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NATIONAL ASSOCIATION OF TAX ADMINISTRATORS

1313 EAST 60th STREET CHICAGO, ILLINOIS 60637

MEMORANDUM OF POINTS FOR STUDY AND ANALYSIS--H, R. 11798

Overall Implications
The bill provides for extensive federal intervention in both state
tax policy and administration. If this bill were adopted, would there any
longer be, in fact, an independent, state~determined and state-administered

tax system?

Case for the Bill
On a tax-by-tax basis, can it be said that the Subcommittee's report
proves a need for the extensive federal intervention and control proposed in
H. R. 11798, as to tax policy, tax compliance, tax administrationﬁand appeal
and review procedures? Or; does the Subcommittee's report, realistically ap-

praised, show rather that those areas which are concededly troublesome are

‘actually limited in number and scope and could be effectively remedied by leg-

islative action far short of what is proposed in the bill-~and most of which
could be enacted by state legislatures if Congress gave the states a reasonable

period of time to act.

Corporation Income Taxes

(1) Jurisdiction: The total restrictive impact of H. R. 11798 on state

tax jurisdiction probably can be appraised only by applying all the provisions
of the bill to a particular factual situation. In this connection, it should
be pointed out that the comparatively brief Section 101 by no means states the
jurisdictional rule in the bill. This section has to be read in the light of
the 10 pages or so of exclusions and definitions commencing with Section 531.
The apportiomment requirement also has to be considered in appraising the
jﬁrisdictional restriction in the bill because of the omission of direct allo-

cation procedures; and the consolidation of income provisions introduces another
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set of complications on this point in conjunction with the apportionment rule.

fined in

The H, R. 11798 jurisdictional concept is unique in that it is de~-

terms of apportionment factors. It is generally accepted that appor-

tionment and jurisdiction are two entirely different matters,

study:

(a)

(b)

(c)

taxation

(d)

The following points in respect to jurisdiction are suggested for

Under the "a state shall have power only if....." approach, a
state assumes the risk of loss of jurisdiction where there is a
failure to enumerate all bases of jurisdiction or terms are poorly
defined. The preferable approach if any legislation on jurisdic-
tion has to be enacted is the affirmative one; "a state shall

have power to tax unless....

Does owning or leasing real estate include a license to use,
e.g., a government owned facility? If not, jurisdiction is
lost., See Section 612(a)(1); Section 610(1).

Exclusion of personal property as jurisdictional basis:

(1) inventories in locations not maintained by seller

(2) part-time solicitation coupled with presence of
inventorjes or other personal property

(3) some interests in real estate classified as personalty
by state law, e.g., working interest in oil field

(4) various combinations of personal service plus personal
property within the state

All the above represent business activities which may be exempt from
in the states where carried on,
Personal activity:

(1) localized service test (service performed entirely within
the state) is wide open to avoidance

(2) permits maintenance of intensive business activities

(3) avoidance in border areas where services are part
without and part within

(4) personal activity plus maintenance of personal property
as noted above

(5) division of activity, part in one state and part in
another does not meet the "incidental" test of
Section 614(b) (2)
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(e) Definitions of "excluded" businesses (Section 607) may differ
from state classifications of generally similar businesses
and result in application of Section 101 jurisdictional rule.

(f) Business location test denies jurisdiction to state of in-
corporation as such. Exception--where no business location in
any other state (Section 612(b) (2)). Constitutionality, as
applied to state of incorporation?

(g) Limitations on taxation of income from foreign sources
(Section 212).

(h) The "own or lease" real estate rule confers jurisdiction to
tax business income which is wholly earned elsewhere. (Effect
of mandatory apportionment rule, Section 201, in conjuction
with location of non-unitary business real estate in a state.)

(i) Bar on unassessed corporation income taxes in cases where
H. R. 11798 standards not met retroactively (Section 626) .

