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January 31, 1975 

To the Honorable Governors and State Legislators of Member States of the 
Multistate Tax Commission: 

I respectfully submit to you the seventh annual report of the Multistate Tax 
Commission. 

This report covers the fiscal year beginning July 1,1973 and ending June 30, 
1974. 

Respectfully submitted, 

ey* 254- 
Eugene F. Corrigan 
Executive Director 



AN INTRODUCTION TO 
THE 

MULTISTATE TAX COMPACT 

The Multistate Tax Compact is an interstate compact. It has been enacted 
into law by 21 states during the past eight years. 

Designed to  encourage uniformity in state tax laws applicable to interstate 
business, it also aims at  improving the administration of state taxes with respect 
to that business. Toward this end, it contains a provision authorizing cooperative 
or joint auditing. The Compact also contains the Uniform Division of Income for 
Tax Purposes Act (UDITPA) which is used to determine how much of a corporate 
business's income is properly subject to taxation in each state in which it does 
business. 

The Multistate Tax Commission is the operational agency created by, and 
operating on behalf of, the member states of the Multistate Tax Compact. The 
members of the Commission are the tax administrators of the 21 regular member 
states. (California also enacted the Compact in 1974, becoming the 22nd member; 
but its membership will become effective on January 1 ,  1976.) 

The 21 members meet three times each year on a regular basis. They also 
attend an occasional special meeting. Between meetings the affairs of the 
Commission are supervised by an Executive Committee. This Committee consists 
of seven of the 21 members. It includes the Chairman, the ViceChairman, and the 
Treasurer of t h e  Commission. It meets upon call of the Chairman. 

The day-to-day activities of the Commission are conducted by a staff which 
is headed by the Executive Director. The headquarters office is located in 
Boulder, Colorado. Audit offices are maintained in Chicago and New York City. 

The purposes of the Multistate Tax Compact are to: 
1. Facilitate proper determination of State and local tax liability of 

multistate taxpayers, including the equitable apportionment of tax bases and 
settlement of apportionment disputes. 

2. Promote uniformity or compatibility in significant components of tax 
systems. 

3. Facilitate taxpayer convenience and compliance in the filing of tax 
returns and in other phases of tax administration. 

4. Avoid duplicative taxation. 
In pursuit of these purposes, the Multistate Tax Commission and the 

member states are seeking to establish rational ground rules for the solution of 
interstate tax problems. 

The Multistate Tax Commission constitutes an attempt by the states to 
resolve interstate tax problems for the states and for business taxpayers. Its 
success will preserve t o  the states, through cooperation among themselves, the 
right to administer their own tax programs and the ability to  do so efficiently. 
The alternative may be federal legislative constriction of state tax administration 
powers until state sovereignty itself may be a questionable entity. 

The Multistate Tax Commission promotes uniformly efficient state tax 
administration practices. It takes an active part in implementing that uniformity. 
Its joint auditing program provides the type of expertise on the fuing line which 
assures equitable treatment for taxpayers and improved compliance by them with 
the tax laws of its member states. 

The Multistate Tax Commission differs from any other tax organization in 
that it provides an effective joint auditing service and in that it actually gets 



involved with its member states in helping them to improve compliance with state 
tax laws. Obvious efficiencies are derived from having experienced auditors 
permanently located in major cities for the purpose of auditing large corpoiatiom 
there for many states at the same time. 

The Multistate Tax Commission recognizes that the lack of uniform tax . 
administration practices can cause substantial problems for business. The Com- 
mission works toward uniform simplicity in compliance procedures to the fullest 
extent possible. It knows that uniformly equitable treatment of taxpayers is a 
prerequisite to good tax administration. It is therefore as concerned as is any 
taxpayer that all taxpayers be treated fairly. 

Included among its concerns is the need to be able to assure each complying 
taxpayer that all other taxpayers, especially the large complex multicorporate 
business taxpayers, are complying with the tax laws of the states. An effective 
joint audit program on the part of all of those states, such as that being developed 
by the Multistate Tax Commission, can give that assurance. 

In addition to the 22 member states referred to above, fifteen states are 
associate members of the Multistate Tax Commission, their Governors having 
requested this "observational" status. This brings to 37 the  number of states 
which are participating in the Commission's activities in some way. As more states 
become associate members and as more associate member states enact the 
Compact, the Commission will become increasingly effective in accomplishing its 
purposes. 
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ASSOCIATE MEMBER STATES 

The Commission has made provision for associate membership by Section 13 of 
its bylaws, as follows: 

13. Associate Membership 

(a) Associate membership in the Compact may be granted, by a 
majority vote of the Commission members, to those States which have not 
effectively enacted the Compact but which have, through legislative enact- 
ment, made effective adoption of the Compact dependent upon a subse- 
quent condition or have, through their Governor or through a statutorily 
established State agency, requested associate membership. 

(b) Representatives of such associate members shall not be entitled to 
vote or to hold a Commission office, but shall otherwise have all the rights of 
Commission members. 

Associate membership is extended especially for states that wish to assist or 
participate in the discussions and activities of the Commission, even though they 
have not yet enacted the Compact. This serves two important purposes: (1) it 
permits and encourages states that feel they lack knowledge about the Commis- 
sion to become familiar with it through meeting with the members, and (2) it 
gives the Commission an opportunity to seek the active participation and addi- 
tional influence of states which are eager to assist in a joint effort in the field of 
taxation while they consider or work for enactment of the Compact to become 
full members. 

Following are listed associate member states and the effective dates of their 
memberships: 

Alabama* 
Arizona 
California* * 
Georgia 
Louisiana 
Maryland 
Massachusetts 
Minnesota 
New Jersey 
Ohio 
Oklahoma 
Pennsylvania 
South Dakota 
Tennessee 
Virginia 
West Virginia 

October 17, 1967 
June 7, 1968 
January 23, 1968 
June 11,1971 
October 28, 1969 
July 27, 1970 
January 23, 1968 
January 26,1971 
October 14, 1970 
June 11,1971 
June 24, 1974 
January 23, 1968 
October 28, 1969 
June 20, 1969 
October 28, 1969 
June 7, 1968 

'Compact enacted in Alabama but not effective unless and until the United States Congress 
enacts legislation specifically giving its consent for the States to enter into this Compact. 

**California enacted the Compact on March 23,  1974, effective January 1, 1976, on which 
date it will become a full member o f  the Mult~state Tax Commission. 
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REPORT OF THE 
CHAIRMAN AND O F  THE EXECUTIVE DIRECTOR 

O F  THE 
MULTISTATE TAX COMMISSION 

FOR THE YEAR ENDING JUNE 30,1974 

This report reviews the Commission's activities as well as t h e  manner in 
which it has affected, and has been affected by, events in the field of state 
taxation of multistate business during the past year. 

I. MEMBERSHIP 

State membership in the Multistate Tax Commission took a significant leap 
in 1974 with the adoption of the Multistate Tax Compact by t h e  State of 
California. The Compact bill was signed by Governor Ronald Reagan on March 
23, 1974. The effective date of the Compact in California has been s e t  a t  January 
1, 1976. Thus, California is the 22nd state to become a member of t h e  Compact. 

On June 25, 1974, the Commission welcomed the State of Oklahoma as an 
Associate Member State in response to a request from Governor David Hall. 

As a result of the change in California's status and of the addition of 
Oklahoma to associate member status, state membership in the Commissi?n now 
totals 37. (See Membership Map on page xx; and see Appendix A f o r  dates of 
Compact enactments.) 

II. UNIFORM REGULATIONS 

The Multistate Tax Commission approved revised Uniform Allocation and 
Apportionment Regulations on February 21, 1973. Those regulations interpret 
the Uniform Division of Income for Tax Purposes Act (UDITPA) for 
administrative purposes. That Act has been adopted by 29 states (see Appendix B 
at page 27). Seventeen of those 29 states are members of the Multistate Tax 
Commission. 

Adoption of regulations by the Multistate Tax Commission consti tutes only 
a recommendation that member states adopt them. The Multistate Tax 
Commission has no directory powers. Nevertheless, several states h a v e  already 
adopted the revised regulations in substantially complete form. T h e y  include 
Arkansas*, California, Idaho, Nebraska, New Mexico, North Dakota, Oregon and 
Utah. On July 15, 1974, Illinois published proposed regulations w h i c h  conform 
substantially with those of the Multistate Tax Commission. Alaska, Indiana, Mich- 

*The Sixth Annual Report inadvertently omitted Arkansas and erroneously in- 
cluded Montana in this list. 



igan, Montana and several other states are considering the possibility of adopting 
substantially similar regulations; and Texas is applying the regulations to its Fran- 
chise Tax to the extent possible. 

The Multistate Tax Commission's regulations represent, and are producing 
significant progress toward, the type of uniform administrative practices for the 
promotion of which the Commission was created. A copy of these regulations is 
included at Appendix J of this Report. 

Ill. UNIFORM SALES 81 USE TAX EXEMPTION CERTIFICATE 

For many years retailers have been plagued with the problem of obtaining 
various types of resale and/or exemption certificates for various states with 
respect to non-taxable sales in or into those states. 

In 1972, the Sales & Use Tax Committee of the Multistate Tax Commission 
began a study to determine the feasibility of designing a certificate which could 
be utilized for the purpose of complying with the requirements of many states. 

In June of 1973, that committee, under the chairmanship of Fred 
O'Cheskey, New Mexico Commissioner of Revenue, reported to the Multistate 
Tau Commission that it had devised a proposed uniform certificate; and that 
many states had already indicated their approval of it for their tax purposes. 

At its January 25, 1974 meeting, the Multistate Tax Commission adopted a 
resolution approving that certificate. The adoption of that resolution constituted 
a recommendation that all member sales and use tax states agree to accept that 
certificate with respect to non-taxable sales in or into those states. Thirty states 
have notified the Multistate Tax Commission of such agreement, two on the 
condition that an additional box for "Other (specify)" be included in the upper 
right hand corner. That change has been made. An additional cautionary note has 
been added concerning sales into Arizona. 

The revised Uniform Certificate and the names of the thirty states which 
accept it are included a t  Appendix C, on page 28 of this Report. Further efforts 
are being made to determine which, if any, additional features may make the 
certificate acceptable to additional states. 

IV. UNIFORM SALES & USE T A X  JURISDICTIONAL STANDARD 

As reported in its Third Annual Report, the Multistate Tax Commission 
codified a Uniform Sales and Use Tax Jurisdictional Standard in 1968. To the 
best of our knowledge, no state seeks to exercise jurisdiction for sales and use tax 
purposes over any taxpayer whose activities do not exceed the minimum set forth 
in that Jurisdictional Standard. The States recognize the Standard as a limitational 
one for jurisdictional purposes. A copy of that Standard is included as Appendix 
D at page 29. 

V. UNIFORM FORMS 

The Income Tax Committee of the Multistate Tax Commission continues its 
work toward the development of a uniform corporate income tax return form for 
use in a l l  states which have adopted the Uniform Division of Income for Tax 
Purposes Act (UDITPA). That Act is part of the Multistate Tax Compact. The 
Committee is currently canvassing UDITPA states for the purpose of eliciting 
responses as to any special information which individual states may consider to be 
desirable on the return under the provisions of UDITPA. 



VI .  AUDIT ACTIVITIES 

The Commission's office in New York currently consists of an area audit 
manager and a senior sales and use tax auditor. 

The Commission's office in Chicago currently consists of the Commission's . 
Audit Coordinator, who is also the area audit manager, and a senior corporate 
income tax auditor. 

The Commission continues to perform joint audits on many large 
corporations on behalf of member states assigning those audits. Although the 
program is still little more than a pilot program, the performance of t h e  audits by 
the Commission constitutes a service of significant value to  participating states. 
More important, i t  continues to demonstrate the potential economies and 
efficiencies that such a program makes available. The ultimate resolution of the 
U.S. Steel litigation (see page 4) will, if the decision is favorable t o  the Com- 
mission as expected, open the way for the full development of that potential. The 
result will serve the purposes not only of the states through those economiesand 
efficiencies but of the audited businesses through increased uniformity and de- 
creased compliance burdens. 

In 1974, the Multistate Tax Commission auditors completed joint corporate 
income tax audits of five taxpayers. The number of states participating in each 
audit varied, running as high as I1 in two cases. These audits constituted the 
equivalent of 45 individual state audits. 

Commission auditors conducted sales and use tax audits of six taxpayers 
during 1974. States participating in each audit numbered as high as nine. These 
joint sales and use tax audits constituted the equivalent of 37 individual state 
audits. 

VI I .  AUDIT-RELATED ACTIVITIES 

The limited audit staff finds itself called upon to perform duties above and 
beyond those imposed by the Joint Audit Program. These duties include 
participation in, and presentations to, workshops and seminars which take place 
from time to time among the states. The most recent effort along these lines took 
the form of a corporate income tax seminar and workshop which was presented in 
Lansing, Michigan, in March of 1974. Plans are currently being made to 
participate in similar programs in other states. 

Other demands upon the time of the audit staff include speaking 
appearances at  various tax meetings as well as general public relations activities on 
behalf of the Commission, not only with respect to corporate taxpayers but also 
with respect to personnel of the tax administration offices of the various states. 

Constant coordination between the Commission's staff and the audi t  staffs 
of participating states is a requirement not only for the proper conduct of joint 
audits on behalf of those states but also for proper exploration of means by which 
tax administration practices of the states may be moved toward more uniformity 
and equity in accordance with the purposes and goals of the Multistate Tax 
Compact. 

VII I .  PENDING FEDERAL LEGISLATION 

Various ramifications, including those surrounding Watergate, have resulted 
in there being little or no activity in the United States Congress during 1974 with 
respect to various interstate taxation bills pending before it. Nevertheless, three 
drafts of proposed bills have been circularized for the purpose of exploring 



further the possibilities of some type of legislation which might resolve some of 
the problems in that field. These drafts include: 1) a so-called Consent and 
Combined Tax Bill which was distributed for consideration by the Executive 
Director of the Multistate Tax Commission; 2) a so-called N.A.T.A.-C.O.S.T. bill 
which was distributed for consideration in early June; and 3) a so-called second 
draft submitted to the N.A.T.A. Special Subcommittee on Drafting anlnterstate 
Taxation Act by that Subcommittee's chairman, Owen L. Clarke, Deputy 
Commissioner of Corporations and Taxation of Massachusetts, on August 23, 
1974, for consideration by that subcommittee. 

The first of these drafts consists of consent to the present Multistate Tax 
Compact plus a suggested revised version of the Mondale Bill (S.2811) with 
respect to sales and use taxes. It contains no provisions with respect to corporate 
income taxes. The other bills are efforts to reach some accommodation be- 
tween the business community and the states as to the manner in which corporate 
income should be attributed among the states for corporate income tax purposes. 
It is possible that some version(s) of one or more of these drafts may be intro- 
duced as bills during the next Congressional session. 

IX. LITIGATION 
(Continued from Sixth Annual Report) 

A. U. S. Steel Case 
The litigation in the case of U. S. Steel et  al. v.  Multistate Tax Commission et 

al., has not yet reached the hearing stage. The case is still pending in the Federal 
Court for the Southern District of New York. 

In February of 1974, the Court allowed the plaintiffs to maintain the action 
as a Class Action. At the same time the Court allowed twelve additional corpora- 
tions to intervene in the case, while excluding one other would-be intervener. This 
brought to sixteen the number of plaintiffs in the case. They are United States 
Steel Corporation, Standard Brands Incorporated, General Mills, Inc., and the 
Procter & Gamble Distributing Company, original plaintiffs, plus the following 
interveners: Bristol-Myers Co., Eltra Corporation, Goodyear Tire & Rubber Co., 
Green Giant Co., lnternational Business Machines, lnternational Harvester Co., 
lnternational Paper Co., lnternational Tel & Tel Corp., McGraw-Hill, Inc., N L 
tndu!mes, frrc;;* ckrmefirp.- €erper;ttieft. - 

Meanwhile, the defendants have completed, and have supplied the plaintiffs 
with, responses to the sixty-nine interrogatories which the plaintiffs had served 
upon the defendants late in 1973. The defendants are currently preparing for trial 
in the case. 

The case is expected to be heard by a 3-judge Court. Any decision by such a 
Court will then be appealable directly to the United States Supreme Court. It is 
the hope of the Multistate Tax Commission and its members that the hearing will 
take place shortly and that the decision will issue shortly thereafter in order that 
the matter may reach the United States Supreme Court at an early date. It is 
important to the Commission and to the states that the issues which have been 
raised in the case be resolved as soon as possible. The defendants are confident 
that the courts will ultimately sustain the validity of the Multistate Tax Compact 
and of the activities of the Multistate Tax Commission. 

B. North Dakota 

Another legal action arose in North Dakota when North Dakota's Tax Com- 
missioner joined other state tax administrators in assigning to the Multistate Tax 



Commission the audits of IBM and International Harvester Company. When those 
companies refused to  submit to the audits, he issued an order requiring the 
taxpayers to submit their records for those audits. When that order was rejected, - 
he filed in a district court of his State a petition for orders to compel the 
taxpayers to comply with his prior 0rders.l The taxpayers then fded separate 
petitions to remove the matters from the state court system to the federal district 
court. The Tax Commissioner then petitioned the federal district court t o  remand 
the matters t o  the state courts, maintaining that the federal court did n o t  have 
jurisdiction and that adequate remedies were available t o  the taxpayers in the 
state courts. 

The federal district court refused to remand the cases to the state courts and 
stayed further proceedings in the cases before it, "pending a final determination 
of the Class Action involving the same issues and parties now in Litigation in the 
U. S. District Court for the Southern District of New York." Both IBM and 
International Harvester are parties t o  the U. S. Steel suit in New York. 

The effect of this decision was to put the taxpayers in the same position that 
would have existed had the New Y ork court issued an injunction. In fact, no  such 
injunction has ever been issued. A federal district court in Idaho was quick to spot 
this discrepancy when, some weeks later, it did remand a similar case to  that 
state's courts. 

C. Idaho-A Victory for the MTC 

In that case,l the Idaho State Tax Commission had joined other States in 
assigning to the Multistate Tax Commission a joint audit of the Union Carbide 
Corporation, which is one of the sixteen plaintiffs in the U. S. Steel case  in New 
York. The corporation refused to submit to that audit even after the ldaho  State 
Tax Commission had issued a summons ordering it t o  do so. The ldaho S ta t e  Tax 
Commission then filed a complaint in a state district court seeking a n  order 
requiring the corporation to comply with that summons. The corporation sought 
removal of the action to  the local federal district court, pleading the pendency of 
the U. S. Steel case. Noting that "A stay of these proceedings is no less a suspen- 
sion or restraint of the collection of a state tax than granting preliminary in- 
junctive relief," the ldaho federal court ruled that the remedy available to the 
taxpayer ir+ 6ke &tatsmurts wasadequate. Tha tcau t t  thenremanded t h e  case to 
the state courts, specifically noting its disagreement with the decision of i t s  fellow 
district court in North Dakota. 

D. Washington-A Major Victory for the MTC 

A few weeks later a county superior court in the State of  Washington grant- 
ed the request of the State of Washington and the Multistate Tax Commission for 
a summary judgment ordering a taxpayer to submit to a joint a u d i t  by the 
Multistate Tax Commi~s ion .~  The Washington Director of Revenue had jointed 
other state tax administrators in assigning to the Multistate Tax Commission the 

I.  Byron L. Dorsan. Norrh Dakota Slate Tax Commissioner V. Inrernutionul Barinen Muchj,,es Corporurion 
(October 24. 1974). Civil Case No. A 1-74-24; and Byron L. Dorgon, Norrh Dukora Stare Commissioner 
v. Inter~r ional  Harverrer Company (October 24. 1974). Civil Case No.  Al-74-25, U .  S. District C o u r t  for the 
District of North Dakota, Southwestern Dnirion. 

2 .  Idaho Stare TUX Cornmilion v.  Union Carbide Corporalion. Civil No. 1-74-173 (December 1 3 ,  1974). U. S. 
District Court for the District of Idaho. 

3 .  Kinnearer a1 v. The Herrz Corporalion. Thurston County Superior Court. Docket No. 46573. 



joint audit of the books and records of The Hertz Corporation. When that tax- 
payer refused to submit to the audit, the Washington State Director of Revenue 
filed a declaratory action on behalf of the State of Washington and the Multistate 
Tax Commission asking the court to uphold the joint audit provisions of the 
Multistate Tax Compact and to order the taxpayer to submit to the joint audit in 
question. 

Overruling the taxpayer's contention that factual matters were in dispute 
and that the issue should be stayed pending the decision in the U. S. Steel case in 
New York, the court issued a summary judgment ordering the taxpayer to submit 
to the joint audit. In doing so, the court ruled that the Multistate Tax Com- 
mission has the authority to perform joint audits under the provisions of the 
Multistate Tax Compact, even without specific Congressional consent. This is the 
first court decision which has ruled on the validity of the Multistate Tax Compact 
and on the validity of the joint audit program of the Multistate Tax Commission. 
I t  is, therefore, an extremely important decision. The full text of the ruling is 
included in Appendix K of this Seventh Annual Report of the Multistate Tax 
Commission. 

X. STATE LEGISLATION 

During the year, 92 of the nation's 100 largest corporations, operating 
through an organization called C.O.S.T., continued their anti-M.T.C. activities as 
follows: 1) exerted extensive efforts to defeat the Multistate Tax Compact Bill in 
California; 2) sought to  defeat three bills sponsored by the Department of Rev- 
enue in the State of Missouri, which bills had the purposes of enabling that state 
to participate in the Multistate Tax Commission's joint audit program and to 
share audit information with other states; 3) arranged for a bill to be introduced 
in Idaho to repeal the Multistate Tax Compact there; and 4) arranged for similar 
bills to be introduced in both houses of the Michigan legslature. 

All of these efforts have failed: 1) the Compact was passed in California; 2) 
all three Multistate Tax Commission-oriented bills were enacted in Missouri; 3) 
the repealer bill in Idaho was unanimously rejected in committee; and 4) the 
Michigan bills also failed. 

Although C.O.S.T. and the Multistate Tax Commission appear to have been 
at loggerheads for the past three years, there are signs of a disposition on the part 
of both groups to seek to  resolve their differences. Leaders and representatives of 
both organizations have, in recent months, been expressing increased willingness 
to explore areas of potential agreement. There appears, therefore, to be some basis 
for optimism that long-standing disagreements may be resolved in coming months. 

XI. CONCLUSION 

The enactment of the Multistate Tax Compact by California and the 
addition of Oklahoma as an Associate Member state have materially increased the 
prestige of the Commission. Strong continued financial support from its members 
has enabled i t  to continue its joint audit program despite the financial burden 
imposed upon i t  by the U. S. Steel litigation. Increased interest from among 
nonmember states and increased participation by member states indicate that the 



Multistate Tax Commission is growing, and will continue to grow, in stature as a 
key organization in the movement toward uniformity and equity in t h e  field of 
state taxation of multistate businesses. 



C O M M E N T A R Y  

"In this modern day of ours, when power, 
authority, business and commercial activities, and 
all the functions of national life are shifting more 
and more rapidly across state lines, and more and 
more often calling for decisions and problem- 
solving that do not fit neatly into existing politi- 
cal-geographic compartments, the need has become 
imperative to meet these new situations with new 

George Kinnear techniques and new agencies." 
Chairman 
June 1967 -January 1970 * * *  

"The Multistate Tax Compact offers the most 
exciting promise for progress in the field of taxa- 
tion. Its possibilities for good are unlimited. It is 
not a new mechanism for dominating the states, 
but rather an association to stimulate action, state 
by state, by providing the necessary information 
which is not now available regarding many impor- 
tant problems; and by providing a vehicle for 
cooperative state action." 

"All of us as individual tax administrators, and 
the Commission itself, can only profit from the 
addition of the expertise and participation of every 
tax administrator in this country. We all look 
forward to the day when every state has enacted 
the Multistate Tax Compact and is taking full 
advantage of all of the opportunities which the 
Multistate Tax Commission offers." 

Charles Mack 
Chairman * * *  
July 1971 -June 1972 'The MTC approach is the right approach and 

the effective approach." 

"The Multistate Tax Compact is a historic 
pioneering effort of the states to manage their own 
affairs." 

* * *  
"[The Multistate Tax Compact is] the most 

significant effort that the states have made in the 
last 50 years to improve state taxation of interstate 

Byron L. Dorgan business. . . . The Multistate Tax Compact deserves 

Chairman Congressional blessing." 
July 1972 - June 1974 



COMMENTARY, Continued 

Donald H. Clark 
Chairman 
June 1974 - 

"Out-of-state corporations should p a y  the same 
taxes, where legally possible, as in-state corpora- 
tions." 

"Each out-of-state corporation should pay the 
same corporate income tax as each in-state corpor- 
ation doing the same amount of business within a 
state; and vice-versa. Equity demands that. The 
Multistate Tax Commission provides b o t h  tax ad- 
ministrators and business with a means to accorn- 
plish that goal." 

"In order to achieve complete uniformity in 
allocation practices, every state which imposes a 
tax on or measured by income should. - .become a 
regular member of the Multistate Tax Compact." 

