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@ PREFACE

This briefing book on the unitary method of apportion-

ment has been prepared for use by Committee members and

Y

other interested parties in connection with the hearing of
the Assembly Committee on Revenue and Taxation in Sacramento

on December 16, 1981.

The objectives of the book are two-fold:
1) to provide a brief background on the subject, parti-

cularly for new Committee members and others who

u

have not attended Committee hearings on this subject
in the past, and

2) to review 1981 developments as they relate to this
issue.

For further background information, the reader is referred

to earlier reports of this Committee: California's Bank &

Corporation Tax, Vol. II: Unitary Method of Apportionment, 496 pp.,

Nov. 1979 (Puklication #750); Unitary Method of Apportionment:

A Second Look, 71 pp., Nov. 1980 (Publication #810). They may

be purchased by contacting the Assembly Publications Office,
P.0. Box 90, State Capitol, Sacramento 95814.
i
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This briefing book was prepared by David Doerr, Chief

Consultant to the Assembly Revenue and Taxation Committee.
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UNITARY METHOD OF APPORTIONMENT: NEW DEVELOPMENTS

POLICY ISSUES

ISSUE

California uses the unitary method of apportionment,
with world-wide combination, to determine that portion of
the income of multistate and multinational corporatiﬁns

which is subject to tax by California. Should California's

application of the unitary method of apportionment be

" revised? If so, to what extent?

QUESTIONS

1. Is world-wide combination, as part of the unitary
method of allocating income, the best way to determine the’
amount of income of multinational corporations which is
subject to taxation by California?

2. Whét are the alternatives to world-wide combination?
What are the advantages and disadvantages of these alternatives?

3. Are there unique differences bethen foreign-based
corporations (and subsiaiaries thereof) and domestic corpora-
tions? Should there be a difference in the formula for -
foreign-based corporations? If so, should there be further
distinctions by industry groups? For example, should foreign-
based energy companies, steel companies, and owners of
agricultural lands (or their subsidiaries) continue to
be subject to world-wide combination in the same manner as
their dcmestic counterparts?

4. What are the fiscal ramifications of the various
alternatives? If there is a revenue shortfall, to whom should

the tax burden be shifted?



5. What are the potential economic effects of main-

taining current law and of the various alternatives to

current law?

E
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BACKGROUND

The term "unitary method of apportionment” (sometimes
referred to as "unitary tax", which is a misnomer) refers
to the method used by California to determine state taxable
income of multistate and multinational corporations which do !
business in California. The term "unitary" is used to
indicate that the entire operations of such a corporation
are treated as a single unit and the income is allocated
or apportioned by formula, rather than accounted for separately
by operation or location.

The unitary method of apportioning income to California
for purposes of the Bank and Corporation tax has generated
substantial controversy in recent years. The application
of the unitary method to the "world-wide" income of multi-
national corporations has been the most significant area of
disagreement between state tax officials and the business
community. World-wide combination is the inclusion in the
computation of the California tax return "world-wide”™ infor-
mation from the corporations comprising the unitary‘business

with respect to profits, property, payroll and sales.

California taxes its share of world-wide profits depending on

its percentage of world-wide property, payroll and sales.

Present Law

The California franchise or income tax applies only to
that portion of a corporation's total net income that is
"derived from or attributable to sources within this state".

All corporations, whether created or organized in a

foreign country or in the United States, are now treated
3
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similarly under unitary apportionment principles applied by
California.

Where a corporation or group of related corporations
operates both within and outside of California, the Franchise
Tax Board first determines which corporate or intercorporate
activities are sufficiently related to be included in the
corporate taxpayer's unitary business income base. The
"business income" of such unitary operations is then apportion-
ed by formula, by determining the total "world-wide" income
of the unitary business and then apportioning a share to
California based on a three-factor apportionment formula.

Case léw has cited Section 25101 of the Revenue and
Taxation Code as the controlling statute in this area:

"When the income of a taxpayer subject to the tax

imposed under this part is derived from or attributed

to sources both within and without the state, the tax

shall be measured by the net income derived from or

attributed to sources within this state in accordance
with the provisions of Article 2..."

Article 2 of the Revenue and Taxation Code, the Uniform
Division of Income for Tax Purposes Act (UDITPA), provides
guidelines to be used by the Franchise Tax Board (FTB) in
allocating income by formula. (For text of UDITPA, see
Appendix I, vyellow pages). |

Section 25137 permits variation from the standard
allocation and apportionment provisions when they do not
fairly represent the extent of the taxpayer's business activity

in this state.
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How the Unitary Concept is Applied

When the FTB determines that the business conducted hoth
within and without California is unitary, the portion of the
business iIncome from that unitary business which is "derived
from or attributable to sources within this state" is
determined by formula apporfionment, This approach is
followed where the unitary business is conducted by a single
corporation or by separate corporations under common owner-
ship or control.

In determining whether a single corporation with operations
within and without California is engaged in a unitary business,
or whether a group of separate corporations within and without
California is required to determine its income by use of a
"combined report"”, the geographic locations of the corporate
business activities are immaterial. Foreign sources as well
as domestic sources of income are all taken into account.

Then an apportionment formula is applied to determine the
amount of income derived from California sources.

The FTB uses an arithmetic average of three factors to
allocate unitary business income in California. The three
factors are property, payroll and sales.

California property, payroll and sales as a percent of

world-wide property, payroll and sales is computed. The

average of the three ratios is then applied to "world-wide"
income to determine the share of income of the unitary bus-
iness which is apportioned to California. It is to this
income figure that the California corporation tax rate is

applied.



Although this formula will result in distortions in many

cases, the courts have repeatedly ruled that the formula
need not be precise and that a rough approximation is
sufficient.

For some businesses, there are special formulas and ex-
ceptions to the general apportionment formula.

The following example of a mythical corporation shows

the application of the three-factor formula:

EXAMPLE -~ MYTHICAL CORPORATION
In Total - all % Calif.
California over the world to world
Sales $1,000,000 $20,000,000 5%
Property 4,000,000 40,000,000 10%
Payroll 2,000,000 10,000,000 20%
Average 11.6666%

Total world-wide income of corp. $5,000,000

Income allocable to California:

World-wide income of corp. $5,000,000
Unitary apportionment factor X 11.6666%
$ 583,300

California Tax:
California Income $ 583,300
Bank & Corp tax rate X 9.6%
TAX $ 55,997

Non-Business. Income

Income derived from unitary business operations is

apportioned by formula. Other "nonbusiness" income, i.e.,

income attributable to intangible assets or to other property

not related to the principal or unitary business (including

@
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dividends, interest, rents and royalties) is allocated
entirely to the taxpayer's commercial domicile, i.e., the
"headquarters" office. (This issue is now on appeal with
the State Board of Equalization.)

Interest expense also affects the taxability of dividend
and interest income. In general, under Section 24344 (b)
interest expense is allowed as a deduction against business
interest income subject to apportionment. Additional interest
expense is deductible against nonbusiness interest and dividend
income by the amount of their interest expense. Corporations
which are not commercially domiciled in this state must reduce
their interest expense by an amount equivalent to their non-
business interest and dividend income which would have been

reportable if their commercial domicile had been in this

state.

Rationale For Unitary Apportionment

The unitary method was developed early in the history of
state taxation of corporate income. Originally it applied
mainly to corporations with operations in several states
of the U.S. It was believed that such corporations could
manipulate their internal accounts in such a way as to shift
profits earned in California or another high tax state to
a state with low or no taxes on corporate income. As
multinational corporations became more common, the same

principle was applied to them.



This method assumes that the income of certain corpora-
tions with multiple operations or facilities cannot be
accurately assigned to a specific location.

For example, the income of a firm which manufactures
components in one state, assembles the components into
a finished product in a second state, and markets the product
on a nationwide or regional basis is treated on a unitary
basis. Under this concept the total income is treated as
a single unit and no attempt is made to determine specifi-
cally what portions of the income were derived from com-

ponent manufacturing or assembly.

The Alternative To The Unitaryv Tax

The main alternative to the present "world-wide

combination” suggested by its opponents is to rely upon

the "separate accounting"” method. This method would allow
the California operations of a multistate or multinational
corporation to continue to be treated as a unitary business
within the U.S. but such firms would be required to conduct
intercompany transactions with overseas branches of their
parent firm at prices reflecting fair market value. 2Audits
of such firms would be conducted to ensure that such inter-

company transactions were conducted "at arms length" and not

used to avoid taxes on California profits. The federal govern-

ment currently uses this system for purposes of the federal

corporate income tax.



Arguments In Favor Of The Unitary Method Of Apportionment

Supporters of the unitary method argue that, while the
concept may be somewhat arbitrary, and the three-~factor formula
may produce some distortions in profits taxed by California,
in general the system works fairly to tax the complex and
interconnected operations of multistate and multinational
corporation. The alternative to the unitary system--the
separate accounting method--would require the taxpaying
corporation to provide a set of records reflecting the
"arms length" transactions among subsidiaries. Since the
California subsidiary is part of a multinational or multi-
state corporation, an assumption of "arms length" transactions

with other parts of the parent firm may be at least as arbitrary

as the assumption underlying the unitary method. In addition,
supporters argue that while audits of the unitary apportion-
ment rely on such things as payrolls, sales and,property
values which can be measured in the market place, the use
of "arms length" pricing relies upon values for transactions
where there may be no corresponding free market. Such audits,
they argue, may be more onerous than current unitary method
audits.

They further argue that separate accounting is not
working well at the federal level and would be impossible
for a state to enforce without an army of auditors.

Finally, supporters of the unitary method argue that
total repeal of the unitary methodology may result in a

large revenue loss to California.



Arguments Against the Unitary Method of Apportionment

Opponents of the unitary method of apportionment argue
that:

—--The three-factor formula is based on the gquestionable
assumption that property, sales and payrolls produce eqgual
profits 'in all parts of the world. This may not be true,
particularly for investments in foreign economies that differ
markedly from the U.S. If profits are relatively higher in
California, the unitary system exports profits and produces
a lower California tax. If profits are relatively lower
in California, the unitary system credits California with
profits earned elsewhere and subjects them to California tax.

--Calculation of the payroll,sales, and property factors
and the need to prepare consolidated earnings statements
impose unreasonéble record-keeping burdens on foreign corp-
orations.

-~The unitary system may discourage investment in new
plants in California because any investment in California
payrolls, sales or property will, under the unitary system,
cause some part of U.S. or worldwide profits to be taxed by
California even though the California operations of the firm
suffer a loss. ( However, the unitary system may encourage
investments in California in circumstances where the
relative profits earned in California are larger than the
relative property, payroll and sales in California created by
the investment. In these situations, such investments will

reduce California tax liability.)

10
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~=The California method may lead to international double-
taxation of profits and frustrate efforts to coordinate
national taxing systems. This issue arose during considera-
tion of the U.S.- United Kingdom tax treaty which would
have banned California's unitary system. Several multinational
firms have expressed the desire for California to abolish
its unitary tax because some less developed "Third World"
countries may seek to copy this system.

--The major objections appear to be to the use of

"world-wide" combination and the inclusion of foreign income

and factors in the computation, rather than to the "unitary
method of apportionment” in total.
--Foreign domiciled businesses cite additonal special

problems, such as:
ein many foreign countries, historical cost data
are not kept, making accurate computations of the
property factor difficult
eaccounting procedures are often not uniform
ethere are problems in foreign exchange rates
esome countries have imposed currency controls
ein some cases, information recguested by the FTB
violates foreign laws regarding confidentiality,
sometimes involving defense secrets of another
country
ethe apportionment factors do not adjust for

cultural differences in employment in foreign
countries, which affect calculations of value,

Fiscal Implications

According to the Franchise Tax Board, approximately

72% of the net income reported for bank and corporation tax

11



purposes is attributable to apportioning corporations and
approximately 50% of net income is attributabie to multi-
national corporations, for the 1975 income year.

Applying these percentages to the estimated 1979-80
bank and.corporation tax, the amount of tax estimated to

be paid by corporations (approximate figures) would be as

follows:
Multinational corps ---$1,283,000,000
Multistate corps -—----- 564,500,000
California-only corps-- 718,500,000

$7,566,000,000

It is difficult to estimate the impact of any potential
change in the unitary approach on state revenue. In order
to develop an accurate estimate, the current tax liability
for each multinational corporation would have to be computed
both by using audited world-wide unitary figures and then
by using audited USA-only unitary and overseas separate
accounting figures. Then a further study should be made to
determine the offsetting effect in revenues of the economic
impact of the bill. Obviously, these studies would require
a very major investment of time and money.

The most recent estimates available are those developed by
the Franchise Tax Board in connection with bills introduced

in 1981. Refer to Appendix II, buff pages.

12
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Recent Legislative History

Although proposals to modify California's unitary method
of apportionment were introduced in the Legislature as early
as 1978 (AB 2363, Hughes; AB 3415, Fazio), intensive legisla-
tive review of the issue did not occur until late in 1979.

The Assembly Revenue and Taxation Committee held an interim

 hearing in Los Angeles on November 13, 1979, to hear testimony

from a number of witnesses, including some which came from as
far away as London, England. The primary focus at that hearing
was AB 525, by Assemblywoman Teresa Hughes, which had been
introduced in the California Assembly on February 12, 1979.

Upon reconvening in 1980, the Assembly passed AB 525.
This measure exempted foreign-domiciled corporations and their
subsidiaries from world-wide combination under the unitary
metbod of apportionment. These companies would still have
been subject to the unitary method on income and factors
within the USA. Energy companies, steel companies and owners
of agricultural property were excluded from the bill (that 1is,
would have remained subject to world-wide combination). In
addition, the bill had a sunset date of 1988.

The Senate passed a different version of the bill and
the two houses were unable to agree on common language. The
major disagreement between the two houses was on the treatment
of foreign energy companies (principally Shell 0il Company) .
The Assembly did not want to include foreign energy companies
within the provisions of AB 525; the Senate wanted them included.
A Conference Committee report, which adopted the Assembly view
on this issue, was adopted bykthe Assembly on August 31, 1980,

but failed to secure the needed votes in the Senate.
13



As a result, a second interim hearing on the subject was
held by the Assembly Revenue and Taxation Committee in San
Diego on November 7, 1980. The central issues of AB 525 were
reviewed by the Committee, with added emphasis on the energy
company controversy. Representatives of the Franchise Tax
Board, the administration, and the business community were

present to testify.

14



1981 DEVELOPMENTS ON THE UNITARY ISSUE

The unitary method of apportionment continued to be
an issue for the California Legislature in 1981. There were
a number of developments, both in Sacramento and Washington, D.C.,

which kept this qguestion controversial.

New California Legislation

Three bills, each with a different approach, were introduced
in the California Assembly in 1981. AB 55 (Hughes) was a repeat
of AB 525 of the prior year. AB 765 (L. Stirling) limited the
application of the unitary formula to domestic operations of all
foreign based corporations. This represented the 1980 Senate
view on this issue. AB 1238 (Deddeh) limited the unitary method
of apportionment to domestic operations of all companies. (For
a more detailed comparison of the three measures as of May 6,
1981, and texts of all the bills, see Appendix II, buff pages.)

The Assembly Committee on Revenue and Taxation took no

action on these bills in 1981, making them two-year bills.

Ford Motor Company Proposal

At the Assembly Revenue and Taxation Committee hearing
on May 6, 1981, Ford Motor Company advanced an alternative
to the proposed unitary bills, which members of the Committee
believed merited further study.

Ford proposed that all corporate taxpayers be given the
option of:

"l. Being subjected to the existing California franchise

tax calculated on the present world-wide combined
unitary tax (WCUT) basis; or

15
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Being subjected to an annual California franchise
tax consisting of the sum of:

a. A tax (at existing rates) on an apportioned part
of income from U.S. sources, i.e., total income
less income which, for U.8. income tax purposes,
constitutes foreign source income; and

b. A tax, at rates determined by the legislature, on
the greater of:

(1) the gross book value of tangible property
located in California; ox

{2) the combined net worth, as shown on the
balance sheet of the taxpayer's federal income
tax return, apportioned to California.”

company cited the following advantages to the plan:

Those taxpayers who now view the WCUT as advantageous
will not be forced to switch to a procedure which
they oppose.

Those multinational taxpayers who sincerely believe
that California'’s WCUT approach subijects foreign
source income to taxation in California can elect
the second alternative and thus be assured that
investment in California will not generate a tax

on income from sources or investments outside the
U.S.

The double tax measure under the second alternative
results in a tax structure that is not unlike that
existing in many other U.S. states (e.g., New Jersey,
Pennsylvania, Oklahoma, Louisiana, Alabama, Kentucky,
Georgia, etc.), which levy both a tax measured by
net income and a tax on net worth or property employed
in the state.

By adjusting the rates on the supplemental tax under
Alternative 2, the legislature can guard against any
significant tax revenue loss until the positive impact
of the alternative on California investment material-
izes. The legislature creating the option could
provide a schedule of slowly declining rates for the
supplemental tax under Alternative 2 which recognizes
the positive revenue impact of increased California
investment. Indeed, the legislation might provide
that the supplemental tax would terminate or the rate
thereof very substantially diminish if the split roll
concept were adopted.”

(For the complete text of the Ford Motor Company letter,

see Appendix III, pink pages.)

16
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PTB Fiscal Study

Subsequent to hearings on the unitary bills, Assembly-

man Wadie P. Deddeh, Chairman of the Revenue and Taxation

Committee, requested the Franchise Tax Board to provide the

Committee with the fiscal impact, with appropriate comments,

of several alternative approaches to the unitary issue,

including the Ford suggestion.

The Franchise Tax Board furnished the following tax

rates on multinational corporations which would cffset approx-

imately $500 million of state revenue loss from AB 1238, had

it been in effect in 1979:

Measure of tax on multinational eorps Tax rate
(1) Net worth .14%
(2) State net income 5.00%
(3) Property in California .15%
{4} Compensation in California 1.01%
(5) Sales in California .20%
(6) Average of (3), (4) and (5) .24%

For the text of the Franchise Tax Board response and

Chairman Deddeh's letter, see Appendix IV (pink pages).

17



Congressional Bills

Bills have been introduced in the U.S. Congress to
restrict the use by States of the unitary method of apportion-
ment for determining a state's share of taxable corporate
income. 1In 1978, the federal administration attempted to
limit the states' use of this apportionment method by pro-
visdons in the U.S.-United Kingdom Tax Treaty. The U.S.
Senate refused adoption of this portion of the treaty.

In 1981, Congressman Conable introduced HR 1983 in the
House and Senator Mathias introduced S. 655 in the Senate.

According to the Senator, his measure would "conform the
state rules to the Federal rules within the very narrow areas
of (i) the time at which states tax the foreign source income
of foreign affiliates, and (ii) the quantity or portion of
foreign source dividends which are taxed.