(2) Apportiomment? ' The division of income concept in H. R. 11798 departs

abruptly from present practice in that it requires the corporation’s entire
income to be apportioned by formula with no recourse to direct allocation for
clearly identified situs income. The distinction between unitary business
income and non-unitary fixed-situs income is completely ignored.

(a) State of incorporation must apportion income in accordance
with the statutory formula as a condition of imposing an
income tax. Constitutionality?

(b) State where fixed situs property not used in the regular
course of business (non-unitary business property) must
apportion income from such property. Real estate~~constitu-
tionality? Income from non-business intangibles attributed
to a definite situs--constitutionality?

(c) Consequences of departure from direct allocation principles
on situs property--increases or decreases in tax payable
by particular corporations.

(d) Shifts in tax liabilities among corporations caused by
mandatory use of a formula with no sales factor.

(e) Elimination of sales factor amounts to virtual tax exemption
in specific business activity situations.

(£) Shifts ‘in tax liabilities for corporations where another
method was employed, separate accounting, for example,
because of the nature of the business or particular cir-
cumstances. )
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(g) The property factor

1)

(2)

(3)

(4)

(5)

(6)

(7)

(8)

(9)

(10)

(11)

Excludes property akroad but tax base may include income
from foreign operations.

Factor includes property ''owned by or leased to'--
meaning of ''lease" in this connection.

Exclusion of inventories--substantial income producing
element.

Exclusion of personalty rented out for a year or more--
may be a substantial income producing operation.

Exclusion of personalty from denominator where no busi-
ness location--effect avoidable at will.

Inclusion of property subject to "location rules'(see
Section 613),

Exclusion of moving property under some circumstances--
see Section 613,

Includes all real property owned although some may not
be used in the unitary business--consequence of failure
to recognize direct allocation procedure.

Valuation--real estate leased to corporation--no recog-
nition that only part may be used in unitary business
{no deduction for sub-rentals).

Valuation--tangible personal property leased to corpora-
tion--meaning of 'lease'; standard is "fair market value"
at time of acquisition.

Is there a conflict between Section 202(a)~--2all the
corporation’s property located in any (sic) state--
and Section 202(b)--all the,...property which is
owned by, etc. This bears on (1) above.

(h) The payroll factor

)

(2)

3)

(4)

(5)

Excludes payroll abroad but tax base may include income
from foreign operations.

See item (11) under property factor. Same point comes
up here, too,

Exclusion of wages from denominator where employee
not "located" in a state--effect avoidable at will.

Exclusion of wages over $40,000 from the factor--equal
effect among states?

Wages defined--standard is federal rule for withholding'
income tax except payments for agricultural labor not
excluded,
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(i) Consolidation provisions--apportionment

1)

(2)
(3)

(4)

(5)

(6)

)

(8)

(92

Total disregard of fact that entirely separate uni-
tary businesses may be carried on under common owner-
ship and incomes should be separately apportioned.

No direct allocation--effects in consolidated situations.

Either the administrator or the taxpayer could take
advantage of opportunity to switch income in or out
of a state by virtue of consolidation options and the
inflexible division of income rules laid down.

How is foreign income treated in consolidation--
Section 205(b) (1) has clause 'motwiihstanding
Section 212."

Foreign income in base but foreign property and pay-
roll factors excluded? See 205(b) (2).

Affiliated corporation test--more than 50% voting
stock.

"Excluded corporation"” status not considered in de-
termining whether two or more other corporations are
affiliated--Section 206, last three lines.

See item (3) above. The consolidation could involve
two wholly unrelated businesses operating in dif-
ferent groups of states?

State may require consolidation of one or more
(Section 205(a)(1));taxpayer may consolidate one or
more (Section 205(a){(2)). Who decides if there are
differences in units designated?

Relationship of Section 205(c) and Section 623--
affiliates of an excluded corporation may be consoli-
dated but excluded corporations come under separate
state apportionment and allocation statute.