Frank Keesling 
Partner 
Loeb and Loeb, 

Attorneys 
Los Angeles, 

Catifor~ia 



MULTISTATE TAX COMMISSION 
COMMITTEES 

ATTORNEY COORDINATION 

COMMITTEE 

Sigmund Aaronson, Texas 
Wade Anderson, Texas 
Frank Beckwith, Colorado 
J. H. Broadhurst, Texas 
Robert G. Brockmann, Arkansas 
Morris S. Bromberg, lllinois 
Calvin Campbell, Illinois 
Richard Chambers, Georgia 
Theodore W. d e  Looze, Oregon 
William Dexter, Washington 
James D. Douglas,  Wyoming 
A. D. M. Doyle, Alaska 
Sydney D. Goodman, Michigan 
Albert Hajjar, Pennsylvania 
William L. Harris, Jr., Kansas 
A1 Hausauer, North Dakota 
T. Bruce Honda, Hawaii 
Kenneth Jakes, North Dakota 
F. Kent Kalb, Nebraska 
Laury M. Lewis, Montana 
Willard Livingston, Alabama 
Timothy Malone, Washington 
John R. Messenger, Alaska 
William Miller, West Virginia 
Charles Otterman, California 
John Owens, New Mexico 
William Peters, Nebraska 
Louis Plutzer, Minnesota 
Richard Roesch, Michigan 
Gerald Rohrer, Illinois 
Robert L. Royer, Louisiana 
George T.  Rummel, Illinois 
William S. Scovill, Illinois 
James F. Senechal, Montana 
John J .  Sheehan, Nevada 
Walter Skelton, Arkansas 
Theodore Spangler, Idaho 
James R. Willis, Colorado 
James D. Winter, Arizona 
William Woolen, West Virginia 



COMMITTEES, Continued 

Scott Akers, Kentucky 
Wade Anderson, Texas 
Owen L. Clarke, Massachusetts 
Theodore W. de Looze, Oregon 
William Dexter, Washington 
Sidney Glaser, New Jersey 
Ernest Goodman, California 
A1 Hausauer, North Dakota 
Vernon Holman, Utah 
Edward Landerkin, New Jersey 
Thure A. Lindstrom, Oregon 
James T.  McDonald, Kansas 
Frank Medlin, Idaho 
Francis Millett, Jr., Florida 
A. Gerald Reiss, Missouri 
Arthur Roemer, Minnesota 
Richard Roesch, Michigan 
Joseph Traigle, Louisiana 
Vincent Yakowicz, Pennsylvania 

Business Resource Members: 
John Abreau, Lucky Stores, Inc. 
J. J. Bischoff, Trans World Airlines, Inc. 
Roland Bixler, J-B-T Instruments 
John Brundage, Coopers & Lybrand 
James Devitt, Montgomery Ward 
Dale Hale, Allegheny Airlines 
John Parenti, Eastern Air Lines 
James Peters, American Tel & Tel 
Raymond Slater, U. S. Steel Corporation 
William Spangler, 3 M Company 
Roger Talich, Gates Rubber Company 
John Tockston, United Air Lines 
Cecil Wright, Holly Sugar Company 



COMMITTEES, Continued 

JOINT AUDIT COMMITTEE 

MEMBER STATES 
Frederick P. Boetsch, Alaska 
Boyd W. Boner, Kansas 
Gerald Foster, Montana 
F. Nolan Humphrey, Arkansas 
Robert Kerns, Montana 
Robert Kessel, North Dakota 
William Knipp, Missouri 
Ron Loyd, New Mexico 
Harvey McNutt, Wyoming 
Frank Medlin, Idaho 
Robert H. Munzinger, Washington 
Tracy Neese, Illinois 
Robert Nelson, Michigan 
Tomotaru Ogai, Hawaii 
Oscar Quoidbach, Oregon 
Chester Zawislak, Michigan 

ASSOCIATE MEMBER STATES 
Harry Aubright, California 
Nick Ciccarella, West Virginia 
Edward Landerkin, New Jersey 
Robert Nunes, California 
Norman W. Schmitt, Ohio 
Lyle Wendell, South Dakota 



COMMITTEES, Continued 

Wade Anderson, Texas 
John Bearden, Georgia 
J. William Campbell, Missouri 
Frederick P. Boetsch, Alaska 
Hal Crandall, Illinois 
Allan Curtis, Tennessee 
William Dexter, Washington 
A1 Hausauer, North Dakota 
Paul Holt, Utah 
Kent Kalb, Nebraska 
Paul Lieberman, lllinois 
John R. Messenger, Alaska 
Louis Plutzer, Minnesota 
William Reed, Kentucky 
Gerritt Van Coevering, Michigan 
Robert C. Witzel, Ohio 

Business Resource Members: 
Jack Agliata, Johns-Manville 
Jay Allen, Melville Shoe 
James Buresh, Sears, Roebuck & CO 
James Devitt, Montgomery Ward 
Paul Jones, Morton-Norwich Products, Inc. 
Stephen W. McKessey, Coopers & Lybrand 
James Peters, American Tel & Tel 
Frank Roberts, Pillsbury, Madison & Sutro 
Marvin Rosenblum, Gulf +Western Industries 
Carl Straub, Morrison-Knudson 
Arnold Weber, Southern Pacific Company 



COMMITTEES. Continued 

Wade Anderson, Texas 
Leslie Clarke, California 
Harold Dixon, Georgia 
R. Earl Franz, Minnesota 
Sidney Glaser, New Jersey 
Chandler Hewell, Georgia 
Francis Hillard, Wyoming 
Ben C. Holdereid, Michigan 
Richard Lee, Hawaii 
Ewing H. Little, Idaho 
William Miller, West Virginia 
Charles H. Otterman, California 
Clyde L. Scott, Nevada 
Norman W. Schmitt, Ohio 
S. Ed Tveden, Washington 
Wesley Wilber, Missouri 
Brian L. Wolfberg, Illinois 

Business Resource Members: 
Frank Buehler, Howard Johnson's 
George Lundin, Chicago Bridge & Iron 



APPORTIONMENT OF 1974-1975 BUDGET 

**A ppor- **A ppor- 
*Revenues tioned tioned Total Share 

Under % of  Share Share o f  1974- 
State Compact Total o f  10% o f  90% 1975 Budget 

Alaska 

Arkansas 

Colorado 

Florida 

Hawaii 

Idaho 

Illinois 

Indiana 

Kansas 

Michigan 

Missouri- 

Montana 

Nebraska 

Nevada 

New M e x ~ c o  

North Dakota 

Oregon 

Texas 

Utah 

Washington 

Wyoming 

TOTALS 

'For fiscal year ending June 30 ,  1973 
"10% in equal shares; 90% on basis of  tax revenue 



BUDGET PERFORMANCE REPORT 

For Fiscal Year 

July 1, 1973 - June 30, 1974 

Payroll 
Employees' Insurance 
Employees' Retirement 
Staff Travel 
Commission Members' Travel 
Relocation Expenses 
Other Travel Expenses 
Bonds & Insurance 
Office Rental 
Office Supplies & Expenses 
Freight & Postage 
Printing & Duplicating 
Telephone & Telegraph 
Books & Periodicals 
Advertising 
Miscellaneous 
Conferences & Committee 

Meetings or Hearings 
Professional Fees & Other 

Contract Setvices Including 
Electronic Data Processing 

Office Furniture 
Office Equipment 
Contingency Account 

TOTALS 

Budget 

$145,000.00 
5,000.00 

20,300.00 
24,500.00 
4,300.00 
3,000.00 
1,500.00 

300.00 
14,000.00 
5,000.00 
5,000.00 
6,000.00 

10,000.00 
3,500.00 
1,000.00 
1,500.00 

2,000.00 

2,100.00 
1,000.00 
1,000.00 

13,000.00 

$269,000.00 

Actual 
Over (Under) 

Actual Budget 

*An additional extraordinary expense for litigation in the case of U. S. Steel et al. 
v. Multistate Tax Commission el al. was incurred and paid in the amount of 
$67,898.12. 



Payroll 
Employees' Insurance 
Employees' Retirement 
Staff Travel 
Commission Members' Travel 
Relocation Expenses 
Other Travel Expenses 
Bonds & Insurance 
Office Rental 
Office Supplies & Expenses 
Freight & Postage 
Printing & Duplicating 
Telephone & Telegraph 
Books & Periodicals 
Advertising 
Miscellaneous 
Conferences & Committee 

PLANNED BUDGET 

FOR 

FISCAL 1974-75 

and 

FISCAL 1975-76 

Meetings or Hearings 
Professional Fees & Other 

Contract Services including 
Electronic Data Processing 

Office Furniture 
Office Equipment 
Contingency Account 

Anticipated Extraordinary 
Expense for Litigation 



August 13,  1974 

M u l t i s t a t e  Tax Comnission 
1790 - 30 th  S t r e e t  
Boulder ,  Colorado 

Gentlemen: 

We have examined t h e  balan e e t  o f  M u l t i s t  a t e  Tax C m i s s i o n  
a t  June 30, 1974 and t h e  r e l a t e d  s tatements o f  revenue and i n c u r r e d  
expense, changes i n  fund  balances,  and source and a p p l i c a t i o n  o f  cash 
funds f o r  the  year  then  ended. Our examinat ion was made i n  accordance 
w i t h  g e n e r a l l y  accepted a u d i t i n g  s tandards and a c c o r d i n g l y  i nc luded  
such t e s t s  o f  the  accoun t ing  records and such o t h e r  a u d i t i n g  procedures 
as we cons ide red  necessary i n  t h e  c i rcumstances.  

I n  o u r  o p i n i o n ,  t h e  a fo rement io ied  f i n a n c i a l  s ta tements present  
f a i r l y  the  f i n a n c i a l  p o s i t i o n  o f  M u l t i s t a t e  Tax C m i s s i o n  a t  June 30, 
1974 and t h e  r e s u l t s  o f  i t s  o p e r a t i o n s ,  changes i n  fund b a t m c e s ,  and 
t h e  source and a p p l i c a t i o n  o f  i t s  cash funds f o r  the  year then ended 
i n  c o n f o r m i t y  w i t h  g e n e r a l l y  accepted accoun t ing  p r i n c i p l e s  a p p l i e d  on 
a  b a s i s  c o n s i s t e n t  w i t h  t h a t  o f  t h e  p r i o r  year. 

R e s p e c t f u l l y  submit ted,  



MULTISTATE T A X  COMMISSION 
Balance Sheet 
June Xl.1974 

ASSETS 
Current Assets: 

Cash . . . . . . . . . . . . . . . . . . . . .  
Certificates of Deposit . . . . . . . . . . .  
Assessments Receivable . . . . . . . . .  

Total Current Assets . . . . .  

Fixed Assets (Note 1): 
Leasehold Imurovements . . . . . . . . .  $ 591 
Office Furniture and Equipment . 

Less: Accumulated Depreciation and 
Amortization . . . . . . . . . . . . .  7,849 

Total Fixed Assets . . . . . . .  13,200 

Other Assets: 
Expense Account Advances . . . . . . .  1,500 
Deposits (Note 2) . . . . . . . . . . . . .  2,278 
Prepaid Pension Plan Costs (Note 3) . . .  5,697 
Prepaid Expenses . . . . . . . . . . . . .  1,149 

Total Other Assets . . . . . . .  10,624 

Total Assets . . . . . . . . . . . . . . . . . . .  $154,440 . 

Liabilities and Fund Balance 
Current Liabilities: 

Accounts Payable . . . . . . . . . . . . .  
Accrued Retirement (Note 3) . . . . . . .  

. . . .  Total Current Liabilities 

Fund Balance: 
Reserve for Employees' Retirement 

(Note 3) . . . . . . . . . . . . . . . . .  $15,877 
Reserve for Prepaid Assessment . . . . . .  5,000 
Unappropriated Fund Balance . . . . . . .  98,03 1 

Total Fund Balance . . . . . .  118,908 

Total Liabilities and Fund Balance . . . . . .  $154,440 

Accompanying Statement of Accounting Policies and Notes to  Financial Statements 
are an integral part of this statement. 

JOHN M.  BYRNE & COMPANY 



MULTISTATE TAX COMMISSION 
Statement of Revenue and Incurred Expense 

For the Year Ended June 30. 1974 

Revenue: 
Assessments. Member States . . . . . . . .  
Other: 

. . . . . . . .  Assessments. Legal Fees 
Interest. Certificates of Deposit . . . .  

. . . . . . . . . . . . . .  Miscellaneous 
. . . . . . . . .  Total Revenue 

Incurred Expense: 
. . . . . . . . . . . . . . . . . . .  Salaries 

Depreciation (Note 1) . . . . . . . . . . .  
Retirement (Note 3) . . . . . . . . . . . .  
Employees' Insurance . . . . . . . . . . . .  
Pension Plan (Note 3) . . . . . . . . . . . .  

. . . . . . . . . . . . . . . . . .  Staff Travel 
. . . . . . . .  Commission Members Travel 

Relocation Expense . . . . . . . . . . . . .  
. . . . . . . . . . . .  Bonds and Insurance 

. . . . . . . . . . . . . . . . . .  Office Rent 
Office Supplies . . . . . . . . . . . . . . . .  
Postage and Freight . . . . . . . . . . . . .  

. . . . . . . . . . . . . . . . . . . .  Printing 
Telephone and Telegraph . . . . . . . . . .  
Books and Periodicals . . . . . . . . . . . .  

. . . . . . . . . . . . . . . . .  Other Travel 
Miscellaneous . . . . . . . . . . . . . . . .  
Conferences. Committee Meetings and 

Hearings . . . . . . . . . . . . . . . . . .  309 
. . . . . . . . . . . . . . .  Accounting Fees 2. 267 

Other Contract Services . . . . . . . . . . .  702 
. . . . . . . . . . . . . . . . . .  Legal Fees 67. 898 

Total Incurred Expense . . . . .  332. 363 

Excess of Revenue Over Incurred Expense . . 

Accompanying Statement of Accounting Policies and Notes to Financial Statements 
are an  integral part of this statement . 

JOHN M . BYRNE & COMPANY 



MULTISTATE TAX COMMISSION 
Statement of Source and Application of Cash Funds 

For the Year Ended June 30. 1974 

Source of Cash Funds: 
Operations. E x a s s  of Revenue Over lncurred 

Expense . . . . . . . . . . . . . . . . . . . . . .  
Add Expense (Income) Not Employing 

Cash Funds: 
. . . . . .  Recognition of Prepaid Assessment 

Depreciation . . . . . . . . . . . . . . . . . . .  
Total from Operations . . . . . . . . .  

Cost of United States Treasury Bills Matured 
and Sold . . . . . . . . . . . . . . . . . . . . .  

Certificates of Deposit Matured . . . . . . . . . .  
Increase in Accrued Retirement . . . . . . . . . .  
Decrease in Prepaid Pension Plan Cost . . . . . . .  

Total Source of Cash Funds . . . . . .  

Application of Cash Funds: 
. . . . . .  United States Treasury Bills Purchased 

. . . . . . . . .  Certificates of Deposit Purchased 
Purchase of Office Furniture and Equipment . . 

. . . . . . .  Purchase of Leasehold Improvements 

. . . . . . .  Increase in Assessments Receivable 
. . . . . .  Increase in Expense Account Advances 

. . . . . . . . . . . . . . . . .  Increase in Deposits 
lncrease in Prepaid Expenses . . . . . . . . . . . .  
Decrease in Prepaid Assessments . . . . . . . . .  
Decrease in Accounts Payable . . . . . . . . . . .  

. . .  Total Application of Cash Funds 

Excess of Application of Cash Funds Over 
. . . . . . . . . . . . . . .  Source of Cash Funds 

Cash Balance June 30. 1973 . . . . . . . . . . . . . .  

. . . . . . . . . . . . . .  Cash Balance June 30. 1974 

Accompanying Statement of Accounting Policies and Notes to  Financial Statements 
are an integral part of this statement . 

JOHN M . BYRNE &COMPANY 



MULTISTATE TAX COMMISSION 
Statement of Changes in Fund Balances 

For the Year Ended June 30. 1974 

. . . .  Balance, June 30,1973 

Add: (Deduct): 
Excess of Revenue Over 

. . . . .  lncurred Expense 

Reserve for Contingencies 
Fund Balance at June 30, 
1973 Transferred to 
Unappropriated Fund 

. . . . . . . . . .  Balance 

Investment in Fixed Assets 
Fund Balance at June 30, 
1973 Transferred to 
Unappropriated Fund 
Balance (Note 1) . . . . . .  

Net Book Value of Leasehold 
lmprovements Abandoned . 

Reserve Unoppro- 
Reserve for Reserve for for prioted 
Employees' Prepaid Con tin- Fund 
Retirement Assessment xencies Bolonce 

$15,877 $10,000 $85,000 ($55,720) 

Portion of Prepaid Assess- 
ment Recognized as 
lncome . . . . . . . . . . .  (5,000) - -  

. . . .  Balance, June 30,1974. $15,877 $ 5,000 $ -0- $98,031 ----  

Accompanying Statement of Accounting Policies and Notes to Financial Statements 
are an integral part of this statement. 

JOHN M. BYRNE & COMPANY 



MULTlSTATE TAX COMMISSION 
Statement of Accounting Policies 

June 30, 1974 

The accounting policies employed by Multistate Tax Commission are 
consistent with generally accepted accounting principles. Significant policies are 
described below: 

Accounting Method 

The Commission has adopted the accrual method of accounting. 
Revenue is recognized in the period of assessment and expense is recognized 
as incurred. 

Property, Plant and Equipment 

All property and equipment is recorded a t  cost. Depreciation is 
provided for on the straight-line basis over the estimated useful lives of the 
assets. 

Income Taxes 

No provision has been made for income taxes, inasmuch as the 
Commission members are representatives of State taxing authorities. 

Pension Plan 

It is the Commission's policy to fund each year an amount equal to 
fourteen percent of the plan participants' gross salaries. All costs are 
actuarially determined under the entry-age-normal with frozen-initial- 
liability method. 

I t  is also the policy of the Commission to  accrue fourteen percent of 
the gross salaries of the personnel on leave of absence from Sta te  taxing 
authorities and make contributions to their respective plans if employment 
with the Commission is terminated, and the employee returns to  State 
employment before the expiration of the leave of absence. 

JOHN M. BYRNE & COMPANY 



MULTISTATE TAX COMMISSION 
Notes to Financial Statements 

June 30.1974 

Note 1: 

Upon adoption of the accrual method of accounting, June 30, 1971, the 
Commission recorded fixed assets, previously charged against income, as well as 
the related depreciation thereon from the date of acquisition in the net amount of 
$1 1,262. During the course of the current year, the Commission determined that 
segregation of this amount was no longer significant and the balance was 
tmnsferred to  the unappropriated fund balance. 

Depreciation expense for the year ended June 30, 1974, calculated under the 
straight-line method amounted to $2,267. 

Note 2: 

Multistate Tax Commission leases its primary office facilities at  Boulder, 
Colorado, under the terms of a lease agreement expiring June 1, 1977. Monthly 
lease rental under the agreement amounts to $567. 

The Commission leases secondary office facilities in New York City, New 
York under terms of a sub-lease agreement expiring January 30, 1977. The annual 
lease rental is $7,000 subject to fuel cost adjustments. 

Other office space is leased under short-tqrm agreement. 
Deposits applicable to future rental payments aggregated $1,849 a t  June 30, 

1974. 
Other deposits amounting to $429 are airline travel deposits. 

Note 3: 

Substantially all of the full time employees of the Commission are covered 
by a pension plan. Total pension expense for the year ended June 30, 1974, 
amounted to  $15,978. Prepaid pension plan costs at  June 30, 1974 amounted to 
$5,697. Prepaid pension plan costs result primarily from funding original past 
service cost in the amount of $18,300 more rapidly than the twenty year period 
in which this liability will be charged to expense for accounting purposes under 
the accounting method for pension plans adopted by the Commission. 
Contributions to the pension plan during the year ended June 30, 1974 amounted 
to  $7,259. 

Certain employees of the Commission are on a leave of absence from State 
taxing agencies. The Commission has adopted the policy of assuming the liability 
for contributions to the State retirement fund for these employees if they return 
to State employment. Expense for this purpose amounted to $6,982 for the year 
ended June 30, 1974, resulting in an accrued liability of $5,449 on behalf of 

JOHN M. BYRNE &COMPANY 



Notes to Financial Statements, Continued 

those employees continuing on leave of absence on June 30, 1974. The remainder 
of accrued retirement liability in the amount of $11,857 results f r o m  certain ' 

leave of absence employees continuing employment as permanent employees of 
the Commission. 

Note 4: 

The Internal Revenue Service has denied the Commission exempt status 
under the provisions of Internal Revenue Code Section 501 (c)(6). However, in 
the opinion of legal counsel, the Commission is immune from Federal income tax 
as well as from other Federal taxes as an organization of a group of States  or as an 
instrumentality of those States. Therefore, no provision has been m a d e  in the 
financial statements for Federal income tax liability. 

JOHN M. BYRNE & COMPANY 



MULTISTATE.TAX 
COMPACT ENACTMENTS 

The Multistate Tax Compact has been enacted as a uniform law by the twenty- 
two states as shown below: 

State 

Kansas 
Washington 

Texas 
New Mexico 
Illinois 
Florida 
Nevada 
Oregon 
Missouri 
Nebraska 
Arkansas 
ldaho 
Hawaii 

Colorado 

Wyoming 
Utah 
Montana 
North Dakota 
Michigan 
Alaska 

Indiana 
California 

Effective Date 

August 4,1967 * 
August 4, 1967 * 
August 4,1967 * 
August 4,1967 * 
August 4,1967 * 
August 4,1967 
August 4, 1967 
September 13,1967 
October 13, 1967 
October 23, 1967 
January 1, 1968 
April 10,1968 
May 7,1968 
July 1, 1968 
January 24,1969 
May 13,1969 
July 1, 1969 

July 1,1969 
July 1, 1970 
July 1, 1970 
July 1, 1971 
January 1,1976 

*The enactment of the Compact in each of these states took place on the following 
indicated dates: 

Kansas April 20,1967 
Washington June 8,1967 
Texas June 13,1967 
New Mexico June 19.1967 
Illinois July 1, 1967 
California March 23,1974 

Paragraph 1 of Article X of the Multistate Tax Compact provides: 'This compact 
shall enter into force when enacted into law by any seven States. Thereafter, this 
compact shall become effective as to  any other State upon its enactment there- 
of.. . ."The sixth and seventh States enacted the Compact on August 4, 1967; 
therefore, the effective date of the Compact for the first seven member States is 
August 4, 1967. 



APPENDIX B 

PROGRESS IN UNIFORMITY THROUGH ADOPTION OF 
TH E 

UNIFORM DIVISION OF INCOME FOR TAX PURPOSES ACT 
AMONG THE STATES 

Alabama (1) 
Alaska 
Arkansas 
California 
Colorado (2) 
District of Columbia 
Florida (3) 
Hawaii (2) 
Ldaho 
Illinois 

Indiana (2) 
Kansas 
Kentucky 
Maine 
Massachusetts (4) 
Michigan 
Missouri (2) 
Montana (2) 
Nebraska (2) 
New Hampshire (5) 

New Mexico 
North Carolina 
North Dakota 
Oklahoma (6) 
Oregon 
Pennsylvania 
South Carolina 
Utah (2 ) 
Virginia 

Georgia is sometimes considered t o  be a UDITPA state; but its payroll a n d  sales 
factors are substantially different. 

West Virginia has adopted UDITPA but eliminated the sales factor 

NOTES: 

(1) Alabama's corporate income tax statute is vague on how the s t a t e  is to 
determine what portion of a corporation's income is to be  attributed to the 
state for tax purposes. On September 6,  1967, the Alabama Legislature 
enacted the Multistate Tax Compact, which includes UDITPA, subject  to 
congressional enactment of a Multistate Tax Compact Consent Bill.  On 
September 12, 1967, the Alabama Department of Revenue promulgated 
regulations which adopt the UDITPA provisions as the basis on which  to  
determine the amount of a corporation's income which is attributable to  a 
state. 

(2) This state adopted UDlTPA by enacting the Multistate Tax Compact. 

(3) Florida enacted the Multistate Tax Compact in 1969. When it e n a c t e d  its 
corporate income tax in 197 1, it deleted UDITPA from its statutes- Yet its 
corporate income lax statute is substantially in accord with UDITPA. 

(4) Massachusetts is included as a UDlTPA state because it closely fo l lows  the 
UDITPA apportionment formula. Massachusetts adapted the 3-factor formu- 
la in 1920 and UDITPA codified that formula. However, rather lhan source, 
UDITPA adopted destination for sales, subject to the condition t h a t  the 
seller be subject to  the jurisdiction of the destination state. In 1966, 
Massachusetts changed to  destination basis, but subject to the current 
modification that no-nexus sales are Massachusetts sales if they are n o t  sold 
by third state based salesmen. Unlike UDITPA, all income, ~ n c l u d i n g  
intangible income, is put into the Massachusetts tax base w11h t h e  sale 
exclusion of dividends received from corporations, but not trusts o r  DISCS, 
in which the receiving corporation owns more than 15% of  the vo t ing  stock. 

(5) New Hampshire is included here as a UDITPA state even though its p roper ty  
factor is somewhat different. 

(6) Although Oklahoma has not technically adopted UDITPA, its law a p p e a r s  to 
be sufficiently close to enable Oklahoma to  be considered a UDITPA state. 



APPENDIX C 

PROGRESS I N  UNIFORMITY THROUGH 
ACCEPTANCE OF UNIFORM FORM 

FOR 
SALES & USE TAX EXEMPTION CERTIFICATE 

U N I F O R M  SALES & USE T A X  C E R T I F I C A T E  F O R M  
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APPENDIX D 

SALES AND USE TAX JURISDICTION 

LIMITATION STATEMENT 

The following is the Sales and Use Tax Jurisdiction Limitation Statement 
with which all states, to the best of our knowledge, comply: 

SALES AND USE TAX JURISDICTION STANDARD 

A vendor is required to pay or collect and remit the tax imposed by this Act if 
within this state he directly or by any agent or other representatives: 

Has or utilizes an off~ce, distribution house, sales house, warehouse, service 
enterprise or other place of business; or 

Maintains a stock of goods; or 

Regularly solicits orders whether or not such orders are accepted in this 
state, unless the activity in this state consists solely of advertising or of 
solicitation by direct mail; or 

Regularly engages in the delivery of property in this state other than by 
common carrier or U. S. mail; or 

Regularly engages in any activity in connection with the leasing or servicing 
of property located within this state. 

This state does not seek to impose use tax collection requirements on a n y  retailer 
over whom the above standard does not confer jurisdiction in this state. 



APPENDIX E 

SIMPLIFICATION RESOLUTION 

RESOLVED that it is the position of the Multistate Tax Commission that al l  
States should take immediate steps to  enable out-of-state sellers to comply with 
sales and use tax collection, reporting and remittance requirements with the mini- 
mum possible effort and expense; and that, t o  further this purpose: 

1. The Chairman appoint a committee to seek to accomplish a uniform simplified 
use tax return form to be submitted to the various States for adoption; 

2. The Commission adopt the principle that no State should require the filing of 
a return or the remittance, by any out-of-state retailer, of any use tax with respect 
to sales of less than $100 in a calendar year; 

3. The Commission adopt the principle that no State should require the filing of 
more than one return and remittance from any out-of-state retailer with respect 
to sales of less than $5,000 in a calendar year; 

4. The Commission adopt the principle that, where an out-of-state seller sends 
into a State advertising materials with respect to which it is required to remit use 
tax to that State, the seller may choose to determine the tax due according to the 
following formula: 

The ratio of the seller's sales in and into said State to his total sales 
in the nation shall be applied to  the cost of all materials so distri- 
buted in the nation in order to determine the tax base for such 
materials in said State. 

Any seller choosing t o  use said formula for one State shall be obliged to use it for 
all States; and he shall be required to file with the Multistate Tax Commission an 
accounting of: 

a. Total national sales, 
b. Total sales in each State, and 
c. Total cost of materials so distributed; 

and he shall agree to be bound by this accounting with respect to all States. 

Adopted unanimously by the 
Multistate Tax Commission 
at  Baltimore, Maryland 
on June 7,1968. 



APPENDIX F 

AGREEMENT ON EXCHANGE OF INFORMATION 

In the interest of furthering the mutual interests of the undersigned states 
represented by the undersigned officials through benefits which can b e  derived 
from the exchange of information among said states, each of said offkials does 
hereby enter into the following Agreement for the exchange of information with 
every other undersigned official. 

The undersigned hereby mutually agree to exchange information, t o  the full 
extent permitted by their respective laws, in accordance with the terms and 
limitations below: 

1. For purposes of this Agreement, income tax means a tax imposed on or 
measured by net income, including any tax imposed on or measured by 
an amount arrived at  by deducting expenses from gross income, one or 
more forms of which expenses are not specifically and directly related 
to particular transaction. 

2. This Agreement shall be applicable with respect to: 
a. The inspection of income tax returns of any taxpayer; a n d  
b. The furnishing of an abstract of the return of income of any 

taxpayer; and 
c. The furnishing of any information concerning any items contained 

in any return of income of any taxpayer; and 
d. The furnishing of any information disclosed by the r e p o r t  of any 

investigation of the income or return of income of a n y  taxpayer, 
exclusive of any information obtained through an  agreement 
between any of the undersigned states and t h e  Internal Revenue 
Service. 

3.  For purposes of this Agreement, taxpayer includes any individual, 
corporation, partnership or fiduciary subject to an income  tax or 
required to file an income tax return. 

4. This Agreement is not limited to a specific period o f  time o r  t o  returns, 
documents or information relating to any specific years or periods; and 
it will be considered to be in effect until revoked. 

5 .  Additions and changes, including definitions, in the  provisions of this 
Agreement, may be made by mutual consent of the  proper officials of 
the undersigned states, and shall become an attachment to this 
Agreement. 

6 .  No information obtained pursuant to this Agreement shall be disclosed 
to any person not authorized by the laws of the undersigned states. 

7. The information obtained pursuant to this Agreement s h a u  be used 
only for the purpose of administration of the income tax l a w s  of the 
undersigned states. 

8. This written Agreement shall not become effective between any two 
states until the authorized officials for both such states have signed it in 
the space provided below. 

9. This written Agreement is not intended to revoke or supersede any 
other similar agreement that may have been previously en te red  into 
between any two or more of the states represented below. 



APPENDIX F (continued) 

10. The undersigned agree t o  inform each other of the current statutory 
provisions of their respective states concerning the confidentiality of 
the material exchanged and the penalties for unlawful disclosure 
thereof. 

