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REVIEW OF UNITARY METHOD OF TAXATION

MONDAY, SEPTEMBER 29, 1986

U.S. SENATE,
SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:35 a.m. in room SD-
215, Dirksen Senate Office Building, the Honorable John H. Chafee
(chairman) presiding.

Present: Senators Chafee and Baucus.

[The press release announcing the hearing and a description of
S. 1113 and S. 1974 by the Joint Committee on Taxation follow:]

(Press Release)

FINANCE CoMMITTEE TO REVIEW UNITARY METHOD OF TAXATION

The Senate Finance Committee today announced that the Subcommittee on Tax-
ation and Debt Management will examine S. 1974, a bill introduced by Senator Pete
Wilson (R-California) on behalf of the administration; and S. 11183, a bill introduced
by Senator Charles McC. Mathias, Jr. (R-Maryland), that prohibits the imposition by
States of the worldwide unitary method of taxation. '

The Taxation Subcommittee will review S. 1974 and S. 1113 at a hearing set for
9:30 a.m. on Monday, September 29, 1986, in room SD-215 of the Dirksen Senate
Office Building. Senator John H. Chafee (R-Rhode Island), chairman of the s1:hcom-
mittee will preside at the hearing.

(1)
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INTRODUCTION

The Senate Committee on Finance has scheduled a public
hearing on September 29, 1986, on legislative proposals to
limit S§ate taxation of multxnatxonal business (S. 1113 and
S. 1974

Part I of the document is a summary.1 Part II is an
explanation of present law regarding State and Federal
taxation of multinational corporations and State taxation of
interstate business transactions. Part IIl provides a
discussion of possible Federal limitations on State taxation
of foreign source income. Part IV sets forth the principal
issues involved. Part V is a description of the provisions
of S. 1113, and Part VI is a description of S. 1974,

1

This document may be cited as follows: Joint Committee on
Taxation, State Taxation of Multinatxonal Business

(JCx-27-86), September 29, 1386, ,
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I. SUMMARY

State taxation of corporations

At present, States generally tax the income of
corporations doin? business within and outside the State by
apportioning the income pursuant to a formula--this is
commonly referred to as the unitary method. The States have
adopted several different approaches to apply the unitary
method to apportion the income of affiliated groups of
corporations, Some States take into account the operations
of foreign affiliates of the corporation doing business in
the State to the extent that the foreign affiliates and the
U.S. corporation are engaged in phases of a single "unitary"
business., The practices of States in taxing dividend income
from affiliated corporations also vary, depending in part on
whether the income from which the dividend was paid was
already subject to tax pursuant to apportionment. These
State rules for determining the amount of income subject to
tax differ in a number of respects from the methods employed
by the Federal Government in determining the tax liability of
multinational corporations.

Federal limitations on State taxation of corporations

Although the Constitution imposes some limitations on
State apportionment methods, the States generally have
considerable flexibility in determining their rules. The
Congress in 1959 enacted limited legislation dealing with
State jurisdiction to tax, but has not prescribed any
additional rules.

Legislative proposals
s. 1113

S§. 1113 (introduced by Senator Mathias) would limit the
manner in which States could tax income of foreign
affiliates, Under the bill, States and localities would
generally be prohibited, in applying their income tax to a
corporation, from taking into account the income of any
related foreign corporation., The provisions of the bill
would applf regardless of whether the parent corporation of
the group is foreign or domestic. 1In addition, the bill
would limit the ability of States and localities to apply an
income tax to dividends received by a corporation from
foreign corporations or U.S. corporations, substantially all
of whose income is from foreign sources. Generally, some or
all ot the dividends would be exempted from State taxation in
order to take into account foreign taxes paid on that income.
A separate exemption is provided in the case of dividends
from corporations making an election under Code section 936.
The bill would be effective for taxable years beginning after



1986.
S. 1974

S. 1974 (introduced at the request of the Administration
by Senators Wilson, Mathias, and Hawkins) would prohibit
State use of the worldwide unitary combined reporting method.
The bill would allow use of the combined reporting method for
corporations within a water's edge group, consisting
generally of corporations, both U.S. and foreign, with some
threshold level of U.S. activity. The bill would limit State
taxation of foreign source dividends (except in the case of
the State of legal or commercial domicile). Further, the
bill would impose reporting requirements on corporations
subject to State tax, and would provide for sharing of
Federal information with States. The bill would be effective
for taxable years beginning after 1986.
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I1. PRESENT LAW
A. State Income Tax

1. Unitary method of apportionment for State taxation of
corporate income

The question of State taxation of foreign source income
is one aspect of the larger question of State taxation of
businesses operating in more than one State. This larger
question involves the problem of determining a State's
jurisdiction for taxing a corporation's income and rules for
apportioning and allocating that income among the States in
which a corporation does business. Of the 45 States which
impose a corporate income tax, all use some kind of formula
to apportion business income between the various States in
which a corporation operates. However, the specific formula
used varies substantially from State to State.

In 1969, a group of States reacted to the possibility of
Federal legislation (which would have required greater
uniformity in apportionment) by adopting a multi-state tax
compact, which established the Multistate Tax Commission
whose duties are to establish uniform income tax regulations,
auditing standards, and tax forms for member States. The
Commission also established uniform rules regarding the
allocation and apportionment of State corporate income.
Presently, 19 States are members of the compact (the majority
of the States are Midwestern and Western States). Under the
compact, the regulations of the Multistate Commission are
effective in all member States, but any member State can
adopt overriding reqgulations if it chooses. Since most of
these States have adopted some overriding regulations, the
methods of taxing corporations still var¥ among States which
are members of the compact. (The authority of the Multistate
Tax Commission to operate as agent of the States in enforcing
their corporate income tax laws was upheld by the U.S.
Supreme Court in United States Steel Corp v. Multistate Tax
Comm'n, 434 U.s. 152 (1978).)

Unitary method

The unitary method requires two steps for the
apportionment of income to a particular State. First, the
total amount of income subject to apportionment is
determined. Second, the apportionable income is multiplied
by a formula intended to reflect the portion of that income
earned vithin the State. The resulting product is subject to
the State's taxation.

Formula.~-In determining income earned within a State,
most States use some variation of a basic three-factor
apportionment formula, Under this formula, the income of a
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business is apportioned to each State according to the
average ratio of three factors: the ratio of sales, payroll,
and tangible property values of the business in the State to
the respective sales, payroll, and tangible property values
of the total business. For example, a corporation which has
one-half of the value of its tangible property, three-fourths
of its payroll, and one-fourth of its sales in a particular
State would take the average of these three fractions to
determine the amount of income subject to tax in that State.?

Apportionable income.--A State's apportionment formula
is applied only to that income of a corporation which is from
a unitary business. In general, a corporation has a unitary
business when the business activity from within the State is
dependent upon, or contributes to, business activities of the
same corporation outside of the State. Where the business
activity in the State is unrelated to other businesses of the
corporation outside of the State, so that there is no unitary
business which is conducted in part within and in part
outside of the State, all of the income from that business
within that State is allocated to, and thus is taxed by, that
State, and the income from the other businesses conducted
outside the State is not allocated to, or taxed by, the
State., Virtually all States include the income, and tangible
property, payroll, and sales of foreign branches of domestic
corporations in the income which is subject to their
apportionment formula.

In general, a unitary business is considered to exist
vhere, for example, a product is manufactured in one State
and sold in another State, or where a product is partially
manufactured in one State and then shipped to another State
where the manufacturing is completed. The requirement to
apportion income derives from the difficulty in determining
hov much of the total net income is attributable to the
manufacturing operation and how much to the sales activity,
in the first situation, and to the two manufacturing
operations, in the second situation. However, such direct
integration of business operations is not the sole criterion
that has been used by the Ststes to establish the existence

2 Those States vhich do not follow this three-factor formula
use other apportionment formulas, some based on sales only
and others based on a combination of sales and property or
sales and payroll or property and payroll. Even among those
States vhich do use the three-factor formula, the manner of
measuring the three items in the formula may differ. FPor
example, in some States a sale is taken into account by the
State vhere the sale originated (generally, the location of
the seller) while in other States the sale is allocated to
ihe s:;:a of destination (generally where the buyer is
ocated).
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of a unitary business. In some cases, the touchstone for
establishment of a unitary business has been centralized
management or centralized purchasing. A unitary business
also has been held to exist where the home office used the
assets of an otherwise unrelated business operation as
collateral for a loan and, with respect to investment
securities, where the securities were purchased from
operating income.

In many States, not all of the income of a corporation
is subject to that State's apportionment formula., For
example, in some States passive income such as dividend
income is allocated entirely to the State of the "commercial
domicile® (generally the State of the principal business
location) of the corporation and is thus excluded from the
income subject to the apportionment formula.

Combined reporting

The States have adopted several different approaches to
apply the unitary method to apportion income of affiliated
groups of corporations (parent, subsidiary, and
brother-sister corporations). Some States apportion on a
corporation by corporation basis, and the income and business
operations of affiliated corporations are not taken into
account even where those operations are directly related to
the business operations of the affiliates operating within
and taxed by the State. However, most States in at least
some circumstances combine (either mandatorily or at the
taxpayer's election) the income and related business
operations of some or all affiliated corporations which
operate a unitary business. The combined income is then
apportioned within and outside of the State in accordance
vwith the combined property, payroll, and sales factors for
the unitary business of the group within and outside of the
State. Application of the unitary method in this manner is
referred to as "combined reporting” and is analogous to the
filing of a consolidated return for Federal tax purposes.

Worldwide combination.--Most States which use the
combined reportin? approach of applying the unitary method in
the case of affiliated groups typically limit the affiliated
corporations included in the combined report to the U.S.
corporations within the group and, as in the case of Federal
consolidated return provisions, the operations of foreign
corporations are not taken into account. However, a few
States include the operations of foreign affiliates in the
combined report where those operations are dependent upon or
contribute to the activities of the U.S. affiliates within
the taxing State., This generally is referred to as the
application of the unitary method on a "worldwide
combination®™ basis. Some of these States require the
inclusion of foreign affiliates involved in the unitary
business as a matter of course; others include foreign
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affiliates only on occasion. In applying the unitary method
on a worldwide combination basis, the income of foreign
affiliates is treated in much the same manner as most States
treat income of foreign branches of U.S. corporations.

Considerable controversy has surrounded the requirement
by these States that the operations and income of foreign
affiliates be included in the combined report. The proposed
legislation which is the subject of the current hearings (see
Parts V and VI of this document) is directed at this -
application by States of the unitary method on a worldwide
combination basis.

2. State taxation of dividends from foreign corporations

Almost all States impose a corporate income tax on
foreign source dividends in at least some situations, A few
States completely exempt dividends, or at least all dividends
received from foreign corporations (including deemed
dividends of tax haven income taxable for Federal income tax
purposes under subpart F of the Code). Some of the States
which do tax dividends do not include the dividends in the
income to be apportioned by the unitary method among the
States. (This is particularly the case where the dividends
received from a subsidiary do not arise out of earnings from
business operations of the subsidiary which are related to
those carried on in the State by the U.S. corporation.)

These States generally allocate the dividends, and thus
jurisdiction to tax, entirely to the U.S. corporation's State
of commercial domicile,

In those States where the income and payroll, sales, and
property factors of the foreign subsidiary are taken into
account through worldwide combination in determining the
income of the U,S, parent to be apportioned to the taxing
State, dividends distributed by the foreign corporation out
of the unitary business are not included in the income to be
allocated or apportioned so as not to be taxed twice by the
State. However, dividends which are not out of the unitary
business income which has been taken into account in
computing the U.S. corporation's apportionment formula are
included in income and are taxed when distributed. In other
States vhere dividends from a foreign subsidiary carrying on
a unitary business with the U.S. parent are subject to tax,
but where the foreign subsidiary's income is not subject to
tax as it is earned pursuant to a combined reporting method
(e.q., the Vermont system considered in the Mobil case),
dividends may be included in income and apportioned in .
accordance with the payroll, sales, and property factors of
the U.S. corporation (wvhich would allocate to the State a
higher portion of the income being apportioned since the
foreign- factors are not taken into account). The rationale
for apportioning such a dividend is that the income from
which the dividend is paid was not previously subject to tax.



12

3. Comparison with Federal taxation of multinational
corporations

In general

For Federal income tax purposes, U.S. corporations
(those incorporated in the United States) are taxable on
their worldwide income--both from sources within and outside
of the United States. The United States does, however, cede
primary tax jurisdiction on foreign source income to foreign
governments by the allowance of a credit for the foreign

ncome taxes paid on foreign source income. (The foreign tax
credit is limited to the precredit U.S. tax attributable to
foreign source income). The foreign tax credit is allowed
for foreign income taxes imposed by provinces, cities, and
other political subdivisions as well as those imposed by
national governments.

The Federal rules applicable to foreign corporations
(those incorporated outside the United States) are more
directly analogous to the State rules previously
discussed--foreign corporations generally are subject to
Pederal income tax only on their U.S. source income. This
generally is true even in the case of foreign subsidiaries of
a U.S. corporation--their foreign income is not taxable by
the United States directly, However, if and when the income
earned by a foreign subsidiary is distributed (or deemed
distributed) as a dividend, the dividend is taxable to its
U.S. shareholders. U.S. corporate shareholders with at least
a 10-percent ownership interest in the foreign corporation
are alloved an indirect foreign tax credit for their portion
of the foreign taxes paid by the subsidiary which are
attributable to the dividend.

The Federal rules do not follow the approach generally
used by the States of aggregating all the income of a
business and then apportion n? it in accordance with a single
formula to determine taxable income from sources within the
State. 1Instead, as outlined below, the Federal system
attgmpts to determine taxable income on an iten-by-item
basis.

Section 482

U.S. corporations are fully taxable by the United States
on their wvorldwide income while their foreign affiliates
(either foreign subsidiaries in the case of a U.S.
multinational or foraign parent and affiliates in the case of
foreign multinationals? are generally taxable only on their
U.S. source income. Thus, there is an incentive for U.S.
corporations to divert income to their foreign affiliates by
distorting intercompany transfer prices. To limit this
potential, Internal Revenue Code section 482 authorizes the.
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Internal Revenue Service to distribute, apportion, or
allocate gross income, deductions, credits, or allowances
between related entities if the IRS determines that it is
necessary in order to prevent evasion of taxes or clearly to
reflect income,

In 1966, regulations were issued interpreting section
482 which generally provide that in any transaction among
members of a controlled group of corporations, the affiliate
receiving a benefit from a related corporation must make
adequate reimbursement for the benefit. The regulations
provide detailed standards for determining whether the
intercompany pricing arrangements are adequate--the rules
cover the pricing of sales of tangible property by one member
of a controlled group to another, the use by one affiliate of
the intangible property (patents, copyrights, trademarks,
know-how, etc.) owned by another, intercompany loans,
services provided by one affiliate to another, and other
intercompany transactions. The rules generally apply an
arm's-length standard--that is, they generally require that
the intercompany pricing be the same as the priceg which
would be charged batween two unrelated companies.

This arm's-length standard is essentially the same
standard used by other countries to govern the intercompany
pricin? arrangements of multinational corporate groups
operating within their {urisdiction. This method also is
used by those States which do not include foreign affiliates
in the combined report. Since these States generally
apportion (and thus tax) only the income of the U.S. members
of the groug, it is important that the income of the U.S.
affiliates is not artificially diverted to non-taxed foreign

3 fthe House-passed version of the Revenue Act of 1962
contained an amendment to sec., 482 which provided special
rules for allocating taxable income arising from sales of
tangible property within a related group which includes
foreign corporations. The allocation was to be made by taking
into consideration that portion of the payroll, property,
expenses, and other factors of the group attributable to the
United States. Although this method is somewhat analogous to
the application of the unitary method on a combined reporting
basis, it was to be applied only with respect to income from
intercompany sales rather than with respect to the entire
operations c{ the group. The provision was deleted from the
bill as finally enacted because the conferees agreed that
Treasury had the authorit¥ to prescribe under section 482
rules vhich would accomplish that objective, and Treasury was
directed to explore the possibility of promulgating
requlations which wvould do so. As noted above, the
regulations promulgated in response to this direction
generally adopted a different approach.
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affiliates, As a practical matter, these states rely on the
Internal Revenue Service to police the intercompany pricing
of multinationals. This method contrasts with the combined
reporting methods used by many states, under which
intercompany pricing is not relevant because the income and
deductions of the affiliated companies are combined and
apportioned pursuant to a formula. In much the same way,
intercompany pricing generally is not important for federal
tax purposes in the case of transactions between U.S,
corporations included in a consolidated return.

Allocation and apportionment of income and
deductions

The rules for determining whether the income of a
taxpayer is from sources within or outside of the United
States are set forth in Code sections 861 through 864. As
indicated above, the source of taxable income is important in
the case of a U.S. corporation because its foreign tax credit
is limited to its pre-credit U.S. tax allocable to its
foreign source income, and it is important in the case of a
foreign corporation because its U.,S. tax is based on its
income from U.S. sources.

These rules operate by first specifying a particular
source for the various items of gross income earned by the
taxpayer (interest and dividends received from U.S.
corporations generally are treated as U.S. source income;
income from the performance of services generally is sourced
where the services are perforned, etc.). After the source of
the various items of gross income has been determined,
taxable income from sources within and outside of the United
States is determined by deduc:ing from each the expenses,
losses, and other deductions properly apportioned or
allocated to each, and a ratable part of any expenses,
losses, or other deductions which cannot definitely be
allocated to some item or class of gross income {(Code secs.
861(b) and 862(b)).

The requlations (Treas. Reqg. sec. 1.861-8) set forth
detailed rules for the allocation and apportionment of
deductions to U.S. and foreign source gross income. These
rules provide in certain circumstances for the apportionment
of deductions of a U.S. corporation on the basis of assets or
sales of all corporations within the controlled group,
including the foreign subsidiaries. The Tax Reform Act of
1986 (H.R, 3838) would, if enacted, require a U.S. affiliated
group to apportion interest expense and certain other
expenses as if the U.S. group vere one corporation,

B. Worldwide Unitary Taxation Working Group

In response to concerns expressed by the U.S. business
community and major U.S. trading partners in connection with
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worldwide unitary combination, the Administration organized a
Cabinet Council on Economic Affairs (CCEA) Working Group in
July, 1983, to develop possible options and recommendations
on this issue. The CCEA Working Group was composed of
members of various Pederal departments and agencies. The
working group issued a series of options to President Reagan
in September 1983, one option of which was its recommendation
to establish a working group which would include
representatives of the business community, Pederal
Government, and State governments to study the issue further
and attempt to achieve coordinated solutions to the problems
created by the worldwide unitary method of taxation.

The Worldwide Unitary Taxation Working Group held
several meetings from its establishment in September 1983
through May 1984. The working group was unable to reach &
consensus on some issues, but it did establish a set of
principles that were intended to guide States in developing
legislation subjecting multinational corporations to State
income tax., The three principles on which the working group
reached a consensus are:; (1) provide water's edge limitation
on unitary combination for both U.S. and foreign companies;
(2) increase Federal administrative assistance and
cooperation to assure full disclosure and accountability of
taxpayers; and (3) balance the competitiveness of U.S.
multinationals, foreign multinationals, and purely domestic
businesses.

In August 1984, the Secretary of the Treasury submitted
a report to President Reagan containing the three principles
agreed to by the working group, plus an explicit statement of
disagreement on two issues., The report indicated that the
three principles, other than the Federal assistance
principle, should be implemented on a State-b¥-8tate basis,
rather than by Federal legislation. The two 1ssues on which
the working group was not able to achieve a consensus vere
the proper tax treatment of foreign source dividends by the
States, and whether domestic corporations with predominantly
foreign operations (commonly referred to as "80/20
companies”) should be includible in a unitary group. The
report indicated that those issues were to be resolved by
each State, taking into account the competitive balance
principle proposed by the group. Finally, the report
indicated that the Treasury Department would recommend to the
President that the Administration progose Federal legislation
that would require a water's edge limitation to the unitary
method if the States did not show sufficient progress by July
1985 in incorporating in legislative or administrative action
the principles set forth by the working group.

Oon July 8, 1985, the Treasur¥ Department released
proposed le?islative language designed to implement the

recommendations of the Working Group. Although parts of that
July 1985 proposal are incorporated in S. 1974, described in
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Part VI, below, S. 1974 differs substantively from that
proposal.

C. Recent State Legislative Action

When the Worldwide Unitary Taxation Working Group was
established, 12 States based their unitary method on some
form of worldwide combined reporting. At the present time,
all but three of these States, Alaska, Montsna, and North
Dakota, have stopped requiring worldwide combined reporting.

California, the State with the longest experience in
worldwide combined reporting, is the most recent State to
modify its worldwide unitary method., California legislation
(SB 85), enacted September 5, 1986, allows corporations to
continue computing their State tax liability under either the
present law worldwide unitary method or under a new
"water's-edge” unitary method. Thus, corporations with a
unitary business in California can either continue to include
all affiliated corporations in the combined group or only
those corporations considered to be within the water's ed?e.
The legislation treats the following corporations as within
the vater's edge: (1) any corporation eligible to be included
in a FPederal consolidated return; (2) Domestic International
Sales Corporations and Foreign Sales Corporations (as defined
in Internal Revenue Code secs. 992(a) and 922, respectively);
(3) any corporation that has an average three-factor formula
(sales, property, and compensation) percentage of 20 percent
or more assignable to a location in the United States; (4)
any U.S. corporation other than a possessions corporation if
more than 50 percent of the stock is commonly controlled; (5)
any other corporation, but only to the extent of its income
derived from, or attributable to, U.S. sources and factors
assignable to U.S. locations, as computed under a separate
accounting; (6) Export Trade Corporations (as defined in sec.
971(a)); and (7) controlled foreign corporations (as defined
in sec. 957) but only to the extent of such corporations'
subpart P income (as defined in sec. 952). 1In addition, U.S.
branches of foreign banks are treated as separate
corporations. Corporations that elect the water's edge
unitary method are subject to a fee of .03 percent of their
sales, property, and payroll assignable to California. The
election also requires that corporations submit to certain
reporting requirements. Other provisions of the legislation
include a provision equivalent to IRC section 482, a 75
percent exclusion for certain foreign dividends in computing
apportionable income, and limits on the installment method of
accounting and reserve method for computing bad debts.

4 fThese States are Alaska, California, Colorado, Plorida,
Idaho, Indiana, Massachusetts, Montana, New Hampshire, North
Dakota, Oregon, and Utah,
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111, FEDERAL LIMITATIONS ON STATE TAXATION
OF FOREIGN SOURCE INCOME
A. Constitutional Limitations
A number of recent Supreme Court cases are particularly
relevant to constitutional limitations on State income
taxation,

Moorman Mfg. Co. v. Bair, 437 U.S. 267 (1978)

Moorman dealt with the application of the unitary method
in connection with interstate, rather than foreign, commerce,
but it would appear to be of general application., The case
sustained Iowa's single-factor sales formula for apportioning
income against a constitutional challenge. The Court first
held that there had been no violation of the Due Process
Clause, The Court rejected Moorman's argument that it was
unconstitutionally taxed on the same income by both Iowa and
Illinois because Moorman could not prove, under a separate
accounting analysis, that Iowa taxed its out-of-State income.
The Court held that it was not necessary for a State's
apportionment formula to result in tax on no more than the
exact amount of income earned in the State. Generally, a
State tax would be upheld so long as there was at least a
minimal connection between the activities being taxed and the
values of the enterprise there. A single-factor formula
would presumptively meet the second test, unless there were
clear evidence in a particular case that the results wvere
grossly distorted. The Court ruled that Moorman had made no
such factual showing.

The Court also held that, in the absence of an actual
showving of double taxation, it would not find that Iowa's
formula violated the Commerce Clause. The Court declined to
hold that the formula must be invalidated if there were a
mere possibility of double taxation, pointing out that this
would require the Court to prescribe in detail a single
uniform allocation formula by which all the States would be
bound. The Court did indicate, however, that the legislative
pover granted to the Congress under the Commerce Clause would
amply justify the enactment of legislation requiring all
States to adhere to uniform rules for the division of income.

Japan Lines, Ltd. v. County of l.os Angeles,
_‘EII U.8. 43T (1979)

In this case, the Court considered whether or not a
California property tax imposed an unconstitutional burden in
cases vhere the tax was imposed on ships' cargo containers
vhich vere utilized exclusively in foreign commerce. The
containers vere owned, based and registered abroad. 1In
finding that the tax was unconstitutional, the Court held
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that it was not enough that the tax meet the requirements
applicable to State taxation of instrumentalities of
interstate commerce: that the tax be on an activity with a
substantial nexus to the taxing State, be fairly apportioned,
be nondiscriminatory, and be fairly related to services
provided by the State. Rather, the Court observed that there
wvere two additional considerations where instrumentalities of
foreign commerce were involved, First, multiple taxation was
a greater possibility because no one tribunal was available
to reconcile the claims of the competing taxing
jurisdictions., Second, the State tax might prevent the
United States from speaking with one voice when regulating
commercial relations with foreign governments. The Court
held that California tax failed both of these tests.

Mobil 0il COrE; v. Commissioner of Taxes of
u

Vermont, 445 U.S.

Under the Vermont tax system, foreign source dividends
received by a U.S. corporation doing business in Vermont are
included in the income subject to apportionment pursuant to
Vermont's three-factor formula and the amount apportioned to
Vermont is subject to its corporate income tax. Mobil
challenged taxation by Vermont of the foreign source dividend
income received by Mobil from its affiliates. (These were
generally foreign corporations, although dividends from
Aramco, a U.S., corporation operating in Saudi Arabia, were
also involved.) Mobil argued that the dividend income should
instead be allocated in its entirety to New York, the State
of its corporate domicile. (Under New York law, however, the
foreign dividend income would be exempt from State tax.)

The Court first held (citing Moorman) that the Vermont
tax did not violate the Due Process Clause of the
Constitution because there was at least a minimal connection
between Mobil's activities and Vermont and because there was
a rational relationship between the income attributed to
Vermont and the activities in Vermont, These criteria were
met with respect to the apportioned dividend income because
it represented the earnings of Mobil's unitary petroleum
business. In this regard, the Court looked to the underlying
activities of the subsidiaries.

The Court also held that the Vermont tax did not violate
the Interstate Commerce Clause of the Constitution because
the four criteria for State taxation (outlined above in the
discussion of Japan Lines) had been met. Mobil failed to
show that Vermont's apportionment resulted in double taxation
because New York did not tax the dividends. 1In the absence
of actual multiple taxation, the Court found no reason to
require Vermont to switch from its apportionment method to a
method which would allocate the dividends entirely to New

York.
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Further, the Court found no violation of the PForeign
Commerce clause. Mobil took the position that the dividends
should be taxable only in the jurisdiction of domicile, on an
analogy to Japan Lines, in which the Court had held that the
containers should only be taxable in Japan. The Court
observed, however, that Mobil's case did not involve
international double taxation; rather, Mobil was arguing that
double taxation might occur as among the states. However,
such double taxation would be within the power of the Court
to remedy, so the special considerations of Japan Lines on
this point were not applicable. The Court further declined
to hold that considerations of Federal tax policy required
Vermont not to tax the dividend income, in the absence of an
explicit directive from the Congress.

Mobil argued in its reply brief that, if its dividends
from its affiliates were to be included by Vermont in income
subject to apportionment, then the property, payroll and
sales of those affiliates should be taken into account in
determining the amount of income apportionable to Vermont.
(This method would be similar to the combined reporting
method then in effect in California.) The effect of
including the property, payroll and sales of the affiliates
in the apportionment fraction would have been to reduce the
income apportionable to Vermont, because the activities of
these affiliates were outside the state. However, the Court
held, on procedural grounds, that Mobil had waived its right
to advance this argument. Accordingly, the Court made no
decision as to whether this combined reporting would be
constitutionally required. This holding as to the procedural
posture of the case was in large part the basis of dissent by
Justice Stevens, who arqued that consideration of the
property, payroll, and sales of affiliates in the
apportionment fraction would be required if Vermont sought to
tax Mobil's dividend income from those affiliates.

Exxon Corp. v. Wisconsin Dept. of Revenue,
447 11580)

Relying heavily on the Mobil case, the Supreme Court
held that Exxon's three separate functional departments
(exploration and development, refining, and marketing)
constituted a unitary business whose income was subject to
apportionment under Wisconsin law., Exxon had argued that
since its functional departments were separate profit centers
that had separate accounting and made intercorporate
transfers at market wholesale prices, and since only its
marketing function had contact with Wisconsin, its tax
liability to Wisconsin should be based upon the separate
accounting income of the marketing function (which incurred a
loss for the four years at issue).

The Court held that the application of Wisconsin's
appointment formula to the income of Exxon's entire group of
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functional departments did not violate the Due Process Clause
of the Constitution, which required that there be a minimum
nexus between Exxon's activities and the State of Wisconsin,
and that there be a rational relationship between the income
attributed to Wisconsin and the intrastate values of Exxon
within the State. The first requirement was met by virtue of
Exxon's marketing activities within the state. However,
Exxon arqued that its separate accounting established that
the tax imposed under Wisconsin's apportionment formula was
out of all proportion to Exxon's business activities within
the State and, therefore, Wisconsin's apportionment formula
did not satisfy the second Due Process requirement,

The Court responded to Exxon's argument generally by
stating that separate accounting as a measure of an
enterprise’s true income from within a State was not
constitutionally required because it may fail to account for
contributions to income from such things as centralized
management and economies of scale. The Court held that in
the case of a unitary business, apportionment is the
appropriate method of measuring the income that is reasonably
related to the activities conducted within the State. The
Court further held that in order to be excluded from the
apportionment formula, income must be earned in activities
unrelated to the activities carried on within the taxing
State. In making this determination the Court would look "to
the 'underlying economic realities of a unitary business' and
the income must derive from 'unrelated business activity'
which constitutes a 'discrete business enterprise.'"

Exxon made a second Due Process argument that its income
from the sale of crude oil and gas at the wellhead should be
allocated to the situs State rather than be subject to
apportionment. Wisconsin agreed to the extent the oil and
gas vere sold to third parties. Therefore, the only issue
before the Court was the treatment of intercorporate sales of
crude oil and gas within Exxon itself. The Court held that
this activity was part of the unitary business and,
accordingly, the income should be included in the
apportionment formula. (The Court specifically stated that
it vas not addressing the issue of whether the Due Process
Clause would require that the income from the third party
sales of crude oil and gas be allocated to the situs State
rather than apportioned.)

Further, the Court rejected Exxon's argument that the
Interstate Commerce Clause requires that Exxon's income from
exploration and production of oil and gas be allocated to the
situs state. Essentially, the Court held that those
qualities that make Exxon's activities a unitary business
also satisfy the requirements of the Commerce Clause that the
tax (1) be agplied to an activity with a substantial nexus
with the taxing State, (2) be fairly apportioned, (3) not
discriminate against interstate commerce, and (4) be fairly
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related to the services provided by the State,

Container Corp., of America v, Franchise Tax Board, U.S. 103
T~ 8. Ct, 2 13837

In the case of a "unitary"” business, the California tax
system applies a three-factor formula (property, payroll, and
sales) on a worldwide basis to determine the portion of the
worldwide income of a multinational enterprise that that
State subjects to tax. (California has repealed the
requirement that multinational enterprises use this method,
but only for taxable years beginning after 1987 (see
discussion below).) The Supreme Court held that that
California system, as applied to a multinational enterprise
headed by a domestic corporation, was not so inaccurate as to
violate the constitutional requirement of fair apportionment
under the Due Process and Commerce Clauses. The Court found
that the three-factor formula necessarily was imperfect, but
it found no evidence that the margin of error in that
three-factor furmula was greater than that inherent in
section 482-style separate accountin? (the alternative that
the taxpayer contended was constitutionally mandated). In
addition, the Court found that, under the Foreign Commerce
Clause, the three-factor formula did not improperly impair
Federal uniformity and was not pre-empted by Federal law then
in effect. The Court did not address the application of the
California system to foreign-based multinational enterprises,

B. Prior Congressional Action

In response to U.S. Supreme Court decisions in the late
1950's upholding the powver of States to tax income from
interstate commerce, Congress enacted Public Law 86-~272 (15
U.S.C. secs. 381-384). That lawv provides that, in general,
no State or locality may impose an income tax on any person
engaged in interstate commerce if the only activities of the
person in the State are the solicitation of orders for
tangible personal property which are sent outside the State
for acceptance and are filled by shipment from outside the
State. PFor this purpose, a person is not treated as engaged
in a business within the State merely by reason of the sales
activities of independent contractors.

Subsequently, a number of bills were introduced which
would have mandated greater uniformity in the rules for State
taxation of corporations._. Two of these bills passed the
House of Representatives,5 but no further action was taken,

C. Recommendations of 1977 Ways and Means Task Force
on Foreign Source Income

5 H.R. 2158 (90th Cong.) and H.R. 7906 (91st Cong.).
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The Ways and Means Committee, in the Tax Reform Act of
1976, agreed to a number of major changes which would have
produced significant revisions in the taxation of foreign
source income. In addition, there were several other
proposed changes in the taxation of foreign source income
which were considered by the committee but which the
committee decided needed further study. Therefore, the
committee established a task force to analyze the issues
involved and to recommend to the_full committee any
appropriate legislative changes. The proposals referred to
the task force included proposals to limit the manner in
which States could take into account the operations of
foreign affiliates of U.S. corporations,

The task force made the following recommendations with
respect to State taxation of foreign source income:

(1) Income of foreign affiliates not subject to Federal
income tax,--I1t was recommended that the States be precluded
from taking into account, under the unitary method or any
other method, the income of foreign affiliates of
corporatxons doing business within the States until such time
as that income was subject to Federal income tax. (The
provisions of §. 1113 and S. 1974 prohibiting the application
of the unitary method on a worldwide combination basis
generally follow this recommendation, with further
limitations on taxation of foreign source dividends. See
Parts V. and VI, below.)

(2) Income of foreign affiliates subject to Federal
income tax.--1t was recommended that no limitation be placed
on the power of States to apply the three-factor formula on a
domestic basis, under the unitary method or otherwise, to
income of foreign affiliates which had been excluded under
paragraph (1) above if and when such income became subject to
Federal income tax.

D. Treaties

U.s.-u.‘. Tfﬁaty

As originally negotiated, Article 9(4) of the tax treaty
between the United States and the United Kingdom would have
prevented the Federal Government and the States from
extending the unitary method on a worldwide combination basis
to related foreign enterprises where the enterprise doing
business in the State was either a British enterprise or a

6 The task force wvas comprised of 10 members of the Ways and
Means Committee, with Mr. Rostenkowski as chairman. It
submitted its report on March 8, 1977,
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U.S. corporation controlled directly or indirectly by a
British enterprise. Thus, for example, if a U.S. branch of a
British corporation did business in a State, that State could
not apply the unitary method to combine the income (and
sales, gayroll. and property) of any related foreign
enterprises (from the United Kingdom or any third country)
with those of that British corporation in determining the
income of its U.S. branch which is taxable by that State.
Alternatively, if the British corporation did not do business
in the State, but had a U.S. subsidiary doing business in the
State, that State, in determining the taxable income of that
U.S. subsidiary, could not apply combined reporting
requirements to include the income (and the sales, payroll,
and property factors) of the British parent corporation or
other related foreign enterprises.

When the treaty was first considered by the U.S. Senate,
Senator Church proposed a reservation which would have had
the effect of deleting from the treaty this provision as
applied to the States. The reservation lost on the Senate
floor by 8 vote of 34 yeas, 44 nays. However, the Senate
thereafter, by a vote of 49 yeas, 32 nays, failed to concur
in the propdsed treaty containing the State taxation
provision by the required two-thirds vote (ratification would
have required an affirmative vote of 54¢ of the 81 Senators
voting). After the Treasury Department announced that it
would accept the treaty with a reservation deleting the
limitation on the States, the Senate reconsidered the treaty
and gave its advice and consent to ratification of the
treaty, subject to the Church reservation, by a vote of 82
¥eas, 5 nays. The reservation was subsequently incorporated

n a protocol to the treaty, which was approved by the Senate
on a unanimous vote of 98 yeas. 1In its report on the
protocol, the Senate Foreign Relationz Committeee urged the
tax-vriting committees of the Congress tc hold hearings gn
the issues presented by Article 9(4) of the U.K. treaty.

On July 10, 1985, the Rritish House of Commons approved
a measure that eventually would, on implementation, allow the
United Kingdom to deny tax credits to U.S. corporations that
have both U.K. subsidiaries and ties to one of the unitary
States of the Union.

U.§8.-France treaty

The question of combined reporting requirements of U.S.

7 u.s. Exec. Rep. No. 96-5, 96th Cong., 1st Sess. 6 (1979).
The House Committee on ways and Means held a public hearing
on the subject (H.R. 5076) on March 31, 1980. The Senate
Foreign Relations public committee held a hearing on the
subject on September 20, 1984,
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States also was discussed in an exchange of notes
accompanying a recent protocol to the tax treaty with France.
France took the position that for a French multinational
corporation with many subsidiaries in different countries to
have to submit its books and records for all of these
corporations to a State of the United States, in English,
imposes a costly burden. However, no provision regarding
this issue was incorporated into the protocol.

Other treaties

Income tax treaties which the United States has entered
into with other countries generally contain
"nondiscrimination” clauses which prohibit both the Federal
Government and the States from imposing on foreign taxpayers
heavier tax burdens than are imposed on similarly situated
domestic taxpayers. Limitations on State taxation also have
been included in a number of Priendship, Commerce, and
Navigation treaties of the United States. Of particular
relevance here is the commercial treaty with France si?ned
November 25, 1959 (TIAS 4625, 11 UST 2398), which provides in
part that companies of either country engaged in the business
in the other would not be subject to any form of taxation
upon capital, income, profits, or any other basis, except by
reason of their operations in that countr¥ or any other bases
of taxation direct1¥ related to their activities within that
country. This provision applies to political subdivisions
such as the States as well as to the two national
governments., Certain foreign-based multinational
corporations and certain foreign governments take the
position that provisions such as this prohibit the
application of the unitar¥ method on a worldwvide combination
basis in the case of foreign-based multinational covered by
the provisions.
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IV. [ISSURS
Querview

Unlike the Federal Government, States generally tax
corporate income according to its source rather than the
residence or domicile of the corporate entity (exceptions are
made for certain passive income). Source-based taxation
requires that income arising within the State be separated
from income arising outside of the State, States that impose
a corporate income tax generally rely on formula
apportionment to allocate domestic income of multistate
enterprises among the States. By contrast, for purposes of
separating domestic from foreign source income, most States
rely on separate accounting rather than formula
apportionment., One issue before the Congress is whether the
three States that continue to use formula apportionment on a
worldvide basis should be required to use separate accounting
principles. A second issue is whether and to what extent the
States should be permitted to tax foreign source dividends
received by State-domiciled corporations. A third issue is
the appropriate balance between the States' right to tax and
the conduct of foreign policy.

Formula Apportionment vs. Separate Accounting

In general

Under separate accounting, a corporation (or a related
group of corporations) is required to treat in-state and
out-of-state operations as separate unrelated firms,
Movements of goods or intangibles between an in-state and an
out-of-state affiliate are treated as sales or licenses and
must be recorded at arm's-length prices. Similarly,
out-of-state affiliates must bear an appropriate share of
centralized management and other overhead costs, determined
on an arm's-length basis.

Under Federal tax principles, arm's-length prices are
measured by reference to comparable transactions between
unrelated parties where such comparable uncontrolled prices
("CuPs") can be found. In practice, many products, or the
terms and conditions of their sale, are unique and no CUP can
be identified. Intangibles such as patents, copyrights,
trademarks, goodwill, and know-howv present difficult pricing
problems. Moreover, the portion of overhead costs such as
central office expense, research, and interest expense that
would be borne by in-state and out-of-state affiliates acting
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as unrelated parties cannot be determined unambiguously.8

By adopting formula apportionment of domestic income,
the States have sought to avoid conflict among themselves and
with taxpayers with respect to the determination of
arm's-length prices. Under domestic formula apportionment,
the combined domestic income of the in-state and out-of-state
affiliates comprising a unitary business need not be
accounted for separately on a State-by-State basis. Instead,
combined unitary income (other than items that are
specifically allocated) is apportioned between States
according to objective factors such as property, payroll, and
sales within each State,

While formula apportionment has achieved widespread
acceptance for purposes of domestic apportionment,
considerable controversy has arisen over its use by certain
States for separating domestic and foreign source income of
multinational corporations, Critics of “"worldwide
combination® contend that it (1) apportions too much income
to domestic source and as a consequence results in double
taxation relative to separate accounting, and (2) imposes
substantial administrative costs.

Double taxation

wWorldwide combination apportions more income to U.S.
source than separate accounting if the ratio of profit
(measured on a separate accounting basis) to apportionment
factors is higher abroad than in the United States. This can
occur, for example, if inputs such as propert¥ and payroll
are cheaper abroad, or if management systematically requires
higher profit ratios from offshore operations to compensate
for greater risks.

A Treasury study using taxpayer information for the 1980
tax year estimated that on a national basis, domestic source
income under worldwide combination voulg be 11.7 percent
greater than under sepasrate accounting. Only in the

8 Robert Tannenvald states that, "Even vhen reported
transfer prices are reasonable or comparable market prices
are easily identifiable, separate accounting often fails
because it attempts to separate the inseparable. For
example, the very fact that an enterprise is vertically
.integrated reduces its costs, so that its profits are
significantly greater than the sum of the profits its
components would earn if they were unaffiliated." See "The
Pros and Cons of Worldwide Unitary Taxation," Tax Notes
(November 12, 1984) p. 650. (Reprinted from the New England
Bconomic Review.)
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finance, insurance and real estate industry group did
Treasury find that worldwide combination would apportion less
income to domestic source than separate accounting. Another
study using Commerce Department data for 1977 found that
domestic source income under worldwide combinaiéon would be
13.5 percent greater than separate accounting. This study,
however, found greater interindustry variation and concluded
that excluding petroleum and coal producers, "... 1977
taxable income of U.S.-based multinationals would have been
2.4 percent lover under the worldwide combination regime."

The empirical evidence described above supports the
contention that worldwide combination overstates domestic
source income in aggregate; however, the opposite result may
occur for particular companies and industries. If worldwide
combination results in overtaxation, separate accounting is
one possible remedy. Alternatively, the States that use
worldwide combination could modify their apportionment
formulas to reduce U.S. apportionment without abandoning the
principle of worldwide combined accounting.

Even if worldwide combination results in greater
domestic source income than separate accounting, U.S.-based
multinationals are not disadvantaged relative to
foreign-based multinationals with respect to U.S. operations
as long as the foreign parents of domestic companies are
included in the worldwide combined report.

Administrative burden

Critics of worldwide combination contend that it imposes
a heavy compliance burden on multinational corporations. For
example, the New York State Bar Association Tax Section
identifies the following compliance issues: "... (1) the need
to translate foreign currencies into United States currency;
(2) the unavailability of information needed to construct the
apportionment formula; (3) laws of foreign countries often
prevent the disclosure of information needed to construct the
apportionment formula; and (4) different accounting systems

9 u.s. Dept. of the Treasury, Office of Tax Analysis,
"Comparison of Various Options on the Treatment of
Dividends, " unpublished paper grepared for the use of the
Task Force of the Worldwide Unitary Taxation Working Group.
The study is limited to U.S. multinationals and their
controlled foreign corporations and excludes payroll factors.
(Text shovs domestic base under separate accounting as 89.5
percent of worldwide combination which implies that the
domestic base under worldwide combination is 111.7 percent
(1/.895) of the separate accounting base.)

10 rannenvald, Robert. op. cit.
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in use in different countries TYSt be conformed to a United
States tax accounting system,”

Proponents of worldwide combination have noted that a
domestic-based multinational is required for Federal tax
purposes to provide most of the information that is required
for purposes of worldwide combined accounting, since the
Federal Government taxes income derived by U.S. corporation
on a worldwide basis and requires certain foreign
subsidiaries to file information returns with their U.S.
shareholder that contain information similar to that required
by worldwide unitary reporting. Thus, the additional
administrative burden imposed by the worldwide unitary method
is primarily attributable to foreign-based multinationals,

In addition, proponents observe that the separate
accounting principles in the Internal Revenue Code cause
significant administrative burden and uncertainty. A General
Accounting Office ('Gtg') study of the Federal taxation of
multinationals found,

*Making income adjustments using the arm's length
standard has posed administrative burdens on both IRS
and corporate taxpayers. Because of the structure of
the modern business world, IRS can seldom find an arm's
length price on which to base adjustments but must
instead construct a price. A constructed price is at
best an estimate, Because Treasury regulations do not
provide sufficient guidance, corporate taxpayers lack
reasonable assurance concerning how income on
intercorporate transactions that cross national borders
will be adjusted and the enforcement process is
difficult and time-consuming for both IRS and
taxpayers."

Moreover, the separate accounting method in the Code
relies on formula apportionment to determine the source of
certain expenses (sec. 861 and Treas. Reg. sec. 1.882-5),
General and administrative expenses (G&A) and research
expenses are apportioned between U.S. and foreign source on
the basis of income or sales, and interest is apportioned on
the basis of income or assets. (Under the Tax Refom Act of

11 New York.State Bar Association Tax Section, Committee on
Interstate Commerce, "Report on Legislation Prohibiting State
Taxation on a Worldwide Unitary Basis," Tax Notes (August,
25, 1986) pp. 817-824. Quoted material appears on page 821.

12 y.s. GAO, IRS Could Better Protect U.S. Tax Interest in
Determining the Income of Multinational Corporations, GGD-81
TSeptember 30, 1981) p. v.
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1986, K.R. 3838, interest may be apportioned only on the
basis of assets.) In the case of possessions corporations,
income from intangibles may be apportioned between U.S, and
foreign source using one of two elective formulary methods
(sec. 936(h}). Thus proponents of worldwide combination
argue that the Federal tax system uses a mixture of separate
accounting and formula apportionment to determine the source
of income.

In addition, proponents of worldwide combination argque
that the State burden of administration could be increased if
the States are required to use separate accounting since the
States would have to apply rules similar to IRC section 482,
and information from related party transactions is not
available to the States (e.g., exchange of information
agreements generally do not include States, and
confidentiality of Federal information does not allow access
by States).

Critics respond that even if it is conceded that
separate accounting under Federal principles is not
inherently less burdensome than worldwide combination, since
U.S. companies must compute Federal tax liability in any
event, the States should not impose an additional compliance
burdens on taxpayers by requiring the use of an entirely
different method for sourcing income on State tax returns.
However, many States do not follow Federal tax rules with
respect to the taxation of wholly domestic firms. Por
example, depreciation methods permitted by the States are
often less accelerated than the accelerated cost recovery
system enacted in 1981. Thus, the burden on taxpayers
resulting from differences in Federal and State tax rules may
not be sufficient reason to impose Federal restrictions on
the unitary method.

80/20 companies

For Federal tax purposes, 80/20 corporations are U.S.
corporations which derive at least 80 percent of income from
foreign sources as measured by Federal source rules. B
contrast, the 80/20 corporations referred to in the options
developed by the Worldwide Unitary Taxation Working Group are
U.S. corporations with at least 80 percent of property and
payroll outside of the United States. The July 1984 report
of the Worldwide Unitary Taxation Working Group expressed a
consensus among participants that separate accounting should
be adopted by the States. However, participants disagreed
about the appropriate treatment of 80/20 companies under
separate accounting principles,

The arquments for and against worldwide combination
generally apply with equal force to the question of whether
80/20 companies should be included in the combined taxable
income of a unitary business. A number of States that

67-908 0 - 87 - 2
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generally support the use of Federal tax principles for
separating domestic and foreign source income (i.e., the
water's-edge principle), nevertheless wish to reserve the
right to apportion the income of 80/20 companies. Critics of
worldwide combination believe that Federal tax principles
should be followed consistently.

Taxation of Foreign Source Dividends

While only three States currently employ worldwide
combinatiog3 27 States tax to some extent foreign source
dividends. Thus, many more States would be affected by a
Federal limitation on the right of States to tax foreign
source dividends than by a limitation on worldwide
combination,

State taxation of foreign source dividends is a notable
exception from the general principle of taxing income
according to its source., The taxation of foreign source
dividends varies significantly from State to State. Some
States allocate while others apportion dividends. 1In either
case, the inclusion of foreign source dividends in the State
income tax base may result in multiple corporate-level
taxation of the income giving rise to the dividend. This may
occur because foreign source dividends are paid out of income
vhich may be subject to foreign income tax, and the dividend
itself ma¥ be subject to foreign withholding tax at the time
of repatriation. Unlike the Federal Government, the States
do not provide a tax credit for foreign taxes deemed paid
wvith respect to foreign source dividends to prevent double
corporate-level taxation,

State taxation of foreign source divideads has been
criticized on the grounds that it can result in a higher tax
burden being imposed on U.S.-based relative to foreign-based
multinationals. To the extent that this occurs, U.S.-based
multinationals arquably are at a competitive disadvantage
compared to foreign multinationals,

Proponents of State taxation of foreign source income
arque that (1) there is no constitutional prohibition against
such taxation, (2) companies are free to switch State
domicile to avoid such tax, (3) restricting the State right
to tax foreign source income will result in higher taxes on
domestic corporations, and (4) State practices do not harm
national interests.

13 gstatement of John D. LaPaver, Chairman, Multistate Tax
Commission, before the Subcommittee on Taxation and Debt
Management, U.S. Senate Committee on Finance, September 29,
1986,
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Proponents also contend that State tax rules allow
deductions for costs such as G&A, research, and interest
which generate income from foreign subsidiaries.
Consequently, inclusion of foreign source dividends in the
State tax base is necessary to match income and expense.
Critics of the State view argue that Federal tax principles
require apportionment of certain U.S.-incurred overhead
expenses to foreign sources, and that the States can achieve
matching of income and expense without including foreign
source dividends by following Federal source principles.

S. 1113 and S. 1974 would require partial or, in some
cases, complete exclusion of intercorporate foreign source
dividends from State taxation. These bills appear to strike
a compromise between allowing States to tax fully foreign
source dividends and requiring that such dividends be
excluded from State taxation., Critics contend that no tax
policy principles justify the arbitrary formulas for
determining the exclusion percentages in these bills,

Foreign Policy Considerations

A number of the nation's leading trading partners have
expressed substantial concern about the use by certain States
of worldwide combined reporting. 1In addition, threats of
retaliation have been made. 1In part as a response to foreign
policy considerations, the Worldwide Unitary Taxation Working
Group was established in 1983 under the President's
directive. Pollowing the report of the Working Group in July
of 1984, some States have repealed vorldwide combination,
most notably California. However, retention of worldwide
combination by three States may be a source of continuing
international friction that could adversely affect trade and
treaty negotiations,

By contrast, foreign governments do not appear to be
very concerned about the U.S. tax treatment of foreign source
dividends, presumably because such taxes fall primarily on
U.S.-based rather than foreign-based multinationals. Thus,
the imposition of Pederal limitations on State taxation of
foreign source dividends is unlikely to have any significant
effect on the conduct of U,S. international economic policy.
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V. DESCRIPTION OF S, 1113
(Senator Mathias)

A. Prohibition of Worldwide Combination

The first part of S. 1113 generall¥ would prohibit the
States (or their political subdivisions) from taking into
account, through the application of a worldwide unitary
combination method or by any other method, the income of
foreign affiliates of corporations doing business within the
States and unless that income is subject to Federal income
tax. The corporation doing business within, and subject to
tax by, the State generally would be a corporation organized
under U.S. law, but it also could be a foreign corporation
operating through a U.S. branch. 1In the following discussion
of S, 1113, the term "taxable corporation” is used to refer,
in either case, to the corporation doing business in the
State.

As an exception to this general rule, the State or
locality may include in the income of a U.S. corporation any
income of a foreign corporation which is includible in the
U.S. corporation's income for Federal purposes under the
income tax provisions of the Code. For example, tax haven
income of a controlled foreign corporation which under
subpart F (Code secs. 951-964) is includible ig the U.S.
corporation's income for Federal tax purposes-* also could be
taxed at the State or local level (subject, however, to the
bill's special rules regarding dividend income discussed in
the following section).

The legislative proposal thus would prohibit, for
example, the use of the worldwide combination method of
reporting. Under that method, the income of foreign
affiliates of a corporation subject to tax in a State is
included in total income subject to apportionment if the
activities of the two corporations are part of a unitary
business. (The property, payroll, und sales of foreign
corporations frequently are taken into account also in
determining the amount of income apportionable to a State
using the worldvide combination method of reporting.) This
part of S. 1113 would not affect the application of the

14 ynder subpart P, a foreign corporation generally is a
controlled foreign corporation (CPC) if more than 50 percent
of the voting pover is held by "United States shareholders,”
that is, U.S. persons each of whom owns at least 10 percent
of the votin? pover. The U.S. shareholders generally are
required to include currently in their income (as a
constructive dividend) their pro rata shares of certain
undistributed tax haven and passive income of the CFC.



unitary method by those States which generally do not include
the operations of foreign affiliates in the combined report.
However, to the extent that such States actually tax foreign
earnings when they are received as dividends, the provisions
of S. 1113 regarding dividends received from foreign
affiliates (discussed below) would apply.

For purposes of the bill, an "income tax" is defined as
any tax vhich is imposed on, according to, or in relation to
an amount measured by net income. Thus, for example, a tax
on the privilege of doing business in a State in a corporate
form which is measured by net income would be an income tax.
For purposes of determining whether the taxable corporation
and a foreign corporation are affiliated, the bill defines
the term "affiliated group"” to mean a common parent
corporation and one or more chains of corporations connected
through stock ownership with the common parent corporation.

Certain corporations organized under U.S. law would be
treated as foreign corporations for purposes of the bill,
and, thus, their income generally could not be taken into
account in determining the liability of the taxable
corporation. A domestic corporation generally would be
treated as foreign if less than 20 percent of its gross
income for the preceding three years was from sources within
the United States. (Such corporations generally are referred
to as "80/20 companies"). Included in this category would be
possessions corporations (Code sec, 936).

B. Exemption for Dividends from Foreign Sources

The bill also would prescribe a partial or complete
exemption for dividends received by U.S. corporations from
(1) foreign corporations and (2) U.S. corporations 80 percent
of whose income is from foreign sources. These exemptions
apply vhether or not the corporations paying and receiving
the dividends are affiliated.

Dividends from foreign corporations.--In the case of
dividends received from a foreign corporation, the bill would
provide that the amount of income to be taken into account
may not exceed the lesser of (1) the actual amount of the
dividend received, net of any foreign income taxes on the
income but not reduced by foreign withholding taxes, or (2) a
formula amount intended to take into account foreign taxes
imposed on the dixgdend or on the income from which the
dividend is paid.

15 the following discussion assumes that the taxable

corporation elects to credit, rather than deduct, foreign

income taxes and that it has the l0-percent or larger

interest in the foreign corporation required in order to
(Footnote continued)
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The net effect of this limitation would be that where
the aggregate rate of foreign income taxes paid by a U.S.
corporation with respect to the dividends it receives from
its foreign subsidiaries (grossed up by the foreign income
taxes paid by the foreign subsidiaries which are attributable
to the earnings distributed to the U.S. parent corporation)
equal or exceed the present 46-percent U.S. Pederal income
tax rate, no part of the dividends received by the U.S.
corporation from its foreign subsidiaries could be taxed by a
State. Where the aggregate foreign tax rate is less than 46
percent, a proportionate part of the dividends would be
exempt from State income tax (if the foreign rate is half of
the Federal rate, half the grossed-up foreiqgn dividends would
be exempt; if the foreign rate is one-quarter of the Federal
rate, one-quarter of the grossed-up foreign dividends would
be exempt, etc.). Since many U.S. corporations pay (or are
deemed to have paid) foreign income tax with respect to
dividends from foreign subsidiaries at rates comparable to
the 46-percent U,S. Federal income tax rate {(determined on an
overall basis for all dividends received by the U.S.
corporation from foreign affiliates), it can be expected
that, for many U.S. corporations, the bill would exempt from
State income taxes most if not all of the dividends they
receive from foreign corporations. (However, under the Tax
Reform Act of 1986 (H.R, 3838), the Federal cc.porate income
tax rate is reduced to 34 percent after 1987.)

The formula limitation is determined as follows: The
first step under the formula is to determine the "grossed up"
amount of the dividend by adding to the amount of the
dividend the foreign income taxes paid by the distributing
foreign corporation which are attributable to the dividend.
This "grossed up" dividend amount is then multiplied by a
fraction to determine the portion of the dividend to be
excluded in determining the U.S. corporation's liability
under the formula. The fraction takes into account not only
the ?articular dividend under consideration but all dividends
received during the year from foreign corporations by the
U.S. corporation. The numerator of the fraction is the sum
of (1) the foreign taxes imposed on the income of the foreign
corporations from which the dividends are paid and (2) any
additional foreign tax withheld on the payment of the
dividends to the U.S. corporation. The denominator of the
fraction is the grossed-up amount of all foreign dividends
multiplied by 46 percent, the highest corporate rate
presently in effect at the Federal level.

15(continued)

claim the foreign tax credit for taxes paid b{ the foreign
corporation vhich are attributable to the dividend (see Code
secs. 902 and 960).
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The operation of this formula is illustrated in the
following example. Suppose that a foreign country imposes a
net corporate income tax at a flat rate of 23 percent (half
the current U.S. Federal rate) and imposes no withholding tax
on the distribution of dividends. A foreign corporation
earns $100 in that country, pays the foreign income tax of
§23, and remits the remaining $77 to the U.S. corporation
vhose State tax liability is to be determined. The actual
amount of the dividend is thus $77. The amount taxable under
the formula is determined as follows. First, the $77
received is grossed up to include the $23 of foreign tax
imposed on the income from which it was paid, for a total of
$100. The portion to be excluded is determined by
multiplying the grossed-up dividend amount ($100) by a
fraction, the numerator of which is $23, the foreign tax
paid, and the denominator of which is $46, th maximum U.S.
corporate rate of tax on the $100 of income. The resulting
product is $50 ($100 X $23/$46), the excludable amount (half
the grossed-up dividend)., Thus, $50 ($100 minus the excluded
$50) is subject to tax under the formula. Because this is
less than $77 actually received, the State may not include
more than $50, the amount determined under the sormula. of
the dividend in the U.S. corporation's income.}!

If the foreign country's tax rate had been 46 percent,
then the actual dividend received by the taxable corporation
would have been $54. The grossed-up dividend under the
formula would have been $100 ($54 plus $46). The excluded
amount would have been $100 ($100 multiplied by $46/$46).
Thus, none of the dividend would have been subject to tax by

16 phe S5-percent surtax imposed on certain corporate income
(to phase out the benefit of graduated corporate rates) is
?;sregarded under the formula in S. 1113,)

The actual amount of a dividend ma¥ be smaller than the
formula amount if the taxable corporation also receives other
dividends during the taxable year. This may be illustrated
by returning to the example in which the foreign country
imposed a 23 percent tax on corporate income and assuming
that the U.S. corporation also received a dividend of $900
from another foreign affiliate during the year from which a
foreign income tax of 5 percent (SGS? was withheld. Under
the formula, the grossed-up amount of the first dividend
($100) would be multiplied by a fraction, the numerator of
which is the total foreign income taxes paid ($23 plus $45,
or $58), and the denominator of which is 46 percent of the
total grossed-up dividends (46 percent c¢f the sum of $100 and
$900, or $460). The excludable amount would thus be the
product of $100 and $68/%460, or $15, and the taxable amount
under the formula would be $85 ($100 minus $15). In this
case, the actual amount of the dividend ($77) would be less

(Footnote continued)



the State.

The operation of these provisions is illustrated by the
folloving example which compares che total income tax burden
(State, Pederal, and foreign) on $100 of income earned by a
U.S. company with the total tax burden under the bill on $100
of income earned by a foreign affiliate of the U.S. company
and paid to the U.S. company as a dividend. The State tax
rate is 10 percent., In the case of U.S. operations, the U.S.
tax base is $30 after deduction of State tax of $§10.

Taxation of Taxation of foreign source
operations in dividends at different
United States foreign tax rates
only
_ Zero 23% 468 50%
POreign taX..eseeesvescasnsnns 0 0 $23 $46 550
Net U.S. tax (46%)......00.0.. $41.40 $41.40 20.70 0 0
State tax (10‘)"'0.."'.!.". 10 10 5 0 0
Total taXeS...scteeseeceess 51,40 51.40 48.70 4% 50

This example shows that under S. 1113 the total (State,
Federal, and foreign) income tax burden of the foreign
affiliate declines as the foreign income tax rises from zero
to 46 percent.

Poreign source dividends from 80/20 companies (other
than sec. 336 corporations).--In the case of foreign source
dividends recelved from an 80/20 company other than one
making an election under Code section 936, the bill would
limit the amount of income permitted to be taken into account
under the same rules applicable to dividends from a foreign
corporation (discussed immediately above), applied separately
to the 80/20 dividends and modified as follows: PFirst, the
numerator of the fraction used in computing the formula
limitation would include, in addition to any foreign taxes
withheld on the payment of dividends by the 80/20 company
(and any other 80/20 companies paying dividends to the U.S.
corporate recipient during the year), foreign income taxes
paid or deemed paid by the 80/20 company (and any other 80/20
companies paying dividends to the U.S. corporation during the

17 (continued)

than the formula amount, and vould be the maximum subject to
State or local tax. As to the $900 dividend, the actual
amount of the dividend is $300. Under the formula, the
exclusion is the product of $900 and $68/$460, or $133, Thus
the formula limit is $767, which is less than $900 and thus
would apply. The total amount wvhich could be inc':ided in the
U.S. corporation's income with respect to the two dividends
wvould be $844 ($77 plus §767),
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year), in the same propurtion with respect to the accumulated
profits of each 80/20 company which the amount of the
dividend bears to thc amount of those accumulated profits in
excess of all income taxes (other than those deemed paid).
This modification ensures that, in the case of dividends paid
by 80/20 companies, the numerator of the fraction includes
all foreign taxes imposed on the income of 80/20 companies
from wvhich the dividends are paid. This additional inclusion
of foreign taxes in the numerator is not conditioned upon the
dividend recipient's ownership of 10 percent or more of the
dividend payor's voting stock, as is the inclusion in the
numerator of deemed paid foreign taxes in the case of
dividends from foreign corporations,

Second, the dividend amount taken into account in the
denominator of the fraction is grossed up by the additional
foreign taxes just describted. Third, the dividend amount
multiplied by the fraction is grossed up by the portion of
the additional foreign taxes just described that was actually
paid or deemed paid by the dividend payor (as opposed to
other dividend-paying 80/20 companies in which the U.S.
corporate recipient owns stock).

Poreign source dividends from section 936 companies.--A
separate rule would apply to exempt foreign source dividends
received from an 80/20 company which makes an election under
Cnde section 936 (a "section 936 company®). Unlike the rules
which would app1¥ to dividends ¢rom other 80/20 companies and
foreign corporations, relief under this provision does not
depend on the amount of foreign income taxes which the
dividend bears. A State or locality would not be permitted
to take into account the amount of any dividend received from
a section 936 company to the exterii that the recipient
corporation is allowved a dividends received deduction under
the Code. The dividends received deduction for dividends
paid by a section 936 company generally is equal to 100
percent of the dividend.

C. Other Rules

Foreign taxes for vhich a credit is allowed under the
Code's creditability rules (Code sec. 901) would be the only
foreign taxes to be taken into account in applying the
foregoing rules.

The bill would not subject any dividend, other income
item or portion thereof to taxation, if that taxation is
othervise prohibited by any law, or rule of law, of the
United States.

D. Effective Date

The provisions of S. 1113 would apply to taxable periods
(under State or local law) beginning after December 31, 1986.
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V1. DESCRIPTION OF S, 1974
(Senators Wilson, Mathias, and Hawkins)

S. 1974 was introduced at the request of the
Administration. While its language in some respects follows
draft language issued on July 8, 1985, by the Treasury
Department to implement the recommendations of the Worldwide
Unitary Taxation Working Group, S. 1374 differs in several
major ways from the Working Group recommendations. (A
companion bill, H.R. 3980, was introduced in the House of
Representatives by Mr. Duncan,)

A. Prohibition of Worldwide Unitary Method

The bill generally would bar imposition by any State of
an income tax on any taxpayer on a worldwide unitary basis,
(In this respect, the bill differs from the Working Group
recommendation, which would have allowed Federally obtained
tax information to only those States that do not use the
vorldwide unitary method, but which would not have barred use
of that method.) The bill defines worldwide unitary basis to
mean that, in computing its State income tax liability, a
corporation would take into account the income of another
corporation, unless that second corporation both is a member
of the same conirolled group of corporations (control
generally being defined as more than 50-percent common
ownership) and is one of five kinds of corporations that may
be part of a "wvater's edge group" {(described below).

In tvo cases, howvever, a State could impose income tax
on a wvorldwvide unitary basis. First, if a taxpayer makes an
unconditional election to be taxed on a worldwide unitary
basis, a State may permit a taxpayer to be taxed on that
basis. Second, a State may impose tax on a worldwide unitary
basis if (1) the taxpayer materiall{ fails to comply with
certain compliance provisions of this bill, discussed below,
or with the legal or procedural requirements of the State's
income tax laws, or (2) neither the taxpayer nor the
government of the relevant foreign country provides to the
State, within a reasonable period after proper request,
material information relating to the determination of the
taxpayer's income on transactions between the tax?ayer (or a
related corporation within the water's edge group) and any
related corporation that is not in the water's edge group.

The bill defines income tax to include any State
franchise or other tax which is imposed upon or measured by
the income of the taxpayer.

B. Poreign Source Dividends
As to dividends received by corporations from

corporations outside the vater's edge group, a State (other
than the State of commercial or legal domicile of the
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corporation receiving the dividends) would not require the
inclusion in income, for State income tax purposes, of more
than an "equitable portion” (a3 defined term) of any such
dividend. (The Unitary Working Group did not take a position
on this issue.,) For this purpose, a State will not be
considered to include in its income base more than an
"equitable portion” of dividends from corporations outside
the water's edge group if it satisfies any of three tests,

First, it will satisfy this "equitable portion"
requirement if it excludes from its income base at least 85
percent of those dividends (the same percentage as the
current Federal deduction for dividends received from
non-80-percent owned corporations, which applies generally to
dividends from U.S. corporations but only in limited
circumstances to dividends from foreign corporations).
Second, it will satisfy this requirement if it excludes from
its income base the portion of the dividend that effectively
bears no Federal income tax by virtue of the foreign tax
credit. This method is like that mandated by S. 1113,
described above., Third, it will satisfy this requirement if
it adopts a method of taxation, pursuant to regulations to be
promulgated by the Secretary, that, considering all the facts
and circumstances, results in an equitable apportionment of
the dividend to the State substantially similar to the 85
percent exclusion or the exclusion that is analogous to the
forei?n tax credit, This provision does not permit State
taxation of any dividend not subject to State taxation prior
to enactment of the bill,

This limitation on taxation of dividends would apply not
on1¥ to dividends from related parties, but also to portfolio
dividends earned from passive investments, including
portfolio dividends from foreign corporations,

C. Water's Edge Group

As indicated above, five kinds of corporations make up
the wvater's ed?e group (that can be taxed under a combined
unitary reporting method under the bill)., The first kind of
corporation in the water's edge group is a U.S. corporation,
including a corporation that has made an election under
section 936 (vhich primarily benefits Puerto Rico) to be
treated as a possessions corporation. Under an exception
described below, some U.S. corporations whose U.S. activities
are belowv certain thresholds are excluded from the vater's
edge group. The second kind is a Foreign Sales Corporation
entitled to certain U.S. tax benefits on sales of export

roperty (described in sec. 922 of the Code). The third kind
8 8 corporation organized in Puerto Rico, Guam, American
Samoa, or the U.S. Virgin lslands.

The fourth kind of corporation included in the water's
edge group is a foreign corporation with substantial U.S.
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presence. To come within the water's edge group under this
test, the foreign corporation must be subject to State income
tax in at least one State by virtue of its business
activities there. In addition, before it becomes a member of
the vater's edge group under this test, the foreign
corporation must have activities in the United States rising
to a certain dollar threshold or a percentage threshold.,
Under the dollar threshold, a foreign corporation becomes
eligible for inclusion in the wvater's edge group if it has,
assignable to one or more locations in the United States, at
least $10 million in compensation payments made by it for
services rendered during its most recent Federal taxable
year, sales or purchases of at least $10 million to or from
unrelated parties during its most recent Federal taxable
year, or property (other than stock or securities of a
corporation) with an aggregate original cost of at least $10
million. A corporation comes within the water's edge group
if the average of the percentages of the foreign
corporation's property (based on its aggregate original
cost), compensation payments made for personal services
(determined for its most recent Federal taxable year), and
sales (determined for its most recent Federal taxable year)
that are assignable to one or more locations in the United
States is at least 20 percent.

The fifth kind of corporation that can be a member of a
vater's edge groug is a foreign corporation that neither
performs substantially independent activities nor is sub{ect,
under standards established and regulations to be prescribed
by the Secretary, to substantial foreign tax on its net
income. Corporations included under this fifth test are
sometimes referred to a "tax haven" corporation. To be
included in the water's edge group under this fifth test, a
foreign corporation must be a member of a controlled group
that includes a "reporting corporation®" (described below to
include corporations with substantial foreign activities or
substantial wvorldwide assets). In addition, a corporation,
to be included in the water's edge group under this fifth
test, must either carry on no substantial economic activity
or make at least 50 percent of its sales, 50 percent of its
payments for expenses other than payments for intangible
property, or 80 percent of all of its payments for expenses
to one or more related corporations that are in the wvater's
edge group by virtue of the first four tests.

For the purpose of determining wvhether a U.S.
corporation is in the vater's edge group, a provision of the
bill "mirrors® the $10 million/20 percent rule that applies
to foreign corporations. Under this mirrored rule, a
corporation is treated as a foreign corporation if it
satisfies both a dollar amount test and a percenta?e test. A
U.S. corporation satisfies the dollar amount test if it has,
assignable to one or more locations in the United States,
less than $10 million in compensation payments made by it for
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services rendered in its most recent Federal taxable year,
sales or purchases of less than $10 million to or from
unrelated parties during its most recent Federal taxable
year, and property (other than stock or securities of a
corporation) with an aggregate original cost of less than $10
million. A U.S. corporation satisfies the percentage test
for this purpose if the average of the percentage of its
property (based on aggregate original costs), compensation
payments for personal services (determined for its most
recent Federal taxable year), and sales (determined for its
most recent Federal taxable year) that are assignable to one
or more locations in the United States is less than 20
percent. This exception could effectively eliminate
possessions corporations (sec. 936) from the water's edge
group, depending on the determination of the situs of sales
of property produced in a U.S. possession such as Puerto Rico
and sold into the mainland.

U.S. corporations that are outside the water's edge
group under this percentage test are sometimes called "80/20"
companies. (These 80/20 companies are to be distinguished
from so-called 80/20 corporations for Federal income tax
purposes (described in Code sec. 861(a)(2)(A)), wvhose
interest and dividend payments are generally treated as
foreign source under present law. For Federal purposes, the
percentage test is based on gross income rather than
property, payroll, or sales. The Working Group took no
?os tion on"whether these 80/20 companies should be

ncludible in a water's edge group.

In certain circumstances, a U,S., branch of a foreign
corporation will be treated as a separate U.S. corporation,
First, if the branch of a foreign corporation is engaged in a
commercial banking business, it will be treated as a separate
U.S. corporation. For this purpose, a branch is engaged in
the commercial banking business if the predominant part of
its business consists of receiving deposits or making loans
and discounts, and it is subject to supervision and
examination by State or Federal authorities having ’
supervision over bankin? institutions. Second, regulations
may ?rovide that domestic branches of foreign corporations in
specified industries other than banking will be treated as
separate U.S8. corporations.

D. Reporting Requirements

The bill provides detailed information reporting
requirements. (As mentioned previously, a corporation which
fails to materially provide the required information may be
taxed by a State using a wvorldwide unitary basis.) A
reporting corporation (defined below) must file with the IRS,
within 180 days of the due date (including extensions) of its
Pederal income tax for the taxable year, a return disclosing
information relating to its State income tax returns for
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State taxable years ending with or within its taxable years
for Federal income tax purposes. This return is to include
the roportin? corporation's income tax liability, each State
in vhich it is liable to pay tax, its income subject to tax
in each State, the method of calculation by which the
reporting corporation computed and allocated its income
subject to tax by each State, and a list of related
corporations that have engaged in transactions with the
reporting corporations (and the affiliates) aggregating $1
million or more. In addition, the reporting corporation is
to furnish such other related information as the Secretary
may by regulation prescribe.

1f a reportin? corporation is the common parent of an
affiliated group, in filing the return described immediately
above, it is to include the required information with respect
to each includible corforation in its affiliated group. 1If a
reporting corporation is a member of a controlled group that
includes a foreign corporation that does not carry on
substantial economic activity (or that deals primarily with
related parties) and that is not subject to substantial
foreign net income tax, but is not required to file a Federal
income tax return, then that foreign corporation is
considered to be a member of the affiliated group of which
the reporting cor?oratlon is a common parent. No double
reporting is required under this rule.

The bill defines a reporting corporation to mean a
corporation that is required to file a Federal income tax
return for the taxable year and that satisfies either a level
of foreign activities test or a level of total activities
test. A corporation satisfies the level of foreign
activities test if it makes aggregate payments of at least
$10 million as compensation for services rendered outside the
United States during the taxable year, owns forei?n assets
with an aggregate original cost of at least $10 million, or
has gross sales occurring outside the United States of at
least $10 million during the taxable year. It satisfies the
level of total activities test if it is subject to tax in at
least tvo States, and owns total assets with an aggregate
original cost of at least $250 million, at least $10 million
of which are located in the United States. The Secretary is
authorized to increase dollar thresholds for this purpose and
to allocate compensation payments, property, or sales to (or
among) foreign countries. The bill provides for the
aggregation of compensation paid by, property owned by, or
sales made by related members of corporate groups in
determining whether the $10 million or $250 million test is
met. In addition, a U,S. branch of a foreign corporation
engaged in the commercial banking business in the United
States is treated as a separate U.S. corporation for purposes
of applying these reporting provisions.

If the information return or any information reflected
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thereon is disclosed or made available to a State tax agency
or to any common agency (defined to mean a joint or common
agency, body, or commission which has been designated under
the laws of four or more States to represent those States
collectively in the administration of the corporate income
tax laws of those States, and wvhich has executed a
nondisclosure agreement) in vhich the State participates,
such as potentially, the Multistate Tax Commission, the
return is to be treated (if the State law so provides) as if
originally filed with that State for the purpose of
imposition of the State's criminal or civil penalties for
negligence, fraud, or material understatement of income or of
tax liability. Except as provided by State law, treatment of
the return as a State return will not extend or otherwise
affect any State's statute of limitations.

The bill provides a §$1,000 penalty for failure to comply
substantially with the information reporting requirement.
The bill provides that, 90 days after mailing notice of
failure to comply, continuing failures are subject to
additional penalties of $1,000 for each 30-day period. The
;otaé penalty for one continuing failure cannot exceed
25,000,

E. Disclosure of rederal Information

The bill amends tl.e Internal Revenue Code rules

?overning the confidentiality and disclosure of tax
nformation. The bill provides that upon compliance with
certain procedures and requirements (described below), return
information with respect to the income tax, the
self-employment tax, the consolidated return rules, the
estate and gift taxes, the Federal Insurance Contributions
Act, the Federal Unemployment Tax Act, wage withholding,
retail excise taxes, manufacturer's excise taxes, the excise
tax on undistributed income of real estate investment trusts,
the windfall profit tax on domestic crude oil, the excise
taxes on distilled spirits, wines and beer, the excise taxes
on certain tobacco products, and the excise tax on the use of
certain highway motor vehicles shall be open to inspection by
or disclosure to any State tax agency for the purposes of
(but only to the extent necessary for the administration of)
the State's tax laws. The same treatment applies to return
information obtained by the Internal Revenue Service from a
foreign government or agency or department thereof under the
exchange of information provisions of any tax treaty or any
Caribbean Basin Initiative exchange of information agreement,
Information obtained under tax treaties or Caribbean Basin
Initiative agreements is to be open to the examination or
disclosure only to the extent that the treaty or agreement
permits such disclosure.

The staff is unaware of any treaty or agreement that now
permits disclosure of tax information to State taxing
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authorities. The bill would amend the requirements for
exchange of information agreements under the Caribbean Basin
Initiative legislation so :hat such exchange of information
agreements must provide for the exchange of such information
as may be necessary and appropriate to carry out and enforce
the tax laws of the several States of the United States.

Return information described above that relates to a
taxpayer that is either a reporting corporation or a member
of an affiliated group that also includes a reporting
corporation is to be open to disclosure to or inspection by
any qualifying common agency such as, potentially, the
Multistate Tax Commission.

Except as provided by regulations, inspection is to be
permitted or disclosure made to State officials only upon
written request by the head of the State tax agency or the
common agency, and onl{ to personnel listed in that written
request. In no event is disclosure to be made to the
Governor of the State or to a person who is not an employee
or legal representative of the agency. Disclosure may be
made to a person listed in regulations prescribed by the
Secretary as necessary in connection with processing,
storage, programming, and the like, for purposes of tax
administration (under sec. 6103(n) of the Code). There is to
be no disclosure to the extent that the Secretary determines
that disclosure would identify a confidential informant or
seriously impair a tax investigation,

A State agency or common agency obtaining returns or
return information described above may disclose those returns
or return information to a State tax agency of an other State
so long as that other agency has entered into a nondisclosure
ayreement with the Secretary that prohibits the disclosure of
those returns or return information or of any data,
information, or conclusion extracted from or based upon these
returns or return information except for the purposes and
under the conditions provided in the Internal Revenue Code
provision governing confidentiality and disclosure of return
and return information (sec. 6103). The required
nondisclosure agreement is to contain such terms and
conditions as the Secretary may prescribe.

These returns or return information obtained by & State
tax agency are to be open to inspection by or disclosure to
officers and employees of a State audit agency for the sole
purpose of making an audit of the State tax agency. State
audit agencies are not to have access to return information
obtained under a treaty or a Caribbean Basin Initiative
Agreement. Por this purpose, a State audit agency is any
State agency, body, commission, or entity which is charged
under the laws of the State with the responsibility of
auditing State revenues and programs,

7. Effective Date

The bill would be effective for taxable years beginning
after 1986.
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Senator CHAFEE. I want to welcome everyone here this morning.
This is a hearing before the Subcommittee on Taxation and Debt
Management on the unitary tax; and we are going to hear testimo-
ny on two bills which would restrict the use of the worldwide uni-
tary method of taxation by the States, S. 11183, introduced by Sena-
tor Mathias, and S. 1974, introduced by Senator Wilson.

Under the unitary tax methods, a State determines a company’s
State tax liability based upon the worldwide income of the compa-
ny in an apportionment formula, usually based upon sales, payroll,
and/or assets in the State. Over the last several years, foreign gov-
ernments have repeatedly petitioned the Federal Government to
act to curb State use of the worldwide unitary method of tax.

The United Kingdom, in July 1985, adopted an antiunitary retal-
iatory legislation for which implementation has been deferred. In
September 1983, President Reagan established a worldwide unitary
taxation working group to provide recommendations suitable for
resolving the issues raised by this worldwide method of taxation.

In transmitting the report of the working group to the President,
its chairman, then Treasury Secretary Donald Regan, indicated
that he would recommend restrictive Federal legislation if substan-
tial voluntary progress had not been made On the worldwide uni-
tary issue at the State level by July 31 of last year, 1985. Subsee-
quently, some States have changed their laws to conform to the
working group principles while others continue to use the world-
wide unitary method.

California just recently repealed the unitary method, but Alaska,
North Dakota, and Montana—just three States—still use it; and I
am aware that even in cases of repeal, there may still be some
open issues with regard to the taxation of dividends from foreign
subsidiaries, and I suspect perhaps Senator Wilson might comment
on that in his testimony.

On November 8 of last year, President Reagan directed the Sec-
retary of the Treasury to submit proposed legislation to the Con-
gress regarding the worldwide unitary tax issue. That legislation is
embodied in S. 1974, one of the bills we are considering here today.
Now, this is an important issue. We have a number of excellent
witnesses to testify, both in favor of the method and against it; and
I look forward to hearing that testimony and, of course, I especially
v\:,qllcome our first two witneseses, Senator Mathias and Senator

ilson.

Senator Mathias has been concerned about the unitary tax for
some time. He introduced one of the bills. And of course, Senator
Wilson has been active in this field also. So, both of you gentlemen,
we welcomvou here. Senator Mathias, why don’t you proceed?

Senator MATHIAS. If that is agreeable to Senator Wilson, Mr.
Chairman.

Senator CHAFEE. Is there a time constraint?

Senator MATHIAS. No.

hﬁ::;ator CHArze. All right. Why don’t you proceed, Senator Ma-
thi
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STATEMENT OF HON. CHARLES McC. MATHIAS, JR,, U.S. SENATOR
FROM THE STATE OF MARYLAND

Senator MaTHIAS. First of all, Mr. Chairman, I would like to con-
gratulate the committee. You completed a very difficult and really
monumental task at 4 o’clock on Saturday afternoon, and here at
9:30 on Monday morning, you are starting a whole new job, which
is just about as tough.

Senator CHAFEE. Oh, excuse me. Senator Baucus, did you have an
opening statement?

Senator Baucus. No, Mr. Chairman, thank you.

Senator CHAFEE. All right. I want to thank you for the compli-
ments to the Finance Committee. This Finance Committee never
sleeps. [Laughter.]

We are always diligently working for the people of the Nation.

Senator MATHIAS. We can believe it, and 1 hope you can push
this one through before the adjournment sine die. [Laughter.)

The chairman was kind enough to note that I have been engaged
in this for some time. That is, in fact, the case. My activities in this
field go back, I suptpose, over 20 years when I was appointed as an
original member of the Willis Committee in the House of Repre-
sentatives. I may be the last surviving member of the Willis Com-
mittee still in the Congress, but that was a committee appointed to
try to resolve this problem. And in fact, we did develop a bill based
on a three-factor formula which passed the House of Representa-
tives, but we have never been able to get it through both Houses at
the same time. So, the problem still is here.

The interesting thing, Mr. Chairman, is the mutation this prob-
lem has undergone, because when the Willis Committee undertook
its study, it was primarily an interstate problem. It was a problem
burdening the interstate commerce within the country. But be-
cause of the great growth in our international trade,_it is now an
international problem of great significance and it is not only bur-
dening international trade, it is also affecting international rela-
tions.

As the chairman has just noted, the British Parliament has en-
acted retaliatory legislation, and this is the seed of a very serious
controversy, and it is the kind of controversy with which we are
familiar.

Without getting into a lot of American history, I might note that
it was when Maryland and Virginia began to fuss over who could
fish in the Potomac River and who could sail ships through Cape
Charles and Cape Henry that we were forced to realize that we
needed something stronger than the Articles of the Confederation.
And that led to the Annapolis Convention and then on to the
Philadelphia Convention and the adoption of the Constitution.

So, historically, we must realize that this is the kind of problem
for which a Federal solution is appropriate, and there must be a
Federal solution. I am very encouraged by the action of the State
of California, and I congratulate Senator Wilson because I think
the California repeal of their previous law is a great advance and
certainly makes the climate a lot better; but it does not solve the
problem, as the chairman noted.
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There are not only some States which still have unitary tax sys-
tems in full force and vigor; there are also a number of ilcre{mn-
cies among the States in their various approaches to the problem.
And of course, uniformity, or at least a reasonable d of uni-
formity, is essential if we are to have a smooth flow of commerce.

I wish I could say that this very welcome California action was
dispositive of the problem, but it really isn't. And it is not, as I say,
merely the fact that we have some holdouts, but it is the fact that
this really is not a problem which, in my experience in dealing
with this for 20 years, is likely to be permanently solved at the
State level; and I say that with great deference, knowing that the
chairman is a former Governor and is as adamant in upholding
States’ rights as anyone in the Congress. But we tried for a number
of years to go the compact route. There were pious hopes held out
that the States could come together and create a compact which
would solve this problem, and it proved to be just an illusion. It is
not going to happen.

I think we need some rational, reasonable guidelines at the Fed-
eral level. I think that the action in California, rather than dis-
‘couraging Federal action, ought to give us the hope that this is the
appropriate time for Federal action. We ought to move forward and
resolve this problem as rapidly as possible before other nations:
follow the British example and before the problem deteriorates into
a very nasty situation affecting not only commerce but other as-
pects of our relations in the world.

Mr. Chairman, I think that is enoufh from me. If I may have
consent to file a statement which will put forth in a little more
detail the thoughts that I have tried to ex&'ﬁss very briefly here?

Senator CHAFEE. Fine. A quick question: What is the British pro-
posal? What are the British suggesting that they would do—not
only suggesting, I guess they have passed it—but deferred it. What
does their legislation do?

Senator MATHIAS. In fairness to the British, let me say that they
came to us several years ago, and they said this was a serious prob-
lem and that they would have to invoke some kind of a tax retalia-
tion if we did not get our unitary tax problems under control. They
gave us several years’ notice and, even now, they have provided
that the bill that they have passed should not go into effect until
we have one more chance.

Not only have members of the British Parliament come to the
Congress but Mrs. Thatcher herself has made it a primary part of
her et:igenda when she has been in Washington. So, they have
played very fair with us on it. The retaliatory legislation would
withhold tax credits for American companies doing business in
Britain, or companies that fall within their jurisdiction, which
would be comparable to the exactions which are taken out under
the unitary tax system imposed on British companies doing busi-
ness here.

Senator CHAFEE. All right. Thank you very much. I know you
have a busy schedule. Senator Baucus, do you have any questions?

Senator Baucus. Thank you, Mr. Chairman. Mac, I am just curi-
ous about something you said. You said this problem requires a
Federal solution. Can’t one say that there is already a Federal solu-
tion, namely the Federal constitutional decision? The Supreme
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Court has ruled on this matter, sa{ilng that States may impose
these kinds of taxes insofar as these kinds of taxes—the worldwide
unitary system—do not violate the U.S. Constitution.

And second, isn't there a Federal solution in that insofar as
States or laboratories and experiments and so forth go, the trend is
away from worldwide unitary? States are repealing and are modify-
ing. California is the best example. So, isn't there already a Feder-
al solution? Is it worth the price to have to pass a Federal statute
interfering with State taxing power, given the Supreme Court deci-
sion and the trend in States to repeal the worldwide unitary
system? Isn't that Federal solution working out?

Senator MATHIAS. To deal first with the Supreme Court deci-
sions, it is true the courts have said that what the States are doing
is within their constitutional power in the absence of some congres-
sional solution. The court has em};:hasized that repeatedl;i\ and has
really tossed the ball right into the congressional court. They said
what States are doing 18 not beyond their constitutional powers;
but if they are creating a problem, the problem has to be solved by
Congress. And the court has really urged the Congress in several
decisions to move on this problem and solve it.

What the court have really said is that they can’t solve it be-
cause the States are within their constitutional bounds in impostier:jg
the taxation but that those bounds can be limited, lawfully limited,
constitutionally limited, by the Congress. And ! would read—
maybe because my views are so strong on this subject—into the
court’s decisions an invitation for the Congress to act. So, that
would be my first answer.

Second, the trend for thc States to move in this direction is an
encouraging one. I certainly agree with you on that. But we have
had high hopes before that the States would resolve this, that there
could be an interstate compact. A compact was developed, and sev-
eral States adhered to it. I have forgotten the number, but it is dis-
couraging.

You look at how States have entered the compact and then with-
drawn from it. There has been an ebb and flow, and it is that ebb
and flow which I wish you would get the staff to look at for you,
rather than depend on my imperfect memory. That ebb and flow of
membership in this compact, tollowed by withdrawal from the com-
pact, is, I think, the evidence that Federal action is required. States
change, Governors change, legislatures change, the urgency of
State revenue needs change; and we need, in the larger, long-term
interest of the Nation, some guideline, some solution which will be
understood not only by American companies with investment in
other countries but also by our trading partners around the world,
who find it very difficult to be tracking the activities of 50 State
legislatures as they are planning their business activities in the
United States.

So I think for a healthy commerce with the world, we really need
to move in a rational, reasonable way with explicit guidelines that
will be long-term rules for taxing commerce.

Senator BAaucus. As a member of the Judiciary Committee and
as a student of the Constitution, and particularly the separation of
powers, and more particularly under the 10th amendment—the
rights reserved to States—and particularly the fundamental taxing
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powers that all governmental entities must have, do you think,
given the trend, that repealing the worldwide unitary or modifying
it significantly is worth the price of Congress going into that thick-
et of beginning to limit and modify State taxing powers—the rights
of States to raise revenues?

Senator MATHIAS. In this case, I would say yes because the stakes
are so very high and because of the fact that we have tried for
almost a quarter of a century to do it the other way and it hasn’t
worked. While we have been attempting the voluntary route, the
problem has grown from an interstate to an international problem,
the dollar volume has grown exponentially, and I believe that this
is the only solution.

Just as when the Virginians tried to tax the Marylanders who
went through Cape Charles and Cape Henry, we had to resort to
adopting the Constitution, so here in this case where State legisla-
tures are taxing commerce, I think we have to use the Constitution
that was adopted as a result of that incident. These are valid con-
stitutional powers; this is one of the very basic reasons that the
Constitution was written; and since it was written and adopted and
ratified, I think we should use it.

Senator Baucus. Mr. Chairman, I might say that I personally
have a problem with the worldwide unitary system muyself, but I
also firmly believe that the States have a right to enact the kinds
of taxes they think appropriate and proper. And there is a line
that States may hypothetically cross which would require Federal
legislative corrective action. In my judgment, Mr. Chairman, we
have not crossed that line.

The trend is for States to repeal. The Supreme Court has ruled
that the State action does not violate the Constitution. And third, I
think the price we would pay in enacting this legislation would be
way too dear, way too severe, compared with the relatively minor
problem today in view of California’s action. Thank you.

Senator CHAFEE. We have 11 more witnesses. So, you might be
persuaded by their conclusions.

Senator Baucus. I might be.

Senator CHAFEE. Thank you.

Senator MATHIAS. Mr. Chairman, in light of Senator Baucus
comments, I not only ask unanimous consent to file my statement
but to revise it and extend it so that we can cover those questions.

Senator CHAFEE. All right. To me, it is amazing that more States
haven'’t taken this attractive source of revenue. Senator Wilson, we
are delighted you are here, and you have been long active in this,
even before the repeal of the California statute on this. Whether
your actions and the California actions were cause and effect, I
don’t know, but we are prepared to give you the credit.

[The prepared written statement of Senator Mathias follows:]
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Statement of
Senator Charles McC. Mathias, Jr.
Before the Senate Finance Conmmittee

September 29, 1986

Mr. Chairman, thank you for inviting me to share with the
Finance Committee my perspective on the unitary method of
corporate income taxation.

We are meeting this morning in the wake of a dramatic
change in the landscape of the unitary tax debate. Californie
has fundamentally reformed its laws governing the taxation of
foreign source corporaste income. Although the new California
law does not contain everything that Secretary Baker, Senator
Wilson and I have been trying to achieve by federal legislation,
it is a serious and welcome response to our efforts. I think
this hearing will serve a useful purpose of reviewing the
California action and of keeping up the encouragement to the
remaining unitary states (Alaska, North Dakota and Montana) to
mend their ways.

Under the unitary method, a state takes into account the
entire revenues of a corporation in all parts of the world, and
then applies a formula to determine the corporation's tax
liability in the state. The arm's length method favored by the
federal government, by most of the states, and by all other
industrial countries of the world, treats foreign affiliates and
subsidiaries as separate business entities and taxes income

earned abroasd only when it is repatriated, allowing a credit for
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taxes already paid in the source country. The
extraterritorial taxation involved in the unitary method has
impeded both foreign and cdomestic business investment in the
states that have practiced it, and has caused painful tensions
in our trade relations with Great Britain and other countries
that refrain from using this method. On these grounds, I have
advocated throughout my career in Congress the elimination of
the unitary method.

We shouldn't forget this issue's deep historicel roots in
our country's infancy. I take you back to the year 1784, when
8 dispute broke out between the watermen of Maryland and
Virginia over the control of fishing on the Potomac River.
which, under the original land grant from Charles I, is totally
within Maryland. The Virginians reacted to the curtailment of
their freedom to fish in the Potomac by restricting the transit
of Maryland ships through Cape Charles and Cape Henry -~ thE
only passage between the Atlantic Ocean and the Chesapeake
Bay. Maryland shipping was blockaded, and Virginia fishing
suspended, except on the onerous conditions each side laid
down. The Articles of Confederation. which had governed the
states since independence, provided no method for resolving
this kind of dispute and only George Weshington's personal
invitation to meet at Mount Vernon produced a solution =-- the

Potomac Compact of 1785.
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The dispute had revealed a major flaw in the organic law
of the United States that needed to be addressed. and General
Washington and the Mount Vernon delegates asked a more
representative group to meet in Annapolis to consider some
refinement of the Articles in the limited area of removing
interference with interstate commerce.

The convention in Annapolis, whose bicentennial we
celebrate this month, couldn't agree on the best way to carry
out this specific mandate. It proposed. however, to call a
second session to meet in Philadelphia to complete the job.

When the Constitutional Convention finally gathered in
1787, it moved on to many other i{mportant topics. but the
original impetus that led to the convention of the independent
commonwealths was prominently reflected in the Commerce Clause
in Article I, giving Congress the power to "regulate commerce
with foreign nations and among the several states...".

Problems relating to state taxation of interstate commerce
have increased in direct proportion to the increases in the
volume of such commerce. In the era following the Second World
War, as international trade rapidly came to assume a central
position in the separate economjes of the world's nations, the
vagaries in the tax policies of the various states began to
affect not only domestic businesses but elso foreign
corporations, and foreign governments as well,

A task force appointed by President Reagaﬁ recommended

that the unitary states be given a one year grace period in
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which to repeal the offending lsws. Colorado, Florida,
Indiana, Massachusetts and Oregon all came clean during this
period, but enough stragglers remained, including California,
that the President needed to make good on his ultimatum.
Accordingly he instructed the Department of Treasury to draft a
new versfon of my bill S. 1113 (which had been introduced every
Congress since the 96th). The result, S. 1974, was introduced
last December by Senator Wilson of California, with myself and
Senator Hewkins as cosponsors. With the general income tax
reform proposal on the boards, naturally the Finance Coamittee
has had no time to turn to this measure until today. But the
bill has had &n effect all the same. In August, the Californis
Assembly approved a bill to reform its unitary system, and
Governor Deukmejian signed the legislation on September 5.

