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proposals for Federal action tc assure uniform

treatment of interstate business.

This pamphlet, third in 2 new series, is designed
to furnish background for current discussions and
to summarize the findings and recommendations
of the Congressional committee. The Foundation
takes ro position on this or any other legislation.

Tax Foundation is a private, non-profit organiza-
tion founded in 1937 to eugage in non-partisan re-
search and public education on the fiscal and
management aspects of government. It serves as
a national information agency for individuals and
organizations concermed with government fiscal
problems.

Governunent Finance Brief No. 3 ( new series)
January 1966

Copyright 1968

" Tax Founparion, Inc.
50 Reckefeller Plaza
New York, N.Y 1




| Current Problems and Issues in

“State Taxation of Interstate Commerce
| I. The Background

Traditional concepts, based largely on
the commerce diause of the Censtitu-
tion, held that a state had no right to
impose a tax on interstate commerce.
With the deve! ment of the: economy

" and the emergence of large multi-state
corporations, however, many state and

“local governments departed from the

principle, as it had heecn interpreted.

When states began to impose corpora-
tion income taxes, 19i1-1919, these
measures were sometimes defended as
a benefit tax, levied on corporations for
the various protective and economic
services rendered by the states in which
the businesses were located. In later
vears some states amended their tax
laws tw permit taxation of out-of-state
corporations that did no more than so-
licit orders in the state through resident
or non-resident salesmen. These states
included sales by destination as = major
factor in allocating corporation income
tax liabilities.?

In regard to sales and use taxes, the
states strove for many years to require
out-of-state vendors to collect taxes on
items shipped into the state. In a 1939
decision, the U. S. Supreme Court up-
held the right of a state to impose such
a responsibility (Felt & Tarrant Mfg.
Co. v. Gallagher, 306 U. S. 62, 1939).
The question remained, however, as to
the right of states to require coller.ion
from a company which does no more

than solicit orders throagh advertising
and ship goods in Ly mail or ceanmon

Camer.

For several vears state jurisdiction to
tax was somewhat uncertain because
court decisions left some iscues in doubt.
Tn 1959 and 1960, the Supreme Court
ruled that states could tax income and
sales more extensively than had been
the practice.

{1} IxcoMme. Northwestern States
Portland Cement Company t. Minne-
sota {358 U. S. 450, 1939} involved an
Iowa corporation engaged in regular
solicitation of sales orders in Minnesota.
The firm maintained a sales office i
Minnesota, but all orders were approved
and filled from outside the state. Al-
though the Cou:t found that the corpo-
raticn’s activities in Minnesota were
exclusively in interstate commerce, it
upheld that state’s authority to tax the
net income derived from these opera-
tions * The Court also r_-fused to review
a Louisiana state court decision which
upheld the right of the state to impose
an income tax where the activity of the
out-of-state business was limited to so-
iicitation of orders, with no office or other
business location in the state (Intema-
tional Shoe Co. v Fontenot, 359 U. S.
945, 1959).

The business community reacted
sharply to these decisions, voicing con-

t Owners of unince:porated businesses were taxed on personal income or other bases with various methods for

reducing or eliminating multi-state burdens.

2 0n the same day that the U. S. Supreme Count decided on the Notthweslern case. it handed down a decision

affirming the same point in Williams v. Stockham Valves and Finings, Irc. 358 U. S. 450, 1959.



cern that they might lead states to ex-
tend their taxing jurisdictions to the
utmost limit. A number of bills were in-
troduced in Congress, and the Interstate
Income Law {PL $8-272} was enacted
in 1959. This statute prohibits states
frora imposing an income tax on busi-
ness where the only activity is soliciting
orders, or using an independent contrac-
tor to make sales within the state. This
Iaw was regarded as a stop-gan measure,
however, pending completion of a thor-
.ough study of the issues. Title 11 of the
, act directed that such a study be made
by the Committee on the Judiciary of
the House and the Committee on Fi-
nance of the Senate. Responsibility for
_ the study was delegated to = Special
Subcummeittee on State Taxation of In-
terstate Commerce of the House Judi-
. ciary Committee.

{2) Sares axp vse In 1960 the U. S.
Supreme Court held thai an out-of-state
business could be required to collect and
pay over a use tax on sales made within
the taxing state, even though it main-
tained no facilities in the statz and its
sales were made entirely through inde-
pendent contractors (Scripto, Inc. c.
Carson, 362 U. S. 207, 1960). This deci-
sion led to the introduction of bills in
Congress for extending PL 86-272 to
salesand use taxes. Congressional action,
however, was limited tc broadening the
scope of the interstate tax study to in-
clude “all matters pertaining to the tax-
ation of interstate commerce by the
States . . . or any political or taxing sub-
division . .."

