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COMMERCE AND INDUSTRY ASSOCIATION OF NEW YORK, INC.
99 Church Street ' ' New York, N. Y. 10007

RECOMMENDATIONS. OF THE COMMITTEE ON INTERSTATE TAXATION
for revision of the
UNIFORM DIVISION OF INCOME FOR TAX PURPOSES ACT

The Commerce and Industry Association is the largest service chamber of
commerce in the United States. With a membership of 3500 embracing a cross section
of American business and industry, fully diversified as to size, nature of enter-
prise and geographic extent of operations, the Association represents the composite
business community. In that role, it is highly sensitive to matters of taxation
and govermnment finances, to their direct and indirect impact on business and to
their influence on the economic climate. More than eleven years ago the Associa-
tion, having recognized the potential effect of state taxes on interstate commerce,
established the Committee on Interstate Taxation and assigned it responsibility for
that tax area.

Twice since its organization, the Committee has made detailed studies of
the uniform act. The first resulted in the Association's deciding as a matter of
policy that it disapproved the uniform act. The Association still adheres to that
view. ’

_ The second review, just concluded, produced the recommendations and com-
ments presented in this memorandum. While it is urged that the changes recommended
would improve the act materially and meke it more acceptable, the Association does
not suggest that it would either approve or disapprove the act if amended in accor-
dance with the Committee's views.
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RECOMMENDATIONS
ONE

Teo amend section 1 to read as follows:

Section 1. As used in this Act, unless the context otherwlse requires:

(a)
(v)
(c)

(a)
(e)
(£)

(g)

(n)

COMMENT

"Income subject to apportiomment™ means all income of a taxpayer
except allocable income.

"Commercisl domicile" means the principal place from which the
trade or business of the taxpayer is directed and managed.

“"Compensation” meens wages, salaries, commissions and any other
form of remuneration paid to employees for personal services.

"Financial orgenization" means any bank, trust company, savings
bank, (industrial bank, land bank, safe deposit company), private
banker, savings and loan association, credit union, (cooperative
bank), investment company, or any type of insurance company.

"Allocable income" means income from rents and royalties from
real or tangible personal property, galns or losses from the
sale or exchange of property not held by the taxpayer primarily
for sale to customers in the ordinary course of taxpayer's trade
or business, interest, dividends, or patent or copyright royal-
ties.

"Public utility" means (any business so defined by the laws of
the state).

"Sales" means all gross receipts of the taxpayer not allocated
under sections b through 8 of this Act. ‘

"State" means any state of the United States, the District of
Columbia, the Commonwealth of Puerto Rico, any territory or
possession of the United States, and any foreign country or
political subdivision thereof.

The substitution of new terms and definitions for those provided in
paragraphs (a) and (e) would accomplish the most significant improvement. In-
stead of classifying income as "business" or "non-business" to separate appor-
tionable income from allocable, that separation would depend on the nature of

the income.

The existing definitions rely on the nature of taxpayer's operatiouns
so that it is possible toc treat ome class of income as apportionable if earned
by one taxpayer, but as allocable in the case of another which is engaged in a
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dissimilar business. As a result, a taxpayer can be uncertain about the proper
treatment of different classes of income. In fact, two states could apply dif-
ferent interpretations so as to treat a single income class differently in the
case of the same taxpayer. ’

The classification of income now provided in the act overlooks the
underlying purpose of any division of income method -- to determine what part
of a taxpayer's income was earned in the taxing state. Careful consideration
of the individual classes of income embraced in the proposed definition of
"allocable income" reveals that in every case earnings within a state would be
determined more accurately under the method recommended irrespective of the
nature of the taxpayer's operations and regardless of whether any class of in-
conme is business or non-business.

Tt is not necessary to dwell on the clarity, simplieity and certainty
of application of this proposed change. ‘

(A conforming change in section U also is recommended).

The definition of “commercial domicile™ would be changed to conform
to the stated intent of the drafters of the act.

To avoid the possibility that the definition of "publiec wbility" in the
act could result in a taxpayer that is not a public utility under other laws of
the state being treated as a public utility for tax purpcses, it is recommended
that the act be limited to suggesting the insertion of a definition that conforms
to other laws of the state. ,

TWO

o

To amend section 2 to read as follows:

Section 2. Any taxpayer, other than a financial corporation or publie
utility or an individual rendering purely personal services, shall al-
locate and apportion his net income as provided in this act.