I I. Any af the undersigned state officials may, at their discretion, refuse to 
furnish information disclosed in the report of any investigation while 
such investigation is still in progress or during such time as litigation is 
contemplated or in process, if the official of the state making the 
investigation deems it in the best interests of his state for such 
information to be withheld pending determination of litigation. 

12. Each of the undersigned state officials hereby affirms that he is the 
proper official charged with the administration of the income tax Laws 
of his state. 

Thc above agreement has been executed by the following states under the 
information sharing authority granted by their statutes. The execution of the 
Agreement by these states constitutes the equivalent of 210 individual agree- 
ments. 

Alaska 
Arkansas 
California 
Colorado 
Florida 
Hawaii 
Idaho 

SIGNATORY STATES 

Illinois 
Indiana 
Kansas 
Louisiana 
Michigan 
Minnesota 
Missouri 

Montana 
Nebraska 
North Carolina 
North Dakota 
Oregon 
Pennsylvania 
Utah 



APPENDIX G 

THE COMBINED REPORT 
A N 0  UNIFORMITY IN ALLOCATION PRACTICES 

BY 
FRANK M. KEESLING 

This speech was r re sen red at the June 25, 1974 Annul  Meeting o f  the Muhistate 
Tox Commission. 

1 felt deeolv lionored when I was invited to address this convention.  
Although there Br-e a numbel o f  matters I should like to discuss. I have decided to  
devote my attention primarily to  the combined return or reoon which  originated 
in California in 1936. 1 am strongly of the opinion that the a d o p t i o n  of the 
combined report procedure by the Multistate Tax Commission w o u l d  greatly 
further the cause of uniformity in allocation practices. 

At this paint, I shall briefly describe the purpose of, and the funct ioning  of, 
the combined report whtch I shall later discuss in more detail. 

Simply stated, the purpose of the combined report is to insure  that the 
income of a business conducted partly within and partly without t h e  t a x i n g  State 
shall be determined and apportioned in the same manner regardless o f  whether 
the business is conducted by one corporation or by two or m o r e  affiliated 
corporations. In casts where the business is conducted by one co rpo ra t i on ,  the 
income is computed as a unit and apportioned by means of an  appropr ia te  
formula, usually the three-factor formula of property, payroll a n d  sales.  The 
il?L^smP n nttrihuted tn the S t a l ~  i s  romhined with any nan-bus iness  income 
which the taxpayer may have from sources within the taxing S t a t e ,  such as 
interest, dividends, rentals from properties not used in the business, e t c . ,  to arrive 
at the taxable income. 

When the combined report is employed, exactly the same p r o c e d u r e  is fol- 
lowed. and the same results are obtained, in cases where the business i s  conducted 
by more than one corporation. such as 2, 20, 200, or 2,000. The n u m b e r  does not 
matter. The  income is still computed as a unit just as it would b e  if t h e  business 
had been conducted by one corporation only. 

Furthermore, the income is apportioned by means of a n  appropriate 
formula; again, just as it would be if the business had been c o n d u c t e d  by one 
corporation. The income so apportioned to  the taxing State is c o m b i n e d  with the 
non-business income, if any, of the corporation doing business in t h e  t a x i n g  State, 
to  arrive a t  the total taxable income. Thus, so far as determining t h e  amoun t  of 
business income attributable to  a particular State is concerned, n o  advantage is 
obtained, and no detriment suffered, as the result of employing a number  of 
corporations rather than one to operate the business. 

Mr. Keesling is o practicing attorney w h o  s p e n t  sevrrol 
years as counsel to Colifornio smre tux offices i n  t h e  nineteen 
thirties. As counsel fo the California Franchise Tox Commis- 
sioner from 1935 to 1939, he fathered the c o m b i n e d  return 
concept. Now in charge of the Tux Deportment o f  rhe Los 
Angeles law firm o f  Loeb and Loeb, of which he h a s  been a 
partner since 1943, M r  Keesling is in wide d e m a n d  across the 
nation as on expert in tax m t t m  involvingincorne attribution 
questions. 
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The purpow of the Uniform Division of Income for Tax Purposes Act is to  
promote uniformity in allocation practices by requiring that all business income 
be apportioned by the use of a formula. and that various classes of non-business 
income be allocated in accordance with specific rules. I applaud both the purpose 
a f  the Act and the method employed, na;withstanding tha; it was adopted by the 
States primarily to  prevent federal legislation in this area, and as such, has the 
aspects of a shotgun wedding! Unfortunately, its purpose is being frustrated in at 
least two significant ways. 

First of all, the Uniform Act itself, unlike the Mullistale Compact, provides 
no  method or machinery for insuring uniform interpretation of its provisions. 
This is a serious defect. Those of you who have read Alice's Adventures in 
Wonderland & Through theLooking-Ghs may recall Humpty Dumpty declaring, 
scornfully, "When I use a word it means just what I choose it to  mean-neither 
morc nor less." Those States which have adopted the Uniform Act, but  not the 
Compact, are free to  emulate Humpty Dumply and interpret the Act to  mean 
what they choose to  have it mean. neither more nor less. This is not just a 
possibility. 

The case of Kennecott Copper Corporation v .  Store Tax Commission,' is a 
dramatic illustration of iust such an intermetation. Kennecott with its various 
subsidiaries is engaged in mining and related activities an  an extensive scale. It 
operates a large comer mine in Utah, another in Arizona, a large smelter in Ohio; - .. 
and it has sales outlets in numerous states and countries. The vast mining and 
fmancial empire is managed, controlled, and financed from the company's 
headquartersoffices in New York City. 

It would be difficult la  find a better example of a unitary business than that 
conducted by Kcnnecott. Years ago the California Franchise Tax Board took the 
position that the income attributable to California sources should bedetermined 
by applying the three-factor formula of property, payroll and sales to  the total 
worldwide income oC the business. This position has been upheld by the 
California courts, and the United States Supreme Court has denied a hearing.2 
Although this policy with respect to Kennecott was instituted before California 
adopted the Uniform Act, it has been continued thereafter. 

Utah has also adopted the Uniform Act. The regulations of the Utah Tax 
Commission provide that the income from a unitary business shall be apportioned 
in the manner prescribed in the Uniform Act. i.e., by the use of a formula 
consisting of the three factors of property, payroll and sales."urthermore, such 
regulations employ both of the classic definitions of a unitary business which 
originated in California many years ago. One of these is the "three unities" 
definition according t o  which a business is unitary if there is unity of ownership, 
unity of use. and unity of operation. The other is the "dependency or 
contribution"definition according to  which a business is unitary if the portion 
within the taxing State is dependent upon or contributory to the portion without 
the taxing State. 

In view of all this. one might reasonably expect that the Utah Tax 
Commission would compute the incame attributable to  Utah in much the same 
manner as was done in Caltfurnia. This proved not to  be the case. 
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Instead, the Utah T a x  Commirrion determined the income f r o m  Utah 
sources by a complicated process w h ~ h  is essentially separate accounting in , 
nature. By this means, the Commission arrived at a taxable Utah i ncome  many 
times greater than the income that would have been apportioned t o  U t a h  by the 
use of the prescribed formula method. Even mare surprising, the  Utah Supreme 
Court by a vote of 3 t o  2, the Chief lud ice  and one other Justice dissenting. 
sustained the Commission's determination. 

This is a serious matter. If Utah continues to interpret t he  Uniform Act as it 
sees fit, and if other States follow suit, then the Act might as well be  discarded 
as an exercise in futility. Hopefully, the Compact will eliminate this difficulty by 
insuring uniform interpretations of  the Uniform Act by those States wh ich  have 
adopted the Compact. Although all the States which impare taxer on or measured 
by income have not as yet adopted the Uniform Act, lct alone t heCompac t ,  1 am 
heartened by the fact that the list of States which have adopted the Compac t  is 
growing. I am particularly pleased t o  know that my own State of California has 
recently decided to join the Multistate Tax Commission as a regular member ,  such 
membership to be effective in the near future. 

The objectives of the Uniform Act are also being hurtrated by the failure of 
many Stater to interpret it as requiring the use of the combined report. o r  some 
simillu procedure, t o  apportion the income of multi-corporate busineoner. The  
resulting disparity in allocation practices is not confined to t he  fact t h a t  some 
States, such as California and Oregon, employ the combined report, whereas. 
other Stales deal with each corporation separately regardless o f  the f a c t  that it 
may be one a! a nsmbc: sf c ~ r n r n c 4 y  owiieJ ~vrpuraiions engaged in the 
conduct of a single businerr. 

The disparity goes deeper than that. In the case of the  single corpora te  
business, the Income will be apportioned by a prescribed formula, provided ,  of 
course, the requsements of the Uniform Act are observed. Unless the  combined  
report. or some slmilar procedure, is emuloyed t o  auuortion the  i n c o m e  of a . . 
multi-corporate business, such w a m e  will be apportioned substantially according 
fa separate accounting principles, whlch is contrary t o  the spirit and i n t e n t  o f  the 
Act. 

The  point may be illustrated by a simple example. Corporation "X" ir 
engaged in the manufacture of a product in State "A" which it sells in S t a t e  "B". 
The operation is profitable and produces, ray, an income of %1 ,000 ,000 .  State 
"A" imposes a tax on or measured by income at a fairly high rate. S t a t e  "B" 
either does not impose such a tax, or imposes one at n lower r a t e .  I t  is. 
accordingly, to the company's advantage to allocate as little income ar possible to 
State "A". To accomplish this, on  its books of account 11 charges its p r o d u c t  to 
its selling division at cost, claiming that manufacturing operations da  no t  produce  
income, and that income is not realized until sales are made. It f k s  its tax  return 
with State"A", computing its income on the basis of its books of a ccoun t .  Thus. 
it reports no income to State "A", but instead insists that its entire i n c o m e  is 
attributable to State "B" where its sales wers made. 

This is permitted for a number of years, but then State "A" a d o p t s  the 
Uniform Act which provides that business income shall be apportioned by the  use 
of a formula. The application of the formula results in attributing some 40%,  or 
$400.000 of the company's income to State "A". Although this result s e e m s  fair 
enough. the corporation doer not like it. Upon the advice of counsel, it organizes 
a separate selling subsidmy "Y" t o  whom it sells its entire product  at c o s t .  I n  it5 
tax returns filed with Stale "A", it again reports that it realized n o  i n c o m e  in  that 
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State. Thus, notwithstanding the adoption by State "A"of the Uniform Act, the 
income is apportioned, as previously, by separate accounting. Hence, the purpose 
of the Act in requiring that all business income be apportioned by the formula 
method is completely frustrated. 

Although there is same movement t o  the contrary, 1 am old-fashioned 
enough t o  believe that separate accounting is a reasonable method for separating 
nan-business income from business income. It is not, however, m appropriate 
method for the apportionment at' business income. There are several reasons for 
thts. 

First of all. the separate accounting method lends itself t o  manipulation. The 
old saw tha t  "tiaures don't lie but liars firmre" is aoraoos. There is a s tow about - " . . 
this. Once upon a time, a man advertised for an accountant. There were three 
applicants. Each of them was interviewed separately and was asked a simple 
question: "What do two and two make?" The first two applicants replied. 
"Four." Neither of them eot the iab. The third avolicant did not answer - . . 
immediately, but instead locked the door, pulled down the shades, and then asked 
the prospective employer, connviratorily. "What do you want them to make?" Hc . . . ~ 

got the job! 
The  main objection t o  separate accounting is that it endeavors to treat 

separately what is, in fact, inseparable lnevifrbly the result must be arbitrary and 
capricious. One-half of a bridge unconnected with another half will not function 
very well and will not be  worth very much. But put the two halves together, and 
the bridge may function very well and may be quite valuable. The value, however, 
should not bc attributed in its entirety fa  onr-half of t h ?  hridge rather than t o  the 
other. Instead. there should be an equitable apportionment between the two. 
Similarly. where a business is carried on between two or more States. the income ~. 
should not be computed and apportioned separately on  the basis of a segment of 
thc business, but instead should be computed as a unit and apportioned by some ~. 
reasonable formula which giver weight to the location of the major factors which 
produce the  income. This is true rcgardlesr of whether the burinerr is operated 
entirely by one  company, or whether it is arbitrarily drvrded Inlo a number of 
segments each of which is  operated in the name of a separate but commonly 
owned and  controlled corporation. 

In applying the separate accounting method, goods and services transferred 
between divisions of a single corporation, or between affiliated corporations, are 
often transferred at what purports to be an arms lengtli price. Thrr involves trying 
t o  determine what the goods or services would sell for by a willing seller to an 
unrelated or uncontrolled willing buyer. This figure is then used in cumpuling the 
income of the divisions or affiliated corporatlons as the case may be. 

Thc  fair arms length price standard IS haprlersly deficient in several respects. 
First of all, t o  police its application to the myrtad of transfers which take place 
daily, monthly. yearly, would requm an army of agentr greater than the total 
number of agents employed by a11 the Stales and the Federal Government 
combined! 

Again, in many instances the determination of a fair arms length price 
requires the wisdom of a Solomon. Far instance. motion pictures are seldom sold 
in arms length transactions and there is, accordingly, nothing in the nature of a 
market price. Furthermore, no two pictures are alike; each picture is unique. 
Hence, when a producing company transfers a victure t o  a wholly owned 

~ ~ 

distributing corporation, the determination of what the price would have been if 
the picture had been sold t o  an independent distributor, presents a hypathetical 
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problem which is impossible af ~a lu t i on  except on the basis of arbitrary 
conjecture and surmise. Similar conditions exist in many industries. 

Finally, even if the arms length price standard were practical of application, 
the results are often capricious. Notwithstanding that all the various segments of a 
business may contribute to, and may even be essential to, the successful operation 
of the business as a whale, the use of this standard as an adjunct t o the  separate 
accounting method may reach the conclusion that some Eegments were highly 
profitable, others brake even, and still a t hen  operated at a loss. 

The separate accounting versus the formula controversy is as old a s  State 
income taxation. The first case involving it, Underwood Typewriter CO. 1'. 

Chomberlnin.4 was decided by the United States Supreme Court in 1920, some 54 
years ago. The corporation conducted its manufacturing activities in Connecticut 
which imposed a tax on or measured by income. Mort of its sales were made in 
other States. As in the hypothetical example mentioned previously, the 
corporation took the ~os i t i on  that manukcturing was not an incorne-producing 
activity, and that no income was realized until sales were made. Accordingly. 
although the corporation's income was substantial, it reported little or no incame 
attributable to  Connecticut. Connecticut reapportioned the corporation'r income 
by the use of a formula consisting of the single factor of property, the result of 
which was to attribute to Connecticut some 47% of the corporation's income. 
The Supreme Court upheld the Spate, and thus approved the use of the formula 
method. In the course of its opinion, the Court stated, at pp. 120-1: 

" * * * The profits of the corporation were largely earned by a 
series of transxtionr beginning with manufacture in C o n n e d w l  
and ending with sale in other Stater. In this it war typical of a large 
Dart of the manufacturing business conducted in the State. The 
legislalurr in attempting lo put upon this business its fair share of 
the burden of taxation war faced with the impossibility of allocating . 
specifically the prolitr earned by the processes conducted within its 
borders. It, therefore. adopted a method of apportionment which. 
for all that appears in this record, reached, and was meant to reach, 
only the profits earned within the State." 

Boss. Rotcliff & Grerron I,. Slate Tox Cornmissron,S decided by the United 
States Supreme Court in 1924, was the second case involving the issue of 
separate accounting versus the formula method. The taxpayer manufactured its 
product in England, and distributed it on  an mternational scale. One of i t s  sales 
offices was located in the Slate of New York. The corporation, l ike  the 
Underwood Company, computed its income by the separate accounting method.  
However, notwithstanding the fact that the entire buiners was highly profitable 
and that a substantial volume of sales war made in New York, the canclunon was 
reached that the New York operations were unprofitable. New York 
reapportioned the income by using the same formula which Connecticut had 
employed, i.e., a formula cunristing of the single factor of property T h e  State 
was upheld largely on the authority of the Underwood case. 

Notwithstanding these two landmark decisions repudiating the results of 
separate accounting and upholding the use of a formula in the apportionment of 
income, the separate accounting method continued to be u x d  extenrively. Many 
Staler openly preferred it and many others, at least, permitted it. The separate 

4 154 L'S 113.119201 
5 166 US. 271 119241. 
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accounting method also received some sfdte judicial support. Thus, the Supreme 
Court of Wisconsin in the case of Srandord Oil Co. v. Wisconsin Tax 
Cornmi~sion.~ repudiated the use of the formula and upheld separate accounting 
in the apportionment of the income of a large integrated oil company The 
Supreme Court of North Dakota reached a similar conclusion in Standardoil Co. 
v.  Thoresen7 

When I joined the staff of the California Franchise Tax Commissioner's 
office in 1935, the three-factor formula method was being employed to some 
extent, but on a somewhat haohazard. hit or miss. basis. There was no definite 
policy as to when it should be used. In fact, the Commissione~, Charles McColgan. 
favored separate accounting. On several occasions, back in those days, I heard him 
declare somewhat sententiously,"The best allocation can be made by the books of 
account!" However, he allowed me a fairly free hand. As a consequence. l shortly 
instituted the policy of requiring the use of the formula method to apportion the 
income of unitary businesses. Furthermore, I did my best to explain to the 
members of the auditing staff the distinction between a unitary business on the 
one hand, and a non-unitary business on the other. 

As a result of this policy, the formula method was employed to determine 
the amount of income earned in California by a corporation known as Butler 
Brothers. The corporation operated seven wholesale department stores, one of 
which was located in California. Its headquarters offices from which the business 
was managed and controlled were located in Chicago. All goods far all seven stores 
were purchased centrally. The business was highly profitable. The corporation 
computed its California income by the separate accounting method, and reached 
the conclusion that it operated at a substantial loss in California. The application 
of the three-factor formula attributed a substantial income to the State. The 
taxpayer paid the resulting deficiency and brought suit to recover. 

Shortly before the case was set for trial, I attended a conference in the 
California Attorney General's office in San Francisco, with the Deputy Attorney 
General in charge of the case, and representatives of the taxpayer. Following the 
conference, the Deputy Attorney General indicated that he agreed with the 
taxpaycr and was willing ta stipulate judgment in the taxpayer's favor. 

1 objected. During the course of the conference I learned that the 
corporation, by buying in large quantities, was able to realize a purchasing profit. 
i.e., it could obtain goods at a lower price than would have been possible if it had 
bought in small quantities. But it was able to buy in large quantities only because 
it sold in large quantities. Thus, there was an interdependent relationship between 
sales and purchases. Since California contributed to the sales, l thought California 
should be credited with a proportionate share of the profits. 

It was finally agreed that the case would be tried on the condition that I 
write the briefs, which I did. The course of litigation was long and rugged. The 
State prevailed in the trial court. The District Court of Appeals, which is an . . 
intermediate court in California, reversed, and wrote an opinion upholding 
seoarate accountine. The California Suoreme Court eranted a hearine and reversed - 
the District Court of Appeals. The United States Supreme Court sustained the 
the California Supreme Court. As a result, we have the case ofButlerBros. v Mc- 
colgon8 which ranks with the Underwood and the Bass Ale cases, as one of the 
leadine cases on the use of the formula method in the allocation of income. 

