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PREFACE 

Conflict exists between state and national rules for 
taxing multinatiohal corporations. Several states use the 
worldwide combination approach for determining the 
taxable income of multinational firms. In the past, the 
Treasury Department has taken the position that these 
state practices do not conform to internationally accepted 
standards which are based on separately accounting for 
the income of corporations located in each country. It 
followed, then, that these state tax practices worked 
against a national interest-international tax harrnoniza- 
tion. 

For students of our federal system this conflict between 
national and state interests has far-reaching implications. 
It forces policymakers to balance two equally important 
constitutional concerns: promoting the free flow of foreign 
and domestic commerce, and granting states wide leeway 
in charting their own tax policies. 

This report attempts to break new ground in this 
contentious field. It develops a "serious national harm" 
test to determine when the state concern for tax sover- 
eignty should give way to the national interest in har- 
monizing international tax practices. 

After examining the relevant documentation and con- 
sulting with knowledgeable practitioners, the Commission 
staff could find no evidence of harm to the nation caused 
by the fact that state taxing practices were not in harmony 
with generally accepted international practices. 

This study also points up that two self-correcting 
forces-interstate tax competition and the courts-should 
prevent state tax practices from causing serious national 
harm in the foreseeable future. Therefore, the Commission 
recommends that the Congress pass no law to limit state 
tax practices with respect to multinational corporations or 
"foreign source" income. 

Robert 6. Hawkins 
Chairman 
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STATE TAXATION OF 
MULTINATIONAL CORPORATIONS 

INTRODUCTION 

Differences between state and national rules for taxing 
multinational corporations have always been a potential 
source of conflict in the federal system. However, in recent 
years, the problems that can result when each state and 
the national government apply different rules for taxing 
income arising from international commerce have been 
accorded increasing prominence due to court decisions, 
state legislative actions, deliberations on international tax 
treaties, and proposed national legislation. 

The Senate debate on the United States-United King- 
dom tax treaty during the period 1977-1979 illustrates the 
conflict. The controversial article 9(4) of the proposed 
U.K. treaty would have prohibited state tax practices that 
defined as unitary businesses the combination of U.K. 
parent corporations and US .  subsidiaries and then appor- 
tioned a share of the worldwide income thus derived to 
individual states to be subject to state corporate income 
taxes. 

The Treasury Department claimed during the debate 
that this prohibition on state tax practices was required to 
conform state law to internationally-accepted standards 
that are based on separately accounting for the income of 
corporations located in each country. The states opposing 
this prohibition made several counterclaims. At one level, 
they argued that separate accounting, which requires that 
all transactions between affiliated corporations be cal- 
culated on an arm's length basis, is virtu.ally impossible to 
administer and is not an appropriate mechanism for 
distinguishing domestic from foreign source income in 
today's world of highly interconnected corporations 
operating under common management and control. In 
addition, they took the position that the proposed prohibi- 
tion was an unwarranted attack on state sovereignty in the 
field of taxation. 

The central questions in this debate were: what are the 
national and state interests in the taxation of multinational 
corporations and how can they be reconciled? Although 
the controversial restriction on state taxation was deleted 

in the final version of the U.S.-U.K. Treaty, the questions 
raised above have not yet been satisfactcrily answered. In 
fact, some observers considered the treaty negotiating 
process an inappropriate forum for resolving a major 
intergovernmental tax policy issue. For example, Fer- 
dinand Schoettle, Professor of Law at the University of 
Minnesota Law School and a student of state taxation, 
thought it: 

very unwise for the Treasury to allow federal pollcy 
to be dictated by the exigencies of a treaty negotia- 
tion. State taxation of United Kingdom income is 
relatively unimportant. However, the future use by 
the states of the un~tary business doctrine is one of 
the more important issues concerning state taxation 
of interstate business that has to be resolved.' 

THE COMPETING NATIONAL AND STATE INTERESTS 

This section will outline the national and state interests 
in state taxation of multinational corporations. The 
appropriate treatment of such state taxation will thus be 
seen to require the accommodation of competing state 
and national interests. The national interest can be viewed 
from the perspectives of constitutional jurisprudence, 
congressional concerns, and the network of bilateral 
treaties with other countries around the world. 

At the outset, i t  should be noted that the authority of 
Congress to legislate a uniform set of rules for states to 
follow in international tax policy is unquestioned. The 
Constitution empowers Congress "to regulate commerce 
with foreign nations" (Article I, section 8, clause 3) and 
even forbids the states from making separate arrange- 
ments with foreign governments (Article I, section 10, 
clause 1). 

In Federalist 42, Madison provides further elaboration 
on this subject: 

'Ferdinand P. Schoettle, "The U.K. Treaty and the State 
Taxation of Corporate Income," Tax Notes, Vol. 5, No. 14, April 4, 
1977, p. 4. 



The second class of powers lodged in the general 
government consist of those which regulate the 
intercourse with foreign nations.. . This class of 
powers forms an obvious and essential branch of the 
federal administration. If we are to be one nation in 
any respect, it clearly ought to be in respect to other 
n a t i ~ n s . ~  

The National Interest 
Constitutional Issue. In constitutional terms the national 

interest in state taxation of interstate and foreign com- 
merce has three elements: (1) to assure that excessive 
state taxation does not impede the free flow of commerce 
among the states (the interstate commerce clause); (2) to 
assure that strictly lawful procedures are followed by the 
states (the due process clause of the 14th amendment); 
and (3) to assure that states do not infringe upon the 
authority of the nation to regulate commerce with foreign 
nations (the foreign commerce clause). 

The national concerns about preserving due process 
and maintaining a free flow of interstate commerce have 
been interpreted quite similarly by the Supreme Court. 
Commerce clause standards, however, are somewhat 
more c~mprehensive.~ Here the landmark case is Com- 
plete Auto Transit v. Brady. 430 U.S. 274 (1977), which 
provided some measure of needed uniformity and con- 
sistency to commerce clause jurisprudence by overruling 
a prior court decision that looked more to the language of 
state tax law than to its substantive  effect^.^ In Complete 
Auto Transit, the court set forth a four-part test, providing 
that a state tax will pass constitutional muster if it is 
"applied to an activity with a substantial nexus within the 
taxing state, is fairly apportioned, does not discriminate 
against commerce and is fairly related to the services 
provided by the ~ t a t e . " ~  In other words, "interstate com- 
merce must bear its fair share of the state tax b ~ r d e n . " ~  

In the strictly domestic context, a fair apportionment 
method has not been a major source of conflict between 
state and national interests, although by no means have all 
the issues of state taxation of interstate commerce been 
reso l~ed .~  

2The Federalist Papers, New York,  The  New American Library, 
1961, p. 264. 

30f the four tests a~scussed below in the text, the first two are 
required for satisfying the due process clause. For example, in 
Exxon Corp. v. Wisconsin Department of Revenue, 447 U.S. 207, 
219-220 (1980),  the court  stated that "state taxation required a 
'minimal connection' or 'nexus' between the interstate activities 
and the taxing state and 'a rational relationship between the 
income attributed to  the state and the intrastate values of the 
enterprise,"' quoting Mobil Oil Corp.  vs. Commissioner of Taxes 
of Vermont, 445 U.S. 425, 436. 

4The case overruled was Spector Motor Service Inc. v. 
O'Connor,  340 U.S. 602 (1951). 

5430 U.S.  274, 279. 
6Japan Line, Ltd. v. County of Los Angeles, 441 U S .  434, 444 

(1979) quoting Washington Revenue Dept. v. Association oi 
Washington Stevedoring Companies, 435 U.S. 734, 750 (1978). 

' The  major remaining controversy in the domestic area sur- 
rounds the question of what constitutes a unitary business 
operation. See Comptroller General of the United States, Report 
t o  the Chairman of the House Committee on  Ways and Means, 
Key Issues Affect ing State Taxation of Mult i jurisdictional Corpo- 
rate Income Need Resolv~ng (GGD-82-38),  Washington, D.C., 
U.S. General Accounting Office, July 1 ,  1982. The 45 states 

In the international sphere, however, differences be- 
tween national and state interests have become quite 
contentious. It is also in the international arena where the 
constitutional tests for permissible state taxation appear 
to be mork rigorous. In addition to the four tests in 
Complete Auto Transit-nexus, apportionment, nondis- 
crimination, and a fair relation to services provided-the 
Court noted in Japan Line that a tax on the "instru- 
mentalities of foreign commerce" must take account of 
two "additional ~ons idera t ions . "~  "The first is the 
enhanced risk of multiple taxationwg that may result from 
the simultaneous application of state taxes and taxes 
imposed by a foreign government. "Second, a state tax on 
the instrumentalities of foreign commerce may impair 
federal uniformity in an area where federal uniformity is 
essential."1° This latter point was elaborated in the Court's 
reference to its earlier statement in Michelin Tire Corp. v. 
Wages, 423 U.S. 276 (1976), that "the federal government 
must speak with one voice when regulating commercial 
relations with foreign governments."" In the case of 
foreign commerce, then, state taxation may have a higher 
barrier to overcome to be judged constitutionally accept- 
able. 

Congressional Response. From the congressional per- 
spective, expressions of concern began with the Willis 
Report, named for the chairman of the Subcommittee of 
the House Judiciary Committee and released as a four- 
volume study in 1964 and 1965 entitled State Taxation of 
Interstate Comrner~e. '~  This report stated: 

In keeping with the basic structure of our federal 
system, the committee is of the view that inter- 
national tax policy should be formulated by the 
federal government and not by individual states. 
Therefore, with respect to income earned by corpo- 
rations which operate either wholly or partially 
outside of the United States, the committee recom- 
mends that state apportionment rules be required to 
conform to the international policies that have been 
formulated for federal income tax purposes.13 

Later, in 1976, the House Ways and Means Committee 
appointed a special task force on foreign source income 
headed by Congressman Rostenkowski to study this 
issue. In a report filed in 1977, the task force recommended 
that federal income tax rules apply to state taxation of 
foreign source income.14 Legislation has been introduced 

- - 

( including the District of Columbia) which levy a corporate in- 
come tax differ in the rules regarding jurisdiction t o  tax,  appor- 
t ionment formulas,  the allocation of income items that are not 
apportioned by formula, and the use of combined reporting. 

8441 U.S. 434, 446. 
glbid. 
l0lbid., 448. 
" Ib id . ,  449, quotlng 423 U.S. 276, 285. 
l2p;blished as H .  Rept. No. 1480,88th Congress,  2nd Session, 

June 15, 1964; H .  Rept. No. 565, 89th Congress, First Session, 
June30, 1965;and H .  Rept. No. 952,89th Congress. First Session, 
September 2,1965, Washington, D.C. ,  U.S.  Government Printing 
Office, 1964 and 1965. 

'31bid.. H .  Rept. 952, p. 1155. 
I4House Committee on  Ways and Means, Recommendations of 

the Task Force o n  Foreign Source Income, Washington, D.C., 
U.S. Government Printing Office, 1977, p. 30. 



almost annually since 1965 to conform state and federal 
practices, most recently as H.R. 5076 and S. 1688 in the 
96th Congress and H.R. 1983 and S. 655 in the 97th 
Congress. 

Tax Treaties. With respect to this country's tax treaty 
network, the very existence of some 30 independently- 
negotiated income tax treaties bespeaks a strong national 
interest in international tax harmonization to promote an 
efficient flow of international trade and investment. In 
testimony before the Foreign Relations Committee of the 
United States Senate, the late Laurence Woodworth, then 
Assistant Secretary of the Treasury for Tax Policy, articu- 
lated this national interest. 

