (greater or less)
than the income which would be attributed to the corporation
doing business in the taxing state on an arm's-length or
separate accounting basis. To the extent that the relation-
ship between the three apportionment factors (payroll,
property, and sales) and the income to be apportioned
differs markedly in foreign countries from the relationship
which generally applies within the United States, the
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measurement of income by this method can result ir serious
distortions. (2) The method can impose a substantial
administrative burden, involving translation of the books of
what may be a substantial number of foreign corporations
into U.B. accounting concepts and U.8. currency. (3) The
practice has created, and continues to create, an irritant
in the international relations of the United States. A
number of foreign governments have complained, both .
officlally and informally, that the unitary system differs
from the arm's-length method used by the Federal Government
and generally accepted in international practice.

The first part of the bill, reflected in paragraphs (a)
through (4) of a proposed new section 7518 of the Internal
Revenue Code, would prohibit any state or political subdivi-
sion, in imposing tax on any corporation, from taking into
account in its unitary apportionment formulas the income of
any foreign corporation which is a member of an affiliated
group including the foreign corporation and the corporation
subject to tax, unless the income of "the corporation®
(presumably the foreign corporation) is subject to Federal
income tax. .

Although the bill makes no distinction between corporate
groups under United States control and those under foreign
control, such a distinction may be warranted. Of the three
‘types of problems created by the international application
of unitary apportionment, only the first--the potentially
distorted measurement of taxable income--applies fully with
respect to U.S. based multinational groups. U.S. parent
corporations are already required to sutmit financial
statements to the IRS annually with respect to their over-
seas subsidiaries. Thus, the administrative burdens which
the unitary system creates for foreign based corporate
groups are not present to the same degree for a group
controlled from the United States. Similarly, the applica-
tion of a unitary system to U.S. controlled corporate groups
represents much lese of an international irritant, if in
fact that problem is present at all.

In addition to the considerations discussed above, the
bill raises some important issues of Federal-state relations
in the tax arez and more generslly. Although the interna-
tional application of unitary systems causes substantial
difficulties, there is some queetion whether these problems
should be addressed by Federal legislation or by treaties.

- Arguably, it is appropriate for the Federal Government to
limit the taxing authority of the states only when there is
an overriding purpose for doing so.
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On balance, the Trvasury Department supports the goals
of paragraph (a) of the Pill, with respect to affiliated
groups controlled by foréign persons. We do not oppose the
provisions of paragraph (a) of the bill insofar as U.8.
controlled corporate groups are concerned.

- - There are s'veral technical problems in paragraphs (a)
through (d) of the proposed section 7518 which should be
noted. In paragraph (a), lines 9 and 10 refer to amounts
*includable in the gross income of such corporation.® It is
unclear whether "such corporation®™ refers to the corporation
subject to-state tax or the foreign corporation whose income
can be taken into account only in limited circumstances.
From the context it appears to be the latter, but if the
intention is to preclude the application of unitary appor-
tionment except to the extent that amounts are included for
Federal tax purposes in the income of the corporation
subject to state tax, that intention should be made clearer.

In paragraph (c), "affiliated group®™ is very broadly
defined as a group of corporations "connected through stock
ownership™ with & common parent. This definition should be
more sharply drawn to indicate the degree of stock ownership
required in order for & corporation to be a member of an
affiliated group.-- Since, in general, states require a
~ control relationship for an affiliated corporation to be a

part of a2 unitary business, a 50 percent ownership test
might be appropriate.

Peragraph (@) provides that corporations described in
section 861(a)(2) (A) are to be treated as foreign corpora-
tions. These &re dcmestic corporations which either have an
election in effect under section 936, or which have less
than 20 percent of their gross income from United States
sources. It is understandable why this rule applies with
respect to paragrarh (e), which deals with state taxation of
foreign source dividends. It is not clear why this defini-
tion of a foreign corporation should apply for purposes of
paragraph (a). Paragraph (a), generally speaking, appears
directed at preventing state unitary apportionment systems
from tzking account of income not subject to Federal
taxation. The income of corporations described in
paragraph (d) is subject to Federal taxation.

The second part of the bill, paragreph (e) of proposed
Code section 7518, would restrict state taxation of foreign-
source dividends received by corporations. Forty-six
states, including the District of Columbia, levy corporate
income taxes; these are either direct taxes on income or -
indirect excise or franchise taxes measured by income. Only

3
&
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a few states have special rules for the taxation of foreign
{odtside the United States) source income. In most cases,
the treatment of foreign source dividend income derives from
the general rules for taxing divi iend income .received by a
corporation. Under these rules dividends received by :
corporations from foreign sources are generally excluded
from the tax base in about one-~third of the states and
generally included in the tax base in about two-thirds of
the states.

Taxable dividends, whether of domestic or foreign
source, usually are apportioned by formula if they are
coneidered business income. Pormula apportionment is a
method for dividing the tax base among the states, in which
the share to be assigned to a particular state is determined
by reference to one or more ratios in which economic values
or activities within the state are compared with the
taxpayer's total activities or values of the same kind
everywhere. States differ in how they define business
income. Some presumptively consider nearly all income to be
business income. Others define business income less broadly
by following the definition of business income in the
Uniform Division of Income for Tax Purposes Act. It is:

...income arising from transactions and activity in the
regular course of the taxpayer's trade or business and
includes income from tangible and intangible property if
the acquisition, management and dispoeition of the
property constitute integral parts of the taxpayer's
regular trade or business operations.

tnder this narrower definition of business income, most
dividends would be considered nonbusiness income and would
be specifically allocated. Allocation means the attribution
of an income itex to a specific geographic source; the
particular category of income is thus attributed vholly
within or wholly without a given state. Taxable dividends
that are considered nonbusiness income, whether domestic or
foreign, are usually specifically allocated to the
taxpayer's coumercial domicile.

The bill would limit state taxation of dividends
received by corporations from foreign corporations by
requiring that a specified amount of such dividends be
excluded from the state tax base, States would be able to
tax only the nor -excluded portion. The excluded amount is
specified for two classes of corporations: (1) domestic
corporations (trested as foreign under the bill) whose
dividend distributions are, pursuant to Code section

- —
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861(a) (2) (A), foreign source and (2) all other foreign
corporations.

i
The excluded portion of the dividend received from
domestic_corporations described in section 861(a)(2) (A) is
equal to" the deduction allowed by section 243 of the Code of
the amount excluded in determining the tax liability of an
atfiliated group of corporations in accordance with section
1502 of the Code. Section 243 permits a U.8. corporation to
deduct 85 percent of dividends received from another U.8. .
corporation or 100 percent of qualifying dividends received
from members of its affiliated group. Similarly, affiliated
. corporations, in accordance with section 1502, are entitled
to a 100 percent dividend deduction. An affilisted group
must be connected through at least 80 percent stock owner-
ship. Thus, the bill would exclude from state tax bases
either 85 perceht or 100 percent of dividends received from
corporations with less than 20 percent U.8. source income.

With respect to dividends received from foreign
corporations, the excluded portion is equal to the greater
of the section 78 “gross-up® or the proportion of the
dividend, including the section 78 gross-up, that the
foreign tax rate bears to the current 46 percent U.S8.
corporate tax rate. For purposes of the Federal foreign tax
credit, section 786 of the Code requires that the underlying
foreign corporate tezxes on the earnings out of which foreign
dividend income is paid be included in the gross income of -
the corporation receiving the dividend. In effect,
dividends from a foreign corporation are increased by the
amount of foreign taxes deemed paid by the recipient of the
dividends and for which a foreign tax credit is claimed. By
removing this gross-up from the tex base, the bill would
prohibit states from 1ncluding in their tax base amounts
expended by foreign subsidiaries for foreign taxes. This
exclusion, however, will frequently be less than the
alternative exclusion in the bill, the proportion of the
total, grossed-up dividend that the foreign tax rate (both
underlying corporate and dividend withholding) bears to the
current 46 percent U.8. tax rate. Thus, if total foreign
taxes also are 46 percent, the excluded portion of the
dividend eguals 100 percent, and the entire dividend would
be excluded from the state tax base. 1If, instesad, the
foreign taxes were one-half the current U.S. rate, or 23
percent, one-half the dividend would be excluded from the
state tax bace. , B

The Treasury Department has no objection to requiring
that the section 78 "gross-up"™ be excluded from the state
tex bese. This would merely require a state to allow an
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exclusion or deduction for foreign taxes. Although many
states already allow this, it seems reassnable to require
all states to recognize foreign taxes as a legitimate
business deduction. :

. The treatment of dividends provided by the remaining
provisions of the bill, however, might unintentionally favor
foreign over United States investment. Many, but not all,
states follow the Pederal practice of allowing a general
deduction for intercorporate dividends from essentially
domestic corporations. Consequently, the exclusion for
dividends from foreign corporations provided by this bill
night be viewed as placing foreign dividends on an equal tax
footing with domestic dividends. . i

But this overlooks the fact that a multistate -
corporation pays both Federal and state income taxes on
its operating income. The dividend received deduction is
intended to prevent the taxation of income that already has

. borne tax at both the Federzl and state levels. Neither

Federal nor state income tex is paid, however, on the income
of a foreign corporation until it is repatriated as a
dividend to the dcmestic parent. To the extent this bill
excludes these dividends from the state tax base, it
eliminates the state level of taxation. Accordingly,
multinational operations would bg taxed more favorably than
aultistate operations. '

The Treasury Department believes that it is undesireble
to create such a tax preference for foreign investment.
¥While this is Treasury's primary objection té the second
portion of the bill, there are other troublysome aspects.

-It 18 unclear why individuals and other taxpayers have been .

excluded. Similarly, since the bill applies only to
dividends, it would favor corporate taxpayers receiving
dividends over those receiving rent, interest, and royalty
payments. PFinally, the bill is gezred to the current e
maximum U.5. corporate rate of 46 percent, rather than the
maximum rate in effect at any particular time.

The Office of Management and Budget has advised the~
Treasury Department that there is no objzction from the

standpoint of the Administration's - cogram to the
presentation of this report. .

Sincgfely,

Donald C. Lubick
Assistant Secretary
(Tax Policy)
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Senator Byrp. The Chair now recognizes the senior Senator from

Maryland, Mr. Mathias. Senator Mathias is the chief sponsor of the

legislation being considered today. It was Senator Mathias who,
working with the committee, arranged for the hearing today, and
we are very glad to have you, Senator Mathias. You may proceed
in any way that you would prefer. '

STATEMENT OF HON. CHARLES McC. MATHIAS, JR, A US.
SENATOR FROM THE STATE OF MARYLAND

Senator MATHIAS. Thank you very much, Mr. Chairman.

With the greatest respect for the Senator from Montana, I might
say there is a certain historical interest in the fact that a Senator
from Maryland and a Senator from Virginia are discussing this
subject this morning. - :

My mind goes back to the decade of the eighties, in this case, not
the 1980’s, but the 1780’s, when——

Senator Byrp. Way back. , .

Senator MATHIAS. Well, an important period in American histo-
ry, the 1780’s. During the 1780’s, commerce was being burdened by
State taxation. Both interstate and international commerce was
being burdened by State taxation, to the extent that it was clear
that the struggling American republic under the Articles of Con-
federation would not survive.

And so a gentleman from Virginia invited a-few representative
Americans to his home on the banks of the Potomac to discuss the
problem, and there, at Mount Vernon, under the leadership of
George Washington, these men, discussing the problems of com-
merce and the struggling American economy, concluded that they
gpdght to call a more representative national meeting, and so they

id.

They decided to call a meeting which was soon thereafter held in
Annapolis, the capital of Maryland, and there, they pursued fur-
ther these problems of the burdens on the national economy caused
by State taxation, and that in turn led to the call of the Constitu-
tional Convention in 1787.

So, what we are really doing, Mr. Chairman, is dealing here this
morning with one of the most fundamental questions that has been
before this Republic. It is a question so serious that it gave rise to
the call to the Constitutional Convention itself, and it was recog-
nized by George Washington and by the founders of the Republic
as being one of the bedrock questions on which the survival of a
national economy depended.

So, it-is no small problem that we wrestle with here today. I am
therefore extremely grateful to the chairman for having arranged
this meeting, and to the members of the committee for making it
possible. I promised the chairman I would speak very briefly. I -
. really have already talked longer than I had planned to.

Senator BYRD. Go right ahead. It is very interesting.
- Senator MaTHias. I did want to mention just a few of the fea-
tures of S. 983 and S. 1688.

Now, the first thing that should be clear is that neither of these
bills in any way limit the right of the States to impose whatever
level of taxation they please on business that is conducted within
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their proper jurisdiction. The bills in no way conflict -with the
notion of States rights.

Instead, they would simply make sure that the individual States
. apply taxes only to the money earned within that State’s bound-
aries. In that way, business will avoid the threat of double tax-
ation, which can be so extremely damaging, and we would elimi-
nate the considerable confusion by bringing the State practice into
conformity with the arm’s-length method which is already em-
ployed by the Federal Government.

Now, g 1688 deals with the unitary method of taxation b{ world-
wide combination, by clarifying and limiting the individual State’s
ability to tax foreign source income of a corporation group which
has one member, one unit located within that State’s boundaries.

This would prohibit the practice of some States of taxing the
foreign source income of a multinational company regardless of
whether or not it has been repatriated contrary to the current
policy of the Federal Government.

In the case of intercorporate dividend payments, a number of
States currently disregard taxes already paid on those earnings
before the time of transfer, and in my bill, I would oblige them to
observe the same tax credit that the Federal Government allows
for any foreign taxes paid on these dividends.

The disincentives to U.S. investment that these State tax meth-
ods pose, apply both to American based and to foreign based multi-
national companies. Domestic corporations suffer, and I think very
serious international trade problems have arisen in the case of
foreign-owned corporations with the U.S. subsidiaries in the States
employing worldwide combination. -

Now, S. 983, the Interstate Taxation Act, addresses itself primar-
ily to the domestic interstate commerce situation, and it seeks to
establish certain minimum nationwide standards for the imposition
of State sales and use and income and gross receipts taxes in order
to protect businesses from unfair multiple tax liability in the
States where they operate, very similar problems to those that
were addressed at Mount Vernon at that meeting in the decade of
the 1780's.

In 1964, I was a member of the Willis Committee. That was that
special committee set up in the other body as a result of an
_. agreement between the then chairman of the Senate Finance Com-
mittee and the then chairman of the House Judiciary Committee to
study State taxation of interstate commerce.

At that time, we found that about 2,300 State and local tax
Jurisdictions were in existence. Today, there are more than 8,000
State and local tax jurisdictions. That means the number of tax
rates has quadrupled, the number of tax forms has quadrupled, the
number of tax regulations has quadrupled, the number of head-
aches that taxpayers have has more than quadrupled.

So, today, the inordinate paperwork requirements generated by
this multiplicity are alone a reason to seek some simplification,
and when you add the confusion of often conflicting rules in differ-
ent areas, I think it is time to reaffirm legislatively the Constitu-
tion’s injunction that the State shall erect no unreasonable impedi-
ments to interstate commerce. We want to revive that spirit of
Mount Vernon.
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Obviously, one of the big jobs at these hearings is to allay the
fears of the State and local authorities about losing revenues and
compromising their freedom to levy taxes. My good friend, Louie
Goldstein, the Comptroller of Maryland, is constantly preaching to
me on that subject, and so I have it very much in mind myself.

I agree that we have to help the States to see that they have a
mutuality of interest with business. The uniform application of the
guidelines and rules in my bills would ultimately increase the
revenues for State and local governments, since the new incentives
for increased investment would far outweigh the possible loss of
income.

Business, on its part, would know what the liabilities were,
which is a necessary first step toward paying them off.

I have a constituent who has a small business, but the nature of
the business is such that he has to do a good deal of interstate
business, and he is always getting these forms. Every time he sends

- out an order to some city or town that happens to have a munici-

pal tax, he gets a form because he has done business there, he has
sold one item of his product there.

I said, “Well, Johnny, what do you do with it?” “Well,” he said,
“I have a bottom drawer in my file, and I just throw it in there,
and I hope I will never hear from them again.” Well, that bottom
drawer is just full of time bombs, and he doesn’t know what his
ultimate tax liability mayv be if these communities start collecting.

In addition to the certainty which is so valuable to business,
uniform standards are crucial for businesses interested in expand-
ing. They have to know what kinds of new tax liabilities they are
going to acquire.

So, Mr. Chairman and members of the committee, I would sug-.
gest that we should wait no longer for reform. We can’t afford
antagonism between business and State governments. We need
partnership. What we need and what we must have and what these

" interstate tax bills will help to bring about is an era of cooperation

between government and business that will give a major boost to .
the American economy which is precisely what those gentlemen of
Maryland and Virginia who met at Mount Vernon in the 1780’s
contemplated, and whose original incentives we can push forward.

Thank you, Mr. Chairman.

Senator Byrp. The Senator from Maryland has made a fine
presentation, and I am pleased that the cooperation which existed
between representatives of Maryland and Virginia 200 years ago
continues in 1980 between the representative from Maryland and
the representative from Virginia.

We are very pleased to have you today.

Let me ask you one question, and then I will yield to my col-

leagues.

%:u heard Secretarg Lubick testify that while the Treasury
favors the part of the bill dealing with unitary tax, it ?poses the .
second part, which deals with the taxation of dividends. Do you
have a comniént on his position?

Senator MATHIAS. Well, I am not sure that I understand the

basis of it. It seems to me that in fairness, you have to deal with - |
both sides of that question, and frankly, I am surprised that the: -

Treasury would take that view, because in this day and age, the
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formation of capital is such a necessary thing in the American
economy, as I see it. If we are going to restore productivity in our
economy, we have to make it easier and not harder to form capital.
. I would think that Treasury would, in the broad interest of the

American economy, be taking precisely the opposite view. I must
say I am surprised.

y counsel says that as he heard the Secretary’s testimony, that
he felt that he had not adopted a view in opposition, but that they
wanted to think more about that, but that is a frequent position
that -administrations take, all' administrations, not just this one,
‘when they want to oppose without opposing.

Senator Byrp. The Chair rather assumed that the Treasury op-
posed that part of the bill, not the total bill.

Senator MaTHIAS. Well, I think, Mr. Chairman, they should have
embraced it, and said, this is good for the economy. The way you
beat inflation is by improving productivity, and the way you can
‘improve productivity is to make the formation of capital easier,
and I think this is one of those steps that would do just that.

Senator Byrp. Thank you, Senator Mathias.

Senator Dole?

Senator DoLE. I have no questions. I appreciate Senator Mathias’
leadership in this area.

I note one of his cosponsors is now in the room. As I understand,
there are a number of Senators who have indicated an interest in
. S. 1688 including Senatar Wallop, Senator Huddleston, and prob-
ably others that I am not aware of, but I am not certain whether
we are going to come to grips with this problem this year, but it is
one that we need to address, and I appreciate very much your
statement.

Senator Byrp. Senator Baucus?

Senator Baucus. I, too, want to thank the Senator. I might add,
though, that 200 years ago the State of Montana did not impose a
burden on interstate commerce. .

Senator MaTHiAS. The State of Montana could now contribute
toward saving the rest of us from the error into which we have
sligeped.
. Senator Baucus. I regret that I skipped certain chapters in the
Federalist Papers. Over the Christmas break last year, I took the
Federalist Papers with me. However, I skipped those sections
having to do with State and Federal taxing power. I am kicking
myself this morning for not reading those sections at the time.

The basic premise, I take it, is that present taxing power unfair-
ly burdens certain corporations and discourages foreign invest-
ment. On the other hand, the States are sure to argue that they
are going to lose revenue.

I am wondering if you have undertaken any studies or have any
examples which will more precisely illustrate this problem?

Senator MATHIAS. The dramatic example at the moment is the
State of California, which has been seeking foreign investment,
- trying to get more business, and they are %eing told by various
industrial and business prospects that they want to stay out of
California because they are afraid of the unitary tax., They are
afraid their worldwide operations will all be brought within the net
of the California tax system.

66-6390 0 - 80 - § (Pt.1)
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The Governor of California has done a 180° turn as a result of -
the kind of reaction, the impact of this upon jobs in California. You
know, you can use highflown phrases about the economy, but what
it comes down to, it is costing them jobs in California. .

I can give you other examples which I will be glad to submit for
the record. -

Senator Baucus. Why can’t California, through the California
Legislature, address that problem?

enator MATHIAS. Why does not California——

Senator Baucus. Yes.

Senator MaTHIAS. Well, th2 Governor of California has-in fact
submitted a bill to do just that in California. Lloyd’s Bank of
California, for example, stated that many businesses have failed to
locate in California because of the danger of the apglication of the
unitary tax. Others, including the Hontg Kong and Shanghai Bank
have considered withdrawing from California because of it.

And the tax manager of BAT Industries of London said:

BAT believes that the continuance of the present tax system will inhibit new
investments in California in an era of slow growth or recession, in a period of
depression, with little capital available to new projects. What may be seen now as
an acceptable additional operating expense can well become a significant adverse
factor in determining the location of new or extended facilities.

In our own case, we have looked at locating a paper processing plant in California
and decided against doinﬁ so, and in fact, located in the State of Pennsylvania,
where the capital cost of the plant is $15 million.

Those are some specific examples. -

Senator Baucus. You seem to feel that the Federal Government
still should address this problem because the States by themselves
will not sufficiently correct the problems that you mention.

Senator MaTHIAS. Well, the Senator from Kansas said that he
questioned whether we would grapple with that this year, and
unfortunately, that has been the record here. There have been a
number of reasons for not grappling with it this year. One idea
was, well, we will let the States form a compact, and in fact, the
States did attempt to form a compact to deal with at least some of
these problems, but not all the States joined, and of course, without
50 State participation, it isn’t worth very much.

Now, I am told that some of the States are backsliding, they are
withdrawing from the compact, and as I remarked in my opening
and rambling reference to American history, this is one of those
problems that seems to yield only to the direct and unified action
at the national level, because each State at a given moment in
history has some reason for not doing it, and unless everybody does
it te}t the same time, you don’t get the benefit from the unified
action.

Senator Baucus. Thank you, Senator Mathias.

Senator Byrp. Senator Wallop is a cosponsor of this legislation.
Senator Wallop? -

Senator WALLoP. Mr. Chairman, I have a paper which I would
like to put in.

[The opening statement of Senator Wallop follows:]

STATEMENT OF SENATOR MaLcoLM WaALLOP

Mr. Chairma;l, as a cosponsor of S. 1688 and as a Member of this Subcommitte, 1
thank you for scheduling hearings on it. An extensive record has been established
on the subjects covered by this legislation on the Senate floor during the debates
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refarding the United States-United Kingdom Income Tax Treaty, before the Proto-
col to that Treaty, by the Task Force on Foreign Source Income of the House of
Representatives Committee on Ways and Means in 1977, and at a very complete
hearing before the House of Representatives Committee on Ways and Means on
March 31, 1980. It is valuable to have this opportunity to discuss the legislation here
and receive the testimony of those who participate in this hearing.

The Treaty discussions focused considerable attention on the problems caused by
the use of the worldwide combined reporting system as used by a few individual
states. These states assess taxes of corporations doing business in those states so as
to include the worldwide income of affiliated corporations who are not involved in
business there and whose activities are not even related. The article that would
have limited the application of that system by the individual states was removed
from the Treasury in response to the expresseti need for a full legislative considera-
tion of the problem by both Houses of Congress, though the Federal Government
agreed in the Treaty with Great Britain not to use the system for Federal taxation

ur :

P ‘I‘ﬁe Supreme Court of the United States in its decision in the case of Japan Line
v. County of Los Angeles, (441 U.S. 434, 1979) expressed the need to avoid multiple
taxation and to insure that this Nation spoke with one voice in matters of foreign,
rather than interstate commerce. More recently, in Mobil Oil Corporation v. Com-
missioner of Taxes of Vermont (U.S. Supreme Court, No. 78-1201, March 19, 1980),
the Court acknowleged the lack of uniformity between the states as to taxation of
foreifn source dividends and said: “Congress in the future may see it fit to enact
legislation requiring a uniform method for state taxation of foreign dividends. To
date, however, it has not done s0.” Slip Opinion 22-23.

The legislature of the state which has most consistently used the worldwide
combined reporting system, California, has recognized the need to limit the use of
that method by its taxing authorities. AB 525, legislation which would restrain the
California Franchise Tax Board from using that method so as to combine U.S.
corporations with the income of their foreign parents, has passed the Assembly and
the Senate Committee of Revenue and Taxation. The Governor of California is on
record as supporting limitation of the worldwide combined reporting system.

The International Chamber of Commerce, Chamber of Commerce of the United
States, the American Chamber of Commerce in Great Britain, the Business Round-

. table, the National Association of Manufacturers, the Committee of State Taxation

of the Council of State Chambers of Commerce, the European Economic Community,
the government of Great Britain, the Confederation of British Industry, the Dutch
Employers’ Federation, the German American Chamber of Commerce and most of
the maf'or corporations in this country and Great Britain which provide employment
for millions of U.S. citizens, have all exén'essed support for this legislation.

Thus, this Committee has before it S. 1688 in a climate of international concern
over the problems caused by the use of the worldwide combined reporting system,
judicial recognition of the need for this country to speak with one voice in such
matters, and widespread domestic and international support for the legislation from
companies and associations which create jobs and investments in this country.

In that latter connection, I noticed with interest an article which appeared in the
May 31, 1980 edition of the Washington Post which revealed that the Federal
Government has several programs which can provide subsidies to foreign corpora-
tions to invest and develop in “depressed areas’ of this country.

On the one hand we have such programs to encourage investment in U.S. industy
to create jobs and improve business, and on the other we allow a few individual
states to construct their own tax systems which in fact discourage foreign industrial
investment and employment in the United States. Such examples clearly point out
the need for one voice in the area of international taxation.

While I am confident that those who will testify in these hearings will explain the
technical details of the bill, it is important to keep in mind that S. 1688 would
conform the state rules to the Federal rules within and only within the very narrow
area of: (1) the time at which states tax the foreign source income of foreign
affiliates, (2) the quantity or portion of foreign source dividends which are taxed.

It is also essential to remember that only a few states actually use the worldwide
combined reporting system, and that when the term ‘“foreign source income” is used
it is not referring to income of a corporation doing business-in a state from its

operations overseas, but to income earned overseas by overseas affiliates of that .

co: ralt{ion not doing business in that state, or even in the United States.
ank you.

Senator WaALLop. Max, a partial answer to your question would
be two specifics. One is, the bill deals only in two extremely narrow
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areas of this unitary concept, and two, that it affects the rest of the
country because of the fact that it is possible to exist, it causes and
creates hesitation on the part of people who might otherwise be
contemplating investing anywhere in America.

We will have to be able to forecast the State’s. long enough
economic life for freedom from this kind of taxation in order to
make that commitment, and should it be possible to do this, or to
divert this in any State, that in effect affects the foreign invest-
ment and capital creation all over the whole country.

This is one reason why I think it is justifiable to enact this
legislation. I would hope that we could do something about this bill
this year. I have seen that there is a possibility of passage. The fact
that the chairman has been kind enough to hold hearings would at
least indicate that it is getting serious consideration which I think

is well deserved.

I thank the Senator from Maryland for his statement.

Senator MATHIAS. I thank the Senator.

Mr. Chairman, I have a somewhat more comprehensive state--
ment which I have spared the committee, but I would appreciate
the opportunity to submit that for the record.

Senator ByRp. Yes, it will be published in full in the record,

Senator Mathias.

Senator MATHIAS. Mr. Chairman, I further have some corre-
spondence with the Treasury which the comrittee might find of
interest in the light of Secretary Lubick’s testimony this morning,
and with the permission of the Chair, I will submit that for the

record also.
Senator BYrp. The committee will be glad to have it.
[The material referred to follows:]

SuPPLEMENTARY TESTIMONY OF CHARLES McC. MaTHIAS, JR., U.S. SENATOR

Mr. Chairman, my interest in the problems of state taxation of interstate and
foreign commerce reaches back to the time I entered the House of Representatives
in 1961. I have been pursuing legislation in both houses ever since to resolve some
of the major controversies that arise in this complex area. I am grateful that the
Senate Finance Subcommittee on Taxation and Debt Management has accommodat-
ed my request, to initiate hearings on the interstate taxation issues addressed in my
bills S. 983 and S. 1688.

Hearings were_held on March 31 in the House Ways and Means Committee on
H.R. 5076, the identical House companion bill to S. 1688, which deals with the
unitary method of taxation by worldwide combination, currently used in varying-
degrees by several states of the Union. Under this method, the states can tax
companies doing business in interstate and foreign commerce on the basis of their
aggregate worldwide income, rather than on that portion of it that is dervived from
activities within the taxing state.

I'd like to make clear at the outset that my bills will in no way limit the right of
the states to impose whatever level of taxation they want on business within their
jurisdictions. They are in no way contrary to the notion of states rights. Instead, my

ills would simply make sure that the individual states tax only the money earned
within that state’s boundaries. In that way, business would avoid the threat of
double taxation, and we will eliminate confusion b bringinf the state practice into
conformity with the arm’s length method used b tl?;e federal government.

As you know, the federal government treats the subsidiaries and affiliates within
a corporate group as separate entities for tax pur ; it imposes a tax only if and
when the overseas income is repatriated to the ﬁnited States. By contrast, some
states extend their tax jurisdiction to foreign source income whether or not it has
been repatriated. Also, in the case of intercorporate dividend payments, they have
disregarded taxes already paid in the home country where the dividend income was
generated, while the federal government allows a credit for any foreign taxes paid
on these earnings before the time of transfer. They do this even for non-American
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companies, and these conflicting policies have led to a great deal of confusion and
harmelings among our foreign trading partners.

In the first place, compliance with the reporting requirements of the states using
a worldwide combined reporting system entails elaborate record-keeping operations.
Many international corporate tax counsels now preside over immense accountin;
divisions that do nothing but keep track of the tax requirements of state and loca
authorities oceans away. We should not underestimate the resentment felt by these
foreign-based firms at having to assemble and deliver up meticulous operatin
records to the American state governments that are not required by the lega
authorities in their own home territory, and that they would not otherwise bother
to keep. My impression is that the objection to this record-keeping imposition by the
states in many cases looms larger in the eyes of our overseas trading partners than
whatever financial loss is suffered from the tax transaction.

Nearly all the governments of the world market adhere to the arm’s length
method practiced by the U.S. government for taxing international commerce. The
fact that some of the states use the worldwide combination system and apportion
dividends, combined with the use of different variations of the method by different
state jurisdictions, often leads to double taxation. This hurts domestic corporations
with overseas subsidiaries, and has caused serious international trade problems in
the case of foreign-based corporations with U.S. subsidiaries in the states employing
worldwide combination. Its use by the states invites retaliation against U.S. corpora-
tions with operations abroad, and could prompt other countries, who have so far
refrained, to adopt it. And, plainly, it discourages new foreign investment in the
United States.

The disincentives to U.S. investment that : e worldwide unitary tax method poses
apply both to U.S.-based and foreign-based multinational companies. To give some
idea of the dimensions of the problem, I will quote some remarks from the testimo-
ny presented at the hearinﬁ of the California General Assembly Committee on
Revenue and Taxation last November on Unitary Apportionment and Worldwide
Combination.

The Chairman of Lloyd’s Bank of California stated: “Many businesses have failed
to locate in California gecause of the danger of the application of the unitary tax.
Others, including the Hong Kong and Shanghai Bank, have considered withdrawing
from California because of it.”

The tax manager of B.A.T. Industries of London said: “. . . B.A.T. believes that
the continuance of the present tax system will inhibit new investments in California
in an era of sl6w growth or recession . . . in a period of depression with little
capital available for new projects, what may be seen now as an acceptable addition-
al operating expense, can well become a significant adverse factor in determining
the location of new or extended facilities. In our own case, we have looked at
locating ta;(faper processing plant in California and decided against doing so and in
fact located in the State of Pennsylvania, where the capital cost of the plant is $15
miilion.” Pennsylvania refrains from using the worldwide combination approach,
‘and also exempts from state taxation all foreign and domestic dividend payments to
corporations within the state that are included in the federally taxable income.

A r:gresentative of the California State Business and Transportation Agency
testified: “We have found in our department that the most troublesome aspect of
California’s business tax system is the manner in which the unitary method of
corporate taxation is applied to multi-nationals. . . . United Kingdom, Japan, other
countries, have decided that as long as California continues to ag‘ply the current
unitary method they will not locate new facilities in our state. To give you one
specific and current example, Rolls-Royce recently examined California as a poten-
tial site for a new aircraft engine plant, a plant that would have genera hun-
dreds, perhaps thousands, of jobs but eventually decided not to locate here because
of our unitary method of taxation. And we could give you many more examples.
This adverse aspect of the unitary method not only discourages new job creation in
the state, but is also anti-coinpetitive in that it represents a barrier to entry for new
firms. . . . This reaction to the unitary method is most unfortunate, especially
considering the number of jobs and extended tax base that would result from
business development.” .

The Sony Corporation of New York declared: “As long as California continues this
international double taxation on a worldwide basis, Sony will maximize its effort to
invest in other states than California to protect ourselves from this most condemned
and unfair tax system.”

Finally, a representative of Xerox Corporation described that company’s troubled
deliberations in 1973 leading to a reluctant decision against establishing a new
division in California, despite the other business attractions of that location, due to
the overriding stigma of the California unitary tax method: ‘‘California was strongly
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advocated by our highly skilled key scientific and technisa&geople who would be .
leading our new enterprise; however, our financial staff advi management that a
long-range comparison of facts and consequences indicated that in the late 19’_703
costs to the compang of California expansion would be approximately $9.5 million
more per year in additional taxes than in a state where the plant was su uently
located. . . . Our financial executives advised that our particular problems with the
California theory of unitary taxation required consideration of tax climate in evalu-
ating proposals to further expand plant, personnel and investment within this state

inting _out that California extends its jurisdictions even further than the U.S.

nternational Revenue Service. . . . Management then asked the scientific group to

demonstrate how a location in California could result in other economies and
benefits that would offset the California tax detriment. This burden could not be
met and therefore Xerox located its new facilities elsewhere.”

I am submitting a wider selection of excerpts from that California hearing as an
ap’gendix to my statement.

his concern over stifled investment opportunities was reflected in the recent
debate over the U.S.-U.K: tax treaty. The treaty was ﬁnall% ratified by the Senate
- last summer, and was passed in the House of Commons in February. negotiated
between the U.S. Treasury and the British government, the treaty included a clause
that would have prohibited state governments from using a worldwide combined
reporting system in taxing British corporations with American subsidiaries. Under
heavy pressure from some states, the Senate deleted this clause—Article 9(4)—from
the treaty during the summer of 1978 as a condition for ratification. After the
Senate deleted Article 9(4), the treaty went through a prolonged period of uncertain-
ty in Parliament. During this interval, as members of the Finance Committee know,
several British delegations visited Capitol Hill to assess the likelihood of progress on
S. 1688 and H.R. 5076. The news of the scheduling of hearings on this legislation
before the House Ways and Means Committee last spring was received in Parlia-
ment before the final vote on the treaty.

I have consulted closely with the Treasury Department throughout my work on S.
1688. The Treasury generalily favors the first parts of the bill which would limit the
use by the states of the worldwide combined reporting system, and it went on record
in suﬁport of this measure at the March 31 House hearings where Assistant Secre-
tary Lubick presented testimony. The Treasury has reservations, however, about the
last section of the bill, which concerns the treatment of intercorporate dividends. It
thinks that my dividend Eroposal would create a tax preference for foreign invest-
ment, while I maintain that S. 1688 would only equalize the situation by obligi
the states to recognize the foreign tax credit that the federal government observes.
am submitting my correspondence over this issue with the Treasury Department for
the hearing record. Since the hearings in the House, we have been trying to forge
an acceptable compromise cn the dividend section of the bill, and have made some
promising advances in this direction. Our progress is described in Mr. Lubick's
testimony for the present hearings in the Finance Committee.

S. 983, the Interstate Taxation Act, has a longer history than the narrower bill I
have been discussing. Its lineage can be traced back to my days in the House when,
in 1964, I served on the House Special Committee on State Taxation of Interstate
Commerce. Since that time I have introduced a series of bills to untangle the
burdensome, often conflicting state laws in this area. S. 983 addresses itself primar-
ily to domestic interstate commerce situations, and seeks to establish certain mini-
mum nationwide standards for the imposition of state sales and use taxes, in order
to protect businesses from unfair multiple tax liability in the states where they
operate. )

Although no hearings have been held on S. 983 in the present Congress before
today, I held extensive hearings on its predecessor, S. 2173, during the Y5th Con-
gress, when the bill was referred to the Judiciary Committee. The hearings were
fruitful, and built a solid record for action this year in the Finance Committee. I
would like to enumerate some of the improvements that were incorporated into S.
983 as a result of the Judiciary Committee hearings.

In the income tax title, changes are primarily technical. Basically, the bill still
provides an optional three-factor formula for apportioning the income of interstate
corporations. This three-factor approach, which considers sales, property and pay-
roll, would divide taxes fairly between the various jurisdictions. While a taxpar\{er
could use the formula provided in the state law, the three-factor formula and other
provisions of Title IIl would determine the maximum tax liability that could be
imposed. | should add that this three-factor formula is already used in most of the
states, so it wouldn’t revolutionize state tax collection.

I have revised last year’s version to accommodate the two most common criticisms
made at the field hearings. One change makes it clear that the taxpayer would not
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have the option of electing worldwide combination while the state would be prohib-
ited from requiring such combination. The other change clears up some confusion in
the treatment of foreign source income in Section 358. )

Unlike the income tax title, the sales and use tax title has undergone major
revision in the direction of compromise.

The proposed changes will relieve small business of a lot of paperwork. They
include an innovative “buyer certification plan” which would greatly reduce the
burden on those businesses without a business location within the taxing state. At
the same time, the revision assures, to a large extent, the rights of the states to
collect sales and use tax revenues. Large businesses, which generally have the
resources to comply with existing law, are excluded from the buyer certification
election under two provisions. First, they ordinarily have a business location within
the taxing state and, second, buyer certification is permitted only for those firms
that have less than $100,000 in taxable sales within the taxing state. That jurisdic-
tional trigger is based on the previous.year’s sales. -

The buyer certification procedure allows a purchaser to certify the rate and
amount of local and state sales or use tax to the buyer. This certification could be
included on the purchase order. Sellers would collect the certified amount and remit
that directly to the state without accounting for destinations within the state. If a
buyer refused to certify, the seller would collect the maximum combined state and
local tax applicable in the state.

The U.S. retary of Commerce would be involved in three minor ways: first, the
Secretary would prescribe a standard form; second, a return filed with the Secretary
would suffice as a return filed with any state; and, third, each state would certify to
the Secretary the maximum combined state and local rate within that State.

In addition, persons with taxable sales of less than $20,000 in a state would be
exempt from filing returns except to the extent that they had collected a tax from
the buyer. Again, qualification for this exemption would be based on the previous
year's sales. .

Finally, the requirements for exemption certificates on exempt sales have been
tightened up. The provision in the draft bill is essentially identical to the one found
in S. 2080, which I introduced in the 94th Congress. Also, I have deleted the
household goods exemption which was often criticized by State authorities.

On the gross receipts side, I have added the phrase: *‘Nothing herein shall affect
the power of a state or political subdivision to impose a gross receipts tax on intra-
state activities, including a tax levied on the extraction of oil, coal or minerals.”

This addition should put to rest many of the fears expressed by West Virginia and
other gross receipts states.

I think this draft takes a significant step toward uniformity—which business
needs—and full accountability—which the states rightfully demand. To the extent
there is some tax and administrative relief, such relief is focused narrowly on the
small firm trying to extend its sales beyond its home state.

One of our big f‘iobs at these hearings—in the case of both S. 983 and S. 1688—is to
allay the fears of the state_ and local authorities about losing revenues and compro-
mising their freedom to levy taxes. We must help them to see that they have a
mutuality of interest with business on this matter. There are legitimate concerns on
both sides, and I am pleased that there now appears to be some movement away-
from the extreme positions of only a few years ago and toward a middle ground.
Little by little, we are coming to appreciate that this important issue, with its
weighty implications for the nation’s ifiternational commercial transactions, should
be resolved by federal legislation.

It seems to me that everyone has something to gain from this legislation.

The uniform application of the guidelines and rules in my bills would ultimately
increase revenues for state and local governments, since the new incentives for
increased investment would far outweigh the possible loss of revenue. Businesses,
for their part, would know what their liabilities were, which is the necessary first
step towax;celdpaying them off. In addition, uniform standards are crucial for business-
es interes in expanding or diversifying their operations. And it is only through
such business growth that the state und local governments will be able to increase
their tax bases significantly.

An efficient tax system is to everyone’s advantage domestically. Internationally it
is a must.

The United States no longer dominates the world marketplace. We have to
compete with other economies whose effeciency is nearly legend. The examples that
leap to mind, of course, are Germany and Japan.

.. Our competitors overseas are efficiency-oriented. They put great value on ensur-
ing that commerce flows freely both domestically and internationally. And an
efticient economy includes efficient government and the efficient collection of taxes. -



66 .

A tax system, such as ours, that creates headaches and uncertainties is the enemy
of efficiency. .-

Business already must weigh a multitude of essentially unpredictable and uncon-
trollable factors—supply, demand, weather, mood, competition. In the face of all this
inevitable uncertainty, it is ridiculous that taxation—something we have the power
to control completely, something that could be simple, straight-forward, and predict-
able—is a mare's nest of complexity, fraught with uncertainty, and in a constant
state of flux.

By tolerating such an irrational system, we cripple our businesses in the world of
foreign trade. And the American consumer pays through the nose for it.

My point is simple—if rational people were to sit down to devise a rational tax
system, they would not devise a system anything like ours. Japan and Germany had
the advantage of starting out with clean slates after the war.