"These results would be accomplished as follows:

"First, the proposed legislation would provide that a
state may not take into account or include in income subiject
to tax the income of any foreign corporation in any year prior
to the year in which such income is included in income subject

to tax under the Internal Revenue Code. Thus, the foreign

source income of a foreign subsidiary of a U.S. parent corpora-~

tion would be taxed only if and to the extent paid back to
the U.S. as a dividend or deemed paid back by application of
Subpart ¥. In the case of a foreign parent corporation of a

U.S. subsidiary, the foreign source income of the foreign

parent (and any of its foreign affiliates) would never be taxed

because under the Internal Revenue Code that income is not
taxed by the Federal Government.

1R
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"Second, in the case of dividends received by a U.S.
parent corporation from a foreign subsidiary, the proposed
legislation would permit a state to tax no greater portion
of that dividend than the Federal government effectively taxes.

The excluded portion of any dividend would be determined by

multiplying the amount of the dividend by a fraction. The

numerator of that fraction is the total amount of tax with-
held at the source on all such dividends plus the total amount
of taxes which by application of section 902 and section 960 to
all such dividends, the U.S. parent corporation is deemed to
have paid. The denominator of the fraction is 46 percent of
all such dividends. For the purpose of applying this fraction,
the amount of the dividend includes the amount of any gross-up
under section 78.
Example
1. Amount of dividend actually received....... $115.50

2. Gross-up dividend to reflect 23 percent
foreign tax rate...veeeeviecocosssnssasesas $150.00

3. Foreign taxes paid (23% x $150) . ccccvnceanscs 34.50
4, Grossed-up dividend x 46 percent....coeseee 69.00
5. Item 3 divided by item 4 (in percent)...... 50

6. Excluded portion of dividend ($150 x 0.50). $ 75.00

"The rationale for this exclusion of a portion of a foreign
source dividend is the same as the rationale for the foreign tax
credit--the avoidance of double tax. However, the result is not
to reguire the states to allow a credit for foreign taxes which

would tend to wipe out all state tax on foreign source dividends

19



because the national tax rates in most foreign countries
exceed the rates of tax imposed by the states. Instead,

the result of the exclusion is to permit the states to taxy

at whatever rate they apply to other income, only that portian
of a foreign source dividend which the Federal government
effectively taxes after taking into account the foreign

tax credit.

According to the author, S. 655: "...will help smooth
the flow of interstate and international commerce in this
country; it will remove the risk of double taxation for United
States and foreign corporations; a:d it will bring the States
into conformity with the Federal Government and most other
countries on the taxation of foreign source intercorporate
dividends. .. Bykyurging a major dnefficiency in our tax
system, it would make U.S. business more competitive in inter-

national markets, and it would remove a constant source of

irritation in our relations with our foreign trading partners.”

Congress has not acted on either measure as of this

writing. (For the text of S§. 6535, see Appendix V, brown pages.

The provisions of HR. 1983 are identical.)

Ken Cory Article

State Controller Ken Cory, writing in the national publi-

cation, Tax Notes in the May 25, 1981, issue, argued the merits

of the unitayy method of apportiocnment.
According to Cory, the problem in taxing multinational
corporations centers around the "transfer" prices charged by

one corporate subsidiary to anothexr:

20
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"These are not true market transactions in the sense
that they represent nothing more than a company doing business
with itself. They are internal bookkeeping transactions and
involve no real transfer of revenue outside the corporate
organization.

"When the various divisions are in different jurisdictions
which have different rates of taxation there is an obvious
opportunity to play a "shell-and-pea" game in order to avoid
taxes. If the refining division faces higher taxes than the
crude producing division, taxes can be reduced simply by increas-
ing the price at which crude o0il is sold to thebrefining division.
As a result, the refining division makes little or no profits and
pays little or no taxes, while the producing division makes lots
of money where the tax rates are low. In addition, it is not
unknown for an international oil company to set up off-shore
companies specifically for the purpose of avoiding taxes.

"Two points should be made. First, all integrated (or
"unitary") corporations that operate across jurisdictional
boundaries are capable of such manipulation. In terms of sheer
magnitude, however, nothing matches the capability of the major
0il companies. Second, it is important to recognize that this
shifting of profits need not involve fraud or other illegality.
The Internal Revenue Service (as well as the tax authorities in
other nations) uses the so-called "arm's-length" method of
accounting in assessing the legitimacy of intracorporate
transfer prices. According to this system, transfer prices
used for an item would be compared to the price that would pre-
vail in a true market, or "arm's-length", transaction. 1In the
petroleum industry, at any given time, there is never a single
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price for crude oil, gasoline, or any other petroleum product.
There are clusters of "market" prices which reflect various
long-term contract prices and spot market prices. The absence
of any one clear "market price" gives considerable latitude to
managers in setting intracorporate transfer prices.

"In comparison with the necessity of untangling a host of
intracorporate transactions and comparing them against an arm's-
length standard, the unitary method presents no extraordinary
problems of fairness or workability. In fact some tax scholars
have found it a theoretically superior instrument of tax policy.
But, tax theory aside, there is one overwhelming argument for
the unitary approach: it can actually be used to collect taxes.
It is no exaggeration to say that the arm's—length method
completely fails to provide the states with a workable method

for taxing corporate income earned within their jurisdictions.”

(For the complete text of the Cory article, see Appendix VI,

blue pages.)

U.S. General Accounting Office Study

"Separate accounting" as administered by the U.S. Internal
Revenue Service, which is the proposed alternative to world-
wide combination under the unitary method of apportionment, was
the subject of criticism in a report by the U.S. General
Accounting Office released September 30, 1981.

According to the report:

"When multinational corporations price transactions with
their subsidiaries, they often have the opportunity to take

advantage of disparate corporate tax rates by shifting income.
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Ideally, such prices are adjusted by IRS under Code Section 482

to those for similar transactions between unrelated parties--

the so-called "arm's length standard”. However, IRS often has
difficulty identifying a true arm's length price on which to

base adjustments.

< "In its review of current IRS examination data on 519 U.S.
multinationals, each having assets over $250 million and having
engaged in transactions with its foreign subsidiaries, GAO

] found that only 3 percent (12 of 403) of IRS' total recommended

section 482 adjustments to reported income were based on a true

arm's length price. The remaining adjustments were based on

e

estimated prices constructed by IRS using complex guidelines
prescribed by the Department of the Treasury~-guidelines which

have caused administrative burden and uncertainty both for IRS

and taxpayers."
Included among the recommendations of the GAO is one

to the Secretary of the Treasury to "begin a study to identify

L

and evaluate the feasibility of ways to allocate income under
Section 482, including formula apportionment, which would lessen
the present uncertainty and administrative burden created by

B the existing regulations.

The Department of Treasury and the IRS are in disagreement

with this recommendation.

(For excerpts from the GAO study, see Appendix VII, green

pages.)
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U.S. Supreme Court Cases

On November 9, 1981, the U.S. Supreme Court agreed to
hear two cases relating to the unitary method of apportionment.

The issue in the California case=-Container Corp. of

America v. Franchise Tax Board, 81-523--is whether it is con-

gstitutional for the state to include income from a concern's
foreign subsidiaries in calculating corporate income tax.
The justices alsoc agreed to hear a case from Illinois,

Chicago Bridge & Iron Co. v. Caterpillar Tractor Co., 81-349,

involving a taxing method almost identical to California‘'s.
In a holding two terms ago .n a dispute between Mobil
0il Co. and the state of Vermont, the high court ruled that
dividend income from the foreign subsidiaries of a multi-
national corporation headquartered elsewhere can be included

in a state's apportionment formula.
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§ w21, ation

§ 25122, Taypayer taxsble in another state--defined.
§ “5125. ?‘wrmhzz iness income.

§ 25124, Rents und ?’r;yafties

§ 25125, Cm tal gzing and losses.

& 951986, Interest and dividends.

§ 25127, Patent and copyright royalties.

§ 25198, Business income.

§ 95129, ?;u;zerty fuctor—defined.

§ 25130, Property valuation.

§ 25131, Aver‘sgc value of property.

§ 25132 Tayroll factor—defined.

§ 25133, Compensab{m‘

§ 25134.  Sales factor-—defined.

§ 25135.  Sales of tangible personal property.
§ 25136, Other sales.

§ 25137.  Gther appourtionment methods.

§ 25138, Construction of this act.

§ 25139, Title

§ 25140, Dividends received by corporations having
commercial domiciles in this state.

25126, Definitions. As used in Sections 25120 to 25139, inclusive,
which shall hereafter be referred to as “this act,” unless the context
otherwise requires: :

(2) “Business income® means income arising frormn transactions and
achvity in the regular course of the taxpayer’s trade or business and
includes income from tangible and intangible property if the acquisition,
management, and di@pamt*nn of the property constitute integral parts of
the taxpayer’s regular trade or business operations.

(b) “Commercial domicile” means the principal place from which the
trade or business of the taxpayer is directed or managed.

(c) “Compensation” means wages, salaries, comrnissions and any other
form of remuneration paid to employees for personal services.

“Nonbusiniess income” means income other 1si
d) “Nonb ss incormne ali ther than business
income.

(e} *Sales” means all gross receipts of the taxpayer not allocated under
Sections 25123 through 25127 of this code.

() "State” menns any state of the United States, the District of
Columbia, the Commonwealth of Puerto Rico, any lerritory or possession
of the United States, and any foreign country or political subdivision
thereof.

Buiinesy incoma.—— The income Fom the wle of stack Z{ﬂ*‘tvtﬂd &3 partisl payment {Ot{kadUCU wid in
2 zxmt&:’y bus iness was determined 1o he b business income. Aopesf of Ceneral Dymamics ;fornbon, Cal.
St. Bd. of Equal, }'w.e 3 5 a“z’“u on >cr,m~'r Cal. St. ./f of Equal , September 17, 1978,

Cain :et? zed onoth ive { snsl Football Le e ternitoriad frenchise rights in
conjunction \ﬁi%\ {3«’- ir n end Natonal foctbell ] e gues constitites business income,

seal of New York Foots s, inc, Cal St B4, of Equsl, Feb ruary 3, 1977.

he lous rc,\»' ing from th sme af goods will connected with the taxpayer’s Caltfernis dairy operations
wm held to be spportionable business income. Appeeal of Borden, Inc, Cal. 5t Bd. of Equal, ?ebmﬁ.ry
3, 1977,

Rebates paid to a corperation on bgmr‘abon of an em :sf(nec rsion trust were held to be business
income. Appcdofi” wehler Menufacturing Company, Lal. St. BgeofF usl, Apnil 6, 1977

Pental income derived from ihe rental of **m;lémgs by & contractor :«Q}uch designed and constructed

the buildings is “business income” subject to apportionment. Apperl of The O. & g:ul Corporstion, Cal.
5t Bd. of ,qu.ﬂ, April B, 1977

25121, Application. Any taxpayer having income from business
activity which is taxable both within and without this state shall zllocate
and apportion its net income as provided in this act.

25122. Taxpayer taxable in another state—defined. For purposes of
allocation and apportioniment of income under this act, a taxpayer is
taxable in another state if (a) in that state it is subject to a net income
tax, a F;.am },;se‘ tax mmsumd b) mt mm)me a fmnc‘nsp tax for the

)umd;cnon to &u%md m tsvm,cr to a net income tax rega rdicss of
whether, in fact, the state does or does not. 26
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23123. Nonbusiness income. Rents and royalties from real or tangible
personal property, capital gaing, interest, dividends, or patent or copyright
rovalties, to ihe extent that they constifuia nonbusiness income, shall be
allocated as provided in Sections 25124 through 25127 of this act.

235124. Rents and rovalties. {a) Net rents and royalties fron, real
property located in this state are allocable to this state.

(b) Net rent and royalties from tangible parsonal property are allocable
to this state:

(1) If and to the extent that the property is utilized in this state, or

{(2) In their entirety if the taxpayer's cornmercial domicile is in this state
and the taxpaver is not organized under the laws of or taxable in the state
in which the property is utilized.

(¢) The extent of utilization of tangible personal property in a state is
determined by multiplying the rents and royalties by a fraction, the
numerator of which is the number of days of physical location of the
property in the state during the rental or royalty period in the income
year and the denominator of which is the number of days of physical
location of the property everywhere during all rental or royalty periods
in the income year. If the physical location of the property during the
rental or royalty period is unknown or unascertainable by the tazpayer,
tangible personal property is utilized in the state in which the property
was located at the time the rental or rovalty payor obtained possession.

Appication of saction-— This section epplies only to nonbusiness income. Business income must be
rrioned by formult as prescribed by ge@:vcsa 28128, Appeal of Parsdor Mining Co, Iwe, Cal. St Bd.

ﬁua} February 3, 1977.

25125. Capital gains and losses. (2) Capital gains and losses from sales
of real property located in this state are allocable to this state,

(b) Capital gains and losses from sales of tangible personal property are
allocable to this state if:

(1) The property had a situs in this state at the time of the sale, or

(2) The taxpayer's commercial domicile is in this state and the taxpayer
is not taxable in the state in which the property had a situs.

{c) Capital gains and losses from sales of intangible personal property
are allocable to this state if the taxpayer’s commercial domicile is in this
state.

25126. Interest snd dividends. Interest and dividends are allocable to
this state if the taxpayer’s commercial domicile is in this state.

25127. Patent and copyright royalties. (a) Patent and copyright
royalties are allocable to this state:

(1) If and to the extent that the patent or copyright is utilized by the
payor in this state, or

(2) If and to the extent that the patent or copyright is utilized by the
payor in a state in which the taxpayer is not taxable axsé the taxpayer’s
commercial domicile is in this state,

{(b) A patent is utilized in a state to the extent that it is empi@yed in
production, fabrication, manufacturing, or other processing in the state
or to the extent that 2 pa%enteé product is produced in the state. If the
basis of receipts from patent royalties does not permit aliocation to states
or if the accounting procedures do not reflect states of utilization, the
patent is utilized in the state in which the taxpayer’s commercial domicile
is located.

{c) A copyright is utilized in a state to the extent that printing or other
publication originates in the state. If the basis of receipts from copyright
royalties does not permit allocation to states or if the accounting
§r@cedures do not reflect states of utilization, the eagmg?}? is utilized in
the state in which the taxpayer's commercial domicile is located. :
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05198, Business income, Al husiness income shall e apportioned to
this state by multiplying the income by a fraction, the nuerstor of which
is the property fuctor plus the payroll foctor plus the wales factor, and the
denominator of which is three.

25129. Property factor—defined. The property factor is a fraction,
the numerator of which is the average value of the taxpayer's real and
tangible personal property owned or rented and used in this state during
the income year and the denominator of which is the average value of
all the taxpayer’steal and tangible personal property owned or rented and
used during the income year.

25130. Property valustion. Property owned by the taxpayer is valued
atits original cost. Property rented by the taxpayer is valued at eight times
the net annual rental rate. Net annual rental rate is the annual rental rate
paid by the taxpayer less any annual rental rate received by the taxpayer
from subrentals.

25131. ‘Average value of property. The average value of property
shall be determined by averaging the values at the beginning and ending
of the income year but the Franchise Tax Board may require the
averaging of monthly values during the income year if reasonably
required to reflect properly the average value of the taxpayer's property.

25132. Payroll factor—defined. The payroll factor is a fraction, the
numerator of which is the total amount paid in this state during the
income vear by the taxpayer for corrpensation, and the denominator of
which is the total compensation paid everywhere during the income year.

25133. Compensstion. Compensation is paid in this state if:

(a) The individual’s service is performed entirely within the state; or

(b) The individual's service is performed both within and without the
state, but the service performed without the state is incidental to the
individual’s service within the state; or

(c) Some of the service is performed in the state and (1) the base of
operations or, if there is no base of operations, the place from which the
service is directed or controlled is in the state, or (2) the base of operations
or the place from which the service is directed or controlled is not in any
state in which some part of the service is performed, but the individual’s
residence is in this state.

25134. Sales factor—defined. The sales factor is a fraction, the
numerator of which is the total sales of the taxpayer in this state during
the income year, and the denominator of which is the total sales of the
taxpaver everywhere during the income year.

25135. Sales oftangible personal property. Sales of tangible personal
property are in this state if:

(a) The property is delivered or shipped to a purchaser, other than the
United States government, within this state regardless of the fo.b. point
or other conditions of the sale; or

(b) The property is shipped from an office, store, warehouse, {actory,
or other place of storage in this state and (1) the purchaser is the United
States government or (2) the taxpayer is not taxable in the state of the
purchaser.

25136. Other sales. Sales, other than sales of tangible personal
property, are in this-state if:

(a) The income:producing activity is performed in this state; or

(b) The income-producing activity is performed both in and outside this
state and a greater proportion of the income-producing activity is
performed in this state than in any other state, based on costs of

performance.

Ports monvloctued outiide Cafumia—— The assembly, in Califurnie, of a large stesmn 5@*;):':“11‘.% system
whose components were fabricstod outade California is not the sale of property which is “other than

tangible personal property” end s, therelore, not properly within the wope of thicsection. Azpweal of The
. Bakoook & Wileos € QoS et Fauel, Jroury 11, 1978,

Sols ond redemption of intonghle debl sacurition.— In carnputing the receipts factur of the aportioninant
forroula, the tading Z{Cnt‘y properly invoked Section 25137 to srclude the retwrn of cepital eleynient from
sales of shortterm debtsecurity working cagiza} investraent. Appeals of Pucific Telephone snd Telegraph

&

Covppeny, Cal. St BA. of Equal, Maxy 4, 147
: 28
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25137, Other spportionment methods. ¥ the allocation and
apportionment provisions of this act do not fairly represent the extent of
the taxpayer’s business asctivity in this state, the taxpayer may petition for
or the Franchise Tax Board may require, in respect to all or any part of
the taxpayer's business activity, if reasonable:

{a) Separate accounting;

(b} The exclusion of any one or more of the factors;

{¢) The inclusion of one or more additional factors which will fairly
represent the taxpayer’s business activity in this state; or

(d) The employment of any other method to effectuate an equitable

allocation and apportionment of the taxpayer’s income.

Auvthorlty 1o lnvoke~— Devistions Fom the stetuiory allocation and apportionment procedures are
suthwrized only in exceptional circumstances where those prosedurss do pot fairly represent the extent
of the t ver's business sctivity in this slate. The party who seeks to deviate from the statutory fo
bears the burden of proving that such exceptional circumstances are present. Wa] of Donald M. Drake
ga;?,m‘gy, F{Jal &t B% c;fg%quﬂ, February 3, 1977, Appeal of New York Foothel] Ciants, Inc., Cal. 5t Bd.

pusl, February 3, .

The specis) procedures authorized by Ssetion 285137 may not be emploved unless the party invoking

the rection first establishes that UDITPA’s basic ;&tm’iﬁbﬁa do net ﬁ%?f rapresent the eﬁmv«; the

5; saver's business sctivity in this state, Apses/ of Perador M’mmgqéa Ine, Cal. St Bd. of Equal., Februsry

$1Y, Appesl of Danny Th Procuckions, Cal. . B4 of Eqgual, February 3, 1677

Conmipruction % s = Taxing agen uperly invoked Section 28137 &n inuing o
formuds for construction contractors. A p@é gg? igg,a%dp% %@m Company, Cal. 81 Bd. g'f m
February &, 1977, Appeel of The O, £, ﬁf?%@mﬁbﬁ, Cal. 88 Ba a&'EquﬂtAprﬁ i€ iov.