We view tax treaties as an important element in the 
international economic policy of the United States. 
One of our fundamental objectives is to minimize 
impediments to free international flows of capital 
and technology, and this objective is fostered by 
having the broadest possible network of income tax 
treaties. 

Among the major impediments to freer capital and 
technology flows are the rules of national tax 
systems and their interaction with the systems of 
other countries. Tax treaties seek to eliminate, or at 
least mitigate the impact of, these impediments. 

Treaties accomplish this minimization of impedi- 
ments by a variety of means, the principal ones 
being the elimination or reduction of double taxation 
and the elimination, to the extent possible, of dis- 
criminatory tax rules which distinguish unreason- 
ably between domestic and foreign investment. 

At the same time, tax treaties also serve other 
policy objectives-for example, the prevention of 
tax avoidance and evasion, and the fostering of 
international cooperation between the tax authori- 
ties of Contracting States.15 

Benefits of Tax Harmonization. The stakes in tax 
harmonization, or coordination of the tax systems of 
various countries, involve more than a desire for orderli- 
ness in international tax matters. Without such harmoniza- 
tion, double taxation of income could easily occur, result- 
ing in a lossof international investment and incomeflows. 
In 1981, U.S. firms' direct investments abroad increased 
by $1 1.8 billion to a level of $227.3 billion, and these firms 
received 1981 income of $31.9 billion from this cumulative 
direct foreign investment. That same year, foreign firms' 
direct investment in the U.S. increased by $21.3 billion to a 
level of $89.6 billion, and these firms rece~ved 1981 income 
of $7.8 billion from this cumulative investment.16 

'=Statement of Assistant Secretary of the Treasury. Laurence N. 
Woodworth, before the Senate Committee on  Foreign Relattons. 
Hearings o n  Tax Treaties with the United Kingdom, the Repub l~c  
o f  Korea, and  the Republic o f  the Philippines. July 19 and 20. 
1977, 95th Congress, First Sess~on, Washtngton, D.C., U.S 
Government Printing Office, 1977. p .  28. 

I6Direct investment excludes investment in bonds, notes or 
so-called "portfol io" stock investments through w h ~ c h  no  con- 
trol l ing interest is obtained. See O b ~ e  G. Wh~chard ,  "U.S. D~rec t  
Investment Abroad in 1981 ,"and Ned G. Howenstineand Gregory 
G. Fouch, "Foreign Direct Investment in  the United States in 
1981," both in U.S. Department of Commerce. Bureau of Eco- 

These capital investments and income flows contribute 
significantly to increasing worldwide standards of living. 
The capital importing or host country benefits from the 
use of foreign capital in its production processes because 
the resulting higher capital-to-labor ratios can increase 
productivity and raise real earnings. The capital exporting 
country benefits from the rate of return that can be earned 
on capital employed abroad. Excessive taxation of the 
income generated from foreign investments through 
failure to harmonize national tax systems could undermine 
this beneficial flow of capital. 

lnternational tax harmonization is not dissimilar to 
arrangements that states have worked out for taxing the 
income of people working in one state and living in a 
neighboring one. If the state of employment asserts its 
right to tax income on a source or where-earned basis, the 
state of residence generally allows the employee a credit 
against its own tax levied on a residence basis. Thus, at the 
state level, double taxation of the same income is eli- 
minated. At the same time, individual households benefit 
because their choices of work places and residences are 
not restricted by tax considerations. Similar benefits to 
U.S. citizens occur through tax harmonization on an 
international level. 

lnternational tax harmonization, however, cannot occur 
without an internationally accepted set of standards that 
can serve as the foundation for all tax treaty negotiations. 

Internationally Accepted Standards. Internationally 
accepted standards establish principlesfor taxing foreign- 
owned enterprises operating in the United States and U.S. 
owned enterprises operating abroad. Two important sets 
of rules for this purpose are: (1) those defining a 
permanent establishment, such as a branch or subsidiary 
corporation, that can betaxed by the host country; and (2) 
those specifying the procedures to be used toaccount for 
transactions between related parties in measuring the in- 
come of a permanent establishment. Under these latter 
rules, the permanent establishment is to be regarded as a 
separate entity and transactions between related parties 
are calculated on an arm's length basis; that is, as if the 
related parties were dealing with each other as inde- 
pendent enterprises at arm's length. 

These standards have evolved from about 50 years of 
effort on the part of both technical experts and tax treaty 
negotiators.'' The Organization for Economic Coopera- 
tion and Development (OECD) treaty, most recently 
revised in 1977, and the United States model income tax 
treaty, last issued in June 1981, reflect a "water's edge" 
rule. Permanent establishments in foreign countries are 
considered separate entities. Even if transactions occur 
between related foreign and domestic corporations, the 
income attributable to the foreign entity is calculated by 

nomic Analysis. Survey o f  Current Bus~ness. Vol. 62. No.  8, 
August 1982. The figures appear in Table 1, p. 12; Table 8, p .  17; 
Tabla 1, p .  31; Table 6. p. 34. 

"Statement of  H .  David Rosenbloom, lnternational Tax Coun- 
sel. Department o f  the Treasury, before the Subcommittee on 
Overs~ght.  House Committee on Ways and Means. Hearings on  
Income Tax Treaties, Apri l  29, 1980,96th Congress, 2nd Session, 
Washington. D.C , U S  Government Printing Office. 1980, p .  61. 



reference to transactions between independent par tie^.'^ 
Conflicts with State Practice. These water's edge rules 

contrast sharply with the procedures used by 12 states 
that apply a unitary apportionment approach to worldwide 
combinations of affiliated firms. Under this approach, in- 
come from all firms believed to be part of a unitary busi- 
ness enterprise-whether domestic or foreign firms-is 
added together to determine the combined income of the 
entire enterprise. The share of this combined income 
attributable to a particular state is measured by taking the 
ratios of the in-state values of the standard apportionment 
factors-sales, property, and payroll-to their worldwide 
values. 

The Treasury Department, during the Carter Adminis- 
tration, took the position that the conflict between state 
use of worldwide combination and apportionment prac- 
tices and the water's edge rules used by the U.S. govern- 
ment and in international practice can have serious 
implications. First, as noted, it can interfere with national 
tax harmonization objectives. 

Second, conflict between national and state rules can 
be a substantial irritant in international tax and trade 
policy. A number of foreign governments have transmitted 
to the United States their formal objections to the states' 
using worldwide combination rules for taxing corpora- 
tions owned by citizens in their countries. Belgium, 
Canada, France, Italy, the United Kingdom, and the nine 
governments of the European Economic Community 
(EEC), among others, have voiced such objections.lg 

Also, testimony during Senate consideration of the U.K. 
treaty offered several examples of taxpayer objections to 
worldwide combination practices.20 Although the facts of 
these cases are undoubtedly subject to dispute and the 
testimony displaysstates in the worst possible light, there 
is legitimate concern about the potential for interference 
with the free flow of international c~mmerce .~ '  

The federal government is also concerned that foreign 
governments, wanting to help their own corporate tax- 
payers, could retaliateagainst the United States. Countries 
believe the unitary approach as applied to worldwide 
combinations imposes inequitable state tax burdens on 
foreign-owned corporations and entails state taxation of 
out-of-state, or extraterritorial values. The countries 
could, therefore, conclude that some appropriate re- 
sponse is required to demonstrate their concern. U.S. 

'eThe United States taxes residents on worldwide income- 
from both domestic and foreign sources. Double taxation is 
eliminated, however, by providing a credit for foreign taxes on 
foreign-source income. Hence, there is still a need to  determine 
fore~gn-source income from establishments located abroad to 
calculate the allowable foreign tax credit, and this is where the 
federal government uses the water's edge rule to avoid double 
taxation of foreign source income. 

'gExamples of the statements of foreign countries are repro- 
duced in Appendix A 

2ol t  should be noted, however, that not all corporations offered 
objection to  worldwide combination. The Caterpillar Corporation. 
for example, favored that approach. 

ZISee, for example, the test~mony of Valentine Brookes before 
the Senate Committee on Fo re~gn  Relations, Hearings on  Tax 
Treaties with the Uni ted Klngdom, op. o t . ,  pp. 212-221. and the 
testimony of William D. McKee, pp. 291-5 

corporations with subsidiaries located abroad could be 
targets. 

However, a more likely result of continuing foreign 
governments' concern with state unitary taxation would 
be the inability of the United States to negotiate tax 
treaties on as favorable terms to American multinational 
corporations as could otherwise be achieved. Although 
the exact way that any particular issue enters into a 
complex treaty negot~ation is difficult to determine, state 
action would have theeffect of restricting federal flexibility 
in ongoing treaty negotiations. 
The State Interest 

Against this national interest must be set the states' 
interest in continued use of worldwide combined 
reporting. 

History. First, a brief history of state use of formula 
apportionment may be instructive. In the early days of 
state income taxation, separate accounting was con- 
sidered the preferred approach for determining within- 
state income of a multistate firm, even though imple- 
mentation of this approach required detailed records for 
calculating income on either a functional or a geograph- 
ical basis.22 Formulaapportionment came to be applied to 
the activity of a single multistate firm as a practical 
solution to the need for a workable and inexpensive 
dividing-up rule, that is to say, "out of sheer n e c e s ~ i t y . " ~ ~  
The technique was first used to apportion intangible 
property values-such as good will-for railroads operat- 
ing across state lines by employing such crude devices as 
the number of track miles of railroad property in each 
state. Eventually, the techniqueevolved into theapportion- 
ment of income by factors believed to give rise to that 
income. It was also a small step from apportioning the 
income of a single firm among the several states in which it 
operated to apportioning the combined income of a group 
of related firms deemed to be operating as a single unitary 
business. And also, in the view of many states, i t  was not a 
much larger step to view affiliated firms operating 
worldwide in the same way as such firms engaged in solely 
domestic activity. From the states' perspective unitary 
apportionment on either a domestic or a worldwide basis 
is but a logical corollary of the growing complexity of 
contemporary corporate financial arrangements. The 
same motive "of sheer necessity" that impelled states to 
replace the early unworkable separate accounting scheme 
for determining the income of a single multistate firm is 
operative today. 

State Argument for Continued Use of Unitary Principles. 
The position of the states regarding the continued use of 
worldwide unitary combination procedures may be found 
in the statements of numerous revenue officers, other 
state officials, state organizations (such as the National 
Governors' Association and the National Association of 
Tax Administrators), and the Multistate Tax Commis- 
-~~ - 

ZzSee Jerome R. Hellerstein, "The Unitary Business Principle 
and Multicorporate Enterprises: An Examination of the Major 
Controversies." Tax Executive, July 1975, p. 314; and Jerome R.  
and Walter Hellerstein, State and  Local  Taxation. 4th edition. St. 
Paul, Minn., West Publishing Co., 1978, pp. 432-433. 

23Proponents of worldwide combined reporting also point u p  
theoretical advantages, i.e., accounting for intangible factors 
such as good will and management strength. 



sion-a compact of 20 states.24 The states make several 
general arguments in support of using worldwide combi- 
nation. 