6 197 W s  630. 223 N W 85 119291. 
7 29 F 2 d  108 18th Cir. 1928). 
8 17CaI. 2 6 6 6 4 ,  111 P.26 334.affd .IISU.S.SO1 (19411 
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Shortly after joining the staff of the Franchise Tax Commissioner's office, 1 
learned that the members of a well-known, and, in those days, h igh ly  profitable 
industry, were paying only the minimum franchise tax. The t echn ique  was quite 
~imple. The property produced in Californi;, was sold to outside of the state 
wholly owned distributing corporations at cost. Thus, the  production 
corporations in California filed returns showing no income f r o m  California 
sources. All of the income was reported by the distributing corpora t ions ,  and for 
the most part escaped state income tax completely. This disturbed me greatly. I 
discussed the matter with the Commissioner and the Assistant Commissioner.  and 
~~~ ~ 

was advised that their hands were tied. Nothing could be done about it. 
I was unwilline to eive UD so easilv. The question was what t o  do about  it. l 

considered the possibility of requiring a consolidated return, but a b a n d o n e d  the 
idea for a number of reasons. First of all. in a somewhat similar c o n t e x t .  the New 

~~ 

York Tax Commission had attempted to requite the filing of consol idated returns, 
and had been rebuffed bv the New York Court of Appeals in the c a s e  o f  Peoole . . 
ex re1 Studebaker Corp. v ~ i l c h r i s r ~  I recognized the possibility t h a t  the califor- 
nia courts might reach a similar result. This possibility was particularly imminent 
since in the case of a consolidated return, the income is not only c o m p u t e d  as a 
unit, but taxed as a unit. Thus, it might well be urged that a compulsory 
consolidated return would be unconstitutional on the grounds that i t  m i g h t  result 
in one corporation being taxed on the income of another. 

Again, an affiliated group of corporations may include corpora t ions  some of 
which aR taxed differently than the others. Such differences P r e s e n t  virtually 
impossible administrative problems if the income of the group is t o  be combined 
and taxed as a unit. For example, in California, banks and financial corporat ions  
are required to pay a higher rate of tax measured by income than g e n e r a l  business 
corporations. Similar differences undoubtedly exist in the l a w s  o f  other 
States. If each corporation is taxed on its own income, these d i f fe rences  can be 
given effect. This becomes virtually impossible, however, if t h e  income is 
combined with that of other corporations and the total income taxed as a unit. 

The thought occurred to me that if, in the case of a single corpora t ion  doing 
business within and without the taxing State, it is permissible for t h e  State to 
look beyond its borders and fake into account the entire income of t h e  business 
in order to determine the true income realized from the portion of t h e  business 
conducted within the State, then why should it not be equally permissible for a 
State. in the case of a multi-corporate business, to look beyond t h e  corporate 
lines and take into account the entire income from the business i n  order to 
determine the true income attributable to the corporation or corpora t ions  doing 
business within the State? 

if  in the case of a single corporation, the State is not compelled t o  make an 
apportionment an  the basis of the taxpayer's books of account, but c a n  disregard 
them and make the apportionment by applying a formula to the income from the 
entire business, then why shouldn't it likewise be permissible in t h e  case of a 
multi-corporate business to disregard the taxpayer's books of a c c o u n t  and 
apportion the income by applying a formula to  the entire income of t h e  business? 

This Line of reasoning appeared convincing to me and so the c o m b i n e d  return 
or combined report procedure was born. Its purpose was two-fold. First, to 
prevent tax avoidance through the manipulation of transactions such as sales 
between controlled cbrporations, and second, to insure that the i n c o m e  of a 

9.244 N.Y. 114. 155 N.E.68(1926). 
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multi-corpontc b u s n e u  should be computed and appurtioned in the same 
manner  as in the c u e  of a slnglr corporate business thus promoting equality m d  
uniformity in t l x  application of the State's tax l a w  It has accomplished both of 
these objectives very rffectivcly. tinder the  coinbmed rrpurt procedure, 
intcr-company trancactmn, arc clminated, and hence 11 is lmmaterisl whelhdr 
they are rtgged or not. So hr as the ssrand objective is cuncerned, the adoption 
of  the combincd rrport proved quite timely. Calllornia won thc Butler Brothers 
casc, but except fur the combined report requixment. Butler Brothers cauld have 
prevailed by the simple exprdienl of organizing a reparate corporation to  operate 
tbc ('alifornll store. 

Rick in  1936 ,  when the combined report procedure orlginatrd. 
multi-corporate bus~nessri cxistcd but they were none tuu common. That 
, ~ t i m t ~ o n  liar changed diam~ticallv over the years. The adoption by the Congiesr 
in 1941 of  a corporate surtax wlth a $25.000 exempliun for each corporalaon 
piuvldcd a strong ini-cntive for the incorporation of varlous segments of a 
buanrrr .  1 know of our lnstance where over 50 curpnrationi were organized to  
drrclop one 40-acre tracl of land. Many of the rrnall loan companies have 
ir>corporntcd each separate loan office, with thc result thrt the numbcr of 
separate corparatmna in a single enterprise runs  into the thuuimdr A similv 
situation extstr in numerou, other r.ational and internat~anal cnlripri,rs. The 
rombmed report proccdurr has proven to be an ciiective tool to deal with this 
development. 

Oddly enough the validlly of the combined r ~ p o r t  procedure was never 
questioned by the coiporatiuna a t  which tt was inntially aimed, notwthrlandmg 
that its appllcatmn resulted in a rubstant~al ~ncrease in thelr California franchise 
tanre. However, its vahdity way subscqurntly challenged aggressively by anather 
group of taxpayers. It was rbstained as a reasonable a l l o c a t m  methud by the 
Cdkfornia Supreme Court in Ediron (iilifornm Stores v. AfcCdlgon. lu  

There are rcvrral features o f  the wmbined rrport procedure which I should 
ltke to cmphasire: 

I .  At the time the combined report procedure was put into operation, therc 
were no pravismna in the Callfurnia law specifically authortzmg it Instead, the 
authority tor employ~ng it war derived from the genrral power and duty af  the 
Cummmmner lo detcrmmr the income attributable lo sources within the State 
and subject to  the franchlir tau. Tlris is made ahundantlv ,clear in the Edison 
Siores case. 

1 mmt iun  this pomt for two reason*. First ui all, there has been considrrahle 
confurmn concernmg the matter Thus. some yeais ago Wlsconrm adopted the 
combined report, but the Wisoons~n Supreme Court repudiated it in the rase uf 
Inreryinrr Finonce Corp v. lVkconrrn Dept. of Toxorion " The Wmunsin court 
attemplcd to  distinguish the Edisvn Stores cart on the g o u n d s  that that case 
mu\t have bccn based upon a pcrultar provirion uf the Cal~fornia law. Nothmg 
cauld be iurlher from thc truth. Instead, as  stated above, the combmed report 
procedure was adopted 2nd upheld a, a reawnable but nut rpectfically rut l~orizrd 
a p p o r t m m e n t  method. 

I am happy to say that the Supreme Court of Oregon avoided the error made 
by the Wlrsonsin court, and rurta~nrd the use of thc combined report in Oregon, 

10 l O C d  Zdiil. I 8 l P l d 1 6 t 1 9 4 7 1  
I 1  i d  U n  l d  2 6 2  1 3 7  N K 2d I I  t l P 6 5 )  
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pnmartly upon thc authority of the Edison Stores case.12 
The  second reason for calling n t t e n t ~ m  to  the point as to  the source of  

authority far  thr  combined report is to  make it clear that the fact that the 
Uniform Act dues not specifically requxe it constitutes no barrier to  i ts  adoption 
by the Multistate Tax Commirsmn and the vanous member Sh tes .  

2. Because of its importance, I would again like t u  emphasize tha t  the 
combined report is not the same as a consolidated return, and does not in any 
way result in the taxing of one corporation on or measured by the income a f  
mother .  Actually the combined report is no t  a tax return, bu t  constitutes 
somzthing in the nature of an information return. Notwithstanding its use, rach 
corporation doing busmess in the taxing State is taxed on or measured b y  only 
its own irlcamr from sources within the State. However, if the corporalLon doing 
business in the State ia a member of an affilratcd group conductmg a business 
within and without the Slate, then instead of computing the income attributable 
tu the Stzte on the basis of thr  corporatlon's books of account. which may reflect 
the operation of only a small segment of the business, the apportionment is made 
with ~efe renur  lo the income from the entire busmess just as would be done  if the 
buriness had been conductsd by one entlty. 

3. Not uncommonly, two or more members of an affiluted group o f  
curpoiations may be domg business in the taxing State. In ruch cases, af ter  the 
portion of the income from the entire buriness which i s  attributable to  the taxing 
Statc is determined, such amount must be further apportiansd between the  
corporations domg business withm the taring Statc. This Lmn be done by using the  
three-factor furmula tnking into account only the portsons of  rach factor which 
are attributable to  thc taxing Statc. 

4. A- I mentwned previously, in the combined report inler-company charges 
a i  all kmds, such as inter-company sales, inter-company charges for interest, 
overlmld or uther items, are eliminated or dlsrrgardrd. In this respect they are 
treated in the same manner as inter-division charger of a nngle corporation in 
cares where the fotmula method i s  employed. 

5. The  question frequently arisrs whether the income of corporations 
forrign to the United States should be included i n  the combined report. T h e  
answer is an emphatic "yes": their income should be included. T h e  
apportionment should be  made by attributing to  each State a portion o f  the  
income from tho entire busincss regardleis of u,hether the  business is conducted 
between two or more States of the Unlted States, or between one or more o f  such 
Staler and one or more foreign countries. This ran  be accomplished o n l y  by 
combin~ng the incomes of all the corporations engaged in the conduct o f  t h e  
business. I t  is immaterial whether ruch corporations are  organized under the  laws 
of one of the States of the United States, or under the l a u s  of a foreign country. 

6. The question also often arises as lo what degree of common ownership is 
required in order for the income of s corporation t o  be included in a combined  
report. The  rule in Californta is that there must be c o m m o n  ownership, directly or 
indmctly,  of Inore rlron 50% of a corporation's voung stock before its Income 
will be included. Cammun awnershlp of even m much os 502 of a corporation's 
voting stock is ,101 sufficient for this purpose. 

7. W e  now come t o  a most controvcrsirl matter. T h e  income frum w h a t  
busmesses should be combined? Should the combined report procedure be 
confined t o  unitaiy businerrrs? Or, should the income from d l  commonly o w n e d  
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businrssrs be combined and be apportioned by one formula regardless of a h r t h r r  
the businoses arc unitary or sepaiiltc? These are important questions. 

I can state catcgurmlly that whatever policy is followed in the c : ~  o f  :, 
single corporation should be fullowed in the case of two or more a f f~ lml rd  
~orpora t luns .  For example. supposc a corporation manufactures and sells girdlrs. 
I t  also handles a linc of men's clothing. i t  likcwise manufactures acd sells various 
trxtilci.  If the income from all 01' thrsc suniewhat ~imilar  but aomcwhat dwrr,r 
operations is combined and apportioned as a unit, then the same procedure 
should be folluwcd even though each dnision 1s operated by a separate but 
cornmunly owned curporatmn. This. however, does not answri the lvasic question. 

I n  Califoriila, the use of the combined report has bczn confined to  unitary 
businesses. ilowever, the cunccpt of a unitiiry bus~ncss has changcd and 
broadened over thc years. 

In my earlirr days 1 was convinced that I knew the difference between a 
unitary burtnes* and a nan-unitary business. In  fact, 1 was so brash as to  concoct a 
defmition of a unitary business, thr  so-called "dependency and cantr ibutmn 
definition" This uas subseqocntly borrowed by the Callfornu S u p r m m  Court in 
the  Edison Stores case, and was later adopted by thc California Fr;tnchisr Tax 
Board. the successor to the California I'ranchtse Tax Corrrniissiunci. 

In the light of this definitmn. I was certam that 1 could recugnire a unitary 
business if I saw one. I was like thc young doctor who was ~ r o u d  of hisabihty to  
dvagnose pregnancy. One day be examincd a n  cldeiiy woman, and after the 
exnminatiun advised her that she was pregnant. She lauglied and s a ~ d .  " l h t  t i  

funny.  Awfully f u n n y  I am 76 years old. My husband. Abe, is 83. So you think I 
a m  pregnant'?" 

The young doctor replied, "It is nothing to laugh ahaut .  I I twe I h d  

cons~derable experience in these imatters. I can r e ~ o g n ~ e  pregnant woman when 
1 see anc, and you are pregnant." 

She looked at h m  for a moment. then wcnt l o  the telephone and dialed a 
number. \!'hen a v o ~ c  anrwercd. she mid. "Abe, the ductor tbmks 1 am 
pregnant." 

Abe replied, "Darlmg. t lu t  8% wunderful. May I oak who a i d l i n ~ " "  
Now that I am older if no w w r .  I quertiun u'helher there is s u c l ~  1 thing ar 3 

nun-unitary b u s i n e n  l i l h u s ~ l i  I still belleve that 11 13 apprupriate to compute 
non~business income separatrly and La allocate i t  spedical ly,  1 a n  irislmrd to the 
view that all lncarne from commonly owncd busincss activities should be 
combrned and apportmnrd by a slnple furmulr wtthout mquolng 1s to  whrthcr  
such activities are unitary or separate in nature. Such a pollcs 1s vimplr tu 
administer and will promote onilorrnity. 

It has been my experience that whrrrver tlicrr is common ownership t k r r  is 
a amount of common manaSement. therr is cenlrdized performance of 
certain functions, and there are other indimtion, of integration 

A policy which requires that thr  income from certaln burincsr activitler 
~ h o u l d  be comjwted and aliocatcd s?paialrlv on thc grounds lhat ruch activilies 
are not sufficiently integrated with other busmesi activltles to  conrl l tulr  a single 
~ m t a r y  business will nccessttate the drawing of inornerour fine lmer of dirlinctlon 
with respect to  which reasonable people !may wcll ddfer. Hence, any ruch policy 
 ill gjve rise to difficult adminlstrativa prublemr and will promote disparity rather 
than uniformity in allocation practices. 

Moreover, such a policy works against the States and in f w u r  of taxpayers. If 
a pdxpayer wants the formula method l o  be applied across the board, it will call 
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attention t o  various elements of integration and unity. If, however, i t  wants 
certain activities to be dealt with separately, such elements will be concealed and 
in many cases may not be discovered by State representatives. 

Perhaps a reasanable cornpromwe would be t o  adopt the policy set forth in 
the Regulations an  this subject which were adopted by the Multistate Tax 
Commission, as well as by a number of the member States, including California. 
Accurdmg to these Kegulalmns, businrqs activities which might for some purposes 
be regarded as separate burinerres, will be cansidered aa portions of a single 
business for allocation purposes if therz is either operational inter-dependency, as 
in the case of manufacturing 2nd selling activities, or strong central management 
coupled with the existence a f  centralized departments for such functions as 
financing, advertising, research and p~ rchas ing . ' ~  

This rule rrprcsents r serious effort la deal with the problem and has much 
t o  commend it. Hou'evu. in the dav-bs-day amlication of it. it isinevitable that  

~ ~ ~ .. 
bordrrline cases wll mre with respect ta  which different administrative agencies 
in the different Stater will rcdch different conclusions with resmct t o  the same 
commonly-owned business activities. 

8. We now L.ome t o  the most important question of all. Is the combined 
report procedure constitutional? I arn unable t o  predict what the Appellate 
Courts of all the different States will do. I can say emphatically, however, that  I 
believe it should be held valid. Under it,  each corporation doing business in the  
taxing State will be taxed on or measured by only its own income, and that  
income vnll be computed by methods which are fair and reasonable. 

The California Supreme Court unanimously upheld the combined report  
procedure in a carefully reasoned opinion in the Edison Stores case. The Supreme 
Court of Oreran likewise held it valid. It is true that the Suoreme Court  of . 
Wisconsin rejected it, but, as I mentioned previously. 1 believe that court labored 
under a misconception as to the California law. 

If  the Multistate Tax Commission sees fit to interpret the Uniform Act as 
requiring the use of the combined repart procedure, and I earnestly hope tha t  it 
will do so, that circumstance alone may prove highly salutary in obtlining judicial 
approval of the procedure in the various States which are parties t o  the  
Multistate Tax Compact. 

Although the separate accounting method was used extensively in t he  past 
and is still being used t o  a considerable extent today, over the years there has 
been a definite movement away from separate accounting and toward more 
extensive use of the formula method. Several factors have contributed t o  this. 

First of all, the United States Supreme Court, as well as the Supreme Cour ts  
of several of the States, deserve great credit for their able decisions and opinions 
upholding the formula method of apportionment. 

The State of Massachusetts deserves ereat credit for cuntributinr the  - - 
three-factor formula of property, payroll and sales, commonly referred t o  as the  
Massachusetts formula. It is the best formulaso far devised. It Hvrs weight t o  the  
major income producing factors. It avoids the possibility of an arbitrary 
apportionment resulting from the use of a formula consisting of a smaller number  
of factors, on the one hand, and, on the other, avoids the administrative 
clumsiness of a formula consisting of a larger number of factors. 

Both the National Tax Arsociation and the  Association of State T a r  
Administrators deserve credit for their efforts t o  promote the use of the formula 
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method, and particularly the three-factor formula. These effor 
romr rwir sr .  Long bcfure the Uniform Act was adapted hy 
most 01' the S t a t e  used the formula method to some exte 
tlrrer-factor formula was used t o  a far greater ektent thnn any 

Piokrsur Willvam 1. Pierce, who drafted thc Uniform Act, a 
Confcrrncc of Commissionrrs an Uniform State Laws which nponuv 
drsrrrc gear  c red~l .  Tiieir efforts proved mast timely. 

In n tcfr~handed sort of way, even Congress deserves credit for thrcr 
Irgiihte in this field thereby causing many of the States to adopt the 
Air! 

The indivldu~ls who conceived the Multistate Tax Compact, who 
it, atid who are and kAW been enraged in its administration, fully d 
heartfelt thmks. 

We're come a long way, hut lhrre is still a long way t o  go. In 
achieve complete uniformity in ulloc~tian practices, every State which ' 
tax on or measurcd by income should both adopt the Uniform Act and 
regular member of the Multislate Tax Commwion. The Commission 
promulgzte rrgulations dealing comprrhenrwly with apportionment pr 
Furthermore, somc mrthod mu,t he found to insure that the regulatio 
obsrivcd in practice by lhc m c m k  States. 

Among other things, the comhinrd report or similar procedure should 
aduptcd in ordcr tlmt the bubinesr income of multl-corporate businesses will 
apportioned by the threc-fasror formula rather than by separate accounting. 

+$J 
M a t  has been said with respect to the Uniform Act not achm+;, 

umformity in aliucatiun practices unless it is interpreted as requiring the2 
~ombinrd  report or similar procedure, is equally applicable to vpr iar  -,; 
Congrr,rional bdls which, if enacted and held valid, would compel the S t a i u  0 ' -  j 
use the farmuia method in the apportionment of income. l l  any such bi- k2 
m d  does nut require, or is not interpreted as requiring the combined rspar( + 
proccdurr, then uniformity will still be an unsltained goal. Instead, fhc lupya,'.r$ 
in dfect ,  will have an option as t o  the allocation methods t o  be employed. Ui. ,: 
any care it is dc~ircd to have the allocation made by the formula method, then tho . .  
r n t h  burinrrs wl l  be conducted by one corporation. If, however, it is duired to ;:" 
have income apportioned or allocated by separate accounting. chis cm bo '-'1 
achwcd by the simple and relatively inexpensive technique of organizing OM 4 
or morc affilinted corporltions in each State in which a portion or segment of* 4 
business is conductcd. . L* 

: 
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APPENDIX H 

ATTRIBUTION OF CORPORATE 
IhCOME AMONG DIFFERENT 

JURlSDlCTlOhS FOR TAX PURPOSES 

bV 
EUGENE F. CORRIGAN 

This paper wos presenfed of fhc Six1.v-Sixth A,znzrol Conference on Toxorion of 
rhe h'nrionol Tox Associalion on Sepfembm 12. 1973,  or Toronto, Conodo. 

Any nation, slate or province seeking t o  tax the nct income of a corporate 
business is faced with the fact that many corporate businesses derive the& net 
income from more than one political jurisdiction. Multistate or multipravince 
corporations will be earning income in two or more states or two or more 
provinces; and a multinational corporation will be earning its income in two or 
more nations as well as in political instrumentaliti?\ in cach of those nations. With 
each political entity seeking to tax net income of the corporate business, there 
naturally arises the problem of arriving a t  a falr means of determining how much 
of the fatal  income should be available for taxation by each political entity. 

It is not my intention to discuss here the ramifications of that problem 
among nations. At the international level the problem is complicated by matters 
of foreign policy, relative values of currency, and natmnal policy with respect to 
the social and economic needs of the nation. It is my intcntiun t o  discuss here the  
ramifications of this problem within the 51 state-level taxing jurisdictians in the 
United States. I hope that these comments will be germane to problems whlch 
may bc experienced in Canada as well. 

Historically the Eastern seaboard, particularly New York City, has been the 
situs of the corpurate movement in America. Always a leader in the commercial 
activity of the United Stater from the early settlement days forward, New York 
naturally led from the start in the development of all matters pertaining to 
economic and financial activities and, accordingly, in the development of 
corporations. That development requircd the concomitant devising of a tax 
system appropriate for corporations. While that system had to produce revenue 
for the taxing body, it also had to take into account the value of the corporate 
taxpayers to the locale. Therefore, it was important that the tan system not drive 
away corporate businesses to other parts of the nation, thereby depriving the 
taring jurisdiction of the economic bcncfifs as well as the tax benefits which 
could be derived from thc corporations. As we shall note, this consideration has 
had a significant effect on thc attributiun of dividends for corporate net income 
ta* purposes. 

Corporate net incomr taxes arc a relatively recent development in America. 
Indeed, they are in only about thcir sixth decade now; and many of our states 
have less than 30 years of rxpericnce with t hem It should not be surprising, 
therefore, that many states are now looking closely at the system of corporate net 
income taxation to determme whcther improvement can be made in it. 

P Mr. Corrigon ir fhr Exeeurive Direelor ufrhe Mulrisrnre Tox .?. Commission. An o f m r n r y ,  he hos been ocrive in the field of store 
f$ and loco1 foxorion since 1956. He wos Supervisor of Rules and 

' Regulorionr for the INtnois Deporlrnenr of Revenue when. in 
1969, he joined rhr Mulrisrofe Tox Commission in his present 
copoei1.v. 



APPENDIX H (continued) 

A review of that system reveals that n a r l y  every state uses a formula in 
determining what income af  a corporate business is t o  be attributable to that state 
for tax purposes. That formula is bascd upon various types of  corporate activity. 
With respect especially to manufacturing and mercantile corporations, approxi- 
mately 60% of the 46 state-level taxing jurisdictions having a corporate net  
income tax utilize a three-factor formula consisting of a sales factor, a payroll 
factor and a propcrty factor, wlth each factor being weightedequally. In the  
remaining 40%. variations of this formula are used. Thus one state uses only a 
property and payroll factor; another state uses only a sales factor; some states 
weight the three-factor formula romebvhat differently; and  some states are 
substituting a different factor, e .g,  a cost of goods sold factor, for the sales 
factor. Nevertheless. it is clear that there has arisen in the United States a basic 
corporation net incomr taxatmn philosophy which relies heavily upon a formula 
for the purpose of attributing income to each state. The reason for the use of the  . . 
formula is that no one has ever been able to hay with certainty that any part iculz 
aspect of corporate activlty is solely responsible for  the production of income or 
is more i m ~ o r t a n t  than a n v  other asoect. The  absence of anv single amect,  
whether it be sales, properly or payroll might well preclude the  production of any 
income whataacver far a business. The abwncc of other considerations might well 
haw  the same effect. 

On the facc of it, then, the application of the formula t o  all of a corporate 
business's income should result in a lklily uncomplicated determination of the  
amount of income which should be available for taxation in each of the states in 
which that business is operated. This is a position which increanng numbers of 
states in the United States are taking. There is stiff opposition to this position, 
however, from a large portion of the business community The  reason is that this 
position necessarily incorporates within it two concepts which offend the oppo- 
s~tion:  1) full apportionment, and 2 )  combination or,  alternatively, consolidation. 

Full apportionment involvcs applying the formula t o  all income regardless of 
EDUICC or nature. Opponents maintain that some income should be  treated 
differently. They refcr specifically to dividend income. They would have that 
income be exempt, if at all possible; alternatively, they would have it attributed 
to the commercial domicile of the receiving corporation. The latter provision 
effectively exempts dividends in all states except the state of commercial domicile 
from which the corporate business is operated. New York, Pennsylvania, Illinois, 
Massachusetts and California are the corporate domiciles of a preponderance of 
US .  corporations. In all but one of those states, the corporations have 
successfully maintained either that the dividends should be exempted entirely by 
the commercrdl domicile state, as is the case in Pennsylvania and, for the most 
part, in Massachusetts; or that only a portion of the dividends should be taxed by 
the commercial domicile state and that that portion should be determined on a 
formulary basis, as  is the case in New York and Illinois. The  result is that only a 
portion, if any, of the dividends are subjected t o  tax anywhere. The  prime 
exception t o  this position among commercial domicile states is Califurnia; but 
combination results in exempting most of the dividends in California since 
interaffiliate transactions and dividends are eliminated in the combination 
process. 

It is difficult t o  find a logical reason, other than a pragmatic or political 0 ° C .  

for treating dividends differently from royalty and interest income. Yet today 
many leaders of the corporate tax community will readily agree that royalty and 
interest income should be mcluded in the income base subject to formulary 
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appurtionmcnt. while s t  tlie same t m c  maintainwg that dividends should be 
trcared differently. Their position may be barcd upon the fact that dividend 
m o m e  generally lar exceed\ other intmgible lncame in  arnaunt. 

Cqmra t i on  reprcsentatwcs mai~ltaio that dividcndr rhuuld ra l ly  bc  exempt 
anyway on the basis that the inrume from w h ~ h  they are paid has already bcen 
135cd. Tllms miikcs s u m  m s e  at the federal l cve l  in the Umted States, since t h r  
federal tax at a rate of 48% often is applied to the mvomr from w h ~ h  thz 
dibldends a r c  pdld, 2nd i t  docr sonielmw uffend unds semibilities to see that same 
ta\  applied to virtually that s a w  mconfr. when received as dividends by a parent 
u r  3 l i 1 l ~ t ~ d  corpt,ratiun. Thc vtuation is much diffcrcnt at the state level, 
Iwarvrr .  Ins lc~d of one national rsx. w m e  forty-sir rtate-level taxes arc invoivcd. 
Therefore, in thc \.art malorit) of CASrS, thc diwdrnd, whlch d corporation in one 
s ta le  I C C ~ ~ Y C I  wdl Ihxw been derived from incame which has never been taxed by 
that r a m  state 2nd which, if tared by another statr, m y  have been taxed a t  rates 
substmially lower than the rate in [he ,tat< 811 which the receiving corpuratmn is 
located. There would rmrar to be nothine naturallv affemive. then. about . . 
allowing llsc various states la tax a corporatian's dividend income, along wlth all 
of i!3 orher incame, on the baru of a furmulnry drterrnmatmn. 

Comh~natwil or, alternatively, consolidallon is the other philosophy which i s  

incarpor~lcd into thr idea of full apportionment of all 01' the mcomc of a 
corporate busmess or of a multicorporate burtneii operatiun. As will be seen 
beion,, consolidation as used hcrr is not synonymous with cumbination; but 1hc 
two concepts are closely related. 

The key words in the field uf conibinatiun arc "corporate business." What 
makes up a corporate business where that business is bang  dune by several 
affiliated corporations? The concept of combination is based upon the a w m p -  
tmn that the business should be treated thc samc for tax purposes whether 
it is being conducted by one corporation, pursibly through several diwsionr of 
tliat corporation, or through many corparations. This unitary business concept 
also envisages thc possibility that a single corpuratlon may be engaged in two or 
more businesses or that only portions of several corporations are engaged in the 
same unitary business. The concept uf combination is complicated further by the 
jurisdictional consideration that a state should apply its tax to only thost 
corporations which are actually doing busmess within the state, even thuugh [ha 
determination of the amount of income to be taxed is made by applylng the 
formula to the total income of the mult irorpor~tr  business. 

Obviourly this unitary businesslcombination approach involver the exercise 
of judgment on the part of the taxing autlior~ties of cach sfatc taking that 
approach. Unfortunately, there is no guarantee that rach state will exerulsr tllar 
judgment in the same way. The potential for variety in the results is ubvmus. 
Thus, if every statc were to pursue this approach indcpmdently, then more than 
lOOR of tlie income of one corporate business might be subject t o  taxation 
