Proceedinﬂs in Committee of the Whcle 2

Ut rorm Riiokation and Appértion;ggt 6§”§§Z§;:’Act E
q’ N A, | Wednesday, Avgust 22, 1956

Mr, Harold C. Havighurst, of Illinols, presiding;
Mr. George V. Powell, of Washington, presenting the Act.
CHAIRMAN HAVIGHURST:; The Committee of}the Whole
will be in order to consider the Uniform Allocation and
Apportionment of Incomé Act., This Act ﬁill be presented
by Commissioner Powell,“of Washington.
MR. POWELL: Dean Havighurst and Fellow Commis~ |
| sioners: It has been suggested, and I belleve the Commit-
01 tee 18 agreeable, that the title of this Act might well be
changeq, to avoid misunderstanding as to its subject matter,
to "ThevUniform Di?ision of Income for Tax Purposes Act."
" That 1s to distingaish the Acts which deal with the appor-
. tionment of principal and income in trust.matters and
similar statutes relating to the distinction between prin-
| cipal and income. This Act is cohcerned solely with ﬁhe
matter of the division of net lncome or of incoﬁe between
states for purposes bf determinihg the tax which 1is due,
o MR. BOGERT: May I suggest a 1ittle different
| wordihg for the name of the Act? It seews to me it would

be a 1little easier if you have it "Uniform Act for Allocation.




of Income for Tax Purposes." If you leave the word "Act"
until the end of the title, 1t makes it rather awkward, I
would suggest Uniform Act for Allocation of Inéome for Tax
Purposes., | |
CHAIRMAN HAVIGHURST: What is the ghought of the
Committee on that? | | |
‘MR, POWELL: i‘think we would rather use the word
“Diviéioﬁ" because "Allocation" is a word of art and does
not include apportionment. | |
| CHAIRMAN HAVIGHURST: Are there any other remarks
or comments concefﬁing the title of the Act? The Uniform |
Aét for Divisidh of Incomé for Tax Purposes I believe is
the title which the Committee now proposes. Are there any
- comments on that? If not, you will proceed, Mr. Powell,
| MR, POWELL: UnleSS‘theré is objection, in order
toyspeéd things along, 1t would be my suggestion to étart
reading Section 1 rather than boring those present with a
description of the background of the Act.
SECTION 1, As used in this.Act, unless the
context otherwise requilres: | |
- (a) "Compensation" means wages, salaries, com-
missions and any other form of remuneration for

‘personal services.



CHAIRMAN HAVIéHURST: Are there any comments on the
definifion of "compensation"? If nof, we.will proceed to
'subséctiénv(b). ' |

MR, POWELL:
(b) "Financial organization" means any bank,

tfust compény, savings bank, [industrial bank, land

bank, safe deposit company]’private banker, sa&ings

and.ioan assoclation, credit union, rcooperative

bank], investment company, or any type of insufancé

company.,

CHAIRMAN HAVIGHURST: Are there any comments »or.r the
definition of "financial organization"? |
‘MR, RICHTER: Mr, Chairman, in what connection is
the term "financlal Organization" used? TIs this defining
the scope of the apmicatién of the Act? If so, 18 this
a broad enough definition? |
MR. POWELL: It relates to the scope of the Act.,
it is an exclusion from the Act.
‘MR, RICHTER: That is the only connotation which
it has? ‘
MR. POWELL: Yes, sir.
CHATIRMAN HAVIGHURST: Are there any further questions

or comments on that definition? If not, proceed to subsection (c).



questions on éubsection {¢)? 1If not, proceed with the
definition of "public utility."
MR, POWELL:

" (d) "public utility"™ means [any business en-
titﬁ which owns or operates for publlc use any
blant;.equipment, property, franchise, or 1icense
for the tranSmissiqn‘ofﬂcommunications, transpor-

. tation of goods or persons, or the prbduction,
storage, transmission, sale, dellivery, or furnish-
ing of electricity,,water,’steam, oil, oil products;

. or gas,] |
‘ CHAiRMAN HAVIGHURST: Are-there any comments on
that.definition? If}not, willl you proceed with the reading
- of subsection (e)? | |
MR, POWELL:
(e) "Sales" means all income of the taxpayer
not allocated unéer éections I through 9 of.this_
Act, | |
I might parenthetically make the same comment I.
made with reference to Sections 10 through 18.
CHAIRMAN HAVIGHURST: Any comments on that defi-

nition? If not; proceed with subsection (f).

MR, POWELL:



(£) "State" means any state of the United

States, the Distrlct of Columbia, the Commonwealth
6f}Puerto Rico, any territory or poSsession of the
Unlted States, and any foreign country or political
subdivislon thereof.A_
CHATRMAN HAVIGHURST: Are there any comments on
Section 1 as a wholé?  If not, we will proceed with the
reading of Seépion 2.‘
MR, POWELL:
- SECTION 2. ‘Any taxpayer deriving income from
| - business activity carried on both within and wiih-
0 out this state (other than activity as a financial
‘organization or public utllity or the rendering of
purely personal services by an individual} shall
allocate and apportion his net incoﬁe as provided
in this Act,
CHAIRMAN HAVIGHURST: Are there any comments on
Section 2?7
MR, RICHTER: Is this Acﬁ going to apply to all
individuals and organizationsg of all forms-~partnerships,
cbrporationsé
MR, PQWELL: Yes, 1t would apply to any individual

who 1s subject %o income tax in more than one state. It

would apply Yo anv tvpe of business organizatlon, any



taxpayer who was subject'to tax in more than one state.
MR, RICHTER: What 1g the reason then for exclud-

ing particular types of organizations, financlal organiza-

,» tions, public utiliﬁies, or rendering purely.personal ser-

vices? Why should there be any exclusions?
‘MR, POWELL: .Taking the public utilities, you no-
tice the exclusions are optional with thé particular states.