1. Revenue Losses. At the most pragmatic level, 
states are concerned about the revenue losses that would 
result if they were prohibited from applying unitary prin- 
ciples on a worldwide basis. For example, the Multistate 
Tax Commission estimates that legislation before the 97th 
C o n g r e s ~ ~ ~  disallowing both worldwide combination 
procedures and the state taxation of foreign source 
dividends would involve revenue losses to  the states of 
over $700 million or over 6 percent of total state collections 
from corporate income taxes in 1981.26 At a time of 
increased fiscal responsibilities, cutbacks of federal 
grants-in-aid, and limitations on their abilities to  raise 
revenues from other sources, states feel genuinely 
aggrieved by the prospect of significant revenue losses.27 

2. Administrability of Separate Accounting. It is also 
contended that another consideration is relative difficulty 
in administering separate compared to unitary account- 
ing.28 States claim that separate accounting is an unwork- 
able device for distinguishing between domestic and 
foreign source income and that only worldwide appor- 
tionment can effectively deal with the income measure- 
ment problems arising from transactions between related 
corporations. An article on separate accounting in the 
1976 Harvard Law Review suggested that multinational 

24The sources cited below are illustrative rather than exhaus- 
t ~ v e  Numerous other examples could have been selected. 

25The l eg~s la t~on  IS H.R. 1983 and S. 655. 97th Congress. 2nd 
Session. 

26These ievenue loss estimates are reported in Multistate Tax 
Commission, "Summary of State Responses to  Treasury Depart- 
ment Questionnaire on Use of Unitary Method and Taxation of 
Dividend Income," (unpublished response to  Teasury Depart- 
ment Survey, May 11, 1982), p. i . ;  cited in  Tax Notes, 15, No. 8 
(May 24, 1982), p. 696. Collections from state corporate taxes in 
1981 were $14.1 bil l ion dollars according to  the Bureau of the 
Census. These estimates of revenue loss have not been accepted 
in all quarters. The Commit teeon State Taxation of thecounc i l  of 
State Chambers of Commerce has estimated revenue losses of 
under $100 mil l ion. See Comm~t tee on State Taxation. "Revenue 
Impact onstates of H.R. 5076;" Press release date April 24, 1980. 

2 7 F ~ r  examples of this argument see letter of December30,1981 
from Governor Babbitt of Arizona to President Reagan on  behalf 
of the Western Governors Policy Office (WESTPO) and enclosed 
WESTPO resolution of April 5-7, 1981; Ferdinand P. Schoettle, 
"The U.K. Treaty and the State Taxation of Corporate Income," 
Tax Notes, vol. 5, no. 14 (Apr i l  4, 1977), pp. 3-8; statement of 
Willlam Craven, president, National Association of Tax Adminis- 
trators and Director. Audit Division, Department of Taxation and 
Finance, State of New York, including the posit ion paper of the 
National Association of Tax Administrators on interstate taxation 
of business adopted June 10-13, 1979, in State Taxation of 
Foreign Source Income. Hearings on H.R. 5C76, before the 96th 
Congress, 2nd Session, March 31, 1980, pp. 11-17. In this same 
hearing see also statements by the fol lowing: Byron Dorgan, past 
chairman, Multistate Tax Commission and Tax Commissioner, 
State of North Dakota, p 19; Theodore W. de Looze, chief tax 
counsel. Department of Justice, State of Oregon. p p  36 and 44; 
James E. Zagel, director, Department of Revenue, State of 
Illinois, p. 51; James Hamilton, assistant chief counsel, Cal i forn~a 
State Franchise Tax Board, p. 56. 

A more fundamental question, of course, is whether revenue 
considerations should play such a prominent role in the pohcy 

corporations (MNCs) have considerable flexibility in shift- 
ing income among countries due to the rules they use for 
pricing transfers between affiliated firms: 

While tax avoidance may enter into a MNC's deter- 
mination of transfer prices, there are many important 
non-income tax influences on such decisions. 
Whatever the motivation, however, freely estab- 
lished transfer pricing represents a means whereby 
MNC profits produced by subsidiaries in countries 
with high tax burdens may be shifted to  other 
entities subject to more favorable tax treatment. 
Whenever transfer pricing has the effect of shifting 
income in this way, a country in which economically 
significant activities took place is deprived of some 
portion of its fair share of the taxable income of the 
MNC.29 

The recently-issued report by the General Accounting 
Off iceon the Internal RevenueService'sadministration of 
arm's length pricing rules under section 482 of the tax 
code supports this position.30 The GAO report is highly 
critical of IRS enforcement procedures under section 482 
and found that the IRS has been able to  use a true arm's 
length standard in only a small minority of cases.3' 
Furthermore, the GAO recommends that seriousattention 
be given to uslng worldwide combination and formula 
apportionment practices for measuring the income of 
multinational  corporation^.^^ 

3. State Sovereignty. On a philosophical level, the 
states argue that they should be able to  determine their 
own fiscal structures without outside i n t e r f e r e n ~ e . ~ ~  This 
traditional position against federal encroachment on state 
prerogatives is buttressed by the view that the authority to 

debate In the words of Charles McLure, "One can, after all, think 
of many bad taxes that would raise substantial revenue." See his 
"Toward Uniformity in  Interstate Taxation: A Further Analysis," 
Tax Notes, vol. 13, no. 2 (July 13, 1981), footnote 21, p. 55. 

28For a discussion of this posit ion, see letter of December 30, 
1981, from Governor Babbitt, op. cit.; William D. Dexter, "An 
Analysis of and Comment on, H.R. 1983 and S. 655 of the 97th 
Congress," Multistate Tax Commission, processed, undated; 
Jerome R. Hellerstein, op. cit., pp. 316-317, 319-320; Natonal 
Association of Tax Administrators, Resolution No. 18, adopted at 
annual meeting, May 31-June 4,1982, New Orleans, La.,; and the 
following statements in  State Taxation o f  Foreign Source Income: 
William Craven, pp. 14-15; Byron Dorgan, pp. 21-22; Theodore W. 
de Looze, pp. 37, 42-43; James Hamilton, pp. 58-59, 62; and 
Ferdinand P. Schoettle, pp. 337-338. 

29"Multinational Corporation and Income Allocation Under 
Section 482 of the Internal Revenue Code," Harvard Law Review. 
Vol. 89, No. 6, April 1976, pp. 1203-1204. 

30The Comptroller General of the United States, Report to  the 
chairman of the House Committee on  Ways and Means, IRS 
Could  Better Protect U.S. Tax Interests i n  Determining the In- 
come of Multinational corporations (GGD-81-81). Washington, 
D.C., U.S. General Accounting Office, September 30, 1981. 

3' lbid., p 29. 
321bid., p p  50-52. 
33See Walter Hellerstem, "State Income Taxation of Multi- 

jurisdictional Corporations: Ref lect~ons on Mobil, Exxon, and 
H.R. 5076," Michigan Law Review, vol. 79, no. 1 (November 1980), 
pp. 160, 169-170; and the following statements in State Taxation 
of Foreign Source Income: William Craven, pp. 11-17; Byron 
Dorgan. p 18; and Theodore W. de Looze, p .  40. 



tax is critical to the very existence of states as constitu- 
tionally protected sovereign governments within the 
federal system. Therefore, doubts should be resolved in 
favor of wide leeway for state tax policymakers. 

4. No Serious Demonstrated Harm. A less dogmatic 
interpretation of this federalism position is that there has 
been no demonstration of harm as a result of state taxation 
of multinational corporations, and, therefore, no com- 
pelling reasons to restrict state acti0n.3~ Foreign corpora- 
tions still want to invest in the U.S.; foreign governments 
have not tried to impose retaliatory taxation on U.S. 
corporations operating abroad; and foreign governments 
still wish to conclude tax and other treaties with the United 
States. In short, while acknowledging that foreign govern- 
ments have formally objected to the use of worldwide 
apportionment procedures, the states claim that it has not 
been possible to marshal evidence of serious national 
harm resulting from state tax practices. 

5. Adequate Judicial Remedies are Available. Other 
arguments against imposing restrictions on state taxing 
authority are based on the dynamics of the federal system 
and the tendency for excesses to be self-correcting in the 
absence of direct federal intervention. For example, the 
courts can insure that constitutional limitations on state 
taxing authority, as discussed above, are adhered to. 
Supreme Court decisions in Japan Line35 and more 
recently in ASARCO Inc. v. IdahoState Tax C o m m i ~ s i o n ~ ~  
and F. W. Woolworth Co. v. Taxation and Revenue 
Department of New Mexico3' are cited as positive 
examples. 

The latter two cases ASARCO and Woolworth require 
further elaboration. In these two cases, the states of ldaho 
and New Mexico, respectively, wanted to include in the 
apportionable income of corporations doing business 
within their states dividend income received from subsidi- 
ary foreign corporations. The Supreme Court, relying on 
its position in Mobil Oil Corp. v. The Commissioner of 
Taxes of Vermont that "the linchpin of apportionability in 
the field of state income taxation is the unitary-business 
p r i n ~ i p l e , " ~ ~  had to address thecritical question of whether 
the payor corporations, in fact, had a unitary business 
relationship with the dividend receiving corporations. 
This question was decided affirmatively in Mobil, thereby 
giving Vermont the authority to tax foreign dividends 
received by a corporation doing business in the state. In 
ASARCO and Woolworth, the fact patterns led the Court 
to a different conclusion, and on due process grounds, the 
Court rejected the right of ldaho and New Mexico to tax 
the foreign dividend receipts. In ASARCO, for example, 
the Court stated that "the record establishes that each of 
the three partial subsidiaries in question operated a 
'discrete business enterprise' having nothing to do with 

34This view may be found in William D Dexter, "Analysis of H.R. 
1983 and S. 655," p. 21; Walter Hellerstein, "State Income 
Taxatlon of Multijurisdlctional Corporations," pp. 159-160; and 
the following statements in State Taxatlon of Forelgn Source 
Income. Byron Dorgan, p 18 and Theodore W de Looze, pp. 
41-42. 
35441 U.S. 434 (1979). 
3650 U.S. L.W. 4962 (U.S. 1982). 
3750 U.S. L.W. 4957 (U.S. 1982). 
j8444 U.S. 425, 439 (1980). 

the activities of (ASARCO) in the taxing state'."3g Idaho, 
therefore, could exercise no tax claim on the dividends 
received by ASARCO from these subsidiaries. 

Additionally, in Woolworth the Court declared that the 
"gross up" element of foreign dividends to reflect foreign 
taxes deemed paid could not be taxed by New Mexico.40 

These decisions still leave unanswered questions. 
Perhaps most important is the exact contours of a consti- 
tutionally acceptable definition of a unitary business 
operation. In ASARCO, the Court struck down Idaho's 
contention that "corporate purpose should define unitary 
business,"41 declaring that "this definition of unitary busi- 
ness would destroy the concept."42 While no definitive 
guidelines were offered to the states, the Court suggested 
in ASARCO that in Mobiland Exxon "the states prevailed 
because it was clear that the affiliated corporations 
operated unitary businesses with a continuous flow and 
interchange of common products."43 Furthermore, since 
no unitary relationship was found to have existed in 
ASARCO and Woolworth, no light has been shed on the 
question of whether state taxation on the basis of world- 
wide unitary combination is itself uncon~t i tu t iona l .~~  

The Supreme Court, in its current term, has the 
opportunity to decide this issue because it will be raised in 
both Chicago Bridge and lron and also Container Corpo- 
ration of America v. Franchise Tax Board (81-253). 

The judicial process may move at a slow pace and not 
always provide conclusive answers, but there is no deny- 
ing its role in the federal system in delimiting state 
tendencies toward an over-reaching tax system.45 

j950 U.S. L.W. 4962,4968 m. 24 (U.S. l982), quoting Mobil U.S. 
425, 442. 