amung the various states while substantially lesl than 100 % o f  another corporate 
business's income might be made available for taxation among those r m e  slates 
Crrtainly some more definitive and widely used guidelinss are desirable. 

Equally as clear, however, is the fact that those auidelines are not ia be . . 
found in prohibitiun of cumbination. Rather those guidelines are to be found in 
the development of a uniform approach t o  the application of the concept. 

One such approach to bringing combination nearer to a n  objective standard 
is to be found in the concept of consolidation. Ar defined far the purposes of this 
presentation, consolidation contemplates combining the reports no1 only of all 
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corporations which are engaged in the name business but of all corparatlons which 
are "affiliated." Two ~orporations are affiliated if more than 80% of the stack of 
one is owned by the other or if more than 80% of the stock of both is owned by 
the rame third entity. This concept has the advantage of mathematical determin- 
ability It has the defect, however. that, while the threr-factor formula t o  which 1 
have referred above may be proper for the mercantile and manufacturing 
corporations t o  which it is generally applied, it may not be proper, and 1 believe 
that it is not proper, for application t o  all other corporations of whatever types 
Thus that same formula may not be proper far appiicatmn to financial organiza- 
tions. to construction cuntrrctors. to service corporations in general, to tranrpor- 
tation corporations and public utilities in general, or ta communications curpora- 
tions. Since cunsolldat~on may often involve affiliated coroorations from several 
of these types of businesses, it runs into the questionability of seeking t o  apply 
one furmula t o  an entire group of affiliated corporations which may be involved ~. 
in many different businesses. 

The unitary business concept, then, appears to be the preferable concept if it 
can be subjected t o  objective standards and if those standards can be applied 
uniformly acrosr the country in order to ensure fairness to both state government 
and corporate taxpayers alike. 

I submit that the only manner in which thin can be acmmplished is through 
the auspices of an a g m r y  which would be involved in the makinr of  such 
determinations and in the exercising of the necessary judgments on the part of the 
varluus states wlth respect to the same corporate bunineases On occasion, these 
judgments may even involve varying slightly from the standard foimula because of 
rpccisl circumstances pertaining to a particular corporate business. Regardless of 
that consideration. however, the result would be that a taxpayer could know that 
that income which was attributed to onc rtatr as a result of the determination 
would not also be attributed t o  some other state and therefore be the subiect of 
potential duplicative taxation. By the rame token, each state would have the 
comforting knowledge not only that it w s  treating the corporate business fairly 
but that the state also was being treatcd fairly by the curparate business for tax 
purposes and that the state had available t o  it for taxation purposes its proper 
~ ~ ~. ~ ~ 

share of that corporate busmess's income. 
While this idca is receiving increased support across the country from among 

corporate tax personnel and state tax administration personnel alike, there remain 
some philosophical and technical objections to its implementation. I have already 
rcferred t o  objections to the inclusion of dividends in any tax base and, more 
specifically, t o  their inclusion in any apportionable tax base af any r tatr  other 
than the state of commercial domicile of the receiving corporation. Also, many 
Ttate tax administrators object to the idea of any centralized determination by 
anyone since it smacks of a federal take-over, something of which all of the states 
hare seen too much during the last twenty-five years in the United Stater. 

If we can accept the idea that the goal of uniformity and fairness has ment .  
thrn we should be able to move forward together toward that goal sornrhou,. I 
think that there is evidence of substantial progress along that l in* The course 
toward that goal might be acceptable t o  many peuple were it one which: 

1. Would impose no  limitations upon the states insofar as the apportionable 
tax base is concerned, but would guarantee that no state would haveavailable t o  
it fur  taxatlo" any of the same income that war available to another state for 
taxation; recognizing. however, that any state could exempt any portion o f  that 
insome which it had available t o  it for taxation; 
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2 .  Would treat a business in thc same way for tax purposes regardless of 
whether that business was conducted through one corporation or through many 
corporstions, ie . ,  would apply thr unitary businzrs/combination concept; 

3.  Would provide guidelines on the basis of which to apply the cumbination 
cuocept; and 

4.  Would pravidc for the application of the combination concept on a 
uniform basis among all of the stater 

If this appruach cnn be accepted, then the only remaining question would 
appcar la be How can it best be pursued? By allowing each state t o  make its own 
determinations? By eltabhrhing a federal agency to make the determinations far 
the stzter'! Or by providing Car plrticrpation in the determination procedure by an 
oreawzatlon of state tax admmistnturs working within guidelines and objective 
standards to be cslabiishcd by them to meet the four purposes set forth above? 
While lhers may be a thr r  alternatives, these appear to be  the three prime 
posiibilitics. Of the three, I believe that only the third one contains the seeds of 
accommodatmn to the weds  and desires of both the states and the  corporate 
business community. 

Thrrr currently exists in America only one organization which contains the 
potential to serve in this suggested capacity. That is the Multistate Tax Commij  
son.  it is the only entlty whlch ru s t s  as a result of lcgislatwe fiat from among 
many rtrter, the number of u,hich is currently twenty-one, through its charter 
which is known as the Multiitate Tax Compact. Through the  p~ovirions of that 
Compact, whlch is uniform legislstion enacted by those member states, it is the 
only organization for w h ~ h  active participation in tax administration matters is a 
possibility. As a matter of pramice, it already participates in some of the tax 
administration activities of some of its member states. Included among its 
activities is a pilot joint audit program under which an audit of  a corporate 
business is performed on behalf of several participating states at the same time. 
While this has drawn the flre of a large segnicnt of the multicorporate business 
community, that opposition has mostly been generated by disputes concerning 
matters to which I have already referred: namely. combination, allocation and 
apportionment, and exemption of dividends. That oppositton does not detract 
from the immense potential of the organization to accomplish the purposes set 
forth above. Operated by the tax adminirtrilturs of its member states, the 
hlultistste Tax Commission provides the best potential for a balancing af  thc 
interertr of all of the states, within the suggested guidelmer. with the interest.; ui 
the business community. 

Making sense out  of corporate income attrihuliun problems is a challenge ta 
every government seeking to tax the net income of r multinational or multiitate 

I think that that challenge can be mrt in America only if it is sought 
through the effective use of the Multistate Tax Commission, or of a n  organizatmn 
~ ~ b ~ t a n t i a l l y  like it. Even federally enacted guidelines 01 restrictions cannot solve 
the problems. They can only move the areas in which thr  problems are to be 
~mf ron t ed :  or the" can chanee the nature of the problems slightly. The need for - . . ~~  . ~ 

the problem-solving and uniformity~encouraging organization will remain. 
It is my contention that the Multistate Tax Commirrion can respond t o  that 

need succesrfully Neither it nor the charter upon which 11 is based ir perfect. 
any more than is any human being or any organization of human brings. 
Nevertheless, it has the potential to serve mosr of the mdicated needs. Perhaps 
mare impurtant, it has the flexibility and the potential for change to meet the rest 
uf those weds and to meet changing needs. I believe that any nation which has a 
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fedrial form af government will need such an organization if it is ever t o  cope 
succcsrfullv with the problems of attributing among its federated states far net 
income la& purposes the income of mult~nstional and multirtatr corporate 
businesses. 
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THE JOINT AUDIT PROGRAM OF THE 
MULTISTATE TAX COMMISSION 

FREDERICK P. CAPPETTA 

This speech was presented ot lhc 331d Annun1 Insrirrcre mi Fedwoi Toxatron of  
ihc New York L'tiivrrsily School of Continuiny Kducorro,~ on ,\'avembir 11. 
1974. 

It is a pleasure to be here today to discuss with you the Multistate Tax 
Commission and its Joint Audit Program. My plrasure is arcmtuated by my 
understanding that this is the first time that a State segment has been offered in 
conjunction with the Federal program at this institute. 

The Multirtate Tax Commission is a young organmtion. 11 came into bung 
on August 4, 1967. Not until February of 1969 did it have its first i laffn~elnhrr .  
It now has 22 member States and 15 associate member Stater1 That's 37 Stztes 
uut of 50 Qulte an accampli~hmcnt. l think you'll agree. And all for the purpose 
of achieving some semblance of unliormrty and equity and order in the very 
cumplex field of interstate taxation among the Stater. 

In 1966, there was the threat of Federal legislation which the States 
consldrred objecfianable. That situation has continued t o  this time. In 1966 that 
tbrcat cau~cd the Stnte, to look for an alternative to the threatened legislatian. 
Their anrwer war the Mult~state Tar Campsct. It still is. But more States are 
giving the Compact mare uppo r t  now than ever before. 

The hlullistate Tax Commisrion, which is the administrative agency of the 
Mult!state Tar C o m p ~ r t ,  has as its purposes the fallowing: 

1. i:acilitate pruprr detrrmit~ltion af Stale and local tax liability of multistatr 
taxpayers, mcluding the equltablr apportionment of tax bases and 
settlement of apportionment d q u t e s  

2 .  Promote unilurm~ty or compattbhty m slgnlficant components uf tan 
systcmb. 

3. Facilitate taxpayer convemence and compltsncc in the filmg of tax rcturns 
and in  other phases of tax adniinlitratiun. 

4.  A\.-d dupliualivc taxation. 
These pulporcr arc lbsled in the Compact ~trelf. 

I n  furtherance of those purposes, the Commission has done a variety of 
things. It has codified the nationally accepted juriqdiction rtandard for sales and 

I "Calllornu B ~ c ~ l l n r r  22nd Slate lo Lnri l  Mui ln l4 le  Tax Colnpxct''iMuiririo!e Tdi V e d e r r r r .  May 1914 
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use taxes. It has drafted a Uniform Sales and Use Tax Exemption Certificate 
which 29 States have now agreed to accept. It has sponsored a corporate income 
tax information sharing agreement which has been signed by 21 States toda te .  It 
is currently working on a uniform corporate income tax return form for use under 
the Uniform Division of Income fur Tax  Purposes Act (UDITPA). On a few 
occasions taxpayers apprarcd t o  have been subjected to duplicative Pasation by 
two or more States; when the Commission called the matters t o  the attention of 
the respective States' tan administrators, those administrators then resolved the 
problems for the taxpayers. The Commission has oroduced a set of Allocation and 
~ppor t iunment  ~eg&t ionr  undcr UDITPA. ~ i i h t  States havr already adopted 
those regulations in less than two years; and a ninth, illina~s, now appears t o  be 
on the verge of adopting them. Perhaps mart important of all. the adoption of the 
Compact itself has given a great boost to UDITPA, since LIDITPA i.; ~n integral 
part of the Compact. Theresult is that 29 Stater now m&e UDiTPA available for 
the taxpayer, many on an optional basis. 

The Commission has been highly mslrumrntal in generating smong State tax 
administrator, a broad increase in understandm of the ~ r o b l r m s  which face both . 
corporate tarpaycrs and Statc tax administrators in the field of State t a ~ a t i o n  of 
mterriatc commerce. it ha\ accomplished this throuzh the many. many rnee t in~s  
whah kt has cunducted: meetings in which both business and State personrrel havr 
locked horns in attempts to define and to resolve those problems. The so-called 
Ad Huc Committee dld yeoman service along this line in 1969 and 1970. A lot of 
people have found fault with its product. but the 1970 Ad Hoc Bill provided us 
with the basis far much of the thinking and discussion which has been addressed 
tu interrtate tsxsrion prabiemi during the past four years. 

Actually there h.ks been u great deal of agreement concerning many of the 
problems. There has br rn  very little diragreement about the sales and use tax 
pruvirioai d the Ad Hoc bill or  of the earlier Congressional subcommittee bill 
from which those provisions were mainly derived. There has been little 
dlragreemrnt over jurisdictional standards. Rut all of the  discussions have 
fuundrrcd over a handful of key issues. 

Those issues involve foreign income, dividends, combination and the 
throwback mie. Everyone agrees that foreign income should not be taxed by the  
States. The difficulty comes in trying to determine which income qualifies as 
foreign i n  naturc We'll get back to that later. 

Probably the greatest disagreement whirls around dividends. Should they be 
attributed to the State of commercial domicile a n  an allocation basis: or should 
they be included with all other income rublect tu apportionment; or should some 
of them be allocated and same subjected to apportionment: or should they be 
cnempted entirely; or should they be trcalcd in some ather way'? This is a 
complicated problem the solut~on to which depends in part an how you 
determine what is foreign income and  in part on whether or  not you treat the  
taxpayer the same if he operates his business through several carporstions as you  
do if he operates it through only onc corporalinn. Thbr, af  caurrr, brings up  the  
subject of combination and the unitary bunners concept. I will not dwell on tha t  
other tiran to note that interaffillatr tranmctions, including dividends, are 
eliminated from consideration durmg the combination process. This means that  
the rwcalled double taxation argument concerning dwidends i s  not applicable 
when combination is pracriccd. 
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You ore probably askmg yuurself about now: When is hegomg t o  get around 
to hi? mrm subjcct, the Joint Audit Program? The answer is: Now. 

The  Jolnl  Audit Program is a part of the many activities of the Multistate 
Tax Commission. It is a menns by which the Commission seeks to accomplish its 
purposes, which I listed earlier. The program affects and is affected by the 
interstate taxation problems to which I have referred. The participating member 
States have established policy for, and are enerrizing that policy through, the 
joint audit progmm. Consequrntl?., those who may not like the pollcy tend t o  
dislike the program. Therefore, we h a w  the U S .  Steel lawsuit which is currcntty 
pending in a federal court here in New Y o r l  against the Commission and its 
member States. 

Meanwhile, the Joint Audit Program progresses. Our stsfl l a  small: but we 
have just doubled it during the pas1 month. Joint audits are a thing not only of 
the present but ,  on a much more significant scale, of the firturc, whrther they be 

by this Commission or by some other rntlty on  behalf uf the Stater. 
The need far  joint audits exists. Their fearlbilit). is apparent. Then future is 
assured. 

1 ray this despite the h c f  lhat i t  has not been easy togct  the program off the 
g o u n d .  Personnel changes have porcd problems; coordination with the States has 
developed slowly; and the U S .  Steel litigation has  no1 hclped. 

Nevertheless, we compirted a couple of dozen large audits in 1973 and, with 
a reduced staff, about half that number in the first three quarters uf this year. 
Significantly, where unly two or three States normally partwipatrd in the early 
nudits back in 1971 and 1972, it IS nut uncumnmrt tu have right or ten. and 
sometimes 13, participating now. 

Audit selection is the first step in any audit pracsrs. Thc Intrcnal Revenue 
Service tries t o  audit every large corporate u r p a y e r  xnd w a y  r n d ~ i d u a l  
exceedine a certain level of income: while it only spu1~check.i other taxoavers. . . . . 
The IRS knows that a small percentage of error on returns of lhr larger taxpayers 
can haue substantial tax consequences. The States know this, too. So it should not  
surprise anyone that large multistate taxpayers draw a good deal of field audit 
interest from the States. Unfortunately, in the past, many of the States have not 
becn able to devote to such taxpayers field effort comparable with that interest. 
They have not had the personnel and they have not had the money to do  the job. 
Amung thuse States which have had the personnel and the money, the effort has 
often boen duplicative, exasperating to the taxpayer and unreasonably enpen- 
sivc for the States. The efficiencies and the economies of a joint aUocation and 
apportionment audit are too apparent, I think, t o  need elaboration here. 

Audit selection, then. is not much of a problem. It is not mere happenstance 
that the major opposition t o  the Commission is aimed at its Joint Audit Program, 
lhat that opposition consists primarily of C.O.S.T. (The Committee on State 
Taxargon of  the Council of State Chambers of Commerce) and that C.O.S.T.'s 
membership conrids of 92 of the 100 largest corporate businesses in this country. 
Large. profitable businesses will always receive substantial corporate income tax 
audit attention from the States. Indeed, nearly all of  the Stater are currently 
xeklng to beef up their fkld audit staffs not only for out-of-state audit purposes 
but for in-state field audit purposes as well. You can expect, therefore, t o  have to 
devote mare and more of your tlme to more and !nore field audits by States in 
which you do business. As that happens, I suspect that you will increawqly 
apprecnte the fact that the economies and efficaencies of joint audjts are 
beneficial nut only to the States, but t o  corporate taxpilyers as well. 
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When m e  ur more member S a t e s  haw  indicated an interest in ajolnt  audit 
of a particular taxpayer, we notify the other States of that fact t o  determine how 
many Stater may be similarly interested. If enough respond nffumativcly, then 
audit asrignmcnts and authoriratmns will flow from those States t o  the 
Commission, and that audit will be included in the Commission's audit inventory. 

The work load of our staff will then determine how soon the taxpayer will 
be contacted lor the purpose of arranging the initial interview. We try to allow 
sufficient leAd time so that we and the taxpayer can arrange a mutually 
canvenlcnt time. A letter of confirmation is sent t o  the taxpayer corporation and 
a rcqussl is included therein for certain basic documents. This gives the  tax 
department an opportunity to collect some of the data,  to minimize waste of time 
once we begin the audit. 

The items that we ask the taspayer t o  have available are such records as 
Federal Forms 1120 and their supportive detail. including: 

Federal Revenue Agent Reports 
Federal Forms 940 
Quarterly Employment Reports fur rarh State 
C.P.A. Annual Reporlr 
Annual Reports to Stockholders 
AU Schedules and Other Data in Suppart a f  the Retained 

Copies of Tax Retuinr for each State Including the 
Apportionment Formula Scheduler 

We now have to make an evaluation ns to the nature uf  the taxpayer business 
ta  be aud~ted.  Is it one or is it several carpuratmn,'? In whish af the auditing 
States is each carporation doing bunnerr? Is a consolidated fedual  return filed by 
the business'! If no, we ark for idrntiflcation of all of the entities being 
consolidated; namely those which are 8070 owned by the parent. As a matter of  
fact, even if a consolidated federal return is not filed, our States still want us t o  
gather full information r, to all affiliates wherein more than 50% common 
ownership is involvcd 2 The reason ir that they are increasingly interested in the  
unl lary  bubiness conccpt and in the combined report. 

You ma) romplaln that this is a California concept. Surely, it is; and it has 
been fur over 10 lears.3 More important: it has survived the tent of litigation over 
tlw sears So a Califorma concept it is. But it is also now an Oregon concept and 
a M~chipan concept And recently Illinois has issued a strong indication of its 
mtention to take the same route. Indeed all of thc states for which we are 
currently performing audits are directing us t o  use the conccpt. The reason is that  
they arc Increasingly of the opinion that the use of  that concept is a necessary 
prerequisitr to the aCcomplirhment of that uniformity and equity t o  which the  
Conllnirsion aspires in the corporate income tax field. 

We would not want you to think that combination is a one-way street. Our 
srates are  incredsingls supporting its use regardless of the results in any particular 
inrtancr. They are doinl: so out of the conviction that it produces the best results, 
in the long run, for all concorned This is true even though several of our audits  

2 W8lbur F Lnvcllc. "What Cunmufsr  a Unitary Buvnrc~:  lP-JSor,rhrm Cullloroio T*, i,irri,ur 14. 
and bran* M K z r h g .  "Thr i o m b m d  Kenon and Undormn)  #n AIlncrl ion P ~ ~ L ~ ~ C C . .  ' M T ~  i k n u r r  
Meelm$. Junc 25. 1974 

3 Builrr Brurhrr~ u. iMcCnigon. l i  Cai 2d r l fd 315 U S  SDI 119411 1 < 0 r n > ~ l ~  acLounc#ng mow, la the 
head o i  ih" cbr's I 

4 Kccsllng. MTC Dellvrc Mrefin&, June 25. 1914 
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have directly resulted in recommendations that taxpayers recewe refunds from 
certain states. 

Should the use of combln~tion be limited to domestic corporations; or 
shuuld it include foreign affiliatcr as well? i n  other words, should combinatiun, 
whcn it is used, be applied on a nationwide or on a worldwide basis? 
Theoretically, at least, a unitary busincsa is not limited by water or by foreign 
national boundarm or by d is tmce5 As a pixtical matter, worldwide coinbill- 
ation presents more difficulties than does nationwide combination, particularly 
where the parent is a foreign corporation. Nevertheless, those difficulties arc not 
insurmountable, and both Orsgon and Michigan currently reqmre worldwide 
combination. In addition, the type of combinatmn which Illinois appears to be 
cunsidrring is the worldwide one. We currently pcrfarm only a nationwide 
combination for those slates participating in our audits, except for Oregon and 
Michigan. 

Recently, on a joint audit, we combined a multinational corporation 
domestically. We left our completed workpapers x,ith the taxpayer's repre- 
sentative for his verification of our computations. He rather bitterly reslsted 
the thuught of applying combination to his business as a rewit of w h ~ t  he 
considered minimal unitary elements, e.g only a 100% flow of guudr as uaell a, 
identically common officers and members of the boards of directors. When he 
examined our papers, though, he found that worldwide combination produced a 
lessened tan effect in many of the States and a huge refund in one. He was "0%. 
convinced that he had a worldwide unitary oocration; and he has asked u s  t o  
verify his computations and to make the global recommendations to all States 
invalvcd in our audit. We have complied with his request. 

How docs one determine: 1) Whether two or more affiliated corporations are 
engaged in a umtary business; or 2 )  Which of many affiliates are so engxged? The 
courts have established the so~called Ownership, Operation and Use Test, on thc 
one hand, and the so-called Dependency ar Contribution test, un the other. 

The Burler Bmrhers case6 held that the unitary nature of the business of a 
foreign corporation engaged in a wholesale merchandise business and operating 
distributing houses in different states, including one in thc taxing state, is 
established by the following circumstances: 1) unity of owncmhip; 2 )  unity of 
operation as evidenced by central purchasing, advertising, accounting and 
management divtsions; and 3) unity of use in its centralized executive furce and 
general system of operation. And the Edison Srores case7 cstablishcd that a 
domestic corporation whlch is one of several ruhsidiary corporations owned and 
managed under one centralized system located outride the state. and whose 
business io rclling within the state merchandise received from the  parent 
out-of-state corporation, is deprndrnr on or condibures ro the opcration of the 
cntlre business throughout the nation; and is engaged in a unitary, not a aeparate, 
business so as to be subject to the unit rule of assessment in drternlining the 
proportion of its net income derived from business within the state fur corporate 
income tax purposes. We have t o  get as many facts as possible in order to 
determine whether the interrelationship between the affiliates is such as to meet 
either of these tests. If it is, then combination will be pursued. 

5 Burnr SUnlry.  T a x m o n  uf lnlcrilrlr Buwwss  Conhrinie. Aprll 1970, Chlrrgo, Tor Founduoon, im p. 
18 lrorelgn %ourco income I 

6 Bulirr  Brorhcrs v M i C o l m n  op nl 

1 Lrl i i r i r i  Coi ! /orn i~Srowl  v McColbnn, 30  Cd 2d 471 ( 1 9 1 4 )  

56 
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Wc will ark for a schcdule of aff~liates plus the following information as t o  
each entity: 

(a)  Date Acquired 
(b) Date hlereed, D~ssolvcd or Soid 
( c )  Percent 01 Owncrsh~p or Control 
(d) State of lncorporation and Date of lncorporation 
( e )  Kames of Officers and Directors by Corporation 

and Year 
(f) Nature and Uescription of  Principal Business Activity 
(g) Location of Operatiuns 
(h) Msnner in which Products arc Marketed 
(i) Location of Accounting Records 

We are going tu ask fur a description of the connection which existed during 
the audit permd between the parent and the subsidiaries and among the affiliated 
subsidiaries thrmsrlves. The description furnished should includc: 

A. Tiis extent to which operations are unitary as evidenced by centralircd 
(I" each relationship indicate the "from" corporation and the "to" 
corporation): 

(1) Management: 
(2) Operatiomi Supervision; 
(3) Accounting; 
(4)  Purchasmg; 
( 5 )  Advertising; 
(6) Insurance; 
(7) Financing: 
(8) Physical Facihties; 
(9) Research and Development Activities; 

(10) Preparation and Payment of Taxes: 
( I  1) Legal Sewces: 
(12) Sales Force; 
(13) Public Relations; 
(14) Employer Benefits: 
(15) Budget Preparation; and 
(16) Equipment Leasing. 

B .  The extent of unitary use of :  
( I )  Centralized Executive Force 

la) Board of Directors . . 
(b) Officers; 

(2)  lnteraffil~ate Transfer of Personnel (Disclose Job Descriptions 
and l o b  Titles); 

(3) Master Contracts for Common Customers; 
(4) Tradenames and Trademarks; 
(5) Common Patents; and 
(6) Government Contract Negotiators. 

C. An explanation of any product similarities. 
D. The amounts of total sales or business done and the amounts of sales to 

and from affiliated corporations, by year and products involved. 
E.  The cxtent to which any of the aforementioned unitary features are 

evidenced by service charger or royalty and license or other  payments,  
showing the year and the amounts from and to the  respective 
corporations. 

5 7  



Sufficient cumpctent  evidential matter has t o  be  obtained through 
inspection, ubrcrvar~ml. inquiries and confirmations to  afford a reasonable basis 
for  a n  opininn that I mul l  in good conscience make to  a State relatwe to  the 
p ruprmy of Combined Reporting in any particular set of clxumslnnces. Are 
thcre the unitws of owtiership, use, and operations? Are there contributions or 
dependencies? 

We must develop cnnugh evidential matter to  lcad to a logical decision based 
o n  circumstances found to  cxint;and we must develop enough information, in thr  
time available, to  make a decision. This is where ourjudgment  as auditors comes 
into play. \Vc will never have enuugll ldormat ian  to eliminate the need for 
judgment. The very best that w r  r an  rhuot for is cnuugh evidence to make it 
likely that two prudent ,men would reach the same decibion. I "decirwn." but, 
in reillity, we make only a rrcommendal~on.  The mdividual State'? personnel 
make the decision, af t rr  they have rrvieued uur workpaperr. 

I n  some earlier combination cases such ar the Joh,t Deew caseX wherein a 
unitary business was determined by the courts tu exist. the emplusis ws, upon 
the interflow af goods between the sffiliatss. However, two 1963 Californir 
Supreme Court cases, the Superior Oil cmr and the Honululu Oil i.d>c9. indimled 
that the single most important test wai not w h r l l ~ r r  a s u b s i d ~ x y  WAS selimg a 
pruduct manufactured by thc psrrnl  or whether is was engaged in rrwtcrs or 
business identical or similar to  thosr of thc parcnt;rather, the emphasis now was 
on features such as common executive pollcy making. admin~strat i r r  control 
coordinatmn, common financing, the mterchangr of technical k n o u l w u ,  the 
interaffiliate transfer of personnel. and common overall control. Tlwre were 
deemed important in determining unities. 

By the way, it was the taxpayers who won those cases. That curt Cdlifornia 
in the neighborhood of ten million dolisrs. The State had maintained that 

was the proper method tu use in reporting for  an ail 
operatian that occurred w t h i n  and without a State. But those cases laid separate 
rccaunt~ng to rest in California. Kansas' Supreme Cuurt recently produced a 
,imcIar result in the .Amoco case", as did a lower court in Georgia in t h e l l e w y  
Beck c a $ r t '  

In tlic 70's we had the Chase Brass and Copper Compony c a s e L 2  A study of 
the care wdl lndicatr both horizontal and vertical twins  to  the economic unit. 
Here agmn we had wordage such as: "The integration o f  executive farces is an 
element of cxccedmg importance; it is tap level management which is credited 
wlth the rffcct u l  corporate enterprise. The major pollcy matters are what count 

our er t inut iaa of integration." 
Now, let us get on to verification of the Apportionmcnt Formula. Property, 

payroll and salm, cqually weighted, canstitutr our target. We start our auditing 

8 John D w r r  Plow Co , Fimchai Tar Board, 1 8  C d l  l d  214 .  p 238 2d 569 0951) [Appeal dlirnmud 
U s  Supreme Cvuri  Ma) i. 1952 1 [Ovned 83 other iarporrtionr: d r m d  m e  unlldry burmcsr. 
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procrdure with the totals of enih af the three. Those totals will eventually serve 
as denommatun iur  111 o f  our Stdter. 

Normally, u.r begin with rota1 p ~ y r a l l  since that  is usually the most  readily 
accrrsihic infarmatian For thlr purpose, we examine the  taxpayer's Federal 
Forms 940 iur a c h  y u r  to  determine payroll everywhere. Then,  we request a 
breakdown of tntal payroll by State. Thir miormation can usually be  obtained 
from Statr  unemployment comprnsatsan quarterly reports and/or  Federal Forms 
941. Payroll vcrfication by State ha> posrd the smallest problem insofdr as tying 
into the totals i l  concerned. lnc~dental ly ,  this t r - i n  with totals is a most  
important aspect of our audits. In order to  vmfy  the totals or denominators to  be 