Regulation limiting the inclusion of “consivastion s progren” in the gte?er?y fertor, only o the eatent

mbmemoedwwbﬁiings,isséevésﬁm om the statuicry formuls auth by Sectien
45137, Appesl of The O K. Earl Corporstion, Cal. 5t B4 of BEqual,, April 6, 1977,

Professiunal sports specipl ¢ - Stetutory payroll factor srecedures are distortive when ¢
profesvional footbell club, Taxing sgencys g ym& factor formuls for footbell clube upls
N‘M-:yv Yorx Foorball Gilants, Inc, Cel. 8. B4, ., Pebrusry 3, 1977,

Tmm failed to establish that starstory factor procedures were distortive whep spplied
to s foothall club. Deviation from siatutory formuls not aothorized. Appesl of New Yerk
Footbell Giants, Ine. Cal. St. Bd. of Equal., February 5, 1877,

25138. Construction of this sct. This act shall be s0 construed as to

effectuate its genera! purpose to make uniform the law of those states
- which enact it. Enactment of Article IV of the Multistate Tax Compact

(as set forth in Section 38006 of the code) pertaining to the allocation and
apportionment of income shall be construed as a reenactment of Sections
23120 to 25137, inclusive, without any inference that a change in
interpretation is implied by such enactment.

Fistory: Stats. 1974, Uh, 1381, in offeet Sont 28, 1974 d e previde thot tha o wed eoport
provisions of the wots low ware net alfected by Sten, 1974, Ch. 93 lratification snd spprovel of Multittute Tor Compact).

25139. Title. Sections 25120 and 25139, inclusive, may be cited as the
Uniform Division of Income for Tax Purposes Act.

25140. Dividends received by corporations hsving commercial
domiciles in this state. Accounting procedures shall be adopted which
will separately reflect the revenues attributable to dividends received by
corporations having commercial domiciles in this state.

In view of pending litigation concerning the proper ireatment of
intercompany dividends, it is not intended by enactment of this act that
any inference be drawn from it in such litigation.

Piietory: Stots. 1985 (First Extva Session], p. 738, in effect O &, 1945, dik the fermer longuage sdded by
Somes. 1968, Ch. 2, which stated thot the Legidatwe did not § 4, in the of this orticle, to provide for the
tian of § dividand: in the stote of commentic! demiclle of the receiving corporation, ond odded

the presant languo;t
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APPENDIX IX

Texts and Comparison
@
1981 California Legislation on

Unitary Method of Apportionment

5



Method of determining
California share of
multinational corpora-
tion taxable income

o @ B

COMPARISON OF LEGISLATICN

as of May 6,

1981

- Unitary Method of Apportionment

Current Law

California share of
income determined by
using combined
reporting of affilia-
ted corporations and
by applying world-
wide apportionment
factors to world-
wide income.

BB 55 AB 765 AB 1238
(Hughes) (L. Stirling) (Deddeh)

For domestic corpora- For domestic All corpora=
tions--current law. corporations~-— tions (foreign

For foreign domiciled
corporations (and
their subsidiaries)=--
prohibits world-

wide combination;

will use USA unitary
and separate accounting.
Foreign energy & steel
companies and foreign
corps owning Calif.

current law.
For foreign
domiciled corps
(and their
subsidiaries) -

& domestic)
given option
of:(a) current
law, (b) exclud
ing income &

prohibits world- apportionment
wide combination;factors of

will use USA
unitary and

separate account-

foreign corps
they control.

agricultural land ing.
must use current
w law. «
FTB Audit Required - Yes ' Yes Yes
Dividends Allocated to No change No change Repeals
state of commercial allocation
domicile. provision.
Fiscal:
(FTB estimate)
1981 - - ~$70 ~-$800 plus
1982 - -$40 «$80 -$900 plus

Effective date

1982 income year

1981 income
year

1981 income
year



REFERRED TO COMMITIERE ON BREVENUE AND TANATION

An aet 1o add Section 257 to the Revenue and Tavalion
Code, relating to taxation, %{ take Lffui hnmediately, tax

SLATIVE COUNSFL'S DIGEST
ced, Hughes (Rev., & Tax.)). Bank und
m itary business.

E};\ anag

income of a éé;’;‘%?z%‘z"/ %)13&;51(?5% whic
determined by means of an appo !
Trarivss % toahda # - B S
ome derived {rom or attril juzai;?y {0 5¢ g both within

without the state.
This bill would provide %533? iﬁ <t§<>i{*r;s“;éning t
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e Legislatur é‘;éd
aee “E}a ed accoun img methods in genera

based taxpayers are materially differen t

use by forcign
rom accounting
methods used by United States based taxpayers, and
incormne stalernents prepared under foreign accounting
standards are not readily converted to income statements
based on the California Bank and Corporation Tuax Law.

-
i ol

The T.egislature further finds that many uzz“wn?nd
problems have arisen in accounting for changes in
foreign @xc%}ange rates, both in the dotumm@mm of

income and in constru icting “;}portwnmeni data of
forcign based taxpayers, on a basis consistent with that
used to determine income earned in California by United
States “updw rs. The Legi E ture further finds that the
cost burden of mnvertmg incore statements of forcign
bused taxpayers to income statements more comparable
to those of United States based taxpayers is often
substantially greater than any resulting tax on income
considered to be carned in California. The Legislature
further finds that the inclusion of foreign income in
determining the tax liability of foreign economic
interests wishing to invest in California has frequently
resulted in unfair taxation of f@feign based taxpayers and
consequently acted as an impairment to mamuﬂ@m and
hinde 5@{3 the c¢reation Gsf new opportunities  for
o p§ oyinent and the diversification of the economic base

he Legislature further finds and declares
is not included ;z*"safz’f the
;é*,‘z”sxj{;‘il; the entities that «uch

1
57y §
it

re established by geographical :?gad
po%;i%ca} bym aries, rather than functional opcerations,
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Cennny,

TER Or
preotion Wi 5
U ;n wiets, um,
>erabions Ving
SOurces:  solar, conl

?;ié:;g%;i%S; and "?mi(}\uu taie. For the
ivision, the ztmn“x “Stisel bBuainess”
; on ¥ FUE N o W & B
e manufacture or sale of products rolled,
forimed, ﬁ;.g;w d;'zmﬂ, extruded, forged, cast,
fubricated, or otherwise similarly processed, or D) rocessed
by a combination ﬁfi\xu or more of such operations, from

means g

steel made by the open hearth, basic oxygen, eleciric
furnace, Bessemer, or “other steelmnaki g Process. i’m' the
m“uoﬁ@ <>§ this subdivision, “agricoltural land” !wd

-

owned or leased for 30 years or more and nsed fu; the
mo! wtion of agricultural commodities for commoercial
PUTOses.

(e) For purposes of this section, direct or indirect
ownership or control of more than 30 percent of the
voting stock shall constitute ownership or control.

(f) The following definitions shall apply for the
purposes of this section:

(1) The term “residents of the United States” means
residents of the United States, its territories, or
sessions, or the Commonwe: Em of Puerto Rico.

(2) The term “United States corporation” means a
bunk, corporation, or other entity organized under the
laws of “ézfa United States, its political subdivisions, its
to wsessions, or the Commonwea of

rritories, or
uerto Rico.

(g) \(‘;i“‘a‘sng in this section shall preclude the
Fr: inc;“»c Tsy ?our& rom distributing, apportioning, or
ﬁcfi‘ “tions, credits,  or
' “‘uu?l?, rades, or
ary to do soin
s or cle “ixi\ to reflect the
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coof
ion of whether a corporation lable to report und
the Bank and Corporation Tax Law is required to take
sunt the income and apportionment factors of
tions operating in a foreiga country, it is not
that any inference be drawn from the

s

enuctment of this act in any litigation concerning such
question.
Sf .C. 4. Itis the intention o

the Legislature thw the
O ,Hs(‘ﬂ‘ﬂ‘i 11
of this act or the AP

visions of this act not apply

orations. Ifany pzu\,zmm

oy

((Hi 1
thereof to any person or circumstance is held invalic i or
unconstitutional  because it discriminates  against
domestic multinational corporations, or that it viol m 5
the Commerce Clause of the United States Constitution
because ﬁ m»f‘rzmnkutex against domestic multinational

e
-

corporations, then this act shall be invalid in its entivety
and shall bo np«:azod.

SEC. 5. It is the intent of the Tegislature that the
appropriate po!"f“j committee in each house of the
Fegistuture conduct interim hearings 10 years ff;.wm.iw
the enactment ){ this act for the purpose of revicwi
a;z{% S‘fi“}‘;';

"l

T
m}paci of this act and subscguies H;

ir f dings to the Legislature.

S?L. 6, ih;s act p;mz(;am for a tax levy within the
meaning of Article IV of the Constitution a ?1(3 hull 2o into
immediate effect. Howe*ve‘r the provisions of this act
studlapply in the (‘osfa‘ut;gg §:;a vof taxes for income )'t;';‘z’f%
beginning on or after January 1, 1982.

O
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(ihe State of California do enact as 10ows:

ing me iisf;fs in genera al uise

are materially di

ST ally different from accounting
E by United States based taxpayers, and
1

nents preparec under m;@wn accounting

3 zéi}butézfy{u;s‘@ ried atermments
Ca EE(;;E}}i Rank and oration Tax Law.
ature further finds i?m% many uunresolved

e have arisen in accounting for changes in
&;s;ra:sigﬁ exchange rates, both in the determination of
income and in constructing apportionment data of
foreign based taxpayers, on a basis consistent with that
used to deterimine income earned in California by United
States taxpayers. The Legislature further finds that the
cost burden of converting income statements of foreign
based taxpayers to incorne statements more comparable
to those of United States based taxpayers is often
substantially greater than any resulting tax on income
considered te be earned in California. The Tegislature
further finds that the inclusion of foreign income in
m‘;ztcnfzmmg the tax L;bmty of forez&, economic
interests ‘aawzmg to invest in California has frequently
resulted in unfair taxation of foreign based taxpayers and
¢ ,;zzﬁcqamm%} wcted as an impairment to investiment and
hindered the creation of new opportunities for
employinent and the diversification of ‘ihe economic base
of this state.
SEC. 2. Section 25101.9 is added to the Revenue and
Tqv' tion Code, to read:
i )1 9 {a) \’G twith %i:«kzz&%*f}“ :zray {; E' er

:r“s‘iox‘i;'\‘és;sn of
siom (g“ ), in

(:Gfp a iior;, or oﬁhe ,z;tzty li &%};e to I‘ib}\)ft under i?ns
part, there sh: >§E R ot be taken into account the income or
tionment factors of any other | ; i
tity if (iﬁ of the ;G?b\ g apph
bank, cm;u ation, or other entity:

{}) ated or {}‘{G’&n}zﬁd under the laws of a foreign
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doterminesthatitisnecessary to dosoin ovder o provent
cvacion of taxes or clearly to reflect the income of any of
such organizations, trades, or businesses.

() In view of i\ m?mg ltigation concerning the
question of whether a corporation required to file a
return under thisy dit is vequired to take into account the
income and ;’i;;;sf‘;imzm; -1t factors of other con or: ions
operating i gn country, it is not inte nmw% b any
inference be <§.€;m*z Trom the enactment of this ;gs:fi inany
liigation concerning that question.

SEC. 3. The Legislative Analyst shall report to the
Iegislature during the 1988 portion of the 1987-58
Re guhr session of the Tlegislature on the impact of this
act.

SEC. 4. This act ;)rm‘ides for a tax levy within the
meaning of Article IV of the Constitution aiid shall go into
mimediate effect. However, the provisions of this act
shall apply in the computation of taxes for incomne yours
beginning on or after January 1, 1981.

SEC. 5. If any provision of this act or the application
thereof to ar 1y person or circurnstance is held invalid or
unconstitutional  because it favors  foreign-bused
corporate  entlities over domestic-based  corporate
entities, or for any other reason, by final court decision,
then this act shall be invalid in its entirety and shall be

repealed.
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Tebtediess of the

(by If income of the taxpayer is deteiinined by the
;a}{ Mme;n 5 rinula contained in Section 25101, the
interest deductible shall be an armmount equal to m’u rest
income subject to allocation by formula, | olus the amount,
if any, by which i?ée balance of interest expe nse excec -ds
E ey . s )

mterest  en
deduetible v ; ‘
cubject ocation by formula, ,‘?{;‘aém'mt cxpense not
included in %f%‘se preceding sentence shall be dire nﬂ}
offwt against interest end w;w@w%i mcmm, Lewecqst
idends deductible under the provisiens of Seetic
a2y not subject to allocation by fo sn ia,

SEC. 2. Section 25101.9 is added to the Revenue and
Tusation Code, to read:

25101.9.  (a) Notwithstanding any other provision of
{his {‘f?»’fj)é’@f (except as provide d in subdivision (c)), in
nining the incomne subject to tax of any bank,
corporation, or other entity Fable to report under this
part, there shall not be taken into account the income or
apportionment factors of any other bank, corporation, or
other entity having more than 50 perce ent of its average
Do 3@5!‘}*’, payroll, and sales u.czms during the income
year attributable to locations outside the Tnite d States,
i)fis‘z‘f;'{:z‘ of Columbia, the Commonwealth of Puerto Rico,
any territory or ;%:}55{?553’&17 of the United States, ;ff;d aiy
political "«i!.i.?)d?i Tsion 5]20;‘@05

(b) For pi

oy
ot

p»m

{J¢ ,{f!f

tion, ‘f}f? activities
conducted within or directod from the Un wles by
iy f};sfzf{i, o 3 or other entily ¢ d;’s'fd or
organized under the lows of a foreign comitry aid ot
owned or Cesi}fﬁ@]f&{f by a United States cor f?()i"g!ii{)’} or by
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APPENDIX IIX

Ford Motor Company Proposal
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Office of the General Counsel Ford Motor Company
The American Road
Dearborm, Michigan 48121

April 20, 1981

“ g

Californis

Dear Chairnan Deddeh:

We very much appre bed the opporbunity to discuss with you the
problems asseﬂiateﬁ with either the conbinuation or slimination of the
worldwide combined unitary tax (WCUT) concept as now practiced by
California.

It is clear to us that most multinationsl corporations believe
Californiats WCUT approach Talr because 1t can lead to the taxation

L

by Californis of income, which by asccepted inbernstional btax standards,
is earned totally outgzée the United States. This business viewpoint is,
as demonstrated by testimony given to your committee, significantly impaizr-
ing job preducing investment in Callifornis by muliti ﬁ3t¢0ﬁ§gos However, as
yﬁu pointed out, the a@ﬁii?&;ﬁg drain on stabe revenues required to counter
the adverse effects of Propoait 4 on locsl government, makes it very
difficult for California to undertake any modifications in tax policy which
could, even bemporarily, reduce tax revenues.

occurred to us that there might be

t é lemma, i.e., the inability to
‘ ¢y because of the potential short run revenue
loss assscza%@é therswith, ?&is escape would take the form of offering all
corporate texpayers an option of

1. being subj

%

on the present WOUT

3 m

oy

cted to the existing Califormia franchise tax calculated
asis: or

2. being subjected bo an annual California franchise tax consisting of
the sum of:

a. a tax (at existing rates) on an apportioned part of income
from U.S. sources, i.e., total income less income which, for U.S.
income tax purposes, constitutes forelgn source income; and

b. a tax, at rates determined by the legislature, on the
greater of:

49



{1) the gross boock value of tangible property located in
California; or

(2) the combined net worth, as shown on the balance sheet
the *a?ﬁaya?fg federal incoms tax return, apportioned to
ifornia.

the alternative (option 2 above):

o

1. all U.S. source income of a gr roup of corporstions conducting a
unitary business in the U.S. would continue to be subject to consolidation;

iopment fachors would be restricted to tangible property,
pts which give rise to U.S. source income;

, California tangible
. tax ensures that

3. the establishment of two alternative bases (
property and apportioned net worth) for the supplemen
service oriented taxpayers do not obbain an unnecess
preference over manufacturing or processing btaxpayers;
4. the net worth base of the supplemental tax would be calculated on
a combined basis 1f a group of corporations were deemed to be conducting a
unitary U.S. enterprise even though the group did not file a consolidated
U.8. income tax return; and

5. the taxpayver's election of the basis of taxation, once made, could
not be changed without approval of the Franchise Tax Board or unless the
taxpayer can show that the tax paid under the method originally elected has,
over the period since the election was made, been equal Lo or greater than
the tax which wouid have besen paid over uﬁ% same pericd under the method o
wnich the taxpaver desirss to switch.

It appears to us that the creation of an election has & number of
advantages.

a. Those iaxpa§@r§ ghs now view the WOUT as advantageous will
not be forced to switch to a procedure which they oppose.

b, Those multinational baxpayers who sincerely believe that
Califeornia’s WOUT approach subjects forelgn source income to
taxation in California can elect the gecond slbternative and thus
be assured that investment in Californis will not generate a tax
on income from sources or investments oubside the U.S

“

¢. The double tax messure under the sscond albernative resulis
n a btax structure that it not unlike that existing in many other
§ S. states (e.g., New Jersey, Pennsylvania, Oklahoma, Louisiana,

Alabama, Reﬁgto?*3 Georgia, etce.) which levy both a tax measured by
net income and a tax on net worth or property employed in the state.
d. By adjusting the rates on the supplemental tax under alter-
native 2, the legislature can guard against any significant tax
revenue loss until the positive impact of the alternative on
California investment materializes., The legislation creating the

.50
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option could provide a schedule of slowly declining rates for the
supplemental tax under albternative 2 which recognizes the positive
revenue impact of increased California investment. Indeed, the
legislation might provide that the supplemental tax would terminate
or the rate thereof very substantially diminish if the split roll
concept were adopted.

The critical element of this proposal is, of course, the rate or rates
adopted for the supplemental tax under the second alternative. We do not
have sufficient data to estimate whab, from a revenue standpoint, that rate
would need to be. As you recognize, if that rate is too high, the alterna-
tive would not achieve its intended purposge because it would not create a
viable option to multinational taxpayers to the present WCUT approach. For
this reason, we suggest that in examining that question, care should be
taken to distinguish between the actual (i.e., actual WCUT collections) as
opposed to potential (i.e., calculated but disputed and uncollected WCUT
liability) revenue loss which would occur if taxpayers were permitted to
alect an income tax measured by apportioned U.8. source incoms.

We recognize that this suggestion may raise a number of problems
which we may not have considered. Therefore, we would be happy to discuss
this matter further with you or members of your staff. As long as you are
analyzing this approach, we will not discuss it with any other party
without your direction or concurrence.