40This "gross up" element arises from provisions of nat~onal tax 
law explicitly designed to eliminate double taxation by the U.S. 
and foreign governments of the income from which foreign 
dividends are paid. The process entails three steps. First, cash 
dividends received by the domestic corporation are "grossed-up" 
to reflect the foreign taxes paid on these dividends; next, the U.S. 
tax is assessed on the grossed-up dividends; then, a credit is 
allowed against the federal tax liability for foreign taxes deemed 
paid. In this way, foreign taxes reduce U.S. taxesdollarfor dollar, 
and internat~onal double taxation is prevented. 
"50 U.S L.W. 4967. 
421bid. 
"/bid., p. 4968, n. 24. A similar view was offered in Woolworth 

where "no flow of international business" wasfound, 50 U.S. L.W. 
4957,4961 (U.S. 1982). 

441n his amicus brief in Chicago Bridge and lron Company v. 
Caterpillar Tractor Co., et. al. no. 81-349, the Solicitor General 
contended that worldwide unitary combination for state tax 
purposes is unconstitutional because it prevents the national 
government from speaking with one voice on matters of inter- 
national doubletaxation. It should also be noted that the Solicitor 
General has not resubmitted that amicus brlef for reconsideration 
by the Supreme Court in the current term-a clear signal that the 
Reagan Administration no longer wants to be a party to any 
litigation designed to restrict state taxing powers. See Appendix 
B 

45Some have expressed dissatisfaction with the case-by-case 
approach to dealing with policy issues involved in  conflicts be- 
tween federal and state tax practice, and have concluded that 
federal legislation is, therefore, needed. For example, the General 
Accounting Office in Key Issues.. .(page 22) commented that 
"although the Supreme Court has rendered decisionson some of 
the issues affecting state taxation of MJC's (multijurisdictional 



6. Self-correcting Influence of State Competition. 
Another impetus for self-correction is the competition 
among thestates for new industry, including firms that are 
affiliated with multinational groups. Some states, such as 
Virginia, have been revising their tax structures to  be more 
congenial to  multinational businesses. Evidence has also 
been cited of affiliates of foreign parents choosing to 
locate in states that are less aggressive in applying the 
unitary system on a worldwide basis.46 In such a competi- 
tive environment, states will be constrained in setting up 
tax rules that are much out of step with sister states. 

MAJOR FINDINGS AND CONCLUSIONS 

1. Conflict has arisen between state and national rules 
for taxing multinational corporations. Several states have 
used the worldwide combination approach for deter- 
mining the taxable income of multinational firms. During 
the Senate consideration of the U.K. Treaty, the Treasury 
Department took the position that these state practices 
did not conform to  internationally accepted standards that 
are based on separately accounting for the income of 
corporations located in each country. Therefore, it was 
argued that these state tax practices worked against a 
national interest-international tax harmonization. 

2. Conflicts between the interests of the national 
government and those of the states cannot easily be 
resolved without specific criteria or tests with which to 
evaluate the merits of the competing claims. In the present 
instance, either one of two tests can be applied to 
determine whether or not federal constraint of state 
authority to tax multinational corporations is appropriate. 

3. The first test may be termed the predominant national 
interest test. Here, national intervention is appropriate if a 
state activity falls so clearly within the domain of the 
national interest that reasonable doubts must be resolved 
i n  favor of action by the national government. It is not 
necessary under this test to  show that the nation has been 
seriously harmed by the failureof the national government 
to  act, but only that the national government must be free 
to  pursue the national interest (i.e., international tax 
harmonization) without hindrance or obstruction by the 
states. Where the national interest can be identified as 
predominant, state interests must give way "beyond the 
water's edge." 

corporations), the inherent limttations of the judicial process 
have prevented and will continue to prevent the comprehensive 
treatment of the issues which their scope and complexity 
demand." Support for this view may be found in the cases in 
which the Supreme Court itself has invited Congress to act: for 
example, Moorman Manufacturing Company v. Bair, 437 U.S. 
267, 280-1 (1978); Washington Revenue Department v. Asso-' 
ciation o f  Washington Stevedoring Companres, 435 U.S. 734.749 
(1978). 

46See, for example, statement of Honorable Charles McC. 
Mathias. Jr., U.S. Senator from the State of Maryland in State 
Taxation o f  Foreign Source Income, op. cit., pp. 142-14. also the 
reply by the Committee on State Taxat~on (COST), Council of 
State Chambers of Commerce to a Treasury Department 
questionnatre, "Questionsto COST Pertaining to S. 655 and H.R. 
1983." June 10, 1982, pp. 16-18. 

4. A second and far more stringent alternative test for 
justifying federal intervention is the serious national harm 
test. Here, restrictive national action could be taken only 
after persuasive evidence shows serious economic or 
political harm being done to  the nation by the failure of 
states to  harmonize their tax practices with those of the 
federal government and foreign countries. Such national 
harm could be incurred, for example, if many foreign 
corporations failed to invest in the U.S., if foreign govern- 
ments imposed retaliatory taxation on U.S. corporations 
operation abroad, or if foreign governments declined to 
conclude tax or other treaties with the United States when 
such treaties would clearly serve U.S. interests. 

5. I n  the Commission's judgment, the rigorous serious 
national harm test is clearly superior to the predominant 
national interest test because i t  forces federal policy- 
makers to balance two equally important constitutional 
concerns: promoting the free flow o f  foreign and domestic 
commerce and insuring states wide leeway i n  charting 
their own tax policies. 

6. Because foreign governments have formally objected 
to state use of worldwide apportionment procedures, the 
staff conducted a thorough investigation of the grounds 
for these objections by examining relevant documentation 
and interviewing practitioners and students of inter- 
national tax practices. This staff investigation produced 
n o  evidence that state use of worldwide combination had 
caused harm to the nation. As noted earlier in this report, 
there has been no cut-back in foreign investment in the 
United States, no retaliatory taxation imposed by foreign 
governments on U.S. corporations operating abroad, and 
no refusal by foreign governments to conclude tax treaties 
with the U.S. government. 

7. There are two self-correcting forces at work that 
should prevent state tax practices from causing serious 
national harm in the foreseeable future. First, business 
enterprises in our federal system are free to  locate in 
states that provide the most congenial tax climate. Thus, 
interstate tax competition should prevent most states from 
pursuing state tax policies that are clearly hostile to  their 
economic development fortunes. Second, our judicial 
system provides the process for determining whether 
state tax practices conflict with the constitutional interest 
in achieving a free flow of interstate and foreign commerce 
and for insuring that no person is deprived of property 
without due process of law. 

RECOMMENDATION 

I t  is clear that (a) our federal system allows the states the 
widest latitude i n  determining their own tax structures, (b) 
the judicial system provides processes for determining 
whether state tax practices conflict with constitutional 
standards, (c) business enterprises i n  our federal system 
are free to locate i n  states that provide the most congenial 
tax climate and (d) there is n o  evidence that state tax 
practices cause harm to the nation. Therefore, the Com- 
mission recommends that the United States Congress 
pass n o  law that wil l l imit state tax practices with respect to 
multinational corporations or "foreign source" income. 





Appendix A 

Objections of Foreign Governments to 
State Unitary Taxation 



AMBASCIATA D'ITALIA, 
W a s h i n g t o n ,  D.C. , March 19 ,  1980 

To  the Depar tment  o f  S t a t e ,  W a s h i n g t o n ,  D.C. : 

The I t a l i a n  Embassy p re sen t s  i t s  compliments t o  t h e  Department of S t a t e  and, 
on behalf of the  Nine ECC Governments, of which the  I t a l i a n  Government 
has  now t h e  presidency,  i t  has  t h e  honor t o  forward t h e  a t t ached  no te  on t h e  
problems of the  u n i t a r y  method of t axa t ion .  

The I t a l i a n  Embassy welcomes the  oppor tun i ty  t o  renew t o  t h e  Department 
of S t a t e  t he  assurances  of i t s  h ighes t  cons idera t ion .  

[SEAL] 

PAOLA PANSA CEDRONIO 
Ambassador o f  I t a l y  

1. Our Governments a r e  concerned about t h e  a p p l i c a t i o n  t o  US s u b s i d i a r i e s  
of fo re ign  companies of t h e  u n i t a r y  b a s i s  of t a x a t i o n  a s  appl ied  i n  C a l i f o r n i a  
and i n  varying degrees  by c e r t a i n  o t h e r  S t a t e s .  

2. The u n i t a r y  b a s i s  makes no at tempt  t o  examine t h e  p r o f i t s  genera ted  by t h e  
subs id i a ry .  It looks t o  t he  t o t a l  p r o f i t s  of t h e  worldwide ope ra t i ons  of t h e  group 
of which the  subs id i a ry  i s  a  p a r t ,  and claims a  p o r t i o n  of those  p r o f i t s  on t h e  
b a s i s  of t h e  assumption t h a t  c e r t a i n  s p e c i f i e d  f a c t o r s ,  such a s  t h e  f i x e d  a s s e t  
va lues ,  tu rnover  and p a y r o l l ,  a f f e c t  t h e  p r o f i t s  of t h e  s u b s i d i a r y  i n  t h e  same way 
and t o  t h e  same ex t en t  a s  t h e  p r o f i t s  of t h e  group a s  a  whole, i r r e s p e c t i v e  of 
where t he  corpora t ions  of t h e  group opera te .  This  means t h a t ,  whenever t h e  
group a s  a  whole makes a  p r o f i t  t h e  s u b s i d i a r y  w i l l  be taxed on a  po r t i on  of 
t h i s  p r o f i t ,  even i f  t he  s u b s i d i a r y  i s  a c t u a l l y  making a  l o s s ,  o r  i n  t h e  r eve r se  
s i t u a t i o n ,  t h a t  t h e  s u b s i d i a r y  may not  be taxed i f  t h e  group a s  a  whole has  
made a  l o s s ,  a l though the  s u b s i d i a r y  i s  a c t u a l l y  i n  a  p r o f i t  making pos i t i on .  

3.  This method i s  incompatible  wi th  t h e  p r i n c i p l e s  accepted by a l l  OECD 
member s t a t e s  and recommended t o  a l l  s t a t e s  a s  a  b a s i s  f o r  t h e  t a x a t i o n  of sub- 
s i d i a r i e s  o r  permanent es tab l i shments  of fo re ign  e n t e r p r i s e s .  These p r i n c i p l e s  
r e q u i r e  t h a t  a  subs id i a ry  should be taxed only on t h e  p r o f i t s  i t  a c t u a l l y  has  
made, provided t h a t  t he se  a r e  based on dea l ing  a t  "arm's length"  between t h e  
subs id i a ry  and r e l a t e d  e n t e r p r i s e s ,  i . e .  t h a t  t h e  t r a n s a c t i o n s  between t h e  sub- 
s i d i a r y  and r e l a t e d  corpora t ions  a r e  on t h e  same o r  on a  comparable b a s i s  a s  
t r a n s a c t i o n s  between wholly independent p a r t i e s .  This  i s  intended t o  a r r i v e  a t  
a  f a i r  measure of p r o f i t  and r u l e  ou t  a r t i f i c i a l  p r i c i n g  between members of t h e  
group f o r  t he  s o l e  purpose of minimizing t a x  l i a b i l i t y .  

