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In my 50 years of experience in state taxation, I have seen the threat to federalism—that is, the threat of federal intrusion into state taxing power —arise and subside several times. The first was the enactment of Pub. L. No. 86-272 in 1959 following the U.S. Supreme Court's Northwestern States Portland Cement and Stockham Values decisions, which upheld state income taxes on corporations engaged exclusively in interstate commerce.1
These decisions came as a shock and surprise to the business community (although not in California where our Supreme Court had reached the same conclusion 13 years earlier in the West Publishing Co. case and had been affirmed by the U.S. Supreme Court in a per curiam opinion).2
The outcry in 1959 was similar to what we have heard recently regarding the obligation of remote sellers to collect sales and use taxes—small businesses shouldn't be burdened with the task of filing returns in many states with which they have only minimal contacts. Congress responded with amazing speed in enacting the nexus restrictions of Pub. L. No. 86-272, but they intended the law to be only a stopgap measure, for the bill went on to direct that a committee of the House make a further study of the whole subject of state taxation of interstate commerce.

The assignment went to a special subcommittee of the House Judiciary Committee known as the Willis Committee, which conducted hearings over the 1960-1964 period and introduced a bill (H.R. 11798) in 1965. I will come back to this later.

Another Threat to State Sovereignty

The next threat to state taxing authority came in the mid-1970s with the infamous Article 9 of the United States-United Kingdom Tax Treaty making the treaty applicable to sub-national taxes. This provision would have forced the states to conform to the federal approach to international taxation, that is, separate accounting and no taxation of foreign-source income until repatriation. When the treaty came up for ratification in the Senate, the states stood shoulder-to-shoulder in opposition, even those states that confined their pre-apportionment base to the water's edge and those that had no corporate income tax. They were all affronted by the thought of the U.S. State Department negotiating away their tax independence. As one of their supporters in the Senate remarked, "We don't want state tax policies to be written by the striped pants crowd." The offending article was removed.3
The next event was a 1982 study made by the General Accounting Office at the request of the House Ways and Means Committee. Jerome Hellerstein and I were engaged as consultants on the project, and I recall that Professor Schoettle participated in the discussions. The GAO report, entitled "Key Issues Affecting State Taxation of Multijurisdictional Corporate Income Need Resolving" concluded that nonuniformity was detrimental to both states and taxpayers. The concluding sentence read, "The issues need resolving, and only the Congress appears capable of striking the right balance between the States' right to tax and the Federal interest in interstate and international tax policy issues arising from State taxation." This must have sounded very ominous to a states-righters, but nothing happened.

Then in 1983 we had the Container decision upholding California's worldwide unitary apportionment method. Margaret Thatcher told her good friend Ronald Reagan that he should do something about this outrage, and he convened the Worldwide Unitary Taxation Working Group. After lengthy discussions, the state and business representatives were unable to agree on a legislative solution. But something did happen during the period: all the states that had instituted worldwide combined reporting were badgered into withdrawing to the water's edge.

Internet Tax Moratorium

Now we come to the latest events with which you all are familiar: the Internet tax moratorium just recently renewed by Congress and the effort to obtain legislation imposing nexus limitations on state business activity taxes going beyond Pub. L. No. 86-272.

There is one other recent event that seems to me to be relevant to the federalism discussion. In the 2001 Tax Act's estate and gift tax provisions, Congress has decided to phase out the credit for state death taxes, thereby depriving the states of what has been for many years a source of "free money." Congress' original intent in enacting the credit was to encourage the states to have a death tax at least equal to the credit and thereby to stifle competition among states to attract elderly residents by becoming death tax havens. Perhaps a similar thought might occur to Congress today—that the current competition among states to influence business location decisions by rigging their income apportionment rules is unhealthy for the nation and should also be stifled.

Now back to the Willis Committee crisis of the 1960s, which was probably the high-water mark of proposed federal intrusion. The committee bill would have imposed a mandatory pre-apportionment base, federal taxable income, and a mandatory apportionment formula consisting of property and payroll factors. Why no sales factor? Because, the committee said, receipts are as difficult to allocate as income itself. This proposition is perhaps borne out by the fact that the initial critical comments on the Uniform Division of Income for Tax Purposes Act, (UDITPA) were mainly directed at the sales factor provisions.

Testimony of state representatives before the Willis Committee was solidly against these recommendations. Business representatives also seemed to prefer the status quo, perhaps because the committee study concluded that the existing lack of uniformity created more under-taxation than over-taxation. The states decided that the best way to forestall congressional action was to show that they could on their own initiative make some progress in overcoming the problems created by lack of uniformity. For this they turned to UDITPA, which had been lying around for several years waiting for someone to pay attention to it.

Interest in Uniformity

Interest in achieving some uniformity in income allocation methods began to stir in the late 1940s. In 1951, the National Tax Association issued a report endorsing the three-factor "Massachusetts formula" for adoption by all states. This was followed by surveys by the Controllorship Foundation and the Council of State Governments. Then the subject was undertaken by the National Conference of Commissioners on Uniform State Laws (NCCUSL). They assigned the drafting job to Professor William H. Pierce of the University of Michigan Law School.