We can’t wait any longer for reform. We must act now. For too long, the debate
has been bogged down in the technical language of the experts. We have passively
adopted their terms of reference and conducted the debate on the wrong level, We
must raise the level of the debate and talk frankly about the larger issues—about
jobs, the national interest, and economic survival.

We cannot afford-antagonism between business and state governments. What we
need, what we must have, and what my legislation will help to bring about, is an
era of cooperation between government and business that will give a major boost to
the American economy.

My bills are a first step toward a more efficient and more equitable system of
taxation. I was encouraged by the progress we made in the 95th Congress, and I am
convinced that finally, after so -many years, we will be able to bring this project
closer to fruition in the 96th Congress.

OcroBER 1, 1979. __

Hon. G. WiLLIAM MILLER,
Secretary of the Treasury,
Washington, D.C. _

DEAR MR. SECRETARY: I am writing to request your comments on two bills 1
introduced earlier this year, both of which have an oblique bearing on the United
States-United Kingdom Income Tax Treaty that is now under review in the British
Parliament. ‘

One of the major points of controversy in the course of the Senate's consideration
of this treaty was the worldwide combinatior. of corporate income for state tax
purposes, addressed in Article 9(4). As you knos, this article would have prohibited
the use of the “unitary’” worldwide combined reporting system in determining the
state tax liability of British corporations;~but was removed from the treaty by
reservation. The prohibition on the unitary method had the support of your prede-
cessor, Mr. Blumenthal, who was convinced that the new incentives for increased
investment would outweigh the possible loss of revenue by the states, and would
prove a comparatively minor concession.

In this connection, I have been approached from many quarters and urged to
move forward on my Interstate Taxation Act of 1979, S. 983, which has a provision
similar in intent to the deleted Article 9(4). Specifically, Section (303) of the bill
would forbid states from requiring that a combination or consolidation of an affili-
ated group include, for purposes of determining taxable income, any corporation, 80
percent or more of whose income is derived from sources outside of the United
States. The bill would thus accomplish for our tax interactions with all nations
what our negotiators attempted to achieve in Article 3(4) for the United Kingdom
alone. In the face of the mounting interest in this legislative initiative, I recently
introduced S. 1688, a scaled down version of S. 983, which concentrates entirely on
the foreign commerce aspects of the earlier bill. .

I understand from many of my friends in the United Kingdom that Parliament
will ratify the U.S.-U.K. Treaty only if they perceive that we are serious about
making progress on the Interstate Taxation bill, or some version of it. While 1 have
taken every opportunity to discourage such rigid “linkage’’ developments, since they
generally precipitate consequences opposite to the ones sought, I am unable to
predict the course of action the British government, itself under considerable pres-
sure from British industry, will pursue. In view of this lingering uncertainty, I am
most eager to have your assessment of these two proposals. I am enclosing copies of
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- the bills and the accompanying floor statements for your examination. Thank you
for any attention you can lend to this matter.
With best wishes, S

Sincerely, CHARLES McC. MATHIAS, Jr.,

U.S. Senator.

DEPARTMENT OF THE TREASURY,
Washington, D.C., November 2, 1979.

Hon. CHARLES McC. MATHIAS, Jr.,
U.S. Senate, Washington, D.C.

DeEAR SENATOR MATHIAS: This is in reply to your letter of October 1, 1979, to
Secretary Miller enclosing copies of S. 983 and S. 1688 and asking for the Secre-
tary’s views on these bills.

e have studied both bills. Most of the provisions of S. 983, other than those also
dealt with in S. 1688, are not within the areas of competence of the Treasury
Department to comment on. We are focusing our attention, therefore, on the two
aspects of S. 1688—Ilimits on the application of unitary apportionment and state
taxation of foreign source dividends.

We have some difficulty, as a matter of tax policy, with the dividend proposals in
S. 1688. The limitations on the right of states to tax dividends from foreign corpora-
tions would tend to favor foreign over domestic investment by U.S. investors. A
multistate corporation pays both state and Federal income tax. State income taxes
are, of course, deductible for Federal tax purposes. To the extent the bill curtails
state taxation of foreign source dividends, multinational operations would be taxed
more favorably than multistate operations. The Treasury Department believes that
it is undesirable to create a tax preference for foreign investment.

We are well aware of the problems caused by the application of state unitary
apportionment systems to foreign based corporate groups. As you know, we strongly
supported the effort to limit such application in the proposed income tax Conven-.
tion with the United Kingdom. We are somewhat less certain of the extent to which
these problems are also present in the application of unitary apportionment to U.S.
based corporate groups. We are continuing to study this matter, and we hope to be
able to provide you with a fuller report on our views in due course.

Sincerely,
GENE E. GODLEY.

U.S. SENATE,
COMMITTEE ON THE JUDICIARY,
Washington, D.C., November 29, 1979.

Hon. Gene E. GobLEY,
Assistant Secretary, Department of the Treasury, .-
Washington, D.C. .

DEeArR MR. GobLEY: Thank you for your response to my inquiry concerninﬁ S. 983
and S. 1688. I look forward to the full report on the Treasury's views that you
mention in your letter.

Frankly, I am much heartened to learn that the Treasury Department plans to
study in depth the complex issues that are raised in my bills. I expect that the
Finance Committee will schedule hearings on the bills early in the next session of
Congtress, and we would all weigh heavily the expert views of the Treasury Depart-
ment.

In the interest of focusing the debate, I would like to take this opportunity to
comment briefly on several of the points you raise. For one thing, a number of
states do not aﬂpl their corporate income tax to dividends, and most of the states
that do tax such dividends allow the 85-100 percent dividend deduction provided in
Section 243 of the Internal Revenue Code for the federal tax. In addition, some
states, including the major industrial states, do not tax foreign source dividends.
Most of the states that do tax such dividends do so by picking them up in the
federal tax base, but they do not recognize the foreign tax credit. Therefore, the
present state tax system tends to discriminate against foreign investment in a
manner contrary to tax policy as established by the Congress for federal taxes.
Rather than create a tax preference for foreign investment, as you state in your
letter, S. 1688 would only equalize the situation.

In general, it is my experience that corporations with American parents have the
same kinds of problems with the worldwide combination system of unitary appor-
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tionment as do foreign corporations doing business in this country, whether through ,4’-'

a U.S. subsidiary or not. The same kind of distortions result from great differences. ::

between countries in, 1mong other things, wages and profitability. Also, American -
companies with foreign operations face the threat of multiple taxation, which the 7~
Supreme Court ruled was repugnant to the Commerce Clause in the Japan Line -

I am advised that the support of American business for restrictions on worldwide
combination is generally contingent upon a satisfactory solution of the foreign
dividend problem. This is the case because if the dividend problem is not solved
satisfactorily, the use of worldwide combination becomes the lesser of two evils,
since this procedure at least eliminates intercorporate dividends. '

I am also advised that a federal legislative approach to these problems that
applies only to companies with foreign parents will be vigorously opposed 121 Ameri-
can business. I think we should bear this in mind as we attempt to address the
problems legislatively. .-

Clearly these problems require Congressional action if we are to live up to our
responsibility to carry out the mandate of the Commerce Clause. I look forward to
working closely with the Treasury Department in carrying out this responsibility. I
know of your continuing discussions with foreign governments concerning the “for-
eign policy” that a few states continue to pursue, contrary to federal tax policy and
contrary to international standards of taxation, and I applaud your efforts to
harmonize these conflicting policies. Together I think we can fashion a remedy that
will fully respect the legitimate concerns of the states.

Thank you again for your interest.

With best wishes,

Sincerely,. .
CHarLES McC. MATHIAs, Jr.,
U.S. Senate.

Excerpts FroM THE HEARINGS ON UNITARY APPORTIONMENT AND WORLDWIDE COMBI-
NATION, HELD BY THE CALIFORNIA AsSemMBLY COMMITTEE ON REVENUE AND TAx-
ATION, Los ANGELES, CALIF., NOVEMBER 13, 1979

1. ASSEMBLYMAN MORI

Disincentives in the business world to me are very subjective in nature -and
maybe this is why we haven’t had any in-depth examination and scientific examina-
tion as to which really is a disincentive. One fact that I'm aware of in two trips to
Japan in the past and Taiwan in the past year, every single business person that I
talked to without exception, large, medium and small, when we discussed the
prospects of investment in California, the matter of the unitary tax was raised. Now
whether its subjective or empirical or whatever, I'm not talking about one or two or
three, I'm talking of dozens of corporate people that I have spoken with, one
element that always arises in unitary tax.

* *"* And would submit to you, Mr. Miller, that the unitary tax is a significant
disincentive, particularly if in fact the disincentive is on the margin as it may be in
California. With the other things to be considered, even if it were 20th or 30th on
the list of importance, that marginal decision when a business is on the margin of
making that decision, something 50th on the list may be the key element that
causes that business to locate or not to locate. It doesn’t have to be the first
element. It could be many elements and something way down on the list that is a
marginal element. (pp. 24, 26)

2. MR. STAFFORD GRADY, CHAIRMAN, LLOYDS BANK OF CALIFORNIA

Many businesses have failed to locate in California because of the danger of the
application of the unitary tax. Others, including the Hong Kongz and Shanghai
Bank, have considered withdrawing from California because of it. This was estab-
lished beyond doubt by two days of hearings before the Franchise Tax Board on
August 22 and 23, 1977. This in turn prevents or lessens opportunities for employ-
ment of California residents and will prevent the state from achieving its rightful
place:a?‘gaf4 oa) foremost world center for international trade, commerce and banking.
(pp. 39-

' Page numbers.-are from the hearing transcript. -
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3. MR. D. J. HAYWARD, TAX MANAGER, B.A.T. INDUSTRIES, LONDON

Finally, B.A.T. believes that the continuance of the present tax system will inhibit
new investments in California in an era of slow growth or recession. This state can
be {'ustly proud of its past economic achievement, but, in a period of depression with
little capital available for new projects, what may be seen now as an acceptable
additional operating expense, can well become a significant adverse factor in deter-
mining the location of new or extended facilities. In our own case, we have looked at
locating ta‘ae(faper processin lElant in California and decided against doing so and in
fact located in the State of Pennsylvania, where the capital cost of the plant is $15
million. (pp. 53-54)

4. MR. ANTHONY MONEY, FINANCIAL CONTROLLER, FOSECO, INC.

In screening potential investments many factors are considered, but there is no
doubt that the unitary tax is a very negative indicator. Foseco worldwide has a
fairly high profit for employees, but only 2 out of every 1000 of its employees work
in California. The California results have little effect on the worldwide profit and
consequently the amount of franchise tax paid is governed primarily by the size of
the California payroll. This form of payroll tax places us at a disadvantage in
California compared with competitors who are less successful than ourselves world-
. wide. In consequence, prospective ventures in California have to offer well above
average returns to overcome the tax disadvantage. Investments are often unprofit-
able in the early years and only later do they hopefully contribute to corporate
earning.

The %ranchise tax being levied irrespective of profits earned in California, adds to
the financial commitment and risk involved in a new venture. Again, this factor
discourages new investment or the creation of jobs in California. -

Member corporations of the group are inhibited from operating, especially those
with outside stockholders. Thus unitary tax has a strongly negative effect on invest-
ments and the creation of new job opportunities in California. (pp. 56-57)

5. MR. RICHARD KING, BUSINESS AND TRANSPORTATION AGENCY, STATE OF
CALIFORNIA

With one exception California is generally competitive with almost every other
state when compared on the basis of these factors, but the exception, and-a very
flagrant exception, is in the area of state taxation.

Hbees._than two years ago California’s tax burden was exceeded only by Alaska and
awaii.

* * * We have found in our department that the most troublesome aspect of
California’s business tax system is the manner in which the unitary method of
corporate taxation is applied to multi-nationals. This taxing method uses a ratio of
the firm’s worldwide and California’s sales, payroll and plant value in determining
taxable income in California. It has been our experience that this unitary method
represents a serious constraint in California’s ability to attract new industry since it
can result in the firms having to pay state corporate income tax even if the new
plant actuallK had a net loss. Since it is quite common for a new plant to experience
net loss in the first few years of operation, the unitary method discourages firms
from locating new facilities in California.

* * * United Kingdom, Japan, other countries, have decided that as long as
California continues to apply the current unitary method they will not locate new
facilities in our state. To give you one specific and current example, Rolls-Royce
reoentlﬁ examined California as a potential site for a new aircraft engine plant, a

lant that would have generated hundreds, perhaps thousands, of jobs but eventual-
y decided not to locate here because of our unitary method of taxation. And we
could give you many more examples. This adverse aspect of the unitary method, not
only dnscoura%ee new job creation in the state but is also anti-competitive in that it
represents a barrier to entry for new firms. Barriers to entry, economists tell us,
tend to produce higher prices and fewer jobs. This reaction to the unitary method is
most unfortunate, especially considering the number of jobs and extended tax base
that would result from business development. (pp. 58, 59, 60)

6. MR. CHRIS WADA, SONY CORPORATION OF NEW YORK

Currently, we are expanding our Dothan plant now in Alabama. We have started
manufacturing magnetic tape in Dothan, Alabama in 1977, and now we have over
900 employees with a $50 million investment. We have just announced that we
would add a new business in Japan called the Sony Wilson, where we import Wilson
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products in the market in Japan. We are now Sony Prudential; we will sell life
insurance policies in Japan.

All of these efforts are to minimize our exposure in California, and Sony will and
has to maximize this effort to invest in other states than California to protect our
service from the most condemned and unfair tax system. (p. 92)

7. MR. HENRY OTA, LEGAL ADVISOR, JAPANESE BUSINESS ASSOCIATION OF SOUTHERN
CALIFORNIA

The logical lesson this situation teaches any foreign corporation is not to invest in
California because that investment will mean a greater cost than normal, a cost
that would be reflected by the application of the unitary tax.

* * * We believe that the testimony by Mr. Wada of Sony will help clarify any
feelings amongst any of the members of the Committee that once a company comes
to this State that the unitary tax will no longer become an issue with them. We
certainly see and we feel that decisions to go to other states are significantly
influenced by the existence of the unitary tax. -

As a result of these feelings, we, as an Association, feel that this State cannot be
complacent because it may lose its opportunity to continue with tremendous finan-
cial growth. Japanese business entities have reacted to the strong urgings of the
Federal Government to invest in manufacturing facilities as a means of correcting
the trade imbalance. This encouragement was emphasized by the Task Force Report
on the United States-Japan trade, which was issued on January 2, 1979 by the
Subcommittee on Trade of the House Committee on Ways and Means.

In regards to investment in this State, and we know that there are reports about
continuing investment by representatives from Japan, we should probably focus on
the type of investment that has been coming. We are not seing the major manufac-
turing operations coming to this State. We know the news reports show that states
like Tennessee are attracting away from California the large television manufactur-
ers. Of course, there are many business factors that have to be taken into account,
but there is little question that the unitary tax issue is raised and considered in
their decision making process. (pp. 96, 97, 98)

8. MR. THOMAS WENGLEIN, XEROX CORPORATION

Tax policies of the State of California discourage Xerox from expanding in the
state. Specifically in 1973, this corporation made a decision not to establish its Office
Systems Division in California due in a major part to what was viewed as an unfair
burden as compared to other states. The facility was subsequently located in an-
other part of the country. Major reasons for the unfair California tax burden are:
One, the worldwide unitary concept with the inclusion of foreign income in a tax

base, and, two, the combination of separate and distinct business operations. Califor- -

nia has a lot going for it. The decision not to locate in California was a very difficult
one. —-

California was strongly advocated by our highly skilled key scientific and techni-
cal people who would be leading our new enterprise; however, our financial staff
advised management that a long-range comparison of facts and consequences indi-
cated that in the late 1970s costs to the company of California expansion would be
approximately $9.5 miltion more per year in additional taxes than in a state where
the plant was subsequently located.

California taxes would have been $6 million more than in New York. This
estimate was based upon our long-range projections and cumulative increases in
property, payroll and sales. Qur financial executives advised that our particular
problems with the California theory of unitary taxation required consideration of
tax climate in evaluating proposals to further expand plant, personnel and invest-
ment within this state pointing out that California extended its jurisdictions even
further than the U.S. Internal Revenue Service.

That is the increased property, payroll and sales in this state results in a higher
apportionment factor being applied to an income base that includes foreign income.
It was also the company’s view that this problem was worsened in our particular
circumstances because of significant mincrity interests in our foreign operations
and distortions comparing California property and payroll to say United Kingdom
payroll or Mexican property investment. Management then askéd the scientific
group to demonstrate how a location in California could result in other economies
and benefits that would offset the California tax detriment. This burden could not
be met and therefore Xerox located its new facilities elsewhere. (pp. 102-03)
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9. MR. CHRIS WADA, SONY CORPORATION (SUPPLEMENTARY TESTIMONY)

Our capital investments in Alabama and other areas are helping us. Currently we
- are expanding our Dothan Plant in Alabama, where we now have over 900 employ-

ees with $50 million dollar investment in manufacturing magnetic recording tapes
in cassettes. We just announced that we would add $25 million and 600 more people
to meet both domestic and overseas demand for video cassettes. Since we started
this investment in the State other than California, our exposure to California’s
unitary tax on a world-wide basis has improved. As long as California continues this
international double taxation on a world-wide basis, Sony will maximize its effort to
invest in other States than California to protect ourselves from this most con-.- .
demned and unfair tax system. c—

Anyone who comes for advice from our California experience, will learn we suffer
from and fight against this world-wide unitary tax in California. (p. 163)

10. MR. R. L. DELAP, CALIFORNIA COUNCIL FOR INTERNATIONAL TRADE
(SUPPLEMENTARY TESTIMONY)

We know that foreign firms which have considered establishing operations in
California have in many cases been reluctant to do so, in in some cases already have
“decided not to do so, in large part because of the unitary tax issue. For the same
reason, other foreign firms which did have operations in California have relocated
to other states, and others have threatened to do so. Even California-based corpora-
tions of long standing have diverted activities outside the State solely because of
unitary tax considerations. (p. 181)

11. ALCAN ALUMINUM CORPORATION

Given such a system of taxation, Alcan Aluminum Corporation obviously must
consider the fact that an{ investment it makes in California may substantially
increase its California tax liability far beyond the income shown on-its own properly
kept books and records. That fact is a substantial impediment to any increased
investment in California and, indeed, operates as an incentive to locate operations
elsewhere. In that connection, Alcan Aluminum Corporation recently closed two
major plants in Riverside and Rocklin, California. While California taxes were not
the only factor involved in those decisions—in any business decision there are
always numerous factors involved, and no one factor is determinative—the Califor-
nia tax savings were one of the factors considered. (p. 192)

Senator Byrp. Thank you very miuch, Senator Mathias.

Senator MaTHiAs. I again thank the chairman for this hearing
and for this opportunity, not only for myself but for other interest-
ed parties, in bringing this matter to the attention of the commit-
tee, —

Senator Byrp. It is a very important matter.

At this point, on behalf of Senator Huddleston, I would like to
ask unanimous consent to insert in the record a—statement by

Senator Huddleston dealing with this legislation, and along with it
- a copy of a Telex received by Senator Huddleston from Michael
Grylls, a Member of the House of Commons in London.

ncidentally, Mr. Grylls has been to this country a number of
times in connection with this legislation, and is very much interest-

Without objection, these will be inserted for the record.
[The prepared statement of Senator Huddleston and other mate-
rials referred to follow:]

STATEMENT OF SENATOR WALTER D. HUDDLESTON

Mr. Chairman, thank you for holding these hearings. I am pleased to be able to
add my support as a cosponsor of this legislation and to have my statement included
in the record of these hearings.

As that record will reveal, this legislation is important to United States corpora-
tions with foreign affiliates and to corporations trom other countries which have
invested in this country, have affiliates here, and employ U.S. citizens. The United
States-United Kingdom Double Taxation Treaty recognizes that and contains the
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pact of the United States and the Untied Kingdom not to utilise the worldwide
combined reporting system method of corporate tax assessment. .

" However, as you will recall a reservation to the Treaty made that pact apﬁllcable
only to the Federal Government, and not to the individual Statgs, so that the
question could be addressed legislatively. Extensive debate on this question has
occurred on the Senate floor in regards to the Treaty, and before the House of
Representatives Committee on Ways and Means at _its hearing on March 31, 1980,
regarding the identical counterpart to S. 1688, H.R. 5076.

?had the opportunity to meet Michael Gryls, Member of the House of Commons
last July when he was in Washington to attend the hearing on the Treaty before
the Senate Committee on Foreign Relations. During our conversation Mr. Grylls
made it plain to me that the British consider an ultimate resolution to the problem -
posed by the use by certain States of the worldwide combined reporting system
method of tax assessment essential to any relationship regarding double taxation
between the United Kingdom and the United States. a )

Recently I received a telex from Mr. Gryls which discusses the feelings of Parlia-
ment regarding this problem and the legislation before your Committee. I request
that the text of that telex which is attached be included in the record of these
hearings with my statement. ) - ) . .

Again, I am pleased these hearings are being held. From the information provided
the Committee should be able to fully consider the legislation and pass on its merits
expeditiously so that this international tax problem can be solved in the national
interest.

Thank you.

DeAr SENATOR HubppLESTON: I understand that this bill which you cosponsor
will be the subject of hearings on June 24, 1980, before the Senate Committee
on Finance, Subcommittee on Taxation and Debt Management Generally. You will
recall from our conversations last year in connection with provisions of the
United States-United Kingdom Double Tax Treaty how important is an ultimate
resolution to the vexing problem of the use of the worldwide combined
reporting system method of corporate tax assessment.

As a Member of the House of Commons since 1970, and as Vice-Chairman of the
Conservative Industry Committee I have been vitally interested in the relationshir
of government and industry, both nationally and internationally. Therefore 1 fol-
lowed the debates in Congress regarding the Treaty very closely, specifically the
treatment therein of the use of the worldwide combined reporting system in assess-
ing the taxation of companies doing business in both our countries, and even
elsewhere. The Treaty's limitation on the use of that method by the States would
have prevented double taxation. Barriers to international investment would have
been removed, and the number of jobs would have been preserved and even in-
creased in both countries. With the original Treaty, which included that limitation
on the States, the United States government seemed to be saying to Great Britain,
“We want your business and your jobs, not just your taxes.”

From our discussions, and other visits in Washington, I understand the positions
of those Members of Congress with whom I and other Members of Parliament have
met, that while they were in favor of the limitation, they felt that Federal legisla-
tion was the correct way to accomplish it.

Thus, when the House of Commons considered the Treaty on February 18, 1980,
we did so with a major portion of the Treaty removed but with confidence that the
Congress intended to fully examine the problem caused by a few of the individual
States using the worldwide combined reporting system. Many of our most important
companies with affiliates operating in the United States were placed at great risk as
a result of the Treaty reservation. They were left subject to the vagaries of that
extraordinary and unfair taxation system of worldwide combination even though
they were not actually doing business there. .

The positions of the governments of Britain and the United States regarding this
problem is fixed by the Treaty. Your Federal Government has agreed not to utilize
the worldwide combined reporting system in assessing the taxes of British compa-
nies. Of course, we understand that the Federal Government does not use that
method at all, and only utilises the “‘arins length” method. Yet at present, absent
legislation such as S. 1688 and its House of Representatives counterpart, H.R. 5076,
the individual States are free to apply any method. While we understand the
concept of “states’ rights” it does not seem proper that individual States should
speak with different voices on matters on international taxation. Fifty-one different
tax policies from one country are confusing.

We not only believe the worldwide combined-reporting system to be unfair, but
judge it to be counter-productive as well. Without limitation severe impediments to
enlarged industrial investment and subsequent decreases in numbers of jobs will
result. This has been recognized by the Members of the California State Assembly
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and Senate as legislation there, AB 525, to limit the application of the method by
the California Franchise Tax Board has passed the Assembly and been approved by
a Senate committee. Without limitation, British and other companies that are
sub'%cted to the abuses of the system will, at the end of the day, be forced to
withdraw,

I understand that lengthy hearings were held in the House of Representatives
Committee on Ways and M‘;ans. We are most hopeful that this hearing and that
will provide the information necessary so that Congress may resolve this issue. As I
stated in the House of Commons debate on February 18, 1980: “It is crucial for
business relations between two countries as close as Britain and the United States
that this matter should be resolved. Otherwise we risk generating friction not only
between our business enterprises but between our countries.”

I wish you and your fellow Members of Congress success in your deliberations.

Sincerely yours,
MicHAEL GRYLLS.

Senator Byrp. Next will be a panel consisting of Mr. Ernest S.
Christian, Jr., Committee on State Taxatipn, State Chambers of
Commerce; Mr. John S. Nolan, British National Committee, Inter-
national Chamber of Commerce; Mrs. Connie Borken-Hagen,
American Chamber of Commerce, United Kingdom; Dr. Lothar
Griessbach, German-American Chamber of Commerce, aceompa-
nied by Mr. Jack E. Gabriel; Mr. G. Kenneth Christrup, director of
taxes, Xerox Corp., on behalf of the Rochester Tax Council; Mr.
Neil Munro, Taxation Department, Confederation of _Brltish Indus-
tries; and Mr. Michael J. Kennedy, senior vice president, Tax Ex-
ecutives Institute, accompanied by Mr. William L. Lynch, manag-
ing director of the Tax Executives Institute. _

Welcome, ladies and gentlemen. You may decide in which order

you would like to go. Mr. Nolan?

STATEMENT OF JOHN S. NOLAN, BRITISH NATIONAL
COMMITTEE, INTERNATIONAL CHAMBER OF COMMERCE

Mr. NorLAN. Thank you, Senator Byrd.

Mr. Chairman and members of this honorable subcommittee, I
a;l)]pear for the British National Committee of the International
Chamber of Commerce in strong support of S. 1688, and commend
Senator Mathias and Senator Wallop for their courage in sponsor-
ini this extremel{ important measure.

. 1688 is vitally necessary to protect the foreign commerce of
the United States from unreasonable taxation by a few States in
the United States. The worldwide unitary apportionment method
of taxation used by these few States such as California, as applied
to foreign-owned corporate enterprise, such as United Kingdom
companies doing business in the United States, creates major bar-
riers to United Kingdom investment in the United States and to
international trade between our two countries. Income earned en-
tirely outside the United States by such foreign-owned companies,
often by companies within a United Kingdom corporate group
which do no business in the United States, is, in effect, arbitrarily
allocated by these few States to their own tax base. Unreasonable
and sometimes even impossible administrative burdens are im-
posed on these United Kingdom corporate groups.

- Total U.S. direct investment in the United &singdom at the end
of 1978 was $20.3 billion, the largest U.S. direct investment in any
other country except Canada. United Kingdom direct investment in
the United States was $7.4 billion, representing 18 percent of all
foreign investment in the United States, greater even than Canadi-
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an direct investment in the United States. The actions of California
and a few other States threaten the vitality of these international
trade and investment flows between our two countries, and the
circumstances call for Federal legislation to place some reasonable
limits on the ability of the States to tax the foreign commerce of -
the United States such as S. 1688 would do. :

S. 1688 would simply limit the right of the States to tax such
income to the extent the Federal Government itself does so, an
entirely rational limit. When the recently executed United States-
United Kingdom Income Tax Treaty was originally negotiated by
the two Governments, it contained an article 9-4 which would have
prevented either Government or their political subdivisions from
taxing income of a parent company or a subsidiary of the other
country or any third country if that parent or subsidiary was not
doing business in the first country. That article, to the extent that
it would apply to the States of the United States, was removed as a
result of Senator Church’s reservation, but many congressional
leaders have publicly indicated that the matter of such worldwide
unitary taxation of United Kingdom companies by a few States,
such as California, should be considered by the Congress in a
legislative context. -

The British have reason to expect such consideration. S. 1688 is a
fair and reasoned response to these developments. The case against
the use by the States of the worldwide unitary apportionment
method is clearly strongest with respect to foreign-owned corporate
groups such as United Kingdom companies. The arbitrary alloca-
tion of worldwide income earned largely outside the United States
by United Kingdom corporate groups doing business throughout
the world, by reference to plant, payroll, and sales, tends to grossly
overstate the income which States like California allocate to_them-
selves. Wage rates and plant costs in California tend to be much
higher than in other parts of the world. California has stringent-
-pollution control requirements, causing a relatively higher proper-
ty investment per unit of production in that State without an
equivalent increase in profit. Even the sales factor causes major
distortions, overallocating income to California.

The worldwide unitary allocation system overallocates income to
a State like California also because profits do not bear a uniform
relationship to the allocation factors. Profit margins in developing
countries are likely to be much higher in relation to costs, to
reflect greatly increased risks of expropriation, cirrency fluctu-
ations, and other such reasons.

Arbitrary allocation of worldwide profits by reference to plant,
payroll, and sales will allocate part of these high-risk profits to
California even though they have nothing to do with operations in
that State~California allocates worldwide income even though such
income includes substantial profits in foreign countries which are
blocked and which for this reason alone would not be subject to
U.S. income tax even if the profits were otherwise taxable by the
United States.

California has applied unitary worldwide apportionment to allo-
cate income of a United Kingdom corporate gro:lp to California
even when it is clearly demonstrable that actual operations in
California have resulted in a loss.
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This system is contrary to all accepted international principles of
income taxation. The major industrialized countries, including the
United States, through their international organizations, have ap-
proved the principle that a company should be taxed in a country
only if it has a permanent establishment there and does business
in that country. Such actions by the States also violate the treaties
of friendship and commerce which we have entered into in the
United States with 25 foreign nations. This fairly invites retali-
ation by foreign governments against U.S. companies, with serious
potential burdens on U.S. business overseas.

During the 1960’s, when Congress thoroughly studied this subject
through the Willis subcommittee, it was clearly concluded that
reasonable limitations on the power of the States to tax, such as
those contained in S. 1688, were vitally necessary. ‘

Accordingly, I strongly urge the subcommittee and the Senate °
Finance Committee to report S. 1688 to the Senate. Thank you.
f_l[M]r. Nolan’s official foreign registration is in our committee
iles.

Senator Byrp. Thank you.

STATEMENT OF ERNEST S. CHRISTIAN, JR.,, COMMITTEE ON
STATE TAXATION, STATE CHAMBERS OF COMMERCE

Mr. CHRisTIAN. Thank you, Mr. Chairman.

My name is Ernest Christian. I am with the law firm of Patton,
Boggs & Blow. I am counsel to the Committee on State Taxation of
}:{lrlle Council of State Chambers of Commerce, or COST, as it is

own.

COST supports the more extensive provisions of S. 983, and we
commend Senator Mathias for it, but our oral statement this morn-
ing will be confined to the two provisions of S. 1688 which relate to
State taxation of foreign source income.

The Committee on State Taxation is speaking from the stand-
point of American companies. That is, U.S. parent corporations
with foreign subsidiaries which operate abroad. From the stand-
point of American business, elimination of the worldwide combina-
tion method of State taxation is vital.

That method as applied by California and a few other States is
contrary to State, Federal, and international principles. Worldwide
combination is simply an attempt by a State to extend its tax
Jjurisdiction worldwide, an attempt to tax foreign subsidiaries which
are not doing business in the State or even in the United States,
and an attempt to tax income which the State absolutely has no
right to tax.

Why should a State impose a penalty tax on a U.S. corporation
merely because that corporation has one or more foreign affiliates
which have nothing to do with that State? A

Why, as Mr. Nolan has mentioned, should a State require a U.S.
corporation to pay large amounts of tax to that State when the
corporation has a loss from the business it conducts in that State?
Yet these incongruities can and do result under the worldwide
combination method.

Rather than being Federal interference in State taxation. S. 1688
merely prevents a few States from interfering with the foreign

66-690 0 - 80 - & (Pt.1) -
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commerce of the United States, to the detriment of all citizens of
all States.

From the standpoint of American companies with foreign subsid-
iaries, the second part of S. 1688 which limits State taxation of
foreign source dividends is of equally vital importance. From the
standpoint of many American companies, elimination of worldwide
combination without also imposing a limit on dividend taxation
might be almost a fruitless gesture. -

Under basic principles of State taxation, a State is entitled to tax
that portion and only that portion of a corporation’s income which
the State’s economy has generated. In the case of foreign source
business profits of a foreign corporation and dividends paid from
those profits, no State properly should tax that income, since no
State’s economy has generated that income.

Most States adhere to this principle, but a growing number tax
foreign source dividends despite the fact that States should not tax
foreign source dividends at all, and despite the fact that States
typically do not tax intercorporate domestic dividends.

S. 1688 would merely reduce somewhat the present discriminato-
rﬁ tax against dividends from foreign corporations. Properly, States
should not tax such dividends, but S. 1688 does not go that far.
Instead, it imposes merely a reasonable limitation parallel to the
Federal system.

If, as some States assert, they should be permitted to tax those
dividends, at least the State’s rights to tax foreign source dividends
should not be greater than the Federal Government’s jurisdiction.

Thus, 1688 would permit States to tax foreign source dividends to
the extent that the Federal Government effectively taxes those
dividends after taking into account the foreign tax credit.

Under S. 1688, the foreign tax credit would be translated into an
exclusion, and just as either 85 percent or 100 percent of domestic
source dividends are excluded from State tax, anywhere from zero
percent to 100 percent of foreign source dividends would be ex-
cluded from State tax, depending on the ratio of foreign tax to the
U.S. corporate tax rate of 46 percent.

For these reasons, Mr. Chairman, the Committee on State Tax-
ation strongly supports both parts of S. 1688. —

I thank you.

Senator Byrp. Thank you, Mr. Christian.

The next witness?

STATEMENT OF CONNIE BORKEN-HAGEN, AMERICAN CHAMBER
OF COMMERCE, UNITED KINGDOM

Ms. BorkeN-HAGEN. Thank you, Mr. Chairman.

My name is Connie Borken-Hagen. I am an American lawyer
licensed in New Mexico and the District of Columbia, practicing
private international law in London, and retained by the American
Chamber of Commerce, United Kingdom, an independent, non-
profit organization with over 1,000 British and over 800 American
members, and whose primary objective is to encourage trade and
investment between and within the United States and the United
Kingdom.

Its members are greatly concerned about the dampening effect
the unitary tax has had-on British-American commerce. The argu-



M

ments against the unitary tax are many, but because the chamber
brings a unique point of view, representing both American and
British companies trading internationally, I shall call your atten-

" tion first to its negative international impact and the climate of

distrust that it has created, which has dampened the United King-
dom’s enthusiasm for new investment or expansion in America.

At this time of U.S. concern over capital formation, economic
growth, and rising productivity, the United States should be en-
couraging foreign investment to enhance capital formation, create
jobs, and improve the U.S. balance of ﬁayments, not discouraging it
as this tax does. Although States can handle the issue individually,
as California is doing at the present time, it does not solve the
problem for the other States or for U.S. policy as a whole.

I must strongly emphasize the climate of distrust that is created

by this tax in Britain. There is a strong tendency among British -

companies to wait and see what Congress does. They do not differ-
entiate among our States as clearly as we do here.

The second important point, Mr. Chairman, is that the unita
tax creates a precedent which is ultimately most harmful to Ameri-
can international interests. If established, American companies
may experience extraterritorial taxation by foreign countries or
their many subdivisions, or American companies may be forced to
provide confidential financial information to foreign nations which
may be contrary to U.S. laws or certainly contrary to sound busi-
ness practice.

One duty of government is to provide protection for its compa-
nies abroad from unreasonable foreign co.ninercial burdens. One
method of protecting a nation’s commercial interests is the treaty
process, which is slow, tedious, but trusted worldwide.

If the United States permits its political subdivisions to exceed
international taxing terms, then other nations can equally permit
extensive taxation of American companies’ profits and devastating
inquiries into those companies’ commercial operations.

Third, there is the potential of retaliation by foreign nations, and
there is a precedent for such retaliation, which can only hurt our
U.S. foreign trade.

Fourth, the tax is a major international commercial irritant. It
has caused considerable bitterness between the United States and
the United Kingdom, America's closest ally on the commercial and
diplomatic levels.

On Marck 25, when the British and American Governments
finally exchanged instruments on the United States-United King-
dom tax treaty, Her Majesty’'s Government communicated its
strong disapproval of the unitary tax to the U.S. Government. The
note presented to the U.S. Government says that:

While the British Government recognizes the considerable achievement of the two
E?v,ernments in reaching a fair and balanced agreement, it would not wish the
. n:;en(}. States Government to interpret ratification as approval of the unitary tax
ystem.

It concludes that the Government of Great Britain opposes the
unitary tax and will continue to negotiate yearly updates of the
treaty to have its views understood by the United States.

It 1s U.S. Government prerogative to regulate commerce among
the States and the foreign nations. Because the United States is a
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world leader supporting free trade in the international market-
place, Congress should immediately establish Federal standards by
enacting S. 1688 in its entirety, which would make State tax poli-
cies consistent with U.S. tax and international trade policies.

Thank you, Mr. Chairman.

Senator ByYrp. Before calling on the next witness, I might say
that two witnesses this morning have called the States political
subdivisions of the Federal Government. I question the accuracy of
that. My recollection is that the States created the Federal Govern-
ment and ceded certain powers to the Federal Government, and
reserved to themselves what powers they did not cede to the Feder-
al Government.

So, I question the assertion that the States are a political subdivi-
sion of the Federal Government.

Be that as it may, the next witness may proceed.

Senator WaLLor. Mr. Chairman, as a Federalist in the terms of
the Federalist Papers, I agree with you. It is not the same relation-
ship, for example, that a county government has to a State govern-
ment.

Ms. BorkeN-HAGEN. May I say that I was speaking from the
viewpoint of the British companies and the British Government,
how they view our system. _

Senator Baucus. You would think they would understand, given
the way our country was born. [General laughter.]

Senator Byrp. Thank you.

Senator BAucus. Maybe they consider us a subdivision of Great
Britain. _

Senator Byrp. The next witness?

STATEMENT OF LOTHAR GRIESSBACH, GERMAN-AMERICAN
CHAMBER OF COMMERCE, ACCOMPANIED BY JACK E.
GABRIEL

Mr. GriessBacH. Mr. Chairman, Senators, my name is Lothar
Griessbach. The gentleman to my right is Mr. Jack E. Gabriel.

I represent the German-American Chamber of Commerce, which
is a binational organization representing German busir.ess inter-
ests in the United States and also American interests in Germany.

I am also authorized to speak for the German Federation of
Industries and the German Federation of Trade & Industry the
umbrella organization for the chambers in Germany. Membership
in this organization is mandatory for virtually every business oper-
ating in the Federal Republic of Germany, and this statement
represents their views. ‘

The arguments are pretty much a matter of public record. But I
would like to submit this written statement for the record, and try
to orally highlight some of the points that have come up in the
hearings we have conducted in Germany and over here.

It has not been said so far I believe, that the financial implica-
tions may even be of minor importance for our companies. It is not
at all certain that the companies, after switching to another State
taxation system, will be taxed at lesser rates and will carry a lesser
financial burden than under the present system. Of course, some
companies will profit; others may not.
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The main consideration, and I am addressing myself exclusively
to the international implications, not to the taxation of dividends,
the major consideration is that the unitary apportionment methods
as they are applied at the present time are highly arbitrary. They
are almost unpredictable. They present such mechanical difficulties
that most of the companies, when trying to comply are not able to
come up with solutions which would completely conform to those
State rules based on unitary apportionment methods..

The problems are further complicated, of course, by the fluctu-
ation of international currency exchange rates which we have ex-
perienced over the years. Consequently the main argument of
German companies in favor of the bill is that it would create a
uniformly applicable system of taxation consistent with interna-
tional standards such as the concept of taxing income related to
the permanent establishment.

We understand that even the California Franchise Tax Board
frequently resorts to negotiated settlements or accepts financial
statement income because it cannot cope with the immense me-
chanical difficulties of this system.

We favor Federal legislation on this matter. As you may know,
the convention on the avoidance of double taxation between the
Federal Republic and the United States is up for renegotiation.
Rather than burden the negotiations with this problem, we would
very much like to see a solution on the Federal level or through
the State legislatures, because the dilemma of dealing with the
Federal Government which in some instances has claimed not to
have the necessary authority, will be difficult to overcome.

One of the more serious arguments reaches beyond the realm of
the U.S. taxation system. We have information that countries in
the developing world are very carefully observing what is going on
over here. This taxation system might prove to be contagious, and
in the future also hurt American business.

Foreign investment is severely hampered by the system. Of
course, some companies do have reason to go to California and
other States applying the system because of overriding-interests.
But it is a disincentive, and its abolishment, would attract new
investment to this country. /

In conclusion, I would respectfully remind the committee that
the concept of the bill as far as its international implications are
concerned, is supported by the Commission of the European Com-
munities, so you may say that you are dealing here with a uniform
European position.

Of course, I am not authorized to speak for them. I am just
quoting the essential concensus expressed in a submission by the
Commission of the European Communities.

Thank you.

Senator Byrp. Thank you, sir.

The next witness?

STATEMENT OF J. W. GLASMANN, ROCHESTER TAX COUNSEL

Mr. GLASMANN. Mr. Chairman, my name is J. W. Glasmann. I
am appearing in place of Mr. Christrup for the Rochester Tax
Council. I serve as counsel to that organization.
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The Rochester Tax Council is a voluntary organization of compa-
nies having strong ties with the Rochester, N.Y., area. Council
members include companies such as Corning Glass, Eastman

- .Kodak, and Xerox.

If I may, I would like to submit Mr. Christrup’s prepared state-
ment for the record.

Senator Byrp. It will be received.

Mr. GLASMANN. The council shares the views of the many wit-
nesses the committee will hear today in support of that portion of
S. 1688 which would essentially transfer the worldwide combined

~reporting system of a State such as California into a domestic

unitary system by prohibiting any State from including foreign
source income of a controlled group of corporations in its tax base
until such foreign income is included in the taxable income of the
group for Federal income tax purposes.