4. Unless t h e  same b a s i c  r u l e s  f o r  c a l c u l a t i n g  t axab le  p r o f i t s  a r e  followed 
gene ra l l y  by t h e  main t r a d i n g  n a t i o n s  i t  w i l l  be impossible  t o  ach ieve  t h e  essen-  
t i a l  o b j e c t i v e  of p rovid ing  a  c o n s i s t e n t  and coherent i n t e r n a t i o n a l  t a x  framework 
f o r  t r ade  and investment.  

5. The u n i t a r y  t a x  b a s i s  can g ive  r i s e  t o  obviously inequable  t a x  l i a b i l i t i e s ,  
and t o  a  form of double t a x a t i o n  which o f t e n  cannot be r e l i e v e d ,  o r  can be re- 
l i e v e d  only i f  c o u n t r i e s ,  which fo l l ow  gene ra l l y  accepted p r a c t i c e s ,  bear  an  
u n f a i r  burden of r e l i e f .  

6. Unitary t a x a t i o n ,  because i t  r e q u i r e s  worldwide r e p o r t i n g  of t h e  group ' s  
a c t i v i t i e s  i n  t h e  s t a t e  where t h e  s u b s i d i a r y  ope ra t e s  imposes very heavy com- 
p l i ance  c o s t s ,  i n  a d d i t i o n  t o  t h e  c o s t s  of compliance and r e p o r t i n g  f o r  non-US 
corpora t ions  i n  t h e i r  "home count r ies" .  



7. The Federa l  Government uses  t h e  arms-length b a s i s  f o r  i t s  t a x a t i o n  of sub- 
s i d i a r i e s  of fo re ign  corpora t ions .  

8. The problem was addressed i n  t h e  US/UK Double Taxat ion Trea ty ,  A r t i c l e  
9(4)  of t h e  Trea ty ,  which was supported by t h e  Adminis t ra t ion ,  would have d i s -  
allowed t h e  impos i t ion  of u n i t a r y  t axes  on s u b s i d i a r i e s  of UK companies. When 
t h e  Senate voted on t h e  Trea ty  i n  1978 t h e  ma jo r i t y  approved t h e  Trea ty  w i t h  
Article 9(4)  i n  i t s  o r i g i n a l  form, a l though t h e  necessary  two-thirds  ma jo r i t y  was 
no t  achieved. Subsequently,  t h e  Senate  approved t h e  Trea ty  wi th  t h e  necessary  
two-thirds ma jo r i t y ,  but sub j ec t  t o  t h e  r e s e r v a t i o n  t h a t  A r t i c l e  9 (4 )  was no t  t o  
apply f o r  t h e  purpose of s t a t e  t axa t ion .  A r t i c l e  9 (4 )  remained i n  t h e  T rea ty ,  but  
only f o r  t he  purpose of n a t i o n a l  t axa t ion .  

9. There a r e  c u r r e n t l y  f o u r  r e l e v a n t  b i l l s  i n  Congress,  S983, S1688, HR 5093 
and HR 5076, t h e  l a s t  of which i s  scheduled f o r  hea r ings  on t h e  31s t  of March. 

I n  view of the  s t r o n g  arguments a g a i n s t  u n i t a r y  t a x a t i o n ,  o u t  Govern- 
ments urge  you t o  support  t h i s  l e g i s l a t i o n  i n  s o  f a r  a s  i t  r e l a t e s  t o  t h e  u n i t a r y  
t a x  i s s u e s  r a i s e d  above, w i th  a  view t o  e a r l y  enactment. 



BRITISH EMBASSY 
W a s h i n g t o n ,  D . C . ,  J u n e  23 ,  1980 

Hon. HARRY F. BYRD, Jr., 
R u s s e l l  S e n a t e  O f f i c e  B u i l d i n g  
U.S. S e n a t e ,  W a s h i n g t o n ,  D . C .  

MY DEAR SENATOR BYRD. I n  t h e  con tex t  of t h e  hea r ing  of your Taxat ion  Sub- 
committee tomorrow on S. 983 and S. 1688, may I b r i n g  t o  your a t t e n t i o n  t h e  views 
of my Government on t h e  a p p l i c a t i o n  of u n i t a r y  t a x a t i o n  t o  t h e  U.S. s u b s i d i a r i e s  of 
B r i t i s h  companies, s e t  out  i n  a  no t e  (copy a t t a c h e d )  communicated t o  t h e  Adminis- 
t r a t i o n  on March 25, 1980. 

J. ANSON, Minister, Economics  

[ P r e s s  r e l e a s e  i s sued  by t h e  B r i t i s h  Embassy Informat ion  Department] 

U.K.1U.S. DOUBLE TAXATION CONVENTION 

The r a t i f i c a t i o n  by t h e  Exchange of Ins t ruments  of t h e  UK/US Double Taxat ion  
Convention took p lace  i n  Washington on 25 March 1980. 

The Convention e n t e r s  i n t o  f o r c e  on 25 A p r i l  1980. 
Attached i s  a no t e  of t he  d e t a i l s  t oge the r  w i t h  an o u t l i n e  of t h e  views which have 

been communicated by Her Majes ty ' s  Government t o  t h e  US Adminis t ra t ion  a t  t h e  
t ime of r a t i f i c a t i o n .  

The Double Taxat ion  Convention between t h e  UK and t h e  US, which was s igned 
i n  London on 31 December 1975, and t h e  t h r e e  supplementary P r o t o c o l s  which were 
s igned i n  London on 26 August, 1976, 31 March 1977 and 15 March 1979 r e s p e c t i v e l y  
were r a t i f i e d  by t h e  Exchange of Ins t ruments  i n  Washington on 25 March 1980. 

The Convention, a s  amended by t h e  P ro toco l s ,  w i l l  e n t e r  i n t o  f o r c e  on 25 A p r i l  
1980. 

The fo l lowing  views have been conveyed by Her Majes ty ' s  Government t o  t h e  US 
Adminis t ra t ion .  

I t  i s  a m a t t e r  of r e g r e t  t o  Her Majes ty ' s  Government t h a t  d i f f i c u l t i e s  over  one 
a spec t  of t h e  Convention, a l though i t  i s  an important  one ,  should  have tended t o  
obscure t h e  achievement of t h e  two Governments i n  reaching  a f a i r  and balanced 
agreement. 

Among doubie t a x a t i o n  t r e a t i e s ,  t h a t  between t h e  B r i t i s h  and United S t a t e s  
Governments has a  pre-eminent p o s i t i o n .  The economic and f i n a n c i a l  l i n k s  between 
t h e  two na t ions  a r e  so  s t r o n g  and t h e  a r e a s  covered s o  d i v e r s e  t h a t ,  a p a r t  from i t s  
i n t r i n s i c  importance t o  t h e  United Kingdom and t h e  United S t a t e s  of America, t h e  
Convention a t t r a c t s  wide i n t e r e s t  i n t e r n a t i o n a l l y  and i s  a source  of a u t h o r i t y  i n  i t s  
f i e l d .  

Her Majes ty ' s  Government i s  t h e r e f o r e  g rave ly  concerned t h a t  a s  a  r e s u l t  of t h e  
amendment r e s u l t i n g  from t h e  United S t a t e s  Senate r e s e r v a t i o n  on A r t i c l e  9 ( 4 )  t h e  
Convention does not  comprehensively r e s t r i c t  t h e  a p p l i c a t i o n  of t h e  u n i t a r y  b a s i s  of 
t a x a t i o n .  That A r t i c l e  i n  i t s  o r i g i n a l  form would have prevented  t h e  United S t a t e s  
Government and t h e  i n d i v i d u a l  S t a t e s  of t h e  United S t a t e s  of America from apply- 
i n g  t h i s  b a s i s  t o  United Kingdom co rpo ra t e  groups which have s u b s i d i a r y  companies 
i n  t h e  United S t a t e s .  I n  i t s  f i n a l  form t h e  A r t i c l e  a p p l i e s  on ly  f o r  t h e  purposes of 
United S t a t e s  f e d e r a l  t a x ,  where t h e  u n i t a r y  b a s i s  i s  no t  employed, and does n o t  
cover  i n d i v i d u a l  S t a t e s  of t h e  Union. Th i s  i s  not only a  set-back f o r  B r i t i s h  corpo- 
r a t e  investment  i n  t h e  United S t a t e s .  It may a l s o  be i n t e r p r e t e d  a s  awarding some 
approval  f o r  t h e  u n i t a r y  b a s i s  of t a x a t i o n  and could have wider  r epe rcus s ions .  

Her Majes ty ' s  Government i s  convinced t h a t  t h e  u n i t a r y  b a s i s  of t a x a t i o n  w i t h  
combined r e p o r t i n g ,  p a r t i c u l a r l y  a s  app l i ed  i n  t h e  i n t e r n a t i o n a l  f i e l d ,  i s  e n t i r e l y  



u n s a t i s f a c t o r y .  The Organ i sa t i on  f o r  Economic Co-operation and Development has  
explored ,  encouraged and developed t h e  "arm's-length" p r i n c i p l e  f o r  r e g u l a t i n g  t h e  
t a x a t i o n  of m u l t i n a t i o n a l  e n t e r p r i s e s  o p e r a t i n g  through s u b s i d i a r y  companies o r  
branches. This  p r i n c i p l e  r e q u i r e s  t h a t  t h e  s u b s i d i a r y  o r  branch should be taxed  o n l y  
by r e f e r e n c e  t o  t h e  p r o f i t s  which i t s  own a c t i v i t i e s  gene ra t e .  Where t h e s e  a c t i v i t i e s  
i nvo lve  t r a n s a c t i o n s  w i th  r e l a t e d  e n t e r p r i s e s  and t h e s e  t r a n s a c t i o n s  a r e  no t  on t h e  
b a s i s  which would be made between wholly independent  e n t e r p r i s e s ,  t h e  p r o f i t s  a r e  
t o  be a d j u s t e d  f o r  t a x  purposes by r e f e r e n c e  t o  t h e  independent  e n t e r p r i s e  t e s t ,  i.e., 
t h e  "arm's-length" b a s i s .  Th i s  is  in tended  t o  achieve  a  f a i r  measure of t h e  p r o f i t  by 
c a n c e l l i n g  t h e  e f f e c t  of any a r t  i f  i c i a l  p r i c i n g  between r e l a t e d  e n t e r p r i s e s .  The 
"arm's- lsngth" approach has  been i n t e r n a t i o n a l l y  accepted  and i s  a  v i t a l  f e a t u r e s  of 
double t a x a t i o n  convent ions  throughout  t h e  world. 

The u n i t a r y  b a s i s  w i t h  combined r e p o r t i n g  i s  a  q u i t e  d i f f e r e n t  approach. It makes 
no a t t empt  t o  examine t h e  p r o f i t s  made by t h e  l o c a l l y  based s u b s i d i a r y  company. It 
may look  t o  t h e  t o t a l  p r o f i t  of t h e  world-wide o p e r a t i o n s  of t h e  group and c l a im  a 
p ropor t i on  of t h a t  t o t a l  by r e f e r e n c e  t o  a r b i t r a r i l y  de f ined  c r i t e r i a .  The problems 

a s s o c i a t e d  wi th  t h i s  technique  a r e  many and have been w e l l  rehearsed .  The t a x  
consequences a r e  unp red ic t ab l e  and a r b i t r a r y .  The widely vary ing  commercial and 
economic c l ima te s  i n  d i f f e r e n t  c o u n t r i e s  produce i n e q u i t a b l e  r e s u l t s .  Under t h i s  
system i t  can l ead  t o  a  demand f o r  tax '  by r e f e r e n c e  t o  group p r o f i t s  ea rned  from 
unconnected a c t i v i t i e s  i n  o t h e r  p a r t s  of t h e  world where t hey  a r e  a l r e a d y  taxed ,  
even a l though t h e  l o c a l  s u b s i d i a r y  is  i n c u r r i n g  s u b s t a n t i a l  l o s s e s .  On t h e  u n i t a r y  
b a s i s  t h e r e  is  l i k e l y  t o  be un re l i eved  and u n r e l i e v a b l e  double t a x a t i o n .  I n  a d d i t i o n  
t h e  compliance c o s t s  a r e  unacceptably  high.  

