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Re: Uniform Division of Income for Tax Purposes Act

Dear Charlie:

You did a masterful job in acting as the chairman and discussion leader

at the NATA session Saturday, June 4, 1966, on the interpretation and
application in several areas of the Uniform Division of Income for Tax
Purposes Act. In accordance with your request, herewith furnished are

my comments, both those that 1 expressed at the meeting and some additional
ones, in the order in which the topics appear on the agenda, that you dis~
tributed:

1. Definition of "Business Income" -~ Section 1(a) = It would appear to
be essential to define "business income" in the Act, inasmuch as its
purpose is to determine how to apportion business income and allocate
non-business income, This, in turn, raises the question of what income
is derived in the unitary business (transactions and activity in the
regular course of the taxpayer's trade or business) and is therefore
to be apportioned rather than allocated. To state that all income
received by a single taxpayer is unitary, as is done in HR 11798,
raises serious constitutional questions, when the income is not in
fact unitary.

Consequently, it may be necessary for the Act to incorporate more
precisely the definition of what is business income or unitary business
income, This would be based upon a statutory codification of case
law on the subject. Thereafter, new cases on this issue would be
decided on the basis of the statute., This same approach would be
used to determine whether business income of subsidiary could be
combined with that of the parent, when the unitary relationship
exists. In addition, specific provisions would be necessary on
when subsidiary income (interest and dividends) is to be allocated
and apportioned. ‘

2. Determination of Business Activity Taxable Both Within and Without
State and Sales Recapture--Section 2, 3, and 16(b)

a. Reverse Nexus - Sections 2 and 3 - The problem of reverse nexus
is to determine whether a taxpayer in one state is entitled to
apportion business income, because he is taxable in one or more
other states., A statutory definition is essential. Determination
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of jurisdiction on a case~by-case basis is unsatisfactory

from the point of view of both the taxpayer and the states.

In the absence of Public Law 86-272 the ultimate decision of
the United States Supreme Court could have been that the

mere making of sales into a state is sufficient to give that
state jurisdiction to tax. Until this issue is resolved by
either the Supreme Court or statute, in-state taxpayers .are
going to claim the right to apportion on the basis of broad
taxing jurisdiction in other states, while out-of-state tax-
payers will refuse any attempt of a state to claim taxing jur-
isdiction on this same basis. Yet the jurisdictional rules in
each case should be the same.

Although I realize that the position of some state tax admin-
istrators is against any Congressional definition of states’
taxing power, Clarence Lock and also Bob Hamlin in their re-
spective addresses before the NATA General Conference expressed
a view that this problem should be worked out by joint action,
The jurisdictional rules in either P.L. 86-272 or HR 11798,
however, are not the answer. The former are too vague. The
latter by depriving states of well-established taxing juris-
diction over even intrastate commerce would be unconstitutional.

Such a proposed statute on this subject would codify existing
law to make as the basis for tax jurisdiction either ownership
or rental of real or tangible personal property, located and
used in the regular course of the taxpayer's trade or business
in the state, or regular course of employee activity subject

to unemployment taxation in that state. Sales alone should not
be the jurisdictional test. Otherwise, every interstate vendor
would find himself subject to taxes in every state and locality
into which he made sales. This danger was what created the
impetus in 1959 for enactment of P.L. 86-272 and will cause
continuing Congressional interest in this area, until resolved.

Congressional confirmation of such a broad jurisdictional basis,

as making sales alone, would raise constitutional questions and would
require federal administration to insure compliance by all taxpayers
in every taxing state and locality.

Instead, the approach of codification of existing jurisdictional
rules to prevent the further expansion of undesirable taxing
jurisdiction is illustrated by the McCarran Act, enacted by Congress
to confirm in the states regulation and taxation of insurance
companies. The United States Supreme Court in State Board of
Insurance v, Todd Shipyards Corporation, 370 U.S. 451, 82 S Ct.

1380 (1962) applied the codified jurisdictional rule of this

Act to turn down for lack of jurisdiction the attempt of Texas

to tax a foreign insurance company's premiums.
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On the other hand, the same statutory jurisdictional;rules,
covering income (net or gross), franchise, and capital stock
taxes, would not necessarily apply to jurisdiction for use
tax collection or even use tax payments. The reason is that
sales and use taxes are transaction taxes, unlike income,
franchise and capital stock taxes. In the sales and use

tax field the question of taxing power is one of jurisdiction
over the transaction instead of over & regular course of
business activities.

b. Sales Recapture - Section 16(b) - If taxing jurisdiction were
based upon presence of property or payroll situated in a state,
the property and payroll factor would not assign income to a
state without jurisdiction to tax. On the other hand, if
taxing jurisdiction were not based solely on making sales
into the state, the sales by destination factor would assign
income to a state without jurisdiction to tax. Sales recapture
is to avoid this result. Sales recapture by the state of or-
igin,as is provided in Section 16(b) of the Uniform Act, how-
ever, to this extent gives undue weight to the other two-factors.
On the other hand, elimination of this sale from both the num-
erator and the denominator of the fraction, as is done in
HR 11798 in the case of property and payroll in states without
jurisdiction to tax under that Bill, is a better method of
using sales as a balance to spread the taxable base more equally
among the taxing states. This is the chief purpose of a sales
destination factor, if it is not the basis for taxing juris#
diction,

Valuation of Property in Property Fraction - Sections 10 and 11 =
The valuation of property for property tax purposes is a difficult
subject all by itself. To incorporate these difficulties into the
valuation of property for purposes, not of taxing the property
itself, but merely computing one of three factors for apportioning
income to a taxing state would unduly complicate administration

of the Uniform Act.

Thus, adjusting original cost for variations in prices over the
years would be extremely complex. This doctrine of trending for
inflation does not apply to many kinds of techincal equipment, as
has been established in the administration of the Los Angeles
County Personal Property Tax, where the doctrine of trending is
applied. Older property does not generally have the same value
in earning income as newer property. Yet, if original cost of
depreciated property were increased because of inflation, this
factor would be ignored. Consequently, the method of valuing
owned property, now provided in the Act, is proper.

Discretion to Change Apportionment - Section 18 - The point was
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raised at the end of the session that this Section makes the Uniform
Act ununiform. This is not the case. I am sure that most taxpayers
would apply the uniform provisions, whereas Section 18 is there for
the unusual case. Without Section 18 unchanging application of the
Uniform Law to taxpayers in special cases would raise serious can-
stitutional questions. ’

I am sure that further discussions will be necessary on the problems
raised by the Uniform Division of Income for Tax Purposes Act and shall:
look forward to getting together again on this subject.

Sincerely,

Ef%\y\§x£§i£E§L\' o

Charles B. Bayly, Jri
Sr. Tax Attorney

Mr. Charles F. Conlon, Executive Director
Federation of Tax Administrators

1313 East 60th Street

Chicago, Illinois 60637

ce: Messrs. Lock, Cox & Hamlin
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