used in the rpport,onment factors, we must request a breilkdown b y  Stale  fu r  all 
Stdtes. In other words, the whole must be the sum of i ts  parts; and  so it is 
neceiwry to  set  and to  examme all of the parts. 

The next factor in our audit approach is the property factor. Again. we start 
w t h  total property a t  cost, usually obtained from data support  for the Srhrdule 
"L" balance sheet of the Federal Return. There are excrpt ions wherein wz may  
acccpt a total taken from the general ledger or from book figurer. But there are 
rxcrptionr which are sometimcr appropriate fur a particular type of industry or 
bunness; or which may be accepted because the taxpayer's Federal return figures 
arc n c t  Where those excepttons apply, we must then have a r econc i l i a t~onand/or  
an explanation from the taxpayer for inclusion in our audit narrative a n d  
workpapcrr. 

Next comes the problem of attributing property and rents  by State .  Property 
is uua l ly  segregated by type of property such as land, buildings, equipment ,  
inventories and rents. Thir eivcs us detail which is useful in determining - . 
sltuslnenus within a State. I t  also gwe us a better understanding of the  taxpayer's 
operation* or business activities such as mmufacturmg, sales and warehousing. 
Prr,perty breakdown by State ,  i.e. tying back to total (espec~ally rents or leases b y  
State), has been our most difficult single problem for  reconciliation purposes. B u t  

~ ~ 

the information necessary l a  verify the property factor is most  important to  an  
under~tanding of the taxpayer's actwities overall and particularly of those within 
the States for w h ~ c h  we are auditing. 

T h e  final apportionment factor rs the saler or receipts factor. We begin 
uzitll thc total sali's andlor  receipts on the Fcderal 1120. I say "and/or receipts" 
because we will use those figures in accordance wlth the UDITPA (Uniform 
Di\.irion af lncornc far  Tax Purposes Act) regulations if the  taxpaycr can provide 
us w t h  i n  scceptable state-by-state breakdown of them. Since he uwally cannot  
d o  SO. we generally accommodate him by using net sales by State  to  total  net  sales 
in cstabl~rhing the receipts factor ratio. 

Far this purpose a sales breakdown by state is required and  mui t  tie back t o  
total ralrs an the Form 1120. In many cases, we have found tha t  large nnluunts  of 
sales have remained unallocated or unassigned t o  any State. When we find these 
unallocated saler, we review the taxpayer's records in  order tu d e t e r m n e  where 
they should be assigned. l i t h e  records are insufftcient for thtr purpose, we discuss 
with the taxpayer possible alternative methods for determinmg the amounts 
attributable to  each State. 

Under UDITPA, sales are normall) attributed t o  the $tale  of dest inat ion.  
There are two exceptions: sales to  the Umted Stater Cuvernment  and sales in to  a 
state in which the seller does not  have jurtsd~ctional nehor. Such sales are 
attributed to  the state from which shipment i s  made. T h e  Pubhc Lau~ 86-272 
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standard is used t o  determine whether or not prisdimonal nexus exists. This 
so-called "throw-back" rule has been the subject of agreat deal of dwusslon and 
of no ilttle criticism over the years. One e.xcellent discussion of it is included in 
Peter Milla's December, 1971 Report of thc Committee on Interstate Taxation of 
the New York Bar A a s ~ c i a t i o n . ~ ~  (1 should note here that thcrc seems to be 
mueasing support, among state tax adminxtrators, for the so-called "throw-out" 
rule. Under thir rule. sales into a nun-nexus state are excluded from the 
denom!natar as wrll as from all numerators of the sales factor. This Itas the effcct 
o l  distributing thure sales among all states in which the seller has jurisd~ctional 
nexur J 

A couplc of property factor cases appear to have some bearing on the subject 
o f  rale, a t t r~butmn In theMcDonnellDouh.ios case," which was decided m favor 
of the ta\pLyrr, the California Supreme Court ruled that the fixtors to be used in 
npportlanmg u u t a r s  income by formula must give adrquate weights to the 
elcmcntr rrsponsibl~ far earning the income; that certain property which war 
owned hy the U S .  Government rather than by the taxpayer constituted a major 
fdutor in earning the taxpayer's income; and that such property must therefore be 
included in the property factor. The UDITPA regulations give recognition to the 
income earning effect ot ill property used in the business by providing that 
property usrd a t  no charge shall also bc included in the property factor at a 
reasondble fair rcntd valuc. 

In the 1970 Monl~olncry bard case,15 the California Supreme Court held 
that the statutory mandate to make an allocation on  factors, including the valur 
and ritus of tangible property, is satisfied by considering aU of the tangible 
property of the taxpayer as the denominator and, as the numerator, all of the 
property of the taxpayer which has a situs in, and which d~reclly affects the net 
income derived from or attributable to sources within, the State. For this 
purpose, in-transit inventory having a destination within the Smte was considered 
to have a situs within the State and was included in the numerator of  the Stat6's 
property factor. This ruling was bared on thc premix that that property "has 
neither becn taxed elsewhere nor used as a measure of income dcrived from or 
attributablc t o  another taxing jurisdiction." 

Those decisions relate to property. But can the quoted language not be 
equally applicable t o  sales into a "on-nexus State? The r a ~ t  that those rales have 
not been used as a measure of income derived from or attributablc to another 
taxing jurisdiction seems to afford an excellent rationale for hoth the UDITPA 
sales attributlun rule and thc alternative throw-out rule. 

The total accountability approach which tier ralch numerators to the total 
sales denominator seems reasonable to me as an auditor. As a matter of fact, there 

t o  be strong logic in approaching the sales problem in this fashion. It 
enables us to account for the accuracy af the denominator by tying each 
component part into it and then determining where and t o  what extent sales are 

This approach also has a butit-in pratectlan for the taxpayer against 
duphiatiue taxation: sales which are included in the numerator of one State are 
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excluded from the numerators of all other States participatmg in the audit. 
Occasionally, n tah representative will tell us that llc has no way uf tylng all 

ralch lnto the  t o t 4  on a destination basis. At that point ur suggcst that he c o n t x t  
hir accounting department for the statistics. If thc s t a t i \ t~os  are not available 
there, we may suggest that he contact the Vim Prrsident in ~ h a r g c  of sales. We 
know that those statislics are available somewhere in every company. 4 company 
may cut down un accountants, on audttors or on tax personnel; bu t  anythmg 
connected w t h  sales gets tap prwrity Sales statistics arc the lifeblood of all 
c u m p a n m  We musl have thuse rtati,f!sr in  order t o  makc P p r o p  comparison 
between the numcrators and thr denumindtur uf thc sales factor. 

An examination of the staimtics may rcvral that ccrtain vales wcre shippcd to  
locations in States in which the u\psyr . r  i s  neither taxed nor subject to  taxation 
as a result of its dr mitrimis xlivitics withm those States. W e  must  then  
determine the  locatium f m n  whwh such sales were  hipped so that we can 
attribute them ~ r o ~ c r l y  to  thelr a r i ~ i n  undcr UUITPA. This means that those . . 
sales will be includrd in the numcrzlors o f  the sales factors of the States of orlgin. 

I h a w  sagd that salrc are altnbllted ta the States of ongin if the taxpayer is 
neither t a c d  nor suhject to  tax in the Svate of destination. I want  to  clarify tha t  
statement fur you If thc salts arc into a Statc  which doer  not  impose a corporate  
income t an ,  then whethcr those sales are to  be  attributed to the State  of 
drstmation wiil depend solely upon whether the seller has mfficient nexus in tha t  
State to  canter on that State jurisdiction to  impose such a tax evsn though the  
State does not d o  so. In other words, sales into one o f  the five Slates which d o  
not impose a corporate income tax they arc Nevada. South Ilakata. Texas, 
Washington and W y o m l a g  wiil not  be attributed t o  the States of orlgm on the  
sole basis that those States d o  not ~nipose such a t a r .  Those ralcs will still be  
attributed to thosc destination States if the seller's contact there i, sufficient t o  
allow those Stiitci to  impose such a tax on  the seller if they chose lo impose such 
a t a r .  

Now Irl u s  look at  sale^ made infa one o f  the olher  4 5  Statcs. Let us assume 
that you appcar t o  have sufficient nexus in that S t s t e  ru [hat you are subject t o  
11s taring jur isd~ctmn; but let us also assume that ynu arc not  f~ l ing  returns there 
and are not  paying applicable tan. At least onc of our States  takas the position 
that your failure to  file returns and to  pay applicable tax in a Ststi. Into which 
you are making sales g i v e  rise to  a conclusive presumption that you arc  no t  
sublrct la the jurisdiction of thc latter State and that sales which have a 
dertinatmn in that State should be attributed t o  the State  of origin. T h a t  
presumption can generally be avcrcome by filing returns with the proper S ta te  
and payme. the applicable tax far the m d i t  period in qurstlon. 

W c  now turn to the distinction between apportionable business income and 
allocahlr non-burmrrs income. The nature and source of each ifem of income will 
determine into which cntcgary it f d l s  Here, again, wc need full information in 
order to  u p p u r l  a n y  determination as to  which income of your corporate  
busmers is t o  be treated as "an-business in nature and not, therefore, 
apport~onsble among the Sratrr far  which we are currently auditing. Toward tha t  
end. we do r e q u m  a breakdown dl' lhe infbrmatian behind the  figures o n  lines 4 
thruugh 10 of your  Federal return. 

Having obtained the nrcerrary information from you ,  we then use the  
Multistate Tax Commission r e g u l a t ~ u n ? ' ~  as our guideline in  recommending t o  

16 M u i i r i i o l  Tor C o o i m i i s l v n A l i o c o i ~ o n n n d l p ~ r ~ ~ 0 n m m ~ R ~ ~ i ~ a u n r ,  Cebrury  21. 1913 
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our participating States which of your various itcms of income should be trcated 
as apportiunable and which as allocablr. 

Our efforts should now have produced enough information for us  tu havc 
determined the taxpayer's apportionment formula percentage for each participat- 
ing State for each year of the audit period. We apply that percentage to total 
apportionable incame for cach year t o  determine the amount of business income 
to be  attributed t o  that State for each year. T o  those amounts we add any income 
which may be allocablc to that State far each year. The totals constitute our 
recommendations as t o  what is the taxpayer's tax base for that State for the audit 
period in question, broken down by years. 

Generally the States want us to apply their tax rate, show the tax paid and 
any bahncc due or refund payable under those recommendations. After 
discussing our recommendations with the taxpayer and making any corrections or 
adiustmcnts which may result from that discussion and from consideration of any 
supplemental information, we then forward to each State that portion of the 
overall recommendations which pertains t o  that State. We also forward ruooartine . . 
factual information as well as a discussion of the manner in which that infarmtion 
war used in reaching our recommendations. That discussion will also indicate any 
aspects of the rrcommendations with which the taxpayer may disagree and which 
may not have been resolved between us and the taxpayer. 

The  State will now review all of the materials which we have supplied. It 
may ask for more information from us; which may mean that we will havr t o  
contact the taxpayer again. The State may accept the facts as presented but may 
rcvise the recommendations in accordance wlth its own interpretations of its law. 
The State may accept the recommendations and simply bill the taxpayer, 

Our work is normally completed when we send our audit report t o  the 
States. Our experience has been that we havc usually been able to reach accord 
with the taxpayer as to our recommendations. Wherc that has not been 
accomplished, we may be required to part~cipate in hearings, both informal and 
formal, which may arise from the audit. The taxpayer has all of the same rights to 
administrative rcvicw and appeal as if the audit had been perfo:med by auditors 
sent directly by the State on its behalf only. 

We likc t o  close our audits t o  the satisfaction af State and taxpayer ahke as 
to the professional manner in which the audit was performed. We also like to 
close our audits on  the basis of agreement between the State and the taxpayer as 
to the balance due or refund payable. That is not always possible, of course, when 
different interpretations may arise out  of the same fact situation. One can never 
eliminate entirely the possibility that a particular disagrcemcnt can be resolved 
only through litigation. But we can conduct and close every audct on the bass  of 
mutual respect. And we aim to do that to the full extent possible. 

I have talked almost exclusively about corporate income tan audits. The 
reason is that those are the audits which havr involved the controversial areas to 
which I have referred earlier, namely: taxallon of dividends; treatment of foreign 
incornc: the unitary business concept and combined reporting; and the attribution 
of sales made to nun-nexus States. 

But wc also have performed many sales and use tax audits; and we are 
continuing to do so. Virtually no problems have arisen with respect t o  those 
audits. To the bcst of my rccollcctton, we have been able to gct taxpayer 
agreement to every one of our sales a d  use tax audit recommendations. Whde the 
economies and efficicncics of joint audits are not quite as dramatic in this field as 
in the corporate income tax ficld, they are not less real. 
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Joint audits are here to stay. They are a must for the States; and, really, they 
are a must for business. The controversial policy matters will be resolved one of 
these days. Then we can all settle down to doing our respective jobs in thc State 
and local tax field peacefully and amicably. Meanwhile, it will be to the advantage 
of all of us, whether we be state or taxpayer personnel, to acquaint ourselves fully 
with both the realities and the potential of joint audits. 
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M U L T I S T A T E  T A X  C O M M I S S I O N  A L L O C A T I O N  

A N D  A P P O R T I O N M E N T  R E G U L A T I O N S  

(4pplicabla to Art~cle  1V of the Multistatr Tax Cumpact and to  the Cniform Divi- 
sion of Income fur Tax Purposes Act.) 

Tlte following revired rc,qilorio,,s were odoprcd by flir Mulrisrorr Tox 
L'omniissiun on February 21 ,  1973. They ore rubjmr lo odoprion b y  eoch rnenibcr 
srafc in occoriionce wifh ifs owti Iowu mid procrdurer. 

The numeric01 rrfirences of fhe regularrom ore ro Arficle I V  of rlie 
Mtdlisrarr Tax Cumpocr and i n  subrecrio,is. 

Prologue.-There Regulations are intended to set forth r u l o  concrrnmg the 
application of thc appurtlonment and allocation pruvirlons of Article 1V of the 
Moltirtate Tax Cumpact The apportmnmcnt rules set forth in these Regulations 
are applicable to  any taxpayrr iaaving hurtnes, income. regardless o f  whether or 
not it has nonburinrsi mcomr. and the allocation rules set forth in thwe 
Regulations are applicable to  any taxpayer having nonbusmrss income, rrgardless 
of whethcr or not it has busincss income. 

The only exceptions to  these allocation and apportionment rules cuntainrd 
in these Regulations are those set forth in RrguLtion IV.18 pursuant to  the 
duthurity o f  Article IV.18 of the Compact. 

Thcre Regulations arc not intended tu modify ekisting rules concerning 
jurisdictional standards. 

*H Rep. IV. I .  (a). Business and Nonbusiness l n c ~ m e  Defined. Article 
IV. 1. (a) defines "biisineis incun~c" as income arismg from tranractions and 
activity in the regular course uf the taxpayer's trade or business and mcludes 
income from tangible and intangibleprapcrty if the acqu~sitmn, management, and 
dispositiun of the property cunrtitute integral parts uf the taxpayer'r regular trade 
or busincss operations. In mscnce, all income which arlses from the  conduct of 
trade or busmess aperattons of a taxpayer is busmeis mcume. F o r  purposes of 
administrat~on of  Article IV. the income of the taxpayer is businc5r income unless 
clearly classifivhle as nonbusinrss income. 

Nonbusiness m o m e  means all income other than businrss incomc. 
The classification uf income by thc labels occasionally used, such as 

manufacturing income, compensation fur  services, sales income. interest, divi- 
dends, rents, royalties, gains, operating income, nonopernting income, etc.,  is of 
no aid in determining whether income is business or nunbusmess income. Income 
of any type or class and from any source is business income IT it arises from 
transactions and actwity occurring in the regular course uf a trade or business. 
Accordingly, the critical elemcnt in determining whether incomc is "business 
income" or "nanbusiness income" is thc idcntificatiun of the transactions and 
activity which are the r lm,mtr  of a particular trade or buiness. In  general all 
transactions and activities of the taxpayer which are dependent upon ur 
cantrtbute to  the operations of the taxpayer's economic cntrrprise as a whole 
constrtute the taxpayer'r trade or business and will be transactions m d  activity 
arising in the regular course of, and will constitute integral parts of, a trade or 
business. (See Regulation IV.l.(c) for more speciflc examples of the clasrification 
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of income as businesr or nonbusiners income; see Regulations IV.l.(b) and 
IV.2.(b)(2) fur furthci explanation of what constitutes a trade or business.) 

Reg. IV.L.(b). Two or More Businesses of a Single Taxpayer. A 
taxpayer may have more than one "trade or business." In such cares. it is 
necessary tu determine the business income attributable t o  each scparate trade or 
business. The income of each burinrss is then apportioned by an apportionment 
formula which takes into consideration the instate and outstate factors which 
relate to the trade or business the income of which is being apportioned. . .. 

Example: The taxpayer is a conglomerate with three operating divisions. Onc 
division is engaged in manufacturing aerospace items for the federalgovernment. 
Another division is engaged in growing tobacco products. The thlrd division 
produccs and distributes motion pictures for theaters and television. Each division 
operates independently; there is no strong central management. Each division 
operates in this state as well as in other states. In this case, it is fair t o  conclude 
that the taxpayer is engaged in three separate "trades or businesses." Accordingly, 
the amount of business income attributable t o  the fanpayer's trade or business 
activities in this state is determined by applying an appropriate apportionment 
formula to the business income of each business. 

1.101 Single trade or business The determination of whether the activities of 
the taxpayer constitute a single trade or business or more than one trade or 
business will turn on  the facts in each case. In general, the  activities of the  
taxpayer will be considered a single business if there is evidence to indicate that  
the segments under consideration are integrated with, dependent upon or 
contribute to each other and the operations of the taxpayer as a whole. The  
following factors are cansidercd to be good indicia of a single trade or business, 
and the presence of any of these factors creates a strong presumption that the  
activities of the taxpayer constitute a single trade or business: 

[.IS] (1) Same type o f  business. A taxpayer is generally engaged in a single 
trade or business when all of its activities are in the same general line. For 
example, a taxpayer which operates a chain of retail grocery stores will almost 
always be engaged in a ringle trnde or business. 

1.201 (2) Steps in a vertical pmcess. A taxpayer is almost always engaged in 
a singlc trade or business when its various divisions or segments are engaged in 
different steps in a large. vertically structured enterprise. For example, a taxpayer 
which explores for and mines copper ores; concentrates, smelt3 and refines t he  
copper ores; and fabricates the refined copper into consumer products is engaged 
in a single trade or busincas, regardless of the fact that the various steps in the  
process are operated substantially independently of each other with only general 
supervision from the taxpayer's executive offices. 

1.25) (3) Strong centralized management. A taxpayer which might other- 
wise be considered as engaged in more than one trade or business is properly 
considered as engaged in one trade or business when there is a strong central 
management, coupled with the existence of centralized departments for such 
functions as financing, advertising, research, or purchasing. Thus. some conglom- 
erates may properly be considered as engaged in only one trade or business when 
the central executive officers are normallv involved in the omrations of the  
various divisions and there are centralized oftices which perform for the divisions 
the normal matters which a truly independent business would perform for itself, 
such as accounting, personnel, insurance, legal, purchasing, advertising, or financ- 
ing. 
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W Reg. IV.1. (c). Business and Nonbusiness Income: Application o f  
Vefinitions. The following are ruler and examplcs for determining whether 
particular income i s  business or nunbusiness income. (The examplrs used 
throughuut there regulntlons are illustiatlve only and do not purport to  set forth 
all pertinent facts.) 

[.lo) ( I )  Rents f rom real and tangible personal property. Rental income 
from real and tangible property is busmess income if the property with respect to  
which the rental Income was received is used in the t a p s y e r ' s  trade or busincraw 
incjdental thereto and therefore is includable in the property factor under 
Regulation IV 10. 

Examplc (i): T h e  taxpayer operates a multlstatr car rental business. Thc 
Income from car rrntais is buhines, income. 

t r a m p l e  ( ~ i ) :  T h c  taxpayer is engaged in the heavy construction business in 
w h ~ h  it uses equipment such as crancs, tractors, and earth-moving v e h i c l r s . ' ~ l ~ c  
t a p a y e r  makes short-tern1 leases o f  the equipment when particular plecen of 
equipment are not needed on any particular project. The rental income is buainess 
income. 

Example (111): T h c  taxpayer operates a multirtate chain of men', cluthing 
gores. The taxpayer purchases a five-story office building for  use in connection 
wlth its trade or business. It uses the street floor as one of its retail ,tares and the 
second and thwd floors for its gmcral corporate headquarters. T h e  rcmalnmg two 
flours are lca,ed to  o t h c r s  The rental of the two floors is incidental tu the 
uperatlon of the tanpdyer's tradc or busmess. The rental income is busrnrsr 
inconlr. 

Example (I") The taxpaysr operates a multiststtr chain ofgrocery stores. It 
purchales as an snvestmcnt an office bulldlng in mother  state with surplus funds 
and lea5es the rntlre building fa others. The net rental income Is not  buriness 
incomc of the grocery store tradr or business. Therefore, the net rental uicame i s  
nonbusinesr income. 

Example (v) T h e  taxpayer operates a multistate cham of men's ciuthtng 
stores. l h e  taxpayer invests in a 2O~stury officc building and uses thc rtrect floor 
as one of its retail stores and the second floor ior its general corporstc 
headquarters. The remaining 18 floors arc leased to others. i 'hc  rental of the 

floors is not inc~dental  to  but rathrr is reparate from the operatmn of the 
taxpayer's trade or business. T h c  net rental incomc i s  not business income of the 
dothing store tradr or business. Therefore. the net rental income is nunburmrrs 
income. 

Example ("1): The taxpayer constructed a plant fur use in its multirtate 
manufacturing busmess and 20 years later thc plant was closed and put up t b r  
sale. The plant was rented for a temporary pcrlod from the lime it w a s  closed by 
the taxpayer until it was sold 18 months laler. The rental incornc is busmes$ 

Income and the gain on the iale of the plant is busmess lncurne. 
Example (vii): The taxpayzr operates a rriultistate chain of grocery storcs. It 

awned an offlce building wltlch It occup~ed  as Its corporate headquarters. Hccause 
of inadequate space. taxpsyer acquired a i l ew and larger bullding clscwherc fur its 
corporate headquarters, The old budding was rented to  a n  investment company 
m d e r  a five-year lease. Upon  expiration of the lease, faxpayvi \old the buildmg a t  
a gain (or law). The net rental income rrcrwcd uvrr the lcnsc pcriod is 
nonbusinrrs mcome and thc gain (or loss) on the sale uf tlie buddmg 5s 

nonbuamrss income. 
[ .IS]  ( 2 )  Gains or losses from sales o f  assets. Gam or luir from the a l e ,  

rhchange ur other d~spuritiari o f  real or tangible or intangible personal p r u p c r ~ y  
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constitutes business income if the property while owned by the taxpayer was used 
in the taxpayer's trade or business. However, if such property was utilized for the 
production of nonbusiness income or otherwise was removed from the property 
factor before its sale, exchange or other disposition, the gain or loss will 
constitute nonbusinesa income. See Regulation IVIO. 

Example (i): I n  conducting its multistate manufacturing business, the 
taxpayer systematically replaces automobiles, machines, and other equipment 
used in the business. The gains or losses resulting from those sales constitute 
business income. 

Example (ii): The taxpayer constructed a plant for use in its multistate 
manufacturing business and 20 years later sold the property at a gain while it was 
in operation by the taxpayer. The grin is business income. 

Example (iii): Same as (ii) except that the plant war closed and put  up  for 
sale but was not in fact sold until a buyer was found 18  months later. The gain is 
business income. 

Example (iv): Same as (ii) except that the plant was rented while being held 
for sale. The rental income is business income and the gain on the sale of the plant 
is business income. 

Examplc (v): The taxpayer operates a multistate chain of grocery stores. It 
owned an office building which it occupied as its corporate headquarters. Because 
of inbdequate space, t~xpaye r  acquireda new and larger buildingelsewhere for its 
corporate headquarters. The old building war rented to an  unrelated investment 
company under a five~year lease. Upon expiration of the leaae, taxpayer sold the 
building at a gain (or loss). The gain (or loss) on the sale is nonbusinrss Income 
and the rental income recewed over the lease period is nonbusiness income. 

[.20] (3) Interest. Interest income is business income where the  intangible 
with respect t o  which the interest was received arises out of or  was created in the 
regular course of the taxpayer's trade or business operations or where the purpose 
for acquiring and holding the intangible is related t o  or incidental to such trade or 
business operations. 

Example (i): The taxpayer operates a multistate chain of department stores, 
sclling for cash and on credit. Service charges, interest, or time-pricc dffeientials  
and the like are received with respect to installment sales and revolving charge 
accounts. These amounts are business income. 

Example (ii): The taxpayer conducts a multistate manufacturiw business. 
During the year the taxpayer receives a federal incomr tax refund and  collects a 
judgment against a debtor of the business. Both the tax refund and the judgment 
bore interest. The interest income is busincss income. 

Example (iii): The taxpayer is engaged in a multistate manufacturing and  
wholesaling business. In connection with that business, the taxpayer maintains 
special accounts to cover such items as workmen's compensation claims, rain and  
storm damage, machinery replacement, etc. The moneys in those accounts are 
invested at interest. Similarly, the taxpayer temporarily invests funds intended for 
payment of federal, state and local tax obligatmns. The interest income is business 
income. 

Example (iv): The  taxpayer is engaged in a multrstate money order and 
traveler's checks business. In addition to the fees rece;ved in connection with t h e  
sale of the money ordersand traveler's checks, the taxpayer earns interest income 
by the investment of the funds pending their redemption. Theinterest income is 
businerr income. 

Example ("1: The  taxpayer is engaged in a multistate manufacturing and  
selling buniness. The taxpayer usually has working capital and extra cash totaling 
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S200,UOO wlilch it  r ey la r ly  invests in rhurt-term lntrreat bearing securities. l l i r  
interest income is business income. 

Esarnple (vi): I n  January the tarpaycr sold 411 the ,tuck uf a subsldury fur 
$20,000,000 The funds arr placed m an intrrcrt-bearing ~ c i ~ n t  pcndmg a 
d~:c~riou by management as to  how thc funds arc to  be u t i l l ~ f d .  l h c  i n t e r w  
income is nonhnsiness income. 

1.251 (4) Dividends. Dividends are hus ine~s  inromr where the stock with 
rr?pcct tu whlcll the dividends are received a r c w  uut o f  or was acquired in the 
rcgular courw of the taxpayer's trade or business oprrdtlons or whcrc tile purpohe 
for acquiring and holding the stock is ieiatcd to  or i n r ~ l e n t a l  to  sucll trade or 
b u s i n w  opmatlons. 

Lhample (i): Tile taxpayer opcrater a multi?tate chain of stuch brokerage 
lhuuses. Dunng the year the taxpayer reuwves dividrnds nn  stock i t  ounr  Tllc 
dwsdunds arc business income. 

Lxample (ii): T h e  taxpaycr is engaged in a multirtata manufa r tu r in~  m d  
aholcsaimg busineai. In connection with tliat businrv t k  tarpayer olainta~ns 
spcctal accounts to  cover such items as workmen's comprnsatmn claims, ctc .a 
portion of thc moneys in those accounts is invested in intrrrst-brrring bond> The 
remaiudcr is m z s t e d  in various cummun stacks h t r d  on national stork r b -  

changes. Both the interest income and any dividends ar? h o s n r o  i n m m e .  
'.xarnplc ( i i i )  T h e  taxpayer and several unrclatcd cnrpur;itlon, uwn 111 of 

the stock of a carporation whose business operations tunsist wlely of ~cqu i i ing  
and processing rnatc"als for delivery ta the corpuratr ownrrs. The lnhpayrr 
auquiicd the stock in order to  obtain a sourcc of iuppl\ of inatrrials used in its 
manufacturing business. The dividends are husmess inromr.  

Example ( w ) .  T h e  taxpayer is engaged in a multistatc heavy construction 
business. Mwh of its construction work 1s performed for agrncir\ of the fcdr rd  
guvernrnent and various slate governments. Under state and lrderal laws appl lc~ 
able to  contracts for these agencies, a contractor mubt lhavr a d c q u t e  bundtng 
capacity, as mcasuicd by the ratio of its currcnt assets (cash and mxketable  
scruri t ic~)  to current l~ahi l i t i r i  In order to mamlaln a n  adequate bonding 
capacity the taapaycr holds various stocks and interest-bearing securities. Bath 
the interest income and any dividends received are humeri income. 

I:xample (v): The taxpayer recetver dividends from the stock of its 
idxidiary or affiliate u,llich acts as the nlarkctmg agency for  products manufac- 