The thrust of the new California law is to allow
multinational corporations to elect the arm's length rather
than the worldwide unitary method of calculating their tax base
in the state. The law has its shortcomings. It doesn't take
effect until 1988. Corporations must pay a special fee if they
elect to be taxed under the arm's length approach. Also.
companies that have 80 percent or more of their business sbroad
are disqualified from electing arm's length treatment,

But despite these weaknesses, the California action is a
resolute and decisive step forward. It is a great relief &nd
comfort to me personally to be able to leave this issue on such
a‘postiJe note, after so many years of stagnation and
frustration. But I also know from experience in this area that
progress can be followed by backsliding, so I urge this

Committee to remain vigilant in the years ahead.
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Additional Remarks of
Senator Charles McC. Mathias, Jr.
Senate Finance Committee Hearing on
the Unitary Method of Taxation

Following my presentation at the September 29 hearing,
Senator Baucus raised two questions: shouldn't the rulings of
the Supreme Court in recent years to the effect that the
unitary tax systems practiced by some states are constitutional
deter the Congress from trying to solve the problem by federal
legislation prohibiting the unitary tax? And secondly, doesn't
the recent trend among the unitary states toward repeal or
modification of their policy render Congressional action
unnecessary?

To supplement my response at the time., let me comment
briefly on a few of the major Supreme Court decisions in this
area over the past decade. The 1978 decision in Moorman
Manufacturing Co. against Bair concerned the tax imposed by the
state of lowa on an out-of-state corporaticn. The majority of
the Court found the tax to be constitutional, but specifically
indicated that Congress has full authority to enact corrective
legislation in this area, In the court's view:

(Tlhe prevention of duplicative taxation ...
would require national uniform rules for the
division of income.

Tne Court then stated:

While the freedom of the States to
formulate independent policy in this area

may have to yield to an overriding national
interest in uniformity, the content of any



uniform rules to which they must subscribe
should be determined only after due
consideration is given to the interests of
all affected States. It is clear that the
legislative power granted to Congress by the
Commerce Clause of the Constitution would
amply Jjustify the enactment of legislation
requiring all States to adhere to uniform
rules for the division of income. It is to
that body. and not to this court, that the
Constitution has committed such policy
decisions.

The dissenting opinion did not quibble with the premise
that a national standard was desirable. Its point, however.
was that the Court already had sufficient power under the
commerce clause of the Constitution to strike down the
offensive tax formula.

The majority disagreed, noting that this --

...view of the Constitution...would require
extensive judicial lawmaking.

In the summer of 1982, the Supreme Court gave a big boost
to unitary tax reform efforts in its decisions in ASARCQ v,
Idaho and ¥oolworth v. New Mexico. In those cases, the court
implied that the fundamental criterion for defining a unitary
business is "flow of goods" rather than the broader criterion
of "corporate purpose.” Under this criterion, the Court ruled
that the foreign dividend-paying subsidiaries of ASARCO and
Woolworth were not part of a unitary business, and that taxing
the dividends paid by those subsidiaries to ASARCO and
Woolworth violated the due process clause of the Constitution.
In establishing a more stringent threshold for what constitutes

8 unitary business, these decisions went further than my bill



would in restricting taxation of dividends from non-unitary
overseas subsidiaries.

In the Copntainer case, however, the Court retrenched by
saying it would not overturn a state court's decision about
whether a foreign subsidiary is unitary with a corporation in
the state, unless it finds clear and cogent evidence that the
state's decision is beyond the realm of permissible judgment.
This is an extraordinarily high standard of proof for the
taxpaying corporation. The business community regarded the
Container decision as the equivalent of an overturning of
ASARCO and Heolworth. The Court, incidentally, cited absence
of action in Congress as a factor in its decision. As a result
of the Container case, the President set up the Working Group
on the Worldwide Unitary Tax in September of 1983, whose report
eventually led to the Administration's decision to endorse
federul legislation to solve the problemn.

Senator Baucus' second question was why Congressional
action is necessary in view of the clear trend among the states
to repeal the worldwide unitary tax. My reply is that the
state legislatures are too susceptible to the immediate
economic pressures at a given time not to be tempted to revive
a8 unitary tax law even if they have voluntarily abandoned such
a policy in the past. There 1s ample evidence of this danger.
I mentioned the ebb and flow of membership in the Multistate
Tax Comﬁisslon. a8 voluntary association of states designed not

to eliminate the unitary tax but simply to try to bring about
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more uniformity in the state tax laws. The following states
became members and then left the Compact: Florida, Illinois,
Indiana., Nebraska, Virginia, West Virginia. At present, 18

states and the District of Columbia are members.

Let me illustrate the problem of vacillation in the
attitude of the states toward the unitary tax with some recent
examples. Shortly after the Supreme Court's decision in the
Container case, Florida sdopted the worldwide unitary
apportionment to solve some of its short-term budget problems.
About half the multinational corporations that do business in
Florida approached the state's Economic Development Division to
express concerns about the new tax? Sony, IBM, Proctor and
Gamble, Motorola and Coca-Cola all told the Florida lawmakers
thet the new unitary tax would weigh heavily in their future
investment decisions. Florida has since repealed the law.

Other states have had similar experiences. In 1982,
Oregon lost a major American chemical plant. One of the
leading reasons was the state's new worldwide combined
corporate income tax. Oregon has now repealed its unitary tax
as part of a general economic recovery program. The same year
New York passed a unitary tax on oil companies to aid mass
transit. As a result, Mobil 0il moved a 380-employee operation
from New York to Pennsylvania. The next year, too late to keep
Mobil:, the New York legislature repealed that tax.

Unless a federal law is put in place to prohibit worldwide
unitary tax methods, the persistent short~term revenue needs of
the states will perpetuate the state of uncertainty that is
clouding the investment climate and creating diplomatic
tensions with foreign governments., A full and equitable
solution/r;hat is also reliable and laatinglruill require

saotion by Congress.
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STATEMENT OF HON. PETE WILSON, U.S. SENATOR FROM THE
STATE OF CALIFORNIA

Senator WnsoN. Thank you, Mr. Chairman. That is very gener-
ous of you. I am not sure that the legislature there would; but in
any case, my history is not quite as long in this issue as is that of
Senator Chafee, but even before coming here—in fact, long before
coming here—I had more than a casual interest in this subject be-
cause as a mayor of the second largest city in California, I felt that
the efforts that 1 was continually obliged to make in scrambling for
new industry, to accommodate the jobs of the new population that
incessantly comes daily to California, that success was being im-
paired substantially by the existence of a unitary tax which, rather
than encouraging investment from foreign sources, was discourag-
ing it.

I may be obliged to file this for the record and spare you; you
may advance on your time schedule.

Mr. Chairman, before addressing this issue, I do wish to thank
you and Chairman Packwood for accommodating both Senator
Chafee and me and others who are interested in this issue by
having this hearing when Chairman Packwood gave me assurance
that he would hold the hearing upon the disposition of the tax
reform bill. I must confess that I was a little disspirited by that be-
cause I wasn’t at ell sure last winter that we would ever get to this
point. I congratulate him and you and others who have brought it
to pass, and I must say that you have all been as good as your
word. Here we are, less than 48 hours after the Senate has agreed
to the conference report; so I again congratulate you and Senator
Packwood and, true to his word, we are here.

Mr. Chairman, when I introduced S. 1974, the Unitary Tax Re-
pealer Act, in December of last year, along with Senator Mathias
and Senator Hawkins, I did so for one very simple reason; and that
was that the use by a small group of States of the worldwide uni-
tary method of taxation was threatening to touch off an interna-
tional tax war, as you have observed, between our country and
some of our closest allies and trading partners. President Reagan
gave his pledge to our trading partners that he would seek congres-
sional action that would preempt the States imposition of the uni-
tary tax, and his proposal to do so is embodied in S. 1974.

Almost from the beginning of our Nation, as both you and Sena-
tor Mathias very eloquently have recited that histogy, there have
been instances of conflict between the desires of the States and the
interests of the Federal Government.

Such is the case with the use of the unitary tax method. Few
things are as near and dear to a State’s Governor, as I am sure you
would agree; and I would recall from my days in the legislature the
States’ power to tax. So, I am sure that it was not lightly that the
President, himself a former Governor, decided to call for Federal
preemption and it was not without careful consideration that I de-
cided to sponsor the administration’s bill.

I will later have a word to say in response to Senator Baucus’
question with regard to constitutionality; but nonetheless, as funda-
mental as the States’ taxing power may be, it cannot be allowed to
disrupt the free flow of international commerce and, indeed, a case
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that I am going to discuss later is one that rests upon the com-
merce clause.

Seeing such a disruption, it is evident that the Federal Govern-
ment must step in. This is not a violation of federalism; I would
argue that instead it is a mandate of federalism. Among the %-ou
of States that were utilizing the unitary method at the time when
introduced my bill, the largest was my State of California, which
parenthetically has an economy greater than all but six nations.

And despite repeated efforts of many in my State, the unitary
tax remained on its books. I am pleased—and that doesn’t quite de-
scribe it—that in the ensuing months for most corporations operat-
ing internationally, California repealed its unitar{ tax. And after
the hard work of many in the legislature and the leadership of
Governor Deukmejian, the new tax law was signed on September 5.

This change in California’s tax laws was not easy for there was
significant cost to the State treasury, a cost that was somewhat re-
duced by reconciling State law with the Federal tax reform bill;
but it was a cost that Governor Deukmejian and the legislature re-
alized must be paid to address reasonable international concerns
and to retain California’s attractiveness as a State in which to
invest.

Briefly, the new State law allows companies to opt out of the uni-
ta;i]system, electing to be taxed on a water’s edge basis. Those
making this election must pay a fee of 0.03 percent on its assessed
property, payroll, and sales in California, though this could be re-
duced to 0.01 percent if investment in the State is increased over a
certain base level. Seventy-five percent of foreign source dividends
would generally be excluded from a company’s income.

Finally, the effective date of the iaw is January 1, 1988, which
responds to the threat of the retaliatory legislation enacted by the
United Kingdom.

These changes are commendable and. in fact, were necessary in
order to forestall that retaliation by the United Kingdom and that
threatened by virtually all of our trading partners who have regis-
tered disapproval. And while I am pleased to see this major new
law on the ks, like the Federal tax reform bill, it may need a bit
of refinement in the next year. Indeed, Mr. Chairman, the legisla-
ture realized that its work might not yet be done when it ordered a
study be completed early next year on the new law’s treatment of
U.S. incorporated companies doing business abroad, so-called 80/20
corporations.

It is not enough to address international concerns, if it is done in
such a way that some U.S. companies are left at a competitive dis-
advantage in overseas markets. Such a situation would undercut
our country’s efforts to arrest our runaway trade deficit. And if the
only option is for a company to change ito place of incorporation to
a foreign country, this, too, clearly could tgreaten to undercut our
international competitiveness if, in so locating, a company would
endanger its trade secrets, its patents, its trademarks, or copy-

ts.
nql'hese are the major questions on which California must focus
next year in reviewing the study of the State franchise tax board.
As for Federal remedial efforts, it appears that there is no immedi-
ate need—at least the urgency that existed a year ago this time.
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Three States—Montana, North Dakota, and Alaska—retained the
unitary method, but the sheer size of California’s economy and the
sheer number of multinational corporations operating there makes
its final resolution of the issue most significant to the debate at the
Federal level.

I would, at this point, simply ask that the committee continue to
follow the consideration of the unitary tax issue by California and
by the three remaining unitary States to see how they resolve the
remaining problems, both from the perspectives of international
economy and also that of U.S. international competitiveness.

With regard, Mr. Chairman, to the very pertinent question asked
by the Senator from Montana, a distinguished member of this com-
mittee, I would point out that what is at stake here is not the au-
thority under the Constitution of a State to tax. I think that is
beyond question, but what complicates the question and what we
are dealing with here is the sourcing of income within the borders
of the States.

There is no question, I should say, that there is authority re-
served under the Constitution to tax income and activity that can
be legitimately sourced within the borders of the State; but I think
that the question is much less clear when we are talking about
what is in fact the target of the unitary method. There is a conflict-
ing provision, the commerce clause, which modifies the right re-
served to the States to tax income and activity generated within its
own borders. The Supreme Court, I think, has determined that lim-
ited indirect Federal involvement in some aspects of State taxation
is not an infringement on States rights. In fact, in the Mormon
case in 1978, it stated:

It is clear that the legislative power Franted to Congress by the Commerce Clause

y

of the Constitution would amply justify the enactment of legislation requiring all
States to adhere to uniform rules for the division of income.

So, again, what we are doing is not prohibiting the ability to tax.
Legislation that seeks to prohibit unitary worldwide income tax-
ation doesn't change the States’ taxing jurisdiction. The States
retain territorial taxing jurisdictions; they are free to tax all
income that arises within their borders, but legislation prohibiting
worldwide unitary income taxation, while not affecting the level or
the rate of State taxation once income has been sourced within the
States’ borders, does aim at a different target.

It says that while the States are free to tax at any rate and by
any method that they choose that income generatedy within their
own borders, they are not permitted to engage really in a taxation
that would interfere with the commerce clause; and I think that
very clearly that is what has arisen, and that is what has given
rise to the retaliation by the United Kingdom, which is contingent
upon our responding by the end of this year.

So, Mr. Chairman, I think that harmony requires not only that
we address the problem, but it also requires—as I think you will be
told by Secretary Mentz when he testifies—that the United King-
dom forebear from what would in fact be a violation of tax treaties
that we have with them and with our other trading partners; but
the ugly situation, as Senator Mathias described, has developed
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and it is that in the view of the United Kingdom and others, we
have violated that tax treaty.

I think that there is a need to go further, but at this point, I
think that we should not only commend California for its efforts,
but also work with them as they go forward on the study that
seeks to determine the need to refine further the legislation that
they enacted less than 3 weeks ago. I thank Kou very sincerely for
the cooperation which you, Mr. Chairman, have afforded in par-
ticular to bringing about this hearing date. I like to think that the
knowledtge that there was to be a hearing and that there were two
pieces of legislation has at least had a salutary encouraging effect
on the efforts in California.

Senator CHAFEE. Thank you, Senator Wilson. I am interested in
this, and I am looking forward to hearing the extent of the problem
nationally because I think that it is a serious one. I noticed the
States involved; there are only three States, and they are not major
manufacturing States although I sup all of them have a consid-
erable amount of international trade. Let's see how much of a
problem that is. In other words, if the problem is minor, we would
probably be reluctant to have Federal legislation and, obviously, we
would prefer that the States take some kind of action, as California
has. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Senator Wilson, I
want to compliment you. You have done a super job here. I think it
is clear that the worldwide unitary system has caused some prob-
lems, not only for major international companies, but also for
Great Britain and some other countries. And you have worked
hand on this issue. Frankly, I think as a matter of policy, you are
not too far off the mark. The question is how we resolve it. It
seems to me there are three very basic questions. One, do the
States that employ the worldwide unitary system violate the for-
eign commerce clause of the Constitution? they impede com-
merce? The answer to that is clearly “No.” The Supreme Court has
:poken on that issue, squarely; no, they do not under the Constitu-
1on.

The second question that you raised is does the Federal Govern-
ment have the power to limit States’ unitary method. And again,
that is clear; yes, it does have the power. I think we have the right
under the supremacy clause to do so, under the foreign commerce
clause to do so.

The third question, though, is: Should we? Should the Federal
Government so limit? That is the question we are facing here. And
I just suggest that in view of State trends, in view of the size of the
economies of the three remaining States—which do not quite
match that of California’s—though we in Montana hope that we
are moving in that direction and particularly due to the difficulty
many States are having these days in raising revenue, the unitary
method should remain an option.

As we here cut back in grants to States and revenue sharing, et
cetera, States are under more and more pressure to raise revenue
if they so choose. The States should have that right, should have
that option; and I don’t know that we should begin to go down that
slippery slope, down that trail of limiting States rights to raise rev-
enue when, in this particular case, the Supreme Court has ruled

67-908 0 - 87 - 3
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that the Constitution is not contravened, not violated, and also be-
cause the trend is for States to cut back on their own volition.

States want to attract foreign commerce. They want companies
to do business in their States, and I think that is the reason why
California modified its laws, and it is also why various States who
still have the unitary tax are at least addressing the question of
whether they should so modify. But I think, the bottom line is that
given the circumstances, it would be inappropriate for Congress in
the year 1986 to so limit States’ taxing authority. Thank you, Mr.
Chairman.

Senator CHAFEE. Thank you very much, Senator. We appreciate
your testimony.

Senator WiLsoN. Thank you ver{ much.

Senator CHAFEE. If you would like to sit up here, we would be
delighted to have you; or if you have other engagements, of course,
we would recognize that.

Senator WiLsoN. Thank you verK much, Mr. Chairman. I might,
as a parting comment, say that I think that Senator Baucus’ obser-
vation about the motivation that the States have may be disposi-
tive of the issue and make academic further effort. I think the ju-
risdiction that we have to act is not only a continuing impetus to
do so on the part of the States, but if the experience that these
States have is like that of California, they will encounter, I think,
some would-be investors who are quite outspoken in their articula-
tion of this as an impediment to investment.

The best example I can think of that is Mr. Morita, chairman of
Sony, who told the former Governor of California—not Governor
Reagan, but Governor Brown—that in no uncertain terms his
desire to expand his operation, which already existed in my city,
was not going to go forward precisely because he was unwilling to
see his worldwide assets subjected to the unitary method of tax-
ation. And he was as good as his word. He did expand and not in
California. Thank you.

Senator BaAucus. And not in Montana.

Senator WILsON. And not in Montana.

ughter.]

glator CHAFEE. All right. Thank you very much, Senator. And

now, Roger Mentz, Assistant Secretary for Tax Policy, De ment

of the Treasury. Why don’t you proceed? And if you want Mr. Cha-
ton or anyone else with you, that will be fine; they are free to

Join you. Mr. Mentaz.

STATEMENT OF HON. J. ROGER MENTZ, ASSISTANT SECRETARY
FOR TAX POLICY, DEPARTMENT OF THE TREASURY, WASHING-
NN’ DC
Mr. MenTz. Good morning, Mr. Chairman and Senator Baucus. I,

too, would like to congratulate the Senate Finance Committee on a

major victory on tax reform, the President’s No. 1 priority. Like

the Senate Finance Committee, the Treasury Department never
sleeps. Although there are those who wish we did. [Laughter.]

I think it is fitting that this hearing comes so immediately on the
heels of tax reform use unitary tax is also a very high priority
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issue within the Administration. In my judgment, we are close to a
solution to this vexing problem.

It is my pleasure to present the views of the Treasury Depart-
ment on S. 1974, the bill introduced by Senator Wilson that ad-
dresses State taxation on the worldwide income of corporations and
their affiliates. In general, this bill would prohibit States from levy-
ing corporate income taxes on a worldwide unitary basis, would re-
quire States to tax foreign source dividends in an equitable
manaer, and would provide additional Federal assistance to the
States for the administration and enforcement of their corporate
income taxes. As you know, this legislation was drafted by the
Treasury Department at the express direction of the President and
was introduced last December with the full support of the adminis-
tration.

Senator CHAFEE. Mr. Mentz, I know you have a lengthy state-
ment.

Mr. MenTzZ. Yes, and I am not going to read it all.

Senator CHAFEE. All right.

Mr. MeNnTz. I will keep it brief and then take questions.

Senator CHAFEE. We will put it all in the record.

Mr. MenTz. All right, fine. As you know, we have the result that
all States except three have adopted some form of water’s edge uni-
tary approach. The three States that have not are Alaska, Mon-
tana, and North Dakota. They still continue to have a worldwide
unitary basis tax. They are still a problem. Furthermore, Califor-
nia’s legislation also has some elements in it that are inconsistent
with the President’s statement, and with S. 1974. We believe, how-
ever, that since there has been such significant progress, that re-
strictive Federal legislation is not warranted at this time.

Senator CHAFEE. What significant progress, if I could interrupt?
Other than California, has anybody else repealed?

Mr. MenTz. Yes. All other States except three; we are left with
Alaska, Montana, and North Dakota.

Senator CHAFEE. I know, but did any of the other States have it?
How many other States had it?

Mr. MeNTz. At the time the Worldwide Unitary Taxation Work-
ing Group started, there were 12 States.

nator CHAFEE. Oh, I see.

Mr. MENTz. So, we are down to three, and obviously, the most
significant progress is California. So, our position, Mr. irman, is
that congressional action on S. 1974 should be deferred until the
remaining worldwide unitary States have a full opportunity to act.
California has an opportunity to consider and respond to comments
on its recently enacted legisiation, and we have an opportunity to
evaluate the operation of water’'s edge legislation in the States that
have gone to the water’s edge.

We don’t think a treaty solution is the right answer. We think
that is inappropriate because it only provides a resolution for for-
eign-based multinationals, not domestic. And since we have advo-
cated broader Federal support of State tax collection activities, we
would propose to go forward with that. And to the extent that the
legislation, S. 1974, embodies provisions—the so-called spreadsheet
provisions—that would assist States, we recommend that that legis-
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lation be enacted as soon as practicable, which probably means the
next Congress.

Rather than go into any further details of my testimony, let me
just say that there are really three problems that concern us with
respect to California.

First of all, the election fee. The California legislation requires
an election fee of the greater of 0.01 percent of the taxpayer’s cur-
rent g'ear property, payroll, and sales or 0.03 percent of the value
of 1986 property, payroll, and current year sales. That is a fee, Mr.
Chairman, that must be paid in order that a taxpayer can elect
water’s edge unitary.

The position of the administrstion is that a taxpayer ought to be
entitled to water’s edge unitary without the payment of an election
fee, or at least not a significant election fee. California has come a
long way. The election fee is significantly reduced from the original
election fee that was quite a bit larger. Nevertheless, 0.03 percent
is not insubstantial.

A second point is regarding the so-called 80/20 issuc. These are
U.S. corporations that conduct most or all of their business in for-
eign jurisdictions. California treats those companies as within the
water’s edge. The Federal legislation would treat them 8 without
the water’s edge, that is outside of permissible combinations of
water’s edge unitary. The one exception in the Federal model is
that a corporation doing business in Puerto Rico is within the
water’s ed?e; paradoxically, it is outside the water’s edge in Califor-
nia’'s legislation. Putting possessions’ corporations aside, I think
that California is on the wrong track where it takes 80/20 corpora-
tions and brings them inside the water’'s edge.

On foreign dividends, California is close on foreign dividends. It
provides a dividends received deduction of 75 percent; however, it is
tied to the relative amount of payroll outside the United States and
inside the United States. We don’t think it should be tied to pay-
roll; we think it should be an absolute exclusion. Seventy-five per-
cent is probably close enough to the Federal model of 85 percent. It
is pglincipally these three aspects of California that would cause us
problems.

Let me just conclude, Mr. Chairman, by restating that because of
the recent enactment of State legislation on the unitary issue, we
do not recommend adoption of restrictive Federal legislation at this
time. We believe further progress is required to address the con-
cerns we have raised; and if such progress is not forthcoming
within a reasonable timeframe, we may recommend reconsider-
ation of the legislation in the future.

Our goal is the elimination of the mandated use of the worldwide
unitary method of taxation. We continue to support the portions of
the legislation that provide assistance to States in implementi
the separate accounting method. Mr. Chairman, I would be pl
to answer your questions.

Senator CuAree. All right. Now, Mr. Mentz, as I understand
what you are saying, you don’t want us to do anything now. You
want these States to have what you call a full opportunity to act.
Haven't they had a full opportunity to act previously? And what
makes you think that some more time is a fuller opportunity?
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Mr. MenTz. They have had a full opportunity to act, and I think
the actions have been very significant. We have nine States that
have gone to a water’s edge approach, including California which,
mani' gople thought, California would never get there. And I
thin nator Baucus was exactly right when he congratulated
Senator Wilson. I think the Federal initiative on this has played a
major role in achieving the movement that we have seen.

nator CHAFEE. We haven't ‘“‘cowed” Montana or Alaska or
North Dakota.

Mr. Mentz. I think we are getting close. Some of those States do
not have legislative sessions every year; and I think there are indi-
cations that we are moving in the right direction there. But also, I
think California——

Senator CHAFEE. I have a lot of respect for the State government
legislators, but I suspect one person from Sony talking to them is

robably as strong an influence as any suggested movement by the

ederal Government.

Mr. MenTz. I think you are completely correct there. There was
a very substantial initiative on the part of the private sector to get
California to move, and I think that was also a contributing factor.

Senator CHAFEE. But I thought you said that you didn’t want us
to move on Senator Wilson’s entire bill. I thought you said some-
thing about proceeding with the accounting provisions.

Mr. MeNTz. I think so. They are called the s%x;eadsheet rovi-
sions, and would provide that more information filed with the
Federal Government. by international corporations. And that infor-
mation would be available to the States. That would be beneficial.

Senator CHAFEE. Does that require legislation?

Mr. MENTz. Yes.

Senator CHAFEE. Let me ask you another question. As I under-
stand it, some of these companies that indeed do 80 percent or
more of their business overseas keep their U.S. corporation cover,
itéyou will, or operate through the U.S. corporation because of their
efforts to protect their trademark. Is that correct?

Mr. MenTz. | think that may be true in some cases, yes.

Senator CHAFEE. Yes. All right. Let me ask you your thoughts.
We are very anxious in the Congress, and I think especially in the
Senate and especially in this committee, to do all we can to in-
crease our assistance in the competitive position of U.S. corpora-
tions. Do you find this diminishing that competitive position or
harmful to it?

Mr. MExnTZ. Do you mean the--—

Senetor CHAFEE. The fact that some States have a unitary tax; or
put i‘i?; the other way around, that we have not outlawed them, as it
were

Mr. MenTz. Oh, yes, absolutely. That has certainly been the ad-
ministration’s position. Secretary Baker has.articulated that in let-
ters; 8o has Secretary Shultz. I think there is no question that the
worldwide unitary method has had an adverse effect both on the
ability of the United States to attract business and also for U.S.
companies with international business to be competitive.

Senator CHAFEE. Could you touch on that final thought?

Mr. MENTZ. Yes.
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Senator CHAFEE. The capability of the U.S. corporations to be
competitive; wh}' is that harmed because Alaska has a unitary tax?

Mr. MenTz. It is harmed because—well, let's take California
before 1988. For a U.S. company that has foreign operations, both
the worldwide unitary method and their—what we regard as—in-
etLuitable treatment of foreign dividends puts them in a position
where there is a greater chance of international double taxation
because this method of taxation has a tendency to doubly tax
income that has already been taxed on a separate accounting
method by some other country. For a corporation that is incorpo-
rated in Germany, for example, that doesn't have that method,
they are not going to have the double taxation potential that a U.S.
company doing business in California would. So, we do regard it as
a factor that lessens the competitiveness; it is not as significant as
exchange fluctuations, just to put it in perspective, but it neverthe-
less is a factor.

Senator CHAF=RE. I think our approach—at least my approach—is
that I don’t think we are going to find one single thing that we can
tie to to say “Eureka,” that is going to solve our international com-
petitive position. I think our international competitive position is
made ug of 15 different items.

Mr. MEeNTz. I agree with that.

Senator CHAFEE. And against every single one of them, the argu-
ment can be made, as it is m- le, say, against making drastic
changes in our Foreign Corrupt ¥ractices Act. Oh, it doesn’t make
that much difference. True, it doesn’t make that much difference,
nor does this, nor does a whole series of other things; but it just
seems to me that our approach has got to be to take every little
thix_ltg. we can do and change it so that we can help this competitive
position.

Mr. MeNTz. I totally agree with that.

Senator CHAFEE. Senator Baucus?

Senator Baucus. Thank you, Mr. Chairman. Secretary Mentz, I
very much with the comments Xou made and the chairman
made about the degree to which worldwide unitary does adversely
affect the U.S. competitive position. I think it is true; and I also
firmly agree that the list of items that we have to pursue and ac-
tions we have to take are endless. It is either infinite impotent or it
is one. The one is either attitudinal or cultural.

The United States is either going to compete or not going to com-
pete. That basically comes down to the U.S. culture and what it
means to be an American these dais.

I think that worldwide unitary should be repealed in the remain-
ing three States. I, however, think that due to the Supreme Court
decision and other reasons that I have alreadK indicated that that
is basically up to the States to decide, whether they want to go
ahead and repeal or not.

Do you know yet what the British reaction is to the California
decision?

Mr. MenTz. The British Government issued a statement shortly
after the California action in which it praised it as a major step
forward and indicated that it was the general belief that it was
very much progress in the right direction. Certainly, the tone of
the statement, I would say, was inconsistent with a retaliation,
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January 1, 1987. They have not stated what their position would be
on the retaliatory legislation, but I would be very surprised if their
attitude was not very similar to our attitude, which 1s, that this is
a major step forward; let's wait and see if the other three States
are taken care of and if these other points are favorably resolved in
California. If that all works out, I think the unitary problem will
go away.

Senator Baucus. Is the administration pressing the United King-
dom for an answer or a position?

Mr. MenTz. No.

Senator Baucus. When do you expect to receive one?

Mr. MenTz. Within a short timeframe; a couple of weeks prob-

ably.

gve'nator Baucus. All right. Are there other countries besides the
United Kingdom which have enacted retaliatory legislation?

Mr. MeNTz. No, not that I am aware of. Other countries have ex-
ggo;lswd serious concern. We have had concern expressed by Japan,

ada, Germany, France, The Netherlands. In fact, The Nether-
lands has expressed a reluctance to continue treaty negotiations
until worldwide unitary is resolved. So, we get the pressures of
worldwide unitary coming at us in various different ways; but I
think this action in California greatly relieved those pressures,
maybe not completely but to a large extent.

nator Baucus. Thank you.

Senator CHAFEE. Since the California action does not take effect
until, as I understand it, January 1, 1988, too, it is not complete. It
is three-quarters, I suggose; but I should think somebody like the
Shell Co. headquartered in The Netherlands would be very upset
over this and thus the Netherlands Government upset over the
unitary tax system.

Mr. MeNTz. The Netherlands Government certainly is, but I
think most companies—I am not sure what the position of Shell
is—but most companies regard the California solution very much
as we do—as not perfect, with its flaws—but nevertheless a major
ste& forward.

nator CHAFEE. Senator Wilson.

Senator WiLsoN. I have a guestion that I think Secretary Mentz
can amplify a little bit. In addition to the nine States that contin-
ued to retain the unitary method at the time the working group
ﬁOt under way, was there not a far greater number that briefly

irted with the idea and, in fact, went further and embraced the
unitary method and then repealed it? At one point, it seems to me
that it got up to pretty close to half. Florida, as I recall, was a
State that had it, if I am not mistaken, and quickly learned the
error of its ways and then rescinded the action. It is not important,
but it goes to your question, Mr. Chairman, as to the extent of the

roglem. At one point, this was like a real contagion sweeping the
and.
Mr. MEeNTz. I can get You the number, Senator Wilson. Just to
amplify that point, I would say it is no:f's%st the worldwide unitary
method that is a problem here. It is the taxation of foreign
dividends because, for a U.S. company that has foreign subsidiar-
ies, even if that State is not on a worldwide unitary method, if the
dividends of the earnings are taxed fully in the jurisdiction where
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the profits are gf.nerated and then they are taxed again when repa-
triated to the U.S. parent, it will be an effect of double taxation
similar to the results that would be attained under worldwide uni-
tary.

, g)omfress in that respect is also welcome and has been occur-
ring. So, I think we are seeing sort of the end results of a long cam-
paign here that Senator Mathias really sort of started 20 years ago;
and I think we are starting to see the fruition of the results.

Senator CHAree. What bothers me a little bit—I remember
when this was spreading; I remember just as Senator Wilson that
it lopped against the shores of our State, and our Governor
achieved some renown with international corporations by sayini
that he would guarantee we wouldn’t have it in our State, and I
think the legislature supported him. So, that was a plus.

But what bothers me 18 that we may get a series of repeals but
not total repeals; and vestiges of it will remain as apparently it has
in California. Now, Senator Wilson, as I unders what you were
saying, you are hopeful that those remaining parts will be elimi-
nated likewise. Is there much hope for that?

Senator WiLsoN. I think there is substantial pressure for them to
be eliminated from California-based corporations who feel, Mr.
Chairman, that they had a comparative and competitive disadvan-
tage with some of their most active competitors who are for&iﬁn
based. So, I would say that there is substantial pressure upon Cali-
fornia to go further than they have. On the other hand, for many,
many years, there was substantial pressure upon them to take
even the first step. And the problem is that they got hooked. The
revenues increased markedly over the years, and I won’t accuse
any State official of being greedy because, of course, it is not his
money, it is th:egublic's money; but what happens frankly is that
they were seduced by the easy source of income, much easier to tax
those beyond your borders and particularly activity beyond your
borders than to tax your own taxpayers. And they were not only
seduced but, in contrast to most other seductions, the magnitude
grew enormously.

Senator CHAFEE. Well, let’s not pursue the analogy too far——
[Laughter.)

Let me just say that——

Senator WiLsoN. I thought seduction was a politer word than the
one I have heard most peo(rle use. [Laughter.]

Senator CHAFEE. I would assume that, as a result of the changes
that California has already made, Erobably the major source of the
revenue has now been lost, and the remaining is far less or
less significant certainly in the total California budget. So, maybe
there is a chance of achieving those repeals elsewhere.

Senator WiLsON. Yes.

Mr. MeNTz. Mr. Chairman, just to elaborate on that same point,
there is a report required under the California legislation on this
80/20 issue. I believe it is due in March of 1987. So, before the Cali-
fornia legislation becomes effective, there will be this report in
which, I would expect, there would be pressure to change the 80/20
provisions. And aﬁ. I would reiterate what I said before that if
these points are not cleaned up—either in California or the three
other States—am fully serious 1n representing the administration'’s
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intention to bring the Federal legislation back if need be. So, I be-

lsieve that is kind of a healthy curb on potential inaction by the
tates.

B Senator CHAFEE. All right, fine. Thank you, Mr. Mentz. Senator
aucus.

Senator Baucus. Before Secretary Mentz leaves, I have here a
letter which is, if nothing else, an interesting historical footnote. It
is addressed to a Member of Congress, and it concerns legislation
on sﬁl:e ability of States to tax certain items. The letter in part
reads:

Federal intervention in State tax matters is objectionable in principle.

And it goes on and says:

The solutions of the legitimate problems of interstate tax should lie in uniformity
rather than in the preferential exclusion to multistate businesses from State tax-
ation. Several States, including California, are working on these problemuy, and con-
siderable progress has been made.

I bring this up to show the consistency of the author, who not
only made that statement but basically takes that same position
here with regard to the unitary tax—that the State of California is
working on it; this letter is signed by Ronald Reagan, the Governor
of California, in 1967.

Senator CHAFEE. A historical footnote.

Senator Baucus. Right. I will leave it at that.

Senator CHAFEE. All right. Let's proceed. The next panel is Mr.
Hurston, assistant vice president and director of tax administra-
tion, The Coca-Cola Co. of Atlanta, GA; John D. LaFaver, director
of the department of revenue of the State of Montana; Thomas H.
Boggs, counsel, Unitary Tax Campaign; and Jere W. Glover, gener-
al counsel, the National Small Business Association.

So, gentlemen, if you will take your seats, and we will have to
enforce the 5-minute rule. It is my intention to complete these
hearings by 11:30.

Senator WiLsoN. Mr. Chairman, before this panel of witnesses
begins, if I may just make one point, mindful of the time? Title III
of S. 1974, the so-called spreadsheet legislation, really is important
to the States if we are going to ask them to forebear trom this reve-
nue source or this method of sourcing income to be taxed. They are
entitled, we have established, to tax on some reasonable basis; and
the information that they need in order to legitimately tax really is
unavailable to many of them. It is unavailable, I am sure, to the
smaller States; it is unavailable to a State as large as California
and one which, like California, has vigorously sought to tax.

The Franchises and Tax Board has offices in New York City. I
don't know where else, but nonetheless, it is only the Internal Rev-
enue Service that really has access to information of the kind that
they will require in order to be provided an slternative of the kind
that we are hoping they will assume.

Senator CHAFEE. So, the solution to that, what you are suggest-
ing,eis what Mr. Mentz said about the accounting provision?

nator WILSON. Absolutely.

Senator CHAFEE. All right, fine. Thank you. Mr. Hurston, why
don't you proceed for Coca-Cola?

[The prepared written statement of Mr. Mentz follows:]
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SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
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SENATE FINANCE COMMITTEE
UNITED STATES SENATE

Mr. Chairman and Members of the Committee:

Thank you for this opportunity to present the views of the
Department of the Treasury on §. 1974, a bill introduced by
Senator Pete Wilson that addresses state taxation of the
worldwide income of corporations and their affiliates. In
general, S. 1974 would prohibit states from levying corporate
income taxes on a worldwide unitary basis, would require states
to tax foreign source dividends in an equitable man-er, and would
provide additional federal assistance to the states for the
administration and enforcement of their corporate income taxes.

As you know, this legislation was drafted by the Treasury

8-277
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Department at the express direction of the President and was
introduced last December with the full support of the
Administration. 1Identical legislation was introduced in the

House of Representatives as H.R, 3980,

I am pleased to report that, since the introduction of the
legislation, ldaho, New Hampshire, Utah and, on September 5,
California, have enacted "water’'s edge" legislation. The
Administration applauds these states’ actions. These state
legislative developments go a long way toward resolving the
difficult unitary tax issue. Moreover, they illustrate the
successful operation of the Federal system. These and the other
states that have moved away from the worldwide unitary tax system
in recent years recognize that their interest, and the national
interest, lies in a single, coherent approach to taxing
international income that minimizes tax-related impediments to

international flows of investment capital.

We have not, however, reached the end of the road with
respect to this issue. Though the econumic impact is not great,
three states {(Alaska, Montana, and North Dakota) continue to
impose tax on a worldwide unitary tasis. As I will discuss
below, we also have concerns regarding elements of the California
legislatiun. We believe, however, that such significant progress
has been made that restrictive Federal legislation is not
varranted at this time. Rather, we believe that Congressional

action on S. 1974 should be deferred until the remaining
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worldwide unitary states have a full opportunity to act,
California has an opportunity to consider and respond to comments
on its recently enacted legislation, and we have an opportunity
to evaluate the actual operation of water’s edge legislation

passed by the several states when fully in effect.

We also do not believe that a treaty resolution of the
unitary issue is necessary or appropriate at this time. Because
a treaty would offer relief from worldwide unitary tax to foreign
based multinationals while not addressing the inclusion of
foreign dividends to domestic multinationals, a treaty resolution
does not by itself satisfy the principle of ensuring competitive
balance among similarly situated businesses. We therefore view a
treaty approach to the issue as the least desirable of possible

alternatives.

While /e do not believe that restrictive federal legislation
is called for at this time, the Administration has advocated
broader federal support of state tax collection activities.
States have moved away from the worldwide unitary method in part
in reliance on the Administration's representations in this
regard. To the extent possible without legislation, the
Administration has already moved to provide greater assistance to
the states. We continue to be committed to providing such
federal support and believe that the portions of S. 1974 that are
directed to that objective should be enacted at the earliest

practicable time.
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The progress made on this difficult issue is a tribute to the
wisdom of President Reagan’s decision in 1983 to seek a
cooperative solution by convening a Worldwide Unitary Taxation
Working Group, consisting of representatives from states,
business and the rederal government, to address the issue, It is
also a tribute to the leadership evidenced by the state officials
and leaders of domestic and foreign-controlled multinationals
that have together forged compromises in states across the
country. We expect that these participants will continue to
demonstrate the same leadership as we attempt to address the

remaining concerns relating to the worldwide unitary tax issue.

In the remainder of my testimony I will discuss the
background of the worldwide unitary issue, the proposed Federal

solution, and concerns raised by the California legislation.

I. BACKGROUND

A. Separate Accounting Versus Worldwide Unitary Combination

The operation of a business enterprise across state or
national boundaries requires each jurisdiction to determine what
portion of the enterprise’s income it will tax. The objective of
each taxing jurisdiction should be to attribute to itself an
amount of the income of the multijurisdictional enterprise that
is appropriate in relation to the economic activity conducted in
that jurisdiction. Frailure of any of the taxing jurisdictions to
assign the income to the respective jurisdictions of operation

under a consistent accounting method may tesult in over-taxation
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(allocation of some income to more than one jurisdiction) or
under-taxation (failure to allocate some income to any
jurisdiction) of the enterprise’s income. Two fundamentally
different accounting methods may used for assigning or
apportioning the income of a multicorporate enterprise: (1)
separate accounting; and (2) formula apportionment based on

unitary combination.

1. Separate Accounting - The longstanding policy of the

federal government has been to require the use of the separate
accounting method to allocate the income of a multicorporate
enterprise among the national jurisdictions in which it operates.
Under this method, taxable income is determined separately for
each individual corporation in a multinational ente.prise, and
each corporate entity of the multicorporate enterprise is then
separately subject to tax. Possible income-shifting between
related corporations for tax avoidance purposes is controlled by
requiring "arm’s length” pricing for all transactions with
related parties. That is, flows of goods and services between
related or commonly owned corporations are required to be valued
at prices corresponding to those that would govern transactions

between unrelated entities operating at arm’s length.

The separate accountino method i{s the accepted international
standard for determining the multinational corporate income to be
assigned to each taxing jurisdiction. This standard underlies

our treaty relationships with other countries and is virtually
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universally applied around the world. The separate accounting
method, when properly applied, produces a reasonable allocation
of income among related entities and thus results in equitable
tax consequences where more than one tax jurisdiction may have a

claim to tax the income of a multinational enterprise.

2. Worldwide Unitary - To understand the worldwide unitary

method, it is first necessary to understand the formula
apportionment method used by all of the states that impose a
corporate income tax. When a state imposes an income tax on
business income, it may constitutionally tax only that income
arising from or attributable to activities conducted within its
geographic territory. Because of this limitation, all forty-five
states that levy corporate income taxes determine their share of
the taxable income of a single corporation that operates in
several states by means of apportionment formulas based on
business activity. Under this formula apportionment approach, if
a single corporation operates in several states, the taxing state
attributes or apportions a portion of the corporation’s income to
its jurisdiction on the basis of relative levels of business

activity.*

* If, for example, 10 percent of the corf. ion's total business
activity (generally measured by payroll, .roperty, and sales)
is determined by a particular state’s apportionment formula to
occur within that state, than 10 percent of the corporation’s
total income will be subject to that state’s corporate inconme
tax.
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Approximately one-half of the states that impose corporate
income taxes also use the formula apportionment method to
determine their share of the income of a multicorporate business
enterprise conducting business in several jurisdictions through
affiliated corporations. These states first require that income
of affiliated corporations engaged in the same line of business
and operating under common managemeut and control (i.e., engaged
in a "unitary business") be combined. Their apportionment
formula is then applied to the income of the combined unitary
business in order to determine the total taxable income of the
affiliates attributable to their jurisdiction. After the recent
legislative actions become effective, all but three of the states
will limit the scope of the unitary combination to those
corporations engaged in business activities within the boundaries

of the United States, that is, within the "water’s edge".

Under the worldwide unitary method of taxation that is the
subject of the controversy, the total income of all individual
companies in the global unitary business is aggregated, (i)
regardless of whether the affiliated corporations are foreign or
domestic; (ii) regardless of whether an affiliate has a tax nexus
with or presence within the state in question; and (iii)
regardless of whether the income of the other affiliates would be
treated as derived from foreign or domestic sources under federal
tax rules or generz)ly acceptad principles of international

taxation. A share of the aggregated income of the worldwide
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unitary group is then assigned or apportioned to the taxing state
on the basis of an apportionment formula that reflects relative

levels of business activity inside and outside the state.

In an environment in which separate accounting is the
genecally accepted rule, state taxation on a worldwide unitary
basis creates a clear risk of double taxation. This risk exists
because formula apportionment assumes that the business activity
of a unitary business is equally profitable in all jurisdictions,
whereas separate accounting assumes that indivadual corporations
operating under different market conditions can earn different
rates of return. Indeed, if other taxing jurisdictions
consistently apply separate accounting principles, while a state
applies the worldwide unitary method, double taxation generally
will result in each case in which the relative profitability of
the investment in the unitary tax state is less than that of the

affiliated out-of-state operations.

Because of this potential for double taxation, foreign
governments and ugl}inational businesses have strenuously
objected to state uge of the worldwide unitary method. As a
tesult of the application of the worldwide unitary method, our
international economic relationships have been adversely affected
and foreign investment in the United Steates may have been

discouraged.
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B. Bistory Of The Unitary Issue

Poreign objections to the unitary method of taxation first
became an important policy issue in the early 1970's. The United
Kingdom strongly expressed its objections to state unitary
taxation at that time in the course of negotiations to revise the
U.S.-U.K. treaty. When the renegotiated U.S.-U.K. income tax
treaty was originally submitted to the Senate for ratification in
1976, it contained a provision, Article 9(4), that would have
excluded British parents of U.S. subsidiaries from unitary
combinations when the parents themselves were not doing business
in the United States. Opponents of the provision prevented
ratification of the treaty with the unitary tax provision.
Although there was strong sentiment in the U.K. for not ratifying
the treaty without Article 9(4), further negotiations led to
ratification of the treaty without a unitary provision.

After the removal of Article 9(4), opponents of unitary
taxation turned to the judiciary to seek resolution of the issue.
In 1983, however, the U.S. Supreme Court upheld the
constitutionality of California’s use of the worldwide unitary
method of taxation ac applied to a domestic-based multinational

in Container Corporation of America v. Franchise Tax Board, 463

U.S. 159 (1983).

Following the Supreme Court decision in the Container
Corporation case, the President directed that Treasury Secretary

Regan establish the Worldwide Unitary Taxation Working Group,
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which was "charged with producing recommendations ... that will
be conducive to harmonious international economic relations,
while also respecting the fiscal rights and privileges of the
individual states.” Thereatter, the Worldwide Unitary Taxation
Working Group met over a nine month period and, wi'th Treasury
Department guidance, ultimately arrived at a framework within

which the unitary controversy could be resolved.

The rinal Report of the Worldwide Unitary Taxation Working
Group, issued August 31, 1984, recommended that states should
follow three principles in developing specific state legislative

measures to address the unitary issue:

Principle 1: "wWater’'s edge” unitary combination for both

U.S.-and foreign-based companies.

Principle 2: Increased federal administrative assistance and
cooperation with the states to promote full

taxpayer disclosure and accountability.

Principle 3: Competitive balance for U.S. multinationals,
foreign multinationals, and purely domestic

businesses.

The Report also outlined a set of guidelines to be used in
implementing the three principles. The guidelines defined a

"water’s edge" limitation, listed limited permissible
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circumstances under which states could apply the worldwide
unitary tax method for tax enforecement purposes, listed legal and
procedural requirements which states could enact to ensure full
disclosure and maximum accountability, and recommended specific
Federal legislative and administrative measures to assist the
states in administration and enforcement of their corporate

income taxes.

In response to the Working Group recommendations four states,
Florida, Indiana, Oregon and Colorado, acted promptly to adopt
acceptable water’s edge legislation. Other states, however,
moved more slowly. 1In particular, in 1985 the California
legislature considered, but failcd to adopt, le;ialation that
would have limited that state’s use of the worldwide unitary

system of taxation.

Continued inaction by these states on the unitary issue after
the Working Group deliberations resulted in even stronger foreign
protests. Most seriously, in July 1985 the U.K., Parliament
unanimously adopted Section 54, in its 1985 rinance Bill. This
provision permits the U,K. government to deny, on a unilateral
and retroactive basis, the valuable Advance Corporation Tax
refund benefit granted by the U.S.-U.K. bilateral tax treaty to
U.S. corporations that own British subsidiaries. Although the
U.K. has not yet invoked Section 54, the very existence of that
provision and the possibility of its retroactive implementation

has had a detrimental impact on the willingness of U.S. companies
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to repatriate earnings from their U.K. subsidiaries in accordance
with the treaty provisions as well as a detrimental impact on
commercial relaticns between the United States and the United

Kingdom.*

By the fall of 1985, the seven remaining worldwide unitary
states were having serious difficulties in implementing water'’s
edge limitations consistent with the Working Group’s
recommendations. Foreign protests were becoming more and more
heated in view of the apparent inability of the states to resolve
the issue and, because of the British Government'’s authority to
take retroactive retaliatory measures, U.S. corporations were
facing the possibility of confiscatory penalties if they
repatriated the earnings of their U.X. subsidiaries. As a result
of these circumstances, on November 8, 1985, the President issued
a statement supporting "legislation that would effect a
requirement that multinationals be taxed by states only on income
derived from the territory of the United States” and instructed
the Secretary of the Treasury to draft federal legislation
incorporating this water’s edge limitation on the use of unitary
combination into law. The President further instructed the

Secretary of the Treasury to pursue enactment of "domestic

* The Treasury Department has serious concerns regarding Section
54. We beljieve that its existence is inconsistent with the
U.S.-U.K. bilateral income tax treaty to the extent {ts
threatened use causes U.S. taxpayers to refrain from claiming
benefits under the treaty. 1Its actuval implementation would be
a clear violation of the treaty.
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spreadsheet" legislation, designed to improve the workability and
enforcement of state corporate income tax laws. The President’s
statement also instructed "the Attorney General to ensure that
the United States’ interests are represented in appropriate
controversies and cases consistent with this [water's edge)

approach"”.

Our major trading partners responded favorably to the
President’s statement. The United Kingdom released a concurrent
statement agreeing to defer considering implementation of Section
54 while the federal legislation was being enacted and in any

event not %o impose the retaliation prior to January 1, 1987.

In accordance with the President’s directive, S§. 1974 was
drafted by Treasury. This legislation was introduced, on
December 18, 1985 by Senator Wilson (co-sponsored by Senators
Mathias and Hawkins). A companion bill, H.R. 3980, was

introduced in the House by Representative Duncan.

In concert with the introduction of the legislation and in
accordance with the President’s November 8 statement, the
Administration has continued to press for resolution of the
unitary issue under the principles articulated in the
legislation. Secretary Baker sent letters to the President of
the Senate, the Speaker of the House, the Chairman of the Senate
Finance Committee, and the Chairman of the House Ways and Means

Committee; Secretary of State Shultz sent letters to the
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governors of six worldwide unitary states; and the Justice

Department filed amicus curiae briefs in the pending Alcan

Aluminum and Barclays Bank cases., A common theme throughout

these Administration statements is that the ability of the United
States to conduct foreign economic policy is impaired by the

states’ use of the worldwide unitary method.

As a direct result of these continuing initiatives, other
state legislatures have taken action to limit or eliminate the
use of the worldwide unitary system of taxation: Idaho, New
Hampshire, Utah and most recently California have taken such
action since the introduction of this legislation. We are very
pleased that so many states have responded to the federal
initiative and liamited their use of unitary combination to the

water’'s edge.

II. Overview of 8. 1974

In general terms, S. 1974 would, except under special
circumstances, impose a water's edge limitation on states’ use of
the unitary combination method; would require equitable taxation
of foreign dividends at the state level; would require most
multijurisdictional enterprises to file a domestic disclosure
spreadsheet; and would broaden the IRS’s ability to disclose

corporate tax return information to the states.
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A. Water’s Bdge Limitation

S. 1974 would impose a water’'s edge limitation on states’ use
of the unitary combination method of taxation. Limited
exceptions would provide for those cases in which a taxpayer’s
material noncompliance with state or Federal law is such as to
obstruct a state in its application of the water’s edge

limitation.

Proposed Code Section 7518(c) defines the water’s edge
limitation. In general, states would be prohibited from
including in unitary combinations those corporations, both
domestic and foreign, which conduct 80 percent or more of their
business activity outside the United States and which have less
than $10 million of business activity within the United States.
Because the basis for this threshold limitation is U.S. business
activity, we believe that incorporation as a domestic or foreign
corporation should be irrelevant for purposes of applying the
water’'s edge limitation. Accordingly, as a matter of fairness we
believe it is appropriate to subject U.S. corporations to the
same test and thus to exclude them from the unitary combination

if they fail to exceed this threshold of U.S. business activity.

The water’s edge limitation would not apply to certain
corporations that have significant economic ties to corporations
included within the water’s edge but are not subject to
substantial foreign taxes on their net income. This provision is

intended to prevent corporations from sheltering income from



85

-16-

state taxation by artificially shifting it through shell
operations in tax haven countries. Further exceptions to the
water’'s edge definition are provided so that states are not
forced to recognize the federal tax incentives provided to
certain types of corporations such as Foreign Sales Corporations
and Section 936 corporations operating in Puerto Rico and other

U.S. possessions.

The legislation specifically allows states to offer taxpayers
an unconditional election to be taxed on a worldwide unitary

combination basis.

B. Poreign Dividends

Under the unitary combination method, intercompany income
flows within the unitary business, such as dividends, are
eliminated in order to avoid the double counting of income. When
the foreign components of a unitary business are not included in
the unitary combination, the proper tax treatment of income
repatriated from such foreign affiliates to the members of the
water’'s edge unitary combination must be addressed in order that
state taxing practices not discr.minate against domestic-based
multinationals in favor of foreign-based multinationals and
strictly domestic enterprises. Accordingly, the legislation
requires that foreign source dividends be 3jubject to equitable

taxation.
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The legislation suggests certain alternative guidelines that
states could follow in satisfying this standard of equitable
taxation. Generally, these guidelines require that recognition
be given either to the excluded business activity factors of the
foreign payor corporation or to the foreign taxes already

assessed against the payor corporation’s income.

C. Assistance To States

1, Domestic Disclosure Spreadsheet - The Treasury Department

endorses the Working Group recommendation that appropriate
Federal assistance be provided to the states in order to assure
proper working of the separate accounting method. The Working
Group recommended that an annual information return be filed with
the Internal Revenue Service by large multijurisdictional ‘
enterprises which would summarize the state tax filings of that
enterprise. This return would also identify those related
companies with which serious income shifting would be most likely
to rise. 1In July 1985, Treasury released for comment draft
legislation that would accomplish these objectives. Section
6039A of the bill under discussion today is based on this draft
legislation, after taking into account the many comments received
from affected business and the various states. We believe that
the domestic disclosure spreadsheet is an integral and necessary

part of the solution to the worldwide unitary problen.
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2. Information Sharing with States and Common Agencies - The

bill also contains provisions which would expand the exchange of
information provisions currently contained in Section 6103 of the
Code, dealing with (1) the exchange of treaty information, (2)
the sharing of taxpayer information between states, and (3) the

disciosure of IRS information to common agencies of the states.

The IRS now receives information about multinational
taxpayers from foreign governments under exchange of information
provisions in our tax treaties and other international
agreements. Our treaties and information agreements, however,
include confidentiality clauses which generally prohibit
disclosure of treaty information to subnational jurisdictions.
Amendments to these secrecy clauses would have to be negotiated.
A number of our treaty partners have advised us that they would
agree to appropriate extensions of the exchange of information
provisions to facilitate elimination of states’ use of the

worldwide unitary method,.

Under current provisions of Section 6103, a state may not
disclose to another state any taxpayer info:mation received from
the IRS, and indeed may not even disclose that it has received
information, even if the other state would be entitled to receive
such information directly from the IRS. Thus, under current law,
if a state obtains information from the IRS which indicates that
a taxpayer-ls not complying with another state’s law, it can do

nothing to notify or otherwise assist that other state. The
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legislation would amend Section 6103 to provide that information
relating to those corporations subject to the domestic disclosure
spreadsheet could be shared between the states provided the
states in question are independently entitled to such

information.

Under current law, the IRS may disclose taxpayer information
to an agency charged under the laws of a state with the
adainistcation of that state’s tax laws. The Working Group
recommaended that if four or more states could designate a common
agent to represent such states collectively in the administration
of their corporate income tax laws, then such common agent should
be afforded the same access to taxpayer information as is granted
to an agent of any of the individual states. The legislation
would grant agencies acting on behalf of several states access to
information relating to those corporations subject to the

domestic disclosure spreadsheet.

As discussed above, the Administration does not believe that
enactment of federal legislation preventing state use of the
worldwide unitary system is necessary at this time. However, the
Administration continues to support the enactment of the portions
of the legislation providing for the domestic disclosure

spreadsheet and information sharing.
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III. CALIFORNIA'’S WATER’S EDGE LEGISLATION

Because of the size of California’'s economy and because of
that state’s history as an aggressive proponent of the worldwide
unitary system of taxation, much of the recent controversy over
the unitary issue has focused on California. On September 5,
1986, California Governor Deukmejian signed into law legislation
(S.B. 85) that provides California corporate taxpayers with an
altecrnative to the worldwide unitary combination method of
taxation., Frirms electing to use the alternative "water’'s edge”
method would be able to exclude foreign affiliates from the

unitary combinations upon which their taxable income is computed.

We welcome this very substantial positive step that
California has taken in limiting its use of the unitary method of
tax;tion to the water’'s edge. We do, however, have a number of
serious policy concerns with the California legislation. Our
primacy concerns involve (1) the water’s edge election fee of .03
percent of California property, payroll, and sales; (2) treatment
of U.S. 80/20 corporations (other than possessions corporations)
as within the water’s edge; and (3) tying the 75 percent

exclusion of foreign dividends to an employment factor.

A. Election ree

The California legislation requires that the greater of .01
percent of the taxpayer’s current year California property,
payroll, and sales or .03 percent of the value of the taxpayer's

California 1986 property, 1986 payroll, and current year sales
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after adjustments for new investment in California be paid
annually as a water’s edge election fee. The 1986 property and
payroll bases upon which the .03 percent election fee is
calculated can be reduced dollar for dollar by new investment in

California.

In our view, a foreign corporation’s ability to avoid being
taxed by a state on its foreign income should not be conditioned
on payment of a gsubstantial election fee. In addition, the-
magnitude of the California election fee under the new
legislation is such that the choice between water’s edge and
worldwide unitary may be significantly distorted, particularly
for taxpayers with large existing investments in California
property. We therefore view the election fee feature of the

California legislation as a significant policy concern.

B. U.8. 80/20 Corporations

Under the California legislation, all U.8. corporations other
than possessions corporations, even those which have more than 80
percent of their business activity outside the United States,
would be subject to inclusion in water's edge unitary
combinations. We believe that U.S. 80/20 co<porations should be
treated on a comparable basis with foreign corporations having
less than 20 percent of their business activity in the United
States. That is, when watecr's edge unitary coabinations are
defined on the basis of business activity, incorporation as a

domestic should be irrelevant.
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C. Poreign Dividends

The California legislation provides that 75 percent of

- foreign dividend income would be excluded from California
corporate income. The percentage exclusion may increase or
decrease if the taxpayer’s United States eamaployment increases or
decreases relative to rest of world employment, but will not
decrease below 75 percent so long as repatriated dividends are

not more than those repatriated in any of three fixed base years.

Equitable resolution of the unitary tax controversy requires
balance between domastic and foreign taxpayers. If a water'’'s
edge system were adopted without limitations on the ability of
states to tax dividends received by U.S. companies from their
foreign subsidfaries, domestic companies would be at a
competitive disadvantage. S. 1974 required that foreign source
dividends be taxed equitably. 1In the technical explanation of
the bill, it was indicated that this requirement would be
satisfied if 85 percent of foreign source dividends were exempted
from state income tax. 1In itself, California's adoption of a 75
percent dividends received exclusion represents a relatively
minor departure from the recommended 85 percent exclusion of
foreign dividends contained in S. 1974. However, linkage of the
exclusion percentage with payroll factors and base period
repatriated dividends is questionable from a tax policy
perspective and may, in some instances, substantially reduce the

exclusion amount.
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Because of these concerns, while we view the California
legislation as a significant step in the right direction, we hope

that California will revisit these issues.

We have similar concerns regarding the treatment of foreign
dividends in the water’s edge legislation passed in New Hampshire
and Utah. In New Hampshire, foreign dividends are subject to
customized apportionment formula as a separate source of income.
This bifurcated treatment of foreign dividends is clearly
inconsistent with the equitable dividend treatment standards of
the federal legislation. 1In Utah, 50 percent of foreign
dividends are exempt from tax, but the remaining 50 percent,
along with a pro rata share of the payor corporation’s business
activity factors, is included in the unitary combination

calculation,

IV. CONCLUSION .

Because of the recent enactment of state legislation
addressing the unitary problema, we do not recommend adoption of
:;strictive tederal legislation at this time. We believe further
progress is required to address the concerns we have raised and,
if such progress is not forthcoming within a reasonable time
frame, we may recommend reconsideration of the legislation in the
future., We continue to support those portions of the legislation
providing assistance to states in implementing the separate
accounting method.

ege
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STATEMENT OF DALLAS A. HURSTON, ASSISTANT VICE PRESI-
DENT AND DIRECTOR OF TAX ADMINISTRATION, THE COCA-
COLA CO., ATLANTA, GA; AND CHAIRMAN, SUBCOMMITTEE ON
FEDERAL LEGISLATION, COMMITTEE ON STATE TAXATION

Mr. HurstoN. Thank you, Senator. My name is Dallas Hurston,
and I am director of tax administration for the Coca-Cola Co. I rep-
resent today the Committee on State Taxation, which is comprised
of 250 of the largest corporations—certainly those that are most se-
verly impacted by this problem. Needless to say, we are extremely
disappointed that the Treasury is backing down on their desire for
current legislation to solve the problem. We think that the situa-
tion has been put very well.

The discrimination against U.S. companies is enough reason by
itself to enact legislation, and certainly the California bill does
that. In taxing dividends of 80/20 companies the California bill
definitely discriminates against U.S. companies. We have submit-
ted in our presentation the points that we would like to see ad-
dressed including amendments to Senate bill 1974; but I would like
to address one particular issue that has been discussed here, and
that is the question of 80/20 companies, since my company—the
Coca-Cola Co.—is a vivid example of why that issue discriminates
against U.S. companies.

The Coca-Cola Co. has been doing business overseas since the
turn of the century. We do business in 55 foreign countries and sell
our products in 160 foreign countries.

Those activities have historically developed through what is
known today as 80/20 companies. Probably the term was not even
used at the time we expanded, but those activities were basically
developed through branches of U.S. corporations. The expansion was
done in a U.S. corporation to protect the company’s trademarks and
patents. The body of common law with regard to those assets and the
protection of those assets was not well developed at the turn of the
century; and therefore, to provide some protection to U.S. companies,
an 80/20 or U.S. corporation was used.

Those corporations manufacture in the foreign country and sell in
the foreign country. They do not export from the United States nor
do they produce in the foreign country for import back into the
United States. By necessity, to meet both local consumption needs,
the company manufactures in the foreign country and sells in the
foreign countgr.

Under the California approach—and that approach, by the way,
of many other States, including some of the other States that have
repealed and including some States that have never a(Fplied world-
wide combinations—those 80/20 companies are discriminated
against because they do not receive the same treatment as foreign
incorporated corporations, and that clearly—clearly—is a situation
that should be addressed.

The taxation of dividends also discriminates against U.S. corpo-
rations. The 80/20 issue is one that should be addressed by the
Congress with regard to the States that apply it and the question
that was raised by the Senator from Montana.

The Department of Revenue, in testifying before the State legis-
lature in Montana, stated that they had never applied worldwide

67-908 0 - 87 - 4
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combination to a foreign corporation. That is a frightening
thought—that they have statutes on the books that apply to con-
cepts equally to everyone, and yet, say, Montana had never applied
it to a foreign-based corporation. This is on record before the De-
partment of Revenue within the last year.

That is the situation that U.S. companies have been faced with.
That is the situation we are faced with in the repeal of worldwide
combination without addressing dividends, without addressing the
80/20 issue. Thank you.

Senator CHAFEE. Now, wait a minute. Let me see if I understood
what you said in the last part. You quoted the State of Montana,
that they just tax U.S. corporations?

Mr. HurstoN. Worldwide combinations, and I think the gentle-
man who made the statement before the legislature is going to be
on the panel. The testimony before the legislature was that Mon-
tana had never applied worldwide combination to a foreign-owned
corporation. It was only applied to U.S. companies. Clearly, even
the States that had applied it were discriminating against U.S.
companies. That alone, it seems to me, is reason enough for the
Congress to act and to prohibit States from discriminating.

Senator CHAFEE. What we will do is we will take each of the wit-
nesses, and then we will get back to you.

Senator Baucus. Mr. Chairman?

Senator CHAFEE. Yes?

Se;xator Baucus. I would like to introduce the next witness, if I
may’

Senator CHAFEE. Fine. Won’t you, please?

Senator Baucus. He is the director of the Department of Reve-
nue of the State of Montana. We are flattered, Mr. Chairman, to
learn—particularly in view of the last comment—that Montana is
such an important part o’ national policy. John LaFaver is present-
ly the director of the depariment of revenue, as I said. He is also
formerly the director of the department of rehabilitative services in
our State. He is a very sharp guy, and I think you will find, as you
listen to him, that he will more than adequately represent our
State and probably address the questions that have just been
raised. Thank you.

Senator CHAFEE. We are delighted. We are glad to have you, Mr.
LaFaver. Why don’t you proceed?

[The prepared written statement of Mr. Hurston follows:]
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STATEMENT OF CALLAS A. HURSTON
To Senate Finance Subcommittee on Taxation & Debt Management
Re: S$.1974, "Unitary Tax Repealer Act"
On Behalf of the Committece on State Taxation (COST)
of
The Council of State Chambers of Commerce

September 29, 1986

My name 1s Dallas Hurston. [ am Assistant Vice President & Director of Tax
Administration of The Coca-Cola Company. [ appear here today as Chairman of the
Federal Legislation Subcommittee of the Committee on State Taxation (COST) of
the Council of State Chamters of Commerce. COST is composed of some 250 major
corpqrat1ons representing a very significant portion of the taxpayers concerned
with this issue.

The basfc problem fs that this is an internatfonal {ssue that is clearly
the responsibility of the Federal government. It cannot be resolved satisfac-

torily on a State-by-State basis.

FEDERAL LEGISLATION STILL REQUIRED
BECAUSE STATE ACTION DOES NOT RESOLVE PROBLEM

California Change Would Discriminate Against American Companies

Even though the number of States that still use Worldwide Combination has
decreased from the 12 that the Treasury listed when the Worldwide Unitary
Taxation Working Group was created in 1983 to 3 States, Federal legislation
along the lines of S5.1974 is still needed. As long as there are States
practicing worldwide combination (Alaska, Momtana & North Dakota) all of the
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arguments against this practice still hold. States action to limit worldwide
combtnation is non-binding; therefore a State could reverse position at anytime.

In addition only Colorado, Florida, !daho, and Massachusetts have changed
laws so that they are in compliance with all the major provisions of S.1974.
The legislation enacte¢ by Oregon, Indiana, Utah, New Hampshire, and California
is all seriously defective in some major respects.

The new Californfa legislation s ,articularly objectionable because it not
only discriminates against American companies in favor of their foreign competi-
tion in the way it would tax foreign source dividends, but also excludes major

portions of American industry from any benefits of the bill,

FEDERAL RESTRICTIONS ON STATE TAXATION
OF FOREIGN SOURCE DIVIDENDS ESSENTIAL
The California treatment of Foreign Source dividends, provided for in that
State's new legislation, 1{llustrates the continued need for Congressional
action. Even {f an American owned company is organized in a manner that permits
it to benefit from filing the so-called "water's edge” combination, 25% of its
foreign source dividends will sti1l be taken into consideration in calculating
the California tax. This will discriminate against American companies in favor
of foreign competitors because in many cases foreign governments will not impose
an equivalent tax on those competitors. Even the 25% exclusion will not be
fully avaflable to companies that increase foreign eémployment in order to
compete in foreign markets.
Unlike Oregon, where the Governor and the Revenue Department agreed that
the 15% of foreign source dividends included in the tax base would be in lieu of
any finterest offset, Californfa will still impose an interest offset, although

somewhat less onerous than their present procedures. Thus while still. taking



into consideration 25% of the American companies foreign source dividends,
California will add to their discrimination against American companies by
applyfng an interest offset.

The attached table indicates how the varfous States tax, or in most cases,

do not tax foreign source dividends.

FEDERAL LEGISLATION NECESSARY TO ASSURE
EQUITABLE TREATMENT OF AMERICAN 80/20 COMPANIES

The new California legfislation also {llustrates the need for Federal
legislation to restrict States from not only discriminating against American
companies in favor of foreign competitors, but from discriminating against some
American companfes in favor of other American companies. This situation results
from Californfa's exclusfon of American incorporated companies from the benefits
of a water's edge combination even though they have more than 80% of their
operations overseas - the so-called 80/20 company under the Internal Revenue
Code.

The Coca-Cola Company has operations in over 50 foreign countries which
sell products in over 155 foreign countries. These overseas operations have
been developed through an 80/20 corporation, The Coca-Cola Export Corporation.
Even though ft fs a U.S. corporation and is headquartered in the United States,
The Coca-Cola Export Corporation does 100 percent of its business outside of the
United States, therefore qualifying as an 80/20 corporation. These foreign
operations have grown virtually independent of The Coca-Cola Company's domestic
operatfons, with only a nominal capita! investment since fts creation over 55
years ago.

The choice of an 80/20 corporation for our overseas operations was made

purely on business reasons and not for tax reasons. In fact, taxes were not
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sfgnificant enough to be an issue at the time of the company's creation. The
year was 1930, companies were beginning to expand overseas, and the vehicle of
choice was a U.S.-based corporation to develop the overseas branch operations.
An ove riding concern to The Coca-Cola Company was the protection of its patents
and trademarks. It was determined that the most protection would be from a
separate U.S. corporation which would then establish branch operatfions abroad,
and The Coca-Cola Export Corporation was formed.

The Coca-Cola Export Corporation manufactures {ts products in foreign
countries for consumption in those foreign countries. The activities of this
company are driven by local consumption demands, not the ability to produce in a
foreign country for export to the United States. Therefore, the exclusion of
80/20's from the "water's-edge group” would not jeopardize U.S. jJobs by causing

an export of jobs to foreign countries.

AN EXAMPLE OF DISCRIMINATION

The following example {llustrates the discrimination fnherent with the
inclusion of the 80/20 corporations in the "water's-edge group” by comparing the
tax fmpact to The Coca-Cola Company of using an 80/20 company, a U.S. parent
company wsing a foreign subsidfary, and a foreign parent company doing buisness
in the United States. The Coca-Cola Company must include 100 percent of its
foreign source income because the 80/20 corporation {s included in the
Californfa “water's-edge” group, compared with the U.5. Parent with a foreign
subsidiary which {is taxed on only 25 percent of the dividends paid by the

foreign subsidiary and the foreign parent corporation which is not taxed on any

of its foreign operations.
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Coca-Cola Company u.s. Foreign Parent

With an 80/20 Parent With With U.S. Operations
Corporation Foreign Sub. in Separate Sub.

U.S. Income $100,000,000 $100,000,000 $100,000,000

$100,000,00"

80/20 foreign

Income 10,000,000

Dividends from

foreigr. Sub.

#ith 75 percent

exclusion 2,500

Income Taxable

in Californfa $110,000,000 $102,500,000 $100,000,000

ZZSETIS=XCEX SIEFEISTnE3ITR SEITOREERIS

NEED FOR TECHNICAL REVISIONS IN THE ADMINISTRATION'S BILL

Attached is an explanation of "technical® changes that are needed in 5.1974
(Suggested language will be given to the Finance Committee staff in order to
stay within the 30 page 1imit for the hearing record). These have been given to
Treasury previously jointly by the Committee on State Taxation and the Unitary
Tax Campaign. They include such matters as language to correct the interest
offset problem,

The proposed change in the 80/20 language fs intended to make certain that
the bill would not encourage the "exportation" of jobs and purchases by American
80/20 companies. We are certain this was not the intent of the Administration,

but the present 80/20 language in $.1974 would do precisely that.

CONCLUSION
I hope 1 have said enough to convince rou that Federal legislation is
necessary to prevent a small minority of the States from discriminating against

American companies and workers in favor of their foreign competition, and in
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some cases even discriminating against American companies that are organized on
an 80/20 basis.

The Administration proposal, S.1974 will do a very good job of treating
both American and foreign companies fairly, if amended along the lines we have
suggested.

We want to commend the Administration, the Treasury specifically for the
hard effort they have contributed to resolving this matter and this Subcommittee
for holding this hearing. The Committee on State Taxatfon and the staff of the
Council of State Chambers stand ready to provide technical assistance and work
with you in finally resolving this longstanding problem. This includes briefing

the staff on a State-by-State basis since this 1s our area of expertise.

SUMMARY OF PROPOSED CHANGES TO S. 1974
1. Page 2, Lines 4-18.
This revision to sec. 7518{a) deletes all conditions to the prohibition of

taxation on a worldwide unitary basis,
2. Page?, Line 23.

The imsertion of the adjective "apportioned” in sec. 7518(b) is intended to
clarify that the applicable "income base"” {s the total unitary income base which
a State apportions to its jurisdiction by applying factors (e.g., property,
payroll and sales). This clarification is continued on -page 3, lines 3 and 5
and page 4, line 4. (See also Item 8.)

3. Page 3, Line 6.

This revision to sec. 7518(b)(1) clarifies that the 85 percent dividend
exclusion will be permitted only {f the exclusion {is calculated without any
attribution of expenses between the payor and recipient corporations which would

adjust the amount of dividend.
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4, Page 3, Lines 12 and 13.

As drafted, sec. 7518(b)(3) may permit a method of computing an "equitable
portion" which produces an includable portiom that is greater tham the portions
computed under subsections (b)(1) amnd (b)(2). The revision permits altermative
methods only if the method adopted does not produce an aquitable portion which
is greater than the smounts that would be computed under subsections (b){1) and
(b)(2).

5. Page 3, Lines 15-17,

This revision deletes the exceptfon to sec. 7518(b) for a State of commer-
cial or legal domicile and assures that the principle of sec. 7518(b) applies to
all dividends received from corporations located outside the water's edge,
regardless of where the recipient corporation f{s legally or commercially
domiciled.

6. Page 3, Line 19.

The addition of the words "or of any amount deemed a dividend under section
78" {is intended explicitly to prevent States from including any of the sec. 78
“gross-up" in their tax base.

7. Page 3, Line 19,

This revision assures that income which is deemed a dividend for purposes
of Subpart F will be subject to the rules of sec. 7518(b).

8. Page 4, Lines 4-5,

The insertion of the words "by reference to which the taxable fncome fis
determined" and the following deletion are intended to clarify further the

original text's reference to "income base."

9. Page 4, Line 9.
The objective of this change is to place domestic corporations that make an

election under sec. 936 outside the water's edge.
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10, Page 4, Lines 16-25; Page 5, Lines 1-10; and Page 8, Line 3.

The revision to sec. 7518(c)(2)(D) and the insertion of a new section
7518(c){7)} on page 8 adopt a water's edge solution based on a "permanent
establishment” concept. Under the revision, an entity's income would not bo
subject to worldwide unitary taxation unless the entity fs engaged in a trade or
business in the U.S. through a permanent establishment., The mark-up {ncludes
three options which would accomplish this revision.

11. Page 5, Line 22.

The original text of sec. 7518(c)(3)(B) provides that a corporation which
"carries no substantial economic activity" may be treated as within the water's
edge. This text could apply to a foreign parent which operates as a holding
company, One of the purposes nf the water's edge legislation is to assure that
these foreign parents are not subject to taxation on a worldwide unitary basis.
The proposed change Timits applicatfon of the subsection only to foreign
corporations which can be manipulated by corporations within the water's edge to
avoid State and federal taxation,

12, Page 6, Line 7.

The revision assures that only transactions between a permanent establish-
ment of a foreign corporation and another foreign corporation will be considered
in determining whether to include a corporation within the water's edge under

the provisions of sec. 7518(c)(3).

13, Page 6, Line 14,
The revision is intendz4 to clarify that legitimate business operations

conducted through foreign corporations will not be treated as within the water's
edge. The insertfion assures that the subsection will only apply to sham trans-

actions, not legitimate operations.
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14, Page 6, Lines 18-25 and Page 7, Lines 1-8,

The revision adopts the current Federal law definition of an "80/20"
corporation as a means of determining when a domestic corporation shall be
treated as outside the water's edge.

15, Page 7, Lines 12 and 24-25.

The revision clarifies that the Secretary may issue regulations providing
that permanent establishments of other foreign corporations shall be treated as
separate U.S. corporations for purposes of sec. 7518.

16. Page 8, Lines 21 and 24.

The revisfon assures that sec. 6039A(a) will not require reporting on
corporations which are not controlied by more than 50 percent ownership by a
"reporting corporatfion.”

17. Page 9, Lines 3-5,

This deletion is intended to 1imit the discretion of the Secretary to
expand the amount and type of information to be furnished under sec. 6039A.
18. Page 10, Lines 19-24,

The revision s intended to eliminate the possibility that a domestic

curporation with no overseas operations will be required to report under sec.
6039A.
19, Page 13, Line 17.

This revision to sec. 6039A(d) clarifies that disclosure of the "spread-

sheet" information may only be made to a "designated" agency (see Item 22).

20. Page 14, Line 24,

This new sec. 6039A(f) would exempt from the reporting requirements of sec.
6039A a taxpayer which elects to file on a worldwide unitary basis in evrry

State.
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21, Page 15, Line 20.

The insertion is intended to permit a State to use information disclosed
under sec. 6039A only to implement the purposes of the Unitary Tax Repealer Act.
22. Pages 16-19.

As drafted, sec. 6103(d) would permit many different "common agencies" to
have access to the spreadsheet information. The revisfons contained in these
pages are intended to Vimit information disclosure only to an agency designated

to represent all states collectively in tax administration matters.
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Alaska
California
Colorado
Florida

1daho

Indiana
Massachusetts
Montana

New Hampshire
North Dakota
Oregon

Utah
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Peée

STATES IMPOSING A WORLDWIDE COMBINED REPORTING SYSTEM
(at time of formation o

orldwide

nitary Yaxation Working Group)

STATES WHICH SUBSEQUENTLY REPEALED THE WORLDWIDE COMBINATION PRACTICE

Oregon
Massachusetts

Florida
Indfana
Colorado

Utah

Idaho

New Hampshire
California

Repealed August 15, 1984, effective January 1, 1986
Massachusetts Supreme Judicial Court ruled agafnst State's
administrative practice on December 11, 1984

Repealed December 20, 1984, effective Septem..r 1, 1984
Repealed April 18, 1985, effective January 1, 1985
Repeated June 12, 1985, effective January 1, 1986

Repealed March 17, 1986, effective January 1, 1986
Repealed April 4, 1986, effective January 1, 1988
Repealed, effective July 1, 1986

Revised September 5, 1986, effective January 1, 1988

STATES IN WHICH LEGISLATURE ADJOURNED WITHOUT REPEAL ACTION

Alaska
Montana
North Dakota

JAW/September 5, 1286



STATE TREATWENT OF FOREIGN-SOURCE DIV]DERDS

September 5, 1985

Statute(s)

ean A, er, ttee on State Taxation
Exeapts of Sareme.
xeaption of Balance
Exempt TondTtTonaT Partlal oca
ALABAMA X
ARIZ0MA X
ARKANSAS If 95% ovmership of payor. X
CALIFORNIA 1) b ror X
2) If more than S0T ownership of payor, 755 excluston X
. of base period dividends (greatest amount of dividends
received in any one of 1984, 1985 or 1986 {ncome
years); exclusion of foreign dividends {n excess
of base perfod amount dependent upon increase or
decrease 1n foretgn payroll factor.
COLORADO Amount of exclusion X
of a1l foreign-source
1ncome t upon
election of federa)
foreign tax deduction
or credit.
CONRECTICUT X
DELANARE X
FLORIDA X
GEORGIA X
HAMAT I X
[DAHO 1; X
2 85% exclusion. X
ILLINOIS 1f 80T ownership of payor. Otherwise, 852 exclusfon. X
IRDIARA X
10MA X
KANSAS X
KENTUCKY X
LOUISIANA X
KAIRE X
MARYLAND 1f 50% ownership of payor. X

MASSACHUSETTS X
(Unless less than
152 owvmership of
payor.)
RINNESOTA X

§§40-18-34,40-18-35(14), Reg. 810-3-31.02
§43-1122(8), L. 1985, ¢. 109, eff. for
taxadle years beginning from/after
12-31-83
§84-2008(2)(4)
§§24271, 24402
§24411, S.8. 95 as enacted, eff. for
tax years beginning on/after
1-1-88

§39-22-308, §39-22-303(10), L. 1985,
H. 1010, eff. for tax years beginning
on/after 1-1-86

§12-217(a)(0)

§1903(a}(2) .

§220.13(1)(b)2.a, ch. 84-549, Laws of
Florida, eff. for tax years beginning
on/after 9-1-84

§48-7-21(b)(9)

§235.7(c)

§63-3022

§63-3027C, L. 1986, c. 342 (MB 669),
eff. for tax years beginning 1-1-88
or January 1 of year after Federal
disclosure spreadsheet legislation
adopted, whichever earlier

§2-203(b)(2)(0), 1. 1982, P.A. 82-1029,
eff. for taxable years ending on/after
12-31-82

§6-3-1-3,5(b)

§422-35

§79-32,138

§141,010(12) (b)

§642.A, 63, 242(1)(d), 243.A(4)

5102.8

§ .
§280A(c)(5)
§38(a)(1)

-2

§290,21 Subd. 4(e), L. 1984, c. 502,
off, for taxadble years deginning
after 6-30-85

901



Otherwise, 502 exclusion.

Otherwise, 50T exclusion.

Exemption

Exempt ConditionaT Partial
RISSISSIPPI
MISSOURT X
NEBRASKA X
NEW HAMPSHIRE
NEW JERSEY 1f B80T ownership of payor.
WEW MEXICO 7o
NEW YORK 17 50T ownership of payor.
NORTH CAROL INA
OHIC X
OKLAHOMA
OREGON

PEMNSYLVANIA X
RHODE ISLAND
SOUTH CAROLINAL)

2)

TENNESSEE
UTAH

YERMONT
VIRGINIA
WEST VIRGINIA 1) X

2)
LISCONSIN
DISTRICT OF COLUMBIA

1f 80T ownership of nayor.

1f 80% ownership of payor.

1f 502 ownership of payor.

1f 80% ownership of payor.

Worldwide Combination States*

ALASKA
MONTANA
NORTH CAKOTA

85% exclusion.

S0% exclusion.

Treatment
of Balance
ocate

tion

Statute(s)

¢ >4 ¢ >

2 >

3¢ ¢ 2

§§27-7-15(1), 27-7-15(4)(1),
27-7-23(c)(2}(8)

§143.43%, Union Electric Co. v. Coale,
347 Mo, !

§77-2716(7), L. 1984, LB 1124, eff,
for taxable years beginning on/after

§477-A:3.11

§54:10A-4(k) /1)

§§7-2A-2.% & N

§5208.9(a)(1) & (2) and (b}{2)

§§105-130.7, 105-130.4(f)

§5733.04(1)(2)

§2358.A.4.b

§317.267(2), ¢. 1, Oregon Laws 1984,
e".aznr tax years deginning on/after
1-1-

§§7401(3)1.(A) &.(8)

§§48-11-11, 24-11-12

§12-7-700(15) repealed L. 1985, $351,
eff. for tax years begining after
12-31-84; §12-7-1120(2)

§§12-7-415, 12-7-430 added L. 1985,
5351, eff. for tax years beginning
after 12-31-84; §12-7-1120{2)

667-2704(b§(2)(A)

§59-13-5(2)1d), L. 1986, c. 80
(AB 178), eff. for tax years
beginning on/after 1-1-86

§5811(18)

§§58-151.032(g), 58-151-037

§11-24-6(c)(3) Vimited L. 1985,
H1693, to taxadle years beginning .
before 7-2-87

§§11-24-6, 11-27-7(d)(3)

§71.04(4)

§47-1810.1

§43.20.065
§15-31-113(1)
§57-38-01.20

¥OTvIdends between combined corporations are eliminated from income, thus the indicated treatment of dividends applies only to dividends
received by mesbers of the combined group from corporations not included in the combination.

-£1-
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STATE TREATMENT OF FOREIGN-SOURCE DIVIDENDS

Foreign-Source Dividends Totally Exempt (12)

Arizona
Connecticut
Delaware
Florida
Georgia
Kentucky
Minnesota
Missouri
Nebraska
Ohio
Pennsylvania
West Virginia

Forefgn-Source Dividends Substantially Exempt (14)

Arkansas
California
Colorado
Idaho (1968)
IMinois
Maryland
Massachusetts
New Jersey
New York
Oregon—
Tennessee
Utah
Yirginia
Hisconsin

Foreign-Source Dividends Allocated
to Commercial Uomicile (5)

Alabame
Loufsiana
Morth Carolime
Oklahome

South Carolime

Foreign-Source Dividends Taxable
and Kgggriloncﬁlo (17)

Hawa i1
Indiana

Towa

Kansas

Maime
Mississippd
New Hampshire
New Mexico
Rhode Island
VYermoat

District of Columbia



I1. Morldwide Combination States (3)

Alaska
Montana
forth Dakota

JAN/September 1986
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STATEMENT OF JOHN D. LaFAVER, DIRECTOR, DEPARTMENT OF
REVENUE, STATE OF MONTANA, HELENA, MT; AND CHAIRMAN,
MULTISTATE TAX COMMISSION

.Mr. LAFAvER. Thank you, Mr. Chairman and Senator Baucus. I
am John LaFaver, the director of the Montana Department of Rev-
enue and chairman of the Multistate Tax Commission.

My opposition to S. 1974 and similar legislation can be summa-
rized as follows. Federal intervention in State tax matters is objec-
tionable in principle. Of course, those aren’t my words; the Senator
just read the letter. They were written in 1967 by the Governor of
California, Ronald Reagan, in opposing Federal legislation similar
to this. We in Montana hope the President’s views are unchanged.
Certainly, if the administration’s New Federalism means anything,
it must include allowing States to exercise the basic authority of
setting State tax policy. '

S. 1974 would carve what we feel are unwarranted and ill con-
ceived loopholes in tax laws of 27 States. Multinational firms would
enjoy a tax break of about $500 million per year. Hard-pressed
States such as Montana and others would be forced to increase
taxes on Main Street businesses and wage earners to pay for it.

It seems incongruous to those of us out in the sticks that a Con-
gress which just this weekend passed a landmark tax reform pack-
age, lowering rates by eliminating a laundry list of special privi-
leges, would seriously consider a bill like this, a bill that gives mul-
tinationals all the tools they need to minimize or avoid State tax-
ation at the expense of the rest of us.

Finally, I would ask you to examine the work of the worldwide
taxation working group. That effort of State and Federal officials
and representatives of domestic and foreign multinational firms
recommended broad-based reforms in unitary taxation in 1984.
Fundamental to those recommendations was that they be consid-
ered as State tax policy, not jammed down the States’ throats. And
the record since—as we have talked about this morning—shows
that a voluntary strategy has worked.

Of the original States applying full worldwide combination only
three have not yet changed their laws. Of the three, Montana and
North Dakota at least will propose unitary legislation in 1987. So,
this bill simply aggravates a problem that is on its way to being
resolved. The bill advocates an approach that the President himself
on occasion has opposed. I would ask you to join in that opposition.

Thank you.

Senator CHAFEE. Thank you very much, Mr. LaFaver. Mr. Boggs.

(The prepared written statement of Mr. LaFaver follows:]
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On behalf of the State of Moatana and the other wmember
states of the Multistate Tax Commission, 1 urge that the
“Subocommittee raject 8.. 1974 and any similar legislation which
attempts %o prohibit the .atates from-ueing the worldwide unitary
combination apportionment method of determining the taxable
inocome of multimational corporetions and reetricts state taxation
of divideads received by multinationals.

In susmary, the State of Montana and the member states of
the NMultistate Tax Commission oppose 8. 1974 ani similar
legislation because:

o It allows an unwarranted intxusion by the federal

government into state taxm poliocies.

o It violates the spirit end the letter of the Worldwide
Unitary Taxation Workimg Group efforts to resolve
disagreements between some st'atu and multinational
corporations.

(] It goes beyond the usual concerns of unitary taxation
to restrict the tax policies of 27 states regarding
taxation of corporate dividends and certain domestic
corporations.

We urge Congress to require the Treesury Department to
immediately implement Secretary Regan's commitment of two years
g0 to provide federal assistance to the states in enforcing full
disclosure by muliinational firms. Without this critical
‘'element, the entire process of retreating from worldwide
comdbination will simply result in shifting legitimate tax
reeponsibdbilities of multinational firms to domestic corporations.
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Mr. Chairman and Members of the Subcommittee:

1 appear before you today to urge, on behalf of both my
state of Mountansa and the other member states of the Multistate
Tax Commission, that the Subcommittee reject S. 1974, which woula
prohibit the states from using the worldwide unitary combination
apportionment method of determining the taxable income of
multinational corporations and restrict state taxation of
dividends received by multinationals, and any similar legislation
which attempts to restrict the use of any constitutional method
of teaxation by the states. In this particular instance, the
issue is the use of worldwide unitary combination, a method of
applying the net corporate income tax at the state level. This
spproach, first developed in California nearly half a century
ago, has been used by as many as twelve states at one time or
another. Though some businesses have been upset with its use,
the United States Supreme Court has, without exception, upheld
the right of states to use this espproach in determining state
corporate income tax 1liability and has declared the approach

“fair and proper."”

Opponents of this approach, in part because of their
inability to have their views upheld in the courts, have turned
instead to Congress for relief. Legislation which attempts to
restrict state use of worldwide combination has been filed
regularly in Congress for two decades, and the Multistate Tax
Commission has consistently opposed such legislation over that



114

2
period. Whatewer the arguments im favor of such restrictions, we
believe that none of them are 80 profound as to be worth
violating fundamental primciples of Americaam federalism. The
views of the Commiseion, while officielly limited to the nineteen
states who compose it, are shared Dby virtuelly all groups
representing state govermments, including the Naetional Conference
of State Legislatures, the National Associastion of Tax
Administrators, and the Nationel Governors' Aseociation. The
U.8. Advisory Commiseiom on Intergovernmental Relations, a
prestigious bipartisam body devoted to the study and
strengthening of American federalism, has stated its view

une@quivocally:

It is oclear that (a) our federal system allows the
states the widest latitude in determining their own tax
structures, (b) the judiciasl system provides processes
for determining whether state tax practices conflict
oith constitutiomel stendards, (o) business enterprises
im our federal system are free to locate in states that
provide the most congenial tax climate, amd (d) there is
no evidence that state tax practices cause harm Ho the
matiom. Therefore, the Commission recommends that the
mnited States Congress pess no law that will limit state
tex practices with reepect to multinational oorporations
or “foreigm source" income. ["State Taxation of
Multinetiomal Corporations,” April 1983, Report A-93, p.
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Our views could not be more precisely atated. But the
{tultistate Tax Cormission does not, and has not in the past,
attempted to 1limit its activities to merely opposing federal
restrictions. Instead, through 4its joint audit prograa,
development of model laws and regulations, and the work of its
educational programs and publications, the Commission aims to
demonstrate that it is possible to address the problems of
multistate taxation in a cooperative manner and thereby alleviate
some of the problems which gave rise to requests for federal
restriction. Thue, the Commission has generally supported the
superiority of voluntary interstate cooperation over federal
restriction or mandates, and attempted to take an active part in

implementing such cboporation.

The most recent such example came in 1983, when, following
the Supreme Court's decision in the Container case (which
unequivocally upheld the constitutionality of worldwide
combination), the Administration was strongly pressured to
support legislation restricting combination. Instead, the
President authorized then-Treasury Secretsry Donald Regan to
establish a commission to study the issue. This led to the
establishment of the Worldwide Unitary Taxation Working Group,
whose report issued a year later suggested a voluntary spproach
to the pz:oblm allegedly caused by the state use of worldwide
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combt'ination.

Ny predecesecor es Chairmea of this Commiseion, Kent Comrad
(State Tax Commissioner of our neighbor, Morth Dakota), served oa
that Working Oroup along with other state officials, federal
officials, and representatives of domestic and foreigm
multinational ocorporations. Fundemental to the participation by
state representatives and the Multistate Yax Commission was thet
policy recommendations would go to the individual states for
their comsideration. The group eventually agreed that rxesoclutioa
of problems in this srea rested on three principles:

1) Weter's edge unitary ocombimatiomn for both U.$. and
foreign-based compenies;

2) Incressed federal administrative sesistance and
cooperation with the states to promote full taxpayer
disclosure and accoumtadbility; and

3) Competitive balance for U.S. multinationals, foreign
multinationals, and purely domestic businesses.

The key to success was to be in respecting state
sovereignty, end not in heavy-handed attempts to override it.
The record is clear: at the time the Working Group undertook its
efforts, twelve states used worldwides oambination. Today, only
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three -- Alaska, Montana and North Dakota -- have not fully
receded from that position. I want to note, however, that my own
state is not and never has been & full worldwide unitary state
because we exclude foreign parent corporations froa unitary
accounting. That exclusion, by itself, should satisfy all
foreign parties and any' foreign policy concerns of the U.S.

government.

North Dakota's interim committee studying the issue has
already recommended adoption of water's edge legislation. Only
Alaska remegins, und corporate taxpayers have publicly expressed
their satisfaoction with the ocontinued use of worldwide
apportionment and combination in that state. Even California,
the largest state with the longest experience in the practice of
worldwide combination has recently enscted water's edge

legislation.

This movement by the states sccomplished in a 1little over
two years what two Gecades of proposed federal restrictions oould
not. It clearly shows that states took the Working Group procese
sexriously, and made a good faith effort to comply with all of the
principles ocontained in the report. In most cases, business
representatives and state offioiasls engeged in long and detailed
discussions to develop the laws appropriste to the inGividwel
states. Thus, the apirit of the NWorkimg Gwoup eontinues at e

stats level.



118

!
But good faith state efforts have not been matched by an

equivalent 1level of federal activity. Principle Two -- the
increased federal assistance -- has been conspicuously lacking.
The report of the Working Group sent to the President by

Secretary Regan made this proposal:

In order to demonstrate the good faith and sincere

intentions of the federal government, I am proposing at
this time that the Treasury Department move immediately
to implement the federal asssistance measures raecommended

by the Working Group... [Working Group Report, p. 1ii.)

