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Statement of the Honorable Herman E. Talmadge (D-GA)
before the Subcommittee on Taxation and Debt Management
Generally, Committee on Finance, United States Senate .
June 24, 1980 Statement on S. 1688

Mr. Chairman, as a co-sponsor of S. 1688, which would eliminate
the worldwide combined reporting system from the states method of

~—

determining corporate tax assessments, I am pleased to lend my whole-
hearted support for its passage.

This is not a new matter to come before the Congress. In 1969
a bill was reported out of the House Judiciary Committee passed the
House but was not enacted. This would have resolved the problem present-
ed by S. 1688 and would have mandated a greater degree of uniformity in
the rules for state taxation of corporations.

Other legislation introduced in an effort to resolve the multitude
of interstate and international tax problems were H.R. 11798, 89th Congress
(1965), H.R. 16491, 89th Congress (1966), H.R. 2158, 90th Congress
(1967) .

H.R. 2158 passed the House by a wide margin but died in the Senate.

In February of 1969 our colleague here on the Finance Committee,
Senator Ribicoff, introduced S. 916, 9lst Congress, which included the
language of H.R. 2158 that had passed the House.

In his opening remarks on the occasion of introducing S. 916 (Cong.
Rec. 2/4/69 115 Cong. Rec. 2597) he stated:

*A major objection to the unitary concept is that the
California practice requires the inclusion in
unapportioned tax base of "foreign source income" which
is earned in countries outside of the United States
and which is not even included in the measure of the
Federal income tax imposed by the United States. For
example, under the California practice, a Connecticut
corporation -- with an affiliate in California and
other affiliates in such countries as Holland, France,

Japan, and so forth -- is required to include in the
measure of the California tax the income of the foreigp

(685)
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affiliates as well as the income of the California
affiliate and the Connecticut affiliate. Besides
being highly inequitable, this practice conflicts
directly with international tax policies of the
Federal Government and, i1f permitt to continue,
can result In a situation in which various States
of the United States are formulating their own
international tax pclicies without taking into

. account the international trade policies of the
Federal Government (underscoring supplied).

The history of worldwide combined reporting shows a continuous
need to resolve a long standing problem by enacting Federal legislation
setting standards for taxation of foreign source income. Thank you,
Mr. Chairman.
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' 8tatement of the Honorable David E. Satterfield (D-VA)
before the Subcommittee on Taxation and Debt Management
Generally, Committee on FPinance, United States Senate
June 24, 1980 Statement on S. 1688

Mr. Chairman, this piece of legislation, S. 1688, is comparable to
H.R. 5093 and H.R. 5076, the former of which I introduced in the House of
Representatives in 1979. This particular piece of legislation would fulfill
part of the recommendatiops made by the House Task Force on Foreign Source
Income of the Committee on Ways and Means, which report was dated March
8, 1977.

Relative to the issue of state taiation of foreign source income,
the House Committee on Ways and Means stated the issue as follows:

"Although a larger controversy exists of the states jurisdiction
to tax income and the need for uniform rules among

the states, the basic issue before the task force

was whether the Federal government should prohibit

states (a) from taxing foreign source income directly;

or (b) from taking into account foreijn source income

from the unitary method."

For federal income tax purposes, the apportionment formula is not
use to decide income for costs between United States and foreign countries.
Instead, income for costs are allocated between related companies using
the criterion of what the costs and price would be between these parties
if they were independent parties dealiny at arm's length.

The Task Force recommended, which report was later adopted by the
full Committee on Ways and Means, that income of foreign affiliates should
not be subject to state taxation until such time as that income is subject

to Federal income tax.
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I have taken the liberty of attaching hereto pages 25 through 30
of the committee print from the Committee on Ways and Means, United
States House of Representatives, to more fully elabo ats on the
discussions that were presented to the Committee and the recommendations
of thé Committee which appear more fully on page 30. I ask that the
attached pages be considered as a part of my statement and be included
in the Committee recoxd.

Mr. Chairman, if we continue to allow the states to proliferate
the use of the worldwide combined reporting system as a method of
determining state corporate taxation assessments, we will subject
foreign corporations, wishing to make an investment of capital and
employment opportunities, to 51 separate tax policies on foreign source
income. Certainly the issue is national in scope and thus requires
federal legislative action such as proposed in S. 1688. Thank you,

Mr. Chairman.
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IV. STATE TAXATION OF FOREIGN SOURCE INCOME

Present law and background

General atructure of State toxation of corporations.~The question
of Stato taxation of foreign source income is one aspect of the larger
question of State taxation of businesses operating m more than one
State, This larger question involves the problem of determining a
State's jurisdiction for taxing a corporation’s income and uniform
rules for apportioning and allocating that income nmong the States
in which a corporation does business. Of the 45 States which impose
n corporate income tax, all use some kind of formmla to apportion
business income between the varions States in which a corporation
operates, IIpwever, the specific formula used varies substantially
from State to State. '

In determining income earned within a State, most States (30 out of
45) use some variation of a basic three-factor apportionment formula.
{Inder this formula the income of a corporation is apportioned to each
State according to the average ratio of three factors: the sales, pay-
roll, and property values in the State to total sales, payroll, property
values of the eorporation. For example, a corporation which has one-
half of the value of its property, three-fourths of its payroll, and one-
fourth of its sales in a particular State wonld take the average of these
three fractions (or one-half) to determine the amount of income
subject to tax in that State.! .

A State’s apportionment formula is usually applied only to income
of a corporation where the business acfivity from within the
State is dependent upon, or contributes to, business activities of
the same corporation outside of the State. Ordinarily. in a case where
the business activity in the State is unrelated to cther businesses of
the corporation ontside of the State, all of the income from that busi-
ness within that State is allocated to that State (and the income from
the other businesses is not allocated to the State).

Some States, primarily California and Oregon, have adopted what
is known as the “unitary method” of applying the three-factor ap-
portionment. formula. Uinder this method the h\:'mula is applied not
only to the income of the specific corporation operating in the State,
but also to any income of related corporations (subsidiaries, parent
corporations, or hrother-sister corporations) where the related cor-
porations’ activities outside of the State are dependent upon or
contributo to the business of the corporation within the taxing State.

1The 15 Ktates which do not follow thin three-factor formula uze other apportionment
formulax, some hared on property ealues only and others bared on a combination of
ealex and property or nalea and payrell or property and paseoll. Fven among thoxe States
which do vas the harie three-factor formula. the manner of measuring the three ftemx
In the formnla may differ. Far example, in some Statea a xale in taken Into account hy
the State where the rnle originated (geneeally, the location of the meller) while in other
?o'c‘a'::d )the sale in allocated to the Rtate of destination (generally where the buger Is
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In many States, not all of the income of a corporation is subject to
that State's apportionment formula. For example, in many States
passive income snch as dividend income is allocated entirely to the
State of the “commercial domicile” (or in some cnses the State of the
“principal business location”) of the corporation and is thus excluded
from the income subject to the apportionment. formula.

Z'axation by States of foreign source income—~Virtually all States
include the income of foreign branches of domestic corporations in
the income which is subject to their apportionment formwula, For
example, if a corporation had two-thirds of its sales abroad, but, the
other-one-third of its sales, one-half of its property, and two-thirds of
its payroll in one State, the corporation would be taxed on one-half of
its income by that State.

In those States which have adopted the unitary method and chus
" apply their apportionment formula to income of a related group of

corporations, the income of foreign afliliates of U.S. corporations
is subject to apportionment if the activities of the forcign aflilintes
are dependent. upon or contribute to the business of the corporation
within the taxing State. Theso States thus treat income of foreign
corporations related to U.S. corporations in the same manner as most.
‘States treat income of foreign branches of U.S. corporatians,

Dividends of a foreign subsidiary are sometimes subject. to State
tax when rececived by a domestic corporation. In these cases the divi-
dends are taxed in the samie manner as dividends from domestic cor-
porations (i.e., taxed by the State where the corporation is commer-
cially domiciled or has its principal place of business, added to the
income subject to the np\mrtionment ormula of the taxing State, or,
in some cases, taxed in bolh States). TTowever, many States do not
significantly tax any dividends from related corporations.

Previons attempts to modify present lawr.—As & vesult. of court deei-
sions in the late 1930s and early 1960s which expanded the constitu-
tional limits of a State’s jurisdiction to tax corporations with minimal
lavels of economic activity within the boundaries of that State, Federal
legislation was enacted which required that a corporation at least

-aceept and approve sales orders within any State hefore that corpora-
tion can ba subjected to the income tax of that State. In more recent -
yvears, legislation mandating greater uniformity in the rules for
State taxation of corporations has heen introduced and studied. One
such hill, which was reported by the House Judiciary Committee,
passed the Iouse in 1969 but was not. enacted.

In 1969, a group of States reacted to the possibility of Federal legis-
Intion by adopting a multi-state tax compact, which established the
Multistate Tax Commission whose duties are to establish uniform
Incoma tax regulations, auditing standards and tax forms for member
States, Presently, 20 States ave members of the compact (the majority
of the States are Midwestern and Woestern States). Under the com-
pact, tho regulations of the Mnultistate Commission are effective in
all member States, but_any member State ean adopt overriding regula-
tions if they choose. Sinea most of these States have adopted some .
overriding vegnlations. the methods of taxing corporations still vary '
substantially among States which are members of the compact.
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lssues - .

Althongh a larger controversy exists over the States’ jurisdiction to
tax income and the need for uniform rules among the States, the basie
issne befora the task forco was whether the Federal Governmeut
should prohibit States (n) from taxing forcign source income dirvectly,
or (b) from taking into account foreign source income under tho
unitary method (as described above).

Alternatives \

Limitatiors in applying the unitary method of apportionment.—
States could be prohibited from requiring the reporting of income and
related items of foreign corporations even though related to .S,
corporations which operate within that State. Under this proposal,
the unitary method would not be applied either to foreign subsidiaries
of 11.S. corporations, to foreign parents of 11.S. subsidiaries, or to
other aflilinted forcign corporations. This would not, however, pre-
. vent a State from taxing dividends paid by foreign subsidiaries, in-
terest, or royalties received from foreign afliliates or other foreign
sources, nor would it prevent the application of the three-factor for-
mula to branch income from foreign operations of U.S. corporations
_operating in the State, : :

The reporting of income and related items of foreign corporations
conld be limited to activities of TI.S. corporations which relate to ex-
ports from or imports to the United States, but the treatment of
- dividends, etc., could remain the sae as above for income from other
* corporations. . :

The reporting of income and related items could be barred in the
case of foreign-owned corporations with affilintes operating in any
State, but ‘allowed with respect to foreign subsidiaries of 11.S.-owned -
corporations operating within the State (as would be done with 11.K.-
- ownéd companies in the proposed convention between the UTnited States
and the United Kingdom). Dividends, ete.. could remain taxable as
ahove, Under this proposal, in the case of foreign-owned afliliated
groups of corporations, any State would be limited to applying its
apportionment. formula to the income of any member of the affiliated
group operating within that State or other States. '

Limitations on direct toxation of foreiqn source income.—States
could be prohibited from directly taxing in any way foreigm source
income. This means they not only wounld not tax income through the
-pnitarv method, but also wonld not tax dividends from foreien sub-
sidiaries, foreign source interest or rovalties. or branch earnings of
U1.S. corporatinns. The States could also be prohibited from taxing for-
eign income of individuals. ‘

States conld be prohibited from taxing throngh the unitarv method
foreign affiliates not doing business in the State or from taxing divi-
dends from foreign aflilintes of T1.S, companies, but allowed to tax
interest or royalties or branch income. :

Analysis , ‘

_ Limitations on the unitary method of apportionment.—For Federal
income tax purposes, an anportionment formula is not used to divide
incomo and costs between United States and foreign countries. Instead,
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incomo and costs ave allocated between related companies using the
criterion of what the costs and prices would be between these partiesif
they were independent. partios dealing at arm’s length (sec. 482). On
the other hand, in computing what portion of the income of a single
company is from foreign sources, an allocation of income and dedue-
tions approanch is used (see. 861). This appronch already produces
significant. problems when applied at the Federal level and would be
virtually impossible to administer at the State level as applied to
interstate transactions. Thus, there is no significant disagreement that
the States must use some type of apportionment formula (as distin-
guished from making an allocation of income and deductions by
separate accounting), since there would be no practical way of deter-
mining what income of a company is earned within a State as opposed
to being earned within other States (or in foreign countries). ‘

The rationale presented for using the unitary method to combine
the business activities of related corporations which contribute to the
business activities of a corporation within a taxing State is that the
operations form an integrated business, and whether the business is
conducted through a number of separate corporations or through one
single corporation should not affect tax liability.

It is disputed whether those States applying the unitary method of
taxing corporate business income under an apportionment formula do,
in fact, tax the income of related foreign corporations. IFor example,
under the three-factor apportionment formula, if it takes the same
dollar amount of sales, the snme value of property and the same sized
payroll to achieve a given level of income in the forcign subsidinvy
as it takes in U.S. operations, then no foreign income would be taxed
by any State because the three factors would apportion the appropriate
amount of income to foreign countries and to the State.

IHowover, it is argued that in many countries abroad wages and
property values are ﬁ»wcr in proportion to income than in the United
States. It is argued that. given these circumstances, the inclusion of
foreign corporations under the unitary method of apportionment
leads indirectly to State taxation of foreign source income by appor-
tioning too much income to the United States. Whether or not this ac-
tually is the result in any specific case depends on whether the propor-
tion of income to wages, property costs and sales in the specifie country
in which a corporation operates is higher than the proportion of the
same items in the United States. In some cases, the unitary method
operates to apportion more income to the United States an most
people wonld agree shonld be so apportioned if cach afliliate were
treated as an independent entity operating on an arm’s-length basis.
IHowever, in other cases the application of the unitary method may
apportion less income to a State than wonld be apportioned under
other acceptable methols.

An additional problem vaised in relation to those States which have
adopted the unitary method is the administrative burden which that
method places on corporate taxpayers, particularly those which are
foreign owned. For example, a corporation with one manufacturing
plant in a unitary State has to obtain for that State’s tax purposes the
inconie, sales, property and payroll figures of all of its afliliates oper-
ating worldwide if the activitics of those afliliates are dependent upon.
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or contribute to the activities of the corporation within that State. In
the case of a forcign parent corporation, this complianco burden
cottld be partieninrly costly because a foreign-owned foreign corpora-
tion ordinarily woulll not otherwise keep the books of its operations
outside of the United States in terms of U.S. dollars or in a manner
which would conforin to 1.8, accounting concepts. |

‘The need for wpplying the unitary method may not bo as great
when taking into account foreign squree income than when taking into
_account income fMroin a number of States. The number of transactions

in any State linked to foreign operations is ordinavily substantinily
fewer than the number of hansactions linked to different States, More-
over, since taxpayers are in any event required to allocate inconie be-
tween U.S. and forcign sources for Federnl income tax purposes, tho
States could adopt. the Federal rules for apportioning income from
forcign transactions between domestic and foreign sources.

Some critics of the unitary method of apportionment would never-
theless permit its use where the States can show that there. is less
than arm’s length pricing in foreign transactions. 1f the unitary
method were atlowed only in this case, the State aflected to the most
substantial extent would be California. California State tax oflicials
estimate that such a limitation would cost that State approximately
$125 million in revenue, or about 12 percent of total corporate tax
revenues. ‘ ‘

It has also been suggrested that the application of the unitary method
conld be limited to those cases where the business activities of the for-
cign subsidiavies are related to expoits from or imports into the United
States. [Kxport-related transactions generate the most diflicult income
allocntion questions under the IFederal tax rules, and thus it is syg-
gested that it is appropriate to allow the States to decide whether Fed-
eral rules shonld he followed in those circumstances. ,

If the administrative burden which the nnitary. methed causes tax-
payers is viewed as the primary problem, the application of the unitary
'}!1"(;""0(]1 to foreign corporations owned by foreigners could be pro-

1hted. :

Limitations on directly taring dividends from foreign subsidi-
aries.—

Except as that result may be achieved indivectly under the unitary
system, no State taxes the income of foreign subsidiaries (not doing
business with the State) of U1.S. corporations as that income is earned;
that income is taxed only whea it is remitted to a U.S. corporation as a
dividend. In those States which tax foreign source dividends, it is -
argued that double taxation results because no credit is allowed for
forcigm taxes paid. , :

The Federal Government taxes dividends from foreign subsidi-
aries of U1.S. corporations when they are brought back to the United
States, but allows a foreign tax credit for foreign (national, state and
- loeal) incomna taxes paid by the subsidiary. Thus, to the extent that for-
cign income taxes do not exceed R pereent of foreign faxable income,
. the tax burden on foreign source income also taxed by a State is no
greater than the tax burden on domestic source income which is taxed
by the Federal Government at 48 percent and by the State as well.
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. Asin the case of State taxation of dividends from domestic corpora-
tions, the lack of uniform rules among the States does lead to over-
taxation or under-taxation in various ecases. 1f the taxation of divi-
dends of foreigm subsidiaries is prohibited, domestic source income in
some enses will be taxed more heavily than foreign source income be-
cause all income taxes paid to local governments in foreign countries,
as well as the income taxes paid their national governments, are credit-
able against U.S. Federal tax while income taxes paid to U.S., State
and local governments are only deductible, and not creditable for Fed-
eral purposes. : -

- Recommendations

The task force makes the following recommendations with respect
to State taxation of foreign souree income: ‘

1) Income of foreign affilintes not subject to Federal income tar.—
It 18 recommended that the States be precluded from taking into ac-
count, under the unitary aiethod or any other method. the income of
forcign aflilintes of corporations doing business within the States until
such time as that income is subject to Federal income tax.

(2) 7ncome of forcign affiliates subject to Federdl income tar.—It
is further recommended that no limitation be placed on the power of
the States to apply the three-factor formula on a domestic basis, nnder
the unitary method or otherwise, to income of foreign aflilintes which
had been excluded under paragraph (1) above if and when such income
becomes subject to Federal income tax.

Y



STATEMENT OF THE TAX COUNCIL

ON S. 1688 and S. 983

SUBMITTED TO THE COMMITTEE ON FINANCE

U.S. SENATE
JUNE 24, 1980

The Tax Council 18 a nonprofit business membership organization con-
cerned with a wide range of tax policy {ssues. Since its inception in 1967,
The COuucil has emphasized the benefits accruing to all sectors of our economy
from fncreases in our nation'eiatock of capital.. The Council has consistently
advocated a tax structure that would encourage capital accumulation and pres-
ervation.

The taxation of business income by different levels of government is
of great concern to our econonic health and particularly to the members of The
Tax Council. The problems that give rise to S. 1688 and S. 983 have many

. philosophic, political, and administrative dimensions, and have been reviewed
extensively by state ‘and Federal Courts and by Congressional Committees for
over 20 years. Stated simply, the principgl question facing us is: To what
extent should a state or political subdivisfon tax the income of a business
that has operations both within and without that subdivision?

The fundamental 1issue 1in the state taxation of business income is
the appropriate determination of the amount of such Income earned within each

state. It is uniformly agreed that each state has the right to tax profits from

(685)
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business operations conducted within that state. Where dperations are con-
ducted solely within a state, the determination of profits 1is relatively
eimple, Where operations are conducted in more than one state, however,
complications arise from transactions among divisions of the business entity
that cross state boundaries.

The Unitary Apportionment Method

A number of states have adcpted a three-factor formula to determine
the portion of tusiness income that should be subject to a particular state's
tax. This formula, comprised of the ratios of statewide and total sales,
payroll, and property, has been fairly well developed and accepted, with court
decisions clarifying some gray areas. The courts, however, have been unable
to work out what income should be subject to the apportionment formula and
under what conditions. Some states have adopted a "unitary" method of deter-
mining a corporation's income which suggests that 1if the operation of the
business done within the state is dependent on or contributes to the operation
of the business without the state, the operations are unitary.

h This approach to the calcula;lon of income squect to tax in a par-
ticular state starts from the arbitrary assumption that these three factors
vill result in a reasonable determination of profits earned in a state. If
operations are conducted solely within the United States, where economic and
business conditions are relatively consistent, a reasonable result may be
reached. S. 983 goes a long way toward establishing a fair statutory approach
to the multfstate taxation on interstate operations; however, when the unitary
concept is applied to worldwide operations where there are major differences
in laws, property values, wage rates, currency exchange and control problems,
major inaccuracies and inequities can result. The effect on worldwide oper-

atifons of S. 1688, and this 1is the issue which should be dealt with first.

N\
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Application of the unitary approach to worldwide operations caa
vastly oversimplify an overall business structure and permits a state to
include in £ts tax formula the sales, payroll, and property f&ctors of a
foreign business that is controlled by an otherwise unr;Iated domestic company
operating in a particular state. The factoring in of the foreign business 1is’
Jone even if all transactions between the companies are conducted on an arms
length basis. The profitability of the domestic entity may be quite different
from that of the foreign assocfate but the unitary factors may regult in the
attribution to a particular state of income completely unrelated to operations
within that state. Not only can multiple taxation of profts result but, in
some cases, tax would be imposed on amounts that are not real profits in any
sense of the word.

Why Is Federal Legislation Needed?

The case that has developed on state taxation of worldwide profits
contains an important and\ pertinent theme--that the courts, including the
Supreme'Cou;t of the United States, look to Congress to lead in the recon-
ciliation of the legitimate concern about state tax ;evenues and the fair

treatment of multinational business entities.

The_ drafting of S. 1688 comes after many years of unsuccessful ef-
forts to enact comprehensive legislative reform in the multistate tax area,
This proposal carves out a manageable beginning, the tax treatment of foreign
source income, that can be a useful building block in the resolution of other
important issues In state taxation such as are addressed in S. 983.

The bill recognizes the principle that state and local governments
have the auth&rity to tax business profits that are generated abroad, but the
timing fn recognition of such profits would be limited to the same rules which
apply at the Federal level as set forth in the Internal Revenue Code. These

rules are drafted to insure that all income to a U.S. corporation is subject
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to valid taxation (1) by the foreign country in which the income 1is generated,
(2) by the Federal government when that income is repatriated, and (3) by the
state and local authority wvhen that income 1is attributable to operations
within the taxing entity.

The essential features of S. 1688 are consistent with the recom-'
mendations of the Task Force on Foreign Source I;;ome of the Ways and Means
Committee, issued in March 1977. After carefully considerfng the background
of the issues involved in the state taxation of foreign source income, the
Task Force re;ommended restrictions on the use of the unitary method prior to
the time that foreign income is subject to Federal income taxes.

The logic and value of this approach are that it minimizes the
potential for unfair and multiple taxation of income. In addition, S. 1688
. would have two other desirable aspects.

First, the lack of direction that caused expensive delays and frus-
trations in negotiating and ratifying the U.S.-U.K. Tax Treaty is a serious
obstacle in negotiating many other such treaties. S. 1688 would be extremely
beneficial in creating consistency In international tax.treatnent. It should
also be a significant factor in deterring other governments from adopting
similar provisiona.aéplicahle to U.S. corporations doing business in their
countries in retaliation for the-unfair treatment by jurisdictions within the
United States.

Second, uncertainty about the appropriate approach has generated
expensive litigation, some of which undoubtedly cost both sides more than the
resulting settlement, but which only resolved part of the controversy by
settling on definitions, and not procedures.

S. 1688 offers a sound offers a sound approach to attempting to
resolve significant policy issues in the state taxation of business income.
‘It is a very desirable first step. The Tax Council appreciates the to bfesént

its views on this legislation and strongly recommends its adoption.
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STATEMENT OF
THE INTERSTATE NATURAL GAS ASSOCIATION OF AMERICA
RELATING TO S.983

“Interstate Taxation Act of 1979"

The Interstate Natural Gas Association of America (INGAA) 1is
pleased to express its views on this important pilece of legislation.
INGAA is a nonprofit trade association representing virtually all of
the interstate natural gas transmission companies. Some of our member
companies, through affiliates, have diversified operations in
activities such as oil and gas exploration, development, production,
refining, marketing, etc. Therefore, the system of taxation of
interstate commerce is of vital interest to our member companies.

INGAA has followed the progress of various bills introduced in
Congress over the years and has worked with other organizations to try
to find the answers to problems confvonting companies which have various
activities in several states, Through the years, each state wishing
to maximize its tax revenues has explored various avenues of taxation
which has often encroached upon the traditional right to tax profits
claimed by another state. While this was often done under the guise
that such profits were more appropriately related to one state than
another, or such profits more appropriately should be apportioned
among the states, often the result was the same profits were being taxed
by difgerent states and by different methods.

In this current bill, INGAA recognizes the merits of a fair h
system which allows each state to tax its fair share of profits of a
company. At the same time we recognize that various states have

different ways of taxing these profits. For instance, some state taxing

66-690 0 - 80 Pt.2 - 2
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authorities tax pipeline companies using a so called "revenue-miles"
formula instead of a three-factor formula. This method has proved to
be the most equitable and staisfactory for both the states involved

and the éaa companies. Upon enactment of this bill, states may wish

to change their overall method of taxation of all the interstate
companies doing business in their jurisdiction, including gas companies.

We propose an amendment (see attached Exhibit A) to the bill
derigned to assure corporations engaged in the bqginess of transporting
gas in interstate commerce the protection of this bill in the event
the state taxing authority determines to change its present method of
such taxation.

In this event, should such change be significant, then the gas
companies would be afforded the protection of the three-factor formula
of this bill, but only 1if :he net revenue impact of such change were to
exceed the revenue produced by the three-factor formula.

This would assure the various states of continued flexibility in
their taxing policy and at the same time provide the full protection of
this bill to gas companies.

With these comments, INGAA is in full support of S.983.
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EXHIBIT A

AMENDMENT TO 8. 983

_ Section 301 of the Bill, relating to optional three-
factor formula, is smended by redesignating Section 301 as
- 301(a) mwmamw (b) at the end of such
:mimmsomsum. such new subsection (b) to read
as follows:

"(5) (1) The provisions of subsection (a) shall mot
mmmawmmsomozﬁam
msshmotwhlchtorthotmbhyn:uu:iwdtm
mlymonwcm“cdmmnctm.

(2) PRaragraph (1) shall not apply, and the
provisions of subsection (a) shall apply, bo any such
corporation if and to the .itant that a Stats or political
subdivision changes its method of apportioning or allocating
net income of the earpo:\tt:l.on to such State or political
subdivision. Por pn:pom of this paragraph, & Stats cr
political subdivision shall be deemed to have changed its
mathod of apportioning sor allocating the income of such a
mnmuu-mu@m.mbmwmamm
of activity or presence of such corporation in such State or
political subdivision is measured, by any addition, delstion
or change in the relative weight or importance of cne or more
zagmmummmmmmmemmuwu
to such corporaticn, excluding, howaver, & mere change in the
numerator or dencminator of any such factor to reflect changed
facts or circumstances if such change is made on & basis
- consistent with prior years.”.
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INDUSTRIES

PPG INDUSTRIES, INC./ONE GATEWAY CENTER/PITTSBURGH, PENNSYLVANIA 15222/AREA 412/434-2476

June 27, 1980 s L

The Honorable Harry F. Byrd, Jr.
Chairman, Subcommittee on Taxation
and Debt Management

Finance Committee

United States Senate

2227 Dirksen Senate Office Building .
Washington, D.C. 20515

Dear Senator Byrd:

PPG Industries, Inc. (PPG) apprecilates the opportunity to
submit this statement for insertion in the record of hearings
on Senate Bills S.983 and S.1688.

PPG atronfly supports the passage of §.1688. The enactment
of this bill would .conform state taxation of income received
by domestic parents from foreign affiliates to the federal
rules. The limitations contained in the bill would permit
the states to tax foreign source corgoration income on a
fair and equitable basis. Onlx the timing and the guantity
of the income to be taxed by the states would be affected.

The federal allowance of foreign tax credits reduces the
problem of double taxation. §S.1688 further reduces double
taxation by conforming state and federal rules related to
timing.

N 4
While the bill eliminates state double taxation, it does
provide a mechanism for all states to tax that part of for-
eign source dividends which are not subject to taxation at
U.S. federal tax rates in the foreign country. The bill
also cures the problem of double taxation by those states
which tax that Portion of foreign source dividends generally
referred to as ''gross-up.'" The concept of taxation of
''gross-up" by certain states 1s a clear example of double
taxation since it is a "tax upon tax."

. In summary, we support S.1688 because it will eliminate
double taxation by the states of foreign source dividends
and permit the state to tax such income on an equitable basis.

Sincerely,

Edward ¥. Sproull, Jr.
EIS:pm
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American Cyanamid Company Alan M. Breitman
Tax Divigion Assistant Treasurer
Wayne, NJ 07470 Oirector of Taxes

(201) 831-4093

July 2, 1980

The Honorable Harry F. Byrd, Jr.
Chairman
Subcoumittee on Taxation
and Debt Management
Committee on Finance
United States Senate
Washington, D. C. 20510
Dear Mr. Chairman:

In accordance with the requirements of Press Release #H-31,
dated June 6, 1980, this statement is submitted for the printed record
of hearings before the Subcommittee on Taxation and Debt Management,
regarding S, 1688, a bill introduced by Senator Mathias, which would
1imit application of the so-called "unitary business" concept and bring
state tax policies into line with Federal tax policy.

American Cyanamid Company 18 a multinational corporation with
headquarters in Wayne, New Jersey. Cyanamid and its subsidiaries are
engaged primarily in the manufacture and sale of a highly diversified
line of agricultural, consumer, medicsl, specialty chemical and Formica
brand products in more than 135 countries throughout the world. Cyanamid
has facilities of different types and varying sizes in 30 states of the
United States.

Generally, Federal tax law recognizes the separate legal

existence of distinct legal entities and applies the provisions of the
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Internal Revenue Code to each such spearate entity. Taxpayere may
elect to depart from the general standard 19 certain instances (i.e.,
consolidated returns, Subchapter S corporations), and several excep-
tions have been enacted to cover areas of potential abuse (i.e.,
Section 482, Subpart P, etc.).

Contrariwise, the unitary business concept, perfected in its
application by the State of California, -ignores the concept of separate
legal entities, and subjects to tax the worldwide income of an affiliated
group of U. S. and foreign corporations, based upon the theory that there
is some mutual dependency within the group that inures to the benefit
of each member of the group. It doesn't matter, under the unitary con-
cept, that a United Kingdom, German or French subsidiary conducts no
business and earns no income within the State of California, that there
would not be sufficilent nexus for California to tax that subsidiary
directly, or even that tﬂére are no trsnsactione between the domestic
parent's business in California and the foreign subsidiary's business.

It doesn't even matter that, under the Internal Revenue Code, the income
of the foreign subsidiary is not subject to U. S. tax. California states
that 1t is not taxing the foreign subsidiary ~ it is taxing the parent
based upon the income of the foreign subsidiary. That, I suggest, is a
distinction without a difference.

The State of California has required Anetiéan Cyanamid Company to

report its worldwide income on a unitary basis. At the end of 1979,
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8ix companies of the Cyanamid group were qualified to do business in
California - American Cyanamid Company, Formica Corporation, J. H.
Breck, Inc,, Glendale Optical Company, Inc., Shulton, Inc., and
Cyanamid Plastics, Inc, Cyanamid's 10-K Report lists 68 subsidiary
companies, most organized under the laws of, and primarily in, foreign
countries and with no operations or presence in California.

Inkerent in the unitar; concept formula is the erroneous assump-
tion that the various factors which affect the allocation of income,
such as payroll costs, cost of sales, sales prices and property costs
are uniform throughout the world. This erroneous assumption causes
a serious distortion of allocable income which, coincidentally, usually
results in an overallocation to the state which applies the unitary
concept. Thus, in California for 1978, the most recent year for which
we have completed returns, the results were:

ACTUAL CALIFORNIA TAX PAID, Applying
the Worldwide Unitary Concept _ $612,000

CALIFORNIA STATE TAX, if the Unitary
Concept Had Been Applied to U. S.
Operations Only 367,000

EXCESS CALIFORNIA TAX PAID, Due to
State Taxation of Foreign-Source
Subsidiary Income $245,000

Although the initial excess cost to Cyanamid approximates $250,000,

forty-six percent (46%) of that cost, or about $115,000, is borne by the
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United States Treasury, since state taxes are deduttible for purposes

of the Pederal income tax. Thus, the unitary concept not only punishes

the multinational corporation, it siphons funds from the Federal government.
If all states in which Cyanamid does business utilized the unitary

business concept, our additional cost would be $7.1 million, 1if imposed

on a worldwide basis, and about $2.6 million, if only U. S. subsidiaries
vere included. Again, the Pederal government would be burdened with 46%

of that additional cost.

There is no equitable rationale for application of the unitary
business concept to foreign subsidiary companies. The Section 482 ara's
length standard for transactions between related parties, as strictly
and conscientiously enforced by the Internal Revenue Service, provides
adequate protection against shifting of income and othur potential abuses.
All major corporations are audited annually by the IRS, and all corporations
subject to the California franchise tax are required to report IRS changes
to the State. Thus, the State is fully protected in this respect, without
even using its own audit staff, )

The extraterritorial extension of state tax jurisdiction to
international operations has resulted in unfair and inequitable taxationm,
double taxation of the same income, and taxation before income actually
18 received or accrued, all of which are counter to Federal taxation
principles.

Perhaps most important from a public policy viewpoint, application
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of the unitary concept by the states interferes with the setting of
international trade policies by the Federal government by claiming
extraterritorial tax jurisdiction on income earned outside the United
States, Because the unitary concept could spread to additional states,
and because it may be emulated by governments of developing nations,
legislation is needed now to assert Federal preeminence and authority
in this area.

S, 1688 does not eliminate all the inequities in the unitary
concept. It would merely limit taxability to earnings of subsidiartes
which are subject to the Federal income tax, thereby excluding the
income of most subsidiaries. Cyanamid believes that the unitary
concept is improper under any conditions when applied to subsidiaries,
including U. S. subsidiaries, which have no nexus with the taxing state.
Nonetheless, we support S. 1688 as a major step in eliminating a
significant injustice,.

Respectfully,

0)(%7/)411 M/\;v

AMB:ejc Alan M, Breitman
Director of Taxes
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BLI LILLY AND COMPANY

INTRODUCTION

Eli Lilly and Company belisves that Federal legislation is sssential
nov if there i{s to be an acceptable system for the taxation of 'nterstate
and foreign commerce by States and local governments, Uniform Federal
legislation could provide a simple, equitadble, and sufficient tax on busi-
‘nou wvhile avoiding the complexity, uncertainty, and multiple taxation

that characterize the existing pattern of State and local taxation,

THE PROBLEM CANNOT BE SOLVED IN r{m COURTS

Recourse to the courts is not the answer to these pervasive problems,
More than 300 cases, which resulted in a body of law notable primarily
for its complexity, were decided by t& U.S. Supreme Court before Congress
exercised fts authority {n 1959 and provided Public Law 86-272, In re-
cent years the Court has refused to hear important state tax cases (e.g.

Chass Brass and Copper Co., Inc. v. Franchise Tax Board; Johns-Manville

Products Corporation v, Comzissioner). Further, even when the Court has

reviewed cases, its decisions have done little to bring order to the chsos
created by the multiplicity of conflicting state tax requirements, Its

decision in Moorman Manufecturing Co. v. Bair upholding Iowa's single-

factor (sales) spportfonment formula set back immeasurably the longterm
combined efforts of State tax administrators, business taxpayers, and

academicians to evolve a reasonadble multifactor formula,

Io Japan Lines, Ltd. v. County of Los Angeles the Supreme Court

added two further requirements to the tests applicable to State taxation
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BLI LILLY AND COMPANY
Statement on S. 983 and 8, 1688
June 24, 1980

of interstate commerce: (1) the tax must not pose a substantial risk of
Qumttml multiple taxation, and (2) it must not prevent the Federal
Covernment from speaking with one voice when regulating commercial rela-
tions vwith foreign governments., The Court concluded that a state tax
vhich conti‘lgemn efither of these precepts is unconstitutional under the
Commerce Clause, This decision fs an implicit threat to the constitution-
ality of mandated worldwide combined reporting., It inevitably will result

fn the proliferation of taxpayer litigation. -

The imbllléy of the Supreme Court to resolve the difficult inter-
state and foreign tax issues, and the inappropriateness of its trying to
40 s0, {s acknowledged by the Court itself,

It is clear that the legislative power granted Congress
by the Commerce Clause of the Constitution would amply
%t(b the enactment of legislation requiring all states
to adhere to uniform rules for the division of income,
It is to that body, and not this Court, that the Constitu.
tion has committed such policy decisions, [Moorman Manu-
- facturing Company v, Bair, 437 U.S. 267, 98 S.Ct. 2340 (1978)].

Further, {n its very recent decision in Mobil 0il v, Vermont {___ U.S. __

(1980), 48 USLW 4306 (3/18/80)] the Court reiterates that any uniform sol-

ution to interstate tax problems must come from Congress.



710

BLI LILLY AND COMPANY
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June 24, 1980

. INTERRATIONAL ASPECTS

A further complexity has been introduced in the form of novel con-
cepts of uxattc;n vhich deviate {rom established patterns. In particular,
the spread of worldwide combined reporting (unitary) procedures and the
groving trend toward apportionment of dividends and other income from
intangibles, rather than their allocation to the state of commercial dom-
{cile, bave tremendous impact on the complexity of complying with state
tax requirements and on the exposure to multiple taxation of income.

Not only has the extension of combined reporting procedures to sub-
sidiaries of domestic companies caused many difficulties, but the practice
also has created serious international p'robleun in 1its application to
iorolgn corporations with subsidiaries in the United States, The uni-
tary reporting system runs counter to the general international princi-
ple that profits should be allocated among the various companies of a 4

-;roup on an arm's-length basis, e.g. the OECD model of double taxatfon,
and the United Kingdom, Japan, Canada and other countries have raised
strong objections to the use of combined reporting methods of tax deter-
mization by some States, The ratification of the United Kingdom-United
States tax treaty by the British Parliment was long delayed because the
clause prohibiting States from requiring worldwide combined reporting was
striken from the treaty. British concerns with this method of tax deter-

mination were eloquently expressed in the Parlimentary debates on the
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Statement on 3. 983 and S, 1688
June 24, 1980

treaty wherein unitary reporting was called 'a rather arbitrary and capri-
clous measure of profits', "international robbery"”, "extremely complicated,
imposes a lot of extra work on companies, and is patently unfair’, and
"dangerous and shortsighted”. 1In approving the treaty Parliment relied
"on our friends in America . . . to complete their legislation and abolish
this grossly unfair tax", [House of Commons Official Report, Parlimen-
tary Debates, Vol, 979, No. 120 (19 Feb, 1980)],

If international investment {s driven from those States vhich have
adopted world wide combined reporting procedures and other countries are
moved to retaliate in kind against United States investments abroad, both
the Ststes and United States busimues will suffer in the long run.

' Therefore, E11f Lilly and Company bellgves it is in the interest of both

business and the States to conform State tax procedures to internationally

‘ acceptable methods,

8. 983

'111. adoption of _Pedcral legislation such as S. 983 would be a major
step toward solving the problems outlined above and bringing badly needed
uniformity to the taxation of interstate and foreign commerce. This bill
sets out uniform jurisdictional standards for imposing sales, use, and

gross receipts taxes.
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Statement on S, 983 end S. 1688
_June 24, 1980

I;n sddition, S. 983 prevents a State from imposing its tax on wore
income than would .bc apportioned to that State under an apportionment
formula consisting of equally weighted ssles, pr.perty, and payroll factors.
This provision would eliminate the threat, and in many cases the reality, of
double taxation which is inherent in the current use of a variety of
apportiomment formulae by the States.

Dividends from corporations vhich are more than 50% owned by the
taxpaying corporation and foreign source incoms are not apportionable or
allocable to any State. This provision reaffirms the basic principles
that each State i{s entitled to tax that portion of a corporation's income,
and only that portion, which the State's economy gom‘utod, and that oagh
corporation’s income should be taxed only once.

This treatment does not produce a prcfcror;tiul lower tex on foreign
source income and does not create a tax preference for foreign investment. _
This legislation merely removes the present discriminatory bias against
foreign investment created by State tax policies. In general, States tax
foreign source dividends more heavily than domestic source dividends,
despite the fact that States properly should not tex foreign source
dividends at all. This occurs because States typically start with the
Federal income base which includes only minor portions of domestic dividends,
but includes all foreign dividends. The States then do not give recognition

to the foreign taxes which have been paid on the foreign dividends.
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Statemsnt on S, 983 and S. 1688
June 24, 1980

8. 1688

8. 1688 {s more limited in scope than S. 983 and addresses only some
of the problems outlined above. This bill precludes the application of a
worldwide combination formula to a foreign subsidiary or a foro;gn parent,
This treatment is appropriate since, wvhere income is from foreign sources
and all of the corporation's property, payroll and sales factors are
located outside the Unitead States, no State's economy has generated the
business profits o'f that corporation.

S. 1688 does, however, allow a State to tax foreign source income at
such time as that incoms {s taxed by the Federal government. Thus, such
income would not be taxed by the States until a dividend was paid or
deemed paid.

In addition, the amount of such foreign source income which could be
taxed by the States is limited to that portion of the dividend that the
Federal government effectively taxes. In other words States would have
to take into account foreign tax credits in applying State taxes to
foreign source income.

Bringing uniformity and certainty to these important areas of inter-
state and foreign taxation certainly is beneficial. It would be even
more beneficial, however, if Congress would respond to the charge placed

upon it by the Supreme Court in Moorman and Mobil 0il and also resolve the

issues relating to division of income by mandating a uniform apportionment

formula and a uniform treatment of f{ncome from intangibles.
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CONCLUSION

The courts and the individual States have been unable to resolve the
complex issues of texation of interstate and foreign commsrce. Indsed,
far from any trend toward uniformity which would mitigate the need for
federal legislation, the emergence of novel concepts of taxation which
are at variance with long established practice has served only to exa-
cerbate the problems. Therefore, it is clear that the time has come for
Federal legislation which will create mandated order and uniformity in the
areas of interstate and foreign taxation. 8. 1688 does not address all of
the {ssuse in these areas. It does, however, solve the pervasive problems
srising from worldwide combined reporting procedures. S. 983 addresses
more of the issues since it also places a ceiling on the amount of incoms
from interstate businesses vhich a state can tax measured by a uniform
spportionment formula. For these reasons, Eli Lilly and Company strongly
urges the support of Congress for these bills and respectfully requests
the Committes to act favorably and expeditiously on this legislation,
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STATEMENT OF
THE AMERICAN TEXTILE MANUFACTURERS INSTITUTE, INC.
ON 8. 983 AND S. 1688

The American Textile Manufacturers Institute, inc.
strongly supports the sales and use tax and gross receipts tax
proposals contained in S. 983 and the limitations placed on
state taxation of foreign source income by S. 1688. If enacted,
these bills will both simplify tax administration and signifi-
cantly reduce the risk of multiple interstate and international
taxation.

Following is' a more detailed section-by-section analy-

g8is of both bills.

8. 1688
The amendments to the Internal Revenue Code proposed

by this bill will substantially stop the worldwide unitary tax

system at the water's edge by prohibiting any state from includ-

ing foreign source income in its tax base to a greater extent

- cont'd -
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than the Federal Government does. The enactment of 8. 1688 is

vitally important in light of the Supreme Court's recent deci-

Vermont, No. 78-1201 (March 19, 1980) and Exxon Corporation v.
Wisconsin Department of Revenue, No. 79-509 (June 10, 1980),

which confirm that the states have broad constitutional authori-
ty to tax a resident corporation's fo;eign source income.

Proposed section 7518(a) of the Internal Revenue Code
prohibits any state from including the income of a foreign af-
filiated corporation in its apportionment formula unless it is
includible in the corporation's Federal gross income under Sub-
part F. Because ATMI believes that the worldwide unitary method
~ of taxation is fundamentally unfair in that the wide disparities
in the primary economic factors around the world generally cause
a disproportionate amount of income to be allocated to the domes-
tic taxing state, it supports any measure that will significantly
reduce the magnitude of this distortion by limiting the foreign
source income subject to apportionment.

Proposed section 7518 (e) of the Code requires states
that include foreign source dividends in their tax base to give
account to foreign taxes paid with respect to such dividends,
and it will prohibit them from taxing these dividenés to a
greater extent than the Federal Government. If this measure

i8 not enacted, legislative action at the Federal level will

- cont'd -
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be needed to require states which include foreign source dividends
in their tax base to also include an appropriate portion of the
foreign property, éayroll and sales of the foreign corporation

paying such dividend in their apportionment formula fractions.

8. 983

This bill will provide much needed relief to multistate
taxpayers by creating uniform standards with respect to sales
and use taxes, gross receipts taxes, and net income taxes. sSuch
national guidelines are necessary to protect multistate corpora-
tions or corporations engaged in interstate commerce from the

the risk of being taxed twice on the same income.

Title I - Sales and Use Taxes

Title I establishes much needed guidelines to determine
when a foreign seller of property is required to collect a sales
or use tax with respect to such property.

Sections 101 and 105 provide that jurisdiction would
be accorded in the presence of regular solicitation (section
101(a) (2)) or regular deliveries (section 101l(a) (3); section
105) in the state. However, ATMI feels that it would be desir-
able for the bill to define what would constitute 'regulatliy'
in these respects in order to avoid having to develop a defini-
tion through the process of litigation. Furthermore, the mean-
ing of solicitation under S. 983 remains as ambiguous as it cur-

rently exists under P.L. 86-272,

- cont'd -
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The exclusion of freight charges incident to interstate
sales from the imposition of a state sales or use tax in section
101(c) is good.

Section 102(d) and (e) will protect a taxpayer from
double taxation with reséect to sales of the same property
by providing a credit for prior taxes paid to another state and
a refund from a state in the event a taxpayer ascertains it has
a prior liablity to anotger state. Both of these provisions
afe necessary to rediice the risk of multiple interstate taxation.
However, it appears that section 106 (a) (2) would still allow
a state to impose a use tax with respect to property acquired
outside that state and brought into that State by the purchaser,
notwithstanding the fact that the taxpayer has already paid a
sales tax in the other state.

Sections 104 and 105 provide relief to certain out-of-
state taxpayers from the present requirement in many states,
such as Ohio and Louisjiana, of determining sales tax rates for
each locality and filing regular returns, even though there may
be only a few sales each year. The standard form of the sales
tax return provided under section 104 (e) should greatly facili-
tate compliance for companies which make substantial sales to
many statea, However, ATMI feels there is an even more pressing
need for a standard sales tax exemption certificate under section

103.

.

- cont'd -
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Title II - Gross Receipts Taxes

This title contains a clear jurisdictional standard
in section 201 which should successfully counteract the increas-
ing practice by states of imposing a gross receipts tax based

solely on solicitation within the state.

Title III - Net Income ‘Taxes

Ingstead of establishing a uniform jurisdictional stan-
dard for income taxes under section 301, section 354 provides
that, except as otherwise provided in sections 301 and 302, the
individual states will retain the power to define what income
is subject to apportionment. ATMI feels it would be better to
establish a clear jurisdié£10n31 standard within S. 983 in order
to assure that the apportionment formula contained in Title III
is applied in the same manner by all states.

" The establishment of an equally weighted three-factor
formula in section 301 is a much needed change which will over-
come the distortion created by certain states, such as New York,
which currently over-weight one or more factors to inflate the
‘taxable base. However, the last sentence of section 301, which
prohibits a state from making "any offsetting adjustment for
an otherwise allowable deduction which is unrelated®™ to excluded
dividends or foreign source income is inadequate because it does
not clearly establish how to determine what costs are "unrelated®

to the excluded income. A positive statement that adjustments

- cont'd -
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of deduction may be made only with respect to incremental, direct-
costs attributable to foreign source income would alleviate much
of this uncertainty.

The definitions of the property and sales factors in
gections 355 and 357 are well written. A particularly good fea-
ture is the omission of any throw-back rule in determining the

sales factor under section 357(b)(1l).

No Title - Other Taxes

No provision is made to limit the imposition of capital
stock taxes as defined in section 503 of S. 1245 in 1973. The
capital stock taxes imposed by some states, such as Alabama,
North Carolina, Pennsylvania, and Texas, are already more than
nominal, and they may be increased in the future.

No provision of the bill anticipates innovative taxes
that escape traditional classification - such as Michigan's
"single business tax", which replaced its former franchise and
income taxes and is being imposed solely on the basis of solici-

tation.
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Statement of William L. Strong
Executive Vice President
The Firestone Tire & Rubber Company
before the
United States Senate Committee on Finance

Introductory

Mr. Chairman and members of the Committee, I am
William L. Strong, Executive Vice President of The Firestone
Tire & Rubber Company (an Ohio corporation). Firestone is
primarily known for the manufacture and sale of tires, but
is also a significant producer of a variety of chemical,
industrial rubber and metal products. Firestone operates
domestically in all 50 states and the District of Columbia
through a network of 14 tire and 32 other manufacturing
facilities and over 1400 company owned retail outlets.
Firestone holds a majority ownership in 47 foreign corporations
located in 35 countries. These foreign subsidiaries operate

within their respective countries of incorporation.

Statement

Your Committee is to be commended for condﬁcting these
hearings and we appreciate the opportunity to submit this state-
ment in support of S. 1688. We are well aware of the complex-
ities associated with the taxation of "foreign source income."
Like other multi-national businesses, academicians, state tax
administrators, lawmakers and the courts, Firestone has for .

many years struggled with the perplexing problem of how and
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to what extent individual states should be permitted to tax
"foreign source income.'" The need for federal guidelines
becomes more and more evident an& the courts have suggested the
issue i3 a matter for legislative concern. Twice the House has
passed interstate tax bills; H.R. 2138 in 1968 and H.R. 7906 in V
1969. These bills were broader than S. 1688; dealing not only
with state income tax, but also sales/use,'and gross receipts
taxes. They were inevitably doomed to failure primarily because
they generated substantial opposi;ion from state tax administrators
citing unnecessary federal intervention into areas of state
taxing authority. Hopefully, S. 1688 will not be subjected

to this type opposition since it approaches the problem from

a much narrower viewpoint and c¢learly falls within the purview
of the legislative power granted Congress by the Commerce Clause
of the Constitution. No state tax official can make a valid
case against limiting or conforming his state's tax policy
regarding the taxation of foreign source income to that of the
federal government particularly when that tax policy is linked

closely to "foreign policy."

Your Committee will undoubtedly be subjected to substantial
duplication and repetition of statements in the course of these
deliberations. I shall wherever possible avoid such duplication
by concentrating on only a few points of special concern to

Firestone and hopefully of some value to your Committee.



728

—

A. Ohio excludes substantially all foreign source income from

the tax base. Ohio's present franchise tax lav levies a

tax on the higher of three alternatives:

1) A minimum fee of $50

2) Five (5) mills on the apportioned value of shares
valued on a traditional net worth basis, or

3) The apportioned value of the shares based oa a
traditional income tax concept. The first $25,000
taxable income i{8 taxed at a rate of 4%. Taxable

income in excess of $25,000 is taxed at a rate of 8%.

The income tax feature of these alternates was newly
enacted in 1972 and Firestone, like many others, participated
in the legislative deliberations preceding enactment. The
exclusion of foreign source income from the tax base was
openly discussed and debated, particularly the reveaue impact
and the ever increasing controversy and litigation evolving

across the country.

I am not aware that any precise revenue estir:z:es were
ever made public, but the.Ohio legislature in its wisdom
decided the devisiveness between tax administrators and tax-
payers created by this type issue more than offset the revenue
benefits and the exclusion of foreign source inconeiwas written
into the law. In retrospect, Ohio's legislature shsuld be
commended for avoiding all the controversy so prevalent in

some of the other states.
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S. 1688 would have little or no revenue impact in Ohio
and therefore the current administration has adopted a neutral

position relative .to the Bill.

B. California Worldwide Unitary Concept

The California Franchise Tax Board, for the first time,
applied the worldwide unitary combined reporting method to
Firestone for the fiscal years ended October 31, 1960-63.

A deficlency was assessed on August 20, 1971 covering these

four years. Hearings on our protest to the Franchise Tax

Board were unsuccessful because of the Board's insistence

that Firestone concede it was hnitary with each of its over

50% owneﬁ foreign subsidiaries as a condition precedent. to any
discussion of adjustments to the worldwide apportionment formula
to accommodate what'we believe. to bé distortions. Firestone
paid the disgputed tax and interest and on September 14, 1971
initiated a claim in the Superiqr Court of Los Angeles County,

California for the refund of taxes erroneously paid.

After long and costly discovery proceedings, our case was
argued in late 1978. 1In its decision the Los Angeles Superior
Court found that Firestone was not unitary with its foreign
manufacturing investments (except Canada). In finding our
plantation unitary the court failed to recognize any adjustment

to the 3-factor formula. Both parties have appealed the decision.
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Our California case vividly demonstrates some of the

inequities inherent in the California Worldwide Unitary
system. Your Committee will undoubtedly be confronted with

some of these issues when comparing to the Federal system

of taxing foreign source income with which S. 1688 seeks to

comport.

1)

2)

The most obvious shortcoming in the worldwide three-

factor formula as employed by California results from

their assumption that the rates of profit in the countries
around the world are consistent with those in the Unite&

States. Because rates of profit within the Continental

United States are reasonably consistent, little distortion

results from a formula that fails to recognize the rate

of profitability as a factor of apportionment.

Conversely, the wide disparity and generally higher
rates of profit in foreign lands grossly distort the
results obtained by applying the traditional three-

factor formula in a worldwide environment.