Through enactment of PL 86-272, and
the subcommittee study, Congress for
the first time since adoption of the Fed-
eral constitution exercised its power un-

der the interstate commerce clause to
affect state taxation of interstate busi-
ness. and assumed a portion cf the re-
sponsibility hitherto bome by the courts.

Subcomniittee Findings

Propc-=d revisious now pending fol-
low a four-year stucy zuthorized by the
Interstate Income Law {PL $6-232) in
19593 The subcommittee report notes
that at the end cf 1904, 3$ states had
corporate income taxes, 35 had general
sales and use taxes, 37 had capital stock
taxes, and $§ had gross receipts taxes.
Over 100 localities had corporation in-
come taxes, over 1,000 had gross receipts
taxes, and over 2300 had sales taxes.
For each type of tax there is a broad
range of activities taxed Ly some states
— hut not hy others — so that it is often
difficult, if not impaossible, to determine
whether tax liability exists for particular
firms in individual states.

Jurisdictional standards for imposing
tax liability vary (1) among states and
{2} even from one tax to another in the
same state. But the subcommittee found
one general cendency — the attempt to
extend the limits for taxing out-of-state
firms. This expansion in tax obligations,
however, has not been accompanied by
any standardization of state rules for
computing tax liability. States have
made only limited efforis in this direc-
tion, even in situations where compli-
ance difficulties could readily be les-
sened. For example, only 16 of the 3§
states that tax corporate net inc sme have
adopted the Federal definition of net
income.?

According to the subcommittee re-
port, if interstate firms were to pay in-
come taxes in all states in which they
make sales, most companies would be

3 The results of the subkommittee’s study have been publithed in four parts: Vole | and 2 (gencral introduction
and corporate income taxes), June 1964; Vol. 3 (xales and ute, capintal stock, and gross receipfs faxes), June

1963; and Vol. 4 (rrcommendations), Seplember 1965,
s on Uniform State Laws adopted a Uniform Division of

4In 1937, the Natiopal Conll e of

P ;
Income for Tax Purposes Act: this received endorsement hy the American Rar Association and other groups
interested in tax administration. As of the present, however. only 11 states — Alaska, Vrkansas, Tdaho, indiana.
Kansas, Michigan, New Mexico, North Dakota, Oregon, South Carolina, and Virgis 1 — and the District of
Columbsa have substantially adopted these recommendations.



subject to such a mass of varving tax
obligations that thev could nct cope
with the compliance requirements of the
tax laws. Many firms are said to have
responded to the problem by assuming
that they have responsibility for £ling
only in states in which they have busi-
ness locations. Still others, apparently,
igrore interstate and inter-tax vuriations
for determining amounts of liability and
employ “home made” uniform standards

- of their own. Again, according to the

- subcommittee, this practice appears in
some cases to re~“ve tacit accentance of
state tax officiz s, with tax liabilities
often bei.g “negotiated.” rather than
“computed.” The existing system of in-
terstate taxes is thus said to result in
inequities between firms which report
liabilities completely and accurately,
and those which do not.

The subcommittee reports that in
practice interstate firms are not incur-
ring unduly burdensome compliance
costs for state and local taxes—but in
many cases only because compliance is
incomplete and inaccurate. If all firms
were to adhere to the strict letter of the
tax laws, compliance costs would often
be completely disproportionate to the
amounts of tax payments involved, it is
asserted.

Proposed Remedies

The proposed Interstate Taxation Act
( HR 11798), introduced by Representa-
tive Willis of Louisiana and now pend-
ing in Congress, is aimed at implement-

ing recommendations of the special
subcommittee.

Under the bil, corporate income taxes
ca interstate firms would be based on
Federal taxable income; income would
be apportioned on the basis of a two-
factor formula, property and payroll
{ omitting sales, now widely -i1sed); and
jurisdiction to tax would be based on
{a) ownership or leasing of real prop-
erty or {b) having an emp'oyee lo-
cated in the state.

For sales and use taxes, HR 11798
provides that states could adopt a uni-
form law which would require collec-
tion of taxes by all sellers except those
making only prepaid mail-crder szles.
States adopting the uniform law would
be part of an interstate collection sys-
tem under joint Federal-state adminis-
tration. States not adopting the uniform
Iaw could require collection of sales and
use taxes only by sellers owning s2alty in
the state. having an employee located
in the state, or regularly making de-
liveries in the state.

The Secretary of the Treasury would
assist in administering the uniform sales
tax 1aw and would resolve conflicts be-
tween states as to the division of income.