The council believes that the formula apportionment of income
of a controlled group of corporations to a State on the basis of the
traditional three-factor formula—property, payroll, and- sales—
works reasonably well when applied to the domestic income and
property, payroll, and sales factors, at least where the operations
and management of the group are functionally integrated.

However, the extension of this concept on a worldwide basis
gives rise to serious distortions in the apportionment formula be-
cause of the wide differences in economic factors such as wages and
prices and the uncertain impact of currency exchange rate fluctu-
ations, exchange controls, and the like.

The net result is that the use of the worldwide combined or
unitary apportionment system often results in an arbitrary and
disproportionately high amount of foreign source income being al-
located to and taxed by those few States which require this method
of reporting.

___Perhaps equally important, as pointed out by Senator Mathias,
the worldwide application of the unitary system on a nonuniform
State-by-State basis is and will add enormously to the administra-

~— tive burdens of taxpayer compliance with overlapping systems of

taxation of the same income.

Since the arm’s length separate accounting standard is the
method generally used by the Federal Government and by the
international community of nations in taxing foreign income, the
council believes-that it is reasonable to insist that the States use
the same method where their legitimate interests in revenue collec-
tions are adequately protected by the vigorous enforcement of the
arm’s-length standard by the U.S}.’ Internal Revenue Service.

I must say, Mr. Chairman, in recent years the IRS has become
more and more vigorous in that area.

I would now like to turn to the second part of S. 1688, which
deals with the taxation of foreign source dividends. If combined
worldwide reporting is bad for the reasons which others will tell
you about—Senator Mathias certainly talked in great detail about
it—much worse is the alternate State practice of including foreign
source dividends in the State taxing base with no allowance what-
soever for the foreign taxes paid with respect to such dividends and
without making any adjustment in the denominator of the appor-
tionment formula for the property, payroll, and sales of the foreign
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subsdisdiary which generated the income being distributed as divi-
ends. A

This practice can give rise to double taxation with a vengence. In
a not untypical case where 100 percent of the after tax income of a
foreign subsidiary is distributed as a dividend, it can result in a
State taxing the entire dividend, grossed up by the foreign tax, 100
percent of the pretax earnings, with no allowance for the property,
.. payroll, or sales of the foreign corporation.

nder the U.S. Internal Revenue Code, this results because of
the interplay of the gross income provisions and section 78 of the
code which deals with the tax gross up.

This result has to be wrong. It has to be wrong, because if the
taxpayer in the type of situation I am talking about used a com-
bined income reporting, there would generally be little, if any, U.S.
tax by the States, so that you have a situation where the dividend
income will be taxed at many times the amount that would be
incurred if the combined method itself were being used.

Mr. Chairman, I will conclude by saying that the Rochester Tax
Council believes that it is essential that the State taxation of
foreign source dividends be resolved in any legislation that address-
es the worldwide combined reporting problem. Legislation restrict-
ing State practices simply to the combined income level will not be
sufficient.

Thank you.

Senator Byrp. Thank you. You are from Rochester, are you?

Mr. GLASMANN. I am a Washington lawyer with the firm of
Ivins, Phillips & Barker. We serve as tax counsel to the Rochester
Tax Council.

Senator B¥rp. Thank you.

The next witness?

STATEMENT OF NEIL MUNRO, TAXATION DEPARTMENT,
CONFEDERATION OF BRITISH INDUSTRY

Mr. Munro. Mr. Chairman, members of the committee, my name
is Neil Munro.

I am the head of the taxation department in the Confederation of
British Industry. The CBI directly represents some 14,000 firms in
the United Kingdom and 100,000 more through affiliated organiza-
tions. Qur membership is drawn from all sectors of United King-
dom industry and commerce. ,

;The CBI firmly supports bill S. 1688. Our members have for a
long time been very concerned about the use of unitary taxation
with combined worldwide reporting for these main reasons.

First, it is fundamentally unfair and contrary to internationally
accepted taxation principles. It is not employed by any national
%overnment in the developed world, and it has been rejected by the

ECD, of which the United States is a leading member.

Instead, the CBI favors taxation on the arm’s-length basis b,
which a company is taxed in its place of residence as an independ-
ent enterprise dealing at arm’s length with its parent company and
other affiliates. '

With your permission, Mr. Chairman, I should like to submit
written testimony to the committee which sets out our views in
more detail. ,
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Senator Byrp. It will be received.
... Mr. Munro. Thank you.

I shall not take up the committee’s time by repeating what is
said in that submission, but I should like to emphasize one point.
Any tax system which stipulates that a company’s tax should be
based on the apportionment of the worldwide income of a multina-
tional group according to arbitrary and unrealistic formulas, and
without any regard to whether that company actually earned a
profit or a loss, cannot in our view be justified.

Sécond, unitary tax with combined worldwide reporting imposes
an intolerable administrative burden on companies in complying
with the demands for information from the State tax authorities.

There are two stages to this process. In the first place, companies
have to provide detailed information in order to determine whether
or not the business is unitary. From the experience of our mem-
bers, much of this information is of only marginal relevance to the
inquiry.

Next, having been adjudged unitary, the company has to file a
combined report. For a United Kingdom-owned group, this may
mean rewriting the accounts of every member of the group all over
the world so as to comply with the accounting requirements of the
State in question. Foreign currency amounts have to be converted
to dollars.

This information would not be required in this form for any
other purpose. Sometimes the information is simply not available.
Sometimes it cannot be released without infringing national legis-
lation, for example, the Official Secrets Act in the United King-
dom. Even when it is available, it is a colossal administrative
undertaking to assemble it.

Apologists for this form of taxation have attempted to argue that
these compliance problems, the existence of which they do not and
cannot deny, are no worse than those occurring in a section 482
investigation. This is an extraordinary assertion which we categori-
cally reject. Even if it were true, which it is not, it-ignores the
obvious fact that section 482 investigations only take place when
irregularities are suspected, whereas combined reports have.to be
filed every year.

r. Chairman, my written submission éxamines these and other
points in more detail, but I hope I have said enough to demonstrate
the reasons for the grave concern which CBI members feel about
this question. There is no doubt that our members regard the
existence of this form of tax as a serious disincentive to new
investment in those States of America which use it.

In addition to my written statement, I should like to ask for the
U.K. Government note on this question, which was sent on March
25, 1980 to the U.S. administration, to be written into the record.

Senator BYRrp. Yes, it will be received for the record.

Mr. Munro. Thank you, Mr. Chairman.

Senator Byrp. At this point, I will put in the communication I
received today from Mr. John Anson, Economics Minister of the
British Embassy, bringing out the viewpoint of his Government in
regard to this legislation.

[The material referred to follows:]



BriTisH EMBASssY,
Washington, D.C., June 23, 1980.

Hon. HaRrry F. Byrp, Jr.,
Russell Senate OfZ?ce Building,
U.S. Senate, Washington, D.C.

My DEar SENATOR ByYRD: In the context of the hearing of your Taxation Sub-
Committee tomorrow on S. 983 and S. 1688, may I bring to your attention the views
of my Government on the application of unitary taxation to the U.S. subsidiaries of
British companies, set out in a note (copy attached) communicated to the Adminis-

tration on March 25, 1980.
J. ANSON, Minister, Economics.

|Press release issued by the British Embassy Information Department]

U.K./U.S. DousLE TAxATiION CONVENTION

The ratification by the Exchange of Instruments of the UK/US Double Taxation
Convention took place in Washington on 25 March 1980.

The Convention enters into force on 25 April 1980.

Attached is a note of the details, together with an outline of the views which have
been communicated by Her Majesty's Government to the US Administration at the
time of ratification. -

The Double Taxation Convention between the UK and the US, which was signed
in London on 31 December 1975, and the three supglementary Protocols which were
signed in London on 26 August, 1976, 31 March 1977 and 15 March 1979 respectivel
were ratified by the Exchange of Instruments in Washington on 25 March 1980.
Igg‘gxe Convention, as amended by the Protocols, will enter into force on 25 April

The following views have been conveyed by Her Majesty's Government to the US
Administration.

It is a_matter of regret to Her Majesiy’s Government that difficulties over one
aspect of the Convention, although it is an important one, should have tended to
obscure the achievement of the two Governments in reaching a fair and balanced
agreement. !

Among double taxation treaties, that between the British and United States
Governments has a pre-eminent position. The economic and financial links between
the two nations are so strong and the areas covered so diverse that, apart from its
intrinsic importance to the United Kingdom and the United States of America, the
?o?dvention attracts wide interest internationally and is a source of authority in its

ield.

Her Majesty’s Government is therefore gravely concerned that as a result of the
amendment resulting from the United States Senate reservation on Article 9(4) the --
Convention does not comprehensively restrict the application of the unitary basis of
taxation. That Article in its original form would have prevented the United States
Government and the individual States of the United States of America from apply-
ing this basis to United Kingdom corporate groups which have subsidiary companies
in the United States. In its final form the Article applies only for the pur of
United States federal tax, where the unitary basis 18 not employed, and does not
cover individual States of the Union. This is not only a set-back for British corpo-
rate investment in the United States. It may also be interpreted as awarding some
apﬁroval for the unitary basis of taxation and could have wider repercussions.

. —.. Her Majesty’s Government is convinced that the unitary basis of taxation with
combined reporting, particularly as applied in the international field, is entirely
unsatisfactory. The Organisation for Economic Co-operation and Development has
explored, encouraged and developed the “arm’s-length” Erinciple for regulating the
taxation of multinational enterprises operating through subsidiary companies or -
branches. This principle requires that the subsidiary or branch should be taxed only
by reference to the profits which its own activities generate. Where these activities
involve transactions with related enterprises and these transactions are not on the
basis which-would be made between wholly independent enterprises, the profits are
to be adjusted for tax pur by reference to the independent enterprise test, i.e.,
the “arm’s-length” basis. This isintended to achieve a fair measure of the profit by
cancelling the effect of any artificial pricing between related enterprises. The
“arm’s-length” approach has been internationallg accepted and is a vital feature of
double taxation conventions throughout the world.

The unitary basis with combined reporting is a quite different approach. It makes -
no attempt to examine the profits made by the locally based subsidiary company. It
may look to the total profit of the world-wide operations of the grouel‘}t‘and claim a
proportion of that total by reference to arbitrarily defined criteria. The problems
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associated with this technique are many and have been well rehearsed. The tax
consequences are unpredictable and arbitrary. The widely varying commercial and -
economic climates in different countries produce inequitable results. Under this
system it can lead to a demand for tax by reference to group profits earned from
unconnected activities in other parts of the world where they are already taxed,
even although the local subsidiary is incurring substantial losses. On the unitary
basis there is likely to be unrelieved and unrelievable double taxation. In addition
the compliance costs are unacceptably high.

Apart from these inherent problems associated with the unitary tax basis, its
incompatibility with the internationally accepted “‘arm’s-length” basis would gener-
ate conflicts between the international investing and trading nations and disruption
of international business if the precedent implicit in the Convention were to be
followed by other countries. Unless common rules for determining the allecation of
profits between different taxing jurisdictions are followed internationally it will be
impossible to preserve the essential objective of providing a consistent and coherent
international tax framework for business and investment, for which the United
States and the United Kingdom have striven together with their fellow members of
the Organization for Economic Co-operation and Development. It is the view of Her
Majesty's Government that the unitary basis, which is not a practical international
alternative to the “arm’s-length” basis, could undo the important and patient inter-
national work that has been achieved in regulating international tax practices, and
that every effort is required to discourage the use of the extension of that basis. It is
to this end that the British and United States Governments have expressly prohibit-
ed its use for the Furpose of the respective national tax systems under Article 9(4);
and the issue will be an important aspect of the proposed annual review of the
Convention.

Her Majesty’s Government has recognised, in ratifying this Convention with the
approval of the United Kingdom Parliament, and in its acceptance of the United
States Senate reservation against Article 9(4) of the Convention, the difficult issues
raised within the United States in seeking to limit State taxing powers through the
double taxation conventions of the United States. It has also recognized the impor-
tance of the Convention in its many other aspects for the two Governments and for
the business and investment communities on each side. It must be emphasised
however that the acceptance of the Senate reservation in no way implies approval
of the unitary basis and it is the urgent request of Her Majesty’s Government for
the reasons given above that the Government of the United States should use its
best endeavours to eliminate the international application of the unitary basis of
taxation.

Mr. Munro. Thank you, Mr. Chairman.

Mr. Chairman, that concludes my testimony. I would like to
repeat ray gratitude for the opportunity to attend this hearing and
to testity.

Senator Byrp. We are glad to have you, Mr. Munro. I might say
that British industry and the House of Commons have excellent
representatives in Sir Graham Page and Mr. Michael Grylls, both
of whom have been to see me several times in regard to this
legislation. The Senator from Virginia is much impressed with
those two individuals.

The next witness?

STATEMENT OF MATTHEW J. KENNEDY, SENIOR VICE PRESI-
DENT, TAX EXECUTIVES INSTITUTE, ACCOMPANIED BY WIL-
LIAM L. LYNCH, MANAGING DIRECTOR {

Mr. KeENNEDY. Mr. Chairman, I am Matt Kennedy. I appear here
in my capacity as senior vice president of Tax Executives Institute.
I am delighted to have the opportunity to testify on a bill that will
alleviate a serious and unfair inequity in State tax treatment of
corporations.

As I have said, I represent Tax Executives Institute, otherwise
known as TEI, which is an organization whose membership consists
of approximately 3,500 corporate tax managers and administrators
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representing about 1,100 small and large United States and Cana-
dian corporations. -

TEI supports the adoption of S. 1688 and recommends that con-
sideration of S. 983 in these same hearings should not impede the
prompt adoption of S. 1688. TEI supports S. 1688 to stop the prac-
tice of certain States, most notably California, from a tax overreach
taxing foreign source income under the worldwide combination
method after it has already been subjected to taxation by the host
country, and also from taxing foreign source dividends a second
time.

We are particularly concerned that unless Congress acts-now,
other States will follow these practices to increasé their revenue,
however shortsighted such action might be. Indeed, such tax over-
reaching inevitably distorts business decisions and may ultimately
cost the offending State lost revenue rather than gain it increased
revenue.

The worldwide combination method is not precise in apportion-
ing income between the taxing State and the foreign jurisdiction.
As a result, the same income is often taxed twice, once by the
foreign jurisdiction and again by the taxing State. Double taxation
results also when foreign source dividends are taxed again by the
State, although the earnings from which they have been paid have
already been taxed by a foreign jurisdiction.

Double taxation means that a State of the United States is
taxing extraterritorially, and thereby interfering with the Federal
Government'’s constitutional obligation to speak with one voice in
international affairs. The worldwide ‘combination method and the
taxation of foreign source dividends have also spawned consider-
able litigation, and have increased unnecessarily the costs incurred
by corporations in meeting their State tax obligations.

In the light of all these adverse consequences, it is appropriate
that Congress act now. Both the Supreme Court and the Senate
itself, in deliberating over the United States-United Kingdom tax
treaty, called for corrective action to deal with this problem.

S. 1688 represents an appropriate solution. It incorporates the
Federal standard for taxing the foreign source income of foreign
corporations and certain domestic corporations which either own or
are owned by United States corporations. The Federal standard is
designed to avoid double taxation. Furthermore, the Federal stand-
ard is the one used by the Common Market nations and by the
United States in its tax treaties with those nations.

By imposing a uniform standard of taxation on the Federal Gov-
ernment and the States, the Senate will promote tax equity for
corporations, will eliminate needless litigation, will avoid antago-
nizing other foreign nations, and will discourage possible retali-
ation against the United States, and will also simplify the overall
--State tax system there by reducing compliance costs.

On the question of taxing foreign source dividends, S. 1688 pro-
vides a fair solution by excluding under a formula part or all of the
dividend, depending on the extent to which the earnings from
which the dividend was paid were taxed by the foreign jurisdiction.

For the reasons I have §tated, we recommend that the committee
approve S. 1688, and ask 'that S. 983 not impede the prompt adop-

PRps
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tion of S. 1688. I respectfully request that my wriiten transcript be
included in the final testimony.

Thank you very much.

Senator Byrp. Thank you, Mr. Kennedy. I

You mentioned in your tectimony that if this leglslatlon is not
enacted, you fear that other States, I believe was the way you
expressed it, might present a problem to foreign business. Now,
which States now present a problem to foreign business?

Mr. KENNEDY. Of course, California has been the leader, and
since California joined the multistate compact, it has induced a
number of those States in the compact to varying degrees to use
the California formula. I am not prepared to give you an enumera-
tion of the extent to which each of these States has picked up some
pieces of the California scheme, but there are perhaps half a dozen
States that use some or all of the California worldwide combination
scheme.

Senator BYRpD. I take it then that most States, of the 50 States,
most of the States do not present a problem in this area. Is that
correct?

Mr. KENNEDY. That is right.

Senator Byrp. How many States tax foreign source dividends?

Mr. KENNEDY. Only a few. I think perhaps the COST representa-
tive could give a better answer to that.

Mr. CHRISTIAN. If I might, Mr. Chairman.

Senator ByRp. Yes.

Mr. CurisTiAN. With respect to the ﬁrst question, the number of
States other than California which apply the worldwide combina-
tion method, the Committee On State Taxation’s research indicates
that in varying degrees Alaska, Colorado, Idaho, Montana, North
Dakota, and Oregon, in addition to Callforma, apply the worldwide
combmatlon method in some circumstances.

As to foreign source dividends, there are about 28 States which
in some degree tax foreign source dividends. Some States do not
tax foreign source dividends from direct investment, that is, a
wholly or substantially owned subsidiary, but do tax dividends
from portfolio investment. Others do not tax foreign source divi-
dends at all, and still others tax all foreign source dividends. The
number is about 28 States in one degree or the other.

Senator BYRb. Is Virginia among those 28 States?

Mr. CHRrisTIAN. I can tell you in just a moment, Mr. Chairman. I
should know that.

[Pause.]

Mr. CHrisTIAN. I don’t want to hold up the hearing. If you want
to go on, Mr. Chairman, I will look this up.

Senator Byrp. Yes.

Senator Baucus? -

Senator Baucus. Yes, I have one very general_question. I under-
stand that the California legislature has passed a bill which essen-
tially says that if a foreign corporation is an overseas operation by
50 percent or more, it is not subject to the combination unitary
approach.

I wonder whether the State senate has exempted some busi-
nesses from that bill. Does that bill go in the right direction?
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Would it sufficiently satisfy your concerns—if it did not have those
exemptions—to the degree that you are familiar with that bill?

Mr. KENNEDY. The bill goes in the right direction, but it will take
care of only those foreign earnings that are earned by corporations
which are controlled by foreign companies.

Senator Baucus. That is not enough?

Mr. KENNEDY. No, it certainly is not.

Senator Baucus. Well, what should States do, apart from seme
Federal action?

Mr. KEnNNEDY. They should follow the rules of S. 1688.

Senator BAucus. You don’t think that States will sufficiently act
on their own initiative when their excessive tax reach discourages
gpgragions in the State? Will they back off, like California now is

oing?

Mr. KeEnNNEDY. Well, it is like a football team having each
member police himself as to what he should do. You really need a
refl‘eree to make sure that everybody is going to follow the same
rules.

Senator BAaucus. I have no further questions.

Senator Byrp. Thank you, Senator Baucus.

Of course, a foreign corporation, or any-corporation has the right
to choose which State it desires to operate in, does it not?

Mr. NoLaN. Well, that is true, Mr. Chairman, except that there
are many British companies that have been located in California,
for example, for a long number of years. This development where-
by California extended its unitary apportionment system to foreign
controlled corporate groups, United Kingdom corporate groups,
began in the early seventies, as I recall, and it came through a

rocess of evolution. Over the years, during the seventies, it has
ome progressively more of a burden on the United Kingdom
companies that are already located in that State.

Prior to that time, the unitary apportionment system went
through a long process of evolution where originally it was applied
to allocate income between the States, that is, wholly within the
United States, income between the States, first by single compa-
nies, and then, as Secretary Lubick indicated, it was extended to
controlled corporate groups, but again, allocating domestic income.
Then it was extended to some extent to foreign income of U.S.
groups, and then it was extended to foreign controlled corporate
groups. - /

As I have said, it has been a process of evolution, and it has
caught United Kingdom companies with substantial investments in
California. With their investments already located there, it has
c%_ught them and subjected them to unreasonable burdens of tax-
ation.

Senator ByrRn. When did the unreasonable burden of taxation
first start in California?

Mr. Noran. Well, for United Kingdom corporate groups, it came
when it became clear that California was going to extend its appor--
tionment system to worldwide income of foreign-owned corporate
groups that were located, that is, owned and controlled outside of
the United States, and it became clear that California sought to
allocate, as I say, part of the worldwide income of these United
Kingdom cofporate groups to that State.
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That started some time in the early seventies. o

Senator Byrp. Until the early seventies, this was not, then, a
problem?

Mr. NoraN. That is correct.

Senator ByYrRp. There was, from your point of view, no need for
this legislation prior to the early seventies?

Mr. NorLaN. Well, there were indications, of course, as far back
as the sixties when the Willis subcommittee was working on this
&'oblem that the States were moving in that direction, and the

illis subcommittee, as Senator Mathias indicated, devoted itself
to this problem, but I don’t think it really became a serious prob-
lem in California, where the burden is the greatest, until, as I say,
the early seventies.

Senator Byrp. Is it a significant problem outside of California? I
realize six other States or five other States are involved, but is it
significant outside of California?

Mr. NoLAN. Well, it is a significant problem in principle, but the
amount of investment by foreign corporations in the other States
which use this method is not nearly as significant as it is in
California. For example, Oregon and Alaska, there is some invest-
ment by foreign companies in those States, but it in no way ap-
1[;roa\ches the magnitude of that investment in California, which

as sort of become the focal point for this dispute.

Mr. GLasMANN. Mr. Chairman, also, within the last month or
two, we have had two Supreme Court decisions which upheld the
constitutionality, if you will, of the worldwide unitary system, and
also the taxation of foreign source dividends, with the Supreme
Court in effect saying that this is a matter for Congress, it is not a
constitutional question.

So, we now have the likelihood that the States will move into
this area that have not been there before.

Senator Byrp. Yes, I remember in reading that Court decision,
this legislation passed through my mind. I think that could have
an effect.

Mr. GLasmMANN. Well it is very interesting. In the case involving
Mobil Oil and the Tax Commissioner of Vermont, there the State
taxed the foreign source dividends without any allowance for the
payr?ll, property, and sales that gave rise to the corporate earnings
that ‘were distributed, and the dissenting opinion noted that that
increased the tax burden on Mobil in Vermont tenfold. It could be
a very serious problem.

Mr. NoraN. In several of these cases, the Supreme Court has
pointed its finger right at the Congress and said that while this is
not a constitutional problem, it is a problem of regulation of for-
eign cominerce of the United States which is the province of the
Federal Government under the Constitution. It is, therefore, up to
the Congress to decide what limitations should be imposed’ upon
the States’ taxation of foreign source income.

Sienator Byrp. Thank you very much.

[The prepared statements of the preceding panel follow:]
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STATEMENT OF JOHN S. NOLAN
BEPORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE COMMITTEE ON FINANCE, UNITED STATES SENATE,
JUNE 24, 1980, ON S. 1688 )

ON BEHALF OF

THE BRITISH NATIONAL COMMITTEE OF THE
INTERNATIONAL CHAMBER OF COMMERCE

This material is presented by Miller & Chevalier,
1700 Pennsylvania Avenue, N.W., Washington, D. C. 20006, which
is registered under the Foreign Agents Registration Act of 1938,
as amended, as an agent of The British National Committee of
the International Chamber of Commerce, 6-~14 Dean FParrar Street,
London, SWiH ODT, England. ‘+this material is filed with the
Department of Justice where the required registration state-
ment is available for public inspection. Registration does not
indicate approval of the contents of this material by the United

States Government.
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SUMMARY OF PRINCIPAL POINTS

1. The basic objective of S. 1688 is necessary to
preserve and strengthen international trade and investment
between the United States and its major foreign coqntry trad-
ing partners, particularly the United Kingdom. The unitary
apportionment system of determining the taxable income of a
corporation doing business in a State, which is utilized by
a few States, particularly California, Oregon and Alaska,
gseriously threatens the entire foreign commerce of the United
States.

4 2. The unitary apportionment system is contrary to
well established international standards of taxation and
imposes unreasonable tax and administrative burdens on toieiqn
owned and controlled groups_doing business throughout the
world, including business in the United States through a U.S.
subsidiary. Thus, action by Congress to impose reasonable
limits on the power of the States to tax foreign commerce is
vitally necessary.

3. The result of the unitary apportionnent‘system
is, in most cases, to grossly over-allocate income to States
like California, imposing unreasonable tax burdens on U.K.

-or other foreign corporate groups. Of egual importance, the
California unitary system requires conversion of the world~
wide opérations of U.K. or other foreign corporate groups to

dollars, and in accordance with California accounting and tax
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standards, 1nc19§1nq the provision of extensive financial

- information of U.K. or other foreign companies doing no busi-
ness in and having no relationship to California or, indeed,
no relationship to the United States at all. U.K. and other
worldwide foreign corporate groups do not keep their books or
accounts in dollars, nor by U.S. accounting standards. The
administrative burdens imposed by this requirement on U.K. and
other foreign companies are intolerable.

4. Article 9(4) of the new U.S.~U.K, tax treaty
provided that the income apportioned by a State could not
include the income of the U.KX. parent or other U.K. or third

" ‘country corporation within the U.K. corporate gréup if the
U.K. parent or such other corporation was not doing business
in the State. The Senate ratified the treaty with a reserva-
tion on Article 9(4). Congressman Ullman supported the
reservation on the ground that such limlggtions on the power
of States to tax should be by legislation and not by treaty.
In reserving on Article 9(4), the Senate Foreign Relations
Committee urged that Congress give full consideration to
legislation dealing with this issue. 7The U.K. Government made
it clear that its raglf!catlon of the treaty in no way implied
approval of the unitary system, and it urgently requested that
the U.S5. Government endeavor to elimirate i.he 1nternationa}
application of the unitary method of apportionment. The U.K.
Government also made it clear that this issue would be an
important aspect of their annual review of the effectiveness

of the treaty.
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5. The failure to implement the basic objective of-
8. 1688 may subject U.8. companies operating abroad to retali-
ation by other countries, in imposing greater tax burdens on
U.8. companies. That burden would, to a large extent, fall on
the United States itself, as increased foreign taxes may result
in decreased U.S. taxes by operation of the foreign tax credit.

6. 8. 1688 imposes a reagonable limit on the poter
of States to tax foreign source income arising in the foreign .
commerce of the United States. The States would simply be
limited to taxing such income only to the extent the Federal

Government does so.
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~ STATEMENT OF JOHN S. NOLAN
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE COMMITTEE ON PINANCE, UNITED STATES SENATE,
JUNE 24, 1980, ON 8. 1688
This statement is submitted on behalf of Thi British
National Committee of the International Chamber of Commerce.
The British National Committee represents a broad cross-section
of leading induastrial and commercial companies in the Unigpd

Kingdom. - _

I. Basic Position of British Industry

The British National Committee strongly supports
S. 1688, which is before this Subcommittee for consideration,
and its companion bill, H.R. 5076, which is before the House
Ways and Means Committee. S. 1688 was introduced on August 3,
1979, by Senator Mathias of M{fyland (for himself and Senators
Huddleston and Wallop), and H.R. 5076 was introduced on August
2, 1979, by Congressman Conable of New York. Congressional
action in the direction of S. 1688 and H.R. 5076 is particularly
necessary to protect the foreign commerce of the United étates
from a burden of unreasonable taxation by only a few Stgtes
of the United States. The effect of the Lnitary apportionment
method of taxation used by these few States on corporate enter-

prises owned and controlled in the United Kingdom is to tax part

of the income of U. K. corporations and their third country sub-

sidiaries even though they do no business in the United States
at all. Unreasonable and in some case impossible administrative

burdens are imposed on these United Kingdom companies and their
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third country subsidiaries. 1In the long run, this can only do
serious harm to international trade between the United States
and the United Kingdom.

The strongest case for S. 1688, and against the un-
limited application by the States of a unitary apportionment
system to worldwide income, is with respect to foreign-owned
and controlled corporate groups, such as U. K. companies en-
gaged in Qo;ldwide business, including business in the U. S.
through a U. S. subsidiary. This case was made in the Hearings
on the new United States - United Kingdom tax treaty in July,
1977, before the Senate Foreign Relations Committee. It was
made on behalf of The British National Committee*, as well as
by particular British companies and many others. The funda-
mental objections to the unitary system were fully developed
at that time, and the arguments of California were completely
answered. Those materials should be reviewed in considering
S. 1688. - ‘

The total U.S. direct investment in the United
Kingdom at the end of 1978 was $20.3 billion, the largest

U. S. direct investment in any country of the world except

*/ Tax Treaties with the United Kingdom, the Republic of
Korea, and the Republic of the Philippines, Hearings
Before the Committee on Foreign Relations, United States
Senate, 95th Cong., 1lst Sess. 184-206 (1977).
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Canada. It represented more than 12% -of total foreign 3di-
rect investment by the U. S. United Kingdom direct invest-
ment in the U, S. was $7.4 billion, representing about 18%
of total foreign investment in the U. 8., outranking even
Canada. The unitary apportionment system of taxation used
by a few States is fundamentally destructive of foreign in=- -—
vestment in the U, 8., and Sécause of this result, it is
destructive of broader international trade relationships of
the United States with other countries. It intrudes directly -
upon the special responsibility of the Federal Government {n
the United States to protect QE? foreign commerce of the
United States from unreasonable burdens of taxation.

S. 1688 is a meaningful response to this problem
and would operate in a way that woéld not unduly restrict
the States in taxing income of companies doing business with-
in those States. The States simply would be required to limit
the extent to which they take foreign source income into ac-
count to the extent that the Federal Government itself does
so.

II. The Effect of S. 1688

S. 1688 would amend the Internal Revenue Code of
1954 by the addition of new section 7518 (relating to in-
come of corporations attributable to foreign corporations).
Section 7518 would provide that a State may not take into
account for income tax purposes, or include in income sub-

ject to tax, the income of any foreign corporation in any
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year prior to the year in which such income is included
under the Internal Revenue Code. Thus, the foreign source
income of a foreign subsidiary of a U. S. parent corporation
would be taxed only if and to the extent paid to the United
States as a dividend (or deemed paid by application of Sub-
part F of the Internal Revenue Code, relating to controlled
foreign corporations). 1In the case of a foreign parent cor=-
poration of a U, S§. subsidiary, the foreign source income of
the foreign parent (and any of its foreign affiliates) would
nevar be taxed, because under the Internal Revenue Code that
income is not taxed by the Federal Government.

In the case of divféends received by a U. S. parent
corporation from a foreign subsidiary, the bills would also
permit a State to tax no greater portion of that dividend than
the Federal Government effectively taxes. The rationale for
this exclusion of a portion of a foreign source dividend is
the same as the rationale for the foreign tax credit -- the
avoidance of double tax. However, the result is not to re-
quire the States to allow a credit for foreign taxes, which
would tend to wipe out all State tax on foreign source
dividends because the national tax rates in most foreign
countries exceed the rates of tax imposed by the States.
Instead, the result of the exclusion is to permit the States
to tax, at whatever rate they apply to other income, the
same portion of a foreign source dividend which the federal
Government effectively £;xes after taking into account the

foreign tax credit, but no greater amount.
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The purpose of this provision of the bill as to
dividends, according to Senator Mathias when he 1ntroduceé
8. 1688 (Cong. Rec. daily ed., S11675), is to bring the taxa-
tion by States in accord with the Federal Government treatment,
as récommended by the Task Force of the House Ways and Means
Committee under the Chairmanship of Congressman Rostenkowski.*
In effect, the bill provides that in taxing dividends from
foreign corporations, the fact that they have paid income
taxes overseas will be taken into account. Consistent with
Federal tax policy, this will generally prevent double taxa-
tion of foreign source income, a result that now must be
accomplished, if at all, by Federal legislation in view of

the Supreme Court's recent decision in Mobil 0il Corp. v.

Commissioner of Taxes, u.S. {No, 78-1201, March 19,

1980). The Supreme Court in that case permitted Vermont to -
apportion Mobil's dividend income from both foreign corpo-
rations and domestic corporations even though all or substan-
tially all of the income was earned abroad, and even where
Mobil held only a small minority stock ownership in such cor-
porations. The dissenting opinion observes that the Vermont

approach has been used ~-

*/ Recommendations of the Task Force on Foreign Source Income,
Committee Print of the Committee on Ways and Means, U. 5.
?ggg? of Representatives, 95th Cong., lat Sess. 30 (March 8,
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‘artificially to multiply its (Vermont's)
share of Mobil's 1970 taxable income perhaps
as much as ten-fold.

(Slip opinion, Dissent pp. 12-13).

The Supreme Court majority opinion relies in substantial part

on the failure of Congress to act in this area --

- Absent some explicit directive from
Congress, we cannot infer that treat-
ment of foreign income at the federal
level mandates identical treatment by
the States, * * * Congress in the
future may see fit to enact legisla-
tion requiring a uniform method for
state taxation of foreign dividends.
To date, however, it has not done so.
(Slip Opinion, pp. 22-23).

The Supreme Court recognized that the apportionment of foreign
source dividends could result in taxation of the same income
by the foreign countries in which it is earned and by the
States, but the Court considered, as indicated above, that
this is ; problem to be resolved by Congress, not the Court.
Enactment of S. 1688 has become particularly vital in light
of this decision. 7 —en

III. Congressional Action Necessary To
Protect Foreign Commerce of U. S. .t

A. Proximate Background of S. 1688:
U. S, - U. K. Tax Treaty

The concept proposed by these bills has been in
evolution for many years, as hereinafter described. The
proximate occasion for this hearing, however, is the
adoption of the new income tax convention between the

United States and the United Kingdom, finally executed on
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March 25, 1980. On June 27, 1978, the Senate gave its advice
and consent to ratification of the treaty and two protocols,
subject to Senator Church's reservation, which was later incor-
porated in the Third Protocol of March 15, 1979 (Executive Q,
96th Cong., lst Sess.). On July 9, 1979, the Senate unani-
mously gave its advice and consent to ratification of the
Third Protocol. On Pebruary 18, 1980, the British House of
Commons approved the proposed treaty, as revised by the three
protocols,

The Third Protocol affects Article 9(4) of the pro-
posed treaty as originally signed on December 31, 1975, Arti-
cle 9(4) restricts the use of the worldwide/unitary method of
apportioning income. The Third Protocol makes Article 9(4)
inapplicable to States and local governments, though continu-
ing its application to the Federal Government and to the -
Government of the United Kingdom. Under the Third Protocol,
States and local governments of either country are free to
use the unitary method--of apportioning worldwide income of re-
lated corporations in determining the taxable income of an
enterprise doing business within. the State or local govern-
ment, but, strangely enough, the national governments, which
currently do not use such a method anyway, are prohibited
from using the method. Thus, for example, any and every State
or local authority of the United States will be permitted
to use a method denied to the Federal Government, thereby
presenting the potentiality of utter chaos in the tax rela-

tions of the United States with any foreign country.
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Article 9(4) of the treaty as originally negotiated
by the two Governments would have limited the methods by
which the United States, the United Kingdoum, and their po-
litical subdivisions could tax enterprises of the other
country (or enterprises which are directly or indirectly con-
_trolled by enterprises of the other country). The proposed
treaty would have provided that in aéterminlng the tax lia-
bility of such an enterprise doing business within their re-
spective jurisdictions, the United States, the United King-
dom, and their political subdivisions cogld not take into
account the income, deductions, receipts, or outgoings of
a related enterprise of the other country, or of any third
country. This provision was intended to apply to those States
of the United States (principally California, Oregon, and
Alaska) which, in determining the amount of income of a busi-
ness operating within the State which is to be apportioned
to that State for income tax purposes, require combined re-
porting of all related business operations (including business
operations of related foreign corporations whether or not
doing busines3 within the State).

The national governments of the United Kin&dom and
the United States do not apportion income between jurisdictions
under this method. Rather; income between related enterprises
is determined on a separate accounting basis, requiring the
application of arm's-length principles. 1In the case of the
United States, the arm's-length principles are prescribed by

section 482 of the Internal Revenue Code.
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Essentially, the unitary apportionment system is
simply an arbitrary method\gf assigning a portion of world-
wide income of a group of related companies to the State on
a formula basis. 1In the present international context, it
is used instead of determining the income actually earned
within the State, or instead of determining the total United
States income of the corporate group which may then be appro-
priately apportioned among the States. Under the worldwide
apportionment system, total worldwide income of all related
companies as a group is allocated or apportioned even though
nany of the companies do no business whatsoever in the United
States. The apportionment is made by a formula, such as one
based on the percentage of sales, property, and payroll in
the State to total sales, property, and payroll of the entire
worldwide corporate group. .

The unitary apportionment system is contrary to well-
established international standards of taxation, which require
that income from companies doing no business in a country be
left out of any determination of income to be taxed by that
country, including any such determination by an apportionment
method. These international tax standards require, however,
that all transactions between such companies and any company
or companies in the group doing business in the country
meet the arm's length standard, so that income cannot be
diverted away from the country by intercompany transactions.
The separate accounting, arm's-length section 482 type system

requited of the United States and United Kingdom in the treaty,
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and used by them in their own tax systems, is used by virtually
every other government in the world. The Organization for Eco-
nomic Cooperation and Development (OECD) and other international
trade organizations, after repeated and intensive studies, have
consistently conciuded thaﬁ‘oﬁly the separate accounting, arm's~
length system is fair and reasonable in taxing international
business. They conclude that the unitary apportionment system
applied to worldwide income results in unreasonable tax burdens,
multiple taxation of the same income, and heavy and unnecessary
administrative costs.

S. 1688 addresses the problem of the effort by a
few States of the United States to extend their unitary appor-
tionment systems to worldwide income. This effort extends to
including non-U. S. income of foreign parent companies and
non-U. S. income of third country subsidiaries of such foreiagn
corporate groups doing no business in the U. S., simply because
such foreign corporate groups have a U, S. subsidiary doing
business in those States. As applied to U, K. corporate groups,
this has had particularly unfair and burdensome effects. The
history of the U. S.-U. K. treaty developments demonstrates the
clear and present need for intensive Congressional consideration

of S, 1688,

B. Treaty Developments =-- Congressional Commitment

From its inception in 1975, Article 9(4) of the pro-

posed treaty was objected to by the tax officials of a number
of states, particularly California. Article 9(4) was largely

a reaction to California's efforts in the early 1970's to

- 10 -
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extend its unitary business concept (on a retroactive basis

to all prior open years) to include the foreign parent of

a U. 8. subsidiary of a foreign-controlled corporate group —
and all members of such a foreign corporate group throughout
the world. Previously; the unitary business concept had been
applied only to include U. s.';orporations in the group.

In the Hearings before the Senate Foreign Relations
Committee on the treaty in July, 1977, Congressman Ullman,
Chairman of the House Ways and Means Committee, submitted a

letter which included the following:

It is my belief that if the Federal

Government is to place any limitations on
the use of combined reporting by State or
local taxing authorities, the limitations
should be imposed through the regular man-
ner by legislation and not through bilateral
tax treaties. The legislative process would
give both Houses of Congress the opportunity
to hear and consider fully all sides of the
issues involved. Moreover, the issues could
be considered on theix own merits, rather

" than determined as a quid pro gquo for conces-
sions made by a foreign government, which con-
cessions do not benefit the States and local-
ities whose taxing jurisdictions are being
limited by this negotiated package.  Finally,
the legislative process would permit uniform
rules to be applied to all taxpayers, U. S.
and foreign.

Oon March 8 of this year, a task force
of the Ways and Means Committee* issued a
report recommending the adoption of legis-
lation in this area. This legislation
would, in most instances, preclude the
States from taking into account through
combined reporting the operations of foreign

*/ Recommendations of the Task Force on Foreign Source
income, supra.




106

affiliates of multinationals, U. §. or
foreign. This recommendation, together
with any recommendation on the subject
which may be made by the Administration,
will be considered by the ¥ays and Means
Committee later this year when it receives
the Administration's tax reform proposals.

For these reasons, I urge the Senate
Foreign Relations Committee to recommend
to the ‘Senate that its advice and consent
to the ratification of the proposed treaty

' be reserved with respect to the limitations

Committee

placed on the taxing powers of States and
localities by Article 9(4).

The statement submitted by the Staff of the Joint
on Taxation provided:

Given the problems which exist with
the States' methods of apportionment under
combined reporting and with the Federal
Government's allocation rules, there is
considerable disagreement as to which method
is preferable in various situations. But
the existence of widely differing methods
among the States and between the States
and the Federal Government in itself creates
substantial burdens for taxpayers. 1In
such a situation it may be appropriate
for the Federal Government to decide that
establishing a single system of incoma
allocation (or at least minimizing the
variation of methods permitted) for both
the Federal and State governments is appro-
priate.

However, any Federal action involves
balancing the goal of minimizing any inter-
ference with the States' traditional auth-
ority over their own revenue collection
with the desire to alleviate reporting
burdens on taxpayers. Also, the action
should not produce significant competitive
disadvantages between companies doing bus-
iness within any State or between States
seeking to attract new business. finally,
any resolution must deal with a number of
technical issues which arise in determining
what apportionment techniques may be appro-
priate in a wide variety of business

- 12 -
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circumstances.: In such a situation it
can be argued that the appropriate avenue
for Pederal action is through legislation
rather than through bilateral treaties.

» " * L oa * —

Thus, the treaty, drafted in the usual
manner, does not contain the type of detailed
technical rules which can refine a policy
to meet the variety of situations faced by
corporations and the States in which they
operate and can balance the interests of
the States with the burdens created on
taxpayers. Finally, the provision proposed
here, like any treaty provision, has not -
been subjected to the process of public
hearings, comment and debate which can
assist in the formulation of precise and
balanced rules to deal with a complex
problem.

