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STATE INCOME TAXATION OF MERCANTILE AND
MANUFACTURING CORPORATIONS

FRIDAY, DECEMBER 8, 1961

House OF REPRESENTATIVES; -
SpECIAL SUBCOMMITTEE ON SraTe TAXATION OF
TNTERSTATE COMMERCE OF THE
i CoMMITTEE ON THE JUDICIARY,
f , . W ashington, D.C.
The special subcommittee met, pursuant to notice, at 10 a1, in
. room 346, Old House Office Building, Hon. Byron G. Rogers
presiding. '
grf)sent : Representatives Rogers of Colorado (presiding), Peterson,
-and hay. )
K Also present: Murray Drabkin, chief counsel ; Anthony Partridge,
! counsel; David Sutherland, counsel; Dr. Robert Melville, senior,
i economist Special Subcommittee on State Taxation of Interstate
g ‘ Commerce; and William H. Crabtree, associate counsel, Committee on
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the Judiciary.

Mr. Rocers. The subcommittee will come to order. .

The first witness this morning will be the Honorable Jo V. Morgan,
L; judge of the District of Columbia Tax Court and 2 member of the
1 ) National Conference of Commissioners on Uniform State Laws.

Judge Morgan. -

’ : STATEMENT OF HON. JO V. MORGAN, JUDGE, DISTRICT OF
? ’ COLUMBIA TAX COURT

Judge MoRGAN. Thank you, Sir. - :
Mr. Rocers. Do you have a prepared statement ¢

Judge MorGAN. No, sir; I do not.

Mr. Rocers. 1f you had one we wanted to receive it. Lf not, why,
we will be glad to hear you without it. '

Judge MoreaX. Thank you, Sir. ,

T have been directed by the Conference of Commissioners on Uni-
form State Laws to appear before this committee, and I appear in that
! . capacity only. :

T am one of the Commissioners on Uniform State Laws of the
District of Columbia. At the time I was appointed to appear here, 1
think the conference was under the impression that you might consider
legislation, particularly they were interested in the uniform formula
for the division of net income of unitary and multistate business. ’
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244 STATE INCOME TAXATION OF CORPORATIONS

T understand now that you are more concerned with what has
happened and that you are now investigating the situation, and you
are not so much concerned with legislation as we thought you were.

Mr. Rogers. We are concerned with both of them.

Judge Morcan. Of course, the conference has adopted a_uniform
formula for the division of net income, and is interested .in having it
adopted, particularly by the States. Originally that was the idea.
1 believe that many of the members of the conference feel, as I do,
that this is one area in which it is better to have congressional legisla-
tion, than depend upon action by the States.

T do believe, however, that you might be interested in what we have

found out over the years with respect to the situation and whether or
not it needs any correction. . - o o
T asked Mr. Drabkin whether T woiild be considered immodest if I
. gave-a background of my interest in taxation, and he told me no, so if
that is order— B R -

.Mr. RocErs. We would be interested in hearing you.

..+ Judge MorGaN. I might say that I have devoted most of my life to

.taxpayers’ remedies.in taxation. T was professor of taxation in .one

of the universities for many years, and in another in the matter of

conflict of laws which, of course, touches quite a good deal upon situs’

and taxation. .

.1 was counsel for the Senate and House District Committee on
.Taxlation in the late 1930’s, and wrote many of the District of Columbia
tax laws. - . o

T have lectured and written many articles on taxation. I was chair-
man of the State and Local Tax Committee of the American Bar Asso-
ciation for many years, and chairman of the District of Columbia Bar
_Association Committee on Taxation for many years, and I am now
.judge of the District of Columbia Tax Court.

In our work and, indeed, in my experience in taxation, which has
gone back over many years, we have found that there is a great need
Tor uniformity as you have learned, I am sure, at this time.

A few days ago we had a rather important case in the District of
Columbia Tax Court and there were six leading experts in economics
as witnesses, three of them, I think, professors of universities, and
three were, I think, from the Government, Three were for the tax-
payer and three for the District of Columbia. The taxpayer’s experts
testified that no income was produced in the place where the sale took
place, but only where the goods were manufactured; and the three
experts for the District testified that no income was produced in the
place where the goods were manufactured, but only in the place where
they were sold. That is just a few days ago. )

Not only is there a lack of uniformity in the use of factors in the
equation of the formulas to divide income, but there is a lack of uni-
formity even in the factors themselves. ' _ )

Tor instance, in the question of property, some experts believe, that
“cost should be used, and others believe that there should be used the
depreciated value of the property what its value 1s at the present time,
‘taking into consideration depreciation. Some experts do not think that
any property occupied by renting, should be used, while others do.