The provisions of the corporate in-
come taxes as to apportionment and
jurisdiction would also apply to capita:
stock taxes. The jurisdictional rules
would likewise apply to gross reccipts
taxes. In addition, gross receipts from
sales would be taxable only by the state
of origin.

ll. The Changes Proposed

The subcommittee’s proposed changes
would go beyond merely extending pro-
visions of PL 86-272 to other than in-
come taxes. The revisions, however,
would not establish over-all Federal

control. The following are the principal
features of HR 11798:

Corporation Income Taxes
No state (or political subdivision)
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could impose a net income tax on a co:-
poration covered by HR 117947 unless
the corporation had a business location
in the state during the taxable year—
ownership or leasing of real property or
having an employee located in the state.

Neither could a state {or political sub-

division) imposs such a tax unless its

law provided for apportioning income
according to the proposed two-factor
formula (property and payroll).

- APPORTIONMENT Forytrza. Amounts
_of net income attributable to each state
“{or subdivision) would be determined

by multiplying the corporation’s entire
income, zs determined by state law, by
an apportionment fraction. This fraction
is the average of the corporation’s prop-
erty and payroll factors for a pasticular
state for the taxable year.

The property facter would be the
proportion of the uverage value of the
company’s property located in a state, to
the average value of all its property in
all states in which it has business loca-
tions. Property would include all real
and tangible personal property owned
or leased during the taxable year, ex-
cept: (1) inventory, (2) property perma-
nently retired from use, and (3) tangi-
ble personal property rented out for a
year or more.

Property would be valued at original
cost. Tangible personal property leased
to the corporation would be valued at
its fair market value at the time the
company first acquired it under lease;
leased real property would be valued at
cight times the gross rents payable dur-
ing the year, without deduction for sub-
rentals. The average value of the cor-
poration’s property would be determined
by averaging values at the beginning
and end of the taxable year,

5 *Excluged corporations™ would include firms which abtain more than 50

Moving property would be con-
sidered as being located in a state if its
operation is localized in the state, or if
the principal hase of operations from
which it is sent out to cther states, is in
the state. Should neither of these pre-
requisites apply for any state, then the
preperty would not be included in the
property factor in any state.

A corporation’s payroll factor for any
state would be the proportion cf the
wages paid by the corporation to em-
plovees located in a particular state, to
the total wages paid to all em lovees in
all states. The payroll factor *vould in-
clude all wages except retirement pay,
and wages in excess of $40,000 per year
paid to any one employee. Wages of em-
ployees not located in any state would
not be included in the computations.

Following is an example of how a
firm’s income would be apportioned
under the two-factor formula. If a cor-
poration’s total taxable income amounts
to $1 million, and five percent of its
property and seven percent of its pay-
roll are in a given state, that state
would apply its corporation income tax
rate to six percent of the corporation’s

5 I
income (M = .06) or to $60

thousand.

DereryuxatioN oF ENTIRE TaxasLe
Incose. Taxable income for state and
local corporation income taxes would be
based essentially on Federal taxable in-
come, although some specified adjust-
ments would be permitted. States could
not tax the income of firms incorporated
outside the United States if such income
is not taxable by the Federal govern-
ment because it is derived from sources
or activities outside the United States.

rcent of their ordinary gross income

from regularly carrying on the following aclivities: transportation, public utilitics, insurance, banking and

or are holding
from patents, copyrights,

cOmp . or are firms which receive more than 30 percent of osdinary gross income
trademarks, other intangible property, or mineral, oil or gas royaltics. These firms

would remain subject to PL 86-272, which rcmbihils the levying of state income faxes on mulli-state firms which

do no more than solicit orders or make sa

s through an independent contractor in the taxing states. Proposed

legislation would also not apply to incomes of unincorporated businesses or individuals.
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Foreign source income of firms incor-
porated in the United States could be
included in income, subject to appor-
tionment for state tax purposes, pro-
vided the income is taxable by the Fed-
eral government. (Property or payroll
outside the United States, however,
would be excluded from the apportion-
ment formula.) A “net income tax” is

" defined in the bill as a tax imposed on or
measured by net income.

Appmoxal StipvraTions. Disputes
between corporations and taxing states
as to correct income (and also capital
stock) apportionment fractions attrib-
utable to particular states would be re-
ferred to an apportioninent board, set
up in the U. S. Treasury Department.
Decisions, however, would be subject to
review by the U. S. Tax Court, Court of
Appeals, and Supreme Court.

When a corporation with a husiness
location in a state is affiliated with one
or more firms also covered by HR 11798,
the state could require consolidation of
the amount of net income attributable
to it for taxing purposes.

Capital Stock Taxes

The taxable base for capital stock
taxes would be determined according to
the procedures and regulations applic-
able to corporation income taxes. How-
ever, states could impose a “capital
account” tax on corporations located
within their boundaries, without a divi-
sion of the capital, notwithstanding
rules for jurisdiction and apportionment
otherwise imposed by HR 11798.