To accufately apportion income the factors must fairly
represent the income to be apportioned; they muét be
homogeneous among all of the jurisdictions in which the
income is being apportioned. In recognition of this,
most state statutes provide for the inclusion of’a dis-

tortive factor, the inclusion of an additional factor
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like cost of goods sold, or the substitution of a

-— - special apportionment method like separate accounting.

In our California case there was a wide disparity in

wage rates in which, for example, the hourly rate in
California is fifteen times or more the hourly rate in
some other parts of the world. This wide disparity

not only distorts the wage factor but also the property
tax factor as wages and labor constitute a substantial
component of the value of inventory and fixed assets.
Thus, two of the three factors are substantially distorted

as a result of wage differential.

The property factor is presumed to include all property
utilized in the production of the income to be apportioned.
Surprisingly, some property utilized in the producti;n of income
is neither owned nor rented and therefore by definition is not
included in the property factor of‘;hg apportionment formula.

An example ﬁould be government owned equipment. The same
distortion results when an item is included but at an abnormal
value either high or low. Our leased Liberian rubber plantation
acreage 1s a good example. The.Ealifornia Supreme Court addressed
the government owned equipment issue in the McDonnell Douglas

case holding that an appropriate value representing the government

owned equipment must be placed in the property tax factor in

order to_fairly apportion the‘income generated thereby.
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In aui case the Firestone Plantation Company had the right

to lease up to one million acres of virgin land from.the
Liberian government and for the years at issue just under
100,000 acres had been developed into various stagee’of :
producing natural rubber tress. In Liberia the private
ownership of land is not permitted and the next closest thing
to ownership 1is a 99-year lease which was negotiated between
the Liberian government and the Firestone Plantation Company

which was coupled with a planting agreement.

A minimal rental fee was provided in this lease agreement.
The denominator of the worldwide property factor was therefore
devoid of any meaningful value representing the nearly 100,000
acres of plantation. Couple this with the low wage rates in
Liberia and two of the three apportionment factors were there-
fore grossly distorted to the disadvantage of Liberia operations
and to the advantage of California and other jurisdictions.
Most state statutes provide for the use of eight times annual
rental to represent the value-of non-owned property. However,
in this instance as in the case of McDonnell Douglas' government
owned equipment, the property factor was vold of any meaningful
value for tangible property responsible for the generation of
the income to be apportioned. 1In our case, the state refused
to place any reasonable value on this property as for adjustment

to the property factor. The lack of a value in the denominator
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representing the value of leased land with producing rubber
trees, coupled with no adjustment for the wide disparity in
wage rates paid in Liberia and California rééults in gross
distortion of the income away from Liberia to the United
States and ultimately to California. These and a variety
of other distortions resulting from the application of the
"California Unitary Concept" to the "Worldwide" income of
Firestone and its majority owned‘foreign investments had the
effect of shifting income reflected as profit (before taxes)
on the books of the foreign subsidiaries to the California
apportioned income base and subjecting it to double taxation;
first by the country where ea;ned. then as apportioned by
California.

A specific example in our case was Argentina for the
year 1963. When the California system i1s applied to calculate
Argentina's income, it would apportion $1,832,000 in taxable
income to Argentina. . "Profit before tax'" reported on its
books (and upon which the Argentine subsidiary paid corporate
income taxes to the Argentine government) was $6,364,000; a
difference of $4,532,000. In summary, approximately 71.5%
of the book income of ﬁhe Argentine subsidiary was sujbect to
double taxation. Similar calculations for 18 foreign companies
at issue‘wich aggregate book incomes (upon which taxes were
paid to the various foreign governments) totaled $42,295,000
whereas the three-factor formula employed by California would
have apportioned only $13,308,000 of the total to the foreign
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jurisdictions. The difference, $28,987,000 of the tota}
(nearly 70% of the total) was subjected to the doubie'taxation
which was condemned by the United States Supreme Court in
Japan Line, Ltd. To what forum does a taxpayer in this situation

turn for redress?

C. Other States Tax Foreign Source Income by Defining it

"Business Income'

By statute or regulation many states define dividend,
interest, technical fees, royalties, capital gains and
other foreign source income as business income and subject
to formulary apportionment. Some tax only certain of the
types of income listed above and some subject a specified
portion of certain items to apportionment. Also, there

are some states like Ohio which tax no foreign source income.

Recent court decisions have upheld the right of states in
which the taxpayer has nexus to tax foreign dividends where the
taxpayer is deemed to be ''a unitary" business. However, 1if no
foreign factors are added to the taxing states apportionment
. formula, none of the foreign dividends are attributed to the
jurisdiction where the income from which the dividends are
paid is generated or earned. Likewise, none of the foreign
dividends would be ascribed to the domicile oé-the payor corpora-
tion. This specific point was recognized in the case of Mobil
011 Corporation v. Vermont Commissioner of Taxes by {ustice

Stevens in his dissenting opinion:
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“Clearly, it is improper simply to lump huge quantities
of investment income that have no special connection
with the taxpayer's operations in the taxing State into
the tax base and to apportion it on the basis of factors

-. that are used to allocate operating income" .

Mobil 0il Corporation did not raise the question of adjusting
the Vermont apportionment formula when including the Foreign

Dividend Income.

Like Vermont many states include foreign source income in
their "apportionable income base' either on the basis it is
"Business Income' or ''Apportionable Income of a Unitary Business"
and fail to adjust the apportionmentlfOtmula to include factors of
the foreign payor's which are responsible Jor generating the income
in question. This cleerly and in many cases grossly distorts

the income apportioned.

Conclusion

For years tax administrators, multi-national companies, the
courts and the Congress have struggled with the problem of how
to bring uniformity to the taxation of foreign source income by

the states.

The Unitary Concept even became a tax treaty controversy
in the US/UK treaty negotiations and is a serious concern of
. 4
many of our trading partners around the world. Many state tax

administrators strongly objected to placing state tax restrictions
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in tax treaties as they considered this was more properly the
concern of Congress and should be handled by the full legislative
process. There c#n be no doubt Congress has been giQen the
authority through the Commerce Clause of the Constitution. There
also can be little doubt that taxation of foreign source income
by the individual states has become a matter of international
concetﬁ. Therefore, it is certainly an appropriate matter for

Congress to address.

S. 1688 would conform the state rules to the Federal rules
within the very narrow areas of 1) the time at which states tax
the foreign source income of foreign affiliates, and 2) the
quantity or portion of foreign source dividends which are taxed.
This legislation is essential now if there is to be an acceptable
end uniform system for the taxation of interstate and foreign

commerce by states and local governments.

We strongly utgé'your Committee to give your support to
the bill. It is of vital concern to Firestone and to other
multi-national corporations to have this assurance for a fair,
~ equitable and uniform standard for the taxation of foreign

source income.

66-690 O -~ 80 Pt.2 - 4
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International Earniﬁgsz State Taxation
and the Use of Apportionment Formulas

Statement of the Committee on Finance, Senate of the United States in
connection with S.983 arnd S.1688, June 1980.

C. Lowell Harriss, Professor of Economics, Columbia University; Economic
Consultant, Tax Foundation, Inc.; Associate, Lincoln Institute of Land

Policy. Views expressed are the author's and not necessarily those of any
organization with which he is associated.

Congressional action on state use of the "unitary" approach in taxing
the earnings of corporations operating internationally raises the question
"Where does income originaté? This question should receive explicit attention
in formulating policy on the taxation of international and also interstate

business.

Origin versus destination arises as an issue in commodity taxation.

Residence versus citzenship appears in taxing personal income. Corporation

earnings present special complexities when more than one jurisdiction imposes
tax--tax not on property, not on sales, not on purchases, not on wages,

but on income.

The Nature of Corporate Income Taxation

Although all taxes fall on human beings, this reality is often evaded.
The corporate income tax presents a clear example. "Business," the "corporation,”

must turn over tax money to government. Who is supposed to bear the burden?
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The state tax on (cr measured by) corporate income is not designed to
be a tax on consumers. The tax has never, so far as I know, been supported
&s a way to burden employees. Nor has the state corporation income tax been
designed to apportion burden according to the residence of the shareholders;
such would be administratively impossible.

what, then, is the presumed intent of state lawmakers in raising revenue
by corporate income taxes? The goal, it seems, is to place burdens on
shareholders--on the suppliers of equity capital--regardless of whether they
1ive in or out of the state. The tax stands as a burden on "the corporation”
according to earnings in the state (assuming that the state has jurisdiction
under the U.S. Constitution) with the actual load hidden from the shareholders
who sulfer,

Separate accounting is not always acceptable for companies operating in
more than one state. Generally, therefore, the state's tax will be based
on the earnings of the enterprise as a whold with apportionment to the state.
(I ignore here the practices covered by allocation in its technical sense.)
Some form of three-factor formula--property, payroll, and sales--is widely
used. The various formulas are recognized as arbitrary--of necessity.
Although iaevitably arbitarary, a formula can conform more or less closely
to economic r2ality.

In considering the application of Federal rules to state taxation of
intetﬁational earnings, Congress might give explicit attention to those factors

which are the source of what is the base of the tax ("profit" or “net tncome™) .
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Equity Capital as the Source of Profit (Corporate Income)

Corporate profits are the fruits of equity capital--one of the factors
of production. Other factors of production also get paid for what they
produce.

The services of employees are compensated; wages are generally taxed in
the state where the work is performed. Ae a source of corporate profit 16
a specific state, wages or payrcll (large or small relative to the company's
entire payroll) will be related chiefly to the capital used in pe&ments to
employees. The use of payrolls in apportionment to;mulas does have some logic,
As a state-by-state "locator™ of profit the payroll factor will prdbably not
give guidance far from underlying reality for a company although the true
justification is probably less than actually assigned.

Sales, though a "factor" in formulas, are not a factor of production.
The sales element in apportionment formulas éoes not have the support of logic
on anything like the scale of its use. The place of sale has minimal signifi-
cance as an indicator of where the profits of an extensive organization are
produced. (Such is especially true when destination as distinguished fton
origin is the determinant of the location of sale.) Would stepping across
a state boundaéy represent much of economic significance? Scarcely. Yet
under state apportionment formulas it could assign tax one place rather than
another.

The attitudes 80 generally cited in defense of a sales element deserve

attention. Perhaps apportionment can be put on a more accurate basis. The
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selling corporation provides something of value for which it is paid. The
buyer.gets the product or service. The transaction is presumably of mutual
benefit (though not all sales result in profit). The buyer is better off
because of the production transportation, marketing, and so on, of the multi-
state or multinational corporation. What he paid may or may.not include
profit to the corporation. Be that as it may, the act of sale itself is part
of the total process of production in the>economic senge. Some of the
seller's capital is probabﬁ{lused in the selling stage; some labor of the
corporation's staff ma§ be applied at the point of destination-~-though not
_-always, e.g., shipment P.0.B. by a common carrier. The discussions of
interstate taxation frequently assert that the state of sale "creates the
market without which profitable production would not be possible.™ what is
the economic significance of such an assertion? (Constitutional arguments
about nexus are beyond the scope of my testimony on this occasion.) Some
multistate companies selling in a state have profit while others selling
in the same "economic climate” incur losses. Just what does the state pre-
sumably creﬁte or provide? And provide to the profitable corporation's share-
holders wherever they live as distinguished from residents of the state who
get the goods and services at prices freely paid. Results of positive
valp: accrue to the benefit of residents of the state. Do they somehow get
nore vilue (for which they pay a profit-yielding price) because of state

governmental services?
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As a basis for apportioning income, the location of sale (especially
as destination) does not indicate the "where” of the production of a corpor=-
ation's income. Recall: This is not a sales tax.

state X, the destination of sales of products from State A, does not
attempt to tax the wages paid in state A. State X will not apply its
income tax to the interest on debt from lenders in state B used to finance
the operations in A which eventually supply people in many states, including
X. Thus the destination of a corporation's sales is recognized as irrelevant
for the taxation of the wages and interest on debt which it pays. Most
states, however--state X in this illustration--do claim the right to tax
some of the fruits of equity capital if there is payroll or product delivery

{sales on destination basis).

Location of Capital in Apportionment

The amount of earnings apportioned to a state for tax purposes should be
measured byvthe location of equity capital. It is such capital which is
being compensated in the form of capital.

Typically, however, there is no measure of the location of those assets
which are financed out of the equity capital of a multistate or multinational
corporation. The location of property may well be determinable within a
tolerable range of ;ccuracy. Some or such of the property may, of course,
be financed by debt or leasing. Despite problems, including the arbitrariness
of rules used to capitalize rentals, using the total of property per state

for apportionment seems likely to lead to reasonably accurate measures.



737

However, more precise identification may sometimes be possible, as for
corporations in more than one country having distinguishable equity finaucing.
Economic logic would then suggest that separate accounting would give more
accurate measures than would an arbitrary formula. We know, however, of
state complaints about artificial accounting and must recognize the

substance of a real problem. .

In any case, the specific difficulty will not be met by the use of sales
in an apportionment formula. Sales do not serve to locate the earnings of
capltaI: The property factor comes clpsest to what is needed, and efforts
should be directed toward apportioning property as accurately as possible.

State officials may feel that a proposal for revising the formula is
an attack on the amount of revenue obtainable. In specific corporate situations
there will be a difference with lower tax the result of one as against another
formula. Generally and over all, hoveQer, total revenye depends upon total
corporate profit and state tax rates, (Protectionist, ;;riftnlike manipu~
lations m;y in fact be a goal; there may be a desire to hamper out-~ofrstate
as against in-state activities.) -

State attempts to tax on a world-wide basis will raise many issues beyond
the one touched upon here--the economic logic of the apportionment formula.
What deserves emphasis, I believe, is this conclusion: The wider the scope

of a state taxation, the qteatef the importance of economic rationality in

the apportionment formula.
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.

Revenue Autonomy for States

The purpose here is not by any means to advocate the adoption of a new
basis for formulas to reduce eith&r total state revenues or the total burdens
on corporations. States obviousiy have power to adjust tax rates.

wWhat Congress can do is to employ Federal authority to influence and
systematize the state taxation of earnings of interstate and international
enterprises. One potential does seem worthy of attention. Since the tax
falls on the earnings of equity capital, the liability for tax should
be identified as well as possible with the location of property as the
source of profit. The sales element does not belong in a formula for
locating the income of corporations (except for the capital involved in the
selling process, including warehousing and the holding of inventory).

Considerations of states rights must be weighted against benefits
and burdens from Federal use of the power to make treaties and to regqulate
interstate commerce. To some extent, certainly, the people of one state
have an interest in the actions of legislatures in other states. A voter
in one state has no power to protect his or her interest in actions of other
states or nations except through Congress and the treaty process,

The efforts of states to tax interstate and international incoms will, I
suggest, be most constructive if they follow the economic counterpart of
*natural law.” The goal should be taxation that conforms to economic reality
rather than induces distortions and malallocations. To the extent that

corporate earnings are taxed apportionment should emphasize property.
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FINANCIAL EXECUTIVES INSTITUTE

633 THIRD AVENUE. NEW YORK, N. Y. 10017 - 212 983-0500

July 10, 1980

The Honorable Harry F. Byrd, Jr.

Chairman, Subcommittee on Taxation
and Debt Management

Finance Committee

United States Senate

2227 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Senator Byrd:

Pursuant to Press Release #H-31, the Committee on Taxation
of FPinancial Executives Institute submits this written
statement for insertion in the record of the hearings held
on June 24, 1980 on Senate bills $983 and S1688.

We support passage of S1688, a bill to limit state taxation
of foreign source income. We also support S983, a much
broader bill. Our emphasis, however, is on S1688: if enac-
ted, it will be a positive first step toward resolution of
the myriad problems of state taxation of interstate and for-
eign commerce which have been before Congress continuously
for fifteen years,

The need for action by Congress is shown by the many occa-
sions on which issues involving state taxation of interstate
and international commerce have been brought before the U.S.
Supreme Court. The Court has frequently declined to mandate
restrictions on the states in their assertion of extraterri-
torial taxation. At the same time, it has stated that the
responsibility lies with the U.S, Congress to enact appro-
priate legislation in this area of taxation.

Financlal Executlives Institute is the professional assoclation
of 11,000 senior financial and administrative officers of
6,000 organizations, large and small, throughout the United
States and Canada.
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The Court's view was amply described as ‘long ago as 1959 by Justice
Frankfurter in his dissenting opinion in a U.S. Supreme Court de-
cision* in which he stated: —
"I zm not unmindful of the extent to which federal
taxes absorb the taxable resources of the Nation while
at the same time the fiscal demands of the States are
on the increase.... In fact, relying on the courts to
solve these problems only aggravates the difficulties
and retards proper legislative solution.... The pro-
blem calls for solution by devising a Congressional
policy.... The solution of these problems ought not to
rest on the self-serving determination of the States of
what they are entitled to out of the Nation's resources.”

In jits decisions on issues involving state taxation of interstate
and international business activities, the ¥.8. Supreme Court has
=" consistently followed a line of reasoning emphasizing the more
limited powers of the states to tax their residents or citizens
in comparison to a broader power of the federal government to tax
the worldwide income of its residents or citizens. 1In every case,
the Court has posed the question of whether there was an inter-~
relationship between a taxpayer's in-state activities and activities
outside the state. The establishment of such a relationship is
necessary in order for a state to levy a tax on &n activity as re-
muneration for services rendered or protection provided in regard to
the carrying out of the activity.

Dictum of the U.S. Supreme Court, therefore, indicates that states

——— should not tax foreign source income unless there is an interre-
lationship between the activity giving rise to s3uch income and a
business activity in the state. Acting upon this fundamental
principle, it would be appropriate for Congress to enact legisla-
tion which would provide an outright prohibition against the tax-
ing of foreign source income by the states.

§1688 does not attempt to place such_an absolute prohibition

upon the states. It would simply conform state rules to the
federal rules within the very narrow areas of (l) the time at
which states tax foreign source income of foreign affillates, and
(2) the quantity or portion of foreign dividends which are taxed.

States will not be effectively precluded from taxing a greatsr
portion of foreign source income than is taxed by the federal
government unless S1688 is enacted in its entirety.

The sections of S1688 which prohibit the states from combining
the income of a corporation operating within a state with the
income of its affiliated foreign corporations accomplish the

¥ Northwestern states Portland Cement Company v. Minnesota,
358 U.S. 450 (1959).
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following:

(1) The affiliate's foreign source income is not
exposed to state taxation until it is brought
into the United States in the form of a dividend.

(2) To the extent that the entire income of the af-
filiate is not declared as a dividend, that por-
tion of the foreign source income which is rein-
vested outside the United States does not become
subject to taxation by the statee.

In effect, these limitations on combined reporting invoke upon
the states the federal practice of not taxing income of a for-
eign affiliate until repatriation and receipt as a dividend.

The dividend sections of S1688 are necessary to prevent the
double taxation of the repatriated income -- first, by the
foreign country in which the income was earned and, again, by
the states. Unlike the federal government, states do not allow
a foreign tax credit. The exclusion formula included in S1688,
therefore, conforms the portion of income taxed by the states
to that taxed by the federal government after allowance of the
foreign tax credit,

It is for the foregoing reasons that our Committee on Taxation
of Financial Executives Institute urges the enactment of S1688,
without amendments or deletions.

Sincerely,

Grenata £ Foud

Donald K. Prick
Chairman, Committee on Taxation
Financial Executives Institute

cc: Michael Stern, Staff Director,
Senate Committee on Finance (five copies)
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National Retal Merchants Association Iﬂlll“"l'!i'

T

Written Statemént

Of The
NATIONAL RETAIL MERCHANTS ASSOCIATION
On The
Taxation of Interstate Commerce

* * *

Submitted To The

Subcommittee On Taxation and Debt Management Generally

Of The--

Senate Finance Committee

* * %

June 24, 1980

The National Retail Merchants Association (the
"NRMA") submits this statement on S. 983, introduced by
Mr. Mathias, to establish a system for the uniform taxa-
tion by the states of interstate commerce. The NRMA ig
a non-profit, voluntary trade association representing
approximately 33,000 general merchandise outlets throughout ..
the United States. Our membership includes all of the
nationally known chain and department stores, as well as
numerous smaller, independently-owned retail establishments,

As the annual aggregate sales volume of NRMA members

exceeds $95 billion, our sales generate billions of dollars

EXECUTIVE OFFICERS

Chairman of ihe Board First Vice Chairman of the Bosrd Se00nd Vice Chairman Board President
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K mart Corporation
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of sales and use taxes. Our members employ, on a regular
basis, in excess of 2 million people.

The NRMA supports the Mathias Bill as a reasonable
effort to achieve uniformity in state and local taxation
.of interstate commerée, and as an administratively workable
solution to the problems presented by the patchwork of state
apd local tax laws that currently afflict large and small
\;etailer§ alike. Our specific comments and Suggestions
are set forth in accordance with the numbering system used

in the Bill.

TITLE I: SALES AND USE TAXES

Section 101 -- Uniform Jurisdictional. Standards

The NRMA approves the adoption of a uniform
state jurisdictional standard based on the Supreme Court

decision in Scripto, Inc. v. Carson, 362 U.S. 207 (1960).

The Bill properly refuses to extend jurisdiction where the
seller's only contact with the state consists of direct
~mail solicitation or advertising by means of printed
periodicals, radio, or television. Occasionally, however,
a seller may have a physical presence, albeit a temporary
one, in a jurisdiction where a representative is, for
example, negotiating agreements for local advertisements
in local news media. The Committee Reports on the Bill

should make clear that activities ancillary to activities
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which under the Bill do not in themgelves subject the  __
seller to a state's jurisdiction should not confer juris-

diction on the state to tax the seller. Further, the Bill
should add the word “"newspaper® after "printed periodical®
as some states take the position thai for certain purposes N

newspapers are not printed periodicals.

Section 102 -- Reduction of Multiple Taxation

This section of the Bill permits states to enter
into agreements ("compacts®) requiring the collection by a
seller in one state of the sales or use tax of a second
state, notwithstanding the absence of a jurisdictional nexus
to the second state otherwise required by Sectiqg 101 of
the Bill. Significantly, the permission to enter into
compacts is not limited to contighous states; any two states,
no matter how far distant, could require a reciprocal col-
lection of tax by non-resident sellers.

The permission given to non-contiguous states to
enter into compacts has great potential for unfairress. In
addition, the NRMA questions the amount of revenie gain to be
derived from this measure as it applies to non-contiguous
states, and believes that the cost of compliance to the
retail industry would be extraordinarily high. Accordingly,
we recommend that if any provision granting states the

right to enter into reciprocal collection compacts is
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enacted, it be limited to contiguous states only. Moreover,
there would appear to be substantial due process questions
n any measure which requires a retailer without any juris-
lctional connection to a particular state, whether contig-
ous or otherwise, to collect that state's sales or use tax.
the sales and/or use tax collection burden is properly upon
persons subject to the jurisdiction of the taxing state.
The NRMA strongly supports Section 162(d) of the
Bill, which would allow a user of taxable property a
credit against use tax liability for the amount of any
sales or use tax previously paid with respect to ﬁhe same
property on account of liabilitﬁ to another state or politi-
cal subdivision. However, in two important situations the
credit provision does not go far enough: where a user has
paid sales tax to a vendor but where the vendor was not,
in fact, required to collect such tax, or, where the vendor
has failed to remit the tax eitheéEat all or to the appro-
priate taxing jurisdiction. For example, a buyer may have
paid sales tax to a State X vendor, but the property may
be delivered to the buyer's branch office in another state
(State Y) and the vendor may remit the tax to the buyer's
home'office state (State X). In this case, although the
buyer-user in good faith attempted to discharge its tax

liabilities, it may not, under this subsection, be entitled .
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to a credit because the tax would be deemed either not
*paid® or not paid on account of a "liability" to another
state or political subdivision. @he Bil11, accordingly,
should provide a method of protecting the taxpayer against
liability to two different jurisdictions, each asserting

" primary jurisdiction with respect to the same property or -
transaction. The NRMA recommends that this Subsection be

clarified so that credit be allowed for sales or use tax

previously paid to a state or vendor, and for such tax paid

in respect of a good-faith belief as to a liability to any

state.

TITLE II: GROSS RECEIPTS TAX

Section 201 -- Uniform Jurisdictional Standard

The principal comment on this provision relates
to the application of state gross receipt taxes to gross
receipts derived from tangible assets closely associated
with sales -- specifically, service charge income. The
Bill's focus is quite properly limited to the states'
ability to tax in the context of interstate commerce, and
the Bill accordingly speaks in terms of tangible personal
property. Multi-state vendors, however, are subject to
inequitable taxation (net income - gross receipts) to
the extent that with respect to one state service charge

income is included in allocating gross income for net
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income tax purposes, but a second state also includes such
charges in gross receipts not subject to allocation.

The Bill should provide that the appropriate
jurisdiction to impose a gross receipts tax with -‘espect
to finance charge income is the state where the services
generating the finance charges are rendered. This could
be done by adopting the language as contained in the Bill,

Title III, Section 357(b)(2}.

TITLE III: NET INCOME TAX

) The NRMA supports this Title of the Bill as
properly clarifying the application of the three-factor
apportionment formula and the extent to which a state, or
a political subdivision thereof, may tax income derived by
a corporation which has business operations in more than
one state. At the same time, the Bill provides reasonable
flexibility to each state to determine what it believes
to be its appropriate share of a corporation's interstate
income. Thus, for example, the legislation continues to
allow a state -- within broad statutory limits -~ to permit
separate accounting.

In sum, the NRMA considers that the income tax
provisions of the Bill, if enacted, promote uniformity and
objectivity by placing a ceiling on the amount and type

of income derived in interstate commerce which could be
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subjected to tax by a state, while at the same time
evhancing the ability of the states to impose taxation as
needed to support their own economies.

The NRMA emphasizes the necessity of including
within the definition of excluded corporations financial
companies "affiliated" with a retailer. Such financial
subsidiaries should be excluded along with banks and similar
financial institutions from a combined or consolidated
report, since the same rationale for excluding banking
subsidiaries from a combined or consolidated report applies
to such financial subsidiaries. The inclusion of such a
nonmercantile business in a combined or consolidated report
consisting primarily of retail companies would distort not
only the application of the apportionment factors, because
of the totally different method by which financial subsid-
iaries operate, but also the affiliated group's financial
picture, as financial subsidiaries are engaged in a business
wholly distinct from that of the related retailer, and theit~
economic health may be countercyclical with respect to the
retailing arm of the same business.

The NRMA alsc supports Section 302 of the Bill,
dealing with foreign source income, but would find the

approach taken in S.1688, also introduced by Mr. Mathias,

as an acceptable alternative.
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CONCLUSION

The NRMA believes that enactment of the Mathias
Bill is absolutely éssential to the fair and equitable
treatment of both multi-state and local retailers. Moreover,
the complexity and unfairness of current laws places a heavy
burden on interstate commerce.

Because retailers are a significant factor in the
generation and collection of sales, use, income and gross
receipts taxes, we believe we should be included in any
meetings or hearings on this matter, and would be_please& to

assist in any way possible to achieve passage of the Bill.
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STATEMENT ON BEHALF OF EXXON COMPANY, U,S.A.
A DIVISION OF EXXON CORPORATION
FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
HEARINGS ON S. 983 AND S. 1688

STATE INCOME TAXATION OF MULTISTATE AND MULTINATIONAL BUSINESSES

The June 10, 13980 decision by the Supreme Court of the United States
in Exxon Corporation v. Department of Revenue of Wisconsin again demonstrates
the reluctance of the Court to establish precise guidelines for determining how
much of the income of a multistate corporation may be taxed by each state in

which {t does business.

Exxon has been deeply concerned for some time with the numerous
controversies which arise from the inconsistent and overlapping rules now used
by the states in dividing the income of companies like Exxon which do business

in more than one state.

In the mid-1960s the Company supported the efforts of a group of
states to establish the Multistate Tax Compact to:

1. Facilitate proper determination of state and local tax liability
of multistate taxpayers, including the equitable apportionment of
tax bases and settlement of apportionment disputes.

2, Promote uniformity or compatibility in significant components of
tax systems.

3., Facilitate taxpayer convenience and compliance in the filing of
tax returns and in other phases of tax adminis*ration.

4. Avoid duplicative taxation.

Efforts by representatives of the business community and the states
to develop a consensus on how to achieve these goals failed, and were marred
by the ensuing charges and countercharges which provided much heat but little
light on the subject. Business contended that the states were seeking maximum
tax revenue without regard to "equitable apportionment"”, while the states
charged business with trying to avoid its fair share of taxes. When it became
apparent that the states and the business community could not resolve the
problem through the Compact mechanism, Exxon decided to make an all out effort
to establish equitable income attribution guidelines through the courts or at
least expose some of the basic inconsistencies in state taxation in hopes of
contributiing to a reasonable solution. It was recognized that the U. S.
Supreme Court might well take the position that the division of corporate multi-
state income was primarily s legislative policy issue and uphold any state
nethod of income attribution bearing a "rational relationship" to activities
within the state regardless of consistency with methods used in other states.
Although the Supreme Court did not go that far in Exxon's Wisconsin case, it
nonetheless upheld the state's methodology without regard to potentially

overlapping state taxaticn.

In view of the reluctance of the Supreme Court to resolve the problem
of the growing divergence and resulting overlap in state income attribution rules
(e.g., adoption by Alaska.of separate accounting treatment for oil and gas pro-
duction and pipeline transportaticn and by Wisconsin, New York, Massachusetts,
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and Florida of a double weighted sales factor to increase their respective
shares of total income) Exxon has concluded that federal legislation offers
the only viable solution. However, before addressing the specifics of a
solution, it would appear desirsble to review development of the current
situation.

Background

The determination of what portion of the income earned by a multi-
state corporation is attributable to a particular state in the U. S. has been
debated since the inception of taxes on net fncome, At first, the states
generally determined taxable income by means of "'separate accounting" with
each corporation treated as a separate taxable entity and the income and
deductions specifically attributed to operations in each state. Gradually,
states began shifting to a formula apportionment of the total business or
operating net income of éach corporation usually based on the ratio of property,
payroll and sales within the state to total property, payroll and sales every-
where. California went further and combined the world-wide operations of all
affiliated corporations for purposes of determining th2 income of those members
doing business in California. Several other states now follow California's
combined reporting approach.

At the present time, most states datermine income attributable to the
state by use of a 3~-factor (property, payroll and sales) formula applied to the
taxable income from operations of each corporation doing business within the
state, while a handful combine the operations of an affiliated group and apply
the 3-factor formula, and a few require separate accounting for particular
activities such as mineral extraction (e.g., Alaska). Many states specifically
allocate "nonbusiness" or nonoperating income, such as rents, dividends, and
interest, on the basis of situs, commercial domicile, etc., although the trend
is toward apportionment of such income. Each method of income attribution has
its advantages and disadvantages and none are perfect for all situations.

Separate accounting permits recognition of differing rates of profit-
ability among different activities or locations of a taxpayer, but to some, it
involves too many problems as to proper assignment of income and expenses on a
geographical basis.

Formula apportionment has met with the widest acceptance because many
feel it is easier to administer. On the other hand, formula apportionment
arbitrarily assumes that each dollar of property, payroll and sales earns the
same rate of profit, thus leading to considerable distortion df the facts are
otherwise. For example, some businesses are fgr riskier than others and require
a higher prospective rate of return to attract the necessary capital. Moreover,
if a corporation begins operations in a new state and suffers start-up losses for
several years until the market is effectively penetrated, the formula will none~
theless attract part of the income from profitahle operations in other states
and deflect wost of the start-up losses to points beyond the borders of the
newly-entered state. Similarly, inflation distorts the income attribution if
there is considerable difference i{n the age of assets included in the property
factor.
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Far more important than the merits of each method of income
attribution is their consistent application by all states in which the tax-
payer does business. If different states "whipsaw" the taxpayer through use
of different attribution methods, overlapping taxation tends to result. For
example, to the extent that crude oil production and transportation income
attributable to Alaska under its separate accounting rules exceeds the amount
which would be assigned to Alaska under the apportionment formula used by
the states (e.g., California) in which the crude oil is ultimately sold, such
overlap exists. Using data from the comparative state tax burden study pre-
pared by Arthur Andersen & Co. for the Alaska Oil and Gas Association, it
would appear that the potential Alaska "whipsaw'effect could exceed $15 billion
in overlapping income for the four principal Prudhoe Bay operators over the
life of the field. .

Some states have expanded formula apportionment from a separate
corporation basis to combine sll of the members of an affiliated group to
form a single tax base on the premise that affiliated corporations are no
different than branches or divisions of a single corporation and should be
handled in the same manner. alifornia 'vould contend, for example, that it
should make no difference for state income tax purposes whether a U. S. petroleum
cdrporation conducts its U. K. North Sea operations through a division of the
same corporate entity, a separate U. S. subsidiary, or a U. K. or other foreign
subsidiary. By combining all members of the affiliated group, such distinctions
are eliminated. .

On the other hand, combining foreign affiliates with U. S. corporations
compounds the potential distortion inherent in formula apportionment because of
differences in accounting methods and tax structures at home and abroad. U. S.
financial and tax accounting concepts would have to be substituted for those of
each foreign country to achieve an internally consistent combined income base to
which the apportionment formula could be applied.

Recognition must also be given to structural differences between the
U. S. federal system of government with its many layers of taxation at the
federel, state and local level, and foreign systems which may be more or less
centralized and rely on a different mix of taxes. For example, a California
corporation doing business in Country A which raises sll revenue through a single
502 national income tax may derive the same after-tax net income as from opera-
tions in Country B which raises its revenue through a single national excise tax.
Although the after-tax net income is the same in each country, the taxpayer would
have to report twice as much income from operations in Country A as in Country B
in calculating the California tax on income because that state does not allow a
deduction for income taxes, but does allow a deduction for excise taxes.

Efforts by California and others to combine the worldwide operations

. of foreign-based affiliated groups doing business within the state have met with
considerable resistance from abroad and led to an unsuccessful attempt to limit
such practices in the U.S.-U.K. Tax Treaty recently ratified by the Senate.

While there may be disagreement as to whether the treaty process is an appropriate
way to impose limitiations on state taxation, it is clear that some limitation

is peeded in view of the continuing efforts to combine worldwide affiliated
operations and the growing divergence in state income attribution rules.
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Position

Exxon has consistently expressed its willingness to expose all of its
U. S. source income to state taxation provided there are adequate safeguards to
prevent overlapping or duplicative taxation of the same income. To avoid such
overlapping and duplication, Exxon supports a reasonable federal limit on the
portion of a taxpayer's income that may be attributed to a particular state.
To avoid distortion and to spare foreign (non-U.S.) corporations an unnecessary
recalculation of income for U. S. state tax purposes, it would be appropriate to
eliminate from any combination affiliates not doing business in the U. S., and to
allow states to tax only U, S. source income determined under the federal income
tax sourcing rules. The desire of the Internal Revenue Service to maximize U. S.
source income for federal tax purposes would seem to offer adequate protection to
states.

A state would then be permitted to attribute income to operations with-
in its borders by whatever method it chooses so long as that amount did ndt
exceed a limit calculated by applying to U. S. source income determined under the
Internal Revenue Code the equally weighted average ratio of property, payroll and
sales within the state to total property, payroll and sales within the United
States. Such a limitation would simplify tax administration, avoid overlapping
taxation, and permit each state to tax its share of domestic income without the
controversies inherent in the present attribution rules.

In general, the provisions of Title III of S. 983 by Senator Mathias
appear to provide a suitable framework for developing a workable limir consistent
with the criteria set out above. We do believe that if a distinction is to be
made between apportionable and allocable income, it should be more precisely
defined to avoid a potential "whipsaw'" effect between apportionment for a particu-
lar item of income in one state and allocation of that gsame item in another state.
One approach to a definition of "apportionable income" would be an adoption of
the "business income" definition used in the Uniform Division of Income for Tax
Purposes Act (UDITPA) coupled with an enumeration of items which are specifically
allocable. However, the "business' nomenclature should not be used in view of
the inherent ambiguity of that term. We would also recommend that coverage be
broadened to include common carrier petroleum pipeline operations within the
protection of the limitation provisions.

In summary, Exxon uiges the adoption of federal limitations on the
attribution of income from multistate business operations to particular states. _

July 10, 1980
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STATEMENT OF THE BUSINESS ROUNDTABLE
WITH RESPECT TO
S. 1688
SUBMITTED TO THE

SUBCOMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE -
JULY 10, 1980

There are a number of complex issues involving the taxation of businesses
by the various States which will require le;gislative study and solutions in
Vtht;. future. Many of these probléms are addressed by S. 983, a bill which has
substantial support in the business community. S. 1688 does not resolve all
of the existing problems inherent in state taxation of interstate and foreign
commerce. However, it would solve several very pressing state tax issues for
both American companies and their foreign trading partners by clarifying the
extent to which a state, or political subdivlsiohn, may tax certain income from
sources outside the United States. The Business Roundtable (the "Roundtable")
supports and urges the enactment of S. 1688 and is pleased to present its
views on this proposed legislation.

S. 1688 is based on the principle adopted by the Ways and Means Committee

Task Force on Foreign Source Income in 1977 when it recommended that the

States be precluded from taxing the income of foreign affiliates "under the
unitary method or any other method . . . until such time as that income is
subject to Federal income tax."

S. 1688 would prohibft the States from taxing any income of a foreign
affiliate of a corporation doing business in the United States unless that
income is subject to tax by the Federal Government. In addition, dividends
received from a foreign corporation are exempt from State tax to the extent

tﬁé;.are notAi:axed by the Federal Government.
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The législatim would, therefore, prohibit worldwide combined unitary
reportingf It would relieve both United States and foreign-based bu;inesses
of the inequitable tax burden imposed by a minority of States and Mbt-
edly would be welcomed by our' trading partners.

The worldwide combined unitary tax system creates the following over-
riding problems: ‘

- It is discriminatory and offensive to foreign governments

and foreign investors in the Un'ited States.

- It impedes foreign investment in the United States by
creating uncertainty and inconsistency on what will be
taxed.

- It can result in double taxation of income.

- It is inequitable because it can result in a dispropor-
tionate share of income being allocated to the taxing State.

- It is inconsistent with traditional and international
standards of taxation, which are based on the arm's-length
standard.

- It creates a threat of retaliatory action by our trading

partners. '

- It places enormous and costly administrative burdens on
business. _

The application of the worldwide combined reporting system by States has

become an international issue adversely affecting our relations with our
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ffading partners and the climate for foreign Investment in the United
States. We are the only major country that uses this tax system. Our major
trading partners are finding this an increasing problem, and our poéition of
leadership in the world requires affirmative action to eliminate this tax
system before it spreads to other States or countries.

Foreign governments, foreign investors and résponsible international
organizations have expressed their serious objections to the unitary
system. They point outvthat this system taxes profits which are earned
outside the United States and are not attributable to operations in the
taxing States.

The protracted negotiations surrounding the United States - United
Kingdom Tax Treaty are familiar to the subcommittee. That treaty was signed
December 31, 1975, but the formal exchange of documents did not take place
until March 25 of this year. The treaty was held hostage to this problem
for years by States insisting on eliminating a clause which would have pre-
vented application of this tax system and, then, by strong British opposi-
tion to the treaty, which was silent on this issue. United States and
British taxpayers were the victims as the treaty benefits for taxpayers of
both countries were delayed. Practical financial planning of business was
difficult and other problems, which should have been solved by now were left
unresolved. .

At the exchange of documents on March 25 the British Ambassador an-
ﬁounced that he had filed a note with the State Department expressing that
the United Kingdom was “"gravely concerned." It sald "... the unitary basis
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of taxation with combined reporting, particularly as applied in the inter-
national field, is entirely ‘t;r.\satisfactory" ard that "the tax consequences
are unpredictable and arbitrary.” | )

Final approval of the treaty without the unitary tax clause was given by
the House of Commons with the understanding and.expectation that Congress
would aeddress this problem. Mr. Roger Moate, M. P., speaking in the House
of Co-m;ms on February 18, 1980, during the debate before final ratification
of the treaty, summarized the feelings of the British at that time:

"I hope, therefore, that if we agree to the motion tonight and if the
Government proceed to ratify the treaty, those in the United States Senate
will understand that we are doing so on the basis of trust and are placing
an immense amount of faith in the proposals about which we have heard and in
the Senate's determination to rectify what is a grossly unsatisfactory
situation.” “

Feilure of the United States to resolve this problem threatens the
future of the treaty.

Nor is Great Britain the only trading partner expressing concern about
the application of the worldwide unitary tax method by the States. The
French Gove;nment has stated, in an exchange of notes accompanying a proto-
col signed November 24, 1978, that the worldwide combined reporting method
"results in it'teqt.titablé~ taxation and imposes excessive administrative

burdens on French corporations..."
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The st.:rong reactions of the French and British Governments represent two
concrete examples of the dissatisfaction among our fqreign trading partners
caused by the use of this method. | .

It should also be noted that the position of the Organization for Eco-
nomic Cooperation and Development, in which our major trading partners hold
membership, opposes use of the unitary method.

In eddition to these international entanglements, this tax system deters
foreign investment in the United States. This debate comes at a time of
national concern over capital formation, economic growth and lagging pro-
ductivity in the United States. The Roundtable believes that we should be
encouraging foreign investment to enhance capital formation, create jobs and
improve the balance of payments. The passage of S. 1688 will eliminate an
important deterrent to such investment.

American business is burdened by this tax system when States tax an
inequitable portion of the income of foreign subsidiaries and dividends from
other foreign investments. It must be remembered that American businessu
does not Incorporate abroad jﬁ order to avold State taxes. We set up
companies in foreign countries to develop business that would not otherwise
be avallable to us. Foreign markets offer significant opportunities for
United States industry and should be encouraged, not burdened by a State tax
system that may result in unrelieved double taxation and excessive admin-
istrative costs. ~-

“ This legislation will prévide for uniform and equitable taxation of

foreign source income and eliminate an area of controversy that has given

.
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x.'lse to costly litigation in recent years. The application of the unitary
concept to foreign 5usiness creates unfait: and inequitable results since it
assumes that each dollsr of sales, property or wages produces the same
amount of taxable income around the world. This we know is not true. This
relative imbalance results in overallocation to those States with relatively
Yower taxasble income per dollar of sales, property or wages. .

S.- 1688 endorses the arm's length method of apportionment by requiring
taxability at the Federal level as a prerequisite to taxation by the
States. Tax experts generally recognize that although the arm's length
method is imperfect: it is better than the arbitrary apportionments made by .
the spplication of the unitary system. It is, moreover, an internationally
accepted standerd. It has been studied and accepted by the Organizetion for
Economic Cooperation and Development and used by all major trading partners
for allocating income and deductions fairly among related companies. Rather
than seeking to avold taxation, corporations are seeking use of the arm's
length method by States to avoid the administrative burden, the arbitrary
taxation and the double taxation imposed by the worldwide combined unitary
reporting method.

Unitary apportionmert systems impose severe administrative burdens on
corporations. All the financial and operating data for a tax return must be
included in the combined report of the group. Much of this information is
difficult or impossible to obtain from foreign parents or subsidiary
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companies; Books and records are kept in different languages, different
currencies and according to different accounting rules. The problems are
compounded by fluctuating currencies and the translation of the accé:unting
records to United States dollar statements. Government programs, fringe
benefits and profit-sharing make it difficult to compare payrolls.

A major flaw in the application of the unitary concept to foreign sub-
sidiary or parent companies is that the system ignores foreign taxes paid on
l;he income that is apportioned from the foreign company to the taxing
State. Since the foreign country taxes this income, the income is then
taxed twice -~ once in the foreign country and again in the State -- with no
provisions for credit for the foreign taxes.

The negative effect of the worldwide unitary tax on foreign commerce is
a matter which must be addressed by Congress. The Supreme Court in the
recent case of Japan Line Ltd. vs. County of Los Angeles, 60 L.Ed.2d 336

(1979), discussed at length the need for the Federal government to speak
with one voice in matters regulating commercial relations involving foreign
governments. The Court stated, at 347:

"... a state tax on the instrumentalities of foreign commerce

may impair federal uniformity in an area where ‘federal uni-

formity- is essential. Foreign commerce is preeminently a

matter of national concern.” )

The Court summarized the problem created when State and local government

taxation encompasses foreign entities, at 352:

-
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"Even .a slight overlapping of a tax -- a problem that might be

deemed de minimis in a domestic context -- assumes importance

when sensitive matters of foreign relations and national

sovereignty are concerned.”

Similarly, in Moorman Manufacturing Company vs. Blair 437 U. S. 267
(1978), the Supreme Court declared at 280:

"It is clear that the legislative power granted to Congress by

the Commerce Clause of the Constitution would amply justify

the enactment of legislation requiring sll states to adhere to

uniform rules for the division of income. It is to that body,

and not this Court, that the Constitution has committed such

policy decision.” - -

The courts may be able to rectify a clearly demonstrated case of double
taxation resulting from the imposition of the worldwide unitary tax by a
majority of the States. As a practical !rnatter, however, that may take
years. The power of Congress to act in this matter is unquestioned and the
need for it to act now is compelling.

We urge the Subcommittee on Debt Management and Taxation to report
favorably on S. 1388.
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Testimony of New York State Department of Taxation
and Finance on S. 983 and S. 1688 before the Senate
Subcommittee on Taxation and Debt Management of the
Committee of Finance, U.S. Senate
Submitted July 10, 1980, Pursuant to the
rules of a hearing held June 24, 1980
Introduction
S, 983 by Senator Mathias is a broad bill which limits powers
of state taxation in corporate franchise, corporate income, state
sales and use taxation and local sales and use taxation. S. -1688,
also by Senator Mathias, is a bill which limitsvpowera of state
taxation in the corporate franchise and corpotate ‘ncome tax areas
only, and is further limited to taxation of unitary busiresses and
the taxation of dividends.
S. 983 has significant and completely unacceptable impacts on
New York State as currently drafted. S. 1688, while it probably is
not intended to have a major impact on New York State, does have
major flaws which result in significant and totally unacceptable
impacts on New York. The flaw in S..1688, with the most severe
impact on New York, 1s~1ts failure to exclude from its provisions
specialized corporations, such.as banke and insurance companies.
Such corporations have not been the source of the national tax
problems which this bill presumably intends to resolve.
New York does not object to some‘reasonable and limited
Federal law which would help reaolve.interstate or international
tax compliance problems. However, it does strenucusly object to

being made part of a solution to problems which we did not create,

nor perpetuate, and which reduce our tax revenues as these bills do.
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If Congress is to také‘away state taxing power, it ghould, at the
very least, preserve existing reasonable methods of taxation and
help states resolve interstate tax compliance problems which are of
great concern to us. Specifically, we would look to provisions
which would expand jurisdictional authority to tax in the corporate
franchise or income and state sales and use tax areas. Under no
condition should banks and insurance companies be covered in
legislation applicable to general business corporations since the
business activities and methods of State taxation of such corpo-
rations are quite distinguishable from general business corporations.

Specific Objections

Optional Consolidated or Combined Reporting

S. 983 allows a corporate taxpayer the option of whether it
will file its tax reports with a state as a group of commonly owned
corporations or separately. The bill defines the method as "combined
or consolidated" reports, without distinction. There are very
significant differences between a consolidated and a combined
report in New York State and the mere definition of the two terms
as one is incorrect and unacceptable. In New York a combined
report is filed by corporations which meet two tests in addition to
a common ownership test- and when proper{y filed, receive the benefits
of a common formulary division of combided income. In addition,
combined reporters eliminate transactions among the corporations

properly included in the report.

66-690 0 -~ 80 Pt.2 - 6
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Under a consolidated report the benefits of common formulary
apportionment do not exist. That is, the formulary division of
income of each corporation in the group is individually determined
and the net income of each corporation then attributable to the
taxing state is consolidated. S. 983 does not give recognition to
this important distinction. It treats the consolidated method as
if it were the combined method.

The importance of this distinction is that the drafters of
S. 983 have utilized the -Federal accounting method of consolidated
reports, which taxpayers have the option to use, under the Internal
Revenue Code, and applied it to a state system of combined reporting
where an option is not appropriate at all. It is not approprlate-
because of the significant shifting of tax burden which can take
place based on the accounting method used. This shifting would
be available at the whim of the taxpayer with the exercise of
the option to elect combined reporting and applying the apportion-
ment factors of all the members of the combined group to all of
their income, pursuant to § 303(a) of §. 983.

No state, to our knowledge, allows a corporation an option to
elect such reporting. Some may allow consolidated reporting or
allow very limited and specialized elections for combined reporting,

but none would appear to have the shifting of tax burden effects

which are the result of § 303{(a).
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The tax impact of combined report accounting for state taxes
is the rezason why well defined rules are needed in addition to
common ownership. This is why the unitary business concept exists
and why New York State uses, in addition, an objective intercompany
transactions, or flow-of-goods test. Neither S. 983 nor S. 1688
contains such tests.

Dividends

S. 983 limits the taxation of dividends to the state of
commercial domicile of the corporate taxpayer. It further limits
dividends taxation to U.S. source non-subsidiary dividends.

New York and some other states utilize formula apportionment‘
methods to divide dividends and other sources of investment income
among taxing jurisdictions. While commercial domicile is a rule
which was historically used by states, New York found many years
ago, when it adopted its formula method for dividing dividends
among taxing jurisdictions, that it was an improvement both from
the point of view of local business, those commercially domiciled
in the state, and whom we wanted to keep in thevstate, as well as
firms not commercially domiciled in New York who were willing to
pay a fair share of their earnings to the places where that income
was earned. The U.S. Supreme Court, in the recent case of Mobile

0il Corp. v Commissioner of Taxes, confirmed the validity of formula

apportionment of dividends.
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The limitations on state taxation of dividends in both 8. 983
and S. 1688 suffer from an additional problem, as raised by the U.S.
Treasury Department, because the prohibition on taxing dividends
from foreign sources creates an incentive for foreign investment.

Pormula Apporfionment

S. 983 establishes an equally weighted three~factor formula
as the basis for dividing most of the income of general business
corporations among state taxing jurisdictions. Most states use
& three-factor formula. A few, like New York, use a four-factor
formula which, iﬁ effect, doubly weight the sales or receipts
factor. This weighting gives more importance to the marketing
function of income production and assigns that weight to the
degstination of sales or receipt. Under S. 983 taxpayers ?re given
an option to use either a single-weiqhted or a double-weiéhted
sales factor formula. New York affirmatively decided, when it
enacted its double weighted factor in 1975, not to grant such an
option for at least two very important reasonsi

l. It did not want buginesses in other states to access its

market without due consideration; and

2. It could not afford the revenue loss.

We still cannot afford the revenue loss.

In addition, the three-factor formula as defined under this
bill differs in several ways from New York's definition of its
property, rayroll, and receipts factors. While New York is not
unwilling to provide taxpayers with the option of those definitional
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variations, their cost is a burden the state has previously decided
not to bear. Those costs are still unbearable.

Sales and Use Tax Jurisdiction

S. 983 codifies for sales tax jurisdictional purposes certain
court decisions which have been viewed in past years as the common
law limit to a state's right to require collection of sales and
use taxes.

This is an attempt to limit the hard fought expansion of the
state's rights to require collection of sales taxes (Nation;l

Geographics Society v Cal Bd of Equalization overruling Miller Bros

v_Maryland in part, is a case in point) to those situations
specifically enumerated in the bill. More importantly, this
codification of past case law fails to deal with the current and
very real problems of the tax free competition across state lines.
Aside from the loss of revenues to the states involved, such
tax free competition places the small buainesn,\yhich this bill
purports to protect, at a competitive disadvantage. The bill
favors out-of-state mail order and border vendors over small
local businesses selling competitive products.
Additionally, under S. 983 jurisdiction of local governments
to imposes sales and use taxes is prohibitively restrictive.
Section 101(b) of S. 983 prohibits imposition of lé;al {as opposed

to state-wide) sales taxes unless a vendor comes within the limits
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described therein. This section is not limited in scope to inter-
stnte sales but is applicable to intrastate sales as well. This .
- constitutes an impermissible limitation of the ti;ing powers of

the state over persons subject to {ts juri:dicéion.

Also, the ‘revenue impact of section 101(b) together with the
provisions of § 104(d) and § 105 (which in effect would inhibit
proper accounting and allocation of revenues collected) on New York
State's administration of the sales and use tax in the City of
New York, could well cause a default of its major revenue bonding
program, commonly known as. "Big Mac", The principal revenue source
for these bonds is the local sales and use tax revenus of the City,
which tax is imposed and collected by the State.

Finally, the sales and use tax provisions of 8. 983 are probabi&
technically deficient in extending the jurisdlctzz;al limitation to
liabilities in effect prior to the bi}l'a effective date.

While some relief from multiple sales and use tax reporting
and accounting requirements might be appropriate for out-of-state
businesses having minimal contacts with a taxing jurisdiction, no
state should be prohibited from imposing state and local reporting
and accounting requirements over businesses having real and sub-
stantial presence within that state.

The problems of tax free competition acroas state borders, safe-
guarding local revenues, and relief to the small busineas from auch
unfair competition and the burden of multiple reporting requirements,
might be resolved if considered in the context of expanded sales .
and use tax jurisdiction, rather than as a limitation on such juris-

diction as in this bill.
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Sales tax jurisdictional issues and the problem of tax free
competition across state borders may be dealt with by a codification
of jurisdictional limitations which would overrule the decision of _

National Belles Hess v Illinois (1967) (which problem is completely

ignored by S. 983). Such a codification would subject mail order
companies to sales or use taxation in the jurisdiction where goods
are dgliveted.