COMMENT

The change would clarify the application of the act. In conformity with
proposed amendments of sections 5, 6, 8 and 16, reference to the taxability of in-
come outside the state would be dropped. Elimination of the classification of in-
come as "business” or "non-business" as proposed in these recommendations would
call for concurrent elimination of reference to "business activity"” in this sec~
tion.

It is apparent that a taxpayer must have income before it can be divided’
and that it can be divided and taxed within one state without regard to whether it
is engaged in a business activity that is taxable in another state.

Since the act is intended to apply to mantfacturing and mercantile busi-
ness, the text of the section should recite exclusions of other classes of business
enterprise in conformity with the laws and policies of individual enacting states.



To delete section 3 of the act.
CONMMENT

Recommended changes in sections 5, 6, 8 and 16 would obviate the
necessity for section 3.

FOUR

Aot

To amend section 4 to read as follows:

Section 4. Rents and royalties from real or tangible personal property,
geins or losses from the sale or exchange of property not held by the
taxpayer primarily for sale to customers in the ordinary course of tax-
payer's trade or business, interest, dividends, or patent or copyright
royalties shall be allocated as provided in sections 5 through 8 of
this aet.

COMMENT

The smendment would delete reference to non-business income in confor-
mity with the suggested amendment of section l. The wording substituted for
"eapital gains" in the existing section is a paraphrase of language in the in-
“ternal revenue code. It is not intended to accomplish a change in substance.
Instead, its purpose i1s to preserve the meaning accorded "capital gains"” at the
time of publication of the act (1957) notwithstanding subsequent amendments of
the internal revenue code which narrow its meaning.

The conforming definition of "alloceble income” in section 1 (e) would
permit the amendment of section U4 to read: "Allocable income shall be allocated
as provided in sections 5 through 8 of this Act'.

FIVE

To amend sections 5, 6 and 8 to read as follows:

Section 5. (a) Net rents and royalties from real property located in
this state are allocable to this state.

(b) Net rents and royalties from tangible personal property are allo-
cable to this state if and to the extent that the property is
uwtilized in this state.

(c¢) 'The extent of utilization of tangible personal property in a state
is determined by multiplying the rents and royalties by a fraction,
the numerator of which is the number of days of physical location
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of the property in the state during the remtal or royalty period
in the taxable year and the denominator of which is the mamber of
days of physical location of the property everywhere during all
rental or royalty periods in the taxable year. If the phy51cal
location of the property during the rental or royalty period is
unknown or unascertainable by the taxpayer, tangible persenal
property is utilized in the state in which the property was lo=-
cated at the time the rental or royalty payer obtained posses-
sidn.

Section 6. (a) Gains and losses. from sales or exchanges of real prop-
erty located in this state are allocable to this state.

() GCains and losses from sales or exchanges of tangible personal
property are allocable to this state 1f the property had a situs
in this state at the time of the sale.

(c) Gains and losses from sales or exchanges of intangible personal
property are allocable te this state if the taxpayer's commer-
cial domicile is in the state.

Section 8. (a) Patent and copyright royalties are allocable to this
state if and to the extent that the patent or copyright is utilized
by the payer in this state.

(b) A patent is utilized in a state to the extent that it is employed
in production, fabrication, manufacturing, or other processing in
the state or to the extent that a patented produce is produced in
the state. If the basis of receipts from patent royalties does
not permit allocation to states or if the accounting procedures
do not reflect states of uilllvatlon, the patent is utilized in
the state in which the taxpayer's commercial domicile is located.

(¢} A copyright is uwtilized in a state to the extent that printing
or other publication originates in the state. If the basis or
receipts from copyrlght royalties does not permit allocation
to states or if the accounting procedures do not reflect states
of utilization, the copyright is utilized in the state in which
the taxpayer's commercial domieile is located.

The amendments would eliminate the "recapture"” provisions contained in
these sections. The act uses destination or place of use throughout for both al~
location and apportiomment purposes, but provides recapture exceptions which are -
intended to assure that 100% of the taxpayer's income is taxable by the states
either actually or hypothetieally.

In prineiple, the inconsistency established by the exceptions is ade-
gquate by itself to sustain elimination of recapture. Additionally, recapture
involves an administrative complexity that may cost more than the tax difference.