Very truly your§,

1 /7
/5 /i / /
A =7
i /1
/1 v/
i

/ John M. gNeberle
/ / Bupervisory Attorney - Tax
[ State and Local Tax Department

51.



i

APPENDIX IV

Franchise Tax Board
P Correspondence on Alternative

Sources of Revenue



STawrs
Davis 8, DOgrr
CHIEF CONBULTANT

HosEnt C. LELAND
COMMITTEE CTOMSULTANT

G pERT M., GSTER
COMMITTEE CONSULTANT

ELiEnN WORCESTER
COMBITTEE CONSULTANT

HELEN JONES
COMMITYEE SECRETARY

5

REVENUE AND TAXATION COMMITTEE
ETATE CAPITOL, ROOM 2018
B BE2-BVED

WADIE P. DEDDEH

August L0, 1981

Mr. Gerald Goldberg
Executive Officer

Franchise Tax Board

Aeroiet Center

Sacramento, California 95857

Dear Mr. Goldberg:
Thank you very much for your recent letter on the
progress of your staff in updating the revenue estimates

for the various "un nitary” proposals before the Committee
this vear.

I have one further request. You may recall that at the
Committee's hearing on the subject this Spring, the Ford
Motor Company made a proposal for an alternative source

of revenue {attached). I would appreciate it very much

if you could provide us with 83%2&“%@@ tax rates necessary
to offset the loss from AB 1238, by instituting one of

the following additional taxes:

1) The greater of

a -~ The gross book value of tangible property
located in California, or

b = The combined net worth, as shown on the
balance sheet of the taxpayer’s federal
income tax return, apportioned to
California

{This is the Ford proposal)

2} An increase in the present bank and corporation
tax rate

(o]
Lt

T



Mr. Goldberg
Page 2
August 10, 1981

3) A tax imposed on the property of a corporation
in California, as defined by Sec. 25130

4y A tax on compensation in California, as defined

by Sec. 25133

5) A tax on sales in California,as defined by
Sec. 25135

6} A tax on the greater of (3), (4), or (5}

7) A tax on the average of (3), (4) and (5)
I would also appreciate hearing your views as to the
feasability of these options, any pitfalls we should know
about and your preference, if any, for any one of them.
We are considering holding interim hearings on this subject
in late Autumn. We would appreciate a response by

November 20th.

Thank you for your help. Please contact Dave Doerr (322-3730)
if you have any questions.

Sincerely,

WADIE P. DEDDEH

WPD: s

Enclosure
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Hon. Wadie P. Deddeh

Page 2
Number of Required
Factor Multinationals Amount Tax Rate
Net worth 8,467 $358.5 billion 0.147
Question 2

We have estimated the increase in the bank and corporation tax rate
for (1) all corporations and (2) multinationals only that would be
required to raise replacement revenues.

Number of Additional
Factor Corporations Amount {(est.) Tax Rate
{1) State Net Income -
All Corporations 154,468 $20 billion 2.5%
(2) State Net Income -
Multinationals
only 8,682 $10 billion 5.0%

The feasibility of imposing a higher rate on nonmultinational corpora-
tions not benefiting from AB 1238 (at least in the short run) is doubtful.

Questions 3 ~ 7

Number of Required
Factor Multinationals Amount Tax Rate
Property 7,564 $330.3 billion 0.15%
Compensation 7,565 49.6 billion 1.01%
Sales 8,433 249.4 billion 0.207%
Average $209.8 billion 0.24%

To the extent corporations regard such supplemental taxes as disincentives

for California operations, corresponding revenue would be less than expected.

Also, efforts by corporations to minimize the impact of an additional tax on
compensation, property, or sales would simultaneously cause a reduction in
regular franchise tax revenues over what would otherwise result by reducing
California numerator factors used in the apportionment formula. Indeed, any
State "income' tax on tangible property in California may be contested on
constitutional grounds as possibly violating Article XIIT A property tax
limitations.
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Hon. Wadie P. Deddeh

Page 3

A

A State tax on U.S. net worth after apportionment is intriguing, but needs
more extensive analysis as to feasibility and practicality. Undoubtedly,
corporations would argue that such a basis for tax is capricious and re-
presents an even more extreme application of unitary thinking. Such a tax
could also he construed as possibly violating either Article XIII, Sec. 2,
or Article XIITI A of the State Constitution.

Questions or comments concerning these estimates should be directed to
Allan N. Desin at 355-0144,

E ’5/{;;;’;*
{"/; '/;7{;\ “‘:,w\' AUA 7

Executive Off%cer
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APPENDIX V

Text of §. 655, Mathias
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APPENDIX VI

"0il Companies' Disappearing Profits:
A Case for the Unitary Method",
® by Ken Cory, in Tax Notes,

May 25, 1981

£
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EBIOCATES

Ken Cory is the Controlier of the State of Cali-
fornia and the Chairman of the California Franchise
Tax Board. Cory is currently the chairman of the
Multistate Tax Commission and ovarsess Cali-
fornia’s system of unitary taxation based on world-
wide combined apportionmesni,

inthis article, Cory argues that tha unitary method
of taxation offers the states the only effective and
administrable system for taxing corporate income.
Using the major il companies as an exampls, he
details how multistate and multinational corpora-
tions can easily avoid state income taxss through
the use of transfer prices. Cory states that the arm’s-
length method of taxation is no match for the
compiicated transactions of major corporations. He
concludes that the imposition of federal limits on the
use of the unitary method would unfairly threaten
the states’ taxing powers and aggravate their
alrgady-serious fiscal problems.

Clearly the nation is in serious trouble. industry reeis
under the impact ofinflation and taxation, unemployment
rises and the burden of the poor becomes even heavier.

At the same time, these impacts have not been equally
distributed betwesn sections of the economy or the
couniry. The connection between the record profits of the
very large oil companies and the record 1osses of the very
large automobile companies is easily perceived. The fact
that gasoline prices are high and rising clearly has
something to dowith the fact that Chrysleris afioat only at
government sufferance. The differences between the
unempioyment rates in Houston and Detroit are similarly
not unconnected.

Noris the auto industry alone. indeed, were one scoring
winners andiosers, the winners are the oil companies and
the losers are everybody else. The record oil industry
profits last year were a disproportionate 40 percent of all
manufacturing profits.

Siate Tax Avoldance

Thetaxconsequsnces are lessapparent but no lessreal.
They are of increasing importance as the Administration
justifiably moves to return a large share of government
power and responsibility to the states. A great deal has
been written about the faiiure of the international oil
companies to pay their share of federal income taxes, but
very little has besn written about the increased tax burden
this has placed on other businesses. Even less has been
wrilten about the ability of the international cil companies

TAX MOTES, May 28, 1881

THE OiL COMPANIES’
DISAPPEARING PROFITS:
A CASE FOR
THE UNITARY METHOD

by Ken Cory

to avoid state taxation, and the added burdens this places
on other state taxpayers as the staies scramble to find
added revenues to finance their new responsibilities.

Rising oil profits require a reexamination of the inter-
nationail oil companies’ ability {0 avoid state taxation and
force smatler, less profitable businesses to pick up their
share of the taxes. The Citizen/Labor Energy Coalition
recently issued areport citing the following data compiled
from state revenue departmenis:

Y. .In 1878, Conoco, Amoco, Exxon and Mobil paid
state income taxes amounting to 0.3 percent, 0.4
percent, 0.9 parcent, and 1.4 percent of their total
corporate profits in state incoms taxes, respectively.
These figures are less than the rate paid by the
average family of four making $16,000 the year
before.

“...in Colorado, Guif and Cities Service reported no
taxable income in 1978, daspite combined sales in
the state of $33.7 million.

“...Wisconsin fared even worse that year, with
Exxon, Gulf, Tenneco and Uniorn of California ail
alleging that their oil business in the state was a
losing proposition, and therefore paying no state
income taxes.”

With other industries feeling the shock of energy prices
and the Administration asking state governments to carry
agreater burden, the question of effective state taxation of
the international cil companies has become avery serious
matter. Some states have attempted to get at the problems
by using sales taxes on gasoline or gross receipts taxes.
Such taxes hardly address tha problem since their burden
falls directiy and immediately on the consumers. A more
sophisticated approach is clearly required.

Transfer Price Sheli Game

The states’ problem in taxing oil companies centers
around what are calied “transfer prices.” These are the
prices that one division or corporate subsidiary of a
vertically integrated company charges other divisions or

Rising oil profils require a reexamination of the
international oil companies’ ability to avoid
stale taxation. ...
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method looks at that part of the corporation which is
located within the state and attempts to identify the real
economic coniribution it makes 1o the overall corporate
unit. While the formulae vary ifrom state to state, in
general, they determine the portion of the corporation’ 5
revenue subject 1o state taxation on the basis of the
amount of property, payroll, and sales within the juris-
diction.

The unitary system of corporate taxation is not without

flaws. Most obvious is the difficulty of determining what is
a “unitary” corporation. it is generally agreed that a
conglomerate corporation whose paris do little or no
pusiness with each other should notbetreated asa unitary
entity. For example, a firm that runs a car rental operation
in one jurisdiction and a hamburger chain in another is
hardly unitary. In %gxéng the hamburger chain a slate
would not be justified in looking at revenue earned by the
car rental. There are, G? course, closer cases where the
unitary nature of the corporation can be reasonably

disputed. But the general standard is sufficiently clear and
workable: are the commonly owned entities operated as
an economic unit? Inshort, itis the business reality that is
the test.

there is one overwhelming argument for the
unitary approach: it can acfually be used to
coflect laxss.

in compariscn with the necessity of untangling ahost of
intracorporate transactions and comparing them agamst
an arm's-length standard, the unitary method presents no
extracrdinary problems of fairness or workability. In fact
some tax scholars have found it a theoratically superior
instrument of tax policy. But, tax theory aside, there isone
overwheiming argument for the unitary approach: it can
actually be used o collect taxes. 1t s no exaggeration 10
say mai the arms-length method compietely fails o
provide the siates with & workable method for taxing
corporate income earned within their jurisdictions.

Somes critics of the unitary method are willing to tolerate
i3 use by stales in taxing multistate corporations, but they
obiect to its use in taxing the sarnings of multinational
corporations. Thay claim that looking at the worldwide
earnings of & corporation in order to determine what

QG? ion the siate may iax resuits in unfair taxation of

foreign earnings. This argument missas the point. The
purposes ofthe U!’?ia&f’f method is to determine what part of
a corporation’'s total income {whether multistate or multi-
national} can appropriately be said to have been earned
within the siate, not to tax income sarned ouiside the
state. Or, pul another way, what coniribution did the
activities within the state make 1o the total earnings of the
corporation? This is a wholly legitimate question for any
%3;&'% jursidiction to ask. 1t is painfully obvious that the
arm's-length method provides no useful answer.

Political Ballle on the Horlzon

Diaspite this failure of the arm's-length method, multi-
national corporations have been quite successtul in pro-
moting afforts 1o restrict the ability of states to use the
unitary method. Two vears ago there was a bitter fight in

TAX HOTES, May 25, 1981
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the Senate over a provision in the United Kingdom Tax
Treaty Himiting the unitary method. Ultimately a reserva-
tion to the provision prevailed by a close margin. The
unitary method has also withstood a number of broad-
based legal chailenges. In two recent cases—brought by
Mobil and Exxon-—the Supreme Court reaffirmed the
constitutionality of the unitary method and rejected claims
that worldwide apportionment amounts t¢ double
taxation.

it is irrational to rely on a system that permits
40 percent of manufacturing profits to remain
out of the range of effective taxation.

These courtroom defeats have encouraged the oil
companies and multinationals te focus their opposition to
the unitary method on legislative remedies. Republican
Sen. Charies McC. Mathias, Jr., and Rep. Barber Conable,
the ranking Republican on the House Ways and Means
Committee, have introduced legisiation to prevent states
from using the unitary method to tax multinational cor-
porations. Needless to say, the bills have very powerful
support. Advocates of the bills are now interested in
attaching some form of the legisiation to the pending
tax-cut bill. This strategy could force Congress to con-
sider the unitary method in a loaded political setting that
would hardly be conducive to a deliberate exploration of
the issues.

MATSUNAGA BILL WOULD GIVE INVESTMENT CREDIT TO
RACE HORSE BREEDING SYNDICATES. The Senate Finance
Subcommittee on Taxaticn and Debt Management held a
postponed hearing last week on a series of "miscella-
neous” tax bills. (See Tax Notes, May 11, 1981, p. 1064 for
a listing of the bills considered at the hearing.)

in addition to the bills previously scheduled for a
hearing. the Finance Subcommittee aiso heard testimony
on 8. 450, abillintroduced by Finance Committee member
Spark Matsunaga, D-Hawaii, which would grant an invest-
ment tax credit to persons who invest up to $100,000 in
“work and breeding horses.” The principal beneficiaries of
the bill would be investors in race horse breeding syndi-
cates. Doc 87-4843

ESTATE TAX MEARINGS TO CONTINUE. Sen. Steven D.
Symms, R-idaho, the Chairman of the Senate Finance
Subcommittee on Estate and Gift Taxation, has an-
nounced that his subcommittee will continue its hearings
on major estate tax issues on June 5. For earlier coverage
of the Subcommittee’s hearings, see Tax Notes, May 11,
1981, pp. 1079-1080, and April 27, 1981, p. 952.

The June 5 hearing will "focus on particular problems of
the estate and gift tax laws, inciuding the special use
valuation for farm property and the interaction of estate
tax laws with the gift tax,” according to the hearing

TAX NOTES, May 28, 1881

CONGRESSIONAL HEARINGS

ltis worth noting that the federal government has similar
probiems in dealing with transfer prices and a strong
argument can be made for the use of the unitary approach
by the internal Revenue Service. While the U.S. Treasury
Department supported the U.K. Tax Treaty and the
Mathias bill, it has used the unitary approach itseif.
Unfortunately, the IRS has not done so systematically,
and it certainly has not done so with the international oil
companies.

With the rapid increase in both energy prices and
profits, we simply have no choice but to find an effective
means of taxing the international oil companies. it is
irrational to rely on a system that permits 40 percent of
manufacturing profits to remain cut of the range of
effective taxation. To ask that the states do so in the
context of the current economic policies borders on
madness. it requires other businesses whose profits are
already suffering to bear more than their share of the
burden. The unitary method may not be a perfect solution,
but it is a reasonable, workable, and equitable approach
and at the moment we have no other.

READER COMMENTS WELCOMED

. We'd like to pubiish reader comments on this
article in our “Letters to the Editor” column. If
you'd like to make your views known, please write
us promptly.

Please note that latters must be signed, and that
we reserve the right to edit them in the interest of
brevity. However, the fuil texts of all letters that we
receive will be made available in the Tax Notes
Microfiche Edition.

announcement. The bills to be considered at the hearing
include the following:

® Abolitlon of Estate Tax. S. 404 would repeal the
federal estate and gift tax.

® Exciusion; Marital Deduction. S. 395 would increase
the federal estate and gift tax exclusion to $600,000
and provide an unlimited marital deduction.

# Exciusion; Use Valuation. S. 858 would increase the
federal estate and gift tax exclusion to $600,000 and
revise the rule relating to the special use valuation of
farmland.

¢ Marital Deduction. S. 574 would allow a marital
deduction of up to $750,600 and woulid "provide a
similar deduction for heirs other than the spouse.”

s Crop Share Rentals. S. 23 would “make it clear that
crop share rentals quality as a standard of valuation
under section 2032A."

¢ Retroactive Use Valuation. S. 557 wouid allow estates
that filed estate tax returns before July 13, 1978, to
elect the special use valuation for farmland.

® Gift Tax Reporting. S. 995 would permit the reporting
of gift tax on an annual basis.

Persons wishing to testify at the June 5 hearing must
submit requests in writing to the Finance Committee not
later than May 29, 1981. Doc 87-4844

1139



APPENDIX VII

Excerpt, Comptroller General's
Report to the House Committee on
Ways and Means, on the Subject
of Determining the Income of
Multinational Corporations,
September 30, 1981
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COMPUROULLER GENBERAL'S IN DETERMINING THE INCOME OF

REPOKT TO THE HOUSE MULTINATIONAL CORPORATIONS,
COMMITTREE ON WAYS AND IRS COULD BETTER PROTECT

MEANS U.S. TAX INTERESTS

Multinational corporations have both the in-
centive and the opportunity to shift income
between jurisdictions to take advantage of
disparate corporate tax rates. One incentive
is minimization of taxes. The copportunity
lies in the pricing of interorganizational
transactions. Obviously, possession of incen-
® tive and opportunity does not axiomatically
lead to abuse--but to tax administrators, Amer-—
ican and foreign, it represents a vulnerability
to guard against.

IRS, however, has not yet developed baseline
| information on the incidence and magnitude of
multinational corporation noncompliance in
terms of improper shifting of income. Thus,
IRS has no sound basis for determining the
amount of audit resources to be assigned to
address the problem, nor for gauging the suc-
cess of those resources that are applied to it.

Further, IRS enforcement difficulties are
compounded by the complexities involved in
measuring the amount of income misallocated

in those instances where this is believed to
have occurred. Ideally, interorganizational
pricing is to be adjusted to that for similar
transactions between unrelated parties--the so-
called "arm's length standard."”

However, in the modern economic system of mul-
tinational corporate business, a true arm's
length price can rarely be identified. When
an arm's length price cannot be identified,
Department of Treasury regulations for Inter-
nal Revenue Code Section 482 provide both the
corporate taxpayer and the IRS examiner some
guidance for arriving at a constructed price.
The regulations and the resulting enforcement

65 GGD~-81-81
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process, however, create an vnacceptable 1ovel of
incertainty and a significant administrative bur-
den both for corporate taxpayers and 1RS exsminers.

For example, there is often no similar trans-—
action on which to establish an arm’'s length
price. In these instances, the Treasury regu-—
lations do not provide corporate taxpayers with
sufficient certainty for planning their finan- .
cial strategies and considering the tax conse-
gquences of their pricing of intercorporate

transactions. IRS, faced with the same lack
of certainty, must construct an estimated price
for adjustment purposes. Both corporate tax-—

payers and IRS examiners have characterized the
end result of the adjustment process as being
unpredlctable.. .

The Chalrman of the House Ways and Means Committee
asked GAO to study section 482 e~forcement. GAO
reviewed current IRS examination Jlata on 519 U.S.
multinational corporations, each ! aving assets
over $250 million and each having engaged in
transactions with their foreign subsidiaries.

GAO found that only 3 percent (12 of 403} of IRS'
total recommended section 482 adjustments to re-
ported income for such transactions were based on
a true arm's length price. These adjustments
amounted to 3 percent ($7.4 million of a total
$277.5 million increase) of the total income ad-
justed for section 482 issues. The tax impact

of the total $277.5 million in adjustments, while
not known precisely, can be estimated using a cor-
porate tax rate of 48 percent at roughly $133.2
million. (See p. 29.) .

while IRS has only limited resources, the num-
ber and volume of complex international inter-
corporate transactions as well as the amounts
of income involved continue to grow. In the
short term, IRS and Treasury should, GAO be-
lieves, make several specific improvements in
the way they presently administer section 482,
In addition, IRS should consider ways to get

a measure of corporate noncompliance regarding
arm's length pricing, and Treasury should begin
a study to ascertain whether ways exist to make
section 482 enforcement easier to administer,
more certain, and more equitable for all con-
cerned. (See pp. 24 and 53 to 54.)
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IRS CAN IMPROVE ITS CURRENT

SECTION 482 ENFORCEMENT ACTIVITIES

IRS needs more management information than it
now has to measure what it is doing to enforce
section 482 against what needs to be done.
Lacking such information, IRS cannot determine
with reasonable assurance the impact of its
current efforts nor adjust its strategy as may
be necessary to make the best use of its lim-
ited resources, )

Considerable information is available within
IRS concerning IRS' enforcement activities and
the operations of multinational corporations,
but this information has not been analyzed to
answer management's needs. The case-by-case
results of IRS' section 482 enforcement activi-
ties are documented 1in various reports prepared
during the examination and appeals processes.
Information on the operations of multinational
corporations is also available to IRS from the
Form 2952 which must be subnmitted by U.S5. cor-
porations for each foreign subsidiary they con-

trol. (See pp. 9 to 1l1.)