In addition, it is the opinion of the New York State Department
of Taxation and Pinance that even broader Federal jurisdictional
rules should be enacted by Congress to require collection of tax
by ;ord;} state vendors regularly soliciting in our n;rket via
printed periodicals, radio and telev{sion, in addition to direct
mail advertisements. It is quite reasonable to expect that this
area of expanded jurisdiction would not subject any newly covered-
vendors to burdensome reporting requirements. -

In exchange for such expanded jurisdiction and as an alteinative
to the certification process provided in S. 983, which was to provide
a simplified procedure to avoid reporting requirements for small
vendors, the to}lowing alternatives are suggested (in order of
preference)t

1. Limit the expanded sales tax jurisdiction (other than

mail order jurisdiction) to those vendors making deliveries

from states contiguous to the taxing jurisdictions;
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2. Provide that vendors required to comply with the expanded
state and local jurisdiction need collect and remit a single
statewide rate only, ;eavtng with the state the option to
determine what that single statewide rate would be. Thus, a
state could choose the_minimum rate applicable in all areas

of the state, the maximum rate effective anywhere in the state
(the rate provided for in S. 983), or an average effective
rate somewhere between the two. -

3. Provide for a de minimus rule at a higher threshhold

than is provided in S, 983. S. 983 provides a $20,000 tax-
able sales during the previous year's threshold. The threshold
should be set at a level which ensures vendors selling into
jurisdictions with state and local rates would not be overly

burdened by the need to account for those rate variations.

Federal Administration

S. 983 is so broad in its scope, that its authors included
provisions for partial Federal administration of its provisions.
It is proposed that the U.S. Court of Claims be directed to review
de novo tax petitions on apbaal from the state administrative appeals
process.‘wThis is an unnecessary and undesirable proposal becaus;s

1. State tax appeals processes in recent years have improved

and modernized so that taxpayers more often receive a full

and prompt opporsunitg_to have their grievances redressed;

and
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2. The United States Supreme Court, in its recent decision

in the Mobile 0il case, has pointed to the Supreme Court's

power to identify and correct a discriminatory effect of a

state tax law where multiple state taxation is involved.

Conclusion

Both S. 983 and S. 1688, as presently drafted, have significant
revenue and policy impact on the State of New York and its local
sales tax jurisdictions which make these bills costly and unacceptable.
New York does not oppose reasonable Federal legislation to resolve
interstate and international tax compliance problems and is willing
to wofﬁ with taxpayer groups and the Congress to reach equitable
solutions. We have participated in this effort since the issues
were first raised and have, through the National Association of
Tax Administrators, participated in séang Finance Committee staff
sponsored discussions designed to identify and resolve the most
difficult and-éressing concerns. It appeared that considerable
progress was made last Spring in that effort. We suggest that if
further consideration is to be given these problems that a reopening
of such discussions, or a similar forum, be considered. Such an
effort, in connection with the study underway at the General
Accounting Office on franchise and income tax problems, may be the

best next step forward.
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Summary

The worldwide combination tax system imposed

by certain states:

is contrary to U.S. policy as enunciated
in international agreements and organizations
as well as to internationally accepted rules

of income allocation;

is violative of the Treaty of Friendship,
Commerce and Navigation between the United

States and the Kingdom of the Netherlands

and the Double Tax Convention;

has been criticized by the Government of
the Netherlands and all of the Common Market

countries;

results in assessment of arbitrarily imposed

state taxes;

requires inordinate and undue recordkeeping
burdens particularly on foreign based

multinationals;

results in double taxation.

—
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Statement of Joseph H. Gutteatag
Before the Finance Subcommittee on
Taxation and Dabt Management
- S. 1688

-

INTRODUCTION

This statement is submitted on behalf of the
Dutch Employers' Federation (Federation of Netherlands
Industry (VNO) and Netherlands Federation of Christian
Employers (NCW)). The Dutch Federation, with its seat
at The Hague, represents more than 10,000 enterprises
and most og the various representative bodies and
associations for specific industrial or commercial
sectors in the Netherlands. We welcome this opportunity
to present our views on the use of the worldwide
combination method for determining state taxes in the
United States and to submit evldence in support of S.
1688, Our views on this matter are supported by our

entire membership.

STATEMENT

Scope of Netherlands Interests

1. The Netherlands, although a small country,
is nevertheless the largest foreign direct investor

in the United States. According to figures derived
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from a survey published by the U.S. Department of
Commerce, which appear‘as an annex to this statement,
the total foreign investmen; in the United States at
the end of 1978 amounted to $40.9 billion, of which
the Netherlands accounted for $9.8 billion, or nearly
24%. Of the increase during 1978, totalling $6;2
billion, the Netherlands accounted for $1.9 billion,
or about 31%. These figures-show how involved'the
Netherlands is in international investment especially

in the United States. MNaturally, the tax climate in

the United States is of great interest to our members.

2. Dutch business circles are §ravely concerned
about the problems of tﬁ;>worldwidg combination tax
method, which is presently applied by several of the
| states. When the present wide application of “such method
by the California Franchise Tax Board made itself felt
around 1973, consultations between the Dutch Ministry
of Finance and the Dutch industry were held to
investigate the possibility of a complete negotiated
solution to be reflected in a new tax convention with
the Government of the United States. This plan, however,
was suspended when it became known that the United
Kingdom was already going to negotiate with the United

States for similar protection. For us, this matter
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has now become urgent again because of the decision
of the U.8. Senate not to act on this issue via a clause
in double taxation treaties.

U.S.-Netherlands Treaty of Friendship, Commerce
and Navigation

3. Although a solution through a new treaty
was not to be available, Netherlgpds companies doing
business in the United States are entitled to the
protections of The Treaty of Friendship, Commerce and
Navigation between the United States of America and
the Kingdom of the Netherlands, signed at The Hague,
March 27, 1956, 8 U.S.T. 2043, T.I.A.S. No. 3942 (the
FCN Treaty) and the Convention between éhe United States
of America and the Kingdom of the Netherlands with
Respect to Taxes on Income and Certain Other Taxes,
signgg at washington, April 29, 1948, 6 U.S.T. 3696,
T.I.A.S. No. 1855, as amended by the Supplementary
Convention, signed at Washington, December 30, 1965,
17 u.s.T. 896, T.I.A.S. No. 6051 (the Tax Coﬂ;ention).
These intérnational agreem?nts establish standards for
taxation by federal and state authorities of Netherlands

companies having busineas interests in the United States.

—~—

The FCN Treaty requires that state taxation

meet general standards of reasonableness and

/
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nondiscrimination. State taxing authorities must "at
all times accord fair and equitable treatment to the
nationals and companies of the [Netherlands], and to
their property, enterprises and other interests," Art.

I, § 1, and are barred from taking "unreasonable or
discriminatorf“measures that would impair the rigﬁts

or interests" in the United States of Netherlands
companies or their subsidiaries. Art. 1V, S 3.
Netherlands companies doing business in the United States

may not be subjected "to the payment of taxes . . .

" or to requirements with respect to the levy and

collection thereof, more burdensome than those'borhe"

by éémpanies of any third country. Art. XI, § 1. The
Tax Convention provides that Netherlands companies and
their subsidiaries may not be subject to "more burdensome
taxes" than are United States companies. Art. XXv,

§ 4. Finally, the-FCN Treaty prohibits United States

taxing jurisdictions from imposing or apblying any tax

on any income or basis in excess of that reasonably

allocable or apportionable" to the taxing jurisdiction.

Art. XI, § 4.

In substance the provisions of the FCN Treaty
and the Tax Convention protect Netherlands companies

from unfair and inequitable tax treatment of any kind,
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and more specifically from state taxation which imposes
a disproportionate burden of payment or.compliance upon
Netherlands companies, or which purports to tax income
of those companies not reasonably attributable to the
taxing state. The taxes and other fin&ncial burdens
imposed upon Netherlands companies by states employing
the worldwide combination method all too frequently

violate these protections.

-~ .

In an international setting, the custom of states
is persuasive evidence of the standard of reasonable
conduct. The worldwide combination method of taxation
is inconsistent with that employed by practically all
other taxing jurisdictions and fails to take account
of the prevailing practice of separate accounting through
the use of the principle of arm's-length dealing. The
overwhelming practice of foreign taxing jurisdictions
(including the Netherlands), of the United States
Government, and of the major industrial states in this
country 1is to require separate tax accounting for the
income of the enterprise maintained in a taxing
jurisdiction. 1In the event of a determination that
a‘multinational business has used transfers between
controlled companies to reduce income attributable to

the taxing jurisdiction, that income is subject to
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reallocation under guidelines designed to establish

an arm's-length basis for the transactions. The "arm's-
length” standard has been recognized as a fair and
efficient means of apportioning the income derived from
international transactions to the appropriate taxing
jurisdiction, and has been endorsed in United States

" tax conventions, in the Model Double Taxation Convention

on Income and on Capital of the Organization for Economic

Co-operation and Development (OECD), in the United

Nations Guidelines for Tax Treaties between Developed

and Developing Countries, and in the tax laws of most

foreign nations. The mode of international taxation
adopted by California and a handful of other states --
apportionment of the income of "unitary" businesses --
has been consistently rejected bj-the international

community and, until very recently, by California itself.

The Netherlands Government shargf our position
concerning these treaty obligations fnd has recently
approached the Department of State with regard to the
-unfair ‘treatment of certain American subsidiaries of

one of our members by the California Franchise Tax Board.

We recognize that tris is not the appropriate
forum to seek redress for our well~-grounded position

that the application of the worldwide combination method

66-690 O - 80 Pt.2 = 7
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of state taxation to Netherlands' enterprises is not
permitted because of the United States treaty obligations

described above.

However, this is the appropriate time and forum
to consider legislation which will enable the states
of the United States to adopt a system of taxation
consistent with tax policies enunciated in international

agreements with the Netherlands and other countries.

International Opinion

4. The Dutch Federation would like to declare
its full adherence to the arguments and views put forward
in Document No. 180/195, adopted by the Exaecutive Board
of the International Chamber of Commerce on September
26, 1979. 1In the Resolution contained in this document,
it is stressed that the worldwide combination method
"could easily become a most important threat to
international trade." More recently, all nine members
of the European Common Market joined in a demarche to
the Department of State. Copies of the diplomatic note
were delivered to the Chairman of this Subcommittee,
other congressional leaders and appropriate members

of the Executive. After reciting the litany of problems



781

with worldwide combined reporting, including compliance
costs, inequities, double taxation, inconsistency with
internationally adcepted rules and incompatibility with
principles adopted by the OECD, the Common Market Menmbers
urged prompt enactment of corrective legislation such

as is embodied in S. 1688.

Objections Against Application of the Worldwide
Combination Method

5. Although we believe that the arguments
against the international application of the worldwide
combination method are well known, we will summarige
them here from our point of view. The worldwide
combination method produces an inequitable allocation
of the resulés of foreign operations to the states.

It results in double taxation. Its application, in

addition, presents overwhelming practical difficulties
of compliance for Netherlands parent companies, greater
than the burdens faced by American companies under such

state requirements.

Consideration of Principle

6. As a matter of principle, it seems
inappropriate to measure business profits arising in

a certain country with yardsticks applying under widely
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different circumstances to companies or branches in
other countries. Such a yardstick may be defensible

in very specific cases and between adjacent countries --
for instance witﬁ regard to railroad companies -~ but

in all other cases the application of this method on

an international scale may not only lead to a highly
distorted picture of reality, but also to distorting

the results of fair competition. For example, suppose

a business enterprise operating in a state such as
California has profits in a given year of $1 million.
This enterprise may compete with a similar subsidiary
of a foréign group, also earning $1 million. If the
foreign profits of this group are on a substantially
lower level, the Californian subsidiary would pay lower
taxes on similar California profits than its California
competitor without affiliates. On the other hand, the
California tax rate on the subsidiary would be higher

in the reverse case, which can easily happen during

the start-up period of a business or during a period

of low profits. In this respect, the combination method
seems to have a countereffective result, because it
would likely reduce the tax of highly profitable
California subsidiaries, whereas subsidiaries with lower
.profits or losses are penalized. 1In the latter case

double taxation is almost inevitable.
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The Worldwide Combination Method Does Not Result in
Equitable Apportionment and Does Result in Double
Taxation

7. The fact that the worldwide combination
method of taxation has been rejected by the international
community would not of itself demonstrate that its use
is unreasonable, if that formula\could be relied upon
fairly to apportion income between taxing jurisdictions.
As applied to the operations of busineasses operating
around the worid, however, such formula fails to meet

that standard.

The combination method relies primarily on the
ratio of total payroll, sales and property within the
taxing jurisdiction to the worldwide payroll, sales
and property of the business which has been determined
to be unitary. This ratio is applied to the
jurisdiction's estimate of total worldwide income to
determine the amount of income attributable to the taxing
jurisdiction. The formula thus assumes that the ratio
of payroll, property and sales within the taxing state
to worldwide payroll, property and sales is the same
as, or approximately equal to, the ratio of taxing state
attributable income to the worldwide income of the
business. This assumption can only be correct, however,

/
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1f each dollar of instate payroll, property or sales
produces essentially the same amount of income as an
identical amount of payroll, property or sales made

overseas.

In fact, the amount of income earned for any
given amount of property, payroll or sales varieé sharply
between the United States and foreign countries. High
plant, labor and operating costs often severely affect
the profitability of companies doing business in the
United sﬁates. The formula also assumes incorrectly
the application of reasonably similar tax rates
worldwide. In certain industries particularly, tax
rates are extraordinarily high and it is inappropriate
to use before tax income which may be deceptively high.
Moreover, political and economic risks of investment
are supstantially higher in foreign countries than they
are in the United States. These higher risks of
investment are reflected in higher rates of profitability
in those countries. Because the worldwide combination
formula assumes away the existence of these very real
differences in profitability, it overstates "instate”
income and leads to state taxation of foreign source
profits, which bear no relation to any business risk
incr~red in the taxing state, as if they had been earned

there.
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The apeéific elements of the apportionment
formula necessarily inflate the "instate" income of
miltinational companies doing Susiness in the United
States. For example, wage rates are much higher in
the United sStates than in most foreign countries. 1In
many industries these differences are so large that
they are not counterbalanced by the higher productivity
per worker in the United States. Lower wages contribute
to the higher profitability of business operating abroad ~-
higher profitability which is ignored by the worldwide

combination formula.

The inadequacigs of the property, payroll and
sales formula are exacerbated by the lack of a recognized
standard for the calculation of the income against which
the formula is to be applied. This problem is in part
due to the great diversity of accounting conventions
applied in foreign countries. 1In addition, since 1951,

' foreign currency values ﬁave floated freely and
erratically in relation to the value of the dollar.
Netherlands companies, like many other foreign based
companies, report their income in terms of foreign
currencies, including, inter alia, pounds and guilders.

Translation of these results to dollars on a constant
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basis would require an extraordinarily complex adjustment
formula. To our knowledge, the states which rely upon
the unitary formula have thus far failed to devise any
formula adequate to accomplish that translation. 1In

the absence of such a formula, the worldwide combination
method is inherently arbitrary as applied to worldwide

multinational businesses.

In view of these problems, it is not surprising
that the income allocated to the taxing state under
the combination method frequently bears no réasonable
relationship to the income of the Netherlands company
derived from "instate" sources or, indeed, to the total
income of the company. Perhaps the starkest example
of this phenomenon is the case of Scallop Nuclear, Inc.,
a subsidiary of Shell Petroleum N.V. Scallop is a 50%
partner in General Atomic Company of San Diego, which
is engaged in the development of high temperature gas-
cooled reactors, a business which is logically and
functionally distinct from all the other business
activities of the Royal Dutch/Shell companies. For
the tax years 1973-76, Scallop Nuclear reported federal
income tax losses totalling $273 million, all of which
were due to the California operations of General Atomic.

Losses required to be recorded for financial reporting
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purposes were uubataniially larger, yet auditors of

the California Pranchise Tax Board have recently
announced their determination that Scallop Nuclear's
portion of the worldwide combined income of the Royal
Dutchlsgéll companies for those tax years is $40 million,
a spread of over $300 million between "California income”
and the Federal tax loss. It is self-evident that this
assessment is arbitrary, and bears no relationship to
income reasonably attributable to California. It thus

violates the FCN Treaty with the United states.

The unfairness of such assessments is heightened
when one considers that in most cases the additional
income which the combination formula purports to reach
has already been taxed in its country of origin. The
clearest example of that type of double taxation is
the case of Mercurius, N.V., a Dutch company and a
subsidiary of Container Corporation of America ("CCA"),
which during the relevant period was a publicly held
company. According to public data between 1964 and
1966, Mercurius reported to the Netherlands taxing
authorities an average annual pteéix income of $384,000,
and paid taxes to the Netherlands on that amount.
Subsequently, the California Franchise Tax Board declared

that Mercurius was unitary with CCA. When the Board
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applied its property, payroll and sales formula to
Mercurius, it determined that Mercurius had earned only
$197,000 of Netherlands source income annually.
California includes most of the remaining $187,000 of

the annual income which Mercurius reported on it:
Netherlands return in its California tax base. During
the years 1964-66, Mercurius' average Dutch tax liability
was $191,000 -- 97% of the amount of Mercurius' income
which California contends should have been apportioned

to the Netherlands during those years. A clearer example

of double taxation can scarcely be imagined.

In the face of distortions of this magnitude,
it cannot be seriously contended that the worldwide
combination method is being applied to Netherlands
companies solely, or even principally, to recapture
profits siphoned off to affiliated corporations. Nor
can it be argued that such distortions are merely the
result of an inevitable conflict between two equally
accepted and equélly valid approaches to the taxation
of multinational business, for the virtually universal
judgment of the international community is that the
arm's-length principle provides a fairer and more
practical means of correcting for misallocations of

income and expense between affiliated companies.
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Instead, such incidents suggest an effort on the part
of certain state taxing authorities to tax for a second
time income bearing no relati&nship to the taxing |
jurisdiction by the use of a method of taiation that

is inherently arbitrary and out of step with recognized
international standards. Again this is the precise
type of conduét that the Treaty of Friendship, Commerce
and Navigation forbids.

Practical Difficulties for Netherlands Parent
Companies .

8. There are many other practical objections
to the combination method.v In the first place, it is
by no means clear how far the unitary principle extends
within a group. Among our members there are cases where
some eigﬁt different subgroups might be constructed.
The parent company cannot reasonably be required to
recalculate the worldwide profits on eight alternative
bases under particular states' tax accounting rules,
in order to be sure that eventually it has got the right
figure. One must stagger at the possibility that more
American states or other jurisdictions would follow
this bad example. The problem is‘particularly acute
for Dutch parent companies since the Netherlands has

always taken a very liberal attitude for taxing foreign
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operations and gives in most cases a full tax exemption
for dividends received by Dutch parent companies from
their foreign subsidiaries. This system avoids any
necessity to recalculate for tax purposes the profits
of those subsidiaries. For that reason, Dutch parent
companies are not equipped to comply with requirements
from the various states to submit such a recalculation.
Not only do demands for calculations and recalculations
in our view violate Dutch sovereignty, but it also seems
clear that Dutch companies would be reluctant to make
or increase investment in a state imposing such

requirements.

The Need for Complying with Demands for Information

9. The combined reporting method would not
only impose extraordinary burdens of compliance upon
many Netherlands companies, but those burdens would
be greater than those borne by American companies faced
with similar state tax requirements. An American company
with worldwide operations, it is true, has to translate
the accounts of its foreign subsidiaries, maintained
in accordance with local standards, into a form
acceptable to state taxing authorities, but Netherlands
companies with similar worldwide interests must translate

the accounts of their local subsidiaries into the form
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required‘for use in their home country and then once
more into the form demanded by the taxing state.
Similarly, while a United States company must convert
foreign currencies into dollars, Netherlands companies
must, after converting various foreign currencies into
guilders, go through yet the further stage of converting
guilders into dollars for the benefit of the state tax
authorities. The conversion is further complicated

by the fact that exchange rates have varied widely over
past years. Netherlands companies would be called upon
to engage in a highly complex process of recalculating
their accounés for the period for which information

is demanded by the Board. 1In the case of one of our
members, the entire process would have to be repeated
for over 900 companies located in more than 100

countries.

Currency conversion is not the only burden upon
Netherlands companies under the worldwide combination
method. For example, California has adopted the practice
of calculating the worldwide income of Netherl#nds
companies according to financial accounting standards.
This practice grossly inflates the amount of income
subject to taxation in California. 1In contrast, United

States companies regularly report their unitary income
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in accord with United States tax accountinrg conventions,
which generally produce much lower income figures.

Yet to recalcélate on ; United States tax basis the
worldwide income of several hundred affiliated companies
in order to obtain a more accurate assessment of
California income would require our members to construct
at enormous cost an entirely new set of books solely

to satisfy the requirements of a single taxing
jurisdiction. One of our members faced with a California
tax assessment has estimated that the cost of preparing
such records woul@ be more than the $2 million in
additional tax assessed by California. These obligations
are clearly more burdensome than those borne by United
States companies and are not only inappropriate but

are violative of provisions of the FCN Treaty and Tax

Convention previusly discussed.

10. For all the aforementioned reasons the
Dutch Employers' Federation welcomes any step to curb
the application of the unitary tax method. The
Federation still regrets that a proper solution through
extension of the relevant tax conventions provisions
to the states has been rejected by the U.S. Senate,
because such a solution would have protected all treaty

partners, including the United States itself from
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internationally inappropriate taxation methods in the -
countries covered by the treaty network. Under the
given circumstances, however, all other possible steps
must be welcomed, whether on the level of the states
themselves or on the federal level. 1In this respect,
it is our view that the S. 1688 would protect all Dutch
direct ihvestors in the United States, would eliminate
the distortions of fair competitive results and the
problems of discrimination caused by\the worldwide
combination tax approach, and would relieve the flow
of capital and investment between the Netherlands and
the United States of America of the enormous practical
obstacles and constraints posed by attempted
extraterritorial application of state revenue

legislation..
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FOREIGN DIRECT INVESTMENT IN THE UNITED STATES

Forelgn Direct
Investment Pos
tion in the
United States
at year-end 19

i-

78

Additlion to Forelgn
Direct Investment
Position in the
United States
during 1978

Four Largest

Billions of

Billions of

Positions: dollars (3 dollars $
Netherlands 9.8 23.9 1.9 31.1
United Kingdom 7.4 18.1 1.0 15.6
Canada 6.2 15.1 0.5 8.3
Germany 3.2 7.8 0.7 10.6
Other countries 14.3 35.1 2.1 34.4
Total 40.9 6.2

Source: Survey of current business, of the United States
Department of Commerce.
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STATEMENT
SUBMITTED BY:
JAMES W, McGRATH
ON BEHALF OF
e R. J. REYNOLDS INDUSTRIES, INC,

R. J. Reynolds Industries, Inc., supports S, 983 and S. 1688
because the Company views these Bills as significant and positive
‘steps toward greater uniformity, predictability, and fairness in
the area of state taxation. If either of these Bills is enacted
into law, the result would be beneficial both to business and to
the states, This benefit would accrue because such passage would
establish published uniform guidelines governing areas of state
taxation which, up to this point in time, have been in a state of

turmoil because of the many divergent views and interpretations

presently employed in the administration and filing of state taxes.

Because of the inability of the states to unilaterally reach
uniformity in the application of their tax schemes and because
» —mqf -the Supreme Court's deferral to the Congress in this area, as
evidenced in its recent decisions (most notably the Mobil 0il

Corporation and Moorman Manufacturing Company decisions), it is

apparent that the time 1s right for the Senate to act by formula-

ting and enacting a Bill such as S. 983 or S. 1688 into law.

It is also noted that enactment of either of these Bills would
bring about greater conformity between the tax systems of the 50
states and the tax system of the Federal governmment, thus allowing

the United States to better speak with one voice in matters of

66-690 O - 80 Pt.2 - 8
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international relations as acknowledged by the United States Supreme

Court in Japan Line, Ltd., v. County of lLos Angeles.

The Committee should be mindfui-of the need for state tax
uniformity during its review of S, 983 and S, 1658 because of the
potential for foreign retaliation against United States' businesses
if neither Bill is enacted and worldwide ;nitary, combined or
consolidated reporting is allowed to continue. Many foreign
countries with which the United States has substantial economic
ties, notably Japan and the United Kiﬁgdom, have vocalized their
strong objections to worldwide combined reporting. These nations
expect action by the U. S, Congress to alleviate the hardship
caused to their domestic companies by the unitary, combined or
consolidated method of state taxation. If such relief is not
forthcoming, it does not strain the imagination to conceive of
these countries retaliating against American business by the
enactment of comparable taxing provisions or the erection of

other trade barriers thus compounding the damage already inherent

. in the worldwide unitary, combined or consolidated system as now

applied by several states.

Both™'S. 983 and S. 1688 respond to and assist in the resolu-
tion of problems created by the use of worldwide unitary, combined
or consolidated reporting and the taxation of foreign source income
by effectively prohibiting the use of the worldwide unitary concept.
However, other problems posed by the use of the unitary, combined

or consolidated reporting conéept as well as other state tax

-
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concepts are not addressed in S, 1688. It is the conviction

of R. J. Reynolds Industries that S. 1688 should be viewed as

an excellent first step in the resolution of the problems

caused by these systems of taxation, but not as an all-encompassing
cure to these problems., S. 983 addresses a broader spectrum of
problems and is, therefore, viewed as the preferred legislation,
although it too does not address all problems presently extant

in this area.

A primary problem under present law is the arbitrary and
unreasonable manner in which the determination of whether a
business is unitary in nature is made. Two tests have been
developed by the states for use in such determination. The first
is the so-called '"three unities test" which is used to determine
whether a business is uhitary by considering whether unity of ~
ownership, ﬁnity of operations and unity of use exist among
affiliates. A second test utilized in this determination is omne
cf "interdependency," that is, whether interdependency exists
between affiliated corporations in their various operations and
functions.-‘AJ you can readily see, these tests are inherently
vague, subjective, and prone to-manipulation. The lack of cl;ar-
cut objective guidelines or elements encourages'the application
of unitary, combined or consolidated reporting based on a motive
of maximizing tax revenue rather than on any true attempt to

determine whether a business is, in fact, a unitary business.
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A related problem is the combining of affiliates which
engage in totally separate and distinct business activities into
a single taxable entity., This sort of combination across diverse
lines of business leads to distortions because it effectively
elimiﬁatea the recognition of differentials in the income-producing
capacity and required capital investment which are inherently
different for different business enterprises. Such combination
allows a state in which two affiliated corporations conduct totally
different lines of business, one of which 1s heavily invested in
that state although marginaily profitable and the other of which
is minimally invested in that state but highly profitable, to
effectively import income for tax purposes via unitary, combined
or consolidated reporting from outside the state in order to build

its revenue base.

It 18 noted that S, 983 does to some extent rectify this
problem by specifically excluding certain corporations from
combined or consolidated groups. However, such combination of
affiliated corporations with diverse lines can still be accomplished

by the states by combining corporations not excluded under S. 983.

A third problem not addressed by this Bill again centers
around a lack of uniformity in the application of unitary, combined
or consolidated reporting principles. This problem is that the
states tend to employ unitary, combined or consolidated reporting

when it is to their fiscal advantage to do so, but not to employ

~
~
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these concepts when such use would ﬁot be to their advantage.
Because of this situation, corporate taxpayers can find themselves
effectively taxed on the same income by more than one state
because, in.general, states tend to apply the reporting method

which best serves their need to raise revenue,

'A final problem which merits the concern and attention of
Congress (but which does not relate to the issue of application
of unitary principles) is the lack of uniformity presently evidenced
by the states in the employment and weighting of factors in formdflae
used to apportion corporate income for tax purposes. Currently,
some states employ a three-factor formula made up of property,
payroll and receipts factors to apportion taxable income. Some
states use a two-factor formula employing two of the previously
stated factors, and some states use a single-factor formula, based
solely on receipts, to apportion income. Addicfbnally, a number
of the states employing the three-factor formula will double-weight
one or more of the factors in the formula. These permutations
exist because the states find it necessary to add extra emphasis
to factors which, because of the nature of the state's econony,
have greater impact than the other factors and, therefore, provide
greater revenue. For instance, a state with relatively little
industrial development might double-weight its receipts factor while
a state with heavy industrial development might double-weight its
property and payroll factors or employ only these two factors in

its formula because such adaptations apportion a greater amount of
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taxable income to the state. 1In light of the Supreme Court's
decision in the Moorman Manufacturing Company case, it is incumbent
upon the Congress to address and rectify this situation by enact-

ing legislation to finally bring about uniformity in this area.

This latter problem is fully addressed and corrected by S. 983,
but it is not treated by S. 1688.

As p;eviously stated, S. 983 is viewed as the more preferable
legislation because of its broader scope. Specifically, it is felt
that Title IIT of S. 983 is extremely significant because of the
contribution this Title makes toward establishing uniform standards

for the application of net income taxes by the states.

This Title contributes to fairness in the administration of
these taxes by affixing a ceiling on the amount of income which
can be properly taxed by an individual state. This ceiling is
determined by limiting the amount of income subject to taxation
to the amount that such state could reach by using the standard
three-factor formula to apportion income for tax purposes. The
employment of this ceiling leads to uniform treatment of taxpayers
‘ by all states using formula apportionment and prevents the potential
"whipsawing' of taxpayers by states using differing formulae in

order to maximize revenues.

Additionally, by using the amount of income which can be
apportioned to a state for tax purposes via a standard three-

factor apportionment formula employing equally weighted property,
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payroll, and sales factors as a ceiling, the problem created

in the past few years because of the use of differing apportion-
ment formula factors and factor weighting by states would be
corrected. This correction would occur because the states by
being limited in their ability to apportion income for taxation
to the amount apportionable via the standard three-factor formula
would be effectively required to adopt such formula as their

statutory apportionment method.

This Title is also desirable because it allows each state to
determine the types of income which it can subject to a net income
tax with the éxception of dividends and foreign source income.
Dividends are directly allocated if they are received by a taxpaying
corpératiou which owns less than 50 percent of the voting stock
of the paying corporation, or they.ate wholly excluded from taxation
if received by a taxpaying corporation from a corporation in which
it holds moré than 50 percent of the voting stock. Foreign source

income is wholly excluded from taxation.

Another facet of Title III of S. 983 which warrants favorable
comment is the section concerning combined or consolidated report-
ing. This section clearly recognizes the corporate entity as the
taxable entity. Recent developments in state tax law have created
a trend toward the nonrecognition of the corporate entity, and the
Bill's approach implements the reversal of this trend. Also, the

exclusion of corporations of an affiliated group which derive 80
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percent or more.of their gross income from sources without the
United States is highly desirable because it effectively eliminates
the use of worldwide unitary combined reporting by the states,

The elimination of worldw’Jde unitary combined reporting is desirable
because of the many distortions and injustices inherent in that

<system of taxation.

Title I of S. 983 is considered desirable because it sets
forth simple, reasonable jurisdictional standards which can be
employed by businesses to determine whether they are required to
collect and remit state sales and use taxes on sales made into
individual states. These standards embodied in §101 of the Act,
because they would be applicable in all states and political
subdivisions of the states, would bring about the uniformity and
predictability in this area in order to allow businesses to
determine with certainty when such filings and remissions should

be made.

In addition, by mandating a destination test to determine
which state may impose its sales and use tax on a transaction
the danger of multiple taxation of such transaction is virtually

eliminated.

Further protection against multiple taxation 1is also provided
by the Bill in that it requires states imposing a use tax upon
property brought into tpe state to give credit for sales taxes
paid on such property in the state of purchase, The lack of such
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requirement, presently existent in some jurisdictions, can lead
to the payment of sales and use tax on more than 100 percent of

the value of articles purchased.

Finally, this Title provides much needed protection for small
businesses from the onerous administrative burden of collecting
and remitting sales and use tax in states where such businesses'
sales are minimal in nature, This feature is highly desirable
because many small businesses previously did not attempt to transact
business in states where sales would be relatively insignificant
because of the administrative burden that would result due to the
requirement of collecting and remitting the sales and use tax o;
‘transactions. These small businesses would now be free to enter
these new markets and thus promote healthy competition with other
businesses and provide a wider choice for consumers than was

previously available.

Title II of S. 983 establishing guidelines governing the
imposition of gross receipts taxes is likewise viewed as highly
desirable because 1it, too, establishes a uniform jurisdictional

- standard to be observed by the states in imposing such taxes on
interstate sales of tangible personal property. This standard
requires that a business solicit such sales through a business
office in the jurisdiction in order for that jurisdiction to

impose its tax.

By prohibiting states from imposing a gross receipts tax on

such sales unless they are solicited through a business office of



804

the seller within a state or political subdivision in accordance
with §201, businesses will be able to predict with éertainty

vhere and to what extent their sales will be subject to gross
receipte taxes. This obviously is highly preferable to the present
sicuation in which a business, in order to determine whether it
has nexus with a state éufficient to allow the imposition of such
taxes, must interpret and apply a myriad of United States Supreme

Court and state court cases to its operations in each state.

Finally, Title IV of S. 983 1s applauded for establishing a
system of appeal from determinations of state administrative bodies
directly to the U, S. Court of Claims. This system promotes
uniformity in the interpretation of the Act. By diverting such
appeals from a course of review through the courts of the various
states, the potential for diverse and contradictory interpretations
of the Act by these various state courts is avoided. This systea
‘creates a method for the eventual building of a homogeneous body
of judicial interpretation to give further guidance to taxpayers

in interpreting the intent of S, 983,

S. 1688, by limiting the ability of the states to tax foreign
source income, is a significant, positive step toward greater
uniformity and predictability in the area of state corporate income
taxation, although such Bill, because of its limited scope; 1is

considered less attractive than S, 983.
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If S. 1688 1is enacted into law, domestic and foreign
parent corporations could be certain that income dgrived from
and entirely attributable to foreign subsidiaries or parents
would not be considered in the calculation of their domestic
state income tax liabilities until repatriated, or deemed
repatriated under uniform tax rules. This feature enhances
uniformity and greatly lessens the difficulty of state tax
planning by causing the treatment of foreign source income b;

the states to be more predictable.

CONCLUSION

In conclusion, R. J. Reynolds Industries, Inc., views
S. 983 as the more preferable piece of legislation before the
Committee because this Bill addresses and corrects a broader
range of proglems presently being experienced in the area of
state taxation than does S. 1688. However, by making this
statement, it 18 in no way implied that R. J. Reynolds Industries,
Inc., does not fully support S. 1688. The enactment of either
of these Bills into law would be of tremendous importance in
expediting the creation of a more uniform state tax structure
and the enactment of either of these Bills would indicate to the
states the willingness of the Federal Government to enact legisla-
tion in order to gain equity and fairness in this area when the

states have repeatedly falled to take such action themselves.

* * *
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SUBMITTED STATEMENT OF .THE
AMERICAN FEDERATION OF LABOR & CONGRESS OF INDUSTRIAL ORGANIZATIONS
TO THE SENATE COMMITTEE ON FINANCE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
ON MEASURES TO RESTRICT STATE TAXATION
OF MULTINATIONAL CORPORATIONS
S, 983 and s. 1688

July 11, 1980

The AFL-CIO is opposed to S. 1688 and to the corresponding
provisions of S. 983, which would place substantial limitations on
the ability of the states to tax multinational corporations.

These bills are contrary to the interests of the U.S. economy,
the states, and to working people generally. They would prohibit the
states from using equitable--and enforceable methods of taxing the
income of multinational corporations, thus adding more tax avoidance
opportunities to overseas operations and eroding the revenue base of
the states.

Basically, these bills impose two restrictions on state taxing
powers.

Firé&, they would impair the ability éf the states to distinguish
a multinational corporation's foreign income, which they cannot tax,
from its domestic income, which they can tax. Such distinctions are
necessary to assure tax fairness, maintain state tax revenues and to
blunt some of the tax avoidance opportunities available .for businesses
that invest and produce abroad. .

Due to federal tax preferences, such as "deferral" and the foreign
tax credit, U.S. companies have a strong incentive to use "creative"
accounting methods to convert their U.S. earnings into what Qppéars
on paper to be "foreign income."

The federal government in its effort to prevent corporations from
diverting income to their foreign affiliates -- essentially through

intercompany transfer pricing gimmickry -- uses "arms length" rules
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which attempt to assure that intercompany prices are the same as prices
charged between unrelated companies. This arms-length method is based
on fictions that the affiliates of multinational corporations are
independent little businesses which deal with each other on an arms-
length basis, and, that the IRS can effectively enforce such standards
to prevent corporations from diverting income and avoiding their fair
share of U.S. taxes.

Dissatisfied with the IRS procedures several states have developed
an alternative to the arms-length method. Under this alternative --
the "unitary” approach -- the amount of income of a corporation doinq.
business within the state that is subject to the state's income tax
is prorated by a formula based on the total domestic and foreign income
in the case of commonly owned and centrally controlled corporations.
The gtates‘ method does not require arms-length pricing rules which
are both elaborate and difficult to enforce. In our view, their
approach represents a much more effective and realistic procedure

for determining and allocating income. -
To bar this method, as these bills would do, would be to foreclose

progress in this important area of tax enforcement. The states should
not be relegated to outmoded and ineffective approaches which provide

additional advantages to U.S. overseas investment rather than domestic

investment.
Secondly, S. 1688 and S. 983 would effectively ban the states from

taxing the dividends that multinational.corporations receive from their
overseas affiliates. This exemption frop state taxation would apply,
for example, to most of the dividends which the major oil companies
receive from ARAMCO, their Saudi Arabjian aff}liate. Again, an incentive
for U.S. companies, including oil companies to produce overseas instead
of the U.S. And, an incentive that 1§ contrary to national policy of
decreased reliance upon imported oil.

For these reasons the AFL-CIO is opposed to S. 983 and S. 1688.
We urge this Subcommittee and the Congress to turn attention to
measures which would limit, rather than, expand the tax evasion and

avoidance opportunities of multinational corporations.
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M
CHEMICAL MANUFACTURERS ASSOCIATION

July 11, 1980

The Honorable Harry F. Byrd, Jr.
Chairman
Subcommittee on Taxation

and Debt Management Generally
Committee on Finance
United States Senate
Washington, D.C. 20510

t

Dear Mr. Chairm;h:

This statement is submitted on behalf of the Chemical Manu-
facturers Association (CMA) in connection with the hearings
held by your Subcommittee withsrespect to S. 983 and S. 1688,
which clarify, among other things, the extent to which a state,
or political subdivision, may tax income from sources outside
the United States.

CMA is a nonprofit trade association having 192 United States
company members representing more than 90 percent of the
production capacity of basic industrial chemicals within this
country. Many of these company members derive income from
sources outside the United States, either from branch operations
or investments in subsidiary companies. Our members are, there-
fore, highly interested in seeing that their activities abroad
are taxed on a fair and equitable basis by states and localities.

S. 983 1is a comprehensive bill that prevents a state from impos-
ing an income tax on the foreign source income of a multistate :
corporation, thereby giving recognition to the fact that there

is at best only a tenuous relationship between the activity of

a corporation within a state and the generation of foreign source
income. In addition, the bill would go a long way toward pre-
venting overlapping taxation of income by the states, as well as
providing reasonable rules concerning state jurisdiction to
impose gross receipts and sales and use taxes.

S. 1688 is of more limited scope. It would generally prohibit
states from taking into account, in applying their income tax to
a corporation, the income of a related foreign corporation except
to the extent that such income may be included for Federal tax
purposes under Subpart F in the gross income of the corporation
subject to tax by the state. Additionally, dividends received by

Formerly Manufacturing Chemists Association—S8erving the Chemical Industry Since 1872.
" 1826 Connecticut Avenue, NW o Washington, DC 20008 ¢ Telephone 202/328-4200 ¢ Telex 80617 (CMA WSH)
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the taxpayer corporation from a foreign corporation would be
reduced by a formula to account for foreign taxes paid with
respect to the dividend. In this manner, states could tax only
that portion of a foreign source dividend that is effectively
taxed bgithe Federal government after allowance of the foreign
tax credit.

"CMA strongly supports S. 983 and urges its passage. The

uniform formula for allocating and apportioning the income of

a corporation among the states ensures that the same income

will not be taxed by more than one state. Equally important,
all foreign source income is excluded from apportionable income.
CMA also supports S. 1688, although it is a somewhat more limited
measure than S. 983. The increased tendencies of states to tax
on a unitary basis and to extend the application of the unitary
concept to worldwide operations requires Federal legislation to
prevent unfair and burdensome taxation. The elimination of the
unitary concept is of primary importance, and both bills address
this problem.

The unfairness of the unitary concept as applied on a worldwide
basis particularly in states such as California has been well
documented before this Subcommittee. We need only add that the
chemical industry has also been faced with this unfairness. The
‘primary cause is the same: sale prices, payroll, profit margins
and property costs all differ drastically throughout the world,
yet the unitary concept assumes that all of these factors remain
constant. Even within the United States these factors vary
widely, but the distortions that are produced by applying the
factors worldwide are so great as to render the resulting income
allqcable -to any one jurisdiction as an imprecise measure. And,
the unitary formula results in overallocation to the high cost
Jurisdiction.

One example pointa ug the fallacy of the unitary formula agglied
worldwide. omparative per hour wage rates in dollars in 1976
were $6.90 in the United States, $3.26 in Japan, and $.50 in
Indonesia.*/ Any use of a payroll factor by a state taxing
authority that does not take these differences into account will
result in a substantial overallocation of income to the taxing
state. Margins in many developing countries will reflect the
greater risks of doing business there, such as expropriations

and. exchange controls. An additional inequity of the unitary
concept when applied to worldwide operations is the administrative

*/ International Economic Report of the President, January
1977, Figures 43, 44, pages 99, 101,
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cost and difficuity of converting data into the various factors
used by states to allocate income.

The unitary concept is contrary to traditional methods of
allocating income between jurisdictions. Since the Revenue Act
of 1928, the United States has followed a policy on the Federal
level and in its many income tax treaties that i corporation
foreign to a taxing jurisdiction should generally be subject to
tax in that jurisdiction only on income derived from sources
therein. An arm's-length dealing concept can be applied to
ensure that the source of income rules are not abused. The
source of income and arm's-length concepts are contained in many
international treaties, including treaties of friendship and
comnerce. The 1977 model treaty of the Organization for
Economic Cooperation and Development contains these concepts.
This long development of techniques and procedures for equitably
adjusting competing claims to the taxing of multi-jurisdictional
entities should not be turned aside.

In conclusion, CMA believes that a corporation should pay income
tax to states and localities on income fairly attributable to
those jurisdictions. Both S. 983 and S. 1688 would frovide a
framework in which state taxation could be more fairly applied.

S. 983, as the more comprehensive bill, goes further in assuring
fair and equitable taxation by all states. We therefore favor
its passage. S. 1688 is a less desirable bill because of its
limited scope, but we would support it as an initial step toward
solving the difficult problem of state taxation of multistate
companies.

Robert A. land
President
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‘STATE OF
DEPARTMENT OF REVENUE
WASHINGTON Olympna, Wastungion 98504 MS AX 02
Dixy Lee Ray
Governor

June 17, 1980

Mr, Michael Stern, Staff Director

Coemittee on Finance . -
2227 Dirksen Senate Office Bldg.

Washington, D.C. 20510

Dear Mr, Stern:

We have learned that the Senate Finance Subcommittee on Taxation has scheduled
a hearing for June 24, 1980, on S. 983 as well as S, 1688, both sponsored

by Senator Mathias. This letter is intended as testimony to the Subcommittee
of our views on the proposed bills,

S, 983 1is the successor to S, 2173 (1977) on which we Lave previously
presented strenuous objection (ropy attached as Exhibit I) and S, 1688 is
identical to H.R. 5076 which we and other states astrongly oppose (see
Exhibit II, attached).

As to S, 983, we see clearly that Title II thereof is aimed d!rectly at the
State of Washington because it would exempt General Motors and similarly
situated multistate taxpayers from our business and occdpation tax, which
such taxpayers are now, and have been, paying. The amendment to S. 2173
vhich appears as Section 202 in S, 983, does not "put to rest the fears" of
this state, as claimed by the spomsor. That section says we may continue

to impose our gross receipts tax upon "activities occurriang entirely within
[Washington State)." We would think the Congress would not feel it needed
to authorize a state to tax activities which,''occur entirely" within that
state, But the fact that this provision appears in S, 983 confirms and
reinforces our belief that the purpose of the legislatioa 18 to give tax
immunity and preferential treatment as to extensive and aubstantial business
activities occurring in a state, so long as such activities are not entirely
within a particular state.

Wes remain convinced that this is not a time when the Congress should be
considering ways to constrict and restrict the tax base and legitimate
taxing powero of the states., Instead, the Congress should be looking for
ways for the states to more effectively and efficiently collect their
taxes.

Sincerely,

o oty T

Charles. W, Hodde -
Director
CWH:iJ
cc: The Honorable Jimmy Carter -
The Honorable Warren G. Magnusson
The Honorable Henry M. Jackson
The Honorable Charles Mc C. Mathias, Jr. -

L NEP

66-680 O - 80 Pt.2 -~ 9
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STATE OF
WASHINGTON Sff_ﬁﬂg‘fﬂ OF REVENUE
Dixy Lee Ray .

Governor

December 18, 1978

The Honorable Charles McC. Mathias, Jr.
United States Senate

358 Russell Senate Office Building
Washington, D. C. 20510

Dear Senator Mathias:

On December 11 I received your notice of hearing in San
Francisco on S. 2173 to be held December 20, 1978. 'I regret
that I am unable to make arrangements for attendance at the
hearing by a representative from the State of Washington at
this late date.

However, because we have grave reservations with respect
to this bill, I am sending the attached statement outlining our
position on the proposal.

Sincerely,

(Uit 1) Aot

Charles W. Hodde
Director

CWH:tl
attachment

cc: The Honorable James O. Eastland
The Honorable Warren G. Magnuson
The Honorable Henry M. Jackson
The Honorable Russell B. Long
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STATEMENT OF POSITION
ON §. 2173
By

DEPARTMENT OF REVENUE, STATE OF WASHINGTON

Our reading of the proposal embciied im §. 2173 reveals that it
contains some 30 provisions which would restrict and reduce the power
of the states and their subdivisions to levy and collect taxes upon
transactions, business activities, and 1ﬂcome of multistate and multi-
national businesses. The bill seems designed to prevent the states and
their subdivisions from requiring such businesses to pay their fair
share of state and local taxes. We believe the bill is detrimental to
the interests of the states, their subdivisions, and the great bulk of
the business community which is not in a position to take advantage of

the preferential treatment afforded by the bill's provisions.

It 18 clear that Title II of the bill is aimed directly at the
State of Washington and would overturn the U.S. Supreme Court decisions
in the General Hotora.and Standard Pressed Steel cases. Why General -
Motors ;nd similarly situated multistate businesses should be exempt from
paying their fair share of Washington taxes is not explained. General
Motors is hardly a "small business" with only "ephemeral" contacts with
fhe State of Washington, which is what we are told are the kinds of

business the bill intends to protect.

It is n; comfort to the State of Washington to be told that Title II
only affects a few states and that there has been a tendency for states
to replace gross receipts taxes with other revenue sources. Perhaps
some in the Congress believe they know what sort of tax system is best

for us. Our citizens believe otherwise,



STATE OF

WASHINGTON DE?ARTMENT OF REVENUE
Olympia, Wa. 58504

Dixy Lee Ray

Governor

March 21, 1979 -

The Honorable Al Ullman

Chairman, Committee on Ways and Means
U. S, House of Representatives

1102 Longworth House Office Building
Washington, D. C. 20515

Dear Representative Ullman:

We have received notice of the hearing which your committee will hold
March 31, 1980, on H.R. 5076,

This letter is to express the strong opposition of the State of Washington

- to the bill, In our view it is special interest legislation which would
give an unwarranted state tax shelter to multinational corporations and
conglomerates, This would place purely domestic businesses at a competitive
disadvantage, would discriminate against them, and would shift a heavier tax

burden to them,

The states do not seek to tax more than their fair share of the income of
multinational corporations., That fair share is best determined by appor-
tioning income according to payroll, property, and sales within a given

state to payroll, property, and sales everywhere, Multinational businesses
should not be permitted to employ accounting gymnastics so as to artificially
shift income elsewhere by characterizing it as foreign source income. The

U. S. Senate to its credit was able to see the unfairness and inequity of
this sort of scheme at the time of reserving Article 9(4) of the U.S.-U.K.

Treaty in June 1978,

This is not a time when the U, S, Congress should be considering ways to con-
strict and restrict the tax base and legitimate taxing powers of the states.
If the proposals for drastic reduction of federal grants to the states are
carried out, the Congress should be doing the opposite: looking for ways for
the states to more effectively and efficiently collect their own state taxes.

Since H.R, 5076 is identical to S. 1688 and mway come up for consideration
later, we are sending copies of this letter to our Senators Magnuson and

Jackson,

Sincerely,

%ﬁ, &'//{4/’,‘&" ’

Charles W. Hodde
Director

CWH:jj

ce: The Honorable Jiumy Carter
The Honorable G, William Miller
The Honorable Warrenm G, Magnuson
The Honorable Heary M. Jackson
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Hr. J. M. Haggar, founde; of the Haggar Company, is unable to appear and
he has asked me to make the following statement for him.

We are paying state taxes in the State of Washington and the State of He;t
Virginia, which we originally had refused to pay because we thought they were
unconstitutional. However, they tied up our accounts receivables and forced us
" to pay these taxes, uhiéh we are still doing. In checking with a lot of our
competitors that have the same merchandise and the same kind of business, we are
told that they do not pay these taxes. When we asked the states about this, they
replied, "they will pay the taxes when we catch them."” In my opinion, this
is not the Amerfcan way because it reflects inequities and unfairness.

We do not mind assuming this financial responsibility as long as the
taxes are charged to all businesses in the same equitable fashion. The chaotic
way these taxes are assessed, it not only is unfair, but precludes effective
Yong-range business planning.

In my opinion, you and your committee should support bill #5-933 because
it would appear that it is designed to correct a situation which.goes against

America's concept of fairmess for all citizens and all businesses.
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STATE TAXATION OF INCOME FROM BUSINESSES
IN INTERSTATE COMMERCE:
IS THERE A NEED FOR FEDERAL LEGISLATION?

A memorandum prepared for
the General Accounting Office
Ferdinand P. Schoettle
Professor of Law
University of Minnesota
Minneapolis, Minnesota 55455

(612)373-2719
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I. INTRODUCTION

buring the past two decades there have been numerous calls
for federal legislation regulating the power of the states to
tax the income of corporations engaged in interstate commerce.
Many of the same parties who are represented at the General
Accounting Office's conference testified at the recent hearings
on H.R. 5076 before the House Committee on Ways and Means.
Furthermore, many of us also participated in one way or another
in Senator Mondale's 1973 Senate Finance Committee hearings.

Much of the discussion in previous calls for federal legis-~
lation ‘has centered on the question of whether the laws of the
several states were sufficiently uniform that a taxpayer could
comply with the law without incurring substantial costs of com-
pliince.- The discussion of the past few years seems to me to
differ in tone and substance from that of previous years: in
testimony before tlie House Committee on Ways and Means the United
States Treasury Department joined business in alleging that
substantive rules of state taxation were having a chilling effect
upon business investments. In this memorandum I would like
to briefly address the question of whether the actual substantive
law which has developed in the past decade, or .-so, is compatible
with the fedetal.gOQernment's interest in the free flow of commérce
among ‘the sevé;al states.,

Even if one accepts the proposition that the law.concetéing
the state taxation of corporations engaged in jnterstate commerce
is becoming more uniform, one should still favor federal involvement
through legislation, if one believes that the substantive law

itself is not in the national interest.
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The federal government should be principally concerned
with the free flow of commerce among the several st?tes and
should not, in my opinion, attempt to enforce its notions of
*fairness® on the states. The Constitution commits the nation
to a free market economy in which the flow of investment capital
and business among the several states should éo the extent possible
be unimpéded by any artificial barriers which might be created

by state income tax statutes.

1I. THE EFFECT OF STATE INCOMB_TAXES ON THE FREE FLOW OF COMMERCE
BETWEEN THE STATBS ~_
The basic notion which traditionally guided the design
of state income tax statutes which apply to foreign corporations
has been to tax all income earned in a particular state. This is
a straightforward enough notion and has some grounding in notions
of fairness. However, more importantly, if a state taxes income
which is not earned in that state the effect of such taxation
is to reduce the post tax return from the business which is
actually done in the state and to discourage investment in that
state. Let me give an example. Suppose that a state's marginal
tax rate is 8% and the federal marginal tax rate is 46%. State
income taxes are deductible expenses in determining federal
taxable income. If a corporation engaged in interstate commerce
earns $100 in the state on which it pays taxes it will have
a post tax income of $49.68. Suppose, however, that the corpora-
tion in addition to paying a tax on the $100 it has eatned in
the state also has to pay the state a tax on $100 which has

not been earned in the state. In such a situation the corporation's
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post tax return will be lowered by $4.32 and the post tax income
will be $45.36. In percentage terms the additional tax on the
$100 on income not actually earned in the state h;s.zeduced
the post tax return by 8.7%.
Now an 8.7% change in return on the face of it does not
seem to be an impressive change. However, the federal investment
tax credit is of a similar magnitude and is thought by many
to affect corporate investment decisions. Purthermore, if one
believes that the "extra®" taxes in the above example will make
no difference to corporate investment and business decisions
one should also believe. the converse, that is, that if corporations
were relieved of the obligation to pay taxes in a state their
investment and business in the state would not be altered in
response to such favorable tax treatment.
The incidence of the "extra" taxes in the above model can
be at least approximated using standard economic notions of
tax incidence. The éffects of such tax will differ depending
upon:
(1) whether the tax is a uniform national tax on all income
of all business;
(2) whether the businesses that pay the "extra™ tax compete
with other businesses that do not pay such tax, and
(3) whether the taxpayer's situation more closely approximates
that of a monopolist or of a member of a competitive
industry.l/
First, if the tax is a uniform national tax applying to all investments
there will be no shifting éf 1nve§tmen£s due to the tax because

such shifting will not result in escaping the tax. Since state
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corporate income taxes are not uniform national taxes, it ;s
fair to assess their impact using a model which allows investment
deéisions to réspond to the imposition of a tax. Second, if
the "extra®" tax applies to an entire industry which does business
in a state the tax may not in fact result in any very great
change in investment decisions on tﬁe part of any particular
taxpayer. The industry will reduce its supply and raise prices
in order to keep its post tax return on {nvested capitai intact,
On the other hand, the taxpayer which competes with other businesses
which do not .pay the "extra" tax may not he able éo affect the
market price at which the taxpayer's goods are sold and shou;@
withdraw to other markets which provide a normal return'on the
taxpayer 's investment. Pinally, if the taxpayer which pays
the ‘extra tax is a monopolist rather than a competitor, the
taxpayer should be able to use its market power to pass some
of ‘the tax along to the ultimate consumer.

