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The background of the bill, H. R. 16491, presently péhdiﬁé before
Congress, together with many of its legal and economic aspects, has been
thoughtfully reviewed énd appraised by Mr. Glander and Mr. Harriss. I
should like to devote most of my time to a discussion of the prospects
for dealing with the problems of the taxation of interstate business as
expeditiously and constructively as possible. Before doing so, however,
I think it would be well to comment on several provisions of H. R. 16491
which are vigorously opposed by state officials and also by a number of

business groups and corporate taxpayers' representatives.

Income Tax Provisions

In the income tax field the two features of the bill that have
drawn the strongest reaction are the failure to recognize the presence
of income producing tangible personal property as a jurisdictional
elément and the opfion afforded the coiporation with net income of one
million dollars or less to require that its income be‘apportioned on
the basis of a two-factor formula with inventories excluded from the
property factor.

It is difficult to understand why the income derived from the
leasing of business equipment, food processing machinery,vmining machin-

ery and other similar equipment within a state should not be subject to

*Remarks at the 59th Annual Conference on Taxation, National Tax
Association, Denver, September 29, 1956. The views expressed are
personal.
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income tax unless the owner of that property also has & fbusiness
location,” (as defined in the bill) within the taxing state. Yet,
that is what the bill plainly provides.

The two-factor option is tantamount to offering the taxpayer a
tax cut at-his election.  There-is, it_should be understood, no requirement
that the taxpayer be consistent in his use of the two-factor formula. He
may use a three-factor formula where it is to his advantage to db so
and elect to use the two-factor method where that is to his advantage.
Since any revenue lost to a state through the taxpayer's election to use
the two-factor formula will not be recouped, the iikelihood is that some

other taxpayer will have to make it up.

Sales and Use Tax Provisions

Objections to the sales and use tax provisions of the bill have
been even more strongly asserted. These provisions include (1) the
incorporation of the P. L. 86-272 test into the jurisdictional rules
applicable to sales and use taxes; (2) the prescription of av"business
location" jurisdictional rule under which a vendor is relieved from col-
lecting the tax even on some kinds of transactions that are essentially
local rather than interstate; (3) the limitation on use tax jurisdiction
in terms of the residential or business location status of the faxpayer
rather than in terms of the situs of the property, the use of which is
the basis of the tax; and the resale and exemption certificate provisions
which relieve a vendor frcm the collection requirement completely and
‘without qualification. On the plus side, it is true that the bill
requires out-of-state vendors to collect the tax if they make household

deliveries other than by common carrier and mail.
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To deal with these points in any detail would require more time
than is available for this program. Let it suffice here to say that
the objections center about the severe restriction on jurisdiction to
impose and collect séles and use taxes, and particularly on the abfoga-

_tion of the routine solicitation basis of jurisdiction which has been a

feature of state use tax enforcement programs for nearly a quarter of
a century--ever since the Supreme Court of the United States decided

General Trading_Co. v. State Tax Commission, 322 U.S. 335 (1944). Re-

strictions on jurisdiction give rise to unfair competitive situations;
they also run counter to sound administrati#e principles which look to
the few vendors rather than the many vendees to be the responsible tax-
payers or, if you will, tax collectors. This specific problem is com-
pounded by the sacrosanct status accorded a resale or exemption certifi-
cate undef the bill., Indeed, the practical effect of the#e provisions
is to allow any vendee with a registration number to put himself in a
“direct pay' category. These are, in short, the immensely practical

objections which state tax officials urge against H. R. 16491.

What the States Can Do

1 should like to turn now to the prospect for action to resolve
some of the problems involved in the interstate tax field. It occurs to
me that time might well be a factor of some consequence in the ultimate
solution or elimination of at least a number of these problemé. It is
now almost the end of September and the Special Subcommittee's bill has
not yet been brought before the House for action. -Considering the pos-
sibility of an October 15 adjournment of'Congress and assuming that a
bill of such consequence and importance as H. R. 16491 would reQuire

somewhat extended hearings in the Senate, one might conclude that the
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chances are decidedly against the passage of the bill in the present
Congress. If the bill does not pass in this Congress, the state legis~
latures will have an opportunity in the first sixty to ninety days of
the forthcoming sessions to demonstrate their ability and willingness to
rufdealﬁefiectivelygwith,mostﬂof_thebintersiatewtax;problems;that,require
attention, To the extent that the states afe successful in handling

and disposing of these problems by their own action, the case for con-
gressional action correspondingly loses its force--at any rate, I should

think it would.