Sales and Use Taxes

HR 11798 provides for setting up a
system for interstate szles tax collec-
tions (to he entitled the “cooperative

svstem” ), to be administered jointly by
the states and the Federal government.
The Secretary of the cooperative systemn
would be the Secretary of the Treasury
(or his delegate). The system would in-
clude states which: (1) enact a uniform
sales and use tax law ( the text of which
is included in HR 11798), (2) provide
their share of expenses incurred by the
Federal government in administering
the system, and (3) have no laws in-
consistent with rules prescribed in
HR 1179S.

The secretary of the cooperative sys-
tem would have generai responsibility
for administration and audit of all sales
tax collections, and us+: tax payments, by
anyone making interstate sales with des-
tinations within the cooperating states.
Tax administrators of the states would
retain general responsibility for adminis-
tration (and audit) of collections and
pavments by persons making anly intra-
slate sales—as determined by the Secre-
tary. The Secretarv would urescribe
rules, regulations, and forms necessary
for operation of the vniform sales and
use *ax law, and these directives would
have the force of law.

Tax payments by a seller or other tax-
paver would be remitted directly to the
taxing states, and any refunds would
similarly be paid by those states exvept
in cases where a state gives written con-
sent for the Secretary to make collec-
tions, remittances, and refunds where
necessary. HR 11798 stipulates that a
single tax rate, applicable to all sales
and uses taxable under the uniform sales
and use tax law, is to be established by
legislative enactment.®

PARTICIPATING STATES. States (or sub-
divisions) could impose a sales tax, or
require sellers of taxable items to collect
a sales or use tax, on sales of tangible
personal property only if the destination

€ The text docs not spell out this point; however, it wuld annr that what is meant is a single tax rate for all

items taxable under the uniform sales and use tax faws o

participating in the cooperalive system.

individual states — not a single rate for all states
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of the sale is within the state.” In addi-
tion, states {or subdivisions) could im-
pose a use tax on tangible personal prop-
erty only if- he items are stored, used.
or consumed in the state by a person
with a basiness location in the state, or
by a resident individual.

Retailers making retail sales with des-
tinations in states participating in the
cooperative system would be required
to collect sales taxes, unless their only
contacts with the state are dissemination
- of advertising and making sales by pre-
paid mail order.

Under the uriform system. sales
would be taxable only by the state in
which the buyer first receives physical
delivery of the goods. The state of ulti-
mate use might subsequently impose a
use tax, but would have to give a credit
for prior taxes paid to other states or a
refund for taxes subsequently paid to
the state of initial delivery.

Proposed legislation would not affect
the powers of states, or subdivisions, to
impose sales taxes on sales other than
those of tangible personal property —
e.g., on services — or to impose special
excises on the manufacture, distribu-
tion, sale, purchase, or use of alcoholic
beverages or — with certain limitations
— on tobacco products, motor fuels, or
motor vehicles. States would have the
option to exempt food, prescription
drugs, and certain limited classes of
_ intrastate sales designated as essentially
~ local sales.

HR 11798 would permit issuance of
“direct payment” numbers to narticular
types of purchasers who make purchases
in large quantities and are unable to de-
termine the taxability of the items at the
time of purchase. This procedure would
also apply where the secretary of the

couperative system would consider the
purchasers to be in the best position to
determine taxability Purchasers having
direct payment numbers would be per-
mitted to make purchases without pay-
ing the sales tax to the seller (they
would pay any taxes due directly to the
taxing state or locality). “Commercial
farmer” numbers would be issued to
commercial farmers permitting them to
purchase feed. seed, and fertilizer for
commercial farming purposes without
paying a sales tax. In addition, issuance
of “immunity”™ numbers would be per-
mitted for schools, churches, state
agencies, local govemments and others
qualifying for exemption under state
law.

Possession by purchasers of any one
of these three types of numbers — direct
payments, farmer, or immunity — would
be conclusive preof that the sellers have
no tax collection responsibility.

Tangible personal property which
would be exempt from the sales tax if
soid within the state would also be
exempt from the use tax. Thus out-of-
state firms would be protected against
possible discriminaticn in favor of local
companies.

In regard to liability for local taxes,
the bill stipulates that no seller would be
required to classify interstate sales for
tax accounting purposes (and thus have
collection responsibility) for geographic
areas of a state in which the seller has
no business location, or does not regu-
larly make household deliveries (this
would apply for both participating and
nonparticipating states).