One of the interesting points to emerge from reviewing
the cases concerning the power of states to tax corporate income
is that the law concerning state taxation has been developed largely
in cas28 which concern companies with significant market power.
As will appear in the discussion that follows it seems to me
that the Supreme Court of the United States, the state courts,
the Multistate Tax Commission, state commissioners of taxation,
and counsel for taxpayers have by and large been inattentive'
to possible distortions in investment behavior which may be
caused by the various substantive rules which are being developed

concerning the power of the states to tax the income of interstate
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business. This lack of attention may well have occurred because
the law in this area has been made in cases éoqcprhing such
large companies --'mo;tly vertically integrated natural resource
éompanies -- with such significant market power that notions
concerning the possible "chilling" effects of state income
taxes were not perceived as relevant to the particular case
being litigated.

The_balaﬁce of this paper will look in turn at the law
concerning: the apportionment of income, the unitary business
doctrine, state jurisdiction to tax, and the standard of fair-

ness which apportionment formulas must meet.

IIIX. BUSINESS OR NONBUSINESS INCOME: ALLOCATION OR APPORTIONMENT

One qf the critical areas of dispute about the power of
the states to tax corporate incéme concerns whether éertaln income
should be specifically allocated to a particular state or should
be divided by formula apportionment among the states in which a
taxpayer does business. 1In order to understand the origins of
this dispute some background concetning'the Uniform bivision
of Income for Tax Purposes Act needs to be reviewed.

The first draft of the Uniform Division of Income for Tax
Purposes Act provided that "rents and royalties from real or -
tangible personal property, capital gains, interest, dividends,
or patent or copyright royalties" should be specifically allocated
to particular states.z/ For reasons which are not now known to
re these provisions of the first draft were changed dufinq the
floor discussions fo the committee of a whole of the National

Conference of Commissioners on Uniform State Laws. What emerged
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‘from the floor discussion was the distinction now found in UDITPA
concerning business and non-business income. In final form
UDITPA provlded that all 'non-busihess' income should be specifically
. allocated and that "business" income should be apportioned according
to the three-factor formula. The legislative history of UDITPA
is surprisingly sparse. The only references in the literature
which I have been able to find which speak to any reasons for
this change seem to indicate that the reasons for the substantive
change were to deal with some pafticular business situations
which clearly should not be taxed by specific allocation. For
instance, in the first draft rents from tangible property were
specifically allocated to the state where the property was used
" in accordance with the extent of use or, if the taxpayer was
not taiable in the state in which the property was used, to the
taxpayer's principal income state.é/ Such rules of allocation
would make little sense in the case of a manuéacturer who engaged
in equipment leasing. For instance, if goods were manufactured
in state A and leased to users in state B, it might turn out
that none of the income of the taxpayer was taxable in state A.

UDITPA as approved by the Commissioners on Uniform State
Laws set forth that business income was: )

‘Business income' means income arising from

transactions and activity in the regular course of

the taxpayer's trade or business and includes income

from tangible and intangible prop»rty if the acqui~

sition, management, and disposition of the property

constitute integral parts of the taxpayer's regular

trade or business operations.
Non-business income was defined as a residue: non-business

income is "all incomebother than business income."”
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On its fgce the definition of business income {F not particularly
enlightening, Two sorts of business income seem to be contemplated.
Pirst, income from “"transactions and activity in thé regular
course of the taxpayer's trade or business” are business income.

On its face, this definition clearly includes income from mainstream
commercial buying and selling in the taxpayer's trade or business,

However, the definition raises as many questions as itvanswers.

_ What is the taxpayer's "regular" course of business? Does this

include all types of activity which are normally engaged in

by the taxpayer, for instance, many corporate taxpayers will have
portfolio income. 1Is such income in the regular course of business
because it is usual or is such income not "regular" because -
" the taxpayer's "regular" business is manufacturing and selling
widéets.' Second, the income from préperty is business income

'if the acquisition, management, and disposition of the property
constitute integral parts of the taxpayer's reqgular trade or

Ibusinass operations.” The second branch of the definition of
busiress income may give somewhat more guidance to the definition

of business income than does the first definition., The requirement
that the acquisition, management, and disposition of the property
constitute integral parts of the taxpayer's regular trade or _
business operations at.least suggests that the income from property
will only be business income if integral to the taxpayer' 8 ':egular
trade or business operations." The requirement that something

be integral to business 'opérations' seems on 1;;-face a soggwhat -

more particularized requirement than that the income arise in

the regular "course" of business.
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On its face the definition of business income seems to
make sense only if it is construed as setting one test for income
from “transactions®” and "activity" and another test for income
from “"tangible and intangible property." 1Indeed, unless the
statute contemplates a separate test for income from property
the second branch of the definition of business income would
never havé to be invoked. Let us examine the example which
apparently caused trouble with the first draft of UDITPA: the
manufactugér who leases rathef than sells the final product.
Pirst, such 16come from the lease would seem to arise in the
regular course of the taxpayer's business. However, this fact
alone may not be enough-to make the income taxable. If we read
the statute with care we can note that income arising in the
regular course of the taxpayer's trade or business ihcludes
income from tangible and intangible property "if the acquisliion,
management, and disposition of the property constitute integral
parts of the taxpayer's regular trade or business operations.”
Income from property apparently has to dualify as business income
under the second part of the definition. For the case of the
manufacturer with the equipment lease, the acquisition of the
' property would have risen as~én integral part of the taxpayer's
business operations: the taxpayer made itt‘ Furthermore, the
managément of the property would also seem to be part of the
taxpayer's regular course of business since the taxpayer would
presumably provide spare parts and the like for both sold and
leased property. Finally, the disposition of the leased property
would be~a sale of the very same property which the taxpayer

manufacturers and would be thus integral to the taxpayer's business.
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Let us turn now to see how the Multistate Tax Commission
has interpreted the business income provisions of the statute.

The Multistate Tax Commission's regulations provide that’
*"in essence, all income which arises from the conduct of trade
or business operations of a taxpayer is business income.'i/
Furthermore, income is business income "unless clearly classi-
fiable as nonbusiness income.™ The regulations of the MTC make
no distinction between income from property and other sorts
of income since according to the MTC:

The classification of income by the labels used, such

as manufacturing income, compensation for services, .

sales income, interest, dividends, rents, royalties, .

gains, operating income, nonoperating income, etc,,

is of no aid in determining whether income is business

or nonbusiness income. Income of any type or class

and from any source is business income if it arises

from transactions and activityéyccurring in the regular

course of a trade or business.

By regulation the MTC has ruled the distinction between
income from property and income from more normal sales activities
out of the statute., In place of the discrete analysis which
appears to be required by the statute the MTC has adopted the
rule that "all t:ansactioné and activities of the taxpayer which
are dependent upon or contribute to the operations of the taxpayer's
economic enterprise as a whole™ give rise to business income.é/

Now, given the fact that the statute which the MTC has
been charged with administering is not as clear as might be
desired and given the important policy of not impeding the ft;e
flow of commerce within the United States, one could be'}ympathetic
with a set of regulations which attempted to make sense out

of the purposes underlying the business v. non-business distinction



826

contained in UDITPA. 1If the literal aﬁpllcgtion of the statute
produced results which were at variance with the lagger purposes
underlying its adoption, regulations which followed the general
intent of the statute might be preferable to those which followed
its literal meaning.

Any statute which attempts to apportion income for purposes
of taxation among the states should make as honest an effort
as possible to allocate income to those states in which it is
earned. As far as income from manufacturing and selling is
concerned, any set of rules apportioning such income to various
states will of necessity be somewhat arbitrary. If goods are
manufactured in state A, placed in a warehouse in state B, sold
by a salesperson in state C to a customer in state D and then
diverted.by the customer while in transit from state D to state E,
no amount of metaphysical reasoning is go}ng to provide an unam-
biguous ahswer to the question of where the income generated
by the sale should be taxed. One can only hope to devise a
seé of rules which provide a satisfactory answer in the large
majority of cases.

On the other hand, income from property can often be more
clearly located than can other sorts of income. If the property
is rented, the income from the property can be attributed to
the state where the property 1s.located. Income from dividends,
presumably should be allocated to the state or states where
the corporation paying the dividends earned the money from which
the dividends were payed, and th}s actually was the approach
taken by the first draft of UDITPA. The first draft provldea
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that dividends should be allocated to the state of the payer
except where the dividends di{d not originate in any state or
when the taxpayer was not taxable in the state in wﬂlch the
dividends orlginated.ll UDITPX as approved by the Commissioners
on Uniform State Laws allocated dividends to the state of the
taxpayer's commercial domicile. .

The regulations of UDITPA concerning the appropriate dis~
position of 1hcome from property seem subject to serious question.
Pirst, they do not seem faithful to either the wording of the
gtatute ér to its legislative history. The first draft of UDITPA
made a clear distinction between income from property and other ‘
sorts of income: all income from property was to be specifically
allocated to particular states. UDITPA as finally approved
contains language in the definition of business income which
apparently con;inues this distinction. Furthermore, althougﬁ
not as specific as might be wished, Professor Pilerce‘'s comments
on the Uniform Act seem to assume that income from intangibles
is allocated to particular states, not apportioned.g/ Additionally,
there is nothing in the ;eglslative history of UDITPA to lead
one to believe it was intended to make major changes in existing
rules of allocation. The general rule in the 1950's was that
income from property was taxed at the situs of the property.g/
Second, the designation of income from property as business
income to be apportioned among the states gives rise to situations
in which the states are permitted to tax income which has not
been earned in the state.

Since the taxation of dividends seems the most important
class of income from property which is currently denominated

*business income" by the MTC, let us now turn to that subject.

66-690 0 ~ 80 Pt.2 - 10
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Suppose that a corporation which manufactures and sells
widgets also has a subsidiary which manufactures and sells widgets,
éuppoae further that both corporations are successful and that
the subsidiary regularly returns its earnings as dividends to
the parent. According to the regulations of the MTC in such
circumstances the dividends from the parent to the subsidiary
would be denominated business income and apportioned to the
states in which the parent did business in accordance with the
parent's factors. A number of problems arisé from this treatment
of the dividends as "business income."” First, if the subsidiary
has paid state income taxes the effect of taxing the dividends
is to doubly tax corporate earninqs. Such earnings would be
taxed once when earned by the subsidiary corporation and taxed
again as.busihess income when réturned_to the parent. As things
now stand states og traditional corporate domicile have -- probably
as a price of retaining their traditional role -~ recognized
the problem of the double taxation of dividends and by and large
'exémpt such dividends from a tax.' On the other hand, states
not of corporate domicile do not have the same incentive to avoid
double taxation and may be pleased to tax the dividend income
of foreign corporations. Some states, such as Wisconsin, have.
adoptgd a middle ground: in Wisconsin dividends will not be
doubly taxed if the subsldiary'é income has been taxed by Wisconsin
but will be taxed if the income of the subsidiary was largely
earned in other states. In any event, the practical effect
of denominating dividends as business incomé is to increase
the instances of the double taxation of corporate earnings at

the corporate level,
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Second, the allocation of dividends income according to
the domestic factors of the parent has the effect of altering
finvestment choices. If the parent corporation decides to do
business in a UDITPA state or to increase its investment in
the state it must pay a tax on earnings from the new business
or investment as well as from the apportioned part of the dividends
received erm the subsidiary. On éhe,other hand, another taxpayer
who did not have the dividend income from the subsidiary would
pay taxes onlg on the income actually earned in the state.
By taxing divideﬁd income in accordance with the three factor
formula as applied to the parent's property, payrole and sales,
the UDITPA states, if they follow the lead of the MTC, will '

be taxing income which has not been earned in the state.

1v. BUSINESS v. NON-BUSINESS INCOME IN THE COURTS
Those courts which_have considered the distinction betwéen

business and non-business income have followed the MTC's lead
in 1gnoting‘the statutory distinction between income from
property an§ other sorts of income.lg/ As far as I can teli
from preliminary research, yhich is to be sure still incomplete,
eleven states have approached the question of whether 1nc9me
from property is business income by asking the question whether
the income arose in the regular course of the taxpayer's business.
None of these state courts ask the questions suggested by the
second branch of the definition of business income of whether
the "acquisition, management, and disposition of the property
ednstltute integral parts of the taxpayer's regular trade or

business operations.® Since some of these cases would have
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_been decided the same way even if the pargicular court had taken
a harder look at the statute which it was asked to apply, I am
not suggesting that all of the cases which have foliowed the
MTC's approach to business income were incorrectly decided.

The decision of the Supreme Court of Kentucky in Square D_
Co. v. Kentucky Board of Tax Aggeals;ll/ while not based on
nice distinctions contained in the definition of business income,
at least addresses the question of whether the dividend income
received by a corporation taxable in Kéntucky could be said
to have been earned in Kentucky. The court did not take the
opportunity to adopt the approach of whether the dividends
arose in the ordlnarn,coJkse of the taxpayer's business.
° The New Mexico Court of Appeais recognizes that the definition
of business income contained in UDITPA distinguishes between
income arising in the regular course of a taxpayer's trade or
business and situations where the acquisition, manégement and
disposition of property constitute integral parts of the taxpayer's
regular trade or business. - Bowever, the court has not yet focused
on thg fact that the statute distinguishes between income fron
property and other sorts of income. Indeed, the latest opinion
from the New Mexico é;urt of Appeals seems to adopt the MTC's
approach to the definition of business 1ncome.;2/

My reading of the cases decided under UDITPA gives substantial
support to the MTC's claim that it has promoted uniformity in
the application of state tax statutes to corporate income.
The MTC's approach to the dgfinition of business income has
been accepted and appiled by most pf the states which have considered

the question of defining business income. To be sure, some
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states heve not accepted the MTC's very expensive definition

of business income. However, no state has yet construed the

ataﬁute in accordance with {ts literal meaning. On the other

hand the substantive law which has developed seems to me to

pose substantjal threats to the free flow of commerce within

the United States. Let us turn now from the interpretation

of the definition of "business income"™ to an analysis of some

of the results reached under the MTC's approach to defining

business income. ’ .
In American Smelting and Refining Company v. Idaho State

Tax Commission,lé/ the Supreme Court of Idaho held that the dividends

received by ASARCO from M.I.M. Holdinge, Ltd., a corporation
doing business in- Australia, in which ASARCO held a 52.7% stock‘
1ntérest'were taxaﬁle business income to be taxed by Idaho in
accordance with a three factor formula which made no effort
to'assign any of the dividend income to Australia. In holding
that a portion of such dividends were taxable by Idaho the court
pointed out that it recognized "that M.I.M. for the years in
question, seems to have operated independently of ASARCO and
\did little if any business with ASARCO.'li/ Furthermore, because
\of strong natlonaligtic feeling in Australia ASARCO had nét
voted its stock for directors of M.I(ﬁi;but had allowed the
other'shateholdets, presumably Australians, to select the boﬁ:d
of directors of the company. I see no way that the income f}om
the capital invested in H.I}H. can reasonably be said to have
been earned in Idaho.

In a recent case ‘involving, among other things, income

from foreign subsidiaries the MTC has pursuéd its effort to
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have dividend income considered as buslness\{ncome to be apportioned
among the MTC states. In Caterpillar Tractor Co. v. Lenckoslé/
the Illinois Supreme Court considered the question of the proper
treatment of the earnings of subsidiary corporations of Caterpillar
Tractor doing business in foreign countries. UDITPA contains

no definition of taxable income. Illinois like some other states
has keyed its definition of taxable income to the definition

of taxable lﬂcome for federal tax purposes contained in the
Internal Revenue Code of 1954.15/ Under the Internal Revenue Code
of 1954 in ordet hot to give tax preference to investments abroad
the general scheme for income earned in a foreign country is

that both the post tax income earned in the foreign country i

and the taxes paid in the foreign country are treated as taxable
income for purposes of the federal corporate income tax. The
basic idea behind the federal scheme is that income earned 16
foreign countries should be taxed at the same rate as income
earned in the United States. To accomplish this purpose the
Internal Revenue Code provides that the foreign source income
will be taxed at the usual rate for the corporate income tax

and thus, as set forth above, requires that both the taxes paid
and the post tax income be reported as income for federal tax '
purposes. The Code then goes on to provide that the taxes paid

to the foreign government can be a credit for federal income

tax purposes. The Iliinois Supreme Court held that this "income"
from foreign sources was "business income" and was properly

to be taxed by Illinois in accordance with the domestic factors

of the Caterpillar Tractor Company. Again, I see no reasonable
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’

grbunds on which the income earned by Caterpillar Tractor in
foreign countries can properly be apportioned to Illinois on
the ground that such income was "earned™ in Illinois,

w1iﬁ'respect to income from capital gains, rents, and royalties
a number of recent cases have followed the MTC's approach and
have taxed such income as "business income® arising in the ordinary
course of the taxpayer's business. Becau;e the court need only
find that the income in questiol arose in the ordinary course
of business and need not ma%e any further finding that the income
from capital gains, rents, or royalties could reasonably be
said to have been earned at least in part in the taxing gtate,
some of these cases might have come out the same way if decided
under a different standard. An example of the application of

UDITPA is Atlantic Richfield v, State of Colorado,ll/ a case

in which the MTC appeared as amicus curiae, In an effort to
secure approval by the federal government to its ﬁérger with
Sinclair 0il Company the taxpayer, Atlantic Richfield Company,
80l1d certain properties in the northeastern and southeastern
United States to British Petroleum. None of the properties
sold were located in Colorado. The Supreme Court of Colorado
based its holding that the capital gains from the sale should
be business income taxable by Colorado as apportioned on the
ground that such gains "resulted from a transaction iﬁvthe regular
course of Richfield's busihess.' Because the court so found

it concluded that it "need not decide whether the second clause
of the statute [the definition of business income] establishes

a functional test to be applied to this 1ncome.'£§/
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The ordinary-course-of~business test when applied to income.
from property does not answer the question whether the income
from the property was earned in tﬁe state which is ;ttenptlng
to tax that income. I do not know whether Colorado was justified
in taxing the capital gain income in Atlantic Richfield v. State
of COIOtado:m E;d the court applied the definition of business
‘income set forth in the statute it would at least have been A
required to find that under the statute the "acquisition, nanage-.

"ment, and disposition of the property" constituted "integral
parts of the taxpayer's regular trade or business operations."”

The most troublesome part of the definition from the point of
view of Colorado's taxing the gains from real property located

in anothe: state uould have been to find that the "disposition®

of such p:opertles was an integral part of the taxpayer's “"regular
ttade or business operation.”

As a nozmative matter, the course of judiclal decision
under UDITPA seems to be to tax "business income® which does
not have that clear a relationship to the state which is seeking
to impose the tax, The tax upon income not earned in the state
assumes its clearest expression in the taxation of dividends
and it is the taxation of dividends which seems to me to pose
the most serious threat to the free flow of commerce between
the séates. To be sure, the appiicatlon of the MTC approach
to dividend income may not have that much effect upon the bu;iness
decisions of large integrated oil companies with significant
market power. However, for other taxpayers with less market
power the rules of law which have been, and_are being, developed

Beem to pose a significant threat to interstate business.
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V. THE UNITARY BUSINESS DOCTRINE

The unitary business doctrine provides that 1n_app:opx1ate
circumstances a "unitary business" should report its income
for apportionment without regard to how the business is organized.
Under the doctrine a division of a taxpayer can separately report
its income to a state as a unitary business or alternatively .
a number of corporations which are ‘commonly owned may be combined
as a unjtary business.

The unitary business doctrine if improperly applied can
have the effeét of taxing incomé not actually earned in a state.
The basic notion that if a company is an integrated economic
unit it should not pay less tax makes sense. However, on the
other hand, the three factor formula which is applied to apportion
income may in fact distort income. Let me give an ekample.

The doctrine has recently been applied to a number '
of vertically-integrated natural resource companies.lg/ This
application may in fact tax income not earned in the state.
For instance, ;ettically integrated oil companies probably do
make more money in today's markets from owning oil than they
do from owning gas stations. 1It is not a closely held secret
that the owners of oil are rich and that in recent years many
gas stations have eithe: been closed or have gone on restricted
hours. If an oil company, which does retail business in a state,
claims that it is making relatively little money on account
of its retail operations, the allegation may well be true.-
On the other hand, ten or fifteen years ago the accounting situa-

tion was probably the opposite: the expensing of various costs
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'of exploration meant that the oil companies probably showed
more income from selling gas than they did from finding it
and owning 1t.2Y o

There seems to be no szt answer to the question of when
the unitary business doctrine should = applied.gi/ However ,
there do seem to me to be situations where the application of
the doctrine will in fact distort the income which is to be
apportioned to a particular state..

w As an economic matter, if tax rates were uniform and if
all states in which the taxpayer 4id business used the unitazy1
business doctrine to tax the taxpayer's income, there would
in fact be no distortions. vFor every "extra" dollar which was
taxed in a state in which it was nét earned, a dollar would
not be taxed in a state in which it was in fact earned. Thué
the taxation of “"extra® income since it was accompanied with
under taxation in some other state would result in no burden
to interstate commerce.

On the other hand, if application of the unitary businesa
doctrine resulted in paying an "extra" tax on income not earned
in tﬁe taxing state and if there were no compensating adjustment
in some other state, the use of the unitary business doctrine
would be a deterrent to investment. The arguments against the
application of the unitaty business doctrine to foreign source
income seem to me to raise the specter of a tax by a state on
income not earned in the state which tax is not mitigated by
any>aimunition of taxes in the state in which the income was

in fact earned. Treasury's Donald Lubick gave an example
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at the hearings on H.R. 5076 of a case where the application

of the .unitary business doctrine appeateq to tax extraterritorial
income without any compensating tax reductions in tﬁe states

where the income was actually earned. According to my recollection
of Lubick's testimony, a Hong Kong bank established a banking
operation in California which had income in the particular taxable
year of about $76,000. California applied the unitary business

doctrine, used a world-wide three factor formula, which picked

» dﬁ substantial income from other sources, and, according to

Lublck's testimony, levied a tax which was in excess of the

earnings in California. As I remember the denouement, the California .

branch was closed. Thus the application of the unitary business
doctrine can in some cases where income outside the United States
is involbed result }n an extra tax burden because of the choice
of doing business in a state.

. As far as UDIfPA is concerned the ptévisions which pernmit
application of the unitary business doctrine seem far from unam-
biguous. The following propositions seem to me correct:

1. . UDITPA on its face gives no specific authority for application
of the unitary business doctrine.zZ/
2. The only apparent authority for the application of the
unitary business doctrine is Article IV § 18 of the Multistate
Tax Compact, the so-called'equitable adjustment provision.
3. Article IV § 18 required an affirmative finding that th;
» normal methods of repofting income fail to adequately

represent the business activity within the state.gé/
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The regula@ions of the MTC may be more expansive than the
statute permits. The current regulations require no finding -
that the income as reported by the taxpayer "not faizly represent
the business activity of the taxpayer in the state.'—i/ In a recent
major test case in Illinois concerning the application of the

unitary business doctrine, Caterpillar Tractor Co. v.;genckqg,zé/

the Appellate Court of Illinois upheld the position of the MTC
concerning application of the unitary business doctrine. However,
the opinion contains sucﬁ a brief analysis of the applicable

law that it is not a strong precedent.

Income earned ocutside of the United States occupies an
anomolous position. One of the major effects Qf state corporate
income taxes may be to encourage investment in countries which
have lower tax rates than the United St;tes. The federal govern-
ment has attempted to mitigate this obvious incentive to invest
abroad by eliminating some of the tax haven aspects of foreign
investment. However, there is no accommodating state policy
and any state policy of taxing income earned abroad faces difficult
problems. First, if a state which is not a domiciliary state
taxes income which is no£ earned in the state there is an obvious
disincentive to investment in such state. On the other hand,
the state of corporate domicile may well be dissuaded from taxing
such income due to the ability of corporations to change their
domicile. From a national perspective the federal government
could either prohibit the states from taxing foreign source
income or could grant a tax credit to corporations for that
portion of their tax wqich was paid on account of foreign source
income. Either policy would both remove impediments to investment

in the states and solve the tax haven problenm.
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vI. JURISDICTION TO TAX: “SOLICITATION" UNDER P.L. 86-272

Attached to this memorandum is a copy of a paper prepared
by a third-year 1a§ student at the University of Minnesota,
Jerome Kahnke. As Mr. Kahnke's paper reveals there is no sub-
stantial agreement among the states concerning the meaning
of P.L. 86-272.

P.L. 86-272 provides in pertinent part that a state shall
not be permitted to tax income derived from witpin a state if
the. only business activities within the state are the "solicitation
of orders ., . . which orders are sent outside the State for
approval or rejection and, if app?oved, are filled by shipment
or delivery fiom a point outside the State.” .

As Mr. Kanhke's paper points out, to date eleven states
have construed the protections against state taxation afforded
by P.L. 86-272. The polar extremes of interpretation are Oregon
and Pennsylvania. According to tﬁe Supreme Céurt of Oregon:

'[S]lolicitation' should be limited to those generally

accepted or customary acts in the industry which

lead to the placing of orders, not those which

follow as a natural result of the transaction,

technical assistance and traiging 287 noor (and)
The Supreme Court of Oregon's construction gives the protection
afforded by Congress under P.L., 86-~272 the narrowest possible
construction. On the other hand, the Supreme Court of Pennsylvania
has given the statute a broader, and in my way of thinking a more
sensible interpretation. According to the Supreme Court of
Pennsylvania:

The import of these decisions is that "solici-
tation®™ does not stop at the moment a prospective

customer (or wholesaler) is asked to consider pur-
chasing the seller's goods: other practices incident
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to the initial contact between buyer and seller,

such as advice on making the product attractive

to the ultinatggj9naumet, also fall under the rubric

solicitation.

Whatever one may think of the substantive issues 1nvolved‘
in interpreting P.L. 86-272, the law seems neither uniform nor
workable. Suppose, for instance, that a lawyer who represents
a client desiring to acquire a corporation is asked to write
an opinion letter setting forth the to-be~acquired corporation's -
potential liabjilities for state income taxes. If income tax
returns have not actually been filed in all states in which
sales had been made, the lawyer in many instances would, in my
opinion, have to inform the client that under the Oregon definition
of solicitation the corporation to-be-acquired faced potential
income tax liability plus apptopriaée penalties and interest
in all states in which the corporation had made sales but had
not filed a return. Under the Oregon test of solicitation the
facts necessary to determine taxability may not be readily available
either to the lawyer who represents the potential acquirer or,
indeed, :0 the to-be-acquired corporation itself. The corporation
may well have instructed its employees to do no more than solicit
o:der;. However, the salesperson, who is anxiéus to keep an
account, may well have parformed services which would subject
the corporation to ipcome gax liability under the Oregon test.

An objective tes* wﬂiéh was framed in terms of the volune
of sales would be vreferahle to the current standard. The law
should provide that a certain dollar volume of sales in a particular
state subjected the seller to that state's jﬁrisdiction for

purposes of a state income tax.
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VII. CONSTITUTIONAL PROTECTION AGAINST IMPEDIMENTS TO THE FREE
FLOW OF COMMERCE WITHIN THE STATES
As the above analysis has attempted to indicate the essential

_propection which should be accorded to business in interstate
commerce is the protection against barriers to investment in
nondonmiciliary states. As far as the income tax is concerned
there is a barrier whenever a state is able to tax income earned
in a state by an interstate business at a higher "effective
tax rate" than is visited upon other businesses within the state.
The requiremernt that an interstate business pay a higher "effective
tax" means that the interstate business earns a lower return
on invested capital than local compagies. Furthermore, if invest-
ments are available which permit the interstate business to
invest elsewhere and earn a normal retu;n on invested capital
the effect of taxing income not earned in the state will be -
to cause the interstate business to withdraw from the state.
The reason I have placed quotations around "extra tax"™ is that
one need both consider the additional tax paid to the state
which taxes income not earned within its borders and the tax
saving, if any, realized in other states which may have accom-
modating statutes releasing the "extra" income to the taxing
state, Only if the next effect is an extra tax will there be

" an iﬁpédiment to investment .in a state which taxes income not
earned within its borders. It is this notion of a tax saving
in another state which gives credence to the oft repeated shiboleth
that a uniform system of taxation will not result in excessive

burdens on interstate commerce.
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The present Supreme Court has yet to focus its attention
upon the effects of income and other taxes upon investment and
business decisions but has instead tended to focus én the subsidiary
and sometimes irrelevant question of whether a taxpayer has
in fact been subjected to double taxation., In Japan Line Ltd.
v. County of Los Angeles the Supreme Court granted the taxpayer

relief on the ground that the taxpayer should be protected against
double taxatlon.zg/ As a practical matter the tax under dispute .

in Japan Line offered no disincentive to doing business in California.
On the other hand, in cases in which there is no double taxation .
but where a substantial disincentive to investment is present

the court has focused too much on the possibility of double

taxation, without addressing the nore important question of

Hheéher the rule of-taxation being attacked will have a chilling
effect on interstate commerce. In particular, the opinion of

the Court in Mobil 0il Corporation v. ngﬁissioner of Taxes

of Vermont, seems tOo me poorly founded.gg/

In Japan Line the Court was presented with a challengeéﬁ
California tax on cargo containers. As the Supreme Court understood
the problem it was that Japan placed a tax on the cargo containers
of its domiciliary corporations, which the Court was powerless
to apportion., California also placed a fairly apportioned tax
. on‘thé cargo containers in accordance with the extent of their
use in California. The Court, granted relief to the taxpaye;s,
among other reasons, to avoid double taxation. This is not
the place to review previous decisions upon which the Court

relied. However, as a matter of tax incidence Japan's tax was

the equivalent of a fixed cost on the ownership of the cargo
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containers and would have no effect upon business decisions
since Ehe tax was apparently to be paid no matter where the
eoﬁtalners ueée used. California's tax on the other hand was
fairly apportioned and merely imposed the same costs upon Japanese
who competed in California‘s market as was imposed on others
who offered the same services. Since the tax at issue would
not in fact have a chilling effect upon interstate commerce
there was no compelling reason to grant protection under the
Commerce Clause. |

On the other hand, in Mobile Oil Corporation v. Commissioner
of Taxes of Vermont the Supreme Court considered the constitution-
ality of Vermont's taxation of the dividends received by the )
Mobile 0Oil Corporation. Since these dividends were not taxed
in New York, the state of commercial do&icile, there' was no
double taxation.. According to the Vermont statutory scheme °
corporate income including the dividends received by corporations
which were doing business in Vermont were to be taxed according
to an apportionment formula which represented "the arithmetic
average of the ratios of sales, payroll, and property values
within Vermont to those 6f the corporation as a whole.'ég/
The apportionment formula used by Vermont made noAéffort to
attribute any of the income garned by foreign subsidiaries to
the places where those subsidiaries had actually earned the
income but focused solely upon the fact that the income had
been earned by Mobile which was admittedly doing business in

Vermont,
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Rather than focusing upon the question of whether the dividend
income which Vermont sought to tax had been earned in Vermont
the court placed its emphasis upon the threat o7 double taxation
should New York, the state of commercial domicile, choose to
tax Mobile's dividenq_income.

For reasons that are not apparent to me neither the Court
Jdor counsel focused on the economic effects of taxing income
not earned in a state. Much of :he'atgument concezhing the
taxation of extraterritorial values centered around due process
restrictions on the states' power to tax income not eatnea within
the state rather than upon the chilling effects on interstate
investment of taxing income not earned from business done {in
the state. The Court upheld Vermont's statutory scheme.

The Court limited its inquiry,

to the question whether there is something about

the character of income earned from investments in

affiliates and subsidiaries operating abroad that

precludes, as a constitutional matter, statzl;axation

of that income by the apportionment method.

The Court should have concluded that requiring those engaged
in interstate commerce to pay a tax not only on the income earned
within the taxiﬁg state but also on income earned from invest-

ments abroad posed an unconstitutional barrier to the free flow

of commerce among the several states.
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Submission of
INTERNATIONAL BUSINESS MACHINES CORPORATION

International Business Machines Corporation (IBM) appreciates
this opportunity to comment on $.1688, which we support.
S$.1688 addresses the practice of a few states which extend
their tax jurisdiction by taxing the income of corporations
operating solely outside the United States and having income
derived from non-U.S. sources. These states extend that
jurisdiction through an apportionment formula known either

as "unitary" or "worldwide combined reporting.”
IBM

IBM, which operates in over 120 countries around the world,
derived approximately half its 1979 corporate revenue from
sources outside the United States. Since IBM's products must
accommodate national and special customer requirements
without basic changes in design, the efficiencies of manu-
facturing these same products worldwide have been central in
reducing computer costs to continually lower levels. Plants
abroad are specialized by product to benefit from economies
of scale. It is primarily because of our manufacturing
presence in these countries that IBM has become an important
supplier of information handling equipment and services
abroad. Marketing and servicing in overseas environments
are done by local sales and service personnel who are

better attuned to local customs and requirements.



850

IBM's overseas operations have been of clear benefit to the

U.S. domestic economy:

- In the 1975-79 period, IpM'a~ba1ance of payments
contribution to the U.S. was about $8.3 billion.

- In 1979, our provision for Federal income taxes on U.S.
operations was about $1.2 billion. 1IBM's state income

taxes in 1979 totaled $127 million.

The unitary system of income apportionment (unitary system)

is thus of interest to IBM notAonly because it directly
affects us in those U.S. states using it, but also because

it affects economic relationships with those foreign countries
where IBM operates, which are concerned about the effect on
their corporations having U.S. subsidiaries located in

unitary states,

UNITARY SYSTEM

The unitary system is unfair because it doubly taxes foreign
income. It attributes to a state foreign income derived from
manufacturing, marketing and service operations abroad, often
in the absence of an explicit or implicit relationship between
operations in the state and those overseas. This attribution
results in state taxation of such foreign income in addition

to the taxes already paid to the countries where those opera-



851

tions are conducted and where the income is earned. 1In 1979,
IBM's effective. tax rate on non-U.8. operations, before addi-
tional state taxes, was 47.7%, which is higher than the
maximum U.S. statutory rate of 468. Our rate on U.8. opera-
tions was 43.9%.

Wwithin this context, IBM believes that the unitary system
results in: (1) over-apportionment of income, for state tax

purposes, by those states using it; (2) taxation by those

' states of income not taxed by the federal government and

{3) potentially disruptive effects on international economic
relationships between the United States and foreign countries

which have corporations with subsidiaries in those states.

{1) Over—-Apportionment of Income: Most states, in appertioning

corporate income for tax purposes, use a three-factor formula
based on payroll, sales and property value. The relative costs,
among those three factors, do not &IEA1y vary domestically.

The same apportionment ratio, applied internationally to a
group of related corporations, as under the unitary system,

can resq}t ;p an overstatement of the amount of foreign source
income, if ﬁny, attrigutablo to the state. The same combina-
tion of principal factor ratios such as payroll, sales and
property value can produce differing amounts of income in
various counties. When combined with currency conversion

and timing fluctuations, it becomes clear that applying a single
ratio to income derived from many sources outside the U.S., as

under the unitary system, is inaccurate and inequitable.

-
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(2) Taxation of Income Not Taxed by the Federal Government:

A fundamental tenet of international tax law and practice is
that foreign source income is taxed by the home country when
it is remitted. No country in the world, including the
United States, taxes unrepatriated foreign source income.
However, those states using the unitary system, because they
apply their apportionment formula to related corporations
abroad on a current basis, tax foreign source income when
earned even if that income is never sent to the U.S.

This state law not only exceeds the scope of federal law,
which only taxes that income when it is remitted as a dividend,
but also violates one of the most basic rules of taxation

among countries.

(3) Potentially Disruptive Effects on International Trade:

United States federal income tax regulations and those of
our major trading partners determine the income of related
enterprises in various countries on the basis of an "arm's
length" pricing standard. That standard is, in addition,
embodied in the model tax treaty of the Organization for
Bconomic Cooperation and Development (OECD) and in the
United Nations 1974 report on international corporations.
For states to apply an inconsistent taxing method is poten-
tially disruptive of trade and tax relationships with the

major industrial countries.

-
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Undof the unitary system, records of related entities, in

the United States and abroad, must be filed for state income
tax purposes. The records of American-based corporations é4re
generally kept in U.S8. dollars, and they conform with U.S,
accounting principles but are not usually in conformance
with the varying state tax accounting rules. On the other
hand, foreign-based international corporations with operations
in unitary states are generally required to submit records

to such states in U.S. dollars and in conformance with U.S.
accounting principles even though it is highly unlikely that
any foreign corporation would keep its non-U.S. records in
such a manner. Thus, it must convert its worldwide records
accordingly. Since the burden of this conversion process
falls singularly on foreign-based corporations, it could be
regarded by them as discriminatory.

Similarly, foreign governments do not tax American-based
corporations at the national or local level on a unitary
basis; therefore, they may believe taxation of their national
corporations with operations in unitary states to be discrimi-
natory and consider retaliatory action. State tax law should
thus be brought into conformance with those tax principles of
the federal government relating to foreign income in order to
qliminate the disruptive nature of the unitary system on

international trade.
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COMPETITION

The foreign-owned companies with which IBM Eompetes abroad
enjoy tax treatment at least comparable to, ané often more
favorable than, the treatment the U.S. Government accords
American companies. In addition, many of the foreign infor-
mation handling companies which compete with IBM receive
assistance from their ;overnments in the form of direct
subsidies, favored status for government procurement,
‘research grants, and other direct and indirect forms of aid.
The following chart indicates government research subsidies

for the information-handling industry in major industrial

countries:

Country Amount Period
France $500 million 1980-85
Germany 540 million 1980-83
Italy 355 million 1979-81
Japan 116 million 1979-80
Sweden 111 million 1979-82
United Kingdom 540 million 1979-83

In France and the United Kingdom, the government also maintains
equity participation in major national information handling
companies. Japan has grantéd $1.7 billion in "soft loans" to

its manufacturers in the 1973-1980 period.
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IBM wants neither government assistance nor protection. We ask
for nothing more than sensible tax and trade laws which recog-
nize the need to maintain international competitiveness. While
there may be debate as to whether tax legislation is the correct
forum in which to promote such competitiveness, there can be no
question that it is an inappropriate means to discourage it. -
The unitary system of state taxation penalizes those companies
with international operations in many cases by doubly taxing

the income derived thereof. Such double taxation runs counter

to both an Bquitable tax policy and a meaningful trade policy.
$.1688

$.1688 would preclude application of the unitary system
to non-U.S. corporations and thus remove an irritant between
the United States and its major trading partners with subsidi-

aries in unitary states.

With regard to U.S.-based corporations, S.1688 has two advan-

tages. Pirst, states would be allowed to tax the foreign

source income of corporations at the time the federal govern-

ment taxed it, that is, when a dividend is paid to the U.S. )
shareholder. Second, an appropriate allocation formula would

prevent states from taxing a greater portion of the dividend

from a foreign subsidiary than the federal government effect-

ively taxes. The combination of allowing states to tax foreign

income only in the amount and at the time taxed by the federal

government would resolve the conflicts between federal and state

law which the unitary system creates.
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In addition, the tax treatment of dividends from related
foreign corporations proposed in S.1688 would, in general,
be similar to the tax treatment accorded dividends from

related domestic corporations.

IBM urges speedy enactment of S.1688 as a means of eliminating
unfair state taxation of foreign source income of both U.S. and

foreign-based companies.
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STATEMENT OF DONALD G. SCHURMAN
VICE PRESIDENT AND TREASURER
ALCAR ALUMINUM CORPORATION, CLEVELAND, OHIO
T0 THE FINANCE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT
UNITED STATES SENATE
JUNE 24, 1980

<

I am Donald G. Schurman, Vice President and Treasurer of Alcan
Aluminua Corporation, Cleveland, Ohio. On behalf of Alcan Aluminum
Corporation, I heartily urge that the provisions of S. 1688, and
especially Section 7518(a), de adopted. While we also support S. 983,

my comments will be ycatricted to S. )088,

Alcea Aluminum Corporation has annusl sales of adout $1.2 dbilliom,
assets ‘n excess of $500 million, 21 fabricating plants, and more than 40
other operations including service centers snd warehouses in the United
States, In addition to filing a combiped report in Califoruis, which is
discussed more fully below, Alcan Aluminum Corporation files state tax
returns based on income in 28 other states. Alcan Aluminum Corporation is
8 vholly-ovned subsidiary of Aluminum Company of Canada, Limited, which in
turn is owned by Alcan Aluminium Limited of Montreal, Canada, both Canadiaa
companies. Alcsn Alwminium Limited in turn has nearly 100 subsidiaries
throughout the world. -

INTRODUCTION TO SECTION 7518(a)

Although Alcan Aluminum Corporation supports S. 1688 because it
resolves problems that multinational companies have had to struggle with
for years, my focus today is upon Section 7518(s) of the Bill.

Section 7518(a) provides generally that no state or political sub-
division may include in taxatle income, the income of a forefgn corpora-
ticn vhich {s a member of an affi{liated group unless such income is subject

to tax under Federal tax rules.
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ILLUSTRATIONS OF COMBINED REPORTING

Perhaps it would be helpful to define what is meant by a combined
report such as that used by California for related corporations held to be
engaged in a so-called "unitary business" by reason of & unity of owmership,
operation, and use.

A combined or consolidated report for state tax purposes is somewhat
similar to the consolténted return that may be filed for Federal income
tax purposes, but in contrast to the Federal consolidated return, a taxpayer
can be required to file a state combined or consolidated return which in-
cludes the income and apportionment f;c:ots of a taxpayer's affiliates
even though those aff{listes do no business in the taxing state or the
United States. An excellent illustration of Californis's combined reporting
system is found in George Carlson's, "State Taxation of Corporate Income
froa Foreigh Sources," published by the Depattment of the Treasury and

contained in its Essays {n International Taxation: 1976. Mr. Carlson's

example 1is set forth below.

"For example, suppose U.S. parent corporation
A and vholly owned subsidiaries B and C form a unitary
business and are engaged in the business of manufacturing
snd selling lathes. Corporation A manufactures lathes and
does no business outside California. Corporation B sells
lethes in California and other states, while Corporation C
sells the lathes abroad and does no business in the United
States. Since Corporations A, B, and C are a unitsry group,
a separate but combined return must be filed for Corporation
A and Corporation B, each of which does business in California.
Although Corporation C is not required to file a return in
California, its income and apportionment factors are included
in the combined return of the unitary group. The total income
is spportioned to Californis by a 3-factor formula. Suppose
‘that the payroll, property, sales, and taxable income for
these corporations are as follovs:
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Corpor~ Payroll Property Sales Taxable
ation Total Calif Totsl Calif Total Calif Income
A 120 120 180 © 180. 240 - 240 50
B 80 40 120 60 160 80 50
c 100 -0 150 0 200 0 80

300 160 50 250 €00 320 180

Corporation A's taxable income in California under
the unitary approach would be computed as:

120 . 180 _ 240

333'* %50 * &0 " 0.40 = unitary apportionment factor

0.40 x 180 = 72 = taxable income in Californias
Corporation B's taxable income in California under
the unitary approach would be computed as: -

40 60 80
300 * 750 * 600

= 0.133 = unitary apportionment factor
0.133 x 180 = 24 = taxable income fn Californis"

As the above example fllustrates, combined reporting results in $96 of
income being treated as taxable by California, an amount equal to all of
Corporation A's taxable income (since it does business only in California)
and almost all of Corporation B's taxsble income - even though Corporation
3's factors suggest that it does considerable business outside of California.
Thus, it seems clear that a combined report effectively subjects to Califormia
tax the income of corporations such as B and C which derive only part, or none,
of their income from business activity in California.

When applied to a corporation doing business in California with affi{liates
doing no business in the Unicted States, the combined reporting requirement

produces s manifestly unfair tax burden as illustrated by Alcan Aluminum

Corporation's experience with California's combined reporting.
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Alcan Aluminum Corporation has subnitted Californis Franchise Tax
veturns for the years 1965 through 1978. The California Franchise Tax
Board's policy of applying its unitary business concept which combines the
incomes of a related group of corporations operating outside tﬂ; United
States will produce an additional tax on Alcan Aluminum Corporation for
the years 1965 through 1978 of approximately $2 million. A refund
proceeding has been commenced in California contesting the legality of
such assessments.

Io 1969, Alcan Aluminum Corporation incurred s lo;s in its United
States operations that vas sustained after sn sudit by the Internal Revenue
Service. Nonetheless, by applying the combined three-factor formuls sgainst
the vorldvide income of Alcan's so-called "unitary group", the California
Franchise Tax Board determined that Alcan Alu;tnua Corporation had income
from Caslifornia alone of $3.3 million and that a tax for such year of
spproximately $229,000 was due. The Board schieved this result dy using
combdined reporting to determine the tax with reference to Alcan Aluainum
Corporation’s operations and the profitable operations of other corporations
rvelated to it through its Canadian parent that operate totally outside the
Unit:d States, »ost having no operational connection with Alcan Aluminum
Corporation vhatsoever, such less vith California. It to;-s clear that
such & tax is levied on income earned not only outside California but out-

side the United States as well,

ANALYSIS OF SECTION 7518(a)

Section 7518(a) of the Bill presents a reasonsble and workable

solution to the prodleas faced by United States corporations with
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affilistes operating in foreign countries. It generally permits the
filing of combined reports, but prohibits the fnclusion in the report of
the income ofA}elated foreign corporations unless such income is subject

to tax under Federal tax rules.

We believe that Seétion 7518(a) is fair to taxpayers and the states
and that it is consistent with general principles of international law
and constitutional principles circumscribing the taxing power of the states

as ve understand them.

POSSIBLE VIEWS OF STATE TAX AUTHORITIES

Various state tax authorities have expressed the view that the
combined reporting method for unitary businesses is simple, effective, and
equitable; however, we do not believe that this is, in fact, the case.
Combined reporting is said to be simple and effective because it is easier
to sudit a single company that computes its tax liability with reference
to the combined income of & unitary group than to audit the separate
tetorns of affilistes. Nevertheless, it would seem that the effort required
for a thorough audit of a combined report should be as great as that re-
Quired to audit the returns of the so-called "unitary" affiliastes involved,
because an audit of a taxpayer's combined report would seem to include an
sudit of the sffiliates’' figures, unless the affiliates’ income and apportion-
sent factors are sccepted for state purposes without audit.

The combined reporting method 15 also satd to be easier to administer
since it prevents income shifting between separate corporations and does not
trequire an analysis of arw's length transactions between affiliates similar

to that of Section 482 of the Internal Revenue Code. We doubt, howvever, that
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combined reports are, in fact, generally easier to adainister than returns
£1led under an sarm's length standard because the factual investigation and
legal analysis necessary in the first instance to estsblish the unitary
group for a combined report is probably as difficult and time consuming as
would be the administering of an arm's length spproach.

Ve are also avare of the viev that if combined reporting were limited,
states using combined reporting under a unitary system would suffer a
substantial decline in revenue. Whether or not such a limitation would
actually result in s loss of revenue is of course difficult to predict,
but it is interesting to note George Carlson's response to this concern in
the Department of the Treasury's study, "State Taxation of Corporate Income
from Foreign Sources,” mentioned above. Mr. Carlson states at page 268:

"Assuning that the unitary system £{s s device

to measure Californis income, and not s device to

tax foreign income, prohibition of the unitary

systea should involve little or no revenue change.

Novever, California tax suthorities have suggested -

that State tax revenues would decline by $125 million

wvithout the unitary system. The basis of this esti-

mste is unknown.”

While it {s undoubtedly true that no resolution of this questioa
can be schieved vithout controversy, wve strongly beliesve that the reasons
supporting Section 7518(s)'s limitation on combined reporting far outweigh
any disadvantages that say be perceived to arise from such s limitation on

coabined reporting.

STRONG POLICY REASONS SUPPORT LIMITING
COMBINED REPORTING

Section 7518(a) 1s s fair and reasonsble compromise to sn issue

that has genersted considerable controversy and litigation over the years.

’
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3f sdopted, Section 7518(a) would halt the proliferstion of combined
seporting taxstion in other states. Unless it is stopped, !u-:urc invest~
sents in the United Suus»vul be ndv;ruly affected bacause o.t the fear-
that affiliates of multinationsl companies will incur substantial state

taxes far in excess of the bemefits of doing business in those states. We
believe that adoption of Section 7518(a) will encourage foreign invcltncuf in
United States industry and mean more jobds and income for workers.

By excluding certain companies from combined reporting, Section 7518(a)
would provide long needed standards to help taxpayers comply with the comdined
reporting requirenents of states such as Californis, since including foreign
affiliates under the current methods presents sudstantial problems resulting
- from inadequate regulatory instructions as to.-how to prepare & combined
report vith raspect to foreign affiliates subject to different tax snd
sccounting rules. This difficulty :ln complying with the combined reporting
vequirement is often exacerbated by an inability to obtain the dats necessary
to ascertain (1) the affiliates that are to be part of the so-called unitary
group and the af filiates that msy be part of other ssparate unitary groups .
vot generally recognized by the state tax authorities, and (2) the taxsble
dncome of foreign affiliates to de included in the combined report.

This latter prodlem is especially perplexing since, at least in ..
California, the comdined reporting instructions require taxpayers to begin
with Federal taxable income in preparing a comdined report, thus necessitating
the conversion of income reported in foreign financial and tax statements into
Fodersl taxable income concepts and figures vhich, when 30 converted, may well
bs foreign source income not taxable under Federal principles.
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The state tax sdministrators sees to face the same prodlems. In
our experience the California autbherities have simply used the financial -
statesent incoms of !gutp a{fuhtu‘ia preparing thair calculations
of wnitary income for the combined report, thus overlooking the isportant
differences, recognized by the California rules, between Federal taxadle
dncome and income as reported in foreign financial statements. Our
experience has also been that at the administrative level the Califormia
suthorities have besn mﬂl{n.;_:o treat uch year separately in
deternining vhich affilistes sre indeed part of a unitary business subject
to the combined reporting requirement, preferring instead just to assume
that the unitary group does mot change - thiteby avoiding the massive
factoal investigation isplicit in the unitary ccacept. We balisve that
Section 7518(a) affords an odjective and uif.o.n' spproach by vhich to -
deternine vhether a foreign sffiliated corporation's income is includable
in & combined report. ) _

Section 7518(s) svoids the doudle taxation which can occur by

reason of wml; a corporation doing business in Californis with yeference .

to heo- ';ncra;d and taxed in foreign countries, as demonstrated by the
California position with respect to Alen Aluminue Corporation's tax .
edbligation to California for 1969 descrided sdovs.

-And, lastly and most importently, we believe t.ht Soeunn 7518(s)
zepresents 8 fair and reasocnsble attempt to permit combined reporting
generally, vhils svoiding the serious questions under the Due Process,
l\ul Protection, Foreign Commerce, snd Poreign Relations Clsuses of the
United Stotes Constitution that are sow in litigation vhich result from
requiring foreign corpofitions mot doing business in the Mud States
to be fncluded in s coadined report.
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COSGRESSIONAL ACTION IS APPROPRIATE ARD REEDED

We strongly support S. 1688 because it resolves in a reasonable
fashion issues that are broader than the interests of any taxpayer or
mtc_a_nd that significantly affect the economy snd foreign relations
of the U;!.-ted States. COnzrmionii action is appropriate and necessary
because of the long history of tha inadbility of states and taxpayers to

resolve these issues.
In conclusion, S. 1688 is a Federal solution to serious probleas

that is lm overdue. It treats states and iaxp:ycu fairly and is
consistent with Federal and international standards of taxation. Accord-
hixy. we strongly support the principles of S. 1688 and respectfully

urge that it de adopted.

Thank you, Mr. Chairman.

e
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This submission is being made on behalf of a group of Canadian corporations

having subsidiaries or operations in the United States, in order to express

their concern to the Finance Committee of the Unlte(i States Senate about the
Ce— present practice of certain states in taxing income from sources outside

of the United States under the so-called "unitary" concept of taxation,
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o PANCANADIAN PETROLEUM LIMITED
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- Basic position

The Canadian corporations subascribing to this submission are strongly
opposed to the international application of the unitary basis of taxation
adopted by certain states in the United States. These corporations there-
fore affirm their support for the general objective of Bills $,983 and S.1688
which would preclude states, and their political subdivisions, from using
the unitary method to tax the income of foreign corporations unless such
income was subject to U.S. federal income tax.