In light of that proposal, made on July 31, 1984, what has
been implemented to date? The Internal Revenue Service has
invited 1limited numbers of state tax staffs to attend their
truining courses on international issues. There has been no
discernible increase in IRS audit activity, no increases in
international tax examination staffs, no provisions made for the
sharing of information and assistance in audit activity, and no
implementation of the joint state-federal study of Section 482 of
the Internal Revenue Code. The most important item of all
assistance -- the enactment of a requirement for a
domestic disclosure spreadsheet -- has not been implemented but
rather was first floated by Treasury as draft legislation more

than a year after Scoretary Regan's commitment to "immediate
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implementation,” and when finally introduced was not an
independent piece of legislation but rather was made part of the
restrioctive 1legislation before us today. This introduction
directly contravenes the spirit of the Working Group effort.
Thus the opposition of the Commission to this bill is based on
several grounds. The first and most important of these 1is
philosophicul: by proposing to limit state taxation, this bill
contradicts deeply rooted principles of federalism. "Federal
intervention in state tax matters is objectionable in principle
"wrote Govarnor Ronald Reagan in 1967, when Congress was
considering restrictions on the use of worldwide combination.
Any Congressional attempts to limit state esutonomy need to be
viewed warily. But taxation, since it i1is vital to state
sovereignty, denerves especially close attention. Against an
argument like thils, only a finding of severe national hara should
allow Congress t0 override traditional state prerogatives, and no
one has ever successfully asserted that state use o2 worldwide
combination {is .nythiqg more than an #=zzitant to some

multinational corporations, and to some of their governments.

As 8 practical matter, the Commission endorsed in 1964 "as
an equitable and acceptable alternative to worldwide combination”
the use of comprehensive water's edge legislation provided it was
adopted voluntarily by the states and not forced upon them. Its
support for the Working Group approach was borne out in the
subsequent two years when ofatu began to recede from their use
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of worldwide combination. Even were the Commigsion not opposed
to federal restrictions in principle, it would be opposed to this
particular 1legislation since it so clearly violates the 1letter
andspirit of the Working Group agreement, and upsets tha balance
of forces needed to bring the Working Group process to a

successful conclusion.

The Commigssion also opposes this bill because it goes
further than intruding into the fiscal affairs of a few states.
By restricting state taxation of corporate dividends, it will
overturn tax statutes in 27 itaton. These states would lose
between 8445 miliion and 8550 million if the proposal became law.
We wonder what national purpose is served by the Congress cr.ving
unwarranted and ill-conceived loopholes into long standing state

tax policies.

In summary, the State of Montana and the member states of

the Multistate Tax Commission oppose this bill because:

o It allows an unwarranted intrusion by the federal

government into state tax poliocies.

(L] It violates the spirit and the letter of the ¥Worldwide
Unitery Taxation Working Group efforts to resolve
disagreements between some states and multinational

corporations.
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o It goes beyond the usual concerns of unitary taxation
to restrict the tax policies of 27 states regarding
taxation of corporate dividends and certain domestic

corporations.

Finally, we would urge the Congress to require the Treasury
Department to immediately implement Secretary Ragan's commitment
of two years ago to provide federal assistance to the states in
enforcing full disclosure by multinational firms. Without this
critical element, the entire process of retreating from worldwide
combination will simply result in shifting legitimate tax
responsibilities of multinctional firms to domestic corporations

and small business.
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UPDATED ESTIMATED ANNUAL REVENUE LOSSES RESULTING FROM

$.1974 (WILSON BILL)

Total revenue loss for 27

affected states

State

Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware

District of Columbia

Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa
Kansas

Kentucky

Louisiana

Maine

8445-8550 million

Estimated Minimum Revenue Loss
8102 thousand *##

No current revenue loss *

81.3 million **

8750 thousand **

$350-8400 million Ah##as

No current revenue loss *

No current revenue loss *

No current revenue loss *
Foreign source prohibition
would result in loss, but no
statistics available *

No current revenue loss *.

No current revenue loss *

..No current revenue loss *

$20 million #waan

No ocurrent revenue 1loss *
88 million *

88.5-10 million *

815-20 million *

Would result in some loss, but
no statietics available *

No current revenue loss *

Would result in some loss, but
no statistics available *



Maryland
Massachusetts
Michigan
Minnesota
Miseissippi

Missouri

Montana

Nebraska

Nevada

New Hampshire
New Jersey
New Mexico

New York

North Carolina

North Dakota
Ohio

Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina

South Dakota

123

82 million *

No current revenue loss *®

No current revenue loss *

81 miliion *

No current revenue loss *
Foreign source prohibition
would result in loss, but no
statistics available **

810 million *

Would result in some loss, but
no statistics available *

No corporate income tax
8800-8900 thousand *

No reply

82 million *

Minimal current revenue
1088 RARANNN

Foreign source prohibition
would result in loss, but no
statistics available ##*##
87.5-9 million *

No current revenue loss *
84.5-5.5 million *»*

84 million *

No current revenue l0s8s

8280 thousand #®##

Would result in some revenue
1o0ss but no statistics
aveilable *

No corporate income tax



Teonnesoen
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming
Sources: *
- '
Ty
wRAA
ARk R
RARNAK
RRARRARN

1%

No current revenue loss **
No corporate income tax
84.5 million *

8150 thousand **

No current revenue loss *
No corporate income tax
No current revenue loss *
85 million **

No corporate income tax

Written or phone zesponse to 1986 MTC survey.
Letter from, or testimony of, state tax
administrator.

April 24, 1980, fact sheet prepared by
Comm., on State Taxation (COST).

May 11, 1982, state responses to Treasury
questions.

The state's shift to "waters' edge”™ is not in
effect until 1988.

California's water's edge legislation does
not ¢go into effect until 1988. When the
water's edge law does become effective, the

‘revenue loss under S. 1974 would be 8150-200

million.
MTC estimate based on recent changes in state
law.
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STATEMENT OF THOMAS H. BOGGS, JR., COUNSEL, UNITARY TAX
CAMPAIGN, WASHINGTON, DC

Mr. Bocags. Thank you, Mr. Chairman. My name is Thomas
Boggs. I am a partner of the Washington law firm of Patton, Boggs
& Blow. I appear today on behalf of the Unitary Tax Campaign,
Ltd. The Unitary Tax Campaign is the United Kingdom organiza-
tion that represents over 40 United Kingdom companies, most of
whom have operations in the United States.

Mr. Chairman, I am accompanied by Mr. John Symons. Mr.
Symons is the vice chairman of the organization. He is also the
former vice president of BAT Industries. I have a lengthy state-
ment, Mr. Chairman, which I would like to ask to be'incorporated
into the record.

Ser:lat,or CHAFEE. Yes, we will put all the statements in the
record.

Mr. Boagas. I also have, Mr. Chairman, a comment filed by the
Unitary Tax Campaign with the Treasury Department which pre-
sents our comments on the specific legislation which is before you.
I would like that also put in the record.

Senator CHAFEE. Fine.

Mr. Bogas. The Unitary Tax Campaign supports the enactment
of Federal legislation which would generally appllg' the water’s edge
approach to State taxation of corporate income. Federal legislation
is needed to ensure that the United States speaks with one voice on
matters of international taxation and investment. The worldwide
unitary controversy is fundamentally an international issue and, as
such, can only be satisfactorily resolved at the Federal level.

Since the 1930’s, nations have agreed on the separate accounting
principle or the “arm'’s length principle,” as the standard by which
to measure and apportion business profits of enterprises which op-
erate across national boundaries. The United States has been a
leader in the establishment of the separate accounting principle as
the standard for measuring income of such firms and avoiding
double taxation of that income. Every bilateral income tax treaty
to which the United States is a party adopts a separate accounting
gginci le. The separate accounting principle also provides the back-

ne for the Internal Revenue Code’s approach to the international
income allocation. By strongly supporting the establishment of this
separate accounting principle as a matter of both international and
Federal law, the United States has clearly committed itself to this
principle as a part of its international tax and investment policy.

State taxation on a worldwide unitary basis violate: the interna-
tionally accepted standard of separate accounting. A haphazard
array of individually adopted State water’s edge laws will not pro-
vide an appropriate solution to the worldwide unitary controversy.

Federal legislation is still required for three primary reasons.
First, Federal legislation would prohibit the imposition of fees or
penalties on companies which avail themselves of a State-passed
water’s edge law. Second, Federal legislation would ensure a more
stable U.S. commitment to a system of State taxation based upon
the water’s edﬁe concept. Without Federal legislation, States that
have acted to limit worldwide unitary taxation may reverse such
legislative decisions at any time. And finally, Feacral legislation

67-908 0 ~ 87 - 5
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would establish consistent guidelines for the enactment of a Feder-
al network of State water’s edge laws. Presently, the water’s edge
laws passed by States differ widely. These differences prevent the
establishment of a consistent water’s edge scheme across the coun-
try which would increase certainty for business transactions and
reduce the business costs of complying with many widely varying
State laws.

Mr. Chairman, in conclusion, what we are saying is that enact-
ment of Federal legislation such as S. 1974 is needed to assure that
States change their State taxation systems to be in compliance
with Federal guidelines on international taxation lines. Now is a
very appropriate time to have a Federal standard which these
States can follow in achieving some consistency in this area. Thank
you, Mr. Chairman.

Senator CHAFEE. Thank you very much, Mr. Boggs. Mr. Glover.

[The prepared written statement of Mr. Boggs follows:]
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September 22, 1986

STATEMENT OF THOMAS H. BOGGS, JR.
BEFORE THE SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT OF THE COMMITTEE ON
FINANCE, UNITED STATES SENATE,
SEPTEMBER 29, 1986, ON S. 1974

ON BEHALF OF

UNITARY TAX CAMPAIGN, LIMITED

This material is presented by Patton, Boggs & Blow, 2550 M
Street, N.W., Washington, D.C. 20037, which is registered with
the Department of Justice, Washington, D.C,, under the Foreign
Agents Registration Act of 1938, as amended (22 U.S.C. §§ 611~
621), as an agent of Unitary Tax Campaign, Limited, 6 Buckingham
Place, London, SW1E 6HR, England. This material is filed with
the Department of Justice where the required registration
statement is available for public inspection. Registration does
not indicate approval of the contents of the material by the
United States Government.
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This statement is submitted on behalf of Unitary Tax
Canmpaign, Limited. Unitary Tax Campaign represents over 40
United Kingdom companies with international operations, including
operations in the United States. These companies participate
heavily in American trade and employ many American citizens.

I.
INTRODUCTION

Unitary Tax Campaign supports the enactment of S. 1974,
which is before this Subcommittee for consideration, and its
identical companion bill, H.R. 3980, which is before the House
Committee on Ways and Means.

The legislation was drafted by the Administration and was
introduced into both Chambers at the request of the President.
S. 1974 was introduced on December 10, 1985, by Senator Pete
Wilson (for himself and Senators Mathias and Hawkins). H.R. 3980
was introduced on the same date by Congressman Duncan. Since
introduction, Congressmen Gibbons, Jenkins, Archer, Frenzel, and
Daub have agreed to co-sponsor H.R. 3980.

In brief, the legislation would apply a "water's edge"
approach to State taxation of corporate income by: (1)
prohibiting States from imposing corporate income tax on a
worldwide unitary basis; and (2) providing for equitable tax
treatment of dividends received by U.S. corporations from their
foreign subsidiaries. In exchange, all States would benefit
under the legislation from the establishment of new Federal
information reporting requirements for multinational corporate
groups and certalin other corporations. These information
provisions are intended to assist States in the administration of
their tax laws.

This legislation is the most recent attempt to correct a
problem which has plagued national governments and the business
community for many years. As has been documented many times over
the long history of the worldwide unitary debate, State taxation
on a worldwide unitary basis: (1) allows a State to tax income
which is earned outside the United States and is not related in
any way to a taxed company's operations in the State; (2)
requires a determination of income which is based on apportion-
ment factors that can significantly understate income earned by
foreign operations and overstate income earned in the State and
therefore results in double taxation; and (3) results in
oppressive administrative and compliance costs for companies
which are required to report on their comglete worldwide
operations, even though such information is often not readily
available to an international trading compan¥. For these
reasons, taxation on a worldwide unitary basis is wrong as a
matter of tax policy.
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Perhapa even more importantly, however, State taxation on a
worldwide unitary basis is inconsistent with the positions taken
by the United States on internaticnal tax and investment matters.
The contours of international tax and investment policy are
determined through careful and laborious negotiations among the
national governments. State taxation on a worldwide unitary
basis is inconsistent with most of the international agreements
reached through these negotiations. Foreign governments, many
the principal trading partners of the United States, view State
worldwide unitary tax systems as distinctly at variance with the
Federal tax system, and these governments are therefore troubled
by the inability of the United States to make consistent
commitments on international taxation matters. For this reason,
State taxation on a worldwide unitary basis has a significant
negative effect on United States relations with the governments
of its major trading partners.

Recently, the State of California enacted a water's edge
approach to corporate taxation. California's action leaves three
States (Alaska, Montana and North Dakota) which impose tax on a
worldwide unitary basis. While the number of such States has
been reduced to three, Federal legislation such as S. 1974 is
still required for three primary reasons.

First, Federal legislation such as S. 1974 would prohibit
the imposition of fees or penalties on companies which avail
themselves of a State-passed water's edge bill. For example, the
new California law imposes an "election fee" equal to .03 percent
of the sum of a taxpayer's property, payroll and sales in
California. 1In effect, such a fee requires a taxpayer to pay for
the privilege of not being taxed under a system which: (1) is
wrong as a matter of tax policy; (2) undermines United States
positions on matters of international taxation; and (3) is
disapproved by the Administration. The right to be freed from
taxation on a worldwide unitary basis should not be treated as a
privilege. As a matter of principle, such "election" fees should
not be permitted, and Unitary Tax Campalgn will continue to lobby
the California legislature to seek the eradication of the
"election" fee. S. 1974 would not permit such fees.

Second, Federal legislation would ensure a more stable U.S.
commitment to a system of State taxation based on the water's
edge concept. Without Federal legislation, States which act to
limit worldwide unitary taxation may reverse such legislative
decisions at anytime. This unstable situation could very likely
be exacerbated by the presence of legislative clauses which
permit State tax administrative agencies the discretion to impose
worldwide unitary taxation for a wide range of violations of
State legal requirements. The new law passed by California
includes such a discretionary provision.
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Third, Federal legislation would establish consistent
guidelines for the enactment of a federal network of state
water's edge laws. Presently, the water's edge laws passed by
States differ widely. For example, State water's edge laws
provide varying definitions of which corporations are within or
without the "water's edge."” Such differences prevent the
establishment of a consistent water's edge scheme across the
country which would increase certainty for business transactions
and reduce the costs of complying with many widely varying State
laws.

Federal legislation such as S. 1974 would establish stable
and consistent guidelines for State taxation of corporations
which have international operations. By establishing this
consistent baseline, S. 1974 would provide a solution to the
continuing foreign policy problem of the United States caused by
State taxation on a worldwide unitary basis.

II.

TAXATION ON A WORLDWIDE UNITARY BASIS IS
INCONSISTENT WITH THE POLICIES OF THE UNITED STATES

State taxation on a worldwide unitary basis is inconsistent
with the long-established position of the United States and other
nations on matters of international taxation. Because it is
inconsistent, this State taxation practice undermines the ability
of the United States to speak with one voice on matters of
international tax and economic policy. The solution to this
Federal problem should be the enactment of Federal legislation.
The "water's edge" approach of S. 1974 would provide an
appropriate solution to this Federal concern in a responsible and
even-handed manner.

A. The United States Has Committed Itself to the
Separate Accounting Principle as a Matter of
International and Federal Law.

When a business enterprise earns income in different
jurisdictions, some means must be employed to measure the income
earned in each of the various jurisdictions. If no such means is
in place, then it is possible that the total income cf the
enterprise may be taxed several times by the various tax
jurisdictions in which its constituents operate.

Since the 1930's and the beginning of a substantial
international commerce, nations have agreed on the "separate
accounting” principle (sometimes called the "arms length"
principle) as the standard by which to measure the business
profits earned in each jurisdiction where the constituent parts
of an enterprise operate. Under this "separate accounting”
principle, income earned in each jurisdiction is measured
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according to established accounting principles. Each corporation
in a multi-corporate group is treated as a separate entity which
will deal with all other entities on an "arm's length" basis. As
a safeguard against tax avoidance, tax authorities are empowered
to enforce the separate accounting principle by adjusting taxable
income where necessary to make it conform fully with the "arm's
length" assumption.

The United States has been a leader in the establishment of
the separate accounting principle as the international standard.
Every bilateral income tax treaty to which the United States is a
party adopts the separate accounting principle as the method for
measuring multi-jurisdictional income and avoiding double
taxation of that income. The separate accounting principle is
adopted by the model income tax treaties of both the Organization
for Economic Cooperation and Developement (OECD), whose members
include the United States and its principal trading partners, and
the United States Treasury Department. These model treaties
provide the basis for negotiations to establish bllateral income
tax treaties. Most tax treaties between other nations also adopt
the separate accounting principle. To prevent tax avoidance
through artificial transfer pricing, most national governments
have generally agreed to exchange tax information under bilateral
tax treaties or separate executive agreements. By strongly
supporting the establishment of the separate accounting principle
as the international standard, the United States has taken a
clear position in favor of the separate accounting principle as a
matter of international law.

The separate accounting principle also provides the
backbone for the Internal Revenue Code's approach to inter-~
national income allocation. The Code implements the separate
accounting principle in three steps. First, the Code establishes
detailed and sophisticated rules to determine the source of each
item of a firm's income. These "sourcing"” rules serve to
allocate income to the tax jurisdictions where income is
earned. Second, the foreign tax credit ensures generally that
any tax charged by a foreign government on foreign-source income
which is also taxed by the United States will be credited against
any United States tax liability on that income. The effect of
the foreign tax credit is to avoid double taxation of income
earned by transnational enterprises. Finally, to prevent tax
avoidance through artificial transfer pricing, the Treasury
Department has promulgated regulations under section 482 of the
Code which explicitly adopt the "arm's length" pricing
standard. With these three steps, the United States has clearly
committed itself as a matter of Federal law to the separate
accounting principle as the standard for measurement and taxation
of income of multi-national enterprises.
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B. State Taxation on a Worldwide Unitary Basis
Violates the Internationally-Accepted Separate
Accounting Principle.

State taxation on a worldwide unitary basis violates the
internationally-accepted norm of separate accounting and
therefore undermines the commitments made by the United States in
matters of international taxation. While many States use some
form of the unitary method to divide domestic income (income
earned in the United States) among the various States, only a
small minority of States apply the unitary method on a worldwide
basis. It is this practice -- taxation on a worldwide unitary
basis -~ which is inconsistent with United States pollcy.

Unlike the separate accounting principle, the unitary
principle ignores both the existence of separate corporate
entities and the source of income and instead attempts to
apportion income among tax jurisdictions through application of a
mathematical formula. Under the unitary principle, income of a
"unitary business" is aggregated into a single income base. The
"unitary business" may consist of dozens of separate corporations
that are related in terms of ownership and business activity,
Part of the aggregate unitary income base is then apportioned to
a tax jurisdiction by multiplying the unitary income base by a
fraction. Typically, this fraction is equal to the ratio of an
enterprise's sales, payroll and property located in the
jurisdiction to its total sales, payroll and property.

States which tax on a worldwide unitary basis extend the
unitary principle beyond U.ST borders to include income earned by
foreign corporations from operations in foreign countries. By
doing so, these States impose tax on foreign source income of
foreign affiliates without having negotiated any regime for
avoiding double taxation with foreign governments. Because the
forelgn governments are not parties to the apportionment system
used by the small minority of worldwide unitary .itates and will
have already taxed such income under thelr own laws, a second tax
is effectively imposed when such foreign source income is taxed

by a State.

This system is grossly distortive because it makes no
allowance for the tax levied (legitimately) by the source country
and, even more fundamentally, operates on the entirely artificial
agsumption that each dollar of sales, payroll and property
invested in a worldwide unitary State produces precisely the same
income as each dollar of sales, payroll and property invested
worldwide.
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c. State Taxation on a Worldwide Unitary Basis
Undermines the Relationships of the United States
with Other Nations.

The disharmony which results when a State's worldwide
unitary taxation system is interposed with the international tax
system has alienated most of the principal trading partners of
the United States. This alienation has existed for at least ten

years.

For example, in 1976, the United States Treasury Department
negotiated a bilateral income tax treaty with the United Kingdom
which included Article 9(4). Under this Article, the United
States and the United Kingdom agreed not to impose corporate
income tax on a worldwide unitary basis. This provision
orginally would have applied the limitation to not only the
Federal government, but to State governments as well.

During consideration of the Treaty by the Senate Foreign
Relations Committee, Senator Frank Church attempted to remove the
limitation of Article 9(4) by reservation. That Amendment was
defeated by a vote of ten to five. When the full Senate debated
the Treaty in June, 1978, Secnator Church again proposed the
reservation regarding 9(4), and the reservation was again
defeated by forty-four votes to thirty-four. In the final vote
by the Senate on the Treaty the following day, forty-nine voted
in favor, and thirty-two against, five votes short of the
required two-thirds majority. After several days of dlscussions,
the Treaty was ratified by a vote of eighty-two to five, with the
Church reservation included, the Treasury Department having
capitulated to gain passage of the Treaty with no further
hindrance. Since then, there has been no action in Congress to
rectify the situation.

More recently, foreign governments have expressed their
opposition to State taxation on a worldwide unitary basis in
letters from their Embassies to Chairman Packwood and Chairman
Rostenkowski. These letters, dated April 29, 1986, were signed
by representatives of‘ﬁixteen countries and the Commission of the
European Communities.-/ 1In part, these letters expressed the
officlal understanding of these Governments of the
Administration's position on the worldwide unitary issue:

The sixteen countries and the Commission of
the European Communities which are

A/ Thegse sixteen countries are Austria, Belgium, Canada,
Denmnark, Federal Republic of Germany, France, Creece,
Iceland, Italy, Japan, Luxembourg, Netherlands, Portugal,
Spain, Switzerland, and the Uniced Kingdom.
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signatories to this letter view the use of
worldwide unitary income taxation by certain
States as a serious divergence from the
long-established principles of international
corporate taxation. The Administration has
recently affirmed that it takes a similar
view, as evidenced by the President's
statement of November 8, 1985, and the
introduction of S. 1974. Secretary Baker's
March 5, 1986 letter to you (Chairman
Packwood or Rostenkowski], Secretary
Shultz's letter to State Governors and the
Justice Department's amicus curiae brief in
the Alcan Aluminum/ICI action against
California in the Federal District Court in
Illinois provide further confirmation. The
Administration has stressed in particular
the damage that worldwide unitary incone
taxation has done to relations with some of
its major trading partners. Thus, we are
hopeful that your Committee . . . will
consider expeditiously this legislation.

As referenced in these letters, the Administration has
recognized the serious and continuing foreign policy concerns
caused by State taxation on a worldwide unitary basis. The
Secretary of State recently made clear these concerns in letters
to the Governors of States which imposed tax on a worldwide
unitary basis. 1In part, the Secretary of State said:

Continued State taxation on a worldwide
unitary basis will greatly impair the
ablility of the Federal government to carry
out its tax and investment policy' in the
international arena and to manage the
sensitive issue of international double
taxation. The worldwide unitary issue has
seriously complicated our economic relations
with many of our closest allies. During my
tenure as Secretary of State, this has been
a difficult and long-lasting issue. The
Department of State has received diplomatic
notes complaining about State use of the
vworldwide unitary method of taxation from
virtually ever¥ developed country in the
world. The unitary issue has been partially
responsible for stalling some bilateral
treaty negotiations.
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Through such public expressions against State taxation on a
worldwide unitary basis, the Administration has committed itself
to an effort to ensure that this practice no longer undermines
United States foreign policy. As part of this effort, the
Administration drafted S. 1974. With three States still imposing
tax on a worldwide unitary basis and other States, such as
California, enacting water's edge laws which contain objection~-
able clauses, Federal legislation such as S. 1974 is still needed
to assure that the United States satisfactorily resolves the
worldwide unitary issue.

III.
CONCLUSION

State taxation on a worldwide unitary basis has produced a
significant deterioration in the relationships of the United
States with its principal trading partners. This method of State
taxation has undermined the ability of the Federal government to
speak with one voice 'in foreign policy matters. Continued use of
this method by individual States will -impair the ability of the
United States to carry out its tax and investment policy in the
international arena, further alienate our economic allies and
expose the United States business community to increased taxation
and administrative costs in foreign jurisdictions. A haphazard
array of individually-adopted State water's edge solutions, with
various "election" fees and other inappropriate provisions, will
not provide a solution to the worldwide unitary controversy.

S. 1974 is Federal legislation which will resolve these
foreign policy problems. The water's edge approach of S. 1974
will permit the Federal government to regain control of United
States international tax policy. This bill would provide simple
and fair guidelines for States to enact a consistent network of
water's edge legislation. In recognition of this fact, the
executive branch of our government -- the President, the Treasury
Dgpartment and the State Department -- all support the enactment
of S. 1974,

Unitary Tax Campaign, along with others who support 8.
1974, has submitted a series of suggested changes to S. 1974 to
the Treasury Department. The most important of these issues are
discussed in Attachment A of this Statement.

Representatives of Unitary Tax Campaign would welcome the
opportunity to work with the Subcommittee and its staff to
resolve these technical iasues and otherwise to assist in the
consideration of this legislation,
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ATTACHMENT A
SUGGESTED CHANGES TO S. 1974

) While Unitary Tax Campaign supports Federal legislation to
prohibit State taxation on a worldwide unitary basis, S. 1974
contains several provisions which should be modified.

A. Imposition of Worldwide Unitary Taxation Should
Not Be a Penalty for Noncompliance

The provisions of S. 1974 establish two conditions to the
general prohibition against State taxation on a worldwide unitary
basis, Specifically, a State would still be able to tax on a
worldwide unitary basis if: (1) a taxpayer "materiall{ fails" to
comply with the new Federal information reporting requirement or
with "the legal or procedural requirements” of State income tax
laws; or (2) neither the taxpayer nor the government of the
"relevant foreign country" provides "material®™ information to a
State after "proper request."”

The establishment of any conditions is improper. The
prohibition of taxation on a worldwide unitary basis should not
be treated as a privilege. This practice violates basic
principles of taxation and is contrar¥ to the policies of the
United States. To sanction use of this practice for any reason,
including as a penalty for noncompliance with information
requirements, is improper. Rather, the legislation should
penalize noncompliance by the imposition of separate penalties.
Such penalties are open and direct sanctions for noncompliance
and are the usual manner in which the United States enforces the
information return requirements of its own tax laws.

In this connection, it should be noted that Unitary Tax
Campaign does not oppose the inclusion in the legislation of
reporting requirements based upon the concepts of the domestic
disclosure spreadsheet contained in Principle III of the
Worldwide Unitary Taxation Working Group. However, these
information requirements should function independently of the
prohibition against State taxation on a worldwide unitary
basis. 1In addition, the reporting requirements should be drafted
with a greater degree of precision to enable firms to comply with
the requirements in good faith and without uncertainty.
Similarly, S. 1974 should be amended to specify the procedure
under which a "proper request" for information may be made to a
foreign government. In general, Unitary Tax Campaign believes
that States should obtain information only from the United States
government to the extent permitted by any tax treaty or executive
agreement to which the United States is a party.
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B. The Threshhold Should Be Changed

The proposed legislation contains provisions to define
foreign corporations which are within the "water's edge" and thus
subject to unitary taxation. 1In general, the proposed
legislation would establish a two-pronged test to determine
whether a foreign corporation is within the water's edge.
Specifically, a foreign corporation must either: (1) have at
least $10 million in compensation payments, sales or purchases,
or property ausignable to United States lccations; or (2) have at
least 20 percent (an average of percentages) of its total
cz:pensation payments, sales and property assignable to United
Stdtes locations.

Unitary Tax Campaign has consistently taken the position
that the proposed legislation should adhere to the principles the
United States espouses in the double taxation agreements into
which it has entered. Thus, the water's edge definition should
be based upon the concept of a "permanent establishment." 1If,
however, the "permanent establishment” concept is not adopted,
the teat to determine whether foreign corporations are within the
water's edge should be a simple calculation based on an analysis
of the sources of the corporation's gross income. For example,
if at least 20 percent of a corporation's worldwide gross income
consists of U.S.-source income which is not effectively connected
with a U.8, trade or business or income from U.S. or foreign
sources which is ettectlvelf connected wi ° a U.S, trade or
business, then the corporation would be within the water's edge
and subject to taxation on a worldwide unitary basis.

C. The Branch Provision Should Bé Expanded

The proposed legislation provides that a United States bank
branch of a foreign corporation may be treated as a separate
United States corporation. This provision recognizes that banks
generally may not lncorporate subsidiaries and prevents the
treatment of all of the foreign corporation's income as within
the water's edge merely because the bank branch is located in the
United States,

The provision, however, should not be limited only to
branches of foreign-based banks. Other situations exist where a
multinational enterprise may be required to operate through a
single multinational company with a large number of branches.
Such a case should qualify for treatment similar to that provided
for foreign-based banks in the proposed legislation.
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STATEMENT OF JERE V.. GLOVER, GENERAL COUNSEL,
NATIONAL SMALL BUSINESS ASSOCIATION, WASHINGTON, DC

Mr. GLover. Thank you. My name is Jere Glover, and I am here
today as counsel for the National Small Business Association. Prior
to entering private practice, I served as deruty chief counsel for
SBA, and ﬁrior to that on the House Small Business Committee.

One might ask, ‘“why does small business care about how multi-
nationals are taxed?”’ We start off with the basic premise that all
small businessmen pelieve in; taxation is evil, it is un-American, it
causes cancer, and it simply should not exist. Having said that, we
have to proceed with some basic realities. Taxes do exist. Soraeone
must pay them. Small businesses don't want to pay them; we would
prefer big businesses and especially multinationals to do that.

When you think about it, multinelionals are here today saying
the very same thing: We don’t want to pay taxes; let soncbody
else. Well, small business is that somebody else. We have three spe-
cific instances where State legislatures have looked at the issue of
whether they should abolish unitary taxes and whether they
should give preferential treatment to multinational corporations.
You can see the situation in Florida where a 20-percent increase in
the corporate rate was aﬁf)lied after unitary was repealed. We look
at Illinois; we see that Illinois went from 4 percent corporate tax
rate to 4.8 percent.

We look at Massachusetts where the Governor proposed increas-
ing all payroll taxes in the State by 1 percent so that they could
repeal unitary. So, let’s not kid ourselves about what ends up hap-
pening when unitary taxes are abolished. When the States need
revenue and they look around and decide to exempt multinational
corporations or to prohibit unitary basis.

uite simply, that burden is shifted to the other businesses
within the State, and we as small business people don't have a lot
of choices. We end up paying on a unitary basis, because we don’t
have any way of shifting revenues or Broﬁtv outside of a specific
State, or can we shift them outside the United States.

So, our concerns are very simple. We believe that the States
should have the option to propose the same type of tax accounti
method for multinational corporations that they do for their 1
corporations. We believe that we have had all too many instances
where fairness has not been afforded the small businesses.

I would like to thank Senator Baucus and Senator Grassley for
their work in correcting some of that in the past bill. I know they
fmfht very hard on the self-employed insurance deductibility issue
and were successful in getting that included. But by and larie,
small businesses don’t have the wherewithal or the money for the
lobbyists to come up here and argue effectively and certainly don't
have the PAC money. But we do have one basic thing which we
believe in very stronfly, and that is basic fairness.

We believe that all corporations, be they multinational or domes-
tic, should be treated the same way. Fairness is the only real hope
that we have for equitable treatment, and we would urge that you
not pass this legislation. Thank you.

Senator CHAFEE. Thank you very much, Mr. Glover.

[The prepared written statement of Mr. Glover follows:]
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STATEMENT OF JERE W. GLOVER ON BEHALF OF
THE NATIONAL SMALL BUSINESS ASSOCIATION BEFORE THE
SUBCOMMITTEE ON TAXATICN & DEBT MANAGEMENT
SENATE COMMITTEE ON FINANCE
HOLDING HEARINGS ON S. 1974, THE UNITARY TAX REPEALER ACT
SEPTEMBER 29, 1886

Mr. Chairman and Members of the Subcommittee:

My neme is Jere W. Glover, and I am here today on behalf of
the National Small Business Association (NSB). I am the General
Counsel of NSB and serve on its Executive Committee. I appreciate
the opportunity to appear before you today on the issue of uni-
tary taxation and its impact on the small businesses of America.

The National Small Business Association is a bipartisan
trade association which, since 1937, has represented small busi-
nesses located in every state in the Union. Testifying before
Congress on legislation of interest to small business is a func-
tion we regard as vitally important to the interests of the more
than fifteen million American small business enterprises.

He are here today to address specifically S. 1974, intro-
duced by Senator Wilson, sand S. 1113, introduced by Senator
Mathias. Both bills would severely restrict state taxation of
multinational corporations. The National Small Business Associa-
tion opposes any proposal to give special tax breaks to multi-
national corporations. Multinationals that operate through sub-
sidiaries should not be exempt from the unitary method of accoun-
ting that most states use as a basis for computing the tax owed
by corporations. -~ Without equal application of the unitary
method to all corporations, small in-state businesses will be put

at an unfair competitive disadvantege simply because they lack
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the seme opportunity as multinational corporations to shift
profits among foreign subsidiaries and thus avoid taxation.

The unitary method of tax accounting was upheld by the
United States Supreme Court in the 1983 case of Container Cor-
poration of America v. Eranchise Tax Board as a “"proper and fair
method of taxation.”™ The unitary accounting method treats the
corporation as a single taxpayer, regardless of whether it con-
ducts its business through one corporation or through a variety
of subsidiaries and affiliates. A state, unlike the federal
government, is limited to only taxing the corporation on the
amount of business income generated within that state. To deter-
mine how much of a corporation’s business profits are generated
within the state under the unitary method, a formula is wused
comparing the ratio of business activity in each jurisdiction to
the company’s totul business activity everywhere. In other
words, it takes into account total corporate earnings and assets
regardless of where they are realized. The corporate tax owed
the state is then computed on the profit share attributable to
that state.

The alternative separate accounting, also referred to as the
"arm’s lendth” method, has been shown.by the General Accounting
Office and others to be ineffective, difficult to audit, and not
subject to even enforcement, thus allowing in-state profits to
escape taxation by the state.

Most states have always applied the unitary method of tax
accounting to those businesses engaged in inter/intrastate com-

merce. However, only those corporations large enough to have



142

subsidiaries can transfer their tax liabilities outside a parti-
cular state.

When multinational corporations, using sophisticated arcoun-
ting manipulations, transfer their tax liability outside the
particular state, the remaining domestic firms -- the small busi-
nesses that create most new jobs -- are left to shoulder the bulk
of the state’s tax burden. Tax avoidance by mnultinationals
imposes a heavy cost on small business. Every dollar of legiti-
mate taxation bypassed by multinationals must be paid for by
other taxpayers, both corporate and individual. For example,
after Florida repealed its use of the worldwide unitary tax
accounting method, the ledislature raised the corporate tax rate
from 5X to 5.5X% to remedy the shortfall in revenues. Small busi-
nesses in Florida now must pay higher state taxes so multi-
nationals operating there can pay lower ones. Similarly, one
year after Illinois caved in to pressure from big oil companijes
and retreated from worldwide unitary to domestic unitary, the
state corporate tax rate was increased from 4X to 4.8X%.

Even at the Federal level large corporations only pay an
effective tax rate of approximately 17%. The average small and
mid-size btusiness tax rate is double that paid by large corpora-
tions.

Shortly after the Container Corporation case was decided by
the Supreme Court, then-Treasury Secretary Donald Regan announced
the formation of a Worldwide Unitary Working Qroup to study
worldwide unitary apportionment. The report issued by that group
further demonstrates why the "water’s edge"” combination defini-

tion embodied in S. 1974 is a loophole-ridden definition,
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There are two large avenues provided in S. 1974 through
which multinationals may avoid state taxation of their legitimate
taxable in-state earnings. First, by permitting “"water’s edge"
corporations to exclude "80/20" corporations (firms headquar-
tered in the Unitcd States with 80%¥ of their property and payroll
overseas -- even though all of its sales are in the United
States) allows these firms to avoid taxes by skillful accounting
machinations. More importantly, it destroys American jobs by
creating a tax incentive for firms to pack up their American
plants and move them overseas.

The second avenue through which state taxes may be avoided
under this bill is the near total exemption of foreign dividends
from inclusion in the tax base. Such an exemption would force
down investment and job creation in the United States by giving
preferential treatment t.o operations outside the borders of the
country. This oclearly discriminates against small businesses
which would continue to pay both spato and federal corporate
income taxes on the full base of their profits.

If legislation is passed prohibiting the unitary tax method
of accounting, this will not affect the method by which small
businessmen and women pay their corporate taxes. Small business
people are not able to shuffle their profits across the state
border to give the slip to the state tax man. There is no reason
why- multistate corporations should be allowed to do so. This
type of legislation clearly benefits only one group, multi-
national corporations.

Study after study has documented that small business is

responsitle for creating the majority of new jobs in our economy,
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Yet, once again, consideration is being given to putting small
business at a competitive disadvantage. At a time when the
federal deficit is reaching record levels and America’s balance
of trade is spiralling out of control (approximately $140 bil-
lion), the last policy which should be pursued is one that en-
courages the multinationals to move their operations overseas
vhile inhibiting our own small business sector. Small businesses
are the most productive segment of the economy, leading the
nation 1in Jjob creation and innovation, providing the driving
force behind the present economic recovery. According to Presi-
dent Reagan’s Report, The State of Small Business, between 1980
and 1982 small businesses created all, every single one, of the
984,000 net new Jjobs in the United States. All Dbusinesses
created 2.65 million new jobs, but that was offset by the fact
that big business posted a net loss of over 1.6 million jobs.
The Fortupe 1,000 have fewer employees today than in 1969. In
addition to job creation, small business leads the way in inno-
vation. Over two-thirds of all innovations have come from small
business. This is ample proof that President Reagan’s econonic
recovery was largdely a product of America’s small businesses.
Some proponents of federal restrictions on state taxation of
multinationals claim that lowering their tax will promote invest-
ment and job creation. Numerous studies indicate that state and
local taxes are not the primary issue in capital investment or
business location decisions. Moreover, there is no evidence that
worldwide unitary tax accounting methods inhibit foreign invest-

nent. Even if we assume some multinationals will cut back the
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activity in states that apply the unitary method e..-n-handedly,

there are more than enough entrepreneurs and smaller firms ready
to fill the gap. Where there is a market, a roesource, or a
skilled labor force, small business will make the investment and
create the jobs. The support multinational corporations display
for S. 1974 demonstrates that they will only invest and create
Jobs when encouraged by a specific special tax subsidy. Indeed,
by artificially subsidizing uneconomic spending by multina-

tionals, restriction on the unitary method will diminish agdre-
date investment in the United States.

Nor will the lower rate of corporate taxation assist America
in reducing its trade deficit. The staff of the Congressional
Joint Committee on Taxation summarized the results of a study of
corporate tax burdens in large developed countries around the
world. It concluded:

“In 1982, the country with the second largest trade surplus,
Japan, had the highest rate of corporate taxation me' ~ured both
as a portion of gross domestic product (5.4 percent) and of total
tax revenues (19.7 percent). Conversely the country with the
largest trade deficit, France, relied the least on corporate
taxes as a revenue source.”

The unpopularity of the unitary method with multinational
corporations is not without reason. These corporations are not
accustomed to being made to pay their fair share of taxes at the
state or federal level. The unitary method forces out-of-state
corporations to pay their fair share of the benefits they recesive

by virtue of operating in that state.
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The National Small Business Association is firmly opposed
to any ledislation that results in unfair methods of tax accoun-
ting that assists multinational corporations at the expense of
the American small business.

He believe that all businesses, large and small, should bde
subject to the same fair share of state taxes.

Thank you for the opportunity of appearing before you today

on this subject of importance to the small business community.

g 88
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1;Sefs(i}’at,or CHAFEE. Whe’ percentage of your members are incorpo-
rated?

Mr. GLoveR. Approximately three-fourths of National Small
Business Association members are incorporated.

Senator CHAFEE. All right. Now, Mr. LaFaver, could you respond
to the statement Mr. Hurston made regarding Montana not taxing
foreign multinationals but taxing U.S. multinationals?

Mr. LAFAvER. We have both on operational and a constitutional
reality here. The Su]preme Court in the container case certainly
hinted rather strongly that application of worldwide combination
to a foreign parent was probably not constitutional. So, that is one
part. The second part, from an operational standpoint, is that a
small State such as Montana simply doesn’t have the audit

wer—the manpower—to send teams of auditors to the Nether-
ands to audit that sort of a firm. So, we stick solely as a matter of
administration to domestic parents and we will propose legislation
in 1987 to make it a matter of law that Montana does not include
the foreign parent in the worldwide combination.

Senator CHAFEE. That does seem a little rough, doesn't it? I
mean, tax the U.S. rfeople, of the U.S. multinationals, but not the
foreign multinationals?

Mr. LAFAVER. I guess I don’t understand why that is rough. We
tax our own citizens, but don’t have the authority to go down to a
foreign nation and tax them.

Senator CHAFEE. No, but I don’t think the analogy is totally apt.
You are saying that Coca-Cola has worldwide sales and your Mon-
tana collects from the Coca-Cola Co. based on some apportionment
figure; but when the Shell Oil Co. comes along, they are treated
differentlf. You don't compute in—I guess that is what you are
saying if I understand it—you don’t compute in what Shell’s world-
wide sales are because you can’t get those. So, you just base it on
some local sales; is that correct?

Mr. LAFAVER. We allocate income to Montana from a domestic
parent based on their worldwide factors, and under the Constitu-
tion of the United States, according to container, we have the au-
thority to. We don’t have the authority to very likely with a for-

eig parent.
nator CHAFEE. Do you want to comment on that, Mr. Hurston?

Mr. HursToN. No. The only valid argument I heard him make
for discriminating against U.S. companies was audit capability, and
I thought he was representing the Multistate Tax Commission
\Svhich was formed for that purpose, to provide audit support for the

tates.

Senator Baucus. Mr. Chairman, if I might make a point while
we are on this subject?

Senator CHAFEE. Surely.

Senator Baucus. The question here really and the reason for the
legislation is because of the perceived unfair application to forei
companies—foreign companies in foreign countries. That is the
reason for the United Kingdom retaliation. If the State of Montana
and if other States apgly water's edge or something similar to
water’s edge to foreign-based companies, that is do not apply the
worldwide unitary to foreign-ba.sed. but if they still do to U.S.
based multinationals, the fact that they do not against forei
based obviates the need for this legislation, obviates the need for
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any retaliatory United Kingdom legislation. There is an entire dif-
ferent, separate question, and that is should the States as a matter
of policy or as a matter of tax policy treat U.S. based any different-
ly than they treat foreign based?

Should there be any “discrimination”? That is a separate matter
for the State of Montana to determine as a matter of State l)olicy,
but because Montana does apply a water’s edge—or practically as I
understand it a water's edge—to foreign based, then there is no
need for this legislation insofar as this legislation is based on po-
tential United Kingdom and foreign country retaliation.

Senator CHAFEE. That is one approach to this.

Senator Baucus. One can argue whether it is proper for the
State as a matter of State tax policy to treat U.S. based differently;
that is a whole sgfarate question. Frankly, my personal view is
that the State of Montana should revise its tax policy. The fact is
that in the State of Montana, this is a major issue. When the legis-
lature meets this next January, there will be several bills address-
in7 the unitary question.

t is certainly in view of California’s action and this potential
legislation today that there are many legislators in the State of
Montana pressing for repeal. And if I were a State legislator, I
would, too; but the fact is that it is up to the State legislature.

Senator CHAFEE. Just out of curiosity—and I presume your State
is somewhat typical of the other States—perhaps not Alaska, but
possibly of North Dakota—what percentage of your State revenue
i8 derived from this tax? Do f%rou know?

Mr. LAFAvVER. Yes. One-fifth of the corporation license tax comes
as a result of applyi’xllvﬁ worldwide combination.

Senator CHAFEE. That is one-fifth of the corporation license tax,
but I really would like to direct my question to: What percentage of
the total revenue? In other words, there are probably other forms
of taxation of corporations, plus a whole series of excise taxes. In
other words, if we repeal this—just take an “if"’—if we repeal this
tax, what would it cause fyou to lose percentagewise of your reve-
nue, your total revenue, of your State?

Mr. LAFAVER. We would likely lose between 4 and 5 percent.

Senator CHAFEE. Of your total revenue?

Mr. LAFAvVER. Of all revenue, yes.

Senator CHAFEE. Mr. Boggs, what do you say to the argument
that has been presented here that all they want to do is just tax
U.S. corggrations and we won’t bother with the foreign multina-
tionals? So, what harm does that do with Britain?

Mr. BocGs. Mr. Chairman, from a foreign corporation’s point of
view, a State which has adopted an appropriate water’s edge con-
cept does not apply its taxing jurisdiction beyond the water's edge
to foreign corporations. Obviously, in the case of such a State, for-
eign corporations would have no real complaint about the State
taxation system.

I think what the British companies would say is that they don't
necessarily trust a temporary hiatus in the unitary tax method. It
was here before; it could come back again. I think what they would
like to see is uniformity and certainty, either by way of the United
States-United Kingdom treaty, which is certainly one course of
action, or by way of Federal legislation.
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Senator CHAFEE. Mr. Glover, I heard your testimony and read it.
I am not sure there is exactly cause and effect. You pointed out
that in Illinois and in Florida, they repealed this tax, and the fol-
lowing year they increased the corporate tax by a half a percent, I
guess, in each case. In your judgment, was that cause and effect?

Mr. GLovER. If one reviews the hearings in both of the legisla-
tures involved and the mmes from the Governors, you will find
that those numbers were to take care of the revenue loss that
resulted from repealing unitary basis for taxation in those specific
States, and it was so stated at the time the legislatures did it. So, I
believe there is a fairly clear indication that there was a cause and
effect relationship that was fairly clear.

Senator CHAFEE. You indicated that three quarters of your mem-
bers are incorporated?

Mr. GLOVER. Yes, sir.

Senator CHAFEE. Do you have any further breakdown of those in-
corporated? What percentage are subchapter S?

r. GLover. No, sir, I do not.

Senator CHAFEE. It seems to me that would be very significant. I
would suspect that a very substantial portion of them are. Do you
have any tilt on that?

Mr. GLoveR. Obviously, there are a number of them. I would say
that between 50 and 60 percent of our membership would not be
subchapter S; they would be corporations but not subchapter S.
With the new tax law, that may well be changing. We may well see
a lot more small businesses becoming subchapter S corporations,
but certainly in our membership now that is not the case.

Senator CHAFEE. Mr. Hurston, you have heard this testimony.
What does this do if Mr. LaFaver’'s views persist not to tax the
multinationals that are doing business, but just tax the domestic
?rg)es? What does this do to your competitive position international-
y?

Mr. HurstoN. Certainly, Senator, if a Japanese company were
making money in Mexico and Coca-Cola Co. has the same or simi-
lar operation in Mexico, we would be subjected to a much higher
tax burden in the State of Montana based on those activities in
Mexico. It is as clear and simple as that. They are taxing the
income and the activities of the Coca-Cola Co. overseas where the
parallel operation of a foreign based multinational would not be
taxed and included in the tax base in those States. A clear case of
discrimination and the best ment I have seen from his own ex-
planation of why Federal legisfation is needed.

It is also incomprehensible that the same people that oppose it—
that is Federal legislation in the area of worldwide combination—
are supportingelegislation that would overturn Supreme Court deci-
sions. Again, Senator, Supreme Court decisions in the areas of sales
use taxes in the National Bellas Hess case. The National Associa-
tion of Tax Administrators and the Multistate Tax Commission are
both st&porting legislation that would in fact overturn the Su-
preme Court decision and give the States' the prerogative to tax in
the sales use tax area, a very inconsistent position I would say.

Senator CHAFEE. I must say I am somewhat appalled by the view
that one should tax our people but don’t tax on the same basis—
tax our overseas earnings, but don’t tax the foreigners overseas. I
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am not for the thing at all, but to go on that basis is the worst of
all solutions, as I view it. I may be missing something here.

Senator Baucus. Mr. Chairman, I agree; but shouldn’t a State
have the right to make that decision? Coca-Cola can, if it wants to,
opt not to do business in Montana——

Mr. HurstoN. That would be the criteria, Senator?

Senator BaAucus. What I am saying is that obviously that would
be very disadvantageous to the State of Montana as well as to the
Coca-Cola Co.; and that is why I think the State of Montana should
decide to change. I agree with you, Mr. Hurston, but I still think
that that is a matter of State policy.

Senator CHAFEE. Coca-Cola fortunately is of such a nature that it
is hard for me to name a JaPanese competitor of Coca-Cola; but
let's take the automobiles. Let’s take Ford and Toyota. Under Mr.
LaFaver’s approach, Ford, who clearly does business in Montana,
%ou take their overseas total and Ford has extensive operations in

urope and England especially and all over the world. So, you take
the total Ford earnings and, based on that, and their operations in
Montana, you then would work out a system whereby you would
tax Ford and they would come up with quite a big bill. But you
take Toyota and you would say, no, we are disregarding what you
are earning overseas because we can’t seem to get the information.
And so, we are just taking it based on the business you do in Mon-
tana; so, Ford gets penalized. That is hardly the thing I am enthu-
siastic about. -

Mr. LAFAvER. May I respond, Mr. Chairman?

Senator CHAFEE. Sure. =

Mr. LAFAvVER. I don’t think that that is an accurate way of ex-
plaining it. We don’t tax either the Japanese firm or the American
firm more than their presence in Montana would allow. Ford

———

might have operations in every nation of the world but they are
taxed only on their factors in Montana. The larger they are world-
wide, the larger they are in South America, and so forth, the small-
er their factors are in our State.

When you look at the Japanese firm, you only look at the subsid-
iary that is operating in the United States; but you allocate its
income to Montana in exactly the same way, using the same uni-
tary calculation, that you do with Ford. So, the issue that occurs to
us 18 that: Do you allow foreign firms to allocate income away from
your State ang to States that don’t have a corporation income tax,
or do you apply the tax on an objective series of calculations? And
some way of a unitary calculation or some calculation like that is
the only way that I know of to assure that firms that operate solely
in one State are taxed on exactly the same basis as firms that oper-
ate in several States or nations.

Senator CHAFEE. Well, we have a fundamental disagreement in
that respect. Senator Baucus.

Senator BaAucus. Mr. Chairman, I would like to ask John a ?;es-
tion. Maybe I don’t fully understand what the State does. Let'’s
assume two hypothetical corporations. They are identical—in the

roiortion of business, in the proportion of assets, and R&D, and so
orth, that they do in Montana and in other States and in respect
to other countries. They are identical.
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The only difference is that corporation A is a U.S. based corpora-
tion, and corporation B is a foreign-based corporation. Does the
State of Montana tax either corporation A or corporation B differ-
ently or the same?

Mr. LAFAvVER. You use the same calculation; and if everything
were equal, exactly the same tax would be paid, but the factors
that would be applied to the foreign firm, since you are applying to
a smaller tax base, would be larger. ‘

Senator Baucus. Everything is the same. Everything is equal.

"~ Mr. LAFAvVER. All right. If everything is equal—

Senator BAucus. They are absolutely identical.

Mr. LaAFAvER. They will pay exactly the same tax to the State.

Senator Baucus. Then, I misunderstand. I thought that we were
working on the assumption in the discussion that the foreign-based
corporation would be subject to less than the U.S.-based corpora-
tion, at least that is Mr. Hurston’s——

Mr. LAFAvVER. No, no.

Mr. HursTtoN. That is not a correct description of what happens
at all. If Toyota had a very profitable operation in the United
Kingdom and Ford Motor Co. also had a very profitable operation

.in the United Kingdom—their most profitable operation in the
world—the method they would tax Ford on would create a much
larger tax liability for the Ford Motor Co. than it would to Toyota
because they had included that United Kingdom profitable oper-
ation in their tax base, no matter what kind of formula.

The formula that is applied by Montana is that would in fact
produce that result because they have included the overseas oper-
ation in the tax base of the Ford Motor Co. and not in the tax base
of Toyota.

Senator CHAFEE. That is the way I understood it.

Mr. HurstoN. That is the way it works.

Senator Baucus. Do you have a response, Mr. LaFaver?

Mr. LAFAvER. Under the example that you had, you would have
higher factors on the foreign firm since you would not be using the
foreign parent factors. For the domestic firm, you would be using
all factors, and so they would be smaller; but the tax bill would be
paid—if everythinﬁ else is equal—the tax bill that they would pay
would be exactly the same. And that is just the way it works.

Senator Baucus. I am not crystal clear on that.

Mr. HursToN. Then why do they do it?

Senator CHAFEE. We have got to wind this up. We have got to be
out of this room at 11:30, and we have another panel of five wit-
nesses. Have you got a quick question?

Senator BAaucus. No. Fine, Mr. Chairman.

Senator CHAFEE. Thank you all very much for coming. Would the
next panel please move rapidly into position? Mr. Harry Corless,
chairman, ICI Americas; Mr. J. Thomas Johnson, president, Na-
tional Association of Tax Administrators and director of revenue
for the State of Illinois; Mr. Robert McNeill, executive vice chair-
man, Emergency Committee for American Trade, ECAT; and Mr.
Thomas DuBos, tax legislative counsel, Mobil Corp. All right. Why
don’t we start in order? Mr. Harry Corless.
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STATEMENT OF HARRY CORLESS, CHAIRMAN, ICI AMERICAS,
INC., WILMINGTON, DE, ON BEHALF OF THE ORGANIZATION
FOR FAIR TAXATION OF INTERNATIONAL INVESTMENTS

Mr. CorLess. Mr. Chairman, my name is Harry Corless, chair-
man of ICI Americas. I will try to read this rather quickly and
keep to your time schedule. I am appearing on behalf of 24 U.S.
companies that comprise the Organization for Fair Taxation of
International Investments.

Senator CHAFEE. Now, wait a minute. Don’t go too fast or we
can’t understand you. [Laughter.] .

' Mr. Corress. The foreign accent may baffle you as well, Mr.
Chairman, but I will try to slow it a little. Our members represent
foreign investments in the United States which have generated
more than 130,000 jobs; that is direct labor employment. In addi-
tion to that, we estimate a similar number of dependent jobs. We
support S. 1974, and we would urge its prompt enactment because
it will do three things which are badly needed. It will end the
chaos that exists amongst the States with respect to income tax-
ation of multinational companies, and it will ensure uniform appli-
cation of a taxation system that is accepted as an international
norm. It will put foreign multinationals on an income tax parity
with U.S. domestic multinationals.

And after the discussion that took place on the last panel, 1
think you would agree that that would be an advisable thing to do.
It will put an end to years of litigation and permit the Federal
Government to speak with one voice in an area of foreign com-
merce that cries out for uniform rules and orderly administration.
It will thus avoid the threat of foreign retaliation. Because S. 1974
is designed to achieve these ends, it will encourage investments in
flh?' United States and promote reduction of the growing U.S. trade

eficit.

These objectives cannot be achieved without Federal legislation.
The States themselves have asked for Federal assistance in obtain-
ing information in order to assess their own income taxes correctly
on multinational groups. S. 1974 not only provides such assist-
ance—it was referred to as multilisting earlier—it also tells the
States that they may not burden the commerce of the Nation to
the detriment of all of its citizens by unreasonable tax rules that
interfere with and in some cases defeat the foreign commercial
policies of the Federal Government.

Not all States, to be sure, engafe in these practices; but eno:fh
have in the past and continue to do so at present to make federally
mandated uniformity a necessiiéy for the benefit of the whole
Nation. We believe, in fact, that S. 1974 will prove sufficiently ben-
eficial to those remaining States that employ worldwide unitary
taxation that any temporary revenue losses from its abandonment
should eventually be offset by increased efficiency in collection and
greater investments from foreign and domestic sources.

Some of our members are individually litigating the unitary tax
issue in court. My company is one of those. If Senator Baucus was
still liere—where angels fear to tread perhaps as a foreign nation-
al—I would just take one word with regard to the constitutionality
of the whole system. The Supreme Court has only ruled with re-
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spect to domestic multinationals. The question is still open as to
foreign multinationals and is presently being litigated.

We do not accept that the recent California legislation on this
subject is an answer. It does not repeal unitary taxation; it imposes
substantial fees for those who wish to take a 10-year gamble that
the profitability from U.S. operations would be less than the profit-
ability from foreign operations.

Don't forget that this is not the only form of taxation: There are
two alternatives. It is either arm’s length taxation or it is unitary
taxation, not both. In addition, if the authorities don’t like the
result, they have the unilateral right, based on some unclear crite-
ria, to declare that there has been evasion of taxation and thus
repeal the election that has been made by the corporation.

It is not only poor tax policy; it is pure extortion that shouldn’t
be countenanced in this country.

Senator CHAFEE. All right. Thank you very much. Right on
schedule. Mr. Johnson.

[The prepared written statement of Mr. Corless follows:]
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My name 1is Harry Corless. I am Chairman of ICI Americas Inc., a Delawvare
corporation, and I am appearing today to testify on behalf of the Organization
for Fair Taxation of Internationa; Investaents (''OFTII"). OFTII is composed
of twenty-four United States subsidiaries of foreign corporations. A list of
member companies, showing the nationalities of their foreign parent companies

{8 annexed.

OFTII members have invested billions of dollars in the United States and have
created many jobs here as a result of that investment. My own company, ICI
Americas, has investments valued at a billion and a half dollars in the United
States and presently employs more than 12,000 Americans at major facilities in
ten different States. We are the third largest employer in our home State of
Delaware. A recent survey of thirteen OFTII members showed aggregate invest-
ments in excess of $10.5 billion and employment of over 130,000 workers in the
Unfted States, OFTI1 nmembers represent the counterbalance to "runaway"
exporting of jobs and investments to foreign countries. Our organization is
not seeking favored treatment for our i{nvestments. OFTII is dedicated to
achieving equal treatment for i{nvestments in the U.S. that promote U.S.
prosperity. OFTII members have been especfally penalized by some States'
imposition of worldwide unitary taxation because it taxes us on revenue that
has no connectfon with our investments or operations, or even with the United
States. Stated othervise, OFTII members pay a disproportionate share of State
taxes under worldwide unitary apportionment since it taxes the income from our

parent companies' investments elsevhere.

OFTII's opposition to worldwide unitary taxstion arises from the fundamental

premise that our very existence depends on foreign investment in the U.S. We



156

are domestic enterprises, creating domestic products using domestic facili-
ties, and employing domestic labor. Worldwide unitary taxation penalizes and
discourages these kinds of investments. In the case of multinational compa-
nies, wor dwide unitary taxation encourages running foreign operations at &
lover level of profitabilicy than domestic enterprises in order to reduce
apportionable net income subject to tax here. From both an investment and an
operstions standpoint, therefore, worldwide unitary taxation runs against the

economic interests of the United States.

OFTI1 strongly supports S. 1974 and the corresponding House measure, H.R.
3980. This Bill, while requiring a few technical changes, offers a practical
snd viable solution to the worldwide unitary tax dilemma. The Bill further
provides the States access to information and resources needed for a proper
assessment of State fncome taxes that they do not now have. Recent legisla-
tion in California does not allay the major concerns of OFTII about worldwide

unitary taxatfon., S, 1974 is needed, and it is needed now.

The States are not able to deal adequarely with the issues of international
income taxatfon for both practical and political reasons. The States are not
empowered to deal with fcreign governments with respect to such important tax
matters as information exchanges; reciprocal transfer pricing adjustments;
foreign tax credits; sourcing of income rules; and the many other subjects
that are addressed by federal treaties and the international operations of the
United States Treasury. Without federsl legislation, it is not possible to
achieve a fair and unifora method of taxing international investments within
the United States. A number of States utilize tax methods that prevent the

Federal Gevernment from "spesking with one voice" in international affairs and
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that creste a substantial risk of international sultiple taxation for foreign
companies. These two effects have been held by the Supreme Court ia Japan

Line, Ltd. v. County of Los Angeles, 441 U.S. 434 (1979), to make such methods

unconstitutional.

Some OFTII members are now actively contesting State worldwide unitary taxes
in both State and federal courts. The Department of Justice has filed an
amicus brief in these cases declaring unequivocally that worldwide unitary
taxation by a State is "clearly unconstitutional." The President, the Secre-
tary of State, and the Secretary of the Treasury have condemned worldwide
unitary taxation by the States. Pederal 1legislation now will provide a
rational and uniform basfs for State taxation of international businesses.
Federal legislation now will permit an end to the international friction,
threats of foreign retaiiatlon. and years of lavsuits needed to settle this
vexatious problem piecemeal through repeated litigation and appeals to the
Supreme Court. Reliance on the States to address the worldwide unitary tax
situation is not adequate. Tax luws and attitudes among the States differ
widely. Once the public attention to this issue has subsided, there will be a
great temptation for individual States to revert to worldwide unftary taxation
to make up budget deficits. This would force OFTII and others to engage again
in a State-by-State effort to aschieve repeal -- a time-consuming, expensive,
and very frustrating effort. Federal legislation is less subject to local
attitude changes and provides a comprehensive method of dealing with issues of

foreign commerce, as contemplated by the Constitution.

The legtslation recently enacted by California does not abolish that Scate's

unitary income tax and does not provide a sufficient answer to the important

67-908 0 - 87 - 6
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{ssues of State unitary taxation that are addressed in S. 1974, The obvious

shortcomings of the Californis law are:

i. There are other States that fully retain worldwide unitary taxation.

2. The Californis law does not actually repeal worldwide unitary
taxation but provides an "election" upon payment of & fee in addition to the
taxes normally imposed upon U.S. business operations properly subject to tax
by that State. In other words, one is required to pay a fee, based on pay-
roll, property, and sales factors to be allowed to escape the vorldwide
unitary tax that is likely unconstitutional in the first place. This fee is
set at an annual amount of .03%1 of those three factors for a ten year inter-

val, {rrespective of the amount of the taxpayer's taxable income.

3. The foreign parent company making the investment in the U.S, {s, in
effect, required to submit itself to the jurisdiction of the California
Franchise Tax Board for the purposes of audit, but is not ,ranted access to
the courts of California for the purpose of litigating the correctness of any

tax imposed.

4, The Californis Franchise Tax Board may break the ten year contract
and ignore the taxpayer's 'water's edge" election under vague criterfis,
presuradly to be amplified by the Board's own regulations. Past experience of
OFTII members with the Franchise Tax Board does not make this an encouraging

prospect.,
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S. The 1legislation does not take effect until 1938 and there are
already indications of detrimental changes to be made before the effective
date. No provisions at sll is made for settling existing worldwide unitary

tax disputes that cover, in many cases, more than 15 years of audits.

The California legfslation may benefit some companies whose taxes have been
grossly distorted under the existing system. The new law, however, is mostly
genuflectfion designed to relieve the extreme pressure for action that has been
put upon the Federal Executive by numerous foreign governments. But there is
no way to predict how the new "election" will work in practice; whether the
fee wil]l be increased in future years to meet revenue needs; or whether
regulations will make the whole scheme completely unpalatable. These issues
and many others can and should be resolved now by a comprehensive federal law
that defines the limits of State authority; prescridbes a uniform method of
information disclosures; defines who is the taxpayer over whom State authori-
ties may exercise jurisdiction; imposes federal penalties for non-compliance
that do not simply reinstitute unitary taxation at the discretion of the
State; and addresses the many lesser issues of compliance, reporting, disclo-
sure, and audit that are created by disparate tax laws among the States. We
believe that, in the main, S. 1974 will accomplish those objectives when
enacted. We believe that final resolution of the unftary tax problem along
the lines of S. 1974 will encouvage economic growth in the United States.
Among other things, it will wmake it possible for a chief executive officer in
& domestic company to locate new enterprises in areas of the United States
wvithout worrying whether the directors of & related foreign enterprise may
make an investment in Malaysia or Italy that will increase the U.S. company's

domestic taxes!
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Turning to the details of the Bill, the following proposals for improvement

are submitted for your consideration:

In Genersal.

The Bill should distinguish between imposition of worldwide unitary taxation
"downstream" to include the foreign subsidiaries of s domestic parent and
"upstream" to include the foreign parent of a domestic subsidiary. The powver
of s State to i{mpose worldwide unitary taxation is established in case law
only as it applies to domestically bssed multinational groups. Container

Corp. v. Franchise Tax Board, 463 U.S. 159 (1983). As applied to foreign

based multinationals, worldwide unftary taxation is contrary to the position
expressed by Secretary Shultz in his 30 January 1986 letter to six unitary tax
State governors and to the brief filed by the Department of Justice in the

pending cases in federal court.

The 811l should define who is the '"taxpayer.” In some State statutes, the
"taxpayer" may be s worldwide group that includes a foreign parent as well as
s domestic corporation. The federal legislation should avoid the implication
that the "taxpayer" 1is a foreign based, worldwvide group of corporations,

{rrespective of whose income may be included in a domestic entity's tax base.

The Bill should, therefore, (1) prohibit sbsolutely worldwide unitary taxation
of foreign based multinational groups; (2) grant such relief from uorld;idc
unitary taxation to domestic based multinational groups as the Congress sees
fit; (3) impose federal penalties upon domestic taxpayers, vhether foreign or

domestically controlled, who fail or refuse to provide reasonably obtainable
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{information required to prevent evasion or avoidance of State taxes; and (4)
prohibit any State or State agency from seeking information directly from a
foreign government or agency. All such information should be obtainable only
by the IRS or the State Department and disseminatcd to the States., The
folloving specific comments on the Bill's provisions conform to the foregoing

general principles.

Section 7518(a).

The penalty imposition of worldwide unitary taxation in subparagraphs (1) and
(2) should be altogether eliminated. Worldwide unitary taxation wust not be
imposed as a penalty. Monetary penalties are sufficient to force compliance

vhere needed.

A foreign corporation not subject to tax under Internal Revenue Code ("IRC")
Section 882 should not be included unless it either maintains a permanent
establishment in the United States, is owned or controlled by a corporation
subject to tax in the United States, or has substantial (over 20%) U.S. source
fncome. It {s recommendad that the word "taxpayer" be deleted and the word
"corporation" substituted since worldwide unitary taxation can only be applied

to corporntioﬁn and combined groups of corporations.

Section 7518(c).

There should be added to paragraph (1) "gross receipts,” "net profits," or

"apportionable net income.”
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The three factor and 819 million threshold tests in Paragraph (2)(D) are not
in eccord with any other provisions of federal law. As uordcd..a foreign
corporation that maintained a small purchasing office in the U.S. that did
nothing but buy U.S. goods in excess of $10 million annually for its overseas
opsrations would be subject to inclusion. This contravenes the purchasing
office exception of most U.S. tax treaties. This also tends to discourage
exports from the U.S., surely not a desirable odjective. It is recommended
that the 20X gross income test of IRC Section 861 be utilized in lieu of this

provision.

Section 7518(c).

Subparagraph (3)(B) appears to subject a foreign holding company that had no
U.S. source income and held no stock, directly or indirectly, in United States
enterprises to State income tax. As worded, this provision does not agree
with the Treasury explanation. A Netherlands holding compsny, for example,
that holds only stock in South American companies and pays all of {ice divi-
dends received to a parent in a European country, would appear to be includ-
able since Netherlands imposes only a 5% withholding tax on dividends. This
is a concept completely at odds with "water's edge" taxation and will not
abate the unitary tax controversy with foreign governments. Foreign source
{ncome to be included should be based on an IRC Subpart F concept, the princi-

ples of which are nov well established.

Neither ie it apparent that treating a domestic corporation as a foreign
corporation will accompliah the purpose stated in the Treasury explanation.

The recitatfion of the three-factor formula used for State tax apportionment

.
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runs counter to the "water's edge" principle and should de removed. The test
for inclusion in the "water's edge" group should in all cases be 20X of gross
income, as in IRC Section 861, and not a three-factor/$10 million threshhold.

See following comment on Section 6039A(c)(1)(A).

Section 6N39A(a).

It 18 presumed the required report is to be made to the IRS on forms pre-
scribed by the Secretary. Any suggestion that each State may design its own

form of report should be avoided.

Sectfon 6039A(b).

Paragraph (2) 1s acceptable so long as Section 7518(c)(3) 1is amended to
eliminate foreign companies that have no business connection with, nor sudb-
stantial income sourced within the United States and are not members of an
affiliated group controlled by a domestic company. Neither State nor federsl
legislation should {mpose & reporting requitement on a foreign entity that
does not choose to do business in or with the United States. Even in Subpart

F cases, the report is made by the domestic, not the foreign company.

Section 6039A(c).

The definition of a "reporting corporatior" in Paragraph (1)(A) should be
amended to apply the IRC Section 861 20X gross income test instead of the
three-factor/$10 million test. The assets test is particularly objectionable

since it involves restating foreign assets at historical costs in terms of
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U.S. currency. The compensation test is nearly as objectionable becsuse it is
not adjusted for productivity in varfous countries. The test l;lu.el that
$1.00 of wages paid in the U.S. produce the same results as the exchange
equivalent in foreign currency paid in Japan, India, etc. This is a demon-
strably erroneous assumption and is one of the chief foreign complaints about

vorldwide unitary taxation spportionment formulae.

Subparagraph (1)(B)(11) attributes compensation, property and sales of foreign
corporations that are wembers of a foreign parent "controlled group" to the
U.S. subsidiary of such group. This is done, spparently, for the purpose of
validating the three-factor/$10 million tests of subparagraph (1)(A). Use of
the 20X gross income test in subparagraph (1)(A), makes this paragraph unnec-

essary and it should be eliminated.

Section 6039A(e).

Since the ability of the States to force a noncoaplying corporstion into
worldwide unitary taxation should be eliminated, it is sppropriate to increase
the non-filing monetary penalties. $10,000 is recommended for paragraph (1);
$5,000 should be substituted for '$1,000" in paragraph (2), and the maxiaus
should be increased to $60,000. This should be adequate to ensure compliance.
The penalty should be 1limited to willful or negligent conduct. Failure to
provide information due to circumstances beyond the taxpayer's control, such
as a legal prohibition by a foreign government on the disclosure of certain
informstion, should not be penalized. It is presumed that information disclo-
sure will be handled entirely at the federal level under changes proposed to

IRC Section 274(h)(6)(C).

10
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There is attached a marked copy of the relevant pages of S. 1974 reflecting
changes proposed by the foregoing comments. OFTII is prepared td wvork with
other proponents of this important legislation to pass the Bill in the 100th
Congress. This Committee {s urged to consider the Bill quickly and approve
its major features at the very beginning of the 100th Congreas so that floor

action can take place promptly.

Thank you for your attention. I am at your disposal to answer questions

concerning the position advocated.

Respectfully submitted,

* il

Harry Corless

091586CJAL01
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STATEMENT OF J. THOMAS JOHNSON, PRESIDENT, NATIONAL AS-
SOCIATION OF TAX ADMINISTRATORS; AND DIRECTOR OF REYV-
ENUE, STATE OF ILLINOIS, SPRINGFIELD, IL, ACCOMPANIED
BY LEON ROTHENBERG, EXECUTIVE SECRETARY, NATIONAL
ASSOCIATION OF TAX ADMINISTRATORS, WASHINGTON, DC

Mr. JounsoN. The States’ reaction to Federal leinslation which
would prohibit the use of the worldwide unitary method attributing
income for corporate income tax purposes which would also limit
the amount of foreign dividend income that could be taxed by the
States is predictable. We opﬁose such legislation, and we oppose the
infringements on States’ rights. :

The effort of the working group, we believe, has accomplished
much in the past 2 years, much more than has been accomplished
in this area in the previous 20 years. Nine of the twelve States that
used this form of income ap{:ortionment have abolished its use.
Three remain: Montana, North Dakota, and as you heard from Mr.
LaFaver, these two will be considering legislation on this subject
matter this year in all likelihood; and Alaska, it is interesting to
note, once prohibited the use of worldwide combination but, be-
cause of litigation entered by taxpayers in the State of Alaska,
were forced to that method of income apportionment.

Two things I would like to briefly talk about today that are in-
cluded in this legislation that, under the working group ment,
was agreed, at least in the States’ opinion, to be left to the States;
and that is whether or not 80/20 corporations should be included in
the water’s edge and the subject of foreign dividends.

With the use of water's e combination, States will become
much more dependent upon the Federal Government’s process of
determining whi:ther income is properly attributed to domestic ac-
tivities versus foreign activities by the use of arm'’s length transac-
tional adjustments in the attribution of income. The area of 80/20
corporations, because they are included in the Federal consolidated
return, the Federal Government will not be as active in income at-
tribution between foreign activities and domestic activities as they
would be in those cases involving foreign corporations. And so, the
concern is whether or not income will be properly attributed to do-
mestic activities when there are 80/20 corporations involved in the
Federal consolidated return.

Because of that concern, the working group felt that it would be
most atppropriate to deal with that issue at the State level. In the
area of foreign dividends, this would not only affect—or the re-
quired exclusion of 85 percent of foreign dividends—would not only
affect the three remaining worldwide unitary States, but it would
affect more than half of the States that incox&orabe a corporate
iax;’fcorg;il tax in their tax structure. More than States would be

ected.

You could argue that requiring foreign dividend exemption and
not domestic dividend exemption at the State level encourages for-
eign investment over domestic investment; and that is something
that we believe is questionable.

And finally, there is one as of the legislation we obviously
support, and that is the spreadsheet legislation. It is the principal
element of the administrative assistance component that the work-
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ing group agreed to that was necessary in order to encourage
States to use other than the use of the worldwide unitary ap-
proach. We need the information. We need it so that we can prop-
erly attribute income to domestic activities; and with the reduction
in the worldwide unitary method, we think it is absoluisly neces-
sary for the success of the overall working group agreement.

Thank you very much.

.Sengtor CHAFEE. So, you are against the bill except for that pro-
vision?

Mr. JounsoN. That is correct.

Senator CHAFEE. All right. Thank you. Mr. McNeill.

[The prepared written statement of Mr. Johnson follows:]
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Page 2

TESTIMONY

The states' reaction to federal legislation which would prohibit the use
of the worldvwide unitary method in attributing income for corporate income tax
purposes and which also would limit the amount of foreign dividend income that
could be taxed by the states is predictable. It has not changed over several
decades. The states' perspective on this legislation is the same as it would
be on any other proposal which would limit the rights of the states to raise
revenues beyond those limitations which are required by the Constitution., We
ate opposed to such infringements on states' rights. The right of a state to
structure its tax system -- and to raise tevenue in a manner that is free of
federal interference -- is a tight that the states have jealously guarded over

the years,

1 understand the committee is receiving testimony on both 8. 1113 and S§.
1974 today. I will devote my comments to the specific provisions of S. 1974,
Although the limitation of which corporate entities must be excluded in an
acceptable combined apportionment method and vhat portion of foreign dividends
cannot be taxed by the states varies to some extent between the two proposals,
8., 1113 limits the states' rights to raise revenue in basically the same

|sanner.

One thing that is particularly troubling about S. 1974 is that it is based
on the work done by Treasury‘'s Worldwide Unitary Taxation Working Group. As
you know, the Working Group was created in 1983 shortly after the U.S. Supreme

Court upheld California's right to apply the worldwide unitary method of
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apportionment in the Container case. The Working Group vas created because it
was believed by foreign trading partners and members of the businessa community
that the wvorldwide unitary method vas creating an international incident and
_was prohibiting our national government from speaking with one voice in the

area of foreign commerce.

Sectetary Regan charged the Working Group °with producing recom-
mendations.,.that will be conducive to harmonious international econoaic
relations while also respecting the fiscal rights and privileges of the

individual states,”

The Working Group vas made up of leaders froam the business world, state
government, and the federal government. A staff task force was created to
gather testimony and to evaluate various options for the Working Group. I vas

'prlviloqod tO serve as a member of the Task rorce.

The state representatives on both panels agreed to adopt the water's edge
coabination method with the understanding that it would be implemented by
state action rather than federal restrictive legislation. The agreement to
consider voluntary state action was made under certain conditions, the most
sigaificant being quick action on implementing those proposals wvhich provided
*increased federal administrative assistance and cooperation with the atates

to promote full taxpayer disclosure and accountability®,
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Seccetary Regan's *cChairman‘s Report on the Worldwide Unitary Taxation
Working Group® suggested that the states should be given the opportunity to
solve this problem and suggested that restrictive federal legislation should
only be considered Lf there was not *sufficient signs of appreciable
progress®, It was also proposed that in order to encourage the states to act
Quickly the Treasury Department should move *immediately to implement the
federal assistance measures recommended by tlie Working Group to promote full

diaclosure and accountability®,

The Working Group report was issued just two years ago, and in that time,
nine (9) of the twelve (12) states, including California, that used worldwide
unitary prior to the Working Group's deliberations have changed their laws --
and the remaining three states are giving it serious considecation, We
believe this to be relatively swift action especially in light of the fact
that few of the federal assistance actions agreed to are yet {n place and
avajilable to the states. A federal solution to the worldwide unitary problem
is not something that was recommended by the Working Group, And, in light of
the relatively quick change by most of the states, a federal solution is not

something that can be portrayed as the only alternative,

In addition to prohibiting the use of the worldwide method, this
legislation addresses two additional issues that may be constidered of even

greater concern to the states,
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piret, the bill limits the way in which a state can tax dividends paid by
foreign corporations. A state would have to exclude from its tax base either
85 percent of the dividends, or that portion of the dividend that effectively
bears no federal income tax by reason 4! the foreign tax credit, or some other

mathod that is permitted by federal rsgulation,

A recent survey by the National Association of Tax Administrators
(attachment 1) shows that, of the 45 states and the District of Colurbia that
have an inocome tax, 24 of them will be affected by these limitations. Twelve
of the fourteen states that have no exemption for foreign dividends would be
affected. (The remaining two would be unaffected because thesy allocate
dividends to the camercial damicile.) Twelve additional states would have
same impact because the exermptions currently providad are not as expansive
as would be required by the federal proposal. So this legislation not only
affocts the current practices in three wouldwide uqitaxy states but over
half of the states that impose a corporate tax based on incame.

The other limitation, whose effect we have not measured, relates to
corporations that have at least 80 percent of their property, payroll and
sales located outside the United States. This limitation would affect
combined reporting states that claim a right to include all U.§. corporations
in a unitary business, even though mcze than 80 percent of theitr apportionment

factors are outside the U.S.
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The states feel strongly that these two issues should be left for
resolution at the state level. As indicated in the Chairman's letter
transaitting the Working Group report to the President, the state and business
representatives vere unable to reach an agreement on the proper state tax
treatment on these issues and therefore left them for resolution at the atate

level.

One could argue that failure to include °*80/20 corporations® in the
unitary group or requiring the exemption of foreign dividends from taxation
would be favoring foreign investment over domestic investment and giving
preferential treatment to international businesses as compared to wholly
domestic businesses. One could hardly argue that federal restcictions in
these two areas are necessary to solve the problems of our foreign trading

pactners,

There is one feature of this legislation that the states support, and that
is the provision for the domestic disclosure spreadsheet. The spreadsheet
could have a dramatic effect on state tax administration., However, it was not
intended to be a component of restrictive federal legislation, It was
supposed to be a separate piece of legislation that provided assistance to
those states that voluntarily tefrained from using the worldwide approach and

therefore would encourage swift state action,

In addition, the language of the federal proposal does nct exptessly
provide for the type of spreadsheet that was developed and tested by the
Working Group. 1Inatead, the language is vague, and it would lead to disputes

over interpretation during the drafting of regulations. Last fall, NATA sent
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a letter (attachment 2) to the Treasury Department which suggested explicit
language, We believe such a clarification or what information was requirud

would avaid unnecessary disputes,

As envisioned by the Working Group, the purpose of the spreadsheet is to
help identify undetreporting or inconsistent reporting of income. Parent
corporations and more than 50 percent owned subsidiaries would have to show,
for each state in which they operate, their taxable income, their business and
nonbusiness incoame, tholt-apportlonlcnt factors, and whether they filed on a

combined, consolidated or separate basis,

A review of the spreadsheet information could show a number of things
which will be of benefit to all of the states thst impose a corporate lncome
tax, It will identify possible nonfilers; companies that appocrtion income in
one state and allocate that same income in other states; apportionment factors
that do not add up to 100 percent with no explanation given; and inconsistent
treatment of unitary groups or the effect of leaving a company out of a

unitary group.

Another point that was made clear in the working group report was that the
spreadsheet would be filed with the IRS, and would then be given to a
designated agency. This agency would conduct some review and make audit
ceferrals, It would aleo supply copies of the spreadsheats to eligible states

upon request. The designated agency provision does not exist in this

legislation,
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In closing, an international problem faced our national government two
yeara ago and the states have responded, It vas agreed that specific
assistance programs vere to be made available to the atate by the federal
government to encourage the states to take that action, We are still wvaiting

for those measuces today.
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STATE TAXATION OF POREIGE-SOURCE DIVIDEWDS

Late in 1983, MATA surveyed the states
on their practices with respect to the texa-
tion of foreign-source dividends. The re-
sults wvere published in PTA Research Mesoran-
dum S$61, STATE TREATHINT OF PFORBIGN-SOURCE
DIVIDEWDS (Maxrch 1984). Since that time,
there have been several developments in this
important area, including the introduction
of a Treasury bill (8. 1974 and XN.R, 13980)
on Decesber 18, 1983 to prohidbit the world-
wide unitary sethod, and to restrict state
taxation of foreign-source dividends.

The Treas Bills
Froh1bIting Uss of Worldwide Unitary Method

The Treasury bill would bar °worldwide®
ccabination and  substitute “water's-edge®
combination. Under worldvide combination,
formula apportionment and the combined re-
port include all activities of a unitary
business, including activities in foreign
countries. A share of the combined income
is assigned or apportioned to the worldwide
unitary tax state on the basis of relative
levels of bdusiness ut&v}ty of the combined
group. The four states=’ which have world-
wide combination lawe are: Alaska, Califor-
nia, Montana, and North Dakota.

The status of worléwids combina-
tion lave In these Your atates are:

Alaskar A Dbill has been introduced to
use separate accounting rather than the
worldwide unitary method in the cass of oil
and gas companies. Alaska used this method
for several years and svitched to worldwide
combination Dbecause of uncertainty of the
outcome of litigation, which has since been
resolved in favor of the state,

Californias Bills to revise Califor-
nia's” wor unitary method of taxation
have been principal matters on the legisla-
tive agendas at the 1986 sessions of both
the Assesdbly and the Senate.

Montana: The legielature does not wmeet
in 1 . ver, the Governor of Montana
has recommended shifting from worldwide come~
bination to water's-edge, and the legisla-
tur;' has assigned the issue for interis
study.

Morth Dakota: The legislature does not
seet In . ring the 1985 legislative
session, the legislature adopted a resolu-
tion directing the Leglslative Council to
study ths issue with emphasis on the ¥World-
wide Unitary Taxation Working Group and to
report its findings and recommendations to
the 1987 legislature.

Under the water's-edge view, formula
apportionment and the combined report in-

-1~

clude only those activities within the bound-
aries of the United States and its territo-
ries. Under this method, prices between the
foreign and domestic entities of a unitary
business sre set at "arm’s-length®--the pric-
ing mechanisa esployed under separate ac-
counting, Where transactions with unrelated
parties 4o not exist, the prices of transac-
tions Dbetween corporations under cosmon own-
orship are constructively determined as if
the corporations wvere unrelated.

The Treasury bill would effect a re-
quiresent that multinationals be taxed by
states only on incoms derived from the terri-
tory of the United States (the wvater's-edge
requirement), The bill prohibits the use of
the worldwide unitary method unless (1) the
taxpayer fails to comply with certain spread-
sheet information requirements, or (2) fails
to provids material information relating to
the determination of its tax or relating to
transactions between the taxpsyer and a cor-
poration which 4is a sember of the same
controlled group. "Pursusnt to an uncondi-
tional election by such taxpayer,® however,
states may permit taxpayers to be taxed on
a worldwids unitary basis.

Restrictions on State Taxation
of Yorelgn- ce Dlv

In taxing foreign-source dividends, the
Treasury bill provides that states say in-
clude {n a corporation's income base only
"an egquitadble portion® of such dividends.
Staten are given a choice of several methods
of defining an equitable portion: (1) exempt-
ing 03 percent of dividends from these corpo-
rations, (2) excluding the portion of the
dividend that effectively bears no federal
income tax after lgpuctuon of the foreign
tax credit, or ()) other mathods %0 be
described in the regulations that result in
an apportionment of dividends to the state
substantially similar to methods (1) and (2).

T™his report susmarizes the states' cur-
rent treataent of foreign-source dividends
and the findings of the MATA survey of the
estimated revenue impact of Treasury's pro-
posal to limit state taxstion of foreign-
source dividends.

0 currently employs world-
vide combined reporting, legislation wvas
recently enacted which will allow quali-
fied corporate taxpayers to elect to use
a wvater's-edge combined reporting ‘method
beginning in 1988 (or possibly in 1987
if a federal domestic disclosure require-
ment i{s enacted in 19086). In this cepore,
Idahe will be treated as a wvater's-edge
state and not as a worldwide combination
state.



Curreat State Tazmatioa
gR- vidends

Table 1 shows that fifteen states wholly-
exsmpt foreign-source dividends from income
tax, fifteen states exempt thes in part,
end in fifteen states, such dividends are
taxable income. Of the remaining six states,
five (Mevada, South Dakots, Texas, Washing-
ton, and Wyoming) do not levy a corporate
income tax. Michigan, which imposes & single
business (vslues-added) tax, allowe a subtrac-
:l:a ‘trc- the tax base for dividends ra-
celved,

ing Poreign- Oividends

. The following fifteen states sxempt all
foreign-source dividends: Arisons, Coanecti-
cut, Delawvare, Plorids, Georgias, Mawaii, Ken-
tucky, Miannesota, Missliesippl, Missouri, Ne-
brasks, Ohio, Pennsylvania, Virginia, and
west Virginia. Since the 1983 MATA questioa-
naire, six of these states have changed
their tax treatment of foreign-source divi-
dends. Five states--Arizons, Eawaii, Minneso-
ta, Plorida, and Mebraska--moved to & posi-
tion of total exemption, and one state--West
Virgials, expanded {ite tax base to include
a portion of these payments.

Pormerly, Arlisona, Bawaii, and Minneso~
ta partislly exespted these items while Plor-
ida and Wedraska comsidered thea to be tax-
able income to the payee corporation, sub-
ject to asllocation and apportionsent. In
contrast, West Virginia, vhich vholly-exespt-
ed foreigan-source dividends at the time of
the 1983 lum{, amended its lawv to provide
for the inclusioa of these payments, to the
exteat thsy are included in federal taxable
{mm,, for tax years beginning after July
’ A4 .

States Partiasll [ 3%
Fofelyacioirss Svidests

The following fifteen states partially
exempt foreiga-source dividends by statute:
Alabama, Arksansas, Colorado, Illinois, Nery-
land, Massachusetts, MNew Jersey, Mew York,
Morth Carolina, Oregon, Rhode Island, South
Carolina, Tennesses, Utah, and Wiscoasin,

Statss

Six of these states autosatically ex-
clude a certain proportion of dividends--New
Jersey, S50 perce Mew York, 30 perceat)
Utah, 30 percen 1 Illinois, 03 percent;
Oregon, 63 perceat; and South Carolina, 85
percent. In cases where the payes corpora~
tiona owns the requinite percentage of stock
in the yor corporstion, such dividends
are total exempted from taxation in twelve
of these fifteen states: Aladbams, Arkansas,
Illinols, Maryland, Massachusetts, Wev Jer-
sey, Wev York, Worth Carolins, Rhode Island,
South Carolina, Tennessee, and Wisconsin.

Both types of exclusion--automatic and
total, if ceztaim proportions of payee stock
ownership in the payor corporations are met--
are provided under the taxing schemss in
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four of these states: Illinolis, Wew Jersey,
¥ew York, and south Carolina. In a few
statas, an exemption for dividends depends
on factors in addition to stock ownership.
The rules for exsmption of foreign-source
dividends in effect in thase fi{fteen states
are set out below:

Alabama: The treatmeat accorded divi-
dands” of affilfated companies owned 30 pec~
cent Or more by payess under Section {$0-1§-
33(14), Code of Alabama 1973, as amended,
is that of a deduction from gross iicome.
All dividend incomse is taxable ircose, but
will De sudject to allocation, apportion-
ment, or deduction.

Arkansas: Oividends sre exempt if the
payes owns 3% percent or morse of the payor.

Colorados beginning with 1986 tax
ears, amount of foreign-source income,
ncluding dividends, excludible by a taxpay-
ing corporation depends on wvhether the tax-
payer elects the federal foreiga tax deduc~
tion or the foreign tax oredit. If the
deduction is elected, Colorado will conside.
all foreiga-source income, less the deduc~
tioa, to be taxable income. If the credit
is elected, the proportion to be excluded
from Colorado taxable income is the xatio
of the foreign taxes paid or accrued to ¢¢
percent (the maximum federal corporate in-
come tax rate) of the foreign-source income,
In other words, the foreign-source income
is to be excluded to the extent the torelgn
taxes paid by the taxpayer are less than
the federsl texes it would have paid had
the income been U.8. income.

11linoiss All &ividends are 0% percent
exclu . vidends are fully exsmpt if the
payes and its affiliates own 80 percent or
more of the payor.

Maryland: Dividends are exempt if the
payee owvns percent or more of the payor.

Massachusetts:s Dividends are exespt if
the payee owns percent of the payor.

WNew Jersey: All dividends are 30 per-
cent “excluded. Dividends are fully exempt
L€ the payse owns 80 percent of the payor.

¥ew York: All dividends are 350 percent
.mlum._!ﬂrv'ldondo are fully exsmpt if the
payse owns 30 percent or more of the payor.

Morth Carolina: Corporations domiciled
in wor aroiing may deduct dividends re-
coived from payors of wvhich they owa 30
percent or more.

Or?om All dividends are 383 percent
exclu .

Rhode 1sland: Rhoda Island taxadle in-

!7 BT’ Rer exclusions may also apply. See page



come Coes not include the gross-up of divi-
dends required by the federal Intercal Reve-
nue Code to be taken into taxable income in
connection with the taxpayer's elec-ion of
the foreigqn tax credit, or special leduc-
tions on line 29(b) of federal form 1120.

South Carolinai All dividends are 85
percent excluded, Dividends are fully exempt
if the payees and its affiliates own 80
percent or more of the payor.

Tennesses: DOividends are exempt {f t”
payese owns 80 percent or more of the payor.=~

Utaht Tha following dividends received
from Toreign subsidisry or affiliated corpo-
rations are excluded from Utsh qross 1ncome:
(1) 30 percent of dividends from an affili-
ate or subsidiary organited or incorporated
cutside the United States [100 percent of
dividends desmed received under section 951
of the Internal Revenue Code (relating to
amounts included in gross income of U.S.
shareholders)] are excluded if the payor's
income is included in a combined report
with the recipient; (2} dividends from any
foreign operating company or tax haven corpo-
ration; (J) dividends from any affiliate or
subsidiary engaged in a business that is
not unitary with that of the taxpayer or
whose income (s included in a cosbined re-
port with the recipient; and (4) any foreign
dividend gross-up under section 78 of the
Internal Revenue Code (relating to dividends
received from certain foreign corporations
by domestic corporations zhoosing & foreign
tex credit).

Wisconsin: Dividends are exempt if the
payes owns 80U percent or more of the payor.

Sistes Treating Poreign-source Dividends
a7 _Taxable Yacone

The (following (ifceen ostates consider
foreign-source dividends to be taxable in-
come to the payes corporation, suhjsct to
allocation or spportionmentt Alaska,~’ Cali-
fornia, !daho, Indiana, lowa, Kansas, lLouisi-
ana, Maine, Montana, New Hampshire, New Mexi-
co, North Dakota, Oxlahoma, Vermont, and
the District of Columbia.

Pour of these states employ worldwide
combination in the apportionment of & taxpay-
er's income, and include foreign affiliates
as part of a unitary business group: Alssks,
California, Montana, and Morth Dakota. These
states eliminate from taxadbie income those
dividends paid by one memder of the group
to another member.

Foreign Tax Credit

The following nine states do not allow
s foreign tax credit as federsl lav doen:
Alaska, Colorado, Iovs, Kansas, Xaine, ¥New
Mexico, Oklahoma, Rhode Island, and Versont.
Thess states permit the (federal exclusion
for dividends paid to the taxpayer by a
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related or wholly-owned domestic compa
n
but permit no such exclusicn for dxvxg-nz;

paid by a corporation organi
Tited sracess q t2ed outside the

Allocation and A rtionment
1 4 Ponlgn-“uzc- %Ivi&nﬁ
of

include
in the

the thirty states that currently
some or all foreign-source dividends
tax base, five states allocate all
taxable foreign-source dividends to the com-
merciasl doaicile of the taxpayer, nine
states apportion all tanable foreign-source
dividends, and sixteen states allocate

foreign-source dividends to the payes
cile and apportion the remainder.

Three of the five states which sllocats
all taxable foreign-source dividends partcisl-
ly exempt or conditionally exclude these
payments, and two states consider them to
be taxable income to the payee corporation.
Of the nine states which apportion all tax-
able foreign-source dividends, s more pro-
nounced division results: six states condi-
tionally exempt or partially exclude these
payments, and three states consider them to
be taxable incomse. In contraast, in the cate-
gory of states which allocate some foreign-
source dividends and apportion others, ten
of these sixteean ostates consider foreign-
source dividends to be taxadble income and
six states conditionally exempt or partially
exclude them,

_!7 Txcept Tor corporations whose business
is investments, dividend income would be
considered nonbusiness income not subject
to the Tennesses excise tax even though
the corporation from which the dividend
was received was less than 80 percent
owned. The only cas in which dividend
income would be subject to the Tennesses
excise tax would Dbe cases in which the
payee corporation‘'s principal dusiness ac-
tivity is investments and the payes corpo-
ration does not own at least 80 percent
of the payor corporation, or cases in
which the payea corporation owns less
than 80 percent of the payor corporation
and the payee corporation is commercially
domiciled in Tennesses 80 that nonbusai-
ness dividends are directly allocated to
Tennesses and fully subject to the excise
tax.