These points tend to argue for a

legislative approach to any action which

= the Federal Government may deem appropriate.
The accomplishment of such legislation is
a realistic possibility. Earlier this year
a Task Porce of the Ways and Means Committee
recommended to the full Committee that sub-
stantial limits be placed on the States'
authority to require combined reporting
with related foreign corporations. The
full Committee will include the Task
Force's recommendations in its agenda when
it considers tax reform legislation later
in this Congress.

The Committee may thus desire to

recommend to the Senate that the treaty be

ratified with a reservation on this issue.

The Hearings on the Third Protocol were held before
the Committee on Foreign Relations on June 6, 1979, Senator
Charles Mathias personally appeared at these Hearings along

—with the Honorable Michael Grylls, a Member of the Parliament

of Great Britain. The Senator presented for the record a

- 13 -
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copy of his proposed Interstate Taxat%on Act of 1979 (s. 983,
96th Cong.), section 303 of which he stated would accomplish

for all nations what the negotiators attempted to achieve

stated -- -

I have heard from a number of people in
-the United XKingdom that Parliament will
ratify the United States-United Kingdom
treaty only {f there is a perception in
Westminster that we are, in fact, serious
about making progress on the interstate
taxation bill or some version of it.
{(Hearings, page 16).

The report of June 15, 1979, of the Senate Foreign Relations

Committee on the Third Protocol provided (S. Ex. Rep. No.

96-5, 6):

“The Committee urges the tax-writing
Committees of the Congress =-=- the Finance
and the ways and Means Committees -- to
hold hearings in the very near future
on S. 983 in order to permit all sides of
the issue to have their views known for

- the record. 1In addition, such legisla-
tion will give the Congress, which has
the responsibility to resolve on the
federal level inconsistent state taxation
policies, the opportunity to take a

_position on the merits of the issue.

The Committee also notes both Senator
Mathias' statement before the Committ :e
in support of the Treaty and the Third
Protocol and his view that the British
“Parliament will ratify the U. S.-U. K.
Treaty only if they perceive that we are
serious about. making progress on the
Interstate Taxation bill . . ." The Conm-
mittee wishes to make clear that it consi-
ders expeditious treatment of the Treaty
by both -the U. S. Senate and the U. K.
Parliament to be critical in order to
permit the benefits of the Treaty to flow
to both sides. A

- 14 -
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Clearly the Congress has incurred an obligation by these devei-
opments to proceed with intensive consideration of S. 1688-and'
the problem of the application by a few States of the unitary
apportionment system to worldwide income of United Kingdom

corporate groups.

C. United Kingdom Position: Congressional Action Vital

After the Third Protocol had been approved by the
Senate, Mr. Peter Rees, the Minister of State, Treasury,
United Kingdom, accompanied by Sir wWilliam Pile, Chairman of
the Board of Inland Revenue, visited the United States to im-
press upon American officials the extreme concern of the U.K.
Government and of British companies as to the operation of the
unitary system of taxation used by certain States (Taxes gﬁggg-
national, Oct. 1979, page 5). Mr. Rees had discussions ﬁith:
(1) the Secretary of the Treasury, (2) Senator Russell lLong
of the Finance Committee, {3) Chairman Ullman, (4) the sponsors
of H. R, 5076 and S. 1688, (5) the leaders of some of the prin-
cipal U, S. corporations, (6) Governor Brown of California,
(7) Assemblyman Mori of California, co-sponsor of AB 525 (the
Water's Edge Bill of California), (8) other members of the
California Legislature and Administration, (9) the chief

officers of the California Pranchise Tax Board, (10) leaders -

of both British and U. S. companies operating in California,
{11) the Committee on Unitary Taxation, (12) the Multistate

Tax Commission, and (13) the Committee on State Taxation.

- 15 -
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Upon the occasion of the final execution of the
treaty on Harch 25, 1980, Ambassador Sir Niqpolas Henderson,
representing the United Kingdom,'delivered a note to the United
States Gov;rngent. It succinctly sets forth the objections
of the United Kingdom to use by some of the States of unitary =~ _
apportionment applied to worldwide income. After emphasizing
the importance of the treaty to inéernational trade between

the U. S. and the U. K., the note states:

3. Her Majesty's Government is therefore gravely
concerned that as a result of the amendment result-
ing from the United States Senate reservation on
Article 9(4) the Convention does not comprehensively
restrict the application of the unitary basis of
taxation. That Article in its original form would
have prevented the United States Government and the
individual States of the United States of America
from applying this basis to United Kingdom corpo-
rate groups which have subsidiary companies in the
United states. In its final form the Article ap-
plies only for the purposes of United States feder-
al tax, where the unitary basis is not employed,

and does not cover individual States of the Union.
This is not only a set-back for British corporate —
investment in the United States. It may also be
interpreted as awarding some approval for the
unitary basis of taxation and could have wider
repercussions.

4. Her Majesty's Government is convinced that the
unitary basis of taxation with combined reporting,
particularly as applied in the international field, -
is entirely unsatisfactory. The Organisation for
Economic Co-operation and Development has explored,
encouraged and developed the “"arm's-length” princi-
ple for regulating the taxation of multinational
entexprises operating through subsidiary companies
or branches. This principle requires that the sub-~
sidiary or branch should be taxed only by reference
to the profits which its own activities generate.
Where these activities involve transactions with
related enterprises and these transactions are not
on the basis which would be made between wholly inde-
pendent enterprises, the profits are to be adjusted
for tax purposes by reference to the independent

- 16 -
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enterprise test le the "arm’'s-length" basis. This
is intended to achieve a fair measure of the pro-
£it by cancelling the effect of any artificial
pricing between related enterprises. The "arm's-
length®” approach has been internationally accepted
and is a vital feature of double taxation conven-
tions throughout the world.

5. The unitary basis with combined reporting is

a quite different approach. It makes no attempt

to examine the profits made by the locally based
subsidiary company. It may look to the total pro-
fit of the world-wide operations of the group and
claim a proportion of that total by reference to
arbitrarily defined criteria. The problems asso-
ciated with this technique are many and have been
well rehearsed. The tax conseguences are unpre-
dictable and arbitrary. The widely varying com-
mercial and economic climates in different countries
produce inequitable results. Under this system it
can lead to a demand for tax by reference to group
profits earned from unconnected activities in

other parts of the world where they are already
taxed, even although the local subsidiary is incur-
ring substantial losses. On the unitary basis
there is likely to be unrelieved and unrelievable
double taxation. 1In addition the compliance costs’
are unacceptably high. "

6. Apart from these inherent problems associated
with the unitary tax basis, its incompatibility
with the internationally accepted "arm's-length”
basis would generate conflicts between the inter-
national investing and trading nations and disrup-
tion of international business if the precedent
implicit in the Convention were to be followed by
other countries. Unless common rules for deter-
mining the allocation of profits between different
taxing jurisdictions are followed internationally
it will be impossible to preserve the essential
objective of providing a consistent and coherent
international tax framework for business and invest~
ment, for which the United States and the United
RKingdom have striven together with their fellow
members of the Organisation for Economic Co-
operation and Development. It is the view of Her
Majesty's Government that the unitary basis, which
is not a practical international alternative to .
the "arm's-length" basis, could undd-the important

and patient international work that.has been achieved

in regulating international tax practices, and that
every effort is required to discourage the use of
the extension of that basis, It is to this end

- 17 -
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that the British and United States Governments have
expresasly prohibited its use for the purpose of the
respective national tax systems under Article 9(4);
and the issue will be an important aspect of the
proposed annual review of the Convention.

7. Her Majesty's Government has recognized, in
ratifying this Convention with the approval of the
United Xingdom Parliament, and in its acceptance
of the United States Senate reservation against
Article 9(4) of the Convention, the difficult is-
sues raised within the United States in seeking

to limit State taxing powers through the double
taxation conventions of the United States. It has
also recognized the importance of the Convention
in its many other aspects for the two Governments
and for the business and investment communities on
cach side. It must be emphasized however that the
acceptance of the Senate reservation in no way im-
plies approval of the unitary basis and it is the
urgent reguest of Her Majesty's Government for the
reasons given in-this Note that the Government of
the United States should use its best endeavours
to eliminate the international application of the
unitary basis of taxation.

In view of the importance of international flows of direct in-
vestment and international trade between the United States and

the United Xingdom, Congressional action in the direction of

S. 1688 is vital.

Prior Congressional Action As to Unitary Apportionment

Over the past thirty-five years, California and a

growing contingent of States employing the unitary business

concept to determine their income tax have generally viewed

an affiliated group of corporations connected by more than

50% stock ownership as being the same for purposes of apply-
ing the unitary concept as a single corporate taxpayer with
no affiliates. The State courts have been moderately concerned

with the jurisdictional problems involved in including within

- 18 -
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the measure of the 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®, not a consolidated return. Intercompany transac-
tions are eliminated, however, as in a consolidated return,
so the rationalization is really defective.
| 'The combined report is said to be merely a means of
ascertaining the portion of the unitary income arising fronm
sources within the State, which, it is said, does not disre-
gard the separate corporate entities. Thusg, the total gross
income of the combined group is purportedly 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 aﬂa not of the other corporations whose inéome is in-
cluded only to measure the taxpayer's income apportionable to
the State. The tax is thus allegedly imposed only upon the
taxpayer's income and not upon the income of the other members
of the group. This, of course, is an elevation of form over
substance; in reality, the tax is imposed on an allocated
portion of income of all members of the group.

California and other States hagé continually broad-
ened the concept of "unitary business” in the last thirty
years, with the result that affiliated corporations all over
the United States and the world have become increasingly sub- -
Jected to the indirect long-arm bookkeeping requirements and
tax gathering mechanism predicated on the unitary business
concept,

-19 -
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The late Dr. Laurence N. Woodworth, then Assistant
Secretary of the Treasury, thoroughly analyzed the California
system in the Hearings on the U. S.-U. K. Treaty, as follows:

California tax authorities appear to construe
the definition of a unitar Busgness very broadly, -
SO that related entitles which appear to be in-
dependently enqaged in very different kinds of
activities are aggregated into a unlitary business
and must be IncIuaaa in a combined report to the

tax_authorities.

The combined report is, in effect, a consoli- -~
dated return of the controlled group's worldwide
incore, although separate returns may be made
for each member of the group. California appor-
tions income to the state on the basis of the pro-
portions which the California assets, sales and
payroll bear to the worldwide assets, sales, and
payroll of all the related companies.* —

In describing its effect in the international context, Dr.

Woodworth stated:

I would note that the arm’'s-length standard is
the internationally accepted norm for apportion-
ing income between related taxpayers. It is con-
fusing to other countries and disconcerting to
international relations when our states use a
different standard. Furthermore, the use of a
different method by one jurisdiction will often -
lead to double taxation. We recognize that the
purpose of the unitary system is not to tax the
income of the foreign corporation included in the
group, but the effect, nevertheless, is often
extra-territorial taxation.*

Dr. Woodworth responded to the California arguments that they

would lose revenue with the unanswerable point that -~

* Hearings, supra p. 2, at 32-33 (emphasis added).

- 20 -
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If, in fact, there is a substantial revenue loss
when an arm's-length pricing standard replaces
unitary apportionment, this may be an indication
that unitary apportionment, does, in fact, result
in unjustifiable extraterritorial taxation.
It i3 against this background that prior Congressional
action on State use of the worldwide unitary apportionment

system should be considered.

A. Burdens on Interstate Commerce

In the early 1930'3_Spngress showed some concern
over the States' increasing threat to interstate commerce
when bills were introduced in both the House and the Senate
to eliminate the difficulties in allocating taxes of multi-
state business. None were adopted. Thereafter, Congress
shied away from considering Federal standards for State taxa-
ﬁion, even though various groups within Congress strongly
believed that the issue should be considered and resolved
at the national level. As State interference in the workings
of the national common market intensified, the large majority
of tax policy experts concluded that Congress would ultimately
have to resolve the issue of state taxation of interstate
commerce.

Many experts argued that Congress had a duty to
remove all State impediments to the free flow of commerce
among the States. Others insisted that the States cannot
realistically be expected to agree on the substance and scope
of uniform rules, setting aside local rules for national ones.

Furthermore, it was suggested that Congress was the only

- 21 -
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political body having suttlcient authority to dzal with the

~ problem in an adequate manner. The principal evils to be
-add;essed by Congress in the effort were the great degree

of uncertainty about what the States would be allowed to tax,
the high administrative costs to the taxpayer in complying

with State law, and the inequity created in the aggregate

by undertaxation in some situations and overtaxation in others.
In 1959, the Supreme Court decision in Northwestern

States Portland Cement Co. v. Minnesota, 355 U. S§. 911, brought

to a head fears about State taxes overreaching reasonable
limits. The Supreme Court held that a State can constitu-
tionally impose what the Court called a nondiscriminatory.
fairly-apportioned net income‘tax on a foreign (out~-of-state)
corporation engaged exclusively in interstate commerce in

the State. The Court, however, in that case and subsequent
cases has generally refused to determine whether such a tax

is indeed non-~discriminatory and fairly-apportioned. The outcry
from regional and national businesses changed Congressional
inertia into action, and within seven months Congress enacted
Public Law 86-272 (15 U.S.C.A. §381). The new law, called

the Interstate Income Act, restrained the States from imposing
a tax on an out-of-state corporation on income derived within
the State from interstate sommerce, if the only business ac-
tivities within the State are -- (1) the solicitation of orders
which are approved or rejected outside the State and filled

by delivery to a common carrier from cutside the State, and

{2) males within the State by independent contractors.

- 22 =~
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Title II of Public Law 86-272, as amended, provided
for a study of this entire matter by the Committee on the
Judiciary of the House of Representatives and the CommiEZee

on Finance of the Senate, and for a report, together with

* their proposals for legislation, on or before June 30, 1965.

The study authorized by Public Law 86-272 was con-
ducted by a subcommittee of the House Judiciary Committee;
the chairman was Congressman Edwin E. Willis. The report,

entitled State Taxation of Interstate Commerce, was published

in four volumes during 1964 and 1965 as H. Rep. No. 1480,

88th Cong., and H. Rep. No. 565, 89th Cong. Volume 4, beginning
with page 1117, contains the legislative Yecommendations of

the Committee on the Judiciary. On the division of income
among the States, the Committee recommended a formula appor-
tionment composed of property and payroll factors, without

the use of a sales factor. This formula was to be used without
the use of specific allocation or separate accounting. The
report stated on page 1155 that the "unitary business” rules
provide vague and sometimes unevenly-administered standards

for determining when the income of a multicorporate enterprise

should be treated as a whole.

B. Particular Federal Responsibility For Foreign Commerce

The Willis Subcommittee devoted particular attention
to the attempt of States to tax corporations which operate

outside the United States:
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In keeping with the basic structure
of our Pederal system, the Committee is
of the view that international tax policy
should be formulated by the Federal
Government and not by individual States.
Therefore, with respect to income earned
by corporations which operate either
vholly or partially outside of the United
States, the Committee recommends that
State apportionment rules be reauired to
conform to the international pclicies
that have been formulated for Federal
income tax purposes.

Thus, if the immunity of any income
from taxation by the United States re-
sults 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. Like-
wise, no State would be allowed to ve-
quire that such income be included .
in the consolidated income of a multi-
corporate enterprise for apportionment
purposes. These prohibitions apply to
corporations incorporated outside of
the United States and are designed to
eliminate inconsistencies which cur-
rently 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 out-
side 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 pay-
roll located outside the United States In
its apportionment formula. These rules
would apply to corporations 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.

The Committea®s recommendations, including the
recommendation to exclude the foreign source income of a

foreign subsidiary, were incorporated in the proposed In-

terstate Taxation Act (H.R. 11798, 89th Cong. (1965)).

~
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3ection 202(2) of the bill prohibited any adjustment by a

State to the Federal taxable incéme base if -~

it would include in the entire taxable
income of a corporation not incorporated

in any State any income which under the
Internal Revenue Code of 1954 is not tax-
able by the United States as a result of
being considered to be from sources without
the United States or as a result of being
otherwise connected or associated with or
attributed to activities or occurrences
without the United States.

Later, during the course of Congressional considera-
tion of bills resulting from the work of the Willis Subcom-
mittee on February 4, 1969, Senator Ribicoff made the follow-
ing statement (115 Cong. Rec. 2597) when he introduced S. 916, --
91st Cong., which embodied H.R. 2158, 90th Cong., with

amendments:

A major objection to the unitary
concept is that the California practice
requires the inclusion in unapportioned
tax base of "foreign source income"™ which
is earned in countries outside of the
United States and which is not even in-
cluded in the measure of the Federal in-
come tax imposed by the United States.

For example, under the California prac- =
tice, a Connecticut corporation -- with .
an affiliate in California and other af-
filiates in such countries as Holland,
France, Japan, and so forth -- is re-
quired to include in the measure of the
California tax the income of the foreign
affiliates as well as the income of the
California affiliate and the Connecticut
affiliate. Besides being highly inequit-
able, this practice conflicts directly
with international tax policies of the
Federal Government and, if permitted to
. continue, can result in a situation in

- 25 -
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- . v

which various States of the United States
are formulating their own international
tax policies without taking into account
the international trade policies of the
Federal Government. (Emphasis added.)

C. House-Senate Split On Congressional Action

H.R. 11798 was rewritten and reintroduced as H.R,
16491, 89th Cong. {1966), which in turn was replaced by H.R.
2158, 90th Cong. (1967). H.R. 2158 passed the House by an
overwheiming margin but was not considered in the Senate.
The bill was again introduced as H.R. 7906, 91st Cong. (1969), 'f
which passed the House but was not considered in the Senate. .
It was again introduced as H.R. 1538, 92nd Cong. (1971). Two
other comparable but different bills were S. 317, 92nd Cong.
(1971), introduced by Senators Mathias and Ribicoff, and
S. 1883, 92nd Cong. (1971). None of these were enacted.

When he introduced s. 983, 96th Cong., on April 23,
1979, a date occurring before the Hearings on the Third Proto-
col to the proposed U. S.-U. K. tax treaty, Senator Mathias
called attention to the series of bills on the interstate
problem which he had introduced over the years, including
S. 2080, 94th Cong., and S. 2173, 95th Cong. He noted that
the Senate Finance Committee created a Subcommittee on Inter-
state Taxation in the 93rd Congress (chaired by then Senator
Mondale) and that the House Ways and Means Committee directed
the General Aéﬁounting Office in the 95th Congress to study
State and Federal approaches to the taxation of @Eltistate
and multinational corporations (Cong. Rec. daily ed. April 23,
1979, sdd64). B

- 26 -
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As previously stated (page 5), when the Ways and
Means Task Force on Foreign Source Income considered the
matter, they recommended legislation as reflected in H.R.

5076. Surely in light of this history of prior Congressional

action, Congress will act again to impose reasonable standards

on the States to protect the foreign commerce of the United

States.

V. Clear and Present Need To Meet
U. S. International Obligations

While there may be some theoretical justification
for the unitary approach with respect to income earned within
a homogeneous economic system, such as the United States,
the unitary concept begins to lose whatever integrity it has
when foreign income arising in different economic systems is
taken into account. It surely loses its integrity when it
reaches out ahd takes into consideration the income of a for-
eign parent of a U.S. subsidiary doing business in a State
when that foreign parent does no business in, and has no con-
nection with, the State. It becomes particularly arbitrary
and unreasonable when it takes into account the income of a
foreign-based group from all over the world,‘including income
of separate corporations which may be only 51% owned, which.—

have no connection with the United States, and which may be

“operating in totally different economic and social systems °

which cannot be compared to operations in the United States

(infra pp. 57-61). The effective result is that the State

— e
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thereby collects taxes based on foreign income in contraven-
tion of well-established international standards of taxation,
inconsistent even with the manner in which the United States
itself determines income subject to tax.

The States arque, without substgnce, that they'aré
not in fact taxing the foreign-source income of the related )
foreign corporations, but are simply taking that income into
account in order to determine only the tax measured by the
net income dgrived from, or attributable to, activity within
the State. It is clear, howevefi‘that in such a case, the
State has injected its State taxation system into multiple
foreign operations of multinational corporations having no
immediate, direct contact with the State. The substance of
the matter is that it is in fact requiring a consolidated
return and taxing the foreign entities of the group. This
excursion into foreign activities is at variance -- (1) with
the rules adopted by the U.S. Congress in 1928; (2) with
all the many income tax conventions which the United States,
as a matter of international policy, has enterequnto since
1932; (3) with all the many treaties of Frié%dship and Commerce
whlcﬁ; as a matter of international policy,'the United States
has negotiated since 1946, and; (4) wi?h the Model Double

Taxation Convention on Income and Capital of the Organisation

for Economic Co-operation and Development of which, as a matter .

of international policy, the United States is a member.

- 28 -
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A. Federal Supremacy As To Foreign Commerce

This method of taxation by a separate State of the
Union clearly seems to be activity affecting directly the
commerce of the United States with foreign nations. Article
I, section 8, clause 3, of the U. S, Constitution provides
that only the Congress of the United States.shall have power
to regulate commerce with foreign nations and among the several
States. If the United States Congress has taken the position
that it alone has the power, through such acts as Public Law
86-262, to provide uniform standards for application of the
unitary business concept to commerce among the several States,
it necessarily follows that it has the power and indeed the
duty to pf;vide standards for the application of the unitary
business concept to commerce between the United States and
foreign countries.

The supremacy of the national power and Federal laws
in the general field of foreign affairs is clear:

That the supremacy of the national

power in the general field of foreign

affairs, including power over immigration,

naturalization and deportation, is made

clear by the Constitution was pointed out

by the authors of The Federalist in 1787,

and has since been given continuous recog-

nition by this Court. When the national _
government by treaty or statute has esta- ~
blished rules and regqulations touching the
rights, privileges, obligations, or burdens
of aliens as such, the treaty or statute
{s the supreme law of the land. No state
can add to or take from the force and effect
of such treaty or statute, * #* *

(underscoring supplied). Hines v. Davidowitz,
312 U, Ss. 52 (1941).

66-690 0 - 80 - 9 (Pt.1)
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In Moorman Manufacturing Company v. Bair, 437 U, S.

267 (1978), the Supreme Court held that Iowa's application
of a single factor formula to an Illinois corporation, which
was based on gross sales, was not invalid even though there
was an overlap in taxation by reason of the application by
Illinois of its three-factor formula, which was based on
prcperty, payroll, and sales, to the same corporation. The

Court pointed out:

While the freedom of the states to
formulate the independent policy in this
area may have to yleld to an overriding
national interest in uniformity, the
content of any uniform rules to which
they must subscribe should be determined
only after due consideration is given to
the interests of all affected states,

It is clear that the legislative power
granted to Congress by the Commerce
Clause of the Constitution would amply
justify the enactment of legislation
requiring all states to adhere to uniform
rules for the division of income. 1It is
to that body, and not this court, that
the Constitution has committed such policy
decisions. :

In Javan Line, Ltd. v. County of Los Angeles, 60

L. E4d. 2d 336 (April 30, 1979), the Supreme Court held that
political subdivisions of California were prohibited by the _
Commerce Clause of the Constitution from imposing a nondis-
criminatory apportioned ad valorem property tax on foreign-
owned cargo containers tﬁat were exclusively in international
commerce but temporarily in the State. The tax grevented this

Nation from "speaking with one voice"™ in regulating foreign

trade and thus was inconsistent with the Federal pcwer to
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regulate commerce with foreign nations. Unfortunately, in

the more recent Mobil 0Oil Corp. case, the Supreme Court re- ~
fused, in effect, to extend the protection agafﬁst.unduly-
burdensome State taxation of foreign source income reflected
in the Japan Line case; the Court squarely places the respon-
sibility for imposing limitations on State taxation of for-
elén source income upon Congress, and the Finance Committee
should shoulder that responsibility.

The following excerpts from the Japan Line decision
are, however, entirely relevant to the matter now before this

Subcommittee:

A state tax on instrumentalities
of foreign commerce may frustrate the
achievement of federal uniformity in
several ways. If the State imposes an
apportioned tax, international disputes
over reconciling apportionment formulae
may arise. If a novel state tax creates
any asymmetry in the international tax
structure, foreign nations disadvantaged
by the levy may retaliate against American-
owned instrumentalities present in their
jurisdictions. Such retaliation of neces-
sity would be directed at American trans-
portation equipment in general, not just
that of the taxing State, so that the
Nation as a whole would suffer. If other
States followed the taxing State's example,
various instrumentalities of commerce
could be subjected to varying degrees of
multiple taxation, a result that would
plainly prevent this Nation from "speaking
with one voice" in requlating foreign
commerce.

* * * * ® *

* * * a court must also inquire, first,
whether the tax, notwithstanding appor-
tionment, creates' a substantial risk of
international multiple taxation, and,
second, whether the tax prevents the
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Federal Government from "speaking with
one voice when regulating commercial
relations with foreign governments.”
If a state tax contravenes either of
these precepts, it is unconstitutional
under the Commerce Clause.

* * * * ]

» * * * appellees' argument, moreover,
defeats, rather than supports, the cause
it aims to promote. For to say that Cali-
fornia has created a problem susceptible
only of congressional -- indeed, only of
international -- solution is to concede
that the taxation of foreign-owned con-
‘tainers is an area where a uniform federal
rule is essential. California may not tell
this Nation or Japan how to run their for-
eign policies.

B. Potential Retaliation By Foreign
Nations =-- Code §§891, 896

3 The Japan Line case invites attention to potential
foreign retaliation to State taxation of income arising out~
gside the United States by various arbitrary methods of ap-
portionment. This retaliation may arise either as a result
of the nature of the income included (completely unrelated
to activities within such state) or to unfair apportionment
formulas. ‘

- Potential reverse retaliation by the United States
became a reality in 1934 when the converse of the unitary
business concept in modified form was applied by France
against U. Ss. c;rporations in the 1920's. Taking the posi-
tion that a French subsidiary corporation was the emanation

pure and simple of its U.S. (or other non-French) parent

corporation, France was assessing tax on dividends paid by
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such U.S. parent corporation in the proportion that its
assets in France bore to total assets. When efforts were made
to persuade the French to desist, the French. insisted on
negotiating a bilateral income tax convention with reciprocal
concessions, thereby establishing a precedent for negotiations
with other governments. The convention was signed on April
27, 1932 (TS 885, 49 Stat. 3145). It provided that any profits
diverted from the French subsidiary to the American parent
would be included in the taxable profits of the French sub-
sidiary and also treated as a taxable dividend. 1In the case
of a French branch of a U. S, corporation, any profits that
were diverted to the home office would be subj;Et to French
tax as industrial or commercial profits; in addition, three-
fourths of these profits would be subject to tax by France
as a dividend.

When France delayed in ratifyfng the convention of
1932, the U. S. Congress adopted section 103 of the Revenue
Act of 1934 (now section 891 of the 1954 Code). It was in
effect a retaliation by the Uni;ed States against France for
the extraterritorial tax France had been assessing against
U. S. corporations; it demonstrates, however, the type of
measure that is available to foreign countries to use in
retaliation against the United States for its failure to
eliminate or control, as a matter of international tax policy,
assessments of any States using the unitary business method

' against foreign nationals.
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Section 103 of the 1934 Act, which was approved
on May 10, 1934, provided that whenever the President finds
that U. §. citizens or corporations are subjected to dis-
crimin;tory or extraterritorial taxes by a foreign country,
citizens or corporations of that country are, pursuant to
his proclamation, to be subjected to U, S. taxes at double
the rate ordinarily applicable. The House bill on the 1934
Act was leveled only against foreign discriminatory taxes.
The Senate extended the provision to extraterritorial taxes
and made the following comment in S. Rep. No. 558, 734 Cong.,
1939-1 (Part 1) C.B. 586, 610:

In the first place, the section is
made to apply if the foreign country levies
extraterritorial taxes, as well as discrim-
inatory taxes. Thus, a tax on income not
properly within the jurisdiction. of the
foreign country imposing such tax will come
within this classification. In the second
place, the rate of tax is increased from
S0 per cent to 100 per cent. It appears
that a 50 per cent increase will be only
an idle threat in some cases, due to the
high taxes imposed by some foreign countries
upon American citizens. However, to prevent
actual confiscation of the foreigner's in-
come, it is provided that this section shall
not operate to increase the rate of tax
imposed by other sections of the bill to an
amount in excess of 80 per cent of the
taxpayer's net income, * * *

This new provision of law was called to the atten-
tion of the French, who were thereby not unexpectedly persuaded
to ratify the 1932 convention on April 8, 1935. Not long after
the United States had prevailed upon France By this convention

to give up its extraterritorial taxes, the Canadians persuaded
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the Uniteé States, in Article XII (as modified) of its income
tax convention of March 4, 1942, with the United States (TS 983,
56 stat. 1399), to give up the alleged extraterritorial taxes
of the United States imposed upon dividends and interest paid
by a Canadian corporation to other than citizens of the United
States. This alleged extraterritorial tax arises by reason
of §§861(a)(1)(C) and 861(a)(2)(B) of the Internal Revenue
Code and their predecessors. An exemption corresponding to
that agreed to by the United States in such tax convention
with Canada was thereafter agreed to by the United States in
many subgequent tax conventions with other countries.

Thus, the United States has already adopted legis-
lation in retaliation against extraterritorial taxation by
a foreign government. The provisions of §891, and the some-
.what similar provisions of §896, may still be used by the United
States against a foreign country, except to the extent their
application would be contrary to any treaty obligation of
the United States in ecfect on August 16, 1954, as provided

in §7852(d) of the Internal Revenue Code.

C. Arm's,-Length Principle Adopted In Tax Treaties
' The fundamental principle adopted in §482 of the
Internal Revenu:2 Code is that income is to be determined on
a separate accounting or separate enterprise basis governed
by the requirement that all intercompany dealings between
related parties must meet the arm's-length standard. This
arm’s-length concept was adopted in the first income tax con-

vention to which the United States was a party, i.e., that
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with France signed April 27, 1932, Article IV, TS 885, 49

Stat. 3145. " There was no technical explanation of the Article.
The second income tax convention to adopt the arm's-length
concept was that with Sweden signed March 23, 1939, Article
III, TS 958, 54 Stat. 1759. The report of the Senate Committee
on Foreign Relations (Ex. Rep. No. 18, 76th Cong., lst Sess.,

7) on the convention with Sweden stated:

Article III is of material importance,
- in that it recognizes the principle

of rectification of accounts as between
a corporation in one of the contracting
states and its related, but not-necessar-
ily its subsidiary, company operating
in the other contracting state. Wwhile
a subsidiary company is considered a
separate and distinct entity for the
purposes of the permanent establishment
theory, it is included within the scope
of article III which, like section 45 of

- the Revenue Act of 1938, recognizes the
necessity of adjustments as between inter-
locking businesses. From the combined
effects of articles II and III, it is
contemplated that there shall be complete
power of rectification in the field of
business income.

Consistent with this first begirning, in nearly
forty income tax treaties which the United States has since
negotiated, this separate accounting, sev2rate enterprise,
arm's~length principle has been adopted as a keystone, and
a comparable provision is contained in Article 9(1) of the
new income tax convention with the United Kingdom. Thus,
this international stance of the United States as a nation
has been consistently maintained for at least forty-eight

years.
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D. Obligations Under Treaties Of Friendship And Commerce

Since 1946 the United States has entered into about
twenty-five treaties of friendship and commerce with foreign
nations. Each of these treaties contains mutual restrictions
on taxation that are consistent with, and based upon, the
Federal system of income taxation of foreign corporations in
the United States.

Under §882(b) of the Internal Revenue Code, the
general rule i3 that only the income of a foreign corporation
from sources within the United States is taxed. (In a very
rare case certain limited amounts of income from sources with-
out the Unjted States are included (§864(c)(4)), but only if
the foreign corporation has fixed place of business in the
United States to which such income is attributable). 1In
limited circumstances the Federal Government imputes income,
as though it were a constructive dividend, of a foreign cor-
p?tation to its U.S. shareholders, but these are special situ-
ations (sections 551, 951, 1246, 1248) in which the foreign
income is taxed to the U,S. shareholders based on their citi-
zenship or residence in the United States. 1In none of these
cases does the Federal Government include in income more than
the U. S. shareholder's ratable share of the particular corpo-
ration's income. 1If the foreign corporation is not engaged
in business in the United States, §88l1 of the Internal Revenue
Code imposes a flat tax only upon certain enumerated items
of income from sources within the United States (fixed or

determinable annual or periodical income); if the foreign
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corporation is engaged in business in the United States, the
flat tax is imposed upon the same items of income if they _
are not effectively connected w;fh the business and, in addi-
tion, §882 of the Code imposes the regular corporate tax upon
the income which is effectively connected with the business.
In no case, however, does the Internal Revenue Code apportion
income on an arbitrary basis.

The first of the post-World War II treaties of friend-
éhip and commerce was that with China, signed November 4, 1946
(TIAS 1871, 63 Stat. 1299). Article X(1) provides in effect
that: (1) a Chinese corporation that is engaged in Qusiness
within the territory of the United States shall not be subject
to the payment of any internal taxes, fees, or charges other
or higher than those which are, or may be, imposed upon U.S.
corporations; and (2) the taxes, fees, or charges of such
a Chinese corporation shall not be imposed upon or measured
by any income, property, capital, or other crit;rion of
measurement in excess of that reasonably allocable to, or
apportionable to, the territories of the United States.
Sign}ficantly, in the same month that this treaty was signed,
the Fiscal Committee of the League of Nations issued its re-
port on the League's Model Bilateral Convention for the
Prevention of the Double Taxation of Income and Property.

Article IV of that Model provided that a corpora-
tion of one Government ("State") would not be taxed by the
other Government ("State”) unless it was engaged in business

in the other State through a permanent establishment and that,
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if it were so engaged, the other State could tax only that
part of its income which is produced in the other State as
an independent estq?lishment. Article XV of that model
(Article XVI of the London Draft) provided that a taxpayer
with ' a fiscal domicile in one State could not be subjected
in the other State "in respect of income he derives from that
State" to higher or other taxes than those applicable to the
same income of a taxpayer with his fiscal domicile in the
other State. In the case of a corporation, fiscal domicile
was defined by Artic1€_11(4) of the Protocols to be the State
where the center of management is situated. The Cohmentary
of the Fiscal Committee on the igague's Model (page 31) makes
it unequivocally clear that Article XVI of the London Draft
was intended also to apply to taxes on property, capitail,
or investment of wealth.

Thus, in the context of the League's then very current
Model and of the language itself of Article X(1l) of the treaty_
of friendship with China, the United States agreed not to impose
an income tax upon a Chinese corporation not engaged in busi-
ness in the United States, and to treat any subsidiaries of
such a Chinese corporation doing business in the U.S. as an
independent enterprise. B

All of the treat{gs of friendship and commerce sub-
séquently entered into by the United States contained some
version of the concept adopted in the treaty with China, but
some were more catggorlcal than others. Two deserve special

mention. Article XVI(Bi of the treaty with Greece signed
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August 3, 1951 (TIAS 3057, S UST 1829) provides that, in the

case of a company of either Party engaged in trade in the

other Party, the other Party shall not impose or apply any

tax, fee, or charge upon any income, capital, or other basis

in excess of that reasonably allocable or apportionable to _
its territories. This provision was the one more commonly

used in the treaties of friendship and commerce. The most
detailed provision is Article IX(4) of the treaty with France
signed November 25, 1959 (TIAS 4625, 11 UST 2398), which pro-

vides that companies of either High Contracting Party engaged

the other shall not be subject, within the territories of

the other High Contracting Party, to any form of taxation
upon capital, income, profits, or any other basis, except by
reason of the property which they possess within those terri-
tories, the income and profits derived from sources therein,
the business in which they are engaged, the transactions which
they accomplish there, or any other bases of_EE;;tion directly
related to their activities within those territories. The
concept adopted by all of the treaties of frienaghip and
commerce is essentially the same in this context, that is,
separate accounting/gseparate enterprise treatment whereby

only the income of the entity or entities within the group

‘doing business in the country may be taxed by that country,

and even then only on the income attributable to such acti-
vities within the country reasonably aliocable or apportion=-

able to such activities.
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The purpose of this provision of the treaties of

~= friendship and commerce appears in the memorandum of the

State Department explaining the provision (Art. VII) of the
treaty with Muscat and Oman signed December 20, 1958 (TIAS
4530, 11 UST 1835). That memorandum, contained in Sen. Ex.
Rep. No. 1, 86th Cong., lst Sess., 5, states in part as
follows:

It also provides that companies of
either party shall be taxed by the other
only on income, transactions, or capital
allocable or apportionable to thelr opera-
tions In the territories of the latter.
These rules of nondiscrimination reflect
principles embodies in U.S. tax law.

(Emphasis added).

When the proposed friendship and commerce treaties with
Colombia, Israel, Ethiopia, Italy, Denmark, and Greece were
being considered at the Hearing on May 9, 1952, before a
Subcommittee of the Senate Committee on Foreign Relations,
Harold P. Linder, Deputy Assistant Secretary of State for
Economic Affairs, stated —-

They do include a guaranty that we
will not be taxed in any country, and no
American corporation will be taxed, beyond
the activities of that corporation with
the country. That is to say, if a large
American corporation has a subsidiary
operating fn a foreign country, the only

- thing the forelgn country can tax is the
business that is conducted within its
territory. * * *

Furthermore, we do have provisions
which will -insure that we will not be
taxed, or our corporations will not- be
taxed, beyond the tax that is enacted
by that government and affects its own
nationals, and also we have the guaran-
ties with respect to most-favored nation.
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Although California may say, for example, that the
use of the foreign income of related enterprises having no
direct contact with the United States is taken into account
under the unitary business concept solely as the measure for
determining the income from sources within California of the
related corporation engaged in business in California, it
is evident that as a matter of substance, California is there-
by burdening the foreign income with taxation. The use of -
such a concept is completely contr;ry to the separate account-
ing concept adopted by foreign nations and by the treaties
to which the United States is a party.

E. International Tax Standards Call For
Arm's~-Length Separate Accounting

Both the Mexican Draft and the London Draft of the
Model Bilateral Tax Convention on Income and Property of the
League of Nations adopted the separate enterprise, arm's-length
congggﬁ_in Artigle'rv, as supplemented by Article VI of their
Protocols., The Commentary of the Fiscal Committeé of the -
League of Nations, dated November, 1946, states on page 18
that éﬁé method of determining or allocating the profits
attributable to a permanent establishment of a foreign enter-
prise 1n'€_country "is known as the method of separate account-
ingl: The intent was expressed "that each establishment or
branch is taxed as if it constituted a distinct independent
eﬁterprise and the profits of the establishment are assesed

independently of the results of the business done elsewhere
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by the enterprise to which it belongs.” (Underscoring added).
The Commentary contains approximately five pages of discussion
of the separate accounting concept and related alternative
techniques to be used in appropriate circumstances.

"~ Articles 7 and 9 of the 1977 Model Double Taxation
Convention on Income and Capital of the Organisation for Eco~
nomic Co-operation and Develnpment, as contained in the 1977
report of the OECD Committee on Fiscal Affairs, also provides
for adoption of the separate enterprise, arm's-length concept.
Article 7 deals with the taxation of profits attributable
to a ‘permanent establishment (e.g.; a branch) in one of the
States, and Article 9 deals with the determination of the
profits of an enterprise of one of the States related to an
enterprise of the other State. Analysis of the Commentary
on these two articles discloses nothing that would permit
taking into account income of an enterprise other than the
income of the enterprise of one State which has a permanent
establishment in the other State or, where an enterprise of
one State deals with an enterprise of the other State, that
would permit taking into account income of a third enterprise.

The following excerpts from the Commentary on Article
7 are relevant:
Article 7(1) restates the generally accepted
principle of double taxation conventions that
an enterprise of one State shall not be taxed
in the other State unless it carries on busi-
ness in that other State through a permanent
establishment situated therein. It is hardly

necessary to argue here the merits of this
principle. It is perhaps sufficient to say



138

that it has come to be accepted in internation-
al fiscal matters that until an enterprise of
one State sets up a permanent establishment

in another State it should not properly be
regarded as participating in the economic

life of that other State to such an extent

that it comes within the jurisdiction of that
other State's taxing rights.

* & * But {t is thought that it is frefe:-
able_to adopt the principle contained in the

gsecond sentence of paragraph 1, namely t“hat

the test that business profits should nct be

taxed unless there is a permanent establish-

ment is one that should properly be applied’

not to the enterprise itself but to its profits.

To put the matter another way, the principle

laid down in the second sentence of paragraph

1 is based on the view that in taxing the -
profits that a foreign enterprise derives

from a particular country, the fiscal author-

ities of that country should look at the

separate sources of profit that the enter-

prise derives from their country and should

apply to each the permanent establishment

test.

* & * In OECD Member countries, there are
a considerable number of companies each of
which is engaged in a wide diversity of
activities and is carrying on business ex-
tensively in many countries. It may be that
such a company may have set up a permanent

_establishment in a second country and may be

transacting a considerable amount of business
through that permanent establishment in one
particular kind of manufacture; that a dif=
ferent part of the same company may be sel-
ling quite different goods or manufactures
in that second country through independent
agents; and that the company may have per-
fectly genuine reasons for taking this
course - reasons based, for example, either
on the historical pattern of its business
or on commercial convenience. Is it desir-
able that the fiscal authorities should go
so far as to insist on trying to search out
the profit element of each of the trans-
actions carried on through independent
agents, with a view to aggregating that
profit with the profits of the permanent
establishment? Such an Article might in-
terfere seriously with ordinary commercial
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processes, and so be out of keeping with the
aimgs of the Convention.

* * &« Tt should perhaps be emphasized
that the directive contained in paragraph 2
is no justification for tax administrations
to construct hypothetical profit figures in
vacuo;s it is always necessary to start with
the real facts of the situation as they
appear from the business records of the per-
manent establishment and to adjust as may
be shown to be necessary the profit figures
which those facts produce.

