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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
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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



10

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




© W a3 O Ov W W N -

M'MMMMHHHHHHHAH'HH
.s-cnm»—owoo-ao:uw-w'wwo

19

18
.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). _
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(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.

®)
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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




40 - e

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:]



43

3 U BL
‘ .'-C [ ] . L]
June 24, 1980

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.
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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 concer