The Canadian corporations participating in this submission all have sub~-
stantial business interests and investments in the United States. Because
of this, they are gravely concerned about the actions of certain states in
thé United States in seeking to tax an allocated share of the worldwide
income of Canadian-based multinational corporations, and believe these
actions could result in serious adverse consequences for the corporations'
future investments and operations in the United States. ~

Unitary tax approach is arbitrary and unfair

Under the unitary approach to income taxation, the amount of income arbitrarily
allocated to a state and hence subject to its income tax {8 determined by
applying various factors to the worldwide profits of the corporate group,
without regard to where these profits are in fact earned. It 18 obvious _
that the actual profitability of different segments and divisions and sub-
sidiaries of a multinational group will vary substantially, because of
differences in the businesses being carried on, the selling prices and coats
incurred in different locations, local economic conditions and trends, and
wmany other factors. For example, because California tends to be a relatively
- high cost jurisdiction in world terms, the use of a three-factor apportionment
fornula based on salaries, property and sales tend to have the result, in many
cages, of allocating more income to California than is in fact earned in
California. The fact that particular operations in California tend to have
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highetl- capital costs and higher payrolls because of local cost and wage levels

is not necessarily an indication that operations in salifomh are correspondingly
more profitable than operations elsewhere, and indeed the converse may be the
case. The use of an arbitrary formula based on worldwide profits ignores all

of these real differences in local profitabilities and ignores the efforts of

the business to allocate income reasonably amongst its various units through
estsblishing arm's length prices for the transfer of goods and services.

The employment of an arbitrary formula to allocate the income earned by a
company in a particular country amongst that country's political subdivisions
for local tax purposes may be acceptable on the grounds of expediency, since
it avoids difficult problemes of allocating income on a factual basis amongst
a8 large number of subdivisions in those circumstances vhere the enterprise
does not maintain accounting records to provide this information. However,
the use of such formulae to allocate income on an international basis

is objectionnble'.. since it disregards the separate determination of
national fncomes already estasblished for corporate accounting and national
tax purposes, and could subject foreign i{ncome of a multinational group to
state taxation even though U.S. federal tax laws would not tax such income
because it had been earned outside of the United States.

It is recognized that the determination of income allocable to California or
other states or jurisdictions under a formula based on total worldwide income
can result in a tax liability which can either be greater or less than the
tax calculated on the "actual earnings™ in that state (or an allocated share
of only the national income of the company concerned). However, it is the °
experience of the companies joined in this submission that the unitary
appoach Lis frequently resulted in such corporations being subjected to
substantial additional taxation, over and beyond that which would be imposed
on income actually earned in these states, For exaample, Canadian companies
vhich export Canadian-produced goods to their affiliates for sale in the
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United States may find that the application of the unitary formula can lead
to & portion of the group's manufacturing or mining profits clearly earned
in Canada being subject to tux in a U.S. state; and may find that the unitary
tax approach can in extreme cases lead to virtually confiscatory taxation of
the actual profits earned in a state. Indeed, the efforts of a number of
atate tax adminigtrations to support and retain the unfitary tax approach is
some indication in itself that this approach may well extract additional
revenues over those that could be collected if the tax base was confined

to income actually earned in the state,

Unitary tax a destabilizing factor-in international commerce

- The actions taken by certain states in adopting and following the unitary
approach are particularly disturbing because they may in time lead other
states in the United States, and other countries and their political sub-
-divisions, to adopt a similar basis of taxation with potentially disastrous
effects on the international flow of trade and capital. The use of such
formulae to allocate income on an international basis would lead to
substantial new elements of ¢nternational double taxation, pnrticuiariy
because of inevitable differences in income allocation methods amongst
the jurisdictions., Furthermore, the present actions of such states may
conceivably induce other taxing jurlodictiona outside of the United States
to retaliatory action sgainst these arbitrary measures. The continuance
of the unitary tax approach by state governments in the United States is
therefore a disharmonizing factor in intermational fiscal relations, and
could encourage other developments which would have an adverse fmpact on
international trade and investment.

It 1s also submitted that the action of certain states in applying the

unitary concept to worldwide operations imposes an unressonable burden on
foreign corporations doing business in the United Statei. and is contrary
to the longstanding fiscal policy of the United States gove.mlent to treat
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international commerce uniformly and to improve the country's balance of
payments through encouraging additional investment and employment in the
United States,

Practical difficulties of compliance

Canadian-based corporations with operations in the United States are also
concerned that the assessment of tax on a unitary basis by California and
other state governments requires disclosure to these governments of detailed
information on operations, assets, sales, and expenses relating to activities
cu"t.ied on outside of California and indeed outside the United States. Such
information can be extraordinarily costly and sometimes virtually impossible
to obtain, as it must be stated in U.S, doilau and be in accordance with
u.s. tax and accounting principles.

In some cases, the only possible result is that the Canadian corporation has
to accept an arbitrary assessment of its state tax liabilities, siamply because
it would be impossible or unduly burdensome, particularly years later, to
prepare the voluminous material needed to determine the "correct"” state tax

Al

due under the unitary approach.

Unitary tax offends internmational tax principles

The unitary tax concept is contrary to accepted international standards of
income allocation and determination, as expressed in Articles 7 and 9 of the
OECD Model Convention for the avoidance of double taxation with respect to
taxes on income and capital, (wvhich provisions are intended to apply to
political subdivisions also).

Further, the actions of these states are inconsistent with_the principles
used to deteimine the income earmed in each jurisdiction under the present
tax treaty between Canada and the United States (under Articles I, III,
and IV of the Canads-United States Tax Convention).
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The action of California and certain other states in the United States in
imposing tax on foreign multinational corporate groups under the unitary
concept have subjected some Canadian companies and their affiliates to
substantial additional taxation, as well as increased compliance costs.
This additional taxation is being imposed on a basis which is contrary

to accepted principles of international tax relations between friendly
nations, and is in opposition to such principles as expressed in the
Canada-U.S. Tax Convention.

These additional taxes and costs are hampering the ability of Canadian
corporations to expand their operations, investment and employment in
the United States, and may even be so gsevere a8 to require a reassessment

of present operations in certain states.

The Canadian corporations participating in this submissions respectfully

asks the Committee, and The Congress of the United States of America, to
give favourable consideration to the general principles embodied in Bills
$.983 and S.1688, in order that the intermational flow of trade and capital
between the United -States, Canada and other countries not be impeded.

Rk hik kAR

This submission has been prepared on behalf of the corporations enumerated
above by Price Waterhouse & Cu., Canada.

TORONTO, CANADA
June 18, 1980
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STATEMENT OF JAMES B. ZAGEL, DIRECTOR OF REVENUE, STATE OF ILLI-

wo1s,

ON 5.1688 TO UNITED STATES SENATE COMMITTEE ON FINANCE,

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

Illincois is opposed to any attempt to restrict its right to

tax "business iacome” on s combined corporate basis. It is also

opposed to any attespt to exclude from its tax base the dividends

paid by foreign corporations.

1)

2)

3)

4)

Our opposition is based upon seversl reasons:

Illinois provides many benefits and services to corporations
tog wvhich it can fairly ask for something in return;

The present system of formulary apportionment is s workable,
practicel and fair method of measuring the amount of income

vhich is esrned from related domestic and foreign cperations;

This legislation would cause a substantial loss of revenue and
an unjustifiable change in the tax burden imposed on individ-

uals and corporations;

The United States Supreme Court and the State Supreme Courts
have consistently affirmed the right of each state to tax its
proportionate share of all of the income earned by 2 business

which operates within that state and throughout the world; and
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S) This legislation creates a tax preference for multinational
13

corporations at the expease of the states.

The states provide many services to corporations and their
employees. If a corporation does business in Illinois, it can 'rely
upon Illinois to msintain good highways as well as mass trans-
portation systems. .It can rely upon Illinois to provide souad
educationsl programs so that businesses ‘will have a talented work
force and so the children of their esployees can receive s good
education. The state provides police iarotection for individuals
snd property. It sponsors pro‘itm vhich promote public heslth,
public safety and employment opportunities. Moreover, Illinois
sponsors specific programs to promote economic and community devel-
opment.

All of this takes revenue. The tax burden is shared by indi-
viduals and corporations. If a corporation conducts business
vithin and outside our state, Illinois has adopted a method of
taxing income which is used by practically all other states.
Forty-five states impose an income tax on corporations. Forty-four
states use s three-factor apportionment ioynla. (Prentice Hall,
All States Tax Reporter, para 223.) This method, known as formul-
ary apportionment, compares the property, payroll and sales of a
business within the state to the property, payroll and sales of’ the
eatire business. The average of these threé-fcct;?s is multiplied
by taxable income. Leaving aside the ques.tion of how Illinois

determines what is business income as opposced to nonbusiness income
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and the question of whether corporations should be taxed on aa
individual or a combined basis, several observations about the

apportiocoment forsula are importadt.

1) Property, payroll and sales give s fair representation of the

scope of business activity conducted within a state.
. :

2) 1f all of the nt.te; use a three-factor spportionment factor,
all of a corporstion's income will be taxed, no more and no
less.

3) Mot only is the spportionment formula a relatively easy vay of
determining the extent of business activity coanducted in one
state, it is the only practicsl way. Any alternative would
pose an administrstive nightmare in terms of time and money
spo;t on auditing. It is virtually impossible for agy sgate
to exasmine each corporate purchase and sale transsction and
then calculate exactly how ;ch profit was earned in each
state. Corporate taxpayers would be invited to devise methods
of accounting which, though based upon generally accepted
accouating principles, do oot accurstely seasure income for

state tax purposes.

Multistate and multinational corporations enjoy several advan-
‘tages over smaller, single-State firms. One of their advantages is
that "Financial power inherent in the possession of assots may bo

applied, with flexibility, Jat whatsoever poiat within or without
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the state the managers of the busincss may determine.” Ford Motor
Co. v. Beauchamp, 308 U.S. 331 (1939). This multistate and multi-
national power to employ assets . and earn profits at advantageous
locations vitally affects State taxation. A corporate home office
in Illinois eay conduct expensive research and devote uonthé of
executive effort on a critical dbusiness decision involving sales by
an out-of-state subsidiary. The actual sales will occur in another
State or another country but rarely will the profits (or losses) be

reflected on the Illinois parent corporation's books and records.

The State Supreme Courts have consistently decided in favor of
the states’' determination of what is and what is not "business
income.” The courts have found the income to be taxable in each of

the following cases:

Qualls v. Montgomery Ward & Co., 585 S.W.2d 18 (aArk., 1979) (inter-

est on loans to subsidiary, affiliate, parent and related corpora-

tions); W.R. Grace & Co. v. Comm. of Rev., 393 N.E.2d 330 (Mass.,

1979) (gain on sale of Miller Brewing Co.); Albany International

gorp. v. Halperin, 388 A.2d 902 (Me. 1978) (capital gains, rvoyel~

ties and interest); Montana Dept. of Rev. v. American Sselting and

Refining Co., 567 P.2d 901 (Mont., 1977), appesl dismissed, 434

U.S. 1042 (1978) (dividends, interest and capital gains); ASARCO,

Inc. (formerly The American Smelting and Refining Co.) v. Idaho
State Tux Comm., 592 P.2d 39 (1979), remanded for reconsidegalion

U.S. 0 - Marel 23, 1980 dintessst, rents, reval-

ties, vapital pgains sod saue dividesds were “husiness inconee " sosee
* .
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dividends were “nogbusiness income.”) Atlantic Richfield v.Colo-

rado 601 P.2d 628, (1979) (interest paid by and capital gains on

sale of business-related corporation.)

These state court opinions with HMoorman Manufacturing v. Bair,

437 U.S. 267, 98 S.Ct. 2340 (1978) HMobil Oil Corp. v. Vermont,

u.s. - (March 19, 1980, Docket No. 78-1201}, and

Exxon Corp. v. Department of Revenue of Wisconsin, u.s.

(June 10, 1980, Docket No. 79-509), have held that the
geographical source and the functional source of income are irrele-
vant to state income taxation. States may apportion income if it

is business income or income from s "unitary business.”

It {s clear from the court decisions, particularly, the receant
decision in Mobil 0il, that dividends paid by foreiga corporations
~ may be taxed by the states without violating the Due Process
Clause, the Interstate Commerce Clause or the Foreign Commerce
Clause of the United States Constitution. The Supreme Court has

observed, in Moorman and Mobil 0il, that Congress may pass legisla-

tion with regard to state income taxation in general or with regard
to foreign dividends in particular. However, these comments
apﬁlied to legislstion which would promote uniformity among the
states. By uniformity, we mean the avoidance of the potential
problem which arises when one state spportions part of the divi-

dends and another state allocates all of the dividends.
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The Supreme Court did not suggest that certain types of income
msay .not be taxed by any state because its "geographical source”
"corporate source" or "functional source” is outside of the taxing

state.

8.1688 would excludé.from state taxation dividends paid by
foreign corporations. This is mnot regulation of foreign commerce.
This is the crestion of a tex preference for sultinstional corpora-
tion at the expense of the states. The proposed law is not one
which requires foreign commerce to be treated in a manner similar
to interestate co.-etce. Nor is it a lawv which permits all states
to spportion dividends and forbids any state to allocate dividends,
thereby achieving mfonity smong the states. The law simply
creates a tax preference for income geceived in the form of foreign
dividends. It i{s one thing if Congresi creates this preference for
federal tax purposes. It is entirely different to make the states
pay for the benefits which will be bestowed upon the multi-

nationals. This is a violation of the proper rights of the states.

Corporate taxpayers and accountants can aad will point to many
differences among the income tax laws of the states. However,
differences among the states, by themselves, are not a basis for
enacting federal legislnion. Only if taxpayers can show multiple
Laxation in fact of foreign dividends and that there is no effec-
tive judicial remedy should a law be considered and then such a
statutg should ;mly address the question of apportionment amone
states and shonld not entirely exclude forcign dividend business

.
income tvom state taxation.

BEST COPY AVAILABLE
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With regard to combined reporting, it is important to realize
that it is the alternative to taxing foreign dividends received by
a corporation. If }llinois taxes the combined income of affiliated
corporations, it will not also tax the dividends each cérporation

pays to others.

Combined upott.i.ng is & necessary extension of the concept of
apportiooment aof the income of a "unitary bu.sinen." The appor-
tionment of unitary business income for state tax purposes has been
ssnctioned by the courts for decades. [Adams Express Co. v. Ohio,
165 U.8. 194 (1896), rehearing 166 U.S. 185 (1897) (an ad valorea
property tax); Underwood Typewriter Co. v. Chamberlain, 245 U.S.

111 (1920); Bass, Ratcliff & Gretton v. State Tax Commission, 266

U.8. 172 (1924); snd Moorman Manufacturing Co. v. Bair, supra. (net

"income tax cases); and Flint v. Stone Tracy Co., 220 U.S. 107
(1911); Ford Motor Co. v. Besuchamp, 308 U.5. 313 (1939) (het. worth
“or franchise tax cases).] In Mobil, the Supreme Court held that

its famous Bass Ale, supra, decision "...is the leading example.”

This 1924 case arose between the State of New York and the British
manufacturer of 'Bass Ale. This brever cbjected vehemently <o
paying any New York tax at all since it was not even subject to
federal tax. Conversely, New York had a tax .uhich coarpared sns
Ale's business activities in New York with its business activities
throughout the world. Through this apportionment method, New York
determined what portion of Bass Ale's world-wide profits were

avtially earned in Mew Yoerhs  Bass Ale took the case to the bngtoed
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States Supreme Court on the premise that New York was unconstitu-

tioiully seeking to tax profits that were actually earned abroad,

not in New York. The Mobil Coutt observed that in these circum-

stances, it had ruled fifty-six years ago:

...the brewer carried on s unitary business, iavolving °'a
series of transactions beginning I'vit.h the manufacture in
England and ending _i_é sales in New York.and other places,' and
that 'the State was justified inm attributing to New York s
just proportion of the profits earned by this Company from
such unitary business.' (emphasis added)

P

__ That identidal principle {s challenged by the proposed legis-
lation. Illinois and every other State has the right to tax a fair
proport'ion of the income earned by a multinational business which

operates within the taxing state and throughout the world.

Combined reporting is a recognition that a "u.nitary business"
may counsist of more than one corporate entity. Increasingly today,
& "unitary business" is conducted by more than one corporation. To
lifit.“'tbe states to taxing corporations which have a physical
presence in their state would not only create tax preference‘for_
foreign source income and would interfere with the rights of t.t.at.es
to tax income which is earned, in part, in their respective states,
but also undoubtedly lead to a restructuring of business activity
iq order to avoid state taxes. For instance, it a busiuess con-,

ducts only marketing opevations in o given state, <t conld torm a

BEST COPY AVAILABLE



880

corporation to operate those limited activities. The profitabilicy
of that corporation would depend on 1its cost of good sold. Thus,
profit could easily be attributed to either the purchasing or the
selling corporation. Any vertically integrated business could

benefit unfairly from this type of tax planning.

The decision of the United States Supreme Court in Exxon
Corp,, au\n. on June 10, 198? presents & further illustration of
this point. Despite Wisconsin sales in excess of 60 million dollars,
Exxon claimed that it did not owe any tax to Wisconsin for years
1965-68 because, according to its accounting, its ssle of gasoline
wvithin Wisconsin resulted in a loss. Its exploring, production and
refining operations, all of which occurred outside of Wisconsin,
operated at a profit. The Wisconsin Department of Revenue argued,
snd the Supreme Court agreed, that th.u marketing as well as the
exploring, production and refining operations were all part of a
"unitary business" and should be taxed as such. The method of
spportfonment adopted by Wisconsin was fair. Exxon's method of
"functional accounting", or accounting fpr each phase of its inte-

grated business, was unacceptable for state tax purposes.

Exxon operated the different phases of its business as seps~-
rate divisions rather than ‘;:cnto eorpon.tiou. Under this
legislation, Exxon could .void'tha result of its legal battle by
incorporating sach of its divisions as a separate corporatiom.
Similarly, any integrated business could reduce or avoid its state

tax 1isbility simply by changing ite corporate structure.
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The effect of S.1688 is profound. It artifically discrimi-
nates in favor of multinational corporations. l_t. discriminates
against dc')-estic c}:tporauons of every variety, from the small,
family-owned corporation to the huge multistate (domestic) chgin-
stores. It represents a substantial, unjustifiable redistribution
of State income taxes. It eocourages multinstional corporations to
do what aultistate c'orpont.ions often did before the Uniform Act:
viz ... flexibly apply their assets and earn their profits in loca-
tions which allow it to avoid or minimize State taxation. In these
times of acute financial stress, S.1688 encourages creation of more
sultinational operations in the cause of maximum corporate profit-
ability. It creates an unconsciomable distortion of Multinational
corporste income. It would deny, for example, in the case of Mobil
011? that all of the billions of dollars spent for international
expiontion and iefintng would be peaningh'u but foi ui United
States sales outlets. It is Mobil Oil's gas stations in each of
our 50 States where Mobil recaptures its cost and earns its pro-
fits. To exclude consideration of Mebil Oil's foreign source
income in Illinois tax base and fair apportionment would be nothing
less than an unjustified }oophole for multinational corporations
and a burden on domestic corporatioas.

Finally, one obvious reason for the state's objection to
$.1038 is the loss of revenue. The effect on state revenues is
difficult to estimate because the amount of foreign Jdividends is
ot shiews ar a0 sepacate il oo the stule tax soturn. U is g

separate item on Lthe Fedveral kt:u'us = it T divideads received
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from foreign corporations totaled $7,443,000,000. ("Statistics gf

Income - 1974, Corporation Income Tax Returns, p. 20 published by

" the Department of the Treasury, Internal Revenue Service.] It can

be reasonably estimated that five to ten percent of the foreign
dividends would be apportioned to Illinois. Given an Illinois
corporite_ income tax rate of 6.5% the revenue loss would be between
$24 willion and sl.s' million snnually. It is impossible at this
tl;-e to give a wesningful estimate on the revenue affected by

combined reporting, although, because combined reporting is an

slternative to taxing foreign dividends, probably the same revenue

is involved regardless of the method.

As you know, Illinois is the largest exporting state in Amer-
ica and the home base for some multinational corporations. Just as
in sny other state, lilinois is seeking to attract more industrial

investment, not lose it. §$.1688 would decrease Illinois taxes on .

_ these', multinational giants, but only temporarily. Astute Illinois

businessmen, who examine the big picture and not just shortterm
results, should not support this bill. Rather, they know, that in
these times, Illinois cannot afford the cut in revenues which would
necessarily follow.* Some other tax would have to be enacted to
make up for these lost revenues, and such a result might well be

worse than the taxes they now pay.

*In fiscal vear 1978 (most recent vear available tor all

states), Illinois vanhed 30d in State tax buvden. Computed from
State Government !na cs: 1978, Department of Comime vee unpghlishind

as of December, 1979.

BEST COPY AVAILABLE



883

The recent decision by the United States Supreme Court in

Mobil 0il v. Vermont acknowledged the right of the states to tax
foreign dividends when they are found to be part of a unitary

business. The Court in Exxon v. Wisconsin affirmed the right of

the states to tax their proportionate share of all of the income of
a unitary business, regardless of the purported prdtitability of
each.plu;e of the busineas. Congress should not put beyond the
reach of t._he states income which is related to business activities
' conduc;ed .vithin t.hc states, especially when the states are called
upon te p.r,‘ow'ri'de benefits and services to the businesses and their

employees.
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PFIZER INC. 238 EAST 42nd STREET, NEW YORK, N.Y. 10017

P. M. FRIEDMAN June 23, 1980
. VICE PRESIDENT, TAXES

The Honorable Harry F. Byrd, Jr.
Chairman, Senate Finance Subcommiitee on
Taxation and Debt Management Generally

U.S. Senate
Washington, D.C. 20515
»

Re: S. 1688
Dear Mr. Chairman:

This statement is submitted in support of S, 1688 by Mr, P,H. Friedman,
Vice President of Taxes for Pfizer Inc., 235 East 42nd Street, New York,
New York, (212) 573-3213.

S. 1688 should be adopted because:

It would bring all the States into conformity
with Federal tax policy.

It would simplify tax administration.

It would remove a serious obstacle to successful
completion of mutually beneficial tax treaties

by permitting the Federal Government to speak

with one voice in its dealings with foreign govern-
ments concerning taxation of foreign source income.

It would remove any hint of Federal sanction of a tax
practice that, if adopted by otlier countries, would
be harmful to the U.S. economy.

It would remove the impediment to new investments in
those states which now employ the world-wide combina-
tion method,

It would place subsidiaries of U, S. -based corporations
on a more equal footing with their foreign competitors.



886

S. 1688 would accomplish these goals by requiring that:

1. a state may ot subject to tax the income of any foreign
corporation prior to the year in which such income is °
taxed under the Internal Revenue Code, and

2, in the case of dividends recejved by a U.S. parent
corporation from a foreign subsidiary, S. 1688 would
permit a state to tax no greater portion of that dividend
than the Federal government effectively taxes.

The primary object of this bill is to promote uniformity between federal
and state formulas which tax foreign source income. The present
divergence of philosophical and jurisdictional approaches to the taxa-
tion of such income has been the subject of much litigation in recent
years, Critical decisions of late by the U, S. Supreme Court, includ-
ing Moorman Mfg. Co. v. Bair, 437 U.S. 267 (1978); Japan Line Ltd. v.

County of Los Anielel. 441 U.S. 434 (1979); Mobil Oil Corp. v. Vermont,

48 U.S. L. W. 4306 (3/18/80);and Exxon Corp. v. Wisconsin Dept. of
Revenue, U. S. (1980), have further confused and com-

plicated the status of multistate and multinational taxation in each of
the state taxing jurisdictions in the country. The confusion resulting
from these Supreme Court decisions is but the tip of the iceberg.
Hundreds of tax cases are docketed in the state courts involving inter-
state and foreign commerce issues. Hundreds more are bogged down
at various levels cf appeal in the state administrative review process.

The frustration experienced by the lack of a clear and uniform tax

policy in interstate and foreign commerce is not limited merely to inter-
state aquabbles. Our foreign trading partners are seriously disturbed

by the attempts by some states to tax income generated by companies
licensed and operating exclusively in their jurisdiction., The internationsal
complaints are numerous and a few will be outlined here to make the
point.

The dispute of most note has centered around Article 9(4) of the re-
cently approved U.S.-U.K. Tax Treaty. The British Government
sought this clause to prevent the state from taxing United States sub-
sidiaries of U. K. countries on the earnings of the U, K. parent. Con-
sistent with generally accepted international tax accounting, the U. K.
Government saw no basis for such extraterritorial jurisdiction. The
annexation of taxing jurisdiction by the states was not their only concern,
The threat of the states' subpoena power to demand the books and records
of the U.K. companies also raised serious international issues which
are not in the intetest of a free international commerce. These are

not hypothetical problems. One need only look at the litigation presently
in the Federal District Court in California involving EMI, a U.K.
company, Capitol Records, a U.S. subsidiary, and the California
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Franchise Tax Board, EMI and Capitol Records are challenging the right
of California to tax Capitol on the income of EMI and to-examine the books
and records of EMI, EMI does not conduct any business in California,

Article 9(4) was not approved by U.S. Senate, with many Senators relying
on federal legislation, such as S. 1688, to resolve the problem. The
treaty, with the reservation of Article 9(4) was reluctantly approved by
the Parliament only after Rep. Al Ullman, Chairman of the House
Committee on Ways & Means, represented to several visiting Members
of Parliament that he would held hearings in this matter.

The position of our British allies was rather well stated in the Parliamentary
Debate on the treaty held in the House of Commons on February 19, 1980
by Mr. Michael Grylls, to wit:

"Mr. Michael Grylls (Surrey, North-West): Like my hon,

Friend the Member for Crosby (Sir G. Page), I was asked to help
in this matter by a number of leading British companies. 1

have been with him to the United States on a number of occa-
sions during the past nine months to try to assess the possibility
of legislation. I also have an interest to declare,

In 1978 the Senate considered the convention and the so-called
Church reservation was put in, That was a setback for the
British Government. A major part of that convention had been
shot out. The Government found themselves obliged to accept
the convention, with a major part that was of great importance
to British companies removed. Perhaps we can learn a lesson
from that. *&%x%

Many of our most important companies operating in the United
States were at great risk as a result of article 9(4) being removed
from the convention. They are subjected to the vagaries of that
extraordinary and unfair taxation system throughout the United
States,

At present EMI is involved in a court case in California. R
was asked to produce figures for its business in England, Part
of that business concerns defense and {s covered by the Official
Secrets Act. EMI wrote to California saying that it could not
disclose that information on penalty of imprisonment, because
of the Official Secrets Act. California nevertheless imposed a
25 per cent tax penalty for non-disclosure. That is an illustra-
tion of what British companies are subjected to, _
The world-wide reporting basis is not only unfair, as my right
hon, Friend described, it has been perceived by the Californians
to be counter-productive. Briiish and other companies that are
subjected to the tax will, at the end of tae day, withdraw, #*#k%&
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One cheerful factor is the comment of the United States

Supreme Court that counters the argument of those who

stress the delicacy of matters related to state rights.

The Supreme Court said:
"The United States must speak with one voice N\
when regulating Commerce with foreign Nations'',

It is not right for individual states to speak with different
voices on matters of international business. We are relying
on them, Britain has the biggest investment of any foreign
country in the United States, We are the closest of friends,
I am sure that we want to go on investing and expanding
business there. I am sure that this also benefits the United
States,

It will be a tragedy if the matter is not put right in California,
Oregon and the other states and dealt with in a proper federal
way, so that we can go on investing there, Their system of
taxation is dangerous and short-sighted. Indeed, it is in-
creasingly being seen by the states as a short-sighted policy
and a mistake, Many countries have made mistakes in taxation
and they are wise if they change. "

Criticism abroad of the worldwide unitary approach utilized by several
states is not limited to the U, K. At its Paris meeting in July, 1979, the
Council of the OECD dendunced the "global'' method of taxation utilized
by these states and endorsed the "arm's length price' as the guiding
prirciple in determining taxable profits in each country where the complex
nature of a business crosses fiscal frontiers. Transfer Pricing and
Multinational Enterprises, (OECD, Paris, July 1979, at pp.-14-15,)

The criticism has been just as furious at home, Senstor Howard Baker,

in the U, S. Senate Foreign Relations Committee Report on the Third
Protocol to the U, K. Tax Treaty, was unequivocable in his assesament
that worldwide combination ''almost be definition, . .. prevents the Federal
Government from 'speaking with one voice' in commercial relations with
foreign governments.'" Senator Baker's comments, in applicable part were
as follows:

""Under the unitary method of taxation on a worldwide combined
reporting basis, any one of the States of this Union has the
opportunity unilaterally to establish tax liability for local
subsidiaries of foreign multinational corporations. Although
Congress alone has the power, under the Constitution, to
“'regulate. Commerce with Foreign Nations, "' the States may
incorrectly interpret the Senate's reservation to Arxticle 9(4)
and the Third Protocol to this Convention, as an invitation to
establish tax policies applicable to foreign source income which

are inconsistent or incompatible with broad National tax policies,
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In the landmark case of Japan Line, Ltd. v. County of
Los Angeles, No, 77-1378, decided April 30, 1979, the
U.S. Supreme Court held that a State of this Union may
not tax the instrumentalities of foreign commerce if
the tax "', .., creates a substantial risk of international
multiple taxation, and,,.prevents the Federal govern-
ment from 'speaking with one voice when regulating
commercial relations with foreign Governments, '
(Slip Opinion 16), There is no doubt that the unitary
method of taxation on a worldwide combined reporting
basis creates a substantial risk of multiple taxation

of international operations. Almost by definition, that
method prevents the Federal Government from ''speaking
with one voice' in commercial relations with foreign

governmests,

XXX

The precedent of unitary taxation on a worldwide com-
bined reporting basis cannot be established by this country
without probable retaliation by scores of countries around
the world whose ambition may extend to those profits of
U.S. multinational corporations generated beyond their
jurisdictional limits., (emphasis added)

The potential for retalitatory measures by our foreign trading partners
is hardly in the best interests of the United States or of U.S. industry
with operations abroad. Should other countries, or subdivisions thereof,
also adopt extraterritorial taxing policies which would tax subsidiaries
licensed or operating within their jurisdiction on the income of related
companies licensed and operating in the U, S,, then U.S. based multi-
national companies would be subject to irrational double taxation of

its income. The natural consequence of this squeeze is reduced profits
for U.S. based companies compared with foreign competitors. Ultimately,
U.S. exports, jobs, capital formation, and international trade payments
must suffer,

The U,S. Treasury Department has been seriously concerned with the
adverse reactions of foreign governments to the unitary formula. This
concern was most recent expressed by Mr. Donald Lubick at the

May 1980 Hearings conducted by the House Ways and Means Committee,
From a federal viewpoint, they have always recognized that the country
in which the income is earned has the primary jurisdiction to tax such
income. The Internal Revenue Code does not permit taxation of such
income until it is repatriated. Furthermore, in order to prevent
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double taxation of such income, a credit for foreign income tuxes is pro-
vided. Absent such a credit mechanism, there would be fnsufficient

> profits remaining after a two tier tax to encourage or permit U.S. busi-
nesses to expand abroad.

It is most important to point out that, in S. 1688, Congress would impose
no more restrictions upon the state taxing powers that it has placed upon
the U.S. Treasury in taxing foreign source income. The bill merely would
defer taxation by the states of foreign source income of foreign affiliates
until it is taxed under the Internal Revenue Code and would restrict duplica-
tive taxation by permitting the states to tax only that portion of dividends
effectively taxed by the U, S. after recognition of the foreign tax credit.

Under the present federal tax system, dividends received from & domestic
company are excluded from federal income tax under Sec. 243 of the Internal
Revenue Code, Although this section does not exclude dividends received
from a foreign subsidiary, the foreign taxes paid by the subsidiary with
respect to those dividends are allowed as a credit under Sec. 901 et seq.
Thus, the federal system guarantees that the subsidiary's income is
effectively taxed only once. If the dividend is distributed by a domestic
corporation, the income is taxed at the subsidiary level and protected
from a second tax-at the parent level by Sec. 243, If the dividend is from
a foreign subsidiary, any U.S. tax thereon is reduced by the foreign taxes
paid by or withheld from the subsidiary.

However, the State system of taxation is different. Most states begin

their calculation of corporate income tax with federal taxable income, which
includes the deduction for domestic dividends only. However, the states

do not provide relief from the two tiers of taxation of a dividend received
from a foreign subsidiary, since there is no state provision comparable to
the federal foreign tax credit. Thus, under present law, the asymmetry

is two-fold: 1) foreign dividends are taxed by the states while domestic
dividends are not, 2) state tax policy is at odds with federal tax policy.

The underlying philosophy for the federal treatment of such income is sound
and long-standing. For the many reasons discussed herein, state tax law
as it pertains to such income should be in conformity with this federal
policy. Only then will the conflicting state laws be made uniform; only
then will the criticisms of our foreign trading partners be silenced; only
then will American business have some assurances that their profits will
not be taxed to a greater extent than its foreign competitors; and only then
will federal uniformity be paramount so that the federal government may
speak with one voice when regulating commercial relations with foreign
goveraments.

Respectfully submitted,

PG pstd st —

P. H. Friedman
Vice President - Taxes

/in
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- Statement Submitted by
Mr. Douglas.D. Bell, Executive Secretary,
California State Board of Equalization,
for Inclusion in the Printed Record of the
Senate Finance Subcommittee on Taxation
and Debt Management Hearing
on June 24, 1980 on S. 983, .

the "fnterstate Taxation Act of 1979."

The California State Board of Equalization (Board)
appreciates this opportunity to submit its opinion to the
Subcommittee regarding S. 983, an act concerning state taxation

of interstate commerce.

The Board administers the California sales and use
tax and wishes to direct its comments to the provisions of
S. 983 which affect such tax. The Board anniually collects
over seven billion dollars in state and local sales and use
taxes. Over 599,000 businesses are registercd with the ﬁoard;
over 15,000 accounts are registercd with the Board's Out-of-
State District Office, of which over 5,000 accounts are
registered solely for use tax collection purposes. The Board
maintains offices in New York City, Chicago, and Houston.
For the fiscal year ending June 30, 1979, the Béard's out-of~

state audit program developcd tax underpayments in excess of
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$27,000,000 and tax overpayments, which resulted in refunds,
in excess of $1,890,000.

The State of California imposes a sales tax upon the
sale of tangible personal property in California. The various
cities and counties in California have been authorized by the
legislature to impose by ordinance lécal sales taxes. Local
governments imposing sales taxes are required by law to
contract with the Board for the Board to administer the locally
imposed sales taxes. The result is a combined state, county,
and city tax imposed throughout the state at a uniform rate
of six percent. The combined tax is administered by the Board.
Taxpayers are required tc file a single return with a single
agency. In addition to the taxes referred to, there are
certain transit district taxes imposed in five counties in
this state at a rate of 1/2 peréent. These taxes are also
administered by the Board and are integrated into the general

return and collection system operated by the Board.

In additioﬁ to the sales tax, the State of California
and the various counties, cities, and transit @istricts inpose
a use tax on fhe use within the taxing jurisdiction of
tangible personal property purchased for use within the
jurisdiction. The use tax is imposed at the same combined
rate as the sales tax and upon the same tax base. The

California state sales tax was enacted in 1933, and the use

66-690 0 - 80 Pt.2 - 1
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tax followed closely in 1935, to protect the integrity

of the sales tax system--in essence to close a loophole.

The use tax works to protect local merchants, who must pay -
sales tax with respect to their sales of tangible personal
property, from the unfair competitive advantage which would
otherwise be available to out-of-étate merchants who would be
able to sell property to California residents for use in

California withoui tax cost.

The California use tax is imposed upon the purchaser
who acdﬁires property for use in this state, but the tax must
be collected by retailers who are engaged in busiﬁess in this
state and must be remitted by the retailer to the state. It
is this collection feature which makes the use tax system

workable.

Our Sales and Use Tax Law provides, in Revenue and

,Taxatioh Code Section 6203, that out-of-state retailers are
engaged in business in this state for purposes of imposition
of the use tax collection responsibility if they maintain a
pPlace of business in this state or if they solicit orders in
this state, through employees or independent contractors.
Since 1954 and 1960, we have found guidance as to the
jurisd;ctional limits of the collection imposition feature

of our law in the decisions of the United States Supreme
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Court in Miller Bros. v. Maryland, 347 U.S. 340, the delivery

case, in Scripto v. Carson (3/60), 362 U.S. 207, the solicita-

tion case, and, since 1967, in National Bellas lless, Inc. V.

Department of Revenue, 386 U.S. 753, the mail order case.

It is the Board's opinion that experience has borne
out its long standing belief that the need for federal
intervention into the sales and use tax system has always
been overstated aﬂd that no such federal legislation should
be enacted. California has had a continuing interest in this
issue since the original Willis bill, H.R. 11798, was
introduced in the House of Representatives on October 22, 1965.
Since that time many of the acknowledgad problems have been
resolved-~particularly the problem of double taxation which
has disappeared with the various states having incorporated

credit‘provisions into their individual laws.

The Board is not saying that out-of-state
retailers face no problems in complying with the California
Sales and Use Tax Law. The Board is saying that in its
opinion those compliance problems are generally no greater
than the compliance problems faced by local merchants.
Indeed, it was the finding of the Special Subcommittece
on State Taxation of Interstate Commerce, in iés
Report to the House of June 30, 1965, following the Willis

hearings, that "Interstate companies collecting tax on nearly
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all of their sales reporte§ costs lower than those of most
types of local retailers."” The report characterized compliance
costs of interstate sellers as "generally insiqnificant."
The validity of this finding is supported by the fact that
there are a number of out-of-state businesses which, under
current jurisdictional standards, are not legally required to '
collect use tax from California customers, because they conduct
business only by mail order, but which have voluntarily
registered with California for the purpose of collecting the
tax.‘ One of these companies annually collecté over $1,100,000
in tax from California customers. Another collects each year
in excess of $990,000 in tax. It is n9t surprising to us,
howeve:, that some interstate sellers previously free of
reporting and compliance burdens find such burdens onerous.
Yet this burden of compliance is a burden to which the local
merchant is subjected without possibility of relief.

N .
Since Willis was introduced in 1965, the system of
sales and use taxation has had 15 years to mature. Both
business and the states have had the opportunity to learn and
to adapt. The solution to what probleds.may remain is not
"more law.” In so far as tax law is concerned, change rarely
leads to simplification, the best of intentions notwithstanding.
In the case before us, we are considering legislation to '
- protect the few from tﬁe burdens placed upon almost the entire

business community. As matters stand now, the purely mail
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order business is beyond the reach of the local taxing
jurisdiction. This class of-retaiier already enjoys an
advantage over their local competitor which may be characterized
as inequitable. It must be kept in mind that we are talking
about a six percent competitive advantage available to the
interstate seller over the local merchant. In many instanges,

this is the difference between profit and loss.

The Board asks that the sales and use tax provisions of S. 982
be cénéidered on their own merits separate and apart from the
income tax provisions. In an era of "tax reform," when the
taxing system is under 6lose public scrutiny and may be under-
going a restructuring, it is our view £hat any attempt to
limit the taxing base of the states should be predicated on
there having been established a clear factual record of need.
We suggest that the need for action by the Congress.in the
field of sales and use taxation is less than it was in 1965--
since tax credit provisions have now éeen i;corporated'into
sales aﬁd use tax laws, since no states now charge for the
perfogmance of out-of-state audits, and since that certainty
_ of law which may have previb‘i'xsly been la_cking has developed
through practice and usage. We suggest that the compliance
burden on the interstate seller has always been overstated--
as evidenced by the Willis record and by our experience with
. voluntary registration. The benefits to the public and to
' the economy, should the sales and use tax jurisdictional limits
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be adopted, are only problemat;cal. The detriment to the
local businessman from 6ut~of-st$te competition is vividly
apparent to those of us who work in the sales and use tax
field on a daily basis. It is for these reasons that the
Califorﬂia State Board of Equalization strongly opposes
any federal legislation affecting sales and use tax, with
the possible exceptioﬁ of extending the use tax collection

jurisdiction to .include.mail order businesses.

There are certain provisions of S. 983 which are
particularly objectionable. While agreeing with Section 101(a)
of S. 983 which enacts the Scripto (solicitation) juris-
dictional limit for purposes of state sales and use tax
collection for periods after the enactment of S. 983, the
Board strongly objects to the limitation of the Scripto
case in Section 107 which forbids the assessment of

a sales or use tax for periods prior to the enactment of

S. 983, unless during those periods the ou?—of-state seller
solicited sales by means of employees in thé. taxing state.
Particularly when conaidéred in light of Section 159,

which defines when an employee shall be considered located in
a state, Section 107 constitut;s a windfall to those out-of-
state sellers who avoid ?ssessment of tax against them prior
to the enactment of.S. 983. Such sellers would, in effect,
be rewarded for having ignored the deoision of the U. S.
Supreme Court 20 years ago in Scripto. During those 20 years,
many out-of-gstate sellers have been cqileéting'and remitting‘

use tax to the states in which they regularly have salesmen,
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sblicitors, or representatives taking orders. Certain of
their competitors have instead avoided their responsibility
to the states whose market places they enjoy on a regular
basis. Yet S. 983 now proposes to reward the recalcitrant by
retroactively canceling the collection duty Jjurisdiction
announced in Scripto. There is no justification for such '
discrimination against those who abided by the proper con-
stitutional standard. Rewards for tax evasion have no place

in federal legislation.

The second specific provision of S. 983 to which the
Board particularly obﬁects is Section 101(b) which
states the jurisdictional standard for.a political subdivision
(county or city) to impose a duty to collect local sales &nd
use taxes. Section 101(b) requires that, for solicitation to
be sufficient nexus, the solicitation must be by salesmen,
solicitors, or representatives in the political subdivision.
Presently, the presence of the person takin; orders in the
state 15 sufficient nexus for both state and local taxes and, as
stated above, the Board collects both the state and the local

tax by means of a single tax return.

Section 101(b) of S. 983 would mean that orders could
be taken by telephone from buyers throughout California, but
. the out-of-state seller would not be required to collect local

use tax of any political subdivision other than the subdivision
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in which the salesman, solicitor, or representative was
regularly present and from which he made the telephone calls.
This provision would significantly reduce local tax revenues
at a time when local governmental entities are financially
hard pressed. If any change is to be made regarding local
tax, it should be to accept statewide jurisdiction to require
collection of a local use tax if the tax has a uniform rate

and base and is state-administered.

The Board also disagrees with Sections 102{c) and 103
which exclude from the duty to collect use tax those sellers
having less than $20,000 in taxable retail sales into
California during the preceding calendar year or who sell to
pirchasers that are registered with the Board. Thig will
complicate administration of the tax in that an out—6f~state
seller m;y have a collection duty in some years but not in
others, with the taxing state unable to verify the seller's
status except by an audit. The seller would still have to
verify whether a given sale is taxable or not, as the cut off
amount of $20,000 pertains only to taxable retail sales. More
extensive audits of registered purchasers would be required
to verify the reporting of use tax on purchases from such

excluded out-of-state sellers.

The final two specific provisions of S. 983 on which
the Board wishes to comment are Sections 104 (e) which mandates
- a standard form of tax return to be prescribed by the Secretary

-

of Commerce. and Section 401 which gives the Federal Court of
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Claims jurisdiction to review anew any issues arising under
8. 983. These provisions are nothing else but the camel's nose in

the tent, with a body of federal sales and use tax case law not far

behind. The quantity and quality of information available to
state tax administrators from such a standard return form
would be at the discretion of the Seégetary of Commerce. The
Board's final decisions would go directly to the Court of
'CIaims, which may or may not pay attention to the evolving
body of state couré case law on a specific state sales or use
tax statute. There is no limitation of the Court of Claims'
jurisdiction to federal constitutional questions. It is not
fanciful to envision a growing body of federal case law on
‘such subjects as what constitu.es a retail sale or an exempt
food product, with a diveréént and long standing body of state
court case law on the same subjects still in effect for

intrastate sales.

_The above comments only highlight some of the specific
reasons for the Board's strong‘oppoaition to the sales and use
tax provisions of S. 983. 1t is the Board's primary view
that, after all of the issues are weighed, the balance tips
heavily towards the present system and against any Congressional

intrusion whatsoever into sales and usec taxation.

pated: June 20, 1980 )

AN

Douglas D. Be
Executive Secretary
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STATEMENT SUBMITTED BY
KIRBY A. B8COTT
DIRECTOR OF TAXES
CAPITOL INDUSTRIES-EMI, INC.

’
.

HOLLYWOOD, CALIFORNTA

CAPITOL INDUSTRIES-EMI, Inc. (“Capitol") and its British parent,
EMI Limited, ("EMI") now part of the Thorn EMI Ltd. group, have been
directly and adversely affected by the system of unitary taxation as
practiced by the Pranchise Tax Board of the State of California.
RAqarﬁl.u, however, of what taxing jurisdiction is involved, Capitol
and EMI would find the un.tu_ty -tax systex equally offensive.

Capitol and EMI received firsthand experience with the inequities

of the unitary tax system when California's Pranchiss Tax Board applied
it to Capitol's 1971 fiscal year. In that year, Capitol's operations
resulted in a taxable loss exceeding $13,000,000; however, after the

- Pranchise Tax Board applied its brand of unitary tax apportionment with
EMX, Capitol had net income of $3,464,000 and was faced with a proposed
tax deficiency of $241,840. Capitol's concexn can be better appreciated
when it is considered &pat (1) Capitol is not engaged in any business
wvhich makes it unitary with EMI's Medical, Music and Technology businesses
and, (2) the business conditions which caused Capitol's operating loss

wers peculiar to the United States. . "

c;;pitol and EMI support S. 1688 and believe it is legislation which

is desperately needed.

The reasons vhy this legislation is necessary have been expounded by

many scholars and practitioners in the tax world. We must accspt responsibility
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for adding our fair share to that literary effort in attempting to stop
the malignancy of that taxing system. FPor thoss reasons, this statement
is abbreviated and the incorporation of statements prepared praviously -
by representatives of Capitol and EMI in other hearings will suffice to
bring to the Committee's attention all the practical inequities these
companies are oxperiencing at the hands of California's unitary tax

administrators.

The first statement attached contains the remarks by Mr. David B.
Hazmond before the California Assembly Revenue and Taxation Committee on
November 13, 1979 when he was speaking in favor of Assembly Bill 525
wvhich would limit unitary taxation in California. Mr. Hammond is now
Pinancial & c«mcrcia;l Director of EMI Entertainments Operations, but
until recently was Group Taxation Manager of EMI and its world~wide
subsidiaries. In that position he dealt with many tax systems u:yrind
the world, sc his remarks concerning the California Franchise Tax Board's
administration of the unitary tax as applied to Capitol and EMI should

stimulate this Committee's desire to approve S. 1688.

Mr. Hammond's remarks should zlso be siqnuic;'ne to this Committee
bacause they ars representative of the antagonistic feelings of many
other British companies. Presumably they would represent the views of
any company in FPrance, West Germany, Switzerland, Japan, etc. which has

or would like to have business operations in the United States.
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The 'ucond attachment il' a photocopy of the testimony, position
paper and axtension of testimony of Valentine Brookes, Esquire before
the Senate Foreign Relations Committee when it held hearings in 1977 .
on the gopolod United States-Unitsd Kingdom Tax Treaty. MNr. Brookes
is a California lawyer who rogt_ounud Capitol before the Committee and
urged the adoption of the &uty with Article 9(4) which would have
prohibited the applicution of the unitary tax systam by the individual
states with respect to a British parent.

The testimony of Mr. Brook‘slmlains in some detail the businesses
engaged in by Capitol and EMI and the arbitrary assessment proposed by
the California Franchise Tax Board. Of course, Mr. Brookes's remarks
wers directed toward thoAnccouity of a treaty to limit the individual
states’ power to apply the unitary tax to a British parent, but they are
equally applicable to the need for passage of S. 1688 He points out
that California, through the Pranchise Tax Board, is "generally acting
like a bull in the international china shop" and tl;at such action "is
unbecoming to the dignity of u;o United States, to-the placidity of its
relations with those countries with which it solemnly negotiates treaties,
aqd accomplishes no purﬁon necessary for the protection of the revenuas

of the taxing States.”

. Mr. Brookes raises a significant point which is often overlooked in
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discussing the unitary tax system. He points out that the California
Legislature does not mandate the world-wide application of the unitary
tax principle —— that, in fact, the lLegislature has not mandated the
use of the unitary system at all. What ths Legislature did was to leave
the choics of the allocation mt.hod to the discretion «f the Pranchise
Tax Board, and in its u-c:;un the Pranchise Tax Board decided to _
employ the unitary 'appottiomnt system universally, and, as the Board
phrases it, "go wo:ld;vidc" in its application by including foreign
parents, foreign subsidiaries, and foreign opont;.ions in those of the
taxpayer. So at least with réspect to California, 8.1688 ~ would not
supersede a state statute; it would merely tie the hands of an administrative
agency and require it to eol_loct taxes within the bounds of accepted
international tax rules. Mr. Brookes's remarks make 2& mui'utinq .

reading and should convince the Committee that S. 1688 wmust be ;.)uud.

In his testimony before the Senate Mci@ Committee on 8$.2173 in
December, 1978, Mr. Brookes attempted to muuam' the &ifferences between
operating abroad and operating in the United States. A copy lot his
testimony and extansion of testimony is also attached. He points out that
the unitary tax system ignores differences between United Statas economic
eoudjttions and those prevailing ;hwhm in the world and consequently
anorcs. the mﬂnq profit marging which occur solely because of local

canditions in the various countries in which a group operates. The theory
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of the unitary formula system can be equitably a:;puod to operations within
the United States. Labor and matarial costs, factories and equipment costs
are generally similar, and the accounting bhooks and records are saintained
uco:diwtoms-nmmtmqmm. Purthermore, eboymuinw
in the English language and in the same currency.

mm&w&mttht&MtWWUCﬂMmeﬂiﬂ
operations, especially in the case of a foreign parent which dictates the
accounting system of its world-wide subsidiaries and, as it can rightly do,
ignores the peculiar provincial requirements of California's Pranchise Tax
Board. Mx. m'-muuo:.mummtmozm
nischief created by the Pranchise Tax Board's application of the unitary tax
system on a world-wide basis. Be concludes that the unitary tax system
should be regulated by Congress. And that purpose would be achieved by the

passage of S, 1688.

Aside from the multifarious inequities of the unitary tax system vhen
applied to foreign opexations, there is another area of concern just beyond-
the horizon which should be considered by this Comaittee in its deliberations
on . S. 1688, To dats, this area of concern is not an actuality, but it
unquestionably will be a very real one if S. 1688 or similar legislation
is not enacted.

I am referring to the inevitable retaliation by governments of statas,
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provinces or other politicsl subdivisions throughout the world if the cancer
crsated by California's Franchise Tax Board is allowed to continue and grow.
It is certain that if a provincial taxing jurisdiction in California is
allowed to reach outside its borders and, indeed, outside the United Statass,
the taxing jurisdictions of othar political subdivisions in the countries
around the world will retaliate with their own peculiar reporting requirements.
Por example, the Province of Ontario in. Canada, the Stata of Bavaria in West -
Germany, a Federal District in Mexico, or any political subdivision; indeed,
the list is endless, car sach prommulgats its own brand of a unitary tax
apportionment system and apply it to a United Statas based company which
has an operation within that jurisdiction.

The present difficulties experienced by American companies La complying
with the individual reporting requirements of the fifty states and hundreds
of cities will be insignificant compared to the spectacle of coamplying with
a variety of unitary tax apportionment systems in political subdivisions of
countries all over the world. Obviously the compliance costs create
additional operating expenses with no increase in productivity. The ultimate
zesult would be like the tower of Babel, only in this case, a confusion of
unitary tax systems. S. 1688 will relieve this anxiety; hopefully, it is

not too lats.



I am the Pinancial Director of EMI Film & Theatre Corporation -

- - __& member of the EMI Group of Compsnies whose parent company is

EMI Limited, a company incorporated in England.

Inmtmltorthoapporhnuyorbungablo'to speak in favour
of Assembly Bill 525, particularly becsuse EMI has experienced ths
practical inequities and cnerocus complisnce requirsments of unitary

- taxation. . Thare iz nc feer of the unimowm. This is reality.

EMX mmww entities all over the world.
It trides with pore than one hndred countries and has subsidiaries
in ovex’ thirty countries. It has subsidiaries with publicly owned

. minorities in several countries. DT operstes & TV statiom,

theatres, studios, hotels, restaurants, bings parlours, bowling
alleyxs snd squash racket clubs. It asmufectures records, tapes,

‘ ﬁu@_mmmﬁ tecinical products in verious

electronic industries, including the well know: brain and body
scamners. EML finances, produces, distributes and exhibits motion

. pictures; it iz engaged in defense contracts end research work of
. considersble secrecy. AlL in all, BN is & very diverse orgmnisstion.

One of EMI's subsidiaries is presently engaged in a disputs with

. the Californis Franchise Tax Board. That corporstion is Capitol

Industries which at the relevant time had publically held minorities .

. and is principally engaged in the oreic business. Oune of the

relevant years is & year in which Cepitol made a significant loss
while the remainder of the EMI Group was profitable. Because
Capitol was unable to snswer all of the questicns of the California
Franchise Tax Board, the Board sent to EMI in London instructions
entitled "GUIDE FOR CORPORATIONS FILING A COMBINED REPORT*. It
starts by saying that - ‘ —

The California franchise or income tax applies cnly to that portion
of a Corporation's total net income, that is "derived from or
attributable to sources within this State," and vhen a busineas

' which is conducted both within and without California, is unitary

in nature, the portion of the business income from that unitary

‘busizness sttributable to sources within California must be
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‘determined by the formula apporticnment.
It goes on to say that -

If a group of corporstions conducts a unitary business the
metbers of the group are required to report and compute the
measure of the tax by what is called the "combined report®
approach, and in dstermining whsther or not the combined report
spproach must be used, the geogruphic locations of members of a
wmitary group is immaterial.