* * * There may, too, be other cases
where the affairs of the permanent establish-
ment are so closely bound up with those of
the head office that it would be impossible
to disentangle them on any strict basis of
branch accounts. Where it has been customary
in such cases to estimate the arm's length -

- profit of a permanent establishment by refer-
ence to suitable criteria, it may well be
reasonable that that method should continue
to be followed, notwithstanding that the
estimate thus made may not achieve as high
a degree of accurate measurement of the
profit as adequate accounts. Even where
such a course has not been customary, it
may, exceptionally, be necessary for prac-
tical reasons to estimate the arm's length
profits.

The Commentary on Article 9 contains the following:

This Article deals with associated enter-
prises (parent and subsidiary companigs and
companies under common control) aid its
paragraph 1 provides that in such cases the
taxation authorities of a Contracting State
may for the purpose of calculating tax
liabilities re-write the accounts of the
enterprises if as a result of the special
relations between the enterprises the
accounts do not show the true taxable pro-
fits arising in that State. It is evident-
ly appropriate that adjustment should be -
sanctioned in such circumstances, and this
paragraph seems to call for very little
comment. It should perhaps be mentioned
that the provisions of this paragraph apply
only if special conditions have been made

66-690 0 - 80 - 10 (Pt.1)



140

or imposed between the two enterprises.

No re-writing of the accounts of associated
enterprises is authorised if the transac-
tions between such enterprises have taken
place on normal open market commercial
terms (on an arm's length basis).

The Council of the OECD in July, 1979, adopted a
recommendation for uniform, worldwide use by countries of
the separate accounting, arm's-length principle, rather than
any formula apportionment method. This was based on a 100~
page report setting out a number of methods of establishing
"acceptable price levels" for determining intercompany arm's-
length prices, in which it is clear that the United States
Treasury Regulations under §482 were given close attention.
The OECD action reflects the consensus of the Governments

who are members of the OECD, including the United States, that

_separate accounting employing arm's-length standards is the

only appropriate system for taxation of international trans-

actions. See Transfer Pricing and Multinational Enterprises

(OECD, Paris, July 1979).

F. Protection of U.S. Companies Abroad

While the United States can, for the most part,
protect U.S. companies from excessive foreign taxation only
through the treaty process, Federal legislation should pro-
vide a sound foundation for that protection. Once interna-
tional tax policy standards for the Nation as a whole have
been established through the Federal legislative process, the
desired reciprocity can be achieved later through the treaty-

making process or through punitive legislation adopted by




141 —

Congress which will impose sanctions upon any foreign govern-
ment that balks at granting mutuality to U.S. corporations.
The precedent, discussed above, for such an approach is
clearly established through development of the separate ac~
counting, arm's-length concept first adopted by Congress in
the predecessor of §482 in the Revenue Act of 1928 by --

(1) the incorporation of the concept into the income tax con-
vention of 1932 with France; (2) the adoption in 1934 of the
punitive statutory provisions of the predecessor of §891;

{3) the gradual adoption of the principle by other countries
vis-a-vis the United States in the model income tax convention
of the League of Nations; (4) the incorporation of the concept
into the many income tax conventions to which the United
States has become a party since 1932; and (5) the use of the
principle in the 1977 Model Income Tax Convention of the
Organisation for Economic Co~-operation and Development, of
which the United States is a member.

This at the very least demonstrates the need to
conform State rules to the Federal rules with respect to the
international tax policy of the Federal Government. The pro-
tection of U.S. industry from unreasonable foreign ;ax bur-
dens requires a combination of Federal legislation and the
use of the treaty power of the Federal Government. The two
approaches are complementary. Federal legislation is
necessary to establish a reasonable tax system in the
United States for foreign corporate groups. This requires

limiting the use of the unigary business concept by the
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States so as to exclude foreign income of foreign corporations
and their subsidiaries until such income is taxed by the Federal
Government itself. This in turn then fully justifies provision
in a treaty (or punitive legislation) to protect U.S. businesses
from the use of the concept by foreign countries, but such pro-
tection is not justified if the Statex of the United States
themselves do not conform to international tax standards.

8, 1688 provides an appropriate standard whereby the
United States in its own interests would establish a“very rea-
sonable kind of limitation upon the use of the unitary business
method by the various States. If the States continue their
treatment of foreign-owned corporate groups, U.S. companies may
suffer retaliation by other countries (and their political sub-
divisions) in which they do business. The United States itself,
of course, will bear a large part of the Bhrden of such foreign
country actions, because increased foreign taxes may result in
decreased U.S. taxes by reason of the foreign tax credit. 1In
such a situation it would be virtually impossible as a matter
of principle to invoke the use of §891 of the Code, since the
foreign action would simply be in retaliation for the method
followed by the States.

Of even greater concern, other foreign countries, par-
ticularly developing counfries, may adapt the unitary business
concept in particulgr ways to impose greater tax burdens on U.S.
companies. In one case, a developing country not long ago _
attempted to tax airline and shipping companies (but not other

companies) by allocating worldwide income of such companies,
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and all companies reiated to them, based on the relationship

of passenger and freight revenues. This would have been an
allocation based in major part on one allocation factor, sales;
if plant and payroll had also been given weight, the allecation
would have been less. Furthermore, in practical effect, the
result was to increase the tax burden of only one taxpayer, a
U.S. shipping company which actually had a loss from operations.
Because, however, such U.S. company was a subsidiary of a much
larger group of U.S. controlled companies engaged in many dif-
ferent businesses throughout the world, the result was to allo-
cate a large amount of taxable income to that foreign country.
Thus, the unitary business cqncept in practical effect would
ha@é reached only one company, a U.S. company, and would have
created lncome\éubject to tax even though the shipping Bpera-
tions of the U.S. group had resulted in a loss.

Fortunaiely, the result was so extreme that the courts
of the foreign country in question struck down the effort. The
attempt by the foreign government almost succeeded, however, and
there is no assurance the courts of other countries will react
in the same favorable way to U.S. companies. The United States
can protect itself from such extremes by adopting legislation
of the type proposed in S. 1688 and then using treaties or §891
of the Code to prevent foreign countries from attempting to im-
pose unreasonable tax burdens in this manner on U.S. companies.

If the unitary business concept spreads to other coun-

tries, U.S. companies may be forced to provide confidential
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financial information and other data, just as the State method
seeks”from foreign companies. Consider the impact of an un-
friendly nation insisting upon details as to U.S. plant costs,
U.S. research and experimental expenses, and other such infor-
mation from a U.S. company with extensive defense préductlon

of secret products, or one engaged ln nuciear }eactor construc~
tion. The provision of such information may be contrary to an
entire series of U.S. laws, just as the provision of information
to any of the States of the U.S. may violate the laws of various

foreign countries in the world in which a foreign-controlled cor-

porate group may be doing business.

G. Existing Urgency For Federal Action

There is considerable urgency for action by this Com-
mittee on S. 1688 to avoid potential excessive foreign taxation
of U.S. enterprises abroad. Because of the Senate's action on
Article 9(4) in the U.S.-U.K. treaty, foreign governments all
over the world are extremely sensitive to the burdens being im-
posed on their companies by States such as California. States
other than California, Oregon, and Alaska have moved toward
extending their unitary systems to include more and more for-
eign source income, and the Supreme Court's decision in the

Mobil 0il Corxp. case could accelerate this trend. -

Federal legislation affecting the application of the
unitary method by the States to corporations engaged in inter-
state commerce has been under consideration at various times

for at least fifteen years, and more than one bill has died
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in the Senate even though passed by an overwhelming majority
in the House., Foreign countries certainly will not patfently
wait out such a protracted process of development before they
turn to potential retalla;ion, assuming they are not prohib-
ited from retaliation by the treaties of'ériendship and com-
merce, and the income tax conventions, which they have entered
into with the United States. But if these treaties do in law
already prohibit retaliation by any foreign country, then a
fortiori they prohibit the use of the unitary business method
by any State of the Union agéihst enterprises of such countries.
There is a clear and present need for Congressional
action to meet international obligations of the United States
to prevent unreasonable tax and administrative burdens in
foreign-owned corporate groups with U.S. operations and to
provide a firm foundation for protection of U.S. business

operations abroad against retaliatory foreign taxation.

VI: Fundamental Invalidity Of Unitary
.. Apportionment Of Worldwide Income

The past operation of the unitary business concept
applied by a State such as California to a U.K. group of cor-
porations demonstrates vividly why S. 1688 or Federal legis-
lation with similar objectives is so necessary. If the -
United States is to continue to be a world leader supporting
free trade in the international market, Congress should be

the leader in establishing Federal standards for State
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taxation of foreign source income that achieve a fair and
reasonable system in whlchfbtatos tax only the income that
has some relationship to activities within those States.

There may be some theoretical merit to the use of
the unitary business method to allocate income realized within
a homogeneous economic structure, such as its application with
respect to all inéome from U.S. operations. It is not justi-
fied, however, where it allocates differing kinds of foreign
income realized by a Eoreign-based group of corporations from
all over the world.

As previously stated, beginning in the early 1970's,
California sought (retroactive to all prior open yeare) to
extend its unitary business concept to include the foreign
parent of a U.S. subsidiary of a foreign-controlled corporate
group and all other foreign corporations in the group through-
out the world. As a result, California sought to allocate
the worldwide income of a foreign-controlled corporate group,
including income of members which did no business in California
and had no connection with California. Oregon and Alaska
followed California's lead in more recent years.

Furthermore, while giving lip service to the concept
that there must be4m§re than mere unity of ownership (508 or
more common ownership within the group), California as a'prac—
tical matter all but abandoned the concept that there must be
unity of operation as well. Actions by the California tax
authorities made this clear; California attempted to apply the

unitary business method to every foreign-controlled corporate
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group, any member of which was doing business in California,
even though other members of the group had no relationship

to California. California, in effect, abandoned whatever ra-
tionale existed for the unitary business method in these cases.
In a speech in June, 1974, the former Counsel of the California
Franchise Tax Board, Frank M. Keesling, who takes a large mea-
sure of credit for instituting in California the apportionment
of income unaer the unitary business concept, made the follow-

ing statement:

Now that I am older if no wiser, I
question whether there is such a thing as
a non-unitary business. Although I still
believe that it is appropriate to compute
non~business income separately and to allo-
cate it specifically, I am inclined to the
view that all income from commonly-owned
business activities should be combined and
apportioned by a single formula without in-
quiring as to whether such activities are
unitary or separate in nature. Such a
policy is simple to administer and will
promote uniformity.

Dr. Woodworth's analysis (supra, p. 20) recognized that as
applied in California, there are virtually no limits on unitary

apportionment of worldwide income.

This newly-developed practice in California, Oregon,

‘and Alaska has been met with astonishment and uniform objection
and resentment by foreign-controlled corporate groups with U.S.
business operations. This occurs because the effects of the
California unitary business method are so extreme in overstat-
ing income of foreign-owned corporate groups allocable to Cali-

fornia, because the California unitary business method imposes
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such unreasonable (even impossible) administrative burdens on
foreign worldwide groups Iin determining and stating "income"
by California standards, and because it is so contrary to in-
ternational tax principles.

This international concern is reflected in the
resolution adopted by the International Chamber of Commerce
on September 26, 1979, following an analysis of the effects

of the California system:

The ICC views with concern the inevitability that
an lncrease in cases in which profits taxes are
levied by political sub-divisions unencumbered

by treaty obligations, will result in mounting
double taxation of profits (which tax treaties
set out to avoid). This is particularly so if
the basis of assessment in any such political
sub-division is not entirely consistent with that
of the country itself and extends to operations
carried on outside the country. This problem

has manifested itself in an acute form in connec-
tion with the attempts of the State of California
to impose the "global™ or "unitary” form of as-
sessment based on income of companies involved in
international operations outside the U. S.

The dangers of double taxation and the adminis-
trative problems arising from the taxation policy
of California, and other political sub-divisions,
have undoubtedly deterred would-be investors from
making investments which would otherwise have
been undertaken. This approach, if it should
spread, could easily become a most important
threat to international trade since international
operations would inevitably be confronted with

a real danger of multiple taxation of the same
profits and unacceptable administrative burdens.
The dangers were also recognized by the Council
of the OECD in rejecting the so-called "global"
method in its recent report on Transfer Pricing
(Transfer Pricing and Multinational Enterprises
(OECD, Paris, July 1979) pp. 14-15),

The ICC reconfirms its view that, as a general
rule, tax should be based on a fair measure of
income as computed by reference to the amount
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which could be expected to arise betwsen in-
dependent parties dealing at arm's length. This
rule has universal application. The ICC there-
fore recommends that, in all cases where the
taxation policies of political sub-divisions
extend to non-domestic operations, all possible
measures should be taken to ensure that the
terms of an agreement or treaty dealing with
taxation on income should bind all authorities
" having jurisdiction within the boundaries of
each contracting State. This recommendation is
in accordance with the OECD model taxation Con-
vention 1977 (Art. 2) and a considerable number
of international friendship, trade and shipping
treaties. (Doc. No. 180/195 Or. Rev., Inter-
national Chamber of Commerce, Paris, 1979-10-01).

-—

There are two fundamental reasons why the uni-
tary business method should not be applied with respect to

income of a U.K. parent or affiliated companies in thixd

countries where such parent or affiliated companies are not
doing business in the United States. First, such a foreign-
owned and foreign-based corporate group is likely to have
operati&ns all ovefAthe world, in both developed and develop-
ing countries;—‘Most or all of the United Kingdom groups with
U.S. subsidiaries doing business in California fall into this
class. The United Kingdom histoarically has depended upon
world trade, and U.K. businesses traditionally reach into
every corner of the world as an outgrowth of the former size
of the British Empire itself,

This means that a unitary business method based on
income from all such operatioﬂs will necessarily allocate or
apportion income based on payroll amounts, property costs, and

sales which cannot fairly be compared. The result is to al-

locate a higher portion of total income to the location where
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these amounts are highest, relatively speaking, unless income
bears the same relationship to costs throughout the world ir=-
respective of the amount of such costs. As compared to the
United States, profit margins vary widely throughout the

world and bear no such uniform relationship to costs.

A. The Formula Apportionment Factors Are Invalid

The California system creates major distortions
which tend to result in over-allocations of income to that
State. California wages per hour are generally much higher
than elsewhere in the world,* and even after allowance for
capital intensity and productivity, the payroll factor tends
to over-allocate income to California. California has refused
to reduce the extent of this distortion by applying the pay-
roll factor in terms of hours rather than dollar wages. Cal-
ifornia uses only payroll dollars in the payroll factor, ex-

__gluding pension and other fringe benefit costs. These other
labor costs are often higher in foreign countries with more
extensive social programs than-the United States; exclusion

of these costs often over-allocates income to California.

*/ Comparative per hour wage rates in dollars in 1979 were as
follows in the countries indicated:

u.s. $9.09 Japan $5.58
U.K. 5.46 Brazil 1.80
France 8.17 Indonesia** .65

** pata provided by United States Department of Labor, Bureau
of Productivity and Technology. Amount for Indonesia is
estimated.
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Property costs are also substantially higher in
California than elsewhere in the world, with the same distor-
tive effect because of the application of the property factor.
California also has stringent pollution control requirements,
causing a relatively higher property investment per unit of
production in that State without an equivalent increase in
profits; in fact, such nonproductive pioperty costs may re-
duce actual California profits. Again, the property factor
thereby tends to over-allocate worldwide income to California.

Even the sales factor causes major distortions
when income arising outside a homogeneous economic system is
allocated. For example, B.A.T. Industries, a U.K. corporate
group with extensive worldwide operations, has a U,S. sub-
sidiary, Brown and Williamson Tobacco Company. The heavy U.S.
Federal and State tobacco excise taxes are reflected in U.S.
sales, without any proportionate increase in profit margins,
causing an over-allocation of worldwide income to California
pursuant to the sales factor.

California has ignored demonstrable differences
in the relationship of profits to sales, also tending in some
cases to over-allocate income to California. For example,
Rickett & Colman Limited, a U.K.~-controlled group, had diverse
business activities all over the world. 1Its U.S. activities
were limited almost entirely to its food and wine operétions,
which represented 44.4 percent of total group sales but only
30.3% of operating profits. The group's household and

toiletry operations, which extended to the United States only
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to a very insignificant degree, represent only 35.1% of group
sales but contributed 49.1% to the group's operating profit.
Obviously, an allocation of group profit to California based
on sales allocates far too large a share of group income to
California. This point was made by Rickett & Colman Limited

to the California authorities, but they rejected it.

B. Profits Do Not Bear A Uniform Relationship To Factors

California has allocated worldwide profits with-
out adjustment for other demonstrable differences. For exam-~
. ple, profits in developing countries may be much higher in re-
Vlation to costs in order to reflect 'greatly increased risks of
expropriation, currency exchange limitations, or other such
factors. The result may be to allocate part of this risk profit,
which is really a contingency reserve, to California. California
atlocates worldwide income even when such income includes sub-
stantial profits in foreign countries which are blocked and
which for this reason would not be subject to U.S. Federal tax
in the case of a U.S. taxpayer until they become unblocked.
California has even applied its unitary business method to al-
locate income to California when it is demonstrable beyond rea-
sonable question that actual operations in California have re-
sulted in a loss. Even where a combined return for an entire
corporate group shows a net loss for a group, California has
required payment of a minimum tax on corporations by each
corporation in the group that is incorporated, or qualified

to do business, in California.
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It {s no answer that_these or other considerations
may in particular cases work in reyerse to under-allocate in-
come to California. The real point is that the extension of
the unitary business method to allocate income which includes
income arising outside a homogeneous economic system, such as
the United States, almost certainly introduces major distor-
tions. These distortions would not arise under the alternative
application of the separate accounting, arm's-length standard
of §482 as it is rigidly enforced by the Internal Revenue ~
Service. It is also true, however, as suggested above, that
California's conventions in applying its unitary business
concept have tended to over-allocate income to California.

The California system applied to worldwide in-
come has also produced gross distortions because it allocates
before-tax income, not after-tax income. Taxes imposed on
income by governments throughout the world do not bear any
uniform relationship to income and sometimes tend to be highér
than in the United States. In any event, the California sys-
tem has allocated to California a portion of worldwide be-
fore-tax net income (determined under California law) of a U.K.
corporate group which has been subject to varying tax burdens
in the many foreign countries where it has been earned. The
result is almost certainly to produce a distortion in the
amount fairly allocable to California. 1In other words, the
result is that the California system may impose more tax as
a percentage of after-tax income (the amount available to pay

California tax) than the percentage which its nominal rate
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bears to actual after-tax U.S income of the group. The Cal-
ifornia system may thereby allocate to California that part
of the income of the group\fhat is required to pay taxes at
higher rates than in the.United States. In a sense, the
California tax becomes a tax on a tax, or at least an income
tax on income that has already been fully taxed and is re-
quired to pay the tax already imposed. Furthermore, the
California system does not allow any credit against its tax
for taxes paid to another State or to a foreign country, the
presumption being that there is no double taxation of the in-
come allocated to California. This is the plainest kind of
extraterritorial taxation ~- an unfairness that would be ad-
\dressed by provisions of S. 1688.

C. Intolerable Administrative Burdens For
Foreign Worldwide Corporate Group

There is a second major reason why it is reasconable
to limit California's unitary business method in the case of
a U.S. subsidiary of a U.K. corporation so that California
may take into account only foreign income ofngg; company doing
business in California and its subsidiaries, and not income of
other affiliated corporations within the U.K. Egrporate group
which are not doing business in California. It is an unreason~
able burden, if not an impossible burden, for a U.K. group not
controlled by U.S. persons to provide the financial information
to California that is required to make such a unitary computa-
tion. A U.K.-owned and U.K.-based worldwide group does not

keep its books, or determine income, payroll, plant costs, and
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‘lll.l, in dollars, or by California accounting standards. The
required conversion of financial figures to dollars at scores
of different exchange rates, with sharp fluctuations, devalua-
tions, and other changes, would be an operational nightmare
for a foreign-based group with extensive international opera-
tions. 1It would also be a nightmare to convert the diversi-
fied accounting standards used by such a group into the ac-
counting standards applied by California. California itself
does not follow U.S. federal income tax accounting and other
concepts in some respects. The cost of compliance with the
California requirements in the case of a U.K. worldwide group
might conceivably be far in excess of the California taiiitselt.
It is also patently clear that an attempt to enforce these
requirements is an extraterritorial extension of California
law to foreign areas in which California has no jurisdfction,
For example, one foreign-controlled corporate
group with extensive and diverse world-wide operations had
roughly 3,000 separate taxdble entities. The group estimated
that full compliance with the California unitary business
method could require administrative costs of $100,000 per year
or more, as compared to real net income trom_Calitornia opera-
tions of §$2,000,000 per year. The California unitarf<business
method, however, allocates as much as $6,000,000 of net income
per year to C;lifornia. The California nominal corporate tax
rate was 9%. Und?r these conditions, the combined effect
of the unitary business method and the cost of compliance
therewith raised the effective California tax rate to 32%

rather than 9%.
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Further, financial information naylretlect confi-
dential data, trade secrets, or important information that
cannot be made avallﬁble to governmental units having no con-
nection with the companies involved. 1In the case of foreign
affiliates not wholly-owned, it may be illegal under the laws‘
of their country of incorporation to p;ovide such information
to third parties, such as California. This burden is clearly
recognized in the report of the Task Force on Foreign Source
Income of the House Ways and Means Committee.*

The recordkeeping necessary to facilitate full com-
pliance with the California unitary business method would
cbviously place intolerable burdens upon a group of affiliated
foreign corporagions, particularly where there are diversities
of language, currencies, foreign exchange, accounting methods,
and accounting periods. Furthermore, there is the problem of
compelling compliance with California rules and standards in -
order to show that all groups in like circumstances are treated

on an equitable basis. The Journal of Commerce for June 8,

- et

1977, contains a report of an interview with Tom Quinn, special
assistant to Governor Brown of California. In this interview
Mr. Quinn stated that the unitary tax lay, is “difficult to
;nforce and that it could invoke sending State auditors "all
over the world". Under such circumstances, can it be dénied

that the application and enforcement abroad of California law

¥/ Supra, p. 5.
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is an extraterritorial extension of State law into the juris-
diction of a foreign government? A chaotic international sit-
uation could arise if the unitary business method applied by

California (or sundry variations thereof) were to be adopted

by all of the fifty States.

D. The Fifty-Percent Related Ownership -
Test Is Unreasonable

Pinally, the California unitary business method im-
poses unreasonable burdens because it is applied wherever there
is more than 50% intercompany control within the group without
adjustment for the minority ownership. Assumiag a constant 51%
intercompany <™ntrol, California law requires an allocation of
the entire net Ilncome on a combined basis, notwithstanding
the highly significant minority interest, which will insure
arm's-length pricing And make formula apportionment of wor;d-
wide income entirely unnecessary. The Cal;fornia law makes no
provisions for an allocation of a ratable share, as do such
provisions as §§551, 951, 1246, and 1248 of the Internal Revenue
Code of 1954. '

This extension of the unitary apportionment concept
may obviously imposé@ unreasonable tax burdens on minority share-
holders. It may create enormous legal difficultlei_in satis-
fying California's information requirements, possibly violating
the laws of foreign countries. The objections of other govern-
ments to these burdens are well-founded and provide added
reason for Congressional action to establish reasonable limits

on State taxation of international business.
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vII Technical Comments on S. 1688

Technical analysis of §7518, as proposed to be added
to the Internal Revenue Code of 1954 by S. 1688, suggests
the following comments. Proposed §7518(e)(1) refers to a cor-
poration which "is by application of section 951 treated as
having received such a dividend."™ Actually, §951 does not by
its terms treat a dividend as having been received. The more
precise language is contained in §960(a)(1) of the Code, which
refers to the inclusion under §951(a) in the gross income of
a domestic corporation of any amount attributable to earnings
and profits of a foreign corporation. Perhaps, §7518(e)
could define the amount "treated as having [been] received”
in terms of §960(a)(1). ]

Proposed §7518(e), at the end, provides that there

" shall be taken into account a tax for which a credit against

tax would be allowed under §90t. Technically, this provision
does not pick up the so-called taxes "in lieu of" income taxes
because §903 does not expressly provide that it applies for
purposes of §960.

At the Hearings on July 19, 1977, on the proposed
U.K. convention, the point was made by the Staff of the Joint
Committee on Taxation that the proposed treaty did not contain
in Article 9(4) the type of detailed technical rules needed
to refine the placing of restrictions on taxation by the
States. It was also stated that the proposed article had
not been subjected to the process of pubiic hearings, comment,

and debate needed to assist in the formulation of precise

"and balanced rules to deal with this complex problem.
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Obviously, the bill before this Committee is some-
what broad in its scope, thereby enunciating as did-:he pro-
posed treaty, the principle of international tax policy re-
quired to be followed by the States. On the other hand, the
bill would simply adopt the existing, complete system in the
Internal Revenue Code with respect to taxation of foreign
source income. The States would be limited only in that they
could tax such foreign source income only to the extent the
Pederal Government does so. This makes largely unnecessary
any detailed rules in this bill; the appropriate provisions
of the Internal Revenue Code, already painstakingly worked
out by this Commltteé_err a long period of years, would
aimply, in effect, be incorporated by reference. Public
comment is always available in the rule-making process as
provided by Congress at 5 U.S.C. §553(b), (section 4 of the
Administrative Procedure Act of 1946, 60 stat. 238).

. Of course, adoption of regulations through the rule-
making procedure will be necessary under any legislation re-
sulting from action by this Committee on S. 1688. Ideally,
legislative regulations, such as those adopted under such
other basic statutory provisions as §482 (allocation of income
and deductions among taxpayers) or §1502 (consolidated returns),

authorized by Congress would be appropriate in this context.

VIII. Posgsible legislative Action in California

At present there is pending in the California
Senate a bill which has already passed the California Assembly.
Assembly Bill 525 would change California law to provide that
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in determining the income subject to tax of a bank, corporation,
or other entity, there shall not be taken into account the in-
come and apportionment factors of any other bank, corporation,
or other entity, if such bank, corporation or other entity
is == (1) created or organized under the laws of a foreign
country; (2) not owned and controlled by a U.S. corporation
or residents of the United States; and (3) has more than 50
percent of its operations outside of the United States, its
political subdivisions, territories, or possessions, or the
Commonwealth of Puerto Rico. Corporations engaged in the
. energy business, the steel business, or a business concerning
agricultural land in California are excepted from the protec-
tion that would be provided by this bill.

This change in approach, if adopted, would certain-
ly be a step in the right direction by California. It does
not go far enough, however, simply because it is not completely
in accord with the taxation of foreign corporations by the
Pederal Government which has been setting, and has the right
under the U.S. Constitution to establish, the international
taxing policy of this Government vis-a-vis any foreign govern-
ment.

Even if this bill\;ere to be adopted in California,
this Committee should nonetheless proceed with all deliberate
speed to accomplish the objective to be achieved by S. 1688.
There are forty-nine other States involved, in addition to

California, that should be following precisely the manner
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of taxing foreign corporations established by the Federal

Government for this Nation, as a matter of international tax

policy. - —

IX. Conclusion

In the last analysis, as recognized in the Ways and
Means Task Force report of March 8, 1977, there is little need
for a State to include income of a foreign parent or its affi-
liates in the unitary business computation where such parent

or affiliates are not doing business in the State:

The need for applying the unitary method
may not be as great when taking into account
foreign source income than when taking into
account income from a number of States. The
number of transactions in any State linked
to foreign operations is ordinarily substan-
tix¥lly fewer than the number of transactions
linked to different States. Moreover, since
taxpayers are in any event required to allocate
income between U.S. and foreign sources for
Federal income tax purposes, the State could
adopt the Federal rules for apportioning in-
come from foreign transactions between domestic
and foreign sources.* -

The principle in S. 1688 is entirely consistent
with international standards of taxation and with the power
of the Federal Government to restrict taxation, including
taxation by its political subdivisions, in the interests of

fostering international trade and investment between the United

States and foreign countries. The United Kingdom is the country

with which the United States has had the greatest volume of
trade and exchange of investment over the course of history,
and that relationship should be preserved and strengthened

by adoption of the principles of S. 1688,

* Recommendations of the Task Force on Foreign Source
Income, supra at p. 5.
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STATEMENT
OF
ERNEST S. CHRISTIAN, JR.
ON BEHALF OF
THE COMMITTEE ON STATE TAXATION
COUNCIL OF STATE CHAMBERS OF COMMERCE
-BEFORE THE
COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT

IN SUPPORT OF S. 1688 AND S. 983
JUNE 24, 1980

Summary Of Statement

The Commictee on State Taxation strongly sSupports
both parts of S. 1688. From the standpoint of
American companies, the limitation on state taxa-
tion of foreign source dividends is at least as
important as the elimination of :}e worldwide
combination method of state taxation.

The worldwide combination method of taxation as
applied by California and a few other states is
inconsistent with the basic principles of state,
Federal and international taxation. S. 1688 is

not Federal interference with the proper interests
of the states. Rather, S. 1688 would merely preclude
a few states from interfering with the foreign com-
merce of the United States to the detriment of the
citizens of all states.

A limitation on state taxation of foreign source
dividends is not a radical new departure which ~-
takes away the right of a state to tax income which
is properly attributable to it. Under basic prin-
ciples of state taxation, states have no right to

tax foreign source income at all, and generally do
not. But a growing number of states are undertaking
to tax foreign source dividends more heavily than
they tax domestic source dividends. If states are
permitted to tax foreign source dividends, their

tax jurisdiction should not be greater than the
Federal government's. Thus, S. 1688 permits states
to tax foreign source dividends only to the extent
the Federal government taxes foreign source dividends.
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or
ERNEST S. CHRISTIAN, JR.
. ON BEHALF OF
THE COMMITTEE ON STATE TAXATION
COUNCIL .OF STATE CHAMBERS OF COMMERCE
: BEFORE THE
COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION
= AND DEBT MANAGEMENT

_ IN SUPPORT OF S. 1688 AND S. 983

JUNE 24, 1980

Thank you Mr. Chairman. I am Ernest S. Christian, Jr.,

of the law firm of Patton, Boggs & Blow. I am counsel to the
Committee on State Taxation of the Council of State Chambers
of Commerce. I am accompanied by Mr. James F. Devitt, who is the
Epgizggn<g£_§he Committee on State Taxation. The Committee on

‘' State Taxation, or "COST" as it is known, consists of more than
150 U. S. companies with income from multi-state and international
sources. COST has for over a decade been actively involved in
the analysis of all aspects of state taxes and their impacts on
domestic and international business transactions.- COST has
contributed importantly to the study and greatez'gnderstanding

e

of the subject of state taxation of foreign-source income.
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The Committee on State Taxation fully supports S. 983,
Senator Mathias' interstate taxation bill. It {s recognized,
howevef, that it is late in this Congress for adequate consider-
ation of the income, sales, use, and gross receipts tax provi-
sions of S. 983 although such consideration is needed. In the
foreign source‘inccme area, which also is addressed by S. 1688,
S. 983 calls for a more comprehensive restriction on state
taxing authority than does S. 1688. Although we believe that
the S. 983 provisions on foreign source income are correct, S.
1688 represents a reasonable compromise- which should receive

immediate attention,

Introductory Statement of COST'S
Position In Support Of S. 1688

COST strongly supports S. 1688. It is necessary to pro-
vide Federal guidélines for state taxation of foreign source

income where the taxes of some states radically depart from the

accepted principles of state, Federal and international taxation,

and where those aberrational state taxes interfere with the
foreign relations and commerce of the United States.

Other witnesses representing foreign parent corporations
with subsidiaries in the U. S. will discuss the importance of
S. 1688 in protecting those foreign parent corporations from
extraterritorial taxation under the worldwide combination method
of séate taxation. COST completely agrees with that. It should
be obvious that no state should be permitted to tax the foreign

gsource income of a foreign-ownéd corporation which the U. S. has
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f absolutely no jurisdiction to tax and, quite properly, dées not
attempt to tax.

But COST would emphasize that S. 1688 is of even greater
importance to American businesses -- U. S. companies with foreign
subsidiaries which operate soiély outside the U. S. Also, both
parts of S. 1688 are important to American companies. There are
two major problems. The first relates to the time at which for-
eign source income is taxed by those few states which apply the
worldwide combination method of state taxation. Contrary to both
state and Federal tax principles, under the worldwide combinaticn
method the foreign source income of the foreign subsidiary is
taxed to the U. S. parent corporation even though the U. S. par-
ent corporation has not received, and may never receive, any of
the income. The second problem relates to the amount of foreign
source income which is taxed by those 28 or so other states which

tax the foreign source dividends when received by the U. S. par-

ent corporation. Contrary to both state and Federal tax princi-

ples, when a dividend is received from a foreign subsidiary, tgg
dividend may Ee taxed by any number of;gtates even though this
foreign source income has already been taxed abroad and even
though states properly should not tax foreign source income at
all.

These taxes are imposed on dividends despite the fact that
the foreign subsidiary corporation, which earned the income, has
operated solely outside the United States, has derived all its

income from sources outside the U. S., and has absolutely no

—
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relationship with the state which taxes the income. From the
standpoint of American companies, the part of S, 1688 which
lzﬁits state taxation of foreign source dividends is just as
important as the part of S. 1688 which precludes the worldwide
combination method of state taxation. The two parts of S. 1688
are interdependent. It wo;ld, from an American company's point
of view, be less than a satisfactory solution if the Congress
merely precluded the worldwide combination method and did not
also limit state taxation of foreign source dividends as provided
in S, 1688,

In order to deal with the problem of the worldwide combi-
nation method, S. 1688 would first provide that a state may not
tax the foreign source income of a foreign corporation prior to
the time that income is taxed by the Federal government. In the
case of a foreign subsidiary of a U, S. parent corporationl/,
the income of Ehe foreign subsidiary could not be taxed by the
state until paid out as a dividend to the U: S. parent or until
deemed paid as a dividend under the rules in subpart F of the
Internal Revenue Code which preveht deferral of tax by the use
of so-called tax havens. Prior to the time of a dividend, the
state would have the protection of the Federal rules for alloca-

tion of income and deductions between related taxpayers and

1/ In the case of foreign source income of a foreign parent
corporation, that income would never be taxed by the
state because the Federal government lacks jurisdiction
to tax it.
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would be able to tax any income of the foreign subsidiary which
was under section 482 of the Code reallocated to the U. S.
parent for Federal income tax purposes,

Having first dealt with the time at which a state can tax
the foreign source 1ncome»§f a foreign subsidiary, S. 1688 would
next deal with the amount of that income which the state may tax
when a dividend is received by the U. S. parent corporation.
Under basic principles of state taxation, whereby income is taxed
only by the state whose economy generated the income, an outright
exclusion of for;ign source dividends from state taxation would
be justified. S. 1688 does not go that far. Under S. 1688
states would be permitted to tax, at whatever rate they choose,
the same portion of foreign source dividends received from a
foreign subsidiary that the Federal government effectively taxes.
Because of the basic principle that the same income should not be
taxed twice, both here and abroad, the Federal government allows
a credit for foreign taxes and therefore effectively taxes for-
eiﬁn source dividends only to the extent the U. S. corporate tax
rate of 46 percent exceeds the foreign tax rate. Thus, for
example, if the foreign tax rate was 23 percent and the U. S. tax
rate is 46 percent, the U. S. effectively taxes 50 percent of a
dividend received by a U. S. corporation from a foreign affil~
iate. In this example, the states would be permitted éo tax 50
percent of the dividend actually received plus 50 percent of the
so-called Federal "gross-up” which is the amount of the foreign

source income which was used to pay the foreign tax.
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These two Federal guidelines for state taxation of foreign
source income are of great importance as matters of nationa#
policy. State taxes are increasing far beyond the point where
they can be ignored as only a minor component of the ovcrall
tax burden. More and more states are undertaking to apportion
and tax foreign source dividends income which have already been
taxed abrocad: Many states impose discriminatorily large amounts
_gf tax on foreign source dividends compared to their treatment
of domestic dividends. Still other states have gone to the
extreme of the worldwide combination method of taxation. The

recent decision by the Supreme Court in Mobil 0il Corporation

v. Vermont, and the obvious improbability of a sufficiently
definite judicial solution, emphasizes the need for Federal
statutory guidelines.

Neither of.the two Federal statutory guidelines in S. 1688
is a radical new departure which takes away the right of a state
to tax income attributable to that state. Instead, S. 1688 merely
restrains certain aberrational state taxes which are inconsistent
with the existing principles of state taxation and merely limits
the right of states to tax foreign source income which states,

~properly, should not tax at all.

In addition, while the'matter is significant, the revenue
impact of S. 1688 on the states is hot large. Exaggerated reve- _
nue losses asserted by some states are easily refuted. On the
other hand, if the revenue loss to any state is-large, that is

merely evidence that the state is presently taxing large amounts
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of income which it properly is not entitled to tﬁx. In this

respect, the former chief of staff of the Joint Committee on

Taxation observed in testimony before the Senate Foreign Rela-
tions Committee, as follows:

"If, in fact, there is a substantial revenue
loss when an arm's length standard replaces
unitary apportionment, this may be an indica-
tion that unitary apportionment does, in fact,
result in unjustifiable extraterritorial
taxation.”

Basic Outline Of Federal And State Tax
Systems As They Relate To S. 1688

At the Federal level, with only a minor exception not here
relevant, the foreign source income of a foreign subsidiary cor=-
poration is not taxed until such time as that income i; repatri=-
ated by payment of a dividend to the U. S. parent corporation.
E;en then, the Federal government taxes that foreign source
income only to the extent the income has not at its source been
taxed at a rate at least equal to 46 percent. This avoidance of
double tax is acé;mplished by the application of the Federal
foreign tax creait. The Federal government also generally does
not tax intercorporate dividends. If a dividend is received by
one corporation from a domestic subsidiary either 85 percent or
100 percent of the dividend is excluded from the recipient-
corporation's income for Federal tax purposes. Dividends from -
foreign subsidiaries are not excluded from Federal taxable income,
but substantially the same result is achieved by allowing a credit

for foreign taxes already paid by the foreign subsidiary.
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In general, state taxes follow a similar pattern. With
the exception of those states which attempt. to apply the world-
wide combination method, states do not attempt to tax the busi-
ness profit of foreign subsidiaries which are not doing business
in the U, S. and, therefore, not doing business in the state.
Again, with the aberrational exceptioné to which S. 1688 is
directed, the entire structure of the state tax system, as
developed from Supreme Court decisions interpreting the due pro-
cess, equal protection and commerce clauses of the Constitution,
is based on the "source" principle of tax;&}on. Each state i{s
entitled to tax that portion, and only that portion, of a corpor-
ation's income which the economy of that state has generated.
Where domestic source income is involved, it is clear that at
least one state's economy has generated the income and that at
least one state is entitled to tax the income. More than likely,
the income is attribdtable to more than one-state, in which case
the income is apportioned among these states according to their
relative contributions. The apportionment is normally accom=~
plished by some version of a three-factor apporgionment formula
as follows:

Tangible Property, Payroll

And Sales Within The State = Total - Amount
Total Of Above Within And Business Incame  --—-Apportioned
Without The State To The State

To illustrate, assume that Corporation X derives $100 of income

from its business which encompasses both State A and State B (but
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no other); and that sixty percent (60%) of the property, payroll
‘and sales of that business is in State A and the balance is in
State B. The total income of $100 from the business, conducted
partly within each state, will be divided between the two states
as follows:

- State A will tax $60 of the $100 which is in

proportion to the percentage of property,
payroll and sales located in State A.

- State B will apply the same formula and tax
$40 of the $100 which is in proportion to the
percentage of property, payroll and sales
located in State B.

Thus, while the income is apportioned in part to State A
and in part to State B, no amount of the income is apportioned
to and taxed by any other state because no other state's economy
generated any part of the income. That means that where income
is from foreign sources, and all of Corporation X's property,
payroll and sales factors are located outside the U. S., none of
Corporation X's business profits are apportioned to and taxed by
any state., Similarly, dividends from corporations operating
solely outside the United States should not be apportioned and
taxed by any state because no state's economy has generated the
business profits represehted by the dividend. Exclusion of
foreign source dividends from state taxation eliminates the
necessity for states to allow a credit for foreign taxes. Such

an exclusion also results in parallel treatment of domestic

66-690 0 - 80 - 12 (Pt.1)
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source aﬁd foreign source dividends, since states typically do
not tax intercorporate dlvidends received from a domestic
corporation.

Given this basic pattern of Federal and state taxation,
S. 1688 is directed toward correcting two aberrational departures
from the basic pattern which have been undertaken by some states.
The worldwide combination method departs from the basic pattern
in that not only does it tax foreign source business profits
which the states should not tax, it also taxes that income prior
to the time it becomes subject to taxation by the United States
or any state. In addition, a growing number of other states are
undertaking to apportion and tax foreign source dividends received
from a foreign affiliated corporation eQen though they do not
tax dividends from domestic affiliated corporations and even
though they recognize that they properly cannot tax the undef-
lying foreign source business profits of either a foreign cor-
poration or a foreign branch operation.
Aberration Presented By The Unitary Or

Worldwide Combination Method As Applied
By California And A Few Other States

The worldwide combination method‘used by California and a
few other statesa/ is a radicalized version of the basic three-

factor apportionment formula. As already discussed, California

2/ Other states which .apply the worldwide combination
method, with varying degrees of consistency, are Alaska,
Colorado, Idaho, Montana, North Dakota, and Oregon.