NoxpartiCIPATING STATES, In states
which would not participate in the co-
operative system, sellers would be re-
sponsible for collecting taxes only if

7 Destination of a sake would be defined as the state or political subdivision where the purchaser (or his
designee) receives rhysical delivery of the property. Stales of "ultimate use” of the tanahle items would also

he permitted to co

for taxes paid to the state of “initial & " (sec

lect a tax from the pulc‘ha'sct; hnwsver, the amount w;lu'ld be offset by credits or refunds

disc

& For example, some sales are taxahle depeading on the use to which the items are put hy the purchaser. This
situation arises in sales to business buyers who are both consumers of raw materials and sellers of goods.
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.they have business locations, or make
household deliveries in the state. Thus,
the taxing jurisdiction of such nonpar-
ticipating states would be sharply cur-
tailed as compared with that of the par-
* ticipating states. ;

_- Gross Receipts Taxes

A state {or subdivision) could impose

a gross receipts tax on sales of tangible
personal property only if the sale has its
point of origin in that state or subdivi-
sion. Nothing in the proposed legisla-
tion, however, would affect the power of
any state or subdivision to: (1) impose
2 tax on manufacturing, extracting, or
_other production in the state, aad to
measure the tax by the value or quantity
_of the products; (2) include sales of

el

tangible personal property in the meas-

“ure of a gross receipts tax; or (3) impose

a gross receipts tax measured other-
wise than by sales of tangible personal

property.
Additional Legislation

The Secretary of the Treasury would
be directed to study the need for intro-
ducing uniform rules for taxation of in-
come derived from interstate activities
of those types of corporations not cov-
ered by HR 11798, unincorporated busi-
nesses, and individuals. Within two
vears after enactment of HR 11795, the
Secretary would report to Congress his
findings, including any recommenda-
tions for new legislation considered
appropriate. -

lll. The Debate on Proposed Changes

In drafting its recornmendations for

- state tax revisions, the subcommittee

-emphasized the advantages which it be-
"lieves will result from adoption of the
proposals. Various objections to a num-
ber of the subcommittee’s proposals, as
well as to its criticism of present prac-
tices, have been raised, primarily by or-
ganizations representing state officials.”

The following summary of arguments
for and aganist HR 11798 is taken en-
tirely from statements by the subcom-
mittee and opposing groups.

1.1s THE EXISTING SYSTEM FOR STATE-
Locar Taxation oF MULTI-STATE
BusiNgss ADEQUATE?

Proponents: Many interstate com-
panies are small and medium-size; well
over half of the estimated 200,000 inter-
state firms have annual sales under $1
million, and about half have fewer than
20 employees. These companies are not
able to keep abreast of the manifold

? The Council of State Guvernments has atked the suhc

complexities of existing state and local
tax laws, nor are they equipped to main-
tain the complicated record-keeping
necessary for compliance with the pres- -
ent system. .

Opponents: Developments in the na-
tional economy have led to far-reaching
corporation consolidation, with large
firms dominating interstate business.
Such firms have well-staffed tax depart-
ments quite able to deal with ramifica-
tions of state and local taxation. Thus,
there is less need for simplification or
uniformity in state tax laws.

2. ARe Presext ConmrLiance Cosrs Ex-

CESSIVE?

Proponents: Many firms are not ex-
periencing unduly heavy compliance
costs under the present system; this is
the result, however, of widespread non-
compliance and inaccurate computa-
tions of tax liabilities. If all firms ob-
served the exact letter of the law of

L6

up a special commitee of stale officials to analyze and rec 1 chang

hearings on the bhill, and has set
n th 1 legislation
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existing tax legislation, they would
often have compliance costs completely
* disproportionate to amounts of tax pay-
* ments due.

Opponents: There is no factual evi-
dence which proves that compliance
with state tax laws by multi-state firms
constitutes an undue burden on inter-
state commerce. The subcomniittee re-

. port makes no such findings; its ascump-

~ ticn that full compliance by firms with

" existing tax laws would lcad to excessive

compliance costs is based only on

conjecture.

3. How WouLp ProrosaLs ArrFect Tax-
. PAYER CoMPLIANCE?

Proponents: Present system results in
many firms failing to file tax returns in
states where they do not have business

" locations, and failing to make accurate

. -returns in sume states where they do file.
Adoption of HR 11798 would concen-
trate corporation income and capital
stock tax payments of interstate firms in
states where they have business loca-
tions. The model sales and use tax law,
- with the interstate collection system,
would tighten enforcement of collection
responsibilities for the use tax on out-of-
state sellers. Proposed legislation would
permit state tax officials to concentrate
efforts on taxpayer education, audits,
and programs aimed at insuring that tax
liabilities are correctly computed. This
would all make for greater and more
accurate taxpayer compliance.

Opponents: The amounts of taxes in-
volved for smaller firms which do not
now comply are often quite small. State
tax oilicials often follow an inforinal rule
of “overlooking™ non-compliance.