tured by the taxpayer T h e  dividends are h w n m  mcome. 

F.wmpic ( v i i  T h e  tarpaycr is cngsgcd in a multistate glass rrianufhcturing 
buslnr\\. It also holds a partiolio o f  stock and intcrest-bearing securities, the 
acquisitvm and holding of which arc unrrlatrd LO the manufacturing bwinehr. The 
dwdend,  and intcrert income recewsd arc nonbu$ineis income. 

[.30] (5) Patent and copyright royalties. Patent and copyright royaltie; are 
husincss Income where the patent or copyright with respect t o  which the royalties 
were recewed arihw out  of or wdr  created in the regular course of the t a p a y r r ' ,  
tradr or bus~nrss  operattons ar where the purpose for acquiring and holding the 
patent or cupyrigllt I S  related to or incidentd lo  such trade or business operatmns. 

Lsarnplc ( I):  The t q u y c r  is engxgrd in the multistate business of manufac- 
twiny. and rellmg induqtrid dicmicdr .  In cunnectiun with that bustncrs the 
t n p q r r  obtained patents on ccrtrcn uf it, praducts. The taxpayer licensed the 
production of the cbcmir.~is in forrip countries, in return fur which the taxpayer 
recrivrs rnyal t~cr .  The rayal tas  recewcd by the taxpayer are business income. 

E \ m ~ p l r  lii): The taxpayer is engaged in the music publishing business and 
lholdr ccpyriglrtn on nurncruua songs. The t.mpayrr acquires the assets o t a  smal~cr  
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publishing company, including music copyrights. These acquired copyrirhtr i r e  
thereafter used by thc taxpayer in its business. Any royaltm received on these 
copyrights are business income. 

Lxarnplc (iii): Same as cxamplc (ii), eAuept thal the arqulrrd company i l w  
hrld the patent on a type of phonograph needle. The taxpayer do?s not 
manufacture or sell phonyraphs or phonograph equipment. Any royalties 
received on the patent would be nonburinass lncomp. 

Reg. IV.l.(d). Proration of Deductions. In mo\t iaicb an a l l o w h l c d e ~  
duction of a taxpayer will be applic~ble only t o  the the business income arising 
from a particular trade or busincss or to a particular item of nonbu5iners income. 
In some Gases an allowable deduction may be applicable t o  the business Incomes . . 
of more than one trade or business and/or to several items of nonburiness income. 
11, such c a m  the deduct~an  \hall be prorated among such trades or  businesses and 
such item, uf nun bus in*^, income in a manner which f a d y  distributes the 
deduction among thc clavscr of income to which it is applicable. 

111 filing return\ w t h  this rtate, if the taxpayer departs from or modifies the 
mannrr or prorallng m y  suclt deduction used in returns for prior years, the 
taxpayer 41~11 di<zlore in the return for the current year the nature and extent of  
t l ~c  rnoditicatiun. 

If the returns or reports filed by a taxpayer with all states tu which the 
tilxpaycr reports under Article IV of this Compact or  the  Uniform Division of 
Ini-ome for T a t  Purposes Act are not uniform in the  application or proration of 
any deduction, the taxpayer shall disclose in its return to thls state the nature and 
extent of the v a r i m c e .  

m Reg. IV.2.(a). Definitions. ( I )  "Taxpayer" means [each state should 
m e r l  the definmun in Article 11.3. or the definition in its own tax laws] 

(2) "Apportionment" refers to the division of business income be- 
tween 5tatrs by the use of a formula containing apportionment kctors.  

(3) "Allocatmn" refers to the assignment of  nonbusinrss income to  a 
p u t l u u h  Et31e 

(4) "Rusinrss activity" refers to the transactions and activity occurring 
in the regular course of a particular trade or business of a taxpayer. 

*.* Reg. lV.2.(b)(l). Application of Article IV: Apportionment. If the  
business actiwty in respect to any trade or businesr of a taxpayer occurs ba th  
within and without this rtate, and if by reason of such business activity the 
taxpayer is taxable in anolhcr state. the portion of the net income (or net  loss) 
arising from such trade or busmehr which is derived from sources within this state 
shall be deterrnincd by apportionment in accordance with Article IVY. t o lV  17. 

Reg. IV.2.(b)(2). Application uf Article IV: Combined Report. If a 
particular trade or businerr i~ carried an by a taxpayer and one or more affiliated 
corporatrons, nothing in Article IV or in these rrgulations shall preclude thc use 
of a "cumbined report" whereby the entire buliners incomr of such trade or 
business is apportioned rn accordance with Arllclr IV.9, to IV.17. 

*H Reg. IV.2.(b)(3). Application Article IV: Allocalian. An). taxpayer 
subiect to the taxine, iurlsdirtion of thls rtate shall allocate all of its nonhusiness -. 
income or loss within o r  w>thout thlr stale in accordmce with Artick IV.4 t o  
1V.8. 
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Reg. lV.Z.(e). Consistency and Uniformity in Reporting. 
1.10 Year t o  year consistmcy.] In filing returnr with this state, if the 

tsxpaycr dcpartr t'rom ur modf i t s  the manncr in which income has been classified 
8s busmess inuolne ur nonbusmess income in returns for prior years, the taxpayer 
shall dlsciosr in the return ior the current y r s r  the nature and <ntent o f  the 
rnodificat~un. 

1.20 State t o  state.] If the returns or reports filed by a taxpayer fur  all 
states lo  which the taxpayer reporlr under Article IV of  this Compact or the 
Untform Diviaron o f  Income far Tax Purposes Act are not  uniform in the 
clars~fication of income as businerr or nonbusiness income, the t n p a y c r  shall 
d i d o s e  in its return to  this state the nature and extent of the variance. - Reg. IV.3.(a).Taxlble in Another Slate: In General. Undcr Article I V ? .  
the taxpayer is subjcct t o  the allocation and apportmiment  provisions of Arttcle 
IV if it has income from businas acllwty that IS taxable both wlthin and without 
this state A taxpayer'> income from bosincrs activity is taxable without this s tate  
~f auch taxpayer, by reasan of such business activity (i.e., the transsctmns and 
acrwtty occurring in the regiilaz course of a particular wade or busincrrj, 1s taxable 
in another rtate within the meaning of Article 1V.3. 

1.10 Applicable tests.] A larpayer 1s taxable ujithin anather stntc if it meets 
either one o f  two tcsts: ( I )  I1 by reason o t  business a c t w t )  in another rtate the 
faypayer  5 1  ~ u b l e c t  to one of the types of tsxes ~pecif i rd in Article 1V.3.(1). 
nalncly: A net lncornc t s r ,  r Ranchise t;m melsured by net income, a franchise 
ta* for the privilege "I' dmng business. or a corporatu stock la*; ur (2 )  If by 
reas"" o f  quch business activity anather state ha, jurisdiction to  \ubjcct the 
taxpayer to  a net income tax, rreardlrrs o t w h r t h e r  or not the state imposra such 
a t rx  on the taxpayer. 

[.20 Roducing nonbusiness income.] A tskpayer is not taxable in another 
rtate w t h  rr,pect l a  a ~drt lcular  trade or business merely because the taxpayer 
canducta activ~tier in  such other State pertaining to  the productmn of nonburiness 
income or business activities relating to  a separate trade or business. 

Rcg. 1\'.3.(hl. Taxable in  Another State: When a Corporation is 
"Subject to" a Tar Under Article IV.3.(1). ( I )  A taxpayer is "sebject to" one of  
thc taxes spcciflcd in Artlcle lV.?.(I)  if it carnes on business a c t w ~ ~ r  in such 
state and mch  state imposer such a tax thcrcon. An). taxpayrr which asserts that 
it is subject to  one of  thc tahcr ~pecified in Article IV.?.(I) ~n another state rhilll 
furnish to  the [ tax adminMratorj of I h n  state upon his request evidence to  
support such aaserliun. The [ tax admmrt ra to r ]  of  t h n  rtate )nay request that 
auih evidence include pioof that the taxpayrr has filed thercquisite tax return in 
such orhcr statc and has p a d  any laxel  imposed under the law of  such othcr slate; 
the taxpayer's failure to produce such proof may be taken into account in 
determining whethcr the taxpayer i n  fact is subject to  one a f  the raxer specified 
~n Articlc IV.3.(1) in such athcr rtate. 

[.IOVoluntary tax payment.] If the taxpayer voluntarily files and pays 
one or morc of such Wxeh when not requ~red ta  d o  aa by the laws of that state or 
pays a minimal fee for qualification, organization or far the prwilegr of doing 
busine~s in that state, but  

( A )  does not actually engage in business activity in tlral state. or 
(I]) does arturlly engage in some burmess activny, not sufficierlt for nexus, 
and the minimum tax bears na relation to  the taxpayer's business activity 
within such state, the taxpayer is not  "subject to" one of  the taxes specified 
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within the  meaning of Article IV.3.(1). 
Example: State A has a corporation franchise tax measured by net income. 

for the privilege of doing business in that state. Corporation X files a return and 
pays the IS0 minimum tax, although it carries on no busmess activity in State  A 
Corporation X is not "taxable" in State A. 

1.20 Taxability.] ( 2 )  The concept of taxability in another state is based 
upon the premise that every state in which the taxpayer is engaged in business 
activity may impose a n  lncome tax even though every slate does not d o  so. In 
stater which d o  not, other types of taxes may be  lniposed as a subst>tute f a r  an 
income tax. Therefore, only those t a w s  enumerated in Article IV.3.(1) which 
may be considered as  basically revenue raising rather than reguldtory measures 
shall be considered m determining whether the tdxpayrr is "subject to" one of the 
taxes specified in Article 1V.3.(1) in another slate. 

Example (i): State A requires all nonresident corporalcons which qualify or 
register in State A to pay to thr  Secretary of State  an annual license fee or tax for 
the prwikge of doing business in the state regardless of whathrr the ~r iv i lege  is in 
fact exercised. The  amount paid is determined a c c o ~ d i n g  to the total authorized 
capital stack of the corporation; the rates are progressively higher by bracketed . . 
amounts. The statute sets a minimum fee of %50 and a maximum fee of $500. 
Failure t o  pay thc  tax bars a corporation from utilizing the state courts  for 
enforcement o f  its rights. State A also imposes a corporation income tax. 
Nonresident Corporation X i s  qualified in State  A and pays the required fee t o  the  
Secretary of State but does not carry a n  any business activity in S t a t e  A 
(although i t  may u t i k c  the courts of Stale A). Corporation X is not "taxable" in 
State A. 

Example (ii): Same facts ar Example (i) except that  Corporation X is subject 
to  and pays the corporation income tax. Payment is prima facie evidence tha t  
Corporation X 0 1  "wbject to" the net income tax of State  A and is "taxable" in 
State A. 

Example (i"): Slate B requires all nonresident corporatmns qualified or 
registered in State B to pay to the Secretary of State anannua l  permit fee or t a x  
for doing business in the state. The base of the  fce ur tax is the sum of (1) 
outstandmg capital stock, and ( 2 )  surplus and undivided profits. T h e  fee o r  tax 
base attributable lo State B is delcrnmined b y  a three factor apport ionment 
formula. Nonresident Corporation X which operates a plant in Statc B, pays t h e  
iequircd fee or tax t o  thc Secretary of State. Corparation X i s  "taxable" in S t a t e  
B. 

Example (iv): State A has a corporation franchise tax measured b y  net 
income for the privilege of doing business in tha t  state. Corporation X filer a 
return based upon its business activity in the state but the amount of computed  
liability is less than the minimum Pa*. Corporation X pays the minimum tax .  
Corporation X is subject to Statc A's corporation franchise tax. 

Reg. IV.3.(c). Taxablc in Another State: When a State has Jurisdiction 
to Subject a Tarpayer to a Net Income Tax. The  second test, that o f  Article 
IV.3.(2), applies if the taxpayer's business activity is sufficient lo give t h e  s ta te  
jur~sdictiun lo impoae a net income tax by reason of such bus~nessactivity under 
the Constitution and ststulrs of the Unitcd States. Jurisdiction to tax is n o t  
presant where the statr is prohibited from imposing the tax by reason o f  t h e  
provisions of P o b l ~  Law 86-272. I S  U.S.C.A. $5381.385. In the czse o f  a n y  
"stale" as defincd in Artlcle IV.l.(h), a th r r  than a state of the Unitcd S ta tes  o r  
political subdiv~s~on  of  such state, the determination of whcthei  such "state" h a s  
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jurisdiction to  suhjrct the taxpayer to  a llct mzalne 1.w shall bc made as though 
the jor isdi~t iunrl  standards applicable to .I 5tJte u f  the Unltcd Statcs applied in 
that "~13te." Ifjurtsdiction 15 o t h r c u i ~ e  present, such "itatc" is nor considered as 
s i t h o u t  turlsdlct~on by rra\on uf the proriwms 01's trraty between that state and 
the United S1~ti.s.  

Exnrnplr: Cnrpuratwn X i s  ~i ' t iuely engaged in manufacrur~ng farm cquip- 
m m t  in S t r l r  4 mid in forclen iuuntr)  B Llutlc State A and foreign cauntry B 
impose a net incomc tah but foreign country B esc<npts corpurations engaged m 
manufarturrng i m n  rquipmrnt Corporatmo S is subject to  the pi isdlct ion uf 
Statc A rnd forcgn counlry B 

* Rcg. IV.9. Apportionrnenl Formula. All  b t~s iness~ncome of each tiildc 
or busmuss of the taxpayer i h d l  he apportioned to this state by use of the 
apportmnment furmula sct forth i n  Article 1 V . 9  I lhr rlsmentr of thc xpportiun- 
ment filrrnula arc thc property factor (scr Regulation IV.IO.), the payroll factor 
(rce Regulation 1V.13.) and the sales factor (see Regulation IV.15 ) of  the trade 
or busmcsr of lhc taxpayer. 

* Reg. IV.lO.(a). Property Factor: In General. The property t l i t o r  uT the 
apportionment (ormula for rach trade or business of the taxpayer shall include all 
real and tangible personal property owned or rentcd by the takpayrr and used 
during the t a r  period in the regular course of such trade or businebr Tnr term 
"real and iangible personal property" mcluder land, buildings, machmrry. stocks 
of goods. rquipment, 2nd other real and tangible personal propcrty but hoe, nut 
mcludr coin or currency. Property urcd in conncctiun u,itii the pruductlcn of 
nonbusincss incomc rhall be excluded from the property factor. Property m r d  
bo th  in the regbilar course of taxpayer's trade or busmess and in thc prudoctvm o i  
nonburiness income shall be included in the factor only to  thr  extent  lhe 
property is used in the regular course of tahpaycr's trade or bus in~rs .  'The mcthod 
of determining that portion of the value to be included i n  the factur will drpcnd 
upon the facts of each case. The property factor shall mclude the wrrdgr vrlur nf 
property inclodabls in the factur. See Rcguiatiun I V i ? .  

Reg. IV.lO.(h). Property Factor: Property Used lor  the Production of 
Business Income. Property sllall be inclodmi in the ptoperty fdctur IT i t  is 
aclii.\!ly u,ed or is 3uallablc for or capable of being u>?d during tlir tax period in 
t h r  irguldi courbc ilf the tradc ur buslneu uf thc tahpayer. Property hcld as 
r e s r n r s  <or rtsndb) taci l i tw ur property h d d  as r r w r v e  source of materials shall 
be included in the factor Fur r rample ,  i pllnt  tcrnporarily idle or raw material 
reserves no1 carrently being p racesed  are inl-lihlable in the factor. Property ar 
equipmrnt trndcr c o ~ t r u c t t o ~ ~  durmg the tax p e r d  (except mventoriable goods 
i n  procrsri i h ~ l l  h e  excluded from the iactur untd such property is actually used 
in thc regular uuursr uf 111. trade ur husiness af rlic taxpayer. If the property is 
pa r t l~ l ly  usrd in thr  regular cuurw u f  tlw trade or busincis of the tanpayrr uhi lc  
undcr roristruition. lhc \&ue u i  thr  prdpcrty to the cxtcnt uwd shall be included 
ill tlw prcpcrty la i tur  Pnipcrty u c d  in thi. r c g ~ ~ l a r  ruursr of the trade or busness 
o f  the t a x p q  cr  shall runem III thc property factor until 11s permanent withdrawal 
is rstablirbed by an ~dcntf iablc  rvcut such nr its conrcnion to the production of 
nonbusincr~ mcomr. Itr mlc, or the lapse ai a n  extended periud of time 
(norll,dlly, f irc yew\ )  durmg which thc property i, hrld for sale. 

L\amplc (ii  Ta~p:cyrr  cloccd i t \  manuf.,ctunng plant in State X and held 
prnpvriy i o r  mle The property rcm3inr.d vacant until its sale one year later. 
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T h e  value of The manutdct~!ring plant is included in the property factor unltl the  
plant i s  <old. 

Example (ii): Samr a, ahove cxcept that the prvpcrty war rented until the 
plan was suld. The plant is mcluded in lhc propert" favlur until rhc plant is sold. 

Example (iii): Talpaycr clnscd ilr manihc tu rmg plant and leased the 
building under a five-yrar lrilsr. The plant is included in the pruprr ty factor  until 
the commencement of thc l r ~ a r .  

Example (ivj: TI,? t a ~ p ~ y c r  opcrate, a cham o i  r e t ~ i l  grocery stores. 
Taxpayer da red  Store A.  uhich wJr then remodeled )"to three small retad stores 
such as a dress shop. dry cleaning. and harbcr shop, whtch wcre lensed to  
unrelated parties. The propzrtv I, removed frorn tlir property factor on the  da te  
the  remodeling of Store A u o m ~ n ~ n c r d .  

w Reg. IV.lO.(c). Property Factor: Conrislency in Reporting. 
[ . I 0  Year t o  year consisleney.] In filing returns with thls statc, if the 

taxpaycr departs trum or m o d ~ l i r i  l h r  manner of valuing property, or o f  
excludmg or including property rn the  property factor, used in returlis fo r  prior 
years, thc  taxpaycr shall disclusr in the  return for thc current year the  nature and 
extent of the mod~fication. 

(20 State to state uniformily.] If the  rcturns o r  rcporlr filed b y  the 
taxpnyer w t h  all states to  which the taxpayer reports under Article IV of this 
('umpdct or the Uniform Division of Income for Tax Purposes Act are n o t  
unifurm in thc valuation of property and in the esclusion or inclusion of property 
in thc property f ~ c t o r ,  the tanpaycr shall disclose in its return to  t h n  s tatc  the 
nature and extent of the variance. 

Reg. lV.lO.(d). Property Factor: Numerator. T h e  n o m e r ~ t u r  o f  the  
property factor shall include the average value of the real and tangible personal 
prupcrry owned or rentfd by the taxpayer and used in this state d u n n p  thc  lax 
period in the regular course of the trade or busmess of the taxpayer. Propcrty in 
tr.mrll between locations of the taxpayer to  which it btlongs shall b ~ .  considerrd 
to  be a t  the destination far purposes of thc property factor. Property in tranrll 
b r tucen  a buyer and seller which is included by a taxpayer in the d e n u m ~ n o l o r  o f  
il, property factor in accorda im with its regular accounting praclirr5 shall be 
mcluded i n  the nunkcrator according to the state of destination. T h e  value of 
mobile or movable property such as canstruction equipment ,  Irur.k\ or IeascJ 
electronic cquipment whlch are located within and without this stare during the  
tax period shall be determined far purposes of the numerator of the factor  o n  the  
basis of totdl lime w!thiii the state during the t a r  period. An automobile assigned 
t o  a traveling rnlpioyec shall he included in the numerator of the factor  of  the  
state to whir11 the employee's iompemation Is rmigncd under the payroll factor  
or in the numerator 01 the r t 3 k  in which the automohilc is licesncd. 

*H Reg. IV.l l . (a) .  Property Factor: Valualian of Owned Property.  
(1) Properly owned by the tanpaycr 111311 be valued a t  i ts  original cost. As a 

general rule "origin~l cos1"isdrerned to be the basis af  the property fo r  federal  in- 
come tax purposes (prior lu  any federal sdjurtmcntr) a t  the time of acquisition b y  
the taxpayer and adjusted by subsequent capital additions or improvements  there- 
t o  and p a t i d  disposition thercof, by redsun of rsle, exchange, abandonment ,  etc. 

txamplc  (I): The IdYpaycr acquired s i;!ctory hullding in thts m t r  a t  a cost  
of $500,0011 a n d  18  months ldlrr e i p t n d e d  5 100.000 for  major remodeling o f  t h e  
building. Tarpdyrr  files relllrn for the ot8rrcnr ra\;lble year un  the calendar-  
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year basis. Depreciation deduction in the amount of $22,000 war claimed on the 
budding far its return far the current taxable year. The value of the building 
includable in the numerator and denominator of the property factor is $600,000 
as the deprecmtion deductlo" is not takcn into account in determining thc value 
of the building for purposes of the factor. 

Example (11):  During the current taxable year, X Corporation merges into Y 
Corporation in a tan-free reorganication under the Internal Revenue Code. At the 
ttme of the merger, X Corporation awns a factory which X built five years earlier 
at a cost of $l ,000,000.  X has been depreciating thc factory at the rate of two 
percent per year, and its bans in X's bands at the time of the merger is $900,000. 
Since the propcrty is acquired by Y in a transaction in which, under the Internal 
Revenue Code, its basis in Y's hands is the rame as its basis in X's, Y includes the 
property in Y's property factor at X's original cost, without adlustmen1 for 
depreciation, i e  $1,000,000. 

Example (tii): Corporation Y acquires thc assets of Corporation X in a 
liquidation by which Y is entitled to use its stock cost as the basis o f  the X assets 
under 5 334ib)(2) of the 1954 Internal Revenue Code ( ie .  stock possessing 80 
percent control is purchased and liquidated within two years). Under there 
cmumstances, Y's cost of the assets is the purchase price of the X stock, prorated 
over the X asset?. 

If original cost of prnperty i s  unascertainable, the property is included in the 
factor at its iau market value as of the date of acquisition by the taxpayer. 

(2) Inventory of stuck of goods shall be included in the factor in 
accordance wlth the valuatmn method used for fedcral income tan purposes. 

(3) Property acquired by gift or inheritance shall be included in the factor 
at its basis far determining depreciation for federal income tax purposes. 

Reg. IV.II.(b). Property Factor: Valuation of Rented Property. 
[.LO Multiplier.] (1)  Propcity rentcd by the taxpayer is valued at eight times 

its net annual rental rate. The net annual rental rate far any item of rented 
property is the annual rental rate paid by the taxpayer for such property, less the 
amrerate annual subrental rater paid by subtenants of the taxwyer. (See -- - . ~ 

Regulat~an IV.l8.(a) for special rules wherc the use of such nct annual rental rate 
produces a negatlve or clearly inaccurate value or where property is used by the ~. ~ 

taxpayer at no charge or rented at a nominal rental rate.) 
[.IS Subrentals.] Subrents are not deducted when the subrentr constitute 

busmess income because the property which producer the subrents is used in the 
regular course of a trade or business of the taxpayer when it is producmg such 
income. Accordmgiy there is no reductmn in its value. 

Example (i): The taxpayer recelves subrents from a bakery concession in a 
food market operated by the taxpayer. Since the subrents are business income 
they are not deducted from rent paid by the taxpayer for the food market. 

Example (ii): The taxpayer rents a 5-story u f f u  buildmg primarily for use 
in its multistate business, uses three floors for its uffices and subleases two floors 
to various other businesses and persons such as prufrsiionrl people, shops and the 
like. The rental of the two floors is incidental to the operation of the taxpayer's 
trade or businerr. Since the subrents are business incomr they are nut deducted 
from the rent paid by the taxpayer. 

Example iiii): The taxpayer rents a 20-story office building and uses the 
lower two stories for its general corporation headquarters. The remaining 18 
floors are subleased to others. The rental of the eighteen floors is not incidental to 
but rather is separate from the operation of the taxpayer's trade or business. Since 
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the subrrnts are nonhus in rs~  income they are to be deductcd from the rent  paid 
by thc taxpayer. 

[.20] ( 2 )  "Annual rcntal rate" IS the amount  pa idas  rental for property for 
a 12-month period ( i c ,  the amount of the annual rcnt). Whcrr  property 1s rented 
fur less than a 12-month period, the rent p a d  for the actual pcriod of rental shall 
constitute thc "annual rental ratc" for the tax period. l lowrver ,  wheic a tahpaycr 
has rented property for a term of 12 or more months and the current tax pcriod 
covers a pcriud of lcss than I 2  months idur ,  for example, to  a rcurganvation or 
uhangc of accounting pciiodj, the  rcnr paid for  the ,har t  tax pcriod shall be 
annual ixd.  If the rental tcrm is for less than 1 2  months.  thc rcnt shall no t  be 
annualized beyond its term. Rent shall not be annualized because of the uncsrtain 
duration when the rcntal term is on a month to month basis. 

Example (1): Taxpayer A uhxch oidnrarlly f k x  its returns based on a 
calendar year is merged into Taxpayer B on  April 30. T h e  nct rent paid under  a 
lrilsc with 5 y e a n  rcmaininc is $2.500 a month .  'l'hc rent  fu r  the tax pcriod - 
January 1 f a  Aprll 30  1s $10,000. After the rent  is annuallzed the  nct  r r n t  is 

$30,000 (S2.500 x 121. 
Examplr lii): Same facts as in Example (i) c rcep t  that  the l e a ~ e  would have 

terminated on August 31. In thl i  care thcannualvxd net r m t  is $20.000 ($2 ,500  
* X ) ~  

1.301 ( 3 )  " A n n u l  rrnt"  1s the actual sum of nioncy or othcr  consideration 
payablo, dircctly or indirectly, by the taxpaycr or for its benefit for thc use o f  the 
piopcrty and includes: 

(A) Any 3muunl  payablc fur t i c  use of real or tangible perwnal  property,  ur  
any part thr ieof ,  wllrthcr deslgnatcd as a fixed sum of money or as a percentage 
of sales, pruftts or otherwtse. 

Orample- A taxpaycr, pursuant to  the tcmm of  a lease, p a y s a  lessor $1.000 
pci month as a barc rcntal and at the m d o f  the year pays the lessor one percent 
o f  its gross sale? o f  $400,000. The annual rent is $16 ,000  ($12,000 plus one 
percent ot S400.000 or S4.0001. 

(D l  Any amount  payablc as addltmnal rcnt or in lieu o f  rmts .  such as 
interest, tmes,  insurance, repairs or any othcr items which u e  required t o  b e  paid 
by the term, of the lea*c or o th r r  arrangement, not including amounts  paid as 
service charge<, such as utilitlcs, janitor services, etc. If a paymcnt  includes rent 
and other charges onscgrrgated, the amount of r rn t  rhall be determined by 
consideration of thc relative values of the rent and the o ther  items. 

Example (11: A taxpayer, pursuant to the terms of a lease, pays the  lessor 
$12,000 a ycar rent plus taxes in the amount of $2 ,000  and  intcirs t  on a 
mortgagr in the amount  of $1.000. The annual rent  is $15,000.  

Example (iij: A taypayrr storcs part of its inventory in a public warehouse. 
The tutal chargc for  thc year was $1.000 of which $700 was for  the  use of storage 
<pace and S300 for inventory insurance. handling and shipping charges, and  
C O D .  collections. T h e  annual rent is $700. 

"Annual rent" does not include incidental day-to-day expenses such as hotel  
or motel accommodatiuns, daily rental of automobiles, r t c .  

1.401 (41 Lrarehold improvements shall, for the purposes o f  the p roper ty  
factor, be  trcatcd as property awned by the taxpayer regardless of whc ther  the  
taxpayer is entitled to  remove the improvements or the  improvements revert t o  
the lessor upon expiration of the lease. Hence, the original cost of leasehold 
improvements shall be included in the factor. 

Reg. IV.12. Property Factor: Averaang Property Values. As a general 
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rule the average value of property owned by the tarpayer sl~all be d r tc rm~ncd  by 
avrta&+tg the values a t  the brginnrng and ending of the t r \  period. However. rhc 
[ t a ~  admmrstrator] may require or allow averaging by monthly values if iuch 
~ ~ r h u d  of averaging ia requircd to  properly rr.llcct thc averrge vduc of the 
ta inavrr 's  neroertv for th* tax ~ e r m d .  . . . . .  

Averaging by monthly values will generally be applicd if s u b r t a n ~ i ~ l  i l u c t u ~  
ations in the  values o f  the  property eriat durinr thr  tax period or where propcrty 

~ ~ ~ ~ 

i, acquired after the beginning of the tan period or dihpmed of  br.forc the end of 
the tax permil. 

Example: T h e  monthly value of thc taxpayer's property was as follows: 

January . . . . . . . . . . . . . . . .  . % X I 0 0  July . . . . . . . . . . . . . . .  $15,000 
rcbruary . . . . . . . . . . . . . .  2.000 August . . . . . . . . . . . . . . . .  17,000 
hlarch . . . . . . . . . . . . . . . .  3.000 Srptembcr . . . . . . . . . . . . . .  23.000 
Aprll . . . . . . . . . . . .  3,500 October . . . . . . . . . . . . . . .  25,000 
May . . . . . . . . . . . . . . . . . . .  4.500 November . . . . . . . . . . . . . .  13,000 
June . . . . . . . . . . . . . . .  I0.UOC December . . . . . . . . . . . . . .  2,000 - - 

$25,000 $95,000 
Tutal $1?0.000 - 

The avrrqr  r d u r  uf the taxpayrr'r property includable in the propcrty factor fur 
thr  incninc ycdr is drtrrmincd a i   follow^: 

$120.000 = Sl0 .000  - 
12 

Awragin* with r e s p c t  lo rcntcd property IS xhlrvei l  automatically by the 
method of dclernllnirg the incl annual rrnldl rare oi rucn propcrty as set forth in 
Reg. lV . l l . (b ) .  

Reg. IV.l3.(a). Payroll Factor: in Genenl .  
[.Ill] !I) The payrnll factor o f  the apportionrncnt f o r m i h  far each trade ar 

hu\lncss of the taxpayer shall mcludc the totai amount  p a d  b) the tdhpayei in 
the regular course of its trade or busmess for cornpcnsation during the tax  period. 

[.20] (2)  The total amount "paid" to  empluyees is detcrmmcd ~rpon  the 
b ; ~ s  of the taxpayer's accounting method. If the taxpayer has ddoptrd the 
accrual method uf accounting, all compensation prupcrly accrued shall be d r rmrd  
to hsve been paid. Notwithatandlng the taxpayer' method uf accounling, at thr 
elrctmn of the taxpayer, compenxation paid to  employees may bc includrd in the 
pjyrull factor by use of the cash method if the taxpayer is i equs rd  to  repurr such 
compensation undcr such method for unelnployment culnpcnsation purpusr,. 

The compensation of any employer on sccount  of activities which .we 
cunnzctcd with the production of nonbusiness income shali be excluded from t h r  
fsctar. 

E ~ s m p l r  (i): The taxpaycr uses same of its cniployres in the construction uf 
a stoinge buildmg which, upon complrtiun, ia  used in thc rcgular course of 
t a~paysr ' s  trade or bus~ncss. 'The wages paid to  those employees arc treated as a 
capital r x p m d ~ t u r e  by the tahpaycr. The amount  o f  such wager is included in the 
payroll factar. 

Example (ii): The taxpayer owns various securities which it holds as an 
investment separate and apart from its trade or busmess. The management of the 
taxpayer's investment purlfolio is thc only duty of Mr. X. an employee. The 
salary paid to Mr. XIS  excluded from the payroll factor. 
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[.30] ( 2 )  Thc term "runtpcnw~on"  m r m s  wager. salaries, commissions and 
any uther form of rrmonera1,m vatd lo r m ~ l o u r e s  for ~e r suna l  services. . . 
Paymcnts made to a n  indeprndent contractor or any uthcr person not properly 
clasrifiablc as an employer are cxoludcd. Only amounts paid directly to rmploy- 
ees are included in the payroll factor. Amounts cunndered paid directly include 
the value of board, rent, housing, lodging, and other benefits or services furnished 
to cmployecs by the taxpayer in return far personal services provided that si>ch 
amaunt, constitute Income to the rccipicnt undcr the fedcral lntcinal Revenue 
Code. In the cas? of employees not subject to the federal Internal Revenue Code. 
c.g.. thaw emplayed in foreign countrlcs, the determination of whether such 