Py ot
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is entitled to tax a corporation which is doing business in the -
state. In a case where that corporation is doing business in
several other states, as well as in California, the income which

can be taxed in California is supposed to be that portion of the *
corporation's total business income which ;s attributable to doing -
business in California.--

However, under the worldwide combination method, California,
for example, combines into a single formula all the property,
payroll and sales of the corporation which it has jurisdiction
to tax plus\afi property, payroll and sales of all that corpora-
tion's worldwide foreign affiliate corporations which are not
doing business in California (or even the U, S.) and which
California does not haveé jurisdiction to tax. The worldwide
income of all these corporations is then multiplied by a fraction
with a California numerator and worldwide denominator. California
then requires the corporation doing business in California to
pay tax on the resulting percentager of the worldwide income most,
if not all, of which may be the income of foreign corporations
which never had any Eontact with California at al}.
) .The first obvious irrational result of’the worldwide com=-
bination method is that California has taxed.income which it
has in no way contributed to pro&hcing.

The second irrational result is that California has effec-

tively taxed foreign corporations which it has no jurisdiction

to tax. Some state tax administrators may assert that it is
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_____\the in-state corporation which is being taxed, but that is

patently incorrect as demonstrated by the succeeding paragraph.

The third irrvational result is that California has in many
cases under the worldwide combination method apportioned to ttselt‘
and taxed an amount of income which exceeds the entire income
from all sources of the in-state corporation over which it has
tax jurisdiction and purports to be taxing. There are, in fact.‘
'examples of an in-gtate corporation which in the year experienced
a substantial loss but which was at the same time required to pay
large amounts of tax to California on income derived by affiliated
foreign corporations which operated solely outside the United
States and which neither the U. S. nor California had jurisdic-
tion to tax.

The fourth irrational result is that California has
imposed a discriminatorily high penalty rate of'tax on the
in-gtate corporation (if one accepts for the sake of argument
that it is the in-state corporation which iﬁ being taxed). Why
should it be the case that a corporation which does business in
California and earns $100 must pay tax at an effective rate two
or three times greater than the effeétive recve of tax paid by
another corporation which conducts the identical business in
California and also earns $100, but happens not to be related by
stock ownershié to some foreign corporation. (

A further problem with the worldwide combination method,
particularly as applied to foreign parent corporations, is the

enormous accounting and administrative burden of attempting to
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comply with a tax imposed on‘a combined worldwide basis. Since
these corporations are not tixable in the U. 8., they have no
roasén to maintain books and records on a U. S. basis or on a
basis which permits a three factor (prop‘?gy, pay:ollA;nd sales)
formula to be applied. ofgen the intornaeion about a foreign: -
affiliate simply is not available to the in-state corporation
which California purports to be taxing. In other cases, as in
the case oi foreign banks, for oxanplq, disclosure of certain
critical info?mation may be precluded by law.

It should also be recognized that in the case of a U. S.
parent corporation which must pay tax on the earnings of its
foreign subsidiary, these earnings may later be paid out as
dividends and be taxed again. While California would not tax
the same_income again, the state of commercial domicile of the
U. S. parant corporation may allocate to itself and tax the
entire dividend and other nondomiciliary states may apportion
and tax parﬁs of the dividend income.

Some state tax administrptors may assert that the world-
wide combination method is no different from the basic three . .-
factor UDITPA formula applied domestically by other states and
that because the worldwide factors are included in the denominator
of the fraction, worldwide combination does not over-apportion
income to the state. That assortfon is, however, not correct;
Worldwide combination nearly always apportions more income to the
state than wouldyﬁa the vesult of applying the regular formula.

That is because, as a result of lower foreign wage rates and
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othe? siuilgtlditftrcncoy, the foreign factors generally are a
lesser percentage of foreign income.compared to U. 8. factors
as a pctcontago of U. S.. 1noo-o.~ In fact, worldwide. conbtnntlon
has ‘in- sono tnsctnces been. appllcd unevenly and ie nosuAtprcally
appltod'ﬁy ‘states where it will yield a higher tax . to the state:
' .These same state tax adntnistrators may also assert:that .
worldwide combination is a nocoluary substitute at the state - .-
level for section 3i82 d!‘ého-xﬁgirnql Revenue COdi'inlor&;r to -
, prevent affiliated companiof. through pricing.adjuctﬁanta and
+ « similar techniques: in intercompany etansnctionts:irdnﬁarttti-,
cially shifting income out of the in<state company and into the
foreign affiliate. Again, .this assertion does not supporﬁ:agplt-
catlon of thie worldwide combination method.. Section 482 is a
highly rettncd tool for ptcvcnting such shifts of :income and
' there 1s no indication that section 482 is 1ni@!ect1vc.' All the
- section 482 information and adjustments are available to the
states. 1Indeed, most states which do not apply worldwide combi-~
nation work off the Federal income base in applying their appor-
" .. tionment formula. In addition, application of the worldwide
combination method is not confined to those instances where
there might be a real pdssibility of misallocation of income and
deductions or to those cag.s.whorn there are large amounts of
interconpany transactions. o
Rather than being tederal.inecrférchcc ;ith}loqtginggc»
state tax collections, S. 1688 is in't;ct'designoﬁ to prevent a:

4 N a
.. .
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few states from interfering ln‘natlonal and international matters
to ;hc detriment of all citizens. By unilaterally adoptingvﬁﬁq
worldwide combination method as applied to foreign source
income, a few states have in effect:

(1) undertaken to overrule Federal policy by taxing
income which the national government correctly
considers to be outside its jurisdiction tax
tax; and ‘

(2) .undertaken to deal with the conduct of the
foreign commerce, trade and tax policies of
the United States, which are the exclusive
province of the Federal government and which
when disrupted by the actions of one or ﬁﬁoA
states can adversely affect the citizens of

‘ all other states.

In addition, these few states have underiaken to gain an advan-
tage over other states by taxing foreign source income. Many
states tccoghize that they properly should not tax foreign
sourccvlncomc and do not undertake to do so. Other states do
undertake to tax i;;;ign source income, but only when that
income is repatriated by payment of a dividend to the U. S.
p;roné corporgtiop. Much of the foreign source income which.
Calitorqia,and a few other states tax prior to the time it is
repatriated may nov07 be :opqggiated (either becagsa :gg“}néomo;.
may never be permitted by the“fprqlgn country to be repatriated
to the U. S. by the payment of a dividcnd or because the income

- —
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e s
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once earned by the foreign corporntton.nuy later be wiped out by
losses). The other states may, therefore, never hava the oppor-
tunity to tax that income.
Even from the standpoint of the few states which apply
the worldwide combination method, the effect is adverse. The
actual effect of the worldwide-combination method is often to
impose a penalty tax rate, higher than the normal rate, on coa-
panies w}th significant international operations. This penalty
rate discourages investment in the state and adversely affects
the economy of the state and of the entire country. The Governor
of California and the General Assembly of that state have recog-
nized this. In California, Assembly Bill 525, which has already
‘been approved in thirlouer House of the legislature, would pre-
~¢lude the worldwide combination iothod'insofar as applied to most
foreign parent coiporationl. A.B. 525 does not, however, pre-
clude the application of the worldwide combination method to
U. S. parent corporations wt:h foreign subsidiarlos,'a.najoi -
defect. ' ) : - ‘

-For all these reasons, plus the basié inequities it creates’
when ipplied to particular taxpayers, the worldwide combination
method has becn‘thptoughly condenned by almost every group which
has considered it in détail. In addition to the numerdus
respected U, S. business organizations’and éﬁﬁpanios testifying :
today, the worldvide combinatioh method lias been-rejected by the -
International Chamber of Commerce, by a study committee of the -

-
s
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United Nations and by a unanimous vote of all nine members of
the European Ecopomic Community. ’ ’

The Report of the Ways and Means Committee's 1975 Task

.Force On foreign Source Income thoroughly considered the world-
' wide combination method and recommended Pederal legislation to
preclude itg application in the case of all foreign affiliates;
both foreign sublidiariis of U. 8. parent corporations and
foreign paf;nt corporations., S. 1688, as drafted, follows
exactly the pattern of ;pc‘raak Porce's decision, which recom-
mended that states be precluded from taxing thortncone of
foreign affiliates prior to the time that income is. taxable by
the Federal government. .

A number of years ago the Troisu:y Department recognized*
the adverle'impllcatiéns of the worldwide combination method and
agreed to what was called Art{clcv9(4) intéh; Ehxﬁércdﬁy ylth
the United Kingdoﬁlﬁhlch would have precluded states from apply-
ing the worldwide combination method to a U. K. parent corpora-
tion and its other affjiliates that derive their income from
sources outside the United States. While Article 9(4), because

"it was a treaiy provision, did not deal with the reverse situa-
tion where the foreign subsidiary of a U. K. parent corporation

‘ is taxed under the worldwide ;ombinatlon mathod, implicit in °

A;ticle 9(4) was a recognition that the reverse situation might

-  be dealt with by legislation in order not to leave U. S. com=

panies with foreign subsidiaries worse off than foreign-owned

. competitors.
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‘The great importance aenched to Article 9(4) by the

United lungdou and the potential difficulties !oi' tho U. 8, which
arose when Argiclo 9(4) failed to gatn the two-thirds vote in

the Senate required for ratification, is a good exasple of the
serious interpational implications arising from the unilateral = °
_actions of a few states in applying ¢he wti&ide ‘cobination -«
method, Portunatély, the U. K. did go ahead and ;tatify the ‘
treaty with Article "9(4)i omitted, but that ratification vu."'
delayed ‘and tha whole treaty, which contained major bénefits to
the U. S., wu-ondaﬁgcnd. ‘This interference in the foreign
‘commerce of the'U. 8. arose directly from the unilateral action L

of Cantornia and a few other statos. The effects of such

1ntol'£eunce are still beinq tolh.

4 .Aberratlonal Result Pruontod y State
Taxation Of roroign ‘Source Divldmdl‘ o J

8. 1688 wctild correct one of the qlaring ineongrultiea in
.-atate taxation: - the fact that states generally tax £orei.gn

source dividends more heavily than they tax domestic source d’ﬁri’-
dends despite the fact that states properly should not.tax for-
eign source dividends at all. The limitation ‘contained in |

S. 1688 with respect to foreign source dividends is fully justi-
fied in its own right, but” that limitaticon is also a corollary

to the other provision in 8. 1688 which procludbs states from )
applying the worldwide conbination method to toreign source

income. From the standpoint of many Mer{.can companies with for-

ctgq sub/sidim;in, the relief i;rantod by precluditig the worldwide
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combination method would be more than offset if states were still
permitted, in fact encouraged, to- tax greater amounts of foreign
source dividends and to do so without taking into account foreign
payroll, property and sales factors. Much of the rationale
beh;nd precluding the worldwide combination method rests on the
principle that states should not tax foreign source income. That
principle is equally applicable to foreign source income in the
form of a dividend from a coréoration whose income is from
foreign sources.

By limiting state taxation of foreign source dividends,

S. 1688 does not result in preferential treatment of foreign
source investment or income. Insgead, S. 1688 merely limits the
present discrimination against foreign seurce dividends.

The present burden 6£ dividend taxation at the state level
fqi&s almost entirely on foreign source dividends because those
states which tax_gividends typically start with the Federal
income base off Form 1120, which includes only minor portions of
domestic intercorporate dividends, but includes all foreign
intercorporate dividends. Under section 243, 85 percent of divi-
dends received from a domestic corporation is exclyded from
income and under the consolidated, return provisions dividends
=_£rom domestic affiliated corporatléns are totally excluded troﬁ
income. These exclusions avoid taxing the same income twice at
the corporate level. Intercorporate dividends from foreign
sources are not excluded from income (under either section 243

or ' the consolidated return provisions) because double taxation
- /

- ¥
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of those dividends is avoided by means of the foreign tax
credit.

- This two part rule which distinguishes between domestic
and foreign source dividends works well at the Federal level,
but it produces a totally illogical result when the states become
involved. The states piarallel the Federal rule of including for-
eign source dividends in the income base, but then do not follow
the second part of the Federal rule (allowance of some type of
credit for foreign taxes) which is the‘sole basis for foreign
source dividends being included in the Pederal income base in
the fixst place.

" #hile the dividends received deduction is the mechanism
that the Internal Revenue'Codo utilizes in avoiding corporate
double taxation on domestic diviﬁénd7; the foreéign tax credit
is the device that is utilized in avoiding corporate double - :
taxation on foreign dividends. Boyove:, since the foreign tax - -
credit, as its name implies, is-i-ctedit rather.th;n an excolu="

sion, atate§ which utilize Federal taxable income as the starting

" point’ tully include dividends from foreign corporaeions without *2

allowing credit for foreign taxes paid, while they, in most

. cases, exclide. dividends from domestic corporations, whether
thdy are engaged in business in the United States or abroad.
The result is a discrimination against forelgn source dividends
from foreign eorporations. T

- 'The dividends received d&due;ton~undét section 243 con~- -

tains no requirement that the earnings of a domestic affiliate,
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out of which the dividend is paid, have been taxed at a 46 '
percent rate. The dividend may have been paid out of earnings
that represent tax-exempt interest, capital gains, or accelerated
depreciation and thus, the earnings of the payor corporation may
not have been-taxed at all or were taxed at a .preferential rate.
Further, a number of states do not have income taxes or impose.
them at relatively low rates, so in many cases there has been.
little'Ot no state income tax {mposed on the earnings out of
which a domestic source divldcnd is paid.

On the othexr hand, the najority of leidends paid by for-
eign corporations were paid by corporations organized in a -
developed country. In 1974, gross dividends of $6.5 btllion
were paid by foreign corporations. Tha amount paid out ot cor-
porations organized in developed countries was $4.1 billion.

sﬁbstantial foreign income taxes were paid on this income, both

the dividends were distributed. These taxes were imposed at the

natﬁbnal level, sometimes for the benefit of local governments;

- in other cases taxes were imposed by the local governments for

their own benefit. Thus, dividends paid by foreign corporations

;;ve borne a tax in many instances equal to, if not greater than,
,) -

the tax that would hd@e'been borne on those earnings at the

national and lqggghlqzel i1f the earnings had bgpn derived in the
United Stataes. Bxe&pt}ng from state tax dividends paid by for-
eign corporations would not produce a preferential lower tax on

‘,‘,.A";

-
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those di;idond-. ;ﬁ the other hand, full etate taxation of divi-
dends - paid by foreign corporatlons constitutes a dincrininatory
ditinceneivc agéinst investment outside the United States.

S. 1688 attempts to eliminate partially this discrimina-

¢ tion by‘rostaeinQ'dﬁa?ipplying*thc foraign tax credit béﬁdtﬁeld;:“

an exclusion. The benefit of a 46 percent !foreign tax.crédit ~

is, £or.cxample. the same as a 100 percent exclusion, ‘and*the “

benefit, for example, of a 23 pércent foreign tax credit is thd;“': |

same as a 50 percent exclusion. Therefore, the bill results-in

more equal taxetfon of dividends, regardless of the place of

incorporation (domestic or foreign) ' of the payor.

The potential discriminatory taxation of dividends paid v
by a foreign corporation may be 111ustratcd by three exanples ‘

‘using the -following basic factual pdttorn. Assume that a 0. S..xj;

corporation conducts two buainess bpcratlons, one in State §° and

1 one, adjacent to 8, in provinc& ‘P in Canada and that Both opera—”'”

tions form a unitary business."hiso assume that each business®

derived net income of $100 for a combinéd taxable incomé «of-%()pw‘i

and that both § and P have 10 percent cotpoflterineomewtax rates. ©

- The Pederal cotﬁorate fate'in‘the‘Uﬁlted’Staebd and in'Cdnadd‘ii*

46 percent.  In Canada, there is also '’ 15 pgrcont wtthholding s
tax and 15 percent branch runittanco tax. Hhile the Unitcd
States allows a deduetion for scate income ta*‘s, CAhada, on the

other hand, grants & ‘d Yebate of 10 percentage points. Assume ;|

-ntllizes an apportionnont formula in deternining taxable incoue

fﬂthat is based upon propo:ty, sales nnd payroll.

-
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(1) If both operations are conducted in the same corpor-
ation, the amount of income subject to state lggpme tax will be
the corporation's worldwide taxable income for Federal income
tax purposes multiplied by the apportionment percentage. If one
assumes that the economies in S and P are similar, then the cost
of the manufacturing taciliiies,[the payroll costs, and the sales
price of the manutactured-itticles in S and P would be similar.
Therefore, the formula would result in approximately $100 of
income being apportioned to S and $100 to P. The Canadian tax
burden would be $46 ($36 to the Federal government and $10 to
P). There would also be an additional tax of $8.10 (15 percent
of $54) upon remittance to the U, S. The U. S. tax burden would
be $51:40 ($10 of tax to S plus $41.40 to the Federal government).
Thus, there would be $2.70 more tax imposed upon the $100 of
profitd apportioned to P than on the $100 of profits apportioned
tovs, resulting in a total tax of $54.10 paid“in Canada.

(2) If the operation in P is conducted by a wholly-owned
domestic subsidiary which does no business in s, the amount of
income subject to S's 1ncoméxtax will ée the'parent corporation's
taxable income for Federal tax purposes. All this income would
be apportioned to S because all of the parent corporation's
property, sales and payroll would be &ttributablq to S. The $
dividends paid by ehis“&omestic subsidiary would not be subject :
to S's tax, &1ther by reason of the dividends received deduction

or the elimination of dividends under the;consolidated return
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provisions. Thus, the tax burden to S and the 0vora1f U. 8, tax
bdrden would remain the same as in the first factual situation.

(3) If the operation in P is conducted by a Qholly-oungd

Canadian subsidiary that does no business in S, the amount of
income subject to S's income tax will bo the parent corporation's
taxable income for Federal tax purposes or 3200. However, if

- the subsidiary paid a dividend of its entire earnings, a Canadian
withholding tax of 15 percent of the distribution of $54, or B
$8.10,:uou1d be imposed, resulting in a total tax paid to Canada_
of $54,10. Witlout a dividend limitation such as contained in
8.1688, S could tax this dividend. 1In this case, the net remit-
tance of $45.90 could bo subject to a further tax of 10 percent

- or $4.59, for a total tax of $58.69 on s1oo of profits earned in
Canada. ’

While in all three examples the total tax on the $100 of . __
profito attributable to P is greater than the tax on the $100 of
profits attributable to S, the largest amount of additional tax
is paid in exauplo {3). Thus, the dividondg phid by the foreign
corporation already bear a higher tax than otheér business )
profits, The limitation in S. 1688 on the state's right to tax’
these dividends would substantially eliminate any discrimination
without providing any incentive for foreign investment. Under

- the billf the tax burdens are substantially similar whether the
Canadian obogations were conductqd (1)>thr?ugh‘a‘donestic branch
in Canada, (2) through a separate domestic corporation with a
branch in Canada, or (3) through a Canadian subsidiary. The
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result is not to providsa an incentive to invest abroad, but to
prevent dividends from a Canadian éorporation from being discrim-
inated against.

The mechanism by which S. 1688 would achieve this result
is a reasonable and restrained apﬁroach which basically makes the
state system parallel to the Pederal system. The basic Federal
rule ‘is that foreign source income is first taxable by the for-
eign jurisdiction of its gource. The basic principle of state
taxation is also that income is to be taxed at its gource, i.e.,
by the state whose economy generated the income. Foreign source
income does not, however, have its source in any staté and no
state should tax it. But the Federal government goes farther

‘—;Ad taxes on the basis of "citizenship"™ to the extent the foreign
source income has not at its source borne a tax at least equal
to 46 percent. S;ates which tax foreign source dividends may
argue that they, too, should be permitted to tax foreighsoyrce -
dividends on the basis of some type of "citizenship™ concept.
Obvidusly, state taxatioq of foreign source dividends cannot be
justified under the source principle and, as discussed above, it
is believed that Federal legislation which totally excluded
foreign source dividends from state taxation would be justified.
But if states are to be permitted to exercise some type
of citizenship jurisdiction in order to tax foreign source divi-

dends, clearly that state jurisdiction should not be greater than

66-690 0 - 80 - 13 (Pt.1)
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th§ Federal government's, having in mind that the Federal govern-
ment taxes foreign source dividends only to the extent that the
income has not borne a 46 percent tax abroad.

.Thus, S. 1688 would provide a system for state taxation
of foreign source dividends which is essentially parallel to the
Federal system: (i) states would not tax foreign source divi-
dends fully taxed abroad which the Federal government does not
tax; and (ii) states would tax income which is not fully taxed
abroad, but only to the extent the Federal government effectively
taxes such income. Because national rates of tax in foreign
countries generally are higher than state tax rates, even though
the foreign rates may be less than the Federal rate, S, 1688
does not provide that states should allow a credit for foreign
taxes. Instead, S. 1688 translates the Federal foreign tax crediﬁ
into an exclusion of income-in order, consistent with the basic

theories described above, to permit the states to tax the same

portion of income which the Federal govérnment effectively - -

taxes. (E.g., if the foreign rate of tax is 23 percent, the
Federal government effectively taxes only 50 percent of the
foreign income; 46% x 50% of foreign income = 23% of 100% of
foreign income).
Example .
1. Amount of dividend actually .received. . . . . $115,

2. Grossed-up dividend to reflect 23
percent foreign tax rate. . « « « . ~ . . . . $150.

3. Foreign taxes Paid (23¢ x $150) . . . . . . . § 35.
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4. Grossed-up dividend x 46 percent. . . . . . . $ 70,
S. Item 3 divided by Item 4. . . . . . . + . « . 50 percent

6. TExcluded portion of dividend
(slso x Oso)l . . . . . . . . . . . . L] . L] . $75'°

The result of the exclusion is to permit the states to
tax, at whatever rate they apply to other income, only that por-
tion of a foreign source dividend which the Federal government
effectively taxes after taking into account the foreign tax
credit.

One might ask, "Why should the states take into account
taxes paid to foreign national governments and foreign local
jurisdictions when states do not allow a credit or deduction for
Federal taxes? After all, the Federal government would tax the
income if the foreign governments did not tax it."

The Federal government does, however, allow a deduc;&on
for state taxes, so that while the nominal rate of Federal c;r-
porate tax is 46 percent, that tax is effectively reduced by 46
percent of the state tax. Consquently, the revenue from the
nominal 46 percent Federal tax is in part collected by the states
and in part collected by the Federal government.

By requiring states to take into account foreign taxes,
instesd of these taxes being taken into account -only by the
Federal government, S. 1688 can be viewed merely as an adjust-
_ment in the division of tax revenues with the states which results
from the allowance of a deduction for state taxes against Feéeral

taxable inccme. Without that deduction, one could be certain
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that the rate of state taxes would have to be reduced across the
board, which reduction in rates would affect state tax revenues',

far more than would S. 1688.

Conclusion

For all these reasons, the Committee on State Taxation
strongly supports S. 1688 and urges its enactment. COST again
would emphasize that from the standpoint of American companies,
both parts of S. 1688 are important ~- the limigation on dividend

taxation as well as the elimination of the worldwide combination

method.
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being filed with the Department of Justice, and copies of
Connie Borken-Hagen's registration statement are available
for public inspection at the Department of Justice.
Registration does not indicate approval of this material by
the United States government.
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SUMMARY

Taxes should be a neutral factor in the flow of goods and
services between nations. State taxes should not interfere with

dr operate contrary to the trade policy of the United States, a
policy which encourages free trade and competition as well as
creation of capital.' jobs and the economic stability of the
country.

The combined reporting unitary tax is an arbitrary method used
by some states to assign a portion of the income of a group of
companies to the taxing state on a formula basis. At issue is
the states' Jurisdiction ¢to . tax corporate income and the
allocation of such income among the states.

The arguments against the unitary tax are:

A, The unitary tax has ‘irrational results because of,
varying world conditions.

*PFaulty economic assumptions result in over-allocation
of income to the states.

*It is unfair and capricious when it is applied to
world commerce.

*It subjects income to substantial distortion.

B. The administrative costs and burdens of compliance are
high. -
C. The unitary tax has a negative international impact.

*It subjects foreign source income to substantial risk
of international multiple taxation.

It is contrary to established principles of
international taxation and contrary to the federal
arm's length method.
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*ft creates a precedent harmful to American’
international interests. -

*There 1is the potential of retaliation by foreign
nations.

*Demands for information may violate international
treaties or local laws.

*It is an international commercial irritant.

*It is violative of the treaties of friendship,
commerce and navigation and the tax conventions of
other countries.

D. It breaches U.S. government prerogative to regulate
commerce among the states and with foreign nations.

Conéressional legislation is the only remedy. Treaties and
litigation have failed to end the unitary tax, and state by
state efforts are tedious and incomplete. Although Congress
does not lack authority to make uniform taxing rules for the
states, it has not done so to date. Because the United States
is world leader supporting free trade in the international
marketplace, Congress should immediately establish Federal
standa:és by enacting S5.1688 which would make state tax policy
consistent with U.S. tax and international trade policy.

- END -
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Mr. Chairman. My name is Connie Borken-Hagen. I am an American
lawyer practing private international law in London, and I am
retained as Special Projects Coordinator for the American
Chamber of Commerce in the United Kingdom. I am grateful for
the opportunity to present this statement to the Senate Finance
Committee's Subcommittee on Taxation and Debt Management in
support of S5.1688 a bill dealing with the extent to which a
state or political subdivision may tax certain income from
sources outside the United States.

The American Chamber of Commerce (United Kingdom) |is " an
independent non-profit organisation with over 1,000 British and
more than 800 American members. 1Its primary objective is to
encourage trade and investment both between and within the
United States and the United Kingdom. The Special Projects
Committee was formed to focus the Chamber's longstanding
. opposition to the unitary tax, and the very grave concern felt
by the members. about -the dampening effect the uhita:y tax has
had on British-American commerce. The members of the Chamber
are plessed that this Subcommittee has given time to the
question of the unitary tax as part of the larger question of
America's role in international trade and her international
commercial interdependence. : ’

I.Tax Policy Questions

Taxes should be a neutral factor in the flow of goods and
services between nations. As a matter of policy, taxation
should be simple, straightforward and predictable. An
efficient tax system enhances competition worldwide, helps to
ensure that commerce flows freely, facilitates planning for
expansion or diversification, and keeps costs down. Business
and government alike benefit from such a system in terms of
international trade capability and economic survival.

/
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Taxation is based on Jjurisdiction. A government must have
jurisdiction to tax income, and thc rule accoptcd worldwide is
that income may be taxed if ' 1t arises from and bears a
reasonable relationship to activities performed within and
protected by a particular governmental unit. The rule used in
international tax law is that the profits of an enterprise
should be those which would result if the various parts were
dealing with each other at arm's length. It is the policy
followed by the Pederal government and is an essential element
of the international trade policy of the United States.

Under the US Constitution states are permitted considerable
latitude in establishing their own tax systems. The basic
premise is that a state should tax only its proportion of
income, which means a state must have jurisdiction to tax, and
if it taxes boyond its jurisdiction such action amounts to
extraterritorial taxation, prohibited by the Constitution.
While states enjoy great taxing latitude within - their
jJurisdictions, the Constitution grants the Federal government
exclusive authority to regulate commerce with foreign nations
(Article I, Section 8, Clause 3). States taxes should not,
therefore, interfere. with or operate contrary to the trade
policy of the United States, a policy which encourages free.
trade and competition as well as creation of capital, jqbs, and
the economic stability of the country.

Certain state taxes differ radically from U.S. tax policy and
conflict with it. They create a climate of distrust that has
dampened United Xingdom enthusiasm for investment in America.
At this time of U.S. concern ovef_capital formation, econonic
growth and rising productivity, the U.S. should be encouraging
foreign investment to enhance capital formation, create jobs
and improve the U.S. balance of payments. The U.S. government
must stop states' extraterritorial taxation and usurpation of
Federal aethotity. Whether or not the United States continues
to allow a lower level of government to tax international trade
independent of the U.S. policy will have a considerable effect
on its future toreigb trade.



The combined reporting unitary tax is an arbitrary method used
by some states of the United States to assign a portion of the.
income of a group of related companies to the taxing state on a
formula basis. States have adopted a variety of Adiffering
approaches to the unitary method of taxation. A few take into
account the operations of foreign affiliates of the corporation
doing business in a state to the extent that the affiliate and
the U.S. corporation are engaged in a single “unitary”
business. 1In this way the unitary tax has the effect of taxing
income earned abroad before it is remitted to the United
States. Unlike the Federal government, states do not allow a
tax credit for foreign taxes; thus states taxing foreign source
income which has already been taxed abroad are penalizing a
company for operating internationally. .-

When a foreign affiliate of a U.S. corporatién earns income
abroad, the foreign country in which the income was earned
ptoperly insists on taxing this income. Since the United
States also taxes that income, double taxation would take all
or most of the income earned abroad unless a credit were
allowed. Because taxes are payments to government for services
provided by governments, the country where the income is earred
has the primary right to tax that income. To avoid double
taxation, the home country, the USA, allows an offset or credit
against the tax which would otherwise be due on income that is
earned outside the United States. The effect is that U.S. firms
are subject to the higher of either the U.S. or the foreign tax
rate., If the foreign tax rate is higher, then it is paid and
nothing is owed the U.S. Treasury. 1If the U.S. rate is higher,
- the U.S. Treasury is owed the difference between the foreign
and the U.S. rate of 468. In this way double taxation is
avoided and the higher rate must be paid, thus removing taxes
as an incentive for either foreign or domestic investment.
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It is obvious there is a great need ¢to pzovido Federal
guidelines for state taxation of foreign source income,
particularly where the state systems depart from accepted
principles of international taxation. As a practical political
matter, it is necessary to show that state tax authorities have
a mutuality of interest with buiinolo;‘ghlt new incentives. for
increased investment would outweigh possible loss of revenue;
that business growth would increase the tax base. '

It is also necessary to show that the leading practitioni: of
the unitary tax, California, has withdrawn from its position;
thus a 1limited Dbill was introduced in the California
Legislature which would exempt foreign earned income of most
companies with foreign parents from the combined worldwide
reporting unitary assessment. The purpose is twofold: first,
it secures immediate relief for foreign parent companies and
second, it illustrates to Congress that California's advocacy
of the unitary tax has softened.

" II1.What-1s-the -Unitary Tax-in Theory-and-in:Practice?

The -Unitary Tax-is-an-Aberration,-a-Radical -Departure
Prom-Most -Other -States'-Systems, -from-the - Federal -System,
and-from the -Internationally Established and- Recognised
N Arm's -Lenqth System-of Taxation

The theory of the unitary tax is that various subsidiaries and
affiliated corporations of a multinational really form part of
a single enterprise; thus, a state determines the net income of
the entire operation, then taxes a percentage of that total
_incone based on the ratio of business activities within the
state to the business activities of the entire organisation.

At issue is the state's jurisdiction to tax a corporation's
income and rules for apportioning and allocating corporate
income among the states in which a corporation does business.



198

In assessing the worldwide combination method most states that
use it limit their. assessment to U.8. corporations within a
group. Operations of non-U.S8. corporations are not taken into
account. That means apportionment is only in the U.8.A, a
homogenous economy. California, Oregon, and few other states
inoclude operations of foreign affiliates in the combined report
where those operations are considered dependent on or are
deemed to contribute to the activities of the U.S. affiliate
within the: taxing state. California requires that corporate
groups’ include all foreign income of all affiliates all the
time. Other, states require inclusion of foreign income of
foreign affiliates only occassionally.

The Alternative to-the Unjitary Tax System-is the
Arm's lLength-System of Taxing Corperate- Profits

The PFederal government taxes on the basis of citizenship and
residence. That is, foreign corporations are taxed on income
earned in the United States while United States corpo:atiéds
are taxed on worldwide income. All income received by a U.S8.
corporation from foreign or domestic sources is taxed to the
u.S8. corporatioh when received or deemed received. It is not
taxed as the foreign subsidiary ihtns that income outside the
United States, nor is foreign source income combined with U.S8.
income of the U.S. parent to tax the combined amount.

In most states non-business income is allocated to the state
where the corporation has its commercial domicile, and business
income is apportioned among the states in proportion to their
respective economic contribution to that income.

Under the Federal method, income and costs are allocated
between related companies using the criterion of what the costs
and prices would be between the parties if they were
independent parties dealing at arm's length (Section 482 IRC).
The arm's length standard is the internationally accepted
standard practiced by the Pederal government and most states.
Regulations prevent transfer pricing and demand a fair
allocation of taxable profit. '
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The arm's length or separate accounting method has been the
fundamental concept of U.S. tax accounting systems for 48
years. It is recognised by all countries involved in foreign
trade and it is the basis for U.S. bilateral treaties. It
avoids the determination of uniti?y and all its vaguery; it
keeps record-keeping and reporting within reasonable bounds;
and it eliminates the possibility of extraterritorial or doulble
taxation. '

I11. The-Pffect-of-the-Unitary- Tax

The arguments against the unitary tax are the same whether
discussing the concept on the state, Pederal or international
level.

A. The  Unitary Tax  Has- -Irrational Resulks because of Varying
World Cenditions.

1. FPaulty -economic assumptions -result -in _over-allocation of )

income-to the states. Some of those assumptions are:

* All nenberé of a group operate in a homogenous market
vhere wages, sales price, profit margins and costs of
business property are the same.

* There are no differences in economic, political and
social conditions worldwide.

* The same amount of income is earned from every dollar
spent on wages received from sales or invested in

tangible property.

* Accurate profit figures cannot be determined under the
arm's length pricing of inter-company transactions.

These assumptions are faulty because:
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b U.8. wages are high. Poreign wages, however, include
substantial fringe benefits which are not considered
by'CAlitornia, but which nevertheless increase costs
of production.

hd Property costs are particularly high in California
because of pollution controls and many other factors.

hd Sales or gross receipts factors ignore different
profit margins because of local economic and political
conditions. There is a risk of nationalisation and
expropriation as well as stringent government
regulations which  impose tight controls on
corporations doing Dbusiness abroad. There are
indigenisation programmes, limitations on employee
dismissals, plant relocations, importation of
machinery and materials costs, export and finiashed
goods costs, currency. exchange - limitations and
economic and political hazards. ' -

Thus, gross profit margins must yield higher and quicker
returns on 1n§estment in certain countries. California
ignores the vast differences in world economic conditions
and deems the same dollar of sales would yield the same
dollar of profit. ‘

Whereas the unitary tax might be appropriate- when it 1is
applieah to a homogenous economic structure, such as the
states of the United States, it becomes unfair- and
capricious when it is applied to world commerce which is
based on different economic conditions and philosophies.
In developed and developing countries, blocked, restricted
or open currencies, the risk of doing business varies, and
profit margins vary to reflect that risk. There can be no
uniform worldwide relationship between profits, payroll,
assets and revenue, Britain, particularly, is dependent on
foreign trade, and British business is highly represented
in developin§ countries.
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The result, since the unitary tax is based on worldwide
performance, is unfair and unequal taxation for British
companies in particular, but for all companies, California
unfairly taxes income which it has not contributed in

producing.

Worldwide reporting for unitary tax purposes subiects
incoie to -substantial distortion because of siénitieant
international differences in the apportionment formula
factors of sales, payroll, property values and so forth.
Unless income bears the same relationship to costs
throughout the world, the unitary tax will over-allocate,
income where payroll, property costs and sales are the
highest.

California allocates before-tax income not after tax
income. There is no tax credit for foreign taxes paid.

Under. the worldwide .combination, it is possible to tax the
worldwide profits of a company when that company's
subsidiary in a specific taxing state is operating- at -a
loss. Start-up time is the most vulnerable for a company,
but because a company which is successful on a worldwide
scale can produce fictitious profits taxable to the

- California subsidiary multinationals will be reluctant to

make new investments or invest in companies operating at a
loss in California or any other state taxing an arbitrary
proportion of worldwide earnings.

Radical fluctuations  in. currency exchange rates can result
in phantom or paper earnings or losses. Since 1971 foreign
currency values have floated freely and erratically against
the dollar. Exchange fluctuations affect profit but
phantom or "paper" earnings or losses, because they relate
to increases or decreases in dollar equivalents and have -no
relationship to commercial realities, do not relate to real

profit or loss in the California subsidiary. If other>™——

currencies . are devalued against the dollar "income" can be
illusory while tax is based on the exchange gains. '
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Exchange restrictions may make profits meaningless in real

terms. A company may have profits in a country which
restricts or bans transfer of those profits outside the
country where they were earned. For instance, Ghana,
Zambia, Uganda, and others prohibit repatriation of
profits. Por California assessment purposes, even
completely blocked currencies must be included in worldwide
income at the official oxchanée rates, yet that income' is
nearly useless to a company operating internationally.

areholders 8 _no otected under the unitary
tax. ' Regulations other than tax protect minority
shareholders under the arm's length theory, but the unitary
method assesses an allocation of profits even though
shareholders may have a minority share in only one member
of a group of companies. Other governments, often in the
developing world, have minority shareholdings by law. If
the formula is applied to all profits where there is 50% or
more common .- ownership, then minority shareholders are’
called upon to pay taxes on a fictitious allocation of the
profits of a group in which their interest is confined to a
minority interest in one of the members.

The Costs and -Burdens of Compliance with the Worldwide
Combination Assessment Method are Absurdly High.

There are substantial accounting difficulties in meeting
the reporting requirements. Accounting standards differ.

American companies, for example, use the historical cost
basis, while British companies generally use the
replacement cost basis. Because of these differences there
is considerable expense in providing the necessary
information in the form California authorities require. A
company often must recast the accounts of a whole group of
companies to comply.
/

Vs
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The unitary tax is complicated and costly to comply with.
It requires figures, some of which, if given, might reveal
confidential data about domestic operations of foreign
companies. It requires complicated accounting for currency
fluctuations and asks for too much information in a form
which complies with the taxing state's requirements but not
necessarily any other requirements. It requires inordinate
and undue record keeping. Those extra costs of compliance
can only be passed on to end users or consumers as
increased prices.

The administrative-  burden on companies is in two stages:

first a company must provide considerable information to

determine whether or not it is unitary; and second, if it
is found to be unitary, it must complete a combined report

in an accounting form suitable to California standards.

The high -cost of compliance could even surpass the taxes

involved, and does in at least one notable case, that of

BAT Industries. Converting accounts to California
accounéing standards and rules is highly costly.

Converting currencies to U.S. Dollars is costly.

The - Unitary - Tax -Has an_ Extremely Negative International

- 1mpact.

The unitary tax subjects foreign source income to
substantial risk - of - international - multiple- - taxation.
Foreign income which the worldwide combination formula
purports to reach is taxed in the country where it arises.
Whereas the U.S. Supreme Court can strike down state laws
which result in multiple taxation among the states, or
Congress can impose uniformity among the states, there is
no agency, body, legislature or court with the power to
ensure uniformity in apportionment on an international
level. Only a series of bilatezalqagreements can restrict
double taxation, and these are difficult to achieve. Many
bilateral treaties are, in fact, being breached by the -
California taxing authorities'nqy. —

66-690 0 - 80 - 14 (Pt.1)
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Pinally, while the Federal government grants primary taxing
jurisdiction to the country where the income arises by
granting a tax credit for fbreign taxes paid, and by taxing
only unblocked currencies and after-tax profits, states tax
before tax profits wherever they arise, and grant no tax
credit.

2. “The unitary tax is contrary - to -established - principles of

international- taxation and contrary -to  the. fedeéq§'~agglg
length-method, Section 482 IRC. The arm's length standard
is the accepted norm, and the use of any other method is
confusing to other countries and . disgoaéirting to
international relations.

3. The unitary tax creates a precedent ultimately harmful  to
American- international interests. If the precedent is
established, American combanies may experience extra
territorial taxation by foreign countries or their many
subdivisions, or American companlés may be forced to
provide confidential financial information to foreign
nations which may be contrary to U.8. laws, or certainly
contrary to soung business practice.

One duty of government is to provide protection for its
companies abroad from unreasonable foreign commercial
burdens. One method of protecting a nation's commercial
interest is the treaty process, a slow process of
negotiating a series of agreémenta to impose worldwide
taxing standards on the national government and its
subdivisions. If the United States permits its political
subdivisions to exceed international_ taxing terms, then
other nations can equally permit extensive taxation of
American company profits and devastating inquiries into
those companies' commercial operations.
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There is the potential of retaliation by foreign nations

and there is U.8. precedent for such retaliation. 1In 1932,
Congress enacted what is now Section 891 of the Internal
Revenue Code as a form of retaliation against Prance for
the extraterritorial tax-France had been assessing against
U.8. corporations. That law says that 1if a country
subjects U.8. citizens or corporations resident there to
extraterritorial taxation, the citizens, or corporations of
the taxing country may be subject to double the U.8. tax
rates ordinarily applicable. Bilateral treaties were
ultimately signed but the precedent for retaliatory
measures has been get by the U.S8. and the U.S. is therefore
vulnerable to retaliation against extraterritorial taxation
by the Federal government or its subdivisions.

Some countries restrict transamittal of financial and
operating information; thus, demands for information -may
violate either a treaty or local laws or both. Certain
data required by the FPranchise Tax Board in California
might, if supplied as demanded, breach the U.K. Official
Secrets Act.

The unitary tax constitutes an international. commercial
irritant of major proportions. Many foreign governments
have' complained, informally as well as officially, to the
United States about its states' taxation standards. The
unitary tax has been officially criticised by the British
Government, by the Dutch Government and by all nine members
of the E.E.C. ' T~

The highest levels of Government in the United Kingdom have
condemned the unitary tax. In September 1979, Peter Rees
at the Treasury, and Sir William Pile, then Chairman of the
Board of 1Inland Revenue, along with several members of
Parliament wvisited business and political leaders in
Washington and California to voice the concern of the
British Government over the unitary tax system.
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Repeat visits by Members of Parliament were made in January
1980, and in the Pebruary 18 debate proceeding approval: of
the U.8/U.K. Double Tax Treaty, assurances made by House
Ways and Means Committee Chairman Al Ullman to hold
hearings were made part of the record in the House of
Commons. Thus, the ultimate legislative authority in
Britain recorded its displeasure over the unitary tax and
publicly detailed its efforts to remove its
extraterritorial reach.