4. WiLL THE STATES ON THER OWN Act
10 Gt NEEDED SIMPLIFICATION AND
UntrorMaTy?

Proponents: Since 1916, various tax
groups have advocated simplification
and uniformity of state tax laws through

8

voluntary state action. As of 1965, how-
ever, only 11 states and the District of
Columbia had adopted the Uniform
Division of Income for Tax Purposes Act
(recommended in 1957—see note 4). In
fact, given increased complexities in
state tax laws, the trend has been toward
less uniformity. To talk of voluntary
state action as a meaningful altemative
is completely uarealistic; the choice at
present is between. Federal action and
no action. Ll

Opponents: Emphasizing that the
states have made only limited progress
toward simplification and uniformity in
tax laws —despite some 50 years of
efforts to persuade them to take such
action — is an unfair criticism. It ignores
the fact that, prior to the 1959 Supreme
Court decision in the Northwestem case,
the states had no clear-cut legal justifica-
tion for extending corporation income
tax jurisdiction to out-of-state firms. Since
the problem in its present form has
existed only since 1959, a fair evaluation
of voluntary state action should be
bared on what the states have done
since then. In 1965, alone, six states —
plus the District of Columbia — adopted
the Uniform Division of Income for Tax
Purposes Act. If the business commu-
nity —and others — are interested in
simplicity and uniformity in state tax
laws, they should exert their influence
in the individual states to accomplish
this goal. :

5.Is Present Uxcertainty oF Fianms

As 10 Tax LiapiLiry 7o Be PREFERRED

710 MoRre Ricip RuLes?

Proponents: Many firms — faced with
difficult compliance problems — do not
cempute their tax liabilities accurately.
and instead base payments on home-
made formulae of their own. State tax
officials often give tacit consent to this
procedure, and in practice tax payments
are often “negotiated” rather than “com-
puted.” Resulting inequities in tax bur-




;dens between firms have caused wide-
spread taxpayer dissatisfaction with the
system.

" Opponents: The present system per-
mits some elasticity in determining tax
liabilities through the administrative
process. This has, in practice, often
worked in favor of taxpavers by per-
mitting modification of statutory stiputa-
tions in response to taxpayer assertions
of economic necessity and business prac-
tices. HR 11798 would introduce in un-
due amount of rigidity into_state tax
administration. 3

- Corporation Income Tex

6.1s “Busixess Locatios™ as Prorosep
AN ADEQUATE JURISDICTIONAL TEST
For Taxixc CORPORATE 1NCOME?

Proponents: Limiting income tax lia-
bilities of multi-state firms to states in
which they have business locations
( property or an employee) is the most

= practical standard for establishing tax

nexus.’® Elimination of the sales factor
will remove some particularly difficult
record-keeping problems for companies,
and will reduce the number of states in
which they are liable to file retumns. This

_ should make for greater, and more ac-
curate, tax compliance.

Opponents: The business location
standard for state corporate income tax
jurisdiction is too restricted and makes

. for easy tax avoidance. This jurisdic-
tional test fails to take into account that
profits are obtained by firms within
states in which they do not have prop-
erty or employees. By making the loca-
tion of an employee (as defined in the
bill) a prerequisite for tax liability, the
way may be left open for employment
by a firm of any number of “non-
localized” employees in a state, with-

out the firm thereby incurring tax lia-
bility.

7. SHouLD SALEs BE ExCLUDEL: FROM THE
ForMurLA FOR APPORTIONING CoOR-
PORATE INCOME OF MULTI-STATE
Fiaus?

Proponents: Adoption of a two-factor
—property and payroll — formula for

“apportioning the corporate income tax

base to the states will eliminate com-
pliance difficulties presently caused by
the use of a third factor —sales. The
sales facter can be defined only on an
arbitrary basis; states use no less than

"six general siandards (or combinations

thereof ) to determine the correct appor-
tionment of cales among states; and
there are diverse interpretations of these
standards.

Opponents: The three-factor formula
—including sales based on destinaton
— is the most suitable method for appor-
tioning the corporate income tax base.
The three-factor formula provides
greater balance, stability, and equity
than would be obtained from the two-
factor method; it requires less adjust-
ment in existing state tax laws to bring
them into uniformity; and it minimizes
disturbances in revenue vields of cor-
porate income tax states. The sales
factor, by itself, is a more equitable and
rationzl apportionment methad than one
based on property and payroll. If the
sales factor is eliminated, locally based
companies will be at a competitive dis-
advantage with out-of-state firms who
have no property or employees located
in a state, but who make sales therein.