Apart from these  i n h e r e n t  problems a s s o c i a t e d  wi th  t h e  u n i t a r y  t a x  b a s i s ,  i t s  
i n c o m p a t i b i l i t y  w i th  t h e  i n t e r n a t i o n a l l y  accepted "arm's- length" b a s i s  would gener- 
a t e  c o n f l i c t s  between t h e  i n t e r n a t i o n a l  i n v e s t i n g  and t r a d i n g  n a t i o n s  and d i s r u p t i o n  
of i n t e r n a t i o n a l  bus ines s  i f  t h e  precedent  i m p l i c i t  i n  t h e  Convention were t o  be 
fol lowed by o t h e r  c o u n t r i e s .  Unless  common r u l e s  f o r  de te rmining  t h e  a l l o c a t i o n  of 
p r o f i t s  between d i f f e r e n t  t a x i n g  j u r i s d i c t i o n s  a r e  fol lowed i n t e r n a t i o n a l l y  i t  w i l l  be 
imposs ib le  t o  p re se rve  t h e  e s s e n t i a l  o b j e c t i v e  of provid ing  a  c o n s i s t e n t  and coherent  
i n t e r n a t i o n a l  t a x  framework f o r  bus ines s  and inves tment ,  f o r  which t h e  United 
S t a t e s  and t h e  United Kingdom have s t r i v e n  t o g e t h e r  w i t h  t h e i r  f e l l o w  members of 
t h e  Organiza t ion  f o r  Economic Co-operation and Development. It is  t h e  view of Her 
Majes ty ' s  Government t h a t  t h e  u n i t a r y  b a s i s ,  which i s  not  a  p r a c t i c a l  i n t e r n a t i o n a l  
a l t e r n a t i v e  t o  t h e  "arm's- length" b a s i s ,  could  undo t h e  important  and p a t i e n t  i n t e r -  
n a t i o n a l  work t h a t  has been achieved i n  r e g u l a t i n g  i n t e r n a t i o n a l  t a x  p r a c t i c e s ,  and 
t h a t  every  e f f o r t  i s  r e q u i r e d  t o  d iscourage  t h e  use  of t h e  ex t ens ion  of t h a t  b a s i s .  It i s  
t o  t h i s  end t h a t  t h e  B r i t i s h  and United S t a t e s  Governments have e x p r e s s l y  p r o h i b i t -  
ed i t s  use  f o r  t h e  purpose of t h e  r e s p e c t i v e  n a t i o n a l  t a x  systems under A r t i c l e  9 ( 4 ) ;  
and t h e  i s s u e  w i l l  be an  impor tan t  a spec t  of t h e  proposed annual  review of t h e  
Convention. 

Her Majes ty ' s  Government has  recognised ,  i n  r a t i f y i n g  t h i s  Convention w i t h  t h e  
approval  of t h e  United Kingdom Par l iament ,  and i n  i t s  acceptance  of t h e  United 
S t a t e s  Senate  r e s e r v a t i o n  a g a i n s t  A r t i c l e  9 ( 4 )  of t h e  Convention, t h e  d i f f i c u l t  i s s u e s  
r a i s e d  w i t h i n  t h e  United S t a t e s  i n  s eek ing  t o  l i m i t  S t a t e  t a x i n g  powers through t h e  
double t a x a t i o n  conventions of t h e  United S t a t e s .  It has a l s o  recognized t h e  impor- 
t ance  of t h e  Convention i n  i t s  many o the r  a s p e c t s  f o r  t h e  two Governments and f o r  
t h e  bus ines s  and investment  communities on each s i d e .  It must be emphasised 
however t h a t  t h e  acceptance of t h e  Senate r e s e r v a t i o n  i n  no way i m p l i e s  approval  
of t h e  u n i t a r y  b a s i s  and i t  i s  t h e  urgent  r eques t  of Her Majes ty ' s  Government f o r  
t h e  r ea sons  g iven  above t h a t  t h e  Government of t h e  United S t a t e s  should  use i t s  
b e s t  endeavours t o  e l i m i n a t e  t h e  i n t e r n a t i o n a l  a p p l i c a t i o n  of t h e  u n i t a r y  b a s i s  of 
t a x a t i o n .  



EXCERPT FROM THE LETTER OF GEORGE S. VEST, ASSISTANT SECRETARY OF STATE FOR EUROPEAN 
AFFAIRS, TO FRANCOIS DE LABOUUYE, AMBASSADOR OF FRANCE, ON THE SIGNING OF THE PROTOCOL 
BETWEEN THE UNITED STATES AND FRANCE, ON NOVEMBER 24,  1978. 

Excel lency:  

I n  connect ion w i t h  t h e  P r o t o c o l  s igned  today ,  I should l i k e  t o  s t a t e  our  u n d e r s t a n d i n g  
w i t h  r e s p e c t  t o  two impor tan t  unreso lved  i s s u e s  and c e r t a i n  o t h e r  m a t t e r s  concern ing  t h e  
a p p l i c a t i o n  of t h e  P r o t o c o l .  

2 .  It i s  t h e  p o s i t i o n  of t h e  Government of France t h a t  t h e  so -ca l l ed  " u n i t a r y  appor- 
t ionment"  method used by c e r t a i n  s t a t e s  of t h e  United S t a t e s  t o  a l l o c a t e  income t o  t h e  
United S t a t e s  o f f i c e s  o r  s u b s i d i a r i e s  of French c o r p o r a t i o n s ,  r e s u l t s  i n  i n e q u i t a b l e  t a x a t i o n  
and imposes e x c e s s i v e  a d m i n i s t r a t i v e  burdens on French c o r p o r a t i o n s  doing b u s i n e s s  i n  
t h o s e  s t a t e s .  Under t h a t  method t h e  p r o f i t  of a  French company on i t s  Uni ted S t a t e s  
b u s i n e s s  i s  n o t  determined on t h e  b a s i s  of arm's  l e n g t h  r e l a t i o n s  but i s  d e r i v e d  from a 
formula  t a k i n g  account  of t h e  income of t h e  French company and i t s  worldwide sub- 
s i d i a r i e s  a s  w e l l  a s  t h e  a s s e t s ,  p a y r o l l ,  and s a l e s  of a l l  such  companies. 

For  a  French m u l t i n a t i o n a l  c o r p o r a t i o n  w i t h  many s u b s i d i a r i e s  i n  d i f f e r e n t  companies 
t o  have t o  submit i t s  books and r e c o r d s  f o r  a l l  of t h e s e  c o r p o r a t i o n s  t o  a  Uni ted S t a t e s  
s t a t e ,  i n  Engl i sh ,  imposes a  c o s t l y  burden. 

It i s  understood t h a t  t h e  Sena te  of t h e  United S t a t e s  has  not  consented t o  any l i m i -  
t a t i o n  on t h e  t a x i n g  j u r i s d i c t i o n  of t h e  s t a t e s  by t r e a t y  and t h a t  a  p r o v i s i o n  which would 
have r e s t r i c t e d  t h e  use  of u n i t a r y  apport ionment  i n  t h e  case  of Uni ted Kingdom corpora-  
t i o n s  was r e c e n t l y  r e j e c t e d  by t h e  Senate .  The Government of France c o n t i n u e s  t o  be 
concerned about  t h i s  i s s u e  a s  i t  a f f e c t s  French m u l t i n a t i o n a l s .  I f  an  a c c e p t a b l e  p r o v i s i o n  
on t h i s  s u b j e c t  can be dev i sed ,  t h e  United S t a t e s  a g r e e s  t o  reopen d i s c u s s i o n s  w i t h  France 
on t h i s  s u b j e c t .  

3.  The Explanatory Note i s s u e d  by t h e  French and American Governments w i l l  
cease  t o  have e f f e c t  f o r  pe r iods  t o  which t h i s  P r o t o c o l  a p p l i e s .  With r e s p e c t  t o  t h e  t a x a t i o n  
of American r e s i d e n t s  i n  France under t h i s  Convention, t h e  two governments have agreed  
t h a t :  

a .  C o n t r i b u t i o n s  t o  pens ion ,  p r o f i t - s h a r i n g ,  and o t h e r  r e t i r e m e n t  p l a n s  which q u a l i f y  
under t h e  United S t a t e s  I n t e r n a l  Revenue Code w i l l  n o t  be cons ide red  income t o  a n  

employee and w i l l  be d e d u c t i b l e  from t h e  income of a  self-employed i n d i v i d u a l ,  t o  t h e  
e x t e n t  t h a t  such c o n t r i b u t i o n s  a r e  r e q u i r e d  by t h e  terms of t h e  p l a n  aild a r e  comparable 
t o  s i m i l a r  French arrangements ;  

b. Payments rece ived  by t h e  b e n e f i c i a r y  i n  r e s p e c t  of t h e  p l a n s  r e f e r r e d  t o  i n  ( a )  w i l l  
be inc luded  i n  income f o r  French t a x  purposes ,  t o  t h e  e x t e n t  n o t  exempt under subpara- 
g raph  ( 2 ) ( a ) ( i i ) ( c )  of A r t i c l e  23 of t h e  Convention, a t  t h e  t ime when, and t o  t h e  e x t e n t  
t h a t ,  such payments a r e  cons ide red  g r o s s  income under t h e  I n t e r n a l  Revenue Code; 

c.  B e n e f i t s  r ece ived  by r e a s o n  of e x e r c i s e  of s t o c k  o p t i o n s  w i l l  be cons ide red  com- 
p e n s a t i o n  f o r  French t a x  purposes  a t  t h e  t i m e  and t o  t h e  e x t e n t  t h e  e x e r c i s e  of t h e  o p t i o n  
o r  d i s p o s i t i o n  of s t o c k  g i v e s  r i s e  t o  o r d i n a r y  income f o r  United S t a t e s  t a x  purposes ;  

d. United S t a t e s  s t a t e  and l o c a l  income t a x e s  imposed i n  r e s p e c t  of income from 
p e r s o n a l  s e r v i c e s  and any o t h e r  b u s i n e s s  income (excep t  income which i s  exempt from 
French t a x  under t h e  Convention) s h a l l  be allowed a s  b u s i n e s s  expenses;  



e. The French Government w i l l  a t tempt t o  reach a reasonable s o l u t i o n  wi th  American 
r e s i d e n t s  of France regarding t h e  t axa t ion  of employer-provided b e n e f i t s  which a r e  not  
considered income by the  United S t a t e s ;  

f .  I n  applying the  provisions of French law r e f e r r e d  t o  by paragraph 2(c)  of A r t i c l e  
23, t he  French Government c l a r i f i e d  how t h e  exemption with progression provis ion  app l i e s .  
The t ax  due i s  t h a t  proport ion of t he  t ax  on t o t a l  income which t axab le  (non-exempt) 
income bears  t o  t o t a l  (exempt p lus  t axab le )  income. For example, i f  a taxpayer  has a 
t o t a l  income of $20,000 of which by reason of t h i s  Convention only $12,000 is  taxable  
by France, t h e  French t a x  w i l l  be 60 percent (12,000/20,000) of t he  t a x  computed on a 
t o t a l  income of $20,000. 