On 25th March, when the British and American Governments
exchanged instruments on the Treaty, EBM Government
communicated its strong disapproval of the unitary tax to
the U.S8. Government. The note says that while the British
Government recognises the considerable achievement of the
two Governments in reaching a fair and balanced agreement,
it would not wish the U.S. Government ¢to interpret
ratification as approval of the unitary tax systeam. It
reads as follows: '

"It is a matter of regret to Her Majesty's Government that
difficulties over one aspect of the Convention, although it
is an {important one, should have tended to obscure the
achievement of the two Governments in zeaching a fair and
balanced agroeaont.

"Among double taxation treaties, that between the British
and United States Governments has a pre-eminent position.
The economic and financial 1links between the two nations
are so strong and the areas covered so diverse that, apart
from its intrinsic importance to the United Kingdom and the
United States of Anmerica, the Convention attracts wide
interest internationally and is a source of authority in
its field.
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“Her Majesty's Government is therefore gravely concerned
that as a result of the amendment resulting from the United
States Senate reservation on Article 9 (4) the Convention
does not comprehensively restrict the application of the
unitary basis of taxation. That Article in its origlqel
form would have prevented the United States Government and
the individual States of the United States of America from
applying this basis to United Kingdon corporate groups
which have subsidiary companies in the United States. 1In
its final form the Article applies only for the purposes of
United States federal tax, where the unitary basis is not
employed, and does not cover individual States of the
Union. rhil.is‘not only a set-back for British corporate
investment in thea United States. It may also be
interpreted as awarding some approval for the unitary basis
of taxation and could have wider repercussions.

"Her Majesty's Government is convinced that the unitary
basis of taxation with combined reporting, particularly as
applied in the international field, is entirely
unsatisfactory....

"It is the view of Her ~Majesty's Government that the
unitary basis, which is not a practical international
alternative to the "arm's-length" basis, could undo the,
important and patient international, work that has been
"achieved in regulating '1ntornationgl tax practices, and
that every effort is required to discourage the use of the
extension of that basis. It is to this end that the
British and United States Governments have expressly
prohibited its use for the purpose of the respective
national tax systems under Article 9(4); and the issue will
be an important aspect of the proposed annual review of the
Convention. '
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“Her Majeaty's Government has recognised, in ratifying this
Convention with the approval of the -United Kingdom
Parliament, and its acceptance of the United States Senate
reservation against Article 9(4) of the Convention, the
difficult issues raised within the United States in seeking
to limit 8tate taxing powers through the double taxation
conventions of the United States. Ii‘hap also recognised
the- importance of the Convention in its many other aspects
for the two Governments and for the business and investment
communities on each side. It -must be -emphasised however

that the acceptance of the Senate reservation by the
British Government in. no -way implies- approval.- of the

unitary basis and it is the urgent request of Her Majesty's
Government for the roalonlvgiven above that the -Government
of the United States should use its best endeavours to

eliminate the international- application of . the  unitary

basis of taxation” (emphasis added).

A similar statement has been signed by all nine members of

the European Economic Community and passed to the U.S.
government by the government of Italy. '

The Prench and Dutch Governments have objected, too, and
several major international organizations have officially
stated their displeasure including:

* The International Chamber of Commerce, Doc. No.180/195
or Rev., Paris, 1979 - 10-01. ~.

* The United Nations Guidelines for Tax Treaties between

Developed and Developing Countries.

* Organisation for Econonmic COoperation and Development,
Model Double Taxation Convention on Income and Capital.
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The unitary tax is violative of the treaties of friendship,
commerce and navigation and the double tax conventions of
other countries. 1In practicing the unitary tax, California
is in conflict with the terms of friendship, trade and
shipping treaties which encourage trade and investment

_between America and various other countries. For instance,

the 4%reaty of PFriendship, Commerce and Navigation of 1956
between the United States and the Netherlands requires that
all political subdivisions meet general standards of
reasonableness and nondisc:ininaéion in their tax statutes.

Under the treaties of friendship in general, taxation
should be based only on property which companies possess or
income derived from sources within the taxing territory.
In addition, business engaged in or transactions
accomplished which are directly related to activities
within those tertitories may be taxed. That is, a state
can only tax the income of the cntity doing business
there. A state has no jurisdiction to “tax beyond the
activities carried on within a particular political
subdivision. '

.The Organisation for Economic Cooperation and Development,

in a resolution adopted in July 1979, specifies that the

_a:-'p length concept should be adopted by all nations of

the world. (Model Double Taxation Convention on Income and
Capital, and  Transfer Pricing and Multinational
Enterprises, Report of OECD Committee on Fiscal Affairs,
July 1979). The United States is a member of the OECD, and
it is a party to about 25 treaties of friendship and
commerce with other nations. BEach treaty specifies mutual
goodwill and mutual restrictions on tax that are consistent
with the arm's length standard.

It Breaches U.S. Government Prerogative To Regulate

Commerce Among the States and With Foreign Nations
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States have a Constitutional right to tax under the
Commerce Clause and this right has been upheld in the
Courts as long as states do not interfere with the
Federal prerogative of establishing international trade
policy. The unitary tax can be séen as state interference
in national and international matters to the possible
detriment of all citizens. It overrules Federal tax policy
by taxing income which the Pederal government considers to
be outside its Jjurisdiction. It undertakes to conduct
foreign commerce, trade and tax policies of the United
States which are the exclusive province of the U.S.
government. Such actions by the states can adversely
affect the citizens of all other states if foreign
governments chaose to retaliate. .

The Federal government has a duty to regulate commerce
among the states. The unitary tax gives one state an
advantage over its sister states by taxing foreign source

. income which other states may never have the opportunity to

tax. States may be afraid that corporations will transfer
profits outside their state. States may, however, receive
reports of Pederal adjustments and Pederal policing under
Section 482 and others to cee exactly what corporate
profits are. They can then use those raports to compute
the tax duty. Most countries have a higher tax rate than
the U.8. 468 corporate rate; therefore, at the Federal
level the incentive to shift is not there, and at the state
level with about 108 corporate tax rate, it is ludicrous to
try to transfer profits out of state. Thus, while a fair
tax can be assured without the unitary tax, the tax itself
-discourages capital investment and therefore reduces the
number of new jobs and consequent increase in tax revenue
for a state. It is said to have created a climate of
uncertainty and a reluctance to invest, at least for now,
for many British companies.

The United States is world leader supporting free trade in
the international marketplace; therefore, Congress should
‘establish Pederal standards for a stable state tax policy
which would not discourage inward investment.
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1V-Congressional Legislation is the only Remedy - Treaties
and Litigation Have failed to BEnd the Unitary Tax,-and
State by State Bfforts Are Tedious and Incomplete

America's trading partnere have demanded Congressional
legislation and the U.S8. Supreme Court has urged Congress to
settle the matter of states taxing under the combined reporting
unitary scheme. Even California appears ready to retreat from
its position on worldwide reporting for foreign parent
companies.

Attacks on the bnita:z "rax through International Ag:u'lontl'

The unitary tax question cannot be considered without
discussion of the US/UK Tax Treaty which came into effect April

24 1980. A renegotiation of the antiquated 1945 treaty became

noccuuy‘vixen Britain changed its corporate tax structure and
because the o0ld treaty made no provision for Britain's North
S8ea activities, for container transport, for dual-resident
companies and so forth.
The American Chamber of Commerce (UK) took an active part in
the negotiations as early as 1975. The American members were
affected by the new imputation system of corporate taxation in
the United Kingdom. Under the British system, a corporation
pays corporation tax on all profits, whether distributed or
retained by the company. They do not deduct income tax from
payments of dividends, but when dividends are paid, the company
must make an advance payment of corporation tax (ACT) at a rate
representing a percentage of the actual net dividend paid to
the shareholder. 2dvance payments are set off against the
company's corporation tax 11ab111t§v.
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The recibient of the dividend - corporate or individual -
receives a tax credit equhl to the amount of the advance
.payment. That 1is, . the sghareholder is regarded 'as having
received income equal to the sum of the dividend, and the
credit can be used as an offset against income tax on the
dividend. Of course, American shareholders, not being within
the British tax net, do not have such an offset available to

then. A

After hard negotiations a completely revised convention was
signed on behalf of both governments on December 31, 1975. 1Its
provisions change the treatment of North Sea operations,
shipping, real estate, insurance, dual-resident conmpanies,
entertainers, US residents married to UK domiciliaries and
‘recipients of alimony. It affects the choice of business
vehicle for carrying on business in the US or UK and it affects
direct or portfolio investments in either country. It is a
modern, comprehensive treaty and it will set a precedent for
other tax treaties.

Both governments benefit from the Treaty; yet there was a delay
of more than four years after 1t was advanced. by both
governments before it was approved. The stumbling block was the

unitary tax.

The immediate effect of Article 9(4) was delay in ratification
of the Treaty, and an exchange of notes on the highest
diplomatic level. A longer -term result is the delay in
negotiation of the Dutch and German Treaties, currently
. pending. The most detrimental effects of the unilateral
actions of California and others however, are to discourage
inward investment in the United States, to invite retaliation
and to set a precedent for use of the unitary tax by other
jurisdictions around the world. '

Although Congress Does Not Lack Authority to Make Uniform
Taking Rules for the States, It Has Not Done so to date Despite

Repeated Efforts. )
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In 1977 the House Ways and Means Committee in the U.S. Congress
established a Task PForce on Poreign Source Income, chaired by
Congressman Daniel Rostenkowski. The Task Force recommended
that the states be precluded from taxing “\income of foreign
affiliates prior to the time that income is taxable by the
Federal government. It referred both to foreign parent
companies and foreign subsidiaries of U.S. corporations.

8. 1688 was introduced to comply with the Task Force

recommendations. It logically combines foreign and U.S.
corporations, the unitary problem and the foreign sourzce
* dividend problem. The legislation would limit the power of the
states to tax the income of foreign affiliates of corporations

through the worldwide combined reporting system. It also would

limit state taxation of foreign source dividends, but permit
state taxation of dividends from foreign affiliates to the
extent those dividends ate effectively -taxed by the Federal
government.

Ovo:'tho past twenty years there has been cpnco:eod action to
onaé: Federal legislation. Twice, bills have passed the Eouse
only to die in the Senate. Those bills would have imposed some
uniformity and some international standards for foreign

commerce. -

" All three branches of the Pederal government have :ecoqniied
the need to impose limitations on the use of the worldwide
combined reporting system; the Executive branch through the
Department of Treasury in its treaty negotiations and the
Internal Revenue Service through its regulations; the Judicial
" Branch through the decisiohs of the Supreme Court of —the United
States; aqd the House of Representatives and the Senate of the
Legislative branch through the Task Force and various bills.

The PFederal government has a duty to regulate commerce among

she states. The United States is world leader supporting free .

trade in the international marketplace; therafore Congress
should establish Federal standards for a sgtable state tax
policy consistent with U.S. tax and international trade policy.
As spokesperson for nearly 2,000 British and American
international companies, I-urge- you~bosenact $.1688 immediately
to create a climate more condusive to British trade with and
investaent in the United States of America. -

Thank you for giving me this opportunity to testify.
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GERMAN AMERICAN CHAMBER OF COMMERCE

Testimony before the Senate
Subcommittee on Finance and
Debt Management

) presented by
Lothar Griessbach

Managing Director
German American Chamber of Commerce

accompanied by

Mr. Jack E. Gabriel, partner
Touche Ross and Company of San Francisco, California

SUMMARY

German industry and its subsidiaries in the U.S. oppose
unitary taxation on the international level for the
following reasons: )

1. The method internationally customary is the concept
of "permanent establishment". The unitary concept is
arbitrary and impractical because of unsurmountable
technical obstacles.

2. Unitary taxation leads to double taxation in
contradiction to the respective international conventions.

3. The international cooperation between governments on
taxation and the application of sec. 482 Internal Revenue
Code ascertains state revenues. Consequently there is no
need for the unitary concept.

4. The possible international adoption of this method
would constitute a major threat to international investment
and trade.

5. Unitary taxation tends to offset losses through profits
of affjiliated companies overseas and,therefore,represents
a major disincentive for new foreign investment.
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-~ GERMAN AMERICAN CHAMBER OF COMMERCE
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New York, NY San Frandisco, CA Houston, TX
Chicago, IL Los Angeles, CA Washington, DC
The Honorable One Farragut Square South
Senator Harry F. Byrd _ Washington, D.C. 20006
Chairman Tel.: (202) 347-0247

Sub-Committee on Taxation
and Debit Management
* U.8. Senate X 24 June 1980

Mr. Chairman:

My name is Lothar Griessbach. With me is Mr. Jack
B. Gabriel, Partner in the Tax Department of Touche Ross
and Company of San Prancisco, california. Mr. Gabriel has
extensive experience with unitary taxation in California

and is available for answering questions.

I welcome this opportunity to present the views of
the German American Chamber of Commerce, Inc. (GACC). The
~ GACC is a bi-national, non-profit organization supporting
u.Ss. busin;ss interests in West Germany as well ;; German
interests in the U.S. It is the official German trade pro-

motion agency.

We are closely connected with the German Federation of
Trade and Industry (Deutscher Industrie- und Handelstag)
which, in turn, incorporates virtually all companies in
Germany because of the fact that membership in this organi-
zation is mandatory. We furthermore represent the Federal
oOrganization of German Industries (Bundesverband der Deutschen

Industrie) which is the umbrella organization of all associa-

Telax: RCA 248652
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tions of manufacturers in Germany.

Both these organizations and the GACC have conducted
extensive hearings in Germany and in the United States.

We concluded that we should lend our support to the concept
of the Bill S 1688 (A Bill to Regulate and Foster Commerce
~“among the States by Providing a System for Taxation of Inter-

state Commerce). Although several subsidiaries of German
companies conduct interstate business within the U.S8. bound-
" aries and are affected in their operations, we shall limit

our comments to the international implications.

It is our contention that unitary apportionment methods
areAunnecessarily burdensome, arbitrary, lead to double
taxation, are hostile to foreign investment in this country,
represent a negative example for other countries, particularly
those of the developing world, and thus are in conflict
with declared economic policy goals of the U.S. Government.

I shall elaborate on each of the above points:

1. We do not object, in principle, to taxation by
States of business activities within state boundaries
insofar as a fair method of assessment is applied
resulting in reasonable rates of taxation. Internationally
recognized methods of assessment in this regard have been
de@eloped over the years using the concept of taxation of
the "permanent establishment®. According to this prinéiple,
only income connected with the permanent establishment

is taxed.
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It is sound business practice to organize
accounting procedures in accordance with these
taxation principles. For reasons of true cost
allocation and profit analysis, it is in the best
interest of multi-national companies to-account for

transactions at the location where they occur.

To the co;irary, the data required for the
various unitary taxation formulae are not in line
with the reality of business conduct. Due to different
accounting methods prescribed by law, outside the
areas of application of unitdry taxation methods,
the data required under the unitary taxation system
are not readily available but have to be prepared
especially for this purpose. The cost of preparing
these data solely for presentation to states abroad

is substantial .

To compute usable figures almost inevitaﬁly
amounts to fabrication. Moreover, turnover, payroll,
real estate , and other assets used in the apportion-
ment formulae have a different impact on cawpanies' cperations
in Germany; turnover, for instance, yields less
income than in the United States; the payroll carries
substantially higher social costs; and assets are
valued and assessed for tax purposes in a different
manner than in the Q9ited States. The situation is

further complicated by the fluctuation of international
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exchange rates.

We have been informed that the California Franchise
Board e.g. frequently resorts to negotiated settlements
or finds itself compelled to accept financial statement
income because it cannot cope with the immense mechanical
difficulties.

Unitary apportionment methods lead to double taxation
in violation of the principles and the economic purpose
of the respective international treaties on the avoidance

of double taxation.

A similar treatment of U.S. companies in-Germany
would find strong opposition by both Governments and
our organization as well. It is quite inconceivable,
e.g., to have "North Rhine Westphalia" or "Baden-
Wuerttemberg” use worldwide acitivites of U.S.~owned
companies in Germany, such as Ford, General Motors, IBM,
Exxon, Esso and others, for purposes of assessing German

state taxes.

There is agreement among governments, in particular
the U.S. government and the Government of the Federal
Republic of Germany, that the presently established
methods of taxing multi-national companies under the
concept of permanent establishment are adequate and

fair, leaving aside minor adjustments currently under

negotiation. Companies in both countries are subject
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to ektenlive reporting requirements and audits by
public accountants and state fiscal authorities.
Cooperation between state agencies on an international

level is close.

As has been pointed out frequently there is no
need for unlta;y methods because Section 482 of the
Internal Revenue Code allows the tax authorities to make

adjustments to intercompany pricing.

while the "Convention between the Federal Republic
of Germany and the United States of America for the
Avoidance of Double Taxation with respect to Taxes on
Income"™ deals with state and local taxes in Germany,
respective taxes on the U.S. si&e have not been dealt
with. Rather than complicate the pending renegotiation
of this Convention we would welcome a U,S. national

solution to this problem.

We would like to bring to the attention of this Committee
and the U.8. Government authorities that developing
countries attentively observe the application of unitary
taxation methods in this country. The temptation is

there to adopt methods of taxation that are easy to apply
and yield high revenues, such as unitary taxation.

The continuation and possible international adoption

of this method may, in the future, seriously affect

overseas operations of U.S. companies.

66-690 0 - 80 - 15 (Pt.1)
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The extra-terxitorial exercise of tax jurisdiceioi

is a matter of serious concern for German companies
contemplating investment in the U.S. Where applied,

unitary apportionment methods represent a major

disincentive to foreign investment ,that is to supply -
the U.S. market by utilizing U.S. resources, in é;rticu;ar
U.S. labor. .

This is particularly true for initial investments
which are likely to accumulate logses over a period of
time. These losses under the unitary process may be .
set off for taxation purposes by profits of the

affiliated company overseas.,

Consequently, the abolishment, as proposed by
the Bill, would be helpful in attracting additional

foreign investment.

In conclusion, I would like to recall that the concept of

the Bill is supported by the Commission of the European

Communities.

Respectfully yours,

-./. . .
h X/ Ty
Dr. Lothar Gr{essbach
Managing Director
German American Chamber of
Commerce, Inc,
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SUMMARY OF POSITION
- oF
THE ROCHESTER TAX COUNCIL
ON S. 1688 BRARINGS
BEFORE THE SENATE PINANCE COMMITTEE

1. The Council strongly supports the early enact-
ment of 8, 1688,

2. Apportionment of income of related corporations
on a unitary basis may work reasonably well when applied to
domestic income, but serious distortions arise when this con-
cept is applied on a worldwide basis.

3. Even more unfair is .the alternate state practice
of including foreign source dividends in the state tax base
without giving any account to foreign taxes paid in respect to
such dividends, and without making any adjustment in the denomi-
ator of the apportionment formula for the property, payroll and
sales of the foreign corporation which paid the dividend. This
latter defect can result in over-~taxation by the states of for-
eign dividend income by as much as tenfold.

4. The U, 8. Treasury Department's position that the
foreign dividend provisions of the bill may ¢reate a tax prefer-
ence for foreign investment is erroneous.

. S. 1If the Pinance Committee wants to address the
Treasury's concern in this area, it can easjly do so by amending
the bill to increase the denominator of the fraction used to
determine the excluded portion of a foreign dividend to take
account of the combined level of both Federal and state taxes
applicable to such-dividend before offset by foreign tax credits.
Bee proposed §7518(e) (2) (b).

»
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o STATEMENT OF
G. KENNETH CHRISTRUP
DIRBCTOR OF TAXES, XEROX CORPORATION
ON BEHALF OF
THE ROCHESTER TAX COURCIL
BEFORE THE
SENATE COMMITTEE ON FINANCE
ON 8. 1688
JUNE 24, 1980

Mr. Chairman, my name is G. Kenneth Christrup and I
‘am Director of Taxes of Xegdx Corporation. I am appearing be-
fore you to-day on behalf of the Rochester Tax Council, a volun-
tary organization of companies having strong affiliations with
Fhe Rochester, New York, area. The Council members are:

Bausch & Lomb, Inc.
Champion Products
Corning Glass Works
Bastman Kodak Conpany
.The R. T. Prench Company
Gannett Co., Inc.
Garlock, Inc.

Gleason Works -
Schlegel Corporation
Security New York State Corporation
Sybron Corporation

Xerox Corporation

Most of these companies have extensive opetatiéns

and investments outside of the United States; as well as in




" states that apply unitary tax concepts or subject foreign divi~
dends to state tax. Consequently, the extent to which the in-
come of and dividends from related foreign corporations may be
subject to state income tax is particularly relevant and important
to them. .

The Council members have long disputed the legality
and equity of the California-type worldwide unitary method of
taxation, both in the courts and by encouraging corrective
- legislation. The general'principle of apportionment on a uni-
‘tary basis seems to work reasonably well when applied to domes-
tic income. However, the wide disparities in primary economic

factors, such as wage and pricing 1e;§18. between those eiis;—
.ing in the United States and in many foreign countries cause
serious distortions in the apportionment formula when it 15 ap-
plied on a worldwide basis. This-is particularly the casa‘
"where proéits abroad S:e influenced heavily by fluctuations in
forefbh currency exchange rates. What often results is a dis-
.brop0ttionate amount of foreign income being allocated to the
states. For example, significantly lower wages in a foreign
country may permit a much better profit margin abroad than is
possible in the United States. Under such circumstances, the
higher wage factor in the U. 8. will draw a much g}eatet share
of the net income into the state than it produces. . .

Even more unfair than the application of the unitary
method to the payroll, property, sales and net income of a for-

eign subsidiary is theJalternate state practice of including
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foreign gsource dividends in taxabie income with no allowance
whatsoever for foreign taxes paid with respect to such dividends,
and uléﬁont making any adjustment in the denominator of the ap-
portionment formula for the property, payroll and sales of the
foreign subsidiary which is related to this -income.

For all these reasons, the Rochester Tax Council strong-
ly supports S, 1688. This bill will substantially stop the world-
wide unitary system at the water's edge by prohibiting any state
from 1néludlng foreign source income in its tax base unless such
amount is includible in the income of the corporation for pur-
poses of Federal income taxation. Thus, S. 1688 will transform
the worldwide unitary system into a domestic unitary system which
operates within the established norm of concurrent Federal and
state taxation of income. S§. 1688 would also provide reason-
able rules for the imposition of state income tax on dividends
received from related foreign corporations. -

. It is vitally important that S. 1688 be enacted as’
quickly as possible in light of the Supreme Court's two recent

Vermont, No. 78-1201 (ﬁarch 19, 1980), and Exxon Corporation v.
Wisconsin Department of Revenue, No. 79-509 (June 10, 1980).
Mobil 0il, for example, .removes any ﬁncertainty that “"foreign
gource” dividends may be includible by the states in determin-
1ng the apportionable income of a resident corporation. The

Court also gave its tacit approval oﬁ constitutional grounds




to state taxation of income which even the Federal Government
does not tax, openiﬁg the door to allow states utillzing the
ubildwlde unitary system to tax foreign source income which 10.
not Subpart F income, and to tax féteign source dividends with-
out reducing them by the amount of f;reign taxes attriputable
_ to such dividends, ' N
As we understand it, the U. 8. Treasury Department
is not opﬁasgd to those provisions of 8. 1688 thch would limit
the appllcaéion of the unitary business concept to affiliated
domestic corporations, On the other hand, the Treasury appears
to object to the proposed limit placed on the state taxation
of foreign dividends, which woulé»permit the states to tax'only
that portion of the dividend that is effectively subject to
Pederal income tax. The Treasury's position here is that the
bill may create a tax preference for foreign investment because
domestic investment is subject to both Federal and state income
tax, whereas foreign investment will be able to avoid this
second level of tax. ) i
. However, the Treasury has overlooked a fundamental
principle ot tax policy in reaching its conclusion that foreign
investment might be unfairly benefitted by enactme%t of 8. 1688.
While it is true that the domestic operating income of multi-
" state corporations is subject to state taxation, theoretically
the burden of this tax is attributable to the benefits and privi-

leges of engaging in business in the taxing state. Furthermore,
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as Treasury has noted, thg multistate corporation is allowed

L a 100 ﬁetcent dividend received deduction when this income is
subaequggtly distributed in the form of an intercorporate divi-l T
dend, .

These same principles support the exclusion of foreign
source dividends from the state tax base. Since the operating
income. is earned outside of the United States, no state can claim
to have conferred a benefit upon such foreign corporation which
'.uould warrant the imposition of its state tax. The fact that
the foreign jurisdiction may only subject income earned within
its borders to one level of taxation should not alter this re-

- sult. The availability of the 100 percent dividend received
deduction ip not dependent upon a showing that a particular rate
of taxation has been imposed by the distributing corporation's
domestic state of residence. Whether a state levies a 1 percent,
4 percent, or 10 percent rate of income tax, the multistate cor-~
‘poration will still be entitled to the entire dividend received
deduction. Accordingly, if one wants to treat foreign invest-
ment consistently within this framework, the foreign jurisdiction
aﬁould be viewed as a state which has chosen to impose a very

low rate of tax. In fact, many foreign countries have political
subdivisions corresponding to our states which impose significant
taxes upon the operations of their resident corporations, so

that concern that foreign investment receives a tax preferencé_

is unfounded.
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In addition to the tétegolng. it should be kept in
mind that those states including foreign dividends in the base
for apportionment generally fail to include the fore;gn property, ~
payroll and sales taétors_dvérseas that gave rise to the income
in their apportionment fractions. Unless the property, payroll,
and sales values associated with the production of income by
the payor corporation are included in the denominator of the
apportionnéht formula, the inclusion of earnings attributable
to that corporation in the apportionable tax base will cause
the state 1ncon§ to be greatly ove;stated.. For example, in
his dissent fron the Supreme Court's decision last March in

Mobil 0il v. Vermont, Justice Stevens noted that by including

Mobil's foreign source dividends in its apportionment base
without including the foreign sales, payroll, and proéprty
values in the apportionment fraction, Vermont increased its
share of Mobil's taxable income tenfold.

. If your Committee is not persuadéd by the preceding
atgunipts, and it feels that the present version of 8. 1688
might somehow create a tax preference for foreign invest-
ment, then the Committee should address Treasury's concern by
amending the dividend prévision of S. 1688 rather than by drop-

" . ping this part of the bill altogether. FPor example, the denomi-

nator of the fraction used to determine the excludeq portion

of a dividend could easily be adjusted to reflect the fact that

S
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domestic corporations pay a state income tax. This could be

ucconplished by adjusting the 46 percent factor in section

{e) (2) (B) to reflect the'anount of state income tax paid by a

domestic corporation and to take account of the Federal tax de~

duction attributable to such state tax., %hus, assuming a 10

percent rate of state taxation,'a domestic corporation would

pay an effecti;g state and Pederal tax rate of 51.4 percent, ~-

conputed as follows: 10 percent state tax rate, plus 4.4 per-

cent Pederal tax rate (46 percent of 90 percent). Therefore,

in this example, the denominator under aect;pn (e) (2) {(B) of the

Act would be 51,4 percent of the dividend. : i
The speedy enactment of 8. 1688 will achieve two im-

portant objectives in the-area of foreign relations: Pirst,

it will help assure that the United States speaks with one

voice in the area of commercial relations with foreign coun-

tries. 8Second, it will substantially reduce the risk of inter-

national multiple taxation by requiring the stateg to use the

same ®"arm's~length" separate aécounting standard in taxing for-

eign income as is used by the Federal Government and by the in-

ternational community of nations. In addition, the legislation

will substantially reduce the administrative burdens of tax-

payer compliance by eliminating ovet-lapping methods of taxing

the same income, and the accompan&ing demands on statutory in-

terpretation and foreign balance sheet and P&L statement trans-—

lation into U. 8. currency.




. parts of the world adopt the unitary tax concept in retaljation

-countries that have taxing jurisdictions below the Pederal level.
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_ ‘The préblem of worldwide unitary taxation is too press-
ing to leavé’to piecemeal and uncertain resolution in our state

legislatures. ‘An early solution must be reached before other

against the imposition of the unitary tax by our states. The

Council shares the concern of the Confederation of British In-

dustries that the unitary concept may spread to developing coun=

tries, where there are no treaty networks, or to the developed s
The enictment of 8. 1688 will substantially reduce

the risk of international multiple éaxa}lon. Presently, states i

may 1npése a tax upon an allocable portioniéf the entire pre- ‘

;ax foreign source income of a foreign aftili;;e without provid-

ing any credit for taxes already paid to the foreign country.

Purthermore, with respect to foreign source dividends, states

are free t6 tax the eﬁtlre amount of the distribution, including

the amount of the foreign tax "“gross-up® vhichlls treated as a

élvidehd‘teceived under section 78 of the Internal Revenue Code.

Theyharg not required, however, to take into account the amount

of foreign taxes withheld or deemed paid with respect to such

dividends. Moreover, the Mobil case suggests that they may -

also be free to ignore payréll, property and sales of the for-

eign subsidiary whose éarnfﬂgs provide the source of the divi~

dends taxed by the state.
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Despite the opposition of many of the state tax co-. i
- missions, 8. 1688, if enacted, will actually provlde substantial
economic benefits to the very states which presently utilizé

the worldwide unitary system. One of the present results of uni-
tary taxation is that it discourages business investment and
expansion in these states. For example, one of our members was
highly desirous of locating a substantial new manufacturing fa-
cility in California on the basis of California's high technology
environment. However, because of the additional unitary tax
resulting from the increased investment in that state, financial
management overruled the scientific employees and located the
facility in another state. It is indeed unfortunate that the
tax climate outweighed the other business advantages,that might
have been provided in Calfiornia. 1In another example of the
arbitrary and unfair nature of the unitary tax, One of the mem-
bers acquired a loss company located and operating exclusively
in California. The loss company's operations were totally dis-
similar and substantially smaller than the highly profitable
mainstream business of our member. However, as a result of the
parent making loans and providing other resources to the loss
company, California contended that the businesses were unitary.
The immediate consequence was that the property, payroll and
revenue of the smaller operation exclusively in the state re-
sulted in the apportionment to California of 50 percent more

of the profits of the mainstream business of our mulinational
member. However, the short-term benefit of additional income
tax revenues collected by Calfiornia ﬁust be balanced by the
fact that in the future this corporation will carefully con-
sider other locations before deciding to increase the size of
igs business investment in California.

The Council strongly urges the adoption of S. 1688.
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- SUMMARY OF THE STATEMENT ON BEHALF OF THE CONFEDERATION OF

THE, FINANCE COMMITTEE (SUB-COMMITTEE
; U.S. SEN N_Si T

TAXATION D
§.1688 - TUESDAY, 24 JUNE, 1980

My name ig Neil C Munro and I am the Head of the Taxation
Department, Confederation of British Industry, 21 Tothill Street,
London SWl. The Confederation of British Industry (CBI) directly
represents some 14,000 businesses in the United Kingdom and some
100,000 businesses indirectly through affiliated trade and
employer organisations. Our members are drawn from all sectors
of British busihess.

The CBI has for a long time been very concerned about the
problem of unitary taxation with combined world-wide reporting
as it is applied by certain American States, in particular
California, Oregon and Alaska. Our members therefore whole-
heartedly support the objectives of S.1688.

The main reasons for our concern are as follows:

1. The unitary taxation basis is fundamentally unfair
and contrary to internationally accepted taxation
principles, as followed by all developed countries in
the world and endorsed by the Organisation of Economic —
Co-operation and Development. The CBI wholeheartedly

- ‘supports taxation on the basis of 'separate accounting'
otherwise known as the 'arms-~length' basis.

2. The application of unitary taxation may, in many
cases, give rise to multiple taxation of the same profits.

3. The information demanded by State tax authorities,
firstly, to determine whether or not a business is
'unitary' and, secondly, to assess tax on the unitary
basis imposes an intolerable administrative burden on
companies. In general such information is not required
for any other purpose; often it is simply not available.

4, The use of the unitary taxation basis creates a
highly undesirable precedent which may be followed else-
where in the world.

The members of the CBI have made it clear that the existence of
‘unitary taxation constitutes a very powerful disincentive to

new investment in any States which apply it. Some of our members
indeed have said they will not invest further in the USA while
the threat exists. Unitary taxation therefore threatens the
historic trading links which exist between the United Kingdom
and the USA. §.1688 would remove this threat and the CBI there-
fore commends it to the Committee.



My-name is Neil C Munro and I am the Head of the Taxation
Department, Confederation of British Industry (CBI). I am
grateful ‘for the opportunity to attend this hearing of the
Committee, and to submit this testimony in support of S.1688
on behalf of the CBI. The CBI directly represents over

14,000 corporate organisations in Great Britain, and a further
100,000 through affiliated trade and employer organisations.
Our members are drawn from all sectors of British business and
they range fi'om the largest multinational companies to the
smallast concerns.

For the reasons given later in this statement, the CBI fully
supports the objectives of S$.1688. If enacted, this bill
would have the effect that UK-owned companies which operate
in the USA could be assured that their tax liability in their
State of residence would be calculated by reference only to
their activities in that State - in other words, by separate
accounting or according to what is often described as the
'arms-length' basis of taxation. This bill is necessary
because some States, notably California, Alaska and Oregon,
have repudiated this principle of taxation, for reasons which
in our view are mistaken, and instead .seek to assess tax on a
‘unitary' basis, involving a combined report of the world-wide
activities and transactions of a multinational group of
companies.

There are four main reasons why CBI members are worried about
unitary taxation.

1. They believe the principle is unfair. CBI firmly
believes in taxation on the 'arms~-length' principle.
A foreign company operating in any given country or
territorial sub-division should be taxed there as an
independent enterprise dealing at arms length with its
parent company or other affiliates. This is the principle
of taxation which has been followed by all developed
countries in the world, and which has always been adopted
in their model double taxation conventions by the
Organisation for Economic Co-operation and Development

-- {OECD), of which the USA is a leading member. This
principle has been further approved by the recent report
published last year of the OECD Committee on Fiscal Affairs
on 'Transfer Pricing and Multinational Enterprises', an
extract of which is attached as an annex to this statement.
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The system of unitary taxation with combined world-wide
reporting as practised by the State of California and
other States does not follow these principles. Under
this system, there need be no attempt to determine the
profits actually earned by the local subsidiary of a
multinational group of companies. JInstead, a formula
is used to attribute some of the total profits of the
group to the operation in the State, generally by refe-
rence to the value of fixed assets, turnover and payroll
in the State compared-with the same values, world-wide,
for the whole group.

The unitary basis works on the premise that.a group of
companies is a single unit and, on this basis, it is
unreal to try to compute the profits of one operation

of that group in isolation. The unitary system has its
origins in the attempt to ensure a fairer allocation of
tax revenue between various American States where a
particular business - for example, a railroad company -
had operations in several States. Whatever the impact of
the unitary basis domestically, it has serious disadvan-
tages in the international sphere.

We believe there can be no possible justification for
extending the unitary principle to foreign-based multi-
national companies. The three factors - fixed assets,
turnover and payroll - are likely to vary widely in
different parts of the world, and it is wrong to assume
that profits are produced equally from property and
wages in different continents and in different economies.

The application of these factors in this way will nét
necessarily produce a tax liability which can be equated
with the profits actually earned locally. This will
apply particularly to start-up businesses: their heavy
initial investment will result in low profits or even
losses in the early years although, for the same reason,
a computation on the unitary basis will produce what
appears to be a substantial profit.

2. In many cases, it will lead to double taxation.
Where a company has been unable to earn at wou amount
to a taxable profit computed on the arms~length basis,

it may not be possible for the tax charged under the
unitary basis to benefit from double taxation relief in
another country. The company will therefore suffer
arbitrary unrelieved taxation. A company which suffers
unitary tax on some of its operations could well pay

tax world-wide on a figure which is greater than its

local profits, and this is clearly an inequitable result.

3. It imposes a considerable administrative burden on
companies. There are two stages In the process. Firstly,
a company has to provide a considerable amount of detailed
information in order to determine whether or not the
business is unitary. From the experience of many UK
companies much of the information required seems of
marginal relevance to the enquiry.
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Secondly, having been ajudged unitary, the company has
to deal with the problem of completing a combined raport.
This could be particularly onerous for foreign-based
groups, who may have to rewrite the accounts of all their
* member companies (wherever they may be) in order to comply __
with the requirements of the State tax authorities. 1In
the case of large multinational group, this could involve
rewriting the accounts of up to a hundred different compa-
nies, or even more. The administrative cost of providing
such information, which would not be needed in this form
for any other purpose, would clearly be considerable. On
some occasions, moreocever, it may not be possible to
produce all the information required, in which case the
company concerned may be faced with an arbitrary tax
assessment, a charge to interest and heavy penalties for
non-compliance.

4. It creates an undesirable precedent. CBI members,
whether or not they have investment In States operating
the unitary basis in this way or, indeed, any other US
State, are seriously concerned that other countries and
other American States may be encouraged to imitate the
example of California and the few other States which seek
to apply this method of taxation. If the practice of
unitary taxation with combined world-wide reporting were
to become widespread, the implications for international
business - including US business - would be very serious.

Conclusion

For all these reasons, CBI members are very conceriied about the
system of unitary taxation with combined world-wide reporting

as practised by certain American States. Without exception,

they have indicated that the existence of unitary taxation is a
very powerful disincentive to new investment in any State which
applies it. Indeed, some have made it clear that they would be
unwilling to contemplate any new investment in such States as
long as the threat of a unitary tax liability exists; even__
though such investment would be desirable for commercial reasons.
We understand that their view is shared by businesses in other
countries. It is clear that, to the extent that this is so,

this result will be very harmful both to the companies themselves
and to the States themselves.

The USA is one of the oldest-established trading partners of the
United Kingdom. Even now, the United Kingdom is the second largest
foreign direct investor in the USA. 1In our view, however, this
position is jeopardised by the existence of unitary tax. §S.1688
would remove -this threat and would therefore go far towards main-
taining and reinforcing the international trading links between
our two countries. The Confederation of British Industry therefore
commends bill $.1688 to the Committee.

Economic Directorate
Confederation of British Industry.
16 June 1980.
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The so-called “ global * methods

14, Proposals for radical reformulations of the approach to intra-
group transfer pricing which would move away from the arm’s length
approach towards so-called global or direct methods of profit alloca-
tion, or towards fixing transfer prices by reference to predetermined

.~ formulae for allocating profits between afflliates, are not endorsed in
this report. The use of such alternatives to the arm’s length principle °

is incompatible in fact with Articles 7 and 9 of the OECD Model Dou-
ble Taxation Convention. Such methods would necessarily be arbf-
trary, tending to disregard market conditions as well as the particular
circumstances of the individual enterprises and tending to ignore the
management’s own allocation of resources, thus producing an alloca-
tion of profits which may bear no sound refationship to the economic
facts and inherently running the risk of allocating profits to an entity
which is in truth making losses (or possibly the contrary). A number
of such methods are sometimes advocated, allocating profits in some
cases in proportion to the respective costs of the associated enterpri-
ses, sometimes in proportion to their respective turnovers or to their
respective labour forces, or by some formula taking account of several
such criteria. They are all however to some degree arbitrary. For
example, it does not follow that profit is uniformly related to cost at
all stages in an integrated production and marketing process. Indeed
the probiem of allocating costs could weil be no easier than in using
the cost plus method to arrive at an arm'’s length price. Nor does it fol-
low that labour costs are the same for the same labour in different

-
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countries, or that profits are necessarily related to any simple combi-
nation of such factors. To allocate profits by such methods in a way
which reduced the arbitrariness of the results to a negligible degree
would necessitate a complex analysis of the different-functions of the

various associated enterprises and a sophisticated weighing up of the

different risks and profit opportunities in the various different stages

of manufacturing, transportation, marketing and s¢ on. Nor would

the information necessary for such an assessment be readily available

or, in many cases, available at all. The need would be for full informa-
tion about the total activities of the whole MNE. While the widest

range of such information may be available to the tax authorities in.
the country of the parent company il a group even those tax authori-
ties will be limited to some extent in the information which they can

. compile. The tax authorities of the country in which a subsidiary is

situated will on the other hand be in no position to acquire even this

amount of information without imposing on the MNE itself a possibly

intolerable administrative burden, or a similar burden on the tax

authorities of the parent company’s country if they seek to get the

information by way of exchange of information provisions under
double taxation agreements. Nor can it be generally assumed that the
tax authorities of the country of the subsidiary should in any case be

entitled to quite such a wide range of information about the group's

worldwide activities. In practice moreover. the information may

simply not be available to those authorities. Even if the information
were available, however, the varied activities of any MNE and the

varied circumstances and situations in which they are carried oa must

make it impracticable for the tax authorities of the country in which

one subsidiary Is situated to judge in any satisfactory manner the profi-
tability of any of the other parts of the group situated elsewhere.

Moreover, problems would still arise in the comparison of figures
produced in different countries by different accounting methods and

different legal requirements. Another major disadvantage of any

attempt to use such global methods of profit allocation as an alterna-

tive to the arm’s length principle is that their unco-ordinated use by

the tax authorities of several countries would involve the danger that,

overall, the MNE affected would suffer double taxation of its profits.

This is not to say, however, that in seeking to arrive at the arm’s

length price in a range of transactions, some regard to the total profits

of the relevant MNE may not be helpful, as a check on the assessment

of the urm’'s length price or in specific bilateral situations where other

methods give rise to serious difficuities and the two countries concer-

ned are able to adopt a common approach and the necessary informa-

tion can be made available. .
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On S. 1688 and S. 983 Before
The Finance Subcommittee on
Taxation and Debt Management

Reasons for Adopting S. 1688

Incorporates rules similar to Federal rules of taxation to
avoid double taxation by states

Prevents states from taxing extraterritorially, permits Federal
government to speak with one voice in foreign commerce and pre-
vents foreign retaliation against United States taxpayers

Eliminates costly litigation

Will have little impact on taxing system and revenue of most
states, Even those states who are affected may not suffer a
revenue loss.