Fven in the matter of the payroll factor there 1s a lack of unifor-
mity. Some experts and some tax adiministrators believe that the
locale of that factor-is the place where the money is paid, and others
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~where the services are performed. For instance, an employee may have
a branch office, in Baltimore, and he may work in the District and
‘Virginia. Some persons think that Maryland should be the situs of
Ahat payroll factor, and others think that it should be both the District
:and Virginia.

The greatest lack of uniformity, however, is in the factor of sales.
.I am sure someone has discussed it before. The three theories most
commonly discussed are negotiation, origin, and destination.
" Many of the experts believe that the locale of the sales factor is
here the sale is negotiated. That is generally in the place where
the goods are manufactured, anyhow. Others hold that the locale of

the factor is the place from which the goods begin their interstate trip

‘or'the. warehouse from which they are delivered. Others, of course,
‘believe that it is destination of the shipment; that is to say, where the
customer was located. _ . R

I think that one of the great troubles with the situation is the
unfortunate custom of valuing the services of tax administrators by
the amount of money they take in each year. I do not, however, know
.any other way to do it. Tt is unfortunate that it is that way. Ithink

that has developed cupidity on the part of tax administrators who
wish to get all the money they possibly can get from the taxpayer.
Tt has gotten so now that séme of the administrators have adopted
‘entirely novel formulas. In the State of Washington, I believe they
have a rather novel formula. It does not have a sale factor, but
instead a new factor; namely, the purchase of goods. I think the
finance officer or commissioner of taxation of Wisconsin takes the
position, as the experts did in the District of Columbia case for the
taxpayer, that no income is earned in the place where goods are sold,
.and that the only factors that should be considered in determining
.net income or division of it are the sales and payroll factor.
. What has hurt the situation more than anything else are two cases
in the Supreme Court. One is. Underwood Typewriter Co. v. Chamb-.
erlain (254 U.S. 113) ; and the other one is Bass-Ratoliff and Gret-
ton v. State Tax Commission (266 U.S. 271). o

One is a Connecticut case. The other arose in New York. The
Supreme Court merely held that the use of a one-factor formula in
those cases was not unconstitutional, and that the taxpayer did not °
show that there was any real damage done by the nse of a one-factor
formula. The interesting thing about those cases is that in both the
Supreme Court said that income was earned by a series of transactions
beginning with the manufacture and ending with the sale, and yet
they ignored in both cases one of those important elements. Those
cases have been used down the years to support all sorts.of factors.
They have done more harm, I think, than anything else.

If you are considering or will consider legislation, I urge that the
Congress adopt a uniform law, and that it be the Uniform Division
of Income for Tax Purposes Act.

T would not be honest unless I urged this consideration
~ Mr. Rogers. May I interrupt, Judge?

. Judge Moreax. Yes. '
. Mr. Rocers. Do you know ofthand how many States may have

-adopted the uniform formula? : :

- Judge Morean. Not one, to my knowledge.
-; Mr. Rocers. Notone?. I
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Judge Morean. I want to urge, if you are considering it, the elimi-

" nation of one item. I want to go on record on that. While I was on
the committee of the conference that adopted the act that worked
this formula out, and did a good deal of work on it, T think that there

is one provision in it that should be considered, and I think should’
be eliminated. It is the provision that, if no other jurisdiction taxes -

the taxpayer in a certain transaction, regardless of where the goods
are sold or manufactured, then the State of its domicile can do so. - It
is illogical, and I think it should be eliminated. But with that excep-
tion, I think that the only way to solve this problem of lack of uniform-
ity is for the adoption by Congress of the uniform formula adopted by
the National Conference of Commissioners on Uniform State Laws.
It is not perfect. It is impossible to have any perfect formula, but
it is as near perfection as anything I know in the line of formulas for
the division of net income of muliistate businesses. :
. I thank you very much for letting me appear.
" Mr. Rogers. Thank you, Judge.

Are there any questions? ' , ' .

Mr. Pererson. Just -one. Judge, I am curious on why the States
~have not adopted the uniform formula. How long has it been before
the various States for adoption ? .

Judge Morean. About 3 years.

Mr. Pererson. Have you arrived at any reason why they have not
adopted it ? : : » :

Judge Moraan. I think the very reason is that the tax administra-

tors who control the situation and on whom the legislatures depend for .

advice on legislation do not approve it.