Other information IRS needs is not so readily
available. For example, IRS needs a better
idea of the extent of noncompliance with sec-
tion 482 regulations that exists within the
universe of multinational corporations.

IRS has, in the past, shown that it can respond
to similar problems in developing management
strategies where unknown factors exist. IRS
now needs to focus 1ts expertise on ways to
obtain a better measure of the total noncom-
pliance with section 482 that exists in the
multinational corporate universe. (See p. 11.)

CRITICAL REPORTING REQUIRE-
MENTS SHOULD BE EXTENDED

IRS examiners use the form 2952 as their start-
ing point for most examinations involving inter-
national transactions. Data provided on this
form is critical to the successful identifica-~
tion of many secliou 482 adjustments. Section
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6038 of the Internal Revenue Code authorises IRS

to require this information only from U.S8. pavent
corporations, but similar information is also
needed for U.S. subsidiaries of foreign parents.

In 1974 there were 6,538 controlled U.S. corpor-
ations with assets totaling more than $76 bil-
lion. GAO believes that having similar information
readily available for these types of corporations
would enhance IRS' identification and examination
of section 482 issues in international transactions
between U.S. subsidiaries and their foreign parents.
(See pp. 18 to 20.)

TREASURY SHOULD ADJUST THE
SAFE HAVEN RATE AS NECESSARY

REAL COST OF BORROWING

Another needed change concerns the use of the
safe haven interest rate, a fixed rate of in-
terest which IRS examiners are »ermitted to use
in lieu of an arm's length price in certain
types of transactions as a basis for making in-
come adjustments. The economic climate since
1968 has produced rapidly changing interest
rates on the open market. The safe haven in-
terest rates established by Treasury have not
kept pace. (See pp. 15 to 16.)

GAO's analysis showed that 83 of the 84 section
482 adjustments involving loan or advance trans-—
actions made between August 1972 and June 1975

in its sample were based on a safe haven inter-
est rate of 5 percent. During the period when
these adjustments were made, the prime interest
rate was always higher than the 5 percent rate,
ranging from a low of 5.25 to a high of 12 per-
cent. Treasury implemented a new, higher adjust-
ment rate of 12 percent in July, 1981. This new
rate has already been overtaken by the continuous
rise in the cost of money which has seen the prime
rate reach about 20 percent. (See p. 17.)

Safe haven interest rates which are substan-—
tially lower than the open market rate can re-
sult in U.S. corporations reporting less in-
come for tax purposes. Further, such safe
haven rates are unfair from the perspective of
these U.S8. corporations which cannot use them.
Thus, GAQ believes Treasury should adjust the
safe haven rate as often as necessary Lo make
the rate realistically reflect the cost of hor-
rowing on the open market. (See pp. 23 to 24.)
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ADMINISTERING THE ARM'S LENGTH STANDARD

UNDER CURRENT REGULATIONS IS UNCERTAIN
AND BURDENSOME TO BOTH IRS AND TAXPAYERS

Making income adjustments using the arm's
length standard has posed administrative bur-
dens on both IRS and corporate taxpayers.
Because of the structure of the modern busi-
ness world, IRS can seldom find an arm's
length price on which to base adjustments
but must instead construct a price. A con-
structed price is at best an estimate. Be-
cause Treasury regulations do not provide
sufficient guidance, corporate taxpayers
lack reasonable assurance concerning how
income on intercorporate transactions that
cross national borders will be adjusted and
the enforcement process is difficult and
time-consuming for both IRS and taxpayers.

The current regulations provide some guidance
for those instances in which an arm's length
price cannot be identified but, too frequently,
the examiner must use considerable judgment in
dealing with data that does not directly relate
to the specific situation at hand. Adjustments
in which an examiner was able to identify an
arm's length price resulted in only 3 percent
($7.4 of $277.5 million) of total adjusted in-
come and constituted only 3 percent (12 of 403)
of all section 482 adjustments in GAO's sample.
Adjustments for 87 percent of total adjusted in-
come were based on the safe haven rules and var-
iocus alternative techniques permitted by the
regulations. The remaining adjustments were ar-
rived at by methods which could not be deter-
mined from available documentation or were not
applicable to the arm's length standard. (See
p- 29.)

Whether or not an arm's length price is obtain-
able, administering the regulations is a com-
plex process. An examiner must identify ques-—
tionable transactions, perform a functional
analysis, and search for a cowmparable uncon-
trolled price. If such a price is not identi-
fiable, the examiner must construct one using
alternative techniques. The process as a
whole thus creates administrative burden and

a degree of uncertainty that is unacceptable
for both exawminer and taxpayer. (See pp. 36
to 40.)
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SHOULD SECTTO
MADE '

D SECTION 482 ADJUSTIENTS BE
MORE CERTAIN AND TESS HURDENSONB?
SURY SHOULD SERK 7118 ANSWER

For some time, parties affected by and
knowledgeable about arm's length adiustments--
corporate taxpayers, courts, experts in the
field, and officials at IRS-~have criticized
section 482 enforcement under the curroent
regulations on the basis that (1) the ana-
lytical approach to determining arm's length
prices often leads to unreasonable results and
(2) the examinations reqguire extensive corpo-
rate expense and labor. In addition, a sub-
stantial body of expert opinion and several
court decisions have also criticized the high
degree of burden and uncertainty posed by the
current regulations. (See pp. 43 to 47.)

IRS examiners told GAO they believe that, under
the current regulations, some [»tential section
482 adjustments are not being developed. They
stated that section 482 work is < "high risk
venture" where much audit work can result in
little additional tax. They pointed out that,
because of this, some examiners might not de-
velop a section 482 adjustment because of the
difficulty involved in reaching an agrecement

on an arm's length price or on the basis for
making the adjustment. IRS examiners attributed
this situation to both the difficulties in the
enforcement process and the time it takes to do-

the work. (See pp. 40 to 43.)

GAO's statistics on the section 482 adjustments
IRS made can be interpreted to lend some cre-
dence to the examiners' comments. For example:

--0nly 200 of the 519 multinational corpora-
tions in GAO's sample had section 482 adjust-
ments involving their foreign subsidiaries.

~-The bulk of the total $277.5 million was con-
centrated in only a few of the 403 total ad-
justments. Eleven of the 403 adjustments
accounted for over one-half of the $277.5
million. :

--Adjustments involving the sale of tangible
property, the category of intercorporate
transaction where the largest amounts of rev-
enue are at issue, were also concentrated.
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Thirty-five U.S. parents and 89 of their for-
eign subsidiaries experienced adjustments on
tangible property sales of $4.4 billion. The
other 12,248 foreign subsidiaries of the 519
U.S. parents experienced no adjustments to a
total of $28.1 billion in intercorporate
sales transactions. (See p. 42.)

Neither GAO nor IRS knows how much noncompliance

exists, nor how many more adjustments IRS should

have made. However, given the difficulty inher-

ent in administering section 482 through the cur-
rent Treasury regulations, the examiners' state-

ments, and the statistics on the adjustments

B IRS made, it can reasonably be concluded that

the potential for greater enforcement exists.

In the early 1970s, Treasury considered several
regulation changes in response to criticism

made at that time. The changes, however, were
not implemented. Today the need is even greater
for Treasury to consider revising the regulations
than it was a decade ago. A 1981 study under-
taken at the joint regquest of IRS, Treasury, and
the Department of Justice has also recommended re-
vising the regulations to reduce administrative
burden and increase certainty, thus lending sup-
port to GAO's conclusions (p. 43.)

L |

Tax experts and corporate taxpayers have sug-

gested that Treasury reconsider the appropri-

ateness of the arm's length standard in an
b economic world more complex than that which
existed when the standard was adopted in 1934.
For example, one alternative suggested is to
expand the use of the safe haven concept, thus
creating greater certainty. Another alterna-
tive frequently suggested is the use of formu-
las for apportioning income in certain situa-
tions. Apportionment formulas are presently
used by 45 States, and some experts believe
these formulas, when applicable, reflect market
realities better than the arm's length standard.
(See pp. 50 to 52.)

»

A major objection to the use of formula appor-
tionment across national borders is that tax ‘
treaties between the U.S. and other nations
specify the arm’'s length standard for adjusting
corporate income. For the U.S. to adopt a dif-
ferent method could result in multinational
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corporations incurring Jouble taxation. OCA
recognizes the significance of this probloem.
(See p. 52.)

GAO suggests that IRS consider ways to get a
measure of noncompliance and that Treasury be
the focal point for a study to identify ways to
improve the guidance provided concerning section
482 enforcement. After IRS and Treasury have
completed this work, Treasury should be able

to make an informed decision as to whether and
how to change the section 482 regulations.

(See p. 53.)

RECOMMENDATIONS TO THE COMMISSIONER
OF INTERNAL REVENUE

IRS presently lacks sufficient information to
assess the effectiveness of its section 482 en-
forcement and design future st ategy with in-
formed judgment. The need to make informed
strategy decisions will assume even greater im-
portance in the future as the number of inter-
corporate transactions continues to grow in dis-
proportion to IRS' limited resources. To place
the Service in a position to make informed deci-
sions regarding how best to deploy those resources,
GAO recommends that the Commissioner of Internal
Revenue:

~-Aggregate and analyze existing data from a
management perspective, consider ways to get
a measure of noncompliance, and establish
procedures for continuously assessing the ap-
propriateness of IRS' section 482 enforcement
strategy.

GAO also made other recommendations to improve
IRS' enforcement activities (p. 25.)

RECOMMENDATIONS TO THE SECRETARY
OF THE TREASURY

The current Treasury regulations for implement-
ing code section 482 create uncertainty and ad-
ministrative burden for both IRS and corporate
taxpayers. Since better guidelines are needed,
GAO recommends that the Secretary of the Treasury:

--—-Begin a study to identify and evaluate the
feasibility of ways to allocate income under
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scotion 46872, including forumula apportionment,
which would lessen the present uncertainty
and administrative burden created by the ex-
isting regulations.

GAO also recommended that the Secretarys:

-~-Adjust the safe haven interest rate as fre-
quently as necessary to realistically reflect
the current costs of borrowing on the open

market.

RECOMMENDATION TO THE CONGRESS

To provide IRS the authority to require the in-
formation it needs from foreign-controlled U.S.
corporations, GAOQ recommended that the Congress
amend section 6038 of the Internal Revenue Code
to further provide that every United States
person, as presently defined by the code, shall
furnish such information as the Secretary may
prescribe by regulation with respect to any
foreign corporation which controls such person.

AGENCY COMMENTS AND GAO'S EVALUATION

Treasury agreed in principle with GAO's conclusions
and recommendations concerning the need to more
frequently adjust the safe haven interest rate.
Treasury stated that a change in the current safe
haven rate was made on July 1, 1981, and it anti-
cipated that the rate in the future will be adjusted
periodically so as to reflect major changes in in-
terest costs.

Both Treasury and IRS generally agreed with GAO's
recommendations concerning specific improvements
that need to be made to current section 482 en-
forcement procedures. However, both agencies ex-
pressed disagreement with the recommendation that
Treasury undertake a study to identify ways to les-
sen the uncertainty and administrative burden cre-
ated by the existing regulations. 1In so doing,
both agencies, GAO believes, minimized the serious-
ness of the difficulties which section 482 enforce-
ment has presented and continues to present all
affected parties. As GAO noted, uncertainty as well
as the administrative difficulties and burden on all
parties affected by section 482 enforcement have
been documented in all previous studies on the sub-
ject, the most recent being a January 198l study
undertaken at the joint request of the IRS Commis-
sioner, the RAssistant Attorney General, and the As-
sistant Secroetary of the Treasury for Tax Policy.

Se pe 5 . 7.

Sece pp. 54 to 57.) 73



CHAPTER 3

HOW CAN SECTION 482 ENFORCEMENT BE MADE

MORE CERTAIN AND LESS ADMINISTRATIVELY

BURDENSOME? TREASURY SHOULD SEEK THE ANSWER

Adjusting multinational intercorporate transactions for tax
purposes under current section 482 regulations is administrative-
ly burdensome for both IRS and the corporate taxpayer. Moreover,
the consicerable amount of judgment necessary in most income ad-
justments recommended under the regulations creates uncertainty.
In recent years, the regulations have been a source of dissatis-
faction to all parties affected, including the courts.

In essence, section 482 enforcement is criticized because
the theory on which it rests no longer corresponds to the reali-
ties of intercorporate transactions. In theory, a section 482
adjustment should be made when income reported for a multina-
tional intercorporate transaction vari.s from the comparable un-
controlled price of a similar transaction between two unrelated
businesses. The comparable uncontrolled price is the arm's
length price for the transaction. 1In practice, however, IRS
examiners have difficulty finding a comparable uncontrolled
price for most transactions. Of the examinations we reviewed,
only 3 percent (12 of 403) of IRS' recommended adjustments be-
tween parents and foreign subsidiaries were based on comparable
uncontrolled prices. The income adjusted through these arm's
length prices amounted to only 3 percent of the total income ad-
justed for section 482 issues.

The regulations provide some guidance for those instances
where an arm's length price cannot be identified but, too fre-
quently, the examiner must use considerable judgment in analyz-
ing extensive data which often does not directly relate to the
specific situation at hand. To the extent that the facts do not
directly relate, the adjustment price becomes estimated.

Tax experts and corporate taxpayers have suggested that
Treasury reconsider the appropriateness of the arm's length
standard in an economic world more complex than that which
existed when the standard was adopted in 1934. For example, one
alternative suggested is the use of formulas for apportioning
income in certain situations. Apportionment formulas are pres-—
ently used by the States, and some experts believe these formu-
las, when applicable, reflect market realities better than the
arm's length standard. Another alternative frequently suggested
is to expand the use of the safe haven concept, thus, creating
greater certainty.
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We roecognize that some difficalt international jssues
Gight be raised £ the 3.8, adopted new approaches to taxing
multinational trancactions.  We, Jdo not, however, bhelieve that
this prospect should deter Treasury from studying whether al-
ternatives, or a combination of alternative and present ap-
proaches, could make section 482 enforcement administratively
easier, more certain, and more equitable for all concerned.

IRS MAKES RELATIVELY FEW

ADJUSTMENTS ON THE BASIS OF

COMPARABLE INDEPENDENT PRICES

The 1968 regulations issued by Treasury provided IRS with
guidelines for making section 482 income adjustments. The regu-
lations explain the arm's length standard, the principle under-
lying section 482 adjustments, as follows:

"The purpose of section 482 is to place a controlled
taxpayer on a tax parity with an uncontrolled taxpayer,
by determining, according to the standard of an uncon-
trolled taxpayer, the true taxable income from the prop-
erty and business of a controlled taxpayer * * *, The
standard to be applied in every case is that of an un-
controlled taxpayer dealing at arm's length with another
uncontrolled taxpayer."”

For example, uncontrolled transactions with respect to the trans-
fer of tangible property are defined as

~-sales by an member of the controlled group to unrelated
businesses,

~--sales to a member of the controlled group by unrelated
businesses, and

~--sales in which the businesses are not members of the
controlled group and are not related to each other.

IRS first tries to identify independent transactions which
are exactly comparable or so nearly identical to the transac-
tion in gquestion as to have no effect on price. In the absence
of such independent transactions, the regulations permit IRS to
use other alternative techniques to apply the arm's length stand-
ard. The alternative techniques generally involve constructing
adjustment prices based on independent transactions that fall
short of being exactly comparable or nearly identical to the
transaction in gquestion. The regulations provide guidelines for
making adjustments to the following five categories of intercor-
porate transactions: (1) sale of tangible property, (2) transfer
or use of intangible property, (3) loans and advances, (4) per-
formance of services, and (5) use of tangible property (rent).
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The regulations permit the use of alternative techniques for ad-
justments in all five categories of transactions when a compar-
able uncontrolled price cannot be found. The regulations also
require the use of safe haven rules under certain conditions for
transactions in categories (3), (4), (5).

Our study showed that few section 482 adjustments are made
using prices based on comparable uncontrolled transactions. As
shown in the following table only 3 percent of the 403 IRS recom-
mended section 482 adjustments were based on arm's length prices
determined through comparable uncontrolled transactions. The 403
adjustments involved 200 of the 519 multinational corporations in
our data base and their controlled foreign corporations. 1/

. Number of Adjusted
Basis for adjustment adjustments Percent amount Percent
Anounts determined through
Comparable uncontrolled
transactions 12 3 $ 7,384,342 3
Alternative techniques 107 26 181,251,869 65
Safe haven rules 240 60 60,410,769 22
Total 359 89 249,046,980 90
Other:
Not determinable from
report (note a) 25 6 7,592,307 3
Not applicable (note Db) 19 5 20,855,126 7
Total 403 100 $277,494,413 100

a/Information not shown in records we examined.

é/Use of section 482 to make adjustments where neither safe haven
rules nor arm's length prices were applicable. For example, re-
turning total income to the U.S. because of sham foreign subsid-
iary. '

As shown above, 26 percent of the section 482 adjustments
were made using alternative techniques. These require an even
greater degree of subjective judgment by the examiner than does

1/IRS also made other section 482 adjustments amounting to $330

million which involved 235 of the 519 corporations. We did
not analyze these adjustments because the transactions did not
involve a controlled foreign corporation. However, 200 of the

235 corporations are the same corporations represented in our
statistics because they also had adjustments involving their
foreign subsidiaries.
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the identificnstion of sn arm's length price.  The income ad-
Jusntod through altornat ive technigues awnounted to 65 percent

of the total adjoustod.  The tax impact of ithese adjustments is
not kiown precisely but can be roughly estimated at $87 million
based on a corporate tax rate of 48 percent.

In the next few pages we describe in greater detail the
kinds of alternative techniques available to IRS examiners in
adjusting income for the five categories of intercorporate trans-—
actions. Our discussion shows that the application of alterna-
tive techniques where no comparable uncontrolled price can be
found creates administrative difficulties and uncertainty for
both IRS and the corporate taxpayer. In most cases, the adjust-
ment that results from applying thé alternative techniques is
based on data that does not directly relate to the specific sit-
uation at hand. -

Most adguatmenhs 1pvolv1ng

the sale of tdnglb;e property

involve considerable judgument

IRS considers tangible property adjustments to be the most
important of the five categories discussed in the regulations
because the largest amounts of revenue are involved. Tangible
property adjustments in our data base amounted to 45 percent
($125.1 of $277.5 million) of the total income adjusted by IRS
under section 482.