S. 1688 could have been broader by prohibiting the combination
wethod entirely and by Prohibiting untirely the taxation of
foreign source dividends but it does not do this

S. 1688 is a response to the Supreme Court's assertion that Con-
gress should provide guidance in this area

Use of Pederal model avoids complexity of worldwide combination
method (i.e. currency translation problems)

Approach of using Federal model (arm's length standard) better
administratively and in other respects than worldwide combination
method

A. Ara's length method more precise and hence more equitable

B. State revenue agents are able to use adjustments made by
Federal agents

C. Arm's length standard is self enforcing if minority share-
holders involved

D. Worldwide combination method difficult to administer because
the "unitary" business concept is vague

E. Uniform standard at Federal and state level reduces taxpafet
compliance costs
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S. 1688 should be adopted now

A. GAO study of effectiveness of arm's length standard should
not delay adoption

1. Problem of double taxation of foreign source income is
urgent

2. Arm's length standard used by all nations significahtly
involved in international trade

3. Adoption now will prevent other states and other coun-
tries from using worldwide combination method

B. S.983 is broader than S. 1688 and deals with other aspects of
state taxation. S. 983 should not impede adoption of S. 1688
which addresses a narrower and more urgent problem
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Statement of Matthew J. Kennedy
Senior Vice President, Tax Executives Institute, Inc.
On 8.1688 and $.983 Before
The Finance Subcommittee on
Taxation & Debt Management
© June 24, 1980

For the tecotd I am Matthew J. Xennedy, Senior Vice Preaident of the
Tax Executives Institute, Inc. (T.E.I.)

T.E.I is an organization with approximately 3,500 individual members
representing 1,100 various size corporations from small to large in the
United States and Canada. Membership in T.EB.I. consists of persons
eaployed by corporations and other businesses who are charged with the
adainistration of the tax affairs of their employers in an executive,
adminsitrative or managerial capacity.

T.BE.I. 18 concerned that a few states, most notably California, are using

a method of taxation that taxes income realized from foreign sources.
T.E.I. is also concerned about the likelihood that other states will follow
California. The approach taken by these states is to either apply the
worldwide combination method or to include dividend income from foreign
sources in the income tax base. These arbitrary methods of taxation depart
from accepted principles of Federal and intermational taxation and inter-
fere with the foreign commerce of the United States.

T.E.I. favors enacting 8.1688 into law and we take no position on 5.983 _
at this time except we think it most important that it not impede
adoption of S.1688. -

1. With respect to corporate taxpayers, S.1688 generally would conform

to Federal rules the reporting of foreign income for state income purposes.
The tax laws of the United States through the application of the Internal
Revenue Code and various tax treaties with foreign nations provide relief
against the double taxation of foreign income. $.1688 would provide
similar relief with regard to state income taxation. The bill incorporates
the recommendations of Representative Rostenkowski's 1977 House Ways and
Means Committee Task Porce.

2. State taxation of foreign income causes distortion and inequities.
The States which seek to tax such income are taxing the same income a
second time, because the income has been subject to tax by the country
which is the sourxce of the income. Moreover, the states are taxing
extraterritorially when they combine income of companies earning some or
all of that income abroad. A most significant consequence is that this
taxation interferes with the Federal Government's proper role under the
U.S. Constitution to speak with "one voice" in the conduct of commercial
relations with foreign governments. This method of taxation, also,
could lead to retaliation by Foreign governments and their political
subdivisions against United States taxpayers.
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3. 5. 1688 would avoid or curtail a flood of costly litigation. Many
taxpayers whose assessments have included foreign income have challenged
state actions at administrative and judicial levels.

T 4. This bill will have little effect on the taxing systems and re-
venues of the great majority of states. Until recently few states have
attempted to tax foreign income. The states which apply the worldwide
combination method in varying degrees are California, Colorado, Idaho,
Montana, North Dakota and Oregon. But as previously noted taxpayers
have appealed many of these assessments before administrative boards and
in litigation before the courts. Also most states do not tax dividends
from foreign sources. This is accomplished either by application of
statutes which exclude foreign dividends from taxable income, or by
application of their laws governing allocation of dividend income.

The bill may also have little effect on revenues in those states using
the worldwide combination method because it is not necessarily the case
that the worldwide combination method produces more revenue than other
methods like the one in S. 1688. For example, if profit margins are
higher in California than abroad, then California will have less revenues
under this method than under S. 1688. Furthermore, states like Califor-
nia do not have any accurate estimates of the amount of revenue currently
being lost from the worldwide combination method. They only have es-
timates of additional revenue they are claiming in tax assessments and
which would be lost if S, 1688 were adopted. The net effect of combining
the additional revenue heing sought with the revenue being lost is the
only way to determine how S. 1688 will affect the few states using this

method.

3. €. 1688 could have banned combinations totally but it did not do so.
As & concessinn to the relatively few states that have adopted the
combination theory, the bill would not prohibit a combination of af-
filiates operating in the U. S. Also, in consideration of those few
states which seek to tax dividends the bill refrains from flatly for-
bidding the taxation of foreign income. Instead, the states will be
pernitted to tax that portion of a foreign source dividend which is
effectively taxed by the Federal government under the Internal Revenue
Code. The purpose for a partial exclusion is the avoidance of double
tax which can amount to confiscatory taxation.

6. The U. S. Supreme Court has called upon Congress xgepeatedly, most
recently in Mobil v. Vermont, to provide appropriateﬁhuidelines in this
area. Furthermore, when the Senate rejected Art. 9 (4) of the U.K.
Treaty to the extent it applied to state taxation one of the considera-
tions was that this issue should be dealt with by both houses of the

Congress.

7. In the case of dividends from foreign sources, the Supreme Court
recognized in Mobil vs. Vermont that Vermont could tax a portion of the
dividends received by Mobil from its subsidiaries operating abroad. The
Institute believes that the decision was economically unsound, but in
any event the Court—did not decide whether double taxation existed
between a foreign government and a state. It i{s that issue that is
addressed by S. 1688.
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8. We understand Assistant Secretary Gene E. Godley of the Department

of the Treasury has stated in his November 2, 1979.letter to Semnator
Mathias that S.1688 would create a tax preference for foreign iuvestment
over domestic investment. This 1s not correct. Actually, the preasent
state tax systeam tends to discriminate against foreign investment in a
manner contrary to tax policy as established by Congress for Faderal taxes,
and 5.1688 only equalizes the situation. In Senator Mathias' November 29,
1979 response to Mr. Godley he accurately points out that these states

that do tax dividendsdo so by picking them up in the Federal tax base, but
they do not allow the foreign tax credit which in the Federal tax system
eliminates what would otherwise be double taxation. In any event, we
understand that Treasury has considered altering the formula determing the
amount of dividend subject to tax to avoid any perception that S$.1688 would
favor foreign investment,

9. The complexities of the worldwide combination scheme of taxation are

demonstrated by the attached proposed California "Guideline for the

Preparation of Combined Reports which include Foreign Country Operations"

and comments on that guideline which are appended to it. The complexities

of the Guideline shou how wrong it is in the first place to sttetch the S

Dt ‘hig-
especlally true 1n the case of groups having a substantial part of their
operations outside of the United States, and doing business predominantly
in other currencies, sometimes using languages other than English, and
using foreign accounting concepts in computing income.

10. S.1688 prohibits a state from taxing the foreign source income of a
foreign corporation 1f that income 1s not taxed by the Federal government.
The requirement in Section 482 of the Internal Revenue Code that members

of an affiliated group must deal at arm's length prevents one corporation
from shifting income to a foreign affiliate to be taxed at lower rates.

By incorporating the Code requirements, S$.1688 adopts the arm's length
standard to prevent a shifting of income from the United States to an
affiliate abroad to avold state takation as well as federal taxation. Thus,
$.1688 substitutes the arm's length standard in Code Secticn 482 for the
worldwide combination method in assuring an equitable apportionment of
income to the United States and abroad. 'The arm's length method apportions
on the basis of what an unrelated party would pay or charge another
unrelated party. In contrast, the worldwide combination method apportions
through & formula using various factors, such as payroll, property and gales.

In testifying on the identical House version of §.1688 (H.R.5076) California
indicated that the arm's length standard was more difficult to adminfister
than the worldwide combination method.

A. At the outset, we believe that all efforts should be made to
uge an arm's length standard for apportioning income because =~
it 1s more equitable. The arm's length standard is more
precise than the worldwide combination method and by being
wore precise it is more equitable. Consequently, no tnxpayer
should be on sany other basis that could produce a non-arm's
length apportionment (i.e. the worldwide combination method.)
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B. Contrary to California's testimony, the arm's length standard
is no more difficult to, and is probably simpler, to adminis-
ter then the worldwide combination for the following reasons:
(1) Adjustments under Code Section 482 made by Federal revenue

agents are available to the states and are utilized by
the states in making adjustments to taxable income. It
would be difficult to envision a more practical solution
to administering a provision than the solution of having
two levels of government applying the same standdrd.-
California has an identical version of Code Section 482
in its own law (#24725).

(2) The arm's length test is self enforcing and hence much
easier to enforce than worldwide combination method when
minority stockholders are involved. For example, assume
foreign corporation A owns 80X of domestic corporation B.
The other 20X of domestic corporation B's stock is held
by the public. None of corporation A's shares are held
by the public. Because of the minority public interest,
when B sells goods to A the price will be arm's length.
If it were not, the public stockholders of B would have a
legal cause of action against A for draining profits from
B. The price will also be arm's length for another
reason. Any tax savings that might result from shifting
income by a non arm's length charge would not benefit the
minority sharcholders since corporation A would get the
full benefit.

(3) Although the worldwide combination method may seem simpler
because it user a formula, other aspects of the method
are more difficult to administer than the arm's length
method. For example, before the worldwide combination
method is applied to an income base, 1t is necessary to
determine whether the income of an affiliated company
like A in the preceding example should be included in the
base because it is part of the same "unitary" business as
corporation B in the same example. If this requirement
i3 taken seriously by the states, and often it has not
been this determination can be more difficult than
determining whether a sale between the two affiliates
like A and B is made at an arm's length price.

Another example of the complexity of the worldwide combin-
ation method is found in the Guideline attached. It will
be noted that there are numerous pages of requirements in
preparing a worldwide combination. There are many cases
that have required in excess of five years to make all

the adjustuments called for by that Guideline. .-

C. On the compliance side, use of the atm's length standard at
both the federal and state level will reduce compliance costs
significantly. Without the uniform standard provided by
S. 1688, corporate taxpayers will have to continue to prepare
data and support statements, as they do now, for two entirely
different systems of apportioning income between the United



States and abroad.

D. California in its statement against the bill argued that
§.1688 should not be adupted until a General Accounting Office
Study is completed on the efficacy of the arm's length stan-
dard of apportioning income. Therefore, California contended,
Congress should not force on the states a standard that may
not produce a proper apportionment of income. However, .o
believe that S.1688 should be adopted now becausc the double
taxation of foreign corporate profits is a more urgent problem.

Furthermore, this problem could become cven more serious 1if
additional states decide to use the worldwide combination
method. We believe that when the GAO's study is complete,
Congress may then reconsider what the standard should be.
Until that time it is not unreasonable to adopt a standard
which is used by all the Common Market countries and the
United States in apportioning income from international
transactions and which after detailed study by several in-
ternational organizations has been found to be the most
equitable.

11. Parts of S.983 deal with taxes other than state income taxes.
Consideration of those provisions should not be allowed to interfere
with the adoption of S.1688. Even if Title IIl1 of S.983 which relates
to state income taxes were considered separately from the rest of S.983
our conclusion would be the same. Title III decals not only with double
taxation of the foreign source income of foreign corporations but double
taxation of the income of domestic corporations operating only in the
United States. Because S.1688 addresses a narrower, and we believe a
more urgent, problem it should be adopted now.

The Institute therefore urges the subcommittee to approve S$.1688 and to
recommend its passage by the Senate Finance Committee.

- -—
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TAX EXECUTIVES INSTITUTE
COMMENTS ON GUIDELINE FOR THE PREPARATION
OF COMBINED REPGRTS WHICH INCLUDE
FOREIGN COUNTRY OPERATIONS

There are numerous administrative burdens that would be imposed by
the Guideline. Two will be concentrated upon in these comments: namely the
burdens having to do with currency translations and with book to tax adjust-
ments.

I.

WORLDWIDE COMBINATIONS STRAIN THE UNIJTARY CONCEPT. THE COMPLEXITLFES
OF THE GUIDELINE INSOFAR AS CURRENCY TRANSLATLONS ARE CUNCERNED DEMONSTRATE
WHY THE UNITARY CONCEPT SHOULD BE CONFINED TO THE U.S. TO AVOID THOSE
COMPLEXITIES. (See generally Part I (2 & 3) and IIB (1(b)) of the Guideline.)

The complexities of the Guideline show how wrong it is in the first --
place to stretch the unitary concept so far as to require such currency trans-
lations. This is especially true in the case of groups having a substantial
part of their operations outside the United States; and doing business
predominantly in other currencies, sometimes using languages other than English,
and using foreign accounting concepts in computing income.

There are enormous problems associated with the translation of
currency values from one unit to another, where "floating" values are used.
If the rules in the Guideline are adhered to, books must follow one set of
rules, and comhined returns would have to be prepared according to another set
of rules. Newest accounting rules recognize some currency gains or losses the
same as the tax rules under this Guideline. But other treatments would differ.
It would then be necessary to sort out which book treatments are to be followed,
and which are not. Worst of all, it would be necessary to compute correlative
adjustments that would folleow adjustments to book treatments. The complexities
would be enormous.

The rule in the Guideline requiring currency translation gains and
losses to be recognized only where there is a closed transaction is an enviable
goal. But it departs from generally accepted accounting principles, that is,
from latest financial accounting rules. So it would require information and
records, and would require the calculation cf correlative adjustments, to be
able to comply. All too frequently, there would not be enough information
available to follow the requirements.

These complexities would drive at the very heart of and may all
alone destroy the unitary concept, if applied to foreign and U. S. business
together.

Take a simple situation where two affiliat~s, one U.S. and the
second British, are subjected to a Worldwide Combination. Both make the same
level of profits on the same level of investments, payroll and sales, as to
year 1 when the- pound is worth $2. The next year nothing changes (that {is,
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the British affiliate earns the same number of pounds) except that the pound

if worth $1.80 in year 2. The U.S. companies' income in dollars remains the

same. Certainly California tax should not change, but it will, when currnecy
translations are accounted for according to the Guideline.

A system of taxation built on such translations, especially where
currencics are not stable as has been the case in recent years, is doomed to
fail on that ground alone. A tax system that depends on tliese complexities,
that are not provided for in the governing statute, should be adopted only
as a last resort, if at all.

Not only arc incomc accounts affected, but so also are each of the

three apportionment factors.
~

To follow the Guideline it is necessary to convert the elements of
the property factor to the currency of the parent. It is therefore necessary
to convert California property to a foreign currency in the case of a foreign
parent group, or to convert everywhere property to dollars, in the case of a
U.S. parent group. That is an enormously complex job. It is the origimal
cost of owned property that must be computed. To make those computations
it 1s necessary to go back years and years into the taxpayer's books and records,
and then to convert the original costs at the rates applicable each year,

appropriately condidering retirements if the necessary information is available.

The payroll and receipts fractions use current conversion rates, but
even then there arises the question as to which translation rate should be used
among many that might apply during a year. 1In the first Guideline issued some
time ago, taxpayers were required to use year-end conversion rates, subject to
exceptions where there are substantial fluctuations in rates. In the second
Guideline recently proposed, certain average rates are required to be used.
Simply from the variance in rules proposed, one could get the idea that there
is no precisely correct answer to an extremely important mathematical question.
If that is so, one further wonders whether the system that depends upon those
conversions is soundly conceived. We submit that it is not.

II.
THE NECESSITIES AND DIFFICULTIES OF MAKING BOOK TO TAX ADJUSTMENTS

FOR FOREIGN AFFILIATES ALSO PROVIDE GOOD REASON FOR NOT STRETCHING THE
UNITARY CONCEPT TO A WORLDWIDE BASIS. (See generally Part 1I of the Guideline.)

The methods used by Franchise Tax Board auditors to determine- income are
not consistent with the requirements in Part II of the Guideline. In many
cases, this information simply is not available in the detail that would be
required to conform to the Guideline, or otherwise to compute statutory taxable
income on a worldwide basis.

Auditors ordinarily begin with whatever published financial reports
wmay be obtained, and they then adjust income statements--plus or minus--for
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book to tax adjustments can either be estimated or extrapolated from whatever
information is available. Taxpayers have had grecat difficultics in adjusting
book income and book deductions to a tax basis. In some cases, Franchise Tax
Board auditors have granted adjustments that Sacramento review staff have dis-
allowed prior to issuance of Notices of Proposed Assessments.

In short, the difficulties of converting foreign book income to a
U. S. tax basis for groups doing substantial business outside of the U. S., in
other currencies, are such that the calculations of income and factors ought
to be confined to the U. S.

The requircments in IIA, #1 are not being following by Franchise Tax
Board auditors. In some cases, taxpayers cannot obtain profit and loss state-
ments for foreign affiliates (sometimes hundreds of companies). It would be
prohibitively costly to do so. In those cases tax is computed according to
book Annual Report income, which then may or may not be further adjusted.

Often taxpayers have no way of knowing whether foreign profit and
loss statements conform or do not conform to the accounting principles generally
accepted in the United States. Absent U. S. regulation by such as the Securities
and Exchange Commission (in case the stock is publicly traded in the U. S.),
the accounting will be done in foreign currencies for foreign affiliates by
foreign accountants according to foreign accounting principles, and sometimes
in foreign languages. The U. S. taxpayer will have no control over the accounting
no practical way of knowing wherein the U. S. and foreign principles vary, and
no practical way of knowing which and how many and what amounts of adjustments
would have to be made to conform the foreign accounting to U. S. standards.

Some taxpayers would find it practically impossible and prohibitively
costly to attempt to redo foreign accounting to conform to California tax law
accounting. There would be some needed book to tax adjustments that would
never be detected, and some that would be detected but which could not be
computed without installing a U. S. book and tax reporting system for each
foreign affiliate, at a prohibitive cost. Especially for large groups, this
simply will never be done on a statutory basis. Any attempt to do these
adjustments would be estimates, ''guesstimates" and extrapolations, at best,
and would be impossible to verify. Absent a full U, S. tax report system
being installed, any resemblance of adjustments to correct adjustments would
be accidental at best.

In summary, the proposed rules state that tax is to be computed
according to California tax law, in general. To do that it would be necessary
to accumulate information specifically for that purpose. To do that properly,
it would be necessary to duplicate foreign book and tax reporting systems,
.according to California standards. This would be especially objectionable
where such information is not otherwise needed for U. S. income tax purposes.
California should not be able to tell a foreign corporation how to keep its
books .
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December, 1979

The attached proposed '"Guideline for the Preparation of Combined Reports
Vhich Include Foreign Country Operations" is designed to ansver quastions
which have arisen with respect to prcblemr caused by currency revaluations.

. v
The propused Guideline provides that income will be determined urdar what
is basically the profit/loss method and provides for the calculation of
the apportionuent factors in the currercy of the parent coiporaticnm.
Adjustments to California tax sccounting standards are to be made <nly
vhen zaterial,

The departmeat 2sks interested parties to subnit writtea commzants to the
attention of Benjamin F. Miller, Legal Divisicn, nc later than March 31,
1980, Mecetings to receive commcnts and discuss the preposed Guideline
will de scheduled throughout the State {f warranted, If you wish to make
an appearance, pleasa so advisc.

After tveviewing all written and cral comments, the department will make

appropriate revisions to the proposed Cuiderlinc and solicit further
comuents in the event of subatantial revisions.

Martia HELf

Executive Officer

Attachment
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CALIFORNIA FRANCHISE TAX BOARD ~

Proposad Guideline for the Preparation of Combined
Reports Which Include Foreign Country Operations

I. Introduction

When any part of a unitary business has a nexus in
California, the incomc and apportionment factors of
the entire unitary business must be included in the
combined report filed with California which is utilized
to dectermine the incomie properly attributable to
California sources. This requirement appliec equally
to businesses with coperations solely within the United
Stutes, United States businesses with operations irn
foreign countries, and businesces based in foreicn
countries with operaitions within the United States

It applies vhether the business operations are carried
on by a single corporation or by multiplc corporations.

Prior to 1970, the relative values of the currencies

of the major industrial countries were the subjant

of international agrcement and were, for the most part,

ctable. Deginning in 1270, currencics were alloved to

“float,” which has resulted in significant changes in

their relative values. These chonges have given rise

to cuestions concerning the preparation of ccibined -
_reports which include operations carried on in more

than one country.

In choosing a translation method for the preparation
of a combined report, the department has of necessity
operated under constraints imposed by unitary theory
and the requirement that taxpayers, identical but for
the country of origin, be treated in a similar marner.
These covstraints and the efficient administraticn of
the tax law have led the department to adopt the method
commonly known as the profit and loss method for the
preparation of combined reports.

II. Determination of Income

A. The income of a unitary business with operations in
foreign countries will be computed in the following
manner:

FXB 1048 (12:79)
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A profit and loss statement will be prepared
for each foreign branch or corporation. in the
currency in which the bhooks of account of the
branch or corporation are regularly maintained.

Adjustments will be made to the profit and loss
statement to tonform it to the accounting
principles generally accepted in the United
States for the preparation of such statements
except as modified by this quideline.

Adjustments will be made to the profit and loss
statement tc conform it to the tax accounting
standards required under the California PRevenue
and Taxatior Code.

The profit and loss statement of each branch or
corporation, whether U.S. or foreign, will be
translated into the currency in which the parent
company maintains its books and records in accor-
dance with paragraph II.C.

Business and nonbusiness income as determined
under California law will be identified and
segregated.

Nonbusiness income will -be allocated to a juris-
diction on the basis of the rules provided for

in the Uniform Division of Income for Tax Purposes
Act as adopted by California., (§ 25123, et seq.,
California Revenue and Taxation Code.)

Business income will be included in the combined
report prepared for the unitary business and

will be apportioned on the basis of the appropri-
ate formula for the business,

Income £rom California sources will be expressed
in dollars in accordance with paracraph II.C.
and the taxes computed accordinyly.

For purposes of paragraphs II.A.2. and II,A.3, the
following rules shall apply:

1.

Accounting adjustments to be made to conform
profit and loss statements to those utilized
in the United States—

{a) Include but are not limited to the following:
(i) Clear reflection of income. Any

accounting practice designed for
purposes other than the clear

RN



(ii)

(iii)

(iv)
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reflection on a current basis of
income and expense for the taxable
year shall not be given cffect.

For example, an adjustment will be
required where an allocation is made
to an arbitrary reserve out of current
income.

Physical assets, depreciation, etc.
All physical assets, including in-
_ventory when reflected at cost, shall
be taken into account at historical
cost computed either for individual
assets or groups of similar assets.
The historical cost of such an asset
shall not reflect any appreciation

or depreciation in its wvalue or in
the relative value of the currency

in which its cost was incurred.
Depreciation, depletion, and amorti-
zation allowances shall be based on
the historical cost of the underlying
asset, and no effect shall he given
to any such allowan<ce determincé on
the basis of a factor other than
historical cost.

Valuaticn of assets and liabilities.
Any accounting practice which rasults
in the systematic undervaluation of
assets or overvaluation of liabilities
shall not be given effect, even though
expressly permitted or required under
foreign law, except to the extent
allowable under paragraph II,E.2.

of *this section. For example, an
adjustment will be required where
inventory is written down below market
value.

Income equalization. Income-and
expense shall be taken into account
without regard to ~qualization aver
more than one accounting period; and
any equalization reserve or similar
provision affecting income or expense
shall not be given effect, even though
expressly permitted or required under
foreign law.
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{b) Currency gains or losses on closed trans-
actions are includible, but no adjustments
shall be made, nor otherwise reflected, for
unrealized gains or losses resulting from
the restatement or re-valuation of assets
or liabilities to reflect changes or fluctu-
ations in currency values. A closed trans-
action is one where any foreian exchange
position taken by a corporation has been
terminated by exchanging the foreiqn currency
for the currency in wvhich the individual
corporation maintains its bookes and records
and normally conducts its business affairs.

The tax accounting adjustments to be made shall
include, but are not limited to, the following:

{(a) Accounting methods. The method of accounting
shall reflect the provisions of Section 24651
of the California Revenue and Taxation Code
and the regulations thereunder.

(b) 1Inventories. Inventories shall be taken
into account in accordance with the pro-
visions of Section-24701 through 24706 of
the California Revenue and Taxation Code
and the regulations thereunder.

(c) Depreciation, depletion, and amortization.
— Depreciation, depletion, and amortization
.are to be computed in accordance with rules
applicable to California taxpayers.

(8) Flections.

(i) Elections of all California reporting
entities shall be made in accordance
with applicable provisions of California
law or regulations.

{(ii) Elections for entities which are not
subject to taxation by Cclifornia
but are required to be included in
the combined report for the unitary
business shall be made by agreement
of all entities reguired to report
to California in accordance with
applicable provisions of California
law or regulation.
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3. No adjustment shall be required under paraqraphs
I1.B.1. and II.B.2. unless it 15 material., Whether
an adjustment is material depends on the facts
and circumstances of the particular case, in-
cluding the amount of the adjustment, its size
relative to-the general level of the corporation's
total assets and annual profit or loss, the
consistency with which the practice has heen
applied, and whether the item to which the adjust-
ment relates is of a recurring or merely a non-
recurring nature.

C. Por purposes of determining income, necessary trans-
lations will be made at the following exchange rates:

1. Depreciation, depletion, or amortization shall
be translated at the appropriate exchange rate
for the translation period in which the historical
cost of the underlying asset was incurred.

2. All other items shall be translated at the simple
average exchange rate for the translation period
unless there is a substantial fluctuation as
described in paragraph IV.P. within the peried,
in which case a simple average of the nonth-end
rates or weighted average may be utilized.

III. Computation of Factors

iﬁ computing the formula factors, the following rules
shall apply:

A. Property Factor

1. Fixed assets will be valued at original cost as
defined in Reg. 25130(a) and translated at the
exchange rate as of the date of acquisition.

2. Rented property, ¢apitalized at cight times its
annual rental rate, will be translated at the
simple average of the beginning and end of year
exchange rate.

3. Inventories will be valued at original cost and
will be translated at the exchange rate as of
the date of acquisition.

4. For purposes of calculating the property factor
of financial corporations, financial assets are
translated at the year-end rate and are defined
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as assets reflecting a fixed amount of currency,
such as cash on hand, bank deposits, and loans

and accounts rececivable. Securities held or
reasonably expected to be held for less than six
months shall be translated at ycar-cnd rates.

If a sccurity is held, or reasonably expected

to be held, for more than six months, it will

be translated at the appropriate exchanac rate

for the translation period in which the historical
cost of the asset is determined.

5. 1In computing the¢ property factor, translation
should normally be made into the parent company's
currency in order to prop2rly determine the
percentage factor to be used.

Payroll and Receipts Factors

1. Translation is to be made at the simple average
of the beginning and end of year exchange rates
unless there is a substantial fluctuation, as
described in paragraph IV.B.

2. Where the value of the foreign cur:iency does
fluctuate substantially, as described in paragreph
IV.B., the exchange rate appropriate to that
period shall be either {a) a simple average of
the month-end rates, or (b) a weighted avcrage
taking into account the volume of transactions
(reflected by the amount being translated) for
the calendar months ending with or within that
period.

3. In computing the payroll and receipts factors,
translation should normally be made into the
parent company's currency in order to vroperly
determine the percentage factor to be used.

Iv. Exchange Rates

A.

For purposes of preparing combined reports, exchange
rates may be derived from any source which is demon-
strated to the satisfaction of the Department to
reflect actual transactions conducted in a free
market and involving representative amounts. In

the absence of such demonstration, the exchange
rates taken into account in computation of the
earnings and profits of the foreign corporation

are determined by reference to the free market rate
set forth in the pertinent monthly issue of
International Financial Statistics or successor
publications of the International Monetary Fund

or such other source as the Department may designate.
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B. In general, the extent of fluctuation is substantial
if the closing rate for any calendar month ending
within the period varies by more than 10 percent
from the closing rate for any preceding calendar
month ending within the period.

V. Application of Guideline

In computing any of the income and factors required for

a combined report, due regard will be given to the effort
and expense required to obtain the necessary information;
and in appropriate cases the Department, in its discretion,
may accept reasonable approximations. Variations from

the rules set forth above, particularly with respect to
foreign-based corporations, may be allowed by the Franchise
Tax Board in exceptional circumstances if applied on a
consistent basis and where such variations do not result
in a material difference in the rcporting of income over
time.

Senator Byrp. The next panel is a panel of four, Mr. Charles W.
Wheeler, U.S. Chamber of Commerce; Mr. Thomas McHugh, chair-
man, taxation committee, National Association of Manufacturers;
Mr. William C. McCamant, vice chairman, National Association of
Wholesalers-Distributors, accompanied by Mr. George W. Keeley,
Esquire; and Mr. George D. Webster, general counsel, American
Apparel Manufacturers Association, accompanied by G. Stewart
Boswell, director, Government Relations, AAMA.

Vglelcome, gentlemen. You may proceed in whatever order you
wish. -

STATEMENT OF CHARLES W. WHEELER, U.S. CHAMBER OF
COMMERCE

Mr. WHEELER. Mr. Chairman, my name is Charles Wheeler. I am
the senior tax attorney at the Tax Policy Center for the U.S.
Chamber of Commerce.

On behalf of our more than 98,600 members, I welcome this
opportunity to support legislation that would provide uniform rules
for State taxation of interstate commerce and that would prevent
the continued use by certain States of the worldwide combined
reporting system.

or a business, particularly a small business, operating in sever-
al States, the problems of tax compliance can approach the impos-
sible. Not only do the tax laws differ from State to State, but in
some cases from locality to locality.

For years, the U.S. Chamber has advocated action by the Con-
gress to establish uniform jurisdictional standards for the imposi-
tion of taxes by the States upon interstate business, to promote
uniformity in the division of income among the States, and to
gromote uniformity in the definition of common terms used by the

tates for the collection of sales and use taxes.

The adoption of S. 983 would provide much of this badly needed
uniformity. The States would be assured that business was paying
its full share of the tax burden, and their enforcement costs would
be reduced.

Business, particularly small business, would be relieved of the
threat of double taxation and of a great paperwork burden.
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I would like to turn now, however, to the problem of State
taxation of income from foreign subsidiaries and affiliates of corpo-
rations operating within a State. The majority of States recognize
that the earnings of those foreign corporations bear no relationship
to the business activities carried on within their borders. A few
States, however, have subjected these foreign earnings to tax by
adopting the worldwide cor i, ined reporting system.

Worldwide combined reporting, as you have heard, rests on the
theory that various subsidiary and affiliated corporations of a mul-
tinational business really form part of a single enterprise. This
allows the State to determine the net income of the entire oper-
ation, and then to tax a percentage of that total income based on
the ratio the business activities within the State bear to the busi-
ness activities of the entire organization.

While this theory may work reasonably well for apportioning
domestic income among the various States, it does not operate well
on a worldwide basis. Other witnesses have already provided exam-
ples of this problem.

State taxing authorities claim that the use of worldwide com-
bined reporting is far simpler than the use of arm’s-length account-
ing standards in trying to determine the income earned by a busi-
ness enterprise within a State. While there are difficulties in
making arm’s-length adjustments, again, as other witnesses have
pointed out, the problems of using worldwide combined reporting is
even greater.

Under our constitutional system, it is the Federal Government
and not the States that establishes foreign policy, and this includes
the regulation of international trade. The United States has recog-
nized that taxation can be an important factor in hindering or
promoting international trade and has endeavored to make it a .
neutral one through the prevention of double taxation. The double
taxation that often results from the use of worldwide combined
reporting, however, runs directly contrary to those efforts.

The continued acceptance of worldwide combined reporting by
the United States also may encourage other countries to adopt it.
This represents an even greater threat to U.S. efforts to make
taxes a neutral factor in international trade. Currently, the use of
arm’s-length accounting is the accepted international standard. It
allows outstanding differences between two nations claiming the
right to tax the same income of a given multinational to be settled
through the use of tax treaties. _

If worldwide combined reporting was adopted by either nation, it
would be impossible to settle those differences through bilateral
treaties, but would require agreement among all nations in which
the multinational operated, an extremely unlikely event.

Presently, those &ites that use worldwide combined reporting do
not include the dividends received from subsidiary corporations in
determining the income subject to tax. If worldwide combined re-
porting is prohibited, it is likely that those States will attempt to
inclll;de the dividends received from overseas corporations in the
tax base.

These dividends should not be subject to tax at the State level
since the income from the overseas subsidiary was not earned by
activities within the taxing State. As a practical matter, however,
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many countries of the world impose taxes at rates lower than those
imposed by the United States. S. 1688 recognizes this fact by allow-
ing States to tax the same portion of dividends that is taxable at
the Federal level.

In conclusion, the need for the Federal Government to impose
some degree of uniformity on the methods States use to tax inter-
state commerce is clear, as we point out in our written testimony.
The adoption of S. 983 merely would provide the uniformity and
ensure that a business, again, especially a small business, operating
in interstate commerce could not be subject to multiple taxation
and overly burdensome compliance costs.

The international double taxation that results from the contin-
ued use of worldwide combined reporting by certain States threat-
ens the ability of the United States to adopt a single international
trade policy. The adoption of either S. 983 or S. 1688 would prevent
the continued use of worldwide combined reporting and ensure
that the United States has a coherent international trade policy.

Thank you, Mr. Chairman. We have submitted a lengthier State-
ment for the record.

Senator Byrp. Thank you. It will be received.

The next witness.

STATEMENT OF THOMAS J. McHUGH, VICE PRESIDENT, TAXES,
KRAFT, INC.

Mr. McHuGH. Thank you, Mr. Chairman.

My name is Thomas J. McHugh. I am vice president of taxes of
Kraft, Inc. I am testifying today on behalf of the National Associ-
ation of Manufacturers, in my capacity as chairman of NAM’s
Taxation Committee. -

Mr. Chairman, I will summarize our position this morning, and
submit a more detailed statement for the record.

The bills before us are S. 983 and S. 1688. The former is a
comprehensive approach to State taxation of income from inter-
state commerce, while the latter is more narrowly focused on the
taxation of income from foreign sources.

The NAM supports S. 983 as a reasonable step toward the solu-
tion of the large number of difficult problems associated with State
sales and use, income, and gross receipts taxes.

We also support S. 1688 as a compromise approach. The lack of
uniformity among_the States and between the gtate_s and the Fed-
eral Government presents a significant obstacle to the free flow of
commerce and competition across State lines. The lack of compre-
hensive reform of State and local taxation has resulted in an
avalanche of unnecessary paperwork for businesses of all sizes. It
has harmed the competitive posture of U.S. firms in the world
market, and has set the stage for the fractionalization of the
United States through interstate trade barriers and burdens. :

Both S. 983 and S. 1688 would tend to lessen the trend toward
trade protectionism now growing among the States.

Recognizing the importance of sales tax revenues, S. 983 sets
forth a new plan for sales and use tax compliance. This plan has
the potential to increase revenues to the States as a result of
greater sales tax compliance rather than decrease receipts due to
the erection of jurisdictional barriers.
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The problem posed by the sales and use tax collection obligation
is less substantive than administrative. Sales taxes are added to

-the price of goods and the tax burden is borne by the purchasers.

Generally, sellers are not reluctant to collect and remit a sales or
use tax provided the procedure is readily understandable and ad-
ministratively workable. Unfortunately, the reality of sales tax
compliance and administration falls far short of this ideal.

Most prior drafts of interstate tax legislation have addressed this
problem by limiting the power of the States to impose an obligation
to collect the sales or use tax. S. 983 takes a much more moderate
approach. Under this bill, out of State sellers would remain obligat-
ed to collect and remit sales and use taxes. However, these sellers
could elect to have the purchaser certify the amount of tax applica-
ble to the transaction. That amount could then be remitted to the
State via a standard form prescribed by the U.S. Department of
Commerce.

A major problem facing both States and taxpayers is the proper
division of income for those taxpayers which operate in more-than
one jurisdiction. Historically, the method used to accomplish this
division has been the separate accounting method.

In order to apportion the income of a single multistate corpora-
tion among various State tax jurisdictions, nearly all States have
adopted an apportionment formula approach in lieu of the separate
accounting technique. For this system of formulary apportionment
to work, all taxing authorities must agree on a uniform formula.
However, the States have been unable to do so. }

The apportionment formula is applied not only to the income of
the specific corporation operating within a State, but the formula
is also applied to the income of related corporations where those
related corporations are considered part of a unitary group. -

S. 983 recognizes the unitary concept and sets forth a uniform
definition of what entities can be combined. Again, uniformity is
crucial so that States may not use combination based on whether
the revenue is raised.

A major question before this subcommittee is the extent to which
a State or political subdivision may tax income from sources out-
side the United States. For purposes of worldwide combination, the
question becomes not whether the State may tax the income of a
local company earned abroad, but whether the State can calculate
its tax based on the currently earned and unrepdtriated income of
foreign corporations.

We believe the Federal method should prevail in all U.S. foreign
tax matters. As a compromise proposal, we support S. 1688 as a
legislative resolution of the foreign dividend issue. The legislation

. would prohibit worldwide combination and would impose a Federal

:ciype limit on the extent of State taxation of foreign source
ividends.

The Federal Government has established a well-defined and well-
understood method for taxing U.S. corporations with foreign sub-
sidiaries and foreign corporations with U.S. subsidiaries. To the
extent that States are permitted to tax income from foreign
sources, they should be permitted to tax that income only at the
time and to the extent that the Federal Government taxes the
income.
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In conclusion, the time for Federal legislation in the area of
State and local taxation is long overdue. The present set of com-
plex and often conflicting rules concerning State and local taxation
of interstate commerce is a major obstacle to the proper function-
ing of our economy. :

Thank you, Mr. Chairman.

Senator Byrp. Thank you, sir.

The next witness?

STATEMENT OF WILLIAM C. McCAMANT, VICE CHAIRMAN OF
THE BOARD, NATIONAL ASSOCIATION OF WHOLESALERS-DIS-
TRIBUTORS, ACCOMPANIED BY_GEORGE W. KEELEY

Mr. McCamaNT. Mr. Chairman, my name is William C. McCa-
mant. ] am vice chairman of the board of the National Association
of Wholesalers-Distributors. We appreciate the opportunity to pre-
sent to the subcommittee the views of our members.

We support enactment of S. 983, the Interstate Taxation bill.

I would appreciate the inclusion of my written statement into
the hearing record.

Senator Byrp. Without objection, it is so ordered.

Mr. McCAMANT. Our industry, the wholesale industry is com-
posed of markets which do not recognize State lines. They cross
many State lines. Senator Mathias mentioned some of the history
of the legislation. I would like to mention some of the more recent
history. There was a joint law passed by Congress, 1 believe, in
1961, that said that either the House Judiciary Committee or the
Senate Finance Committee should study this area of State taxation
of interstate commerce.

So, these hearings are really an endorsement of the whole Con-
gress in a sense, and the chairman of the Finance Commiftee at
that time indicated the Judiciary Committee should proceed with
hearings, and with the study. A law was passed twice on the House
side, and no action has ever been taken on this side.

As a result of that, the States did establish an Interstate Tax
Commission in 1967. They have been working on it for many, many
years, and no solution has ever come about. We feel that there is
only one solution, and of course, the solution can only come from
Congress, and that is what the courts have held.

We just feel that the Federal Government has to establish, like
Mason and Dixon did years ago, a boundary line between States on
business transactions. We believe that S. 983 is a reasonable start,
and we support the concept of it, and that really coneludes my
statement, Mr. Chairman.

Mr. Keeley, who accompanies me, would like to make a few
comments.

Senator BYRD.- Let me ask you this. You mentioned specifically
983. What about 1688, which is a more limited bill? —

Mr. McCamanT. Now, we are concerned with wholesaler-distribu-
tors, and our people are working only in domestic commerce, and
so the other bill is not of concern to us. We neither support it nor
opg:se it.

nator Byrp. You need S. 983?
Mr. McCaMANT. We need S. 983.
Senator BYrp. And S. 1688 is not helpful to you?
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Mr. McCamant. That is correct.

Senator Byrp. Mr. Keeley?

Mr. KeeLey. Mr. Chairman, my name is George Keeley. I am a
member of the law firm of Halfpenny, Hahn, & Roche, Chicago, Ill.
I am accompanying Mr. McCamant here today, and I appreciate
the opportunity to appear before you and discuss the serious
burden now imposed on interstate sellers by the patchwork scheme
of State and local sales and use taxes.

With the permission of the Chair, I would like to submit for
inclusion in the record the prepared statements of the Automotive
Service Industry Association, and also a statement prepared by Mr.
William F. Harlton of the Detroit Veterinary Supply Company, and
finally, a statement on behalf of the Direct Mail Marketing Associ-
ation,

Senator ByrD. Each of those statements will be received.

[The material referred to follows:]
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STATEMENT OF GEORGE W. KEELEY
BEFORE THE
SUHBCOMMITTEE ON TAXATION AND DEBT
GENERALLY OF THE
SENATE FINANCE COMMITTEE

My name is George W. Keeley. I am a member of the law
firm of Halfpenny, Hahn & Roche, 1ll1 West Washington Street,
Chicago, Illinois. 1 appreciate the opportunity to appear
before you today and to present a statement on behalf of the
Automotive Service Industry Association ("ASIA").

ASIA is the automotive world's largest and most comprehen- —-
sive organization, with its membership encompassing more than
8,500 independent 