This does notAindicate a policy that there should be any ex-

- clusions, but 1t was felt that most states would wish to ex-

clude the public utilities because they are presehtly gov-

erned by specilal laws, as are also flnancial organizations
I believe.

" MR, RICHTER: Financial organizations may be gov-

_erned by special laws in the sense that they are in competi-

tion with national banks and pay reduced rates of tax, I

 don't think that financial organizations are otherwise ex-

cluded fromvthe.probiems that are incident to the applica~
tion and apportionment of income., I think they are just
as applicable to financial organizations as-they afe to
any éther type of buéiness activity. }I suggest that the
reference to financlal organizations be deleted from the .
eiclusion.provision.

MR. PIERCE: - If I may, Mr, Richter, I would like



to poiht out that a financial organlzation generally 1s an
entlrely different type of.enterprise, and ydur state and
a few in the West pose the problem much more térrifically,
partiCularly with respect to‘bénking_institutions it is
true, You have the Bank of Americé. We don't have such
things back East. Bubt the items of income for a banking
or fiﬁanciél organization are'éntinély different, A factor
based upon sales, payfoll and property has no particular
merit from fhe standpolint of distributing or aﬁtemptingvto
apportion the lncome of financial organizatidns. The National
Tax Assoclation has worked with this>probiem for é number of
'yeafs, and in every consideration that they have had they
have suggested tﬁat financial organizations not be included
In aﬁy type of Massachusetts formula test on the theory
" that there ére better ways to allocate their income on the
basis of activity within a particular state, For éxample, |
there 1s the amount of deposits received in fhe state by a
banking institutlon, or that the best way to handle the ap-
| portidnment of ihcome of these financial organizations is
on a séparate accounting basis, |

| In fact, most financial organizations of thé
banking type that do multistate business activity do keep

separate books for the separate parts of their organization,



so this was excluded purposely in this statute, recognizing

that financia% organlzations raise an entirely different
set of problems from the standboint of local administra-
tion than the typical manufactufing or sales or other
business activity. It 1s true that something has to be
done with them from the standpoint of apportioning their
income. What shéuld be done 1s another questibn and what
kihd_ of a test should be made, |
In this draft, they have been excluded on the
ground that Sections 4 through 9 énd Sections 10 through
18 are not, at least in my opinion, satisfactory for finan-
. clal organizations, and they should be treated as separate

1nst1tu£ions. | f

| MR. RICHTER: MNr. Cﬁairman, I don't know what |
the situation 1s over the country as a whole. I do know
what it is in our own state, We have our!ﬁranchise Taxh
Department attempting to apportion, to alloégfé, incomemgf
financlal organizations on the same basls on which the&_

- are doing it for ordinary business corporations., They
seem to think that the problem is'the same, As far as I
am concerned, they seem to dilsagree with your philosophy
that there is anything different basiéally abéut appor-

tloning and allocating the income of a financial corporation
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from that of any other business corporation. I don't see
‘that myself. The bankilng problem itSelf may be different.
Wben‘ ﬁe exﬁand the definition of financial organization
very much beyond that, I think you are getting into a field
where4there 18 not any'substantial difference between the
activities of a financial organization ahd an ordinary
Susinéss corporation, I should think in so far as this Act
is concerned,.it should be ag appiiéabie to ét least many
types of financial organizations I am familiar with oﬁher
than a 5ank. I won't speék on that because I am not faﬁi—
liar with that particular point,
| CHAIRMAN HAVIGHURST: Would you perhaps like to
wait, Mr. Richter, until we finish the readlng and discus-
sion of the whole Act, and then possibly make a motion or
further suggestion at that time? That seemg to me a rather
basic question as to what should be indludedg.‘ls there any
‘further discussion of Sectilon 2? if not, we will proceed
to the. reading of Section 3. | |
MR, POWELL:
SECTION 3. For purposes of allocation and appor-
tionment of income under this Act, a taxpayer 1s tax-
able in another state if (1) in that staté he is

subject to a net income tax, a franchise tax
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a franchise tax measured by net income or a franchise

tax for the privilege of doing business, or (2) hg
would be required to pay a [net income tax] in
‘that state if that state adopted the [het income btax]
law of this state. |
| CHATRMAN HAVIGHURST: Is there any discussion of
Section 3? If not, we will préceed with the reading of
Séction L,
MR, POWELL:
SECTION ﬁ. Rents and royalties from real or
tangible personal property, capital gains, interest,
. dlvidends, or patent or oopyrigh‘l;, royalties shall -
| be allocated as provided in Sections 5 through 9 of
this Act.

CHATRMAN HAVIGHURST: Is there discussion of

Sectién 49 If there is no discussion of Section 4, we will
proceed to the reading of Section 5. |
| MR, POWELL:

SECTION 5. (a) Rents}and royalties from real
or Ilmmovable téngible personal propert& located in
this state are allocable to this state,

(v) Rent and royalties from movable tangible

personal property are allocable to this stateﬁ
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(1) 1f and to the extent that the property 1s
utilized in this state) or | |

(2) in their entlrety if this state is the tax-
payers? prinéipal income state and the taxpayer 18
not organized under the laws of or taxablehin the
state in which the property ig utilized.