Some foreign-source dividends may be ex-
cluded as being nonbusiness income, while
others are excluded by virtue of coming
from comspanies included in the combina-
tion. For years prior to 1985, intercompa-~
ny dividends from companies included in
the cosmdination were excludable to the
extent that current year incose of the
payor corporation was included in the
combination. After January 1, 1983, inter-
company dividends from cospanies included
in the combination are excluded from ap-
portionable income.



The thirty atates which allocate, appor-
tion, . or allocate and apportion foreiga-
source dividends are shown in Table 3.

ia State Treatmsat of Poreigqn-Source
%neo-“! Jince 1983 2t of fore’y -

since the 1983 MNATA survey on state
practices with respect to the taxation of
foreign-source income as it relates to the
proposed  Treasury legislation, fourteen
states have changed their treatment: Arizo-
ns, Colorado, Plorida, Hawvaii, Idaho, Indi-
ana, Massachusetts, Minnesota, MNebraska, MNev
Nampshire, Oregon, South Carolina, Utah, and
West Virginia. In summary, these changes are:

Arisona: Llegislation enacted (n 1983,
and Rads retroactive to 1984 tax years,
exempted foreign-source dividends. In the
past, these dividends were exempt if the
payese owned or controlled, directly or indi-
zectly, 30 perceat or more of the voting
stock of the p:rox corporation. All taxable
foreign-sousce dividends were apportioned.

tegislation enacted in 1988
in 1986 repealed worldwide
combination in Colorado, and allowed the
partial exclusion of foreign-source divi-
dends described above. (See section on
“States Partially Exempting Poreign-Source
Oividends.®) By this legislation, the state
changed ity procedure from worldwide comsbina-
tion to water's-edge. Dividends had forwerly
been considered taxadble incomse, to be appor-
tioned or allocated depending on their na-
ture.,

Ploridatr Legislation enacted (n 1984
and effective wvith 1384 tax years exespted
foreign-source dividends and repesled Plori-
da's worldwide combination lav, By thie leg-
islation, the state returned to the separate
reporting requiremsnts that were in effect
before worldwide combination wvas enascted by
1983 legislation. In the past, !orol!m
source dividends were considered ass fully
taxable income, to be allocated or appor-
tioned depending om whether they were busi-
ness or nonbusiness income. Plorida permite
ted domestic dividends to be excluded accord-~
ing to the federal gtoﬂuom. but allowed
z :'uuu exclusion for foreign-source divi-

nas.

Ravaiics Act 3), Session Lavs of Wavali-
1984, proclaimed the intent of the legisla-
ture with respect to the use of the world-
wide unitary method of taxing multinationasl

ies. The Act directed the Department
of Taxatios not to use or allow the use of
the worldwide method of unitary taxation,
In essence, the department would odserve
the water's-edge sethod., Since July 1, 1904,
Navaii has chosen not to tax foreign-source
dividends earned by multinational cospanies,
Formerly, dividends were 83 percent axcluded
if the payor was 93 percent ouned by compa-
nies doing business in Mavaii, or if 18
percent or more of the payor's business vas
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in Hawvaii,

1daho1 Legislation enacted in 1936 will
allow qualified corporate taxpayers to elect
to use a water's-esdge combined reporting
method beginning fn 1988 (or possibly in
1987 {2 a federal domestic disclosuze re-
Quirement is enacted in 193§). The legisla-
tion exempts 085 percent of foreign-source
dividends, and requires that the remsining
13 percent bes apportioned. In the aevent
that no domestic disclosure spreadsheet ra-
quirement is mandated by fedsral lav, the
Idaho legislation will requirs similar infor-
mation to be filed with the Idaho State Tax
Cosmission. Under current lav, foreign-
source dividends, exclusive of section 78
gross-up, are taxable wvhen either allocated
or apportioned to Idaho.

Indiana: The 1985 General Assssbly
passed leglelation bringing Indiana in line
with the Treasury proposal with respect to
vorldwide unitary. As a result of this legis-
lation, Indiana may not require inclusion
of a forelgn corporation or a foreiga operat-
ing corporation (80-20 corporstion) in a
combined report. Taxpayers, however, are per-
aitted to voluntarily elect the worldvide
unitary method with prior approval of the
Department of Revenus. (Worldwide cosbina-
uon’ had in fact been little used in Indl-
ana.

Massachusetts: By Jjudicial dacision,
Nassachusetts requirement for worldvide
combination was eliminated. On Deceaber 11,
1384, the Massachusetts Suprese Judicial
Court held in Polaroid Corporaticn 8 Others
v. Commissioner of Revenus gﬁa! the Depart-
ment of Nevenue lacked CRe statutory author-
ity to apportion the income of a group of
affiliated companies according to the uni-
tary wmethod of apportionment. [Even bdefore
this decision, however, worldvide combina-~
tion in Massachusetts did aot include the
foreign parents of taxpayer corporations.

the

Minnesota: Minnesota exempted Cforeign-
source vidends by 1984 legislation, effec-
tive in 1904. In the past, Minnesota had
allowed an 03 percent exclusion for divi-
dends, and had apportioned the remainder.

Nebraska: Nedbraska exempted foreign-
source income, including dividends, by 1984
legislation, effective with 1984 tax years.
Before 1984, Nebraska had considered foreign-
source dividends as taxable incose, to be
allocated or apportioned according to the
unitary/nonunitary test. The state had al-
lowed the federsl exclusion for domestic
dividends dut not for foreign dividends.

Nev HNampshire: Effective July 1, 1986,
spplicable Eo returns and taxes due oa ac-
count of taxable periods bdeginning after
June 30, 190§, 1legislation was enacted in
New Hampshire ropnlln? worldwide combined
reporting. The legislation asended prior law
by limiting the application of the state's
business profits tax to the water's-edge by



eliminating overseas business organisations
from subjection to this tax. Poreign-source
dividends are apportioned utilis! a spe-
cisl formula only for tax years vhich begin
after June 30, 1906.

or 1 Oregon repealed worldvide combi~
natiod Dy 1984 1legislation, and instituted
an @5 rcent exclusiom for foreign-source
dividen that is effective for tax Yyeass
starting in 1986. In the past, thase divi-
dends were considered fully taxable.

south Carolina: legislation,

3y 1988

effective In . th Carolina adogpted
basic conformity with federal tex law, in-
cluding the federal treatment of foreign-
source dividends. In the past, South Caroli-
na exempted dividends received from payors
80 perceat or more owned by the payee, but
allowved no genersl 03 perceat exclusion.

Utah: By 1986 legislation, effective
for Eax years beginning after 1903, Utah
ndotud wvater‘s-edge combined reporting. The
tollowing dividen received from foreign
subsidiary or affiliated corporations are
excluded from Utah gross incomes (1) 8O
percent of dividends from an affiliate or
subsidiary organised or incorporsted outside
the United States {100 percent of dividends
deemed received under sectioa 931 of the
Internal Revenus Code (relati to amounts
included in gross income of U.S. shasrehold-
ers)] are excluded if the payor’s income is
included im & combined report with the recip-
:oat: (2) dividends l;c- any lonl'a‘ op.rl;-
ng y or tax havem corporatioa; (J)
d&vxanz from any affiliate or subsidiary
engeged in a business that is not unitary
with that of the taxpayer or wvhose income
is included in a combined report with the
recipient; and (4) aay foreign dividend
gross-up under section 78 of the Internal
feveaus Code (relating to dividends received
from certain foreign corporations by domes-
tic corporations choosing a foreign tax cred-
it). In addition, factor relief is provided
::r“tho inclusion of foreign-source divi-

nds,

A corporation required to file a com-
bined report, however, may elect to tile a
worldvide cosbined report. Once worldwide
combined reporting is elected, the grovp
can file oa another basis only with the
consent of the state and & showing of signif-
fcant change of circumstances.

rormerly, Utsh had employed the worlé-
vide method of unitary taastion, and includ-
o4 foreign-source dividends in the tax base.

West vu"éalu By 1985 legislation, div-
iden Tecelved, to the extent included in
federal taxable income, will Dbe taxadble in
west Virginia as of July 1, 1987. FPoreignm-
source dividends are currently exsmpted from
taxation.

In summary, ten of the fourteen states
which changed their treatment of foreign-
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source income as it relates to

Treasury legislation limited tb:r: 2::‘.’2::
of foreign-source dividends by exespting or
excluding these payments in whole or in
part. Five states--Arisona, Plorids, HNavsil,
Minnesota, and Medraska--moved to a position
of total exesption, while five other states--
Colorado, 1daho, Oregon, South Carolins, and
Utah--amended their laws to automatically
exclude & portioa of these payments. Only
one state, West Virginia, took legislative
action to expand its taxationa of foreign-
source dividends, and it di1d4 so by conform-
ing the state's taxation of forelgn-source
dividends to the Treasury propossl. In addi-
tion, legislation in MNew shire and Utah
provide factor reiief for includible foreign-
source dividends. Purther, since the 1983
MATA survey, nine states have repesled world-
wide cosdbined reporting, eight states by
statute, and one state by judicial decision.

of the
oa 998

Based upon existiag lave and practices,
the MATA survey requested the states to
estimate the revenus loss that would result
trom implementation of the Treasury proposal
to restrict state taxation of foreign-source
dividends. The revenue impacts are summa-
rized below:

Significant revenus impact. Fourteen
states estima I ey wou lose reve-
nues as a result of the proposed federsl
restrictions on state taxation of foreign-
source dividends. (See Table 2.) Tour of
these states partially exciude or condition-
ally exempt foreign-source dividends, while
the resaining ten states currently treat
toreign-source dividends as taxadble income
to the payee corporation.

Pour of these fourtesn states currently
employ worldwide combination and would be
aftected by the progoud federal prohibition
sgainst the use of the worldvwide unitary
sethod, as well as the restrictions on state
taxation of foreign-source dividends. These
states are: Alaska, California, Montana, and
Morth Dakota.

Three of the four states wvhich current-
1y vee worldwide cosbined rgporti estimate
substantial revenue losses.=’ California es-
cimated its revenve loss at $3533.0 millionm,
while Montana and North Dakota projected a
l1oss of 20 percent and 15 percent, respec-
tively, of their corporate incoee tax colliec~
tions. The estimat losses for these states
reflect the full revenue impact of the move
from worldwide coe_ined reporting to water's-
edge, a3 well as the revenue reduction from
the Treasury proposal to restrict state taxa-
tion of foreign-source dividends.

e 4 systes in Alaska did not permit
a determination of the revenus impact of
the Treasury proposal at this time.



Significant revenuve losses were also
projected by Indiana, Iova and Kaine., By
1983 legislation, Indiana conformed to the
Treasury proposal with respect to vater's-
edge. This legislation, however, d4id not
change the state's practices vwith respect
to the taxation of foreign-source dividends.
Ia light of its curreat practices, the state
anticipates a significant revenue loss as a
result of tha proposed Treasury restrictioans
on state taxstioa of foreign-source divi-
dends. Iowa, which currently considers for-
eign-source dividends to be taxable income
to the payee corporation, subject to aslloca-
tion or apportionment, estimated an annual
decresse in corporate | tax re
of $8.3 to $10.0 million. The state of
Maine, which apportions all taxadble foreign-
source dividends, estimated an annual reve-
nue lose of $7.0 aillion.

Oklahoms projected a revenue reduction
of betweea $2.0 and $).0 aillion, while

land and Vermont estimated a loss of
$2.0 million, respectively. Colorado estimat-
eod a decrease of $2.9
projected o loss of $1.3 million and $4.0
million, respectively, for the fiscal years
ending June 30, 1987 and 1908,

Hinisal revenus %&ct. Right states~-
Loulsliana, ooy, ork, Wew Mexico,
Morth Carolins, Oregoa, South Carolina, and
Teansssee--and the District of Columbia re-
ported that the Treasury proposal would have
an insignificsat or sinimal revenue impact.
These states did not provide an estimate of
tha revenus loss but anticipate & aiamimal
impact. 8ix of these states--Mew Jersey,
Mew York, Morth Carolina, Orogoa. South Caro-
1ina, and Tennessee--partiaslly exclude or
conditionally exempt foreign-source divi-
dends. Nevw Jersey and Mew York automatically
exclude 30 perceat of dividends, while Illi-
nois, Otog:a, and South Carolina sutomatical-
ly exclu 83 percent 0of such payments.
Moreover, in cases wvhere the payee corpora-
tion owns the requisite percentage of stock
in ths payor, such dividends are totally
exempted from taxation in dew Jersey, Mew
York, Morth Carolina, and Tennessee.

Of the (ifteen states wvhich consider
foreign-source divideads to be taxable in-
coms, asubject to allocation or oryonlo"
ment, thirtesn provided a revenue impact.=
Two states ia this category--(Louisisna and
Mevw Mexico), and the Dlatrict of Columbia
projected a minimal revenue impact of the
Treasury propossl.

%o _revenue é?.ct. Righteen of the ¢S
states an strict of Columbia which
levy & corporate income tax reported that
the Tressury pr al would have no ravenue
impact. {(See Table 2.) Under Michigan's sin-
le business (value-added) tax, no revenue

t results Decause & subtraction froms
the tax dase is allowed for dividends re-
ceived. In sixteen other states, foreign-
source dividends are exempted from taxation.
Although dividends are not fully exespted
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from taxation in Massachusetts (dividends
are exempt from taxatioa if the payes owns
13 percent of the payor), the state reported
that its taxation of foreign-source divi-
dends i3 s0 limited that it is believed
that it would fall under the definition of
“an equitable portion of dividends® as de-
scribed in Section 7318, (L) (R)(411) of the
Treasury Dbill, and that there would conse-
quently be no revenue impast.

The data systems in five states--Alads-

Ra, Alasks, Arkansas, Kansas, and Rhode Is-

land--d{d not permit a determination of the

::v‘nnu: {mpact of the Treasury proposal at
s time,

l!‘_m of ravenus impacts. Six states--
Californla, Indlana, lYowa, ine, Montana,
and Morth Dakota--reported a sigaificant im-
pact of the Treasury proposal to restrict
state taxation of foreign-source dJdividends.
T™hree of the four worldwide unitary tax
states which could estimate the revenus i(m-
pact are included among the states reporting
4 esubstantial reveaue loss. Revenue reduce
tions--sbove a °“ainissl® level but §) wmil-
lion or below--were also projected in eight
other states.

The majority of the 43 states and the
Oistrict of Columbia which levy a corporate
income tax reported that there would be no
impact or a minimal revenue loss from imple-~
mentation of the Treasury proposal to re-
strict state taxation of foreign-source divi-
dends. Twenty-seven states fall into this
category. Overall, the majority profile of
thess states depicts an already limited taxa-
tion of foreign-source dividends through a
1ibearal or total exclusion policy. The cur-
rent treatment of foreiga-source dividends
in seventeen of these states is more limited

than the ‘“equitable portion of dividends®
prescridbed for taxation under the Treashry
proposal.

Irrespective of the ravenue impact, the
states videly expressed concern over this
r:opond fedaral infringement on state tax-
ng authority. This vas done on two grounds:
One, federal legislation restricting state
taxing authority is inappropriate under any
circumstances; the report of the Treasury
working Group on Unitary Taxation recommend-
od against restrictive legislation. Second,
state action since the fesuvance of the Work-
ing Group report has significantly diain-
ished the circumstances the Treasury bill
addresses.

By separate state action, a nusder of
states have limited or entirely eliminated
their taxstion of foreiga-source dividends.
since the 1983 NATA survey on state practic-
a8 with respect to the taxation of foreign-

T7 The Jata systems in Alaske and Xansse

4id not persit a determination of the
tevenue impact of the Treasury propossl
at this time.
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source dividends, five states have exespted
these payments from taxation. Five other
states amended their lavs to exclude at
least & portion of these payments. West
virginis, the ome state which expanded its
base to tax dividends received to the extest
they are included in federal tazadle lacome,
414 so by coaforming to the federal propossl.

Moreover, since the 1983 NATA survey,
nine states heve repealed worldwide combimed

Yo

reporting, “t” states by statute, and one
state by judloial decision. In summary, a
sigaificant number of states have modified
their lawe with respect to the taxatioa of
foreign-source dividends and the use of
worldwide combined reporting. Ian the face
of the sizadble number of states who have
sodified their lawe, based on individual
state needs, the propriety of federal re-
strictive legislatiom was questioned.
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TAMLE 1

smars ravios ov possige-soumcs prviomos
Yy 3

Exclusior. of Dividends

Revenue Impact
of Treasury
Proposal
tO Restrict

usion Allocation or State Taxation
Tax Btatus of it um Ownership Apportionment of Poreign-source
Foreign~Source of Payor is of Taxable Dividends a/
State Dividends Automatic at_taast Dividends (in milllons)
Alabama » 0N/ Allo/App Mot available
Alaska ] Allo/App Mot available
Arisona B None
Arkansas 1 4 "1 Allo/App Mot available
California T Allo/App $35.0
Colorado » e/ Allo/App 2.9
Coanectiout B None
Oelavare | ] None
Plozids | ] None
Georgla  § None
Havail | 3 None
1 , T& Allo/App 1.0
Iliinols ? (1} 808 Allo/App None
Indliana T Allo/App e/
Iows T Allo/App 0.3 - 10,0
Ransas ? Allo/App Mot availadble
Reatucky | ] None
Loulsians b 4 Allo Minimal’
Malne A3 App 7.0
Maryland ¥ 308 App 2.0
Massachusetts 4 1311 App None
Nichigan i/ None
Nianesota (74 Mone
Missienippl ] None
Miseouri None
Moatanas L4 Allo/App 10.0
Bebrasha B Hone
.."‘l:nsm : App [} 9
Nev Te 8-
New Jersey 4 300 800 App Miniaal
Bew Mexico T Auollop Minimal
Wew York 1 4 $00 308 Al o Mininal
Worth Carolina » 308 Minimal
sorth ODakots 4 nxo/m 2908 of corporate
collections
Ohio sone
Oklahoma T Allo 3.0 - 3.0
Oregon » [ 11} Allo/App Niniasl
Pennsylvaaia ] . None
Mhode Island 4 100%h/ m ¥Wot available
South Carolina | ] (1} 408 o ‘ninimal
South Dakots X
Teansssee » 800 Allo/App Minimal
Texas X
Utah 1 4 508 4/ App I.S;/ - 4,0x/
Vermoat T App N ]
Virgiais ] wone
Hashington X
West Virgiaia  § None
Wiscoasia : Y 000 rop 2.0
g
District of '
Columdia L3 Allo/app __ Minimal
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nds
?'iu 2 Poreign-source dividends exespt.

| 1] Foreign-source dividends partislly excluded or conditionally exempted.

s Foreign-source dividends considered taxable income.

Xs Mo corporate income tax levied.

Allos Taxable foreign-source dividends allocated to payee's cosmercial domicile.

Taxable foreign-source dividends apportioned.

[
Allo/App: Some foreign-source dividends allocated; others apportioned--see text.

Footnotes:

a T greater detail, see Tadble 2.

5/ The treatment accorded dividends of affiliated companies owned 50 percent or more dy
payees under Section 40-18-33(14), Code of Aladams 1973, as amended, is that of a
deduction from gross income.

e/ Beqginning with 1986 tax years, the amount of foreign-cource income, lincluding dividends,
excludidble by a taxpaying corporstion depends on whether the taxpayer elects the
federal foreign tax duction or the foreign tax credit. If tha deduction is elected,
Colorado will conslder all {[foreign-source income, less the deduction, to be taxadle
income. If the credit is elected, the proportioa to be excluded from Colorado taxable
income {8 the ratio of the foreign taxes paid or accrued to (6 perceat (the maximua
federal’ corporate income tax rate) of the foreign-source iancome. In other words, the
foreign-source income 1is to be excluded to the extent the foreign taxes paid by the
:upcya: are less than the federal taxss it would have paid had the income been U.8.
ncome.

a Peuir-»urco dividends, exclusive of asection 78 gross-up, are taxable wvhen elther
allocated or apportioned to Idaho.

e/ By 1983 legislation, Inéiana conformed to the Treasury proposal with respect to worldvide
unitary. This legislationa, however, did not change the state’s practices vith respect
to the taxation of foreiga-source dividends. The state aaticipates & significant
revenve 1088 as & result of the proposed Treasury restrictions on state taxation of
toreigan-source dividends.

2/ Under Michigan's single businese (value-added) tax, a subtraction from the tax base ls
alloved for dividends received.

g/ MNinnesota Statutes 290.21, subdivision 4(e) grants & 100 percent dividends-received
deduction to corporations for dividends paid by a foreign corporation fros income
arising from sources without the United States. A foreign corporatioa does not include
corporations organised in Puerto Rico or & possessioa of the United States.

h/ Oividends received from a vhou[-ovnod foreign subsidiary are exempt in Rhode [sland.
(These dividends are eligible for a 100 percent deduction.)

i/ Other exclusions say also apply ip Utah. See text.

Sstimated Utsh revenue loes for fiscal year ended June 30, 1987.
/ Betisated Utah reveaue loss for fiscal year ended June 30, 1988.
I/ Wisconsin allows a 100 percent deduction for dividends received from affiliates.
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TAKLE 2
ESTIMATED REVANUR IMPACY OF TRRASURY P

70 2EsPRYCY SYAYY TAXSYION OF FOREYCN-ROURCE DIVIDHWsS 2/

Revenue Loss (in millions) (14 States)

California {?) 338,08/

Colorado {») 2.9

1daho (T) 1.0

Indiana (1) /

Iova 1 ¥.5 - 10.0

Kaln; a (& 3) 7.0

Marylan (r) 2.0

Montana (1) 10,057/

New Hampshize (T) .8 - 9= /
North Dakota (T) 23 percent of ccrporate collectionss
Oklahosa ) 2.0 - 3.0 /

Utah (») 1.8 - 4,08

Vermont (T} .75

Wisconsin (r) 2.0

Minimal Revenue Ispact {9 States)

District of Columbias (7)
(T)

Louisiana

New Jersey (4 2]

New Mexico (r)

New York (12)

North Carolina (P)

Oregon (?)

Snauth Carolina (§ 2]

Tennesses ($ 3]

No Revenue Impact (18 States

Arizona (B) Michigan /
Connecticut (B) Minnesota B)
Delavare (B) Mississippi (B)
Plorida (E) h/ Missouri (E)
Georgia (2) Nebraska (B)
Hawall [(3) Ohio (%)
Illinoise 1 2] Pennsylvania (B)
Kentucky (B) Virginia (1 3]
Massachusetts (?) 4/ West Virginia (B) k/

nds

'(Lﬂ.
oreign-source dividends considered taxable income.

(")
(8

Poreign-source dividends partially excluded or conditionally exespted.
Poreign-source dividends wholly exempt from income tax.

Tootnotes:
_0_7 The following five stetss ispose RO Corporate income taxt Nevads, South Dakots, Texas,

e R ¥

Waskington, and Wyoming.

The data uysteams in five states (Alabama, Alaska, Arkansas, Kansas, and Rhode Island)
414 not permit a determination of the ravenue impact of the Treasury proposal at this
time.

rigure reflects full revenue impact of move from worldwide combined reporting to
waters-edge, as well as the revenue reduction from the Treasury proposal to restrict
state taxation of foreign-source dividends.

By 1985 legislation, Indiana conformed to the Treasury Proporal with respect to worldwide
unitary. This legislation, however, 4id not change the state's practices with respect
to the taxation of foreign-source dividends. The state anticipates a sigaificant
revenue 1088 as a result of the proposed Treasury restrictions on state taxation of
foreign-source dividends.

Pigure reflects an estimated loss of 20 percent of Montana corporate collections.

Minimum revenue loas for Mew Hampshire based upon 8% percent and 100 percent exclusion,
respectively, of foreign-source dividends.

-10-
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tower figure reflects Utah revenue loss for fiscal year erded June 30, 1987; higher
figure reflects revenue loss for fiscal year ended June 30, 1983. Both figures ara
based upon a 100 percent exclusion of foreign-source dividends.

0n1¥ Sub-Part F income resains includable in the Plorida income tax base on federal Pors

120. It is tha state's understanding that the Treasury proposal to exeept foreign-
source dividends does not impact upon Sub-Part P income. Based upon this understand-
ing, the Treasury proposal to exeapt foreign-source dividends would not impact upon
rlorida revenues derived from the income tax.

Although Massachusetts does not fully exempt dividends from taxation, the state reported
that its taxation of foreign-source dividends is so limited that it is believed that
it would fall vunder the definition of “an equitable portion of dividends® as
described in Section 7318, (b)(E)(iii), and that there would de no revenue impact.

The Michigan single business tax is a value-added tax which asllovs subtraction from the
tax base for dividends received.

Por tax years beginning after July 1, 1987, the amount of dividends received, to the
extent included in federal taxadle income, are taxable in West Virginias.

-11-
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TARLE )
ALLOCATION AND APPORTIOWKEWT? OF FORJIGH-SOURCE DIVIOEWOS

States Anocutn! Taxable Poreign-Sourcw Dividends (5 States)
siana Ty i/

Mew York ) I/
Morth Carolina (12]
Oklahoma {(T)
south Carolina e)
states mxuoaln% Taxable Poreign-Source Dividends (9 States) )/
ne
Maryland (12
Massachusetts ir)
Mew Hampehire (1) &
New Jersey (110
Rhods Island P)
Utah " 8/
Versont (1)
Wisconsin (8]

some Poreign-source Dividends and
ana

Alaska ) 7%/
Arkansas ”n Y
Californis (r)y v/
Colorado iy I/
I14aho (ry Yos
11linois (r) Y8/
Indians (r) Yo/
Tova 1) Y4/
Kansas 1) 1o/
Montana (1) o/
Nev Mexico (1) To/
Morth Dakota ) T8/
Oregon ) T9/11/
Tennesses » I/

Oistrict of Columbia (7) T7

moadl
oreign-source dividends partially sxcluded or conditionally exeampted.

(?)

Forelgn-source dividends considered taxadble fncoms. .

Pootnotes:

TR '

ulsians allocates dividends based on business situs ard cosmercial domicile. In
addition, there is & statute which provides in part that:

*...4ividends upon stock having a situs in Louisiana received by o
corporation from another corporation which is controlled Dby the
former, through ownership of 30 percent or more of the voting stock
of the latter, shall be allocated to the state or states in which is
esrned the income from which the dividends are paid, such sllocation
to be sade in proportioa to the respective amounts of such income
earned in each state.”

In most instances, the stock does not have a situs in Louisiana and vhen it does, it {8
usually the stock of & sudbsidiary corporation, and the dividend would be allocated
based on vhere the income was earned.

Mev York allocates tsxable investment income in accordance with the investment allocation
percentage. An exception occurs, hovever, when that percentage is gero. Ia thie case,
the business allocation percentage is used,

with the exception of Wew Mampshire and Utah, these states all use the same apportionment
formula for foreign-source dividends as they uss for oruung income.

roulra-mrco dividends are aspportioned by New Haspshire utilising & special formula
only for tax yeare which begin after June 130, 1966. (However, if the method of
apportionment does not fairly represent the business orgsnization's business activity
in the state, the business organisation may petition for, or the commissioner may
require, modification of the apportionment factors or the employment of any other
method to effect an equitable apportionmant of the business organisatioa's gross
business profits.)

el2e
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Utah provides factor relief for the inclusion of foreign-source dividends,

All fifteen of these states and the District of Columbia use the same apportionsent
formula for foreign-source dividends as for operating income.

The state uses the °"business/nonbusiness® test of the Uniform Division of Incoms for Tax
Purposes Act to determine whether a foreign-source dividend is allocated or appor-
tioned,

Aladams considers only a narrow class of dividends to be business income, and allocates
nearly all dividends.

for years prior to 1383, Alaska prescribed that intercompany dividends from coapanies
included in the combination were excludable to the axtent that current year income of
the payor corp vation was included in the cosdbination. After January 1, 1988,
intercomspany div.dends from comspanies included in the combination are exclud-d from
apportionable income.

The state uses ths "unitary/monunitary® test of the ASARCO and Woolworth cases, or a
combination of the ‘business/nonbusiness® and *unitary/nonunitary” tests.

Cregon uses a combination of the °business/nonbusiness® test and the “unitary/nonunitary*®
test of the ASARCO and Woolworth cases to determine whether dividends are to be
sllocated or apportioned.

Bov the dividend income relates to the principal business activity of the corporation is
the test for determining whether a foreign-source dividend is allocated or appor-
tioned. Business income is apportioned and nonbusiness income is sllocated.

67-908 0 - 87 - 7



190

Attachment 2,
TAX ADMINISTRATORS ENECUTIVE COMMITTRE
THE OFHICERS 0 THE AsNaUIATION ad
444 NORTW CAPITOL STREET N W CGIRAID D BAIR Duedtor bowa {Npartment 4 Revonue
MASHINGTON O C 2000t Frn R BALOWIN Dureent Diviion of Tovaton Sow
ar saasane Jersey Oepantmunt ol Treasun
OLHICERYS KontRKA G W Gt Comnrievsee 8 Tavamen nd
Fnance Sew York Depantment of Tavanon Lnd faamo
P B WIsMER Ot Dzun L pindiee AViKiE L FISKIR Sorctany o Tavaten ot Ko oue
CEhC s e Martand Con prroler ot ) New Meano Tavatn and Kescnve Depariment
e Trenun Frendens MicHabl LIy Secreran of Rescoue Wowonn D
Jous T Wereny ¢ hurman South Curoting paninent of Reseaue
Fav Commisien bt bue Prevudent SSHIRLEY MONAMARA Secretan of Revenws and Tavatin
et o Revenue snd Tacaton
oo JORNSON Prrecte Blawe Lounstana Depannient
Ixportinnt of Rev nue ’ Moo nd Sue Prevident “RICHARD NEVINS Moember  Cabitornia State Hoard o
Fyuatizanon
1 Ent HIRRS Diceutos Ansers James C WHITE SR Commuones Alabama Departmant
Dopart pert ol Resunue Secrerans of Revenue
[ 1ON ROTHENBERG Frutne Neceetar *Past Presidem

September 4, 1985

Office of Tax Policy

Room 3108

U.S. Department of Treasury
Washington, D.C. 20224

Attention: Mr. George Carlson
Dear Mr. Carlson:

On August 12, the NATA Committee on Unitary Taxation, J. Thomas
Johnson, Illinois Director of Revenue, Chairman, met in Chicago
to discuss the Treasury Department's proposed unitary tax
legislation and to prepare written comments as requested by the
Treasury Department in its release of July 8., On behalf of the
NATA Executive Committee and its Committee on Unitary Taxation, I
am submitting these comments to you today in accordance with the
extension of time the Treasury has granted organizations such as
NATA for this purpose,

NATA has circulated the draft legislation to each of the state
tax ageuncies and requested that comments be sent directly to the
Treasury. The NATA comments are in addition to those which the
Treasury has already received from the state tax agencies.

The NATA Executive Committee commends the Treasury for preparing
draft 1legislation which effectively represents the Worldwide
Unitary Taxation Working Group's recommendations. The following
comments relate to technical changes which, in the view of the
NATA Executive Committee, would clarify several matters in the
draft and contribute to the 1legislatjon's acceptance by the
states.

A comtivent argon.2oron of the Federnton of Taa Adminagteators. concerned wiith odvanting v'0ndards 0nd murovirg mathody ot 1ga odmin.atraton
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Comment One Page 2,

Page 1.

! The second sentence »f fection 6039A (a) should be revised
to eliminate the reporting of a corporation's state-by-state
income tax liability and to clarify the information to be
included with respect to ®"income subject to tax" and "the method
of calculation by which the corporation computed and allocated
its income subject to tax by each state," NATA suggests the
elimination of the reporting of state income tax liability
because the tax owed by a corporation is determined to a
substantial extent by provisions (exemptions, deductions, etc,)
which have no relationship to the determination of taxable income
by other states,

NATA suggests the second sentence of Section 6039A (a) read
as follows:

*such return shall include (1) a reconciliation of the
reporting corporation's federal taxable income to the income
reported for state income tax purposes in each state in which it
is liable to pay income tax,

"(2) a statement on whether each corporation includible in
an affiliated group has filed on a combined report basis or as a
separate entity in each state in which it is liable to pay income
tax,

*(3) a statement as to how the reporting corporation has
reported business income and nonbusiness income for state income
tax purposes in each state in which it is liable to pay income
tax, together with a reconclliaztion of any differences in such
reporting,

*{4) a statement of the reporting corporation's apportion-
ment factors as filed and a reconciliation with the apportionment
factors that would result from its uce of the Uniform Division of
Income for Tax Purposes Act,

*(5) each corporation in which the reporting corporation, or
any corporation owning 50 percent or more of the outstanding
voting stock of the reporting corporation, owns, directly or
indirectly, more than twenty percent of the combined voting power
of all classes of stock entitled to vote, and

"(6) such other related information as the Secretary may by
regulation prescribe."

Comment Two

Page 1.

Section 6039A (b) is not clear with respect to how many
spreadsheets would be required if the common parent of two
corporate chains is a foreign corporation not required to file a
federal income tax return and whether the spreadsheets would
include information on all includible corporations,
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Page 3,

Comment Three

Page 2.

The technical explanation that accompanies Section 6039A
(¢)(1)(A) should include a comment on the authority of the
Secretary "at any time to increase by regulation any dollar
threshold..." The explanation should note that the authority
given the Secretary is designed to facilitate adjustments (1) if
the currentness of the specific thresholds is affected by
economic inflation and (2) if the states find, after experience
wit? the spreadsheet information, that a higher threshold is
desirable.

Comment Pour

Page 3.

Section 6039A (c¢)(3) defines an "includible corporation® to
include "any other foreign corporation that is descrived in
6103(a)(4)(G)." The Treasury draft, in the aforementioned
section, includes in the description of “certain foreign corpora-
tions® a corporation which ‘®under standards established in
regulations to be prescribed by the Secretary, is not subject to
substantial foreign tax on its net income.®

NATA understands the difficulties encountered by the Working
Group in defining a tax haven corporation (a corporation which
may .be included in a water's edge group) and the reasons for the
Treasury's use of the general term “substantial foreign tax."
NATA suggests that the technical explanation give recognition to
the view of the state members on the Working Group that a “tax
haven® be defined as any country which either does not impose an
income tax or where the income tax rate is less than 90 percent
of the U.S. federal tax rate, The states are prepared to work
with Treasury to develop a satisfactory solution to this problem,

Comment Pive

Pages 3 and 4

Section 6039A (e)(l), Dollar Penalty for Failure to Comply,
should be more specific, In place of the term “"comply
substantially® in the first sentence, the following language is
suggesteds

*1f, with respect to any taxable year, a
reporting corporation fails to furnish
the information required by subsection
{a}, on or before the due date specified
in subsection (a), such corporation shall
pay a penalty of $1,000.°
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Page 4,

NATA recommends that the concept of "comply substantially*
should be left to the regulations, as has been done with respect
to other sections of the Code, The requlations issued for
Section 6038 (26 C.F.R Sec.1.,6038-2(k)(3)) gives Treasury the
authority to waive penalties when there is substantial compli-

ance,

Comment Six

Page 5

Section 6103{d)(1)(A): With respect to the limitations on
treaty information, NATA requests that the technical explanation
of the law include a comment to the effect that the states will
rely on the Treasury to negotiate treaties in a manner that will
enable the states to obtain such information as is necessary to
enforce their tax laws. :

Comment Seven

Page 5

Section 6103(d)(1)(B)(ii): Under this provision, a state
agency would not have access to a Section 6039A return if a
taxpayer voluntarily files its state tax return on a worldwide
unitary basis or if it is a part of a related group of
corporations that does so, The comments which follow are also
relevant to Sections 6103(d)(2)(B an | C .

NATA points out that the state members of the Working Group
strongly objected to the relevant provision in the Working Group
report ("Common Element J"} both because of the apparent inequity
in barring federal assistance to states with respect to taxpayers
who voluntarily use the worldwide unitary method to lower their
taxes and because the inclusion of this restriction was not
considered by the Working Group, and, therefore, in view of the
state members, was not in fact a common element.

NATA also points out that (1) the reference to taxpayers who
are "part of a related group of corporations® is new language,
not reflected in “Common Element J", and it could be construed to
deny the states Section 6039A information when only one member of
a large affiliated group files its return on a unitary basis,and
(2) this restriction will unduly complicate the disclosure
requirements the designated agency and IRS must observe,

For these reasons, NATA asks that this provision he deleted.

Comment Bight

Page 8
Section 6103(Q)(4)}(E)(i); The language relating to a
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Page 5,

company which fails to comply with...the legal and procedural
requirements of the income tax laws of such State® is unduly
‘broad. It is suggested that the word "the" be changed to
*certain® and that the technical explanation and the regulations
list the requirements contained on page 31 of the Working Group
report.

Comment Nine

Page 8

Section 6103(d)(4)(E) concluding paragraph: The paragraph
states that a determination by the Secretary shall be conclusive
and not subject to review by any court. The phrase "not subject
to review by any court®” may be viewed as controversial and unduly
arbitrary. NATA suggests the deletion of this language as
unnecessary.

Comment Ten

Page 9

Section 6103(d)(4)(P)(v): The definition of "Worldwide
Unitary Basis," among other exclusions, provides in effect that a
state will not be treated as taxing on a worldwide unitary basis
if it includes in the corporation income base an allocated share
of the income of a foreign corporation which "is subject to State
income tax in at least one state by virtue of its business
activities in that state." NATA is concerned over the quoted
language because, for allocation purposes, the inclusion of the
income of a foreign corporation whose only business activity in
the United States is in a state that did not tax corporate income
would apparently classify the taxing state as a state using the
worldwide unitary basis and preclude its access to spreadsheet
information,

This approach conflicts with the Uniform Division of Income
for Tax Purposes Act. UDITPA construes the term “taxable in
another state®" to refer to a corporation's business activity
which is either taxable in another state or which woull be
taxable 1if the state in which the business activity occurred
imposed an income tax. The National Conference of Commiss’oners
of Uniform State Laws, in submitting UDITPA, commented that "this
is desirable in order to treat the business of all states
equally...."

Por this reason, NATA requests that the language in question
be changed to "(v) foreign corporations if (I) such corpcration
could be subject to state income tax in at least one state by
virtue of its business activities in that state;..,." and that
the regulations specify that the term ®"could be sukiject to State
income tax" means that a state has Jjurisdiction to subject the
taxpayer to a net income tax, whether or not the state does so.
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Page 6,

Comment Rleven

Definition of a "State" to include the District of Columbia;
the use of the term "State® in the draft should be reviewed to
assure the inclusion of the District of Columbia as a "State."

Concluding Comments

NATA views the domestic disclosure spreadsheet as an
important instrument in the states' programs for the effective
taxation of multijurisdictional income, Following the issuance
of the Working Group report, NATA submitted to the Secretary of
the Treasury the names of s8ix state tax administrators who,
together with representatives named by business, would be
appointed to assist the Internal Revenue Service in developing
the spreadsheet, Since the spreadsheet will ultimately by used
by the state tax agencies, it is important that it respond to
state processing needs. NATA reaffirms its suggestion for the
appointment of this committee,

Reflecting the importance JNATA attributes to the spread-
sheet, the NATA Committee on Unitary Taxation has recommended
that NATA fully examine the possibility of its assuming the
responsibilities of the designated agency provided for in the
proposed legislation,

In addition to the spreadsheet, NATA expresses support for
the inclusion of a monetary minimal jurisdictional standard in
P.L.86-272 and for a joint study by the Treasury, the Internal
Revenue Service and the states of the Section 482 regulations and
related provisions. The joint study was a common element in the
Water's Edge Options Two-Six in the Working Group report, and the
amendment of P.L.86-272 was an element in the State options. In
addition, the proposed P.L.86-272 standard parallels NATA
recommended sales and use tax jurisdictional standards which the
Treasury Department has been asked to support (Letter of July 31,
1985 to Assistant Secretary of the Treasury Ronald A, Pearlman
from NATA Committee Chairman and New York State Tax Commissioner
Roderick G.W. Chu).

NATA also urges early action to secure the Office of
Management and Budget's approval for an appropriation to
implement the federal assistance described in footnote 30 of the
Working Group report, namely an increase in IRS resources for the
enforcement of its programs for the taxation of multinational
income. In a related area of federal assistance, NATA has worked
closely with 1IRS in implementing its training program on
International Tax Issues for state tax administrators, During
July and August 1985, such courses were given at five different
locations throughout the country and were attended by some 125
tax administrators. NATA is now working with IRS for the
continuation and expansion of this program,.

NATA appreciates the opportunity to comment on the Trea-
sury's draft legislation, It looks forward to the further
discussion of these matters with the Treasury,

Sincerely,

Leon Rothenberg
Executive Secretary

LR:pb
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STATEMENT OF ROBERT L. McNEILL, EXECU1IVE VICE CHAIR-
MAN, EMERGENCY COMMITTEE FOR AMERICAN TRADE, WASH-
INGTON, DC

Mr. McNEiLL. Mr. Chairman, out of respect for your time pres-
sure, I will just take a minute or two. I am pleased to be here to
testify in support of S. 1974 and S. 1113 because we think this legis-
lation is desirable. We feel it necessary for the Congress in light of
the constitutional questions that Senator Mathias and others have
raised, to pass this legislation and make clear the primacy of the
Federal Government in the taxation of income earned outside of
the United States.

We have a primary interest in ECAT in encouraging measures
that will stimulate international trade and international invest-
ment. We were very pleased, Mr. Chairman, with your earlier
remark about how every little piece of Federal legislation that can
assist our competitiveness is to be looked at very seriously and
hopefully passed.

While this is not a momentous issue in respect to the competi-
tiveness of our firms that do business internationally, it is one of
many measures that does inhibit our competitiveness, and we
would hope for that reason——

Senator CHAFEE. Are your members U.S. corporations?

Mr. McNEeiLL. They are U.S. corporations with very large inter-
national operations. The 60 members of ECAT have worldwide
sales of $700 billion a year, and they employ over 5 million persons.
So, they do business in every country in the world and in every
State in the United States, and the unitary method of State tax-
ation is of very great interest.

I am very tempted, Mr. Chairman, not to say any more and just
to rest our case on the debate that just took place in respect to
Montana because I think that the conversation that just occurred
here is illustrative of the reason why we need this legislation to be
passed in order to remove any questions as to what the Constitu-
tion intends and as to what the policy of the U.S. Congress is in
respect of the taxation of foreign profits.

For Montana or any other American State to tax U.S. multina-
tionals in a way different than Montana taxes the foreign multina-
tionals doing business in this country, I think, makes our case that
we very much need this legislation passed.

Thank you.

Senator CHAFEE. Fine. Thank you, Mr. McNeill. Mr. DuBos.

[The prepared written statement of Mr. McNeill follows:]
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STATEMENT OF ROBERT L. McNEILL, EXECUTIVE VICE CHAIRMAN
EMERGENCY COMMITTEE FOR AMERICAN TRADE, BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT OF THE
SENATE COMMITTEE ON FINANCE HEARING ON
THE UNITARY METHOD OF TAXATION

Monday, September 29, 1986

I am pleased to be here today to testify in support of legislation
that would impose limits on the states' use of the unitary method of
taxing forelgn source income. It is a method that is of distinct
interest to members of the Emergency Committee for American Trade
(ECAT). ECAT is an organization of the chief executive officers of 60
large U.S. companies with very extensive internationial business
operations. Annual worldwide sales of ECAT member companies are close

to $700 billion and about 5 milllon workers are employed.

$.1974 and S.1113 embody a very simple but important principle
fundamental to the conduct of the international commerce of the United
States; namely, that the individual states of the United States should
not design their tax laws to impose undesirable extraterritorial tax
burdens on international business activities. This principle should
apply equally to U.S. or foreign based enterprises. As contemplated by
the framers of our Constitution, the United States should act with one
voice, the Federal voiée. in matters of internatio:.:! commerce. While
the two bills represent a step in ‘he right direction, they should be
modified to completely prohibit state taxation of any foreign source

income, as determined under federal income tax sourcing rules.

The proposed legislative limitations on worldwide unitary taxation
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-- which takes into account the income of all foreign affiliates of
corporations doing business within a state, even though such income has
no connection with the state -- will not affect the ability of the

states to assess tax on U.S. source income on a unitary basis of those
companies doing business solely within the United States. Further, the
proposed limitations do not represent an attack upon allocation

formulas currently applied by the states to those entities.

We support the limitation on the use of worldwide unitary taxation
rules internationally, however, because in respect of foreign income it

is an unsound rule and leads to increasingly undesirable consequences.
To be specific:

..+ Whatever utility and justification there lé for the use of
income allocation formulas applied to a single corporate entity
operating within two or more of the separate states of the United
States, the underlying factors that can make such a system work

internally are not present internationally;

++»» There are no agreed-upon international standards for such a
system in determining the relevant apportionment factors and their
relative weight, or standards to dafine the businesses to be included

as unitary, or the income to which such rules are to be applied;

++» The economic and accounting factors of wages, assets, and

»

income are too diverse internationally to permit accurate weighting
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among foreign countries. Wages, assets, turnover, and the currency
used, all have some comparability when applied among and confined to
the states of the United States. They do not have such comparability
as applied among Botswana, the United States, Ireland, and more than

100 other countries.

ECAT has a primary interest in encouraging maximum growth of
United States trade and in eliminating barriers to international
investment and to the export of U.S. goods. We are concerned that if
the use of worldwide unitary taxation methods with respect to
international income were to spread to other nations, it would create a
serious threat to international trade. Each country would develop its
own weighting formulas and would use administrative procedures designed
to derive all possible income from the worldwide operations of all
related companies. Time has demonstrated that free trade can only
exist where there is an avoidance of double taxation of the same
income. The worldwide unitary taxation method fails in innumerable

ways to meet this time-honored test.

In contrast to the worldwide unitary taxation method, progress has
been made in securing a degr-ee of international conformity in the
taxation of foreign income. There has been widespread acceptance of
the principle that tax jurisdiction is exercised only where there is
actual physical presence or economic activity. There is further
agreement that where transactions occur between related companies,
including those that are outside the taxing jurisdiction, the rule to

be uniformly applied is that all export and other inter-company
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transactions must be conducted at arm's length on a separate accounting
basis. This is the tax basis found in our Internal Revenue Code and in
the laws of Germany, Canada, Japan, France, the United Kingdom, and all
of the other developed countries. It is the basis of taxation embodied

in the 1977 OECD Model Income Tax Convention. It is also embodied in a
Mode! Income Tax Convention for Treaties between Developed and
Developing Countries. Those few states utilizing the woi; \wide unitary
taxation method, which takes into account the income of corporations

that are not engaged in business in the United States, are clearly out

of step with United States and international practice.

We believe that the worldwide unitary taxation practice of a few
American states presents an especielly burdensome requirement for
foreign corporations that have no independent reason to compile or
maintain records conforming to U.S. tax accounting standards. The
administrative bqrden. couplt 1. /ith the demonstrated extraterritorial
reach of the tax assessed, has two important practical consequences.
The first is that because foreign governments resent the worldwide
unitary taxation method of apportionment as an erroneous extra-
territorial extension of taxing jurisdiction, they are unwilling to
provide favorable tax -treatmex.mt for American business operations
abroad. Department of Treasury representatives have found that the
worldwide unitary taxation method has been a significant adverse burden
on United States foreign commerce and in international tax treaty

negotiations.

Another important related factor i{s that the worldwide unitary
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taxation method is a deterrent to the type of foreign investment the
United States would presumably benefit from the most; namely,
manufacturing investment by foreign multinationals who today must weigh
the consequences on their entire worldwide structure when making
investment decisions. Their corporate structure could involve dozens

or even hundreds of foreign affiliates that conduct no business in the
United States. Thus, a decision to invest in the United States could,
under the worldwide unitary taxation method, create the risk of the
income of those affiliates being taxed by a single state of the United
States. Obviously, foreign companies have some freedom of choice in

avoiding states advocating such methods of taxation.

We are gratified that a number of states in recognition of this
problem concerning foreign investment in their respective jurisdictions
have taken steps toward elimination of the worldwide unitary taxation
. method. It appears that but three states -- Alaska, Montana, and North
Dakota -- now use the method as compared to twelve states just a few
years ago. Several states, however, still tax a portion of foreign
source dividends, which amounts to a double tax on foreign income. The
legislation recently passed by the state of California which will not
take effect until 1988 is hardl;r ideal. It {s deeply flawed even
though it does attempt to curtail the use of the worldwide unitary
method of taxation. It subjects to tax a substantial portion of
foreign dividends repatriated to this country and continues to tax
foreign-source operating income received by domestic corporations which
operate abroad, the so-called 80/20 companjes. The need for federal

limiting legislation is, therefore, still needed and we urge passage of
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an approprlate statute.

Some state tax administrators have commented that state taxation
of foreign souce income through the combined worldwide unitary taxation
method will benefit the United States through discouraging foreign
direct investments and thus keeping investable funds at home where they
will create new businesses and jobs. While this could be a correct
presumption in a specific instance, it is surely a fundamentally flawed

presumption insofar as the general conduct of business is concerned.

U.S. firms invest abroad in order to service foreign market
opportunitiss that cannot be serviced from the United States. It is
just about that simple. Recognizing that there could be an exception,
it is accurate to state that the U.S. market is the single largest, .
most important apd most favored market for U.S. firms. Investable

funds go first for the U.S. market and then for others,

In today's world, no U.S. industry can afford to set its sights on
anything but participation in the worldwide marketplace. What is
required is that they: hire worldwide; invest in a worldwide economy;
manufacture worldwidé; purcﬁase worldwide; and draw on the skills and
genius of scientists and engineers worldwide. In this manner, the most
efficient production and lowest costs are achieved with the greatest
benefit realized by consumers. In the long-term, no company or country
whose strategy is to exploit business opportunities in another country
can succeed without some foreign direct investment. U.S. firms could

never compete in France or Germany or the U.K. today without



203

establishing foreign subsidiaries and all they represent in the way of
investment and resources. It would be unthinkable to compste in the
booming Japanese market without actively engaging that market through a

foreign subsidiary company.

This is the world we've come to live in -- a world in which
protected national and regional markets, by definition, have become
non-competitive, This is a world the economic future of which rides on
the freest possible flow of international investment as well as

on free flows of commerce in goods and services and ideas.

The economies of the world's industrial democracies are,
therefore, without a doubt, interdependent. Whether the reason is
dependence on imports or exports of raw materials, food, fuel, finished
products, or technology, this interdependence is an economic fact of
life. Therefore, the question that must be answered directly is
whether the overseas operations of American companies are a net benefit
or a net detriment to the United States. It is alleged by some that
when U.S. companies conduct business abroad, the result is a loss of
U.S. jobs, a loss of export markets, a deficit in our balance of
payments, or a decline in ouf technological ablilities relative to

foreign countries. None c¢f these suppositions is correct.

Rather, the choice is not between exporting or manufacturing

abroad, but between being a marginal supplier in our compstitors'

markets or participating in those markets as a major competitor. One

need only look at the great cost and complexity of research and
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development, the widespread technological expertise around the globe,
the sophistication of customers, keen competition, and shorter periods
between new product announcements to arrive at this conclusion. The

only alternative would be to leave the markets to others if one decides

not to or fails to participate in a global economy. In the long-term,

the resuits would be a major contraction of business in the U.S. and
rampant protectionism. It is simply impractical and illogical to
attempt to maintain an internationally competitive position in major
national and regional markets based upon what is essentially a
short-term exploitation of export penetration. Long-term,
international business success depends on true participation in

worldwide markets, and that means investment.

Studies have conclirded that foreign operations by U.S. companies
contribute substantially to the economic strength of this country. This
investment abroad by U.S. corporations has contributed to the strength

of the U.S. economy in many ways.

Recent studies published by the Department of Commerce show that
multinational companies -- those companies most frequently criticized
on the grounds of the. alleged "export of jobs" issue -- actually
increased their domestic employment at a rate faster than the national

average.

It is also important to note the critical importance of U.S.
foreign direct investment to U.S. exports. The most recent Commerce

Department survey shows that about one-third of U.S. manufactured
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exports are purchased by the overseas subsidiaries of U.S, firms.
These foreign subsidiaries thus constitute the single largest market
for U.S. exports abroad. Without such U.S. investment activities
overseas, therefore, the U.S. economy would be very substantially

disadvantaged.

I would also like to note that the profits repatriated to the
United States from U.S. overseas direct investments far exceed foreign
direct investm:nt capital outflows from the United States. These
foreign earnings are critical to the U.S. balance of payme_nts position

and to the prof.tability of U.S. firms and their shareholders.

As stated earlier, the reason U.S. firms establish operations
abroad relates to market opportunities or marketing requirements. It
is necessary, therefore, that U.S. firms maintain a market presence
overseas so as ta be scnsitive not only to business opportunities as
they occur but also to provide better service to their customers.
Quality is extremely important to the continued success of any business
and cannot be overemphasized. Providing reliable and defect-free
products is not enough. U.S. business must also provide very
responsive service to its cus{omers i they are to attain their

business objectives.

In effect, overseas investment responds to the realities of
international trade. Bven though progress has been made toward
the goal of trade liberalization, many industries are still protected

in foreign countries to the degree that overseas markets are much more
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difficult and expensive to serve solely through exporting.

It has heen demonstrated that three-fifths of the after-tax
earnings of foreign affiliates are remitted back to the U.S. parent and
nearly half of this amount i{s retained for investment in domestic

plant and equipment.

There are other benefits which are derived from such foreign
investment, benefits which may be difficult to measure but are
nonetheless the fruits of foreign investment. Benefits are certainly
derived from the management and technical skills of other cultures and
economies which result in productivity gains and advances. Not to be
overlooked is the expertise received from forelgn university systems.
Last but certainly not least are the benefits resulting from the
diversity of suppliers, competitive technologies, quality advances
which provide lower costs, lower consumer prices, increased demand for

products and surely increased jobs.

Let me conclude with a knowledgeable comment about the worldwide
unitary taxation method made by Alan R. Short, Director of the Tax
- Policy Branch of the Canadian Department of Finance at Fordham
University in 1976:

"I am going to play devil's advocate, a role I enjoy,
and start off with the position that T feel badly that
the unitarv system has had such rough treatment,
Therefore, 1 would like to find some way to defend and
support it. 1 would like to give it a conditional
blessing with several 'ifs.' If the tax system of all
countries in the world were identical, if the taxr.
accounting practices did not differ, it everyboriy could
agree on the principles of amalgamation, if everybody
could agree as to what a unitary business is, {f it was
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11.

not necessary to determine the nature or quality of the
income for tax purposes (whether it was a manufacturing
resource profit, an export profit, a royalty), if
countries could agree on exactly the same formula for
allocating income, if the price of labor and the cost of
capital were idential in all countries, if we had a
single monetary unit in the world, if there were no
minority interests in any subsidiary companies within a
group, if the existing scheme did not work, and if the
unitary system was not inestimably arbitrary, I would
support it."
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STATEMENT OF THOMAS J. DuBOS, TAX LEGISLATIVE COUNSEL,
MOBIL CORP., WASHINGTON, DC; ON BEHALF OF THE NATION-
AL ASSOCIATION OF MANUFACTURERS

Mr. DuBos. Thank you, Mr. Chairman. My name is Thomas J.
DuBos. I am employed as tax legislative counsel for Mobil Corp.,
and I am appearing today on behalf of the Nationz! Association of
Manufacturers. I am a member of their tax committee. NAM sup-
ports S. 1974, a bill introcduced by Senator Wilson on behalf of the
administration and cosponsored by Senators Mathias and Hawkins.

Senator Mathias, who was a witness this morning, has long been
a proponent of corrective legislation to prevent States from taxing
on a worldwide combined income method and to assure proper
treatment of States’ taxation of dividends from income earned out-
side of the United States. S. 1974, the more comprehensive of the
bill because Senator Mathias introduced earlier deals only with
dividends, does precisely what the President’s working group on
unitary taxation decided.

It applies a water’s edge approach to State taxation of corporate
income. States would prohibited from imposing corporate
income tax on a worldwide unitary basis. The bill provides equita-
ble taxation of dividends received by U.S. corporations from their
foreign operating subsidiaries. The new legislation would allow re-
porting requirements for multinational corporations that will pro-
vide data that the States claim they need. The Treasury Depart-
ment has indicated their intention to increase their resources de-
voted to the IRS’s administration of tax laws applicable to the for-
eign operations of multinational companies.

And lastly but most importantly, competitive balance would be
achieved for U.S. multinationals, foreign multinationals, and
purely domestic business. Federal legislation, Mr. Chairman, is
needed for the following reasons. Taxation of interstate and inter-
national commerce is a national issue. Worldwide unitary taxation
by States gives rise to double taxation of foreign income.

The taxation of dividend income and 80/20 companies by o clear
Federal policy is necessary to prevent the undercutting by State ac-
tions. The conduct of foreign policy is the exclusive preserve of the
Federal Government. Competitive balance is needed for all taxpay-
ers, and the severe disruption in the U.S. international economic
relations can only be resolved by Federal legislation. The three
principles announced by the President’s working group are met by
this legislation.

The President has announced his support of it in November 1985.
Senator Wilson introduced the legislation in December 1985. It has
been submitted and defended by Secretary Baker, Secretary Shultz,
and Assistant Secretary Mentz.

The State legislation of California has serious defects. These are
covered in submitted material. I regret Senator Baucus was not
able to remain for the rest of the hearings. I would have em’oi{ed
responding to some of his comments and questions. Thank you, Mr.
Chairman.

Senator CHAFEE. Thank you, Mr. DuBos.

[The prepared written statements of Mr. DuBos and Mr. Robert
A. Denman follow:]
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My name is Thomas J. DuBos. I am employed as Tax Legislative Counsel for
Mobil Corporation,

I appear today on behalf of the National Association of Manufacturers. I am
a member of the NAM Taxation Committee and Chairman of their Subcommittee on
State Taxation of Interstate Commerce. In addition, I serve as Chairman of the
Tax Committee of the National Foreign' Trade Oouncil which will file a written
statement for the record and Chairman of the Ooalition for the Repeal of the
Unitary Tax, a voluntary coalition of ten organizations all of whom support
federal legislation to resolve this issue,

NAM is a voluntary business association of over 13,500 companies, large and
small, located in every scate, Our members range in size from the very large to
over 9,000 small manufacturing firms that each have less than 500 employees.
NAM member campanies employ 85% of all workers in manufacturing and produce over
80% of the nation's manufactured goods. NAM is affiliated with an additional
158,000 businesses through its Associations Council and the National Industrial
Council,

On behalf of our members, I am pleased to be here today to express the
Association's views on the unitary method of taxation.

NAM SUPPORTS S. 1974

The NAM supports S. 1974, a bill introduced by Senator Pete Wilson on behalf
of the Administration, and co-sponsored by Senators Charles Mathias and Paula
Hawkins. Senator Mathias has long been a proponent of corrective legislation to
prevent states from taxing on a worldwide combined income method and to assure
proper treatment of sta*tes' taxation of dividends from income earned outside the
United States. Indeed, his bill S, 1113 is intended to address this dividend
taxation feature,

S. 1974 is a comprehensive solution that encompasses the following points:

1. The bill applies a "#ater's edge" approach to state taxation of
corporate income. This means the determination of domestic
income (that earned within the U.S.) follows the federal rules and
leaves in place the separate accounting method (or "arm's length”
rules) used for international purposes for apportioning income
among related corporations.
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2,  States would be prohibited from imposing corporate income tax on a
vorldwide unitary basis.

3. The bill provides that equitable taxation of dividends received by
U.S. corporations from their foreign operating subsidiaries be
followed.

4. New federal information reporting requirements for multinational
corporations will provide data available to the states to assist
in the administration of their tax laws.

5. The Treasury Department intends to increase the resources devoted
to the IRS's administration of tax laws applicable to foreign
operations of multinational companies. These efforts will result
in benefits to the states which rely on federal information.

6. Coampetitive balance will be achieved for U.S. multinationals,
foreign multinationals and purely domestic business.

These features comply with the three principles agreed upon by the Treasury

Department's Worldwide Unitary Taxation Working Group at their final meeting on
May 1, 1984.

FEDERAL LEGISLATION IS NEEDED

NAM supports federal legislation for several reasons:

1. The taxation of interstate and international ocommerce is a
national issue.

2. Foreign governments and busiresses, as well as U.,S. companies,
have argued that worldwide unitary taxation by states gives rise
to double taxation of foreign income.

3. The taxation of dividend income and 80/20 companies by a clear
federal policy is necessary to prevent an undercutting by state
action., States must be limited to taxing only an equitable
portion of foreign source dividends.

4. ‘The conduct of foreign policy is the exclusive preserve of the
federal govermment. State legislation with foreign policy
implications cannot be permitted.

5. OCompetitive balance is needed for all taxpayers. State tax policy
requirements that impose additional burdens on taxpayers solely by
virtue of their foreign operations are not acceptable.

6. Serious disruption of U.S. internatiocnal economic relations could
occur without federal legislation.

Following the U.S. Supreme Court decision in Northwestern States Portland

Cement/Stockham Values [Northwestern States Portland Cement GCampany V.
Minnesota, 358 U.S. 450 (1959)] which focused on the narrow issue of nexus
between two states, the negative reaction of the business community led the U.S.
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Congress to enact Public Law 86-272 which provided stopgap jurisdictional rules
and mandated a Congressional study of all state taxes biased on income as they
relate to interstate caamerce transactions.

The 89th Congress issued its report in 1965 which demonstrated the real need
for corrective legislation. A comprehensive bill (HR 11798) was opposed by
business representatives and state tax administrators. A modified bill
(HR 16491) became the forerunner of legislation that has been introduced in
every Congress from 1965 through 1984. This subcomittee held hearings in June
1980 on the issue (S. 1688) during the 96th Congress. Nevertheless, no
legislation on the subject has been enacted into law.

In June 1983 the U.S. Supreme Court ruled in the Container case [Container
Oorporation v. Franchise Tax Board, 103 S.Ct. 2933 (I983)] that worldwide
unitary combination as applied to a domestically based group of corporations is
not constitutionally prohibited. Some states then moved to enact worldwide
unitary combination. Reaction by the business community and foreign governments
led the Reagan Administration to convene the Worldwide Unitary Taxation Working
Group, which was composed of state governors, state legislators, state tar
administration organization representatives, business representatives and
representatives of the White House, the State Department and the Advisory
Commission on Intergovernmental Relations. The Working Group was charged with
the task of producing recammendations “that will be conducive to harmonious
international economic relations while also respecting the fiscal rights and
privileges of the individual states.”

The Working Group and its staff level Task Force held meetings over 10
months and issued a final report to President Reagan, as mentioned earlier, on
May 1, 1984, Then Treasury Secretary Regan noted that “"state, business and
federal representatives appear to be in basic agreement on ... these principles

(XY

Principle One: Water's edge unitary combination for both U.S. and
foreign-based copanies.

Principle Two: Increased federal administrative assistance and
cooperation with the states to promote full taxpayer disclosure and
accountability.

Principle Three: Competitive balance for U.S. multinationals, foreign
multinationals, and purely damestic businesses.

... State and business representatives were unable to reach agreement on the
proper state tax treatment of foreign source dividends and of U.S. based
corporations operating primarily abroad (so-called '80~20 corporations').”

President Reagan announced his support for federal legislation on November
8, 1985 and S. 1974 was introduced in December 1985 at the request of the
Administration. The bill would generallly prohibit states from levying
corporate income taxes on a worldwide unitary basis. In a March 5, 1986 letter
addressed to Senator Packwood, Treasury Secretary Baker set forth an excellent
presentation on the subject, including a technical explanation of the bill and a
complete description of its provisions. His letter describes the serious
concerns that led the Administration to propose and support this legislation.
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In addition, Assistant Treasury Secretary Roger Mentz wrote on March 14,
1986 to California Assembly Republican Leader Pat blan, outlining the
Aministration's requirements for satisfactory unitary method repeal
legislation. He stated therein "I am in full agreement with your view that
state use of the worldwide unitary method of taxation interferes with the
foreign commerical policy of the federal government.” Assistant Secretary Mentz
went on to point out the requirements that state legislation would need to meet
to preclude the need for federal legislation,

Further, Secretary of State Goerge Shultz wrote on January 30, 1986 to the
governors of states then applying the worldwide unitary method of taxation,
pointing out the foreign policy arguments against the unitary method. He argued
that corporate taxation on a worldwide unitary basis "creates a clear risk of
double taxation” which distorts investment decisions and reduces investment flow
into the U.S.

Clearly federal legislation is needed.

STATE LEGISLATION

Only three years ago there were 12 states that taxed foreign income. Within
a year after the final report of the Working Group, a number of states using the
worldwide unitary combination repealed their statutes. Today only three states
apply the worldwide unitary method., California has just passed legislation,
signed by the Governor this month, reforming the state's controversial unitary
method of taxation.

There are some serious defects in the California law. This is all the more
reason to enact federal legislation.

The California law does not take effect until January 1, 1988——leaving time
for "backsliding™ before the legislation ever comes into force.

The law allows companies to elect not to have their California tax
assessment made on the worldwide unitary basis; it does not repeal the unitary
method outright.

If companies elect to be taxed under the arm's length approach, they must
pay a fee for the privilege. This "toll charge® raises serious questions about
the constitutionality of the provision.

The state tax authorities retain powers to impose the use of worldwide
unitary taxation. This discretionary privilege causes great concern to those
who wish to see the worldwide combined method of taxation repealed.

The tax base will still include the income of companies that conduct 80
percent or more of their business outside the United States. Federal tax law
regards such income as foreign, and yet California will continue to treat the
income as subject to tax within the state.

The exclusion for dividends from subsidiaries has a limit--resulting in the
taxation of dividend income reccived from new overseas investments made after
1986. California is continuing to reach beyond the borders of the state with
respect to the taxation of foreign income.
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For all these reasons, the California legislation, while perhaps a step in
the right direction to rid the state of this onerous method of worldwide unitary
taxation, falls short of solving the problem and meeting the principles

enunciated by the Working Group.

S. 1974 is an improvement over prior versions that sought to resolve the
problem, and while there are some technical changes which we believe should be
made in the bill, we encourage this Subcommittee to recommend the adoption of
S. 1974. PFederal legislation is needed and the Congress should enact it now.

I will be pleased to answer any questions.

Thomas J. DuBos
Tax Legislative Oounsel of Mobil Corporation
on behalf of
National Association of Manufacturers
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TESTIMONY OF ROBERT A. DENMAN, LEGISLATIVE ASSISTANT FOR THE
NATIONAL FARMERS UNION BEFORE THE U.S. SENATE COMMITTEE ON

FINANCE, SEPTEMBER 29, 1986.

-

, Mr. Chairman, I am Robert A. Denman, Legislative Assistant

for the National Farmers Union (NFU), a family farm organization

representing some 250 thousand family farms in the Nation.

The National Farmers Union has 1long been on record in
support of the unitary method of calculating the taxable income
inational corporations. We testified before the House
Ways and Means Committee in 1980 in opposition to legislation
similar to S. 1974 , the subject of today's hearing. In the 1982

Supreme Court case of the Container Corporation of America v. the

California Franchise Tax Board, the NFU filed an Amicus Curiae

brief in support of the Franchise Tax Board noting that
"invalidation of the California tax would result in
discriminatory treatment based solely on geographic
considerations." We argued then and continue to hold that
fairness to state and local taxpayers requires that those engaged
in interstate and foreign commerce pay 8 feir share of the

burdens of government.

1 come before you today because we believe that should
federal legislation restricting state taxation of multinational

corporations be enacted, it would pose a threat to American
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farmers because: 1) It would subsidize foreign investment in U.S.
farmland by sheltering the profits of foreign investors from
effective state taxation; 2) It would encourags the restructuring
of corporations so that the bulk of their American profits could
be attributed on paper for tax purposes of foreign subsidiaries
or associates; 3) It would result in a severe loss of revenue to
State governments, tending to shift the tax burden to the real

property tax base, already sorely overtaxed.

The tax climate of the U.S. is already tilted in favor of
foreign investors in the U.S., and in favor of the iflight of
capital of the nation's corporations into foreign investment,
both trends being motivated by the prospect of tax avoidance.
More American farmland has come under foreign ownership since
1977 than in the past fifty years. Fifty-four percent of all
farm land parcels owned or controlled by alien investors have
been acquired since 1975. We are not contending that all
investment by U.S. companies in foreign plants and subsidiaries
or all investment by foreirn companies in American plants and
subsidiaries is undesirable. But, we do question such investment

where its principle motivation is tax avoidance.

United States tax policy, in our view, must recognize the
economic' self-interest of the United States. If, due to federal
legislation, the unitary method of computing taxable income were

to be disallowed, this would shift a substantial ennual tax locad,
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estimated in the hundreds of millions of dollars snnually, from
the foreign persons and corporations to state and 1local
taxpayers. Since state sales and income levies are already at
what many regard as scarcely tolerable levels, the tendency would
be for the revenue lost by the states to be sought largely from
the property tax base. In many states, agricultural land is an
important part of that tax base. In contrast, the tax burden
imposed on the multinational corporations by the U.S. federal

government and the several states is relatively light.

A decision of this body to bar the use of the unitary
apportionment system would have the effect of acquiescing in
discrimination in favor of multinational corporations to the
detriment of domestic corporations. It would interfere with the
rights of the states to tax income which is earned, in part, in
their respective states and also lead, undoubtedly, to a

restructuring of business activity in order to avoid state taxes.

Such a decision would encourage multinational corporations
to engage in a tax “"shell game", (o assign their profits to
jurisdictions which aliow them to avoid or minimize tax
1iability. The opportunity to attribute U.S. corporste profits
on paper to foreign aubs.i.g!;aties or sassociates should not be
encouraged by this body. i

Our policy statement on this issue continues as follows, "At
programs to the states, actions should not be taken which would
impair the state tax bases or provide tax 1loopholes for

multinational corporations."” -

Thank you Mr. Chairman for your time and consideration.
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Senator CHAFEE. I would just like to address Mr. Johnson a
moment. Now, in Illinois, of course you would repeal it, but you
don’t have it now, do you?

Mr. JounsoN. We had it by action of a taxpayer who brought
suit against the Illinois Department of Revenue because we prohib-
ited the use of worldwide unitary method; and the taxpaye: won in
the Supreme Court of the State of Illinois, requiring. the use of
worldwide unitary. And until 1982 we used it, and then by legisla-
tion we abolished it. ,

Senator CHAFEE. And that is somewhat the situation Alaska is
in, except Alaska hasn'’t taken the final——

Mr. JoHNsSON. Alaska had taken the position where worldwide
unitary was not permissible and they adopted that method when
litigation was brought against the State of Alaska in fear of being
required to use it, through court action, as I understand it.

nator CHAFEE. Pardon?

Mr. JouNsON. As I understand the Alaska litigation.

Senator CRAFEE. Now, one of the points you make is that the
Wilson bill would limit the way in which States tax dividends paid
by foreign corporations, and you are opposed to that?

Mr. JounsoN. We are opposed to it because, well, it affects 24
States, because it restricts it to 85 Percent, or 85 percent of the for-
eign dividends could not be taxed. It also suggests that a limitation
on the States to prohibit the taxation of foreign dividends with no
corresponding limitation in taxing domestic dividends would, in
effect, encourage fereign investment over domestic investment. You
could argue that; and there is no limitation on States to tax domes-
tic dividends paid to a corporate taxpayer.

Senator CHAFEE. We have a foreign tax credit for domestic corpo-
rations, plus there is the 80 percent rule as far as dividends from
subsidiaries. So, I am not sure——

Mr. JounsoN. That is correct at the Federal level of taxation, but
there is no limitation on the States as to how much of domestic
dividends that a taxpayer receives must be excluded from state tax-
ation and to have Federal legislation which would suggest that for-
eign dividends must be exempt from State taxation would in effect,
in my opinion, encourage foreign investment because 85 percent of
dividends received would not be taxed by the States, and yet States
would not be restricted in the taxation of domestic dividends.
w$lenator CHAFEE. Well, let me brood over that one. Senator
. Wilson.

Senator WiLsoN. Mr. Chairman, I am curious. Mr. Johnson has
referred to a lawsuit by which a taxpayer was able to compel the
State to adopt the unitary method; and apparently, that has oc-
curred in Alaska as well.

Mr. JOHNSON. Yes.

Senator WiLsoN. Who is behind these suits?

Mr. JouNsON. We prohibited the use of the worldwide method in
the State of Illinois until the taxpayer——

Senator WiLsoN. Who is that taxpayer?

Mr. JouNsoON. Caterpillar Tractor Co. brought suit against the
State and ultimately won in the Illinois Supreme Court which de-
termined that the use of the worldwide unitary method was re-
quired under Illinois law. But administratively, we had prohibited
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the use of it until that case was brought against us. Then, that case
came down in March 1981, I believe. The legislature ultimately
prohibited its use by adopting a law in 1982 providing for water’'s
edgg combination. .

nator WiLsoN. I am curious as to what taxpayer brought suit
in Alaska to compel the use of the method. Does the s know?

Mr. JoirNsoN. In Alaska, they did not bring suit to use worldwide
ur.itary. In Alaska, they used separate apportionment as I under-
stand it. And there was a suit brought that separate apportionment
or separate allocation did not properly attribute income for Alaska
tax purposes. Thereafter, Alaska statutorily adopted worldwide
unitary in response to that litigation.

Senator WiLsoN. Thank you, Mr. Chairman.

Senator CHAFEE. Let me just say this. One of the things that
bothers ine is the taxation under the unitary tax of these 80/20
corporations which are doing close to 100 percent of their business
overseas, and yet many of them incorporated in the United States for
trademark protection purposes.

It seems to me to make the penalty of trying to protect them-
selves to be that they are taxed in the United States by the States
is an unfortunate result because they could have a foreign subsidi-

ary.

rKdr. JoHNSON. If I could res?ond to that, Senator? If in fact most
of the propert{yantgdpayroll of those 80/20 corporations are in fact
outside of the United States and not located in any of the 50 States
or the 45 that tax corporate income, the income generated by those
factors will be attributed outside this country.. What we don’t un-
derstand is why 80/20 corporations and not others—the bill does
not suggest that they shouldn’t be taxed by the States, but that
they cannot be included in the combined unitary business report of
the States. And we don’t understand, especially with the fact that
the Federal Government does not have as keen an interest as we
would have. And the value that is being transferred between those
corgorations in wholly domestic operations—why they must be ex-
cluded from the water’s edge combination.

I don’t think there is any policy justification for it. If in fact the
property and the payroll of those corporations are located outside
the United States, the income generated by those factors will not
be attributed to any of the 50 States.

Senator CHAFEE. Now, that is not quite true. That is what the
whole thing is about here. That is the problem; that is why we are
here because of those very factors you are talking about. The
income indeed is taxed in the United States. It is computed. Is that
not right, Mr. DuBos?

Mr. DuBos. Mr. Chairman, you are correct. Mr. Johnson's state-
ment would be absolutely true if this legislation were enacted and
watler’s edge applied. The problem is that water’s edge does not
apply.

nator CHAFEE. Sure.

Mr. DuBos. The income of 80/20 companies is included within
the consolidation under the California legislation. Secretary Mentz
pointed out the anomaly that the proposed Federal legislation
would include corporations operatin under section 936 from
Puerto Rico but exclude 80/20’s. California does the reverse. So,
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Mr. Johnson’s conclusion would be right if we enact the bill. I rec-
ommend we do so. [Laughter.]

Senator CHAFEE. You have 30 seconds because I have to get to a
conference.

Mr. JouNsoON. I disagree, Senator. Any corporation that has any
foreign factors that is included in the unitary water’s edge, even if
they are 50 percent United States, then the factors and the income
generated by those factors will be apportioned outside of the conti-
nental United States and, therefore, will not be taxable by the
States; 80/20—where that figure came from—it is not sacred. Are
you saying that if a corporation has got 75 percent of its factors
outside the United States and 25 percent inside the United States
that he can be included in the combined report, but just because it
is 80/20, they should be excluded? I don’t understand the differ-
ence, and I don't think anybody else does, other than that it is an
arbitrary exclusion.

Senator CHAFEE. Tharnk you all very much. I would like to say to
all of you on a completely different subject that I am intensely in-
terested in this competitive position. And if any of you want to
send in materials to help the competitive position—minor though
they might be—of U.S. corporations abroad by legislation, please
do. Don’t flood me, but just send it in. Make it succinct if you can. I
know that ECAT ‘s deeply involved in this. All right. Thank vou
very much.

[Whereupon, at 11:36 a.m., the hearing was adjourned.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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Sen. John H. Chafee

Committee on Finance

Subcommittiee on Taxation and Debt Management
219 Dirksen Building

U.S. Senate

Washington, D.C. 20515

Dear Senator Chafse:

Wnile I was disappointed I was unable to testify at the reeent
hearings on the unitary method of taxation, 1 wnderstemwd that limited
amount of time for this hearing restricted the awmber of witmesses who
were able to testify. I appreciate, though, oPPOrCun
vritten testimony for the hearing record. have attached ten copies o
my testimony.

I was pleased to learn that the Adminisrration recommended that the
Senate not consider legislation restricting the states' use of the
unitary tax, I remain firm in my belief that the unitary method is &
fair and equitable manner of taxing corporate activity within the
respective states.

If you have any questions regarding this testimony, please do mot
hasitate to call me.

BLD:akl

67-908 0 - 87 - 8
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I urge this Subcommittee to reject S. 1974 and any similar
proposals to restrict state taxation of multinational
corporations, S. 1974, introduced by Senator Wilson, would
prohibit the states from using worldwide unitary combination;
exclude certain domestic corporations from the water's edge; and
severely restrict state taxation of foreign dividends. Having
served as North Dakota's tax commissioner from 1969 to 1980, 1 can
tell you from experience that the alternative to the unitary
method, the so-called "arm's length"™ or separate accounting
method, is unworkable both in theory and practice.

It is important to underscore that the unitary method is
simply an accounting device, not an additional tax, used to
measure the in-state profits of a multistate or multinational
corporation in a way which limits opportunities for tax
avoidance. The unitary method is controversial because it is the
most effective way to minimize & controversial problem: tax
avoidance by multinational corporations.

As long ago as 1920, the United States Supreme Court
recognized that a state is "faced with the impossibility of
allocating specifically the profits earned by the processes (of a
particular business) within its borders" when these activities
are just a small segment of a sprawling business operation. For
this reason, states have resorted to what is called "formula
apportionment” to determine an individual state's share of the
taxable income of a single corporation that operates across state
or national borders. Under this approach, a portion of the
income of a single corporation considered to be a “unitary"
business is attributed or "apportiocned” to the taxing state on
the basis of relative levels of business activity. 1If, for
example, 10 percent of the corporation's total unitary business
activities (generally measured by payroll, property and sales)
occur in a particular state, then 10 percent of the corporation's
total income would be subject to that state's corporate income
tax.

Most states apply the unitary method to small business and
to businesses operating across state or national borders through
branches. But some time ago, multinationals discovered a
loophole in most states' use of the unitary method. That is, the
subsidiary loophole. The multinationals figured out that by
setting up a legally separate {although economically related)
subsidiary in a state, they could claim they were not making
profits in the state, By filing a few papers converting their
branch into a subsidiary, they could dramatically reduce their
state tax bills. Those states which have closed the subsidiary
loophole apply the unitary apportionment concept on either the
domestic or worldwide level. When used on the domestic level,
companies are required to “combine" their domestic (those in the
United States) subsidiaries in one tax return just as though they
had never created paper subsidiaries. When applied on the
worldwide level, both foreign and domestic subsidiaries are
included in the combined report.
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A main characteristic of the unitary apportionment concept
is that it looks beyond corporate structure to economic reality.
For example, imagine a corporation with a manufacturing plant in
one state and several sales offices in other states. 1If sales
and manifacturing are treated separately, the manufacturing
operation could show a loss, while the sales offices show
profits, or vice versa. Yet it is obvious that the two are
inseparable parts of a single business.

The method is more easily understcod by looking at the early
tax cases which spawned the "unitary business" concept. As
railroads linked the country, states maintained that, for
property tax purposes, the value of a railrc:1 operating within
its borders exceeded the value of in-stave ties, track and
spikes, and other property considered separately. The states
argued, and the courts agreed, that a more realistic measure of
in-state railroad value was determined by looking to the value of
the entire rail system. States, therefore, won the right to tax
their proportionate shares of the total value c¢f each railroad on
the basis of the proportion of the railroad's in-state track
compared to its total track in all states.

The unitary method is a natural extension of this early tax
principle, brought up-to-date to deal with the increasingly
complex economic world of multistate an? multinational
corporations.

In its landmark 1983 ruling in Container Corp. vs.
California Franchise Tax Board case, the U.S. Supreme Court
upheld the unitary apportionment combination method as a "proper
and fair" approach to taxation of multinational corporations. 1In
rejecting all of the argquments raised by multinational
corporations, the nation's highest court outlined many of the
advantages that the unitary method provides states and confirmed
that its use is clearly constitutional,

The alternative accounting method, the "arm's length" or
separate accounting method, closes its eyes to economic reality
and allows closely related companies to claim that they do
business with their affiliates on the same basis that they
conduct business with totally unrelated corporations.

while the arm's length standard may have been adequate in
the simplier economic times of the 1330s when it was adopted, it
is not a workable idea in today's corporate world. Multistate
and multinational affiliates now sell each other machinery and
parts; lend each other money; and provide each other with a wide
range of research, development and managerial services. The
arm's length standard somewhat naively assumes that closely-
related companies charge each other the same price for these
goods and services as they would an unrelated business operated
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at "arm's length" and that, if they do, then their income is
properly attributed among the states in which they operate.

The arm's length, transfer pricing approach to calculating
the source of profits of multinational corporations has variously
been described as "arbitrary" and as producing "unreasonable
results."” The General Accounting Office (GAO) characterized the
system as "too often unpredictable and subjective." Treasury
officials have criticized arm's length for yielding at best
"rough and unproven estimate(s)” of proper income allocations and
as often being "incapable of determining the division of joint
profits." Most recently, Stanley Langbein, former attorney in
the Office of International Tax Counsel in the Department of
Treasury (1978-1980) concluded in the February 17, 1986 issue of
Tax Notes that the arm's length method is unworkable both
theoretically and practically; that it is not the international
norm; and that unitary apportionment represents the true norm in
most instances. Langbein advocated both governmental and
business support for unitary apportionment as the most widely-
used, most effective and most practical means of attributing
income on a geographical basis.

A leading expert in taxation issues, Professor Jerome
Hellerstein, notes that "“separate accounting operates in a
universe of pretense; as in Alice in Wonderland, it turns reality
into fancy, and then pretends it's in the real world. For the
essence of the separate accounting technique of dividing the
income of a unitary business is to ignore the interdependence of
operations ... and treat them, instead, as if they were separate,
independent and non-integrated."

Not only is the arm's length method conceptually flawed, it
is also inferior in practice to the formula-based unitary
combination method. There is no shortage of complaints of the
administrative difficulties in implementing the arm's length
standard. A 1981 GAO report ("IRS Could Better Protect U.S. Tax
Interests in Determining the Income of Multinational
Corporations”) found that:

Representatives of all groups affected by and
knowlegeable about Section 482 enforcement
under the arm's length standard have voiced
continuous and substantive criticisms of the
regulations. The criticims focus on the fact
that Section 482 enforcement creates a large
administrative burden and that the end
result... is too often unpredictable and
subjective."”
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Often there are no similar transactions in the outside
business world to use for price comparison in an audit -- few
unrelated companies supply their competitors with loans or loan
guarantees, or enter into joint purchasing agreements that
allow raw materials to be bought at a lower price. It is these
intercorporate "transfer prices”, which the arm's length relies
on, that are nearly impossible to set, as an increasing body of
expert opinion testifies.

Federal officials have made headlines in recent years in
their investigations of several multi-million dollar transfer
pricing cases. A Business Week (August 29, 1983) article
quoted a top Treasury Department official as saying:

Where importers try to use improper transfer pricing to
reduce the amount of profit from a sale in the U.S. that
is taxable by the U.S. -- that is the real story in the
international tax are now.

The Harvard Law Review in April of 1976, noted that ‘*he
"use of the arm's length standard of the current Section 482
requlations (of the Internal Revenue Code) has been
accompanied by serious problems." Similarly, the Harvard
Business Review referred to separate or arm's length accounting
as "the bent measuring stick for foreign subsidiaries.®

Geoffrey John Harley's doctoral thesis submitted to the
Law School of the University of Michigan in 1980 undertook a
through examination of the unitary apportionment method and the
arm's length standard and concluded:

...the arm's length system is theoretically
unsuited to the task asked of it. It is an
extremely difficult standard to apply and
administer. There is strong evidence that it
is not very effective in meeting its goals of
tax base protection. While the unitary system
is not free from difficulties, many of the
criticisms of it can be effectively addressed.
It is submitted that unitary apportionment is
superior, in terms of its theory, and can be
made to be superior in terms of its
application., It would better protect the tax
base, be easier to administer and much less
open to abuse by taxpayers. It should provide
the basis for international tax harmony.

States have been .ot unreasonable in their approach to
taxing multinational corporations. Does any Senator know of
widespread "overtaxation" that resulted from unfair
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apportionment of corporate income between the states? For
over twenty years, the House of Representatives and the Senate
has considercd legislation, similar to S. 1974, to prohibit the
states from utilizing the worldwide unitary method. Hearings
have been heid and more and more rhetoric has been added to
voluminous record. It is time to get the facts on the record.
1 suggest that we use our legislative powers to subpoena the
state tax records of witnesses claiming overtaxation by the
states. My hunch is that in reviewing the tax records, we will
not find overtaxation.

S. 1974 would destroy the tax and fiscal integrity of the
states by granting unwarranted tax preferences to larger
multinational corporations, whose size and complexity permit
them to successfully play the "corporate shell game"” on a
worldwide scale and to otherwise arrange their affairs to
escape their fair share of taxes. Without equal application of
the unitary method to all corporations, small in-state
businesses will be put at an unfair competitive disadvantage
simply because they lack the same opportunities as
multinational corporations to artifically shift profits to low
tax jurisdictions. I urge you to reject S. 1974 and any
similar legislation.
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This written statement is submitted on behalf of the
Section of Taxation of the American Bar Association by John B.
Jones, Jr., Chair of the Section. The views expressed in the
statement are those of the Section and do not represent the
position of the American Bar Association.

The Section wishes to thank the Senate Finance
Committee for the opportunity to submit the statement and
express its views on S.1974, the unitary tax bill.

5.1974, introduced by Senator Wilson of California
on December 19, 1985, would add two sections to the Internal
Revenue Code (1) to mandate a federal solution to the issue of
the extent to which a state may take into accounting earnings
of an affiliated foreign corporation in determining taxable
income of a corporation engaged in business in the state, and
{2) to provide for filing a domestic disclosure spreadsheet
with the Internal Revenue Service by certain corporations to
assist states in administering state tax laws.

Membérs of the Section of Taxation represent both
corporate taxpayers and state tax administrutions and reflect
a great diversity of viewpoints in this area. The purpose of
this statement is to provide a technical analysis of the bill
draft and not to present these various viewpoints. Policy
considerations will be discussed only in the context of an
effort to promote a more complete understanding of the issues
involved.

On September 5, 1986, the Governor of California
signed S.B. 85, a bill that provides, among other things, (1)
corporations doing business in California with an election
upon payment of an additional amount to file a California
franchise tax return excluding most foreign corporations, (2)
a partial exclusion from taxation of dividends paid by more
than 50% owned foreign subsidiaries, and (3) for the filing
with the state of a domestic disclosure spreadsheet. It has
been suggested that the justification for a federal law such
as S.1974 is undercut by the passage of S.B. 85. However,
S.B. 85 differs in many respects from S.1974, and the
enactment of a federal law may still be desirable.

The first two categories of our comments below
relate to the technical aspects of S$.1974. The third categqory
of comments lists the differences between S.1974 and the
California legislation. The last category discusses technical
concerns with the effective date and transitional rules.

I. SECTION 7518. THE DOMESTIC WATER'S EDGE LIMITATION AND
TAXATION OF FOREIGN SOURCE DIVIDENDS.

‘* 8.1974 adds section 7518 to the Internal Revenue
Code to provide for federally mandated domestic water's edge
filing and to provide limits on state taxation of foreign
source dividends.
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A. Domestic Water's Edge.

1. A state may impose an income tax on a worldwide
unitary basis if a taxpayer "materially fails to comply with
the requirements of section 6039A...." §7518(a)(1l).

Presumably each state will determine whether a taxpayer has
"materially” failed to comply with section 6039A, and an
opportunity exists for development of differing state
standards as to what constitutes material failure.
Troublesome diversity exists now in interpreting P.L. 86-272.
Consideration should be given to whether there should be a
single procedure for determination of whether material failure
to comply with section 6039A exists. It may be possible to
Frovide for determination by the Secretary or his delegate,
but the Secretary would not necessarily be well positioned to
administer a federal reporting system designed to assist
states in administering state apportionment schemes. 1In
addition, it may not be appropriate for a federal
administrative official to be an arbiter of whether a state
tax is to be imposed. An alternative approach would be to
confer review jurisdiction on the Court of Appeals for the
Federal Circuit on appeals from state determinations.

2. A state may impose an income tax on a worldwide
unitary basis if a taxpayer "materially fails to comply with
«.++ the legal or procedural requirements of the income tax
laws of such State." Section 7518(a)(1l). Some concern has
been expressec¢ that a state may be able to avoid the spirit of
section 7518(a) by imposing unreasonable legal or procedural
requirements that would cause difficult compliance problems,
such as by imposing reporting burdens in matters involving
intercompany pricing. While it is likely that a court would
lcok to whether the legal or procedural requirements are
reasonable, the draft statutory language should expressly
require failure to comply with reasonable legal or vrocedural
requirements as a basis for imposition of worldwide
combination, and should provide for the Secretary or his
delegate to issue regulations specifying what legal or
procedural requirements are reasonable.

A state law may provide :or a water's edge election
by a "qualified taxpayer," which is defined as a taxpayer
meeting various conditions with respect to the retention of
records and the provision of information concerning corporate
and intercorporate transactions. It is not clear whether the
imposition of such conditions would fall into the category of
"legal or procedural" requirements or whether they would be
proscribed as exceeding the requirements of section 7518.

3. A state may impose an income tax on a worldwide
basis if a government of the relevant foreign country fails to
provide to such state material information on certain
intercompany transactions. Section 7518(a)(2). Concern has
been expressed whether a taxpayer should be subject to
worléwide combination if a foreign country fails to respond to

-2-
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the demands of a political subdivision of the United States.
It is not clear why any action by a foreign government should
provide an independent grouncds for worldwide combination in
addition to the grounds where the taxpayer refuses to provide
the requested material information. 1If the inclusion is
designed to attack secrecy laws of a foreign country
prohibiting disclosure by the taxpayer, consideration should
be given to whether it is appropriate to encourage States to
deal with foreign countries on such matters. It may well be
preferable to delete the reference to foreign countries in the
absence of a specifically identified abuse.

4. A state law may provide for an election to file
on a domestic water's edge basis upon the payment of an
additional fee. Proposed section 7518(a) is silent as to
whether a state could impose an "election fee" upon taxpayers
opting for a domestic water's edge combination. It does
rrovide that a state may rermit a taxpayer to be taxed on the
basis of a worldwide combination pursuant to "an unconditional
election by such taxpayer." The permissibility of the
imposition of a fee in the case of a domestic water's edge
election should be clarified.

5. Large "80-20" corporations may be included in
the domestic water's edge group, while smaller "80-20"
corporations are exciuded. A $10,000,000 threshold of U.S.
compensation, sales, purchases, or property distinguishes
between the two. The policy question arises whether large
80-20 corrorations with a sufficiently large threshold
Fresence in the United States should be treated differently
from smaller 80~-20 corporations.

6. Disputes have arisen in States with domestic
water's edge statutes whether the income of a U.S.
corporation includes Subpart F income of a controlled foreign
corporation. The taxing statute of a worldwide combination
state may or may not contain a state counterpart to Subpart F.
Section 7518 should contain a provision addressing the
guestion of the extent and manner by which States may tax
Subpart F income.

7. The definition of income tax in section
7518(c}(1) refers only to the "income" of the taxpayer and
may well include property taxes, gross receipts taxes, and
business and occupation taxes. The definition should be
limited to net income taxes.

8. The Secretary is authorized to establish
regulations to determine when a foreign corporation is subject
to substantial foreign tax and is accordingly an includable
"tax-haven" corporation. It would seem appropriate to provide
more specific legislative guidance rather than to refer the
dispute to an administrative decision. 1In pacticular, if a
definition of tax-haven corporation is based on a foreign tax
rate equal to or less than a specific percentage of the U.S.
corporate tax rate, that percentage should be provided. Other
problems of a technical nature, such as determination of a
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foreign tax rate of a country such as Switzerland that defers
a significant part of a national tax to political subdivisions
may appropriately be left to administrative action.

S. The States may argue that the effect of section
7518 allcws corporations to concentrate interest expense in
the domestic water's edge group while providing equity
financing for foreign corporations, none of whose income will
be subject to U.S. taxation by the States either at the time
it is earned or when it is repatriateéc as dividends. 1t
should be anticipated that one or more States will seek to
disallow U.S. expenses under circumstances where section 7518
prohibits worldwide combination. 1In April, 1986, Utah adopted
a domestic water's . edge statute that disallows a portion of
domestic interest expense. The bill should address the issue
whether such disallowance should be prohibited, limited, or
authorized.
’ 10. In defining the water's edge group, proposed
section 7518(c)(2)(D) provides for inclusion of a foreign
corporation if it is subject to state income tax in at least
one state and if it has certain threshold amounts of payroll,
sales or purchases or property in the United States.
Presumably, a foreign corporation is includable if any one of
these thresholds is met. 1Insertion of "or" before "sales" in
section 7518(c)(2)(D)(ii)(a) would clarify this.

11, Section 751&(c) would include in the water's
edge unitary group foreign corporations that "carry on no
csubstantial economic activity" and are "not subject to
substantial foreign tax on their net income." U.S.
shareholders use foreign holding companies to hold and manage
investments in foreign corporations operating outside the U.S.
These operating companies usually pay substantial foreign
income taxes in their home country. The holding company may
pay substantial foreign taxes c¢n dividends, and in some cases,
it may pay very little or no tax on dividends because the
foreign host country grants foreign tax credits or exempts
dividends to avoid dcuble taxation. 1In the absence of a
holding company the foreign operating companies' income is
included in the U.S. shareholders' apportionuble base when
repatriated as a dividend and any foreign taxes paid by such
foreign company would be recognized for rurposes of
determining whether a "substantial" tax is paid. 1In order not
to place undue emphasis on form over substance, the bill could
be clarified to provide a definition of "substantial economic
activity" and whether foreign taxes paid by foreign operating
subsidiaries on the earnings from which dividends are paid are
attributable to the holding company for purposes of
determining whether it is "subject to substantial tax on its
net income."