Income Tax Proposals

Just what action should the state legislatures take to resolve,
remedy, or eliminate major problems in the interstate tax field? I
suggest there are a number of things that the legislatures can do. None
of these is novel and all are generally conceded by both officials and
taxpayers alike to be éonstructive.

In the income tax field, 1 suggest that the Internal Revenue
Code definition of net inéome be the starting point for the determina-
tion of net income for state corporaticu income tax purposes subject,
however, to those modifications or adjustments which a state legislature
might deem to be desirable. The use of IRC net incbme simplifies both
reporting and record keeping requirements for taxpayers. For tax ad-
ministrators, the use of the IRC starting point facilitates the admin-
istrative collaboration of federal and state tax officials pursuant to
the cooperative agreements now in effect between the IRS and forty or
more states and the District of Columbia. Approximately twenty-six
states now follow the federal law very closely either by statutory

adoption of the IRC starting point or as a matter of administrative



policy; in nine more states it is expected that bills to this end will
be introduced in 1967 sessions and in one state.the voters will act in
November on a constitutional amendment authorizing the legislature to

adopt the federal base.

"“i*shouidweﬁphasize~the—pointg%hatftheﬂuseﬂofmthegiederal»base
will not prevent the maintenance or adoption of state tax policies designed
to serve as tax incentives or to promote economic growth since the legis-
lature is free to adjust or modify the federal base in any manner ap-
propriate to achieve thqse ends.

The other major item for state action in the income tax field
is the adoption of the Uniform Division of Income Act drafted and pro-
mulgated by the National Conference of Commissioners on Uniform State
Laws and approved by the American Bar Association. This method of ap-
portioning and allocating multistate income has now been adopted by
thirteen states and the District of Columbia; it will be introduced for
adoption in the legislatures of sixteen additional states in the 1967
sessions and it is under study in several more states. The NCCUSL Act
uses the familiar three-factor formula (property, payroll, and sales).
Its adoption will involve the least amount of change from present practice
in most states. Its general use would certainly avoid the substantial
reallocation of corporation income tax burdens among corporate tax-
payers within the same state that would be involved in the universal
use of a two-factor formula (property and payroll). Moreover, the in-
clusion of a sales factor in the NCCUSL Act is consistent with the
practically unanimous recognition of the importance of the market in

the realization of net income.
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Finally, the provisions of the Uniform Act could be adopted on
an optional rather than on a mandatory basis. The option to use the
Uniform Act would, of course, be the taxpayer's. The effect of the op-
tional adoption of the Uniform Act would be to provide, for all practical

‘purpbses,"amceiiing'onmthe~amountMofwincomemthat—couldwbefapportioned i
or allocated to a state; it‘would also enable the multistate taxpayer
to comply with the apportionment laws of all the states on a uniform
basis, utilizing a single standard for record keeping. At the same time,
it would permit the continuation, by any state desiring to do so, of an
alternative method of apportionment reflecting some policy of the state
with respect to a particular type of income or investment or recognition
of the burden of other types of taxes borme by corporations in that
state.

1t has been suggested that in order to make the NCCUSL Act work
uniformly, it is necessary to set up some kind of central agency to
write regulations interpreting the meaning and application of the Act;
also, that it would be desirable to have some type of forum to settle
jnterstate apportionment disputes, that is, disputes which involve in-
consistent or conflicting interpretations of the Act by two or more
states in the case of the same taxpayer.

1 am inclined to the view that this additional machinery is
not needed. As to the matter of regulations, it seems to me that much
of the difference hitherto observed in the practices of the states is
attributable to differences in the language of the apportionment laws
of the states. This source of difficulty--the major source, I think--
will be eliminated automatically if the states adopt the language of

the NCCUSL Act. Furthermore, NCCUSL itself has recently reviewed the
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explanatory comments incorporated in the Act and in the process made a
number of revisions which clarify the meaning of the Act in several re-
spects.

The establishment of some kind of interstate tax dispute tribu-

.nal.is suggested as a means of avoiding the inequities that might be

caused by the inconsistent interpretations of the Uniform Act by the
courts of the several states. If the Act is interpreted consistently,
there is no problem. Considering what has been said already about the
adoption of identical language by the several states, it seems to me
that there is a reasonable expectation that an acceptable standard of
consistency will be achieved. I think that one can find further support
for this view in the disposition of the various types of apportionment
controversies that have come before state courts under the present sit-
uation where there are many differences in language in the statutes in-
volved. The small number of these apportionment coatroversies that go
to court is a further point to be weighed in appraising the proposal for
an interstate tribunal.