(c) The extent of utilization of movable tangible
personal property in a state 1s determined by multi-
plying the rents and royalties by a fraction, the -
:numerator’of which is the ﬁumber of days of physilcal
locétion of the property in the state during the
rental or royalty perlod in the taxable year and
the denominator of which is the number of days of
physical location of the property everywhere during
a11 rental or royalty periods in the taxable year.
If the physical location of the property during the
rental or royalty period is unknown or unascertain-
able by the taxpayer, movable tangible pérsonal
property is utilized in the state in which the
property was located at the time the rental or roy-
alty payer obtalned possesslon,

CHATRMAN HAVIGHURST: Is there any discussion of

Section 5?
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MR. MERRIZL [Oklahomal: Mr. Chairman, I should
1ike to inquire just what the effect of this subsectlon (¢)
would be upon, say, railroad cars, . - |

| ‘MR, PIERCE: This is movable, tangible property,
and 1f the taxpayer under Section 5 (b) (1) 1s subject o
taxgin more than one state out of the rental of these, in
other wordé, the renter or lessor of the rallroad cars
does busiﬁess in more than one state, and one of these
states.happens to be a state in which fhe car 1is used, the
rent during that portion of the period that the car is in
the state has to be paid in that state, That will be al~
locable in that state in which the car is used for that
perlod. '

MR..MERRILL [Oklahomé]:' Have you gobt to keep
couﬁting each individual car? Car No. 10 may be in the
state 30 days, and car No, 6 may be in the étate 25 days.
Isntt it more customary to make a lump-sum basis of mileage?

MR, DAVIS: May I ask a question about that, too?
Suppose that raiiroad car 1s used in that state only in
ihterétate commerce in passing through that state?

MR, POWELL: That goes to the jurisdiction of the
state to levy the income tax. We are assuming that in

efery case we are considering that that hurdle has been
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gone over and that the state does have the power to tax a
particular income, It is Just a questilon of‘how much of 1t
1t will tax,

CHAIRMAN HAVIGHURST: Is there any further dis-
cussion of Section S?YIIf not, we will prbceéd to the read-
ing of Section 6.

MR, POWELL:

SECTION 6. (a) Capital gains from salss of
real and immovable.tangible personal property lo-
caved in this stateAare allocable to this state.

' (b) Capital gains from sales of movablevtan-
‘ gible pevrsonal property arve allocable to this state
. . , _

7"+ (1) the property was located in this state
at the time the purchaser took title to the'property,
or |

(2) this state 1s the taxpayerf!s principal 1n-
come stateﬁénd the taxpayer is not organized under
the laws of or taxable in thé state in which the
broperty was located at the tQme the purchaéer
took title to the property.

(c) Capitél gaihs from sales of intangible

persbnal property are allocated on the same basls
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.as 1 the ilesuver of the‘intangible personal prop-
erty were the payer of interest.
CHAIRMAN HAVIGHURST: Are there any comments on
Section 6? If no%, we will proceed to the reading of Sec~
.tioq T, |
| MR. POWELL:
SECTION 7. Interest and dividends are allo-
cable to this state if:
(a) Thevinterest and dividends originate in
this state, or |
(b) This state 1s the taxpayer's principal
income state and kl) the taxpayer is not organized
under the laws of or doing business in the state
in which the intereét and dividends originéte, or
(2).the interest and.dividénds do»not‘originate |
in any state under Section 8 of this Act.

CHAIRMAN HAVIGHURST: Are there comments on Section

- 7? If there are none, we will proceed to Section 8.

MR, POWELL:
SECTION 8, Interest and dividends originate

in a state if:

(a) The payer is an individual who is a .resi-

dent of the state; or



(b) The payer is the state or a nolitlical sub-

division theredf; or:
(c}.Thé_state is the payer!s principal income
'statef‘ ) |
CIIATRMAN HAVIGHURST:._Are there any comments on
Sectioﬁ 82 Irf not; we will proceed to Section 9.
MR. POWELL: | |
SECTION»9; (é) Patent and copyright royalties
are ailocable to'this state: |
(i) if and to the extent that the patent or
copyright is’dtilized in this state; or
. o (2) in their entireby if this state is the tax-
' payér’s principal ihcome state and the taxpayer is
not organized under the laws of_or taxable in thé
_state in.wﬁich thé patent or.COpyfight is utilized.
}CHAiRMAN HAVIGHURST: Are there any comments on
Section 9? 1If nob, we wlll proceed with Section 10. |
| MR, POWELL: | |
SECTION 10. A1l income not allocated under .
Sectlons 4 through 9 of this Act shallrbe appor-
tloned to this state by mﬁltiplying the income by

the percentage derived by use of the following

formuléﬁ




Property Factor plus Payroll Factor plus Sales
Factor (divided by 3)

CFEAIRMAN HAVIGHURST: Are there any cbmménts on
Section 10? If not, we will proceed with Section 11.

MR, POWELL: | |

.SECTION 11. The property factor is a fraction,.
the numérator of which is the average value‘of the
taxpayer!?s feal and tangible personal property ouwned
or rented and used in this state during the tax
'périod and the denominator of which is the averagé
value of all the taxpayer!s real and tangiblé propQ
erty owned or rented during the tax period.

‘CHAiRMAN HAVIRHURST: Any comments on Section.ll?

MR. RICHTER: May I ask why you rvestrict this

- to taxable personal property?

MR. PIERCE: It was our feeling that the allocation
in respect to the intanglble personal propefty depending upon
the state of the payer, as pointed out ih Sectlon 8 previogs;
1y, you have already allocated the income attributable to
that particuiar item, and to add the intangible personal
property in the factor here would mean a duplication agailn,
becauée you have already taken that income and allocated

1t to one specific state under the sectlon dealing with
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interest and dividends from the'intangible personal prOpefﬁy
or the income from the intanglble personal property, so that
to put it in here would mean a duplication of that very itenm
from the standpoint of, in gffedt, distributing income whisch
is not attributable to the intanglble personal property.

'MR, RICHTER: Haven't you also allocated the |
income from 1t? |

MR, PIERCE: To the extent'that'theﬁe are rents
from tanglble pérsonal prOperty in the state, that is true,
but to the extent that there are no rentals, in other words,
the taxpayer owns his own bullding, 1s engaged in his own
bﬁsiness, and there is no income from the building as such
in that case, so that this property is not duplicated in
value only to the extent that 1t is rental property.