B. State Taxation of Foreign Source Dividends.
Section 7518(b) provides a compromise solution to one
of the areas of disagreement between domestic multinationals and
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state taxing authorities over the extent to which States may
tax foreign source dividends.

1. No restrictions are imposed on the ability to
tax dividends by the state of "commercial or legal domicile"
of the recipient. It is unclear what is meant by legal
domicile. If it is intended to mean the state of
incorporation, it should so provide.

2. The proposed federal compromise will cause
results that seem peculiar. For example, if the facts in

eal of Standard Oil Co. of California, Ca. S.B.E. March 2,

3, CCH California State Tax Reporter 400-383 are
unchanged, the state of California may impose a tax on
dividends received by one of four corporate shareholders of
the stock of Aramco, but not on the other three. The other
three shareholders may be taxable on the dividends in their
states of domicile. The compromise fashioned at the federal
level will defer resolution of any inequities created by the
compromise to state legislatures. Federal restrictions on
taxation of divicdends by the state of commercial or legal
domicile as well as by other states will obviate the need for
state legislation by promoting uniformity.

3. Section 7518(b) will probably not resolve the
question of state taxation of foreign source dividends.

a. States with an "interest offset" provision
such as that contained in California Rev. & Tax. Code Section
24344 prior to its amendment by S.B.85 in the 1986 ‘legislative
session will probably "offset™ a like amount of otherwise
deductible interest expense with foreign source dividends not
subject to allocation by formula. Domestic multinational
corporations having greater interest expense than the sum of
dividend and interest income will have no relief from taxation
of foreign source dividends. Most domestic multinationals are
believed to be such net borrowers, and accordingly will have
no net change in the apportionable tax base as a result of
exemption from taxation of foreign source dividends.

b. States with a provision similar to
California Rev.s& Tax. Code Section 24425 that disallows
deductions allocable to income not included in the measure of
tax have an additional basis for disallowance nct only of
interest expense, but also of other expenses. See, e.q.,
Great Western Financial Corp..v. F.T.B., 4 Cal.3d 1 (applying

0 div n ncome n ppeal of Mission equities
Corporation, California State Board of Equalization, January
T+ 5575 1 CCH California State Tax Reporter 10-752.13
(allocation of indirect expenses).

Both the interest offset and expense to receive
nontaxable income issues should be addressed in the federal
legislation. Otherwise, there will be uncertainty whether
section 7516(b) overrides interest offset and expense
attributable to ncntaxable income provisions of state law.

4. Section 7518(b) allows inclusion of an
"egquitable portion" of dividends. The statute should
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specifically provide that the section 78 "gross-up"™ should not
be included in the measure of dividends taken into account.
See F.W. Woolworth Co. v. New Mexico, 458 U.S. 354.

5. The discussion in paragraph I1.A.5., above,
relates to whether Subpart F income is includable in a
domestic water's edge tax base., A corollary question is
whether "deemed dividends" under I .R.C. §951 are dividends
from foreign subsidiaries subject to limitation on state
taxation. In addition, in the absence of specific legisglative
guidance, it is unclear whether the term "dividend" includes
gains treated as dividends under section 1248 and dividends
that are resourced to the United States under section 904.

6. Section 7518(b)(2) provides an alternative
definition of the equitable portion of dividends that may be
taxed by States by exclusion from the income base of the
portion of the dividend that effectively bears no federal
income tax after application of the foreign tax credit. Two
questions that have arisen that may require legislative
guidance are (1) whether the computation of taxable dividends
is made on an overall, separate country or "stand alone"
basis, anéd (2) how a residual U.S. tax on dividends is to be
allocated among the dividends to detesmine the portion that
effectively bears no federal income tax. Alternatively, the
legislative history could contain examples how section
7516(b)(2) operates,

7. Section 7518(b) provides "[n)o state shall
require the inclusion in the income base upon which state
income tax of a corporation is calculated. . .", more than an
equitable portion of foreign dividends. 1Income base is not a
defined term. There is resulting ambiguity whether state law
classifying dividend income as business income subject to
aprortionment or as nonbusiness income assignable to a
specific location is incorporated into the "income base." For
example, if apportionable business income of Corporation X is
$100,000, nondomiciliary state A's share is 108, and
Corporation X receives $100,000 in includable dividends, is
the state base (a) $11,500, calculated as 10% of $115,000
($100,000 business income plus 15% of $100,000
of dividends), (b) $25,000, calculated as 10% of $100,000 plus
$15,000, or (c) $10,000, calculated as 108 of $100,000
business income, assuming the dividend income is nonbusiness
income? Under the Uniform Division of Income for Tax Purposes
Act, a nondomiciliary state would be limited to apportioned
income of $10,000. Section 751&(b) further provides "[t )his
subsection shall not be construed to permit state taxation of
any dividend not subject to state taxation prior to enactment
of this section."™ It is not clear whether this language would
prohibit states from amending their laws subsequent to the
passage of S.1974 to tax dividends in the manner permitted by
S.1574 if they had taken a different approach or not done so
previously.

8. In general, the tension between state tax
administrators and domestic corporations over taxation of
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foreign source dividends may be attributed to lack of parity
between the federal income tax system and state income tax
systems that are largely intended to be based on federal
taxing concepts. At the federal level, foreign source income
is subject to but one tax, through the operation of the
foreign tax credit. States, on the other hand, do not allow a
credit or deduction for foreign taxes paid. The source of
dispute over taxability of foreign source dividends is the
proper treatment of foreign tax payments. If a policy goal is
to provide for state taxation of foreign source dividends on a
basis no greater than federal taxation of foreign source
dividends, section 7518(b)(1) through (3) may afford a rough
approximation.

9. Transition rules are required to provide
guidance on how to treat profits of foreign subsidiaries
included in the worldwide combined tax base for prior years
when those profits are repatriated as dividends. Existing
rules provide for exclusion of such profits when repatriated
as dividends. If 15% of foreign dividends will be taxable
~under a state law that complies with section 7518(b), should

dividends be considered paid first out of previously taxed
earnings and therefore eliminated, or should the dividends be
treated as being paid first out of current earnings and
profits and accordingly taxable? Uniform treatment by the
states will require federal legislation.

II. SECTION 603%9A. DOMESTIC DISCLOSURE SPREADSHEET.

1. Section 6039A represents a simplified version of
the draft domestic disclosure spreadsheet legislation issued
in July, 1985, largely due to the fact that section 7518
provides a uniform domestic water's edge limitation among all
the States. If section 6039A were to be enacted not
accompanied by section 7518 to fulfill a promise of federal
assistance to States that voluntarily limit taxation of
domestic corporations, then section 6039A would have to be
amended to provide standards for determination whether State
laws result in taxation on a worldwide combined basis.

2. Section 6039A requires a reporting corporation
to report data with respect to corporations in which it, or
any corporation owning 508 or more of the outstanding voting
stock of the reporting corporation, owns directly or
indirectly more than 20% of the combined voting power of all
classes of stock entitled to vote, and which during the
reporting corporation's taxable year has engaged in
transactions with the reporting corporation and its includable
corporations aggregating $1 million or more. Since a combined
report is applicable to corporations only where more than 50%
of the voting stock is owned by an affiliated corporation, if
the reporting obligation is intended to be limited to
includable corporations, the references should be to
situations where the reporting corporation, or any corporation
owning more than 50% of the voting stock of the reporting
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ccrporation, owns more than 20% of the voting stock of another
corporation that has engaged in transactions with the
reporting corporation.

3. Section 6039A provides a list of specific
information to be filed, then adds "and such other related
information as the Secretary may by requlation prescribe." The
qucted phrase may prove to be a fertile source of conflict. It
would be appropriate if the legislative history contained a
clear record that the information reporting requirements do
not exceed those included in Annex E of the Working Group
Report. )

4. Section 6039A(e) provides for penalties in the
case of a corporation's failure to comply substantially with
the spreadsheet requirements. However, proposed section
7518(a) provides that a State may impose its tax on a
worldwide unitary basis on a corporation which does not
materially comply with these same requirements. Presumably,
IRS's imposition of penalties and State assessment of tax on a
worldwide unitary basis could occur simultaneously; however,
the interaction of these sections is open to question. 1If a
State were to assess a tax based upon noncomgpliance with the
spreadsheet requirements, as evidenced by imposition of
renalties for noncompliance, and the taxpayer subsequently
preperly filed a spreadsheet storping the running of
penalties, would the assessment be invalidated? This question
also arises with respect to such an assessment irrespective of
the assessment of fpenalties.

I1X1. EFFECT OF NEW CALIFORNIA WATER'S EDGE LAW.

1. S.B. 85 requires payment of an election fee of
.03 percent of the sum of 1986 property, 1986 payroll, and
current year receipts by an electing corporation for the
taxable year in which the election is made and for at least
the next nine years. This fee can reach a substantial amount,
particularly for taxpayers such as foreign banks that engage
in high volume, low spread activities. No mechanism is
provided in £.B. 85 for adjustment of the formula used to
determine the basis of the election fee where distortions
arise.

- Litigation is pending over the constitutionality of

combining foreign parents with U.S. subsidiaries for taxable
years prior to the effective date of S.B. 85. 1If the courts
ultimately hold that California may not include foreign
parents (and foreign subsidiaries of foreign parénts) in a
unitary tax return, it seems likely that the election fee
imposed to avoid worldwide combination will also be invalid.

2. The water's edge group in S.B. 85 includes
80-20 corporations, while such corporations are excluded in
5019740

3. A complex mechanism in S.B. 85 seeks to provide
a bacsic deduction of 75% of dividends {.om foreign
corrorations more than 50% owned. The deduction increases or
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decreases to the extent that the relative amount of foreign
payroll decreases or increases.

a. The interest offset problem discussed in
I1.B., above, is partially addressed by providing a general
rule that the interest expense deduction will not be
reduced by virtue of the foreign dividend deduction. However,
interest expense incurred for purposes of foreign investments
may be offset against deductible foreign dividends. No
transition rules are provided, and it is not clear whether the
exception applies only to new borrowings after the effective
date of the bill and whether a direct tracing of borrowing to
foreign investment is required to invoke the interest offset.
In addition, no specific provision addresses the question
whether Rev.& Tax. Code §24425, which provides for
disallowance of expenses incurred to earn nontaxable income,
applies to nontaxable foreign dividends.

b. The formula used to adjust the amount of
nontaxable foreign dividends is tied to foreign payroll prior
to 1987. As a result, no deduction will be allowed for
foreign dividends paid by corporations that have no foreign
payrcll during this basewperiod, and corporations with only a
small foreign payroll in the base period will experience a
proportionate reduction in the percentage of nontaxable
foreign dividencés as the relative size of foreign payroll
increases. .
C. The deduction is available only to
dividends paid by more than 50% owned subsidiaries. 1It is
possible to have dividends from foreign corporations that are
less than 50% owned classified as apportionable business or
unitary income. As a result, unitary dividend income from
less than 50% owned subsidiaries will be fully included in
apportionable income, while unit income from more
than 50% owned subsidiaries would be subject to the 75%
deduction. Neither foreign subsidiary will be included in a
combined return with the corporation receiving the dividends.

IV. EFFECTIVE DATE AND TRANSITION RULES.

The bill has an effective date of taxable years
beginning after December 31, 1986. Some states impose a
franchise tax for the privilege of engaging in business in a
franchise year measured by income of the preceding income
year. The effective date reference should clarify that in
such instance taxable year means income year, not privilege
year.

Some states may be required to adopt legislation as
a result of enactment of S.1974, as for example to address the
question whether Subpart F income is includable in the
arrortionable base or to provide for taxation of foreign
source dividends. Not all state legislatures meet annually.
An effective date shortly after enactment of S$.1974 may not
provide states sufficient time to react,
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Statement of G. Peter D'Aloia, Vice President - Taxes
Allied-Signal Inc.
To the Subcommittee on Taxation and Debt Management
Of the Senate Committee on Finance

On the Unitary Method of Taxation

Allied-Signal is a worldwide advanced technology company
whose businesses are in three primary areas --
aerospace/electronics, automotive products and engineered
materials. Headquartered in Morristown, New Jersey, it employs
nearly 140,000 people at more than 380 U.S. and 270 foreign
locations.

Allied-Signal Inc. supports legistation which (1) would end
the use by states of the worldwide unitary method of taxation
and (2) would assure equitable treatment in the state taxation
of foreign-source dividends.

The worldwide unitary method of taxation is, by its nature,
inherently unfair. The method uses labor, real estate and
capital costs as factors in apportioning worldwide income.

These factors, however, differ vastly from cne nation to the
next. All other considerations being equal, a location with
lower cost factors will produce a more profitable product. Yet,
under the unitary method of apportionment, it is a location with
higher cost factors that receives the relatively greater share
of apportioned income. Foreign currency fluctuations add
further significant distortions in the measurement and

apportionment of income.
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A related problem exists with the state taxation of
foreign-source dividends. Such taxation subjects U.S. companies
to possible multiple taxation and puts them at a competitive
disadvantage compared to their foreign counterparts,

We recognize that states have expressed concern that
corporations might shift income abroad. However, informational
requirements such as those proposed in S. 1974, together with
additional support to state taxing authorities supplied by the
Treasury Department, will do much to help the states determine a
taxpayer's proper amount of taxable income attributable to a
particular state,

We also recognize that some states have enacted, in varying
degrees, unitafy tax reform. Although these reforms are steps
in the right direction, they fall short of abolishing the
worldwide unitary method, and in some cases ithey require fees if
a company "elects out" of the method. The states have had ample
time and encouragement to abolish the worldwide unitary method,
and their failure leaves the Federal Government no alternative

but to act.

October 10, 1986
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SUMMARY
OF THE
STATEMENT ON BEHALF OF
THE AMERICAN CHAMBER OF COMMERCE (UNITED KINGDOM)
IN SUPPORT OF S.1974

The American Chamber of Commerce (United Kingdom),
headquartered in London, England, represents some 2300
American and British industrialists dedicated to the
promotion of commercial relationships between the United
States and the United Kingdom. It views the continued
existence of the unitary tax system as one of the most
deleterious threats to the continuation of that mutually
beneficial trade relationship.

Unitary taxation came into being to supplement a
deficiency in normal accounting methods in allocating
profitability Dbetween taxing jurisdictions in which a
single corporate entity operated. It has grown beyond its
original Jjustification to reach profits outside of that
jurisdiction, and even beyond the continental shores of
the United States. As such, it has violated the
internationally-accepfed concept of "separate accounting",
and has resulted in double taxation of corporate profits
and undue compliance burdens on both U. 8. and foreign
multinational companies.

British-owned enterprises have been particularly aggrieved
by the unitary system, in view of the substantial Treaty
benefits which were extended to U. S. firms operating in
the United Kingdom. After repeated unsuccessful attempts
to secure Federal intervention, Parliament extended powers
to the Governmant in 1985 to deprive U. S. firms with
substantizl operations in "unitary tax" States of certain
of those benefits.

Substantial progress has been made in the United States
since this time, notably the recent California
modification of its unitary tax laws. However, the
unitary system continues to flourish, both in that State
and in three other States where the system is utilized.
It is necessary, therefore, for the Federal Government to
take action to register its strong opposition to unitary
taxation by enacting legislation prohibiting its use
within the United States.

With minor modifications, we feel that §5.1974 accomplishes
this purpose in a fashion which is equitable both to
taxpayers and to the taxing authorities of the several
States. The Chamber commends §S.1974 to the Subcommittee
on Taxation and Debt Management, and urges its prompt
adoption.



STATEMENT ON BEHALF OF
THE AMERICAN CHAMBER OF COMMERCE (UNITED KINGDOM)

IN SUPPORT OF S.1974

PART I.
INTRODUCTION

The American Chamber of Commerce (United Kingdom) is a
non-profit organization founded in 1916 under the 1laws of
the District of Columbia, and headquartered in London,
England. Since its establishment some 50 years ago, it
has been dedicated to the promotion and fostering of
commercial relationships between the United States of
America and the United Kingdom. Its nmembership is
comprised of some 2300 companies and individual
businessmen, and is divided equally between U. S. and
British interests, representing virtually every U. S.
multinational company with substantial business ties to
the United Kingdom, as well as a sizeable majority of
British industries having investments within the United
States.

During the relativeiy short period of its existence, the
Chamber has witnessed a phenomenal growth in the trading
relationships and \Investments between the two countries
which it represents. United States direct investment in
the United Kingdom, estimated at $38 billion at the close
of 1985, represents the largest single deposit of American
capital in any foreign nation, and exports of U. S. goods
to Britain are only exceeded by those to Canada, Japan and
Mexico. British direct investment in the U. S. economy of
$44 billion as of year-end 1985 also represents its
largest overseas capital fund, and the United states
constitutes its largest export market. (Cf. footnote 1)

The Chamber has long~-recognized the potentially
deleterious effect of the unitary tax system followed by a
handful of States on our efforts to maintain a favorable
climate in which transatlantic business can flourish, and
has been in the forefront of international organizations
seeking some reasonable limitation on the use of that

1. Source: U. 8. Department of Commerce
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rethod of taxation. Our membership is obviously and
particularly concerned with the damage which could occur
to Anglo-American commercial relationships should the
continuation of this iniquitous unitary tax approach 1lead
to a breakdown of the favorable reciprocal trade
agreements existing between the British and U. S.
Governnents which have done much to promote the
substantial commercial interchange of capital and trade
anmong industries of the two countries.

The purpose of this Statement 1s to first examine the
background and nature of the unitary tax system, to review
the progress which has been made in recent months toward
limiting its application to international commerce, and to
explain why, in the views of our membership, further
action is required by the Senate and House of
Representatives to extinguish the threat that the system
continues to hold over the continuation of a healthy
international commercial relationship between the United
States and its major trading partners of the Free World.

PART II.
THE UNITARY TAX SYSTEM

As originally conceived, the unitary tax systen
represented a simplistic and ingenuous approach to the
allocation of ©profitability among multiple taxing
jurisdictions in circumstances where normal accounting
methods failed to provide an equitable distribution of
income. Accepted wisdom indicates that it was first
employed in the railroad industry, whose operations
transversed a number of State boundaries in transporting
goods and people from Point X to Point Y. In such
situations, it was impossible to determine with any
exactitude where the profits of the railroad company
arose, and thus it was decided by the conflicting taxing
jurisdictions that overall  operating profits of the
company should be allocated to each State on the basis of
the proportion of the Company's property, payroll and
sales within that particular State to the total property,
payroll and sales of the entire enterprise. While one
could argue that there were differences in costs of land
and labor as between the various States which made such an
allocation inexact or aven inequitable, those differences
in the most part were not sufficlently sic.dficant to
overcome the simplicity of the allocation system itself,
particularly in the absence of a viable alternative method
of profit-division.
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In this classic application, it would be difficult to take
serious exception to the unitary tax approach, and, had it
been confined to situations where there was no other
solution to allocation of profitability, there would have
been no need for the Federal Government to intervene in
what, essentially, would be regarded as a State solution
to a State problem. Unhappily, however, as years passed,
the unitary system expanded well beyond its original
purpose of supplementing the deficiencies of traditional
accounting methods, and became a tool by which State tax
collectors could 3justify imposition of 1local taxes on
profits arising outside of their own jurisdiction.

Examining the origins of the system, one would ¢think that
it had no purpose beyond dividing the profits of a single
corporate enterprise among the various States in which
that company operated. If, for example, a corporate
shareholder owned two subsidiaries, one of which did
business solely in State A, and the other exclusively in
State B, the normal assumption would be that the tax
assessors in State A should have no legitimate interest in
the affairs of the associated company operating in State
B, since that company had no functions within State A.
However, fiscal affairs are rarely that straightforward.
Suppose, as an illustration, that State B subsidiary
manufactured widgets which were sold exclusively by State
A subsidiary. Suppose further that State B subsidiary
returned a handsome profit each and every year, while
State A subsidiary reported an annual operating loss.
And, to compound the situation, suppose that State B's
franchise tax was only 2% of profits, while State A
assessed its tax at the rate of i10%. One might then begin
to understand why the tax collector of State A could
suspect the presence of "creative accounting”" within the
corporate group in the two States. From such humble
beginnings sprang the theory of "unitary enterprise" and
thus the "unitary tax" system. Simply put, this theory
propounded that, where a group of commonly-controlled
companies operated through commercial interrelationships
one with the other, that group might be treated as a
single corporate enterprise whose overall profitahility
could be allocated among all of the State taxing
jurisdictions in which the group members, or any one of
them, did business.

The advent of this "unitary" approach by a variety of
States was not popular with the businesses affected by it,
who, quite Jjustifiably pointed out that the system ignored
the principle of "separate accounting" as well as
overlooking the genuine commercial reasons why different
affiliated companies could well have differing financial
results. Nevertheless, the system was found to be legally
valid by the Jjudiciary and, thus, was necessarily
tolerated, however begrudgingly, until, at some stage, it
was expanded beyond the borders of the United States.
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And it is this expansion beyond the "water's edge" which
is the principal cause of the international trade conflict
in which we find ourselves today.

There is no single reason, or even a primary one, given by
the Chamber's membership, whether U. S. or British, for
their strenuous exception to the application of the
unitary tax system to international operations.
Obviously, some of them have been subjected to State
taxation where the profitability of the 1local operation
did not Justify the excise. This most freguently occurred
where a British enterprise was initiated in one of the
U.S. States on a ‘Ygrass roots" basis, suffering start-up
losses for a period of years, but neverthelass finding
themselves subject to substantial 1local taxation simply
because the corporate group of which the State enterprisc
was a part happened to produce an overall profit from its
operations outside of the United States.

Others point out that, while it might be acceptable to
assume that the costs associated with operations in one of
the U. S. States could be roughly equivalent to costs
incurred in operations within another of those States (an
assumption essential to the Jjustification of the unitary
profit allocation approach), it 1is an entirely different
thing to assume that costs in Afghanistan are the same as
those in Alabama....for they surely are not. The result
of allocating profitability on the basis of proportionate
costs, they point out, is inevitably to shift the higher
share of profits to Jjurisdictions where the costs are
greatest, a result which can only be Jjustified by the
further assumption that, the greater the costs, the
greater the profitability, which 1is obvious economic
nonsense.

While acknowledging that, in a perfect world of uniform
tax laws and uniform application of them, the unitary
system could be a theoretically acceptable method of
taxation, our membership believes that it is fundamentally
incompatible with the "separate accounting" approach which
has been adopted by the U. S. Federal Government as well
as every other developed country in the world, and has
been incorporated in the recommended model tax conventions
expounded by international organizations such as the OECD
and United Nationals. The two approaches-- unitary tax
and separate accounting-- cannot exist concurrently in
the world of international trade without a tolerance of
double-taxation of profitability, a result which countless
effort has been expended to avoid through the extensive
networks of double taxation treaties between the United
States and its major trading partners throughout the world.
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There are, of course, a number of other substantial
reasons put forth for restricting the use of unitary
taxation with respect to international trading
operations....variability in application of allocation
formulae from one State to another, excessive compliance
costs 1in restating worldwide corporate accounts to satisfy
widely disparate State requirements, unpredictable and
frequently self-serving State tax determinations of when
particular components of an international group are
includable within the "unitary enterprise" and when they
are not, the real danger that the unitary system may
spread beyond the boundaries of the United States to
developing countries where the simplicity of approach and
ease of application of the saystem may be of particular
appeal....all of these have been expounded in detail by
others appearing before this Subcommittee and will not be
repeated here.

We think it sufficient to repeat the views of our American
and British membership that the unitary taxation system is
not an acceptable approach to the taxation of
international commerce, and if not restricted in the
manner proposed by the 1legislation under consideration,
will inevitably lead to increasing conflict between the
United States and those nations with which it has
traditionally maintained the strongest commercial and
political ties.

PART III.
THE CURRENT STATUS OF THE UNITARY TAX DISPUTE

The attention of the Chamber was ¢first focused on the
unitary tax issue during the negotiation of the new Double
Taxation Agreement between the Governments of the United
States and the United Kingdom in the mid-1970s, although
we had been aware of the growing concern of our membership
at the spread of the unitary system during the years
preceding. In 1971, the United Kingdom had made
substantial alterations to its Corporation 1Income Tax
laws, adopting certain measures to relieve the double
taxation of company p.ofitability by attributing a part of
the corporation taxes on those profits against the
individual tax 1liability owed by its shareholders on
dividends received. This was accomplished through a
procedure called the Advance Corporation Tax, whereunder
the company would be required to withhold a certain tax
percentage from distributed dividends, this advance tax
(ACT) being credited firstly by the shareholder against
his individual tax owed on the dividend income, and again
by the payor corporation against its eventual Corporation
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Income Tax assessment. The United States treaty
negotiators pressed their British counterparts for an
extension of this ACT credit system to dividends paid by
British subsidiary companies to their American
shareholders, and were successful in obtaining agreement
on an ACT refund for U. S. direct investors equal to 50%
of the credit which would be due to a British investor in
the same circumstances. Concurrently, the U. S. agreed to
a package of measures of importance to the British, one of
which was a Treaty prohibition {Article 9(4)] against the
imposition of Federal or State unitary taxation with
respect to companies or branch operations controlled by
British interests.

At the time the proposed Treaty was submitted to the
Senate Foreign Relations Committee for its consideration,
some 16 or more States were utilizing the unitary tax
system in some measure, and a considerable opposition was
mounted on the State 1level to inclusion' of the unitary
prohibition in the terms of the Treaty. After
considerable debate, it was finally decided that the
offending Article should be "reserved", and the Treaty was
ratified by the full Senate with that deletion. However,
it was apparent from later events that some assurances had
been given (or were perceived to have been given) to the
British Government that the unitary problem would be dealt
with by the Federal Government otherwise, and, on the
faith of these assurances, actual or perceived, the
British House of Commons accepted the amended Treaty in
1980.

Since this time, continuing British -Government
representations have been made to successive Federal
Administrations, seeking action to place national
boundaries around the extent of the unitary tax orbit.
Further efforts were exerted to persuade the State of
California, one of the major jurisdictions employing the
system, to adopt amendments to its tax laws which wculd
recognize the ‘'"water's edge" principal in defining a
taxable economic unit. Although then-Treasury Secretary
Regan had appointed a 1983 Working Party of eminent
business and academic leaders to recommend a solution to
the unitary problem, 1little progress, if any, was made at
either the Federal or State 1level in redressing the
international concern.

This matter came to a head in the Fall of 1984, when the
California legislature, after a promising start, failed at
the 1last minute to adopt a proposal which would have
effectively exempted foreign-owned enterprises from the
unitary tax allocation. It was not altogether surprising,
therefore, that the British Parliament adopted a measure
in the Finance Bill of 1985 which gave the Chancellor of
the Exchequer power to introduce measures which would
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deprive companies having substantial interests in "unitary
tax" states from receipt of the partial ACT refund
afforded by the terms of the Double Taxation Agreement
with the United States. It was evident to our membership
that this step had been taken with the greatest reluctance
by Her Majesty's Government, but was considered a
necessary measure to reinforce in the minds of the Federal
Administration and U. 8. industry generally the importance
which the United Kingdom placed on the prompt remedy of
the unitary tax problen.

Since this time (March 1985), some substantial progress
has been made on both the Federal and State level in
dealing with the unitary lssue, one of the most important
of which has been the very recent passage by the State of
California of a tax 1law revision which comes some way
toward 1limiting the use of the worldwide combination
allocation system in that State. Unhappily, however,
while certainly representing a considerable improvement
over present law, the California measure falls well-short
of constituting a satisfactory solution to the unitary
problem on several counts. Firstly, it fails to abolish
the unitary approach; indeed, that remains the standard
system of allocation for State tax purposes. Rather, the
revision simply allows corporate taxpayers to buy their
way out of the unitary tax net by agreeing to pay an
annual election fee (estimated to be worth some $38
million annuaily to State revenue coffers), solely in
exchange for the privilege of being taxed on their actual
local profits rather than on an artificial allocation of
worldwide revenue. Further, <the California 1legislation
discriminates against U. S. domestic companies by failing
to allow exemption of certain of their foreign profits
earned by U. 8. subsidiaries, and continues to tax a
substantial part of dividends received from
foreign-incorporated affiliates. While no one is likely
to maintain that the California measure does not represent
a substantial improvement over the past tax regime in that
State, few would take the position that the recent
-lagislation there constitutes an acceptable death-knell to
the unitary tax system, particularly in face of the fact
that three States....Alaska, Montana, and North
Dakota...persist in applying unitary allocation to
taxpayers doing business within their borders.

It is obvious to the Chamber's membership that a Federal
solution must be found to this continuing problem, and,
for that reason, we now .turn to a consideration of the
proposed legislation now before this Subcommittee.
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PART 1IV.
PROPOSED FEDERAL LEGISLATION

In November 1985, President Reagan announced a series of
proposals aimed to satisfy the growing international
concern over the continuance of the unitary allocation
system by a diminishing handful of States. He promised
that the Administration would intervene as "amicus curiae"
in litigations challenging the rights of States to impose
unitary tax on profits arising beyond the borders of the
United states, he indicated that, where  appropriate,
international tax treaties would be amended to deal with
this problem as it affected businesses of particular
foreign nations, and, most importantly, he promised that
legyislation would be introduced which would....

"effect a requirement that multinationals (should)
be taxed by states only on income derived from
the territory of the United States ("the water's
edge requirement")....."

It is this 1legislation, S.1974, under consideration by
this Subcommittee today.

In the views of our membership, this is good legislation
to which we give our wholehearted support. It represents
a clear expression to the world that the United States
opposes the utilization of the worldwide unitary taxation
system, and dissolves the deep concern of our foreign
trading partners over the past apparent reluctance of the
Federal Government to come to grips with what was viewed
as a major impediment to the flow of international
commerce  between our nations. At the same time, it
extends the assistance of the Federal revenue authorities
to their counterparts in State tax administrations to
enable them ¢to ascertain the true taxable income of those
nultinational enterprises trading within their boundaries,
and, by doing so, to curtail the abuses which the
"unitary" allocation approach was designed to avoid.

There are, however, a small number of technical
deficiencies which exist in the proposed legislation which
require correction. The most important of these, in our
view, is the unfortunate latitude extended to the States
to reassert a unitary formula against taxpayers who have
failed to supply information required to ascertain their
true taxable income, or have committed some other offense
against state regulations.
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We feel very strongly that this preservation of "residual
powers” is a retrograde provision in 1legislation which |is
intended to demonstrate the opposition of the United
States to the "unitary" system. As with our criticism of
the recent California unitary tax revision, we believe
that the reservation here fails to put an end to the
system per se, and thus leaves open the possibility for
its continued use in future years. We suggest, therefore,
that this "residual powers" provision should be eliminated
from S.1974, and, in its stead, an allowance of the normal
type of financial and/or penal sanctions be permitted
where taxpayers fail to provide required information as a
result of their own negligence or wrongdoing. There are
other deficiencies in the legislation of lesser
importance, one being the uncertainty of the language as
to the rights of States to impose conditions on the right
to be taxed on the basis of their true financial results,
and the other being some deviation between the definition
in the proposed Federal statute of the "water's edge"
concept and the standard definition of that concept
employed in international tax treaties, both actual and as
recommended as models by international organizations.
These have been commented upon in detail by other
submissions to this Subcommittee, and are easily
correctible, as has been suggested.

As an Anglo-American organization, we can fully understand
the natural reluctance of this Subcommittee to impose
limitations upon the rights of the various States to raise
local revenue. We submit, however, that this is one
instance where the welfare of the foreign commercial
relationships of the United States is so threatened by the
continued use of a internationally unacceptable method of
taxation that there is little option 1left to the Federal
--Government but to exercise its Constitutional prerogative
and responsibility. We believe that S.1974 is a moderate,
reasonable and wholly-equitable approach to the resolution
of this pervasive problem, and we commend it to this
Subcommittee for your approval.
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The American Federation of State, County and Municipal
Employees (AFSCME) opposes S. 1974 and other attempts to restrict
state taxation of multinational corporations. As a union that
represents public employees, we have long been involved in issues
surrounding the structure of federal, state and local taxes. In
the last several years, we have advocated tax reform proposals,
including the adoption of the unitary method, in a number of
states and have closely monitored federal attempts to restrict
state taxing authority.

AFSCME, representing over 1.1 million employees, strongly
supports the use of the worldwide unitary method for apportioning
cor. vate income. It is a fair, consistent and efficient method
for . termining the profits earned by multinaticnal corporations
doing business in the United States.

The real issue at hand is whether multinational corporations
will become good citizens in the states that make up this great
nation. Unlike individual taxpayers and small businesses who
have contributed their fair share in state taxes, many
multinational corporations have avoided paying taxes on the
profits they earn in states through creative accounting methods
that move profits earned in a state beyond the taxing authority
of the state.

Worldwide unitary is a tax accounting method that prevents
multinational corporations from juggling their books to reduce
the state taxes they owe. It says that, if six percent of a
multinational's payroll, assets and sales are in a state, then
six percent of the corporation's profit should be taxed by the
state.

The 1983 uUnited States Supreme Court decision in the
Container Corporation case that upheld the constitutionality of
states using the worldwide method is conclusive proof that
worldwide unitary 1is a fair and proper method for apportioning
corporate income.

The Supreme Court concluded in this case :

"that California's application of the
unitary business principle to appellant
and its foreign subsidiaries (the
Container Corporation) was proper, and
that its use of the standard three-factor
formula to apportion the income of that
unitary business was fair."

The alternative approach to the unitary concept for
allocating corporate income is some form of arm's length or
separate accounting standard. This alternative approach has
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been oversold by multinational corporations.

Despite multinational corporations® claim that the arm's
length standard represents the internationally accepted
approach, the fact remaing that no such uniform arm's length
standard exists. Instead, as a recent Forbegs article entitled
"Balance-Sheet Babel" points out:

For years now, rulemakers have agreed
that the approach to international
accounting needs change. No two
countries use the same method.

Multinational corporations also claim that use of the
arm's length method prevents "double taxation." Nothing is
further from the truth. As the Supreme Court concluded in the
Containex Corporation case:

... aven if California were to adopt some
version of the arm's length approach, it
could not eliminate the risk of double
taxation of corporations subject to its
franchise tax, and might in some cases
end up subjecting those corporations to
more serious double taxation than would
occur under formula apportionment.

What multinationals often fail to acknowledge is that the
arm's length method is a burdensome and inconsistent method
especially when it comes to determing "transfer prices." A
1981 General Accounting Office report concluded that:

| Administering the arm's length standard
under current regulations is uncertain
and burdensome to both the IRS and the
corporate taxpayer.
("IRS Could Better Protect U.S. Tax
Interests in Determining the Income of
Multinational Corporations,"” General
Accounting Office, September, 1981)

And, at its worst, the arm's length method allows multinational
corporations to manipulate their books in order to evade paying
taxes. Individual taxpayers and small businesses do not have a
similar luxury of shifting income to minimize their tax burden.

Restrictions on the ability of the states to fairly
determine the tax l1iability of a multinational corporation will
have one of two possible outcomes. First, the revenue losses
may mean further reductions ir services which benefit the poor,
the elderly, our children and low-income working people. Or,
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gstates will consider tax increases to replace lost revenue and
avoid service cuts. We've seen financially pressed states opt
for 1incraages in regressive sales taxes and excise taxes--
both of which are more burdensome on those at the low end of
the income scale. All this in order to finance a tax reduction
for multinational corporations who want a tax break not
available to others.

Due to their participation in the Working Group on
Worldwide Unitary Taxation, state officials recommended that
states consider comprehensive "water's edge” unitary
combination as an alternative to worldwide unitary combination.
The comprehensive water's edge unitary combination endorsed by
the state members of the Working Group includes:

o A loophole-free definition of water's edge unitary,
including retention of the states' right to include
so-called "80/20" corporations in the water's edge.
This provision would continue to minimize tax
avoidance by way of the subsidiary loophole.

o Increased federal enforcement of tax laws and greater
cooperation with state tax officials, including more
IRS international auditors, more information from
corporations in the form of "domestic disclosure
spreadsheets” and 1IRS assistance in conducting select
audits.

o] Retention of the .states' right to include foreign
dividends in the state tax base.

Since the Working Group report was issued in 1984, the
states have demonstrated their willingness to implement their
recommendations. Nine of tha twelve states, including
California, utilizing worldwide unitary combination at the time
the report was issued, have moved away from worldwide unitary
combination. In most instances, some form of water's edge
unitary combination was put in place. However, to date, the
federal government has yet to put in place the assistance
measures it promised the states in exchange for moving away
from worldwide unitary combination.

Multinational corporations are apparently not satisfied
with the states repealing worldwide unitary combination. They
continue to press for larger tax breaks for themselves, knowing
that in doing so, someone will have to pick up the tax burden

they are escaping.

The Working Group's recommendations were for voluntary
state action and the Working Group was unable to reach any
agreement for the resolution of the issues of foreign dividends
and the inclusion of "80/20" corporations in the tax base. In

67-908 0 - 87 - 9
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each of the states that has moved away from worldwide unitary,
those two issues have been resolved after lengthy discussions
and negotiations between elected officials and business
representatives.

Multinational corporations represented in the Working
Group proceedings demanded that "80/20" corporations =-- U.S.-
headquartered firms with 80 percent of their property and
payroll overseas -- be kept out of the definition of the
water's edge. (Under this definition, an "80/20" corporation
could have most, or even 100 percent, of its sales in the U.S.
and still be "outside" the water's edge.) State officials
countered that these corporations, are by definition, U.S.
entities. In their report submitted to the President, the
gstate representatives noted that an "80/20" loophole would
create "a significant opportunity for tax avoidance through
corporate shellgames” and "also destroy U.S. jobs," by creating
a tax incentive for firms to pack up their American plants and
move them overseas.

Business representatives on the Working Group also urged
either a near or total exemption of foreign dividends from
state taxation. Significantly, the issue of foreign dividends
and inclusion of "80/20" corporations in the water's edge is a
broader question than that of worldwide unitary combination
apportionment, since 27 states will have adverse revenue
impacts if restrictions such as those in S. 1974 are enacted.

In the Working Group proceedings, state officials warned
that exemption of foreign dividends would force down investment
and job creation in the U.S., by giving preferential treatment
to operations outside the borders of the country. The holiday
on this portion of the profits of the nation's largest firms
would discriminate against smaller companies, which would
continue to pay both state and federal corporate income taxes
on the full base of their profits. In their report, state
officials quoted a U.S. Treasury Department official who, in
1980, said that giving a tax exemption to foreign dividends
while domestic income, including dividends, is taxed would
"favor foreign over United States investment."”

We urge the Committee to ignore the self-serving rhetoric
of multinational corporations in their attempt to dramatically
lower their state taxes. Any legitimate rationale of the
federal government to intervene in state tax policy was
eliminated when the California Legislature and eight additional
state legislatures showed good faith in i{rplementing the
water's edge recommendations.
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AP] STATEMENT ON FEDERAL WORLDWIDE UNITARY LEGISLATION

While several states have made recent progress in
reforming their unitary tax rules, the API believes that federal
legislation is still needed to curb states' use of the worldwide
combined reporting method of taxation, to establish a framework
for consistent treatment of income earned abroad by multinational
corporations, and to prevent multiple taxation of foreign
earnings. S1974, the Unitary Tax Repealer Act, with some needed
modifications, provides a good beginning for this effort, and we
urge the Committee to move forward with its development.

BACKGROUND

The determination of the portion of a multistate or
multinational corporation's income whicihi 13 attributable to a
particular state, for state income tax purposes, has been the
subject of much debate almost since the inception of state income
taxes. In addressing this issue it is important to recognize the
fundamental difference in scope of taxing powers between federal
and state governments. The federal government has the power to
tax the worldwide income of its citizens, individual and
corporate, but has recognized the wisdom of eliminating
overlapping taxation of income earned abroad by allowing the
foreign tax credit. 1In contrast, each state has the power to tax
income only to the extent it is reasonably attributable to
operations within the borders of that state. Originally, the
states generally determined state taxable income by means of
separate accounting - the method used by the United States
government and many foreign governments. Gradually, states began
shifting to a formula apportionment of the total interstate
business or operating net income of each corporation. Some
states went further and combined the world-wide operations of all
affiliated corporations for purposes of determining the income of
those members doing business in the taxing state. At one time,
as many as twelve states used the worldwide combined reporting
method.,

Under worldwide combined reporting, a state imposes tax
oa an apportioned share of all net income derived by the taxpayer
corporation and all its affiliated unitary corporations related
by more than 50% ownership, regardless of where they are
incorporated or where they do business. In determining which
portion of the combined corporations' income should be assigned
to a particular state, most states use an equally weighted three
factor formula consisting of property, payroll and sales factors.
The numerator of the factor is the corporation's property,
payroll, or sales in the taxing state; the denominator, the
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combined worldwide property, payroll, or sales. Thus, each of
the factors is said to be a ratio of in-state business activity
to worldwide business activity.

PROBLEM AREAS

While worldwide combined reporting has a number of
negative features, four of the most serious are the tax
distortion issue, factor comparability, diversity of income
attribution methods, and the administrative burden.

1. The Tax Distortion Issue

The most serious problem arising under worldwide
combined reporting is the distortion created by treating taxes
paid to foreign jurisdictions as "income"™ subject to
apportionment.

Many states require that all taxes based on net income,
regardless of the governmental level or location to which they
are paid (federal or state, foreign or domestic), be added back
to the ®*net® income of the taxpayer in determining the total
taxable income. Many foreign governments do not operate as ours
does, however. They provide services left to the private sector
in the United States and have national income tax rates much
higher than the statutory 46 percent federal rate in the United
States. In the petroleum industry, for example, it is not
uncommon to find that foreign income taxes are imposed at a 70,
80 or 90 percent rate. Requiring such a company to add back
those taxes to its net income base to calculate state income
taxes results in extreme distortions in that taxpayer's base
income. If such taxes are treated as "income® they should
certainly be allocated geographically to the jurisdiction to
which paid and be excluded from the apportionment base.

To give an example of how distortion can occur,
California does not allow a deduction for income taxes, but does
allow a deduction for excise taxes. A California corporation
doing business in Country A which raises all revenue through a
single 50% national income tax may derive the same after-tax net
income as from operations in Country B which raises its revenue
through a single national exc¢cise 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 income tax. The gross
income is not a measure of the taxpayer's income or ability to
pay taxes to the taxing state. Yet, this artificial inflation of
the income base is the primary mechanism by which the various
states who have used the worldwide combination method increased
their income tax collections. It should be noted that this
example will not be rendered moot by California's recent unitary
tax changes since most overseas operations of U.S. based
companies will continue to be fully taxed.
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2., Factor Comparability

®*Formulary apportionment® is based on the arbitrary
assumption that each dollar of property, payroll and sales
produces about the same amount of income in each jurisdiction in
which a corporation operates. Even within a somewhat homogeneous
economy such as the U.S., the approach ignores such basic factor
disparities as the enormous inflation in property costs that has
taken place in the past twenty years or significant payroll cost
differentials in Alaska or New York City compared to the
southeastern sun belt. Combining foreign affiliates with U.S.
corporations compounds the potential distortion inherent in
formulary apportionment because of the even wider variation in
the values of the formula factors in foreign countries and the
U.S.

For example, in many cases there is no reasonable
comparability in payroll costs and property value and
productivity generally between foreign oil-producing countries
and the United States. Because of the extremely high output of
wells in certain foreign countries, the payroll and property have
a much greater productivity than in the United States and the
costs per barrel of oil or dollar of sales are lower. Moreover,
there may be substantial differences in property ownership
concepts or methods of compensating employees which reduce
comparability of these factors between U.S. and foreign
operations. Consequently, the denominators of the factors will
be understated for companies with business operations in such
countries, In this way, worldwide combined reporting apportions
more income to the taxing state than is actually earned in that
state and results in state taxation of foreign source income.

3. Diversity of Income Attribution Methods

Worldwide combined reporting creates a substantial risk
of double taxation because the unitary concept on which it is
based differs from the concept used by the U.S. national
government and many foreign countcies.

The internationally accepted standard of taxation is
based on arm's length or separate accounting principles, has been
a key element of tax treaties and treaties of commerce between
the United States and other countries, and is accepted by all
members of the Organization for Economic Cooperation and
Development.

These principles require that a subsidiary should be
taxed only on the profits it actually has made, provided that
these are based on dealing at "arm's length” between the
subsidiary and related corporations. Departure by the states
from the “"arm's length" separate accounting approach in favor of
the unitary tax method applied on a worldwide combination basis
may result in state taxation of foreign source income of foreign
corporations which is not subjected to U.S. federal income tax
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and which is fully taxed abroad. Unfortunately, the states which
apply this method make no attempt to adjust for such overlapping
taxation,

4. Administrative Burden

In addition to the problems of income and factor
distortion, worldwide combined reporting is administratively
complex and burdensome. These additional administrative burdens
arise from requirements to determine which affiliates should be
included in the combined group, adjustments of foreign accounting
systems to comport with state income tax laws, and currency
translation. They can be particularly burdensome in the case of
a foreign-based multinational.

Under the internationally accepted arm's length system
of taxation, foreign parent corporations and their non-U.S.
subsidiaries have no need to develop records based on United
States tax accounting principles. However, to comply with state
worldwide combined reporting requirements, foreign corporations
must keep two sets of books in order to convert to U.S. tax
accounting principles. For a large multinational entity, data
may have to be obtained from hundreds of subsidiaries operating
in numerous foreign countries.

In addition, a U.S. subsidiary may not have access to
the required information relating to activities of its foreign
parent and reiated subsidiaries. 1In some cases, release of the
information may be a violation of the laws of the country in
question. If the unavailable information is necessary for factor
or income determination, then the accuracy of the apportionment
to the taxing state will be even more questionable. The taxpayer
is penalized by being caught between twc contending governments.

THE NEED FOR A FEDERAL SOLUTION

Because of possible income and factor distortion for
both U.S. and foreign-based multinationals and because of the
tremendous administrative burdens imposed on companies, unitary
combination interferes with international trade and investment
flows, frustrates foreign commerce, and prevents the government
from "speaking with one voice" in regulating foreign commerce,
Indeed, foreign governments have expressed concern that taxation
by states of foreign source income is likely to harm relations
between them and the United States. A number of them have
communicated their views that worldwide combined reporting
violates our treaties of friendship, commerce and navigation, and
they have openly expressed support for the administration
legislation, S1974. Some foreign governments have even
contemplated retaliatory actions against U.S.-based corporations.

Regardless of whether recent action by some of the
states alleviates any immediate threat of foreign government
retaliation, the federal government has the authority to make
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treaties and the responsibility to provide uniform rules to
prevent states from adopting tax policies that would abbrogate
those treaties,

Foreign governments are not alone In voicing concern
about worldwide combination. Domestic and foreign multinational
corporations have been pursuing the issue of appropriate ircome
attribution rules for the last two decades. These companies have
worked with state tax administrators and legislators, challenged
worldwide combined reporting in the courts, participated in the
President's 1983 Worldwide Taxation Working Group and sough:
appropriate federal legislation. In fact, corrective legislation
addressing these issues has been introduced in each of the last
six Congresses. Such legislation is still needed.

In December of 1985, the Administration developed 51974
which was introduced by Sen. Wilson. This action by the
Administration, plus the attention which had been focused by the
Working Group, provided new impetus for the states and the
business community to attempt to resolve the problem at the state
level. 1In fact, eight of the twelve worldwide combination states
modified their laws, so that by mid-1986 only four states --
California, Alaska, Montana and North Dakota -- retained
worldwide combination.

Just last August, California -- a key state in the
controversy -- finally enacted legislation providing that
taxpayers may elect to be taxed on either the worldwide comrdined
method or a "water's edge" basis. Some will argue that with
passage of the California legislation, the Congress does no: need
to act in this matter. We disagree. In fact, the California
legislation provides an excellent illustration of why federal
legislation is still needed.

While the California legislation is a step away from
worldwide combined reporting, it does not provide a totally
satisfactory solution to the problem, especially in its
definition of the “water's edge group," (e.g., inclusion of 80/20
companies) and in the treatment of foreign source dividends. API
believes that 80/20 corporations should be treated in the same
manner as foreign corporations because their business activities
occur primarjly overseas. The place of incorporation shoulZ not
be determinative of exclusjon or inclusion in a water's edge
combined report. Furthermore, under the California Act,
taxpayers are required to pay a substantial annual election fee
for the "privilege" of being taxed on a water's edge basis.
California's taxation of foreign dividends, income of 80/20
companies, and the payment of an election fee will result ir a
higher California tax burden for many U.S. multinationals than if
they remained on worldwide combimation.

Other states which have moved away from worldwide
combination have adopted a variety of substitutes. Multimational
corporate taxpayerse are now confronted with a plethora of taxing
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regimes -- frequently intended to maximize the revenue to a
particular state and still presenting the potential for multiple
taxation of income. Enactment of properly designed Federal
legislation would provide a uniform reasonable standard for
treatment of income earned by corporations doing business in
multiple jurisdictions and would preclude overlapping taxation.
Such action would provide assurance to foreign-based
multinationals considering investment in the U.S. that they would
not be subjected to this treatment in the future.

We urge the Committee to exercise its responsibility in
this area and to move forward with federal legislation.

SPECIFIC COMMENTS ON S.1974

All foreign source income, including foreign source
dividends, should be excluded from state taxation.

& major concern of API members is with the treatment of
foreign source dividends. We note that the legislation adopts
the concept of "equitable taxation®™ of foreign source dividends.
Our concern is that because of the wide disparity in views as to
what would constitute "equitable taxation,® the "equitable"
concept may not be practical or workable. 1In principle, we
believe that foreign source dividends, like any other foreign
gource income, should not be subject to any state taxation. Such
dividends could be excluded directly using the federal income tax
sourcing rules (Sections 861-864, I.R.C.) or by reference to the
level of business activity as is done in Illinois or as
recommended under Option Four (Business) in the Report of the
Worldwide Unitary Taxation Working Group.

To the extent any foreign source dividends are included
in the apportionable base, a prorata portion of the factors of
the payor corporation attributable to such income distribution
should be included in the apportionment formula applied to the
total “after tax" apportionable income. This approach was
recommended under Option Five (Business) of the Working Group's
Report (the so-called "Detroit Formula")., See also Container
Corporation of America v. Franchise Tax Board, 103 ST Ct. 2933,
mgn.g (1383). - —

Inclusion of any portion of foreign source dividends
without appropriate factor recognition can be defended only as a
rough substitute for any attribution or disallowance of general
domestic corporate expenses with respect to such foreign source
income.

Treasury's recommendation is that the 85% dividend
exclusion represents "equitable taxation" of foreign source
dividends. The only justification for taxation of 15% foreign
source dividends would be that the 15% represents a fair
allocation of associated expenses attributable to the foreign
source income. Accordingly, we urge that as a necessary element
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of "equitable taxation," further disallowance of expense of the
parent corporation {(such as the interest expense offset) be
prohibited if 15% of dividend income is to be subject to
taxation. Alternatively, we would urge that if the states are
permitted to disallow or "allocate" expenses attributable to
foreign source income, then taxation of foreign source dividends
should be entirely prohibited. 1In addition, to the extent
dividends are subject to tax, the state's formulary method must
be adjusted to reflect the factors of the dividend's payor. 1In
summary, if the 85% "safe harbor" treatment of foreign source
dividend taxation is included, we suggest that such approach be
in lieu of allocation of expenses related to foreign source
income.

The same considerations which support exclusion of
foreign source dividends or other foreign source income from
state taxation apply regardless of where the recipient
corporation is legally or commercially domiciled. Consequently,
we urge deletion of that portion of Section 7518(b) which would
permit the state of commercial or legal domicile to tax foreign
source dividends to a greater extent than any other state.

The legislation needs to be clarified that I.R.C.
Section 78 “gross-up" of dividend should not be included in the
state tax base. The "gross-up" amount is merely a device used to
implement the Federal foreign tax credit and is clearly not
dividend income. Also, income which is deemed a dividend for
purposes of Subpart F and Section 1248, as well as dividends
resourced under Section 904, and those derived from an "80/20"
corporation as defined under this legislation should receive
equitable treatment in the same manner as other foreign source
dividends.

Taxation authorized by this legislation should be
confined more closely to the true “water's edge.”

The provisions of Section 7518(c) would prohibit states
from including in a "water's edge® group domestic corporations
which have less than 20 percent of their property, payroll and
sales in the U.S. The API believes sales should be eliminated
from this calculation as this faclor is not truly reflective of
the location of a corporation's business activity. The API
further believes that the location of payroll and property should
be the only test because it looks to the location of a
corporation's business activity to determine if it is in
substance foreign (and thus excludible) or domestic and
includible., We strongly oppose the additional condition in
Section 7518(c){(4) which includes a test based on specified
purchase and sales amounts., This provision unnecessarily
restricts and discourages a company's purchases and sales within
the United States and, therefore, would adversely affect the U.S.
balance of trade.
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The provisions of Section 7518(c) would also permit the
inclusion in a "water's edge" group of foreign corporations which
*carry on no substantial economic activity" and are "not subject
to substantial foreign tax on their net income.” API objects to
certain of these provisions, and offers the following comments:
(1) to include foreign corporations in a "water's edge"™ unitary
combination is inconsistent with the primary purpose of the bill
(the same safeguards and protections--I.R.C. Section 482 and
similar state statutes--apply as in the case of transactions with
companies in high tax countries); however, if these corporations
are included, then (2) the legislation should be clarified to
provide that the activities of a foreign holding
company--managing the investments in and receiving dividends from
foreign operating corporations--constitute "substantial economic
activity;" and (3) the legislation should provide that foreign
taxes paid by foreign operating corporations on earnings from
which dividends are paid are to be attributed to the holding
company for purposes of determining whether it is “subject to
substantial foreign tax on its net income." Additionally, the
legislation should be revised to exclude from the "water's edge"
group those domestic corporations that make an election under
I.R.C. Section 936,

The worldwide unitary method should not be used as a
penalty.

The basic purpose of Section 7518 is to restrict the use
of the worldwide unitary method by states. This is a sound
approach, and one supported by API. However, Section 7518(a)(1l)
and (2) would allow the states to require the use of the
worldwide method of taxation as a penalty or sanction. Using the
worldwide method of taxation as a sanction in regulating a tax
system is inappropriate. We therefore recommend that Section
7518(a) (1) and (2) be deleted.

The spreadsheet provisions are generally acceptable,
provided that passaje of spreadsheet legislation is unalterably
linked to passage of comprehensive Federal worldwide unitary
legislation. However, Section 6039A requires some modification.

Subject to the non-disclosure provisions of the bill,
there is no objection to providing the reportinj corporation's
income tax liability paid to each state, the income subject to
tax in each state and the method of calculation by which the
reporting corporation computed and allocated its income subject
to tax by each state. However, such information should be
provided only to the Internal Revenue Service for the restricted
use of state taxing authorities. Consequently, we recommend
deletion of all reference to “common agency." Furthermore, the
requirements as set forth in Section 6039(a) arnd (b) to report on
companies owned by affiliates should be applied only where they
own more than 50 percent of the outstanding stock of the company.
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STATENENT OF THE BRITISH GOVERNMENT BEFORE THE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT OF THE COMMITTEE ON FINANCE, UNITED
STATES SENATE, 29 SEPTEMBER 1986, ON S.1974 AND 8.1113.

1. The United Kingdom Government hava long bean opposed to the
use of the unitary method of taxation on a worldwide basis and
have consistently urged that action be taken to prevent the
application of worldwide unitary taxation to British companies.
A solution was firat sought when the current United
Kingdom/United States Double Taxation Convention was being
negotiated in the 1970s; but the United States Senate attached a
reservation against the provision in the draft agreement which
would have prevented individual atates from applying unitary
taxation to United States subsidiaries of United Kingdom
corporate groups. In agreeing to ratify the Double Taxation
Cconvention without this provision the United Kingdom Government
understood that the United States Administration would take stepe
to resolve th matter.

2., Pollowing the decision in 1983 in the United States Suprene
Court in the case of the Containexr Corporation of America v The
California Franchise Tax Board, in which the right of a atate to
use the unitary method of taxation in relation to a United States
parent and its foreign subsidiaries was upheld but judgement was
reaerved on the position of corporations with foreign parents,
the United Kingdom Government again urged the United States
Administration to take action to resolve the issue. In September
1983 the President eatablished a Working Group on Worldwide
Unitary Taxation "to produce recommendations that will be
¢onducive to harmonious international relations while respecting
the fiscal rights and privileges of the individual states*. The
United Kingdom submitted testimony to the Working Group and a
copy of that Statement is attached at Annex A. The principal
points were:

(a) the Government is opposed to the application of the
unitary method of state taxation on a worldwide
reporting basis:

{b) the worldwide unitery method of state taxation is
contrary to well established international principles
and practice of taxation, and imposes unreasonable tax
and administrative burdens on multinational corporate
groups doing business throughout the world;

(c) worldwide unitary taxation damages commercial and
economic relationa between the US and the UK and other
countries; .

(@) worldwide unitary tax imposes significant additional
burdens on both the companies and their shareholders -~
anomalous tax liabilities (which may be considerably
larger than those calculated on the internationally
accepted ara's length basis) and additional compliance
costs; and
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,

(e) As long as the worldwide unitary method persists, it
will be impossible to achieve the essential economic
objaectives of providing a consistent and coherent tax
framework for international trade and investment.

3. The United Kingdom Government were not alone in objecting to
worldwide unitary taxation. The European Community and the
Governments of the other major OECD countries also submitted
testimony for the consideration of the Working Group. In’
addition a number of internaticnal businesses and business
organisations gave evidence to the Working Group.

4. The Working Group reported in August 1984 and recommended
that the problem be resolved by individual states, guided by
three principles, on the basis that multinational corporate
groups be taxed by states only on income derived from the
territory of the United States - the so called "water's edge
requirement”. As states d4id not universally accept these
principles the President inatructed the Secretary of the Treasury
to draft Federal legislation to incorporate them into law.

5. The proposed unitary tax legislation was introduced into the
United States Congress on 18 December 1985. In spite of certain
reservationa, described in a note submitted to the US Treasury on
10 Pebruary 1988 (see copy attached at Annex B), the introduction
of the Bill was welcomed by the United Kingdom Government as a
significant atep towards resolution of the unitary tax issue and
it was hoped that rapid progress could be made towards a final
solution. The principal points of concern ware:

(a) although taxpayers would receive a new statutory right
for a corporate group to be taxed by reference to the
“water's edge", states would still retain powers to
disregard that new right; and

(b) the “"water's edge" definitico used in the Bill waas
incompatible with internationally accepted principles
of taxation.

6. Legislation limiting the use of worldwide unitary taxation
was passed into law in California in September 1986. The

United Kingdom Government welcomed the legislation as a major
step towards the complete withdrawal of this method of taxation,
which both tha Government and representatives of British industry
had bean seeking for some time. The United Kingdom Government
however have reservations about some aspects of the Californian
legislation, and continue to look for a comprehensive solution to
this problem as outlined by the President in his statement of

8 November 1985. The reservations centre particularly on the
requirement that companies pay an election fee and fulfil a
nunber of other conditions in order to have their California tax
cotputed on the "water's edge” instead of the worldwide unitary
basis, and the fact that the Californian tax authorities retain
povers to impose the use of worldwide unitary taxation in certain
circumstances.
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7. The United States Treasury have stated that following the
passage of state legislation (including in California)
reatrictive Federal legislation is not warranted at this stage.
But they acknowledge that the Californian legislation falls short
in a number of respects, and that three states still apply
worldwide unitary taxation. They have said that further progress
is required to addresa the concerns they have raised and that if
such progress is not forthcoming within a reasonable time frame
they might wish to recommend reconsideration of Federal

legialation.

8. In these circumstances, the UK Government similarly will
continue to keep under review the position in California, in
other atates and in the US courts, in the hope that a
comprehensive solution will in due course be achieved,
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corperscieas vith eicther focreige .-m‘?::‘ﬁcﬁg' mmz:

. Im Rar Majesty's Goversmmat view, the Court's de Loutejmer
sisien ia
212 ‘- on zs an wafsrtusate sethbask thet darived, is laTge meaaswre,
Troa ’ﬂuo sien couwsad the Lailure of the Uaited States Ceverwaset
|t ssffice tha pesition e 48 1¢s oerigimal brief s the
case, te which v have refarted. In ceusiderfag whet €
- oraia tax iepaired federsl waifernity and the u&“‘li =
ited Staces forsige velatiens, the Ceurt ebserved thet tha federal
goversmsst’s failurs te file an asicws brief ia the Con case
:: -c:d that “the fecaige pelicy of the Wuited Stalas is wet h
h:t.‘. y tbraatesed by Califernia’s decisfiom te apply the emitary
sess cowcept ewd towg: appertionment ....." s Sar ":‘"”"
con“ rament believes that outcoms of the Court's sharply divided
”;3) bc:a:;. :rl: nlun::. been diffeceat bad the federal -
CRAReN as
to ba its mtuo:. - t all pareies ocigiaally waderstos e .
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Mersovar, the likeliheed of an early vresolutios of the applicability
of the umitary nathed te the foreign parest corporaties case rese

by the Suprems Cowrt is very such im doubt. Attempts acre beisg mede
te have the macter heard but twe courts of zppeal have disas .aed muite
by foreign cerperatiens sgsimst the Califernis Fraschise Tax Bea:d oe
the greusd tha¢ thess fereige estities lack “standieg™ te ceamtast the
tan assessmants thet are seuninally adéressed o their desestic
sebsidiarias. On the other hand, as domsstic cerperations, the
subeidiories casset lavete the traaty provisions that are at the beart
of the clais thet the wmitary mathed ispairs the coeduct of foreigs
relations. MSence, thess court crulings render rights cenferreé by
treaties wsanferceable by the very entities these provisioss were
oegetiated to pnoct-ecng:auu ef ewa treaty parcy engaged Lo this
wey ia the territery of the otbex tresaty party.

The deunial of standieg to raisze claims veder the United States
Constitution will lesve foreign porent cempanies which iwm fact desar
the ecossaic bucdes of deudls tazacion csused dy the uwaitary sathed
uwnsble te challamge the lavifulmess of thet burdem. This may mot be
“cazation witheut reprasentaties”™ as it is wsually wadersteed. But

it dous amownt te texzatien without the right te be heavd, {» thex a
levy whese comstitecionality is at Lissus camme’ be ¢challenged by a
party directly affected by it, Reciprocally marrov relisgs

fireige courts veuld wveakem the abiiity of the Uniced Staces ceapanies
t: obtain judicial prececties for their invastmests abread.

fa sus, the failure of Dotk the treaty making precess and fedaral
litigacien te resolve the validity of the werldwide wnitary sathod
sakes it laperative that a cempe Lve solutien ba resched as seen
a8 ::cuublo. It is Ner Majesty’'s Goveroment's viev that this

oot 13 iwceapetible with the iatacnationally accepted regime for
taziag the proefits of awltinational eaterprises.

II. CRITERIA TOR JWOGIBC A TAX SYSTEX

Asy tax systea should be judged oo whether it is capadle of deisg
aduinistared .::luil. » preduces :otrx::-tz(und c!fhtor . .u‘-a.m:
ic 1» la ] e oparatiea, alfecks o veita:
(73 ne.:.::'“"“::‘h are both l*‘tlbl- U} mch ! '2. norznt
nu&_g;{_-_ipl_‘hrthmumo + since i1 requires a
vesctatenant (e tecwe of the iscess and formuls facters fer each
ewt part of a growp eperatiang werldvide. These effects im twen
constitute an slewmant ¢

f sax 1% jpefficiency 1a the verld ecencmy
which will feavitably éisierl cr patterns and inbidit busimess

decisioas.

Application to differing ecosemtic ¢ircumscamces

These adverse effects can ba traced te parcicular aspects of applyin,

the wmitary basis to the cosditiens and circumstasces which exist !o!cy.
Firat, vhew ap,liel on & werldvide basis, be-uwfiary system is of
necassity eperatisg ip ecomomic conditions whick are far fros

4 in & “wnitary” Wmsiness.
state by sulciplying the tatal iacems of tha saterprise by & parcestage
couprised of the average of tle ratfes of jmstate preparty, payrell
4sd sslas te tetal preperty, payvell and salas. The precise ferwula
varies {zem eme Stats te asecher.

P -es - -

hosegeneous.
The systam werks by coabisnieg the incess of sevaral related corpecations
Incous is thes allecated te the taxing

2.

18.

16.

17.

The theecy undarliying this "unilat{: -:rueh {s chat » dollaz of
peyroll or property spest er a dollar salas sade {a one tax
grhdlcxlo- preduces reughly the sane aseunt of ‘taxable incoms as a

llar se spemt or sales wads im avocher tax jurisdiction. This thes
sanifestly falls dewm vhen applied te two (er more) ceumtries vhese
ecencaic elrmnn:«n .nl:"y duhn::. rorlan-px;; :- 'Y ‘v;::o
cowmtry pr Ity avwd payroll cesks ma vety low, ralative te e
iu the DRited States. Do the erbec mioe profits will prebadly be hig
to reflect the risks of exprepristios, currency.eszchasge liaitatiess,
ar eothar facters. .\.p}yh{ the waitary besis te a ‘rt-t ornt.h;
both ie the USA and & deve o,h’ coustry vill thus cesul: iz a
cesllecation of greup’s incess free the daveloping cmcz te cthe USA
Quice apert frem the implicatises for the group Atsalf (whieh are
discussed iv wore datail delev), it sust ba epes te questiss whetber
this represents as equitadle divisieon of world resources.

Incempecibilitv vich acw’s jeagsh basis '

Second, because Laternstiens) txade relaciens epsrate om an encirsly
different (1o acrwn's langth) dasis, the verldwide application of the
unitary systes preduces rusulis vhich are st bast amomslous sné at
worst give crise te serieus & ities. I» sharp comtrast te' the waft
esthod (see above), the aca’s leagth method requires the incess of o
cocporation 0 ba cosputed en-a separate acceustisg basis uveder the
assuaption that aach ber of a P 7] f"“’ sust deal wigh the o
msmbars as if they ware vhelly separate entities ovmed by uncelated
iscerests. This sechod has nev been recemmsnded by both the OLCD and
¥) medel treaty and emshrined in a werldwida natwerk of Bilatergl
traatias te preveat double taxacties, includiag these trsaties te
wifch the USA is s psrcy. Is ndditiem, fellowi tha lead givea by
the 03 Federal Authecities in 1923, virtwally al davelepad comtries
bave sew adeptad the arn’s liagth standard for preventiog tax
aveidamca threwgh artific{ally Cired imter-cempamy pricas.

The nxna'-nod end the ara’s lengeh satbed are set cempatidle.
ml img wnitacy formuls te greups which alse eperste i ceuvntrie
work on Che are’s lesgth basis te cases of dowdle taxatie
It bas been argwed that the waitary basis dees met ia fact teax the
foreign seurce fwcews of forsigm carpecraciens related te the “usitery
»y. Iastead that facess is merely takes imte account is ecder
to determing the mal imcoms attributable te activity withis the
“eaitary” state. But the arithmetical results of applyiag a wai
formsla belfe this argusest. The “wnitary™ state is ie .'tn( r:mr
a8 cuzselidated incoms tax retura ené subjectiag te taz the imcews ear
by fersige wembars of the waftary growp witheut gi awy vellef for
everseas tax. In othar werds 1t has extended its Jurisdiction te beis
inge its tax oet imnceme ever vhich other states vill have exercieed
their prierity taximg rights under the mermal ere’s length arrangesss

The slement ¢f double cownting this iwvelwes can end dees laad te
evlcimscisanl greups beleg taned en wers tham 100 gear cent of thefry
incoss. This sey represest as additiesnal fimsocial cest fecr the greus
Ltself, which is imequitadle. Or it cewld lead to & dimisution of
the ravenwss fleving te amy axcheq which ks te aveid dewdle
tazacion by gvln‘ credic Cor the "nlt‘g“' tax paid - a result whieh

at best ecap dascrided as anemslous. se inequitias and snemalfe:
ars pacrticwlarly ascute ia the -~met case~ wb the US conpas)
of & wnitary greup eperstes a2 s 10ss. CEven theugh it had made %

profit by amy mecwal ceamercial standards, the US ceapeny weuld de
liable for tax in respact of a prepertiom of the verldvide peefits of
it foreige affiliaces. Ia other words there would be so elesset of
dicece idy frem the werldvide growp (or fereige covesus as the
case asy be) ie _the waitary .uu‘._
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ntha.

Snicary basis_ts wot wpifers

Tiird the waitary Sasis L3 set - and casmet be - veifors im tts
lication. The very comcapts 1iC wses are incspeble of precise
definitien, at least on anythiag other thar & very local basis. It
1s pecable that, aven amongst the vaciocuws states vithia the USA, ctheve
ars sigeificant varisctions first iw the criteris used for daterminieg
wvhether or mot a particular corporatiom is “waitary”, and secesd Lo
the forsula te be applied te waitacy cerperatiens. Evee vithis ae
individusl state 1t is by ne ssans unknows for & busisess vhich has
bean detned "wntlary” ose year to be clessed as m-niug the
!olluh’ year, and for the basis of calculuting its tax Rfabilicy
te vary frem ows year te the Daxt. As a result ne business cam de sure
whather or not it vill be adjudged to be “wnitary™ and if so, hew its
tax Bill vill be ~.iculacnd. Iu other vecds the unitary bSasis breeds
wacactsinty. T'a problem this crestes for busimass 2 beightened
b cthe e’ any pracedurs asalegous to that enbodied is “are’s
leogeh™ tax tresties fer reselviag dispwtes adout the spplicacien of
the rules to lsdividusl cases.

Onitary basis (mposes bg,' gh _complignce costs

The feurth aspect of the uafitary basis wvhick centribeutes teowards its
dasaging effacts is the cospliamce costs it i{nvolvas. It is fer the
companias theaselves te tell the Norking GCroup vhat coaplying vith the
u-tux.nyuu ®sans is practice. The Covernment weuld marely sete
that full requiremants of the systes necessitate, st 3 winiswm,
the trsaslaticn fate US deollars of accounts msimtained by related
companias in a woltitude of differemt cucrencies and the preparaties

of axtra sats of accounts e eeet the specific, and varying, requirsments

of the unicery states. And ve usdecstand that the details cequested
ofter reflect confidantial data, crada secrets, or othar {nfermatiee
that cansot be sade asvailable for reascos uuily wncelated teo tax
considarations.

- Of were direct ce...arm to the UX Covernment {s tha extemt te which the
uaitary states’ demseds for fisencisl inforssties may favelve
fovestigation of the ¢ ds of OX panies which ave cutside the WSA.
Nere often thee not, the substastial asjority of the vecerds cequired
daseridbe dusisess tramsactions that are eatirely umrelated to sctivities
withie the United States. This is odjectiemadle ia prisciple, as well
as preducing axcessive compliswce bucdems in practice.

Seeporises of waitsry wathod with are’s lesgeh sethod
. m:o;nn. the arn’s lesgth methed, though sot pacfect, avelds
i

our very real prodlems which imevitably arise vhen the
wnicary basis 1s lied werldvwide. TFirst by fecussiag en the ameuat
of it that wvould have bees msde vithis an {ndividual ceuetry by
Ledapendant parties dealieg at ace’s langch, it recegsises that
compantias eoperatci iu different ecomealc ci tances will fmcwr
diffarent cests rea wvery diff cisks? d, thers (s of
courne we question of the dasis beiag inc tible with istersationslly
-uan‘ astheds - lh, are’s lesgth dasis I: the isternstiosal auoc:d
asthed. Kqually, che ‘tactervetionsl’ sature of the sra’s th set!
halps to aweld t‘nmunoﬂn- the lack of any wniferw tules.
Bocouse it hes buen for 2o lowg the guiding prisciple of fatermatisnsl
%, there bas bosn tims ke sweeth euz the °r edges’ of the arms-
leagth anthed. The coumtries of tha verld have evelved »-serias of
satacestionally accopted standards which ara capeble of ensct

3o the variess problems

S s an e o Mt e n e . L XYY
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tdentifiad earliar - of double tazstiem: of cempanias being lisdle
te tax on more than 100 par cest of rheir inceme:i. of cempanies daims
Jiable to tax in respect of prefics whes, ou sormal cemmsrcisl
principles, they are making a less - siaply de met arise ot whare
they de, they cas be satisfactorily resolved.

22. The feurth prodlem, that of high compliasce costs for conpanies,

equally does 0ot arise te asywhers mear the same axtest ueder the
arm's length sethod. The infermation required ia erder te epexate
this mathed {3, more eften thes not, Lafermacioo which compaaies
have slresdy had te prepare fer other purpuses. The wse of accemmts
drawe up te comply vith cowpasy lsw requireseats i1 & geed axzample
of this. ..

23. Cemarally, therafors, whes sessured sgaimst the criteria for jwdgie
a tas u:l- the ars's leagth basis 1s on cach céwet prefersdle te tg
werldwide wnitary secthed. It Ls ai once esore itabla, mecs cactal
sispletr and mere cooducive te afliciency. fex s thars seen asy
goed resson vhy it sheuld sot sarve as an effective peliciag oschani
te protect tha revasus of iadividual states. There is an citensive
of Treasury Regulatiens under Sectiou 432 of the Istarsal Revesuws Cc
- of 1954 previdisg definitive guidelives geverming the fiscal velatic
=°  ships of cemmonly-coatrelled torperations. MNereover ve wadarstand
that, uedec leng-standing sctords, infersation gatherad by the Saite
Scaces Tressury from Federal tax sudits i3 costimsally made svsilad
to the fedividual Statves. Agsiost :\n'hekguud. sajoricy of
Scates have felt able to £ate an are’s length systam, and te
1y this rwle to swheidfaries of suleimetiocnal greup resideat vit!
:clr jurisdicriens.

Uider comseguesacas of the usitarv gvgies

24, Any sat of rules vhich fails te seaswre up te tha critaria of a gee
tax systes oust bde expected to have cdverse coniequances vhich go v
beyend the issediste impect of that sat of rwles itself. Tiis is
cactainly the case vith the currest n::.uuuu. by saversl US Stat
of the umitary system oa & vorldwide is.

25. First there is seu evidemcq that it is imbibitieg trade relations a
disterting iavestmant patterns. In the light of the isaquities,
anomalies and umcertaisties gesecated b{ the tax rules, forsigs

cociens ars re-appraising the benefics asd Swrdews of comducti
busivess within 8 weitary state. The recest decisisn by the Lende
Chasber of Commerce to cancal its mission to Florids e scceuwst of
Flocida's adoption of the vorldvide woitary BSasis is s geed azasple
of chis.

26. Furthersora, the spread of wveitery taxation amoagst the vatisus Sta

cap only serve te wadermine the vary streamg position tbat the Smite
States adepted im OLCD and elsewhare for the libarslisaties of
iatersationsl isvestmsnt flows. The ition was restated only a £

ks age President Reagas hisself 1p Rie 9 Septesher Staiewsnt
:;.nlzy :'u.'us iaternational fmvestment. The ceatimved impesici
of waitary tazatios is iecompetible with thi:- stasce.

27. Taasse sdverse nces for verldvide trade awd imvastasat veuld
be oven wecse if othar covatries cospead te the States’ applicatier
wanitacy tax by caking retalistely ssaswres ox Letroducing wnitecy
systeas of their eva. Ia particular the Szates’ eparation of the
werldwide wmitary basis, and the ¥S Fadera)l Covermmsat’s failure ¢
prehibit this systes, msy vell sexve as an azasple which other cow
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vill soes cheose to fellew. Im gparticulacr socee develeping couatries
asy feel thac the systee bas its attractioos for thee. ;t such
covotries adopt weicary tax, thay veuld be unlikely te follow the

three factor dermula used, for example, ioc Califocvia. The vecy
different econemic comditieas which prevail in the davelpiag world vould
matucally {nclise them te develop or esphasise [actors vhich allocate

4 greatec propectien of fncome to the develeping ceuntry. They might
tor exampla focus simply ea ssles.

The effects of other coustries taking cetaliatory mesasures, or anitary
tax spreading outside the Uafced States, will be %eamly felt by the
United Kingdon. This Ls becamse the UK favests en a subgstascial scale
in Cetreign countries 18 beth the daveleped and develeping verld. But
Lf the UK 1s a substastial faves-ac 1o foreigm cowntries, the United
States i{s & much lacger owe. So the adverse iwpace o0 t‘o Unicad
Scates sust bes expected Lo be such greatecr. As things stasd at

» t the ic burdes this feposes will, fa lacge pare, fall

on the Uniced Sctates Fedetal Covernment. Because the United State's
Totetnal Revesus Coda allows a credir agaimst United Stactes taxas

for taxes paid te a Zoreign country (subject to cartair limicacions),
any facrease in foreigs taxas could bde olfset dollac fer dellar by o
raduction in Uaited Scates taxes.

T11. <CONCLUSION

In this pepec the OK Zoveromast has ssalysed the wocldwide umitary
system by cefacrence to the usiversally-accepted critecia of 4 good

tazx C{S!ﬂ - equity, cectaimty, simplicity and the premetien of ecomeaic
efficiancy. It has demomscrated that, vhen applied ia the preseat
foternational coatext, tbe vorldvide unitary sathed isevitably produces
results vhich are imequitedle and unceartain. The methed tavelves
sddicional complisnce costs for cempanies. Furtherwore it is {o

the United Kingdom Covervmant’'s view odjectionable im primciple

chat the magthad can cequire the disclosure of the rececds of coapasias
outside the 0SA, particularly as these vill often ngply to transact’loos
entirely unralaced te sctivities vithio the Uoitad States.

If the werldwida emitary system is allowed te pecraist it will hasper
rethac than promete ac ¢ efficlency discortimg imvesteent pattacwme
and fnhibitieg trada theoughowt the world. It makes it lapeseidle

te achiave the assestial objective of providing & censistent and
cohareant {nterwational tax framevork for trade and fuvestaset. This
frameveck is rrtuuhrly crucisl at the present jumctucs ian tha
hnlcmot ot the werld acomemy, vhen businesses are seeking profics
througbeut the werld wicthout regard cte national beundarias. Ths sacrow
econonic standpeiat of ths usitary systew is iacompatible with the
barmenisus relaticaship that (s the gosl of eur governmemts, te the
benefit of the Amecican and Sritish peepla an!’f'

B
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UNITED XINGDOM GOVERNMENT NOTE Annex B

PROPOSED UNITARY TAX LEQISLATION (S8 1974)

Intzodyotion

1. The United Kingdom Governnent welcome the iatroduction into the United States
Congress on 18 Decesbexr 1985 of a bill to restrict the use by states of the worldwide
unitary method of taxation for corporations. This ie a significant step towurds resolutic
of the unitary tax issue and they trust that appropriate legislation will be passed

into law and take effect by 31 December 1986. As a contribution to the progress that

is now possible the United Xingdom Government wish to comment oa the proposed legislatiod
and hope that account can be taken of the particular concerns expresased below,

2. The United Kingdom Government recognise the detarmination of the United Statas
Treasury to work towards a solution to this long-standing problem; they are encouraged
to note that & numbar of concerns vhich have bean raised previously hava been met

and that soma account has been taken of representations submitted in relation to the
proposed Unitary Tax Spreadshest Legislation published in July 198S5. .

3.  The United Kingdom, however, consider that there are oertasin features of these .
new proposals whioch are unsatisfactory. In particular they are disappointed to note
that although taxpayers will rereiwa a naw etarnrary right far a anrpnrata @roup to

be taxed by reference to the water's edge, states will still retain powers to disregard
that nev right, and that the definition of water‘s edge used in the 311l will override
internationally acoepted principles of taxation.

festion 7318
{a} Use of the Worldwide Univary Method i

4. The struuture of the section is to prohibit the use of the Worldwide Unitary i
Kathod Dy states while permitting them to make provision for eleotions by companies
to use the worldwide unitary basis if they 80 wish. This is & sound foundation to i
the legislation ané the United Kingdom Government welcome the expresa prohidbition '
of the Worldwide Unitary Nathod as an explicit etatement of intent. MNevertheless i

]

there are a number of partioulsr pointa which are giving rise to concern {n the United
Kingdom and to which the United Xingdom Government wish to draw attention as followss

i. The section permits the usa of the vorldwide unitary basis of taxation by '
states in two designated sets of oircumstances. As indicated on pravious ocoseions)
the United Kiagdom believe that thers are atrong objections of prinoiple againss |
giving states these reserved rights. They believe that it gshould nof de possible
to withdraw from & taxpayer, without his consent, the right to be taxeld-on the .
basie of ‘internationally accepted principles which have been spproved /by the )
U8 Governmeat in numerous double taxation agreemente. In aAdition, these reserve ,
povwers will result in worldvide unitary taxation being used as a sanction and '
it is not thought that such a penalty is the appropriate means of regulating 1
& tax systam. The appropriate sanction for failure to comply with tax legislation |
is the imposition of some financisl penalty. (It is even conceivable that states ’
which do not presently use the unitary metdod of taxation on a worldwide basis
BaY alsc wish to 4o 8o as & sanction and this may result in mors zather than i
tever states ueing it.) '
" 1
]

14. As s practical point, it seems unnecessary to permit the use of worldwvide
unitary taxation as a sanotion if there are alresdy proper penalty provisions
availadble for snforoing oompliance. Ia this context it {e noted that Section 603
provides for financial penalties where there is a failure to comply with spreads
legislation and that states are not preocluded from tmposing fines or peaslties !
for negligence, fraud, or understatement of incose. Thess provisions would appear |
slrm?or the reserve powers oticse. (Me refer to this point again in peragraph 8
O,
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111, Section 7316({a}{i) permits the use of worldwide unitary taxation as a sanction |

for failure to comply with ‘the "legal or procedural requiresants of the i{ncome
tax lave” of states. There is much concern that this provision would be used
by states to impose inappropriate conditions (for example, an election/entry
fes or disinvestaent in South Africal), to be fulfilled by particular taxpayers
such as multinational corporations, by writing the conditione into the “legal
or procedural requirements of the incoms tax lava® of states. 7Thus, unless the
conditions were fulfilled by those taxpayers the worldwide unitary basis could
be {mposed.

1v. There are saveral points of detail relating to §eotion 7518(a)(ii). Tizast,
Governments would not under present arrangesents provide information direot to
states as appears to be contemplated here. Seocandly, the information referred
to {e not subject to treaty limitations. Thies i{s in marked contrast to Seotion

{
1
)
]
1
1
'
i

6103.4(4)(1) which cuntaine the requisits safeguards regarding information oxchuw*~

under Gouble taxation agreements. Thirdly, it is not olear which country is
coatemplated in the phrase *government of the relevant foreigm country". Is
thie the country of residence of the foreign parent company or of other members
of the group? Trinally, it does not seea reasonable to penalise the taxpayer

.for s foreign government's failure to provids information. It may not for exasple
be available to the government, or the government may be unable to provide inforsat

for example for ressons of national security.

!
v. States sre not precluded from providing for a taxpayar to make an “unconditiocnal:

eleotion® (Seotion 7510(4) to be taxed on the worldwide unitary basis. There

i
t

t

r

is soma doubt as to the meaning of the term “unconditicnal® in this context: mldl

it prevent oonditions in favour of the tazpayer, for example being permitted
to use the election for specific accounting periods, being iatrodioed?

Yassx'e edqe definiticn

The United Kingdom Governmant dave consistently maintained that & wvater's edge

solution should be based on the internationally accepted concept of the permanent
sstablishment. They recognise that tha definition of permanent sstablishment in for
exasple the OKCD model double taxation convention may vequire some sdaptation for

use in atate legislation.

seems to have been found for the particular problea of foreign banks, they find it
very disappointing that the proposed leginlation, by wholly departing from the permaneat

establishment concept, gives statutory authority to vhat can only be a damaging Gerogasi
from agreed prinoiples of international taxation.
o be inoluded within a water's edge group, and exposed to.state taxation, in a situatd
where the oorporation has no tax pressnce in the United States for Pedera

There seems to be RO justification for giving state authorities wider ta g rights
than the Federal asuthorities. 7

[ B

There are two points which are causing perticular concern in the United Kingdom.

i. The definition of worldwide unitary basis permit the inclusion of a foreign
ocorporation in a watar's edge group if it orosses certain thresholds. 7These
thresholds, particularly the #ml0 threshold (Sectioa 7510(c)(2){D)), will give
rise to burdensome and oontinuing compliance problems as foreign companies will
repestsdly have to oomppute worldwide factors in order to demonstrate whather

or ROt they Oross the thresholds, The Iml0d threshold has largely been discarded
by those states which have attsmpted to settle the unitary tazstion issus. The
United Ringdom regret that what they regard as this small measurs of progress

by individual states in defining the water's edge group should mot be refleoted
tn the Federal proposals.

It makes it possible for a corporati

X purposes.

i
' :
I

But, while thay weloome the fact that & satisfagtory solutioa | :
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{i+ It &s noted that Regulations will be prascribed by the Secretazry to deternine
the definition of "not subject to substantial foreign tax" (Section 7518(e)(3)(C)).
As was stated (n relation to the Unitary Tax Spreadaheet Legislation published

in July 198% it {s important to ensure that countries like the United Kingdom

will be protected from any risk of being categorised as tax havens merely because
of fluctuations in corporation tax rates.

Section 6019A

7. The proposals relating to the reporting and spreadsheet provisions will have
many practical implications for United Kingdom corporations and representatives of
British business are making representations on this aspact of the proposad legislation.

8. The United Kingdom GCovernment welcome the improvements whioh have been made in
the provisiona since July 1903, particularly the increase in the filing period to

180 days and the uplift in the reporting threshold to $al0. There is, however, some
concern that Bection 6039A(e){3) (imposition of penalties under stata law) might allow
atater to impose worldwide unitary taxation as a penalty for perceived transgressions
of state tax laws. It is reiterated that, apart from this raservation, the penalties
which appear in Section 6039A(e) would appear to obviate-the need for states to have
reserve powers to impose worldwide unitary taxation for failure to provide information
or comply with state legal or procedural requirements, It is not thought appropriate
to impose the worldwide unitary basis of taxation as a compliance sanction.

Jurisdiction

9. It {s noted that there is no provision in the proposals for the settlement of
disputes to any of the matters covered by the legislation. It is presumed, and §{t
would certainly be desirable, that jurisdiction will be conferred on Federal courts
rather than on state courts.

Senclyejon

10. It {s important that the proposed legislation should enjoy tha confidence of
foreign governments and of multinational businesses and the views expresesed in this

note arise froa the strong desire of the United Kingdom Government to see a satisfactory
solution to the present problems relating to state use of the unitary method of taxation
on a worldwide basis. On the one hand, the proposals contain a number of festuras

which they welcome, in particular the way in which the problem facing foreign banke

has been deslt with. On the other hand, they have considerable reservations about

the powers ressrved to states to impose worldvide unitary taxation and fear that the
legislation could be used by states to obtain more extensive {nformation powers while
continuing to impose such worldwide unitary tazation. They also have condiderable
reservations about the conception of the water's edge definition. They trust that

these and other concerns will be addressed in drafting the flnal legislation.

11, United Xingdom Government officiale are prepared to diacuss these representations
turther and could, £{f it would be helpful, come to Washington for any necessary discussic
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Statement of BATUS Inc.
on
S. 1974
Senate Committee on Finance
Subcommittee on Taxation and Debt Management

September 29, 1986



275

BATUS Inc. (herein "BATUS") is the management holding company
for the U.Ss. business interests of B.A.T Industries p.l.c.
(herein "BAT"), a United Kingdom corporation. BAT operates in
more than 90 countries and employs over 320,000 people worldwide.
It is involved in the four major business areas of tobacco,
paper, retailing, and financial services., BAT stock is publicly
traded in the United States on the American Stock Exchange in the
form of American Depositary Receipts.

The BATUS group of companies employs more than 40,000 people
in the United States and includes: Brown & Willjiamson fobacco
Corporation, the third largest tobacco company in the U.S.;
Appleton Papers Inc., the world’s leading producer of carbonless
copy paper; Saks Pifth Avenue, with 43 fashion specialty stores
in eighteen states; Marshall Fields, with 21 department stores in
three states; Ivey’s, with 24 department stores in three states;
Breuners, operating 17 quality home furnishing stores and 42
furniture rental stores in three states; and Thimbles, with its
38 fashion speciality stores in 14 states,.

Both BATUS and BAT have long been involved in the effort to
prohibit the use of worldwide unitary taxation. Worldwide
unitary taxation is a method of "sourcing" corporate income to
determine which taxing jurisdiction should tax it. State
governments in the U.S. have traditionally used a formula to

ascertain how much of the income of a single corporation doing
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business in more than one state should be taxed by each. Most
often that formula is the amount of the corporation’s payroll,
";;los, and property in the taxing state compared to all states in
which it does business. About one-half of the states apply this
mothod to multicompany groups operating in more than one state.
That method is commonly called the "unitary method. "

When the application of that method is carried one step
further, beyond the "water’s edge," and overseas affiliated
corporations are included, that method of tax assessment has
become known as "worldwide unitary taxation.” At the present
time, Alaska, California, Montana, and North Dakota continue to
use that method of corporate tax assessment. Neither the federal
governaent nor any foreign country uses it, and they are bound by
treaties not to do so.

Then Chairman and Chief Executive Officer of BATUS, Charles 1I.
McCarty, served on President Reagan’s Worldwide Unitary Taxation
Working Group, which issued its report in August 1984, The
Working Group agreed on three principles to guide state taxation
of multinational corporations: (1) unitary combination for both
U.S. and foreign-based companies should be limited to the
"water’s edge”; (2) increased federal administrative assistance
with the states to promote full taxpayer disclosure and
accountability; and (3) competitive balance for U.S.

multinationals, foreign multinationals, and purely domestic

businesses.
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S. 1974 was drafted in accordance with those three
principles. It would prohibit the use by the states of worldwide
unitary taxation. It would provide to the states increased
assistance from the federal government and the corporate taxpayer
so that the states could feel confident that all taxable
transactions are subject to taxation. It would require that the
states "equitably” tax dividends which U.S. corporations receive
from their overseas subsidiaries.

Some will tell this Committee that federal preeamptive
legislation is not now needed. It is true that since the Working
Group issued its report, nine states have repealed or otherwise
ceased using worldwide unitary income taxation, and California
has most recently enacted legislation which, effective January 1,
1988, would alloé corporations to, upon payment of a fee, elect
the internationally accepted arm’s length approach rather than
the worldwide unitary method of calculating their tax base in the
state.

However, in addition to not taking effect unt{l then, the
California law requires corporations electing not tc be taxed
under worldwide unitary taxation to pay a special fee, and the
tax base for companies that conduct more than 80 percent or more
of their business abroad will still be calculated on the combined
basis of all the worldwide revenues, not only those generated in

or repatriated into California.
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Alaska, Montana, and North Dakota also still use worldwide
unitary taxation. There is no guarantee that other states cannot
adopt it whenever they decide they would like to increase revenue
by taxing income generated outside their borders. That motive
quickly increased the number of miscreant states from three to
twelve in a short period of time after the decision of the
Supreme Court in the Container case in 1983. Absent federal
preemptive legislation, there will be no obstacle to a repeat of
this performance in the future.

Opponents of federal legislation will contend that it
violates "states’ rights."™ Actually the basic issue has nothing
to do with states’ rights, but rather is a straightforward choice
of sourcing mechanisms., State, federal, or foreign tax
administrators all face the same problem: How much income is
earned in their jurisdiction? wWith the exception of Alaska,
California, Montana, and North Dakota, now every‘state and every
foreign taxing jurisdiction uses virtually the same method that
the U.S. federal government uses. This method is the separate
accounting or arm’s-length method. The real debate is over how
income is sourced and has nothing to do with jurisdiction to tax,
method of tax, or amount of tax.

The Supreme Court has determined that limited indirect
federal involvement in some aspects of state taxation is not an

infringement on states’ rights:
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It is clear that the legislative power granted to
Congress by the Comnmerce Clause of the Constitution
would amply justify the enactment of legislation
requiring all states to adhere to uniform rules for the
division of income.l/

An examination of what federal preemptive legislation would
do clearly indicates that state’s rights are not an issue:

1. It would not change state tax jurisdiction. States
remain "territorial" taxing jurisdictions free to
tax all income that arises within their borders.

2. It would not affect the level or rate of state tax.
Oonce income is sourced within their borders, states
are free to tax at any rate and by any method they
choose.

3. It would not affect taxation of income that arises
from sources inside the U.S8. Income earned in the
U.S8. is unaffected.

4. It would not require the states to adopt a uniform
apportionment formula. States may apportion U.S,
source income under any reasonable formula.

As Secretary of State George P, Shultz pointed out in his

Jaruary 30, 1986 letters to the Governors of Alaska, California,

Idaho, Montana, New Happshire, and North Dakota:

Continued state taxation on a worldwide unitar
basis will greatly impair the ability of the federa
government to carry out its tax and investment policy in
the international arena and to manage the sensitive
issue of international double taxation. The worldwide
unitary issue has seriously complicated our econoamic
relations with many of our closest allies.

8. 1974 was drafted in accordance with the principles adopted

by the President’s Worldwide Unitary Taxation Working Group. It

was introduced at the President’s request in accordance with this

country’s economic and foreign policy as specified in the

Y

Moorman v. Bair 437 U.S. 267, 280 (1978}.




280

President’s statement of November 8, 1986.2/ 1t would solve the
problems that use of worldwide unitary taxation by states poses
for the federal government, its international trading partners,
and U.S. and foreign multinationals. It would remove a
disincentive to investment in the U.S. and increase the efficient
allocation of resources and employment opportunities for
Americans. It should be acted on favorably by this Committee,
and ultimately be passed by the Senate and the House of
Representatives., Only federal legislation, such as §. 1974, can
offer a lasting solution to this “difficult and long-lasting

igsue,"” as Secretary of State described it in his letter.