In substance, however, the recapture concept relies on a false premise.
It assumes that income arising from delivery or use in a state which does not have
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jurisdiction to tax it, escapes taxation. In actuality such transactions are sub-
ject to some tax -- either directly or indirectly -- by destination or utilization
states.

Furthermore, a recapture provision can encourage businesses, able to do
so, to adopt uneconomic routing practices when substantial state tax savings can
be achieved. If just one taxpayer is able to obtain an advantage in that way,
the act is guilty of discriminating against all others.

Finally, it seems unreasonable to have the uniform act assume an approach
that does not have universal acceptance among the states imposing income taxes.

-SIX

To amend section 9 to read as follows:

Section 9. Income subject to apportiomment shall be apportioned to
this state by multiplying the income by a fraction, the numerator of
which is the property factor plus the payroll factor plus the sales
factor, and the denominator of which is three.

COMMENT

The amendment would be necessitated by the revised definitions in sec-
tion 1 (a) and (e).

SEVEN

To amend section 16 to read as follows:

" Section 16. Sales of tangible personal property are in this state if
the property is delivered or shipped to a point or points within this
state regardless of the f.0.b. point or other conditions of the sale.

COMMENT
The comments concerning recommendation five are applicable here.

Moreover, the act's meticulous concern for exceptional treatment of
United States govermment purchases is not justified and the drafters' March 1,
1966 comments on this section are not convincing. If the danger, that the
place of delivery of govermment purchases might not be their ultimate destina-
tion, is real and material, the dilemma should be resolved by exempting result-
ing income from tax. Short of that, the assumption that United States govern-
ment purchases are attributable to the state of destination for purposes of the
sales factor is fair and reascnable.

: The substitution of "point or points” for the word "purchases” would
avoid difficulties in cases where the purchaser orders shipment or delivery to
be made to a place where he has no location.
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EIGHT

To amend section 17 to read as follows:

Section 17. Sales, other than sales of tangible personal property, are
in this state if:

(a) +the income-producing activity is performed in this state; or

(v) +*he income-producing activity is performed both in and outside
this state, to the extent that the income-producing activity is
performed in this state, based on costs of performance.

COMMENT

The amendment would produce more reasonable and equitable results than
the existing provision. The present section would assign an entire sale to the
state with slightly greater activity than several others even though costs of
performance in that state are far less than 50% of all such costs.

CONCLUSION

In addition to the patent uncertainties, inequities and inconsistencies
provided by the uniform act it lacks suffiecient versatillty to assure a state en-
acting it maximum latitude in deciding on the base, rate and application of the
tax. The changes recommended in this memorandum would eliminate some of these
shortcomings and improve otherse.

The uniform act would be more helpful if it had a provision covering the
situation where a state chooses to require or permit the comsolidation of related
companies. Rules for ccnsolidation should be clearly defined, simple and restric-
tive. A state requiring conseolidation should be restricted to the inclusion im a
consolidation of only those members of an affiliated group as defined in Section
150k of the Internal Revenue Code between whom there is a diversion of income
which adversely affects the state's revenue. For example, the followling statutory
language could be used to define an exclusion from taxable income:

“Any income of a subsidiary, affiliate or parent of the taxpayer, unless
permission is granted by the state for the inclusion of such income, or vhere trans~
actions between the taxpayer and said subsidiary, affiliate or parent, result in the
diversion of income of the taxpayer'.

In cases involving depletable property, valuation at original cost, as pro-
vided in section 11 of the act and explained in the comment subjoining that section,
appears to cause imbslance and wncertainty whlch may not be possible of eguitable re-
solution thrcugh resort to section 18.

The original cost of depreciable property embraces both purchase price and
other expenses (such as freight, installation, etc.) incurred to make that property
available for use by its owner. To put valuation of depletable property (such as a
mine) on a consonant basis necessitates the inclusion of expenditures for exploration
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and development even though treated as expense for tax purposes rather than as in-
vestment in capital property. Obviously, those expenditures are essential to making
the property available for its owner's use.

The suggested meaning of original cost as applied to depletable property
might be achieved under section 18, but only by coinecidence. On the other hand, an
_indication of concurrence with this view in the comment on section 1l would be far
more effective.

July 15, 1966