MR, RICHTER: What does.the'terﬁ "rentéd" refer
to in line 3 in the next Section?

MR, PIERCE: It refers to rénted by the taxpéyef.

MR, RICHTER: That which‘is fented‘by the taxpayer
to someone else?v

MR, PIERCE: Thatts right.

CHAIRMAN HAVIGHURST: Are there any_further com;
ments on Section 11? If not, we will proceed with Sec~

tion 12.
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MR, POWELL:

SECTION 12, Property owned by the taxpayer is

valued at its original cost less any dep}eeiation
or deplectlon permitted under the [tax lew] of this
state. Property rented by the taxpayer is valued
- at elght times the net annual rental rate. Net
" annual rentel rate 18 the annual rental rate paid
byvthe taxpayer less any annual rehtal rate re-
ceived by fhe taxpayer from subnrehtals.
CHAIRMAN HAVIGHURST:: Is there any comment,'on Sec-
tionv12? If not, we will proceed to Section 13.
| MR, POWELLs
@ - SECTION'IS. The average value of property ehall
be determined by averaging the values at the begln-
ning and ending of the tax period but the [tax ad-
ministrator] may require the averaglng of monthly
- values during the tax period,
CHAIRMAN HAVIGHURST: Any comments on Secfion 1372
If not, we willw;roceed with Section 14. |
MR, POWELLs
SECTION 14. The payroll factor is.a fraction,
the numerator of which is the total amount paid in

this state during the tax period by the taxpayer
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for compensatlon, and the_denominator of which is
the total compensation pald everywhere during the
tax period. ' | _

CHAIRMAN HAVIGHURST:  Is theve any discussion of
Sectioﬁ 142 | |
% MR, MERRILL toklahomé]: Mr, Chairman, should not
thelpurpose fér which the compensatlon ié paild be spelled
out there? Compensation is a very broad term. What I am
sure the Committee 1s aiming at 18 compensation for labor
or personal services, but it should be spelled out,

MR, PIERCE: The definition of compensation covers
| wages, salariles, and other cémpensation for personal ser;
vices. | .
| MR, POWELL: Definition (a) in Section 1 covers it,

CHAIRMAN HAVIGHURST: Any further.remarks on Seé?
tion 14? If not, we will proceed with Section 15. |

| MR. POWELL: |

SECTiOﬁ 15. Compensation is paid in this state if:

(a) the individual's seryice 1s.performed-entirely

wlthin the state; or

(b)}the individualls service 1s performed both

within and without the state, but the service per-

forméd without the state is incldental to the
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individual's service withlin the sﬁate; or

(c) some of the service is performed in this
state and (1) the base of operations or, if there
is no base of operations, the place from which the
service 1s directed or controlled is in this state,
ior (2) the base of operations or the place from
‘which the sefvice 1s directed or cdntrolled is not
in any state in which some part of the service 1is
performed, but the 1ndividualfs resldence is 1n
this state,

CHAIRMAN HAVIGHURST: Any commenbts on Section 152

.- | If not, we will proceed to Section lé.

MR, POWELL:

SECTION ié. The sales factor is a fraction,
the numerator of which is the total sales of the
taxpayer In thils state during the tax period, and .
the denominator of which is the total sales of the |
taxpayer everywhere dhring the tax period.

, CHAIRMAN ﬁAVIGHURST: An& comments on Section 16?
>If not, we will proceed with Section 17,
MR, POWELL:
SECTION 17. Sales of tangible personal propert&

are In this state if:

[ e



(2) the property is dellvered or shigbed to a
‘ j

purchaser, other than the United'States Gévernment,
within thils state regardless of the f.o.b. point or
other condltions of the sale; or._

(b) the property is shipped from an office,
store, warehouse, factory, orvothér place of storage
in this étate'and (1) the ﬁurchaser 15 the United
States Government 6r (2) the taxpayer is not or-

- ganilzed undef the laws of or taxable in the state
of thé purchaser,

CHAIRMAN HAVIGHURST: Any comments on Section 17°9
o | If not, we will proceed with Section 18,

MR, POWELL:

SECTION 18. Sales, other than sales of tangible
persbnal property, are in this state 1f§ |
| (a) the income-producing activity is performed
in this state; or

(b) the income-producing activity is perfofmed
both in and outside this state and a greater propor-
tion of the inéome-producing activity is performed
in thils state than in any other state, based on

costs of performance,

CHAIRMAN HAVIGHURST: Are there comments on
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Section 187

MR, WOOD fPenhsylvanié]: "I have a little diffi-
cuity‘in applying thaﬁ phrase “income;producing activity."
~ Is that intended to mean, for example, the negotiation of
the sales contract involved, or would 1t aiso‘include
both.the negotiation.and'the performance of the contract?

MR, POWELL; Sales, as»definedjhere, is total
jncome of thé téxpayer. The précedinglsection 17 takes
 care of sales of tanglble personal property. Thils séction‘
deals W1Eh 2ll other sources of income., It 1s a sort of
catch-all, and the incomeiﬁroducing activity may be a
variety of things. |

MR, WOOD: }It'then would include bbth the acti;
| vity andvnegotiating any particular contract? |

| MR, POWELL: ‘The income-producing activityAmeans

what}you are paid‘for; the gervice rendered, for instance,
would be the income-producing actlvity.