1f experience indicates that some kind of guidance on inter-
pretation of the Uniform Act is needed, there is a someﬁhat informal
procedure now in use which might be explored, As you may know, NCCUSL
has established an advisory procedure for the purpose of achieving con-
sistency in interpretation of the Uniform Commercial Code by state su-
preme courts. This procedure centers about a small NCCUSL advisory
committee composed of members who are familiar with the drafting and
objectives of the Uniform Commercial Code. This committee stands ready,
at the request of the highest court of a state, to furnish an advisory

brief on the specific question put to it by the court.
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. 1f necessary, perhaps something of this kind could be worked out
for the Uniform Division of Income Act even though, at this point, one
might expect that the everyday impact of the NCCUSL Act on business en-
terprises and the potential volume of litigation under the Act would be

minimal in comparison to_the impact of the Commercial Code and litigation

involving it.

On balance, I_think we can achieve an acceptable degree of uni-
formity in the administrative interpretation of the Act without setting
up some type of central agency to provide regulations. While I would
be prepared to accept some risk of differences in the judicial inter-
pretation of the Act, I think this risk is not great and that it could
be minimized if not completely eliminated by an adviéory procedure
siﬁilar to that used under the Uniform Commercial Code. In short, it
seems to me that prudence suggests that we retain existing administra-
tive and judicial review procedures until the need for something addi-

tional or different is demonstrated.

Sales Tax Proposals

In the sales and use tax fields the major points of action
suggested are as follows:

1. The enactment of a credit against a use tax in the amount
previously paid to another state (or state and local government) as
a sales or use tax. This credit is intended to prevent double taxation
of the same property arising out of a single tranéaction. Most states
already allow such a credit, and it is expected that legislation will
be introduced in at least eight additional states in 1967.

2. Statutory recognition of the principle that good faith ac-

ceptance of a resale certificate or exemption certificate will relieve
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the vendor of liability for collection or payment of the tax if it turns
out that the purchaser misrepresented the use to be made of the pfoperty.
This means that for all practical purposes liability for the tax will be
aéserted against the purchaser. This proposal differs from the one in
-~ H. R. 16491 in that the good faith test is retained..  Sound administrative

practice requires that.some degree of control over the certificate process
be maintained. Otherwise, any vendor with a registration number can in
effect put himself on a "direct pay' status--as he could under the pro-
visions of H. R. 16491. 1 shéuld like to make it clear that 1 do not
suggest some hard and fast apblication of this teét but a liberal one
under which any doubt at all would be resolved in favor of the taxpayer.
Indeed, experience demonstrates the desirability of checking the buyer
anyway in these situations for the reason that if a buyer gives a certi-
ficate improperly to one vendor he may be repeating the practice with
many other vendors.

3. The elimination from the measure of the use tax of any
elements of value that would not be included in the measure of a
sales tax; and the elimination of any differences in penalties, allow-
ances for bad debts, and the like, between the sales and use taxés.
The objective here is tQ remove any potential claim of discrimination
against interstate trade on the ground that iocal transactions are
favored. The example often cited is the case where a trade-in allow-
ance is deducted in computing sales tax liability but not for use tax
liability. Actually, instances of the differences in sales and use tax
laws that could be classified as discriminatory are quite limited and

this item would not require any action in many states.
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4. The delegation of authority to the tax administrator to

provide for extended filing periods--up to one year--for taxpayers whose

1iability is minimal, say in the range of $100 to $250 annually. The use

of an extended filing period would eliminate a complaint that has fre-

quently been made by interstate taxpayers, namely, that it is necessary

to file a monthiyméf quafterly return in many insténces where for fhat
period there is little or no tax liability. Many states, of course,
already have this authority and exercise it in respect to wholly local
taxpayers as well as interstate taxpayers.

5. The repeal of statutory requirements that out-of-state ven-
dors - pay the costs incurred by tax department auditors who come to the
taxpayer's out-of-state headquarters to conduct tax audits. I believe
that the only jurisdictions where this rule is still in force are those
where it is imposed by statute. There is general agreement that this
practice should be eliminated.

6. The requirement that any locally imposed sales and use tax
be virtually identical with the state sales tax and, preferably, that
ﬁoth the state and local tax be administered on the basis of a single
return with apprOpriate schedules for the local tax. The requirement
of similar tax bases need not be interpreted so strictly that it would
prevent any differences whatsoever in the state tax on the one hand and

local taxes on the other.

Audits
While on the subject of sales and use taxes, I think a few com-
ments about field audit practices are in order. Some taxﬁayers have
objected to the fact that they may be audited by several states in a

relatively short period with a resultant diversion of staff time from
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productive activity. It has also been urged that the jurisdiction of
the states in the sales and use tax field should be cut back because
the states are not able to audit interstate taxpayers whose headquarters
may be scattered among the fifty states.