Then another reason is thaf many of the States do have some form

of the three-factor formula which this is, and they see no reason to
change their present laws. I think another reason is the provision to
_which T objected. I think that the taxpayers are opposed to that pro-
vision. T do not think it is logical, and it has been criticized severely
by the accountants. g

- Mr. Rogers. Just a minute; I think counsel would like to ask a few
technical questions. : ‘

. Mr. Drasrin. Judge, you have made a proposal here this morn-
-in : ,

l(:J:Tudge Moraan. Yes. i
Mr. Drasxix (continuing). To remedy the lack of uniformity.

Could you outline for us some of thé consequences of the lack of uni-
formity ¢ e
" Judge Morcan. Well, let us take the question of the jurisdictions
that have merely the sales factor. Their laws provide that if goods
are sold in the jurisdiction, the net income of the selling corporation
shall be taxed by the State in the proportion, that sales in the State
bear to sales everywhere. The result of such a formula is the taxation
of the seller by the State in which the goods are sold on 100 percent of
the net income from that particular segment of its business when, as
a matter of fact, only a portion of the income is produced there. In-

come is produced in part in the place of manufacture, in the place -

maybe of branch offices, and by persons employed in many other
places than in the place in which the goods are sold. The one factor
formula results in giving to the State of sale a larger proportion of
the net income than should be given it. Meanwhile, the State of
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manufacture, in all probability, taxes the taxpayer on a three-factor
formula or the factor of property, as was done in the Underwood
Typewriter Co. case. In that case Connecticut taxed the Under-
wood Typewriter Co., or at least used as a basis of taxation, that
proportion of its net income as its property in Connecticut bore to
property everywhere. Connecticut made no allowance for the pro-
duction of income by selling in other jurisdictions.

Mr. Drassin. Judge, under the present system, as I understand
your testimony, then 1t is possible for a particular item of income to be
subject to overlapping taxation. o ‘

Judge Morean. Of course. That is done all the time. .

Mr. Drapman. Is it widespread for more than 100 percent of the
total income of a company as distinguished from particular income
items to be subject to overlapping taxation ? ‘

Judge Morean. Well, it all depends. -Lots of times there is a pecu- -
liar situation. A corporation is taxed in several States on less than
100 percent of net mmcome in the aggregate. Certaln situations
arise. In others they are taxzed 150, 110, 125 percent of net income.
It depends on the situation. It depends on the jurisdiction. _

Mr. Draprin. But have you experienced particular cases in which
a company has been taxed on more than 100 percent?

Judge Morean. Oh, yes.” We have that here in the District. For
instance, the District has a formula by which it taxes the corpora-
tion on that proportion of its net income as sales in the District bear to
sales to everywhere. = So, in respect to the net income from that par-
ticular transaction or segment of its business, it is taxed on 100 percent
of its income by the District. Let us take for example, a corporation
- which manufactures its products in Baltimore. . If all of its products
are sold in the District, 1t is taxed on 100 percent of its net income in
the District, and Maryland turns around and taxes it under the three-
factor formula on property and payroll in Maryland. So'it is taxed
maybe in that case on 150 percent or more of its net income.

Muy. Dragkin. In view of the fact, Judge, that some 14 States do not
have corporate income taxes, today, is it possible that a corporation
may, in fact, be taxed on less than 100 percent ?

Judge Morean. That is right. I would say it depends upon its
situation. It may be in some places. For instance, you take the Dis-
trict of Columbia, where goods are manufactured in the District and
sold outside, the District loses a great deal of taxation and the tax-
payer pays taxes on less than 100 percent of its net income. Let us
take the Fwvening Star case where the taxpayer had a large plant in
the District and a large office building here. It sold papers in Mary-
land, Virginia, and the District of Columbia. It was held in that case
that the District could tax that corporation only on the taxpayer’s net
income as sales in the District bore to sales everywhere. Well, the
result was that the District lost a good deal of taxes by that, because
the plant, property, and payroll were not in anyway reflected in the
sales formula, and the Star was not taxed on 100 percent of its net
income by all of the three jurisdictions combined. It all depends on
where the goods are manufactured and where they are sold. If they
are manufactured in one State with a peculiar formula, and sold in
another, it may happen, as it did in that case, that 100 percent of the
net income is not taxed by both States together.
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overlapping taxation aspect of the apportionment problem.
- Judge MoreaN. Yes. S T

Mr. Drapxrn. During the past few days the subcommittee has heard
testimony from a great many witnesses in respect to the problem of
compliance burdens. Much of that testimony has been in terms of-
companies which do a small amount of business in the State where
the company has to file a return. : A
" Now, suppose there were a uniform apportionment formula, would,
that sufficiently minimize the compliance burden for those companies
so that they could be required to file in these States without incurring
a compliance burden, even though their operations are quite small?