MR, WOOD: For example, a construction contractj
I assumé that is the type of thing that 1ls intended to be
covered here? | ; |

MR, POWELL: Yes,

MR, WOOD: The negotliation of the contract and

the rest of it would all be includéd?
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. MR. POWELL: What we had hoped to do with partl- -

cular reference to the construction contract,.where per-
héps gome of the fabrication work had been done outside
the state and then the materials are shippéd into the
state for the actual construption, that would be handled
under subsection (b) where the allocation would be based
on cost; Perhaps we have not done 1t, but thab was}the
intention. It may bé that some other language, words
other than income-producing actlvity, would be preferable.
If anybody has any other suggestion, we would certainly
| be glad to have it, The thought, as I understand it, is
‘ that this is fhe thing for which payment 1is made, similar
to a sale, but in a different kind of field.
CHAIRMAN HAVIGHURST: Are theré any further com:
" ments on Section 18?7 If not, we will proceed with the
reading of Section 19. | |
SECTION 19, If the allocation and apportion:
mént provisions of this Act do not relate to the
class of businesé in which the taxpayer 1s engaged
or.do not fairly represent the extent of the taxpayerts
business activity, in this state, the itax admipistrator],

in his discretion, may require separate accounting, or

may prescribe an appropriate method of allocation and
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épﬁortionment acceptable to the taxpayer,
CHATIRMAN HAVIGHURST: Is there any discussion as
to Seétion 19?

MR, MORGAN: ‘Mr.*Chairman, I am somewhat concerned
with that Section. I have seen a similar sectlion applied
many times by tax administrators, and I cannot remember
an 1nétance where the apblication 6f this rule favored the
taxpayer, I don't know of any instance: where the tax
adminlistrator called for a Separate accounfing except in
Iinstances where 1t was a 1arger taxpayer., I'havé nevef-

seen it applied in favor of the taxpayer. I think that

-‘separate accounbing ought to apply in all events if the

formula 1s unfair or doesn't apply to the taxpayefis
business, I think the}taxpayer has as much right to have
a separate accounting as the administrator or aé the tax~
ing authority. As this stands, the tax administrator can
determine whether or not he will apply Separate account~
ing, and I.assume he will not do so unless‘it,results in
a higher tax assessed agalnst the taxpayer.

MR. POWELL: Do I understand,‘Mr. Morgan, your
suggestion 1s that elther the tax administrator or the ta#-
payer should have the option of bringing about‘separate

accounting?
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MR. MORGAN: I do not think there should be an
optioh on anybody's pért. If the formula cannot be appllied
and if it 1s unfair, ﬁhenvseparate’accbuﬁting should apblyé
Tt 1s true it is a questlon of who shall determine 1%, bub
probably the courts ﬁight determine 1t as they dild in a
North Carolina case, I think 1t should not be left to the
diseretion of the tax administrator. |

- MR, POWELL: I am wondering 1f we say that_iftthis
doesntt fesult in a fairvapportionment, then separate ac-
counting will be required, 1f we are not just destroylng
the whole uniformity of the thing, because I don't think
any allocation will be precise under this Act, I think
it might be pretﬁy easy fo show that 1t was unfalr 1n
some respects. That is Just my thought on‘it. |

- MR. MORGAN: I’am not talking about the present
situation, I am talking about ﬁeculiar situations, where,
for'instancé, there may be a large manufacturing plant in
one stéte or the &an ray have a branch office, have a
large}group of‘employees, where the allbcation here em=
ployed would not be-fair.and would be manifestly unfair,
- X think thé courts could eésily determine whefher or nob

the allocation is fair., Here 1t leaves it entirely to

the discretion of the administrator., I think in the
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California case, Stewart Brotheré,lfhe other court said
that the only reason they weré ﬁermitted the allocation

| was becauée it wés ﬁog'unfair, but I thiﬁk they could have
casily decided, 1f it were a fact, that the allocation was
unfair, } .

.MR. RICHTER: I should like to know from the
Committee just exactly what 1t 1s this Act purports to do.
I am concerned with 1t beéause it Seems‘to_perpetuate the
tendency toward ailocatidn of 1ncoﬁe which has been growlng
so fast, and, Lord knows,‘you don't seem to be able to geb
any court to hbid that almost any allocation formula 1s
uﬁfair. The situation as it exists is that in many states
the tax authorities are using the formula method for the
allocation of income to the state which has no basic rela-
tionship to particuiar items which are.directly aftribut—
able ﬁo that State. Now we come along with something
like this which takes a very few 1téms-—grants, royalties,
interests-~a few of those items which are commonly minor
portions of the income of the business of‘thé taxpayer,
and we say we shall allocate those particﬁlar items to
the state. However, the bulk of the business'activity
‘falls within thls general category of sales uhder this

Act, which I think would cover almost all the rest of
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the income~-producing activities of the btaxpayer other than
these particularAitems which.&ou allocate specifically.

Is 1t the theory of this Act that in so far as
the businessvactiVities are directly attribufable to a

state, they should be allocated to the staté and %then the

- balance, which are not directly attributable to the state,

apportioned upon a fair‘formula,‘or is this area of this
Act to just supply another theory for appbrtionment of
the bulk of the inzome of the multi-state taxpayers?

MR, POWELL: I think the latter is the situvatlon.
We now have’many states with an income tax which 1s 1mposed,
upon multi~state‘businesses; and the formula used in those
states.vafies a great deal from state to state, with very
disastrous results in some instances. ‘A corporatién may
be doing business in several statés, and because of the
variahce in the formulas may pay tax on considerably more .

thar 100 per cent of its net income, The purpose of this

Act 1s to select a formula which is believed to be fair

and then every state use the same formula so that, theo-
retically, only'IOO per cent of the corporafion‘s net in-
come will be subject to income tax by the states.