Does this meax that in orderr to compute Capitol's Califoinia
source income it is necessary to combine 150 bingo parlours in
. the North of England.with Capitol'a music dbusiness, or a chain
of steak houses in London, or a sarine in a 60% -controlled
subsidiary in Sydney, Australia, or the activities of EMI in
England as & result of its defense contracts with Her Majesty's

Yo are alsc told that the combined report should contain, amongst
many other things -

A combined Profit & Loss statement in columnar form, and
A coabined apportionment formula in columnar form.

This creates major problems to sn intermaticnal corporate group
such as EMI. The kinds of information required by California

md the requirements as to the form in which it is required to
be submitted place an immense burden on EMI that has no other

reason to prepare such information.

* Where members of- the Group, and particularly the parent corporation,
. are located outside of the United States, much of this informatiocn
is either difficult or impossible for the local taxpayer to obtain.
‘Such informacion is not available to our U.S. subsidiaries. 1In

- some oases  providing the required information would violate
corporate poliocy or foreign laws, upocn_l:_l_.y in relation to

defense contracts, not only with the British Government but

66-690 0 -~ 80 Pt.2 - 15
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'also with the Governments of other nations.

The required conversion of financial figures to dollars at
scores of different rates of exchange with sharp fluctuaticns,
devaluations and other changes, is an operational nightmare.
California’ itself does not follow U.S. federal income tax
accounting conéepts. In fact the cost of compliance might
conceivably be far in-excess of the California tax itself.,
Further financial information may reflect confidential data,
trade secrets or other important information that cannot be
made available to governmental units having no conneotion with
the companies involved. Indeed California's printed requirements
are more onerous to EMI than the U.K. Inland Revenue, the U.S.
-Internal Revmue Service and even the Securities and Exchange
Comxaission.

Some of the mustim asked by the California Franchise Tax Board
of EMI inx London include = .

& roqupat for copies of aegreements between EMI and its a:tﬁ.uates‘:

_ questions in relation to the reasons why EMI acquired Capitol and
its atfiliates;

demands for a summary of all inter-coxpeny charges between EMI, )
not Capitol, and its affiliates;

. questions on how many txips were made by EMI personnel, not Capitol
perscamnel, to its _nzﬁ.natos including names, dates, and business
purposes. ’

Our local subsidiary would need to know the details of all of

EMI's activities in order that it may be able to tell the California
Franchise Tax Board enough to satisfy its curiosity. All of this

1s supposed to be necessary in order to find out how much of EMI's
income 1s and I quote again "derived from or attributable to sources
within this State" 80 that California can allocate income to Capitol
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and therefore tax it. It must be obviocus that some of EMI's
activities and income is none of California's businesas.

The basic rule applied in intermational tax law is that the
profits of the various parts of an enterprise should be those
which would result if the various parts were dealing with each
other at amm's length.. - - '

Misallocation ‘of the tax base under the application of unitary

. apportionment to foreign corporations will arise for several
reasons. Labour costs vary more substantially among countries

than among regiocns in the U.S. Similarly substantial differences

in the cost of plant, equipment, inventory and other property,

distorta the property factor. 3uch distortions are further

increased by fluctuating currency conversion rates. If that

were not enough the CIFB is not even consistent in its application

of the three factor formula.

In the payroll factor the CTFB used a zero factor for EMI's
40,000 employees cutside the U.S. Their interpretation of the
property factor is also very questionadble inasmuch that they
included rented property only if it was located in the United
States. All this positively favours the ETB.

The use of the unitary apportionment system is a highly imperfect
substitute for the arm's length standard. Implicit in the unitary
system is the assumption that profit rates in different units of

a corporate family engaged in different activities at different
locations are always the same. This is clearly not the case, and
to that extent the unitary system will misallocate income. If an
international group is involved these differences are likely to

be accentuated compared with a domestic group. Furthermore, it

is quite inequitable to fund a tax liability in an alien Jurisdiction
from a partly inaccessible profit source. Even if the concept of
formula-apportionment wore acceptable, it does not recognise in
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our case the inability of Capitol to obtain restitution from
EMI's affiliates in Australia, Brazil, France, Greece, India,
Ireland, Italy, Japan, Nigeria, and many other smaller countries
where exchange control and transfer pricing regulations exist.

- To summarise, this extra-territorial extension of California
taxing laws is a source of conflict and antagonism. It is
reaching cut for revenues which are not associated in any
meaningful way with the State. It not only contains the danger
that such arbitrary rules might be adopted by aggressive tax
administrators in other territories, but also could ercde the
United States tax base on its corporations operation abroad.

It imposes an cnerous and in some instances impossible admin-
istrative burden in maintaining records under different foreign
accounting practices in countries throughout the world just to
conform with California tax accounting concepts. .

For taxation purposes neither EML nor eny of its non-U.S.
affiliates has a permanent establishment or taxable presence
in California. This Bill will therefore relieve our local

. subsidiary of burdensome taxes and compliance costs on group
income and it is for this reason that we support and sincerely
hope that Calitoqnia.wm adopt AB 525.
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2, With respect to those corps. to which French sells goods or from whichk,
recélves foyaltles, Why are (hese royaitics paid? What percentage of th-toty,
food sales of these corps. results from the sale of products using muterialy:g:
processes for which royalties are paid to Freich and whzi nercentage of.theis
total food sales result from sales bf products purchased from - French. T¥hap,
percentaga of total sales of these corps. does food kales comprise? ¥or, contry,
purposes plense describe the lines of report!pg of thesé corporations &ndithe rest
of the corporate group. Besides food sales w at other activities do these -cdipy.
engnge in? How are these nctivitles fntegrated into the food sales? This:tag
question shonld beé viewed In terms of common dlstrlbuton‘ marketing tech:
niques, accounting, management, collections, credit and all other line. asg
stafl fuhctions. ' i ) R Y

3. How are tbhe worldwide operations of each product group coordinatedy
{Vhat are the policies concerning purity or quality of food products on & worls-
wide basis? How are thése maintained or enforced? Please be very specific.ég
tiow worldwide policles for eacl product group are developel, coordinated dnd
enforced on A worldwide basls. ' T

We wonld appreciate hearlng from you as soon as possible, Thahk you fet
your cooperation.. ) L e

. i, 3. MeAvLtrre, limb

: : L Awsiaed

Senntor Javirs [Presidin ‘ Thank you. : - vl wtienedy
Our next witness is Mr. Valentine Brookes. - o bt

STATEMENT OF VALERTINE BROOKES, BROOKES, BROOKES & Vodi,
SAN FRANCISCO, CALIF., ON BEHALF OF EMI-CAPITOL RECORDS,
INC. R

. ., e BT
Mr. Broogrs. I am n California lawyer. 1 specislize in tax work
1 anh l}’m :o speak exclusively to the proposed article 9(4) il the pid’
posed treaty. " - s vt
1 represent in California for tax matters Capitol Record ;I'ng«:.fa
name describes or suggests what it does: It makes phonograph teco
and tape records primnrilﬂ:)lf music. It is owned entirely by s Unitid
Kingdom parent, EMI, I4d. 'EMI hns no permanent ¢ iohai
in the United States, though it does own Capitol Records, a subsid:

jnry which operates in the United States. e roub
LY
. PRESENT CONTROVERSY WITII CALIFORNIA = il T

ETRT LR
For treaty purposes then EMI has no permanent esubtishrpelﬂ'
the Unitod States and is hot presont here. If the trenty is tatified 18
its proposed form for the future Capito! will be relieved of buiden:
some taxes on EMI’s income. It has, however, ¢ present controvessy
with California which Ihetieve will not be octed by the ratificstiod
of the treaty and it gives light to some of the discussion that h”‘_‘
been heard, particulatly from the Staté representatives who h:ni'
spoken in such glowiitg terms of the fairness and equity of the

tary system,
T think the committee might be interested in knowing mort! m.iu‘“‘
how it actually does work in practice. This controversy wi A
began with a'domand from the Franchisé Tax Boatd to EME .
Tondon for a great many bits of information, quite seurcﬁinf- %"ﬁ
tions coupled with the thresd of 925.-percenit pennity if EM fail
to respond. EMI did not respond. . oMIY
A second letter from the Feanchise Tax Board produiced E tied
yefusnl to respond on the ground that the United States-Un

REST COPY AVAILABLE
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faglom Troaty how in effect was with the United States and that
ed all 50 Statés and besides under regular concepts of inter-
gionkl 1aty Californin had no jurisdiction over EMI. -
‘gherenfter, the Franchise Tax Board sent the same letter but with
 designee changed to Capitol Records asking for ¢he same infor-
gition- that it had dsked of EMI and ngnrin with the threat of a 25-
sent penalty if the answer was not given in full.
‘cipitol asked EMI for some help. EMI replied ¢hat much of the
jiérmsation that was sought was beyond its own knowledge, it could
pt assemble it. Th the second place, it said “We are governed by
pitish law and we cannot disclose this to you under British law.”
The next step was & proposoed arbitrary assessmont against Capitol.
{spitol has_protested it and this is where the matter stands at the
peeent time except for some furthor correspondence between my cli-
dnd EMI, again pleading for help. .
"EMI this time hns cited the Officinl Secrets Act which it says it
wild violate if it gave Capitol this informmtion so that Capitol
ﬂd give it ¢to n.political .subdivision of o foreign power. It says
il it will not be. blackmniled by o threat of arbitrary assessment
s the violation of the U.IC. Official Secrets Act. '

',

By -

iy EM!I OPERATIONS
ilov, ¢ bit more abowt EMI. EMI not only makes phonograph

#oords and tape records and solls them to subsidiaries; it makes
&éin in the United Kingdom. Through subsidiaries it makes them in
Bofiand and France, Italy and the United States. In addition, it
$erated the only Lonhdon privately owned tolovision station in com-
plitiott with BBC. It operates theaters and studios in which movies
& fiade. It operates holels, mostly on rented gromises. It even oper-
“,‘N![go prrlors in the United Kingdom. It manufactures thoft
%ention devices and sells them throughout the world. It manu-
dres technicnl products in the olectric industrics and alectronics -
.H“ﬂ_r_m. EMI takes credit for having devel the airborne radar
! was on the aircraft that the British pilots flow in the Battle
¥ Britain. This hng kept it deep in British defcnse work ever since.
§ U nakes and solls throughowt the world the brain scanner which
® well khowh i the United States today and for which it lnst
| Mrwon the Queen’s A ward.
" ) defenso work in gencral terms goes into a continued application
* Hdar for airernft and ships, fighting vessels, proximity fuses,
;f:f t:l%\gees, montar detectors nand search vohicles both airborne
e,
b it ehgnges in resenrch woik of considernble sccrecy for the
c"ed Kingdoin, both thnt wlhich becomes prit of products it manu-
lites and of thoss manufuctured by the Defense Departmont for
h““o itsclf, and others.

! ' CAPITOL'S NEED FOR DETAILS

itol would need to know the details of all of these enterprises
S ing these military application enteiprises in order that Capitol

BEST COPY AVAILABLE
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may Ue nble to toll the Californis franchise:tax.board. enough tg
satisfy its curiosity. - E R AT BTN AT

Norw, all of this ig sppposed to be necessary in order that Cakifornig,
can find owt how much,of EM1I's income it should aocate to.Capitol
and tax. It should be obvious that some of EMI's. income, all of .it,
{from operations not involving Yhonogmph records, are none of: Culi-,
fornia’s business since nono of that operntion by. EMI is even in thel
United States. Neither EMI hor, Capitol can possibly toll. the State
of California the detnils about the research which it does fot . the:
British Defense Department or other things that would represent, a.
violation of the Officinl Sccrets Act... ... .. . . ..o .. [ g

LI B 4

S« - .. wiArstosevoRe! .. . .. ..

Nor, if the United Kihgdom itself is not saiisfied with this stats
of aflairs involving whi})sming'of one of its industries Lotweert. the
British Inw and the California lnw, whatisit tode? . . e

~There has been some suggestion that the United Ki_ng’dmﬁ'shoﬂi_(f.
not invoke the trenty procedure. But, it has no representatives in the
California Legislature or in Conﬁress-t\ml of Inte there lias beeit cofi::
sidernble expression of concern by the Coiigreas over the propriety
%f foreign governments lobbying their, own positions before the

‘ongress. ‘
~ So if it has withheld this sort of :activity from the Cofigress ‘jt

should not be criticized. I think the Senators, will agree. Jt can dd
as normally foreign goveinments do, in .dealing with jthe Uhited,
States, entor into treaty.. - .o oL a1

Now, there hns been n siggestion that there should not be , trenty,
with t‘\e United States but instead with Califoinia: and anothet,
treaty with Orcgon and one with Alaska and then with eyery State,
which successively mny invoke this systom of putting foreign income;
into.the nnit,ariy group. I do not believe that the Senate of.the United.
States is the K nce to make the sngﬁﬁou that foreign pewers should;
ongage in making trenties with Statés. , . - T Y

So far that has boen thought to be unconstitutional and hasn’t been-
altompted by forcign countries. ' .- .. -, P

The final alternative suggested dndirectly by & preceding witiress
is that the U.IK. enterprises can withdraw o{cmlnions from the United;
States. This is & Draconian result which I am surc that.the Senate;
will not sugpcst is proper, Thero has been roference also to the im-
propricty of mnking what onte of the witnesses this morning from.
my State called an end #un around the Congtess. The entire trealy:-
making process, ns one of the Senators remarked, conld bo'ivgnt*de(t:
as doing that very thing. . = = C : ‘

Yot me dwell upon the rest of what this Lreaty involves as well
a8 cvery preceding tax treaty. Tho test of the tieaty and all prior
treaties involve only limitation from Federal taxes ot something:
related to Fedeial taxes.

In the imposition of Fodetal daxes the 1touss of Representatives
has tho constitutional powet of initintion. If its sensitivitics ave gread
on this subject it shounld. 1 snp'wse, be more sensitive about hdving she,
power of initintion on Federal taxes taken away from it than having
somo limited jurisdiction over State taxes taken away from it.

BEST COPY AVAILABLE
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" So, it is dificult fot.me to conceive of how there can be any appre-
riste suggestion that in this partioular arca where the Ilouse of
resertntives-notmally does not legisinte anyway, the treaty proc-

ws shotild not be invokod to limit the States. -

PR 1 K |
P .

RESIY,NSE TO PRECEDING WITNESSES

Senators, I have tnuch to sy in response to other bhings that have
been stated by the preceding witnesses of the last day and a half.

I undeistand that the rccord will e kept open for enlargement of
‘ramarks. If this may be so, I should like to utilize ¢hat mothod of
snsworing some of the other things that I have deferred.

Senktor Ctureit: Certainly. The record will be kept open for that

» . ;
d Hxlr.]Brooko’s prepared statement and enlargement of temarks
follow: . ‘ '

PosiTIoN PAPER oF VALENTINE Brooxrs, Esq. or Prorosep U.S.-U.K, Income TAx
ConvexTioY; PArTICcULAR ReverEnce 7o TasiTaTioN or THE POWER oF THE
StAres 10 Tax -

This Posttion Paper s {n support of the position that the sectlon of the pro-
posed U.8.-U.K. Income Tax Convention limiting the power of the States to
include UK. entcrprizes in allocation formulae of corporations dolng business
18 the United States should be ratified, with the protocol which has since been
negotinted as an amendment to the treaty. If any changes be made prior to
‘ratifictlon, the change which this position paper recommends is the elimina-
tion of the protocol. o : ~

The treaty as originally signed limited the potwer of the States to Include

any U.K. enterprise in n unitary group for allocation purposes twithout regard
‘fo tthetber it was owned by residents of the U.K. or by American interests.
Apparently In an effort to mollify the States opposing that provision in the
(reaty, a protocol was later agreed to limiting the restrictions on State power
to tax to those U.K. enterprises which are owned by U.K. residents. The protocol
has not had the effect of fnducing the States to refrain from opposing the
trealy, and sliice the protocol discriminates ageinst Amerfcan-orwned business
doing business fn the U.K. and in favor of U.K.-owned business, there secry to
be no purpose of American forelgn policy in contiuuing to accept the lmitation.
on the restriction the protocol represents. Nevertheless, i the world has turned
on its axis so far that the protocol has become imbedded o the treaty irre.
vocably, this positiob paper urges ratification of the trcaty twith the protocol,
mather than fts rejcction. ,
. The principal opponent of the trenty s the State which has been most ardent
in its apptication of the unitary theory of allocation of net income on a world-
wide kasis, which 1s the State of Califorvia. Much of the discussion berein wiil
therefore Le of the position of the taxing agency of that State, and of the
Cour's of that State. -

Firet, It appears quite possible that the Calitornla Supreme Court would hold

at under some circumstances the existing U.S.-U.K. income tax convention
would wrohlbit the tncluslon of U.K. enterprises in the unitary group Caltfornia
would create for its taxing power. In Bcandinavian Adrline System, Inc. v.
Counly of Los Angeles, (1961) 56 Cal. 2d 11, 14 Cal. Rptr. 26, 363 . 2d 25, cert.
.Geh. 368 U.S. 890, the Callfornia Supreme Court held that the County of Los
Angeles eonld not tax the ateplanes of SAS because of the Income tax conven-
tions in effect hetwweeh Sweden and the United States. From the opinion it
Appears that each of the three forelgn countrles owned one or more of the
aitplancs opeeating between Copenlingen and Los Angeles. Los Angeles County
tlteimpted to tax ati apportioned amount of the value of ench of the alrplancs.
The Swedish treaty contalned a provision which the Callfornia Supreme Court
foterpreted s applying to local property taxes of Sweden, and which it con-
tiderced would bave prevented the Swedish local governments from taxing the
Property of att Ametican enterprise in reverse clrcumstances. It therefore cor
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clided that the Swedish alrplane was exempt from Stdte tazatlon on reclprocs)
- principles it found in the treaty. It concluded nlso that in spite of the lack op
pnraliel provisions in the Norwegian and Danish income tax treatles with ¢
United States, those countries were entitled to tue benefits of d most favor
nation clause it found in each of their treaties, and hence they enjoyed the
rame exemptions for their airplanes which the dweduh airplane wis tound to
enjoy. The Court went further and held, as an alternative gronod (14 Cal. Rptry,
at 43) that federal constitutional provisions prevented Californiz from dis.
criminating between forelgn natlons, aud therefore It must accord each nation
the favored treatment the Swedleh treaty provided for the Swedish property.
The California Supreme Court summarized its conclusions by stating: .

“This Is but another way of saying, as we have said above, that tazdtion
of foreign owned and ba instruments of commerce resent a field that iy
peculiarly federal in nature, without regard to such specific constitutional con.
siderations ns the commerce clause or the due process clause, and which must
be left to the administration of the federal government, even in thd adbserice of
any present federal legisiation thereon.” _

One would suppose that the Callfornia Supreme Court would volce the same
views In an Income tax case, since the tax treaties it construed were income
tax trcuties, except for one minor provision in the Swedish treaty. 1t appesars
quite possible, nccordingly, that Californid's own Sipreme Court would hold
that under at least some clrcumstances the existing treaty llmits Califotaia
miore brordly than the proposed treaty with the protocol added.

The Califorsin Supreme Court's decision th the S8AS tase was by a divided
Court. Both of the dissenting justiceg bave since left the Court. A treaty case

-1s pending before the Court now and thé Conrt will have the opportunity te
decide whether to continue to apply the SAS case, or to extend It further, or to
limit {t. Until the case now before it has been declded, one must assume that
the 8AS decision continues to represent the views of that Court. I assessing
the significance of the opposition of the Culiforvida taxing agencles to the
proposed treaty, thercfore. one must teckon with the distinct possibility tdat
the highest court of California would hold that under existing treatles Call-
lorn:nt cn;mot constitutionally do what its tax agency contends it is dolng
consistently. .

Moreover, the only Catlfornin appellate decision which has invotved the
Californin tax authorities’ attempts to go worldwide in their consolidation and
unitary formula theories Is directly op?om to the tax agency’s position. It
rejected thelir position completely. That deciston Is Ohase Drasé and Copper
Corporation v. Franchise Tes Board, 7 Cal. App. 3d 00, 88 Cal. Rptr. 350; 10
Cal. App. 3q 408, 87 Cal. Rptr. 230; 03 Cal Rpte, 805, On the Issues the Frauchis
Tax Bonrd lost, no hearing was sought In the Californla Supreme Court, so the
decision has become final on those issues; although it continues actively 10 the
Courts on the fssues on swhich Chase 1 The case involved the effort by the
Franchize Tax Board to consolidate Kengecott Copper Corporation and ail of
its subsidiaries with Chase Brass and Copper Corporation, which was entirely
owned by it. Among those other subeldinries was Braden Copper Corporation,
a Maine corporation whick operated egclusively n Chile. In that country it
owned nnd operated n copper mine, smelter, and refinery. In the taxable vear
& consideratble portion of the refinéd copper of Bruden, was vold by Kenneeqt}
fn the United States, but ordlonrlly Braden conger wae sold fn Europeant at
Asiatic markets, not in the United States. Roth Kennccott and DBraden con-
ducted, generally, the same type of copper businese. The Conrt suxtained the
congolidation of Chase with Kennecott's copper business snd the Qrpllcttlon of
the nllocation formula to the combined «”3" net income ot the two corpora-
tions, but 1t held that Braden was not part of that unitary business, becan
Braden conducted its copper business it & forelgn conntry and not in the Unit
Gtates. The California tax atthoritles consisteiitly cite the Chesé Brass decision
ax authority for the consolidation of varlous commonly owned corporations
conducting a domestic business, bt with equal consistency rejéct the possihility
that any portion of the declsion which is ddverse to any of thelr other conten-
tions Is of the slightest precedential sighificance. Hence; they tgnore the Bredes
Capper aspect of the decision, and the defeat to thelr positidh which it repre-
rente. But It the other Callfornia Cotrts follow that decislon, the Catlfornia
Frauchize Tax Board will be prevented by thelr awn Cdurts, on locat statitory
and constitutional hages, from golng warldwide. tn that event, the treaty wiil
-deny them nothing which thele bwn Cotirts wonld permit them to have.
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The author of this Position Paper wns the attorney who represented Chase
ss {n the foregoing cnse, nnd be also represents a number of other taxpayers
nu Hitigation now pending in California Courts and administrative ageucles, in
shich he is urging upon the California Couits that they follow the Braden
Copper aspect of the Ohasc Drass case. Other attorneys are dolng the same
sith thefr citerits, It fs possible that in at lenst some of the pending cases the
wil be decided the sarie way it was in the Braden Copper Instance. and
California will lose in its own Courts, with the consequent necessity of making
grge refunds of taxes alrendy collected. This will represént a fiscal burden to
e State of Californla greater than any threatened by the treaty under con-
dderation, because the Californin proccdure does not permit a taxpayer to
fitlgnte a tax without first paying It. In consequence, every defeat the State
roffers In its own Courts will result in n refund of taxes already pald into
the Stete Treasury. The doubtful wisdom of a tax administration which is o
wospect constitutlonally and so stoutly resisted by taxpayers which may cause
soch glgantic drains on thie State Treasury, through successfu! sults for refunds,
wonld Justify the Senate In questioning the wisdom of the advice that tax
tdministration is giving it.

The Chase RNrass case, involving Braden Copper Corporation, réjected Cali-
fornin’s nttempt to consolidate and nllocate by formula where the pareut
corporntion was a U.S. corporation. Notwithstanding its defeat in those circum-
stances, the Franchbise ‘fax Bonrd has resolutely attempted to assert its sway
wrer foreign pnrent corporations having U.8. subsidiaries which operate In
Calilornia. One Is reminded of Don Qulixote. One of these is a cllent of the
suthor of this paper, swho has Leen glven permission to teveal some of the facts

ted in its case. The client Is Capitol Industiles-FMI, Inc., the stock of
which is owned by a U.K. company, EMI Limited, which has operations directly
or through subsidiarles in thirly-three countries. Capitol Industries is Letter
tnown as Cidpitol Records. It records musical petformances and spoken per.
formances {n the United States, makes phonograph and tape records from the
tspe masters ot the performances, and sells the records to the public through
distributors. Its specialty i= pop and country music, It bas a long-standing
teciprocal 1icensing arrangement with ©WMI, under which masters ot all of Its
recordings are available to EMI for the making of phonograph records for sale
fs the Urilted Kivgdom and Europe, and certala other counteles, and in return
EMI niakes its cinssical repertoire available to Capitol, which presses records
from $t In this country and markets them under the names Angel nud Seraphim.
The arrangemeénts clearly are of tho type to be examined by the Ioternal
Revenue Service under Section 452, Internal Revenue Code, and this examina-
tioh has routinely occurred. The terms of the reciprocal arrangement have been
in effect for twenty years and the working out of those arrabgements bas not
teen chaflenged in repeated nudits under the Internal Revenue Code over that
perlod. The Btate of California and the other states in which this corporation
docs business and to which it must pay taxes enjoy the Lenefits of the examina-
{lon by the Internat Revenue Service, and 1f any unfalrness to the United
States in that teciprocal arrnogement were wncovered by the Internal Revenue
Service, each of those states wonld benefit accordingly, through parallel adjust-
ments to the total U.8. income of the corporation. ‘

This does not, however, sdtisfy Californta. It wants to force EMI Limited
ind Capitol Intd a consoliGated unit, notwithstanding that EMI bas numerous
businesses of a type entirely torclgt to and different from the record business
of Capitol Records. For exhmple, M1 Limited tontrols u television station in
the U.K., which is the Inrgest privately owned television station In that
country ; it owns and operates novie studios and a chain of cinemas; it owns
ind operdtes Hotels and restaurants: it operates it the electronics field and has
succeeded It developing the famed EML bralh scanner, which Is belng sold In
dhe United States Lthrotigh nnother BMI subsidiary, which tho Franchise Tax
Board wontd tonsotidate with Capitol Records; it 18 a significant U.K. defens
totractor. Under U.K. Law it would be guilty of treason as well as lesser
slenscs 1t (t revealed any detalls, financlial or otherwise, of those contracts to
A politicat subxilyiston of & foreign power. ‘The only. unity which can exist
betwwten ¢ U.K. Hefense contractor and an Amterican phorfographt record com-
pany, and betweed sh Ametiean corporation which sells x-ray brain scanners
and A siibsidiary which innkes and markets phonograph records, 13 unity of
ownetship. ‘The Franchise Tax Boand's theoriea of uhity have now been reduced
o wheto vite units ts sufficlent, If that one be unity of ownershlp,
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The Franchise Tax Bonrd wrote EMI {n T.ondon asking that (t make avatt.
ahle to the Franchise Tax Board the type of nll-reveAling findncial lnformation
it is sccustomed to obtaining from taxpayers nperatirig in California sud other
states. BMI replied to the Franchise Tax Board that the requested Informatioy
was confidentinl and its revelation would be harmful to its Interest; it pointed
out that it had no permanent establisbment In th¢ United States and.tvould
1uo be expected to make auch revelations to the U.8. tax authorities: 1t stated
nlzo that much of the information was hot nvailable to ft, because It was not
of the type which a British taxpayer would need and wonld accumulate; end
finally, it stated that under both International law and the existing U.8.-U.K,
treaty It wns not amennble to the jurisdiction of the State of Qdlifornia and
would not provide it with the requested information. The Franchise Tax Board
nsked Capitol Industries-EMI, Inc. to &mlde it with that Information, and g
letter from the American subeldlary to EMI Limited In London also failed
to produce the Information, the reasons given by the parent corporation to the
request ‘of the suhsidiary being & reference to the reftsal it had made when
asked for the Information directly by the Franchise Tax Board. The Franchise
Tnx Board then twrote both BMI and Caplitol, threstening penaities If the
demand for information was not complied with, Fortunately for all psarties,
sanity has subsequently prevalled with the Franchise Tax Board to the NHmited
extent that the subsequently propored dssessment agalnst Capitol did not assert
.pennities agatnst it for ita tallure to force its parent corporation to accede to
romething the parent corporation had refused to do. The Franchise Tax Board
has, however, izaued a proposed drscasment sgninst Capitol Industries-EMI,
Ine. without complying: with the Californin statute which requires that the
Franchise Tax Bonrd supply the taxpayer, on request. with the detalls of the
computntion of nllocated net.thcome. Althongh Caplitol has written the Fran.
chize Tax Bonrd arking that.thore detalls de supplied to it, the request bas not
vet been complied with. From the process of working backwards trom the pro-
posed ansessment to the Agnres which are known to Caplitol, which are the U.S.
fiznres and thoee avallable in EMI's published reports, {t appears thit in thé
rayroll factor the Franchise Tax Board han tised a zero payroll Amure for BMI'Y
operations, althongh EMI's published reports reveat that it had more than
40,000 employces worldwide, and alno revcaled the payrolla fn the U.K. The
omisslon han the necessary mathematical effect of mnitiplying the percentage
of the conznlidnted tncome which is atlocated to Californin, -Also, it appeats that
the property factor s improperly weighted in favor of California, apparcntly
hecanse rented property was included in. the property factor only {f It was
Ineated In the United States, A pirntest has heen filed against this asseanmient;
and undoubtedly Capitol will, lii dite courre, learn the secret of the Franchise
Tax Roard’s mathemntics. hut Capitol fully expects to learn that the Franchise
Tax Board has taken the position that since BAMI has been unable or unwitling
to tell it what its worldwide payroll ‘{s, then it must be trented as having
40.000 employecs work for nothing, 1 ‘

The responze nf EMI to the Callfornia demand for informatinn may Interest
the Committee. The response was that the treaty between the United Kingdom
nnd the United States hinds each of the United States, whether taxing As &
single state or as a natlonat united gorernment. This staten the position the
Sonate should take. ris the proposed treaty does: a commitment made by thé
United Btatee should not be undermined by the individual States, The tnited
States shonld conslder what its own attitede would be 1t the United Kingdom
shonld permit & lncnl government with taxing power to be formed $h Scotland
and in Wales and shouid aasert that the treaty timttations on the taxtne potver
of the United Kingdom did not 1imit taxation by the government of Scotiand
or that of Wales. The United States would inevitahly constder, we suggest,
tbat the treaty had not heen entered ifito tn good faith In the frst place 12 it
could be mo undermined. - . o

On solid principles of international velatlons, the SHtaten shonid not bé
permitted to extend thele rench to foreign cdtmtries It clrciimatances in which
the United Staten by treaty has agreed not to extend tia own. The apectacle of
any State, and there are Afty of them that conld do an, 1€ permitied. demandidg
of a U K.-hnsed corporation doing no husfners in the United States that it make
ss complete a revelntion of ita inteirnal financial aftalrs ar It must to the
United Kingdom gorernment, Is dictinetly nnbecoming. 1t is a hurden on torelin
commerce, and an affeont to the dignity ot the United Ktates. For Calitarnid
or any other State to contend that hirdehsome demnnda for tnformation 4
breach of confidentinlity are nccessaty In order that the Stale protect its
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fasation interest, when the Unlted States government does not find it necessary
to do likewlse, stretches credulity beyond the breaking polnt. While each State
is entitled to imve its own concept of proper taxation and revemite ndministen-
tion, that is only within the conlines of its own jurlsdiction. Manifestly it has
po Jurlediction to force BMJ Limited to do anything at all. Its only hope Is to
resort to thie subterfuge of imposing a tax on EM1's subsidiary which will be 20
peary that DMI will find itrelf cconomieally compelled to accede to the Cail.
fornla demand. This Is precisely what Calitornja 1s attempting to accomplish.
Tet one cannot accept as Leing sertous a contentlon that Callfornia must know
the financiat secrets of EM1's braln scan Jovention, and of its ability to operate
s private television network In the United Kingdom in the face of the com-
petition of BBO, or_the cost and profits from defense sales to the Government
of the United Klngdom, In order that Californla may determine how much net
income Cnpitol Records makes In Cnlifornla from making and selling phono-
graph records. i

In summary, forcing U.K.-based companles to reveal their finnncinl sccrets
{o the Stnte of Califoruin I$ unnecessary to permit California fairly to enforce
fts tax Iaws. The Internal Revenue Scrvice faces a simllar problem, deals with
it successfully, and maker the benefits of its operations avallable to Californin
to apply for Its own protection. Californin and the other States are all atike
fu this respect. None of them vecds more protectlon than they already bhave, by
virlue of the adwministration of Sectfon 482 of the Internal Rlevenue Code by the
internnl Revenue Scrvice. ‘Lo permit them also to roam the world threntening
U.K.-bascd companies having no perinnnent establishment in the United States,
demanding information which -the Urited Stdates swvould havo no trenty right
te demand, and generally actiug like n bull in the lnternational china shop, Is
unhecoming to the dignity of the United States, to the placidity of its relntions
with those countries svith svhich it solemnly ncgotintes treaties, and accom-

Ishes no purpose hecessary for the protection of the revenues of the taxing

tates, I the treaty I8 objectionable in any reapect, it is In the limitations of
the protocol. it should be ratifled, preferably without the protocol, but hetter
with the protocol than not at all.

Finally, a comment shiould be made nhout Governor Brown's letter to Senator
Sparkman. It is unlikely that the Governor is {nformed about the California
court decislons discncsed In this paper. They are obstacles fn the way of the
California tnx authorities’ efforts to force worldwide consolidation and nppor-
tionment on the portion of the world's business which has subsidiary operations
in Catiforiia. Until those oLstacles nre overcome, Callfornia’s representatives
tre it the position of asking the Senaté to et them persist $n an effort to tax
forelgn Income arbitrarily apportioned to California by an entirely mathe-
matical formula, sin effort their own Courts imay well hold is violative of the
United Stutes Constitition.

-— P ] -

ExtExston or TESTIMONY OF VALENTINE Brooxes. FRQUIRE Brrorr SEnNATE
Foretan RrraTions CostmiTree on ArticLe 9(4) or Prorosen U.S.-U.K. IncoMe
TAX TREATY

Beenttre of the necessaty limitation on the thine of the witnesses, some teatl-
tony which woutd have been glven tn responre to the testimony of preceding
witnexses had to be ctlintuated from the testimony of Valentine Brookes, urs-
int to permission granted by the presiding Senntor, this extenslon of remnarks
b suhnbtted,

1. Contrnry to the statement of a witucss reprezenting the State Government
of Catifornln, the Callfornla Fogistatiure has ot manduted the world-wide ap-
pllention of the unltary principnl. Tn fact, the Leptsdature hax not mandated
the world-wide npplication of (hie unltary princtpal. In fact, the Legistnture hny
nt mandated the use of the unltary system dat nll. What the Leglclature has
done 15 to Jenve the cholce of alloeatlion method to he diceretion of the Fran-
ehizes Tnx Hoard, nud In fts diseretion the Feanchlge Tnx Board has dectded to
etnploy the unltnry nrmrtlmum-n! svslem undversally, and to go worldwide In
ts appttention, The phrase “worbiwlde” has been entned by the Frauchlse ‘Fax

rl, dand inenns tocludiig forelgn parents, forclgn subsidineles, and foreipgn
Merntlonsk of the taxpaver, ax (o net Income anld as to property, payeoll and
Raleg, I Hhe et fncome to e nlloented and (i the fuctors ised for apportion-
Bent, Catitornia has adopted the Entform Division of Net Tncome For Inx
rpeses Act, which Is In effect In amafority of the states using the unitary
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exstem. Its Inngunge in this respect Is not different from the language adoptog
by the Legislaturcs of those states whose ndministrntors have not consirueg
it to go worldwide. It Is as follows:

"§ 20101 : Baels of allocntion, When the tucome of n taxpayer subject to thi
tax imposed under tbis part Is derived from or attributable to sounrces hoty
within and without the state the tax shall be mensurcd by the net income Qe
rived from or attributable to sources twithit this state In accordnrice with thé
provisions of Article 2 (commencing with Sectfon 23120 of this chapter) ; pro-
vided, however, that any tethod of apportionment ahall tnke Inte nccount ag
income derived from or attributable to sources without the atate, income de:-
rived from or attributable to transportation Ly sea or nir without the stat
whethier or not such transportation is located In or subject to the jJurlsdiction
of any other state, the United States or any forelgn counitry. :

“It the Franchise Tax Board reapportions net Income upon its examinatiog
of any return, it shall, upon the written reqiest of the taxpayer; disclose to It
the Lasts wpon which {ts reapportionment hias bheen made.” ]

“§ 25121: Application. Any taxpayer having income from business nctivity
which is taxable both within and without this state shall nllocate and appor.
tion its net Incomne as provided fn this act.” :

“§ 25128 : Business Income. All business shall he apportioned to this state by
multiplying the Income by a fraction, the numerator of which is the property
factor plus the payroll factor plus the sales factor, and the denomindtor-of
which s three.” : . ) o

*§ 24137 : Other apportionment methods. It the alloention and apportionment
provisions of this act do not falrly represent the extent of the taxpayer's
husiness activity in this state, the taxpayer may petition for or the Frafichise
Tax Board may require, In respect to all or any part of the taxpayer's business
activity, If rensonnble: (a) Separate accounting; (b) The exclusion of nny one
or more of the factors: (¢) The Inclusion of one or more additional factors
which will fairly represent the taxpayer’s -business activity In this state: ot
(1) The emiployment of any other method to effectunte an equitable allocation
and apportlonment of the taxpayer's incomie.” .

The Senate will observe the absence of any provision requiring that the sev.
eral corporations be comblned, and all reference to forelgn operations is omitted.
Concerning the consolldated report, the Statute raya: i

“£ 23104 : In the cnse of a corporation linble to report under this part otvning
or controlling, either directly or Indirectly, another corporation, or other
corporations, and in the case of a corporation llalle to report under this part
and owned or controlled, cither directly or indirectly, by another corporation,
the Franchise Tax Board may require a consolidated report showing the com-
bined net Income or such other facts as it deems necessary. ‘Thie Franchise Tax
Roard Is authorized and empowered} In such marnner as it mny determine, td
assess the tax ngninst efther of the corporntions whose net Income s involved
in the report npon the binsis of the cgmbined entire net Income and such othet
manner as it shail determine to Le equitable 1f it determines It to Le necessar)
in order to prevent evasion of tnxes or to clearly reflect the net Income edrne
by sald corporation or corporations from business done in this Stnte.”

Azain the Senate will note the use of the word “may”, which In the Engllsh
langunge Is understoxl to confer discretion and not a mandate. .

2. Controller Cory stated that all of the cnses on the subject sustained the
fuclusion of forelgn operations in the uhitary group. There nre only two cace$
on thiz subject In the Calltornia Appellate Courts. and bolh ate contrary to
Controtler Cory’s statement. Thicy are the Scandinavian Airlines cnze and the
Chaste Drass case, hoth cited In my position paper. The former case was dis-
cussed at length by Secretary Woodworth., -

a. Article N(4) s reclprocal), wheters leglsintion adopted by the Congress
wonld not be. A leglslative Hmitatlon o the states comparable to Article 0(4)
would hind the stales, but woulll not prevent forelgn goverhments front peimit-
tlug theiv politienl subdivigions to adopt tdenticnl metheds of taxing American
bucinesses nperating tn other countries through suliidiaties having permanent
estallishments there. The treaty roule binds the other countrles. and this con
e of particular Importance th those enuntelics havhiz o federal gystem. Among
countrics afready having such a xystem nre West Germany, Austealin, Canadn,
Urazil. and Mexieo, Theee Is a parlininentary discussbon of the aduption ot
some Wmlted federal system In the Untted Kingdom. which imight glve Scotland,
for example, a power of taxntlon, and that power, It conferrial by the
Uarllament on Scotland, would he subject to the limitation of AtHele 9(4).
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the United States, therefore, gning an Important objective by having the pro-
tidon adopted by the medium of the trenty, instead of pressing for legisintion
which wowld be excluslvely unllateral in lts Wmitations.

4. 'The states are vttty witheut congtitutional support In contending that
the trealy represents a “federnl intrusion” into thelr sovereignly. The siates are
pere political subdivisions of the United States, and in the exercise of their
limSted soverclgnty are subject to the followlng federal powers germaine to
texation: (1) The Interstate commerce clause, which jmposes llmitations on
date powers which In practice are admlnisteredd exclusively by one branch of

vernment, npamelr the Judiclary through the United States Supreme Court;
fhe Constitution and the Court both recognize thot Congress has the power to
reguinte commerce aud any regulation it adopts supercedes any Court declsion;
failing legisintion, which fy the norin, the Supreme Court-has adopted a sct of
mlea. unilaterally. (2) The forelgn commerce clanse, which Is adjunctive to the
fateretdte comimerce power, and may Le articulated and enforced by the Supreme
Conrt, the Coogress, and also the Excentive with the advice and consent of the
fenate, through the treaty power. (3) The due process clause, which Is cus-
leranrily enforced by the Swpreme Court, but has been, as it mny be, also
wterpreted and enforced by stntute.

It 13 therefore npparent that constitutional restriction on the powers of the
tlater have been more often Interpreted and enforced Ly w single Lranch, the
Jndiciary, than by any other branch of gavernment, whercax In the trealy
arking power the Jimltation txthe joint product of the Executive arm and the
l4gisiative arin. The complaint of tlie states it there should he no “federnal
fstrusion™ on thelr pnwer without the acquiescence of tlie House of Representn-
tives Is seen. therefore, to fie an argument of desperation and withiont any
werit. Finalty, 1 referred tn my testimony to the Inappropriateness of any sug-

stion that n foreign nntlon should secek to make a trenty not with the

pited States but with the states in order to oltaln Minitations on thelr taxing
structure, and 1 stated thnt such conthitct had previousty heen thought to he
meonstitutionnt. 1 dkt unt cite the constitutional reference. Article I, Section
10, Clan<t 1 of the United States Constitution states:

"No Rtnte «hatl enter Into any trenty ¢ ¢ ¢

8. In my position paper 1 stated that the protocol thniting Article 0(4) to
UK. purent corporations, and omitting U.KK. euterprises to which Article 9(4)
would apply to thowe owned Ly U.K. shareholders, was in response to the
cbjectlons nf the stntes to the original proviston. During thelr testimony, the
tepresentalives of the states were consistent and unanlmous that they had
aot heard ahonut the treaty before It renched the Senate, at which time that
protocol hnd niready bten added. 1 therelore erred In statlng that tie protocot
was In ‘tesponse to the objections of the sintes. Scemingly It was caused by the
Treasury's own annlysis, and was not placed fn the exchange of notes in order
{6 placnte the Amecrlenn states. It certnthly ling not had that effect. It the
Bennte were (o reserve, tt therefore hns even more reason for mnking fis
reservalions ngainst the protocel Instend of Article 8(4). However, In view of

©71be teatimony of Sceretnry Woodworth ahout the probable effect of nny reserva-

y— -
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tion on hction hy the British Parllnment, I do not urge the Senate to inake any

tetervhtion ut all.
I apprecinte the opportunily of fling thix extensionh of remarks, and urge

the ratitication of the treanty, without reservation, —

Respect fully,
VALEXTIKE IIRONKES.

Senntor Crivnetr. Our next witness is Charles M. Walker, who ap-
peats on behal€ of himscelf, former Assistant Secrotary of the L'rens-
ury for ‘Litx Poliey. Los Angeles. Calif.

STATEMENT OF CHARLES M. WALKER, FORMER ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Me., Warskrn, Thank vou, Mr. Chairman,
am pleased to appear to testify in support of the new United
ingedom "Tux "Urenty.
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, Between Developed and Developing Countrles prepnred {h 1074 by n specind
group witliin the United Nations nlso adopted the sepnrate nccounting method,
+ &inte representatives who ndvocate the unltary method have complained about
the complexity of using the arm’s-length stnndards of section 482 In determining
pricing for intercompany transactions. They have complaiped that the States
simply do not have the staff of interhational epecinlists such ns thoze employed
by the IRS In reviewing Intercompany transactiona. A sulistantinl answer to
this complaint Is that the IRS regularly audits most major multinationals operat-.
fng in the United States and the results of these audits are avallnble to the
Stntes. Testimony of Laurence N. Woodworth, Ifenrings, 84. Furthermore the
unitary method does not answer all Intercorapany pricing problems because
even under a very broad definition of a unitary group certainly not all atfilintes
wilt be unltary. Therefore the States will have to mnke some computations
under the State equivalent of section 482, or utllize those made by the IRS,
In addition, this paper and those of other panel members fllustrate that making
n determination of apportionable Income nunder the unitary method fs not simple,
Indeed the problems are as complex as {hose encountered under section 4»2, If
not more so. Thus It would oppenr that State tax administrators would find it
ensler to resolve problems nnder section 482 with the substantinl help of the
INS than attempt the complex problems arising under the unitary method
without ang help at all.

- A comment shonld also he made In regard to complaints of Insing State roy-
enne. The Californla Franchize Tax Board, in particutar, has complained ahout
 loss of revenue If the State is not permilted to use the unliary methnl in
the Internntional area. Aithough there ate disputes bettwreen Governor Brown,
the franchise tax board and taxpayers about the nccuracy of the amomnt of
euch revenne loss, the fact is the franchize Iax hoard can hardly complain
about_lost revenue witil the courts have determined the cnses bronght by tnx-
pyers challenging the authorlty of California to lmpore the syrtem upon mnitl.
untionnl corporate groups, Furthermore, the franclise tax honrd Insiste on
apportioning the Incomme of multinational groups by the property. pazroll nul
snlea factors without adjustment for variations in the factors and for greater
profitahility ar between countries. Thus It I8 quite poxsible that much of the
lost reveie clnimed by the board resnlis from apporiioning the Income of
foreign corporations to Caltfornin that hne already been tnxed by the countries
where the earporatfons operate. Thus the franchize tux hoard ls complaining
abont s tnability (o tax the tncome twice, Tt chould alzo be noted that Cali-
tornina daes not allow n forclgn tax credit or deductlon for Income taxes pald
tee forelgn conntries. Thus the revenne bite i1 Cotifornin Is bhased on Including
the tolnl forelgn net Income belore taxes which miny be ns tigh ns 50-60 percent

ol net Income.
11. coNcLieIoN

1t 18 clear that the wnitary method as administercd by the Californin Franchise
Tax Bonrd. its leading exponent, is not worknble 1 the internationn! arena. The
assumptions underlying the method that enach mewmber s operaling In a commnn
markel whieh Is without substantial differences In economle, politientl and socind
comditions and which permits an equnl return on the fuctors do not exist on 8
worldwide basie. As n result of varintions In the factors and of profitability he-
tween different countries. forelgn source income is frequently apportioned to
Caltfornin and other states imposing the nnjtary method, Necause other connlries
nave ndopted the separate accounting method which localizes profitnbitity fn seqnt-
rate comntries. donble taxatlon Is Inevitable, )

Ihere tx, however, n more hasle redason why States shonld e prnhlbllm' from
adopting the uniiary method on n worldwide basts. That 1a heenise I serinusty
distupts cfforts to achieve uniformity in taxing commerce nmong the conntries ot
the world. Tie separate accounting and unitary methods are obvlously antithet-
jeal. ‘They are based upon different assumptions, apporlion income differently,
require the keeping of different records. nnd require different fnetunt determinn-
tions for thelr tmplementation. Uniformity Is Impossibie I fwo divergent methomlbse
of apportioninz Income are to be tinpoerd npon multinnitonnl corpornte gronps
by the United Stntes aned forelgn countrles an the one hand. and by the Kinlies
on the other. 1t should be noted that insofar as various States adopt the unitary
methud, there §s not only a tnek of uniformity between those States and the
tintted States and foreign countries but there Is the probabitity of n tuek of
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anlformity belween the States themselves in defining the elements of the unitary

ethod.
m'rhe debate fn regard to the merits of the scparate accounting method or the
uoitary method {n the multinationnl aren s Interesting, but beside the point. As
Professor T..S. Adams stated many years ago about State taxntion of interstate
commerce: “What s most needed Is a uniform rule. Just what rule shall he se-
fected (8 less Important than the general ndoption of the same rule by competing
furisdictions.” *

The United States and its foreign trading partners have ndopted separate
secounting as t uniform nvportionment rule. It makes little sense for the States
of this conutry to embark upon an entirely different apportionment rule. The
only workable solution to the problem is for Congress to prohibit the states
from ndopting the unitary method in apportioning the income of multinational
corporate groups. -

PrEPARED STATEMENT OF VALENTINE DBROOKES

INTRODUCTORY

These remnrks nre directed at the Callfornia systemn of apportioning net Income
to Californin, where the taxpayer Is part of a comnonly owned corparnte group
which operates throughout the United States and other parts of the world. ‘Fhe
Californin system I8 to disregard the corporate entities of the severnl corpora-
tions In computihg the net Ificome and the amount of the factors to he employed,
g0 a consolldnted group net Income 1s creted, aud a consolldated hpportionment
factor ts devised in which the ratio of Crlifornin property to world-wide property,
Californta payroll to world-wide pnyeoll, nnd Callifornin snles to worldwide sales,
Iz employed. The net Income s multiplied by the average of the Californin per-
centage of the threc factors and the resultant figure seeins to be tncome derived
from or attributable to California, which Californla proceeds to tax. Technleally
the Californin tnx Is on the franchlse of whichever member or members of the
corporate group do business within California, measured by that net Incoine, but
the practical etfect 1= the xnme ax It the tax were directly on the niet income. *Ju
the remarks hereafter no distinction will he made between a direct tax on net
income and & franchise {nx mensured by that net Income. )

A. The unltary srstem ns described above lgnores differences between Unlted
States economie conditions and those prevalling elsewhere tn the world, and
these Ignored llstinctions are critical. Ignoring them necessarily produces distor-
tion, so that the tncome atiributed hy the formuin to Calitornia will he elther
more or less than it should be, and only by a miraculous-coincldence will it lic the
proper one. :

1. The most olwjous vice tn the Callifornin ssstemn = that it Iznores the varying
proit marging which oceur solely beentise of loeal conditlons tn the varlous cown-
tries In which the group operates. ‘he mark-up (percentnge of groxs profit) is
tusuntly higher fit other countries than it I tn the United States. This tewdeney
is nttributable to different cireumstances: first, the business done In less developed
hations, Including the so-cntled Third Warld nations, invelves a great pollticn!
hazurd, so that the business will net venture tnto such an aren unless It enn hope
to pet i Investiment returned to it mare quickly than fn n more prediciahle
potitiend envieommnent, and necessarily thnt requires n neger margln of profit ;
much of the business done In the developed countries Is done In an environment
tn which Intense competition auch na that which s required by Inw [ the United
States Is actively dircournged, with the result that the marketplaee tolerntes
A larger marein of gross profit than Is eustomary (n the tnited States,

Labor costs nre fregquently substantiatly tower i forelgzn conntrles than In the
tilted Stutes. nithough within the lnst 2 ar 3 venrs Inflation nbrand has pro-
gresced mare eaphitly than tn the !ntted Stntes nned e tended to elaxe that gap.
Alsn, honrg of work tend to be biger ontside the United States than within it

For these vensone, the prodnetivily of ibor abroad canuot be gesneately
nienstired by woges pnid when those woges are then compared to wages pald
fn the Unitesl Stetes, More often thingi nol the wage differentind witl permit oo
geenter mrgin of net peofit abrond than In the Ualted States, bt the offect
of the wage factor lu the three-fctor formunty I not mevely to Bamore that

L Quated from Hetiepeteln, snpra, 20 Nab, ‘Tax S, ne 405,
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difference, but to reverse it; the lower the tvages abroad the smaller the tveight
ther have {n the payroll factor, ind the larger the drawlnthpo\vpr of the highet
Unlted States wage factor s I‘n pnl:lng net income into the United States, by
the operation of the percentage formula. ]

Finally, materinl costs are often lexs abroad than in the United States, which
in combination with the lower labor costs permits the selling price of simiiat
articles to be les= abroad than fn the United States but yet produce a Iarger
margin of profit. The effect of the formula, however, (n apportioning net iricoms
according to the relationship between sales, Is to de, ress the net Income appor.
{loned to the forelgn countries where the dollar vo.ume of sales Is less and
lucrense the percentage allocated to the United States and hence Californla,
e;en ;hough in fact the potential of the sales to produce net income is greater
abroad.

Finally. factories and their equipment are often tess expensive abroad thad

in the United Stater, and In the property fhttor income Is apportioned accotdiug
to the relationship between the cost of factorles in the United States and the
cost of factorles abrond. An equally efficlent plant 1a Italy will usually cost
tess than its corresponding one In the United States, but will be deemed to be
Irss productive of net income hy the operation of the formula slmply bLecause
it costxlese In United States dollars. _ _
* 2. Another flaw $n the unitary concept Is that it assumes that the samie
produets rold in the United States are those which are sold by the group throngh-
out the world. To state an extreme example of the point that Is being made; let
ns axsiime that in the United States Generat Motors sells nothing but Cadillacs,
which is the product on which Its margin of both gross and net profit Is the
greatest ; fet us nssume, further, that in Evrope it xells nothing but the Chevette,
hy its European name, which has a significant lower margin of profit. The
California formula, by throwing the sales Income, et cetera of both products luto
hoteh-pot asstmes conclusively that they ate equally profitable In terms of the
retationship of net profits to sales, property, and payroil. The assumption In
economic nonscnse. For further Illustration, enntinuing to tise General Motors
e an example beeanse of Itx prominence, most of the antomobtie lines mnde
Iy General Motors for sale in the United States are not sold In significant volumé
1n Europe, anit most of the significant European sales (the European equivatent
of Chevette heing Included) nre not offered for sale In the United States at afl
becnuse hiere they conflet with American-made automobiles. It Is obvious that
General Motors does not make the distinction described In order to affect its
Californin taxes; it does so for hard-headed economic reasons, Its margin of
profit on lts American-made automonbllea is certainly diffcrent than It Is o
ite European-made automobites, and thed aré both designed and bullt for wholly
different rnrkets, to opcrate on different highway and road conditions.