When a comparable uncontrolled price for a tangible prop-
erty adjustment cannot be identified, the regulations direct ex-
aminers to apply the resale price method, then the cost plus
method, and finally a fourth method defined as "some appropriate
method." (See app. 1I1 for a description of these pricing meth-
ods). These methods must be applied in sequence until an appro-
priate basis for an adjustment is found.

Our statistics show that IRS was able to identify prices
established through comparable uncontrolled transactions in only
15 percent (5 of 34) of its tangible property adjustments. Even
more revealing is that the adjustment amounts based on comparable
uncontrolled transactions represented only about 2 percent ($2.3
of $124.2 million) of the tangible property income which was ad-
justed by IRS through determinable methods.
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_Adjustments _ Awmount
Pricing method Nunber Percent Total Percent
Comparable uncontrolled
transactions 5 15 $ 2,347,236 2
rResale price method 4 12 7,801,901 6
Cost-plus method 9 26 7,229,240 6
Any other method 16 47 106,796,497 86
Total 34 100 $124,174,874 100
Not determinable 3 964,019
Total 37 $125,138,893

I

Information in the reports IRS provided us was not suffi-
cient to determine the pricing method used for 3 of the 37
adjustments. However, only 5 of the remaining 34 adjustments
were made using prices obtained from comparable uncontrolled
transactions. When comparable uncontrolled transactions could
not be identified, IRS examiners most often used the fourth or
"any other" method. Thus, 86 percent of the income adjustments
resulting from the sale of tangible property were made using
that method for which the regulations provide the least guid-
ance. ;

The following examples taken from reports prepared by IRS
econonists and international examiners on examination cases we
reviewed illustrate the amount of work and the considerable de-
gree of judgment required of an examiner,

" Corporation A, a U.S. parent, sold component parts and
materials to its foreign subsidiaries. The foreign sub-
sidiaries assembled finished or semifinished devices that
they sold back to the U.S. parent. The economist could not
identify comparable uncontrolled transactions within the
controlled group because the U.S. parent and the foreign
subsidiaries made no similar sales to unrelated parties.
Also, the economist was unable to find comparable uncon-
trolled transactions outside the controlled group because
the multinational corporation's interaffiliate transactions
were in a form contrary to normal trade practices. The
economist found that normal trade practices in that indus-
try would have the U.S. parent providing without charge the
component parts and materials to the foreign subsidiaries
which, in turn, would function as contract assemblers and
be paid for the services provided. The economist developed
an adjustment based on an analysis of what would be an ap-
propriate amount {labor costs plus profit) to reimburse the
foreign subsidiaries for assembling the items sold to the
U.S. parent corporation. The economist, in computing the
adjustwents, used profit margin percentages obtained from
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#n independont contract asusembler that performed work soma-
what similar to that done by the foreign subsidiaries. The
coonomist noted that the information obtained from the in-
dependent contract assembler was incomplete and imcompatible
in several important areas.

Corporation B, a U.S. parent, sold chemicals to a foreign
controlled distributor corporation at a markup of 10 per-
cent over manufacturing costs. The examiner could not
identify comparable uncontrolled transactions within the
controlled group because no similar sales were made to un-
related parties. The examiner developed the adijustment
based on the gross profit percentages that selected inde-
pendent (third party) U.S. distributors earned selling the
U.8. parent corporation's chemicals. Jiowever, the examiner
adjusted the independent U.S. distributors® profit percent-
age using three factors to compensate for differences in
the operations of the independent distributors and the for-
eign controlled distributor. The examiner made the adjust-
ments based on a gross margin of 36.3 percent computed as

follows:
Gross profit
Factors percentage
U.S. distributors' gross margin 27.7
Differences in
Sales function 4.1
Warehousing function 0.5
Markets 4.0

Total 36.3

The examiner identified the differences in operations after
considerable discussion with representatives of the corpo-
ration. Because the foreign-controlled distributor was
located in a tax haven country, it was to the U.S. parent
corporation's benefit to have its foreign distributor's
gross profit percentage as high as possible. Therefore,
the U.S. corporation officials argued that the different
factor percentages should be higher. The examiner stated
in his report that the adjustment made could not be tied
down to a realistic, factual situation.

As shown below, the results of our analysis of IRS adjust-

ments to sales of tangible property are not dramatically differ-
ent from those of other studies:
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Percent of dCJU stmonts ugwmq pL]can method
Alferngtlve methods

Year of Comparable 7 Cos N
Study study uncontrolled Resale Plus Other Total Total

Conference

Board

(note a) 1972 28 13 23 36 72 100
Department of

Treasury ¢

(note b) 1973 21 11 27 41 79 100 :
Indiana / -

University

(note c) 1980 24 14 30 32 76 100
E/Michael G. Duerr, Tax Allocations and International Business: (

Corporate Experience with Sec. 482 of the Internal Revenue
Code, (New York: The Conference Board, 1972). The Conference
Board is an independent, nonprofit business research organiza-

tion.

b/U S. Department of the Treasury, Summary Study of International (

Cases Involving Section 4§2AOF the Int<rna1 Rovemuo Codé {(Wash-
ington: Treasury, 1973).

c/Jane O. Burns, "How IRS Applies the Intercompany Pricing Rules
of Section 482: A Corporate Survey," Journal of Taxation, 54
(May 1980), 308-14. Dr. Burns, presently of the Graduate School .
of Business, Indiana University, is a former Vice-President of
the American Taxation Association and Treasurer of the American
Accounting Association's International Accounting Section.

Adjustments involving the transfer
or use of intangible property

Intangible property includes such things as patents, inven-
tions, trademarks, brand names, and technical data. (see app.
Iv.) Ownership of valuable intangible property can provide a
corporation with a competitive advantage and rewards which en-
able above normal profits.

Similar to adjustments involving tangible property pricing,
few intangible property adjustments were based on comparable un-
controlled transactions. IRS recowmended 73 intangible property
adjustments between U.S. parent corporations and their foreign
subsidiaries in the examinations we reviewed. We could not de-
termine the me“hod used in making 18 of the adjustments because
the examiner's report did not contain sufficient information.
However, only 3 of the remaining 55 adjustments (5 percent) were
based on prices obtained from comparable uncontrolled transac-
tions. The 3 adjustments represented about 4 percent ($2.3 of
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$61.1 million) of thie total z2mount adjusted for intangible prop-
erty.  The rernaining 52 adjustuents were made by the cuanminer
using an alternative technique. When a comparable uncontrolled
price cannot be found for an adjustment involving intangible
property, the veogulations give the examiner 12 factors to con-
sider in making the adjustment. The use of these factors re-
quires that the examiner construct the adjustment price. Nor-
mally, however, an examiner does not have to use all 12 factors
before arriving at a basis for the adjustment.

The following example illustrates how a price is constructed
by an IRS economist or an international examiner when prices from
comparable uncontrolled transactions are not available.

Corporation A, a foreign-controlled U.S. subsidiary, paid
a royalty rate of 9 percent on sales of a drug its foreign
parent corporation licensed it to manufacture and sell.

The examiner could not identify comparable uncontrolled
transactions to use in making the adjustment because the
foreign parent corporation did not have similar licensing
agreements for the drug with unrelated parties. The exami-
ner developed an adjustment that recognized a 5 instead of

a 9 percent rate based on his findings that the drug was
"second line" rather than "unique and superior" as claimed
by the U.S. corporation. The examiner attributed the drug's
extremely high sales to sensational advertising and unparal-
leled promotion by the U.S. corporation. The examiner con-

structed the 5 percent royalty rate based on the following
information.

a. Discussion with personnel who negotiated the royalty
rates indicated that over the years the 5 percent
rate had become acceptable to both parties.

b. For many years a rate of return of 5 percent on a
financial investment was considered good in the cor-
porate sector. This factor was one of the main con-

siderations in arriving at a rate acceptable to both
parties,

¢. There had been other studies of drug royalty rates
which indicated that the most common rate charged
was 5 percent.

As a 1979 report by the Organization for Economic Coocpera-
tion and Development pointed out, 1/ it is difficult to identify
comparable uncontrolled transactions since the owner of intangible

1/Transfer Pricing In Multinational Enterprises (Paris: Organi-

zation for Economic Cooperation and Development, 1979).

81



property, particularly the owncr of a patent, is eusscntially the
owner of a monopoly right which may not be made available to un-
related businesses.

Most adjustments involving loans
and advances, services, and rents
are made using safe haven rules

¢

The method most frequently used to make section 482 adjust-
ments in the examinations we reviewed involved the safe haven
rules. (See app. I.) Safe haven rules must be used by examiners
to determine adjustment prices or rates only when the corpora-
tion makes loans and advances, provides a service, or rents tan-
gible property to its foreign subsidiaries, and then only if the
corporation does not routinely engage in these types of transac- (
tions with other parties. If the corporation is in the business
of making loans and advances, providing similar services or rent-
ing similar property to unrelated businesses, the examiner can-
not use the safe haven rules and must try to obtain a price from
a comparable uncontrolled transaction. When safe haven rules
can be used, the examiner does not lcok for a comparable uncon- ¢
trolled price but immediately refers to the safe haven rules.

The regulations, however, allow a corporation to contest an ad-
justment made by the safe haven rules. If a corporation can sup-
port an arm's length price for the transaction, IRS must accept
the arm’'s length price rather than one arrived at using the safe
haven rules. '

Of the 274 adjustments in our data base involving loans and
advances, services, and rents, 240 adjustments (87 percent) were
made using the safe haven rules. The amount adjusted using the
safe haven rules represented 86 percent ($60.4 of $70.3 million)
of the total amount of income adjusted by IRS for these threc
categories of transactions. (See app. V.)

IRS could not use the safe haven rules to determine the
adjustment price for the remaining 34 adjustments because the
nature of the transaction being adjusted represented an integral
part of the corporation's business. The amount adjusted in such
instances must be based on an arm's length price. However, simi-
lar to adjustments involving tangible and intangible property
pricing, few of these 34 adjustments were made based on prices
obtained from comparable uncontrolled transactions. Information
in the reports we reviewed was not sufficient to determine if
comparable uncontrolled prices were used for 4 of the 34 adjust-
ments. However, only 4 of the remaining 30 adjustments were
based on comparable uncontrolled prices. The four adjustments
represented only 28 percent ($2.7 of $9.8 million) of the total
“income adjusted for these three categories of transactions using
techniques other than safe havens.
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The reoulations do o aot provide any guidance to examiners
for deteraining the price to use for loans and advances, sor-
vices, and rents when couwparsble uncontrolled transactions can-
not be identified and safe haven rules cannot be applied. Of
the 30 adjustments made by determinable technigues other than
the safe haven rules, 28 involved service category transactions
hbetween U.S. parents and foreign subsidiaries. Prices for only
three of these 28 adjustments were based on comparable uncon-
trolled transactions. Thus, the remaining 25 service category
transactions we reviewed were adjusted solely on the basis of
examiner discretion. Income adjusted for the 25 transactions
amounted to $6.8 million.

ENTIAL ADJUSTMENTS MAY BE MISGSED
® UNDER CURRENT SECTION ﬂ82’ REGULATIONS
The administrative complexity produced by the current
section 482 regulations may result in potential adjustments
not being made. The regulations prescribe a complex and time-
‘consuming process for making adjustments. First, the examiner
] must identify questionable transactions. If safe haven rules
do not apply, the examiner must perform a functional analysis
of the transactions, search for comparable uncontrolled prices
(which our analysis indicates are rarely obtainable), and then
construct comparable unceontrolled prices using judgment to the
degree needed. Because examiners work on several cases simul-
taneously, precise data on the average time required for a sec-
tion 482 adjustment is lacking. However, our interviews with
IRS examiners and the statistics we developed indicate that 1RS’
limited number of examiners are unable to cover the universe of
maltinational intercorporate transactions. Thus, given the com-
plexity of the current regulations and IRS' limited resources

s with which to implement them, there is a need for revised guide-
lines which could be more easily administered and which would
bring greater certainty and less burden to section 482 enforce-
ment.

Questionable transactions warranting
® detailed analysis are difficult to

i§¢nt1§z

To enforce section 482 under the arm’'s length standard, IRS
must examine in detail the particulars of intercorporate transac-
tions. Because of the large number involved, IRS cannot possibly
do this for all transactions between corporations and related for-
eign subsidiaries. For example, the 519 multinational corpora-
tions in our data base generated $32 billion in sales with about
12,000 foreign subsidiaries. Thus, the first step of IRS' en-
forcement process is the decision as to which transactions are
to be reviewed in detail during the examination.
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The IRS manual provides some guidance to examniners for iden -
tifying questionable transactions between U.S. corporations and
related foreign corporations which may warrant detailed analysis.
part of this guidance is in a section entitled "Pointers to In-
ternational Tax Avoidance" which contains several indicators of
the possible existence of non-arm's length dealings. (See app.

vI.) For example, two of the indicators are:

¢

.

~—-Contreolled foreign subsidiaries located in tax haven
countries. A tax haven country is any country whose laws
provide an escape from taxes on income which would other-
wise be taxed in another country.

~-Consolidated worldwide profits are higher than U.S.
profits. This type of situation can be an indication that
profits of the U.S. corporations are being diverted to a
tax haven country. ;

Information needed for applyine these pointers is obtained
from the multinational corporation's tax return and supporting |
books and records. The identificaticn of questionable trans-
actions from these pointers is often more difficult than the
equivalent process for many other code sections, because there
is no account or amount shown on the tax return to indicate
whether section 482 should become an issue. Therefore, the ex-
aminer must resort to the guidelines described above to identify
transactions which may not be in compliance with the arm's length
standard.

A functional analysis to show what
the U.S. and the foreign corporation
did to earn the income in question is
difficult to perform

Once questionable transactions have been identified, exam-
iners must begin the process of determining if an adjustment is
needed and, if so, the amount. Where safe haven rules cannot be
apolied, examiners must obtain detailed information concerning
the transactions in question. To determine whether the inter-
corporate transactions were priced at arm's length, examiners

must usually perform a functional analysis. A functional analy-
sis involves a probe into exactly what the parent and its subsid-
iary actually did in relation to the income earned. A functional

analysis is required because IRS believes that facts regarding
comparable transactions must be analyzed to determine with ac-
Curacy just what should be measured.

According to IRS' manual, a functional analysis is based on
the economic principle that in a business enterprise, or a group
of enterprises, each function should earn its fair share of any
Yesulting profits. When various functions are performwed, the
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cntorpricse that provides most of the effort, and/or the rure or
-

unicgue Tonctions, shonld carn most of the profit. IRS weasares
the relative irportance of each function through functional anal-
ysis. The IRS manual requires the examiner to obtain sufficient

data to answer questions such as: What was done? What signifi-
cant functions were involved in doing it? Who performed each
function, and what was the economic value of each function per-
formed by each party? The manual specifies that normally the
functional analysis begins with the organization which initiated
the transaction and carries through until the transaction gen-
erated income from outside the controlled group.

To illustrate, if a parent sells goods to its foreign sub-
sidiary, it is not enough in most instances to determine what
price the corporation paid, the terms of payment, etc. In addi-
tion, the examiner must determine what the corporation did with
the goods. For example, if the goods were resold by the foreign
subsidiary, the manual states that the examiner should determine:

a. Whether the corporation had a sales staff. If so, the
examiner should determine how many and their compensation.

b. Whether it was necessary to provide technical assistance
to the foreign purchaser. If so, the examiner should
determine who did it (the foreign corporation or the
parent) and the kind of technical assistance provided.

c. Whether the foreign corporation warehoused the goods or
extended credit to its customers. If so, the examiner
should determine the amount of capital needed to perform
this function and/or the extent of bad debt experience.

IRS suggests that examiners prepare a checklist to document
the results of the functional analysis. To prepare the checklist,
examiners must list all the significant functions performed and
then indicate who performed them, the U.S. corporation or the
foreign subsidiary. (See app. VII for an example of a functional
checklist.)

Once the significant functions and who performed them have
been identified, the functions themselves must be analyzed. This
analysis reguires that examiners obtain other information to an-
swer questions such as: Could anyone else perform the functions?
How difficult are they? What skills are required? What equip-
ment is used? According to IRS, it is critical that examiners
focus on the relative importance of each function in terms of
contribution to the total profit picture. Thus, a functional
analysis requires data which may take considerable time to ob-
tain and an analysis which will take still more time.

Once an examiner has conpleted a functional analysis, the
next step is to scarch for a comparable uncontrolled price. The
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IRS manual regquires the examinar to begin by investigating the
validity of the method used by the corporation in arviving at the
price it used. For example, if the commission charged to a for-
eign corporation was based on commissions charged to independent
parties, the independent transactions should be examnined to de-
terimine if the commission can be used as a corparable. When a
comparable price cannot be found from within the corporation's
own controlled group the examiner must look to third party data.
This step would require obtaining appropriate information from
government sources, industrial organizations, investment services,
and the private business sector.

Regardless of where comparables are obtained, the examiner
must develop sufficient information concerning them to show that
the transactions used are in fact comparable. This requires de-
tails concerning the terms at which the comparable transactions
were handled and the circumstances surrounding the transactions,
including a comparison between (1) functions performed by each
party involved in the comparable transaction and (2) functions
performed by the parent and foreign subsidiary in the questioned
transaction.

IRS considers third party transactions comparable to the
controlled transactions if the property and circumstances in the
uncontrolled transactions are identical to those in the controlled
transaction; or if they are so nearly identical that they have no
effect on price or can be reflected by a reasonable number of ad-
justments to the uncontrolled sales. IRS also instructs its ex-
aminers that in some cases a single "best" comparable may not be
found. Instead, there may be several independent transactions
each of which differs from the questionable transaction in some
significant way . However, considered together, the several in-
dependent transactions may be used to determine an arm's length
price for the questionable transaction within a usable narrow
range.

The IRS examination reports we reviewed provided some in-
sight into the difficult and time-consuming work involved in
performing a functional analysis and in analyzing arm's length
transactions to determine adijustment amounts. The Xey aspects
of a functional analysis and the development of a transfer price
by an IRS economist can be illustrated by the following example.

Corporation A, a U.S. parent, bought electronic items from
its foreign subsidiary. The IRS economist, as part of the
functional analysis, researched the manufacturing process
for the electronic products and found that it consisted of
(1) silicon manufacturing which involved processing of high-
purity silicon into slice forwm, (2) front end manufacturing
which involved processing the slices to active elements with
electronic functions built in, and (3) asscabling and test-

ing which involved assenbling bars or chips into packages
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ol bt g Tor vaayinng cnvironaental, functional, and eloc-

trical oheracteristios, According to the cooncaist's roport,
the fivrst two high-technology parts were pe I”ff)ixh d by the
U.5. parent. Tt was in the ascembling and testing that the
foreign subsidiary entered the manufacturing process. The

functions perforvimed by the foreign subsidiary included
--scribing the complete silicon slice,
--breaking the sli¢e into chips,

~—assembling good chips into finished devices with
headers, lead frames, bonding material, lead wires,
molding components and,

~-testing finished devices and packaging.