It is true that there are substantial differences among the

stateéwin £hé f;f;o of field auditors to active sales iéx ;;counté.
There are also considerable differences in the audit coverage of out-of-
state accounts. In general, though, the audit potential has been in-
creasing steadily and in the nofmal course it might be expected that

the very large interstate companies will be faced with more rather than
fewer audits each year. At this point, perhaps the most that the states
can do to reduce the inconvenience involved in these multiple audits is
to clear the séheduling of them well in advance so that they will be as
widely spaced as possible.

As to the small- and medium-size interstate taxpayers, it seems
to me that we might very profitably explore the possibility of adapting
existing facilities to the problems which the states face in this area.
I have two suggestions in this respect. One is that we explore with our
colleagues in the public accounting field whether it is feasible to in-
clude as a standard item in their periodic examinations, an appraisél
of the client's record keeping system and procedures from the stand-
point of their suitability for producing the kind of detail needed to
make sales and use tax reports. I1f something along that line proved to
be feasible, the accountant's statement might contain a certification
that the (vendor) company has a record keeping system and procedure
designed to provide the detail needed to file sales and use tax reports

in States A, B, C, D; and, further, that an examination of the (vendor)
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company's records indicates that returns were filed during the pre-
ceding year in States A, B, C, D, etc.
My second suggestion is that a comparable certification be made
a regular part of the audit examination of interstate taxpayers conducted

by home state auditors.

I should emphasize the point that I am not suggeséing thét
public accounting firms or the home state actually make an audit on
behalf of the states in which the taxpayer incurs liability, although
one day we might be in a position to go into that possibility. For the
moment, what I have in mind is simply a review of the record system
which would serve as the basis of a certification that (1) the taxpayer
does have a record keeping system which is designed to provide the de-
tail needed to make sales and use tax reports by states, and (2) his
records indicate that he does file sales and use tax reports in the
states named.

It seems to me that these procedures might reduce the number of
multiple audits of small- and medium-size out-of-state vendors while at
the same time giving the administrator some assurance that the out-of-
state vendor is aware of the state's requirements and that he maintains
records suitable for meeting those regquirements.

I assume in making these suggestions relative to records and
the filing of returns that we are operating under jurisdictional rules

that correspond generally to those sanctioned in General Trading and

Scripto-~that is, based on taxpayer presence and routine solicitation.
Under these rules it is feasible to identify and locate taxpayers, wit-
ness the substantial number of out-of-state vendors presently registered

by the several states. If pure mail order jurisdiction were to be upheld,
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the range and variety of enforcement problems presented would be of an

entirely different order.

Jurisdiction

Up to this point 1 have been discussing situations susceptible

~ to remedy by state legislative action which 18 éppropriate ahd équitable
for all interests concerned, public and private, The states, moreover,
can take such action and still retain the power to tailor their own tax
laws in terms of application, exemptions and administrative procedures
in the manner best suited to meet their own needs and preferences. If
the states do adopt such a program there is no case for congressionél
intervention in that same area. That there are sound reasons for the
differences in exemption policies in sales and use tax laws of the sev-
eral states was convincingly demonstrated in the testimony presented to
the Special Subcommittee.

When we come to the question éf jurisdictional standards or
guidelines, other considerations come into play. For one thing, many
taxpayers who oppose the extensive intervention in state tax practices
that are embodied in the two bills drafted by the Special Subcommittee
are, nevertheless, strongly in favor of congressional action limited to
Jjurisdictional standards or guidelines. Then, too, the Supreme Court
has suggested on more £han one occasion that it would be désirable to
supplement the case-by-case approach to the settlement of these inter-
state tax cases by congressional enactment of some definite standards.
Finally, Congress itself, by the enactment of P. L. 86-272, has indi-
cated willingness to legislate in this area of federal-state-local re-
lations.

All things considered, it is most likely that whatever action

the states take in respect to the legislative program discussed above,
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the issue of jurisdictional standards or guidelines will remain a live
one and that Congress will continue to ke under some pressure to act on
this point. However, this is all the more reason for the states to act

promptly in the early days of the 1967 legislative sessions as to those

elementsréfwé remediéiwéfograﬁvﬁﬁiéﬂ can”bewédopted 6§7uﬁ{iétera1 state
action. If the states do so they will not only sharply reduce the area
of potential congressional action but they will make it possible to focus
attention on all aspects of the jurisdictional standards problem without
the distractions occasioned by the numerous side issues in both the old

and new bills proposed by the Special Subcommittee.