2/ 45 wWeekly Compilation of Presidential Documents 1368.
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LAW OFFICES
BROOEKES AND BROOKES
VALENTINE BROOXES G601 CALIFORNIA STREET, SUITE 19002
LAWRENCE v. BROOKES SAN FRANCISCO 94108
TEL (41B) 981-7830

September 22, 1686

Committee on Finance
United States Senate
Washington, D. C. 20510

Honorable Senators:

This letter contains my statement of support for the passage
of S. 1974, relating to state worldwide consolidated unitary tax
formulae, with amendments I shall suggest are needed for 1t to
accomplish its purpose. This statement is submitted on behalf of
Capitol Industries-EMI, Inc., a California corporation,
Heaaquarfereﬁ Th Hollywood In that State, the stock of which 1is
entirely owned by a corporation of the United Kingdom, Thorn EMI,
P.L.C. Capltol has been operating from its California base for
more than 30 years, and was an established corporation with
substantial properties and sales at the time of 1ts acquisition
by the forerunner of its present parent corporation.

On behalf of Capitol I have appeared before the Senate
Foreign Relations Committee in 1977, encorsing the ratification
of the United States-United Kingdom Income Tax Convention with
Article 9(4) as an integral part of 1t, and I was invited to
appear before the Task Force of the Working Group which the
Administration formed to study the unitary tax problem and make
recommendations of solutions in 1983. On behalf of Capitol and
of EMI I have also been attorney of record in litigation in the
federal courts to oppose the application of California's
worldwide unitary formula in a manner to include the operations,
and property, payroll and sales, of EMI itself and of 1its
non-U.S., subsidiaries in a unitary group headed with its American
subsidiary, Capltol.

The consolidation of a domestic subsidiary with the foreign
parent turns the unitary theory on i1ts head. The unitary theory
assumes that the income of the other corporation 1s substantially
owned by the California taxpayer, which is an assumption contrary
to any concelivable fact when the California corporation 18 the
subsidiary and the foreign corporation 1s the parent with the
necessary controls of the subsidiary's operation and the
disposition of its income which that relationship embodies.
California could not tax dividends received by EMI from Capitol,
whereas if the roles were reversed, it could tax the dividends
paid by EMI to Capitol. Hence where the parent 1s foreign there



282

BROORES AND BROOKES

Committee on Finance - 2 September 22, 1986

18 not the Jjustification for including foreign operations
conducted by separately incorporated subsidiaries in the unitary
group headed by the parent, which the Supreme Court found in the
case of a consolidated unitary group with both foreign and

domes 1c operations, the domestic parent being the taxpayer. The
situatinn the Committee 18 now considering, however, because of
the recent adoption by California of its peculiar relief measure,
applies only where the facts are turned on their head and the
flow of dividends 18 from the domesatic subsidiary to the
non~-taxable foreign parent, and the California taxpayer, the
subsidiary, has no conceivable legal or operational controls over
the foreign operations or benefit from the foreign income which
would be consolidated with it under the California formula.

So much has been presented to the United States Senate on
thlis subject, the constitutional invalidity, and the foreign
policy imperatives, all arguing against a continuation of the
combined worldwide unitary system, particularly where the parent
corporation 18 a foreign corporation, that I need not go further.
I shall turn now to the new California statute.

California's new legislation does nothing to end the double
taxation of the foreign income which results from its refusal to
allow either a deduction or a credit for the foreign taxes on
foreign income. This has been one of the most resented features
of the California system, except for those corporations which can
afford to elect out of the worldwide unitary system.

California's new legislation continues to keep it out of
step with most other states. In 1966, California, like most
other states taxing corporate income, adopted the Uniform
Division of Income for Tax Purposes Act (UDITPA). Most of the
adopting states did not interpret that Act as requiring the
automatic worldwide consolidated unitary system, but California
did, thereby destroying the uniformity among the adopting states
the title of the Act reveals was 1ts objective,

The new California relief measure 18 not an acceptable
solution. It permits corporations such as Capitol to elect out
of the worldwide unitary formula, at the cost of an election paid
for by an annual fee calculated without regard to net income.
Though the California franchise tax 18 based on net income, the
price which must be paid under this new statute to elect out of
the worldwide consolidated unitary formula is the payment of a
fee based entirely on the sum of the taxpayer's property, payroll
and sales in California. The sum of Capitol's property, payroll
and sales in California is $400,000,000, and the resultant fee
would be .$120,000 a year, for 10 years, or a total of $1,200,000.
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Since the unitary tax i1s based upon net income and not every year
is a good year for business, the annual cost of the worldwide
unitary tax 18 less than that sum. For example, Capitol is
challenging the unitary tax in the California legal system for
the years 1968-1974, inclusive, and the total tax is dispute 1is
$444,322. That averages out to less than $89,000 a year,
compared with $120,000 to elect out of the system. This 18 a
convineing demonstration of the fact that California's cure 1is
worse than i1ts disease.

Capitol's situation cannot be unique. It will be shared by
every California subsidiary of a foreign parent which has been in
business substantially in California prior to 1986. The
property, payroll and sales of that subsidiary will be the
subject of this election fee, and while the percentage 1is small
arithmetically as an abstraction, when multiplied by the large
figures that are produced by adding the cost of property, payroll
and gross sales into a product which 18 multiplied by the rate of
the fee, the figures will always be large, and we suspect that 1in
most instances the fee will exceed the unitary tax which 1is being
avoided by paying the fee, which will result, presumably, in many
decisions not to make the election.

The beneficlaries of this scheme will be those corporations
which have had only minor operations in California, have withheld
enlarging them because of the unitary tax, and are induced to
locate heavily in California in order to keep the election fee to
a minimum, or eliminate 1t altogether. This 1s because new
property added after January 1, 1988, and new payroll added after
that date, will in sum reduce the measure of the fee. Many
Japanese corporations informed the California Legislature of
their anxiety to add new facilities in California 1f the unitary
system was done away with, and preaumably they will be able to
reduce the fee to an insignificant amount. They may not be able
to reduce it altogether, because the rellef obtained from adding
new plants will not be complete unless the value of the plants
and the size of the added payroll, greatly exceed what was there
before. The reason for this is that the fee is based on the sum
of sales, and property and payroll, and the relief provision 1s
only based on the sum of payroll and property. Sales, usually
the largest figure of the three, are not included in the relief
computation. However, the Act 18 clearly designed to give relief
to those that build new plants in California, and to withhold it
from those that already had large investments in California.

The California Act 1s thus a blatant attempt to attract new
industry, and have the cost of the attraction paid by those
domestic subsidiaries that were already well established in
California and do not need to enlarge their plants and operations
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in California. The legislative history of the Act shows that the
California Legislature was determined that the adoption of the
water's edge principle should not cause a loss of the revenue
heretofore obtained through what we believe 18 the unconstitu-
tional taxation of foreign parent corporations so the election
fee to be paid for the privilege of adopting the water's edge
principle was designed to finance the resulting loss of revenue.
The Legislature was made conscious by intense lobbying efforts of
some forelign interests that the election fee would inevitably
deter new investment in California unless something was done
about that, so the California Act permits the reduction of the
fee, as I have stated, measured by the new plant and payroll
added after 1988. The lag in effective date prevents any
corporation from benefiting which had & new plant under
construction at the time of the adoption of the new Act. Capitol
sees this situation as a rank discrimination against those ,
taxpayers that have been supporting the California economy in the
past and a probably unconstitutional discrimination, particularly
since foreign commerce 1s involved. Aside from 1its doubtful
constitutionality, this situation is deplorable foreign policy.
FPoreign policy 1s something which the United States 1s supposed
to have exclusively, and a state is8 not supposed to have at all.
We urge the United States government to exerclse its
conatitutional power and by this statute state the conditions on
which the states may tax net income from the United States end of
foreign operations

In the recent past, responsible officlals of the Treasury
Department, including one or more at the Assistant Secretary
level, have stated publicly that the attachment of conditions
such as this fee to a California water's edge measure would be
unacceptable to the Administration, and would not remove the need
for the adoption of this federal legislation. One of these
letters was written to the minority leader of one of the Houses
of the California Legislature, in response to a letter from that
legislator. Clearly it was intended to state the
Administration's position in a manner that would get the news to
the California Legislature, but equally clearly it was not
sufficient to deter the California Legislature from proceeding to
adopt a measure which conflicts with the stated federal condition
for regarding the unitary blight as eliminated.

Accordingly, we regard the federal legislation as an
imperative, no less 80 now that the California statute supposedly
designed to remove the problem has been adopted. All foreign
investment through local subsidiaries should be protected from
the exaction all other nations regard as abhorrent, not merely
that which appears in California after 1988. On behalf of
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Capitol Industries-EMI, Inc., an American corporation owned by a
United Kingdom parent, I urge the approval of S. 1974.

However. I do urge the Senate to consider an amendment to
the section of the Internal Revenue Code which that measure would
adopt. I fear that as drafted the measure will be
self-defeating. I have previously written the Senate author of
the bill to this effect, with copies to the corresponding author
of the House bill and to the Secretary of the Treasury, but I
have not been informed that any effort has been made to provide
an amendment, nor have I received any response to inform me that
my concern is overdone. The prohibition against the worldwide
unitary method 18 contained in proposed Section 7518, but it
provides that a State may continue to impose such a tax if either
the taxpayer or "the government of the relevant foreign country”
does not provide to the taxing State "material information"
related to the determination of allocable income. One of the
objections to the worldwide unitary system, particularly acute
when the group is headed by a foreign parent, 1s that much of the
information the states routinely request 18 beyond the reach of
the American subsidiary. It relates to forelgn events, foreign
properties, and may be entirely unobtainable even by the parent,
since the parent does not need to have that information for its
own purposes and hence does not obtain it from its own offshore
subsidiaries. Furthermore, foreign governments adopt legislation
for their own purposes, to deal with their own problems, and not
for the purpose of making California's lot elther easler or
harder.

Capitol Industries- EMI, Inc., is an example of what a
subsidiary of a corporation of such a country faces. In QOreat
Britain there has been, since before World War I, legislation
entitled "The Official Secrets Act." Prom some time before World
War 1I, EMI, the predecessor of Thorn EMI, Inc., has been an
important defense contractor for the government of the United
Kingdom. 1Its operations are subject to the restrictions and
restraints in the Official Secrets Act. Violation of the
restraints in that Act 18 a criminal offense. The responsible
officer of EMI, Inc., charged with ensuring the compliance by his
corporation with the provisions of the Official Secrets Act, has
testified that the release of the type of information California
requested of that corporation would violate the provisions of the
Official Secrets Act, because some of the plants are restricted
by the statute and 8o certified by the Ministry of Defence. The
problem arises because many of the facilitlies certified as
restricted by the Ministry of Defence are used interchangeably in
defense procurement and in the manufacture of musical recordings.
Capitol 1s involved only in the musical recording end of the

67-908 0 - 87 - 10
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business, 80 EMI's music recording business in the United Kingdom
and elsewhere 18 the one which the Franchise Tax Board of
California now regards as a single unitary business, combined
with Capitol. The Pranchise Tax Board wants to sever the defense
business from the music business, but facilities cannot be
severed in that manner. The information about the property
values and payroll of such a facility are entirely restricted,
including the portion about which California wishes information.
It follows, unfortunately, that Capitol cannot provide the State
of California with information that state regards as "material®”
relating to operations within the United Kingdom, and hence it 1is
doubtful to me whether Capitol would be protected by the proposed
federal statute in the form in which it 18 now drafted. I do not
believe that Capitol 1is alone.

Purthermore, there is nothing in the statute to settle the
question who is to determine whether the information the State
wants is "material”, and in the past California has regarded all
information about the parent corporation and its offshore
subsidiaries as "material”. Indeed, the extent of the unitary
authoritiea' demand for foreign source information 18 a
significant part of the outcry against the worldwide consolidated
unitary formula. There 18 therefore grave danger that if the
provisions of Section 7518(a)(2), as now drafted, are not deleted
or significantly changed, the result intended by the Senate to be
obtained by the adoption of the statute will be frustrated. The
problem I see i8s not confined to non-disclosures because of
foreign statutory prohibitions. It extends also to the Franchise
Tax Board'!'s unbending insistence that transactions between two
foreign subsidiaries, not involving any commerce with the United
States at all, be included in the information to be submitted to
the Pranchise Tax Board. I cannot explain this and express my
congern about it better than I did in my letter to Senator
Wilson, (R) (This was reprinted in full text in Tax Notes for
January 20, 1986, p. 282), from which I quote a portion:

"I recognize that the states are entitled to
information which will permit them to administer section 482
types of adjustments, including the determination of
whether fair prices are being charged in intra-group
transfers, but this subdivision 18 not so limited. It could
require Capitol Industries-EMI, Inc., to inform the
Pranchise Tax Board of all "material information" about
sales between EMI's Italian subsidiary and its PFrench
subsidiary, and other intra-group transfers entirely outside
the Untited States and to which Capitol was not a party
("transactions between . . . any related corporation
described in section (c¢)(2) . . . and any corporation . . .
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which is a member of the same controlled group . . ..") As
drafted 1t 1s definite overkill.

"In a sense the states'conduct in prevalling on a
minority in the Senate to defeat Article 9(#) has cut them
off from help  they might otherwise obtain. The treaties
obligate each -signatory nation to assist in obtaining needed
information, and the states are not presently beneficiaries
of the treaties.

"With deference, I suggest the inclusion of" the

‘government of the relevant foreign country" in the category

of bad boys, as the present draft of section 7518(a)(2)
does, 18 quite indelicate. It will exacerbate already held
resentments among many foreign governments, because it
implies they could be parties to a deliberate plan of
suppression to avoid state taxes which would be proper taxes
under the new act."

I think there 18 sufficient protection to the states in

section 7518(a)(1), and I believe that subsection (2) could quite
properly be deleted altogether.

VB:hjJ

Respectfully,

bty Srbeo

Valentine Brookes for
Capitol Industries-EMI, Inc.
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STATEMENT ON BEHALF OF THE CONFEDERATION OF BRITISH INDUSTRY TO THE SUBCOMMITTEE OM TAXATION AND
DEBY MANAGEMENT OF THE UNITED STATES SENATE COMMITTEE ON FINANCE IN SUPPORT Of S.1974 - HEARINGS
. 29 SEATEMBER 1986

PART | - INTRODUCTION

) This sfofemom‘ Is submitted on behalt of the Confederation of British Industry ("CBI"). The
€81 speaks for British business, representing dlrectly or indirectly weil over 250,000 firms and
organisations with over 12 million employees. Our members are drawn from all sectors of British
business and they range from the largest multinational companies to very small concerns.

Basic Position of British Business

2 The CB1 has long opposed woridwlde unitery taxation ("worldwlde unltary™) and 1ts departure from
the accepted seperate accounting basls of Internatlional taxatlon and has, previously, testifled
In detall against it to Congress, to the federal Worldwide Unltery Taxation Worklng Group and
to the Callfornlan and other state teglslatures.

3 Wo have welcomed the moves In some states over the past months to roll back worldwide unltary.
Most recently, we have noted the passage |ast month of legislation In Catlfornia. These
developments represent stages In the process towards removal of the worldwide unitery problem.
But, as we expleln below, the Cajtfornla legisiation contalns basic shortcomings and the
solution which has been sought has yet to be provided. it remalns our bellet that only federal
legisiation cen provide the universal, certaln and enduring solution to meet the concerns
repeatedly expressed by International business and the many national governments which,
individually and collectively, have consistently and repeatedly pressed the federal government
to bring an end to the problem of woridwide unltary. We continue to belleve therefore, desplte
the developments In Callfornia and elsewhere at state tevel, that early federal tegisiation
remalns 8n urgent necesslity. Accordingly we wholeheartediy support the énactment of S$.1974
which we belleve can, with a few modiflications, provide a quick end to the International
problems created by the use of worldwlde unltary.

PART || - YTHE OBJECTIONS TO WORLOWIDE UNITARY TAXATION

4 The CBI's long-standing opposition to woridwide unltery Is based on the wideiy-held objections
with which the Committee will aiready be famiilar. {t Is of particulaer concern to us that -

I Worldwide unltary Is at odds with separate accounting and the arm's length principle which
govern US federal taxation, domestic and international taxatlion across the world, end the
international treaty oblligations of the United States.

1 This stetement constltutes a summarised version of our full position on worldwlde unltary
taxation. We would be very pleased to dlscuss our views In more technlical detall with the
Committes or (ts technical advisors and to supply copies of the detalled and extensive evidence
which we have tendered on worlidwide unitery In previous yeers.



i1 The methodology of woridwide unitery Is such that It distorts tax 1labilities, results In
doudble taxation and creates extensive uncertainty for business.

11l Woridwl!de unitery imposes onerous and often Impossible compliance burdens, particulerly for
forelgn-parented companies.

v It thus threatens and Inhibits the free and orderly development of Internationsl trade and
[nvestment .

v Further, it sets a dengerous precedent which other countries could be tempted to follow
in an endeavour to maximise thelr revenues at the expense of US and other foreign
Iavestors.

A briet elaboration of these concerns is contalned In the Appendix to this statement.

These and other objections form the basis of the widespread opposition to worlidwide unitary
which has been Incressingly volced In recent years by US and forelgn International business; by
business-representative bodles such as ourselves, the (nternational Chamber of Conmerce, UNICE,
and the Business and Industry Advisory Comittee to the 0ECO (BIAC); by numerous forelgn
govermments and by the European Community and the OECD. Legisiative, Judiclal and
administrative hearings at both federa! end state levels over meny yeers reveal a forthright and
consistent pattern of opposition.

To this s to be added the clear and unequivocal opposition of the US federal edministration, as
evidenced perticulerly by President Reagan's statement of 8 November 1985 and the lssulng of the
draft federal l{eglisiation, since reinforced by the amicus curlse driefs of the Unlted States
(and seventeen foreign governments) In the cases of Alcan Aluminlum Limlited and Imperial
Chemice! Industries PLC v The Franchise Tax Board ot the State of California.

{

PARY 1| - YME CQNT{NUING MEED FOR FEDERAL LEGISLATION

7

1t is the International dimensica of the Impact of worldwide unitary which by detfinlition demands
a federsl solution to the problem. Only the federal suthorities are competent to enter Into
interaational refations with forelgn governments on flscal matters such as Informetion exchenge.
Equally, only federal legislation can provide protection which emdraces all states and affords
unlfora treatment across the United States. With such & solution In mind the CBI warmly
veicomed President Reagan's 8 November 1985 ennouncement of federa! legisliation which would =

"..o offect a requirement that muitinationais be taxed by states only on income derived
from the territory of the United States (“the water's edge requirement™)..."



8

10

291

Some states have already acted to repeal wortdwlde unitery. Some, such as Callfornia, have
introduced measures which do not fully meet the terms of the Preslident's statement and fall well
short of satigfylng tnternational concern, and others have not acted at ali. Indlividual states
may or may n&:hnfroduco and repaal thelr own local leglsliation from time to time. The
nlecemeal approach to worldwlde unitary by difteront states |ilustrates the need for &
universal federal solution. The Internatlional communlity needs to be confident that wheraver
business Is conducted In the United States there will, at the least, be s unifarm and lasting
protection agsinst worldwlde unltary based on common concepts, definitions and reporting
obligations.

This ts well lllustrated by the "water's edge™ bl)| passed by California only last month.

At & general level, it applles Inevitebly only to Callfornia. As we have mentloned, other
states have adopted different messures and others none at all as yet. More speclifically, as a
remedy In Callfornia Itseif, It [s fundamentally unsatisfactary In three respects. First, In
sharp contrast to S5.1974, far from repealing or prohlbiting Its mandatory use it leaves

wor ldwide unltary firmly in place as the established primery basls for taxation In
Catlfornia. "wWater's edge™ is structured only as the secondary, etective, basls. Second, It
provides ‘I [ttle certainty since 1t empowers the authorities to disregard a company's "water's
edge™ electlion In a wide range of clrcumstances and to Impose worldwlde unitary retroactively
and against the compeny's witi. Finally, it levies an additlonal impost on any company wishing
to elect by requiring 1t to enter Into & ten-year rolling contract to pay the stete an annual
tee calculated as a percentage of lts Callfornia payroll, property and sales.

It Is clear t0 us that In these clrcumstances federal leglisiation Is the only effective remedy.

PART 11| - THE CBI's COMMENTS OM S.1974

12

The broad thrust of S.1974 Is welcome and those features which create particular difficultles
for British business can we belleve be met by relatively modest drafting changes.

We have three major areas of concarn sbout the scope and effectiveness of $.1974, concerns which

have besn helghtened rather than 2'layed by the recent Callfornien legisiation -

A The retention by Individual states of resldual powers mandatorily to Impose worldwlde
unltery on taxpayers (though to 8 much more 1imlted extent than the Callfornlan
leglsiation).

8 The conditionallty of taxpayer reilef from worldwide unitery.

[+ The mismatch between the deflinltion of the "water's edge™ delimitation of stetes' tax
Jurisdiction In the Bill and existing international taxation princliples.
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The Retentiom by individuel Stetes of Resldeal Powers Mendetor(ly to lmpose Worldwide
Unitary Texation on Tospayers

We do not belleve, as a matter of principle, that such powers are consistent with a true
"woter's edge” solution, nor with 8 framework of arrongements - of which S.1974 forms part
= In which such & key slement Is to give states access to taxpayer Information obtained
under International tax trestlies. Secretary Baker's 5 March 1986 letter to Senator
Packwood refers to $.1974 as leglslation which would -

".eoegenerally prohibit states from Imposing carporate Income tax on a worldwlde
unitery basis...” (emphasis added)

Thls is the cornerstone of effective rellef.

The objective must be to provide taxpayers with an unfettered right to be taxed In
accordence with Internastional principles aiready accepted and applled by the Unlted States
Itself, and to be relleved clearly and umequivocally from ali threat of maadetory worldwide
unitery. Unfortunately, as drafted, S.1974 allows states to impose woridwide unltery
agalnst the wishes of taxpayers for fallure by them o forelgn governments to provide
certaln Information and for other possible Infringements of the legal or procedural
requirements of states' tax laws.

it would be astonishing If, by Including such powers In 5.1974, mandatory woridwide unitery
actually sppeered to be sanctioned by federal legisiation, contrary to the Adminlstration's
stated Inteat and public position on the matter. (f enacted as It stands S5.1974 would for
the very first time enshrine federal acceptance of that system.

We vrge that $.1974 be modified to delete all references 10 these powers and to meke clesr
that texpayer default In relastion to Information or other matters wli| carry only the usuail
sonctions In tax matters of monetary or, where appropriate, criminal penalties et federal
ond state level. We further suggest that In falrness tampayers should not be penslised at
all for the failure of forelgn governments to provide Information or for thelr own

.nabl| ity under foreigm natlomal security law to do so.

tiomaiity of T ! ldwl It T 1

To provide & satisfactory solution to the worldwide unltary issue and to glve practical
effect to the President's expreesed intent, protection from that system In the fora of
"woter's edge” treatmeat shouid be avalteble to tawpayers as an uafettered right.

$.1974 should vnequivocally prevemt local tex awthorities from Imposing thelir ows
Individual preconditions to the avallablility of "water's edge” treatment, whether thoee
preconditions take the form of paymeat of an omnual or entrance fee on top of ordimary
business texes, the surreander or welver of legal rights or aay other fora and whather
directiy espressed In state unidary leglisiation or burled In the general corpus of state
Yax low.
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c The Mismatch between the “"Water's Edge™ Dellimitation of Tax Jurisdiction In the Bili and
-Existing International Taxation Prirciples

Worldwide unitary taxation does not separate non-US from US activities In Iline with US
federal and Internationally accepted taxation princlptes. $.1974 attempts to do this by
imposing the “water's edge™ limitation on the unitary method.

Unfortunately the draft detfinition of "water's edge™ In S.1974 does not marry up with the
permanent esteblishment concept of terrlitoriality already established In International
taxation and used In the Unlted States' (and the United Kingdom's) own doudle taxatlon
treaties and by the mode) treaties of the OECD and United Nations.

This would be sufficiently remedled by bringing Into S.1974 the rules which the United
States siready uses In federal taxation for |dentification ot US operations for both tax
reporting and computational purposes. |t wouid also alliay & further fear that the proposed
Information reporting rules In $.1974 could be interpreted as extending to forelign
companles In a forefgn parented group which are not subsidlaries of US companles 1n &
"water's edge™ group, and possibly even to the foreign parent Itself, a result which would
vitiate S.1974.

Conclusion

British business belleves that worldwide unitery taxatlon is wholly Inappropriate as a basls for the
taxation of trade and commerce across natlonal frontliers; that the recent Callfornian legistation,
belng serlousiy deficlent In s number of respects, does not solve the problem; that wor|dwlde
unltery taxstlon ralses problems of International dimension which only federal teglslistion Is
competent to remove effectively and that S.1974 modified on the iines outlined above would provide »
satisfactory, universal and enduring solutlon to the current difficultles.

The (Bl therefore comnends 5.1974 to the Commlttee.
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APPEND I X

Explonation of the Oblections to Woridwide Unltary Taxstion

Worldwlde Unlitary Taxatlon Is Inconsistent with existing International taxation principles based
on_separate accounting on the ara's length principle.

Where a cospany operates across national boundarles rival clalms of competing tax

Jurlsdictions have to be resolved by some mechanism. ™“Arm's-length separate accounting™ is long
estabiished and adopted as the appropriate mechanism by the federal government and other nations
throughout the world, as weli as by the OECD and UN model tax treatles. Each forelgn company
opersting In a country or terrltorlial sub-division Is taxed there separately as an Independent
enterprise. n [ts tronsactions with [ts parent company or other afflllates It Is treated for
tax purposes as [f 1t were deaiing at arm's length.

Unltary taxation, historically devised as a method of allocation of taxable capsclity within
the USA, and not worldwide, does not recognise the local profits actually earned by each
company. (t |Is not a uniform system since different states use a varlety of formulstions and
many have never sought to apply It all beyond the United States, that Is worlidwide, which Is
where the Internatlional problems are created.

Separate accounting, the longstanding federal and International norm, and worldwide unltary
taxation are incompatible. At the International level woridwide unitery is simply out of step
with International standards.

Worldwlde unltary taxatlon Is economically unfalr, and creates double taxastion and uncertalnty
for business

] Unitary tex produces serlous unfairness in the International sphere. The essentlal
under lylng theory of unlitaery taxation, that a dollar of payroll, property and sales
produces roughly the same taxable return In different tax jurisdictions, Is not valld
outside the USA where sconomic condltlons, risks and costs vary snormousiy. |t
overallocates profits earned in the whole worid to those jurisdictions with higher values
of payroll, property end sales factors regardiess of actual profitebility commercially
measured.

b By bringing In activities of forelgn affillates when determining Income attridutoble to a
local compeny In a state, worldwide unltary cen tax the company on more than [ts actual
loca!l Income, cen convert local losses Into notlonal taxable profit, and can produce
unrel levable double texation. Unllike the separate accounting method, It is not coupled
with relief for foreign texes pald. It is, in effect, a tax cherge on the affi{lzstes cven
though they have no US presence. Multiple taxation of the same profits is inevitable if
worldwide unitery Is epplled In some US states but the rest of the worid, and the US
federal suthoritlies, apply the separate accounting systeam.
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c For business the separate accounting method by its recognition and acceptance throughout
most of the world provides an element of predictibliity and stablilty which Is so Important
for business declislon making and forward pianning. In meking Investments and planning
decisions businesses need to have regard to local conditlons. Worldwlde unitery Introduces
extranecus elements Into the tax calculation which create uncertainty as to Investment
returns, since the slze of the tax bilt Is made to depend directly on clrcumstances
extraneous to the state and totelly unrelested to the In-state activity.

111 Woridwide unitery taxation creates disproportionate and impossible compliance burdens

Tax suthoritles using worldwide unitary demand Informatlon and records of foreign companies and
thelr subsidiaries outside the USA not related to activities In the USA, both to declde whether
to classlfy them as "unltery®™ and then to carry out a unitery assessment. Much of this data Is
nelther required nor kept by forelgn companles for commercisl purposes or for federal, home
natlion or other International tax compllance purposes. Its production creates addltlonal and
often disproportionate compllance burdens, exacerbated by the costs of adjustment to the
particular requirements of Indlividual states.

¥here the informution does not exist at all, or where it cannot be raveated for reasons of
forelgn national securlity, a company may be forced to submit to 8 unitery assessment regerdiess
of Its merlt simply because the relevent data cannot be made avaliable. The probtem would be
multipiled enormously [f the unitery tax approach were to spread to more jurisdictlons each of
which Imposed its own speclal Information and compllance obiligations.

Moridwide Unltery Taxstion threstens the free and orderly development of worid trade

Soparate accounting with unlform rules and standerds developed over many yeers, provides &
consistent and coherent tax framework for the development of International trade and
Investment. Woridwide unttery threatens that stebliity by Introducing Incompatibliity,
vnfalrness and distortive doudble taxation.

Secretary Baker's 5 March 1986 letter, previously referred to, -atso records that fourteen of

the United States' major frading partners confirm that worldwide unitery constitutes “...s
serlous obstacie to the development of our- trade end Investment relationships...”

Wor idwide unltery taxetion creates a dangerous precedent

Woridwide unitery, |t percelved 8s aspproved and endorsed by the United States or even a state
with such enormous economic power as Californla, In the face of infernational opposition, could
provoke emul atlon by other countries. Obviously they would be Intent on maximising thelr
revenues and could devise thelr own formulse and factors designed to beer most heavily on US and
other foreign Investors. Any departure from separate accounting In the Internationzl tax fleid
could prove the precursor to flscal cheos.
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TESTIMONY TO SENATE FINANCE COMMITTEE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

BY

NANCY J. ORDWAY
CHIEF DEPUTY DIRECTOR
DEPARTMENT OF FINANCE

STATE OF CALIFORNIA

Mr. Chairman and distinguished members of the Subcommittee,
on behalf of Governor Deukmejian, I would 1ike to thank you for providing
the opportunity to express our opposition to S. 1974 and S. 1113,

When President Reagan was Governor of California, he wrote:
“One of the great strengths of our Federal-State system {s the freedom
of the States to act to meet their own particular problems in the ways
that seem best to them; interference by the federal government with the
State's power to tax would be a major blow to such freedom.*™

I do not believe there is a person in this room, knowledgeable
about the history of this country and the workings of our federal system,
who could quarrel with the President's statement.

California has used the worldwide method of taxation for more
than two decades. Other states have also adopted this method. Normally,
choices made by California and other states with regard to the taxation
of multinational business would be of no concern to the federal government.
However, on rare occasions, state tax practices may impact or have resonances
on areas which are of principal concern to the Federal government.

In recent years, our foreign trading partners have expressed
concerns to the federal government about California‘'s use of the worldwide
unitary method. These expressions of concern led to the consideration
of federal legislation and tax treaty treatment of the issue, all of
which have been rejected.

In March of 3983 the Advisory Commission on Intergovernmental
Relations, after an extensive study of state tax practices regarding
multinational corporations, concluded that the federal government should
:nly Intervene ifn state tax matters upon a showing of "serious national

arm.

in June of 1983 the United States Supreme Court in Container
Corporation of America v. Franchise Tax Board (463 U.S. 159) held that
Ealg?ornfa's use of the worldwide unitary method "while it had foreign
resonances...did not implicate foreign affairs.”
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In September of 1983 President Reagan and then Secretary of
the -Treasury Donald Regan approached the issues raised by cur foreign
trading partners in a rational manner by inviting public and private
sector representatives .to participate in a Working Group to resolve this
very complex problem. This approach was consistent with the President's
view of. the.pwoper function of our federal system of gavernment. Governor
Deukmejian, sharing the President's view, accepted his invitation to
participate in the Working Group.

During the months of study and discussion, it became very clear
that no one formula would be acceptable to all the participants. The
members of the Working Group unanimously agree to principles which would
guide state taxation with respect to the income of multinational corporations:

Principle One: Water's edge unitary combination for both U.S.
and foreign based companies.

Principle Two: Increased federal administrative assistance
and cooperation with the states to promote full taxpayer disclosure
and accountability.

Principle Three: Competitive balance for U.S. multinationals,
foreign multinationals, and purely domestic businesses.

Secretary Regan, in his transmittal letter of July 31, 1984, stated that

issues of foreign source dividends and so-called 80/20 corporations were

%g be "left for resolution at the state level in accord with Principle
ree."

The bills that are before you today were introduced because
of foreign countries' concerns, expressed to the federal government,
with the way California and certain other states tax foreign multinational
corporations.

The concerns expressed by foreign multinationals and their
governments with respect to california‘s use of the worldwide unitary
method involve qugﬁt?ﬁﬁs of compliance costs and the taxation of income
g:ported by them &5 being attributable to sources outside of the United

ates.

I would ask this subcommittee to consider whether the concerns
originally expressed have been answered. Upon inspection I believe that
you will find that they have been. During the last three years, nine
of the twelve states which used worldwide combined reporting have modified
their tax law to meet the principles agreed upon by the Working Group.
Earlier this month, California, after two years of legislative discussion
and debate, adopted Senate Bill 85. This bill (copy attached) complies
with the agreed upon principles and basically does the following:
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- allows multinationals, whether foreign or domestically based,
to elect to exclude their foreign activities from the unitary
method

- provides dividend relief for domestic-based multinationals

- provides necessary compliance tools for California to audit
multinational tax filings.

The three remaining states continue to discuss and debate solutions
which would be acceptable to them and consistent with the principles
of the Working Group.

A year ago this type of restrictive federal legislation may
have seemed necessary to some. Today, the need no longer exists. As
President Reagan in writing to a member of this body while Governor of
California concluded: "Federal intervention in the interstate taxation
field is both undesirable and dangerous and should only be considered
as a last resort.”

The wisdom of his statement has been demonstrated by recent
events which have solved the problem and obviated the need for the last
resort.
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PROPOSED UNITARY TAX LEGISLATION - § 1974 & H.R. 3980
US SENATE FINANCE COMMITTEE
HRARING BEFORE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SBPTEMBER 29, 1986

STATEMENT OF .THE DUTCH EMPLOYERS' FEDERATION (FRDERATION OF
NETBERLANDS INDUSTRY (VNO) AND NETHERLANDS FEDRERRATION OF
CHRISTIAN EMPLOYERS (NCW)
(Raad van Nederlandse Werkgeversverbonden VNO en NCW;
Verbond van Nederlandse Ondernemingen en Nederlands
Christelijk Werkgeversverbond)

1. Description of VNO and NCW: This statement is submitted by

the Dutch Employers’' Federation (Federation of Netherlands
Industry (VNO) and Netherlands Federation of Christian
Employers (NCW); abbr. VNO/NCW). The Dutch Pederation, with
its seat at The Hague, represents more than 10,000
enterprises and most of the various representative bodies
and associations for specific industrial or commercial
sectors in the Netherlands. VNO/NCW welcome this opportunity
to present their views on recent California legislation
aimed at limiting the scope of worldwide unitary taxation
and to submit evidence in support of S 1974, The views of
VNO/NCW on this matter are supported by their entire
membership.

Importance of Dutch investment in the USA: In recent history
the Netherlands have been one of the largest investors in
the USA and in some years even the largest. This reflects
the strong economic ties generally between the USA and the
Netherlands. Understandably VNO/NCW have been following the
developments around the worldwide unitary method of taxation
wilth concern for many years.

Current legislation in California not a complete cure:
ATthough recent legislation In Callifornia (S.B. 85) is a
significant step in the right direction it falls short of
curing essential aspects of worldwide unitary taxation that
have been causing widespread international concern for so
many years now. Essentially, the California legislation does
not displace worldwide unitary taxation. The worldwide basis
will remain the primary basis for taxpayers considered by
the tax authorities to be "unitary"”. The "water's edge"
basis is secondary, and elective. Further, the California
legislation fails to recognize that taxpayers must have the
unconditional right to elect to be taxed on the water's edge
bagsis. Worse still rather than be available as of right the
water's edge method can only be applied if an annual fee is
paid. Finally, the state retains the power to impose the
worldwide unitary method mandatorily by way of sanction in a
range of circumstances in which a normal financial penalty
would be appropiate (and indeed to combine imposing
worldwide unitary with such financial penalties).
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Pederal legislation must be the solution: VNO/NCW are of the
opinion that federal legislation is a prerequisite for
arriving at an adequate solution. Indeed, the fact that the
California legislation falls short in the important aspects
referred to above only reinforces this belief. Federal
legislation will ensure that taxpayers are taxed on a basis
that is generally accepted, both federally and
internationally.

VNO/NCW urge the Committee to give favourable consideration
to S. 1974 and to contribute to its rapid progress through
Congress,

Comments on S. 1974: VNO/NCW refrain form detailed comment,
but mention two 1ssues.

The current text of S. 1974 would still allow mandatory
application of worldwide unitary taxation in certain
situations. Noncompliance with onerous requirements such as
the election fee in California legislation may still lead to
imposition of worldwide unitary taxation. Purthermore, the
present definition of the water's edge includes within that
edge certain foreign corporations that under the text of the
internationally accepted permanent establishment rules would
not have a permanent establishment in the USA.

VNO/NCW urge that these aspects of S. 1974 be amended so as
to provide full protectior against worldwide taxation and to
restrict the taxation powers of the individual states to
income that is derived from United States territory.

Support for statement by International Chamber of Commerce:
Vuosicw are members of the International Chamber of
Commerce. They fully support the statement by that
organization, laid down in a document No 180/278, which your
Cuimunittee will have received as written testimony. VNO/NCW
request the Committee to take the statement of the
International Chamber of Commerce into account as a
reflection of the deep felt and widespread international
concern that will continue until clear and guaranteed
protection against worldwide unitary taration is achieved.
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We welcome this opportunity to comment on the Unitary Tax Repealer Act, (''the 8ill") s.
1974 (companion bill H.R. 3980). As a major international accounting tirm, Erngt &
whinney js aware of the problems raised by worldwide unitary taxation. Our testimony will
comment on some basic policy questions and concerns that are raised by this major piece of
federal legislation. We will first discuss broad general issues, then direct our
testimony to some of the technical issues raised by the Bill.

1. General Concerns.

A. The Bill Should Only Address the Problems Arising From the States' Use of
Worldwide Unitary Combination.
The origin of the Bill arises out of the controversy surrounding the states*®
use of worldwide combined reporting. Assuming that the purpose of the Bill is
to deal with the problems created by the states’ use of worldwide combined
reporting, the proposed legislation is overbroad and falls unfairly on
taxpayers which were never directly or substantially affected by this issue.
The reason for this is, in part, because the reporting requirements of the Bill
are not limited to multinational taxpayers. Taxpayers which meet the Bill's
definition of a reporting corporation, notwithstanding that they have no
international activities nor have ever been subject to worldwide unitary
taxation, must suffer the burden of completing the disclosure spreadsheet
without enjoying any benefit from the demise of worldwide combined reporting.
This seems particularly unfair since in the past non-multinational taxpayers
may have been led to believe that their interests were not involved in the
Working Group’'s deliberations*; and, the Working Group's members themselves
primarily included business representatives from the largest multinational
corporations in the United States. ’

The only reporting requirements that should be imposed by a Bill aimed at
dealing with worldwide unitary taxation are disclosures concerning
multinational taxpayers. Restricting the use of worldwide unitary taxation
without providing the states with disclosure information may create an undue
burden on the states' resources to gather data they had previously relied upon
concerning the operation of multinational taxpayers, Likewise, however,
restricting the use of worldwide unitary taxation has absotutely no bearing on
the states' need for such information from non-multinational taxpayers.
Although the states may be legitimately concerned about tax evasion by
multistate taxpayers, and requiring these taxpayers to complete a disclosure
spreadsheet may facilitate compliance, such concerns are generally unrelated to
the problems created by worldwide combined reporting snd cannot be logically
incorporated into federal legislation aimed at addressing worldwide unitary
taxation. Additionally, because states have a right to most if not all the

* The Working Group's charge was to produce 'recommendations in a relatively short
time that would be conducive to harmonious international economic relations.”
Statement by Donald T. Regan, Secretary of the Treasury, September 23, 1983, 'The
purpose of the (Proposal) is to permit the States to improve their taxation of
multinational corporations.” Technical explanation of Treasury Departxent's Draft
Unitary Tax Legislatlon, p. 1 (July 8, 1985). "I rise . . . to offer a bill that .
. . mugt be offered . . . (to) avoid starting an international conflict over the
taxition of multinationals.” Remarks of Sen. Wilson (for himself, Sen. Mathias and
Sen. Hawking) on introduction of S. 1974, 99th Cong., lst Sess., 131 Cong. Rec.
S17975 (daily ed. Dec. 18, 1985).

-1 -
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information required by the Bill from non-multinational corporations, one major
effect of the spreadsheet will be to shift the compilation and analysis of this
information from state tax auditors, where it has always rested, onto such
non-multinational taxpayers. Putting aside until later the question of whether
taxpayers' administrative costs outweigh the states’ benefits, this altered
relationship raises important policy questions which must be addressed. For
example, what effect will this Bill have on voluntary tax compliance and our
federal, state and local tax systems of self-assessment?

A cornerstone of any viable tax system founded on self-assessment and voluntary
compliance is fairness and equity. If a tax system is perceived as unfair or
inequitable, taxpayer morale and voluntary compliance is undermined. Shifting
burdens of compilation and analysis from the state tax auditor to the taxpayer
in an uneven handed manner creates an increased level of perceived unfairness
and is therefore counterproductive.

In order, then, to effectively resolve the controversy surrounding worldwide
unitary taxation, the Bill should concentrate on this one problem alone. There

but which should not be addressed in this Bill. For example, in addition to
enhancing state tax compliance by multistate taxpayers through the requirement
of a disclosure spreadsheet, federal legislation may be needed in such areas as
establishing standards for imposing a duty to collect use taxes, establishing
nationvide rules regarding the states' power to levy different types of taxes
(e.g., income, gross receipts, capital stock), and enacting uniform procedural
rules on items such as filing due dates and statutes of limitations. Instead
of tying a measure to promote tax compliance on the domestic level with the
limitation of worldwide unitary taxation, it would seem more logical to develop
separate, even-handed legislation which deals with the states' concern over tax
evasion by multistate taxpayers and, perhaps, the multistate taxpayers'
concerns over certain state tax non-uniformity issues.

As a possible approach towards achieving a balanced Bill, i.e., tailoring the
disclosure required by taxpayers to fit the problems created by the limitation
of worldwide unitary taxation, Congress may wish to consider adopting an
election on the federal return where all taxpayers could choose between being
taxed on a worldwide combined basis or filing the disclosure spreadsheet. If
the taxpayer has no foreign operations, it presumably would elect to file on a
worldwide unitary basis, rather than file the disclosure spreadsheet. The
taxpayer with foreign operations would have to determine whether it would file
on a worldwide basis in gtates so requesting or file the disclosure
spreadsheet. By requiring such an election, the reporting requirements of the
Bill would respond to the worldwide unitary taxation issue and avoid the
problem of burdening taxpayers which were never directly or substantially
affected by this controversy.

Details concerning the mechanics of making the federal election and the
consequences of an election to forego worldwide combined reporting in favor of
filing the disclosure spreadsheet would have to be determined. We would be
pleased to assist the Committee with that endeavor.

The Bill Should Not Ignore the Unitary Business Principle.

A state may only tax a multistate controlled group or corporation if the group
forme a unitary business, part of which is conducted in the state. The Supreme
Court in F. W. Woolworth Co. v. Taxation and Revenue Department, 458 U.S. 354
(1982), reaffirmed the principle that intercorporate ownership is not, of
iteelf, sufficient to create a unitary business. Rather, intercorporate
owaerskip is only one factor that must be considered in determining whether a

-2 - .
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controlled group forms a unitary business. Other factors to be considered
include functional integration, centralization of management, and economies of
scale. -

State unitary combined reporting stands in marked contrast to the federal
consolidated return. Under consolidation principles corporations are generally
includible if gtock ownership rules are met. To be included in the
consolidated return. the corporations need not form a unitary business. I[n
other words, the consolidation and unitary principles are separate and distianct
from each other and the rules relating to these two concepts should not be
confusged. o

The unitary business requirement is based in large part on due process
concerns. Under the Due Process Clause a state is prohibited from taxing
extraterritorial values. Hence, a state simply lacks the power to reach a
corporation outside its borders for income tax purposes, unless that
corporation is part of a unitary business that is taxable in the state.
Congress should be cognizant that if the Bill is read as abandoning the unitary
business principle in favor of a state taxation standard based exclusively ou
ownership, substantial protracted litigation on due process issues may arise.
Moreover, it is unlikely that a common ownership principle could withstand
scrutiny under the Due Process Clause. In this regard, it should be noted that
the Supreme Court of New Hampshird has indicated its belief that a per se
ownership rule for determining whéther a business organization should be
included i{n a water's-edge combined group would violate federal and state due
process requirements. Opinion of the Justices, __N.K. _ , __ A.2d _ ,
slip. op., (5/1/86), citing Woolworth.

In 1ight of the above, disclosure of information about nonunitary members of a
controlled group is neither necessary nor appropriate. A state cannot
constitutionally consider this information in taxing in-state corporations.
Consequently, such a disclosure infringes on privacy interests without any
demonstrated gtate need.

Not only the Due Process Clause, but also the Commerce Clause is implicated by
the proposed legislation on state unitary taxation. Under the Commerce Clause,
Congress has the power to regulate interstate and foreign commerce and no state
tax can i{mpose an undue burden on such commerce. We commend the'Committee on
undertaking, through consideration of the Bill, action to alleviate the burden
on international commerce created by unitary taxation. We urge Congress to act
to eliminate the problems of worldwide unitary taxation through the exercise of
its Commerce Clause powers. However, under the Commerce Clause, the federal
interest in free trade must be balanced against the states' interest in raising
revenues through unitary taxation. Hence, a recurring concern of our testimony
is that Congress should carefully direct its action to resolve, as fully as
possible, the Commerce Clause problems raised by unitary taxation, while at the
same time avoiding uanecessary restrictions on the State's powers to tax. See
Garcia v. San Antonio Metropolitan Transit Authority, 105 S.Ct. 1005, 83 L.Ed.
2d 1016 (2/19/85).

The Exceptions to Section 7518(a) Permitting Worldwide Unitary Taxation in Some
Circumstances Are Inappropriate and Unnecessary.

Section 7518(a), as added to the Internal Revenue Code by the Bill, generally
prohibits worldwide unitary taxation and therefore should alleviate many of the
international problems created by this method. However, there remain in the
Biil certain circumstances in wvhich states may impose taxes on a worldwide
unitary basis without the consent of the taxpayer. As a result, the goal of
eliminating the problems created by the states' use of worldwide combined
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veporting is not fully served by this Bill. Under the Bill, a state could
impose worldwide unitary reporting on a taxpayer who has not complied with the
disclosure requirements of the Bill (8ection 6039(a)) or who has not complied
with the legal or procedural requirements of the state income tax laws. Thus,
the Bill would use worldwide combined reporting as a means of enforcing federal
or state laws.

Allowing a state to impose worldwide unitary taxation on a taxpayer for
material failure to comply with tne legal or procedural requirements of the
state's income tax laws raises a question of whether the Bill effectively
restricts the use of the worldwide unitary basis. If this provision is used by
the states to impose worldwide unitary taxation in any situation in which there
is material failure to comply with a state income tax law, the Bill will be an
ineffective limitation on the worldwide unitary method, and the international
concerns raised currently by this method will continue. If the Bill does not
defuwse the controversy generated by worldwide combined reporting, its enactment
will be futile.

Considering only the language of the Bill, it appears that any material
noncompliance with a state’'s laws would permit it to impose the worldwide
unitary method, i.e., the noncompliance need not have any connection with the
tampayer's foreign operations or enforcing water's-edge (as contrasted with
worldwide unitary) taxation. For example, an erroneous determination that a
subeidiary is not subject to a state's tax jurisdiction because of U.S. Public
Lav 86-171 may lead a state to an after-the-fact determination that the
taxpayer has not materially complied with its laws. Surely it cannot be
intemded that such a miscalculation should lead to imposition of the burdens of
the worldwide unitary basis upon other members of the controlled group. All
states have arsenals of penalties available to promote tax compliance. If
these state penalties cannot insure compliance with state laws, they should be
strengthened directly, rather than indirectly through the use of the worldwide
unitary basis.

Furthermore, as discussed above, the definition of "worldwide unitary basis' in
Section 7518(c)(2) does not contain any requirement for intercorporate unity
beyond iatercorporate ownership. Hence, the Bill's definition of the worldwide
unitary basis ignores the ultimate issue of whether a controlled group forms a
unitary business and thus creates potential due process problems. If the Bill
is interpreted as permitting a state to tax the entire income of a controlled
growp without regard to the unitary business principle whenever Section
7518(a)(1) or (2) is implicated, then this expanded scope of the states' powers
to tax foreign affiliated corporations perhaps may create the same
international discord currently generated by worldwide unitary taxation.

Generally, if the Bill permits states to impose the mandatory worldwide unitary
taxation too frequently, the Bill will have failed to resolve the problems that
made the worldwide unitary method an international issue. Accordingly, the
circumstances under which the Bill permits states to impose the worldwide
unitary method seem to be inappropriate. Worldwide combined reporting is not
designed to serve as an enforcement mechanism. Thus, the Bill should directly
strengthen legitimate enforcement mechanisms,

The Rules on Taxation of Foreign-Source Dividends Should Address More Precisely
the Problems of State Taxation of the Earnings of Foreign Subsidiardies.

1. The Taxation of Foreign-Source Dividends Should Be Reconsidered.

The desirability of taxing any portion of foreign-source dividends should
be challenged. The treatment of dividends from foreign subsidiaries was
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"the most significant difference” between the positions of the state and
business members of the Task Force on Unitary Taxation. The Final Report
of the Worldwide Unitary Taxation Working Group, p. 35 (August 1984),
Permitting states to effectively tax 15 percent of foreign dividends, as
implied by proposed Section 7518(b)(l), may equalize the taxation of
foreign dividends with those of domestic corporations if the state allows
a dividends-received deduction comparable to Internal Revenue Code Section
243(a)(1). However, this approach may not be fully satisfactory.

Under the Internal Revenue Code, 100 percent of qualified dividends from
members of an affiliated group is eligible for a dividends-received
deduction. Thus, dividends from domestic subsidiaries are not subject to
federal income tax and in many states are not includible in gtate taxable
income. In this light, any state taxation of foreign-source dividends
from subsidiaries may be inconsistent with the third principle developed
by the Worldwide Unitary Taxation Working Group to guide state taxation of
the income of multinational corporations: ‘''competitive balance for U.S.
multinationals, foreign multinationals, and purely domestic businesses."
It seems clear that if U.S. multinationals are subject to state tax on L5
percent of their dividends from foreign subsidiaries while purely domestic
businesses and foreign multinationals are not taxed on dividends from
their subsidiaries, then competitive balance does not exist.

Transition Rules Regarding the Taxation of Digtributions Should Be
Developed.

Consideration should also be given to providing transition rules on the
taxation of distributions after the Bill. Depending on the assumptions
used about the earnings and profits underlying a particular distridbution,
the Bill could result in double taxation of foreign earnings. For
example, should a distribution be subject to different tax treatment if it
is considered to have been made out of earnings and protits accumulated
before the enactment of the Bill? If not, undistributed earnings
previously subject to state taxation on a worldwide unitary basis may
again be subject to tax if distributed in a year in which the state uses
wvater's-edge taxation but includes foreign-source dividends in taxable
income.

This issue is related to the limitation on changes in state tax laws
regarding foreigu-source dividends provided in the last sentence of
Section 7518(b): "This subsection shall not be construed to permit State
taxation of any dividend not subject to State taxation prior to enactment
of this section."” 1The policy behind this provision is unfair if it means
that states' laws regarding taxation of foreign-soyrce dividends will be
frozen as of the date the Bill is enacted. Spocifzcally. states that
imposed tpx based on the worldwide unitary method on that date may have no
provision regarding the taxation of dividends of unitary foreign
subsidiaries (i.e., because the state's tax base has considered the income
of unitary foreign subsidiaries rather than their dividends). YUnder the
Bill, these scates may be foreclosed from considering any portion of
foreign dividends in their tax bases, even though other states may tax
these dividends. This i{llustrates a broader issue raised by this
provision: If states that have enacted provisions conforming to Section
7518(b)(1)-(3) before the Bill may tax a portion of foreign-source
dividends, what are the problems raised by permitting other states to
eract such provisions at a later date?! It would seem preferable to permit
all ‘states to tax dividends to the same extent, rather than limiting each
states’' powers to tax those dividends to a different degree depending on
the provisions of their laws on the date the Biil is enacted. Finally, {t
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is not clear how the last two sentences of Section 7518(b) interact. For
example, may a state tax the dividends of a corgoration on the basis that
{t is the corporation's commercial domicile even if it did not have a law
to that effect before the Bill?

Section 7518(b) Should Be Extended to 'Section 78 Gross Up" And Other
Yoreiga-Related Income Treated As [ .idends By the Internal Revenue Code.

Amother problem raised by the proposed legislation concerns the scope of
the terw "foreign-source dividends.” The Bill restricts state taxation of
foreign-source dividends, but apparently assumes that the concept of
“foreigm-source dividend"” is clear; it is not. For example, the dividend
‘'‘gross-wp'’ under Section 78 of the Internal Revenue Code has been
subjected to state taxation. According to one recent compilation, eight
states lIaclude the Section 78 gross-up in state taxable income. Panel
Publishers, Multistate Corporate Tax Almanac - 1986 Edition, pp. 68-70,

Under 1.R.C. Section 78, if a domestic corporation elects to take a
foreiga tax credit for any taxable year, an amount equal to the taxes
deemesd to be paid by the corporation under I[.R.C. Section 902{(a) or
Section 960(a)(1) for such taxable year is treated for purposes of the
federel income tax (other than with respect to the dividends-received
dedwction of I.R.C. Section 245) as a dividend received by the domestic
corporation from the foreign corporation. Although the Court did not
address this issue directly, the opinion of the Supreme Court in F. W.
Woolwogth Co. v. New Mexico, 102 S. Ct. 3128, 3139 (1982), does not
preclude state taxatlon of the Section 78 gross-up in a manner consistent
vith the taxation of the distribution to which it relates.

If the Bection 78 gross-up is included in state taxable income because it
is wot & dividend prota¢ted by the Bill, this fictitious income will be
temed at a higher effective rate than that imposed on the underlying
dividend. There is no policy justification behind state taxation of the
Section 78 gross-up in the first instance, because most states do not
provide a foreign tax credit comparable to the federal credit to which the
Sectiom 78 gross-up relates. Consequently, there is a definite need to
entend Section 7518(b) to cover this income.

Ia eddision to I.R.C. Section 78, there are several provisions of the
Internal Revenue Code that impute earnings of a foreign subsidiary to its
psreat corporation in a manner resembling a dividend. An example is
"subpart F income" (I,R.C. Sections 951 to 964). Although subpart F
iascome is not explicitly termed a dividend by the Internal Revenue Code,
it is treated as a dividend for most purposes. The problems raised by
state taxation of subpart F income are similar to those problems raised by
the tamation of dividends from foreign subsidiaries and also are similar
to those problems raised by imputed income, i.e., the Section 78 gross-up.

Several other Internal Revenue Code provisions may cause a U.S. parent
corporation to recogaize ordinary income because of the activities of its
foreiga subsidiaries without regard to cash distributions. These include
paims from certain sales or exchange of stock in certain foreign
corporations (I.R.C. Section 1248(a)), the complete liquidation of a
foreiga subsidiary (Treas. Reg. Section 7.367(b)-5), exchanges of stock
purswaat to certain corporate reorganizations (Treas. Reg. Section
7.367(b)-7), and distributi .ns of stock pursuant to certain spin-offs,
eplit-ups, or split-offs (Treas. Reg. Section 7.367(b)-10). In any of
thase transactions the principles of competitive balance would seem to be
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best served by exempting the income at issue from any state taxation, or
if that is not possible, subjecting these items to no less favorable
treatment than that afforded actual cash distributions.

A policy of reducing the state tax burden on actual or deemed
foreign-source earnings and profits in an effort to promote competitive
equality between foreign-based and U.S. multinationals can only be
successful if such "dividends' are treated the same as actual cash
distributions. In fact, the policy arguments in favor of mitigating the
state tax burden on foreign dividends are perhaps even stronger when the
foreign income, unlike the case with cash distributions, does not carry
its own wherevithall to pay.

4. Section 7518(b) Should Address the Treatment of Expenses Attributed to
Foreign Dividends. '

Under I.R.C. Section 265, in computing federal taxable income no deduction
is allowed for interest and other expenses related to tax-exempt income.
Section 265 does not apply with respect to dividends from foreign
subsidiaries inasmuch as they are subject to federal incowme tax.

Because Section 7518(b) exempts a significant portion of foreign-source
dividends from state taxation, it may be necessary to modify the Bill to
provide specific rules on the expenses that a state may disallow as
deductions because they are attributable to income exempt from state
taxation.

The Bill's Provisions on Foreign-Source Dividends Should Apply to a Recipient's
Legal and Commercial Domiciles.

The Bill permits the jurisdiction of a corporation's legal or commercial
domicile to tax its foreign-source dividends without regard to the limitations
otherwise imposed by the Bill on state taxatfon of such income. The policy
behind this provision {s highly questionable. Presumably the objective of the
Bill {s to reduce and limit the taxation of foreign-source income including
foreign-source dividends. However, this provision allowing the corporation's
legal or commercial domicile state to tax the dividends runs &foul of this goal.

Under the worldwide unitary method, intercompany dividends are eliminated, and
thus, for a U.S.-based unitary business, unitary taxation focuses on the income
of foreign subsidiaries rather than their dividends. Intercompany income is
deleted via appropriate intercompany eliminations. The income of this
worldwide unitary business is then apportioned based on the relative presence
of certain factors (generally payroll, property and sales) in the state
compared to those factors worldwide. Consgider how this treatment under
worldwide unitary taxation contrasts with the Bill's proposal to permit
taxstion of foreign dividends by the recipient's legal or commercial domicile.
Under the Bill, dividends of a foreign subsidiary would be included in the
domici' ' state's tax base; however, they would not be apportioned by reference
to the .elative amount of the taxpayer's income-producing activities within the
state and worldwide. Rather, the entire foreign-source dividend could be taxed
by a state merely because it was the corporation’s legal or commercial
domicile. Thus, under the Bill a corporation could face a higher effective
state tax on its foreign-source dividends by its legal or commercial domicile,
which need not apportion them, than it would under the worldwide unitary method
where the foreign subsidiary's income is apportioned. Such a result clearly
flies in the face of the policy objectives of the Bill.
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In addition, the Bill raises the potential for duplicative taxation. For
example, if state A taxes foreign-source dividends of corparations that have a
state A legal domicile and state B taxes foreign-source dividends of
corporations with a state B commercial domicile, a corporation incorporated in
state A with a state B ccmmercial domicile will pay tax on 100 percent of its
foreign dividends in both states. By exchanging its legal and commercial
domiciles, the corporation could escape all state taxation on its foreign
dividends. A federal law concerning state taxation should foster greater
uniformity of state laws rather than creating the potential for greater
nonuniformity and double taxation.

The Bill Should Not Exempt Certain Foreign Corporations From State Income
Taxation.

While Section 6039A may be overly broad in reaching wholly domestic taxpayers,
the same provision may also adversely affect the states’ jurisdiction to tax.
Under the Bill, certain foreign corporations with U.S. presence that satisfies
an "80/20" taxable presence test and with less than $10 million in U.,S. assets,
sales, and payroll, may not be included in the watler's-edge group. While this
exclusion is desirable in restricting worldwide unitary taxation, if the bill
is resd as prohibiting any state taxation of foreign corporations other than
those specified in Section 7518(c)(2)(D), a corporation may have a substantial
presence in the state (e.g., nearly $10 million in compensation, sales, and
property) and still escape state taxation. The Bill should clearly specify
that states are entitled to tax a corporation’'s U.S. source income on a
separate return basis where that corporation has taxable activities i{n the
state because of its own activities, even though such corporation is excluded
from any water's-edge unitary group.

Administrative Costs May Not Warrant the Benefits Sought by the Bill.

As accountants to multinational corporations, we can attest that the
administrative costs of preparing the information return required by Section
6039A ("the disclosure spreadsheet') and its supporting schedules will be
substantial. The wisdom of enacting such disclosure requirements is ’
questionnable in light of the fact that most of the information contained in
the disclosure spreadsheet would be available to the states from other
sources. Moreover, it is questionable whether the states even have the
resources to adequately analyze spreadsheet information and thereby benefit
from their preparation. Whatever criteria are used to evaluate the merits of
the Bill, it is unfair and counterproductive from a compliance viewpoint to
enact a law with administrative costs that exceed its benefits.

Perhaps more fundamentally, however, the Bill assumes noncompliance and
evasion. Why else would multistate taxpayers have to file a cornucopia of tax
returns, then account and reconcile in a costly, time-consuming manner the
informetion already accessible to the state? Taxpayers that were never subject
to nor materially affected by worldwide combined reporting may be particularly
hard hit by the Bill. Unlike multinational taxpayers, these taxpayers will not
receive any benefits from the Bill's elimination of worldwide combined
reporting and restrictions on state taxation of foreign-source dividends.

|
In this regard, it may be desirable to provide additional exemptions from the
Bill's filing requirements for certain businesses. For example, rather than
requiring filing in years in which the Act's $10 miliion or $250 million tests
are satisfied, it may be desirable to limit the disclosures to companies that
consistently satisfy these tests, e.g., through the use of three-year mwoving
averages rather than an annual determination. This approach would better limit
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compliance costs to those businesses with a significant continuing foreign
presence.

The Compliance Burdens of the Bill Should Be Considered.

The Bill is designed to answer concerns voiced by multinational corporations
and our foreign trading partners sbout the states' use of worldwide unitary
taxation. Their concern was not only that woridwide reporting leads to
»..idterritorial taxation, but also that worldwide reporting ‘mposes excessive
adminlstrative costs and disclosure burdens. The Bill does little to reduce
these compliance costs and problems.

For example, Section 6039A(b) imposes a heavy administrative burden on the
reporting corporation of a controlled group that includes a foreign corporation
that is not required to file a federal income tax return. In this very typical
situation, the reporting corporation must supply much of the information ahout
the foreign corporation that would be presented on a federal income tax return,
i.e., the reporting corporation would be required to prepare and present some
of the foreign corporation‘'s financisl data in U.S. dollar amounts and

methods. I[mposing additional costs, as well as exposure to increased
penalties, on U.S. corporations with foreign-based affiliated corporations
violates the principle of competitive balance between multinational and purely
domestic businesses. These administrative burdens may make compliance with the
Bill as burdensome as the compliance with worldwide combined reporting.

A more fundamental problem is the failure to analyze the costs of preparing the
disclosure spreadsheet. There is no clear data on the cost of compliance with
this bill; only speculation based on the illustrative spreadsheet and its
schedules contained in the working group report. We would suggest that it is
{mpossible to make & meaningful cost-benefit analysis of the Bill when
information on the most objectively determinable cost -~ the cost of compliance
-- is not available.

Federal Filing Should Nut Constitute an Original State Filing for Purposes of
Penalties.

In addition to federal penalties, the Bill would permit states to treat a
faflure to substantially comply on a timely basis with federal law as a
violation of state law. There are serious problems of equity and fairness in
treating a filing of the disclosure spreadsheet with the federal government as
an original filing with the states, thereby exposing taxpayers to state
penalties. That state penalties should adhere to a failure to substantially
comply with federal information return requirements is novel to the Internal
Revenue Code. Furthermore, an affected taxpayer cannot know from the face of
the federal statute the sanctions It faces for incomplete compliance, or late
but full comspliance, with federal law. As the Bill is currently worded, the
extent of penalties for noncompliance can only be determined by reference to
state lawa, and thus turns in large part on the states in which the taxpayer
does business.

The Bill places no restrictions on the maximum penalty that a state may impose
for violations of the Bill, nor does it require states to follow the procedural
safeguards (i.e., notice requirements) imposed upon the Federal government in
enacting penalties for violations of the Bill's filing requirements. Thus,
these state penalties for noncompliance with the 8ill may be substantial.

Also, the Bill's penalties for noncompliance are dependent upon the state or
states in which the taxpayer is present, as well as dependent upon the
williugness of these states to commit their enforcement budgets to enforcing
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federal law, possibly at the cost of diverting resources from enforcing other
state laws.

In addition, it is difficult to rationalize as a threshold matter why
noncompliance with a federal information reporting requirement should support a
state penalty. [f federal sanctions for noncompliance cannot ensure compliance
with the Bill, it certainly seems more appropriate to strengthen federal
sanctions than to rely on additional state penalties.

For all the problems raised by the provision for state penalties, can their
contribution to enhancing compliance be anticipated to be anything but

minimal? It is unreasonable to expect the threat of state penalties to enhance
compliance with federal law when the non-complying taxpayer may already be
subject to a federal penalty of up to $25,000. Moreover, this problem of
concurrent federal-state penalties is exacerbated when a reporting corporation
reasonably concludes that it has no responsibilities under the Bill. Yet, the
Bill fails to provide a reasonable cause exception to the federal penalty of
Section 6039A(e) and does not mandate that state penalties provide such an
exception.

Finally, there are issues of uniformity in the administration of the Bill. The
federal penalty in Section 6039A(e)(1) is imposed for failure “to comply
substantially” with Section 6039A(a) by the due date set out in the later
subsection. Thus, one potential defense to the federal penalty is that
substantial compliance has occurred. As currently proposed, Section 6039A(d)
does not require a state to abate any penalty for substantial compliance.
Furthermore, it is unclear whether the Bill authorizes state courts to make a
finding of noncompliance without regard to any federal determination on this
issue. Thus, the Bill raises the possibility of two undesirable consequences:
that a federal court and a state court may reach inconsistent determinations on
whether a taxpayer is in substantial compliance with federal law as applied to
the same facts, and that two state courts similarly may reach inconsistent
conclusions. Consequently, if state sanctions to promote compliance with the
Bill are not dropped, then, at the very least, their use should be limited to
circumstances in which there is a prior federal penalty imposed with respect to
the spreadsheet in question.

Federal Review of Controversies Arising Under the Bill is Necessary.

A major flaw in the Bill is its failure to provide uniform administrative
reviews and/or judicial remedies for taxpayers. Consideration should be given
to granting the Secretary of the Treasury or his delegate and/or the federal
district courts jurisdiction over controversies arising under the Bill. At the
judicial level, there is precedent for such action. In this regard, it should
be noted that federal law prohibits certain state tax discrimination against
rail transportation property. The law provides in part:

Notwithstanding Section 1341 of title 28 and without regard to the amount
in controversy or citizenship of the parties, a district court of the
United States has jurisdiction, concurrent with other jurisdiction of
courts of the United States and the States, to prevent {specified acts of
tax discrimination against rail transportation property}. 49 U.S.C.
§11503(c).

Under federal law, U.S. district courts are similarly granted jurisdiction with
respect to tax discrimination against motor carrier transportation property.

49 U.S.C. §11503a(c). [If the Secretary or his delegate and the federal courts
have jurisdiction to consider controversies arising under the Bi{ll, it may be
hoped that uniform interpretations will develop. Where this type of review has
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not been provided, as with U.S. Public Law 86-272, state decisions have been
contradictory and no uniform interpretation of federal statutory limitations on
state taxation have emerged. See P. M. Tatarowicz, "State Judicial and
Administrative Interpretations of U.S. Public Law 86-272," 38 Tax Lawyer 293
(1985).

The 8ill Should Provide Stronger Confidentiality Safeguards.

By providing some penalties for illegal disclosure the Bill tacitly recognizes
that considerable harm could ensue if a reporting corporation's spreadsheet
were improperly disclosed. From an examination of the penalty provisions it
appears that Congress may have drastically underestimated the extent of the
damage that would be wrought through the improper disclosure of information.
We feel that the Bill does not contain adequate safeguards, and that [.R.C
Sections 7231 and 7213, imposing penalties on state tax officials for illegal
disclosure, are unsatisfactory in this regard.

Sectign 6039A requires disclosure of competitively sensitive information., For
example, spreadsheet information would permit a competitor to gauge the
relative profitability of a taxpayer's operations in different gtates.
Furthermore, because of this state-by-atate breakdown in a single document, the
disclosure spreadsheet may contain a greater potential for competitive harm
than any single state's income tax return. We are concerned that access to the
disclosure spreadsheet be carefully controlled and accordingly believe that
greater confldentiality safeguards are needed.

Furthermore, the need for gsharing of Section 6039A information directly between
states is far from clear. Rarely, if ever, will the information contained in
the Section 6039A disclosure {tself lead to the assertion of a deficiency; the
spreadsheet disclosures appear to be intended principally to aid in the
selection of taxpayers for audits. These audits in turn may lead to the
discovery of deficiencies. It {s difficult to comprehend how an inability to
receive Section 6039A information from another state could interfere with an
effective state audit. In short, i{f a state wants informatlon available in
the disclosure spreadsheet, it should be required to obtain it from Treasury,
rather than from another state.

The Rules Regarding the Taxation of 80/20 Companies Should Be Re-examined.

1. The Bill should not make a distinction between large and small 80/20
companies.

Under Section 7518(c)(4) of the Bill domestic corporations with less than
20 percent of certain defined factors assignable to locations in the
United States are deemed to be foreign corporations excludable from a
water's-edge group. However, whether such a corporation is in fact
excluded from the water's-edge groups depends upon its size. An 80/20
company is included in a water's-edge group if it has $10,000,000 or more
of certain defined compensation, sales, purchases or property assignable
to one or wore locations in the United States. Thus, in tailoring the
wvater's-edge group, the Bill distinguishes between large and small 80/20
companies.

There is no policy reason for this distinction between large and small
80/20 companies. Perhaps the distinction which taxes some 80/20 companies
as wembers of the water's-edge group while exempting others is meant as a
compromige position. Nevertheless, this approach is severely flawed even
as a compromise position, because the dollar limits determining whether an
80/20 corporation will be included within the water's-edge group may be
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v
easily avoided by some taxpayers. To avoid being included within a
water’'s-edge group, an 80/20 corporation may be encouraged by the Bill to
simply reduce its operations in the United States. As the Bill is written
currently, this could easily be accomplished: for example, by separately
incorporating the 80/20 corporation’'s U.S. operations. Assuming
reasonable, cost-effective taxing mechanisms could be enacted to temper
such avoidance plans, companies could still avoid including their foreign
operations in the water's-edge group by simply disposing of their 80/20
corporation's U.S. operations which exceed the Section 7518(c)(4) limits.
Such corporate actions could be more detrimental for U.S. and state
economies than simply allowing such corporations to exclude their foreign
operations from the water's-edge group. For instance, an 80/20
corporation might find it less expensive to replace its U.S. jobs with
jobs outside the U.S. or change its purchasing habits by buying from
non-U.S. companies rather than U.S. companies than to pay state taxes
based on the results of its 80/20 companies.

To provide parity with our proposal that the Bill should not exempt
certain foreign corporations from state income taxation (see F at p. 21
above) the Bill should clearly specify that states are entitled to tax an
80/20 corporation's U.S.-source income on a separate return basis where
that corporation has taxable activities in the state because of its own
activities, even though such a corporation is excluded from any
water'g-edge unitary group.

2. The State Tax Definition of an 80/20 Company Should Conform to Its Federal
Counterpart.

The exclusion or inclusion of a corporation with, in part, 20 percent or
less of certain defined factors assignable to locations in the U.S. from
the worldwide unitary basis definition is also troublesome. Although the
issue of so-called "80/20'" corporations received much attention in the
deliberation of the Working Group and Task Force, there is no apparent
policy reason for using different definitions of 80/20 companies for
federal and state taxation, particularly if the business representatives
on the Working Group were correct in asserting that the payroll and
property test for 80/20 status under state law and the federal income
sourcing rules generally classify corporations consistently.

Need For Disclosure Spreadsheet Federal Legislation.

It must be considered whether federal legislation is needed to provide the
proposed spreadsheet’'s information to the states. Even assuming that a
disclosure spreadsheet would be useful to states in auditing multinational
businesses, does it follow that federal legisiation is needed for states to
obtain this information? At least with respect to affiliated corporations that
form a unitary buginess, there appears to be no federal constitutional barrier
to states requiring disclosure of information contained in the spreadsheet;
this is a logical corollary to the Container decision.

In fact, Idaho has already passed legislation enabling its tax commission to
require certain taxpayers making a water's-edge election to file a disclosure
spreadshest if various conditions are met (e.g., the United States fails to
require these taxpayers to file a spreadsheet with the Internal Revenue
Service). Proposed legislation drafted by a North Dakota Interim Taxation
Committee would similarly require the same disclosures if enacted.

In addition, various other states have taken steps, both legislatively and
adminigtratively, towards enacting their own spreadsheet requirements. For
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example, on August 26, 1986, the California Senate and Assembly approved a
compromise unitary tax reform bill which, in addition to offering electing
taxpayers the option to file on a water's-edge basis for 10-year periods, would
require the f{ling of a domestic disclosure spreadsheet. The New Mexico
Department of Revenue has likewise considered mandating disclosures similar to
those called for in the Bill. New Mexico's taxing authorities believe that
under the state's general administrative powers specific state legislative
authorization i{s not required to mandate this sort of disclosure. Moreover, it
is interesting to note that the Working Group included as a ‘“conmon element’
the existing fact that taxpayers must make available to state tax auditors "all
state corporate tax returns filed by each corporation in each state." Report
at p. 33. This information would provide much of the detail provided in the
spreadsheet. Care should be taken that states are not foreclosed from
requiring information they have a legtimate interest in obtaining by what might
be viewed as federal preemptive legislation.

If states can require the same information without federal intervention,
federal legislation may be unnecessary. Historically, both states and
taxpayers have opposed federal legislation addressing state tax problems where
proporents of the legislation argued federal action was the only effective way
of addressing the problem. Here, where no clear need for federal action
exists, perhaps action may best be left to states that feel a need for the
disclosures, for example, through uniform legislation or through a multistate
compact.

Technical Problems.

The following comments highlight certain Lechnical problems we feel exist in the
Bill as currently proposed. While some of these issues have not been alluded to in
our geuneral concerns discussed above, many can be viewed as logical, related
extensions of those concerns. For example, we elaborate below on the problems which
result from the failure of the Bill to limit the required disclosures to unitary
businesses. Other areas discussed below related to our general concerne include the
scope of the Bill's penalty provisions, i{ts application to purely multistate
businesses, and the centralized control function we feel the Treasury Department
should maintain.

The comments below are organized in the order the Bill presents proposed amendments
to the Internal Revenue Code: Section 7518, Section 6039A, amendments to Section
6103, and effective date.

A. Section 7518.

Although many of our concerns with Section 7518 are detailed in our "General
Concerns' discussion above, additional comments are presented below.

1. The Bill Should Clearly Indicate That Its Definition of State Includes the
District of Columbia and That Section 7518 Applies to State Subdivisions.

The Bill does not define the scope of ''State."” Such a definition is
desirable in order to avoid uncertainties and make the Bill fully
effective.

a. The District of Columbia Should Be Treated as a State for All
Provisions of the Bill.

The Internal Revenue Code definitfon of state, [.R.C. Section
7701(a)(10), does not treat the District of Columbia as a state for
all purposes but rather 'where such construction is necessary to
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carry out the provisions of this title.” The absence of guidance in
U.S. Public Law 86-272 on whether the District of Columbia is
considered a state has led to litigation over this issue. Jantzen,
Inc. v. District of Columbia, 385 A.2d 29 (D.C. 1978). The TBill
should specify that the District of Columbia is to be treated as a
state, if this is the intent of Congress.

b. State Sublivisions Should Be|Subject to Section 7518.

The arguments for restricting the use of worldwide unitary reporting
and taxation of foreign-source dividends apply with equal strength to
political subdivisions of states, and Section 7518 s*ould apply to
municipal taxes and other taxes of political subdivisions of states.
However, the burden on taxpayers to compile and disclose information
concerning local taxes probably outweighs any benefit which the state
subdivision could derive from the information. As a result, the
spreadsheet should not be disclosed below the state level.

Therefore, Section 7518, but not Section 603%A, should apply to both
states and their political subdivisions.

States Should Not Be Required to Request Information On Related- Party
Transactions From Foreign Governments.

Section 7518(a)(2) would permit a state to impose worldwide unitary
taxation where neither the taxpayer nor the government of the relevant
foreign country provides to the state, within a reasonable time after
proper request, material Information relating to the determination of
income on transactions between members of a water's-edge group and foreign
members of the same controlled group. It is difficult to see how the
requirement of Section 7518(a)(2) that states attempt to obtain
information from foreign governments substantially enhances the states’
enforcement powers or necessarily protects the taxpayer. There appears no
strong need for the state to approach a foreign government for this
information. By definition the transactions to which the Section
7518(a)(2) applies are between members of the same controlled group. The
state should be able to obtain the information on the foreign member of
the controlled group from a member of the controlled group within the
water's edge. Moreover, it is likely that the member of the controlled
group within the water's edge will have access to information regarding
transactions hetween members of a water's-edge group and foreign members
of the same controlled group. These transactions generally will have
federal tax implications, so that taxpayers must be able to produce
adequate records in order to pass I.R.S. scrutiny, such as possible
challenges under I.R.C. Section 482. Finally, it is difficult to conceive
of situaticas in which information will be available from the foreign
gavernment that is not also available from members of the controlled
group, because in most cases the foreign government's information will be
derived from reports filed by the corporation.

In view of these uncertainties, requiring inquiry of foreign governments
by state tax administrators gives little additiona' assistance to the
states or protection to taxpayers, and in fact ma; increase delays and
inefficiencies and costs of state tax administration. For example, must a
state show that it has made a '"proper request" to a foreign government,
regardless of how futile it may be, when the state has failed to obtain
adequate information on transactions with affiliated taxpayers from
fntransigent taxpayers?
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Provision Regarding the Election to Be Taxed on the Worldwide Unitary .
Basis Should Be Clarified.

Section 7518(a) does not preclude any state from permitting a taxpayer to
be taxed on a worldwide unitary basis pursuant to an unconditional
election by such taxpayer. The scope of this provision is unclear,
especially in determining what is meant by "an unconditional election.”
Contrary to what might be expected, the "Technical Explanation of Unitary
Tax Legislation" indicates that the ahsence of a condition in the election
relates primarily to the absence of any substantial condition on the part
of the state:

Thus, the imposition of significant fees for the privilege of making
an election or investment restrictions on cthe right to make the
election would not be permitted. Reasonable restrictions placed on
the taxpayer's ability to shift from one method of computing its tax
liability to another method trom year to year would not violate this
rule. (p.2).

Section 7518(a) should be modified to reflect these standards.
The Definition of '"Tax Haven' Corporations Should Be Narrowed.

Section 7518(c)(3)(C) defines a foreign corporation that may be included
in a water's edge group to include a foreign corporation that "is not
subject to substantial foreign tax on its net income.' There are several
significant problems with this attempt to include all corporations with
activities in '"tax haven" jurisdictions in the water's-edge group.

Initially, clearer guidance is needed on the standards Congress inteads to
be used in identifying tax haven jurigdictions and the taxes that are to
be considered as levied, at least effectively, on net income. State
representatives of the Working Group suggested a definition of a tax haven
as "any country which either does not impose an income tax or whose income
tax rate is less than 90 percent of the U.S. tax rate;" business
representatives advanced a similar definition using a 65 percent

standard. Notwithstanding this apparent consensus on using federal rates
to identify tax havens, defining 'tax havens'" via the use of statutory
marginal income tax rates is inappropriate. This is illustrated, for
example, when it is realized that the U.S. could bz a tax haven country if
H.R. 3838 were enacted in comparison to current statutory rates using the
definition of a tax haven proposed by state representatives of the Working
Group. Moreover, under a quantitative standard of this sort, a country
may be a tax haven in one year and not in another year even though there
is no change in its tax law, if there is a change in U.S. rates.

More fundamentally, tying the definition of tax havens to the imposition
of a net income %ax preseants significant problems. As recognized by
Section 903 of the Internal Revenue Code and its applicable Regulations,
many foreign nations do not impose income taxes but impose other
significant taxes in lieu of a tax on income. Such taxes may be based on
gross income, gross receipts or sales, or the number of units produced or
exported. Particularly, in the case of specialized industries, taxes may
not be based on net income. For instance, insurance companies may be
taxed on gross receipts, rather than net income. Moreover, other nations,
notably those with significant natural resources, may not impose taxes at
all but may impose license or concession fees to the same effect.
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Although the issues for both nonincome taxes and fees bear a superficial
resemblance to issues under the foreign tax credit, the objective under
Section 7518 is very different: . to identify foreign countries that permit
themselves to be used as tax havens to activities distorting state taxable
income. Because many foreign countries do not impose net income taxes but
impose levies thit discourage income-shifting activities, a narrower
definition of 'tax haven' is necessary.

Finally, the inclusion in the water's-edge group of all corporations
active in a tax haven (regardless of the scope of that term's definition)
is based on the assumption that in pll cases these corporations are used
in tax avoidance. In many cases, however, a unitary group may have
activities in tax havens for bona fide business reasons, e.g., access to
natural resources. Because a blanket rule may tax bona fide foreign
operations, an exception for such operating companies should be provided.
If necessary to make this rule workable, the taxpayer could be required to
carry the burden of proof that tax avoidance is not a principal purpose of
its "tax haven" activities or certain "safe harbors'" could be established.

Section 6039A.

1.

More Detail Is Needed on the Disclosures Contemplated By the Bill.

Much of the disclosure contemplated in the Working Group's recommendations
with respect to increased information disclosure is not included in
Section 6039A. For example, one such item is a reconciliation of the
apportionment factor used by the taxpayer under state law and the
taxpayer's apportionment factor for each state computed under the Uniform
Divigion of Income for Tax Purposes Bill (UDITPA). If these disclosures
will be required by regulations (i.e., as part of "such other Information
as the Secretary may by regulation prescribe'), they should be
specifically enumerated in Section 6039A(a). Also, detalled guidance or
exceptions from a reconciliation requirement should be provided for
industries whose businesses do not fit within the parameters of UDITPA,
e.g., non-manufacturing or non-mercantile entities.

Furthermore, concrete guidance is needed on the detail contemplated by
Section 603%A. Although specific problems are addressed below, at this
point it is sufficient to note that the disclosure of "income subject to
tax" {n each state could be satisfied by disclosures ranging from a single
summary number for each state to a transaction-by-transaction breakdown.
Clarification of the level of detail contemplated is necessary to make a
cost-benefit evaluation of the bill.

Section 6039A(a) specifies certain disclosures which are complex and far
removed from any attempt at tax simplification. Consider each item of
information to be required:

a. The reporting corporation's income tax liability to each state in
which it is liable. For many corporations there will be a threshoid
issue with respect to state tax jurisdiction ("nexus")
determinations. Evaluating whether an entity is subject to a given
state's tax jurisdiction requires a detailed subjective analysis of
the state's nexus requirements and a consideration of federal and
constitutional law. This is particularly true of service industries
and other taxpayers that do not deal in tangible personal property.
As noted earlier, a taxpayer's determination that it does not have
nexus, which already may subject a taxpayer to state penalties if
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erroneous, will carry new risks of federal and state penalties under
the Bill.

Second, phrasing the requirement in terms of an "incone tax
liability" is unduly vague. The Bill does not address whether a
corporation should report when it is taxed on an alternate basis
(e.g., capital stock or gross receipts) rather than upon its income.
In other words, does a requirement exist when the state imposes an
income tax only if the corporation's income-based liability exceeds
its liability computed using another base? Furthermore, the Bill
does not address the reporting responsibilities of any specialized
industry that a state may tax on a basis other than an income tax
that the state imposes on most corporations (such as where a state
taxes insurance companies on gross premiums).

Income subject to tax. There is a need for specific guidance on the
level of detail Congress intends to be disclosed as "income subject
to tax.” This term is not self-defining, and could be satisfied by
disclosures ranging from a single number for taxable income to a
detailed breakdown of the components of income including revenues,
deductions, and nonbusiness income allocated to specific states.

The method of computation and allocation. As with the enormous range
in detail which could be required with regard to "income subject to
tax," the disclosure of "allocation' information called for by the
Bill is troublesome. Furthermore, ""allocation” is a term of art
employed by states that have adopted UDITPA which refers to the
method of assigning nonbusiness income to a single tax jurisdiction.
Accordingly, the use of the word '"allocation' in Section 6039A(a)
should be stricken in favor of rore precise terminology or defined
appropriately to include apportionment data (formulary apportionment
of business income).

Again, as in the definition of "income subject to tax,"” the level of
detail contemplated by the "method of calculation" used by a taxpayer
in "allocating its income' is not clear. For example, it could
contemplate a single apportionment number, a breakdown by factor
(e.g., disclosure of a property factor) or a high level of detail for
each factor (e.g., disclosure of beginning and ending property costs
and annual rentals paid by the taxpayer). Finilly, as noted above,
there may be need for additional guidance for industries that
historically have not followed the typical UDITPA apportionment
approaches, such as financial corporations, transportation, and
telecommunication companies.

Disclosure of data based on stock ownership. Section 6039A(a) calls
for diasclosure of any corporation in which the reporting corporation
or a corporation owning at least 50 percent of the reporting
corporation's voting stock owns, directly or indirectly, more than 20
percent of the combined voting power of all classes of stock entitled
to vote. These ownership provisions raise several problems.

First, by imposing the ownership disclosure requirement with respect
to "S0% or more' owners, rather than on owners of "more than S0%" of
a corporation’'s stock, the Bill potentially requires multiple filings
where a corporation has two 50-percent owners, e.g., if the reporting
corporation is an equal joint venture of two foreign corporations.
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Second, the Bill makes no provision for attribution rules expanding
upon its "'direct or indirect'" language. For instance, the Bill does
not specify whether partnerships, joint ventures, or trusts will be
considered in evaluating ownership arrangements among related
corporations.

The provision of attribution rulec would be beneficial for both
taxpayers and states. For example, taxpayers may well argue that the
same conclusions that preclude states from taxing foreign-source
distributions should preclude states from taxing distributions from
foreign partnerships and joint ventures. Conversely states nay be
concerned that a business may avoid the definitions of controlled and
affiliated groups by using joint ventures, partnerships and trusts,
instead of incorporated subsidiaries.

The lack of attribution rules could also frustrate legislative intent
and result in nonuniformity among the states. For example, a New
York-based shareholder lacking federal guidance on ownership
attribution may adopt the direct-indirect definition of its home
state. New York applies only a very limited attribution, and does
not look beyond first-tier subsidiaries in imputing stockholder
status. See e.g., Hooker Chemical & Plastic Corp., TSB-H-81(37)C (NY
Tax Com’'n. 1981). Other states may adopt more expansive ownership
attribution rules. Because the direct-indirect language recurs in
the Bill, it is imperative that the stock attribution rules governing
Section 6039A, if any, be specified clearly.

Finally, there appears no strong reason to extend the disclosure
requirements to include investments of more than 20 percent. It is
unlikely that any substantial degree of non-compliance with state
{income tax laws could be attributed to investments of only a little
more than 20 percent. HKence the burden of such disclosure
requirements on the taxpayers seems to outweigh any conceivable gain
in state tax compliance.

e. Other data -- Section 6039A allows for such other information as the
Secretary may by regulation prescribe. Because this historically has
been the exclusive preserve of the states, it would be preferable for
the taxpayers and the states to know before enactment the precise
scope of this grant of authority.

The Definition of Reporting Corporation Should Be Clarified And Conformed
More Closely to Common Principles of State Taxation.

Section 6039A(c) states that a reporting corporation is one which, among
other things, is required to file a federal income tax return. This,
however, completely ignores state nexus standards. Thus, a corporation
lacking nexus with any income taxing state but filing a federal income tax
return (e.g., a corporation whose domestic activities are conducted
entirely in nonincome taxing states) must prepare a Sectlon 6039A return
that will not be used by any state.

In addition, the definition of reporting corporation is puzzling in using
standards resembling those employed by the states in apportioning income,
dut departing from the general approach taken by the states in important
particulars. For example, although UDITPA uses payroll, property and
sales concepts, these concepts apparently are defined differently in
UDITPA and in the Bill. For example, most states consider leased property
in determining a taxpayer's property factor; the Bill makes no reference
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to leased property. The compensation and receipts tests raise similar
difficulties. For example, most states' sales factors consider all
business income, not just income. from sales of tangible personal
property. Hence ''gross receipts' may be a better term than sales." By
using the term "sales" the Bill leaves no guidance as to the Bill's
application for taxpayers that are not engaged in sales of property, such
as barks and service companies.

Consideration should be given to bringing the Bill into closer conformity
with UDITPA. Failure to conform the Bill to the general state approaches
to these issues will create problems with tracking different computations
for federal and state law where the same items are being collected to
determine state tax liabilities. We recognized that adopting UDITPA
definitions would not eliminate disparities for a taxpayer operating in
the approximately two dozen states that have not substantially adopted
UDITPA. Nevertheless, closer conformity to the UDITPA standards may limit
the compliance problems of taxpayers. As a collateral benefit, it may be
hoped that the adoption of standards styled on UDITPA would provide states
with a greater incentive to move toward a uniform approach in these
issues, and thus through federal action move toward a system of greater
certainty for both taxpayers and the states.

Authority to Promulgate Regulations Clarifying Computations in Applying
the Tests for Reporting Corporations Should Be Granted to the Secretary of
the Treasury.

Under Section 6039A(c)(1)(A), the Secretary has the authority to increase
the dollar thresholds in determining whether a corporation is a reporting
corporation and is explicitly granted authority to provide regulations
governing the "allocation”" of compensation payments, property, or sales,
to or amopg foreign countries.

Although the Secretary is given explicit authority to specify how the
factors in Section 6039A(c)(1)(A)(i) to (iii) are to be "allocated,' no
explicit grant is given permitting the Secretary to specify the content of
these factors. These factors are not self-defining. For example, it is
not clear if intangible assets are to be considered in determining the
amount of a taxpayer's property. States typically exclude intangibles in
determining their property factors. Similarly, state sales factors
typically consider all the business income of the taxpayer, whether
generated from sales of property, rents, dividends, interest, licenses of
intangible property, etc. The Bill, in contrast, apparently only
considers sales of property in its determination of a taxpayer's sales.

In addition, states frequently modify the definitions of the components of
their apportionment factors for industries that are not involved in
producing or selling tangible personal property.

The Secretary should be given the authority to specify what is to be
considered in computing each factor so that these and similar issues can
be addressed. The primary objective of this grent of authority is, of
course, to bring certainty to the determination of whether a corporation
is a reporting corporation. As discussed above, it may be hoped that a
secondary penefit of federal rules in this area would be greater
uniformity in the apportionment of the income of interstate businesses,
should states follow the definitions adopted by Treasury. Wwhile it is
unlikely that a single set of rules could be developed that would be fully
satisfactory in every circumgtance, any movement toward greater uniformity
would be beneficial both to multistate taxpayers and to the states.
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The Definitions of Affiliated And Controlled Groups Should Be Clarified to
Direct Their Scope Toward Unitary Businesses.

The definitions of affi{liated and controlled groups illustrate the undue
breadth of the Bill because these definitions include corporate members
regardless of whether they form a unitary business. Curiously, however,
the definition of a controlled group excludes, by ircorporating [.R.C.
Section 267(f)(1), certain types of potentially unitary corporations
without evident policy basis, such as certain insurance companies (I.R.C.
Section 1563(a)(4)). These definitions should be evaluated to determine
whether they indeed specify the corporations which Congress wants to be
affected by the Bill.

There [s a Need For a Reasonable Cause Exception to the Various Penalties
That May Be Imposed Under the Bill.

As stated in the foregoing discussion of general concerns, taxpayers are
subject to federal as well as state penalties i.der the Bill,
notwithstanding good faith compliance effort-. Although, as we have
indicated above, we believe that multiple federal-state penalties are
unnecessary, at the very least a reasonable cause exception to the Section
6039A(e) penalty and any state penalties is needed. Much of the
information required under Section 6039A calls for subjective judgments,
such as whether the taxpayer is exempt from state tax jurisdiction under
the Due Process Clause or U.S. Public Law 86-272. Because the Bill
contains aress in which reasonable minds can differ, a reasonable cause
exception for failure to file or make all required disclosures is needec.
In this regard, the fact that the I.R.C. Section 6038 penalty does not
have a reasonable cause exception {s not persuasive because the
information required by Section 6038 is more objective than the judgments
required under Section 6039A.

Furthermore, focusing on the federal penalties, the Bill is unclear on
whether the Section 6039A(e) penalty stands alone or other penalties
(notably I.R.C. Section 7203 on willful failure to file and I.R.C. Section
7206 on fraudulent statements) also apply. Moreover, if the Section
6039A(e) penalty is the only applicable sanction under the Bill, the
maximum dollar penalty of $25,000 may be too low, because this amount
might be less than the administrative costs of complying with Section
6039A. This problem is compounded by tne extended period for assessment.
In addition to the availability of ex:ensions of time to file, there is a
90-day post-notice requirement, and a 24-month penalty accrual period. As
a result, a taxpayer will not face the maximum penalty until at least
three years after the taxable year end. Finally, we reiterate the
concerns expressed above on allowing the states to impose income tax on
any taxpayer on a worldwide unitary basis if tlie taxpayer materially fails
to comply with the requirements of Section 6039A. If tha Section 6039A(e)
penalties are insufficient to promote taxpayer compliance, this subsgection
should be strengthened to promote compliance through federal enforcement
rather than requiting the states to bear the costs and burdens of
enforcement.

C. Section 6103.

1.

Disclosures Should Only Be Made to Agencies Enforcing a State's Income Tax
Lawvs.

Section 4 of the Bill amends Section 6103 of the Internal Revenue Code,
regarding the confidentiality and disclosure of returns and return
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information. Subsection (1) effectively permits disclosure of tax return
information to any state agency to the extent necessary in the
administration of its tax laws. This broad sweep goes well beyond the
Working Group's recommendation, which provided federal agsistance to
promote full "disclosure to states to assist them with enforcement ot a
water's-edge unitary tax.'" Report at p. 9.

Under the Bill the disclosure may be made to "any State tax agency" for
use in administering 'the tax laws of a State."” This provision permits
disclosure to agencies that have no interest in administering the state's
income tax laws as defined in Section 7518(c)(1). As previously
indicated, the disclosures called for under Section 6039A are sufficiently
sensitive that they must be safeguarded from unauthorized disclosure.
Accordingly, Section 6103(d)(1l) should be modified to provide: ‘'For
purposes of disclosing the return described in Section 603%A, a state tax
agency shall mean the state tax agency or agencies, as defined in
subparagraph (d)(4)(B) of this section, charged with the administration of
the corporate income tax (as defined in Section 6039A(c)(1)) laws of the
State."

The Effects of Subsequent Events on The Spreadsheet Should Be Specified.