I f  t h i s  i s  i n  accord wi th  your understanding,  I would app rec i a t e  a confirmation from 
you t o  t h i s  e f f e c t  . 

Accept, Excellency, t h e  renewed assurances of my h ighes t  cons idera t ion .  

George S. Vest 
Ass i s t an t  Secre ta ry  

f o r  European A f f a i r s  



September 26, 1980 

The Honorable 
Al lan  J. MacEachen, 

Deputy Prime Min i s t e r  and 
Min i s t e r  of Finance of Canada. 

S i r :  

I have the  honor t o  acknowledge r e c e i p t  of your no te  of September 26, 1980, which 
r eads  a s  fol lows:  

"I have the  honour t o  r e f e r  t o  t h e  Convention between Canada and t h e  United 
S t a t e s  of America wi th  Respect t o  Taxes on Income and on C a p i t a l ,  s igned  today, 
and t o  con£ i r m  c e r t a i n  unders tandings  reached be tween t h e  two Governments w i th  
r e s p e c t  t o  t h e  Convention. 

1. I n  French, t h e  term " s o c i e t e "  a l s o  means a "co rpora t ion"  w i t h i n  t h e  meaning 
of  Canadian law. 

2. The competent a u t h o r i t i e s  of each of t h e  Cont rac t ing  S t a t e s  s h a l l  rev iew t h e  
procedures and requirements  f o r  an  o rgan iza t ion  of t h e  o t h e r  Cont rac t ing  S t a t e s  t o  
e s t a b l i s h  i t s  s t a t u s  as a r e l i g i o u s ,  s c i e n t i f i c ,  l i t e r a r y ,  educa t iona l  o r  c h a r i t a b l e  or-  
g a n i z a t  ion  e n t i t l e d  t o  exempt ion  under paragraph 1 of A r t i c l e  X X I  (Exempt 
o r g a n i z a t i o n s ) ,  o r  a n  e l i g i b l e  r e c i p i e n t  of t h e  c h a r i t a b l e  c o n t r i b u t i o n s  o r  g i f t s  
r e f e r r e d  t o  i n  paragraphs 5 and 6 of A r t i c l e  X X I ,  wi th  a  view t o  avoid ing  d u p l i c a t e  
a p p l i c a t i o n  by such o rgan iza t ions  t o  t h e  admin i s t e r ing  agenc ie s  of bo th  Con t rac t ing  
S t a t e s .  I f  a  Cont rac t ing  S t a t e  determines t h a t  t h e  o t h e r  Con t rac t ing  S t a t e  ma in ta ins  
procedures t o  determine such s t a t u s  and r u l e s  f o r  q u a l i f i c a t i o n  t h a t  a r e  compatible 
w i th  such procedures and r u l e s  of t h e  f i r s t -ment ioned Con t rac t ing  S t a t e ,  i t  is 
contemplated t h a t  such f i r s t -ment ioned Contrac t ing  S t a t e  s h a l l  accept  t h e  c e r t i f i c a -  
t i o n  of t h e  admin i s t e r ing  agency of t h e  o t h e r  Cont rac t ing  S t a t e  a s  t o  such s t a t u s  f o r  
t h e  purpose of making t h e  necessary  de terminat ions  under paragraphs  1 ,  5 and 6 
of  A r t i c l e  XXI.  

It is  f u r t h e r  agreed t h a t  t h e  term "fami ly ,"  a s  used i n  paragraphs 5 and 6 of 
A r t i c l e  X X I ,  means an  i n d i v i d u a l ' s  b r o t h e r s  and s i s t e r s  (whether by whole o r  h a l f -  
blood, o r  by adop t ion ) ,  spouse,  a n c e s t o r s ,  l i n e a l  descendants  and adopted descendants .  

3. It is  t h e  p o s i t i o n  of Canada t h a t  t h e  so-ca l led  " u n i t a r y  apportionment" 
method used by c e r t a i n  s t a t e s  of t h e  United S t a t e s  t o  a l l o c a t e  income t o  United 
S t a t e s  o f f i c e s  o r  s u b s i d i a r i e s  of  Canadian companies r e s u l t s  i n  i n e q u i t a b l e  t a x a t i o n  
and imposes excess ive  a d m i n i s t r a t i v e  burdens on Canadian companies doing bus ines s  
i n  those  s t a t e s .  Under t h a t  method t h e  p r o f i t  of a  Canadian company on i t s  United 
S t a t e s  bus ines s  i s  not determined on t h e  b a s i s  of arm's- length r e l a t i o n s  bu t  i s  de r ived  
from a formula t a k i n g  account of t h e  income of t h e  Canadian company and i t s  
world-wide s u b s i d i a r i e s  a s  w e l l  a s  t he  a s s e t s ,  p a y r o l l  and s a l e s  of a l l  such companies. 
For a  Canadian m u l t i n a t i o n a l  company wi th  many s u b s i d i a r i e s  i n  d i f f e r e n t  c o u n t r i e s  
t o  have t o  submit i t s  books and r eco rds  f o r  a l l  of t hese  companies t o  a  s t a t e  of t h e  
United S t a t e s  imposes a  c o s t l y  burden. It i s  understood t h a t  t h e  Senate of t h e  
United S t a t e s  has not  consented t o  any l i m i t a t i o n  on t h e  t ax ing  j u r i s d i c t i o n  of t h e  
s t a t e s  by a t r e a t y  and t h a t  a  p rov i s ion  which would have r e s t r i c t e d  t h e  use  of u n i t a r y  
apportionment i n  t h e  case  of United Kingdom corpora t ions  was r e c e n t l y  r e j e c t e d  by 
t h e  Senate. Canada con t inues  t o  be concerned about t h i s  i s s u e  as i f  a f f e c t s  Canadian 



mul t ina t iona l s .  I f  an acceptable  provis ion on t h i s  sub jec t  can be devised,  t h e  United 
S t a t e s  agrees  t o  reopen d i scuss ions  with Canada on t h i s  sub jec t .  

4. I have the  honour t o  propose t o  you t h a t  t h e  present  Note and your r ep ly  
t h e r e t o  s h a l l  c o n s t i t u t e  an agreement between our two Governments on these  
mat ters  ." 

I confirm these  understandings on behalf of the  Government of the  United S t a t e s  
of America. These understandings c o n s t i t u t e  an  agreement between our two 
Governments on t h i s  mat ter ,  which w i l l  e n t e r  i n t o  fo rce  on t h e  d a t e  of e n t r y  i n t o  
force  of the  Convention between t h e  Government of t h e  United S t a t e s  of America 
and the  Government of Canada wi th  Respect t o  Taxes on Income and on Cap i t a l  
which was signed today. 

Accept, S i r ,  the  renewed assurances of my highest  considera t ion.  

(Signed by: G. William Mi l l e r  
Sec re ta ry  of t h e  Treasury) 
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NATIONAL GOVERNORS ' ASSOCIATION 

F e b r u a r y  2 5 ,  1982  

The P r e s i d e n t  
The W h i t e  House  
W a s h i n g t o n ,  D.C. 20500 

D e a r  M r .  P r e s i d e n t :  

S e v e r a l  G o v e r n o r s  h a v e  e x p r e s s e d  c o n c e r n  a b o u t  a  posi- 
t i o n  t a k e n  b y  t h e  D e p a r t m e n t  o f  J u s t i c e  a g a i n s t  s t a t e  
r e v e n u e  s y s t e m s  w h i c h  i n c o r p o r a t e  t h e  u n i t a r y  t a x  
method .  I n  v i e w  o f  t h e  s e r i o u s  n a t u r e  o f  t h e i r  c o n c e r n ,  
I am w r i t i n g ,  a s  c h a i r m a n  o f  t h e  committee o f  t h e  N a -  
t i o n a l  G o v e r n o r s  ' A s s o c i a t i o n  w i t h  j u r i s d i c t i o n  o v e r  t h e  
i s s u e ,  t o  a s k  f o r  a  r e v i e w  o f  t h e  D e p a r t m e n t ' s  a c t i o n .  

C h i c a g o  B r i d g e  & I r o n  C o m p a n y  v s .  C a t e r p i l l a r  T r a c -  
t o r  C o . ,  e t  a 1  ( D o c k e t  Number 81-349)  is c u r r e n t l y  b e f o r e  
t h e  Supreme  C o u r t  o f  t h e  U n i t e d  S t a t e s  o n  a p p e a l  f r o m  
t h e  I l l i n o i s  Supreme C o u r t ,  w h i c h  u p h e l d  C a t e r p i l l a r  's 
r i g h t  to  r e p o r t  i t s  income f o r  s t a t e  t a x  p u r p o s e s  o n  a u n i -  
t a r y  a c c o u n t i n g  b a s i s .  The D e p a r t m e n t  o f  J u s t i c e  h a s  
r e c e n t l y  f i l e d  a n  a m i c u s  c u r i a e  b r i e f  i n  t h i s  case a g a i n s t  
t h e  s t a t e s '  a b i l i t y  t o  t a x  o n  a u n i t a r y  b a s i s .  W e  b e l i e v e  
t h a t  t h e  D e p a r t m e n t ' s  i n t e r v e n t i o n  i s  u n n e c e s s a r y  a n d  
c o n s t i t u t e s  a  s e r i o u s  f e d e r a l  i n f r i n g e m e n t  o f  t h e  power 
o f  t h e  s t a t e s  t o  t a x  as  t h e y  c h o o s e .  

F o r  some t i m e ,  t h e  G o v e r n o r s  h a v e  b e e n  c o n c e r n e d  
a b o u t  f e d e r a l  r e s t r i c t i o n s  o n  t r a d i t i o n a l  s t a t e  f u n c t i o n s .  
I n  A u g u s t  1 9 8 0 ,  t h e  N a t i o n a l  G o v e r n o r s '  A s s o c i a t i o n  
a d o p t e d  p o l i c y  s t a t i n g  t h a t  " t h e  p r i n c i p l e  o f  a v o i d i n g  pre- 
e m p t i o n  b y  t h e  f e d e r a l  g o v e r n m e n t  i n  a r e a s  o f  p r i m a r y  
s t a t e  r e s p o n s i b i l i t y  i s  a p p l i c a b l e  a c r o s s  t h e  b o a r d .  . ." 
C l e a r l y  s t a t e  t a x a t i o n  o f  o u r  own c i t i z e n s  is s u c h  a n  
a r e a .  L a s t  f a l l ,  t h e  W e s t e r n  G o v e r n o r s '  P o l i c y  O f f i c e  
u r g e d  y o u r  A d m i n i s t r a t i o n  t o  o p p o s e  l e g i s l a t i v e  restr ic-  
t i o n s  o n  t h e  u n i t a r y  me thod  ( S .  655/H.R. 1 9 8 3 )  , p o i n t -  
i n g  o u t  t h a t  t h e y  "would  b e  i n c o n s i s t e n t  w i t h  e f f o r t s  t o  
s o r t  o u t  r e s p o n s i b i l i t i e s  a n d  w i t h  t h e  N e w  F e d e r a l i s m .  " 

I f  t h e y  p r e v a i l ,  t h e  D e p a r t m e n t  o f  J u s t i c e ' s  p o s i t i o n  i n  
t h e  C h i c a g o  B r i d g e  & I r o n  case a n d  t h e  p r o p o s e d  l e g i s l a -  
t i v e  r e s t r i c t i o n s  w i l l  c a u s e  s e r i o u s  damage t o  o u r  m u t u a l  
e f f o r t s  t o  res tore  b a l a n c e  t o  t h e  f e d e r a l  s y s t e m  a n d  t o  
p r o t e c t  t r a d i t i o n a l  s t a t e  t a x  s o u r c e s .  I n  t h e  s h o r t  r u n ,  
t h e  l e g i s l a t i o n  w i l l  c o s t  3 3  s t a t e s  a  minimum o f  $709  



m i l l i o n .  I n  t h e  y e a r s  t o  come, a l l  s t a t e s  would  lose a n  
i m p o r t a n t  p a r t  o f  t h e i r  a b i l i t y  to  se t  t h e i r  own f i s c a l  
p o l i c i e s .  