On the basis of information developed through this analysis
of the manufacturing process, the economist concluded that
the foreign subsidiary should have been compensated for only
assembly and test services. The economist then developed
transfer prices for electronic items based on an analysis
of what would be an appropriate amount (labor costs plus
profit) to reimburse the foreign subsidiary for assembling
and testing the items for the U.S. parent. The economist
interviewed 10 independent contract assemblers (with facil-
ities in foreign countries) to determine (1) the trade
practices which prevailed when these contractors dealt

with U.S. companies, and (2) the net profit margin which
these contractors earned. The economist decided that the
independent contract assemblers were functionally compar-
able to the foreign subsidiary's operation and that the
independent net profit margins ranged from near zero to
over 20 percent. Factors affecting the profit margins in-
cluded the market conditions and the mix of simple and com-
plex devices. One independent contract assembler provided
the economist with its gross profit margin for 1 year for
six major product categories and its income statement data.
The economist converted the gross margin on sales percent-
ages to net margin on cost percentages which then became the
comparable profit rates used to compute the section 482 ad-
justment.

adjustiments may not be made
b ‘orcement process
is admvnlstzatzvely difficult and

time-consuming

In talking with examiners in the seven IRS districts we vis-
ited, we learned that they believe that some pot@ntial section
432 adjustments are not being developed. Examiners in three dis-
tricts attributed this situation to both the difficulties in the
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snforcensnt process and the time it takos to do the work.

They stated that some examiners give higher priority to othaor
international tax issues, such as foreign tax credits, because
it is less difficult and less time-consuming to identify the ad-
ditional tax. They added that section 482 work is a "high risk
venture" where much audit work can result in little additional
tax. They pointed out that because of this, some examiners hes-—
itate to "go out on a limb" in attempting to develop an adjust-
ment and focus only on cases of flagrant abuse. The examiners
indicated that a section 482 adjustment might not be attempted
because of the difficulty involved in reaching agreement on an
arm's length price or on the basis for making the adjustment.

IRS was unable to provide us with data on the average
length of time required to identify and develop a section 482
adjustment. One reason for this is that examiners work other
international tax issues at the same time they are developing
section 482 adjustments and sometimes work on several examina-
tions simultaneously. Examiners also pointed out that the time
needed to develop an adjustment can vary greatly depending on
the type of adjustment being developed, the pricing method which
must be used, and the cooperation of corporate officials.

‘ A few examiners explained why the enforcement process takes
so long. The primary reasons, according to the examiners, are
that it takes time to study the corporation and/or its industry

to become sufficiently knowledgeable to perform a functional
analysis and to analyze comparable transactions, and that it
takes time to obtain the substantial data and records that are
needed from the corporation and other sources. These examiners
also told us some of their experiences which can provide some
insight into why the enforcement process is lengthy.

--Two examiners stated that to make an adjustment an exami-
ner should (1) review the taxpayer's return including
pertinent schedules, (2) review form 2952 for intercorpo-
rate pricing, (3) review prior IRS reports for section
482 adjustments (4) visit the library to study activities
of the corporation through news articles, shareholder re-
ports, etc., and (5) analyze the corporations' ability
to make wmoney by comparing profits to assets, payroll,
sales, etc.

~-One examiner said that if the corporation is not coopera-
tive or does not have an adegquate recordkeeping system,
it could take over 1 year for the examiner to obtain suf-
ficient information to determine whether an adjustment
should be made. '

~—-Another examiner said that obtaining access to corporate

records to develop adjustuents is a difficult task. He
explained that guestions on international tax issues arec
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E) o o hisg oxieaionce that corporate officials answer only
the gquostions asked and then with the least anount of data
possibhle,

IS examiners have also stated that they are unable to cover

the universe of potential adjustments. During interviews in 1977
with House Cormittee on Ways and Means Oversight Subcommittee
staff, IRS examiners said that when they are faced with numerous
records of transactions, they generally rely on either a scanning
of the records or the examination of a few of the largest dollar
transactions over a 1l- or 2-month period. It is obvious that
with such technigues only a few transactions can be examined and
that if transactions are not examined, potential adjustments can-
not be identified.

Our statistics can be interpreted to lend credence to the
examiners’ comments. For example:s

~-Only 200 of the 519 multinational corporations in our
data base had section 482 adjustments involving their
foreign subsidiaries.

~~The total profit (before taxes) of the corporations ex-
amined was $43,513.8 miliion. However, the adjustments
amounted to only $277.5 million, a relatively small impact
on corporate profit. The adjustments increased the profit
of U.S. parents by 0.9 percent ($277.5 of $31,798.0 mil-
lion) and reduced the profit of foreign subsidiaries by
2.4 percent ($277.5 of $11,715.8 million).

-~The bulk of the total $277.5 million was concentrated in
only a few of the 403 total adjustments. Eleven of the
403 adjustments accounted for over one-half of the $277.5
million.

--Adjustments involving the sale of tangible property, the
category of intercorporate transaction where the largest
amounts of revenue are at issue, were also concentrated.
Thirty~five U.S. parents and 89 of their foreign subsidi-
aries experienced adjustments on tangible property sales
of $4.4 billion. The other 12,248 foreign subsidiaries
of the 519 U.S. parents experienced no adjustments to a
total of $28.1 billion in intercorporate sales transac-—
tions.

Neither we nor IRS know how much noncompliance exists, nor
how many more adjustments IRS should have made. However, given
the difficulty inherent in administering sectisn 482 through the
current Treaéury recgulations, the exazminers' statements, and the
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statistics on the adjustitcnts IRS mwode, we think 1t re conable
to conclude that the potential for greater enforcement exists.

The difficulty in maklng section 482 adjustments and the im-
pact this difficulty has on enforcement was recognized as early
as 1962 in a House report. 1/ The report stated that, in prac-
tice, the difficulty in determining a fair price under this code
provision severely limits the usefulness of its power, especially
when there are thousands of different transactions between a do-
mestic corporation and its foreign subsidiaries.

A recent report documents the fact that section 482 ad-
justments continue to be a problem for all concerned. The
study, dated January 12, 1981 and written by Richard Gordon,
Special Counselor, International Taxation, was undertaken in

esponse to a joint request by the Acting Commissioner of IRS,
the Assistant Attorney General, and the Assistant Secretary of
the Treasury for Tax Policy, and in response to congressional
pressure upon IRS to take significant action against tax haven
abuses. 2/ The study concluded that section 482 is one of the
most important tools available to IRS for dealing with tax ha-
ven tax haven transactions but found that both IRS and taxpayers
have had difficulties with the current section 482 regulations.
The study recommended that the regulations be amended so as to
ease some of the administrative burden placed on both taxpayers
and the IRS and to achieve greater certainty in pricing 1nter—
national transactions.

CORPORATIONS, COURTS, TAX EXPERTS,
AND IRS OFFICIALS HAVE CRITICIZED
THE SECTION 482 REGULATIONS

Representatives of all groups affected by and knowledgeable
about section 482 enforcement under the arm's length standard
have voiced continuous and substantive criticism of the requ-
lations. The criticisms focus on the fact that section 482
enforcement creates a large administrative burden and that the
end result of a section 482 enforcement action is too often
unpredictable and subjective.

1/U.S. Congress, House, Allocation of Incom= Between Related

Foreign and Domestic OrganLZdtwonq, 87th Congress., 2nd sess.,
House Rept. 1447 (1962).

2/R1ch&rd A. Gordon, Tax Havens and Their Use by United States
Taxpayers——An Overview (Washington: 1981).
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2 stnudy by the Confercpce Nosvd docmmented the views
to o otficials, 1/ Thedr principal objections to (RS
2 cniorconent were that (1) the analytical approach
to Jdeteraining arm's length prices often leads to unreasonable
resnlts and {(2) the examinations require extensive corporate
expense and labor. The following are some specific criticisms
of corporate officials as documented in the Conference Board
report., ‘

]

--Some officials believed the fundamental concept of arm's
length dealing between related corporations is unrealis-
tic. In a world of competition among multinaticonal firms,
they ask why the parent corporation should not favor its
subsidiariecs over unaffiliated corporations. The subsidi-
aries are expected to pay dividends while the unaffiliated
corporations are not.

--Some officials described the examiner's determination of
an arm's length price as "arbitrary." Some corporate tax
cxecntives stated that they did not know how the examiner
got the figure proposed, and the examiner either could
not or would not explain its derivation. 1In some of these
cases, the corporation accepted the figure because the
proposed adjustment was small.

~--3onme officials drew attention to the expense and labor
involved in international examinations. The officials
objected to what they considered an unnecessary load of
paperwork. For example, the tax manager of one company
declined to guess the cost of satisfying IRS examiners
that international transactions do not violate section
482 regulations, although he believed the costs to be
considerable. He said that he did not object because he
considers the defense against IRS allocations a necessary
function of his tax department. He did state, however,
that the examiners raise many guestions that take time
and trouble to answer without being closely related to
the examination.

A 1980 study report 2/ indicates that the concerns of cor-
porate officials as included in the 1972 Conference Board Report
are still concerns today. The study showed that arm's length
prices have not been successfully applied to the extent antici-
pated by IRS when the regulations were approved. The study
stated that, while the arm's length standard is based on the

1/Duerr, op. cit.
2/Burns,
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premise that a subsidiary is leaally and cconnaically gop o rat e
from its parent corporation, only 41l percent of the corporrationg
indicated that their organizations actually operate in this man-
ner. In addition, the study showed that while the corporations
were composed of numerous legally separate entities, 49 percent
stated that they make most intercompany pricing decisions as
though the organization was one economic unit. The study con-
cluded that this difference in philosophy between the arm's
length standard and multinational corporations is basic to the
section 482 controversy. The 1980 study also concluded that (1)
considerable uncertainty surrounds the implementation of section
482 through the regulations, and (2) section 482 adjustments are
very costly. Although most corporate officials indicated in both
studies that they accepted the arm's length premise, they ex-
pressed concern that the regulations were vague and confusing.

Several court decisions have also pointed out the adminis-
trative difficulty in section 482 adjustments. Specifically, a
Court of Claims judge's decision in a 1978 case involving E. I.
Du Pont De Nemours and Company stated the following:

"As evidenced by the magnitude of the record compiled in
this case, the resolution by trial of a reallocation con-
troversy under section 482 can be a very burdensome, time-
consuming and obviously expensive process--especially if
the stakes are high. A more manageable and expeditious
means of resolution should be found. The evidence ad-
duced in this case through Dr. Irving Plotkin, a skilled
practitioner of the discipline of econometrics, strongly
suggests that the promulgation of universally applicable
safehaven criteria to facilitate the administration of
section 482 may now be both entirely feasible and emi-
nently proper." 1/

Another regulation problem--uncertainty--surfaced as a re-
sult of an Appeals Court decision in 1280 to reverse an earlier
Tax Court ruling in a case involving the U.S. Steel Corporation.
The Appeals Court accepted a price from a transaction which IRS
and the Tax Court deemed not cowmparable because there were sig-
nificant differences in the circumstances of the intercorporate
transaction and the transaction used as a comparable. The de-
cision stated the following:

"In very few industries are transactions truly compar-
able in the strict sense usecd by Judge Quealy. Every
transaction in wheat, for example, is more or less the
same, except for standard variations in amount, time of

1/i. 1. Du Pont De Nemours and Company v. U.S., 608 r. 2nd. 445
(Ct. Cls. 1979).

92

R

s



%

delivery and place of delivery. But few prodacts or
Cepvices are as fongible as whoat. To say that Pitts-
Thirgh Steel was buying a service from Navios with one
set of expectations about duration and risk, and [U.S.]
Steel another, may be to recognize economic reality;
put it is also to engraft a crippling degree of eco-
nomic sophistication onto a badly drawn statute which--
if ‘comparable' is taken to mean 'identical,' as Judge
Quealy would read it--would allow the taxpayer no

safe harbor from the Commissioner's virtually un-
restricted discretion to reallocate.” i/

One tax expert, in commenting on the judicial history of
section 482, said that when readily comparable transactions
have been available the decisions by the courts have been rather
straightforward. l!lowever, when readily comparable transactions
were not obtained the courts have had much greater difficulty in
reaching a judgment. In such cases, the courts have generally
required the corporation to show that its intercorporate trans-
action prices are correct rather than showing that IRS' alloca-
tion is erroneous.

IRS representatives have also expressed concerns about the
subjectivity of section 482 adjustments. For example, they told
us that:

--An examiner develops a price after studying all available
data. However, the examiner has no assurance that the
price developed is an arm's length price. The concept of
an arm's length price is great in theory but in practice
the price established is Jjudgmental.

~-An examiner finds it very difficult to obtain comparable
uncontrolled prices. Approval from the third party is
needed if a disclosure of the information is to be made.
Generally third parties are reluctant to grant disclosure
permission because of market competitiveness and the se-
crecy surrounding corporate activity.

Much of the criticism of section 482 enforcement, regard-
less of the scurce, seems to center on the incompatability be-
tween the nature of multicorporate business activities and the
arm's length standard. The nature of modern rulticorporate busi-
ness activities makes it difficult for IRS examiners to locate
comparable uncontrolled prices on which to base adjustments.

l/U.S. Steel Corporation ve Commissioner of Internal Revenue, 617
F. 24 942 (2nd Cir. 1980).
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For example, the 1972 Conference Board report and other
~studies by tax experts gave several reasons why the comparable
uncontrolled price method is seldom used in developing tangible
property adjustments. These studies point out that many products,
such as components and semifinished goods, are sold only to con-
trolled subsidiaries because multinationals are often structured
as an lintegrated production process. For such transactions, no
open market equivalent exists. Other products, such as finished
goods and raw materials, may be sold to both controlled and un-
controlled buyers, but the transactions may not be comparable
pecause (1) different customers have different amounts of bar-
gaining power, (2) customers have different objectives and are
governed by different laws and regulations; and (3) customers
receive different amounts and kinds of service.

In addition, the Conference Board report points out that the
concept of a comparable uncontrolled price does not always cor-
respond to intercorporate pricing priéctice. Only a few corpora-
tions base their intercorporate prices on comparable uncontrolled
transactions. From questionnaires sulitted by 512 corporations
and 90 personal interviews, Conference Board researchers learned
that corporate officials base prices for intercorporate transac-
tions on long-range plans, not on prices for comparable uncon-
trolled transactions. Corporate officials more often ask the
guestion "What are we earning this year and what will we earn
5 years from now?" rather than "What is the correct markup per-
centage on this component?*

In addition to long-range planning considerations, other
factors may influence intercorporate prices. For example, a par-
ent corporation may engage in a transaction with its foreign sub-
sidiary at a low price in order to give the subsidiary a competi-
tive advantage in the foreign market. Intercorporate pricing
practices may also differ from uncontrolled transactions because
a subsidiary is expected to pay dividends where an unrelated cor-
poration is not. It is argued, moreover, that intercorporate
prices are often not a matter of public knowledge and that even
if a corporation wanted to base a transfer price on a comparable
transaction, the corporation might have difficulty finding the
necessary information.

Finally, some experts on section 482 enforcement argue that
treating intercorporate transactions as separate taxable events
conducted at arm's length can result in the creation of false
profits or losses. They base this argument on the premise that a
gain or loss cannot actually be realized until a transaction is
made between a member of the controlled group and an independent

party.
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Tn 1971 IRS statistics confirmed that there is often a lack
of comparable uncontrolled transactions on which to hase arm's
langth prices for section 482 adjustments. In connection with
these statistics, the Deputy Assistant Secretary of the Treasury,
in a June 1971 memorandum, made the following comments:

"We think it is time to concede that in the absence of
comparable third party transactions plainly anrnalogous
to the transaction being examined, the most we can
hope for is the assurance of a reasonable return to
the U.S. taxpayer for its cost and effort in produc-
ing or marketing the product, as the case may be. In
cases where such third-party comparables are not readi-
ly available, a precisely correct determination of the
hypothetical arm's length price is impossible. Under
the best of circumstances the answer finally settled
upon c¢can only be a rough and unproven estimate of what
would have been the terms of the transaction if the
parties had not been related."

During 1971 Treasury and IRS considered, but did not imple-
ment, sceveral requlation changes involving the sale of tangible
property transactions. The changes were considered to make sec-
tion 482 enforcement using the arm's length standard less diffi-
cult and wmore fair. According to the Deputy Assistant Secretary,
consideration of the changes was needed because of the persistent
criticism of the regulations by corporate officials, professional
groups, corporate associations, and trends in court cases. The
proposed changes were circulated to Treasury, IRS, and the De-
partment of Justice for comment but no action was taken. The
proposed changes included:

--Reducing uncertainties encountered by multinational corpo-
rations in determining whether an intercorporate transac-
tion would be subject to an adjustment by revising the
regulations to extend the use of safe haven pricing.

~--Revising the priorities given to various methods of deter-
mining an arm's length price. Specifically, only prices
actually obtained from comparable uncontrolled transac-
tions involving the corporation in question would be given
priority. The search for an arm's length price would thus
be limited to within the corporation.

~--Specifying in the regulations how the examiner should ar-

rive at an arm's leagth price when using the fourth ("any
other") maethod,
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A 1978 closing menoranlum notaed that sovoral of the connants
received on the proposed changes indicated that large businessos
would benefit while small businesses would be adversely affected.
other comments indicated an overall satisfaction with the exist-
ing regulations. IRS' Economic Advisory Group commented that the
proposed changes would condone the non-arm's length pricing of
intercorporate transactions and significantly reduce the revenue
IRS achieves from section 482 enforcement. Apparently for these
reasons, no further action was taken.

TREASURY SHOULD STUDY THE

FEASIBILITY OF IMPROVING THE
SECTION 482 REGULATIONS

The regulation changes considered by Treasury and IRS were
drafted in 1971. Since then, experts in the field of section 482

enforcement, independpnt studies such as the 1972 Conference Board

Study, court opinions, and corporate officials have continued to

express substantive criticisms of the uncertainty and administra-

tive burden created by the section 487 regulations. The valid-
ity of the arm's length premise has been questioned and specific
changes to the regulations have been suggested.

We believe the problems experienced in implementing the
section 482 regulations are sufficiently serious to be addressed.
To do this, Treasury should, as a first step, undertake a study
to evaluate the feasibility of the suggested changes to section
482 as well as to identify additional ways to allocate income.

Corporate officials and

experts have suggested

ways to make section 482

adjustmentq more certaln

Some officials have suggested chandes to the regulations
which would provide greater certainty before an IR5 examina-
tion and would thus allow them to better plan their financial
strategy. The suggestion offered most freguently by corporate
of ficials was that Treasury identify sowe means of establishing
a range of prices within which U.S. corpuratlonu could operate
without fear of later adjustments. Some executives have sug-
gested that safe haven ranges be worked out on an industry or
product-line basis. Others have suggested that some division of
profit between the U.S. corporation and its foreign subsidiaries
be set as a reasonable yardstick. In either case, the officials
believed the safe haven range would eliminate the uncertainty
concerning the pricing of intercorporate transactions and reduce
unproductive administrative costs to both the corporations and
IRS. Underlying the comments of many officials who favored a

sife haven range for pricing is the conviction that such a rango,

howvevor difficult to establiash, would be an dinprovencnt over the

prescnt system of determining arvm's lengll prices.  The expantd
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Lo o daler e oot e bransactions., Phose corporatinong whose
bt sitaation coequired pricing structures i,?wfat_ fell outside
tho safe hoaven range would be no worse off than they are today.
ey woutld still have to bear the burden of proving that their

vrices were Jjustified.