The Bill does not address the effects of subsequent adjustments on the
sufficiency of a taxpayer's spreadsheet. For example, do state tax
adjustments resulting from state tax examinations, nexus determinations,
or amended state returns, require an amended disclosure spreadsheet? If
not, will states fully benefit from the Section 6039A
reporting/enforcement mechanism? Conversely, is it fair to place a
federal compliance burden on taxpayers based upon the enforcement actions
of each state's tax administrators?

Rules Regarding Disclosure to State Tax Officials Should Be Clarified.

a. The Threat of Impairment of State Investigations Should Be Sufficient
to Restrict Disclosure Under the Bill.

Section 6103(d)(2)(A) restricts disclosures that might impair a civil
or a criminal tax investigation. It is unclear, however, whether
this section applies to state tax investigations or i{s limited to
Federal investigations. Disclosure should be restricted where it
could reveal a federal or a state's confidential informant or
seriously impair a state's civil or criminal tax investigation. This
protection may only be effective if disclosure is centralized {n the
Treasury and inter-state disclosure is limited.

b. Disclpsures to State Audit Agencies May Be Unnecessary, and at a
Minimum Should Be Restricted.

While Section 6103(d)(2) restricts disclosure, Section 6103(d)(3)
allows disclosure to a state audit agency for purposes of a review of
the state tax agency. No policy has been articulated on the need for
this provision. It is not clear how disclosure of the details of
individual spreadsheets would aid in assessing tax agency
performance, and particularly whether this broadened disclosure
outweighs the privacy concerns it raises.

Furthermore, Section 6103(d)(4)(C) defines a state audit agency io
mean "any state agency, body, commission, or entity" charged with
reviewing state programs. 1his definition apparently would include
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legislative oversight committees, even those with a single member.
Is a vast universe of qualified recipients necessary?

The Provisions On Common Agencie; Should Be Clarified and Narrowed.

The provisions on the use of common agencies are highly unsatisfactory.
By permitting a common agency to be designated by as few as four states,
it is possible that multistate taxpayers will not only have to accommodate
tax auditors from each state, but from as many as 12 common agencies
(assuming each state may designate only one common agency, another factor
the Bill should make clear). This {s particularly troublesome because it
does not appear that an audit by the common agency and its constituent
states will be mutually exclusive. To the contrary, it would seem
reasonable to expect that after the common agency completes its
evamination, each of its constituent states will wigh to review this
examination to determine whether the common agency has applied its rules
properly. Therefore, safeguards should be provided to limit both the
number of designated agencies and the overlap of the examinations of the
common agency and the states it represents.

D. Effective Date.

L.

The Effective Date of the Bill Should Be Delayed.

The effective date of the Bill, December 31, 1986, should be set back. It
likely will require more time than the proposed effective date allows
before taxpayers and the federal government can be ready to implement the
Bill. In particular, there will not be enough time to develop a federal
administrative framework in response to the Bill if the Treasury and
Internal Revenue Service resources are simultaneously burdened by the
implementation of major changes to the other provisions of the Internal
Revenue Code. Furthermore, corporations will have to develop compliance
systems to gather the data required by the Bill. Accordingly, because of
the need for regulations in several substantial areas of the Bill, the
effective date of the Bill should be deferred to the later of 12 months
after the date of enactmwent or 12 months after regulations have been
promulgated thereunder. Another alternative may be for Congress to
mandate the issuance of temporary regulations by a specified date so that
they will be available to assist taxpayers in preparing their initial
spreadsheets. However, if this course of action is followed, in no event
should the effective date be before 12 months after the date of enactment.
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STATEMENT OF EXXON CORPORATION
COMMITTEE ON FINANCE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT
HEARINGS ON S.1974 AND S.1113
SEPTEMBER 29, 1986

As a company that operates in the United States and directly or indirectly in
over 80 foreign countries, Exxon is concerned with the problem of developing
workable rules for attributing the income of a multijurisdictional business to
operations within any particular state of the United States. While reasonable
people may differ as to the most appropriate method of income attribution among
the states, we believe that there is an overriding need for the states to apply
a consistent framework to avoid duplicative taxation and refrain from adversely
impacting international commerce.

Thus, Exxon has, for more than 20 years, actively participated in efforts by
business and state representatives to develop a framework for consistently
determining the amount of income reasonably assignable to each state taxing
Jurtsdiction for companies operating in more than one state or country.

In the mid-1960's, Exxon and other members of the business community, as well as
leading state tax adMiWiStrators, became convinced that before following the
path of federal intervention as recommended by the Special Subcommittee on State
Taxation of Interstate Commerce (the Willis Subcommittee), a concerted effort
should be made at the state level to develop a more orderly approach to carving
up the income of multijurisdictional businesses.

Exxon, therefore, 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 compltiance in the filing of tax returns
and in other phases of tax adminfstration.

4. Avoid duplicative taxation.

However, efforts by representatives of the business community and the states to
develop a consensus on how to achieve these goals failed, and were marred dy
state charges that business was trying to avoid {its fair share of taxes and
business countercharges that the states were seeking maximum tax revenues
without regard to "equitable apportionment®. In the meantime, Exxon pursued the
issue ?: appropriate income attribution rules through the court system, but to
no avail.
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In 1980, Exxon reluctantly concluded that a federally legislated solution was in
order and filed a statement with this Subcommiitee in connection with its
hearings on the issue in which we took the following position:

Exxon has consistently expressed its willingness to expose all of its
U.S. source income to state taxation provided there are 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 etiminate 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,

Exxon believes this posftion is as sound today as it was six years ago.

In 1983-1984, Exxon participated in the lengthy effort by the President's
Worldwide Unitary Taxation Working Group to develop an approach which would
satisfy the tax enforcement concerns of the states while avoiding the
extraterritorial state taxation of income from operations outside the United
States which U.S. and foreign based multinationals find so objectionable.

The Working Group agreed that the following three principles should guide state
taxation of the income of multinational corporations:

Principle One: Water's edge unftary combination for both U.S. and
foreign based companies.

Principle Two: Increased federal administrative assistance and
cooperation with the states to promote full taxpayer
disclosure and accountability.

Principle Three: Competitive balance for U.S. multinationals, forefgn
multinationals and purely domestic businesses.

State and business representatives, however, were unable to reach agreement on
the proper state tax treatment of foreign-source dividends and of U.S.
incorporated corporations operating primarily abroad (so-called "80/20
corporations®).

The efforts of the Working Group did provide the impetus for another effort by
the statesland business community to resolve this foreign income fssue at the
state level.
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However, in spite of a concerted effort by Exxon and other members of the

business community to develop a satisfactory solution state-by-state, the

problem remains unresolved as there are three states that continue to use the

:t‘)r:guige unitary method and twenty-seven that tax in some degree foreign source
vidends.

As a result, we feel compelled to turn again to Congress and urge that you
favorably consider federal legislation which permits each state to tax income
reasonably attributable to operations within its borders but prohibits taxation
of income generated elsewhere.

We continue to believe that the best approach is simply to exclude all income
from sources outside the United States, as determined under federal income tax
sourcing rules (Internal Revenue Code sections 861-864), from the calculation
of income attributable to any partifcular state. Such an approach would balance
the need for the Unfted States to speak with "one voice" internationally while
at the same time permitting states to meet revenue needs, protecting both
taxpayers and the states from substantial over or under attribution of income.
This approach would also be preferable to either $.1974 or S.1113 as currently
written, although either bill #f modified as suggested below would certainly be
an acceptable solution to the worlidwide unitary controversy.

S. 1974 - Unitary Tax Repealer Act

$.1974, introduced in the Senate on behalf of the Administration on December 18,
1985 by Senator Wilson (R-CA), would permit states to allow taxpayers to elect
to be taxed on a worldwide unitary basis, but would generally (although not
totally) prohibit states from imposing income tax on any taxpayer on a
worldwide unitary basis. It also restricts the ability of states to tax foreign
source dividends and imposes a number of new information reporting requirements
regarding a taxpayer's aggregate state taxable income, allocation factors, tax
payments, and stock investments in related companies (the so-called “domestic
disclosure spreadsheet™)., While superfor to current law's total lack of
restraint on state use of worldwide unitary taxation, we feel $.1974 should be
improved in several important respects.

Absent a taxpayer election, the bill should prohibit states from using the
worldwide unitary method in all cases. The definition of the water's edge group
should not include (as it currently can) 80/20 companies, foreign sales and
possessions corporations, or any other foreign corporations. The bill should .
also require states to exclude 100X, rather than 85X, of foreign sourte”
dividends from the income base. v
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In addition, the Secretary should not be given authority to add to the
information requirements of the spreadsheet, nor should corporations have to be
listed on the spreadsheet when the reporting corporation or the common owner
have less than a controlling interest in such corporation. Finally, the bill
should not specifically authorize the states to use the spreadsheet filings as
the basts for state civil and criminal penalties for negligence, fraud, or
material understatement of income or tax liability because the returns actually
filed with the states should suffice for this purpose.

S.1113

S.1113, introduced in the Senate on May 9, 1985 as part of the continuing effort
by Senator Mathias (R-MD) to prohibit states from including foreign corporations
in a “worldwide combination" to calculate a multinational corporation’s taxable
income, accomplishes this result by prohibiting the states' from taxing an
affiliates foreign source income until it is includable {n the parent's gross
income, and then only to the extent that the parent's aggregate foreign income
tax rate is less than 46X%. ’

S.1113 should be modified so that, unlike the current version, it clearly
prohibits states from taxing a domestic parent corporation's foreign source
operating income or the income of 80/20 companies.

The bill should also be modified to include an ownership test in its definition
of ™affiliated group”, as well as some indication of how brother-sister
controlled groups and combined groups should be treated.

Conclusion

In summary, Exxon believes the time has come for federal legislation which will
write a definitive end to the long-running worldwide unitary taxation
controversy. The method has become a constant irritant in our international
trade relations and frequently leads to international double taxation. Further,
even though the recent trend has been for the individual states to more or less
abandon the method, it could reemerge as a major controversy at any time so long
as states are unrestrained by federal legislatfon,

We would be pleased to work with the Congress, the states, and other interested
parties in reaching a reasonable federal legislative solution as soon as
possible.

October 1, 1986
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Statement
of
HOUSEHOLD INTERNATIONAL, INC.

on

Pending Federal Legislation Prohibiting State Taxation
on the Worldwide Unitary Basis, Restricting the State
Taxation of Foreign-Source Dividends, and Imposing New
Information Reporting Requirements on Multistate
and Multinational Corporations

September 29, 1986

Household International, Ine, is a diversified Fortune 100 corporation with business
operations located In all fifty states and major foreign countries. The President's
Working Group on unitary taxation called for the prohibition of the worldwide
unitary method of taxation as well as, the equitable taxation of foreign-source
dividends, as a means to achleve a competitive balance between U.S. and foreign
based multinational businesses. As a corporation deeply concerned with the
achievement of these objectives, we appreciate the opportunity to state our
position on 8. 1974 and H.R. 3980 which address the worldwide unitary tax
problem and related issues.

Household International, Inc. supports the enactment of federai legislation to
resolve the worldwide unitary tax conflict and, consequently, supports the goals of
S. 1974 and H.R. 3980. However, we have strong reservations with the proposed
legislation as it currently stands and suggest certain modifications which we feel
are absolutely necessary in achieving a fair and equitable federal solution to the
problems associated with worldwide unitary taxation.

Our comments and suggested modifications are set forth below and are organized
under two genersi headings both relating to specific sections contained in the
proposed federal legislation: (1) Section 7518(b). State Taxation of Foreign-Source
Dividends; and (2) Section 6139(A). Information With Respect to Certain
Multistate and Multinational Corporations.
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HOUSEHOLD INTERNATIONAL, INC.'S POSITION ON
PENDING FEDERAL LEGISLATION
(8. 1974 AND H.R. 3980)

Proposed Section 7518(b). State Taxation of Foreign-Source Dividends

Proposed Section 7518(b) prohibits states from taxing more than an
"equitable portion" of foreign-source dividends. This restriction may be
met if the state:

a)

b)

c)

excludes at least eighty-five percent (85%) of sueh dividends from
the taxabie base,

excludes the portion of the dividends from the taxsble base that
effectively bears no income tax after application of the foreign tax
credit; or

adopts a method of taxation that results in equitable taxation of the
dividend pursuant to regulations to be issued by the Treasury
Secretary.

Household International, Inc. believes that proposed Section 7518(b) is
inadequate for the following reasons:

a)

b)

e)

Although standards or guldelines are established for determining
what constitutes an "equitable portion® of foreign source dividends,
these guidelines are are only that - guldelines - and are not
mandatory on the respective states. Consequently, what constitutes
an "equitable portion" remains a matter of state interpretation.

Foreign-source dividends are not specifically defined. It Is uncertain
whether the limitations imposed under Section 7518(b) are salso
applicable to foreign dividend gross-up defined under [.R.C. Section
78 and subpart F income under [.R.C. Sections 951-964.

There is no restriction on the taxpayer's state of legal or
commereial domicile regarding the taxatlon of foreign-source
dividends. Therefore, the taxpayer's state of legal or commercial
domicile could impose a water's-edge method of taxation and still
fully tax the foreign-source dividends of the recipient. This is
precisely the inequity addressed by the President's Working Group
and agreed to be corrected in all proposed water's-edge legislation.
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In order to correct the vagueness currently existing in Section 7518(b),
Household International, Inc. proposes the following modifications:

a)  Section 7518(b) should specifically provide for the elimination from
taxation of at least eighty-five percent (85%) of foreign-source
dividends actually received or deemed received by the taxpayer. All
alternatives in determining what constitutes an "equitable portion"
of a taxpayer's foreign-source dividends should be deleted. (Page 3,
Lines 7-14)

b) Since the taxation of foreign-source dividends at eighty-five percent
(85%) acknowledges the nondeductibility of appropriate related
expenses, Section 7518(b) should specifically provide that no state
shall disallow a taxpayer's deductions or credits as an offset against
such dividends if such disallowance would have the effect of
including in the state's income base more than fifteen percent (15%)
of such dividends.

¢)  Section 7518(b) should specifically provide for the elimination from
taxation of foreign dividend gross-up defined under I.R.C. Section 78
at one-hundred percent (100%).

d) The limitations imposed under Section 7518(b) should apply to all
states, regardless of whether a particular state is the commercial or
legal domicile of the taxpayer/recipient. As a result, the exception
to Section 7518(b) for a state of commercial or legal domicile should
be deleted. (Page 3, Lines 15-17).

e) Section 7518(c) should define foreign-source dividends to include
subpart F income under [.R.C. Sections 951-964 and other foreign-
source dividends recelved or deemed received by the taxpayer
(including L.R.C. Section 1248 gain and consent and deemed
dividends).

Section 6039A. Information With Respect to Certain Multistate
and Multinational Corporations

Household international, Inc. questions whether the significant reporting
requirements contained in proposed Section 8039A and their attendant
administrative cost to taxpayers, have been adequately justified. The
compliance requirements for corporations subject to proposed Section
6039A are at least as burdensome as those currently associated with the
worldwide combined report method, even though the amount of useful
information presented to the states is minimal and already available to
the states without federal intervention. Uniess proponents of the federal
disclosure spreadsheet can better articulate their need for such
informsation, we believe the burdens to taxpayers are unwarranted and
that proposed Section 6039A should be deleted In its entirety.
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Notwithstanding the foregoing comments, should Congress still feel
compelled to include the disclosure requirements In the proposed
legislation, the following suggests certain modifications which we feel are
necessary to ensure that the legislation is equitable and capable of
consistent administration.

1.

2.

3.

PRESUMPTION OF CONSISTENCY IN STATE LAWS

The basic problem with the domestic disclosure spreadsheet is that
it presumes state tax law and its interpretation are the same in each
state. This is not the case. Each state has its own set of laws, the
interpretation of which Is made by each state's own tax
administration and judiclal system. What has consequently
developed is a system of taxation unique on a state-by-state basis.
As such, the spreadsheet will inevitably result in the disclosure of
filing positions which are Inconsistent on a state-by-state basis. The
fear is that these inconsistencies will be assumed to evidence
taxpayer error and cause each taxing state to ignore its established
guidelines and to adjust the returns in accordance with the position
most favorable to the state.

In order to alleviate this fear, it is suggested that Section 603%A
also subject states to certain disclosure requirements. For example,
a requirement that all states file the results of each completed audit
with the LR.S. would allow taxpayers to monitor state tax
administration and to determine whether the respective tax laws are
being properly and consistently applied.

ADMINISTRATIVE BURDEN AND COST

Because states have a right to most, if not all, information required
by Section 6039A, one major effect of the spreadsheet is that the
compilation and analysis will now become the responsibility of the
taxpayer rather than the state auditor. This Is a significant shift of
the audit burden to taxpayers which adds another layer of
administrative effort and cost. The [nformation and disclosure
spreadsheet requirements are far removed from the objective of
simplification. Based on 1985, Household International, Ine. would
have had to submit information and disclosure spreadsheets for 137
separate, affiliated multistate corporations. It will take substantial
effort to accumulate the required data and arrange it on the
disclosure spreadsheet to each state's satisfaction, given the
different laws in the respective states.

USE OF ONE COMMON AGENCY
Under the proposed legislation, any information with respect to a

Section 8039A reporting corporation could be disclosed to a
"common agency". Common agency is defined in Section

6039A(d)}4)XA) as any agency designated by "four or more States" to
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assist in the administration of the income tax laws of such States.
Consequently, more than one common agency could be authorized to
recelve disclosure information. This situation would compound the
administrative burdens noted in section two above. Section
6039(d)(4)(A) should be.amended to limit information disclosure to a
single common agency designated by all states collectively in
administering the disclosure spreadsheet. (Page 19, Lines 2-10)

FEDERAL PFILING SHOULD NOT CONSTITUTE AN ORIGINAL
STATE FILING

The filing of the information return required by proposed Section
6039A should not be considered an original state return filing. Due
to the extent of information requested, it is conceivable that the
federal disclosure return could be filed after the designated due
date. As proposed, the taxpayer could be subject not only to the
federal penralty, but to civil and cirminal penalties from each
participating state as well. The imposition of additional state
penalties is in our opinion, duplicative, harsh and improper and
recommend that proposed Sections 6039A(d) and 6039A(e)(3) be
deleted in their entirety. (Page 13, Lines 13-24; Page 14, Lines 1-2,
Lines 20-24).

NEED FOR REASONABLE CAUSE EXCEPTION

As noted in the preceding section, taxpayers are subject to federal
as well as state penalties, notwithstanding a good faith effort at
compliance. Although we first belleve that there should be a
prohibition against muitiple federal-state penaltles, the subjective
nature of the requested information requires, at the least, a
reasonable cause exception to the penalty imposed under Section
6039A(e).

INFORMATION REQUESTED SHOULD BE DEFINITIVE

Section 6039A(a) language which provides for the reporting of "such
other information required as the Secretary may by regulation
prescribe” should be deleted. The burdens known to exist with
respect to this legislation are already substantial and should not be
allowed to be expanded to include additional unknown burdens.
(Page 9, Lines 3-5)

DISCLOSURE REQUIREMENTS SHOULD BE RESTRICTED

Only information relevant to the conduct of a state income tax audit
should be required. The disclosure requirements relating to the
reporting corporation's Income tax liability in each state, its income
subject to tax In each state, and the method of calculation by which
the reporting corporation computed and allocated its income subject
to tax by each state, should be deleted. As noted earlier, the
income tax statutes vary from state to state. Even when the
provisions are identical, thelr interpretation and application remains
varied. As a result, the method of determining a corporation's
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income tax liability in other states under dissimilar taxing provisions
is irrelevant and meaningless when determining whether the proper
income tax liability has been reported in a specific state. (Page 8,
Lines 15-20)

EXEMPTION FROM DISCLOSURE REQUIREMENTS

The establishment of the domestic disclosure spreadsheet was meant
to offset the perceived revenue loss to states caused by the repeal
of worldwide unitary taxation. For many taxpayers, however, there
is no benefit realized from filing a unitary return on a water's-edge
basis. For these taxpayers, the disclosure requirements of Section
6039A are particularly onerous. We recommend that Section 8038A
provide an exemption from the disclosure requirements for those
corporations that elect to remain subject to worldwide unitary
taxation in those states that currently impose such method.

CONFIDENTIALITY OF DISCLOSURE SPREADSHEET

Section 4 of S. 1974 amends I.R.C. Section 6103, relating to
confidentiality and disclosure of returns and return information.
Subsection (d) effectively permits disclosure of tax reurn
information to any State tax agency to the extent necessary in the
administration of the tax laws of a state. We feel the broad access
of this information goes well beyond the intent of the President's
Working Group. Section 6103 should be amended to provide that
only states that unequivably prohibit both worldwide taxation and
the taxation of foreign-source dividends should be permitted access
to the domestic disclosure spreadsheet.



CONCLUSION

Household International, Inc. commends Congress's and the Administration's
efforts to seek a federal solution to the worldwide unitary problem. 8. 1974 and
H.R. 3980, although requiring significant amendments, provide a sound foundation
for achieving this objective. Consequently, we urge Congress to take immediate
action on this legislation. We request that the specific recommendations
discussed above be taken into consideration since they are believed necessary in
order to ensure that the federal solution, once realized, is both fair and equitable
to both U.S. and foreign-based multinationals.

Household International, Inc. appreciates this opportunity to present our views on
the pending federal legislation relating to the worldwide unitary tax problem and
related issues. Should you require additional information or wish to discuss our
comments further, please do not hesitate to contact the undersigned at (312) 564-
6105.

Respectfully submitted,
Household International, Inc.

By:

Thomas P. Maletta
Vice President - Taxes



ODate
Your relerence
TOG tetereng e

€ nelosures

334

48, Cours Albert 1v - 75008 Pans
Tetephone {4) 562 34 56

Cables  Incomerc-Pans - Telex 650770
Teletun (4) 225 86 63

?‘ Iiterngbona' Chamber o Commerce

PROPOSED UNITARY LEGISLATION-S. 1974 & H.R. 3980

‘U.S. Senate Finance Committee, Hearing Refore Subcommittee

on Taxation and Debt Management (29 September 1986)

STATEMENT OF THF_INTERNATLONAL_CHMABER OF COMMERCE

The International Chamber of Commerce (ICC) is an international
OrgaNIsSAt1Ion represent iy rhe husiness community worldwide, With
7,000 mi-abers comprised of companies and business assoc1ations an
more than 100 countryes, the JCC works to promote the prainciples of

a free market economy, and o fair and open system of international
trade and investmenn |

The 1CC has over many years consistoently opposed the use of the
worldwide unitary methodt of caxataon ("worldwide unatary™)., WwWorlde
wide unitary conflicts with the wseablished pranciples of taxation

as practased federally and anternationally and acts as an ampediment
to the free flow Of 1nternational trade and 1nvestment. The 1ICC has
long advocated 1ts removal and, 1n 1ts place, the secure provision
for 1nternationat business o the unconditional right to be taxed by
the States 1n accordance with anternationally accepted principles, as
1s the case for tederal purposes, The more specific objections to
worldwide unitary have been set out on many occasions and ICC takes
this onportunity to endorne the stronqg condemnation of the use of
this method contairned in Part 11 ot Treasury Baker's letter of March
% 1986 to the Chairman of the Senate Finance Committee (copy attached
for reference).

The ICC accordingly warmly welcomed the introduction in December 198%
of $.1974 and H.K. {9HU, tollnwing the President’s statement of
hovember 8 1'MS announcing his support lor the enactment of leginla-
tion which would require States to tax multinationals only on income
derived from the territory of the United States (“the water's edqge
requirement™). Such legislarion would thus prohibit States from
reaching out beyond the United States to tax companies, by the use of
worldwide unitary, on income earned vutside the United States by them
or by non-US comixinies 1n thie same affiliated qroup.

In the view of the IC”, 1t 1. only through federal legislation that a
satistactory, universal and Janraing solution will be found. That
conviction 1% reintorced rathey than daminished by the recent passage

ot "warer's caqdae” leairalation (5.4.R%) 1n California. As a clear
FeECOgRLItIon OF the strengit of the case adainst worldwide unitary
the California legialarton 1o indeed to be welcomed. But as a solu=

ion to the problem o wor Vtwnde anatary 1tous very seriously flawed.
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In particular:

(P Y) It does not grant an unconditional right to be taxed on the
water's edge basis. Inutead 1t makes the right to elect
water's edge sub)ect to 4 number of undertakings and
<€ongataions.

Most seriously, the water's edae basis 18 only available to a
company which contracts warli the Statse for a ten year period,
ofi An evergreen basis, to pay an annual fee calculated as a
_percentage of 1ts Calafornia payroll, property and sales.

(2) The State retains the powe'r, an & ranye of circumstances
: An which normally a financial penalty would be the appro-
priate sancrion (and i1n which inderd the State does an
addition impone the cuatomary financial penalties), to
disreqard a compuny’s watetr's erdae eliction wath retro-
actave effect and to sub)ect i1t mandutorily to worldwade
unitary.

The protection afforded by the California leqgislation i1s thus hedged
aodut with conditions and uncertainty, The door 1s left open to the
mandatory reinposition of worldwide unitary. Further, payment {(the
annual fee) 1s demanded as the price for bring taxed on a basas
consistent with that practased (esderally and anternationally, rather
than on a basis (worldwide unirary) which has been so widely and
poverfully condemned hy the federsl qovernament, by the major trading
partners of the US and by Anreranational business, both US and
foreign, for tht reasons Alrealy mentioned,

The 1CC therefoare urqee the Com ittes to qive urgent and favourable
consideration to S.1u74,

e leave detailed comment on &.1974 to othere but would draw the
Comn.ttee's attention to two leatures we reaard as unsatasfactory.

First, contrary to the President®s announcement and to the statement
an the transmittal letters to Conqress that the leqislation would
“prohibit states 1rom 1mMpOSIAG COrporate 1ncome tax on a worldwide
unitary basas”, S$.1974 as dralted would still permt States to apply
worlcwide unitary manJatorily in certain circumstances. It would
not, for example, prevent the antroduction of onerous requirements
of the sort whaich have appeared 1o certaan state bills (such as
payment of fees, undertakings as regards the location of investment)
anto their tax laws, the taxpayer's failure to comply with whach
would entitle a State to revort to worldwaide unitary,

The 1CC urges that S.1974 be amended s0 as to provide clear and
gquaranteed protection, thu; removing all uncertainty,

Secqnd, the ICC notes that the bill proposes to include within the
water's edge certain foreign corporations whose nexus with the United
States 13 slender Oor even, 1n some cases, non-existent, The ICC urges
therrfore that the warer's erdae boundary be drawn on a basis compata=
Lie with the permanent estahblishiment approach, thus clearly confining
the States' taxing powers to i1ncome derived trom the terratory of

the United States.

In concluding, the ICC again warmly walcomes the positive initiative
whicn has been taken and looks forward to a4 satasfactory resolution
of this long-staniing prohler. hy wuie early pansage of the ball,
sultably amendedu.
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AL A JU AALURLIL. NO W/ en ur

THESECRETARY CF TrHE TREASURY
WASNITEN

Farc- 8, 19¢%¢

- W/
Tear W ChabTBas:

€. 1974, {ntroduced ty Bcualel Titaen, am we'l ar fenatocs
mathias and Bawking, in tha Serate ¢ Decezbar 18, 19¢5, wacld
generally prohibit statem fre= leiying cirpocate Incoze taxes &n
a worldeide unitary basis., This lepielation falls within tae
jurisdiction of the Errate Pinernse Coenzittee. The bill wev
Craft=3 by the Treassury Cepart=en: ar the express directics ¢!
the Presidert ard hap tha full euppare of the Adrminiatration, 1
have attachad for ycur ccnsidmraticn a copy cof the Preallernt's
etate~ers of Noverber 8, 1985 oz the worldeide unitary tax {anyse,
dirvating me to prepare an2 sut=ir this lezlalation to Congress.
A tezheica! exglanacicr cf the bill, previding a cemplete
deacripulen cf tte provisions, is alsc encloael, This letter is
fntense? Lo previde you wivh Bacsiyrrend €n the worldeide voitar,
tan fesve pnd to degcridz the perioln €omTerng that have le? the
Krintstratien to propozs and sorpsrt this legtalesion,

1. bassristlsr cf Curters Stuete Corporase Incso2 Wax Fractice

-

Wnern a cccepcraticn {or relatel crc:p of cocprreticns) cperates
srrnae strte ¢r netional bocr2aries. cizpacing tax clalne c? the
Jerisdiceicres {n shich the CCLviala yivuy oiPRG0E W10 raerisp?
by ideatifying tha Incems attyicotadble to each duriadizticn. Twa
Aifferant tacatios eethode are in yuge for making this detercina-
tion: mapsrate azscurting and warlduide ualitecy conbiraticn,

Separate azcounting is the method cf tazation {n uvse gerer2lly
theouaholt the werld an? s ezplojel Ly the federsl goveranecnt,
Under separate ascountiny, taxatle inccze is Cezerained sape-
tatoly for esch indivi2ual corporation, Any f=proper {nc:ve €2
prefit snifticg between related corperationns for tax aveldence
fucpcses {8 corrected by regairiag *arm's length® pricln; in
related party transactions. Thaet is, flova of qocde and eecvicer
Lelwwws feleted or ~a~manly-gyned carpsrations are required to te
valued at prices ceorcespending te those that would yuveen trane~
a=tions betveen uacrelated entities operating at aro' # leagth,
Under the sepatates azcounting eethod, couble tarxation between
jurladictions {s reltevad either through exenption froc tax by
the residence jurisilctior (uvauatly the place ¢f Lncorpatation ct
zanagament cortrel} ef Incoze derived tn the soyrce Jurisdictlon
(the place the {nccte {a eazpel!, or by the reaidence jurlefic-
tion granting a credit for taxea pald te the soucce juriastctlion.
The United States fadecal LAT law uses the lattet approach,

BEST AVAILABLE COPY
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.2.

he Alternative wethod, weorldw!de unitary cexbloati{on, is
cortently veed by sever atates (Alaaka, Celifocria, 3éale,
n:ntana, Ko Banpahire, Wocrth Dakscta, ard Ttahe?) te detercire &
rcitiratlo-al ertnegrise’s state corpocate tee liabilicy, Cader
this apgreash, the businses {nscze cf all Indavilial conpa-len in
tre cermishly cortrollel ernterprise which ¢cparate 4n the saze
ceneral lire of bualrecs (the "uaisary Business®) as the
CLrpovation €f COLpTraticne mubjrch tc the sbrte’s tavning
juriaalct{on s ag3regated, regardlosa cf (L) whacther the othe,
1ndavidual campanies are foreige cr dozesticy (il) whether the
cthar Indivfdual corpanies dave a4 tax nerus vitk ¢r presence {n
the state in questics; and (1if) whether tne inccme of the other
§22ividual cozpaniee would be treate? as derive? from ferelgon &:
ConestiC MZ.rcem Lifc. folsval san vilas nr gerarallv accentod
{ntermaticral taxaticn principles. A share of tha aggregates
inzcre cf the werldwide unitacy group s then assigned o2
erpcraicenel to the tazing state on the tasi{a of & ferwola which
iIs intendel to meascre how pucsh of the activicy cf the unitary
beslness (ard hance {ta inceze! {2 attslbotadble &2 the taalay
Jorlgdictin-,

The pprocticatent foermula generelly vsed (o basel cn relative
a~-unte ¢f pryroll, property, and sales, 1f, f2r erazple, 2%
preent of tre payesil, property, an? sales of t e grizery greup
15 lezaced {4 the taxing Jurlsdisticn, then 25 percent ¢f the
greip'e Bs3regate fecome frox the unlizary business wiuld be
apzertior~d to that gtate. Becaune the appeortion-ent for=ule L
censldered tc ansign the apprepriate a~sant ¢f {osens to a
particolar stave, re futthar measucres are taken tc relieve mny
2oltiple teratico cf the gace incoze which Eay arise fron the use
cf differert {nzene edurcing reles £y cther taxling Jjuriadictions,

Urder th= warldwide u~ltary wvethed, dividerds gald by one
Ceeparimede L covea mtehin ehe yritary tusinass §roup are
ellrinatel as {ntercorpocate traﬂcgtrn. LhGer szpciene
azcounting, {n contrast, Interccrporate dividends ace recognized
expifcitiy as a flev cf incoze froz the Sividerd-paylng -
corporaticn to tha Qivicdend~recelving ccrparaticn, A “weter’s
edse" licfteticn c= the unltary eethed, f.e,, axcluding fcreign
ezrparatiorne; whild rerpat the separase entity status of velaved
e:~cstl= ard fcrelgn catpsrasiens, Is therefoie glves rlae tc
the queation cf how dividenls rezelve? by & U.§. corporation that

®  Gtah Pas adopted af=in{avrative rules thst vould abandern .
wirldwide yritary tazation uron {nple~entaticn of certaln goie:e.
aselstarce cruzaures, tncluding Lhe anantrent of th"totara;
assigterce legisletica contained in the propoeel till and
Cuscrited 4n peztion IV, below,
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s & merber cf a "water's edge” ualtary grovp fre~ a ferpls
cerporatica that {a rot a manter of the “water's edje" greup
sh>cld be traated fer state tax purpasss. The gosetic2 ¢f state
tazatic> cf foreign-source ¢ividerds i thus inextricatly 1li<kal
te the {save of worlduide piuitary taxation acd, as Cescribel
below, i3 therefore addressed {n &%a prerosed leglslation,

Cnler presext law, atate taration of 1ntesccrporate Clviderdw,
feeelgn and domestic, exhidits a range of prastice. THhough
dividends frooc a dozestic corpcration are svbject to tar in
rearly all states wish a ccrpocrate incoma tex, most of these
states 2lac grant a gividcoda-received &e2iuztion, frejuently the
8S psreent cr 100 parcant €eduction allosed under federal law.
As at the fedezral level, the eflect 0f this treatucent &5 largely
. to exempt dividerde pald bty a lovestic corpsration froz stae

corparate {ncoms tarmtico. Dividends recsived froc a forelgr
corpceaticn are sibjest to varying treattent, ranjing fros fuil
allccaticn (and thys taxzetion) ¢c the geciplent’s conmerclel
Gu-iclle, ae ennartinrAgnt, tc either full er partlal exesgilic:.
UrliXxe the fpicral governmert, ro stats a.ierlcles {..Lernastn~a?
éouble taxaticn of foredign dlvicends by allosing & forelga tax
credit. ’

Il. PReasans for Adcinimtcraticn Croositicn to Worldwide Coitery

It has been the lonzstanliry pziley ¢f the Unitel Btates to favse
the separate sccounting methed jor sllecating fncome ances
rations fer purposes of taxatiecs, This palicy is esbodie? in the
Internal Peverue Code ani (s a central feature in our bilateral
tax treaties., Sepacate szzourting 48 a.so the internatiorsl
stardard., The wedel tax treati{es pablished by the Organizasliorn
for Econsaic Cocperation and Davelognest ("OBCD®) ard tha Daftel
Maticns ("UN*) specify that transsatfonre] incooe is teo be tszel
c= a separate accocnting basis, Thus, esntinued state worlddile
unitary texation $a direstly In cenflict with federal and
{nternaticnally azcepied practice and {rpedes the abllity et the
federal governnent to pursue this pollcy in dts internsticzal
deellings,

During the dcbate cvar wnrldvide untitary texation, foreigr
govern~ents have lepeatedly petiticned the federal governsent

to act toc curb state use of the worldei{de unitary method,
Diplonatic rotes articulating the problers caused by stace
worldwide unitary taxation have been received froz virtually
every developsd cauntry in the world, including canada, the .
United Fingdor, Gerpany, Frarse, Balgiuz, the Netherlarnds, Italy,
Seltzerlanl, Japa~, and Australia, The United xingdom, &n July,
1985, accste? asti-unitary reteliatcry legialeticn that waulé
perxit the O.F, governnent to effestively increase the L. X, tex
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02 dividernd distribstlions free U.X, subaidiacies to tneer L.>.
Tarent corporaticns operating {n wcezldeide unitacy states. I
splene-ted, this legislatica would clearly violate the U.5.-7.%,
bilacersl Inccoe tax treaty., %his legialation, by wirtces cf a
Brovisicn which oakes posalbie the rezroactive Icpositio: ¢f
‘Reavy rFeralifen, was Naving a= adverse effect oh the willinzness
ol G.B. companiens to repatriate earnings of their 0. X, si"sid1~
aries to the Tniteld Srates, (Tne U.X. has now ajreed ¢t~ éeofer
fnplenantation ef this lestealacicn for the time belng.) The
adoptioz ¢f this legislaticn by the U,K, fllustrates that state
worléwldes unltary tecation fs clearly adversely affesting the
United Einter' foreign ecorctlic celatiane,

Foreign governrments ard businessss that are subjest to wecllwlide
enitary taxation argue that thiz methsd of conpating etate tex
givea rise to doudle taxation ¢f forelgn {nccme. They also
conten? that worldwide unitary taxation {s ad=inistratively
burdensc=a, particulnrly for forelan ownel cozpanies, Trese
revulias ace fnevictable as lony ae A fev states rely ca 2 =ethq
of meesuring {nceze that g &ifferent fron the approach vas? by
the rest cf the world.

Thesret!lczelly, € all jurlslicticne, donestic acd forelse
tc adapz a uniforn unitary sethod cf taxacisn, and apply
conniszertly, there would te no douhls taraticn aa the oo
w:'d not appertion the pame {nsene to more then eone jari
tion., The proYlen, however, ar!isss fraw Lhe fast that caxtines
regocting cn a worldwide unleecy basle la a distinctly ninority
rectice, Ir an environrent in wiich ssparate acccunting ls the
generally accepted role, srtate taxat{on oa a worldwide cnitery
basia creates a clear risk ¢f doudle taxaticon, Resause lahse
crate., p;gpgrgr values, and profitadllity can vary greatly amdpg
countrieg, an {nzcrme kweasurenent systes bass® i [.vauin ’
apportionnent L8 Ln cpen conflict with the {nternational stardarzd
of sepirate accounting., Thia {e because forrmula apportioraent
assumes eil parts of a unitary tusiness are egually prolfitadle
wvhereas separate asccunting askrowieldyes that {ndivideal corpora-
tions can earn ¢iffecent rates ¢€ retucra, Double taxation will
result 1¢ tha relative profitability of tha {nvestieat in the
unitary taz state is less than that of the affillated oversens
operatieons that atre taxe? abroad on A Aepacate accounting tasis.

Etate use of the warldvide unitecy method also creates .
adrinistrative burdens fcr taxpayers. There are substantial
casts 2caociated w'th collecting and converting ascountine data
genarate? by the various forelgn affiliates af tha cnitary geoup
to a form conmiatent with 0.6, standards. Thase burdens can ke
particularly azute for foreign-owned conpanies vhich ase not
regui.ed vo keep data under U.S. tax and flnanclal accauntio?
tules ¢ thelr nen-0.8. operations for any other purplte.
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The use of the worldewide unizary methcq Sy some statas may 2lsc
inhibit and dietort the faternational flov of investmast capftal,
Yo tha wrAn of ga¢ forelgs goveranant, *(t]he [unizery tax}
@rthcd can chill {oternaticzal juveslo:ns ar® Aarrpans officlent
allocatien of ressarces ard enzlayment eprortunities., In
ceicalar, the unisary methnd can {npede forelgs apity foto the
United States markas.® Coasejoently, acsording tc & group of
forelgr governcents, worldeside unitary tax constitutas *,..a
merious chatacle ta the further developrent of car trada ard
fnvestrent relationships,® (Ncte 2igned by the Antasandors of
fourteen of our major traling partners), The United Stataa is
atrongly cen=itted eo enccuraying the free meverent of in=eg-
nat{cnal diract fnvestmant capltal azross national boundaries.
,Btate use of the worldwide unlizary neth:d £8 unzcceptable becavee
1z can adversely affazt this clearly articulated fedecal poite;,
The Unlited states, as the country hosting the largest areunt cf
forelign direct favestrent, has sained ercrnously from the {nflow
cf forelgn investzent. If the use by scxze of our statee of the
wirldvide uaftary metho2 Lahibits the flow of capltsl, the
zonoale well~beling of the courtry as a whele weuld suffer, Boze
ateten Cay te fn & pestelon in which thalir use of the unizary
nethsd causes foreigo investars to tulnh awAy fron the Unfze?l
Seates altogethar (rather t>a~ akift {nvestszents toc othar U.S.

stetes). .

I~ Septenber 1983, &n resyconee <o corplaines ralsed by both the
U.S. ard foreign business conmurisy and forelgn goverarents cver
the Siprate Court deczisien In Contalner Corp. v. Franchise Tax
Eoatd, Preslident Rcajan acked taen Tredeury fecztetary Denalo
Fegar to establish and cha!r a Worldvide Unlvary Taxation Hitking
Croup. Tnis group was cersosel cof represertatives of the fedaral
governcant, state governteats, ard the businese community an? wis
esked t> provide recomreniaticne suitadla for resoiving the
fasces ralsed by worldwide uritary teration.

pt {ce final meeting on May 1, 19&4, the Werldwide Onitary
Taxation Wocking Group agteed cn three principles that sheuld
cuide state tazation of the lncome of multinational cerporaticns:

*Water's edge® unitary combination for both

Principle 13
C.S5.~ and foreign~based conpanies.

Increass? federal aZrioiatrative aesistance and
ccoperation with the statea to pronose gull
taxpayer disclosure and accountability,

Principle 2

Principle 3: Competitive talance for U.5. rultinationale,
forelgn multinationals, and purely dormestic

buginesees,
While the first and thir? grinsiples vare to be adopted volun-

tarilv o~ a state-by-state beusir, Principle t, {e pacticular,
tepreaented a clea. reeogulrien by the Work{ng Group that the
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scperate azcounting wethod was aupecior tc the worldwide unitary
meth2d ir the {otarnatloral contexs, THe Adzini{stration was very .
Prretul that thme atatea would be able %A Pesclte the werlde!de
wr{tary gpretler along the lines advocated by the Working Grolp on
8 voluntary brals wizhout ressrt to federal lejislative Inter-
¢antion,

Bl{ace the aZoptfon ef the Warkiny Greup Report sswe wtates have
change2 their lawas to ccnforrm to the working Group principien.
Pireidn  falarade, Infiana ard Qre33d heve cessed taxing c¢n a
wotlduide unleary basizs, A massacfiusacss couil dolalan Ingoeas
lici{taticrs on that state's use cf the worldwide unitary mesha2
and the state Jegislature has to date refrained froun taking ary
ection that would pernit appllcation of that methnd in the face
¢ the jJulscial dectsion. Bowever, seven other states contlinue
%3 ut2 the worldwids gnitary cethod, 1In pucticular, efforte in
Califormia to enact legislation linizing wirldwlde uiitery
tezation rave foundered {n the past tvd legialative seseicrs,
Esst receqtly whan tha Calfforr{a lesislature adjourned fecr the
year in Septexber, 1965 withsot taxin; astien ¢z the fssue,

In trans~liteing the rerort of the Working Group to the Presidans,
tesrezar, Roynr dndinated that he wiull frecomzend restrictive
federal lejislatior tf schbatantial voicntary progress la? nst
becs made on the worldwi:de vrisary 1ssus at the state level by
Joly 31, 1965, Tnat cate hae long since paseeld. Wwe nce belleve
t*at the time has coze for Congress to act to finally reszlve
tnls serious internationsl econczlic problen.

121, Sta-a Taxation of Porelgn-Ssurce Dividerds

Tre taxaticn of ferelgn-sourse ¢lvidends (s &lrectly relatel te
the fsgue of worldwide unitary taxation, A limjited resolntion of
the worldelde unitary issue -~ cich as 2o ayreemeat by staten nct
to impose worldwide unitary tax but with no restriction on the
tasation of forelga-soucce inzercorpsrate dividends == would
causs ulhaz serieyc prahless, In effest, this would be &
*foreign only® situaticn, freeirg forelgn-owned multinationsle
from the yoke of worldwide unitary taxation while subjectiog U.S.
based multinationals to full taratica en thelr foreign dividend
iozoze, Buch a *forelgn oaly® sslution, 1f adopted, would
disadvantage domestically controlled bus{nesmes. The Wotrkiog
Geoup's thizd principle recugnizas the need for conrpetitive
batance for domestic multinationala, forelgn sultinat{onale, ard
gurely doreatic businesses., That pricciple regulres that
legialation restricting state unltary taxation also addrese the
geueatlor of equitadble ntate taxation of forsign-sourse dtv%dends.
Cnrelieved state taxatlon of foceign d.vifends is oot cozelstent

with Friuzliple 3,
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Cusestricted ptake taxatlon of foreign AiziAenda wanld gutiect
¢oaestic buginesses to msericus doynla taxation of forelgr inccae,
Peleral trx pollcy Rae lozg beer characterizad by ite comaiztent
to avold foternational dcuble texation. Indenl, the Urized
Btatea kae been a lecdec in & woarldwide sffart to establiat
taning rules undsr treaties and csmnonly acceptel principles that
.Eipimize ieo%etinational double tazaklou. Xf a clesr federal
policy is pot tn be undercut by state action, stetes must coxply
with thia polley of eliminating dsuble taxation and therefcre be
élni;eddte taxing scre egulitatle portion ¢f forelgr source
ividecds, -

The leglslatfon dces not mandate that any apecific aeth&% c!
dividend taxasion be l:iiposed v the stacemn. In wur View,
atguzerty of state figcal soverelgnty atrongly indicate that
statns should have leeway to tallet thel: owa swystens of tazstlc:n
to the eatant that they €9 not caude ser:.ous foraign Ccamerca
difficalties by resulting {n aystezatic overtaxation and &ouble
tavaticn of U.S. buslneas in contraverticn of esteblished feZeral
and international pollecy. The legislation therofore previdas L2
troad ters2 for the eguitable taration tf €ividenss and s2;220ts
certain euidelinas that ptates couylld follow in satlafyiny trat
atan3ard. As ap fliustratiorn cf the flexibility of the spproech,
the lagislation wcald eccept aas appropriste the treatrment cf
dividen?s in such states as Colocado, O:230n, Plorida anl
111innis, gtates waich have beas inefrstaly invoivad in the

virldwide unitary tax contrcversy,

IV. Infarrstion Raparting and Other Yeleral Assistance

stetes have legiti{mately contendel in the Working Grocup ard
elsevhere that they lack the resources ard ability to monitas
sdeqiately trararaticns batween mesbers of a water's e23e unitary
gtoup and retated forelgn corpanies outslde that group. The
Treasuty Depariment agreed wish tezonrerdations of the Working
Group to pruvide appropriate federal assistance to the states ir
order tc sssuvre proper working of the ssparate acecounting methed.
The Warkiny Group suggested that an annual inforrmation :eturn ke
£11rd with the Internnl Revence Geevice by sulti{national
conpanies, This return wauld in turn be shared with the states
end with multiscate andit agercles aad would provide statea with
gone sssurance that corporations bad allocated and appartioned
the appropriate share of the corporatior'a fincome to each state,
The repart would alec fdentify those related cocpaniex with which
anrious income shifting would be rost lively te arise. 1In the
suzzer of 1985, the Treasury Depatrtrant published ger ccarert a
draft of legialation icplementing this repocting aystea. 8ec512n
3 of the bill Ln based upcn that draft after taking loto azcount
the mary conments recelved fron affected businesses and the -
varioas atatea. We believe that the inforcation repottiog systes
provided for fn tne bill 1s an Lntegral part of the solution to
the waridwide unitacy prcble=.



343

-8~

io crder tc previde states with greater atsistance the Tressuty
Lepartmars alss indicated in the Working Gzeuy an [nteptler to
lncreass the rescurces devoted to the IR3's adxin{stratior cf tax
lavs applicatle to forelgn operations cf multinational cazpirnies.
I urga your asslstance in apgproving the {arreesel Ecdger
asprepriations that are belng rezueste? for tris purpose.

Corzclueion

" —v——

£ exwarniy rrag bhe Ercmgt and favcratle conslderation cf this
legislaticr by the Filnante wv.leoi.. [as sariraw fnrelon
comrerce difficulties caveed by the use cf the worl u[&e LilTary
taz methcd by a fev atatee must novw be renolvel,

oMP has advised that there §e no objezticn froe the atanip:iot of
tne Adrinistration's program to the presectation of this lejla-
Tation to the Congress and that its enactzent w-uld be ia accerd
with the pregian 02 the Toenldant,

Sincerely,

st

4

et A. brear, IIZ

=ne ¥orora®hle BcYb Packwood
Craizman, Finance Coaxittae
t{ted States Senate
tiashingytor, C.C. 2CS5'C

BEST AVAILABLE COPY
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Mobil Corporation 1S0EAST 4 STREET

NEW YORK NEW YORK 10017
OFFICE OF TAX COUNSEL

THOMAS J DU BOS
T
October 1, 1986 AX LEGISLATIVE COUNSEL

The Honorable John H. Chafee
United States Senate

567 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Chafee:

1 appreciated the appointment to appear before your
subcommittee on September 29 on behalf of the National
Association of Manufacturers to testify in favor of S.1974. 1
would like to offer some additional comments on behalf of Mobil
Corporation.

Perhaps ihe single most important aspect of S$.1974 is that
it provides a uniform method by which both U.S. and foreign
multinational companies may be taxed by the various states on a
fair basis irrespective of the companies' country of
incorporation. This "level playing field," so long sought by
U.S. multinationals, will remove the competitive disadvantages
that are present in a number of States including California-
which have purportedly repealed worldwide combination in favor
of a water's edge method of taxation. In fact, worldwide
reporting continues to be the norm in California while the
option to elect water's edge requires a substantial annual fee
and a ten-year commitment to remain on water's edge. Indeed,
California's elective water's edge method does not even take
effect until 1988. ‘ -

At the hearing you expressed an acute concern about
situations in which U.S. companies are placed at a disadvantage
with respect to their foreign competitors as a result of state
taxation. You requested a submission of information detafling
instances of such discrimination.

1 believe that we need look no further than to examine
state taxation under the worldwide unitary concept or the
water's edge combination as practiced by California and a
number of other states, such as Indiana, Minnesota, Maine,
Nebraska, New Hampshire, Oregon and Kansas for an illustration
of how U.S. states generate an uncompetitive economic climate
for U.S. multinationals.

The most prominent specific abuse is to exclude from state
taxation the income earned by a foreign multinational from its
business operations abroad while subjecting to state tax the
same type of income earned abroad by a U.S. multinational.
Montana was cited at the hearing as a classic example of this
type of discrimination by a state using the worldwide method of
taxation.
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In general, there are two major areas in which states
(including California beginning in 1988) that are not using the
worldwide method are taxing U.S. and foreign multinationals
differently. These areas involve the taxation of 80/20
companies and foreign dividends. These two areas, which are
described below, are largely responsible for creating the
uncompetitive business climate experienced by the U.S.
multinational in connection with state income taxes.

The lack of a level playing field is illustrated in the
case of 80/20 companies. As you know, 80/20 companies are
U.S.-incorporated companies which perform substantially all
(80% or more) of their business activities outside the U.S.
These companies are subject to foreign taxation in
jurisdictions in which they conduct business. Under the
recently-enacted California water's edge method of taxation,
the foreign source before-tax income of 80/20's is included in
the California tax base without deduction or credit for the
income taxes paid to foreign governments. This not only
results in double taxation but creates the absurd situation of
a tax on a tax, e.g. amopunts which have been paid to foreign
governments as income taxes are included in the water's edge
income base and subjected to additional tax in California. The
same situation prevails in Minnesota, Maine, Nebraska, Oregon
and Kansas. In many cases, particularly in the oil industry,
the rate of foreign income tax is far in excess of the rate of
U.S. corporate income tax.

Because foreign multinationals usually conduct business
outside the U.S. through foreign-incorporated companies, the
foreign multinationals' before~tax income from foreign sources
is completely excluded from taxation in California and other
states under the water's edge method. By itself this is a
major state tax burden which must be overcome by U.S.
multinationals if they hope to compete successfully with
foreign companies.

A second significant area of taxation by states which
results in discrimination and lessened competition is in the
taxation of dividends received from foreign operating
subsidiaries of U.S. multinationals. The methods of taxation
differ widely among the States, e.g. both Indiana and New
Hampshire use the water's edge method and exclude both 80/20
companies and foreign incorporated subsidiaries from the tax
base but include all foreign source dividends. A serious
competitive problem is created to the extent that foreign
source dividend income is subject to state taxation. This is
particularly true since the states do not include in the -
taxpayer's apportionment factors the foreign property, payroll
and receipts that generated the foreign dividend income.
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Foreign multinationals with parents headquartered outside
the U.S. are clearly not subject to state taxation on dividends
from foreign operations. Some would arqgue that the foreign
countries tax the foreign multinational's dividend and
therefore a balance is created between the U.S. and foreign
multinational company. In most cases this argument is wrong.
Foreign countries generally tax on a territorial basis. Under
this method dividend income earned outside the taxing country
which is received by a resident of the country is exempt from
local taxation. The net result is that a portion of the
dividend received by a U.S. multinational is taxed by various
states while similar dividends received by foreign
multinationals escape tax.

While it may be true that in a perfect world, "all things
being equal,”™ foreign and U.S. multinationals, as well as
purely domestic business, will pay the same income tax on their
business in Montana, to use the example referenced in the
subcommittee hearing, the fact is that all things are not
equal. Far from it.

Multinational business must contend with fluctuating
exchange rate conversions in determining apportioned foreign
source income for state income tax purposes, while this is not
a problem for purely domestic business .

Furthermore, for an apportionment formula to work fairly,
the factors (receipts, property and payroll) which form the
numerator and denominator of the apportionment fraction and
which therefore decide the amount of income to be allocated to
a specific state, must have a degree of uniformity in labor and
property costs in both the numerator and denominator. This
does not exist in the real world in international operations
where foreign labor and property costs are often much lower
than in the U.S. For example, in order for the apportionment
of income formula to work properly, it is necessary that each
dollar of property and payroll expended generate a relatively
uniform level of profit wherever employed. In realty this
assumption is gseriously flawed and generally works to the
detriment of multinationalrsbusiness in connection with U.S.
state taxation of worldwide income. To illustrate, the
generally higher labor and property costs incurted in the U.S.
to produce income versus the Middle East, Asia, Africa, South
America and even Europe draws a disproportionately higher
amount of total worldwide income to the U.S. states. This
occurs because the higher U.S. costs go into the numerator of
the apportionment fraction while at the same time the generally
lower level of foreign labor and property costs go into the
denominator of the apportionment fraction. The lower foreign
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costs combined with often higher productivity in foreign areas
result in higher foreign profits being taxed by the U.S.
states. This perverse result is found when we examine oil
producing costs and productivity in the U.S. versus foreign
areas, particularly in third world areas, where large amounts
of Mobil's income is generated.

Indeed, in Mobil's case, the state tax on foreign tax and
the extreme differences in oil well productivity and costs of
operation (property and payroll) between U.S. and foreign areas
results is a large misattribution of 80/20 company income to
the U.S. states. This income is being taxed in U.S. states
such as California, Maine, Minnesota, Nebraska, Oregon and
Kansas which include 80/20 companies in their water's edge tax
base.

The U.S. Supreme Court has invited the U.S. Congress to
resolve the disparities existing in state taxation. Mobil
believes that only federal legislation will provide permanent,
uniform and fair rules among the states in the taxation of U.S.
and foreign multinationals. S.1974 would achieve this desired
result and end the competitive disadvantages experienced by
U.S. multinationals.

The President's Working Group set out the following three
principles which are embodied in S.1974:

a) States repeal worldwide unitary combination and adopt a
water's edge combination

b) equitable taxation of dividends on a uniform basis by
states

c) competitive balance among foreign multinationals, U.S.
multinationals and domestic companies.

It was the intent of the Working Group that multinational
taxpayers receive the protection which is granted by S.1974 and
in return those taxpayers would make available information
required by the states to assure that income was correctly
reported. This concept was embodied in the proposed
"gpreadsheet™ portion of the legislation. Clearly, however,
the benefit of the spreadsheet information must be contingent
on passage of S.1974 or similar legislation. Any other result
would further burden multinational taxpayers with an
extraordinary administrative cost and worklcad without
receiving the protection afforded by the principles of the
Working Group.
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We are grateful to you and the members of the subcommittee
for having held the hearings on September 29 and we hope the
testimony presented there will aid in the passage of
legislation such as S.1974 during the early stages of the 100th

Congress.

Thank you for the opportunity to present these views on
behalf of Mobil Corporation.

Yours very truly,

Thomas J. DuBos

Tax Legislative Counsel
TJID:iqg
1140Q
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Mr. Chaimman:

The Naticnal Governors' Association appreciates the opportunity to provide
you with written testimony concerning proposed federal legislation, S. 1974
and S. 1113, intended to preempt the authority of states to utilize the
world-wide unitary method of taxation and tax foreign source dividends., In my

statement [ will address three issue areas that I believe you should examine:

1. the present use by states of the world-wide unitary method of

taxation and the taxation of foreign source dividends;

2. reasons why no federal preemption of state authority is

appropriate; and

3. reasons why federal assistance to states in their taxation of

multi-national corporations is appropriate.

Present Use

In 1982, there were thirteen states - Alaska, California, Colorado, Idaho,
Il1linois, Indiana, Massachusetts, Montana, New Hampshire, New York, North
Dakota, Oregon, and Utah - that utilized the world-wide unitary method of
taxation. These states were later joined by Florida, California collected

approximately $500 million of the $700 million attributed to the use of that

o2-
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method. At present there are only three states still utilizing world-wide
unitary taxation. They are Alaska, Montana and North Dakcta; and it is
anticipated that Montana and North Dakota will amend their legislation next
year by adopting a water's edge concept of unitary taxation. By the end of
1987, only Alaska is expected to be utilizing comprehensively the world-wide
unitary method, and the corporations most greatly affected there, the
petroleum companies, want its use continued because it reduces their state

income tax liability.

Twenty-seven states presently tax foreign source dividends, collecting

between $445 million to $550 million in the process.

States which have used the world-wide unitary asethod of taxation contended
that this method of taxing multi-national corporations is fair, efficient and
produced significant income. Corporations challenging the use of unitary
apportionment either on a world-wide or domestic basis have lost every
challenge in the Supreme Court. Most recently in Container Corporation of
America v. The Franchise Tax Board, 463 U.S. 159 (1983), in which NGA filed an

amicus curiae brief on behalf of the State of California, thc Supreme Court
found that the use of the world-wide unitary method met due process, equal
protection and foreign commerce clause constitutional standards. The Suprese
Court has concluded that the use of the unitary method is as fair as the
separate accounting method, a method which the Treasury Department would
impose on the states and which is not always as effective in requiring
multi-national corporations with mmerous subsidiaries to pay their fair share
of state taxes. The Supreme Court concluded that the separate accounting
method had as much potential for creating the risk of double taxation with

foreign goverrments as the unitary method.

-3-
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Present state use of the unitary tax method has aroused vigorous
opposition by multi-national corporations seeking to reduce their state tax
liability. Foreign govermments have provided verbal support for their large
corporate constituents. Howev;r. the Senate has never ratified a U,S. tax
treaty with a foreign government to preempt state authority to utilize the
method nor has a foreign government ever taken amy action against the United

States for permitting state use of the method.

Rationale for No Federal Preemption

As a matter of federalism states should be able to choose their own tax
system and taxing methods. NGA's adopted policy position A.-4 entitled
"Avoiding Federal Preeaption of State Laws and Policies' speaks to the issue.
It reads in part:

The Constitution assigns certain responsibilities to the federal
government and reserves the balance for the states. Accordingly,
the role of the federal government in areas reserved { r states and
local government should be strictly limited ....

Integral to ‘the operation of state government is the freedom to
structure state revemue systems. It is essential that the federal
government not preempt, either directly or indirectly, sources of
state revenues, state tax bases or state taxation methods,

Nothing is more important to the states than their ability to collect
revenue to finance the provision of services to their individual and corporate
citizens. The unitary method is merely a technique which some states have
chosen to use (o ensure that multi-national corporations pay a fair share of
state taxes commensurate with the services they receive. It would be unfair
to those states to shift the tax burden to domestically operated large and

small businesses to pay for services provided multi-nationals,

-4-
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One benefit of our federal system is the ability of states to operate as
laboratories for new programs and methods. The stzte experimentation with the
unitary method serves as a useful example of how one taxing method works, and
provides information to the federal government and state governments on

whether this method can improve revenue bases by enhancing tax compliance.

Essentially, the type and method of taxation a state uses under our
federal system is a local question, provided it meets constitutional muster.
The unitary wethod has met all constitutional challenges, including
allegations that {its use prevents the United States from speaking with one
voice in foreign policy matters. Since the question of its use is strictly a
local matter, there should be no federal interference through preemption.

In 1983 President Reagan had then Secretary of the Treasury Donald Regan
established a Working Group on World-Wide Unitary Taxation. Goveinors
Deukmejian, Thompson, and Matheson represented the National Governors'
Association along with representatives of state legislatures and state tax
officials, The Working Group agreed to a report which called for voluntary
state action to wodify state laws in return for federal assistance in state

taxation of multi-national corporations.

Sirce then, of the 14 states which have utilized world-wide unitary, only
3 states still do - Alaska, Minnesota, and North Dakota, Forty-seven states
do not. California, the largest state user, does not. Whatever concerns the
* Administration, multi-national corporations and foreign governments may have

had, are dissipating. Even Minnesota and North Dakota are likely to recede
from world-wide unitary to "'waters edge" unitary by the end of next year.

-5e
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Only Alaska is likely to contimue to use the method because its use is
supported by the major multi-national corporations doing business in that

state.

The only outstanding state-related issues covered by the proposed
legislation are whether so-called 80/20 corporations should be included within
the definition of waters-edge and what level of state taxation of foreign
source dividends 1is acceptable. Neither question has foreign policy
ramifications; neither question could be resolved by the Working Group.
Since the resolution of these issues is strictly of domestic concern, there is

no reason for the federal government to be involved. They are strictly state

qestions,

Federal Assistance

As part of the Working Group agreement, the Administration indicated it
would provide federal assistance to state tax compliance efforts in return for
state modification of world-wide unitary laws to waters-edge. Only 3 of 14
states that used the world-wide method do so now, but the promised federal
assistance has not been realized. We urge the Committee to work with the
Administration and other appropriate Congressional Committees to authorize
disclosure of taxpayer information to states, renegotiate tax treaties,
enhance IRS capabilities and provide appropriate IRS training and cooperative

efforts.

In summary, there i{s no reason for federal preemption, but there is reason
for the federal government to stand by its commitment to states to enhance
their compliance tools so multi-national corporations will continue to pay

their fair share of state corporate income taxes.
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TESTIMONY OF ROBERT A. DENMAN, LEGISLATIVE ASSISTANT FOR THE
NATIONAL FARMERS UNION BEFORE THE U.S. SENATE COMMITTEE ON

FINANCE, SEPTEMBER 29, 1986.

Mr. Chairman, I am Robert A. Denman, Legislative Assistant
for the National Farmers Union (NFU), a family farm organization
representing some 250 thousand family farms in the Nation.

The National Farmers Union has long been on record in
support of the unitary method of calculating the taxable income
of multinational corporations. We testified before the House
Ways and Means Committee in 1980 in opposition to legislation
similar to S. 1974, the subject of today's hearing. In ths 1982
Supreme Court case of the Container Corporation of America v. the
California Franchise Tax Board, the NFU filed an Amicus Curiae
brisf in support of the Franchise -Tax Board noting that
"invalidation of the California tax would result in
discriminatory treatment based solely on geographic
considerations." We argued then and continue to hold that
fairness to state and local taxpayers requires that those engaged
in 1interstate and foreign commerce pay a fair share of the
burdens of government.

I come before you today because we believe that should
federal legislation restricting state taxation of multinational
corporations be enacted, it would pose a threat to American
farmers because: 1} It would subsidize foreign investment in U.S.
farmland by sheltering the profits of foreign investors from
effective state taxation; 2) It would encourage the restructuring
of corporations so that the bulk of their American profits could
be attributed on paper for tax purposes of foreign subsidiaries
or associates; 3) It would result in a severe loss of revenue to
State governments, tending to shift the tax burden to the real
property tax base, already sorely overtaxed.

The tax climate of the U.S. is already tilted in favor of

. foreign investors in the U.S., and in favor of the flight of
capital of the nation's corporations into foreign investment,
both trends being motivated by the prospect of tax avoidance.
More American farmland has come under foreign ownership since
1977 than in the past fifty ysears. Fifty-four percent of all
farm land parcels owned or controlled by alien investors have
been acquired since 1975. We are not contending that all
investment by U.S. compeanies in foreign plants and subsidiaries
or all investment by foreign companies in American plants and
subsidiaries is undesirable. But, we do question such investment

where its principle motivation is tax avoidance.

United States tax policy, in our view, must recognize the
economic self-interest of the United States. 1If, due to federal

600 Maryland Avenue. SW. ® Suite 202 & Washington, D.C. 20024 @ Phone (202) 554-1600
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legislation, the unitary method of computing taxable income werxe
to be disallowed, this would shift a substantial annual tax load,
estimated in the hundreds of millions of dollars annually, from
the foreign persons and corporations to state and 1local
taxpayers. Since state sales and income levies are already at
what many regard as scarcaly tolerable levels, the tendency would
be for the revenue lost by the states to be sought largely from
tho property tax base. In many states, agricultural land is an
important part of that tax base. In contrast, the tax burden
imposed on the multinational corporations by the U.S. federal
government and the several states is relatively light.

A decision of this body to bar the use of the unitary
apportionment system would have the effect of acquiescing in
discrimination in favor of multinational corporations to the
detriment of domestic corporations. It would interfere with the
rights of the states to tax incoOme which is earned, in part, in
their respective states and also lead, undoubtedly, to a
restructuring of business activity in order to avoid state taxes.

Such a decision would encourage multinational corporations
to engage in a tax "shell game", to assign their profits to
jurisdictions which allow them to avoid or minimize tax
liability. The opportunity to attribute U.S. corporate profits
on paper to foreign subsidiaries or associates should not be
encouraged by this body.

Our policy statement on this issue continues as follows, “At
a time when the federal government is turning responsibility for
programs to the states, actions should not be taken which would
impair the state tax bases or provide tax 1loopholes for
multinational corporations.”

Thank you Mr. Chairman for your time and consideration.
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New Mexico

TAXATION & REVENUE DEPARTMENT

e Eqnal

P.O.Box 630, Santa Fe, New Mexico 87509-0630

September 3, 1986

Betty Scott-Boom
Committee on Finance
Unfted States Senate
Washington, D.C. 20510

Dear Ms. Scott-Boom:

We are submitting a statement f 'r inclusion in the record of the hearing to be
held September 19 by the Subcommittee on Taxation and Debt Management on Senate
Bills 1113 and 1974, restricting use of the worldwide unitary method. The
statement, and five copies, are enclosed.

ckie L.
Secretary
VLF/al
Enclosure
MANUEL LUIAN SR BULDING DISTRICT OFFICES
(503) 9482290
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STATEMENT OF VICKIE L. FISHER
SECRETARY OF TAXATION AND RBVENUE
STATE OF NEW MEXICO

REGARDING 8. 1113 AND 8. 1974

State treatment of forelgn-source income and expenses for state income tax purposes
has been an Issue for at least a quarter century. Over the years the arguments have
not changed much, though the noise level certainly has increased. It is probably time
to put this issue to rest.

The fundamental questior now is not so much what the solution Is but rather how it is
to be implemented. Must the federal government promulgate yet another edict
mandating that the states behave in certain ways? Or is this a problem that the states
can and will resolve by themselves?

We submit that there is good evidence that the states are moving to a resolution. New
Mexico, for example, formerly permitted (but did not require) corporate groups to file
on a worldwide unitary basis. In 1983 our statutes were amended to prohlbit use of
this method. Since then many other states have eliminated or restricted use of this
technique. Actlon Is pending in at least one of the few remaining states still applying
this method. '

With a little more patience, Congress may find that the "problem™ has vanished. We
urge this patience.

Regarding 8. 1974 in particular, we note oniy that it is one of the few bills offered in
Congress on this topic that at least offers substantial federal cooperation and
assistance to the states. For that alone, the sponsor and the Administration are to be
complimented, though this bill too ought to be put on the shelf for awhile.
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1 am Senator David Nething, President of the National Conference of State
Legislatures, on whose behalf I present this statement.

As a member of the Worldwide Unitary Taxation Working Group, I was a
signatory of the Final Report submitted by then Treasury Secretary Donald V.
Regan, to President Ronald Reagan in August 1984. One of the three agreed
principles of that Report was that the change from worldwide unitary taxation to
waters edge unitary "would be implemented by state action rather than Federal
restrictions.” Final Report, p. 9. 1 have carefully followed the progress of
this issue since that recommendation was made. As Majority Leader of the North
Dakota Senate, I know that our state legislature is currently proposing changes
that will bring us from the worldwide unitary method of taxation to the water’'s
edge.

NCSL POSITION

The National Conference of State Legislatures represents the 50 state
legislatures across the country. State legislatures have a mandatory
responsibility to determine state revenue needs to balance appropriations for
essential programs. This responsibility has increased in {its challenge due to
declining Federal assistance. One method of ensuring adequate state revenue has
been to take steps to assure the correct apportionment of corporate taxes to

each state.

Several states worked to lessen the possibilities of tax avoidance available

through traditional "separate accounting® by instituting a new method of

-2 -
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apportionment of taxation that accounted for worldwide sales, property and

payroll of a unitary business.

Many states have since reconsidered worldwide unitary in 1ight of the
recommendations of the Working Group and interstate competitiveness. Today all
but three states -- North Dakota, Montana and Alaska -- have adopted legislation
repealing worldwide unitary taxation. The Working Group Report called for
increased Federal cooperation with the states to promote taxpayer disclosure and
accountability as a condition for the states limiting unitary combination to the
water’s edge. Without waiting for the Federal assistance states have acted on
the recommendations of the Working Group. In spite of this effort by states
that had previously adopted worldwide unitary taxation, Senate bill

S. 1974 imposes restrictions on all states.

The NCSL supports measures taken at the Federal level that would include:
(1) training state auditors and tax administrators on international tax matters;
(2) developing procedures for states to trigger Federal audits under reasonable
circumstances; (3) supporting of audit referral) staff to review domestic spread
sheets for inconsistencies; and (4) establishing a study to improve the separate
accounting method. NCSL opposes any Federal legislation that interferes in
state taxation of foreign source dividends or the income of foreign

subsidiaries, and therefore opposes any such restrictions as found in S. 1974,

In order to achfeve a fair allocation of the tax burden between corporations
with multinational ties and corporations without multinational ties, the Federal

government must assist states as they move away from worldwide unitary taxation.
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The NCSL supports the provisions of S. 1974 that implement sections of the
Working Group Report requiring the sharing of Internal Revenue Service
information among the qualified states, and the filing of domestic spread-
sheets. In addition, NCSL supports better international enforcement by the
introduction of steps to increase the productivity of the internatfonal tax
examiner office of the Internal Revenue Service. These measures would
necessarily make worldwide unitary taxation less appealing to states that have
not yet repealed it, and would correct some of the abuses that have occurred

through the separate accounting method of income reporting.

COMPLAINTS ABOUT METHODS OF ACCOUNTING

The complexity of the problem of taxation of multijurisdictional
corporations is highlighted by the "Issues” stated in Section 3 of the Final
Report of the Working Group. A1l but one of the concerns of critics of
worldwide unitary echoed similar concerns of critics of separate accounting.
Each system drew criticism for the following reasons: (1) inaccurate income
measure; (2) limited access to necessary tnformation; (3) income distortion for
foreign-based multinationals; (4) administrative complexity; (5) taxpayer
uncertainty; (for example, "unitary business" definition vs. "arm’s length"
prices); (6) method not internationally accepted; (7) criticism by General
Accounting Office. With so much in debate, the matter should be left to the

states.

In meeting the criticisms of worldwide unitary taxation the U.S. Supreme

Court dismissed the difficulties of defining a unitary business and the



363

necessary {mperfections of the three-factor formula apportionment as {nadequate
reasons to set aside this method for states to determine fair taxation of multi-
Jurisdictional corporations. The Supreme Court termed the unitary taxation
method as "proper and fair." Container Corp. of America vs. Franchise Tax

Board, 463 U.S. 159, 184 (1983).

THE FOREIGN PROBLEM

One distinct concern of the critics of worldwide unitary is the reaction of
foreign businesses and governments. However, after examining the unitary method
of taxation in the context of the Foreign Commerce Clause, the Supreme Court
concluded that "such taxation is in reality of local rather than international
concern.® Id. at 196. The thorough analysis by the Court focused on the
questions of enhanced risk of multiple taxation and the need for national
uniformity. Id. at 185, 186. The Court concluded that under the unitary method,
neither the possible overlapping of taxes nor the "risk of retaliation” was
suffictent to conclude that the uniform method was either “pre-empted by federal
taw or fatally inconsistent with federal policy.” Id. at 197.

Although there are other areas wher2 serious harm might result to the
nationa) interest if the national government did not speak with one voice, the
speculation about how a state might impose a method of taxation in the future
should not be grounds to impose national restrictions upon the states in matters

relating to state tax policy.

Those countries and companies who question the fairness of the worldwide

unitary method of taxation because of its supposed uneven treatment of
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multinational corporations appear less than concerned about state-implemented
policies that result in uneven tax breavs or tax incentives for the location of
multinational business within the various states. Just as competition among the
states has resulted in tax expenditures for various multinational corporations,
s also competition among the states may lead to the elimination voluntarily of
the worldwide unitary method of taxation. Certainly that is the trend. In
short, Congress should not threaten long-standing deference to state tax policy

in order to achieve a limited and questionable goal.
CONCLUSION

NCSL urges that the option to repeal worldwide unitary taxation remain at
the state level and that the Federal government implement only legislation that
is intended to assist the states in taxing multinational corporations fairly by

preventing the avoidance of state taxation.
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The National Poreign Trade Council is a non-profit associa-
tion of more than 500 U.S. companies who are engaged in all
aspects of international trade and investment.

The Council supports the passage of Federal legislation which
prohibits the application by any state of the worldwide unitary
method of taxation and provides for the equitable tax treatment by
states of foreign source income, including dividends.

In his letter of March 5, 1986 to Chairman Packwood, Treasury
Secretary Baker documented the reasons why he believes this kind of
legislation is necessary. Without going into too much detail, we
believe the legislation is needed for the following reasons:

{1) Under the worldwide method, a share of the world-
wide income of a group is apportioned to a state by reference to a
formula; the relative factors in the formula are sales, property
and payroll. This formula apportions income inaccurately; it can-
not help but do so since the factors do not produce the same
amount of income in each location where they are employed. The
fact is they produce widely different amounts of income in dif-
ferent places.

The fallacious theoretical rationale under the world-
wide unitary method is that the highest amount of income is earned
where the highest costs are incurred. Obviously, the opposite is
usually true. Intrinsic payroll costs and property values vary
widely around the globe, with the variances in the factors being
widened or narrowed by swings in extrinsic exchange rates. These
factors have tended and still tend to be relatively high in the
U.S. Thus, the worldwide unitary method works to overallocate in-
come to the states that use that method.

(2) The worldwide formula method conflicts with the
Federal and internationally accepted practice of allocating income
by reference to the separate accounting method; under the separate
accounting method income is traced and assigned to the location
where it i{s actually earned. The OECD specifically considered and
rejected the unitary method; to the best of our knowledge, outside
the applicable states, the method is used by no other governing
body in the world.

(3) This difference in methods of accounting for income
leads to its double taxation and to added layers of burdensome
compliance expense. These added costs are extremely onerous, so
much so that involved foreign countries have petitioned for curbs
on the states' use of the worldwide unitary method and domestic
companies have complained about the taxation by states of income
earned outside the U.S.
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(4) The worldwide unitary method lends itself to being
administered in a arbitrary manner in order to maximize revenue.
The concept of a combinable unitary business is in many cases nebu-
lous. Thus, out-of-state operations may be viewed as combinable
or not depending upon whether those operations are profitable or
not, and upon the judgement of the particular tax examiner. As a
result, competitive companies in similar economic circumstances
may very well have different tax bills.

In his letter, the Treasury Secretary outlines the 3 princi-
ples agreed to by the Administration-sponsored working group as
being those that must be present in any resolution of this pro-
blem. The group was composed of the Federal government, state
governments and the business community. The 3 principles are:

1) A water's edge method of allocation -- for both U.S.
and foreign multinationals -- be provided instead
of or in lieu of the worldwide method

2) Federal assistance to states on taxpayer disclosure

3) Competitive balance for U.S. and foreign multina-
tionals.

Federal legislation would certainly satisfy these three prin-
ciples. The only quastion is whether it is needed now that Cali-
fornia, by far the most important impacted state, has taken steps
to make its worldwide wethod elective and to reduce its tax on
foreign-source dividends.

The answer to that question is an emphatic yes; federal
legislation is <till needed. First, Pederal legislation is needed
in any cara because the problem is a federal and international
problem that requires a federal and not a state solution. Addi-
tionally, a federal solution is needed because the California law
does not satisfy the 3-principle solution, since it violates two
of the principles.

A federal solution is required in any case because without
it there is nothing to prevent the problem from arising again, if
and when afterwards states reimpose the worldwide method. 1If the
states do that, they again would be interfering with the foreign
commerce policy of the PFederal government. The U.S. must not
again be put in that kind of position. It must be able to speak
with one voice in that area and not only at the time it speaks
but alsoc at all later times, unless it - not a state - wishes to
change the message.
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A federal solution is also required because California law is
deficient. It is deficient since: (1) it requires that an annual
ransom in the form of a fee be paid to opt out of the worldwide
method; (2) it contains so many escape clauses for the state that
taxpayers cannot be assured that their election to opt out of the
worldwide method will actually be eventually allowed; (3}) it does
not provide for a competitive balance, since U.S. multinationals
are subject to tax on part of their foreign dividends. Poreign
multinationals do not pay tax on such dividends; (4) it includes
sub-part P income in the base and 80/20 companies in the consoli-
dated group; and (5) it does not take effect until 1988.

Accordingly, the Council feels Federal legisl..ion is needed
and that it is needed now. Otherwise, if left over to the next
session, this intrinsically important legislation could very well
fall victim to inertia or to then current political exigencies.

Incidentally, for its high value as source material, filed
wvith this testimony is a copy of the Treasury Secretary's letter
of March 5, 1986 to Chairman Packwood. In our opinion, the letter
provides a clear and logical dissertation on all the historical
and technical background to the subject that is required.

September 29, 1986
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THE SECRETARY OF THE TREASURY
WASHNGTON

March 5, 198¢

Dear ;.A% .

9. 1974, {ntroduced h{ Senator Wilson, as well as Senators
Xathias and Bavkins, in the Senate on December 1§, 1985, would
 generally prohibit states from levying corporate income taxzes on
a worldwide unitary basis. This legislation falls withia the
urisdiction of the Senate Finance Committee. The bill vas
rafted bz the Treasury Departaent at the express direction of
the President and has the full support of the Adainistration., I
have attachoed for your consideration a copy of the President's
statement of November 8, 198S on the wvorldwide unitary tax {ssue,
directing mo to prepare and submit this legislation to Congress.
A technical explanation of the bdill, providing a complets
description of {ts provisions, is aleso enclosed. .This letter is
intended tongrovtao you vith background on the worldwide unitary
tax {ssue and to describe the serious corceras that have led the
Adainistration to propose and support this legislatioa.

I. Description of Cur ta {(19-.)1 Ine Tax Pra

When a corporation (or related group of corporations) operates
scross state or national bouandaries, competing tax claims of the
gurtcdtctionu in vhich the cortoruto group operates are resolved
{dentifying the income attributable to each jurisdiction. Two
4iffecent taxation methods are in use for making this deteraina~
tion: separate accounting and vorldwide unitary combinatioa.

Separate accounting is the method of tazation in use generslly
throughout the wvorld and is employed by the federal government.
Under separate accounting, taxable income is determined sepa-~
rately for each individual corporation. Any i{mproper income or
profit shifting detween related corporations for tax avoidance
purposes {8 corrected by requiring “ara's 1onsth;°gr£ctng in
related party transactions. That is, flows of goods and services
between related or commonly-owned corporations are required to be
valued at prices correspo lnt to those that would govern trans-
actions between unrelated entities operating at ara’s length,
Under the separate accounting method, doudle taxation between
jurisdictions is relieved either through exemption from tax by
the residence jurisdiction (usually the place of {acorporation or
sanagement control) of income derived in the source jurisdictioa
(the place the income (s earned), or by the residence jurisdic-
tion granting a credit for tazes paid to the source jurisdictioa.
The United States federal tax law uses the latter approach.
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The alternative method, worldwide unitary coabination, is
cerrently used by seven states (Alaska, Califoraia, Idade,
Nentans, Wew Banpshire, North Dakota, and Utah?) to determine a
seltinational enterprise’s state corporate tax 1iability. Onder
this approach, the business income of all {ndividual companies ia
the commonly controlled enterprise which operate is the same
general 1ine of dusiness (the “unitary business®) as the
cotfornttoa or corporations subject to the state'’s tazxing

risdiction is atgrcgltod. regardless of (1) whether the other

ndividual companies are foreiga or domestia; (ii) whether the
ether individual companies have a tax nexus vith or presence in
the state in questions and (iii) vhether the {ncome of the other
imdividual coapanies would be treated as derived from foreign or
demestic sources under federal tax rules or generally accepted
iaternational taxation principles. A share of the agxrogato‘
incone of the worldwide unitary group is then assigned or
apportioned to the taxing state on basis of a formula which.
is intended to measure how much of the activity of the unitary
business (and hence its income) i{s attributable to the tazxing
Jurisdiction.

The apportionment formula generally used i{s based on relative
amounts of payroll, rtoporty. and sales, 1If, for example, 23
!ntcoat of tho‘gcyto . ptop‘tt¥. and sales of the naltaty'g:oup
8 located in the taxing 3nr1.d ction, then 23 percent of
group's cqzraglto incone froam the unitary business would be
spportioned to that state. Because the apportionment formula is
oonsidered to assign the appropriate amouant of income ¢to a
pacrticular state, no further measures are taken to relieve any
multiple taxation of the same income which may arise from the use
of different income sourcing rules by other taxing jurisdictions.

Onder the wvorldwide unitary sethod, dividends paid by one
corporation to another withim the unitary busiaess group are
eliminated as intercorporate transfers. Under separate
agcuunting, in contrast, intercorporate d{vidends are recognized
explicitly as a flov of income from the dividend-pay

corporation to the dividend-receiving corporation., A "water's
edge® limitation on the unitary method, {.e., excluding foreign
corporations, would respect the separate entity status of related
domestic and foreign corporations. It therefore gives rise to
the question of how dividends received by a U.8. corporation that

®  Utah has adopted adninistrative rules that would abandon
worldwide unitary taxation upon implementation of certain federal
assistance measures, {acluding the enactaent of the federal
assistance leglelation contained in the proposed dill and
Geserided in section 1V, delow.
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is a msndber of a "water's edge® unitary grovp from a foreign
corporation that is not a member of the “water's edge® group
should de treated for state tax purposus. The gquestion of state
tazation of foreign-source dividends is thus L{nextricably 1linked
to the {ssue of worldwide unitary taxation and, as described
below, is therefore sddressed in the proposed ioginlatlol.

Under present law, state taxation of intercorporate dividends,
foreign and domestic, exhibits a range of practice. tbcu!h
dividends from a domestic corporation are subject to tazx ia
nearly all states with a corporate income tax, most of these
states also grant a dividends-received deduction, frequeantly the
8S percent or 100 percent deduction allowed under federal law,
As at ‘the federal level, the effect of this treatment is largely
to exenpt dividends paid by a donestic eortoratioa from state
corporate income taxation. Dividends received from a !orcl,u
corporation are subject to varying treatment, ranging from full
allocation (and thus tazation) to the recipient's commercial
donicile, to apportionment, to either full or partisl exemption.
Onlike the federal govcruncue. no state alleviates {nternational .
do::}: taxation of foreign dividends by allowing a foreiga tax
er °

13. Reasons for Administration osition to Worldwide Unita

It has been the longstanding policy of the United States to favor
the separate accounting method for allocating income n-ous
nations for purposes of taxation. This policy is embodied in the
Internal Revenue Code and is a central feature im our dilateral
tax treaties. Separate accounting {s also the international
standard. The model tax treaties published by the Organiszation
for Bconoalc Cooperation and Developaent (®0BCD") and the United
Nations (*UNT) ‘pccltl that transnational income is to be taxed
on a separate accountiang dasis. Thus, continued state worldwide
unitary taxation is directly in conflict with federal and
internationslly accepted practice and impedes the ability of the
506::01 goveranent to pursue this policy in its international
ealings. .

During the daebate over worldwide unitary taxation, foreign
governaents have rcpoutodl¥ petitioned the federal government

to act to curb state use of the worldwide unitary aethod,
Diplomatic notes articulating the problems caused by state
worldvide unitary tazation have been received from virtually
every daveloped country in the world, including Canada, the
Onited Kingdom, Germany, Prance, Belgium, the Netherlands, Italy,
Switserland, Japan, and Australia. The United Kingdom, in July,
1983, adopted anti-unitary retaliatory legislation that would
perait the U.K. government to effectively {ancresase the U.K. tax
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oa dividend distributions from U.K. subsidiaries to their U.8.
rent co:sorattonc otorntlag in worldwide unitary states. If
!:Ymcnont ¢ this legislation would clearly violate the U.8.-U.K..
bilateral income tax trolt!. This legislation, by virtue of a
ovisica which makes possible the retroactive imposition of =
vy pepalties, wvas having an adverse effect on the willingness:
. U.8. companies to repatriate earnings of their U.R. subsidi~-
aries to the United States. (The U.K. has novw agreed to defer
iaplenentation of this legislation for the time being.) The
adoption of this legislation by the U.K. illustrates that state
worldwide unitary tazation is clearly adversely affecting the
Oanited States' foreign economic relations.

Pereign governments and businesses that are subject to worldwide
unitary taxation argue that this method of computing state tax
gives rise to doudle taxation of foreign {ncome. y also
ocontend that worldwide nnttnrl taxation is administratively-
burdensome, particularly for foreign owned companies. These
results are inevitable as long as a few states rely on a method
of measuring i{ncome that is different from the approach used dy
the rest of the world.

Theocretically, if all jurisdictions, domestic and foraeign, were
to adopt a uniform unitary method of taxation, and uppl{ it
gensistently, there would be no double taxation as the formula
would not apportion the same income to more than one jurisdio-
tion. The prodlem, however, arises from the fact that combined
reporting on a worldwide unitary basis is a distinctly minorit
practice. 1In an eavironment in which separate accounting is the
g:norllly accepted rule, state taxation oa a worldwide unitary
sis oreates a clear risk of double taxation. Because labor
oests, proport¥ values, and protltahllttg.cna 'lt¥ greatly among
countries, an income measureament system based on formula :
ngportlonnont is in open conflict with the international standard
of separate acaounting. This is decause formula apportionaent
assumes all parts of a unitary business are equally srotltublo
whereas separate accounting acknowledges that individual corpora-
tions can earn different rates of retura. Double taxation will
result {f the relative profitability of the investaent in the
unitary tax state is less than that of the affillated overseas
operations that are taxed adbroad on a separate accounting basis.

State use of the worldwide unitary method also creates
edainistrative burdens for tazpayers. There are substantial
oests aseo~tated with collecting and converting accounting data
g:ao:utna by the various foreign atfiliates of the unitary group

@ form consistent with U.8. standards. These burdeas can be
particularly acute for foreign-owned coapanies which are not
requiied to keep data under U.8. tax and financial accounting
rules oa their non~0.8, operations for any other purpose.
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The use of the worldwide unitary method by some states may also
{ahidit and dietort the international flow of investsent capital.
Ia the words of one foreign government, °{t]lhe [unitary tax
sethod can chill {nternational investment and decrease efficlent
allocation_of resources and employment opportunities. 1Ia :
- pacrticular, the unitary method can impede foreign entry into the
{ted States market.' Consequently, according to a group of

foreiga governments, vorldwide unitary tax constitutes ®...a
gerious odbstacle to the further developament of our trade and
iavestanent relationships.® (Mote signed by the Aabassadors of
fourteen of our sajor trading ta:taot-). The United States is
strongly committed to encouraging the free movesent of inter-
national direct investment capital across natioaal dboundaries.
.State use of the worldwide unitary method {s unacceptable because
it can adversely affect this clearly articulated federal poltc;.
The United States, as the country hosting the largest amount o
foreign direct favestment, has gained enormously from the inflow
of foreign investment. If the use by some of our states of the
worldwide unitary method inhibits the flow of capital, the
econonic well~beiag of the country as a whole would suffer. Some
states may be in a position in which their cse of the unitary
method causes foreiga investors to tura away from the United
ltatol’sltogcthcr (rather than shift investments to other U.8.
states).

In Septembar 1983, i{n response to complaints raised by both the
U.8. and foreign business community and foreiga governments over
the Supreme Court decision i{n gentaincr Corp. v. Pranchise 5;;
ignrd. President Reagan asked then Treasury Seccetary Lona

gan to estadblish and chair a Worldwide Unitary Taxation worktut
Group. This group was composed of representatives of the federa
governaent, state goveraments, and the business comaunity and vas
asked to ftovtdo recommendations suitable for resolving the
issues ralsed by worldwide unitary taxation. :

At its final meeting on May 1, 1984, the Worldwide Unitary
Taxation Working Group agreed on three principles that should
guide state taxation of the income of multinational cerporations:

Principle 1: “*Water's edge® upitary coambination for both
U.8.~ and forelga-based coapanies.

Principle 21 1Increased federal administrative assistance and
© cooperation with the states to promote full
taxpayer disclosure and accountability.

Principle 3: Competitive balance for U.8. multinationals,
foreign multinationals, and purely domestic
businesses.

While the first and third principles vere to be adopted volun-
tarily on a state-by-state basis, Principle 1, ia particular,
represented & clear recognition by the Working Group that the
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separate accounting method was superior to the wvorldwide unitary
method {n the international context. The Adainistration was very
hopeful that the states would be able to resolve the worldwide
waitary problea along the lines advocated by the Working Group oa
a v:}uutafy basis without resort to federal legislative inter-
veatioa.

Since the adoption of the Working Group Report some states have
chan?cd their laws to conform to the Working Group prineciples.
Plorida, Colorado, indiana and Oregon have ceased taxing on a
wvorldwide nultt:g basis. A Nassachusetts court decision imposed
limitations on that state's use of the worldwide unitary method
and the state legislature has to date refrained from taking any
action that would permit application of that method in the face
of the judicial decision. However, seven other states continue
to use the worldwide unitary method. 1In particular, efforts in
California to enact Icztllctten liniting vorldwide unitary
taxation have foundered in the fn-t twvo legislative sessioas,
most recently when the California legislature adjourned for the
year in September, 1983 without taking action on the issue.

In transmitting the report of the Working Group to the President,
tccroenr! Regan indicated that he would recomaend restrictive
federal legislation if substantial voluntary groqrcnc had not
been made on the worldwide unitary issue at the state level by
July 31, 1983, That date has long since passed. We nov beliave
that the time has come for Congress to act to finally resolve '
this serious international economic problea.

I11. State Taxation of Poreign-Source Dividends

The taxation of foreign-source dividends is directly related to
the i{ssue of worldwide unitary taxation. A limited resolution of
the worldwide unitary {ssue == such as an agreement by states not
to impose worldwide unitary tax but with no restriction on the
taxation of foreiga-source £atorcorzorcto dividends -~ would
cause other serious problems. In effect, this would be a
“foreign only® situation, freeing foreiga-owned multinationals
from the yoke of worldwide unitary taxation while sudbjecting U.8.
based multinationals to full taxation on their foreign dividend
income. BSuch a ®foreign only® solution, if adopted, would
disadvantage domestically controlled businesses. The Working
Group’s third principle recognises the need for competitive
dalance for domestic nultinationals, foreiga multinationals, and
gurcl¥ domestic bdusinesses. That principle requires that
eglslation reatricting state unitary taxation also address the
suootlon of equitable state taxation of foreign-source 4ividends.

nrelieved state taxation of foreign Aividends is aot consistent
with Principle 3.
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Unrestricted state taxation of foreiga dividends would tnbioet
domestic businesses to cerious doudle tazation of foreiga income.
Tederal tax policy has long been characterised by its commitment
0. avoid {aternationsl double tazation. Indeed, the United
Jtates has been a leader in a worldwide effort ta estadlish
Razing rules under treaties and commonly accepted prisciples that

. aiainize international doudle taxation. 1If & clear federal
.oltezhlo aot to be undercut by state actioa, states must coaply

{th this policy of oltllnntlnt double taxation and therefore be
:t-i:c:‘:o tazing some egquitad
vide .

The legislation does not mandate that any specific l.th&h of
dividend taxation be imposed on the states. Ia our view,
arguments of state fiscal sovereigaty strongly indicate that
states should have lesway to tailor their own systeas of taxatioca
to the extent that tho{ o not cause serious foreign commerce
difficulties by resulting ia systematic overtaxation and doudle
taxation of U.8. business in contravention of established federal
and international poller. The legislation therefore provides ina
broad terms for the equitable taxation of dividends and suggests
certain guidelines that states could follow in.satisfying ¢ .
standard. As an {llustration of the flexibility of the approach,
the legislation would accept as appropriate the treatsent of
dividends in such states as Colorado, Oregon, Plorida and
111inois, states which have been intimately involved in the
worldwide unitary tax coatroversy.

'1v. Information Reporting and Other Pederal i!llntnggg

States have legitimately contended in the Working Group and
elsevhere that they lack the resources and ability to monitor
adequately transactions between meambers of a water's edge unitary
group and related foreign companies outside that group. 7The
Treasury Departaent agreed with recommendations of the Working -
Group to provide appropriate federal assistance to the states in
order to assure proper working of the eseparate accountiang method,
The Working Group suggested t an aanual information return be
£iled vith the Internal Revenue Service by sultinatiosal
coapanies., This retura would {a tura be shared vwith the states
and with sultistate audit agencies and would provide etates with
some assurance that corporations bad alloca and apportioned
the appropriate share of the corporation's iacome to each ntate.
The report would also identify 88 related companies with which
serious {acome shifting would be most likely to arise., 1In the
suaner 0f 1903, the Treasury Department published for comment a
draft of legislation implementing this reporting system. BSection
3 of the bill is based upon that draft after taking iateo accpunt
the many comments received from affected businesses and the |
various states. We believe that the information ropott(uz system
z;ovldcd for in the bill {s an integral part of the solution to

e worldwide unitary prodles. !