W e  know t h a t  you  a r e  d e e p l y  c o m m i t t e d  t o  s t r e n g t h e n -  
i n g  t h e  s t a t e  r o l e  i n  t h e  f e d e r a l  s y s t e m .  W e  b e l i e v e  t h a t  
t h e  b r i e f  f i l e d  b y  t h e  D e p a r t m e n t  o f  J u s t i c e  i n  t h i s  c a s e  
a n d  t h e  p r o p o s e d  f e d e r a l  l e g i s l a t i o n  a r e  a t  s u b s t a n t i a l  
v a r i a n c e  w i t h  y o u r  commitment .  A c c o r d i n g l y ,  w e  re- 
s p e c t f u l l y  r e q u e s t  t h a t  t h i s  b r i e f  b e  w i t h d r a w n  a n d  t h a t  
y o u r  A d m i n i s t r a t i o n  o p p o s e  S .  6 5 5  and  H.R. 1 9 8 3 .  Thank  
you  f o r  y o u r  c o n s i d e r a t i o n  o f  o u r  c o n c e r n s .  

S i n c e r e l y ,  

/s /  Lamar A l e x a n d e r  
GOVERNOR LAMAR ALEXANDER 
C h a i r m a n ,  C o m m i t t e e  o n  E x e c u t i v e  

Management and  F i s c a l  Af f a i r s  



NATIONAL GOVERNORS ' ASSOCIATION 

A u g u s t  3 ,  1 9 8 2  

The P r e s i d e n t  
The W h i t e  House 
W a s h i n g t o n ,  D.C. 20500  

Dear M r .  P r e s i d e n t :  

I t  is o u r  u n d e r s t a n d i n g  t h a t  t h e  C a b i n e t  C o u n c i l  o n  
Economic A f f a i r s  w i l l  b e  m e e t i n g  o n  T h u r s d a y ,  A u g u s t  5 
t o  d i s c u s s  t h e  A d m i n i s t r a t i o n ' s  p o s i t i o n  o n  s t a t e  u t i l i z a -  
t i o n  o f  t h e  " u n i t a r y  a p p o r t i o n m e n t  me thod"  o f  t a x a t i o n  
o f  m u l t i n a t i o n a l  c o r p o r a t i o n s .  G o v e r n o r  Lamar Alex-  
a n d e r ,  o n  b e h a l f  o f  t h e  N a t i o n a l  G o v e r n o r s '  A s s o c i a t i o n ,  
wrote t o  you  o n  F e b r u a r y  2 5 ,  1 9 8 2  o n  t h i s  m a t t e r .  A t  
t h a t  time h e  r e q u e s t e d  t h a t  you  j o i n  t h e  N a t i o n a l  Gov- 
e r n o r s  ' A s s o c i a t i o n  i n  o p p o s i n g  t w o  p e n d i n g  C o n g r e s s i o n a l  
b i l l s ,  S. 6 5 5  a n d  H.R.  1 9 8 3 ,  t h a t  would  r e s t r i c t  s t a t e s '  
a b i l i t y  to  t a x  m u l t i n a t i o n a l  c o r p o r a t i o n s  and  t h a t  you  
h a v e  t h e  D e p a r t m e n t  o f  J u s t i c e  w i t h d r a w  t h e  a m i c u s  
c u r i a e  b r i e f  i t  f i l e d  i n  t h e  case o f  C h i c a g o  B r i d g e  a n d  
I r o n  C o m p a n y  v. C a t e r p i l l a r  T r a c t o r  C o m p a n y ,  e t  a l . ,  
s t i l l  p e n d i n g  b e f o r e  t h e  Supreme C o u r t  o f  t h e  U n i t e d  
S t a t e s .  

I would  l i k e  t o  r e i t e r a t e  t h e  c o n c e r n s  e x p r e s s e d  i n  Gov- 
e r n o r  A l e x a n d e r ' s  l e t t e r .  A t  a  t i m e  when t h e  s t a t e s  a re  
b e i n g  a s k e d  to  a s s u m e  s i g n i f i c a n t l y  e x p a n d e d  r e s p o n s i b i l i -  
t i e s  u n d e r  N e w  F e d e r a l i s m ,  w e  n e e d  a c c e s s  t o  a p p r o p r i a t e  
r e v e n u e  s o u r c e s .  

I n  o u r  o p i n i o n  t h e  C o n s t i t u t i o n a l  q u e s t i o n  c o n c e r n i n g  
t h e  u s e  o f  t h e  " u n i t a r y  a p p o r t i o n m e n t  me thod"  o f  s t a t e  
t a x a t i o n  o f  m u l t i n a t i o n a l  c o r p o r a t i o n s  and  t h e  t a x a t i o n  
o f  i n t r a c o r p o r a t e  d i v i d e n d s  is  more a q u e s t i o n  o f  f e d e r a l -  
i s m  t h a n  f o r e i g n  commerce. C e r t a i n l y  o n e  power  r e s e r v e d  
t o  t h e  s t a t e s  u n d e r  t h e  T e n t h  Amendment is  t h e  power  t o  
d e s i g n  a f a i r  t a x  s y s t e m .  A b s o l u t e l y  i n t e g r a l  t o  t h e  f u n c -  
t i o n i n g  o f  a s t a t e  g o v e r n m e n t  is  i t s  a b i l i t y  t o  r a i se  r e v e -  
n u e s  a n d  p r o v i d e  i n c e n t i v e s  f o r  e c o n o m i c  d e v e l o p m e n t .  

I n  u t i l i z i n g  t h e  " u n i t a r y  a p p o r t i o n m e n t  me thod  " , 
t w e n t y - t w o  s t a t e s  i n c l u d e  d o m e s t i c  s u b s i d i a r i e s  i n  t h e i r  
d e f i n i t i o n  o f  a u n i t a r y  b u s i n e s s ,  and  t w e l v e  s t a t e s  i n c l u d e  
f o r e i g n  s u b s i d i a r i e s  i n  t h a t  d e f i n i t i o n .  T h e s e  l a t t e r  r e f -  
e r e n c e d  t w e l v e  s t a t e s  h a v e  e s t i m a t e d  t h a t  a p r o h i b i t i o n  
o n  t h e  i n c l u s i o n  o f  f o r e i g n  s u b s i d i a r i e s  would  r e s u l t  i n  a 
loss o f  s t a t e  r e v e n u e s  o f  n o t  less t h a n  $600  m i l l i o n .  F o r  
t h e  t h i r t y - e i g h t  s t a t e s  w h i c h  d o  n o t  i n c l u d e  f o r e i g n - b a s e d  



s u b s i d i a r i e s  i n  t h e i r  d e f i n i t i o n  o f  t h e  t a x a b l e  c o r p o r a t i o n ,  
t h e  o m i s s i o n  h a s  been  used  a s  a  s t a t e  i nducemen t  f o r  eco -  
nomic i n v e s t m e n t  and deve lopmen t  by f o r e i g n  c o r p o r a -  
t i o n s .  I t  i s  t h e  p o s i t i o n  o f  t h e  N a t i o n a l  G o v e r n o r s '  A s -  
s o c i a t i o n  t h a t  s t a t e s  s h o u l d  c o n t i n u e  t o  have  t h e  c h o i c e  t o  
i n c l u d e  f o r e i g n  s u b s i d i a r i e s  w i t h i n  t h e i r  d e f i n i t i o n  of  u n i -  
t a r y  c o r p o r a t i o n  i n  u t i l i z a t i o n  o f  t h e  " u n i t a r y  method o f  
a p p o r t i o n m e n t "  on a  world-wide b a s i s .  

When t h e  N a t i o n a l  Gove rno r s  ~ s s o c i a t i o n  meets i n  
Oklahoma n e x t  week, i t  w i l l  be  c o n s i d e r i n g  a r e v i s i o n  t o  
a n  e x t a n t  p o l i c y  p o s i t i o n  i n  o r d e r  to  a d d r e s s  more d i r e c t l y  
t h e  q u e s t i o n  of  f e d e r a l  p r e e m p t i o n  of  s t a t e  r e v e n u e  s y s -  
tems. One r e a s o n  f o r  t h e  p r o p o s e d  p o l i c y  r e v i s i o n  is t h e  
c o n t r o v e r s y  o v e r  s t a t e  t a x a t i o n  o f  m u l t i n a t i o n a l  c o r p o r a -  
t i o n s .  The Committee on  E x e c u t i v e  Management and F i s -  
c a l  A f f a i r s  c h a i r e d  by Governor  A l e x a n d e r ,  w i t h  t h e  sup -  
p o r t  o f  t h e  C o m m i t t e e  o n  Community and Economic D e -  
ve lopment  c h a i r e d  by Governor  Bond, h a s  p r o p o s e d  t h e  
f o l l o w i n g  amendment t o  p o l i c y  p o s i t i o n  B.-5 e n t i t l e d  
"Avoid ing  F e d e r a l  P r e e m p t i o n  o f  S t a t e  Laws and  Po l -  
i c i e s "  : 

I n t e g r a l  t o  t h e  o p e r a t i o n  o f  s t a t e  gove rnmen t  i s  t h e  
f reedom t o  s t r u c t u r e  s t a t e  r e v e n u e  s y s t e m s .  I t  is es- 
s e n t i a l  t h a t  t h e  f e d e r a l  government  n o t  p r e e m p t ,  
e i t h e r  d i r e c t l y  o r  i n d i r e c t l y ,  s o u r c e s  o f  s t a t e  r e v e -  
n u e s ,  s t a t e  t a x  b a s e s  o r  s t a t e  t a x a t i o n  methods .  

I n  l i g h t  o f  t h e  above  d i s c u s s i o n ,  w e  r e s p e c t f u l l y  a s k  t h a t  
you s u p p o r t  a  p o s i t i o n  which w i l l  p e r m i t  s t a t e s  t o :  a )  
u t i l i z e  t h e  " u n i t a r y  method o f  a p p o r t i o n m e n t "  w i t h  re- 
g a r d  t o  m u l t i n a t i o n a l  c o r p o r a t i o n s  which have  f o r e i g n  
s u b s i d i a r i e s ,  and b )  t a x  i n t r a c o r p o r a t e  d i v i d e n d s  o f  mul- 
t i n a t i o n a l  c o r p o r a t i o n s .  

Thank you f o r  y o u r  a t t e n t i o n  to  t h i s  m a t t e r .  

S i n c e r e l y ,  

/s/ R i c h a r d  A. S n e l l i n g  
GOVERNOR RICHARD A. SNELLING 

cc: S e c r e t a r y  Donald T. Regan, Chairman p r o  t empore  
C a b i n e t  C o u n c i l  o n  Economic A f f a i r s  

* U.S. GOVERNMENT PRINTING OFFICE: 1983-361-857:2004 
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