If a three-factor formula (with sales
by destination) is used, compliance
problems can still be simplified. Estab-
lishment of any substantially uniform
net income base, and any uniform for-

10 Under the muasure, an employee is locared In a state if {a) his service is localized (n that state — thar is,
g‘rl’nmd entirely within that sfate or his outside state service is only incidental, or (h) his service is not

alized in any state
Base of operalions means a single

hut some service is perh_'lrmcd :'l‘!ld__lhe’ employee's ba

se of operations is In that state.

p y loca lace, lai ¥
which the employee regularly commences his activities and to whﬂh he regularly returns to work.

d by the ployer, from
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mula for dividing taxable income among
the states, would go 2 long way toward
easing compliance difficulties and cut-
ting costs. Only one set of sales records
wou'd be required for multi-state firms,
regardless of the number of states in

8 How WiLL 13 Prorosep Two-
Facrorn ForsMULA FOR ALLCCATING
Cosrorate IncOME ArFECT STATE
REVENUES?

Proponents: Estimates made by the
subcommittee staff indicate that use of
the recommended two-factor formula
would not result in significant ~hanges
in state tax revenues. Only Colorado

- would have more than a one percent loss

of total tax revenue. Criticism to the
contrary, statistical methods used by

-subcommittee staff for estimaling rev-

enue changes are sound, and measuring
revenue changes in terms of fotal tax
revenue is a valid standard of com-
parison.

Opponents: Revenue changes result-
ing from use of the two-factor formul.,
as estimated by the subcommittee staff,
are misleading since thev refer to per-
centages of the states’ total tax rezenues,
and not to changes in corporate income
tox collections, or in income tax pay-
ments from interstate manufactiring
and mercantile firms. For a number of
states corporate tax revenue losses
would be 10 percent and more; for a
few losses would be more than 20 per-
cent. Thus the subcommittee’s conclu-
sion that use of the two-factor formula
would result in insignificant revenuc
changes is open to serious question.

Even if change in total state tax rev-
enues is accepted as a valid standa:d for
measuring the effects of the two-factor
formula, there is serious doubt as to the
statistical methods emrloyed by the
subcommittee for estimating changss.
It is questionable v .ether the statistical
underpinnings for the revenuc estimates

10

are sufficiently Sirm to serve as a base
for major Federal legislation.
9_\yourrLp Revistox ofF STate CorromaTE

IncomE Tax Lawe 10 CoxrFomu 1O

HR 117968 Cosstrrure A Prosies®

Proponents: Adoption of a uniform
two-factor apportionment formula
would require changes in existing state
tax laws. Use of a tnree-factor formula
with sales by destination (as some critics
suggest), however, would alsc entail
aumerous changes in state laws to bring
them into unifosmity. While most state
income tax laws include the sales factor,
the majority do not use a single destina-
tion test for defining sales.

Opponents: A three-factor apportion-
ment formula, including sales by des-
tination, would be in .ccord with the
most widely used existing state appoe-
tionment practice. Of the 35 corporation
income tax states at the beginning of
1965, 37 emploved a sales factor of one
sort or another, and destination was the
most import-nt single test for apportion-
iug sales. Contrariwise, adoption of a
two-factor formula, limited to property
and payroll, would necessitate more far-
reaching changes in present state tax
laws to bring them into uniformity.

10. Snovrp Isvextories Be Exauvpep
FROM PROPERTY VALUATION IN ALLO-
caminc CORPORATE INCOME AMONG
Stanes?

Proponents: Excluding inventories
from the propest: factor (of the cor-
poration income tax apportionment
formula} would relieve interstate firms
of the burden of maintaining records for
the geographic location of inventories,
and thus ease compliance problems.

Opponents: In some cases, inventories
comprise 50 percent or more of total
property of multi-state firms. Thus, their
exclusion from the property factor would
be clearly a discriminatory step. Elimi-
nation of inventonies could encourage




some manufacturing firms, located in
major industrial states to warehouse
substantial inventories in “market” states
to which they would pay little or no in-
come taxes.

1. Do Pmorosep Cuaxces Discmna-
~aTE BeErweex Tyrss o Fimus?

Proponents: HR 11795 would affect
income tax liabilities of only particular
tipes of multi-state firms —thse en-
gaged in manufacturing or mercantiie
activities. The bill, however, directs the
Secretary of the Treasury to study the

- ~-= need for introd-cing uniform rules for

taxation of income derived from inter-
state activities of firms not covered by
HR 11795, unincorporated businesses,
‘and individuals. Within two years he
would report his finding to Ccagress,
-along with any recommendations for
new legislation coasidered appropriate.
Opponents: The measure discrimi-
nates between types of firms. It restricts
stat: taxation of particular interstate
cuinpanies—ie_, those engaged in manu-
facturing or mercantiie activities—while
excluding other types, such as those en-
- gaged in transportation, insurance and
banking; holding companies and public
utilities; unincorporzted businesses; and
individuals.