¢ portion of foreiga source
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In order to provide states with greater assistance the Treasury
Departaent also indicated in the Working Group an {ntention to
iooreabe the resources devoted to the IRS's administration of tax
lavs applicable to foreign operations of multinational companies.
T urge Iont assistance in approving the increased dudget .
appropriations that are beiang requested for this purpose.

Sonclysiop

I strongly urge the gro-pt and favorable consideration of this
legislation b! the Pinance Committse. The serious foreiga
commerce difficulties caused by the use of the worldwide unitary
tax nethod by a few states must now be resolved.

OXD has advised that there is no objection from the standpoint of
the Mainistration's program to the presentation of this legis~
lation to the Congress and that its enactment would be i{a accord
with the program of the President.

Sincerely,

es A. Baker, I1I

The Honorable Bob Packwood
Chairman, Pinance Committee
United States Senate
Washington, D.C. 203510
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Washington D.C.

11518 September 26, 1986.

Royal Netherlands Embassy.

The Honorable Bob Packwood

Chairman,

Senate Finance Comittee

U.S. Senate

S.D. 219 Dirksen Senate Office Building
Washington D.C. 20510

Dear Senator Packwood,

On the occasion of the Hearings of your
Committee on worldwide Unitary Taxation (S 1974 and S 1113) I
have the honor to submit the following camments on behalf of
the Netherlands Govermment:

1). The Netherlands Government has noted recent developments
in California, and in particular the adoption of legislation
limiting the application of worldwide Unitary Taxation in
that state,

2). The Netherlands Government nevertheless persists in strongly
supporting federal legislation in this matter for a number of
reasons:

a) such legislation would provide clarity, certainty, and
legal security for foreign business enterprises operating
in the United States with regard to their liabilities in all
states of this country.

b) such legislation would diminish the possibilities of a return
to outright Unitary Taxation on worldwide basis.

c) such legislation would not link '‘water's edge'' treatment
to conditions not related to taxation such as election fees.

3). Appended is a letter from State Secretary Koning of May 26, 1986,
in which he underlines the importance The Netherlands attaches
to federal legislation on this matter, and provides further
caments on the proposed legislation before you,

Sincerely

R.:hard ¥, Fein,
Ambassador of The Netherlands.
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The Hague, 26th May 1986

- The Honourable Bod Packvood
Chafraan of the Senate Finsnce Comattice
U.S. Senate, Capitol Hill
- Washington DC
The United States of Aaerica

0
|

Nr. 086-809

The proposed unitary
tax legislation.

Dear Senator Packwood,

As State Secretacry of Finance of the Netherlands, 1l would like to
draw your attention to the unitary tax legislstion inatroduced into
Congress dy the federal Covernment on L8 decesber 1985.

The Netherlands Government has many times expressed its concern
about thu application of wvorldwide unitary taxation dy sevecal
U.S. sctates. In this context I would 1like to refsr to the
mesorandun signed by 16 UECD member countries and the Coamission of
the European Economic Community on 2 May 1986, Which was recencly
sent to you.

Now that the states applying worldwide unitary taxatfon have not
boen able to deal satisfactorily with the issue, ! welcose the
introduction of s federal bill revtricting the states' use of
uaftary taxatfon, thus ensbling the United States to speak with
one vofice on this sudject.

This bill may be an faportant step toward solving this
lung-standing probles.

[ would, hovever, like to ask your atteation for a few points {n
the bill which in ay viewv are not satisfactory.

With respect to the description of the so~called water's edge
limitat{on (section 7518, letter ¢, (2), I would 1like to reiterate
the viev of the Netherlands and virtuaslly all mwesber couatries of
the OECD that the internationally accepted principle of separate
accounting and at arm's length pricing ought to be adhered to. This
principle {mplies that the application of unitary tsxstion should
be limfted to U.S. companies, tncluding U.S. substidiaries of
foreign companies, and the permanent establishments of foreign
companies operating in the U.S.

The profits of thi. o | ::zsneat establishaaents (a nction well
defined in the QECD model double texation convention, and 1o the
tax treaties concluded by Lhe federsl Covernment) ought then be
detorained on the basis o thelr accouats, vhere appropriste
sdjusted on an aru‘e length basls, and not ~ as undar the unitary
sethod ~ by applying a formuls to the head office's profits.

- la -
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In this respect there {s concern over!

- section 7518 (c) (2) (D) which contrsry to the aforementioned principles,
tncludes foreign corporations {f a certain level of activitivs (s excecded {n the
U.S., even though there may not be a4 persanent establishment {n the U.S. at sll.
1 rould advocsle U treat domestic branches of all foreign corporations as a
separate gntity. In the bill (section 7518 (c) (b)) this approach s only spplicc
to certain bank dbranches, wvhereas {n uther cdses the Secretary of the Tredsury A,
{ssue regulations to that cffect.

The approach 1 advocated, also solves a matter not clearly dualt with in the bhil:
that is the taxation of domestic branches of foreign corporstions not exceeding
the threshold level of sctivities mentionud (n the bill. Without such « provisiorn
the bill does not sees vecy clesr on whether or not those braanches night be taxer
on an spportiocned part of the profits of thelr foreign head offices.

If they pight be, it could become unsttrsctiva for foreign corporations to statz
tnaovative investsent in the U.S. Due to the risks fuvolved in such tnveataent.
corporacions often prefer to make such tnvestment through branches. In tnat :as
they can immedfstely set off (inftfal) loeses in their howe couniry. If, howcver
such & 1loss waking branch could be taxed fn & state on an apportioned part of

tts haad office's protits, it fe clesr that the doudble taxation rosultinrg
therefrom may hamper innovétive risk bearing fnvestaen: in the U.S.

-~ section 7518 (c) (2) (T) and 7518 (c) (3) (C). In these subsections certain (ca:
haven) companies are included in the water's edge group. This approach might be
acceptadle if it ts easured that the wording "not subject to substantial tex” {:
defined fa such & way that no sajor U.S. trading parinecs, like the Netherlands
may be affected by the provision. :

With respect to the possibility of the states to retain worldwide unitary taxaticr
{n spite of the above diwcussed water's edge liamitatfon, 1 would like to subaic ¢
tolloving remarks.

In Section 7518, letter a, the use of worldwide unitary taxation fe >till permtitt-
to the states {f the toxpayer, inter alia, fatls to coaply vith legal or procedur
cequireaents of the income tax lav of s state, ot if nefther the texpayer nocr th.
Govarament of the realevant forelign country provides to & state, within s reasona
period after propet request, waterial information relsating to the determination
the incows of the taxpayer,

The Netherlands takes the view thut {t does not seem appropriate to introduce 2n
tnternationally rejected mechod of taxation like worldvide unitary taxation as
punighaent for faflure to comply with requirements, this appears especially so -
section 6039A (e) of the dill already allows to impose proper penalcies.

Finally sectlon 6039 A (reporting requirements) seens to {mpose a considerable
sdotnistrative durdan on the companies concerned. I trust that the Netherlands o
aultinactonals will, where they consider this necessary, further comaent »n tha-
section to you, efther in writing or orally durlng the heartogs o oo v L
bill tn Congreas.

BEST AVAILABLE COPY
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L hope the points centioned abova will be addressed in the discuseions in Congress,
and would greatly appreciaie if these points could be dealt with fa the fiaal
lcgivlution. A satisfactory solutson of this tssue will certainly enhance the
further developoment of economic relations between our countries.

TR LS J . .- A ey
Fi »
) - . -
LI - SN sy,
™ . \ .
'1. .
] N

H.E. Koning
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EMBASSY OF SWITZERLAND

October 10, 1986

Dear Senator Packwood:

The Government of Switzerland appreciates the opportunity to submit
comments on S$.1974, the proposed Unitary Tax Repealer Act. In a letter to
you dated April 29, 1986, Switzerland, along with fifteen other countries
and the Commission of the European Communities, expressed its concern that
the use of the worldwide unitary method of taxation by certain states
represents a serious divergence from the long-established principles of
international corporate taxation and a deterrent to the further development
of the investment and trade relationship between Switzerland and the United
States. We commend the efforts of the Administration to resolve the
problems caused by the worldwide unitary method of taxation, and the
efforts of the Senate Finance Committee in considering S$.1974. Although
California has recently enacted unitary return legislation, we believe the
need for a Federal solution to the problem remains. We find serious
deficiencies in the Cal'‘fornia legislation; and Alaska, Montana and North
Dakota continue to use the worldwide unitary method of taxation.

The Honorable Bob Packwood

Chairman, Committee on Finance

United States Senate

Dirksen Senate Office Building, SD-219
Washington, D.C. 20510

67-908 0 ~ 87 - 13
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We believe that S$.1974 presents an appropriate framework for a Federal
solution to the problem of worldwide unitary taxation. We have, however,
misgivings regarding certain aspects of the Bill, which we raise in our
comments.

cC:

Respectfully submitted,
in the absence
of Ambassador Jacobi

L e |

David de Pury

Minister

(Deputy Chief of Mtssion)
Embassy of Switzerland

The Honorable John M. Chafee
Chairman, Senate Subcommittee on Taxation
and Debt Management, United States Senate

The Honorable Charles Mc C. Mathias, Jr.
United States Senate

The Honorable Pete Wilson
United States Senate

The Honorable Dan Rostenkowski
Chairman, Committee on Ways and
Means of the House of Representatives

The Honorable J. Roger Mentz
Assistant Secretary for Tax Policy,
Department of the Treasury

The Honorable Douglas Mc Finn
Assistant Secretary for Economic and Business Affairs

Department of State
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The Federal Role in the Unitary Tax Debate

Statement prepared for Senate Finance Coamittee Hearings

Steven M. Sheffrin

Professor and Chair

Department of Economics
University of California, Davis
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In his letter of July 31, 1984, conveying the report of the
Working Group on Worldwide Unitary Taxation to the President,
Secretary of Treasury Donald Reagan anticipated that the states
would conform their practices to those recommended by the Working
Group and thereby avoid the need for federel 1legislation. By
September of this year, most of the states that utilized
worldwide combination have, in fact, changed their 1laws to
conform to the recommendstiors of the Working Group and the few
states that remain will most likely change their laws in the near
future. At this point, there 1is really no need for federal
legislation.

California is the most recent state to change its 1laws
governing the taxation of the multinational corporations. After
long and extended negotiations in which foreign and domestic
interests were represented, California adopted a system in which
corporations can choose to be taxed on a water's edge basis. Any
corporation choosing this method must stay with this accounting
gscheme for ten years and contribute to an infrastructure fund
based on its payroll, property and sales in California. Domestic
multinationala are essentially allowed a seventy-five perxrcent
exclusion of dividends from foreign corporations in which they
hold majority interests. Corporetions, moreover, can continue to
file under worldwide combination if they find that option
preferable.

The primary accomplishment of the Cal'fornia legislation is
to remove any serious grounds for complaint by foreign-
headquartered multinationals. Any foreign-headquartered
multinational with a United States subsidiary can now file on a
geparate accounting basis just as it does in its federal tax
return. The small fee they must pay for this option (.03 percent
on payroll, property and sales) can be easily justified as paying
for the additcional auditing costs which accompany separate
accounting. No longer can foreign-headquartered multinationals
complain that the unitary method is an impediment to trade. They
can, if they wish, simply avoid unitary taxation by filing on a
separate accounting basis.

At the same time, the negotiations in California arrived at
a compromise that roughly balanced foreign and domestic
interests. Two areas which will continue to be debated are the
treatment of B80-20 corporations and the treatment of dividends
from majority owned subsidiaries. In both cases, California
adopted, in my view, a judicious approach.

80-20 corporations are domestic corporations which conduct
most of their business (as measured by payroll and property)
abroad. California included them in the waters' edge in their
recent legislation. As the states argued in the Working Group
report, there are special problems involved in auditing these
corporations. Since they are domestic corporations, transactions
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between these corporations and the domestic parent are rarely
audited on federal returns. 1f the states did not include them
in the waters' edge, they would be forced to bear the full burden
of auditing transactions between these corporations and their
parents. The California legislation calls for a study, by March
of 1987, of the auditing problems that would occur if the 80-20's
were not included in the waters' edge. This study offers both
the state and the corporations an opportunity to reexamine this
issue. Pending this study, the approach taken by California is
necessary in order to protect its interests.

With respect to dividends, California clearly adopted a
position close proposed federal 1legislation. As the states
argued in the Working Group report, dividends paid by foreign
corporations to their parents are not necessarily "foreign
source" dividends. Multinational corporations operate on a
worldwide basis and often incur expenses in the United States
which are deducted in their tax returns, which, in turn, lead to
increased profitability abroad. Research and development
expenses are only one important example of this type of
transaction. Dividends thus represent a return on these
investments. Since the costs of these investments are deducted
in the United States, the returns on these investments should be
taxed in the United States. The seventy-five percent dividend
exclusion is an attempt to tax an appropriate share of these
dividends without taxing income which 1is truly earned outside the
state. It is in my view, a fair and quite reasonable policy.

The states have shown a willingness to adjust their tex
policies in 1light of the issues raised in the Working Group.
Although many tax administrators and policy experts prefer the
unitary system, they have responded tu the federal government's
request to adjust their policies to accommodate the desires of
some of our major trading partners. The 1legislation that has
been adopted has been responsivas and has cost the states
significant revenue at a time when demands on states' coffers are
high. With the primary foreign policy considerations eliminated
by recent state legislative action, there is sinmply no
Juetification for federal legislation. The remaining difficult
and complex issues in state corporation taxation should be left
to the states.
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Statement
of
TAX EXECUTIVES INSTITUTE, INC.
. on
Pending Pederal Legislation Prohibiting State Taxation on the Worldwide
Unitary Basis, Restricting the State Taxation of Foreign-gource
Dividends, and Imposing New Information Reporting Requirements on
Multistate and Multinational Corporations

September 17, 1986

I. BACKGROUND

Tax Executives Institute (TEI) is a professional association of
corporate and other business executives who are responsible for the tax
affairs of the companies by whom they are employed. our 4,000
individual members représent more than 2,000 of the leading
corporations in the United States and Canada.

Historically, TEI has been concerned with the administrative
aspects of tax policy, and we are proud of our record of working with
Congress, the Department of the Treasury, Internal Revenue Service, and
appropriate state tax officials to reduce the costs and burdens of tax
administration and compliance to the mutual benefit of government and
taxpayers. TE1 represents a true cross-section of the business
community in North America -- including numerous non-U.S. owned or
controlled multinational corporations. We believe our diversity and
the professional training of our members enable us to bring an
important and balanced perspective to issues such as those posed by
federal legislation concerning the states' use of the worldwide unitary
method: our members are the individuals who must contend with the
applicable rules on a day~-to~day basis. ’

TEI has long been interested in minimizing and rationalizing the
administrative and fiscal burdens placed upon multijurisdictional
businesses through the use of the worldwide unitary tax method. This
statement sets forth TEI's position on pending federal legislation
dealing with the worldwide unitary tax problem and related issues
(S. 1974 and H.R. 3980).

II. SUNMARY OF PEMDING FEDERAL LEGISLATION

On December 18, 1985, S. 1974 was introduced into the Senate and a
companion bill, H.R. 3980, was introduced in the House of
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Representatives. These bills attempt to resolve the worldwide unitary
tax dispute and attendant problems in three principal ways.

First, the bills would prohibit states from using the worldwide
unitary tax method to compute taxpayers' state income tax liabilities,
Secondly, the proposed legislation would prohibit any state -- except
the state in which a taxpayer has its commercial or legal domicile--
from taxing foreign-snurce dividends. Thirdly, the proposed
legislation would impose new disclosure and information reporting
requirements on certain multistate and multinational corporations.

I1II. THE NEED POR FEDERAL LEGISLATION

The dispute over the constitutional propriety of the worldwide
unitary tax method to compute the state tax liabilities of
multinational businesses raged for over two decades and culminated in
1983 in the Supreme Court of the United States decision in Container
Corporation of America v. Franchise Tax Board. In Contafner, the
SUpreme Court placed 1ts imprimatur on the worldwide unitary method.
The Court's decision, however, by no means resolved the matter.
Indeed, in response to the outcry from the business community following
this decision, President Reagan appointed a "Working Group” to study
the issue and recommend solutions. The Working Group was chaired by
the Secretary of the Treasury Donald T.Regan and included
representatives of various states, the business community, and the
federal government. After months of hearings and discussion, the
Working Group "agreed" (subject to myriad qualifications frdm
representatives of both business and the states) on three basic
principles:

Princigle One: "Water's-edge” unitary combination for both
U.S. an oreign-based companies.

Principle Two: Increased federal administrative assistance
o and cooperation with the states to promote full taxpayer
disclosure and accountability.

Principle Three: Competitive balance for U.S. multi-
nationals, foreign multinationals, and purely domestic
businesses.

Those principles were set forth in the Chairman's Report on the
activities of the Working Group. Since that report was released in
1984, much activity has occurred at the state level. Of the 12 states
employing the worldwide unitary method at the end of 1983, nine have
replaced the worldwide method with the “water's-edge" method. Most
notably, the California legislature enacted replacement legislation in
August 1986, which Governor Deukmejian signed into law on September 5.

Despite the "progress" that has been made in certain states to
repeal the worldwide unitary method and in other states to reach a
solution to the problem, TEI believes that federal legislation is
necessary to resolve the disputes that have divided business and ‘the



states for decades. Federal legislation is needed for the following
tax-policy related reasons:

First: Although the trend at the state level to repeal the
worldwide unitary method is certainly welcomed by the business
community, federal legislation is necessary to ensure that state
administrators or legislators will not at some later date seek to
impose the worldwide unitary method.

Second: Federal legislation is needed to ensure that no state, or
subdivision thereof, is permitted to tax foreign-source dividends,
since such taxation constitutes a mere extension of the worldwide
unitary tax method. Currently, approximately 15 states, in addition to
those currently employing the worldwide unitary method, include
foreign-source dividends either wholly or partially in their tax bases.

Third: Federal legislation is needed to discourage states from
taxing extraterritorial income (i.e., foreign-source dividends) by
indirect methods. For example, in certain worldwide unitary states
(including California), consideration has been given to imposing, as a
condition of electing the "water's-edge” method, an assortment of
onerous toll charges, filing fees, and other burdensome requirements.
(The legislation recently enacted by the California legislature imposes
such a toll charge on a corporation's electing not to use the worldwide
unitary method.) Such conditions would clearly undermine the
principles on which the Working Group agreed and dilute the overall
efficacy of the corrective state legislation. Thus, federal
legislation is necessary to establish clear, well-defined limits to the
states' powers to tax multinational businesses,

IV. THE ESSENTIAL COMPONENTS OF FEDERAL LEGISLATION

Tax Executives Institute has filed reports and statements on the
state taxation of multistate and multinatipnal businesses with Congress
and others. For example, in 1980 the Institute testified before the
Senate Pinance Committee on S. 1688 and before the House Ways and Means
Committee on K.R. 5076, both of which would restrict the states' right
to use the worldwide unitary method and to otherwise tax foreign-source
income. In 1981, we testified before the Advisory Commission on
Intergovernmental Relations in support of federal legislation defining
and limiting the power of states to tax multijurisdictional businesses.,

Most recently, TEl submitted comments on the proposed unitary tax
legislation drafted by the Treasury Department and released for public
comment on July 8, 1985. This draft legislation would have required
certain corporations to file annual information returns with the
Internal Revenue Service reflecting the computation of their state
income tax liabilities in the various states. In noting that the
Treasury Department had expressly deferred a decision on whether to
press for federal legislation to remedy the worldwide unitary tax
problem, TEI stated:

Since the imposition of new information reporting
requirements on multistate and multinational
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corporations, such as those proposed in the draft
legislation, may constitute but one part of the
perceived solution to the worldwide unitary
taxation problem, TEI believes that the proposed
domestic disclosure spreadsheet legislation is
premature and that it should be held in abeyance
pending the completion of the Secretary's review of
this area.,* * *

* * * TE]I believes that the domestic disclosure
worksheet legislation is premature and that an
improved proposal should be introduced only as part
of a comprehensive solution to the conflicts that
exist in this area.

TEI continues to believe that federal legislation is necessary to
resolve the worldwide unitary issue. 1In our view, such legislation
should contain the following elements:

1. Prohibit any state, or subdivision thereof, from
imposing income tax on any taxpayer on a worldwide
unitary basis. The federal legislation, however,
should not operate to preclude states from
affording taxpayers an election to use the
worldwide unitary method.

2. Prohibit any state, or subdivision thereof, from
including in its income base subject to taxation
dividends received (or deemed received) from
foreign subsidiaries of the taxpayer.

3. Provide a definition of "worldwide unitary basis"
specifying which members of a controlled or
affiliated group of corporations can be included in
a combined return. In this respect, TEI believes
that "section 936 companies" should generally not
be includible in a "water's-edge" combined group.
We take no position at this time on whether "80-20
companies” should be included or excluded from the
group for combination purposes.

V. TEI'S POSITION ON PENDIRG FEDERAL LEGISLATION
(S. 1974 AND H.R. 3980)

Tax Executives Institutes supports the enactment of federal
legislation to resolve the worldwide unitary tax conflict and,
consequently, supports the goals of S. 1974 and H.R. 3980, which are
pending before the Senate and the House. 1In this regard, we commend
the Senate Committee on Finance for scheduling a September 29, 1986,
hearing on the proposed legislation, and we urge the House Committee on
Ways and Means to follow suit.

We believe, however, that certain modifications to the proposed
legislation are absolutely essential to achieve federal solution to the
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worldwide unitary problem. Our proposed changes are set forth below
and are presented serially rather than in order of importance or
prominence.

Proposed Section 7518(a)

This section would prohibit any state from imposing the worldwide
unitary method on any taxpayer with two exceptions. A state could
continue to use the unitary method --

{1) 1if the taxpayer materially fails to comply with the
disclosure requirements set forth in section 6039A
or the legal or procedural requirements associated
with the income tax laws of the state; or

(2) if the taxpayer (or a relevant foreign country)
fails to provide material information concerning
the income transactions with certain related
corporations.

TEI believes that the prohibition against the use of the worldwide
unitary method must be unequivocal. Consequently, we object to the
legislation's granting states the right in certain cases to use the
worldwide unitary method. A taxpayer should not be threatened with the
imposition of the worldwide unitary method (i) for failing to comply
with the legal and procedural requirements imposed under the various
state tax statutes and regulations, or (ii) for failing to provide
information on transactions with related members of a controlled group.
State law governing such disclosures and reporting requirements might
not only be unacceptably vague or fluid but, for many if not most
taxpayers, would be as administratively burdensome as the use of the
worldwide unitary method itself.

Moreover, state tax codes already provide substantial civil and
criminal penalties for such transgressions. Mandating the use of the
worldwide unitary method in such situations would, in our view, be
wholly unwarranted. Undoubtedly, this provision could lead to
protracted litigation in which states and taxpayers would spar over the
adequacy of the information disclosures.

In addition, the proposed legislation would apparently allow a
state to apply the worldwide unitary method where the failure to
disclose was not at all attributable to the taxpayer's actions -~ for
example, where a third party (i.e., a foreign country) refused or
failed to provide information regarding transactions between the
taxpayer and a related corporation doing business in the foreign
country. We submit that such a result would be inequitable.

Proposed Section 7518(b)

This proposed subsection would prohibit states from taxing more
than an "equitable portion®" of foreign-source dividends. By its terms,
however, this restriction would not apply to the state of commercial or
legal domicile of the taxpayer receiving such dividends. TEI submits
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that no state, including a taxpayer's ‘state of commercial or legal
domicile, should be permitted to tax foreign-source dividends.
Conferring on any state the right to tax foreign-source dividends would
contradict the underlying basis for prohibiting the state taxation of
such income -~ the prevention of the double taxation of extra-
territorial income. Permitting any state to tax foreign-source
dividends would perpetuate disputes concerning the appropriate scope of
state taxation, not solve them.

Under the proposed legislation, a state would not be considered to
include in its income base more than an "equitable portion" of a
taxpayer's foreign-source dividends if it --

(1) excludes from its income base subject to taxation
at least 85 percent of such dividends;

(2) excludes from its income base the portion of the
dividends which effectively bears no federal income
tax after application of the foreign tax credit; or

(3) considering all the facts and circumstances, effect
an equitable apportionment of the dividends to the
state substantially similar to (1) or (2), pursuant
to regulations to be promulgated by the Secretary
of the Treasury.

Although this proposed definition at first blush seems consistent
with the intent of the legislation in restricting the taxation of
foreign-source dividends, it leaves open many questions. Absent
comprehensive regulations, it would be virtually impossible for
taxpayers and the states to reach agreement on what portion of the
taxpayer's foreign-source dividends "effectively bears no federal
income tax after the application of the foreign tax credit."” 1If
history is any guide, regulations would not be promulgated for years,
thus leaving the states and taxpayers without a clear understanding of
how foreign-source dividends shculd be effectively taxed.

Moreover, it must be remembered that state allocation and
apportionment schemes, as they relate to the transaction of
multijurisdictional businesses, are intended to provide a mechanism for
determining the "“asource®” of the taxpayer's income, irrespective of the
taxpayer's legal domicile or state of incorporation. Allowing states
to tax foreign-source dividends would render this precept meaningless.

Proponents of the worldwide unitary method and the taxation of
foreign-source dividends have frequently focused on the supposed
ability of corporations to effectively shift income outside the United
States. We suggest, however, that changes made by the Tax Reform Act
of 1984 (specifically, amendments to section 367(d) of the Internal
Revenue Code) have substantially reduced the force of such arguments.
Indeed, the result of those changes, together with the Treasury
Department's pledge to devote substantially more resources to the
examination of international transactions, has been to significantly
narrow any opportunity for unlawful income shifting that might have
previously existed,



Therefore, TEI recommends that the proposed tests for determining
what constitutes an "equitable portion" of a taxpayer's foreign-source
dividends be cast as a single mathematical limitation. The 85-percent
threshold found in proposed section 7518(b)(l) presumably is intended
to result in the elimination from the state tax base of only the net
foreign-source dividend received by a taxpayer, after reduction for
appropriate related expenses. We propose that the second sentence of
proposed section 7518(b) be redrafted, as follows:

FPor purposes of this subsection (b), a state shall
not be considered to include in its income base
more than an equitable portion of dividends
described in the preceding sentence if it excludes
from the income base at least 85 percent of such
actual dividends received or deemed received by the
taxpayer.

Notwithstanding the preceding sentence, no state
shall include foreign dividend gross-up defined
under section 78 [of the Internal Revenue Code]) in
its income hase subject to taxation. Furthermore,
no state shall disallow a taxpayer's deductions or
credits as an offset against such dividends if such
disallowance would have the effect of including in
the states's income base more- than 15 percent of
such dividends.

In addition, proposed section 7518(b) should be modified to make it
clear that the term "foreign-source dividends" includes subpart F
income under sections 951-964 of the Internal Revenue Code and other
foreign-source dividends received or deemed received by the taxpayer
{including section 1248 gain and consent or deemed dividends).

]
Proposed Section 7518{(c)(2)

The definition of the "worldwide unitary basis® set forth in the
proposed legislation is clearly predicated on a "low-tide"” mark. TEI
submits it is unacceptable. Under the bill, states would be permitted
to include in a "water's-edge®™ combination so-called possessions
(section 936) corporations and 80-20 companies with payroll, sales, or
purchases to or from unrelated parties or property exceeding a
$10,000,000 threshold. As already noted, TEI takes no position on
whether 80-20 companies should be included in a permissible "water's-
edge" group. As to possessions corporations, we submit there are
several reasons for excluding them from a "water's-edge" combination.

First, transactions with such companies are already subject to
Internal Revenue Service review to determine whether iancome has been
unlawfully transferred outside the U.S. taxing jurisdiction. Secondly,
the basic complaints associated generally with the worldwide unitary
method (i.e., that income earned outside the United States is
disproportionate in relation to the factors used to allocate such
income under the various state formulary methods) are equally
applicable to these companies. Lastly, as part of the federal solution
to the worldwide unitary problem, the Treasury Department has already



393

agreed to strengthen its audit and review of transnational
intercorporate transactions. This pledge should provide sufficient
comfort Lo those states otherwise concerned about the ability of
taxpayers to shift income outside jurisdictions.

Proposed Section 6039A -- Information With Respect to Certain
Multistate and Multinational Corporations

As an organization whose members are responsible for ensuring that
their companies comply with the tax laws, TEI is very much concerned
about the administrative burden posed by the proposed information
reporting requirements set forth in section 60392 of the proposed
legislaticn. In this regard, we seriously question whether the time
and costs required to fulfill these requirements have been adequately
justified by its proponents. In its present form, the legislation
would impose significant burdens on many corporationg not conducting
any or more than a nominal amount of business outside the United
States.,

In addition, the compliance requirements for those companies
subject to the proposed legislation could, in our opinion, be as
onerous as the worldwide combined reporting burden that now exists for
many taxpayers, even though the amcunt of useful information provided
to the states would be generally minimal. Clearly, where the
information obtained is of marginal value, this type of burden is
wasteful in terms of both personnel and financial resocurces.

Notwithstanding the foregoing comments, should Congress still feel
compelled to include the information reporting requirements in the
proposed legislation, TEI believes that certain changes are necessary
to ensure that the legislation is administrable, equitable, and
consistent with longstanding tax policy goals. Not the least of the
required changes relates to the discretionary authority that would be
granted the Secretary of the Treasury under proposed section 6039A(a)
to expand the nature and volume of information required to be submitted
by a reporting corporation. 1In our view, that discretionary authority
should be eliminated. Thus, only those items specifically identified
in proposed section 6039A(a) -- essentially, income tax liability,
method of calculation, and affiliated company transactions -- should be
required to be included on the domestic disclosure spreadsheet (DDS).

Other changes recommended by TEI to the domestic disclosure
spreadsheet requirements are set forth below.

Proposed Section 6039A(c)

Under the proposed legislation, a "reporting corporation" required
to file the DDS return includes a corporation that "is subject to tax
in at least two states, and owns total assets with an aggregate
original cost of at least $250,000,000, at least $10,000,000 of which
are located in the United States.®” We submit the proposed definition
is excessively broad. The overall purpose of the legislation is to
resolve the conflict between the states and business over worldwide
unitary taxation., Under the bill, however, many large corporatlons



394

(i.e., those with total assets of $250 million or more) that conduct no
or only de minimis foreign activities would be irequired to comply wi
the NDS Tequirements. In addition, small and medium-sized businesses
that merely export $10 million or more of products outside the United
States would be subject to the DDS requirements.

TEI submits that corporations that conduct no or only de minimis
business outside the United States and those corporations that engage
in foreign commerce only through direct expcrt sales should not be
subject to the DDS reporting requirements. In this regard, the
Department of Commerce has taken issue with the proposed legislation
and expressed the federal government's need to balance the interests of
the states in obtaining information regarding the activities of
multinational corporations against the need not to overburden
businesses with substantial reporting requirements of little or no
value. Specifically, in a letter dated August 22, 1985, Douglas A.
Riggs, the Commerce Department's General Counsel, arqued persuasively
that the proposed DDS guidelines issued by the Treasury Department on
July 8, 1985 (after which the DDS requirements found in S. 1974 and
H.R. 3980 are patterned) should be moderated. Mr. Riggs stated that
DDS requirements --

will place a difficult burden on small and middle sized U.S.
companies, which have no direct investment abroad and should
not be subject to the unitary remedies at all. Furthermore,
such companies, unlike true multinationals with active
subsidiaries and branch operations abroad, have virtually no
potential for immunizing their profits from local state
taxation.

TEI agrees with the Commerce Department that only those
corporations that are directly involved in the worldwide unitary tax
dispute should be drawn into the legislative net. Consequently, we
recommend that the definition of "reporting corporation” be modified to
exclude purely domestic companies. Specifically, we urge the exclusion
from the combined group of those companies conducting only de minimis
foreign business (i.e., those companies deriving five percent or less
of their revenues™ from the sale of products or services through the
active conduct of business outside the United States), and those
companies engaged in foreign commerce merely through the direct export
or import of personal property to or from unrelated parties (i.e., not
conducting business through a foreign branch, office, fixed place of
business, permanent establishment, or subsidiary -~ other than a FSC or
DISC).

Proposed Section 6039A(d)

In addition to the federal penalty provisions set forth in
proposed section 603%A(e), proposed subsection (d) would provide that
the states may treat the filing of the DDS return with the Internal
Revenue Service as if it were also originally filed with the states for
purposes of imposing state penalties for negligence, fraud, or a
material understatement of income or tax liability. Such a provision
is both unnecessary and ill-advised. 1Indeed, because it could lead to
the inconsistent application of various state laws to federally
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required disclosures and, in fact, sanction the unequal treatment of
similarly situated taxpayers, it represents bad tax administration and
even worse tax policy.

The penalties imposed by the Internal Revenue Code are substantial
and, we believe, wholly sufficient to discourage noncompliance with the
reporting requirements. If states were permitted to levy additional
civil or criminal penalties with respect to DDS returns, a taxpayer
could face multiple assertion of such penalties -- the particulars of
which might depend on the vagaries of each asserting state's tax laws,
administrative reguiations, and enforcement practices. As a result,
the taxpayer could be placed in the position of defending itself
against scores of separate, perhaps even inconsistent, state
determinations with respect to the same DDS return.

Enforcement of proposed section 6039A should be left to a single
general agency -- the Internal Revenue Service -~ that can assure that
the provisions are interpreted and applied in a consistent, even-handed
manner. Accordingly, TEI recommends that proposed section 6039A(d) be
deleted in its entirety.

Vi. CONRCLUSION

Tax Executives Institute applauds Congress's and the
Administration's efforts to seek a federal solution to the worldwide
unitary problem. S. 1974 and H.R. 3980, although requiring significant
amendments, provide a sound foundation for achieving this objective.
Consequently, TEI urges Congress to take immediate action on this
legislation. TEI requests that the specific recommendations discussed
above be taken into consideration since they are believed to be
necessary to assure that the solution is both fair and enduring.

TE1 appreciates this opportunity to present our views on proposed
federal legislation relating to the states' use of the worldwide
unitary method. If you should need additional information or wish to
Aiscuss these comments, please do not hesitate to call James F. Buresh,
chairman of TEI's State and Local Tax Committase, at (312) 875-9010 or
Timothy J. McCormally, TEI's Tax Counsel, at (703) 522-3535.

Respectfully submitted,

EXBCUTI? INSZTU’!‘B; INC.
L]

By:' Bavid L. Burn
President
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VIX. APPENDIX:
HISTORY OF THE PROBLEM

Oon June 27, 1983, the Supreme Court of the United States held that
California's application of the worldwide unitary method of taxation to
Container Corporation of America and its foreign subsidiaries was
proper. Container Corporation of America v. Franchise Tax Board, 103
S§. Ct., 29353 (1983). In so holding, the Court found that California is
not required “to employ the arm's-length approach used by the Federal
Government and most foreign nations in evaluating the tax consequences
of intercorporate transactions," that "the double taxation occasioned
by the California scheme is not impermissible,”® and further that the
“California tax does not violate the ‘one voice' standard * * * under
which a state tax at variance with federal policy will be struck down
if it either implicates foreign policy issues which must be left to the
Pederal Government or violates a clear federal directive.”

As a result of the Court's decision and the concern that
additional states might incorporate the worldwide unitary method into
their own taxing systems, affected members of the business sector
{(joined by major foreign trading partners of the United States) stepped
up their efforts to have the federal government ban the worldwide
unitary tax method by urging the President to intercede in the dispute.
At the same time, supporters of the worldwide uaitary method implored
the Administration not to interfere in what they perceived to be
primarily a "states' rights"™ issue. 1In response to the concerns
expressed by both the proponents and opponents of the worldwide unitary
method, President Reagan established a "working Group,” whose members
represented the affected parties in the dispute: multinational
corporations, state governments utilizing the worldwide unitary method,
and the federal government. The Working Group was charged with
examining the issues and formulating recommendations that would “be
conducive to harmonicus international economic relations, while also
respecting the fiscal rights and privileges of the individual states.”

The Working Group, chaired by Secretary of the Treasury Donald T.
Regan, heard testimony and debated the issues for a period of five
months. The results of these hearings were transmitted to the
President in the Chairman's Report On The Worldwide Unitary Taxation
Working Group: Actlvities, Issues and Recommendations (July gI, 19837,
The Report set forth the following three principles:

Principle One: "Water's-edge" unitary combination
for SOEE U.5. and foreign-based companies.

Principle Two: Increased federal administration
assistance and cooperation with the states to

promote full taxpayer disclosure and
accountability.

P}inci le Three: Competitive balance for U.S.
muIExna%IonaIs. foreign multinationals, and purely
domestic businesses.
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The Report noted that the state representatives and the
representatives from the business community were not able to reach a
consensus on two key areas:

(1) whether states should have the right to tax
foreign-source dividends; and

(2) whether so-called 80-20 corporations should be
includible in a "water's-edge” unitary combination.

The states arqued that foreign-source dividends should not be
exempted from their tax bases; business representatives countered that
allowing states to tax foreign dividends would effectively expand, -
rather than constrict, the use of the worldwide unitary method. The
difference of opinion over the proper treatment of 80-20 companies was
equally diverse, with the states arguing for inclusion of such
companies in the "water's-edge" definition and business proposing a
"high-tide" definition favoring exclusion of such companies. (As noted
above, TEI has to date taken no position on whether 80-20 companies
should be included in the definition of the "water's-edge” unitary
group.) .

Thus, in the final analysis, the Working Group failed to agree om
a comprehensive solution to the worldwide unitary question. 1Instead,
Chairman Regan exhorted the states still using the worldwide unitary
method to resolve the dispute with new state legislation. 1In his
report, he stated that if the states had not made "appreciable
progress®” to eliminate the use of the worldwide unitary method by July
31, 1985, he would recommend that the Administration support federal
legislation to correct the problem.

On July 8, 1985, the Treasury Department issued for public comment
draft legislation requiring certain corporations to file informatiom
returns with the Internal Revenue Service reflecting their computations
of state incom> taxes in the various states. This legislation was
intended to promote Principle Two of the Working Group Report--
federal assistance in promoting full taxpayer disclosure and
accountability. Two days after the Treasury Department released the
draft domestic disclosure spreadsheet legislation, the British House of
Commons approved a measure that would permit the United Kingdom to
retaliate against those states employing the worldwide unitary method
by withholding tax refunds on dividends paid by U.K. subsidiaries of
U.S. parent companies doing business in worldwide unitary states.

On August 16, 1985, the Treasury Department issued a News Release
stating that "positive developments"™ had occurred at the state level
over the course of the previous year. The News Release specifically
commented on the efforts then underway in California to enact *"water's-
edge" legislation. In light of the developments, the Treasury
Department announced it had deferred consideration of whether to
recommend federal legislation' to solve the worldwide unitary taxatiom
dilemma. The Treasury acknowledged, however, "that important steps
remained to be taken by the states before the unitary taxation problem
{could] be considered to be satisfactorily resolved.® Most observers
linked the Treasury Department's decision to defer consideration of
federal legislation to the intense efforts underway by the California

67-908 0 - 87 - 14
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legislature to reform the worldwide unitary method system.
Unfortunately, the California legislature adjourned in September of
1985 without enacting a "water's-edge” bill.

In light of the failure of the California lawmakers to enact
"water's-edge” legislation during 1985, combined@ with the stepped-up
pressure by foreign governments (most notably, the United Kingdom) on
the Administration to intercede, the President announced on November 8,
1985, that the Administration would support federal legislation
compelling the rema‘ning states to abandon the worldwide unitary method
of taxation and provide restrictions on the states' rights to tax
foreign-source dividends. On December 18, 1985, S. 1974 was introduced
in the Senate by Senator Wilson of California and, on the same day,
Representative Duncan of Tennessee introduced a companion bill, H.R.
3980, in the House of Representatives. This legislation generally
would prohibit the use of the worldwide unitary method, would restrict
the state taxation of foreign-source dividends, and would impose new
disclosure requirements on multistate and multinational corporations.

Notwithstanding the introduction of S. 1974 and H.R. 3980, the
Administration made it clear that it would prefer for the states to
resolve the worldwide unitary dispute without the need for federal
intervention. 1In a letter dated January 30, 1986, to the governors of
the six states still using the worldwide unitary method, Secretary of
State George Schultz urged the states to abandon the use of the method.
He stated that the Administration "would welcome swift legislative or
administrative action by your state to terminate your state's use of
the worldwide unitary method of taxation and to limit your state's
taxation of foreign-source dividends."®™ Furthermore, in a letter dated
March 14, 1986, to California Assembly Republican Leader Pat Nolan, J.
Roger Mentz, Acting Assistant Secretary of the Treasury for Tax Policy,
stated:

(Tlhe fact that California continues to tax on a
worldwide unitary basis presents serious problems
to the Administration. We hope that California,
like other states, will be able to resolve this
difficult problem by enacting legislation that is
consistent with the federal legislation. This
action would stand as a tangible expression of the
workability of federalism. It also would prompt us
to reassess the need for the federal legislation.

on August 26, 1986, the California legislature approved a
compromise unitary tax reform bill (SB-85). Governor Deukmejian signed
the measure into law on September 5. The bill offers multinational
corporations currently taxed under California's worldwide combined
reporting method an option to be taxed on a "water's-edge" basis, as of
January 1, 1988. Generally, corporations can continue to be taxed
based on the California portion of their worldwide unitary income or
they can elect to use a rolling l0-year period to compute their tax
based on the California portion of their U.S. income. It should be
noted that, under the California legislation, domestic international
sales corporations (DISCs), foreign sales corporations (FsCs), and "80-
20 corporations," and other companies =-- regardless of where
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incorporated -- with 20 percent or more of their average property,
payroll, and sales within the United States would be included in the
"water's-edge”™ group.

Under SB-85, the electior will not come witnout cost to the
corporation. Specifically, companies reporting under the electiom
provision will be required to pay an annual fee of .03 percent of their
property, payroll, and sales in California. This fee can be reduced to
a minimum of .0l percent by making new investment in the state. Under
the legislation, 75 percent of dividends received from foreignm
subsidiaries owned more than 50 percent by the parent will be exempt
from taxation, with adjustments possible based on the relationship of
domestic payroll to total payroll. Finally, taxpayers making the
election will not be able to revoke it for 10 years.

The bill also contains several provisions unrelated to combined
reporting reform, including a requirement that many corporations file a
domestic disclosure spreadsheet similar to that which would be required
by H.R. 3980 and S. 1974. The spreadsheet would have to be filed
without regard tu whether the corporations have foreign operations ox
elect the new reporting method.

Since the California legislation will not become effective until
1988 and since the measure will require that certain studies and
reports be made to the legislature during its 1987 session, it remains
unclear whether uniform reform in California is at an end.

Meanwhile, judicial developments concerning the unitary issue have
continued. Specifically, on March 6, 1986, the Justice Department
filed an amicus curiae brief in the case of Alcan Aluminum Limited v
Franchise Tax Board, No. 84 C 6932 (N.D. Ill.”Jan. ’ : whic
pending before the U.S. District Court for the Northern District of
Illinois. In its brief, the Justice Department argued that the
worldwide unitary method, as it applies to foreign-based
multinationals, is offensive tG the Foreign Commerce and Supremacdy
CTauses of the Constitution, because it resulted in impermissible
interference with the federal government's implementation of national
policies and the conduct of foreign affairs. On March 22, 1986, amici
curiae briefs were filed on behalf of 17 foreign governments asking
court to strike down California's worldwide unitary tax.

It is expected that the Alcan case may ultimately reach the
Supreme Court of the United Stafes. A final decision by the Courg,
however, may not be forthcoming for several years. Should the
worldwide unitary tax method be found unconstitutional as it applies to
foreign-based multinationals, the focus may again shift to Congress to
consider the extent to which such a decision would have on the Workimg
Group's third principle -~ to strike a competitive balance betwoen
U.S.-based multinationals, foreign-based multinationals, and purely
domestic companies.



400

STATEMENT OF TEXACO INC.
TO THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE
SENATE FINANCE COMMITTEE
UNITED STATES SENATE

Texaco Inc., (Texaco) appreciates the opportunity to submit writ-
ten comments on the proposed Unitary Tax Repealer Act (S. 1974}.
Texaco is a wholly integrated oil company that either directly or
through subsidiaries and affiliated companies conducts oil and
gas exploration, production, transportation, refining and sales
activities in the United States and in over 160 countries
throughout the world. Texaco, a Delaware Corporation, has filed
a consolidated federal tax return since 1954,

The Administration and this Committee are to be commended for
their efforts to resolve the international controversy surround-
ing the individual states imposition of the worldwide unitary
method of taxation. Important in this endeavor is the attempt to
provide for the "equitable" taxation of foreign source dividends.
Texaco wishes to emphasize that any limited resolution of the
worldwide unitary issue without restriction on the state taxation
of foreign source intercorporate dividends and other foreign
income would disadvantage domestic corporations in their foreign
operations,

Texaco strongly supports the enactment, with modifications, of
S. 1974, which 1s before the Senate Finance Commilitee for con-
sideration, and its identical companion bill HR. 3980, which is
before the House Committee on Ways and Means.

I. Background

This legislation was drafted by the Administration and was
introduced into both chambers at the request of the President.
S. 1974 was introduced on December 10, 1985, by Senator

Pete Wilson for himself, and Senators Mathias and Hawkins.

HR. 3980 was introduced on the same day by Congressman

Duncan. Since introduction, Congressmen Gibbons, Jenkins,
Archer, Frenzel, and Daub have agreed to co-spons&r HR.

3980.

-1-
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In brief, this legislation would apply a water's-edge ap-
proach to state taxation of corporate income by (1) pro-
hibiting states from imposing corporate income tax on a
worldwide unitary basis; and (2) providing for "equitable®
tax treatment of dividends received by U.S. corporations
from their foreign subsidiaries. In exchange, all states
would benefit under this legislation from the establish-
ment of new federal information reporting requirements for
multinational corporation groups and certain other corpo-
rations. Such information is intended to assist the
states in the administration of their tax laws.

The Need For Federal Tax Legislation

There is a strong need for federal legislation notwith-
standing the recently enacted California legislation. <The
dispute over the constitutional propriety of the worldwide
unitary tax method to compute the state tax liabilities of
multinational businesses has plagued national governments,
the business community, and the states for many years.

The resolution is important now for the following reasons:

(1) Only federal legislation can give the uniformity,
equality and the consistency necessary to prevent the
disruption of international relations by individual
arbitrary state tax action which taxes income earned
outside of the United States and is not related in
any way to the taxed company's operations in the
state.

(2) To permit action by one state (California) to deter
federal legislation gives the impression to frreign
governments that it is California and not Congress
which determines the tax rules in foreign commerce.

(3) The enacted California legislation does not repeal
worldwide unitary because the California Franchise
Tax Board at its own discretion may ignore the
taxpayer's water's-edge election.

(4) California legislation can be easily repealed and
other states could still impose unitary taxation.
Thus, foreign governments will be required to main-
tain the threat of tax retaliation as the United
Kingdom has done.

{S) "california" type solutions favor mainly foreign-~
owned multinationals and, as a result, place domes-
tic multinational companies at a disadvantage. The
foreign source dividends of foreign-owned companies
are fully exempt from California taxation, but U.S.
multinational companies are subject to tax on all or
part of their foreign source dividends.

-2-
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(6) cCalifornia extracts a heavy toll charge (.03% c¢f busi-
ness activities in California) for the option to elect
water's-edge unitary tax relief from worldwide unitary
taxation -- an unfair cost to multinational companies.
Moreover, the election fee can be increased by Cali-
fornia in the future,

(7) The California legislation discriminates against U.S.-
based multinationals in favor of the foreign-based
multinationals by including 80/20 corporations in the
water's-edge unitary combination.

(8) To permit states to tax foreign source income and
require companies tep report on such foreign opera-
tions results in oppressive administrative and com-
pliance costs for companies which are required to
report on their complete worldwide operations even
though such information is often not readily avail-
able to those companies.

{(9) Requires a determination of income which is based on
apportionment factors that can significantly under-
state income earned by foreign operations, and over-
state income earned in the state and therefore result
in double taxation.

For the above reasons, individual state taxation on a world-
wide unitary basis of internationally generated income and
taxation by states of foreign source dividends is simply

not good international tax policy and it is not good foreign
policy when states are permitted to act individually and
independently in areas of foreign income taxation.

Basic Principle of Taxation Which Texaco Supports

The basic principle to which Texaco adheres is that states,
like the United States, should recognize the established
principles of international taxation so that the foreign
source income determination be made on the established
"arms length" principle (also referred to as the "separate
accounting”™ principle) uniformly and historically followed
by the international community. The "arms length" method
of determining the source of taxable income would preclude
formulary apportionment which is the basis oi the unitary
method of taxation as followed by California and other
unitary states.

Under the "arms length" principle, foreign source income
should be defined for state taxation purposes by federal
law (consistent with international tax principles) and
formulary apportionment of foreign source income should be
prohibited as a permissible methcd of determining income
arising from activities within their states and income
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reasonably related thereto. 1In addition, feoreign source
income (dividends or operating income) should be excluded
from state taxation so that U.S. corporations competing
overseas would not have a competitive disadvantage.

Federal Restrictions on State Taxation of Foreign Source
Dividends is Essential

Texaco's major concern with respect to the specific legis-
lation currently before the Congress is the "equitable"
taxation of foreign source dividends. We note that the
concept of "equitable" taxation of foreign source divi-
dends has been adopted by the Administration and is part
of this legislation. However, our concern is that because
of the wide disparity in views as to what will constitute
"equitable" taxation, the "equitable" concept may not be
practicable or workable. We believe that the foreign
source dividends, like any other foreign source income,
should not be subject to any state taxes. It is clear
that the foreign parent corporation will be able to have
100% of their foreign source income (dividends) protected
from U.S. federal and state taxation. Accordingly, we
believe that U.S. multinationals should not be placed in a
less competitive position.

Although Texaco does not favor the "equitable™ taxation of
foreign source dividends as proposed in S, 1974, in order
to have "equiteble" taxation of dividends, the following
principles should apply:

(1) Foreign source dividends received by foreign-based
multinationals will be excluded from state taxation
by state law or by lack of "nexus"; therefore,
"equitable" treatment requires the same exclusion for
foreign source dividends received by U.S. corpora-
tions either from foreign or domestic corporations,

(2) Exclusion of foreign source dividends from state tax-
ation should not be thwarted by interest expense ox
any other expense disallowance. Allocation of inter-
est expense between domestic and foreign operations
for state tax purposes should follow federal rules.

(3) Alternatively, interest and other expense allocation
by the states should be prohibited if there is not a
full exclusion of foreign source dividends (such as
an B85% exclusion). The 15% inclusion should replace
all expense allocations.
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(4) Dividends should not include Section 78 gross-up;
income which is deemed a dividend for purposes of
Subpart F as well as Section 1248, and those derived
from 80/20 companies.

S. 1974 provides that 85% dividend exclusion represents
"equitable"” taxation of foreign source dividends. We
respectfully suggest that the only manner in which tax-
ation of 15% foreign source dividends could be "equitable”
would be that the 15% represents a fair allocation of
associated expenses attributable to foreign source income
including interest offsets. Accordingly, we would urge
that as a necessary element of "equitable" taxation,
further disallowances of expenses of the parent corpo-
ration, such as the interest expense offset, or any other
expense disallowance, should be prohibited if 15% of the
dividend income is to be subject to state taxation,
Alternatively, we would urge that if the states are per-
mitted to disallow or allocate expenses attributable to
foreign source income, then taxation of foreign source
dividends should be entirely prohibited. We suggest that
if the 85% safe harbor treatment of foreign source divi-
dend taxation is included, then such approach should be in
lieu of allocation of expenses related to foreign source
income.

Taxation On a Worldwide Unitary Basis Is Inconsistent With

the Tax Policles of the United States

State taxation on a worldwide unitary basis has produced a
significant deterioration in the relationship of the
United States and its principal trading partners. The
worldwide unitary method of state taxation has undermined
the ability of the federal government to speak with one
voice in foreign tax policy matters. 1In fact, the con-
tinved wse of this method of taxation by the states im-
pairs the ability of the United States to carry out its
tax and investment policy in the international arena and
alienates our economic allies and exposes the United
States business community to increased taxation, adminis-
trative costs in foreign jurisdictions, and to severe
trading disadvantages in competing in the international
community. The water's-edge approach of S. 1974 will per-
mit the federal government to once again regain control of
the United States international tax policy. This bill
will provide for a simple and fair guidelire for states to
enact a consistent network of wvater's-edge legislation.
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Federal legislation Is Necessary to Assure Equitable
Treatment of American 80/20 Companies

The new California legislation illustrates the need for
federal legislation to restrict states from not only dis-
criminating against American companies in favor of foreign
competitors, but also from discriminating against some
American companies in favor of other American companies.
This situation results from California's exclusion of
American incorporated companies from the benefits of a
water 's-edge combination, even though they have more than
80% of their operations overseas, the so-called "80/20
company"” under the Internal Revenue Code.

This legislation should adhere to the principles that the
United States espouses in the double taxation treaty
agreements to which it has entered. Thus, the water's-
edge definition should be based upon the concept of limit-
ing state taxation of income to those individual companies
(of an affiliated group) that have a permanent -stazblish-
ment in the U.S. If the permanent establishment concept
cannot be easily adopted, then the test to deteruwine
whether foreign corporations are within the water's-edge
should be a simple calculation based on an analysis of the
sources of the corporations gross income. For example, if
at least 20% of a corporation's worldwide gross income
consists of U.S. source income which is not effectively
connected with a U.S. trade or business, or income from
U.S. or foreign sources which is effectively connected
with a U.S. trade or business, then the corporation would
be within the water's-edge and subject to taxation on a
worldwide unitary basis.

Including an 80/20 corporation in the water's-edge unitary
combination merely because it is incorporated in the U.S.
discriminates against the U.S,-based multinationals in
favor of the foreign-based multinationals because a simi-
larly situated foreign subsidiary of a foreign corporation
would not be included in the water's-edge combination and
the income therefore not subjected to formulary apportion-
ment.

The Worldwide Unitary Method Should Not Be Used As a
Penalty

The basic purpose of Section 7518 of S. 1974, is to
restrict the use of the worldwide unitary method of taxa-
tion. This is a sound approach and one supported by
Texaco. However, Section 7518({a) (1) and (2) would allow
the states to require the use of the worldwide method of
taxation as a penalty or sanction. Using the worldwide
method as a sanction in regulating a tax system is inap-
propriate.

-6-



VIII.

406

With respect to Section 7518(a) (1), most state statutes
provide for civil and criminal penalties for taxpayers who
materially fail to comply with the income tax laws of the
state. With respect to 7518(a) (2), to prevent the dis-
ruption of international relations by individual arbitrary
state actions and to maintain uniiormity, all information
from foreign governments concerning income transactions
with certain related corporations should be obtainable
only through the IRS or the State Department and disbursed
to the states.

Therefore, we recommend that Section 7518(a) (1) and (2) be
deleted.

The "Spreadsheet" Informational Requirements Should Not Be
Enacted Without Unitary Tax Relief

In noting that the Treasury Department has expressly de-
ferred a decision on whether to press for federal legis-
lation at this time to remedy the worldwide unitary prob-
lem, including the state taxation of foreign source divi-
dends, Texaco strongly urges that it would be equally wrong
to go forward with imposing new information reporting re-
quirements on multistate and multinational corporations,
such as those proposed in the draft legislation. Such
legislation would constitute but one part of the perceived
solution to the worldwide unitary taxation problem. 1In
arriving at the three basic principles which the working
group agreed upon, it cannot be over-emphasized enough
that the increased federal administrative assistance and
cooperation with the states in order to promote full tax-
payer disclosure and accountability was a principle which
was provided primarily for the states benefit and that the
other two principles which were agreed upon which would
provide for a water's-edge unitary combination for both
U.S. and foreign based companies and which would provide
that there be a competitive balance for U.S. multina-
tional, foreign multinational, and purely domestic busi-
nesses, was the quid pro quo with respect to these prin-
ciples which the business cormmunity sugggrted. To enact
at this time only that portion of the legislation will
only benefit the states; without consideration of legis-
lation to benefit business would be most inappropriate and
would undermine the concept of the working group agree-
ment. The proposed domestic disclosure spreadsheet legis-
lation is premature and it should be held in abeyance
pending the completion of an improved proposal that will
be introduced as part of a more comprehensive solution to
the conflicts that exist in this area.

-T-
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IX. The Spreadshecet Provisions Are Generally Acceptable as an
Inseparable Part of Unitary Taxation Relief

As long as this legislation provides for the basic prin-
ciples which the business community required including a
watar's-edge unitary combination for both U,S.~ and foreign-
based companies and a competitive balance for U.S. multi-
nationals, foreign multinationals and purely domestic busi-
nesses, the Federal disclosure spreadsheet provisions are
generally acceptable.

The Federal disclosure spreadsheet provisions of Section
6039 (a) of S. 1974 are designed to provide the states with
federal assistance in gathering iuformation that is neces-
sary for them to administer their tax laws relating to
multinational businesses. Subject to the non-disclosure
provisions of the bill, there is no objection to providing
the reporting corporations income tax liability paid to
each state, the income subject to tax in each state, and
the method of calculation in which the reporting corpora-
tion computed and allocated its income subject to tax by
each state. However, such information should only be pro-
vided to the Internal Revenue Service and to the appro-
priate state Departments of Revenue for their restricted
use. Consequently, we recommend deletion of all reference
to common agency. Furthermore, the requirements as set
forth in Section 6039 (a) and (b) to report on companies
own~d by affiliates should be applied only where they own
more than 50% of the outstanding stock of the company.

Texaco continues to believe that federal legislation is necessary
to resolve the entire worldwide unitary taxation dispute. In our
view, such legislation should contain the following elements:

1) Prohibit any state or subdivision thereof from imposing an
income tax on any taxpayer on a worldwide unitary basis.
The federal legislation, however, should not operate to
preclude states from affording taxpayers an election to
use the worldwide unitary method.

2) Prohibit any state or subdivision thereof from including
in its income base, subject to taxation, any intercorpo-~
rate dividends received (or deemed received) from foreign
subsidiaries, affiliates, or domestic companies operating
wholly in a foreign area.

3) Provide a definition of worldwide unitary basis specifying
no members of a controlled or affiliated group of corpora-
tions shall be included in a combined return unless the
members are carrying on more than a substantial amount of
business in the U.S. In this respect, Texaco believes
that 80/20 companies should not be included in a water's-
edge combined group. i

-8~
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Texaco applauds Congress' and the Administration's effort to seek
a federal solution to the worldwide unitary tax problem. S. 1974
and HR. 3980, although requiring modification, provide a sound
foundation for achieving legislation which will embody the three
basic principles agreed upon by the working group business and
state representatives. Consequently, Texaco urges Congress to
take immediate action to enact this legislation., We request that
the specific recommendations discussed above be taken into con-
sideration, since we believe them to be necessary in order to
insure that the solution to this problem is both fair and endur-
ing. We appreciate this opportunity to present our views on the
proposed Unitary Tax Repealer Act federal legislation. 1If you
should need any additional information, or wish to discuss any of
these comments, please do not hesitate to contact the undersigned
at 2000 Westchester Avenue, White Plains, NY 10650. I may be
reached by telephone at (914)253-6210 or (202)331-1427,

Respectfully submitted,

TEXACO INC.

<y A
G e’ ] 33 o

Robert S. Bevan
General Tax Counsel
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UNEE UNION DES INDUSTRIES DE LA COMMUNAUTE EUROPEENNE

Betty Scott-Boom

Committee on Finance, Room SD-219
Dirksen Senate Office Building
Washington DC 20510

PROPOSED UNITARY TAX LEG1SLATION - S. 1974

US Senate Finance Committee

Hearing before the Subcommittee on Taxation on Monday 29 September 1986

With reference to the United States Senate press release issued on 11
August 1986, UNICE respectfully submits to the Taxation Subcommittee the
following written statement:

l. UNICE is a confederation of the industrial associations of the Member
~ States of the European Economic Community (EEC *) and of the European
Free Trade Association (EFTA **), Most major industrial corporatfons

in these¢ eighteen countries are affiliated to UNICE's meabers.

Most direct foreign investment in the United States comes from Euro-
pean sources, the overwvhelming majority of which are multinational
corporations affiliated to one of UNICE's member Federations.

2. UNICE is also authorised to make this submission on behalf of the
European Banking Federation, which represents the twelve banking
associations of the Member States of the EEC. These associations
comprise the one thousand seven hundred full range service commercial
banks established in the EEC, several of which either have branches
in the United States or are considering establishing one there.

3. UNICE and the European Banking Federation urge the Committee to give
urgent and favourable consideration to $.1974.

4. In the opinion of both organisations, it 1s only through federal
legislation that a satiefactory universal and lasting solution will
be found to the prohibition on the use of the worldwide unitary
method of taxation by the States.

As to the reasons for this view, UNICE and the European Banking Fed-
eration would refer to the testimony which Mr Harry Corless gave at
the Subcommittee's oral hearing on behalf of the Organization for the

*) The Member States of the EEC are Belgium, Denmark, France, Federal
Republic of Germany, Greece, Ireland, Italy, Luxembourg, Netherlands,
Portugal and Spain.

®*%) The Member States of EFTA are Austria, Cyprus, Finland, Norway,
Sweden and Switzerland.

RUE DELOXUM 6 BTE 21 1000 BRUXELLES TVA 536059612 TEL. 5134562-5126780 TELEX UNICE B 26013  TELEGR, UNINDUSEUROF
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Fair Taxation of International Investments "OFPTII" (a summary of the
OFTII statement {s attached). UNICE and the European Banking Pedera-
tion strongly support the arguments in the OFTII stacement in favour
of federal legislation, as well as its more detailed comments on the
substance of $.1974.

5. 1In conclusion, UNICE and the European Banking Pederation look forward
to the satisfactory solution of this long~standing probleam with tbe
early passage of the Bill, suitably amended.

7 //7»)7/;&.‘7-\4_\___
~
2Cgmynt Tyszkiewicz
tary General

Enclosure: summary of OFFTI statement
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Annex to the UNICE submission

SUMMARY OF OFTII TESTIMONY ON S.1974.

OFTII is composed of twenty-four domestic companies owned by foreign
shareholders. OFTII members have invested billions of dollars in the
U.S. and created thousands of jobs for American workers. OFTII mem-
bers have been penalized unfairly by worldwide unitary taxation in
certiin States because they are taxed under this method on a portion

of th. income earned by their foreign shareholders or related companies
in foceign countries. This substantially disadvantages worldwide enter-
prises that have investments in unitary tax States and discourages in-
vestments in the U.S. Recent unitary tax legislation in California has
not dealt adequately with the problem. Several States still retain
fully worldwide unitary taxation; the California measure only provides
partial relief in the form of an "election" upon payment of a substan-
tial fee to which the taxpayer is committed annually for ten years
without regard to the amount of taxable income; the California tax.
authorities have the power under vague criteria to terminate the "election
and the law does not take effect until 1988, OFTII members do not see
this as a statisfactory solution to their concerns and are continuing to
litigate in State and federal court's to have worldwide unitary taxation
finally declared unconstitutional. OFTII members urge that the appro-
priate solution is federal legislation, much in the form of S.1974 with
relatively few technical changes. These changes, the details of which
are specified in the full statement, are proposed to ensure that State
unitary taxation is limited to the "water's edge'" and cannot be expanded
to include foreign enterprises not doing business in the United States;
that definitional matters are clarified; that compliance for State tax
purposes is made uniform and administered federally; and that stringent
monetary penalties are applied to ensure compliance under federal law
with reasonable and appropriate State revenue requirements.



Statement
of the
Chamber of Commerce
of the
United States

OM: FEDERAL LEGISLATION PROHIBITING STATE
TAXATION ON THE WORLDWIDE UNITARY BASIS

Y0: SUBCOMMITTEE ON TAXATION AND DEBT
RANAGEMENT OF THE SENATE COMMITTEE
ON FINANCE

pY: DAYID R. BURTON

DATE: SepTEMBER 29, 1968

The Chamber's milion is 1 advance human pragress through an ssomamie,
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The U.S. Chamber of Commerce is the world's largest
federation of business companies and associations and is the
principal spokesman for the American business comswnity. It
repreaents approximately 180,000 btusinesses and
orsanizations, such as local/state chambers of commerce and
trade/professional associations.

More than 91 percent of the Chamber's members are small
business firms with fewer than 100 employees, 58 percent with
fewer than 10 employees. Yet, virtually all of the nation's
largest companies are also active members. We are
particularly cognizant of the problems of smaller businesses,
as well as issues facing the business community st large.

Besides representing & cross section of the American business
community 3in terms of nusber of eumployees, the Chamwber
represents a wide management spectrum by typs of business and
location. Each ma jor classification of American
business—manufacturing, retailing, services, eounstruction,
wholesaling, and finance--numbers mora than 11,000 members.
Yet no one group constitutes as much as 29 perecent of the
total membership. Further, the Chamber hes seubstantial
membership in all 50 states.

The Chamber's international reach is substansiel as well. It
believes that global interdependence provides aa opportunity,
not a threat. In addition to the 356 Amsrican Chambers of
Commerce Abroad, an increasing number of mambezs are engaged
fn the export and import of both goods and services aand have
ongoing investment activities. The Chamber favors
strengthened internationsl compstitiveases aad opposes
artificial U.S. aad foreign barriers to iuternatiossl
business.

Positions on natiuvnal f{esues are developed by a cross section
of its members serviog o0 ecommittees, subcommittess and task
forces. Curreokly, sams 1,000 dusicess people pariicipese fo
this grocess.
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STATEMENT
ON :
FEOERAL LEGISLATION PROHIBIVING STATE TAXATION
ON THE WORLDWIDE ULITARY BASIS
for submission to the
SUBCOMMITTEE ON TAXAfTIOr:l AND DEBT MANAGEMENT
of the
SENATE COMMITTEE ON FINANCE
for the -
U.S. CHAMBER OF COMMERCE

By
David R. Burton*
September 29, 1986

1. SUMPMARY OF PENDING FEDERAL LEGISLATION

On December 18, 1985, S. 1974 was introduced by Senator Wilson of
Califoraia, and a companion bill, H.R, 3980, was introduced by Representative
Ouncan of Teanessee. These bills attempt to resolve the ongoing dispute over
states' use of the worldwide unitary tax method by: (1)} prohibfting the states
from using the worldwide unitary tax method to compute a corporation's state
income tax Yiability; (2) restricting the state taxation of foreign-source
dividends; and (3) imposing comprehensive new disclosure and information
reporting requirements on certain multistate and multinational corporations.

I1. CALIFORMIA UNITARY LEGISLATION

In 1983, the United States Supreme Court in Container Corporation of
America v. Franchise Tax Board held that Californfa™s use of the worldwide
unitary method of taxation was constitutional. Shortly after the court's
decision, at the request of the business community, a Working Group was
appointed to recammend solutions to the unitary issue. After a series of
prolonged hearings, the Working Group, comprised of representatives of both
buisinﬁs‘s and the state and federal government, agreed on three basic
principles:

Principle Ome: Water's-e0ge uattary combination for both U.S. and foreign
based companies.

Principle Two: Increased federal administrative assistance to and tooperation
with EEO states to promote full taxpayer disclosure and accountability.

Principle Three: Competitive dalance for U.S. multinationals, foreign
muTtTnationals and purely domestic businesses.

In the three years since the ¥Working Group began its work on the unitary
issue, nine of the 12 states sti1) utilizing the worldwide unitary method at
the end of 1983 have replaced the worldwide method with the water's-edge
method. Most recently, the Califormia legislature approved a compromise
unitary tax reform bill which Governor Deukmejian signed into law on
September 5, 1986,

*Acting Manager Tax Policy Center, U.S. Chamber of Commerce
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Under the compromise bill, all corporatfons may elect to report {ncome
for California bank and corporation tax purposes using a water's-edge
apportionment method as of January 1, 1988, Companies electing to be taxed
under the water's-edge method will be required to pay an annual fee of 0.03
percent of the sum of their property, payroll and sales in Californfa. In
addition, electing companies will not be able to revoke such water's-edge
el:ﬁti?zifor a period of 10 years except with permission of the state tax
authorities.

The definition of the water's-edge group under the California legislation
includes foreign sales corporations (FSC's), domestic international sales
corporations (DISC's), U.S. corporations with primarily foreign operations
(80/20 companies) and Subpart F income. The bill also provides that 75
percent of dividends received from controlled foreign corporations (CFC's)
owned more than 50 percent by the parent will be exempt from taxation. This
76 percent exemption of foreign-source dividends, however, could be reduced
significantly over time for companies that increase their foreign payroll
relative to their domestic payroll. Finally, all corporations subject to
California jurisdiction would be required to file a domestic disclosure
spreadsheet similar to that proposed by S. 1974 and H.R. 3980,

While the U.S. Chamber commends California for taking steps to alleviate
the unitary problem, the California legislation does adequately not do so.
Some of the problems with the California bi1l are:

(1) The water's-edge group should not include FSC's, DISC's, 80/20
companies and Subpart F income. The objective of water's-edge legistation {s
to tax only such income that can be described fairly as earned within that
state, Income from these types of companies {s earned outside of California
and as ;uch should not be taxed by tine state under a true water's-edge
approach.

{2) One hundred percent rather than 75 percent (or less depending on a
corporation's gercentage increase in forefgn payroll) of foreign-source
dividends should be exempt from state taxation. State taxation of any portion
of foreign source dividends is an extension of the worldwide unitary tax
method. Since 15 states in addition to those three states currently using the
worldwide unitary method include at least part of foreign source dividends in
their tax bases, federal legislation is necessary to ensure that foreign
dividends are not taxed.

(3) The 0.03 percent fee imposed on companies electing to be taxed wnder
the water's-edge method undermines the benefit of California's water's-edge
legislation. This eléction fee percentage could be increased easily by
California when additional state revenue 1s needed. As & result, federal
legisiation is needed to eliminate the states' ability to tax companies using
the worldwide unitary method, both dfrectly and indirectly ({i.e., through use
of an election fee).
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BII. JMAT SHOULD BE INCLUDED AS PART OF FEDERAL LEGISLATION

Even though a number of states have recently taken steps to repeal the
wridwide unitary method and resolve the problem, the Chamber strongly !
e¢ontonds that the ongoing dispute between the business community and the
states over the unitary method will not be resolved totally and satisfactorily
‘watil federal legislation fs enacted. There are two overriding tax policy
reasons why federal legislation 1s needed to resolve the unitary {ssue:

(1) Unitary leads to the double taxation of income incorrectly
epportioned to the state, The Californfa legislation reduces but does not
eliminate double taxation of foreign source income.

(2) Even though the current trend has been for states to repeal the
worldwide unitary method in favor of the water's-edge method, federal
legistation 1s needed to ensure that states will not seek to reinstate the
worldwide unitary method in an attempt to rafise revenue,

(3) Federal legislation {s necessary to guarantee a free flow of
international trade through al1 50 states without the threat of a state
1nped:ng such movement of goods by employing the worldwide unitary method of
taxation,

Under our constitutional system, the federal government establ{shes and
carries out foreign policy. The regulation of international trade is an
important element of that foreign policy. Chaos would result if each of the
50 states was able to establish, for example, 1ts own tariff barriers and
export regulations., The use of worldwide combined reporting by the states
produces similar problems and prevents the federal government from l..ing able
to‘:peak with one voice on behalf of the entire nation in conducting foreign
policy.

The U.S. policy toward international trade has been to promote the free
flow of goods and services across international boundaries. The United States
has recognized that taxation can be an important factor in hindering or
promoting international trade and has endeavored to make it a neutral factor.
One of the most important aspects of that endeavor has been the prevention of
double taxatfon through tax treaties and the foreign tax credit. The double
taxation that often results from the use of worldwide combined reporting,
however, runs directly contrary to those efforts,

The Chamber believes that certain critical elements must be included as
g:rt ?{ federal legislation to resolve the worldwide unitary issue once and
r all:

{1) States must be unequivocably prohibited from imposing fncome tax on
ony campany by using the worldwide unitary method.

{2) States must be prohibited from including any portion of a
sorpovatian's foreign-source dividends as part of its income tax base.
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(3) A water's-edge apportionment system must not include FSC's, DISC's,
80/20 companies and Subpart F income, since income from such sources is
foreign source income and states should not tax foreign source income.

{4) Spreadsheet reporting requirements must be drafted so as to minimfze
the sdministrative burden on companies subject to the spreadsheet.

1V. TECHNICAL COMMENTS ON PENDING FEDERAL LEGISLATION (S. 1974)

As previously discussed, the Chamber strongly supports federal
legislation to resolve conclusively the continuing worldwide unitary tax
problem, Thus, the Chamber supports the overriding goals of S. 1974, It also
contends that specific changes to the proposed legislation are needed to
achieve a totally acceptable long-term solution to the worldwide unitary
problem, The Chamber's proposed improvements to the bill are set forth below.

(A) Worldwide Unitary Taxation Should Be Unegquivocably Repealed and
Wot Tmposed as a Penalty for Noncompliance

The proposed legistation would prohibit.the states from imposing the
worldwide unitary method on any taxpayer with two exceptions. A state could
continue to tax on a worldwide unitay basis if:

(1) A taxpayer materfally fails to comply with efther the new
spreadsheet reporting requirements or with the legal or procedural
requirements of state income tax laws; or (2) neither the taxpayer nor the
government of the relevant foreign country provides material information to a
state regarding the income transactions with certain related companies.

The prohibition on states' use of the worldwide unitary method must be
unequivocal. Allowing the states to use the unitary method as a penalty for
noncompliance with information reporting requirements is unwarranted. Due to
the broad scope of the reporting requirements, 1t may be difficult for foreign
companies and governments to provide U.S. taxing authorities with all the
requested information. Instead, monetary penalties should be imposed to deal
with noncompliance. Such monetary penalties are, indeed, the typical way in
which the U.S. enforces the informational return requirements of its tax laws,

(B) No Porticn of Foreign Source Dividends Should Be Taxed by ‘the States

The proposed legislation would prohibit a state from taxing more than an
equitable portion of a taxpayer's forefgn-source dividends. A state shall not
be considered to inclucde in the income base more than an equitable portion of
foreign-source dividends 1f the state:

(1) excludes from 1ts income base at least 85 percent of such
dividends;

{2) excludes from its fncome base the portion of the dividends that
effe?tive1y bears no federal tncome tax after application of the federal tax
credit; or
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(3) adopts a method of taxation that results in an equitable
apportionment of the dividends to the state substantially similar to (1) or
{2), pursuant to regulations to be promulgated by the secretary,

No state should be permitted to tax any portion of foreign-source
dividends. Even though foreign-source dividend income is included as part of
a U.S. corporation's taxable income, federal taw allows a foretgn tax credit
to be applied against U.S. tax for foreign taxes imposed on both the dividends
and the corporate fncome out of which such dividends are paid. Dividends paid
by a foreign corporation often are subject to a forefgn tax greater than the
combined federal and state rates in the U.S. In such a case, no federal
income tax 1s imposed on the foreign-source dividends to avoid double taxation
at the federal level. Double taxation at the state level results if the
states do not follow the lead of the federal government and exempt such
dividends from the tax base,

(C) The Threshold Level For Including 80/20 Companies As Part of the
Water's-Edge Group Should Be Eliminated

Under the proposed legislation, states would be allowed to include as
part of a water's-edge combination 80/20 companies with U.S. payroll, sales or
purchases exceeding $10,000,000 in the companies most recent federal tax
year, The Chamber believes that U.S. corporations with over 80 percent of
their business activities outside the U.S. should be excluded from the
water's-edge group without exception.

Such 80/20 companies are essentially foreign corporations, since their
business activities occur primarily abroad. A U.S. corporation with mainly
foreign operations should be treated the same as a similarly situated foreign
incorporated business. The income from an 80/20 company related to its
foreign operations is considered to be foreign-source; and for U.S. federal
tax purposes, a foreign tax credit can be utilized to offset the foreign tax
paid on such income to avoid double taxation. Since the U.S. federal tax
structure treats this income outside the water's edge, the states should aiso
exclude 80/20's from the water's-edge group.

{D) Information Reporting Requirements Need to Be Revised and Made Less
Onerous .

The Chamber is concerned about the administrative burden placed on
companies subject to the reportin? requirements in the proposed legislation,
Those corporations required to file the domestic spreadsheet return include
companies subject to tax in at least two states that own total assets with an
aggregate original cost of at least $250,000,000, at least $10,000,000 of
which are located in the U.S.

By defining reporting companies so broadly, many corporations that
conduct 1ittle, if any, foreign activities would be subject to the domestic
disclosure spreadsheet filing requirements, Furthermore, small businesses
that amnually export over $10,000,000 of goods the U.S. would also be subject
@ the reporting requirements.
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The Chamber beleives that strictly domestic companies as well as
companies conducting only minimal foreign business should be excluded from the
definition of reporting companies. Since the reporting requirements are a
tradeoff for the states abandoning the unitary method, it makes sense that
only those corporations directly involved in the worldwide unitary dispute
should be subject to the disclosure requirements.

Another area of specific concern to the Chamber 1s that the proposed
legislation grants to the Secretary of the Treasury the discretion to
prescribe information to be submitted by a reporting corporation beyond state
income tax 1iability and method of allocation of income between the states,
items which are specifically enumerated in the proposed legislation., The
Chamber believes that such discretionary authority should be taken out of the
hands of the Secretary of the Treasury. Only specifically identified {tems of
importance to the states (i.e., state income tax i{ability and method of tax
calculation and income allocation) should be made part of the domestic
disclosure spreadsheet.

Y. CONCLUSION

Continued use of the worldwide unitary method and the taxatfon of
foreign-source dividends by certain states threatens the ability of the U,S.
to adopt a coherent international trade policy and result in multiple taxation
and overly burdensome compliance costs for businesses. The solution to the
unitary problem must come at the federal level. As a result, the Chamber
urges both the Senate and the House to immedfately enact legislation that
prohibits the use of the worldwide unitary combination method and the taxation
by states of foreign source dividends.
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STATEMENT OF THE BUSINESS REPRESENTATIVES OF THE
WORLOWIOE UNITARY TAXATION WORKING GROUP
COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
HEARING OR S.1974 AND $.1113
SEPTEMBER 29, 1986

On September 23, 1983, then-Treasury Secretary Donald T. Regan announced
President Reagan's decision to establish a Worldwide Unitary Taxation Working
Group composed of representatives of the Federal Government, state governments,
and the business community. According to the Treasury Department News Release
announcing its formation, the Group, chaired by Secretary Regan, was *charged
with producing recommendations...that will be conducive to harmonious
international economic relations, while also respecting the fiscal rights and
privileges of the individual states.” The membership of the Working Group was
announced by Secretary Regan on October 28, 1983, and its first meeting was held
on November 2, 1983,

At this first meeting, the Working Group established a staff or technical-level
Task Force composed of representatives of the Working Group members to
thoroughly review the issues and develop options for decision by the Working
Group. From its inception through its final meeting on March 22, 1984, the Task
Force held 145 hours of meetings on 20 separate days. At these meetings the
Task Force heard testimony from numerous witnesses representing various
federal, state, and foreign tax agencies, as well as business, labor, and pudblic
interest organizations, and academia. In addftton, more than forty written
statements from a diverse group of private witnesses and foreign governments
were received and, along with the oral testimony, carefully analyzed with a view
to developing a comprehensive solution to the unitary tax controversy. This all
culminated in a report on options which was presented to the Working Group at
its third and final meeting on May 1, 1984.

Ouring the course of the discussions, domestic and foreign-based multinational
corporations highlighted a number of specific problems they saw with the
worldwide unitary method. They contended that this method of taxation leads to
state taxation of foreign source income and fs at varfance with the
internationally-accepted separate accounting method for avoiding double
taxation. They also pointed out that to simply lump together income earned $n
numerous profit centers throughout the world and then divide the result on a
three-factor (property, sales, payroll) formula basis automatically distorts
the attribution of income to any particular source or state since in some
centers losses are incurred, while others have actual profits, and neither
profits nor losses are dfrectly related to the ratio between the domestic and
foreign factors. For example, an international wine producer based in France
expanded its business by purchasing vineyards in Californfa. These recent
purchases of property had a relatively high cost basis. The company's old,
established vineyards in France, however, had a comparatively low basis. The
result, 1f the other factors remain the same, is an attrfibution of some portion
of the wine producer's worldwide income to California simply as a result of the
purchase of the high cost vineyards.
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Many domestic multinationals also contended that distortion occurs because no
deduction 1s allowed for foreign taxes or other payments to foreign governments.
Also, the absence of a consistent and appropriate definition of a unitary
business was cited as giving rise to an unacceptable degree of taxpayer
uncertainty and possibly discouraging investment in the United States.
Multinational corporations pofnted out that although states justify the use of
the worldwide unitary method on the basis of perceived profit shifting by
multinationals, federal enforcement of separate accounting is adequate to
protect against any misallocation or shifting of {income. Foreign-based
muTtinationals contended that use of the method imposed on them substantial
administrative burdens because of the need to translate accounts of their entire
foreign operations into U.S. currency and to conform them to U.S. and state
accounting rules, which they would not have to do absent the requirements of the
unitary method. Finally, both domestic and forefgn-based multinationals pointed
out that worldwide unitary has given rise to vigorous objections by numerous
foreign governments which could very well lead to retalfatory actions.

In the "Chairman's Report on the Worldwide Unitary Taxation Working Group:
Activities, Issues, and Recommendations" which was {ssued by Secretary Regan on
July 31, 1984, it was stated that the Working Group at its May 1 meeting had
agreed that the following three principles should guide state taxation of the
fncome of multinational corporations:

Principle One: Water's edge unitary combinatfon for both U.S. and
foreign based companies.

Principle Two: Increased federal admfnistrative assistance and
cooperation with the states to promote full taxpayer
disclosure and accountability.

Principle Three: Competitive balance for U.S. multinationals, foreign
multinationals, and purely domestic businesses.

The Chairman's Report went on to say that state and business representatives
were unable to reach agreement on the proper definition of the water's edge,
state tax treatment of foreign-source dividends and of U.S. incorporated
corporations operating primarily abroad (so-called "80/20 corporations®).
According to the Chairman's Report, these issues were left for resolution at the
state level in accord with Principle Three above.

In the "Final Working Group Report” dated August 31, 1984, the statement by the
business representatives first made the general point that, in their view, the
three principles enuncfated in the Chairman's Report form an indivisible
package. That fs, there is no business support of Principle Two (ircreased
federal administrative assistance and filing of domestic diselosure
spreadsheets), absent state support for Principles One and Three (an appropriste
water's ed?e 1imitation; and competitive equality for domestic corporations and
thelr foreign competitors).
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The August 31 business statement then critiqued each Principle in turn. With
respect to Principle One swater's edge unitary combination for both U.S. and
foreign based companies), the key observations were the need for an acceptable
definition of the "water's edge group”, and that such definition not include
foreign source income in the apportionable base. With regard to that basic
assumption, it was pointed out that there were four items concerning foreign
source income where business and the states were in disagreement: (1) Income of
80/20 companies; (2) the zhreshold of activity by a foreign corporation doing
business in the U.S. which would subject it to state taxation; (3) the question
of "tax havens" and their interaction and relation with water's edge groups; and
(4) the treatment of foreign source dividends.

With respect to Principte Two (fincreased federal administrative assistance and
filing of domestic disclosure spreadsheets), the business representatives
reiterated that agreement and support on the part of business representatives
was based on the understanding that the states would adopt an acceptable
definition of the water's edge and also not tax forefgn income in accordance
with Principles One and Three.

As to Principle Three {competitive equality for domestic corporatfons and their
foreign competitors), 1t was pointed out that any taxation of foreign source
fncome of U.S. based multinationals adversely affects their ability to compete
overseas with foreign based multinationals, ihe states must recognize that {f
states tax the foreign income of U,S. based multinationals, either by the use of
the unitary method of taxation or by taxing foreign dividends, ft necessarily
results in a potentially non-competitive situation for U.S. based multinationals
in both foreign and domestic markets, since they would be subjected to a higher
combined tax burden than corporate groups which do business exclusively in the
U.S. or exclusively abroad,

The August 31, 1984 business representatives statement concluded by expressing
disappointment that the concerns described above, particularly state taxation of
foreign source dividends, had not been resolved by the Working Group. The
business representatives issued a call for a federal legislative solution if the
states refused to adjust their taxing policies to eliminate the inherent
distortion from the worldwide unitary method of taxation and thereby also ease
the threat of retaliatory actions by concerned foreign nations.

At this point, it should be acknowledged that substantial progress has been made
to date at the state level towards the complete elimination of the worldwide
combined unitary method from the state tax scene. As of January 1, 1984, there
were 12 states (Alaska, Calffornia, Colorado, Florida, Idaho, Indfana,
Massachusetts, Montana, New Hampshire, North Dakota, Oregon and Utah) using the
worldwide combined unitary method of taxatfon. As of today, only three (Alaska,
Montana and North Dakota) continue to use the method. However, some
twenty-seven states continue to tax a certain portion of foreign. source
dividends, thereby indirectly continuing to doubte tax foreign source income.
Others, though, have gone to a true water's edge system completely excluding
forefgn source income from the state tax base (e.g., Colorado, Florida and
Idaho). Unfortunately, despite all this progress, the need for a federal
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legislative solution has not disappeared. Certain states continue to directly
use the worldwide unitary tax method, one state requires the payment of a
substantial annual fee as a condftion of being relieved from the worldwide
method, and other states indirectly impose their state tax on foreifgn source
income. This discordant response sends a confusing policy signal to both
foreign and domestic companies which may inhibit foreign investment in the U.S.
and deprive domestic companies of the needed assurance that they will be
permitted to compete in foreign markets without incurring state tax penalties.

$.1974 - Unitary Tax Repealer Act

$.1974 was fintroduced in the Senate on behalf of the Administration on
December 18, 1985 by Senator Wilson (R-CA). The legislation would generally
prohibit states from imposing income tax on any taxpayer on a worldwide unitary
basfs. However, a state would be permitted to allow taxpayers to elect to be
taxed on a worldwide unttary basis. The bill also restricts the ability of
states to tax foreign source dividends. Finally, the legislation would impose a
number of new information reporting requirements regarding a taxpayers's
aggregate state taxable income, allocation factors, tax payments, and stock
investments 1in related companfes (the so-called “domestic disclosure
spreadsheet®). While superior to current law's total lack of restraint on state
gse gs worlgnide unitary taxatfon, S.1974 still has some problems which need to
e addressed.

New section 7518(a) is not a complete prohibition agafnst state use of the
worldwide unftary method. States could still impose that method on taxpayers in
two circumstances: (1) Where the taxpayer materially fails to comply with the
requirements of the new domestic disclosure spreadsheet, or the legal or
procedural requirements of state fncome tax laws; and (2) where neither the
taxpayer nor a relevant foreign government provides requested information to the
state. Imposition of the worldwide unitary method as a penalty for failure to
follow an unrelated procedural requirement of state income tax laws is
inappropriate.

The water's edge group (all of whose income can be permissibly included in the
state tax base} as defined by the bill could, under certain circumstances,
include 80/20 companies, foreign sales corporations, possessions corporations,
and foreign corporatfons. The income of a foreign corporation would be included
i1f it was subject to state income tax in any one state by virtue of business
activity in that state and it has $10 million or more in U.S. property, payroll
or third party sales (or purchases), or its aggregate average U.S. state tax
factor is 20X or more.

Section 7518(c) also contains a definition of tax haven corporations {which are
also included in the water's edge group) which goes beyond that suggested by the
business representatives. Not only are foreign corporations engaged in no
substantial economic activity classified as tax haven corporations, but foreign
corporations that are engaged in substantial economic activity are so classified
only because they are not subject to substantial foreign tax on net tncome and
stated percentages of their sales or payments for expenses are to members of the
controlled group.
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New section 7518(b) does not require states to exclude from the fncome base any
more than 85% of foreign source dividends, and could require exclusion of
substantially less than 85X. It has been the consistent contention of the
business representatives that inclusion of any portion of foreign source
dividends in the state income base is an inappropriate extension of state taxing
authority, leads to double taxation of the dividends, and constitutes a serious
impediment to the competitiveness of domestic owned companies.

New section 6039A contains the requirements of the proposed domestic disclosure
spreadsheet, and once again there are areas of concern, The new rules allow all
states access to the spreadsheets, including states still using unitary. In
addition, the Secretary is given authority to add to the information included in
the spreadsheet, which seems inconsistent with the concept that the spreadsheet
burden should be kept to a minimum. The section 6039A(a) requirement that
corporations be 1isted in which the reporting corporatton or its common owner
have less than a controlling Interest is unnecessary and burdensome.

Finally, the legislation also makes no provision for the exclusion from the
spreadsheet of U.S. subsfdiaries (other than section 501 exempt organizations)
whose sfze or activities are such that states have not included them in income
taxes calculated on a combined or consolidated basis. Elimination of such
corporations from the spreadsheet was accepted by the Working Group, and
authority for the Secretary to make such determinations should be included.

S.1113

$.1113 was introduced in the Senate on May 9, 1985 as part of the continuing
effort by Senator Mathias (R-MD) to prohibit states from inciuding foreign
corporations in a “"worldwide combination™ to calculate a multinctional
corporation's taxable income. The bill accomplishes this result by prohibiting
the states' from taxing an affiliates forefgn source income until it is
includable in the parent's gross income, and then only to the extent that the
parent's aggregate foreign income tax rate is less than 46%. The bill does not,
however, deal with the questfon of “tax havens® and their interaction and
relation with water's edge groups or the threshold of activity by a foreign
corporation doing business in the U.S. which would subject ft to state taxation,

To calculate the amount of income the states can tax, the bill provides that
once the foreign afffliate income is repatriated and is includable for purposes
of chapter one, the amount to be taken into account may not exceed the lesser of
(1) the actual amount of the dividend received, exclusive of any foreign income
taxes or section 78 “gross-up”; or (2) a formula amount which is designed to
take into account foreign taxes imposed on the dividend ftself or on the income
from which the dividend is paid. The formula fs structured so that if the
aggregate rate of foreign income taxes deemed pafd by the U.S. corporation with
respect to the dividends 1t receives from its foreign subsidiaries equals or
exceeds the 46X federal income tax rate, no portion ¢ the dividends received by
the U.S. corporation from the foreign subsidiaries can be taxed by the varfious
states, For these purposes, dividends from an 80/20 company are treated the same
as dividends from a foreign corporatfon.
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One of the major problems with S.1113 is that it would permit the states to
include in their tax base foreign-source income. The bill's approach clearly
fails to exclude the parent's foreign source operating income or {nzome of 80/20
companies, and the potential for distortion from including affiliates' foreign
source income {s merely tempered at best by the proposed formula.

Another problem with the bill {is its definition of "affiliated group”. This
definition provides that affiliated groups are comprised of a common parent and
one or more chains of corporations connected through stock ownership with the
parent. This language is quite similar to that contained in Code section
1563(a)(1). However, unlike the section 1563 definition which contains an 80%
test for affiliation in the case of parent-subsidiary controlled groups, the
S$.1113 definition provides no ownership test at all. Additionally, unlike
section 1563, S.1113 does not indicate how brother-sister controlled groups and
combined groups should be treated. These omissions severely 1imit the protective
scope of the bill.

Foreign Investment

The argument 1s sometimes made that if states are noc¢ allowed to tax any foreign
source income it will merely encourage U.S, companfies to invest abroad, and that
if forefgn investment were somehow made unattractive to U.S. companies, they
would substitute investment in the U.S. for the foregone foreign investment.

This {ignores several facts, however. First, the reasons why U.S. firms
establish operations abroad are generally related to geographical location of
natural resources or marketing requirements, and not tax purposes. If a foreign
market can be served from a U.S. plant, it will be so served through exporting.
However, all too frequently obstacles are placed in the way of exporting such as
restrictive import duties, requiremerts that a percentage of the product be
manufactured locally, on-site inspection requirements, governmental procurement
practices and other regulatory provisions. To overcome such obstacles and to
compete effectively for foreign markets, it often becomes necessary for the U.S.
producer to manufacture on-site in the foreign market area. Since he cannot
serve that market by exports from the U.S., his only alternative to establishing
a facility abroad would be to leave the market to foreign owned competitors.

Second, 1t must be recognized that direct foreign investment by U.S. companies
fs in any event a powerful stimulus to the U.S. economy in a multitude of
interrelated ways. Jobs for American workers are created directly through actual
employment of U.S. workers by the foreign subsidiarfes, and indirectly through
purchases by the foreign subsidiaries of equipment and supplies manufactured in
the U.S. by U.S. workers. Dividends remittec by the foreign subsidiaries to
their U.S. parent corporations are used for new U.S. consumption and investment.

Finally, not making the foreign investment does not assure an alternative
fnvestment in the U.S. Companies fnvest in U.S. plant and equipment where the
anticipated, risk-adjusted after-tax returns exceed the expected financial
costs. Making forefgn investment less competitive and less profitable because
more heavily taxed than foreign based competitors does not make domestic
investment more profitable. Indeed, the more 1ikely result is a negative effect
og thg purchase of domestic goods and services to help U.S. managers operate
abroad,
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Conclusion

For domestic multinationals to compete abroad, total taxes cannot be higher than
those of their foreign competitors. To compete domestically in any given state,
total taxes cannot be significantly higher than those of their purely domestic
competitors. The key, therefore, is that states refrain from including foreign
source income of a domestic multinational corporation in the state tax base.

Thus, we urge the Congress to take up the invitation extended many times by the
Supreme Court [e.g., Mobil 01) Corp. v. Commissioner of Taxes of Vermont, 445
U.S. 425 (1980); Conta¥ner Corp. of America v. Californfa Franchise Tax Board
463 U.S. 159 (1983)] and provide a federal TegisTative soTution to the unitary
- controversy. As the Supreme Court has stated, in Forefgn Commerce Clause cases
the need for national uniformity is essenttal and Congress has the power to
preempt state laws to attain that uniformity and prevent the states from
creating competitive disadvantages among similarly situated entities. Efther
$.1974 or S.1113, as modified per our comments described above, would be a good
start toward finally ending the worldwide unitary tax controversy and creating
the national uniformity and competitive equality now so sorely lacking.

October 1, 1986