(j) Rules and regulations--apportiomnment formula

(1)

(2)

3)

In general, prescribed by the Secretary of the Treasury,
including forms (Section 511).

Rules and regulations prescribed by the Secretary
under this act shall have the force of law (Section
511(c)). (Query: Whether administrative procedure
act applies to revision of proposed rules?)

Property factor--original cost as determined under
regulations prescribed by the Secretary of the
Treasury.
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(5)

(6)
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Secretary may require averaging of values for property
factor, annual, semi-annual, quarterly, or monthly,
if necessary. '

Secretary may modify the application of the formula
for a particular corporation (Section 521). See below.

Note that rules, regulations, modifications of formula,
and settlement of apportionment disputes also include
capital stock taxes as well as income taxes.,

(k) Modification of apportionment formula

¢))

(2)
(3
(4)

(5)
(6)

(7)

(8)

(9)

(10)

Limitation on modification of apportionment formula by
Secretary--only "in rare and extracriinary circumstances."

Notice and hearing required.
Modified formula zpplies to taxpayer in all states

Kind of modification limited to changes in items or
values in property or payroll factors; change in
weighting of same; use of "a method of separate
accounting."

Secretary cannot add, eliminate, or substitute a factor,

Secretary cannot limit modification to a state or group
of states where specific circumstances or conditions
prevail.

Burden of demonstrating necessity of modificat ion on
petitioner (state or corporation) by "clear and
convincing evidence."

Determination of Secretary to modify is reviewable
only by United States Court of Appeals for District
of Columbia. USCA D.C. judgment reviewable by

U. S. Supreme Court. ’ ’

Apparently USCA D.C. jurisdiction limited to set aside
modifications not authorized by Section 521. (Section
521(d)).

Taxpayer and state must go to Washington to support or
contest request for modification and review thereof.

(1) Settlement of apportionment disputes

(1)

(2)

May include jurisdictional disputes where taxpayer
claims he has no business location (no real estate
nor payroll) in state. ;

Taxpayer may follow procedures provided under state
law for determination of issue with that state alone
(implied, although not specifically provided).



(3)

(4)

(5)

(6)

)

(8)

(9)
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Taxpayer may give notice of an "interstate apportion-

ment dispute" to asserting state and to other states
where taxable (or affiliate taxable). Judgment in

forum state is given full faith and credit in any other
proceeding anywhere involving same taxpayer. (Section 522
(b)). In effect, courts of State A decide liability of
taxpayer in State B. Constitutionality? See Western
Union Telegraph Company v. Pennsylvania, 368 U.S. 71.

Determination of court of initiating state birding on
other states, Prior determination of court of another
state of no effect if handed down after notice of
interstate controversy.

State receiving notice of dispute is bound by forum
whether or not it appears in the proceeding. (Section
522(b)).

A state notified of an interstate apportiomment dispute
has the option of removing the proceeding to a Federal
Apportionment Board (to be created within the Treasury
Department).

In the proceeding before the Federal Apportionment
Board, the taxpayer is no longer a party to the dis-~
pute (Section 522(c)) although he must be given notice
and an opportunity to be heard and he may be required
to disclose all facts pertinent to the controversy.
Query: Whether the taxpayer, an original party, retains
an adversary interest and status? He undoubtedly would
if he has real property or payroll in a non-taxing state
(Section 522 applies only to states in which a tax is
paid or imposed). 1If, as Western Union v, Pennsylvania
indicates, the judicial power of the United States ex~
tends to this type of proceeding, the 1llth Amendment may
come into play (suit commenced or prosecuted against a
state by a citizen of another state). 1In any event, at
the appeal stage in either the court of appeals or the
Supreme Court the judicial power of the United States is
involved.