benrfirs or services would cunstitute income to  the cmployees shall he made as 
though ruch employers were subject to the federal Internal Revenue Code. 

[A01 (4) The term "employee" means (A) any officer af  a corporation, or 
( 8 )  any md~viduai who, undcr the usual common-law rules applicable in 
dctrrmlnitig the employer-emplayee relationship, has the status of a n  employce. 
Ccncrally, s persun will be uuniidrred to be nn employee if he is mcluded by the 
lnlpnycr as an employee for purposes of the payroll taxer imposed by the Fcdcral 
Insurance Contributions Act; except that, since certain individuals src included 
wxthin the term "rmployecs" in the Federal Insurance Contributions Act %ho  
would not be employees u n d e ~  the usual common-law rules, it may be rstablishrd 
that 3 person who is included as a n  employec for purpores of the Frdcral 
I n smnur  Contributions Act is not an employee for purposes of this rrgulation. 

1.50 Return Consistency.] (5) In filing returns with this state, if the 
taxpayer departs from ur modifies the treatment of compensation paid used in 
returns for prior y e m  Ihe taxpayer shall disclose in the return for the currcnt 
scar the nature and rAtcnt o f  the modificatio!~. 

[.55 Return UNfurn1ily.l If the returns ur reports Iikd by the taxpayer with 
all Ttatcs t o  which the tahpayer reports under Article IV of this Compact or the 
Uniform 1)ivision of Income for Tax Purposes Act are nut uniform in the 
treatment of can~pcn,atiun paid, the taxpayer shall disilusc in its return t u  this 
statc the nature and e\tcnt of the wrvmce. 

M Reg. IV.l3.(b). Payroll Factor: Denominator. Thc denominator of  the 
payroll factor is thr total cornpenration paid everywhere during the tax period. 
Accordingly, compenratmn paid to employers whare wrvicrs are performed 
entirely in a stste where the taxpayer is immunc from t au l i un ,  fur example, by 
Public Law 86-272, is included in the drnumlnatnr of the pnyioll factor. 

Example: A taxpryrr has employees in its statc of l e ~ s l  domicile (State A) 
and is taxable in State B. In addltmn the taxpayer has other employees whose 
services are performed entirely in State C where the taxpayer is immune from 
taxation by Publir Law 86-272. As to there latter employees, the compensation 
will be asigned t o  State C where their servtccs are performed (i.e., included in the 
denuminatur~~but  nut the numerator of the payroll factor) even though the 
taxpayer is not taxable in State C. 

M Reg. IV.13.(c). Payroll Factor: Numerator. The  numerator of  the 
payroll factor is the total amount paid in this state during the tax prriul  by  the 
tdrpnyrr far  compensation. The tests in Article IV.14. to be  applied in 
determining whether compensatiun is p a d  in this state are derived from the 
Model Unemployment Compensation Act. Accordingly, if compensation paid t o  
employec~ ir included in the payroll factor by use of the cash method of 
accounting or if the taxpayer is required to report such compensation under such 
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method  for unemployment compensation purposes, it shall he presumed that the 
total  wages reported by the taxpayer to  this state for unemployment campen- 
sation purposes constltutc compenratiun paid in t h ~  state except for c o m p r n s ~ .  
rlon excluded under Regulation I V 1 3 i a ) .  to IV.14. T h e  presumption may be 
overcome by satisfactory evidence that an employee's ro~npensat ion is nor 
properly repartable to  thlr >tale for unempioymcnt campenration purposes. 

*.* Reg. IV.14. Payroll Factor: Compensation Paid in this State. Compen- 
sation is paid in thlr state if any une of the followmg tests. applied consecutively, 

are met :  
(1 )  Thc cmploycc'r service is performed entirely wirhit~ the state 
( 2 )  T h e  cmfloycr's service is performed both within and withuut the state, 

but  the scrvirc performed without the state is incidental to  the employee's rrrvicc 
within the state. The word "incidental" mcanr any s r n i c r  which is  temporary or 
transitory in nature, or which is rendered in connection with an isolated 
t ran~rc t iun .  

( 3 )  If the rmpluyee'? srrv~ccs are performed both within and without this 
stnte, the crnpiayre's compcmation will he attributed to  thisstate: 

( A )  if the employee's bare of operations is in this state; or 
(8) if there is no bare of operations in any stale in  which snmr part of the 
service is performed, bur ths place from which the service is directed or con- 
trolled is in this state; or 
(C) if the base of opcratiunr or thc place from which the service is directed 
or conrrollcd is not In any statc m which some pait of the servicr is perform- 
ed but the rmpluycz's residence ir m this stale. 

[.LO] The tern) "place from which the service is directed or controlled" 
rcfcrs t o  the place from ujliich the power to d w x t  or control is c x r r c i r ~ d  by thc 
taxpayrr 

1.201 Tlw t e r n  "base of operations" is the place of more or leas pcrmanrnt 
nature from which the cmp1o)re starts his work and to w h ~ h  he custoniarily 
returns in urdcr to rccrivr instructions from the taxpayer or cammunwatmns 
from his customers or utilcr persons or lu replcnisil stock or other materials. 
repair cqulpmcnt, or perform an) other functions neccsrary to  the exercise of his 
trade or profcrsion at some other paint or  points. 

*.* Reg. IV.IS.(a). Sales Factor: In General. [ I )  Article IV.I.(g) defines 
the term "sales" to mean all gross recelpti of the taxpayer nut dlucatcd undcr 
parapaphi  ( 5 )  through (8) of  Article 1V. Thus, for the purpucrs o f  tlie sales factor 
of thc appoctionment formula for carh trade or business of the taxpayer, the term 
"sale," means all gros receipts derived by the t r lpayer  from transacttons and 
activity in the recular course of  such trade or bushesr. The folloaing are rules for  
deternunmg "sal?<" in various situations: 

(A) In the case of a taxpayer engaged in manufau(uring and selling or 
purchasing and reselling goods or products, "sales" include. all gross receipts f rom 
the sales of such goods or productr (or other properly of a kind whlch would 
properly be included in the inventory of  the t a r p y e r  if on hand a t  the clorr of 
the tax period) held by the taxpayer primarily for sale to customers in the 
ordinary course of its trade or business. Gross receipts for this purpose means 
gross rdes less returns and allowances, and includes all interest income, service 
charges, carrying charges, or time-price differential charges incidentnl to  such 
raler. Federal and state excise taxes (including sales taxes) shall be included as 
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part of such receipts if such taxw are passed on t o  the buyer or included as part 
of the selling price of the product. 

(9) In the case of cost plus fired fee contracts, such as the operation o f  a 
government-owned plant for a fee,"salrr" includes the entire reinlbursedrort, plus 
the fee. 

( C )  In the enre of n taxpvyer engaged in providmg servicrs. such as the 
operation of an advertising sgmcy,  or the performance of equipment service 
contracts. research and development contracts, "sales" includes the gross receipts 
from the performance of  such srrvicrs including fces, commissions, and 3imilar 
items. 

( U )  In the caw of a taxpayer engaged in renting real or tangible property,  
"sales" includes the gross receipts from the rental, lease, or licensing the use o f  
the property. 

(B) In the rase of a taxpayer engaged in the sale, assignment, or licensing of  
inVangiblr personal property such as patents and copyrights, "ulcs" includes the 
gross receipts therefrom. 

(I;) If a taxpaycr deriver receipts from the sale of equipmcnt used in i ts  
busimss, such receipts constitute "sales." For example, a truck axpiex  company 
owns a flcet of trucks and sells its trucks under a regular replacement program. 
The gross rcurlpls from the salesof the trucks arc included in the sales factor. 

1.10 Excup1ions.l (21 In same cares crr tam moss r e c e i ~ t s  should be  
disregarded in determming the sales factor in order that  the apportmnment 
formula will operate fairly to apportion t o  this state the  income of the taxpayer's 

~ ~ 

trade or bus inek  See Regulation 1V.I 8(c). 
[.20 Return consistency.] (3) In filing returns with this state, if the taxpayer 

departs from or modifies the basis for excluding or including gross receipts in t h e  
sales factor used in rcturns for prior years, the  taxpxyer shall disclose in the return 
for the current yrdr the nature and extent of lhe modification. 

[.30 Return uniformity.] If the returns a r  rcports filed by the taxpayer with 
all states to which the tahpayer reports under Article IV of this Compact or t h e  
Unform Divtiion of Income for Tax P u r p o ~ c r  Act are not umiorni in  t h e  
~nclusmn or ciclusmn of gross receipts, thc  taxpayer shall dirclare in its return to 
this state the ruture and extent of the variance. 

*.* Reg. IV.IS.(bl. Sales Factor: Denominator. T h e  denominator o f  the  
sder factor shall include the total gross receipts derived by the taxpayer f rom 
transactions and activity in the regular course of  its trade or business, rkcep t  
rrcciptr rxcludcd under Rqulat ion I V I  8.(c). 

*.* Reg. IV.IS.(c). Sales Factor: Numerator. The numerator of the sales 
fdctor shall include gross receipts attributsblr to  this state and derived b y  t h e  
taxpayer from transactions and activity in the regular course of its trade or 
businrsi. All interest income, service chargcs, carrying citargcs, or tme-pr ice  
diffrrential charges incidental to  such gross recelptr shall b e  included regardless o f  
(1) the place where the accounting records are mamtamed or ( 2 )  the location o f  
the contract or othcr evidence of indebtedness. 

*.* Reg. IV.I6.(a). Sales Factor: Sales or Tangible Personal Property i n  
this State. (1) Gross receipts from sales of tangible personal prDperty (except sales 
to the  United States Government; see Kegohtion IV16.(b))  are in this state: 

(A) z f  the  property is delivered or shtpped to a purchaser within this s t a t e  
regardless of the f.0.b. point or other conditions of sale: or 
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(B) if the property is shipped from an office, rtorc, warehouse, factory, ur 
utlirr place o i  dorage in  chis state and the taxpayer is no t  taxable in t l x  
state uf the purchaser. 
(2) Property shall be deemed to be delivered or shipped to  a purchaser 

within this state if the rcciplent is located in this state, even though the property 
is ordered from outsldc this s tatr .  

Example: T h e  taxpayer, wlth inveiltory in State A, sold $100,000 of its 
products to a purchaser having branch stores in rercral states includmg th:r rtate. 
T h e  ordtr  for the  purchase was placed by the purchaser's central purchasing 
delrartmrnt located in State B. $25,000 of  the purchase order wss shippcd 
directly to  purchaser's branch store in this state. The branch store in this state is 
the "purchaser w,ithin this state" with respect to  $25,000 of  the taxpayrr'a salcs. 

( 3 )  Property is delivered or shipped t o  s purchaser within thns statr if the 
shipment terminates in this state, even though the property is subsequently 
transferred by the purchaser to  another atstr.  

Example: I h r  taxpayer makca s sale to  a purchaser who maintain? a central 
warehouse in this state a t  which all mcrchandise purchases are received. The 
purchascr rrshipr the guods to  its branch stores in other states for  sale. All of 
taxpayer's products shipped to  the purchsser's warehouse in thlr state is property 
"delwered or shipped to  a purchaser within this statr." 

(4) The term "purchaser within thu  state" shall include the ultimate 
recipient of the property if the taxpayer in this statr.  a t  the designation of the 
purchaser, delivers to  or has the property shipped to  thc ultimate recipient within 
thls state. 

Example: A taxpayer in t h x  state scld merchandise to a purchaser in State 
A. Tahpayer directed the manufacturcr or suppl~er of the merchandise in State H 
to  ship the merchandise to the purchaser's customer in this state pursuant to 
pulchaser'r instructiuns. Thc sale by the taxpayer is "in this statr." 

( 5 )  When property being <hipped by a seller from :lie ctatc of origm t o  a 
ruiisignee in another state is diverted whtle enroute to  a purchaser in this statr,  
the sales are in this state. 

Example: The taxpaycr, a produce grower in State A. begins shipment of 
perishable producc to  the purchaser's place o f  business in  State U .  While cnroute, 
thu produce is diverted to  the purchaser's place of bustnen in this Ftate in which 
'tale the taxpayer is subject to  tar. The sale by the taxpayer is a t tnbu t rd  to  thi.; 
state 

(6) If the taxpayer is nut  taxable in the state of the purchaser. the salr is 

attributed to this state if the property is shipped from a n  office, sture, warehouse, 
factory, or othcr place of storage in t h ~ s  state. 

Example: The taxpaycr has its head office and factory in State A. It 
mamtains a branch office and inventory in this state. Taxpayer's only activity in 
Statc B is the solicitation of orders by a resldent salesman. All orders by the Statc 
B salesman are rent to  the branch office in this statr iur approval and are filled by 
shivment from the inventory in  this statr.  Since tanpaycr is immune under Public . . 
Law 86-272 fram tax in State B. all sale, of merchandise to  purchasers in Statc B 
arc attributed to this statr,  thc state from which the merchandise u,ar shipped. . ~ 

(7)  If a taxpayer whose salesman operates from a n  office lwa ted  in this 
state makes a sale to  a purchaser in another state in which the  taxpayer is not  
taxable and the property is shipped directly by r third party to  the purchaser, the 
following rules apply: 

(A) If the taxpayer is taxable in the state fram which the third party ships 
the pioperty, then the salr is in such state. 
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(6) If the taxpayer is not taxable in the state from which the property is 
shlpped, then the sale is 1" this state. 
Example: The taxpayer in this stale sold merchandise to a purchaser in State 

A. Taxpayer is not taxable in State A. Upon direction of the taxpayer, the 
merchandise was shipped directly t o  the purchaser hy the manufacturer in State 
B. If the taxpaycr is tanablc in State tl. thc ~ a l r  is in State B. If the taxpayer is no t  
taxable in Stale B, the sale is in this state. 

*.* Reg. IV.L6.(b). Sales Factor: Sales of Tangible Personal Property t o  
United States Government in this State. (1) Gross receipts from sales of 
tanglble personai property t o  the United Statrs Government are in this state if the 
propcrty is shipped from an office, store, warehouse, factory, or other place of 
storage in this state. For the purposes of this regulation, only sales for which the 
United Statrs Government makes direct payment to the seller pursuant to the 
terms of a contract constitute sales to the United Statrs Government. Thus, as a 
general rule, sales by a subcontractor t o  the prime contractor, the party t o  the 
contract with the United Statrs Government, do not constitute u l e s  to the 
United States Government. 

Example (i): A taxpayer contracts with General Services Administration to 
deliver X number of trucks which were paid for by the United States Govern- 
ment. The sale is a sale to thc Unltrd States Government. 

Example (li): The taxpayer as a subcontractor to a prime contractor with the 
National Aeronautics and Space Administration contracts to build a component 
of r rocket for $1,000,000. The sale by the subcontractor to the prime contractor 
is not a sale to the United States Government. 

*.* Reg. IV.17. Sales Factor: Sales Other than Sales of Tangible Personal 
Property in this State. 

[.I01 (1) In General. Article IV.17, providcs for the inclusion in the 
numerator of thc sales factor of gross receipts from transactions other than sales 
of tangible personal property (including transactions with the  United States 
Guvernment); undcr this section gross receipts are attributed t o  this state if the  
income producing activity which gave rise t o  the receipts is performed wholly 
within this state. Also, gross receipts are attributed to this state if, with respect to 
a particular item of income, the income producing activity is performed within 
and without this state but the greater proportion of the income producing activity 
is performed i n  this state, based on costs of performance. 

(.I51 (2) Income Ploducing Aclivity: Defined. The term "income producing 
activity"applies to each separate item of income and means the transactions and 
activity directly engaged in by the taxpayer in the regular course of its trade or 
business for the ult~mate purpose uf obtaining gains or profit. Such activity does 
not include transactions and activities performed on behalf of a taxpayer. such as 
those conducted on its behalf by m independent contractor. Accordingly, 
income producing activity includes but is not limited to tlic following: 

(A) The rendering of personal services by employees or the utilization of 
tangible and intangible propcrty by the Vanpayer in performing a service. 

(B) The d e ,  rental, leasing, licensing or other use of real property. 
(C) The rental, leasing, licensine, or other use of taneible oersonal DroDerty. - - .  . . ~  
(Dl The sale, licensing or other use of intangible personal property. 
The mere holding of intangible ~ersonal  property is not, of itself. an  income - .  ~. . 

producing activity. 
[.30] (3) Costs of Performance: Defined. The term "costs of  
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m a n s  direct costs drtcrmincd in a manner consistent wtlh generally accepted 
accounting principles and in accordance with accepted cundltions or practices in 
the trade or buainess of the taxpayer. 

1.401 (4) Application. 
[.402] (A) In General. Rcceipti (athcr than from sales of tangible personal 

property) in respect to  a particular iacume producing activity are in this statr if: 
(a)  thc  incomc producing activity is performed wholly withm this state; or 
(b )  the income producmg activity is performed both in and outside this 

state and a grcatcr proportion of thc lnconle producing activity is performed in 
this state than in any other  statr,  bascd on costs of performance. 

[.404] (B) Special Rules. The fallowing are special rules for determining 
wlicn receipts from the incomr producing activities described below are in this 
state: 

(a) Gross receipts from the sale, lease, rental or licensing of real property are 
in this srate if the real property is locatcd in this state. 

(b) Gross recripts from the rental, lease, or licensing of tangible personal 
property arc in this state if the property is located in this state. Thc rcntal, lease, 
licensing or other  usc of tangible personal property in this state is a separate 
income producing activity from the rental, lcase, licensing or other use of the 
same property u.hilc located in another state; consequently, if property is within 
and without this state during the rental, lease or licensing period, gross receipts 
ar t r~butable  to  this rtate shall be mcasured by the ratio which the timc the 
property was physically present ur was used in this statr bears to  t l x  total timc or 
use of the property everywhere dunng such permd. 

Example: Taxpayer is the owner of 1 0  railroad cars. During the year, the 
total of thc days each railroad car war present in this state war 5 0  days. T h e  
receipts attributable to  the use of each of the railroad cars in this state are a 
separate Item of incomr and shall be dctermincd as fulluws: 

(10 Y SO =) 500  
x Total Receipts = Receipts Attributable to  this Stale 

3650 

(c) Gross receipts for the performance of personal services arc attributable 
10 thn  state to  the extent such services are performed in this state. If services 
relating to a single item of income are performed partly withm and partly without 
this state, thc gruss receipts for the pcrformancc of such services shall be 
attributable t o  this statr only if a greater proportion of the services was 
performcd in the state, based on costs of performance. Usually, where services are 

partly within and partly without thin state, the  services performed in 
each state will constitute a separate income producmg activity; in such case the 

state bcars to  the total time spent in performing such services everywhere. Time 
in performing services includes the urnaunt of time expended in the 

performance of a contract or other obligation which gives rise to  such gross 
Personal service not  directly connected with the perfonnancr of the 

contract or other obligation, as far  example time expended in negotiating the 
contract, is excluded from the computations. 

Example (i): Taxpayer, a road show, gave theatrical performances a t  various 
locations in State X and in this state during the  tax period. All gross ~ece ip t s  f rom 
performances given in this state are attributed t o  this state. 

Example (ii): T h e  taxpayer. a public opinion survey corporation, conducted 
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a paU by its emplayrer in State X and in this state for the sum of $9,000. The  
project required 600 man hours to obtain the basic data and prepare the survey 
repart. Two hundred of the 600 man hours were expended in this state. The 
receipts attributsble to this state are $3,000. 

M Reg. IV.I8.(a). Special Rules: In General. Article 1V.18. provides that, 
if the allocation and apportionment provisions of A~t ic le  IV do  not fairly 
represent the extent of the taxpayer's business activity in this state, the taxpayer 
may petition for or the tax administrator may require, in respect to  all or any part 
of the taxpayer's business activity, if reasonable: 

(1) separate accounting; 
(2) the exclusion of any one or mare of the factors; 
(3) the inclusion of one or more additional factors which will fairly 

represent the taxpayer's business activity in this state; or 
(4) the employment of any other method to effectuate an equitable 

allocation and apportionment of the taxpayer's income. 

Article IV.18. permits a departure from the allocation and apportionment 
provisions of Article IV only in limited and specific cases. Article IV.18. may be 
invoked only in specific cases where unusual fact situations (which ordinarily will 
be unique and nonrecurring) produce inconguous results under the apportion- 
ment and allocation provisions contained in Article IV. 

In the case of certain industries such as air transportation, rail transporta- 
tion, ship transportation, trucking, television, radio, motion pictures, various 
types of professional athletics, and so forth, the foregoing regulations in respect 
to the apportionment formula do not set forth appropriate procedures for 
determining the apportionment factors. Nothing in Article IV.18, or in this 
Regulatiun IV.18. shall preclude [the tax administrator1 from establishing 
appropriate procedures under Article 1V.10. to 17. for determining the apportion- 
ment bctors far each such industry, but such procedures shall be applied 
uniformly 

Reg. IV.I8.(b). Special Rules: Property Factor. The  fallowing special 
rules are established in respect to the property factor of the apportionment 
formula: 

(1) If the subrents taken Into account in determining the net annual rental 
ratc under Regulation I V I  l ( b )  produce a negative or clearly inaccurate value for 
any item of property, another method which will properly reflect the value of 
rented property may be required by the (tax administrator] or requested by the 
taxpayer. 

In no case however shall such value be less than an amount which bears the 
same ratio to the annual rental rate paid by the taxpayer for such property as the 
fair market value of that portion of the property used by  the taxpayer bears to  
the total fair market value of the rented property. 

Example: The taxpayer rents a 10-story building at an annual rental rate of 
$1,000,000. Taxpayer occupies two stories and sublets eight stories for 
$1,000,000 a year. The net annual ~en t a l  rate of the taxpayer must not be less 
than two-tenths of the taxpayer's annual rental rate for the entire year, or 
$200.000. 

83 
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(2 )  If propcrty owned by others is used by thc taxpayer at no charge or 
rented by the taxpayer for a numinal rate, the net annus1 rental rat t  for such 
property rhall be determined on the  basis of a reasonable market rental rare for  
slich prOpCrty. 

* Reg. IV.l8.(c). Special Rules: Sales Factor. The fallowing spccial rules 
are established in respect to the sales factor uf the apportionment fornmula: 

(1) \\'here substantial amounts uf gross receipts arise from a n  incidental or 
accasional sale o f  a fixed asset used in the regular course o f  the taxpayer's trade 
or business, such gross recciptr shall be  excluded from the ralsr factor. Fur 
c u m p l c ,  gross receipts frcm the sale of a iaclory or plant %dl be rrcludrd.  

(2) Insubstantial amount9 of gross rcreipts armng from mcidental or 
occar!onal transactions or activities may be excluded from the wles factor unless 
such exclusion would materially affect the amuunt  a f  income appartioned to  this 
state. For example, the (axpayer ordiniuily may include ur exclude from the sales 
factor gross rcrriplr from such tranmctlans ar the sale 01' office furniture, business 
automobiles, ctc. 

( 3 )  Where the income pruducmg activity in respect to hustnc\r income from 
intangible pursonal property c a n  he readily identified. such lnconw is included in 
the denominator of the salrs Pactor rnd. if the income producmg actoi ly occurs 
in this ,tale, in the numrrator ot ihc bales Factor a, u.cll. For rxamplr ,  usually the 
Income producing actwily can he icadll) idcntlfied in resprct l a  mtrrcrt )"come 
received on deferred payments on ralrr of tanp~blc iuaperty (Rrgulation I V I S .  
(a)(l)(A)) and income from th? r d r .  licrniing or other uh r  of mtanglhle pcmonal 
property (Regulation IV.17.iZND)). 

Where business income from intmpible property cannot readily he ~ t t n b u t e d  
to  any particular income pruduung activity o f  thc taxpayer, such income cannot 
be assigned In the numerator of lhc rater factor for  a n y  slstr. and rhall be 
excluded from the dcnominxto< of the s a k i  factor. For cramplr ,  w i w e  bucinerr 
income in the form uf dividends received on stock, roydltws received on pa tmts  
or cupyrights, or intert'st rrccivrd on bond?. debanlures or government securities 
rcsults from t h e  mere holding of the mlangiblt personal property by thc taxpayer. 
such dividends and inferzst shall be rxcluded from thc denomimtar  o f  the sales 
fadur .  
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HERTZ RULING 

SUPERIOR COURT OF WASfllNCTON FOR THURSTON COUNTY 

GEORGE KINNEAR. Uirectar. 1 
Department of Rcvcnue, Srate 1 
of \\;!shmglon. a n d  HULTISTATC 1 NO. 46573 
TAX COhllrllSSION. 1 

Plamlilfr. 1 
I SUhlMARY JUDGMENT FOR 

YS.  1 PLAINTIFFS 
J 

THE IIERTZ CORPORATION. 
Defendant 1 

The plaintsff? hawng filed a motmn for rummary ydgrnimt in this cause and 
the rnotmn lidving cumc on for hearing on lanuary 17,  1975, and the Court  
having rendered 11s oral dccmm on that date granting thc plalntifis' motion for 
summary judgment after cansidcrmg extensive briefs and arguments of counsel 
for all the parties, and the Court having found there is no rnnterwl qucstion of 
fdct in dlrpute and that pla~nriffs are entitled to a sumrnaryjudgrnent is a matter 
of is", 

IT IS HEREBY ADJUDGED AND DECREED that the plalntiffs'mutmn for 
summary judgment be granted and tirat the relief praycd for by plaintiffs in this 
cause bc granted. 

IT IS FURTHER ORDERED. ADJLIDGED AND DECREED: 

I .  That Article Vlll of thc Multirtatr Tax Compact [adopted by Washington 
in RC'W 8256.010 and RCW 8256.050) may be implemcntrd by the Multi*trtc 
T ~ Y  Commission and the member states of the Multistate T a x  Compact that have 
a d q t r d  Article Vlll without the conscnt of Congress to the Multistatr Tax 
('ump.,ct. 

? That the Multistate Tar  Commixion has the power a n d  authority 
pursuant lo  Arlicle Vlll of the Multirtatc Tax Compact to conduct joint sales and 
use la*  audjts uf The Hr r t i  Corporation for taxes imposed by mcmber states of  
the Mulltst~tc Tan Commission and in conducting any such audits may examine 
any tax returns. books. rrcords, accounts, mrmoranda and othcr data and  
personnel for and on behalf of its member htates as prawded for in Article VlII of  
the Multistate Tax Compact without consent of the Untted Stater Congress t o  the 
provisions of the Multkstatr Tax Cumpx t .  

3. That the member states of the Multistalc Tax Commirs~on that have 
adopted Article Vlll of tbc Multistate Tax Compact are ernpawred t o  designate 
the Multlstate Tax Commis,ion to conduct a p i n t  sater and use tax a u d ~ t  of T h e  
Hertz Corporation on their behalf without Article VIll and othcr provisions of 
the Compact applicable to the Mullistale Tax Cummisslon joint audlt powers 
being consented t o  by the Congress of the United States. 



APPENDIX K (continued) 

4.  That Congressional consent t o  the joint audit provisions of the Multistate 
T a x  Compact (Article VIII) is not necessary since under the tests set forth in 
Vir~inio v. Tetrnrssee. 148 US .  503 (1893), which the Court finds applicable, a 
p m t  audit by the Multistate Tax Commission does not tend t o  increase the 
pohttcal power in the states nor encroach upon or interfere with the just 
supremacy of the United States inasmuch as the Court determinesand finds that 
the power of individual states la  conduct a n  audit of any tax returns, books, 
records, accounts, memoranda, other data and personnel of the defendant is of 
state concern and is not increased by the states designating the Multistate Tax 
Commission to conduct such audits an  the& behalf. 

5. That The Hertz Corporation shall make available to authorized personnel 
of the Multistate Tax Commission its tax returns, books, records, accounts. 
memoranda, other data and its personnel for the purpose of the Multistate Tax 
Commission conducting joint sales and use tax audits of The Hertz Corporation 
on behalf of the MultistateTax Commission member states which have autharrzed 
thc Multistate Tax Camm~ssian to conduct such audits for them for any taxes tbr 
which 'The Hertz Corporation may be liable to any of such member states. 

6. That the conduct of a ioint audit of the defendant's returns. books. 
records, memoranda and personnel by the Multistate Tax Camm!ssion on behalf 
of thc states that have adopted Article VllI of the Multistate Tan Compact does 
not deny The Hertz Corporatmn any constitutional rights including due process 
or equal vrotection of the law under the F'aurteenth Amendment t o  the United . . 
States Constitution m d  its right to be free from unreasonable searcher and 
seizurei under the Fourth Amendment of the United States Constitution. 

7. Thst thc conduct of a joint audit of the books and records, memoranda, 
other data and personnel of The Hertz Corporation by the Multistate Tan 
Commission docs not constitute an unconstitutional mterfrrence of Congress' 
power t o  regulate interstate commerce under Article 1, 8 8 of the United Stater 
Constitution. 

DONE IN OPEN COURT this 6th day of February , 1975. 

HEWITT A. HENRY IS1 
Judee 

WILLIAM D. DEXTER 
Assistant Attorney General 



I PURPOSE OF THE MULTISTATE TAX COMMISSION: 1 

To bring even further uniformity and compatibility to the 

tax lam of the various states of this nation and their political 

subdivisions insofar as those lam affect multistate business, to 

give both business and the states a single place to which to  take 

their tax problems, to study and make recommendations on a 

continuing basis with respect to a l l  taxes affecting multistate 

businesses, to promote the adoption of statutes and rules estab- 

lishing uniformity, and to assist in protecting the fiscal and 

political integrity of the states from federal confiscation. 