- MR. RICHTER: Then why do you éxclude these :

particular items from the general formula application?
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MR, POWELL: Those are the items that are allo-
cated undef Sections 4 to 8. They are allocated because
they are matters such as rents; dividends, interest, and -
so on, which really have a situs ét the company!s home
office. Those are the home office Ltems so-called, which
are treated on an allocation basis, The other s the ap-
portionment of payroll, factory work, and so on, Those
' ére apportioned, and they will govern the allocation of the
other items, |

MR, RICHTER: I supposé my baslic quarrel is on
the basis of separate accounting against allocation, I do
fifmly believe that the fairness.of the épplication of tax
Jaws in multi—state_problemé, separate accounting is the
_best method for the allocatlon of income and expenses to
the extent that is pfoper and can be directly tracéd-to
the pérticuiar state, and fhat the éllocation and appor=-
tionment of permanent expense should only be used as to
thoée items where you dd not have something Which is
directly attributable to a particular state. If we are
going to draft an Act on this, I would much'prefer to see
that forﬁula followed with the separate accountings in SO
far ag it 1s possible to do so as applied to any particu?

lar business, an allocation formula only as to those items
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of income or expense which cannot be.directly attributable
to the_particular state,

" MR, PIERCE: ILet us take, Mr, Richter, a manufac=
turing corpofation which is doihg business in your state.
Leﬁ us say that 1t is manufacturing wastebaSKets in your
state,’and in Oregon it 1is manufécturingvtables, and up in
Washiﬁgton 1t 1s manufacturing table cloths. Under thils
‘state, Secfions I through 8 have attempted to spell oub
certain items of Income which are considered to bz particu-
larly cbnnected with the individual states, Thoze iteﬁs
are the interest ffom govérnment Yonds that the Corporation
mayvhold in its treasury, interest on notes, possible rents
from excess land that it has. Bub let us take the great
bulk of its income, your case-that you are talking about.
The great bulk.of its income is derived through the process
which involves the buying of raw materials from all ovér
the country, the employment of labor in California, Oregon
and Washington, and the sale of the produét, the final
product, to wholesalers in the 48 states and the District
of Columbia,

On separate accounting, ‘'what would &ou do when
one of the wholesalers reports the sale of $1600 worth of

wastebaskets in Michigan--do you contribute all of that
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$1000 under a separate accounting if you try to follow

separate accounting into the manufacturing bueiness,Aall
of that $1000 to Michigan? It is true thet Michigan had
something to do with the production of the $1000 wortn of
income, because.it wz2o the Michigan purchaeer who eventu-
elly took and consumed the product, bubt 1t is 2qually true
t_hat: california hed substantlal effect on the opesration of
the corporation because California lahorers werse involﬁed
in the product‘which was finally sold and'then regulted in
income,'and also the property was located in Caliifornia.
The result has been that in the typileal manufacturing en-
_ tefprise they see, and thls is true in almost every state,
. : that some type of apportionment formula is necessary._
The‘typieal formula that has been worked out by
the stetes is the so-called Massachusetts formula in which
you take three different factors~~sa1es,vpayr011 and prop=
erty, lmpinge all three ofithem, and dividing by Ehree,
figure out & percentage that should be allocated to the
individual states involved.
In our situatlon, with this wanufacturing cor-
poration in three different states, doing their manufac-
turing business in three different states, it would have

a certain percentage of 1its property in each of those states,
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and we will say that it is equally diverted) so it would be
one-third to Caiifornia, one-third to Oregon, and oneéthird
to Washington,}so tnat particular factor will wind up as
being one-third. |

We will assume for the sakevof.convenience that
payroll also ends up as being one-third, they have equal
payrolls in every etate. They have sales all over the
country. So you consider the sales within each of the indi-
vidual states that he is reporting in-~there will be Cali-
fornia, Oregon and Washington, and 1ef.us say that only
~ one-tenth of his_sales are in each state, You add up the
one~third for property, one~third for payroll in California,
and then the one-tenth for the sales that were in California.
You add those percentages and divide by three and Lhen have
the total income of the corporation, and I must mention
that this income 1s a net-income figure, That is then
multiplied by that percentage, and you say that much is
attributable to the State of California from the stand-.
point of the taxpayer!s activity.'

Separate accounting 1s inpossible when you get
to'the sales factor, and 1t is hardly possible where you
have not oiear—cut manufacturing enterprises such as I

have given you in a hypothetical situvation. But in a-
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situatién like General Mqtors in which 1t manufactures
parts in every area of the country, it has 1ts own internai
accountihg system which may or may}not be meaningless, re?
gardlng each of the divisions of General Motors, 80 thgt
what has to be imﬁosed here 1s some type of formula thaﬁ
can be said to be reasonable, |
| Thus.far, the states have generally taken the

pattern that the three factbrs end up with the most reason-
able percentage bhat can be said to be attributable to an
individual state, |

Not all the states have done that, Many states
use the two~fgctor formula and some states use the one-
factor formula, It was our opinion that the three-factor
}formdla was the most representative. Also, it is the
“most widely used throughout the country.} I think even
in California they use the three-factor formula by"éd-
ministrative rule, although it is not a part of your
‘statute. | |

Regarding expenses, I would like to point out
here that what we are dealing with, what we are attempting
to allocate here, is after the rest of the entire tax
picfure has been taken care of. We are nét talking about

income in the sense of old Section 22 of the Internal
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Reveriue Code, or whatever 1t may be today, I have forgobtten--

we are talking about income after all expenses have been
deducted. In other words, thls is the base flgure on
which the state then imposes a percentage rate. You get
all the way down to the bottom, ahd you have got an ltem,
of, say, $1O 000, and the next item is multiplied by 6
per cent. It is that figure of $10,000 that we are worry=
ing about apportioning in this statute, We are not worry-
ing about the expenses that were incurred all along the

~ 1ine,

| It 1s true that expenses are an lmportant factor,

}-but no state has ever attempted to allocate expenses on In-
dividual product sales, like, for example, take the Ford
Motor Company which starts with a mine in Northern Minne=~
sota andvends up with a Ford being sold in England or any
place else in the world, There has never been any attempt.
to allocate the expenses among the states, They have only
taken it frem the standpoint of income ltems because there
seems to be no reasonable way from the etandpoint of ac~