Another Hlustration of the point Is found In the facts of the recentls rendered
declsion of the hoard of equalization in the franchise tax appeal of Scholl, lde,,
where n Chlengo-based multinationnl parent owning more than 80 percent of
the stock of English and other European subsidinries was held entitled to
resist the worldwide application of the unitary formula becnuse the merchandise -
manufnctured and sold In Europe was different and the thrust of ihe marketing
operations in Europe twas also different from the markets and focus it the
United States, -

3. Tho facts of the situatioh the California formuln assnmes tdrely exist,
This assumption of fact Is that the goods sold abrond are mannfactured {8 the
United Statea and mercly sold to snles subaldigries srhich sell the product
abrond. As an alternntive the assumption ia modified to assume that the goods
rold abroad are assembled abroad from components, either entire o¢ inajor,;
rupplied from the United States factories. With phatmacenticnls, thete 13 4
certain valldity to the first assttiiniption but ft is not duntversit! in atiy chemicatl
company, and Is horne of a state of business affatrs trhich has nnt heen eco-
nomically viahle for many, many years. The second assumption, concerhing thé
components being mannfactured in the United States and distribnted to fae.
tories abrond where they become: prirta of proddticte émploylng those compotrents
and assembled elzewhere, nastimes & set of facts which uniloribtedly tocn exist
to snme extent or mnother. It {5 also ttue that some Industrial ethpires imdy
mannlacture componentsa in one forelgn conintey and xend them to dnnther wwheré,
fn conjunction with componetits domestically inanufactired there they are ds-
remlded into a final product.

66-690 O - 80 Pt.2 - 16
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Nelther situntion justifics the assumption that the margin of net profit in
{erms of property, payroll and sales is the same for the products manufactured
abroad as it 1s for the products manufactured in the United States, whether the
goodz manufactured abroad be made of entlrciy 11.8. produced components or
.otherwise. The difference hetween labor costs, and productivity abroad, and the
margin of profit at which goods are sold noroad, prevents any assumption belng
matle that the final article sold abrond is ejually profitable and only equally
20, compared with that manufactured aud sold in the domestic economy.

The rules applied under rection 482, IRY, for deallrg with that type of situn-
tlon are particutarly well understood and well developed, hecause they twere
developed precisely for that type of situation. They are aggressively administered
by the Internnl Revenue Service. The Etates do not need to administer them but
chn ride the shoulders of the Internai Revenue Service and take advantage of
the finnl determination they mnake. The necessity for the dixtorting formuia
Is not genuine, but Is argued for because, first, it leaves the administration en-
tirely within the hands of the particular SBtate, and two, its operation gencrally
allocates more Income to the taxing State and hence takes a Ligger bite from
the profits of the nonresldent, nonvoting, forelgn corporation.

4. The formulary system cannot function without converting forelgn ex-
change (nto United Stater dollara. During the many years in which the Bretton
Wonds convention was in effect and Uplted States and forelgn currencles had
4 Axed exchange relationghip with cach other, this did not represent a serlous
gmbfem. Ilowcver, In the first years after \World War II when currencles were

ttetnatihg madly and the U.8. currency was at a premium, the problein was
understood and cnnsldered to be Insurmountable. A rule that was applied to
make formulias worknble where they were applied was a generous treatment
of the principal of “blocked currency,” in which funds which could not be ex-
ported without & licensc were not regarded ns heing exchangenble Into United
-States dolinrs unttl the license was obtalued. Tn effect, this made the nse of
formulae Impossible on n universal Laris. Within the Iast several rears, in which
currencles have been floating, the formerly orderly relationship has been re-
rlnced by chnos. The accounting profession and the SEC have devised a sysiem

n which forelgn currency transiations inust be taken Into account currenHy
even lhough the actunl exchanuge has not been made. This has lead to wlde
fluctuntions In the earnings of U.S. baged parents and hax lead to wide swings
iit the vajues of stockr of such corporations en the local exchanges. 1linvever,

the franchixe tax board, in apparent recognition af the Inronds this would make’

-0t {he State revenucs. has refused to apply this system for denllug witls these
exchanges. Obvlongly. the system deals with a conditlon which must be reckonsd
with, ahd whatever mny he saldt for one ryatent of dealing with it compared]
to nnother, the problem ix diffientt and will not gn away.

To tllustente, let us assume that X company through subsldinries does husiness
in 84 different countries In the world, and let us axenme further that the re-
lationship hetween the locnl currencles of ench of those countries at the hegin.
hing of n particular taxahle year differs from the rate in effect at the end of
the year. Thia fs n Hikely nssomption. Batea revenues come In throughout the
rear. and not on January 1. nnd Decembor 31 exclusively, As recelved, they wre
ttepogited In hanks, ordinnrily In terms of Ioeal currency, and the oceasion for
determintng thele exchange value docs not arlse untll they are sought to he
tepatrinted or sent to a hank In some other countrs. 'his, however. ean arise
nt any time. ‘The ocenslon for doing so will not likely be delayed until the end
of a partleniar calendar year or the heginuing of the next one. Theve will,
fccordingly, probahly he conthhual withdreatweals and transiations Into foreign
¢xchanpe I}Irmmlmut the year, with intermedinte transactions In which the
funds may o through accounts in one or more Intervening countries hefore any
oecasion for thelr belug transinted Into 1.8, doliars ocenrs. Indeed, 1o the
-extent that they are used In operntions, which will he normal and continulng,
exchange teansintion losses and galnr wlil be continned and wilt continue on,
ahid will be netted at the end of the year. Tn the extent they are expended in
purchasing nssets, lnstend of services, tlinle tax effect ts not Immedinte and
st be postponed heennse they become n part of Inventorles or they becntne n
'::rt of tachinery or equipment, and the transtation Into U.S. exchange may

defeered for o conslderable period,

Then tithmntely the funidz will need to he transinted Into United States ex-
clatuge In order to b reflected In tax teftiens or the franchise tax board. the

‘.
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Internal Revenue Service, or somd other U.S, taxing agency. The tesult of the
transintion 18 lkely to he arbitrary, becnuse the translation of forclgh trxchange
fnto U.8. currency will be athitiary unless (he receipt of funds by the ihultl-
national group I8 contemporaneoys to the day with its trauslation it U.8.
exchange. Any deferment while he exchiange rates are fluctuating will Heces.
sarily produce a rate of exchange Mconsistent with the theory that the parent
hns had an immedinte renlization of any gross income received by its subsidiary,
in whatever exchange.

The foregoing Ix not merely a conceptunl diMculty. If it were, the hecessity for
the Iarge exchange transintion losses which now are appearing In the annunt
reporig of Amerlcan-hased multinationals as o tmatter of course would tot vcent,
The magnitude of those exchange losscs fudicates that they nre siot somethlng
that should be Hghtly dlscownted. .

Furthermore, the problem Is presented of how to take Into consideration in-
vestments of a permancnt natdre, made from forelgn funds, Lut where the-
Investment must he translated Into U.8. dollars In order to express deprectation
tn U.8. dollars. and to enter luto the property factor in U.S. doliars. Az rule,
as n matter of sheer necessity, the rule of thumb Is employed thnt the exclinnge
rato at the time of the Investment continties to be employed for hoth purposes
of depreclation and property factors. Yet this fs theorctically wrong In ench
tnstnnce. But it 15 done becanse ln an fuperfect wortd we muat soinetimes mnke
* concesslons to practicnlity. Yet the effect, when the U.8. dollar 1 declining in
lis dollar relationship to foreign exchange, as fa now the case, Ia alwass to over-
state values npportionable to the United States and thence to Callfornla.

The only way of making n preclse enlenlatinn Ix 10 adopt accounting and book-
keeping requirements so onerous and expensive that to do s0 Is economicnlly
comnterproductive. ‘The ranchise tax hosnrd does not rehder any assistance In
this rexpect, hut expects the taxpayer to do this work for it. Yet the necessity
to do 8o Is of the franchilze tax Watrd's crention. Conelder, for example. the -
question of why n forelgn divixioh hepdquartered In fondon would need to
have a dally transintion of cuveency from hank deposiis made In Shixapore,
Calentia, Madras, Colomhn, Karnehl, Johanneshurg, and Calro, Into terms of
British pounds, and then from Reltish pounds into U.8. dolints. There ix no-
comniercinl necessity for that effort, but to determine precizely thoxe thinga the”
# rnnchise Tax Bonrd of Callfornia needs to know, and other States employing-
the sute /ystew, thnt trapstotion shivndd he made. Yot thene hitermedinte futids
never come o the Unlted Stntes knd the anly ocearton for leanstition which
exIgtn 1x to convert them adl into. Britteh pounds, thongh ot dally, Thix I_\"p.n of
recordkeeping Involves onerous biurdens and bxpenses, and, of il ihings, 18 holng -
holsted upon these worldwlde arganizatlons in arder {o entlsty the reguirements
or n political subdiviston of one antlon, which ltzell is not an Internationally
recogilzed soverelizn and Is but ane of Aty Sintes. Ench of the Aty conld have
different requirementa. Fach country In which the orgnulzation doca hustuesy
can tnve different reguirements. all difTerent trom the requiremcents Fotind any-
where else. Noverelgn counteles have the vight to insist wpon sticll mongteositien
helng performed ae the price of dolng bustness wlthin iiedr horders, hut It scemn
ertirely wrang that the United Statex shoitld nol onty have ite oswn requlretients:
a% a condition of suech permission belng granted. bt shoudd be Ih the poxltion
of permitting ite Aty subddlvigions to do the satne,

a. The apport!onment fornnilzg ate nlso theoretleatly unround. and pencileably
Mistortive, beeanse they nre Indiffetent to peentine loend Tmpnet of cnstomes, fniws,
omt regniations, For example, there nre countries In which women swith ehildren
nre not perinttted 1o waork ontside thelr awn homesz, with the. rexnft that (here:
are cottage Industry conddttions, th which the lnbor torce In fnegely entegaiiied
ns Indepotulent contractors, Thelr compens:ation duex not enlet Info the jmyroll
factor. Ther are often quite capelile of supplying thelr own sewing muchines, fof -
rxample, and do not tze any eqitlpnieit af the company for whoue they work,”
«o the sewing machines do uot enter fato the property tictor, Hleted thes squip.
ment ther use, though It ey be pald for by the emploging corprrntion, dud \he
compensation they recelve, thoilgh 1t Ix genred to that retlved by solarled b
wage-enrning emploreer, with poth he exclted trom the tactnt (properts and
payroit) delgned to prevent forelen fheome from helug appartioned tinte atl.
furnin. The only role thelr operntton witl play e the fuctors e thiat the ol
thes produce will be shown i torelen rnles. Rut eveh this wHl not bis xo 1€ the
sates of thele productx arve sold whlih the group aml ulthantely end vp da sales-
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{0 enstomers In the Unlted States, hiccnuse Inter-company sales are ignored. Tt in
ot uricommon, accordingly, for millions of dollars of fncome from the foregeing
{rpe of transactions heing unrepresented in the forelgn aspects of the allocntion
. formula. The distortlug cffect, If the purpose of the formmula s to attribute to

California only the income derived from operations within It, (s obsious. Nn

attempt to defend 1t as n rensonable apportionment to Califarnia of the Income
it crentes can possibly e made. But to nhject to ft I8 to end up in court. Un-
doubtedly anch cases nre tn court. but ther have not reached Nunl decislon.

Another 1llustration is the tocal laws not uncommon abroad which n effect
prevent an employer from discharging an emploree. The result s that. compen-
sation may continue to be pnidito such empolyces for what Is exscntinlly retire-
ment purposes. Retiremcot pay doex rot enter Into the payroll factor in the
Vnited States, hut it can be made Indistinguishable from compensation for cur-
rent services rendered in auch forelgn countries, hecaune the Inw requives that
;the employee he permitted to show up for work. Jf the only distortion that situa-
tion prodiced weie In the payroll factor, it wonld serve to reduce the nlincation
ta California becauxe the out-of-8tate payroll would be Infiated hy comething
not fouud fo the weighing of California payroil, hut the economies of snch coun-
tries have a wny of adjusting themeelves to such constant conditions. so that
prices are higher and hourly rates arc lower. The higher price received for the
metchandize abroad may not he compenxated for hy a corresponding increase in
the net profits. It is diMcult to be cortain that this type of condition operates
adversely to the taxpayer who must report to California, but it clearly Is a dis-
ruptiveé and distorting condition, which requires endless accounting and devel-
opment of the facts at great expense, to root out.

More serfony are varying forelgn reqnireincnts concerning the deternination
of eurrently deductible ¢éxpenses and depreciation. For example, xome countries
fermit immediate deduction of the cost of machinery and equipment and provide
no deprecintion deduction for such property. Where that Is so, the forelgn
Income s Peduced more than it shonld he in the year in which the machinery
ts purchased. hut In later years the income 18 larger than it shoutd he by Cali.
fornin standatda becnuse there Is ho depreclation dednetion, and furthermore
there Is ho property fnvestment shown in the property factor to draw income
oniside California.

The California or U.S. property, on the contrary, has heen eapitalized and eon-
Hinues to appear in the property factor. Henee the &rowrt,v fartor becomes Invger
ia terms of U.8. and Californta valucs than It should be and this inevitably draws
more Incnime Into the {axing masy of Californin,

Thearetically it Is possible tn make the necersary adjustments no that Call-
fornta ncome will he calcutaled on Callfornin’s eoncepta. Unfortunatels, the cost
of dolng this Is Impossibie to xustain, becatise it means that aunditors tralued in
the California syatem must teavel the world and reandit every local operation
of & worldwide orgnnization te put thent on a California tooting, 1t California
had the snme majestic authority an the Ublted States this might concelvahly

at tenat theoreticnlly supportable, it when it 1s reealled that Californin Is
it oht of filty Rintee the obligation to do all of this to antiafy it seems to he
more of ahy fmpertinence than a genulte obligntion.

0. One ot Uie steniffieant and cerindily Lhe greatest distorling factor is that
Catitornia altows o credit or dednction tor forelgn Income taxes paid to the
foreient cohintries tn which the husthessen opernte. 1t I Ldie to pretend that the
burdeit of hicome tnxation Is the snme I the Unlted States ax it Is In overy
bher conntry In the worll, nnd therefore the sssnmption cannot be made that
there Is sithslantinl uniformity fn the extent to which income ig reduced by the
tnx birden. In some eountrles the income tax rate goes ns high as &5 pereent,
In sthiet coinlrles there are tax hollidays awd there are no fncome fnxes. Cali-
forntn trents the Income trom boll countrles the same; It Ignores the presence
of nhixetn-t of torelgn Income tnxes. :

It 15 ohvious that a U8 -hased patbnt with forelgn subsldinriex ennnot hope
to reallze more trom fix forelgn subxidinries than the dividends it enn get Crom
the subsltinrics’ net Income. Sinee the forelgh governments have the right to
Impases tnxen oit thie net fincomes nf the Morcixn snbaldlnrics the parents cannot

npe to terlize dividends v ch Ignore tlie tax bhurdens, Callfornin should nnt
In n bietter posttion to enjoy those et profits than the parent corporations,
bul it clalnis to be; it claims that they shotid report to Calitornia the net Income
fute tnxes aind finy to Californin what Ix exrentinlly an ticome tax on an tucome
tax. fiy thix bs menht that perbaps B pereent ot the forelgn pretax net Income
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* goes to the forelen goyernment in taxes, but Caltfornia Inelsts that the entiré
100 percent of pretax net Inconte by taken Into account in reporting to {t, and
itz approximately 10 percent franchise tax Is asserted ont the pretax net fncome,
thus fncrensing the effective rate hy donbling it, and imposing & California
:ncn'mt: hmx on amnunts that actually are pald to the forelgn countries In Ihcoms

nx o them. !

Since each forelgn country enn, as his been zald, estahlish lts own rate of tax
and §tr osvn methods by which several taxea mny be anzerted at city, State and
loeal levels, the effective rate of taxation from country to country can véry
wihilely, nnd completely destroy any assumptinn that business done fn one country
in ns profitable after taxes as in another country. Californla’s arsumption is, horwv-
ever. that all are allke.

B. There are 2 number of objections to the nse of the so-called tinfitary con-
solidated formula which are peculiar to corporate groups headed by & foreign-
bared parent (forelgn multinationat). .

1. Forelgn lawv controls the parent corporation and iis non-U.8. aMiiate, and
California law must necessarily be snbordinate to the demands of forelgn law
of the country of domiclle. In addition, It is subordinate to the foreign Iaw of
the conntrics where subsidiaries operate. This can affect the availabllity of Infor-
mation of the type Onlifornia’s statute and tegunlations call for if the consoll.
dated upitary formnula is to be used.

a. Accounting requirements and standards for the entire group will ordinarily
he determined by those of the country of the domicile of the parent eorporation.
Hotvever, the gronp must also follow the accounting requirements and standaids
of the country In which thelr subsidiaries operate. These can differ £rom Call-
fornia practices In the following respects: fitst, local Inty may permit dedunctions:
for purchased assets which differ in two different trpes of respects from Call-
fornin's procedure, one of swhith I8 the rate of depreciatinn, becatire foreigm
countries are nsually more liheral with depreciation standards than is cnstomary
in the United States, and alvo the frequent allotwvance of a current deduetion for
a new plant or equipment i it instead of requiring that the expenditnre bs:
cnpitalized and recovered only throtigh depreciation. Bither requirement witl
have two distorting effects on the formula: Arst, the forelgn property will be
shown at a smaller fignre than comparable California property, elther becanse
it hns been entirely deducted at the time of purchase or because the tite nf
depreciation caunses it to disappear from the balance sheet more rapidiy: It the
foreign pnrent makes a strong effort to comply twith Californin’s requircments.
it will scek to meke adjustments in its net income and In the brlance sheet
accordingly, but this prohably is a rare and exceptional adjnstment

A second type of differing tequirement is the use of cash bns‘s tnstead of
arcrual accounting, and in dierent concepts of How invehtory accouritiug is td
apply. It Is quite unlikely that every eonntry In which the gronp operates will
employ methods like those employed in, the United States for tax purposes, and
it the parent uses Its power to enforce -tniformity It will be to satiafy the law .
of State of donicile and not the ldw of Californfa. The resutt wilt be that thé
net income and the property and the sales will not be shown In foreign opetations
on the basls which Is consistent with that which s shown ln Caltfornia operd-
tions, Fiuntly, the rules of forelrn countries on (he taxabllity of nontepateinted:
fonds will Influence the net income thown by the parent ecorparation for tax
purposes and In its reports to its sharcholders, and they will almost certalnly
differ from those Califorola employs, because Calitornia does not recognize that
funds not yet repatriated can be excinded from teported Income.

b. The foreign parent corporation I8 often prohibited hy the-law of domicite
from reporting to California some of the Information Californin needs for the
application of its formnln. If it is engaged In defense work It wiil likely he fire-
vented by Inw from making ahy Information at all svaflable to a sithdicizion
of a forelgn power concerning its defense contracts, prodiicts made theteutider,
and costs, plants, and payioll. Yet Calltornia may regard that portioh of i
business as unitary with the portiott dorte It Californin, and Insist tihoht eome

Hance with Callforuin law requiring reporting of that information, Thers i

cadlong conflict between the two lawd fnd obriously the Inw of domicile mitist
control (he ennduct of the fotelgn pareht. , _

Elther California must walve its requirements or giess, And ther the Copiled
corporation Is probibited by thé taw of domlclie from coming to entirt ahd dix-
proving California’s guesses. Not only s the result ubfatr, biit It {9 something:
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N

which Ubited States law, belng nlso a law of domicile, should appreclate as im-
proper and should prohibit. .
" ¢. Frequently the payroll figures and the figures for rental of real property,
pald by the subsidiaries operating In othet countries than the State of domiclle,
will mot de known to the parent corporation. In many countries of the world:
eech Sgures are not reported tn tocal governments, and therefore are not segre-
ted In reports made or in records retained. The requirement to disclose the-
glomntlon may be 5 or 8 years after that year has terminated, and figures will
po longer bé available,
+ 2 California's statute not atfowing the deduction of foreign taxes based on or
fwetsured by net income produces hardship which has been discussed in the
strlier division of thls memorandum, to which it is equally relevant. There Is,
powever, an additional bardship imposed when the parent Is based in another
country. It will be required to reconstruct for Callfornia's benefit the taxabile:
fecomses of its subsidiaries, which may be known to the parent only to the extent
that there Is something left over aftetr paylng foreign taxes. A U.8. parent whose-
stock s listed on an exchange will require that information be made avallable:
te It In order for it to properly report to its shareholders, as a requirement of
the Unlteg States latw, but the foreign parents have no such legal requirement
esforced by the latw of domicile, and hence may not require that information
of the subsidiaries. They are uvlikely to require jt merely because California
wants it. Moreover, they should not be required to provide It merely. hecause
Culifornid wants it.
+ Moreover, there I8 & wide varlation it forelgn taxes. The vatue added tax is _
dllowed 28 8 deduction by California lst, and franchise or other taxes measured:
tz net worth or sssels Invested are allowed ss de@uctions. Some countrles, or
their political subdivisions, have triangular taxes, in which the tax actually
id is measttred by net Income only if that tax iz greater than the tax that is
£ measured by gross payroll or by property invested. In those years
ia which one of the twvo niternative measures produces a higher tax than the
pet Income menntire, the tax Is not mensured by or §s not on that Income andt
therefore it is deductihle, bnt in the year il which it bappens to be measured
et Inconie it ts not deductible. This is 4 quixotic result, which obviously
ean catise & pendulum movement of the foreign Income which is not related to
the lncome produced In Californin In the sligbtest. It is dificult to think of the-
shtest excuse éxcept arbitrery statutory provision for such distinctiona when
they are the result of forelgn laws, obvionsly ot adopted In order to increaxe
o sé California’s taxes. )

8. The domestic subsidiary ls the one which must deal with California. Call-
fornie Imposes the tax on it even though it 1s measured by an apportioncd amount
zl the foreigd gronp’s net Income. The domestic subsidinry cannot force the-

oreign parent to revise its sccounting system or release prohihited intormation
in order to conform to Callfornia latw. The forelgn parent shonld not be forced to-
ake & cholce between revenling Information prohidited by incal law and sacri-
Scing its Californla subsidiary to California taxes excecding the corrcct amount.
It In not goodd public policy for the United Stites to tolerate such conduct from
one of iis political subdtivisions, - _

4. ‘The entire area of Calltornia or other State taxation of domestie ruh-
tldinries of forelgn bnsed parent corporntions is permented with foreign potier
tonslderations. Ualifornin Is not er to make itr own forcign policy:
fndeed, it 1n not gupposed to have an Independent foreign policy. 1t is prohibited’
by the United KRtates Constitutlon from enlering inte trenlies with forelgn
countrien, 1t policlexr must necesantily yleld to the forelgn poalicy_nt the United
States. 1f 1t is the forelgn polley of the Uhited Riates to permit forcign-hased
parchin to forin snbsldiaricea te operate in the United Rtates, In constiteration

forcign conntries prermitting xubgidinries ot (7.9, hased parents doing
the enme thing. then it ts. or shonld he, U.8. foreign pollcy not to permit taxa-
tinmt of the inconie of those forelgn parehta by States In clrcumstances In which
the tinlted States Hizell docs not do wo. 1 there Ix v permanent extablishment
mattinined by the forclgn parent in the United States it Is not subject to the
Bemandn of the Uniled Riater, nnd the States should be cimilarle bound. .

‘Thé States cobtend that they must be tett free to use thelr unitary concepts
with forelgn gronpe becnure the forcien groipa will cheat In reporting taxable
tnensin b California and this-chenting will not be disclored by the fale price:
fithint winl Internal Revenue Service administers under sectlon 482, It Call-
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fornla Is right that ilie forelgy groups will chent, thent it has hot fotnd the
> remedy for this In {ts unitary system. A foreiga corporation that plans to cbheat
Crlifornia can do it just as eftectlte? under the tnitary method &s any other,
California Is helplegs, where the hendquarters of the multinationat corgorntlon
I t:" ln forelmfn co:mtry, to vetify the figures the forelgh parent imay choose to
submit to Callifornia. N

It has no power to make an andit in the forelgn country, and it must be
assumed that If & forelgn parent plans to cheat it will be intelligent enough to
close the doors to the franchize tax anditors in order that it might cheat without
getting caught. It's true, of cotrse, that California can bave the sate dccess to
published reports to shareholders of forelgn parent cotporatlons that it has
with respect to 1.8, based parents, hut it can do so anly when such teports
exist. Many Influential and succeasfal tor"e‘l'fn corporntlona do not publish annrial
reports hecause they nre privately held and ate not listed on exchanges, In some
countries the type of report Califoriia is accustomed to thitiking of Is not re.
auired hy Inw even If the forelgn parent's stock is deait with on exchanges. It
fe n safe ncsumption that many large forelgn parents ean give California any
tax or figures It chooses to without any likelihond that Cnlifernia will be abdle
to make an effectise andit to verify or correct the fignres submlitted. .

The domestic Agnres wlilt be known, presumabdly, but the properts, pasroll, and

. =ales in forelgn countries will not bé known, frequently, and even the net income
will not be known. If the forelgn corporation wishes to report them to Californla
and twishes to report them to Callifornia as figtires desighed to prodhce the
smalicst tax possible, Californis will eitber not know or will not be adblé to
verity its susplcions. : . .

By contrast. Cnlifornia’s having the avalinbility of Federat enfurcement and
administeation of the falr price method In & much more recure assurance for
California. Because the wide and varied type of forelan Agures are not relevant
tn administering the falr price method, the administration of the sratem Is con-
cerned with fewer fncts and figures which are suspect and which might he fabrd-
cated, Furthermore, it Is more likely that & foreign corparation wilt he more
Impressed by the might of the United Riates than the might of Catifornia, It
determining tvhether or not to respond to demands for inforimation to permit
the taxes to be verified. _

It enn be seen. accoordingly, that the complaint of Callforiia that it will be
giren fictitiour figures if It i3 not permitted to use the unitary system will
not withstand analyals. 1t har fess likellhood of helng able to make the verifies-
tions it needs of the Information required for a proper adminixtration of the
consolidated wnitary eyatem that it needs lo ndminister the fale price method,
partieniarly in the light of the assistance ft can get from the Internat Revenue

- Service In the adminixtration of the tntter system. N

C. The following Iz a checklist of the differences hotweent forelght countrles
and husiness condncted in thein which the consolidated unitary formitla Imiores.

1. Differencea in languages. This tinkes International Institutionalized ad-
vertising hoth difficult and ineffective, and even makes trademarks and tésde-
names of limited international valte, As an exnmglo. the wetl-knawn Unlted
Stater name. Scholl, is prounounced School In the United Stater and Skoft |
Great Britaln, Moreovér, Ianguage differences make teansfernbilits of personne
of limlted uvse in a multinationnt corporntion, ard mnkek nniform tratning
manuals useless unlesa they have heen transinted Into different Inanguages,
llo;«l;\-er, they alzo run np against differences in customs, hoth tellgtous and
fOCINL.

2. The differences In cuslont Are apipareht In the hisiness of making phono-
graph recorde. A muttinational phonoxeaph record coinpany with And fieelf
making different reeords with different performing artists and different tune
in Turker than in Denmnark, and in Gréece than In et Obemany, Theie wil
nnt he the universality of preduct which the unfinry arstem Azsumen exints,
Nor will there bhe the ravings obiilunble trom cconomies In zeale twhent a
interuationnl product can he made to a xingle standatd and uiversally
merelnndized,

The same It trne of ensmeticn. Aithotgh perhinps ot to tie seme: dogiras,
Some sking are dark-complexinied And dlheer Heht: somtie aking sre ofly shd
othren dry: some hnir s characteristically brunetie nnd other i predoininintly
hiond. An inteenntional innnnfachitrer and purceyor af costieticn will therefore
find firelf mnking differchit proditcls to purtey In diferent eotthteles, and wil)
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be adrertising accordingly. There Is not the international universality that cos-
metic advertising in the Unlited States suggesis is the case here. »

. Advertising tmedia differ in diferent countries. A successful jingle In the
United Kingdom may, on being transiated into a forelgn tongne, be offensive
{o the peorle of severanl countrics. Television mn{ be 2 highly successful medinm
fn the United States and th Gteat Dtitalo, but is of limited usze tn mountainous
countries and counirics with characteristically low incomes. Newspnaper ndver-
tising Is of vafue In countries with a high degree of literacy and uscless in
countries of high flliterncy. Some conntries discournge biltboard advertising
along ronds and highways and others make no effort to regulate it or prevent
it, and the vatlely of conditions will produce eutirely different forms and
twstoms In the differing eountriex. _

These considerations menn, accordingly, that the task of appealing to the
public 15 not one which can he successfully dealt with from the oflices of an
advertising agency on Madiron Avenne or & corresponding location In Loudon,
or Dusseldorfl. The tdea that International corporations rell thelr products by
internationn]l means and therefore the expenses should be the same everywhere
fs simply not factual. A

Moreover. different conditions require different products, as {ilnxtented above
with the ’:honogtaph records and cosmetics. It Europe farms are amall com-
pared t0 those In the United Stntes, and in some countries are very much more

llg. This means that tractors will be different than they are in the United
States, and 80 will harvesting equipment and even the rig whiclt takes the prod.
tict fo market. A truck that wonld be nsed as & matter of course in the Uniled
States may tnm out to he a libree-dtawn cart for the small farmer near Inns.
bruck. Yet, the iarge U.8. manufacturer of farming appllances and tricks wiil
be represented In Austrla by products suitable for snle there, nnadt to the Call-
fornia Franchise Tax Itoard those operntions will be unitary with those con-
dncted on the wide pinins of the Midwest or California.

8. Tax adminisirators of an Ametican RBtate bave dlfficulty reallizing that
foreign countries have customs duties to bar Importation of goods from other
forelen conntries, If that importation Interfers with the domestic economy. The
existence of custolms and duties puts an artificial Hmit on easy transferabiilty
of productr beteween conntries, and is & factor which must be taken luto ac-
count in the design and manufactnre of evet{ proditet designed to be sold In
several countrica. In some Instances this will mean greater domestic content.
1 other Instances it wilt menn a reduction in horsepower or I welght, to avold
getting into n higher tariff jlevel. In others 4 most tavored nation clanse wilt make
thie mannfactnre of a product Ih a lexs ccotiomic environmment desireble in order
::n tn'joy 4 lower rato of tarift when the product Is exported into a particular

] "n

There find stinflar consequences ot the existence of customs harriers menns
. that the free flow of merchandire sicross politienl lines which exists in the

Unitea States does not exist outside the United States, and the heart of the
Whitary nasumption, which Ia that the business witt operate at aubstantally the
sime profit levels and with substantially the same Interflow of product that is
customary In the United Stntex, In false i1 International bLusiness.

4. FEach country has its own legal requirements concernlug fringe benefits and
Socinl sectirity tnxzes, becnuse, as In lhe Uhited Staten. these hecome subject to
politicat influence dnd rrew.:rc. Forcigy buisiness ordinarily does not put those
benefits and taxes Into (ta payrol! fures, anid yet compensation treated as pay-
roll will vary grenlly accordingly to the amount of fringe benrfits, employment
decurity ahd retirement securlty that the eimployer provides etther willingly or.
by foenl eristom, or taxation. Ess utinlly the result is that the payroll figures need
to be edited In order to be put on a untinim tasis of measuring worker output.
8. Also, pny scales from country to conntry vary widely. 'ay scries in Kinga-
rore ‘en?mntered by the semlconduetor tndustry approximate 10 percent of
hose talen prevatling lh the United States antt the Siugnpore weorker is also
skiiltut wint relinble. There in hot n kreat vaciation (n performance. but a tre-
tmkndons variatiot exists In pay seale. To mensure both In terns of dollars with.
- out sonié ndjistiment Is patently wrong, hut Californla churacteristically refuses
7] ﬁuk& that ad&hmhhzlent. \ o dy di

oreovet, evelt where pay scales nre hot greatly disproportionate in appearance
tbey ting Le In fact because of great viriations in the hours worked for the
bitite fay, pud to worklng couditions, In imny forelgn countries the coffee breank
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4s unknown, but it Is known in the U.8. in inany forelgn countries 44 hours and
even 50 hours a week will be the baste work week so that the lzpnrenily shintlar
pny scnle will be for mote work in the forelgn country than 1o the United States.
These exaiaples ean be extended nimost indefinitely. L .

~8. There nre differences in mark-up in sales to diiterent coitnteles, and i1 the
rales of goods manufactured th different countries cansed by cnstoms acconimo-
dntions, import agreements, and the hasard of doing bLusiness In the destination
country. These mnrk-ups shonld and ordinatily do prodice higher profits, but
the equalizing effect of the formuin disregrds the source of the profits ind
instend renpportions them out according to snles, payroll and property. It ts
-ohvious that if the mnrk-nr ts 20 percent Instend of 10 percent fewer sales at
the 20 percent mark-up whl produce a higher profit than Inrger sales nt a 10
percent mack-up. Thls 1s an iltustration of what the Callitornia formuta con-
‘veniently Jgnores. ‘

CONCLUBION

There I8 universal condemnntion of the type of consolidated nnttary appor-
‘tionment of net income California employe, in the ranks of those iwwho do busl.
ness Letween the U.S. and forelgn countries. There Is ho more admiration for
the system In the case of U.8.-hased multinationals than In the case of forelgn.
based muitinationals. The basic conditions producing distortionh in the use of
the formnla are the same. tvhether the parent be bhased In the U.S. or abroad.
The difterences that exist between U.S.-based parents and forelgn-based parents
are that the Information California tequires Is more likely to he availnble fot
the U.S.-based parent to supply. than for the forelgh-based parent to iy

Iowover, the forclgn-bnsed parent Is I o better position to take self-belp, 1
it = the kind of taxparyer the franchise tax hoard's arguments in detense ot its
aystem imply. The franchise tax board's contention is that multinational corpo-
rations eannot he traxted to provide proper and correct Ngures to it, and there-
fore {t cannot have the facts It needs to make an accurate determination of how
much_net income the business actunlly derives from California, Howevet, evety-
thing which it says Is equaliy trne, particuinrly with a forelgn.hnsed parent,
of the emplorment of it formuia. If the assumption Is mnde thiat the forelgn-
bared parent Is going to supply Californin with fatse ot fictitious fgutes In order
tn nvold Its tnxes. it hns nt lenst anh equal opportunity of doing that undet Call-
fornia's consolidated unitary kystenm. - . ‘ )

1t 13 suspected that the real rearost Catitornin has such h zeal fot this aystem
ix not the reason mentioned nhove, but that Is produces more taxes beenise it
nllocates more Income to Crlitornia than any other method. In analyzing thig
possibility, the fact should be horne in inlnd that the foreign-hased taxpayers do
not have representatives in the Cafifornla Jegislature, and nelther do the cot-
porations headquartered in other Etates than Callfornia. Imposing taxes ot
forelgn interests that have fio teallstlic recourse to the Californin Legistature
fn swhich to complain cah teadily be regarded as a snfe and popular tvay of rals-
Ing revenue. lowerver, the old coitcept behind todging supremnacy In the Cou.
gross to repulnte Intersinte and forelgn comnierce was hecruse of those tocdl
tendencler and foar that they_might interfere with commerce unduly. Thiy 13
what I8 happentng through the consolidated unitary taxing syxtem, ahd that
syrtemn should be regulated hy the Congress to the end that income edthed out-
side Catifornta should not be taxed by Caltfornin, and {ts taxes should be meas-
ured only by the fncome the buisiness group hns succeeded In catnlng out ot its
Callfornia husiness, )

PaerARED StavEMent oF Mark Q. Axcrt.

Mr. Chalrman and members ot the committes, T apprecinte the oh'pnrlunli_‘r
which hag been glven to me to testify with respect to the probleins tnherent In
the unltary method ot apportioning tncome derived from the aclivitios of tntpo-
rations conducting business, hoth within the State ot Colifoenia, wiile ot the
game thne conducting husliese within othek States attd within other conntries of
the world. T Intend to direct my remarks to the area of the administention ot
cich tax, from the viewpoint ot the State and of the rarporate enlitiod incotved.

Refore proceeding Into thin aren, hoserer,  wonld like to set forth iny hack-
ground. 1 nm n lawser and a4 member of the Arm of Baker, Aticel. Redmond &
= Iall. The Nrm mnintalne gencral practice n Los Angeles, Colifornin, 1 hive boett
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% member of the American Bar Association nod of [t rection of taxation for
u}mroxlmntolr 15 years nand have participated within that section an a memtber
of the committec on state and focal taxes. Ax a member of that committes [
have heen ftr assistant chalrman, chalrman and apecinl advisor over n perlod of
¥ yenrs and, among other matters, hve concerned yselt with probleins Involved
In taxntion of Dusinescer engaged In Interstate and foreign commerce and with
{he propoxed convention between the Qovermnent of the United Statex and the
United Kingdom in respect to paragraph 4 »f article 0, since reserved by the
United States Senate.

1 have alzn participated ar chalrman of & panet for continuing education of the
bar proceedings Involving Californln corporate and personal fncome taxes nnd
anles taxex, I am currently chalrmnn of the State and Local Tax Committee nt
the Jos Angeles County Bar Association, Section of Taxatlon. A rubxtantini
portion of my practice Is in the nren of 8iate and Incal taxatlon. While my firin
represents a number of clients who may be affectedt in one manner or annther
by any legisiation which may be forthcoming, ra a result of the committee’s in-
vestigntion, my appearance ix solely my own actlon nndertaken In the hope that
| mn{ e of =ome nld to the committee In Identifying some of the problems which
1 helleve to be Inharent In the California unitary appronch to husiness conducted
on & worldwide basis. I am not speaking on behalf of any particniar cllent nor
on behalf of any particnlar bustness group or bar assoclation. 1 now have, and
have had from tline to time, varlous matters hefore the Californin Franchise
Tax Board which do Involve the problenis of worldwide combination and appor-
tionment under the Californla unfiary approach. Howerer, I speak fn my private
capaclts ns.a citizen of California on the baxis of what I betleve to be some
knowledge and experichcee In the area.

I consider 1t my duty to and I do support thoze efforts which are made tn
protect the public revennes of State and local government by adoption of appro-
printe taxing statutes.

Hovwever, It Ix my lLellef that In the arca of worldwide combination and
apportionment utitizing the unitars npproach, Californin, for the reasons for
“which 1 Intenit 1o ret forth fn grenter detall, throngh the action nf ltx adininis.
trators has intruded Into areas which are those of the Federal Government and
which chould be defincd by the Congress. 1 alxo helteve, In light of my experience
#e & lnwyer, and In light of the desire that the President has enunclated to
enconrnge activities having to do with export of gnods, thut the Catifornia
approach, in the tong run, wilt he detrlinental to ity revenues, to the creation of
jq;hs fn'r Its cttizens and witl breed retutintion which may affect the exportation
of gnmis,

Firat. ax & practienl matter, the determinntion of mensure ot income, places a
great burden upon the auditor. How Is he golng to verlfy the sltuation with
respect to corporale parent and substilinries of ecorpornte groups condncting
business nfi & worldwide bhaxis? ‘Fhe aunditor lins th make n determinntion, In the
first Instance, as to whetber or nnt there exists a unitary group, In this aren.
depending upon the particulnr suditor Ihvolved and bosed npon the form of
questionunlre which Is often times presented (o the domestic subsidiney here in
Culltornta, a determination involving (Herally hundreeds of thousuids of doliars
Is made do’mmllng uport how the questionnntre which Is fiiled 1n by the domestic
wubsidinry is clowed by the nnditor and his supervisar,

ftaving made this determinntion the anditor 13 then golng to be required,
based upon the vatlous flunncind teports of the parent, nnd based upon the hooks
ahd recordn of the subsidiars, to reconuttnct the net fncome of the untinry group,
hot in accordance with what the fotelgn pnrent mny have foliowed by way of
seeoriiting statidnrds limpored upon It by the law of s domiclte, hut In aceord-
ance whh accounting adjustments tnde to conform profit and loss statementa
to those (ilized In the United States anad to those acronnting methmls refiecting
{he prrovizions of Catifornin stntutes andd the regulations thereunder. .

In this regard, the lucome of the Whltnrey businens shatt be delermined on The
linels of profit and lore xtnlements tm-rltnl front the book=z of acconnt regnlarly
malttnined by each eorporation for the purposes of nceonnting to 1is share-
holdete, Constiler, for Instance, the possitility of ohtalning the Books and records
of n corpotation with a home nifice In Aitsteatin or Japan and with substdinyles
who not only do hositiesx 1o Callfornin bt nlso In other States of the Vabied
Ktates ntul In other conntrtes, O, consliter this obtalniing of the hooks il records
OF tchomels beld forelen paeent. The tncte gatherihg of Hes Informntion enn e
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States from adopting the unitary method and apportioning the in-
come of foreign corporations. Thank you. ;

STATEMENT OF VALENTINE BROOKES, CHASE BRASS (0.

Mr. Brookrs. My name is Valentine Brookes, and by way of my
qualifications I, too, was once the attorney representing a State taxa-
tion sceno in conrt. I was Deputﬁ' Attorney Genceral of Chalifornia
representing the Franchise Tax. Board from which you have heard
todny. and in that capacity I presented the arguments for the State
in the U.S. Supreme Court in the famous Butler cnse and I tas suc-
cessful in the outcome. This was the foundation case for the unitary
formula ellocation. It did not involve foreign business, but & hoino-
geneons American enterprise operating exclusively in this country.

Then later, having de\relapese some antipathy to the idea that the
formula could bo applied properly to foreign and domestic business,
I represcnted the Chase Brass Co., o subsidiary to Kennecott
* in the caso referred to by Mr. Latcham fa which this aspect of that case
was decided in favor of the taxpayer. California follows the Butler
Brothers case which it won, it will not follow the Chdss Brass case
which it lost. '

There are inherent flaws in attempting to apply the allocation for-
muln or concept to a worldwide enterprise, whether it be locally
owned or foreign owned, The most critical differences between business
done in the United States and business done in foreign countries ate
ignored in an allocation formula because the assumption it makes in-
flexibly is that n business will be equally profitable m all parts of the
world where it does business when that profitability is translated into
8 fcographic location by the use of & formula of property, paytoil and
snles, The assumption necessarily is that net profit comes equnlly from
cvery dollar wherever eatiied of sales, every doflar spent on twagres,
cvery dollar invested in property. :

Senator Matiias, I don't want to interrupt you, but I was wondet-
ing how yo're going to handle Aeroflot ¢

Mr. Brookrs. I think that would be interesting to find out.

Scnator MaTitias, Now that we are looking forward to s new potiod
of rosy dawn in tho east, how are we going to handle somne agencies
for the Chinese government ? -

My, Brookrs, Well, the answer to Acroflot is quite ensy if it's giveti
from the inflexible answer the Franchise Tax Board should insist on,
is to insist. that Acroflot is owned by the Soviet government, it ilis-
regrards its corporate entity, so the property tax oiitside of tho United
Siales consisls of the Soviet Union. 4 -

Senntor Matitiar, So we hive to figure in the value of the Kremlin.
~ Mr. Brookrs. Yes, we might learn more about the extent of the -
Russian defense effort that way. we'd boe trying to capitalize it ahd
include it in out-of-Stnte taxes, S.A.S. is a similar problem. owhed by
three forcign grovernments. And T don’t know what the Franchise T'ax
Board has evolved for thene iub i€ they nre ennsistent with theik
thearies. they shonld disvegand the eotporate ehtity and atteibute ft ait
to the foreign governments, tinfess they take refuge in the 50 peteent
ownershin rule and sny that doesi’t apply here beeanse they only own
one-third each.

Senator Mariag, Tt iy relreat to Ralph Waldo Emcison, that

consisteney is the holzoblin of little minds.
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Mr. Brooxrs. The formula does hot only have examples such ns
the one the Senator has given, but as & simple illustration in Singaporo
whereTiany American concerns have subsidiaries, and Meiaysin where
the same is ttue, the payroll rate is about 10 percent of what it is in
the United States for comparable work by comparable skilled people.
This is in tlis semicondnctor industry where this is widely involved.
Thoe foreign business should, therefore, if the gross reccipts are the
saine, be much more proﬁtnlrio. because of the much lower wages paid.
So it's 8 moro profitable business than abroad, but in using the for-
mnls you uso the payroll factor and the payroll factor abroad is
weighted one-tenth that of the United States for the samo amount of
labor. Now, the Franchiso Tax Board will not make nny concession
by way of changing the weighting so that the foteign labor is brought
up to equality with domestic labor, so the result is as the business
sbroad is_inore ptofitable its impact grows Jess in the allocation for-
mula. This is something that happens in minor degree in domestic
unitary allocation but in major degree in allocation of domestic and

_foreign hot spot income.
_The theory works best in n quits improbable state of affairs wheve
alt the 3 are mannfactured iin the United States that are sold

abroad, then are transferred abroad find sold. And if they are sold at
the saric margin of profit abroad as thev are here, the formula works
fine. Unfortunately, that set of facte is the exception not the rule. The
system will also not work without burdensome record-keeping becanse
mich of wlhat Californin wants to know, and I'm speaking of Cali-
fornin beenusa T know it. T don't know Oregon and I didn’t know until
today how Alaskn operated and that the ail companies were different
than other companics up there. The récord-keeping is so burdensome
that if California is a very small end of 4 tail wagging a very Iarge
dog it wonldn't happen. So in essence the records have to be recon-
structed after the fact in ordet to determine payroll abroad, invest-
ment abtoad, arid in some instances sales abroad, particnlarly of
subsidiaries of a forcigm parent or subsidiarics of an intcrmedinto
parent of an American pavent corporation.

The result conld possibly be that the certainty that the Franchise
Tax Board of California lins said that it finds in the formnia method
43 compared to the separate accouhting methad in section 482 is -
Jusory. We heard this morning that there wns  suspicion that these
big Ainerican mitinationals might fahricate some of the figures given
to the States and the result would, therefore, be less than ideal. But.

*'th‘:"opportnnity of fabrication in the formuln used worldwide is
ehdless. .

Tako the Deutschmark. A West German company, it has to report
to California. Evervthing is in Detitsch marks. One simple way of
keporting is to remove the D.M. and substitute a dollar sign on ev-
erything but the net income and_send it to California. They have
ho subpoenn power i Germany, T don’t know how they're gaing to
find ont. what the facts are. If then the honesty of the taxpaver is
stispect, tho npportunity. for taxpayeis tniloring results o suit their
wishes is just as great in the forinula ns it is in the 482 separate
fceotinting appronch.

So the mlvantage they claim they see in it is ilusory, but if it works
oft (he basis of true facts and figures, the result is predictable. Tt will
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]f'mll into California income earhed abrond ot atiributable to Cahi- -
ornia. For instance, there is an Astierican coipany that developed
a food substitute, nctually a flavor substitute, and nftet & while it
couldn’t sell it in the U.S. anymote because Food and Dtug said ho,
They make it now in a factory in Canada, they sell it abroad, they
can't scll it here, Californin wants a bite of that income though none
of the income could arise froin the United States because the product
can be neither manufactured nor sold here. |

Another exnmple, phonogiaph records of the popular sort. In
Turkey they very much like popular records of music composed in
Turkey sung by Turkish artists. The sale of those records abioad is
nil. Also in Denmark tho snine is true, they have a great taste for
local artists and local music, they’re not intercsted in records. fiont
the United States in the po?uld'r eld. So that menns there’s a diffet-
ent margin of profit, there’s & different type of music that must he
songht ont. a different group of players that must bo sought out. a
. wholly different little business bem{ conducted, but Califorhia says
" it's just like that conducted in California and wants to put them all

.. - together regardless of the different margin of profit.

:, * - Then, and this is one of the most serious impediments to the reality,
Californin statutes provide thdt het income taxes may not be de-

" ducted from the income nsed in the fortnula. Therefore, income of #

subsidiary in Sweden where there’s a 65 percent vate of tax is taken

“into account just as fully ns income froin Puerto Rico which chjoys
a tax holiday or fiom Malaysia which enjoys a tax holiday. The jus-
tificntion that was offcred, or one of thein, foir the formula in this
foreign consolidation aren is that the States cannot apportion divi-
dends, Tf they did apportion dividends, the amount wonld be aftet
tax not pretax. By tising the consolidated formuln they managed 10
take pretax income into accoiht. One way of aveiding that, if the
corporations have cnough impact with the forcign governiment. js
to change the income tax to a value ddded tax. Tinker with it a littlo
bit and it ccases to be an income tax, then it's taken into ncconnt.
‘Fhat doesn’t seem to make much differchce i economic impact on
the company whose iricome is being apportioned in Califorhia,

What T have snid applies equinlly to foreigit operations with do-
mestic parents and foreign parents, and there are soime differences
that make it even more difficult to apply this theory in practice withi
n foreign parent. The foreign fnw controls the parent, not U.S. law,
not. California Jaw. Foteigi lase may bo antagonistic to Califorhin
lnw, Tt mayv impose secrecy on the foreign parent. FE it is a4 defonse
contractor in whole ot in patt, foreign law will impose secrecy i it
'It may not give Californin sonte of the infokmation it wonld like to
nve, )

Theh there are different deconnting standards tised in foirign coll-
tries than here. In some tountries everything is on a eash hasis, Hive
most husiness done by corpotation is accotnted for the acertnl fnsis,

_co thero has to be n conversion from one to annthet. Difeult e do at
all, impossible to do accurately, -particulatly three or forr years
later.

The standards of inventory adjustment dre different in differest
countries than they are heve, And in sorite cottntries they perinit im-
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mediate deduction of the cost of equipment. In California and Fed-
ernl concepts it's capitalized and depreciated. If it has been expensed
3 or 4 or 5 years later, no onc his n record of the cost of it, but for
California purposes that must be found. It must be shown in the
alocation formuln or too much income will be allocated to California.
They sliould get depreciation on it instead of the current decuction.
If they don't take deprecintion income is ton high. And these ave more
likely to be problems for a forcign-based group than for a domestic-
based Froup becauso our Ametican mmltinationnls do report, they do
keep these records in ordet to report to the sharcholders under the
tules the .accountants and SEQ insist upon. But there’s no such re-
quirement for foreign companies unless they have depository receipts
in the United States and have had to tomply with the SEC.

There are other differences which are ignored, and I'll run through
them very. very bricfly. International institutionalized advertising is
hot possible, whereas in this country it is; that is institutionalized
national advertising, and this is considered to be a unitary factor,
But, yot cannot advertise in Denmark in the same language in which
you advertise in tho Uhited States, so you must have local advertis-
Ing. That's just one random illustration. Peculiarly enough, the words
that scem ‘to be pronounced alike thronghont the world are not. A
client of mine is Scholl that makes foot aids. The name is of German
derivation. In the United States it's called School. In the Enstern
Hemisphere it's called Skoll. 1€ you go into a store in the United
States and ask for Skoll you may be given beer.

Tho language problem means that there’s limited transferability
of personnel, limited ability to itse tinining manunls as well as the
advortising that I have mentioned. And then, customs duties inter-
fers with the flow of goods fromt country to country but that doesn't
happen in the United States. So there ate problems in manufuctnring
abrond and selling in other cotintries of Jocal components to avoid
or. ninimize customs. The same is trtte when we ship abroad or abroad
ships here. The frce flow of goods in the United Stales has no count~y-

rt in foreign business but this is disrcgarded and the assumption

8 it’s just ns casy Lo sell U.S. goods abroad as it is to sell U.S. goads
it Florida.

11 the wage factor lots of fun csin he had with forcigm corparntions
beennse of all the fringe bencfits. If they want to put the fringe henefits
in the payroll factor they ean boost them up to a point where they are
higher than they are in the United States, apd T don’t know: how the
Fepnchise Tax Bonrd is going to bo able to andit that suecessfully.

‘These aro only some of the highlights to illustrate that there is a
prenhing differenco between opetating abroad and operating in the
United States, which differences do truly make it impossible to have
n Tl reflection of the xeographic source of income when a formula
is nnplicd to alloente the income between the states. :

1 have piven an extension of my reniarks, Senatotr, which T am going
tonsk leave to iewrite,

Senntor Matirnas: Very ghud to have your revised edition. ‘Thank
you very miich, "
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STATEMENT SUBMITTED TO THE SENATE JUDICIARY COMMITTEE BY
THE STATE OF NEW MEXICO ON S.983, THE INTERSTATE TAXATION
BILL.

The State of New Mexico opposes S.983 for the reasons
explained below. 7

New Mexico presented testimony and a“written statement
in opposition to S.2173, the predecessor to 5,983, Although
many changes were made and some problems were solved, many
of the shortcomings of the old bill were carried over to
$.983, and there are several entirely new objectionable pro-
visions.

At the outset it might be helpful to briefly describe
the gross receipts tax under the New Mexico Gross Receipts
and Compensating Tax Act (Section 7-9~1, et seq., NMSA 1978).
Unlike ; number of other states, our gross receipts tax is
not imposed on "retailers"; in fact, our statutes do not have
a definition of a retailer or wholesaler. Our gross receipts
tax is a tax on the privilege of doing business in New Mexico
and the tax is measured by the gross receipts of a taxpayer
from the sale of property in New Mexico, from performing
services in New Mexico and from leasing property employed in
New Mexico. Our gross receipts tax is much broader than the
usual sales tax; New Mexico does impose a tax on pure services.