The determination of apportionment fractions by the Board
is binding on any state given notice or appearing as a
party (Section 522(g)). Query: 1Is this proceeding an
exercise of the judicial power in violation of Article III
of the Constitution as to controversies involving two or
more states? See also 28 U.S.C. 1251(a)~-the U. S,
Supreme Court has original and exclusive jurisdiction in
controversies involving two or more states,

There is a question whether the Board is actually given
authority to determine apportionment fractions for states
which receive notice but do not appear. The grant of
authority in Section 522(c) is as follows: "...the Appor-
tionment Board may...determine the apportionment fractions

for each party state." 1In 522(b) the reference is to

"States which received notice or subsequently became par-

ties to the determination” while in Section 522(g) the ref=-
erence is to "any State given notice or appearing as a party,"
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{(10) The de novo review by the U. S. Court of Appeals for
the District of Columbia apparently extends to ques-
tions not within the Board's jurisdiction. Section
522(f) provides the Court of Appeals can bring before
it the claims of all states to a share of the corpora-
tion's net income. This would include states which
do not ZE?ually impose income taxes but have jurisdic~
tion to do so as to the taxpayer involved. This may
be the reason for the rather unusual provision that the
proceedings in the Court of Appeals are de novo.
Review of capital stock apportionments iE-presumably
limited to taxing states.

(3) The tax base:

(a)

(b)

(c)

(d)

(e)

(

(2)

(h)

(1)

Requirement of federal starting point, Internal Revenue Code of
1954, as it may be amended from time to time, with such state-
prescribed adjustments as are not prohibited by Section 212.

Compliance with the federal starting point requirement is a con-
dition of permission to tax corporate income other than an ex-
cluded corporation or one that has no business location outside
the state.

Definition of corporation. Federal law? State law? The
Secretary's power to prescribe regulations ''to carry out this
act and for its uniform application' probably comes into play
here and elsewhere where questions about the meaning of the
act arise,

A corporation with no business location outside the state could
easily bring itself within this act simply by having one em-
ployee permanently located in another state.

Constitutional provisions probably bar some states from adopt-
ing the IRC of 1954 as it may be amended from time to time.

For all practical purposes, Section 211 prescribes the kind of
an income tax a state must use--not likely that two different
bases would be maintained. In terms of numbers of corporations
affected, the tail wags the dog. '

Prohibited adjustments would probably prevent use of incentive
provisions, e.g., special depreciation allowance to particular
types of investments. Section 212, also Section 622, geographi-
cal discriminations.

Adoption of federal base would require lump sum adjustments
to current bases of property with immediate tax consequences?

Problems of adjustments in basis due to different dates of
adoption of federal and state taxes?
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(j) Consequences of use of federal basis where foreign income is
included (no recognition of credit allowed in IRC)?

(k) Permits franchise tax measured by net income where operations
exclusively in interstate commerce.  Section 621 repeals the
Spector distinction.

(1) Inclusion of federal bond interest in measure of a privilege or
excise tax. Tentative answer is that H. R. 11798 does not affect
this point. However, a question has been raised about the precise
meaning of Section 213. '

(m) Federal bond interest included in f ederal base required by
Section 211. Does this permit inclusion of federal interest in
the base of a direct income tax? No; Section 213 is definitely
intended to prevent this and the exclusion of such interest
would be required. '

(n) Most states follow the IRC fairly closely now. The major
changes that would be made by H, R. 11798 are in respect to
the limitations on types of adjustments which a state could
make in the federal base; limitations on incentive provisions
and special treatment with respect to actions in the taxing
state, e.g., deductions for contributions to local charities
but not to those in another state; exclusion of dividends
received if the payor corporation taxable in the state, etc.
In appraising the effect of the adoption of the federal base
and adjustments thereto, it is necessary to keep in mind that

- no income can be directly allocated under this act.

(o) Miscellaneous: The definition of a2 net income tax is in
Section 601. The second clause of this definition is unusual.

For the states where the franchise tax is composed of income
and property elements, the definition of a2 capital stock tax
has to be considered (Section 602). Note the "entirety'
criterion in this definition.