- counting procedure to attempt, in every individual situa-
tion, to say that certaln expenses are attributable to a
certaln activity. ’Most of all, of course, the'home‘office

expense 1s one of the most difficuly to apportion, The
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‘COrpofationSVdo it for'interhal bookkeeping in order to'kéep
their own divisions, but there is nobody that can say that
these are accurate, These are guesseé on what it costsd
the home office to keep a partidular divisioh in operation,
They are figured on some such basis as‘floor'spaée or what
have you, but no absolute basis. So the result is that
theée statutes dealing with apportionmenﬁ,'the great
ma jority of states have turned to the'305cé11éd Massachu~
setts formula, It is not entirely satisfactorily working.
Thls 1s true because the formula has to cover a number of
businesses, ThatAis when we come into separate accounting.
Let us take, instead of a manufacturing”businesé,
a construction business in which a construction outfit
will build a building in Dallas today and startfanother»
éne in Arizona tomorrow and‘then one in Californila the
following day. Almost allvconstruction businessis‘worked
out on a separate accounting basis as a basiec proposition.
It 1s part of the business of the construction-outfit
~that eagh éontract that 1t takes is kept on a'sort of
system within the construction firm,  In
those situations, you can readlily see that the apportion=-
ment formula may not work because it depends a lot on

the profit from the individual sale from those contracts.
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Let us say the Texas contract was a complete flop and the

construction company lost a quarter of a million dollars by
underbidding the actual cost of the Jjob, Let us say~they
made $500 million in California on a particular Jjob., It.is
iﬁ this situation that particular accounting is particuiarly
desirablé, and there.are other types of industriles oﬁhér than
this where personal services and contracts are operated under.
a separate accounting systemn, Whére}separate accounting 1is
advisable in order to say that an income is attributable to
an individual state. But for the great mass of the industry;
including Sears Roebuck and General'Motors, and the lérger
o corporations which carry through a process of buying raw
materials, manufacturing raw materials, shipping and Ehen re-
talling, separate accounting has never seemed to be a feasible
approach. | |
MR, MORGAN: May I illustrate thé necessity of
separate accounting by a véry r?cent case in the DistrictAof
Colurbia. There is a chain store outfit with 135 stores all
over the United States. The store in the Distriqt of Columbia
was the second 1argeét, but because they aliocated some overhead
and pecullar separate accounting, it showed no profit in the
District of Columbia, 1In that case it was decided, as it was

decided in the Stewart Brothers case in California, that .
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-.inasmuch as thils etore had & central purchasing department
which not only permitted it to go out and find goods that a
separate store could th find but permitted it to buy them
much cheaper than the ordinary stefef &nd inasmudh as it

had a cehtral eupervising departmeht which weht around and
checked'the management of the store aﬁd contriblited expertw
advice; that the unity of.the‘business was an advantage and
that etery.store contfibgted to this set-up, and, by reason
of the number of stores and the unity of the business; a great
advantage inured to the owners of that business. Tor that
reason, separate accounting was not permissible, and this
formula was not applicable, In those'cases, it 1s almost
impossible fairly to distribute income except by some formula
of this kind. .

‘MR. BARRETT: I want to apologize. I was called
out ef the room when you passed Sections 4 and 5 Which.create
queetions iIn my ﬁind. I am assuming this is_an apportionment
act and that it applies only when there is equally assessed a
tax on income in the adopting state. Am I correct in that
assumption?

. MR, POWELL: Yes,

MR. BARRETT: With that assumption, I would like to
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be. assured thaf this Act does~not-inferentially prescribe
a payment'of tax that 1s not Imposed by the'enacting'state.
Frankly, the situation I have in mind deals with Sectionsv‘
4 and 5, particularly 5 (b) relating to rents. I am quite
willing to go along with the taxability of_inqome from
rents where there is a local = doing business in the
state. I am concerned about this situation where there is
some property the taxpayer may have that will bé movable into
and through a particular taxing Jurisdiction temporarily. As
én example of the type of thing I have in mind, say, in the
éase of carline companies that are in the business of leasing
cars under a car contract to rallroads, Once the car is
| delivered, they have no control over where it may go. It may
travel through the entire U8 states before 1t gets back,

| MR, POWELL: .There wasg no intenéion that this Act
should create a liabillty for tax where it does not now
exist, If it appears to do that, the Committee would be glad
to put whatevérvother language is necessary in there to dis-
pel this fear,

MR. BARRETT: I am not able to suggest the language,

‘but I would be quite happy if the Act itself would make it
clear that there is no inferehce of the levying of tax that

is not already taxable income in the enacting state,
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MR, POWELL: I am sure the Committee 1is agreeable
to doing that, |
” CHAIRMAN HAVIGHURST: The committee will take
that as a'suggestion; | | |
If there afe no further sectlons oﬁher than formal
seétions to be considered, it seems that if we can conclude
the discussion-this afternoon, subject to the Conferendé's
vwish, it may not be necessary to have a meeting this eVéning._
Are there any further remarks? | |
MR, LADD: I have this remark--in Section 19, the
6bjection was made, that the tax administrator in his dis-
- eretion make a sepafate accounting, why not change that and
simply provide'that thére shall be a separate accounting mak-
ing an appropriate allécation and apportionment according to
the interests accountable in the respective states, or somé
expression of thét kind, That would require that there be
sudh an accounging and thefeforé 1t would assure in that
kind of a situation that there would be an apportionment,fbut
i1t would make it a general duty which would be{applicable
both to the tax administrator and also to the téXpayer. In
'other'words, why nbt make 1t simply as a duty in which both
would have the responsibility, and 1t would necessarily

result in a required agreement or a decision by a court if
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| there would be no agreement? .