The New Mexico gross receipts tax is imposed on the seller

or the lessor. There is no provision in the law requiring or



938

authorizing the 'passing-on;-of the tax to the purchaser.
In fact, in a transaction which is covered by the gross
receipts tax, there is no legal liability on the purchaser
to re{wburse the vendor with the tax, even if the vendor
should separately state the tax.

We do recognize that some of the provisions under our
gross receipts tax are similar to sales tax provisions.

New Mexico, as other states, has typical exemption provisions
which provide that certain transactions are not subject to
the gross receipts tax. More particularly, our gross receipts
tax also provides for certain deductions; these generally
provide that certain transactions will not be subject to tax
where a purchaser has furnished the seller with a "nontaxable
transaction certificate™ (NTTC). In such a case, the seller

is to report the receipts from the specified transaction and
then claim a deduction based on the NTTC received by the

seller.

Although the New Mexico gross receipts tax is a Title II
tax, not a Title I tax under S,983, we believe it is appropriate
to comment on Title I taxes because of the remote possibility
that, under Title IV, the Court of Claims could rule that our

tax is a sales tax under Title I.

Title 1l:
As previously stated we oppose S.983. We have comments

on several provisions of the bill which are particularly
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troublesome.

Section 101, Uniform Jurisdictional Standard. Title
I limits the jurisdiction of the state, to tax sales of
tangible personal property. This means that, if New Mexico
is deemed to be covered by Title I, New Mexico jurisdictional
standards would vary according to the type of transaction:
the statutory limit imposed by S.983 would apply to sales or
leases of tangible personal property, but the constitutional
standards would still control, where the gross receipts were
from sale or lease of intangible property or services., Thus,
the goal of uniform-jurisdictional standards is not served by
Title I. "

The reference to the "power to require a seller to col-
lect a sales or use tax" clearly shows that this bill is
designed to cover transactions when a state imposes a pure
sales tax--where the legal incidence as opposed to the
economic impact of the tax is on the purchaser. This situa-
tion does not prevail in New Mexico; our gross receipts tax
is imposed on the vendor, not on the purchaser. It is true
that under our compensating tax provisions we do require a
seller to colleét the compensating tax from the purchaser,
but this is not true in the gross receipts tax area. Accord~
ingly, it is clear to us that Article I does not apply to our
gross receipts tax because our law does not require the seller
to collect the gross receipts tax from the purchaser. In this

connection, we also have observations on the definition of

66-690 O - 80 Pt.2 - 17
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“sales tax" as contained in §151 of the bill,

Section 151. Sales Tax. The phrase "or is customarily
stated separately from the sales price® should be stricken
from this section. 1It is strange indeed that the tax con-
sequences should hinge on the practices of a seller, After
all, state legislators have the responsibility of determining
tax effects, nét sellers of property or services. This objec-
tionable phrase, what ever it may mean, seems to say that
taxpayers, who may establish business practices, may also
determine whether they are within or without this definition.
Moreover, it is not clear to us how one establishes what is
"customarily” done. Is this to be done by geographical area,
by industries or do you look solely at the custom and practice

of a particular taxpayer?

Title IX:

Section 201: -Uniform Jurisdictional Standard. If New
Mexico's gross receipts tax is covered by Title II, as we
think it is, the same jurisdictional inconsistencies discussed
above, at Section 101, exist here. ~

Section 251. Gross Receipts Tax. As previously indi-
cated we think that the New Mexico gross recéipts tax falls
into this category for purposes of S,983. .

Section 252. 1In our view, the use of the words “busi-
ness office" rather than “business location" as used in §157,

is improper. We believe the uniform jurisdictional standard
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for the gross receipts ta;_in §201 should use the "business
location™ test rather than a "business office" test, as
defined in §252, Thus, §252 could be eliminated and §253 .
could be expanded to provide that business location has the

same meaning in Title II as in Title I.

Income Tax:

The income tax provisions of S$.983 dramatically invade
provinces always heretofore reserved for the states; many of
* these provisions also appear in S.1688, which is currently
before you for consideration. Although the courts have
recognized in many instances that a state has valid reasons
for considering the amount of foreign source or dividend .
income received by a corporation, in calculating the income
tax due to the state, S.983 prohibits the states from con-
sidering those amounts. The bill also prohibits voluntary
or mandatory reporting on a worldwide combination basis.

The states have made great strides in approaching uni-
formity and equity in the taxing o% multistate and multi-
national corporations. In the absence of encrocachment on
federal constitutional guarantees, state income taxation is
an area of law traditiona®fly reserved for state policymakers.
States are best aware of state's needs and problems and best
able to determine fair taxing methods to meet those neéds.

The United States Constitution'adequately protects taxpayers

from possible inequities.
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The provisions of 8.983 regarding income taxes intrude
unnecesarily into these areas of state concern. The Multi-
state Tax Compact and the growing interest among the states
in uniformity of taxation will ultimately achieve the goals
of S.983, without federal interference.

For these réasons, as well as the reasons expressed in

opposition to 5.1688, New Mexico opposes £.983.
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STATEMENT SUBMITTED TO THE SENATE FINANCE COMMITTEE BY THE
STATE OF NEW MEXICO CONCERNING S.1688

The State of New Mexico opposes adoption of S.1688 for
the reasons explained below.

There are two major provisions of S.1688: First, des-
pite the trend among the states to treat unitary businesses
as one taxable entity for state taxation purposes, and to
apply formula apportionment to determiné the fair amount of
the total corporate incqme attributable to the taxing state,
this bill prohibits a state from recognizing any foreign
corporation as part of a unitary domestic business for taxa-
tion purposes. Second, the bill substantially limits the
states' power to impose an income tax on any portion of the
dividends paid by a foreign subsidiary to its parent doing
business within the taxing state. .

Both of these provisions restrict state taxing authority
and will substantially reduce revenues collected by the states.
Increased federal restrictions on the states in the taxing area
are unusual, and in this case unjustified. The states have
steadily progressed toward greater uniformity in the taxation
of multistate and multinational corporations. The federal
limitations on state taxing authority are the requirements of
fundamental fairness, as required by the Due Process and Equal
Protection Clauses of the United States Constitution, and those

non-discrimination requirements necessary to maintain open
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commerce among the states, contained in the Commerce Clause.
These limitations are reasonable and necessary, and any
abridgement is zealously prohibited by the Courts. However,
the provisions of S.1688 adva;ce none of the interests listed
above. S5.1688 encroaches upon a function unique to the
individual states =-- determining thc methods of taxing of and
calculating the extent of corpcrate activity within its
borders. Defining the state's tax base has always been a
state function. Congress is unfamiliar with taxing problems
unique to the states and should not meddle with state taxing
formulas,

New Mexico has dealt with some of the difficult areas
as follows. Because of the many problems inherent in iden-
flfying a multinaticnal business's income separately attri-
but;ble to only one state, New Mexico has allowed taxpayer
corporations to elect to file New Mexico tax returns on a
combined basis with its subsidiaries with whom it conducts
a unitary business, through a system of allocation and
apportionment. The entire unitary business reports to New
Mexico that portion of its income which is attributable to
New Mexico sources. This policy recognizes the interdepen-
dence of various aspects of a unitary business, and the
difficulty of determining by separate accounting the exact
contribution of each aspect of the business to the total
business. In some cases, apportionment of income of the

unitary business is the only reasonable method for

o e e e
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determining income earned within the taxing state. This
reasoning applies no less to a multinational corporation

or multinational affiliated group of corporations than

to a corporation doing business only in New Mexico or only
within the United States. While New Mexico has never
required a foreign subsidiary to be included in a unitary
business for apportionment purposes, it does allow a tax-
payer to elect to include the foreign corporation as part
of its unitary business. However, where a unitary domestic
business rece!ves, as business income, dividend income from
foreign sﬁbsidiaries not included in its unitary business,
New Mexico requires inclusion of the dividends as apportion-
able business income of the taxpayer. -

5.1688 would prohibit inclusion of the foreign corpora-
tion as part of the unitary business, and eliminates state
taxes on dividends paid by them, thereby allowing a potential
benefit to multinational businesses not enjoyed by domestic
businesses; that is, the bill provides the clear opportunity
for interrelated affiliated corporations having a foreign
subsidiary t8 centralize inccme in a foreign subsidiary, and
receive the profits back as nontaxable dividends from the
subsidiary, thereby substantially limitingucorporate tax
liability to any of the states in which they do business.

As anyone who is familiar with the problems of separate
accounting knows, it is very difficult for a large group of

interrelated affiliated corporations to accurately account
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for the activities of any one of its corporations and deter-
mine the exact amount of income attributable to that corpora-
tion. One corporation may be the money maker, being sub-
sidized by corporations feeding it raw materials or services
at a loss. Given proper incentive it is not difficult to
manipulate affiliated corporations, to centralize the income
in one designated corporation. §.1688 provides the incentive
for such manipulation, by allowing a special tax break. The
upshot of this income "hiding" is that a domestic corporation
or group of corporations may do a lot of business in a state,
but realize very little income and therefore incur a very
small state tax liability. Ultimately, the domestic income
is increased by dividend payments, but since the bill also
limits the taxes on dividends paid by those foreign corpora-
tions, the apportionable business income-of the corporations
never reflects the actual amount of business income received
by those corporations. Thus, the bill erodes the tax base
of each of the states applying the unitary business concept.
Furthermore, S.1688 would discriminate against local and
domestic businesses in favor of large multinational busi-
nesses. A domestic corporation doing business within the
State of New llexico has a reasonable tax burden on that
income earned in New Mexico. However, a domestic corpora-
tion affiliated with a foreign corporation may arrange its
transactions with that corporation so as to reflect very

low income, while its foreign subsidiary recognizes the

-q-
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income. The normal incentive of any business to realize a
profit is reduced by its ability to deal with an affiliate
subsidiary at less than arms length, so that it can ulti-
mately distribute the same amount of money to corpccrace
shareholders, but avoid imposition of state taxes.

Finally, S.1688 would force the state to return to
separate accounting, an ineffective aiternative method for
examining the real income of a domestic corporation; that
is, reexamining all the dealings and financial arrangements
between these subsidiaries of a multinational, and trying
to reconstruct them to approximate what the profits of each
would have been, if an entirely separgte company rather
than part of a multinational. Because of limited state
resources, such an analysis could be undertaken in only a
very limited number of cases. In most cases the state would
be dependent upon the corporation's characterization of its
income, and would be unable to review or adjust the figures
presented by the multinational, even if those figures were
inadequate or inaccurate. The state's ability to audit
accurately is undermined; S.1688 encourages tax avoidance
on a multinational level.

For all the above reasons, New Mexico opposes passage

of 5.1688,

-5-
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JC\
Anderson Clayton

P. O. Box 2538 Houston, Texas 77001 (713) 851-0641

Honorable Chairman and Members of the Subcommittee, we appreciate your
allowing us to present our Company's viewpoint concerning certain provisions
in S. 1688.

Anderson, Clayton & Co. is a Houston based food company whose major
operations at; in the United States, Brazil and Mexico. It processes and
markets consumer and institutional foods, oilseed products, animal and
poultry feeds and planting seed. The Company'’s non-food activities include
Ranger Insurance Companies, American Founders Life Insurance Company, long
Reach Manufacturing and Gulf Atlantic Distribution Services.

In addition to domestic operations, Anderson, Clayton & Co. has major
foreign subsidiaries in Mexico and Brazil. Early in the 1930's Mr. W, L.
Clayton recognized the potential of Latin Amerfca. New subsidiaries were
formed primarily for purposes of conducting cotton merchandising and cotton-
seed crushing operations in Mexico and several South American countries,
Companies in countries other than Mexico and Brazil were subsequently
liquidated or sold because of the poor business climates created by the
governments of those countries. Most of the subsidiaries were 1007 owmed;
hovever, the laws of both Mexico and Brazil encourage an eventual partial

ownerchip of sll corporations by nationals. The Company has voluntarily
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Statement - S, 1688
Subcommittee on Taxation and Debt Management

reduced its ownership in Mexico to 60.8% and i{n Brazil to 75.7% through sale
of stock to the public. The companies are listed on the public stock ex-
changes in their respective countries.

The operations of the foreign subsidiaries, while substantially similar
in nature to thoge of Anderson, Clayton & Co,, are autonomous, Except for
soybean products and green coffee, the products handled by them are produced,
procé;sed, gold and delivered within the respective countries for the most
part, and by their nature are largely non-.competitive with U, S, products.

At the present time, Anderson, Clayton & Co, operates domestically in
43 states and files 29 state income tax returns and 27 state franchise tax
returns,

We feel that passage of S, 1688 is needed by American business in -
order to correct certain inequities of interstate taxation,

Combined or consolidated xeporting

__The Company has consistently taken the position that its operations
within any state are neither dependent upon nor do they contribute to the
operation of the foreign subsidiary corporations, and there is no basis for
treatment of Anderson, Clayton & Co. as a world.wide unitary business. In
spite of our pleadi&gs and evidence supporting this position, California has
assessed us on a world-wide unitary basis for all years since July 31, 1963.
Because of our conviction of the equity of our position, we have vigorously
contested all these assessments. The determination of the California
Franchise Tax Board that Anderson, Clayton & Co. was engaged in a unitary

business with its subsidiaries during the years in question is, in our
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Statement ~ S, 1688
Subcomnittee on Taxation and Debt Management

opinion, without foundation in law or fact and borders on violation of cone
stitutional protection,

The fact remains that we are incurring considerable additional expense
attempting to protect our position, We _do this fully réglizing that in re-
cent years the California Courts have generally held in favor of the State
in most tax cases, Interstate and international businesses need the protec-
tion of Federal laws against the costly and wasteful litigation required to
defend themselves in unfriendly state courts on such matters.

For example, assume that a U, S, parent has only on Mexican subsidiary
and each conducts its entire business in its own country. While most states

use & three factor formula, assume that a one factor sales formula is applied

for purposes of state taxation in California.

- Sales in Taxable
Jotal Sales California —Income
U. S. Parent $10,000,000 $1,000,000 $ 500,000

Mexican Subsidiary 10,000,000 -0- 500,000
420,000,000 31,000,000  $1,000,000

In this case California taxable income based solely on the Parent would
be $1,000,000/$10,000,000 times $500,000 or $50,000. In a California combina-
tion the taxable income would be $1,000,000/$20,000,000 times $1,000,000 or
$50,000, cCalifornia income is the same by either method because the profita-
bility rate is the same for both companies. This {s seldom the case,

Now assume we change only one factor, the taxable income of the Mexican
subsidiary is $750,000, The California combination now reflects taxable
income of $1,000,000/$20,000,000 times $1,250,000 or $62,500, an increase of

$12,500. The same results may be obtained by changes in the factors.
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Several states have adopted the California method of combination
obviously as a means of increasing the taxable income in their state.
S. 1688 vould_gorrect this gross inequity in state taxation be requiring
states to treat forefgn corporations consistent with federal treatment,
Foreign source income

As time pasgses, more states seem to be attacking the problem of cowm-
bined reporting by simply requiring the taxpayer to include foreign source
{income, especially dividends, in apportionable incomae.

Total taxes paid on dividends from our Mexican and Brazilian subsi-

diaries are in excess of the U, S, rate. These rates are as follows:

Foreign Tax Taxes Withheld
Rate on Profits  _on Dividend = Iotal
Mexico 42% 21% X 58% 547%
Brazil 28% 25% X 12% 46%

The Internal Revenue Code provides a foreign tax credit, limited to the
U, S. rate, on these dividends. However, when the states of Kansas, Illinois
and Wisconsin, for example, tax the dividends, no deduction or credit {is
allowed for the foreign taxes paid. Considering the high foreign tax rates
already paid on the dividenda, d4ny further taxes levied by the states creates
a burden of double taxation,

We have protested assesswments including forefgn dividends {n several
states, The Hearing Officer usually reiterates that their state law does
not allow a deduction for income taxes of other states or foreign countries,

We surmise that the legislatures of these states did not contemplate taxation
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of foreign income when the laws were enacted and, therefore, had no reason
to provide deductions or credits for the high rates of taxes ir these
foreign countries,

Some states already exclude foreign dividends from taxable income,
Arizona excludes the dividends but during our last examination the agent
included the gross-up required under Subpart F provisions of the Internal
Revenue Code as income apportionable to Arizona. These are only samples
of the many inconsistencies involved in state taxation, -

Operations of our subsidiaries in foreign countries are neither de-
pendent upon nor do they contribute to the operation in any state. There
is no justifiable basis for treating any income from foreign gources as
taxable by any state, California in years past, before their law specifi-
cally prohibited such, included the current income of foreign subsidiaries
in apportionable income and in addition taxed dividends from these same
subsidiaries. Taxation of the dividends was disguised by requiring that
the interest expense deducted in the return be first reduced by any divi-
dends not taxed by California. Thus, by disallowing interest expense as &
deduction, the state effectively taxed the dividend. We favor the treatment
of foreign dividends as prescribed by Sec, 7518(e) of the-Bill.

Sumpary

Anderson, Clayton & Co. has testified at many hearings on taxation of
interstate commerce beginning with HR 11798 before the House Judiciary
Coomittee in 1966. If [ may read a short quotation from the testimony given
by Mr. John C, White in behalf of our Company from the Hearings on the Willis

Bi1ll {in 1966:
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"It seems to us that it should be made quite clear:

1. That the income of foreign subsidiaries whose operations are wholly

foreign may not be included in the income to be apportioned to the

States; and -

2. That dividends received from such foreign subsidiaries are not

to be included in such apportioned income. -

. . . It is our position that income plainly earned outside the United

States should not be attributed to any state. It has already been

subjected to local and national taxes abroad where it is in fact earned."
We also testified before the Senate Judiciary Committee ''grass roots" hearings
in 1977 chaired by Senator Mathias. In the meanwhile, the States have made
abortive attempts to tax corporations on a consistent basis from state to
state. The original objectives of the Multi-state Tax Compact might have
been attained except for the selfish interests of a few members. Several
members of the Compact have withdrawn indicating failure of that organization
to accomplish uniform taxation. Anderson, Clayton & Co, is quite willing to
pay its share of the cost of operating state govermnment where permits to do
business have been obtained, However, income allocated to all states, in-
cluding those who have no income tax, should not exceed one hundred percent,
What we are looking for is a fair and equitable method of apportioning the
total income. We believe the time has come to enact a federal law so that
all states will treat taxpayers more fairly and consistently. We believe
S. 1688 will at least accomplish part of the goal.

Sincerely yours,

e e

Assistant Controller
& Director of Taxes

/er
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ARTHUR
ANDERSEN
STATEMENT BY &Q@

ARTHUR ANDERSEN & CO.
ON
STATE TAXATION OF WORLDWIDE INCOMZ

This statement is submitted by Arthur Andersen
& Co., an international firm of accountants with offices
throughout the world. While the Firm has clients, both
foreign and domestic, that would be affected by this legis-
lation, this statement is not made on their behalf and the

views expressed are those of the Firm {tself.

We support S. 1688. The need for legislation
that would limit application of the so-called unitary
method of apportioning income for state tax purposes has
become increasingly evident. Problems encountered in
neéotiating the recent United States-United Kingdom tax
treaty, caused primarily by the efforts of some states
to impose the unitary tax method on worldwide activities
of business entities, have been well documented. At s
time when international trade is increasingly important
to the welfare of this country, both from the viewpoint
of U. S. companies competing in world markets with com-
panies from other countries, as well as the need to
encourage foreign investment in the United States, legis-
lation that would clarify the application of state tax

systems to worldwide Iincome is essential.
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Unftary Worldwide Combination

A major purpose of this statement is to set forth
some of the problems and inequities that have resulted for
foreign corporations operating in the United States from
application of the unitary method for state income tax pur-
poses. At the outset, the basic issue that should dbe con-
sidered is the determination of the appropriate amount of
profits earned within the jurisdiction of a state. This is

the proper basis for taxation by that state.

Where business operations are carried on in more
than one taxing Jurisdiction, the unitary method makes
arbitrary assumptions that an allocation of total business
profits based on specific factors (eales, property, and
payroll) will approximate the profits earned with a partic-
ular state. The accuracy of this method is often question-
able for companies doing business solely within the United
States, but its application to operations in other countries

can create serious distortions.

Background of the Unitary Method

The unitary method of apportioning state taxable

income originated in California. Almost forty years &go in

- 2 -
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a California Franchise Tax dispute (Butler Bros. v. McColgan,

315 U. S. 501 (1941)), definitional standards of what con-
stitutes a unitary business were discussed. Subsequently,

the unitery concept was expanded in Edison California Stores,

Inc. v McColgan (30 Cal. 2d (1947)).

In the 1970's, application of the unitary method
by California (and other states) to worldwide business
operations oreated an extremely complex state tax compliance
problem for companies based outside the United States, as
well as those based in the United States that conduct bus-
iness outside the U. S. This is so in part because, begin-
ning in 1970, foreign currencies were allowed to "float,"

and this has resulted in significant changes in their

relative values.

The worldwide unitary combination approach is
presently used by Alaska, California, Colorado, Idaho,
Indiana, Montana, Oregon and Utah. Other states are
believed to be considering adoption of the approach.
Il1linois utilized this method for a two-year period but
discontinued its efforts when it left the Multistate Tax

Compact.
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Unitary Combined Report Complexities

Attached as Exhibit A is Caiifornia's recently
proposed "Guideline for the Preparation of Combined
Reports Which Include Foreign Country Operations." These
seven pages of detailed proposals illustrate the complex
compliance problems faced by foreign based firms doing

business in states which use the unitary method.

The entire worldwide "unitary" affiliated group
must prepare tax accounting profit and loss statements in
the currency of each foreign branch or corporation. The
foreign statements are then to be adjusted to U, S. "gen-
erally accepted accounting principle;," which must then be
further adjusted to the tax principles of the Cslifornia

Revenue and Taxation Code.

After théae steps have been taken, adjustment
i8 to be made to the.currency used by the parent company
in miintaining {ts books and records., After making other
allocation and apportionment calculations, the results are
converted dack to dollars for computation of the state tax

liadbility. - .
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Large international businesses based in Japan
and Europe have stated that‘ihe compliance burden to
convert the tax accounting information for literally
hundreds of foreign affiliates to the Californis mode of
compliance as set forth in the "Guideline" is grossly
unfair and is out of all proportion to the business done

in unitary states such . as California.

The California weridwide unitary concept is
further complicated in that the worldwide apportionment
formula is applied to net taxable income of & unitasry
business. Many large corporations operate more than one
unitary bueinees,'hence further burdensome and complex
accounting is required to separate the results of the
multiple corporate enterprise into each separate unitary
business.

Smaller companies gaaed outside the U. S. have
found the accounting requirements to be even more onerous
since they require a restatement of their accounting that
{8 completely different from their regular method of
accounting and tax reporting in'foreign jurisdictions.
Quite often, these companies do not have the accounting

personnel to handle this compliance work.



959

Unitary Method - A Deterrent to the Creation of U, S, Jobs

Many foreign companies investigating potential
plant locations in states that apply the unitary theory to
worldwide operations have aborted their planned locations
in these states, causing the loss of investment and Jjobds
beneficial to the U, S. economy. These companies believe
it unfair to incur a state tax based on their worldwide
income when the U. S. Federal government does not impose
such a tax. California i{s increasingly concerned about
the possibilities of losing businesses to other states.

In that regard, in early 1979, A. B. 525, a proposal some-
what similar to H. R. 5076, passed the California Assembly

and is now before the California Senate.

Examples of Inequities Arising from the Unitary Method

Following are some examples illiustrating inequi-
ties that can arise from worldwide application of the

unitary method in computing state income taxes:

Example 1:
A bank located in Californie was acquired by a

Japanese merchant bank. Prior to the sale, the Cali-

fornia bank paid franchise tax based on its inconme



which was wholly in California. After the acquisition
ihe California franchise tax almost doubled on the
same level of income, because the tax was based upon
worldwide income apportioned to the state using the

unitary business formula.

The operations of the Japanese bank were totally
different outside the U. S., 1.e., less ladbor and
property intensive for a merchant bank operation
compared to the retail branch banking customary in
Californie. Thus, the three-factor formula's use of
heavy property and payroll factors shifted a substan-
tial portion of worldwide income to California,
compared to the real income earned by California

operations.

Example 2:

A Californis based engineering firm contracted
to build a chemical plant outside the United States.
As part of this contract, the U. S. firm agreed to
train in California employgee of the foreign firm

which would operate the U, S. constructed facility.
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The foreign based customer of the U. S. firm was
subjected to California franchise tax under the uni-
tary concept. Even though no income was generated in
California, the presence of the payroll factor applied
to worldwide income of the foreign firm subjected that

company io California tax.

Examgle 3:

A foreign manufacturer operates in six areas of
the world, including California. Due to higher Cali-
fornia property values and payroll costs, the firm is
less competitive pricewise and thus is less profitable
in its California operation. The increased weight of
the payroll and property factors results in an appor-
tionment of more income to California than was actu-

ally earned by business operations in the state.

Example 4:

Another inequity arises where a foreign based
company establishes a new operation in a particular
state, and "startup" losses are generated. The
apportionment formula may ;onvert a loss operation

to a profit due to application of the unitary factors.
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States Have Ability to Deal with Abuse Situations

o _Most states have provisions in their tax laws
which are similar to IRC Section 482, dealing with the
artificial shifting of income and deductions. Further,
the Internal Revenue-Service shares information with most
states as to Section 482 type adjustments which it makes

in Federal audits. State tax authorities can use this

information to prevent tax avoidance and adbuses.

Exchange Controls Ignored

The U. S, tax law recognizes that earnings in
blocked currency (exchange control) countries cannot be
remitted to the parent. Such earnings are not taxed
until remitted or currency restrictions are removed. The
unitary method ignores this fact of business life and
requires that income in these countries be included in

worldwide income calculations.

.- -Summary .of Some Varying Worldwide Economic Factors

The unitary formula approach is8, in concept,
overly simplistic and not consistent with the real econo-
mic world. Distortions result because the unitary
approach fails to take into aﬁcount significant variabdles

throughout the world:
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1. Levels of inflation.

2. . Exchange controls and blocked currency

situations.

3. Levels of property values.

4. Levels of investment risk, and rates of

return on investment.

5. Levels of labor and fringe benefit costs.
6. Different methods of accounting, i.e. plant
and depreciation accounting, "accrual accounting, and

inventory accounting.

State Taxation of Dividends from Foreign Corporations

The second purpose of this statement is to com-
ment on the provisions of S. 1688 that provide rules for
state income taxation of dividends from foreign corpora-
tions and from U. S. corporations most of whose income 1s

from foreign sources.

- 10 -
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Identical legislation (KH.R. 5076) is now bdeing
considered by the House Committee on Ways and Means. 1In
testimony before the Ways and Means Committee, a Treasury
representative commented that, among other things, the
proposal for state taxation of dividends from foreign
corporations would permit multi-national operations to be
taxed more favorably than multi-state operations, thereby

creating a tax preference for foreign investment.

If S. 1688 passes as proposed, multi-national
operations would be taxed more favorably then multi-state
operations in the sense that they will bear a lower state
burden when earnings are repatriated. However, this does
‘not mean thaégzhe bill creates an incentive to invest abroad

to the detriment of domestiéwinvestment.

If taxes do affect the decision as to whether or
not to invest, the primary tax incentive is created by
the differential in underlying tax rates applying to

operating income of a business entity, rather than by the

tax rate on distributed income. This differential is the
excess, if any, of U. S. taxes, both Federal and state,
over foreign taxes, Federal and local, on undistributed

income.

- 11 -
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S. 1688 will affect only state taxes levied on
distributed sudbsidiary income. As such, it may create an
incentive to repatriate profits, or more correctly remove
what is presently a disincentive to repatriate, by
reducing the state tax imposed on profit distridbutions.
This should have a positive effect on our country's
balance of payments.

It seems to us important not to confuse two
quite different incentives: (1) the incentive to invest;
and (2) tﬂ; incentive to repastriate resulting profits to
the United States. S. 1688 would appear to have its
primary effect on the latter, and only an incidental

effect on the former.

The following example compares the tax burdens
incurred Sy an investment which it 18 assumed will earn
$100 before taxes. This example considers only taxes on
foreign earnings that are not repatriated. It assumes a
state tax rate of 8% and four levels of foreign taxes --
zero, 23%, 46%, and 56%. To the extent taxes can be said
to create an incentive to invesf, that incentive is quan-
tified by comparing total tax burdens on the assumed

pre-tax income.

- 12 -
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Total Tax Burden® Where
Foreign Tax Rate Is

0% 23% 4L6% 56%
Investment in U.S. 50.32 30.32 50.32 50.32
Foreign investment -0- 23.00 46.00 56.00

*¥Assumes Federal tax not deductible in calculating state

taxes.

The tax burden on operating income (undistributed)} in the
United States will be greater than foreign at the first
three levels, and would be greater for all foreign_rates
below 50.32%. The biggest element in this differential,
however, is not state tax levels, which in this example
would not be affected by S. 1688, dbut the difference

between foreign and U. S, Federal tax rates.

S. 1688 would affect total taxes on foreign
income if it is repatriated. As stated earlier, this
proposal would eliminate a disincentive to repatriate
prefits, which should improve the U, S. balance of pay-

ments. The following table illustrates this point.

- -



Foreign Tax Rate Is

0% 23% 46% 56%
Under present law 50.32 49.33 50,32 59,52
Under S. 1688 50.32 48.16 . 46.00 56,00

#Agsumes Federal tax not deductible in calculating state
taxes.

As 1llustrated in the table, the differences in total tax

burden between present law and S. 1688 where earnings are

repatriated are relatively small, but the amendments under

S. 1688 should encourage repatriation of profits to the

United States. -
Finally, taexes are only one factor in a company's
decision to invest abroad or in the U. S. In most cases,

they are not the major consideration. Accordingly, the
impact of changes in state taxes on dividends like those
proposed in S. 1688, which sre small in relation to Federal
tax burdens, would in most cases have little or no effect
on investment decisions.

We urge the adoption of S. 1688 as the beginning

of a long-needed review of the unitary method. The glaring

inaccuracies and inequities of

method to worldwide operations

the application of that

require immediate correction.

- 14 -



{ ! EXHIBIT A

CALIFORNIA FRANCHISE TAX BOARD

Proposed Guideline for the Preparation of Combined
Reports Which Include Foreign Country Operations

I. Introduction

When any part of a unitary business has a nexus in
California, the income and apportionment factors of
the entire unitary business must be included in the
combined report filed with California which is utilized
to determine the income properly attributable to
California sources. This regquirement applies equally
to businesses with operations solely within the United
States, United States businesses with operations in
foreign countries, and businesses based in foreign
countries with operations within the United States.

It applies whether the business orerations are carried
on by a single corporation or by multiple corporations.

Prior to 1970, the relative values of the currenciles
of the major industrial countries were the subject

of international agreement a2ad were, for the most gact,
stable. Beginning in-1970, currencies were allowed to
“float," which has resulted in significant changes in
their relative values. These changes have given rise
to questions concerning the preparation of combined
reports which include operations carried on in more
than one country.

In choosing a translation method for the preparation
of a conbined report, the department has of necessity
operated under constraints imposed by unitary theory
and the reguirement that taxpayers, icentical but for
the country of origin, be treated in a similar manner.
These constraints and the efficient adninistration of
the tax law haveled the departnent to adort the method
commonly known as the profit and loss methcd for the
preparation of conbined reports.

11. Determiration of Incone
A. The income of a unitary Business with operaticns in

foreign countries will be ccmputed in the Zollewing
manner:

FI0 1068 1279
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1. A profit and loss statement will be prepared
for each foreign branch or corporation the
currency in which the books of account of the
branch or corporation are regularly maintained.

2. Adjustments will be made to the profit and loss
statexent to conform it to the accounting
principles generally accepted in the United
States for the preparation of such statements
except as modified by this guideline.

3. Adjustments will be made to the profit and loss
statement to coriform it to the tax accounting
standards required under the California Revenue
and Taxation Code.

4. The profit and loss statement of each branch or
corporation, whether U.S. or foreign, will be
translated into the cu:rrency in which the parent
company maintains its books and records in accor-
dance with paragraph 1I.C.

5. Business and nonbusiness income as determined
under California law will be identified and
scgroqated.

6. Nonbusiness income will be allocated to a juris-
diction on the basis of the rules provided for
in the Uniform Division of Income for Tax Purposes
Act as adopted by California. (§ 25123, et seq.,
California Revenue and Taxation Code.)

7. Business income will be included in the combined
report prepared for the unitary business and
will be apportioned on the basis of the appropri-
ate formula for the business. ‘

8. Income from California sources will be expressed
in dollars in accordance with paracraph 1I.C.
and the taxes computed accordingly.

B. For purposes of paragraphs II.A.2. and II.A.3. the
following rules shall apply:

1. Aécounting adjustments to be made to E;nform
profit and loss statements to those utilized
i in the United States—
(a) Include but are not limited to the following:
(i) Clear reflection of income. Any

- accounting practice designed for
purposas other than the clear

FTO 1046 1 150:79)
-2-
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(11)

(140)

(iv)

970

reflection on a current basis of
income and expense for the taxable
year shall not be given effect.

For example, an adjustment will be
required where an allocation is made
to an arbitrary reserve out of current
incoma.

Physical assets, depreciation, etc.
All physical assets, including in-
ventory when reflected at cost, shall
be taken into account at historical
cost computed either for individual
assets or groups of similar assets.
The historical cost of such an asset
shall not reflect any appreciation

or depreciation in its value or in
the relative value of the currency

in which its cost was incurred.
Depreciation, depletion, and amorti-
zation allowances shall be based on
the historical cost of the underlying
asset, and no effect shall be given
to any such allowance determined on
the basis of a factor other than
historical cost. —_—

Valuation of assets and liabjilities.
Any accounting practice which results
in the systematic undervaluation of
assets or overvaluation of liabilities
shall not be given effect, even though
expressly permitted or required under
foreign law, except to the extent
allowable under paragraph II1.B.2y

of this section. For example, an
adjustment will be required where
anentory is written down below market
value,

Income eqgualization. Income and
expense shall be taken into account
without regard to ecualization over
more than one accounting period:; ard
any equalization reserve or similar
provision affecting income or expense
shall not be given effect, even though
expressly permitted or required under
foreign law.
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(b)
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Currency gains or losses on closed trans-
actions are includible, but no adjustments
shall be made, nor othervise reflected, for
unrealized gains or losses resulting from
the restatement or re-valuation of assets

or liabilities to reflect changes or fluctu- .
ations in currency values. A closed trans-
action is one where any foreign exchange
position taken by a corporation has been
terminated by exchanging the foreign currency
for the currency in which the individual
corporation maintains its books and records
and normally conducts its business affairs.

The tax acqounting adjustments to be made shall
include, but are not limited to, the following:

(a)

(b)

(c)

(q)

Accounting methods. The method of accounting
shall reflect the provisions of Section 24651
of the California Revenue and Taxation Code
and the regulations thereunder.

Inventories. Inventories shall be taken

into account in accordance with the pro-

visions of Section 24701 through 24706 of
the California Revenue and Taxaticn Cocde

and the regulations thereunder.

Depreciation, depletion, and amortization.
Depreciation, depletion, and amortization
are to be computed in accordance with rules
applicable to California taxpayers.

Elections.

(1) Elections of all California reporting
entities shall be made in accordance
with applicable provisions of California
lawv or regulations.

(11) Elections for entities which are not
subject to taxation by California

« but are required to be included in
the combined report for the unitary
business shall be made by agreenment
of all entities required to report
to California in accordance with
applicable provisions of California
law or regulation.

66-680 0 - 80 Pt.2 - 19
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No adjustment shall be required under paragraphs

11.8.1. and 1I1.8.2. unless it is material. Whether

an adjustment is material depends on the facts
and circumstances of the particular case, in-
cluding the amount of the adjustment, its size

relative to the genseral level of the corporation's

total assets and annual profit or loss, the
consistency with which the practice has been

applied, and whether the item to which the adjust-

ment relates is of a recurring or merely a non-
recurring nature.

C. PFor purposes of determining income, necessary trans-

lations will be made at the following exchange rates:

1.

Depreciation, depletion, or amortization shall
be translated at the appropriate exchange rate

for the translation period in which the historical

cost of the underlying asset was incurred.

All other items shall be translated at the simple

average exchange rate for the translation period
unless there is a substantial fluctuation as
described in paragraph IV.B., within the period,
in which case a simple average of the month-end
rates or weighted average may be utilized.

I11I. Conmputation of Factors

In computing the formula factors, the following rules
shall apply:

A. Property Factor

1.

4.

TR 1048 113-T9)

Pixed assets will be valued at original cost as

defined in Reg. 25130(a) and translated at the

exchange rate as of the date of acquisition.

Rented property, capitalized at eight times its
annual rental rate, will be translated at the
simple average of the beginning and encd of year
exchange rate.

Inventories will be valued at original cost and’
will be translated at the exchange rate as of
the date of acguisition.

For purposes of calculating the property factor

of financial corporations, financial assets are
translated at the year-end rate and are dafined

-
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as assets reflecting a fixed amount of currency,
such as cash on hand, bank deposits, and loans

and accounts receivable. Securities held or
reasonably expected to be held for less than six
months shall be translated at vear-end rates.

If a security is held, or reasonably expected

to be held, for more than six months, it will

be translated at the appropriate exchange rate

for the translation period in which the historical
cost of the asset is determined.

S. In computing the property factor, translation
should normally be made into the parent companv's
currency in order to properly detsrmine the
percentage factor to bhe used.

Payroll and Receipts Factors

1. Translation is to be made at the simple averacge
of the beginning and end of year exchange rates
unless there is a substantial fluctuation, as
described in paragraph IV.B.

2. VWhere the value of the foreign currency does
fluctuate substantially, as described in paragraph
IVv.B., the exchange rate appropriate to that
period shall be either (a) a simple average of
the month-end rates, or (b) a weighted average
taking into account the volume of transactions
{reflected by the amount being transliated) for
thcigzlendar months ending with or within that
per .

3. In computing the payroll and receipts factors,
translation should normally be made into the
parent company's currency in order to properly
deternmine the percentage factor to be used. -

IV. Exchange Rates

A,

Por purposss of preparing combined reports, exchance

rates may be derived from any source which {s democn-

strated to the satisfaction of the Department to

reflect actual transactions conducted in a free

market and involving representative amounts. In

the absence of such demonstration, the exchange

rates taken into account in computation of the

earnings and profits of the foreign corporation

are determined by reference to the free market rate

set forth in the pertinent monthly issue of

International Financial Statistics or successor
cations of the Ianternational Monetary Fund

or such other source as the Department may designate.

F7T0 1048 11070}
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B. In general, the extent of fluctuation is substantial
if the closing rate for any calendar month ending
within the period varies by more than 10 percent
from the closing rate for any preceding calendar
month ending within the period. .

V. Application of Guideline

In computing any of the income and factors required Zor

a combined report, due regard will be given to the effort
and expense regquired to obtain the necessary information;
and in appropriate cases the Department, in its discretion,
may accept reasonable approximations. Variations from

the rules set forth above, particularly with respect to
foreign-based corporations, may be aliowed by the Franchise
Tax Board in exceptional circunstances if applied on a
consistent basis and where such variations do not result
in a material difference in the reporting of income over
time. :

~

-7~
79 1048 1379
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Deloitte
Haskins-+Sells

1101 Fifteenth Street, N.W.
Washington, D.C. 20006
(202) 862-3500

TWX 710-822-9289

July 7, 1980

Senator Harry F. Byrd, Jr., Chairman
Subcommittee on Taxation and Debt
Management

Committee on Finance

United States Senate

Washington, D.C. 20510

Attention Mr. Michael Stern, Staff Director
Dear Mr. Chairman:

We appreciate the opportunity to submit our written comments

on S. 1688, which was the subject of a hearing conducted by

Egg Subcommittee on Taxation and Debt Management on June 24,
0.

Deloitte Haskins & Sells, an international accounting firm,

has over 300 offices in 66 countries. We represent, in the
U.S. and abroad, a substantial number of multinational clients,
both U.S. and foreign based, which have operations in most, if
not all, the states in the United States and in virtually every
country of the world. -

We support S. 1688, which would restrict any state or political
subdivision thereof, from employing the so-called ''unitary" or
"worldwide combined reporting' methods of apportiomment for pur-
poses of taxing income earned outside the United States by
foreign corporations. The Bill also limitd the extent to which
states and their political subdivisions can tax dividends re-
ceived by a U.S. corporation from foreign corporationms.

Our comments are directed primarily to the administrative pro-
blems and fundamental economic inequities which arise when the
"unitary" or "worldwide combined reporting' methods are used
to apportion or allocate income which is earned outside the
United States to a state, and to then subject that income to
taxation by the state.

I. COMPARISON OF THE UNITARY METHOD TO THE SEPARATE OR ARM'S
LENGTH METHOD

Both the unitary and the separate or arm's-length methods
have as thelr basic purposgse the clear reflection of income
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II.

earned by an affiliated group of entities in a particular
jurisdiction, in situations where members of the group con-
duct business in many states or countries.

The separate accounting or arm's-length.method of alloca-
tion is used by our government and the governments of most,
if not all, of our major trading partners around the world
to determine the tax liability of entities subject to taxa-
tion by them. Under this approach, the determination is
made based on the books and records maintained by the entity,
adjusted to reflect the differences between financial and
tax accounting rules. ~_ :

In contrast, the unitary method used by some states (most
particularly California) ignores separate legal entities

and requires the income of all entities which are members

of a "unitary" group to be combined and reported as if earned
b{ one entity. The total income of the group is then genex-
ally apportioned to the taxin% jurisdiction by use of a form-
ula based on property, payroll and gross receipts.

PROBLEMS AND INEQUITIES RESULTING FROM THE APPLICATION OF THE
UNITARY METHOD TO FOREIGR OPERATIONS

a. The determination of the unitary §roug is subiective and

" ve! costly. The fundamental basis of the unitary, or
woriaﬁiae, reporting system is that there is "unity" of
ownerahig, use, or operation of the various entities in’

a group in the conduct of a single trade or business.
There is, in other words, some contribution dby each mem-
ber of the group to the success of the trade or business--
there 18 an interdependence between the various entities
making up the group.

In establishing unity, or intercompany dependence, all
facts and circumstances are to be considered. This in-
volves the examination and weighing of a multitude of
interrelationships. The California Franchise Tax Board,
for example, has an eight-page list containing twenty
detailed questions to serve as a basis for determining
whether combining the worldwide operations of a particu-
lar group of affiliates is appropriate. Responding to
each of these twenty questions requires the development
of some very detailed information. Accumulating this
information with respect to a group consisting of a few
entities engaged in business aolely within the U.S. may,
while burdensome, be possible since the necessary records
are readily available. However, gathering the data
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necessary to determine the includable or excludable en-
tities, or groups of entities, with respect to multi-
national corporations with hundreds of separate en-
tities engaged in business in scores of different coun-
tries is almost impossible.

Assume, for example, the plight of a taxpayer that 1is
a multinational enterprise with 100 entities doing
business worldwide. If it must consider 20 unitary
factors for each entity in order to determine which
are to be included or excluded from a combined return,
it would have to examine 2,000 separate factors, based
-on information which would have to be accumulated in

a number of different countries.

Moreover, regulations promulgated in California provide
that a taxpayer may have more than one trade or business
and, in such cases, must determine the business income
attributable to each of them. Needless to say, making
such a determination is extremely time consuming, and
can result in a heavy financial burden being placed on
the taxpayer. For example, there 1s a case which has
been under examination by the California Franchise Tax
Board for well over ten years without agreement as to
which of the worldwide entities are within a unitary
group.

b. The unitary method imposes unreasonable compliance and
administrative burdens. In addition to the extremely
difficult, 1f not Impossible, task of determining which
entities are members of a group under the unitary method,
an even more formidable task is determining the tax-
able income of the members of the group. This follows
from the fact that foreign parent companies, and non-
U.S. subsidiaries of such companies, typically do not
maintain their books and rascords in accordance with
U.S. generally accepted accounting principles, and"
certainly not in accordance with U.S. or state tax
accounting principles. Foreign accounting and finan-
clal records must be conformed to U.S. accounting stan-
dards and then to acceptable tax accounting principles.

At least one state, California, has issued proposed
guldelines that purport to solve problems arising in
this area. In general, the approach taken by these
proposed guidelines approximates those taken in the
income tax regulations under Section 964 of the In-
ternal Revenue Code. However, to require a foreign
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corporation with any significant number of non-U.S.
affiliates to make the necessary computations under
such guidelines would impose an accounting burden
that would literally demand man-years of effort.

Most foreign companies have neither the data nor

the manpower even to attempt to comply. Furthermore,
producing the financial data sought by the tax admin-
istration of states emgloying the unitary method may,
in some instances, violate foreign law.

The massive administrative burden that the unitary
method imposes upon a taxpayer makes it impossible,
or at least prohibitively expensive, to accumulate
the data necessary to implement the method. In some
cases, the actual tax imposed is only a fraction of
the costs incurred by both the taxpayer and the state
tax administration in accumulating the required data.
As & result, many tax administrations are forced to
rely on inaccurate financial data and to resort to
arbitrary methods of computing the tax due.

c. The unitary method is based on faulty economic ass -
tions wﬁIcg create major distortions resulting, in
most cases, in over-allocation of income to the states.
The unitary method and the commonly used three-factor
formula for apportioning income are based on the assump-
tions that:

all members of the unitary group, once determined,

are operating in a homogenous market where wages,

sales price, profit margins and costs of business
~ property are the same;

there are no long-term differences in economic,
political and social conditions;

every dollar spent on wages, received from sales or
invested in tangible property, will earn for each
member of the unitary group the same income; and

. the actual profit earned by each member of the
unitary group cannot be determined under arm's-
length pricing of intercompany transactions.

We believe such assumptions are invalid for a number
of reasons. First, in the United States, wages are
generally higher than almost anywhere else in the
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world. Further, the wage apportionment factor does

not include as wages the substantial costs of fringe

benefits afforded to workers in foreign countries,

ghich are often considerably higher than in the United
tates.

Second, property costs in the United States are gen-
erally substantially higher than elsewhere in the
world, particularly with the advent of stringent pol-
lutionlcontrol requirements mandated by federal or
state law.

Third, the sales or gross receipts factor can result
in distortions because it ignores the difference in
profit margins in different areas of the world because
of local economic and political conditions. This
follows from the fact that the risk factors in doing
business abroad are many, involving not only possible
nationalization or expropriation, but also other
governmental regulations such as limitations on em-
ployee dismissal, plant relocations, importation of
machinery and materials, exportation of finished goods,
and currency exchange limitations. Faced with these
economic and political hazards, multinational businesses
will not venture into these countries without some
assurance that their gross profit margins will be high
enough to return their investments more quickly than
in a more predictable political and economic environ-
ment. However, the fact that a dollar of sales in a
foreign country may generate a greater profit than a
dollar of sales in the U.S. is ignored in the sales
factor. Each dollar of sales is deemed to earn the
same profit. Thus, imposin% a tax on a unitary basis
could well result in a portion of the profit earned

by a company in a foreign country being taxed by a
state here in the United States.

The net result of these distortive factors is that
formula apportionment under the unitary or worldwide
combined reporting system results, in raeny more cases
than not, in an over-allocation of net income to any
state using such method. It is a miraculous coinci-
dencg when such method produces a fair and proper
result,

I1I. SEPARATE ACCOUNTING IS PREFERABLE TO THE UNITARY METHOD

There are a number of sound reasons why states should be
prohibited from applying the unitary method of apportioning
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Iv,

income subject to tax and should be required to recognize
separate accounting for multinational business entities.

a.

d.

The separate accounting concept is fundamental to the
U.S. tax accountinf system; it is used and recognized
by most, if not all, the countries involved in foreign
trade and is the basis for all recent bilateral treaties
between the United States and foreign countries.

. It avoids the difficulties inherent in determining

which entities in the multinational group are members
of the unitary group.

. Separate accounting insures that record keeping and

reporting réquirements of multinational entities are
kept within reasonable bounds, thus eliminating counter-
productive and unnecessary administrative burdens.

The possibility of extra-territorial and/or double
taxation is minimized.

SggggTALS TO USUAL ARGUMENTS OF PROPONENTS OF THE UNITARY
D

a.

States will loose revenue. Perhaps the best answer to
this {s the comment by the late Dr. Laurence N. Woodworth,
then Assistant Secretary of the Treasury, in the hearings
before the Senate Committee on Foreign Relations on the
iaxlgggaties with the U.K., Korea and the Philippines

n : .

"1f, in fact, there is a substantial revenue loss
when an arms-length pricing standard replaces
unitary apportiomment, this may be an indication
that unitary apportionment does, in fact, result
in unjustifiable extra-territorial taxation.”

. Separate acc%ggting and use of the arm's-length pricing
" metho , ead to arbitrary.<f1¢titious, and capricious

" Tesults which are determined merely on the basis Of cor-

' porate managembnt accounting practice. This argument
Es generally directed towarss the difficulties encoun-

tered in the apportiomment of income and expenses. The
answer to the argument 1is, -of course, that the separate
accounting, arm’'s-length method is, in fact, used and
enforced by the federal government and many of our
foreign trading partners.
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The task of insuring that arm’s-length pricing between
domestic and foreign entities is fair and reasonable

and has been assigned to the Internal Revenue Service.
The IRS regularly audits most major multinational en-
tities operating in the United States and the results of
these audits are available to the states. If anyone
doubts that the IRS is thorough, detailed and aggressive
in its audits of intercompany transactions between U.S.
and foreign entities, we would suigest that he talk to
the director of taxes of any multinational corporation.
Adoption of the separate accounting, arm's-length method
would obviously demand fewer resources of the various
state tax administrations since the Internal Revenue
Sexrvice 1is already policing its application.

The states contend that they must be left free to use
their unitary concept with foreign groups because the
foreign groups will understate taxable income and that
this understatement may not be disclosed by an Internal
Revenue Service audit.

If these states are right that the foreign groups will
understate income, we do not believe they have found
the remedy for this problem in the unitary system. A
foreign corporation that plans to understate income can
do it as effectively under the unitary method as under
any other method. Moreover, where the headquarters of
the foreign corporation is in a foreign country, it is
very difficult to see how a state can audit that entity
any more effectively than the federal government can.

It is true, of course, that the states can have the same
accegs to reports to shareholders of foreign parent cor-
porations that they have with respect to U.S.-based
parents, but this is true only when such reports are
published. ,Many foreign corporations with significant
income do not publish annual reports because they are
closely held. In some countries the type of reports

the astates are accustomed to reviewing are not required
by law even if the foraign parent's stock 1is traded on
an exchange. Moreover, even when reports are available,
it is highly unlikely that they will provide the detailed
information on property, gayroll and sales the state
will require to compute the group's tax liability on a
unitary basis,

Relying on federal enforcement and administration of the
arm's-length method should at least provide data on U.S,
operations which is reasonably correct.
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c. The unitary tax system is not a disincentive to in-
vestment. While ¥t Ts Indeed true that the decision
of a business entity to establish manufacturing or
other business operations in a particular location
will depend on many factors, such as proximity to
markets, availability of trained or experienced per-
sonnel, transportation facilities, construction costs,
availability and cost of employee housing, etec., the
tax burden will inevitably also be a significant con-
sideration. The tax burden can become a '"swing' fac-
tor, particularly in the various industrial states of
the U.S., because the other factors tend to be rela-
tively equal. Most businesses generally do not allow
tax consequences to dictate business decisions. How-
ever, we can cite a number of examples in which for-
eign-bagsed businesses, and some U.S.-based businesses,
have refused either to locate or to expand in California
primarily because of their perception of the burden
that the unitary method imposes.

V. CONCLUSION

The unitary method is inappropriate and unworkable in the
case of multinational business entities. It subjects
multinational taxpayers to an excesgsively expensive ad-
ministrative burden which is not necessary for the accur-

ate apportiomnment of income to the states of the United
States. These time-consuming and costly determinations AN
should not be tolerated at a time when increased business
profuctivity is vital to the economic well-being of our
nation, -

The underlying assumption that each member of the multi-
national group is operating in a homogenous market without
differing economic, political and social conditions and
that the return on the property, payroll and gross re-
ceipts factors is equal in all countries simply does not
exist in the real world. The end result, due to varia-
tions in the apportionment factors and profitability in
different countries, is that foreign source income is
frequently misallocated to the states and double taxation
almost inevitably occurs.

In addition, and probably even more basically, the unitary
method, when applied to multinational entities disrupts
efforts to achleve harmony and uniformity in the taxation
of commerce between the countries of the world and invites
retaliation by foreign countries in which subsidiaries of
U.S. companies operate.
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For these reasons we support the proposed federal legis-
lation which would limit the authority of the states to
tax income earned by a foreign entity in a foreign juris-
diction before such income is subject to tax under federal
tax statutes.

Thank you for having given us the opportunity to present our
views. We would be pleased to respond to questions regarding
these written comments. Questions should be directed to either
Mr. William 0. Hetts, 44 Montgomety Street, San Francisco,
California 94104 (415-393-4372) or Mr. Alexander Zakupowsky, Jr.,
1101 15th Street, N.W., Washington, D.C. 20005 (202-862-3520).

Very truly yours, '
Boloctt fuchine ¢ Ltl

O —