Professor Pierce produced a first draft, and in May of 1957 the states were invited to a conference at the Council of State Governments in Chicago to discuss the draft. Only eight states showed up. I was there for California. I hope I can say this without sounding like a California chauvinist, but the thinking on this subject in California at that time was so far advanced over the other states that the one-day conference consisted mainly of a conversation between Professor Pierce and me. The result was a second draft which more closely resembled the California concepts. Commercial domicile was made the default rule for tax situs in place of Professor Pierce's idea of principal income state; a distinction was drawn between business income apportionable by formula and nonbusiness income allocable to a single situs, and the payroll factor was limited to employee compensation and excluded commissions to independent contractors. California conceded on other points, however: a destination theory for the sales factor rather than California's solicitation rule, the inclusion of rented property in the property factor, and the valuation of property at original cost rather than tax basis.

UDITPA Initially Ignored

NCCUSL approved the second draft in the fall of 1957. They ran it up the flagpole and nobody saluted it. Only two or three states showed any interest at all. But then came the Willis Committee report, and this started a landrush by the states to adopt UDITPA. Some of the states went a step further and adopted the Multistate Tax Compact, which incorporated UDITPA and established the Multistate Tax Commission with a mandate to further the cause of uniformity by offering multistate audits and uniform interpretations of the act.

This, then, was UDITPA's greatest success. It gave the states a defense to the Willis bill and the subsequent Matthias bills, with the result that none came very close to enactment. Now what are the shortcomings of UDITPA?

To begin with, the act does not define a unitary business which, of course, is the starting point for the division of income. The drafters were aware of this defect, but they didn't want to bite off more than they could chew. They thought it best to let the definition be gleaned from the case law.

The business income definition in the act has turned out to be susceptible to differing interpretations. Are there two tests, a transactional test and a functional test, or just a transactional test? Since the language is mine, I am often asked what I intended. I have to say that I didn't think we were creating two distinct tests; rather, I think I was being tautological —saying the same thing twice using different words to make the concept clearer. I must say, however, that watching the case law develop, I find myself preferring the two-test decisions. They "feel right" to me. I do not think the outcome should depend on the frequency or infrequency of the kind of transaction producing the income. And so, if I thought the language was expressing a single test, I did not intend it to be limited to the transactional test that some courts have applied.

On both of these issues—definition of a unitary business and classification of the business income definition—uniform interpretive regulations could be a big help. I enjoyed taking part in the Public Participation Working Groups on both subjects that the MTC conducted during the 1997-1999 period, and I was happy to hear that the MTC is ready to notice a business income regulation, and a unitary business regulation may soon follow.

Another controversy has arisen over the meaning of "taxpayer" in the section of UDITPA defining taxability in another state. In a combined report situation, does "taxpayer" mean the whole group of affiliated corporations or just the member or members present in the state? I prefer the latter view. Doubt about this is what created the Joyce/Finnigan mess in California.4
The weakest section in UDITPA is undoubtedly §17 on allocation in the sales factor of receipts other than from sales of tangible personal property. Allocating them to the state where the majority of employee activity producing the receipts takes place just doesn't seem to work well in many cases. The drafters were aware of the difficulty. They felt they had drafted good rules for businesses consisting of production and sale of goods but service businesses would be more difficult to fit into the act. That is one reason why the introductory provisions excluded from the act financial organizations and public utilities, broadly defined to include communications and transportation companies. Many states, however, have chosen to make the act applicable to these businesses as well and have had to face the problem of an appropriate sales factor for them.
In his oft-quoted article in the October 1957 issue of TAXES magazine, Professor Pierce wrote this about §17: 

"The national conference considered this problem at length and concluded that for certain types of sales income, exceptions would have to be established by the tax collection agencies, since no formula seemed to be satisfactory for every conceivable factual situation."
 

This the agency can do under the authority of §18, and here is another of the successes of UDITPA. Section 18 might have been interpreted to mean that variations from the standard formula may be granted only on a taxpayer-by-taxpayer basis; but the prevailing view has been that it authorizes special formulas on an industry-by-industry basis which can be developed through bipartite negotiations with industry representatives. California began this process immediately after UDITPA went into effect there in 1967, and the MTC has carried it on as a way to further the cause of uniformity among the states.
Of course, the biggest setback to what UDITPA has accomplished is the growing tendency of states to seek a competitive edge in the business location market by changing to apportionment formula to overweight the sales factor or even make it the single factor. To me there is a right way and a wrong way to apportion income. You should do it the right way; and if you want to adjust the tax burden, you can do it by adjusting the tax rates. That's the only way you can maintain fairness between local businesses and multistate businesses.

I am biased, of course, but I think UDITPA had it right the first time, and its flaws are quite curable by interstate cooperation in promulgating uniform regulations.

I would like to leave you with what to me is an enigma. Proponents of the single sales factor will say, "Without customers you wouldn't have any income at all. Therefore, allocating income to the place where your customers are is the right thing to do." At the same time, defenders of the remote sellers' right to renege the obligation to collect the destination state's sales tax will say, "They don't have any stores or employees—no property or payroll—in the state, so they're not getting any benefits or protections from the state and shouldn't have to collect its sales tax."

I submit they cannot both be right.
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