~Judge Moraan. No, I do not think it would minimize it at all. I
think they still have to file those returns. ,
- Mr. Draxin. Well ) o

Judge Morgax. I thought—suppose you ask me again. I may have
misunderstood yow. . - - o : - - : S

Mr. DraBriN, Yes. Under Public Law 86-272——

Judge MorcaN. That was the solicitation act ? - -

. Mr. DraBrin. Yes, sir. Under the standard provided in that act,
the taxpayer need not pay an income tax in the State in which he does.
nomorethan solicit. - o . - A

-. Now, suppose we had a uniform apportionment formula. Would
there still be a need for a minimum activity type of statute?

-.Judge MoreaN. Noj; Ido notthink so. : : :
:"Mr. DraBrin. You believe compliance would be simple enough if
we had uniformity ¢ ‘ - :

Judge-Morcan. That is right. ‘ .

- “Mr. Drasxin. Would that be true even in the absence of a uniform
definition of net-income? : :

Judge Morcan. Well, that is very hard to answer. What did you
have in mind? What relation did it have to the question, the
“definition :

Mr. Drapxin. Of course, the apportionment formula, even though
uniform, must be applied to net income. I »
Judge Morgan. Yes; thatis right. S :

- Mr. DrapxiN. And this, I takeit, varies T

Judge Morcan. Net income according to the Federal reporting
requirements. ' ’ : :
 ‘Mr. Drasrin, This varies from State to State.

‘Judge Morean. Yes. But if the uniform formula were adopted,
the Federal net imcome concept could be used. .

My. DrasrIn. Then you would support not only a uniform appor-
tionment formula but you would require uniformity in respect to the
definition of net income, as well, '

Judge Morcan. Certainly.

Mr, Drapxin. Uniformity in the definition of net income as well.

Judge Morcan. Certainly. ,
¢ "Mr. Rocers. Is that part of the uniform law that is recommended
by the National Conference of Commissioners? :
< Judge MoreaN. I donotknow ;I do not think so.

Mr. Rocers. What is that? -

Judge Moraan. I do not believe so.

Mr. Rogers. All right.

Mr. Drassin. Judge, up to now we have been talking about the
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Mr. Drapxix. In your view, Judge, how could a national uniform

“apportionment formula be administered?. I take it there would be

problems of variations even under it. How do you believe it should

- be administered ?

Judge Morcan. Well, what the taxpayer corporation would do
would be to file with the administrator, whether you call him the
finance officer or the commissioner of taxation, its net income, and
it would also report its property in the State, and payroll based.upon
the services performed in the State, and the sales and customers therein.
They get the average of the percentages and apply 1t to the net income.

Mr. Draprin. Assuming that there is a mational uniform appor-
tionment formula and, as a taxpayer, I believe that the operation of
it does not accurately reflect a proper division of my income, where
would I go to ask for a variation from the formula?

Judge Morcan. Well, in this formula there is a provision that if
either the taxpayer or the administrator, whether 1t be the finance
officer or the State tax commissioner, whatever you call him, believes
that the formula is unfair, they can apply for a different formula.

“Mr. Draprin. Then the taxpayer would go to the tax administrator
of the State— : S L '

Judge Morcax. Of the State. : .

Mr. Drapgin (continuing). In which he believes there would be an
inaccurate reflection of his income. ' a

Now, if your goal is uniformity, how could you maintain that and
still allow diverse interpretations of permissible variations?

Judge Morcaw. You are bound to have that. You take the negoti-
able instruments law, which we have had for 50 years or more, more
than that, there are various opinions of courts on interpretations of
the negotiable instruments law, but it is far better to have that than

not.

Mr. Drasgin. Thank you. _

Mr. Rogers. Thank you, Judge.

Judge Morean. Thank you, sir. i

Mr. Rocers. The next witness will be Mr. B. F. Spicer of Pitts-
burgh, Pa., Aluminum Co. of America. ' ,

Come forward, Mr. Spicer. If you have any associates or others
with you, you are privileged to bring them to the table with you.