CHATRMAN HAVIGHURST: WAll the Committee take that
as a suggestion? [Yes.] | |
Is there any further comment?
MR; BUERGER: I hesitate to revert to a section
whidh was considered some time ago. I refer to Section 10,
Is that the cUstomary formula, to use a fraction, in other
words to take one-third of the property factor, onefthird
of the payroll factor, one-third of the sales factor? Cannot
the wording‘used here result in a percentage which is con-
éiderably in excess of 100 per cent? | |
. | o ' MR. POWELL: There is a typographical error here.
It should indicate that this sﬁm will be divided by thfee,
MR, RICHTER: I know the hour is late, but I am
still very much concerned with the basic appfoach of this Act
to.this problem.‘ I think you afe entirely inconsistent in
what you éay and what you do., You recognize in your first
section that éé;arate accounting has merit as‘to 6ertain |
items of income., Then you become blind, in my estimation, and
say separate accounting has no merit aé to any of the other
items of income and in effect to any items of expense, I
thihk thé situation that Judge Morgan reflerred to is one which

can be very easily described, I think 1t 1s a much more
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typicai situation than the multiﬁstate manufacturing and

multi-state sellingAsituation which Mr., Pierce referred to.r
Take the qhéin'store situation. It has its stores

. in a state, You have no trouble finding out how much of the
_sales of that organization were made right in the state. You
wb&ld have no trouble allocatihgvthat amount. You are not
allﬁcating_it because the salesvwere madé right 1h.the |
state., The savings gained by the chain operation, the central
purchasing, those.are savings which come in, it is true, but
where you can get the same result Jjust simply by allocating
the whole purchasing expense, you do away with the inter-

. company transactlons, the intercompany book entries, you

might say, the cost of goods sold 1f they charge it up at

| a particular rate which 1s not truiy accurate. But is there
any reason té allocate the éales to the state, some portion
of the sales, which take place outside of the state? I say
to yoﬁ there 1s no reason to do so, and that this whole basls
of allocation'sgould be cénfined.tq those instances where it
1s impossible to attribute either;the direct income factor
or the direct expense factor to the individual state.

I would Jjust hate to see thils Conference go on

record in this problem which is a tough one, It 1ls really

approving this theory of allocation of all of these other items,
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even though we recognize and are limiting our recognition

of separate accounting on these items to these few items that
you list in the statute. - I think your basic approach,is
wrong. I would like to see the approach switched aroﬁnd tbl
one where separate accbunting is favored in those instances
oniy'where the items of income or the items of expense are
not directly attributable to the state. Then allocation and
appbrtionment of income and expense should apply and thenva
fair fqrmula can be worked out. I see nothing wrong with
this‘férmula aé a formula where it is applicable. Then this
formula could be applied.

CHATRMAN HAVIGHURST: Are there ény fﬁrther remarké?

MR, LADD: You’get an illustration of ﬁhat, I think,
1f you take cattle raised in the West and sold in the Middle
West for feeding.' WOuid you include thé sale price in the
~ Middle West and say that the state in the Middle West would be
entitled to share the taxes of cattle raised but sold and
delivered in a Middle Western state from the West? :

MR, PIERCE: That 1s correct. That is the purpose
of this, that when they buy the cattle éut on the range in
Texas, owift & Company buys'them in Texas, ships them to Iowa
énd Kansas as a feeding station,and}there eﬁploys labor; and

then they are taken to Chicago and additional labor is used



by Swift & Company there, and the product is sold in Mlchigan,

A part of thdt income Will be attributable to each of the
states. |
MR, LADD: You know, they never do it that way,

though Those are independent transactions, 'They sell to

' a mid western farmer and he in turn, through independent sales,

sells to Swift & Company, either shipping to Chicago or to

‘1ocallmarkets.

MR, PIERCE: Then that is not an item of income for
Swift & Company.
| MR, LADD: But what about the item in the State of

Towa? Should the cattle in the West have to pay a tax in JIowa

_simply;because the property was sold in Iowa?

MR, PIERCE: This has nothing to do with the Jjuris-
diction'of the imposition ef the tax to begin with, if Swif't
&‘Company is'doing business when it sells the final pnoduct,
if it is doing business in Towa, it is subject to the Towa |
income tax. Iowa's portion of the Iowa income tax would be
determined by this formula in which we will say in this case

that they have no property or no labor in Jowa, but they did

make a sale there,

“MR, LADD: You sece, when you take Swift, yon are

taking the final producer there, Why go that far? What about
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the intermediate sales?

| MR. PIERCE: It 1s Just like'ahy other business,
Say I am in the business of béing a supplier of raw material,
all things go along thereafter, and every one of us has to
report to the Federal Government that we had so mubh ihcome.
We have to reporé in each state which imposes an income tax
that we had so much income subject to the tax, We report 1t,
and if we are in a multi-state business,'we will appoft;on

under the formula, If wé are doing business only in that

"étate, like the farmer, he will report only his net income

in the State of Iowa.
MR. 1LADD: But iflthat farmer feeds his cattle in Iowa

and sells in Chicago, I suppose Illinois would then be in on

it

MR, PIERCE: That is the idea generally, unless you
have purely personal seryices.
| MR, LADD: It just doesn't seem right to me .
MR, POWELL: Let me make this clear—;Illindis
wouldn't get in on it unless they are entitled to get in on it
now, This‘doesn't let any staté in unless 1t is aiready in,

MR, LADD: It seems to me when you include the place

‘of sale as being one of the factors that comes into the formﬁla,

that you have said that that place of sale 1s entitled to
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‘share in the division of income.

CHAIRMAN HAVIGHURST: I take it that this Act will
come before the Conference nexf year and further discussion
can be held at that time.

If there 1is no'further discussion this evenihg,
the Chalr will recégnize Commissioner Thormodsgard. ‘

MR, THORMODSGARD: _Mr". Chairman, I move that the

Gomnittes of the Whole rise, report that 1t has had under
consideration the Uniform Act for the Division of.Income
for Tax Purposes, has made progress, and begs leave to sit
again, |

. | [The motion was put to a vote and carried,]
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