Sales and Use Taxes

12. Are RECOMMENDATIONS FOR SaLES
AND Use Tax Revisions DesmmABLE?

Proponents: Existing state and local
sales and use tax laws vary extensively
fron. state to state, with some items sub-
ject to tax in certain areas but not in
others. It is often difficult — if not im-
possible — for interstate firms to deter-
mine their collection responsibilitics for
use taxes on items scld to buyers in the
taxing states. This is particularly true
for firms which do not have business lo-
cations in those states. Adoption of the

propased model law — with the inter-
state cellection system — would provide
uniferm and equitable imposition of tax
liabilities, and eliminate multi-state tax-
ation on the same items. It would
strengthen enforcement of collection re-
spoasibility on out-of-state sellers, and
at the same time protect such firms
against discrimination in favor of local
concerns.

Oppoaents: the proposed uniform
sales and use tax model law would in-
crease state administrative costs, be
cumbersome to operate, and would not
cffectively solve the problem of inter-
state variations. While HR 1179S osten-
sibly grants states the right to retain
their own sales and use tax laws, in ac-
tuality it compels them to adopt the pro-
posed model law in order to maintain
authority to impose use tax collection
responsibility on out-of-state sellers.
The bill would, in effect, transfer powers
from the states to Congress to determine
major features of state and use taxes.
It would give the national government
substantially all adrainistrative and ad-
judicator - functions for sales and use
taxation.

13. Wourp 1ie Prorosep Systent Re-
DUCE ADMINISTRATIVE Costs?

Proponents: The new system would
reduce state administrative costs per
dollar of tax revenue collected. By vni-
fyving administration and auditing of
interstate sales tax obligations—through
the interstate collection system — it
would reduce costs to states for tax en-
forcement.

Opponents: Setting up Federal ma-
chinery for ad.ninistration and adjudica-
tion of state taxes would involve addi-
tional costs.

Federal versus States Roles

14. Does THE Prorosep LEecisLation
Represent AN UswarranteEp In-
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FRINGEMENT OoF Fepemar Acnvary
ox Stare ProsiEnis?

Proponents: Enactment of HR 11795
would involve substantial Federal inter-
vention in the state and local tax area
Prior to adoption of PL $6-272, Congress
refrained completely from exercising its
constitutional prerogative to legislate on
state taxation of interstate businzss. The
Federal courts, however, were inevit-
ably called on *o decide questionable as-

- sertions of state taxing jurisdiction over
interstate business. Thus Federal inter-
vention in some form is inevitable, and
Congressional legislation could establish
guide-lines, and resolve difficulties, in a
much more clear-cut and comprehensive
mzunner than could pussibly result from
‘decisions of the Federal judiciary
handed down for particular cases.

Opponents: State taxation is an ex-
clusive concern of the states, unless facts
clearly indicate that state taxes are im-
posing an undue burden on interstate
commerce. Until such proof is provided,
Congress lacks power to legislate in the
area of state and local taxation. PL 86-
272 and HR 11798 are of doubtful con-
stitutionality because of their restrictive
and discriminatory character. Neither a
Congressioral committee nor Congress
as a whole is competent to formulate
tax policy for the individual states.

15. WouLp FeperaL INTERVENTION SERVE
A Uservr Purrose?

Proponents: Critics of Federal inter-
vention in the field of state taxation, are
often strong ad-‘ocates of a three-factor
income tax apportionment formula. Use
of a three-factor formula could actually
increase the need for Federal interven-
tion, since this formula would so frag-
mentize the tax base and corporate
income tax liability among states that
a centralized agency would be required

to handle reporting, payment, and ad-
ministrative problems.

Federal authority for determining
multi-state division of income and es-
tablishing uniform rules for implement-
ing apportionment formulac we - 1h .
both state tax officials and taxpaying
firms. Although HR 11785 would tend
to reduce the number of states in which
firms would have income tax liabilitie<,
most large firms would remain liable in
a number of states.

Opponents: Critics take special excep-
tion to recommendations for granting
the U. S. Treasury substantial powers
over administration of state corporate
income taxss and adjudication of inter-
state tax disputes. In lieu of Federal par-
ticipation, some critics advucate creation
of an independent interstate tax com-
mission to handle such activities.

Still other critics advocate having
Congress legislate broad guide-lines for
attaining uniformity and simplicity in
state tax laws, with determination of
precise rules for income bases, appor-
tionment formulae, and allocation meth-
ods delezated to an administrative
agency, acting under broad standards
laid down in the statute.

16. WoutLp Apoptiox oF THE REvisions
E~xpANceR THE INDEPENDENCE OF THE
StaTes?

Proponents: Revisions proposed con-
stitute a moderate program. While they
go bevond merely suggesting an exten-
sion of PL §6-272, they do not envisage
setting up any general system of Federal
administration of state taxes.

Opponents: The bili constitute. a seri-
ous threat to the fiscal independence of
state and local governments. States
would be placed in a straitjacket in at-
tempting to make their tax policies . rve
their social and cconomic needs.