Tax ex¥perts, in articles based on court cases, studies, and

other sources of information, have also stated that regulation

changes are needed. Thelr suggestions have generally revolved
around the use of safe havens and profit splits as acceptable
aethods to use in determining section 482 income allocations.
For example, corporate officials suggested in the Burns study
that Tvo*rury expand the use of safe haven rules, establish ac-
ceptable profit solits or a minimum percentage of the profit to
bhe included in U.S. income, and adopt formaulas such as those
available to Domestic International Sales Corporations (DISCs)
for calculating transfoer prices.

Tn connection with the above comments, TRS has established
centralized pricing units for a few commodities (see p. 6).
These units control the price that must be used by interna-
tional examiners in making section 482 adjustments. The price
established by the pricing units is known by both corporate of-
ficials and IRS examiners. According to IRS, the pricing units
were established to better use limited resources and to provide
for uniform and consistent treatment of common issues among cor-
porate taxpayers.

Other experts and studies . .
have suhgeshed using formula

apgort%oqygnti_whoro plqub?e,

inst

Other experts and studies have guestioned the validity of
the premise underlying the arm's length standard that a parent
corporation and its subsidiary are in all instances operating
as two separate corporations. These experts and studies have
argued that when a multinational parent's operations are suffi-
ciently integrated with its foreign subsidiaries, formula appor-
tionment, as used by the States, is a more appropriate method
to use in allocaulng the income. In these situations, they be-
lieve the arm's length standard is fundamentally flawed because
it is not consistent with the economic reality of the operations
of the related corporate group.

In contrast to the arm's length standard, forimula apportion-
ment under the unitary method views controlled corporations which
corduct integrated business operations as a single unit or busi-
ness for tax purposes.  The premise 1s that these controlled
corporations are coordinated by a central management policy and
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acrgonizational structure which sooks

to moinize ore
argued that since all of the controlled corpurations ich o are
involved in the integrated operations are considered to be part
of the same unitary business, intercorporate transactions cannot
produce a real economic gain or loss. Thus, profit or loss is
determined solely by transactions with unrelated businesses, the
sam2 as for a "truly" independent corporation.

<, Tt ia

Under formula apportionment, a formula is used to apportion
the income between the commonly controlled corporations. The
formula represents the relationship of the individual corpora-
tion's activities to the total activities for the controlled
group. The factors most discussed for use in the forrmula are
the ones used by the States to tax multistate and multinational
manufacturing and mercantile corporations. All 45 States which
tax corporate income use some combination of property, payroll,
and sales as formula factors. The apportioning of the income by
such a formula is merely a device for the division of the incons
earned. The formula does not impose any tax on the income.

Formula apportionment might eliminate

some problems associated with using
the arm’s length standard

Advocates of formula apportionment indicate that this
method is not only more appropriate to use in situations involv-
ing integrated operations among controlled corporations but could
actually eliminate some of the problems associated with using the
arm's length standard. Advocates claim that this has been demon-
strated by the States, particularly California.

They explain that the States use formula apportionment pri-
marily because of (1) the extensive potential for tax avoidance
through non-arm's length transactions between controlled corporva-
tions, (2) the need to substantially increase the number of their
auditors to address this potential through the arm's length stand-
ard, and (3) the belief that enforcement through the arm's length
standard is not working well at the Federal level. They also
point out that formula apportionment eliminates the arm's length
assumptions that

—--an arm's length market price can always be established;

~—general overhead and administrative expenses can be failrly
allocated among the comuonly controlled corporations in-
volved in the integrated operations; and that

~-it is possible to determine the proper amount of profit

allocation to different funations such as manufacturing
and selling.
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Formula apportionment would

present d rent problems

Critics of formula apportionment raise several objections to
its use. The more important criticisms include (1) the diffi-
culty in defining those controlled corporations which should be
included in the unitary business operations of the multinational
corporations; (2) the lack of comparability of the factors used
in the formaula from one country to another; (3) the administra-
tive burden asnociated with obtaining the data needed to use for-
mula apportionment; and, (4) the fact that the arm's length stand-
ard has worldwide acceptance.

Advocates acknowledge that the above criticisms of formula
apportionment have validity. However, they also believe that
these problems have solutions. For example, they recognize that
a corporation would not know in advance of an IRS examination
whether or not it would be considered unitary unless the defini-
tion of unitary is uniformly applied and administered. However,
they also cite one State which uses formula apportionment under
the unitary concept as having initiated an advance ruling program
to eliminate this problem.

The advocates also acknowledge that there may be some dis-
tortion in the factors used in the formula from one country to
another. However, they believe that it is possible to eliminate
the distortion in the factors—--to a great extent--through the
use of comparability tables. Concerning the administrative bur-
den, the advocates indicate that some U.S. multinational corpo-
rations now prepare sophisticated financial analyses for U.S.
purpcoses and that this information could be used in applying the
apportionment formulas. As such, formula apportionment should
not place any greater burden on the administrative resources of
the corporations than the arm's length standard. They also be-
lieve that formula apportionment would place rmuch less of a bur-
den on IRS' resources than does section 482 enforcement under the
arm's length standard. They indicate that this is one of the
reasons why the States have adopted this method.

CONCLUSTONS

Making income adjustments using the arm's length standard
as posed administrative burdens on both TRS and corporate tax-
payers.  Mecanse of the structure of the modern business world,
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IS can seldowm find an arm's lengih price on which to beso al
justments but must instead construct a price. As a result, cor-
porate taxpayers cannot be certain how income on intercorporate
transactions that cross national borders will be adjusted and
the enforcement process is difficult and time-consuming for both
IRS and taxpayers.

Parties affected by and knowledgeable about arm's length
adjustments—--officials at IRS and Treasury, corporate taxpayers,
courts, and experts in the field--have voiced substantive and on-
going criticisms of the section 482 regulations. Treasury's de-
cision in the early 1970s to consider several regulation changes
indicates that it recognized the validity of the criticism at
that time. Given the continued flow of criticism since then and
the continued growth in the number and complexity of intercorpo-
rate transactions as compared to IRS' limited resources, it seems
to us that the need is even greater now than it was a decade ago
for Treasury to consider revising the regulations.

Experts have suggested that cha.ging the regulations to
expand the use of the safe haven concept would bring greater cer-
tainty to the enforcement process. Other experts have suggested
that using the formula apportionment method, when appropriate,
would eliminate the need to search for an arm's length price,
reduce administrative burden, and make section 482 enforcement
more certain. The States, whose examination resources are even
more limited than IRS', use formula apportionment for these
reasons.

A major objection to the use of formula apportionment across
national borders is that tax treaties between the U.S. and other
nations specify the arm's length standard for adjusting corporate
income. For the U.S. to adopt a different method could result in
multinational corporations incurring double taxation. We recog-
nize the significance of this problen. However, we also believe

“that as a world leader and international policy-setter, the U.S.

should not be hesitant to take the lead in searching for better
ways to administer the tax consequences of intercorporate trans-
actions that cross national boundaries.

In this regard, Treasury should be the focal point for a
study to identify ways to improve section 482 enforcement. The
need for such a study will becouwe even more urgent if IRS' meas-—
ure shows extensive noncompliance. After Treasury has completed
this study, it should be able to make an informed decision as to
whether and how it.should change the section 482 regulations.

rY

AENDATION TO THE SECRETA
S }f‘"\(j

We recommend that the Scocretary of the Treasury initiate a
\ -
!

study to identify and evalunt e the feaninility of weys to alile-
Cate income under section 4927, incladiog fToroada apporbione oby

100

£

st



%

hich would Jeacon the proscont uncertainty and adainistrative
Disgden created by the existing regulations.

SORNCY S COMMENTS AND
OUR VA 2,,Unj [CN

while IRS and Treasury recognized that section 482 enforce-
ment procedures present problems, both agencies expressed dis-
agrecment with cur recomsendation that Treasury undertake a study
of the regulations. In so doing, both agencies, we believe,
minimized the seriocusness of the difficulties which section 482
enforcement has presented and continues to present all affected
parties. As we noted in our report, uncertainty as well as the
administrative difficulties and burden on all parties affected
by section 482 enforcement have been documented in all previcus
studies on the subject, the wmost recent being a January 1981
study undertaken at the joint request of the Acting Commissioner
of IRS, the Assistant Attorney General, and the Assistant Secretary
of the Treasury for Tax Policy.

In addition, both Treasury and IRS expressed serious reser-
valions about our statistics and secmed to think that they pre-
scnted a wmisleading picture of section 482 enforcement. Both
agencies seemed to believe we understated the extent of present
section 482 enforcement and overstated the administrative diffi-
culties. We incorporated into the report more specific recog-
nition that IRS made some section 482 adjustments which we ex-
cluded from our sample. We also clarified the explanation of
our scope and our rationale for excluding certain adjustments.
We believe our statistics accurately reflect the pertinent data
available and, together with the other evidence presented in the
report, convincingly show that the problems inherent in enforcing
section 482 are substantial.

IRS' and Pr casury's RPSGerthHS

Concnrnlng the Rpcomwendea Treasury Study

IRS seemed to interpret our report as recommending that
Treasury reconsider the fundamental principle of the arm's
length standard. In this regard IRS pointed out that Treasury
was in the process of revising the regulations and stated that,
specifically, Treasury was studying ways to amend the regula-
tions relating to a safe haven rule for the sale of tangible
property and would publish proposed regulation changes shortly.
IRS thought that Treasury's approach of revising parts of the

recgulations was better than such wholesale reworking of the
chuldtluns as 1RS understood us to have recommended. In addi-
tion, IRS did not think that it had enough experience to partic-
ipate in a reconsideration of the arm's length standard.
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2 did not in fact recomacnd a wholes=le )<v':&§ng on a onc-tins
pasis but simply that Treasury study the reguletions. It wrs our
intent that Treasury would take whatever course is indicated

py the study results. Moreover, we believe that IRS' 12 years

of experience in this area should enable it to participate ef-

fectively in such a study. i

Treasury stated that it disagreed with ocuv recommendation
that it consider adopting formula apportionment as a substitute
for the arm's length standard. However, we did not make such a
recommnendation. What we recommended was that, as part of its
study of section 482 enforcement procedures, Treasury should
counsider all alternatives, of which formula apportionment is
but one.

Treasury objected to the use of formula apportionment on
several grounds. Treasury stated that formula apportionment has
little merit because a corporation could have an increased tax
burden as a result of its subsidiaries becoming wmore profitable.
Thus, according to Treasury, formulsa apnort’o ment does not at-
tempt to achieve the statutory obijec:ive of correctly reflecting
a taxpayer's income. Treasury also asked whether formula appor-
tionment should be used even when comparable uncontrolled prices
are available.

Treasury's response suggests to us that Treasury may have
thought we recommended the use of formula apportionment to make
income adjustments in all cases. In contrast to the arm’'s length
standard, formula apportionment under the unitary method views
controlled corporations which conduct integrated business opera-
tions as a single unit or business for tax purposcs. The formula
is used to apportion the income between taxing jurisdictions.
Since the formula sources the income of the controlled group to
each taxing jurisdiction, arm's length price determinations for
individual transactions are not needed. However, it is important
to keep in mind that formulas are applied only to unitary busi-
nesses. If the controlled corporations are not considered to be
unitary in their business operations, then any tran.acbloﬁ@ that
need to be adjusted would be adjusted using the arm's length
standard. Thus, if, after its study, Treasury were to decide
to use formula apportionment, it would simply have an additional
enforcement tool available to complement the arw's length approach

Treasury further stated that we minimized the aduinistrea-
tive difficulties that would result frowm the use of formula ap-
portionment. As an example, Treasury cited the practical prob-
lems involved in deciding whether or not a corporation should
be considered unitary. It was not our intent to minimize the
adninistrative difficulties nor to emphasize the benefits of
formila apportionment. It was our intent, howaver, to point
out that the approach is characterized both by benefits and
difficulties and to give examples of each (see po. 50 to 52).
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We incoluded a discoassion of fTorala apportionsment in our report
econse tax experts and stodiecs we encountered in ouar roviow
cited formuala apporticoment as one alternative that might les-—
“en administrative burden snd ancertainty. There is, however,
no enpirical evidence available to prove or disprove the feas-
ibility of implementing the approach at the Federal level. It
wias our intent that the Treasury study we recommended would de-
velop such empirical evidence.

Treasury aliso stated that formula avportionment is not
widely used by the States in a multicorporate context. Treas-
ury also said that some States which apply the formulas world-
wide are considering abandoning them. However, Treasury gave no
support for these statements. Evidence available to us does not
support Treasury's contention. In response to a questionnaire
we sent to each of the 45 States with a corporate income tax,

26 States replied that they use formula apportionment under the
unitary method in cases involving multicorporate entities (af-
filiated corporations) located within the United States while

11 States replied that they apply formula apportionment world-
wide. None of the States responding to the gquestionnaire indi-
cated an intent to abandon formula apportionment. To our knowl-
edge, the only change that a State is currently contemplating

to restrict rather than expand the use of formula apportionment
is in the form of legislation being considered in California.
That legislation would restrict the use of formula apportionment
only to the extent of excluding foreign parents of U.S. corpora-
tions in certain types of industries.

Both Treasury and IRS cited a 1979 report by the Organiza-
tion for Economic Cooperation and Development in support of
their reservations about the use of formula apportionment.

IRS suggested we state in our report that OECD has rejected

the use of formula apportionment because it presents difficul-
ties for taxpayers. Treasury suggested we consider the OECD
criticism of formula apportionment as inconsistent with the pro-
visions of current U.S. tax treaties. We did consider the OECD
report during our review. We chose not to discuss the OECD com-
mants on formala apportionment because they were not supported
by empirical data to the same extent as other studies which we
did include. The OECD statements that formula apportionment
presents difficulties for taxpayers were based on comments sub-
mitted by its member countries, and the OECD report does not pre-
sent empirical data to support its conclusions. The ORECD report
did, however, correctly point ocut that use of alternatives to the
arm's length standard is incompatible with the OECD Model Double
Taxation Convention. Again, we did not recommend that Treasury
should implement formula apportionment much less undertake any
such implementation unilaterally. If a Treasury study were to
show through eapirical data that formala apportionment d4id in-
dezd have merit, Treasury would still need to give considerable
thought to the best approach of obtaining international
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ucating other counicis:z to the benefits of formula apportionment
or other techniguss: zrrviding for effective implementation.
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IRS and Treas ur

N
of GAO Statistics

Both IRS and Treszsury seemed to think that our statistics
slezZ and, 1in some cases, inaccurate picture of
soctlon 497 ewf@r z-277, a plcture which overstated the diffi-

3 ws Telieve our statistics accurately reflect
tne data avallable => s and convincingly show that the dif-
ficulties involvel iz 2nforcing section 482 are both real and
substantial.

i

IRS questionsd wh2ther we had included all relevant section
482 adjustments in ouT statistics. Specifically, IRS thought
we erroneously exclui=3 $330 million in adjustments from our sam-
ple. We excluded the 3330 million because these adjustments d4did
not involve a foreicn subsidiary and, thus, did not in a real sense
cross national boundzTies. We focused our review on adjusted
transactions involvin: foreign subsidiaries because we believe
that it is in adju~‘t*“ts made to such transactions that the real
workability and effectiveness of the arm's length standard must
be measured.

IRS also noted that our statistics did not include any cases
from the o0il industirv. IRS assumed that this was because such
cases were not closs3 during the period covered by our sample.
IRS was correct in this assunption. Since the data available to
us did not include czsz2s involving the oil industry, we cannot
address IRS's statersnt that such adjustments exceed $600 million
annually.

IRS also thought we had understated the total number of ad-
justments which were tased on a coumparable uncontrolled price.
IRS said we should have taken into account that 240 of the 403
adjustments were attributable to siltuations where the use of safe
haven pricing rules was mandatory. Had we excluded these 240
transactions from the total of 403 adjustments, we would have
reported that 7 percent, not 3 percent, of IRS' section 482 ad-
justients wore based on comparable uncontrolled prices. We did
not exclude these 240 adiustments based on safe haven rules be-
Causa our purpose was to show how many of the total section 482

adjustments in our sample were based on comparable uncontrolled
prices. Safe haven prices by definition are not comparable un-
controlled prices Razther, they are prices established by IRS
and Treasury to bg used in specific situations. IRS has recoyg-

ized that safe haven prices arve not comparable unacontrolled
prices and will perudt a corporation to use a couparable
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IRS added that its current data (examinations cowpleted dur-
ing fiscal year 1980) showed that 20 percent of its recon
section 482 adjustments were based on arm's length prices using
the counparable uncontrolled wmethod. We did not rveview the data
LIRS c¢ited and thus do not know whether it is readily comparable
with our results. FEven so, using comparable uncontrolled prices
in only 20 percent of the adjustments is not, in our opinion, an
indicator of substantial success.

ry

) Proasury thought we concluded that the present regulations
are scriously defective solely because the comparable uncontrolled
price method is only infregquently used. Trecasury said we failed
to recognize that other methods outlined in the regulations are
only altecrnatives for arriving at an arm's length price and not
departures from that principle. We did distinguish between ad-

z justments based on the identification of a comparable uncontrolled

price and adjustmnents based on an estimated price constructed by

an 1RS examiner using one of the alternative methods permitted
when a comparable uncontrolled price cannot be easily identified

(sec pp. 28 to 29). We did so because we do not believe that an

estimated price is the same as a comparable uncontrolled price.

Morcover, our conclusion that section 482 enforcement under the

current regulations 1s uncertain and administratively burdensome

is not based solely on our statistical analysis of the sample.

Our review of the recent relevant literature by experts in the

field of section 482 enforcement also led us to this conclusion,

a conclusion to which our statistical analysis lends support.

4

Treasury further pointed out that we did not identify any
specific indications that uncontrolled prices are not used in
cases of intercompany pricing which do not lead to an IRS adjust-—
ment. We made no statement concerning such cases because this
type of information is not available. Neither Treasury nor IRS

B has developed methods to obtain the data needed to measure the
cxtent of noncompliance that exists within the universe of multi-
national corporations. IRS, however, agreed with our recommenda-
tion that it develop such data (see p. 26). Treasury's position
seems to be that, if the transaction was not adjusted, it met

the arm's length standard. We do not think this position is re-
alistic when analyzed in light of the information we were able

to obtain. Although the information available to us provided
only an indication that increased potential for adjustment ex-
ists, we believe this possibility should not be ignored. 1IRS
examiners told us that only a few transactions can be examined
cad 1f Urrnsactions are not oxamined, potential adjustments can-—
not be 1dentified.  They also stated that sone examiners give
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tics can be interpreted to lend credence to the examiners' state-—
ments (see p. 41).

Treasury further questioned our conclusion that difficulties
exist in applying the section 482 regulations by stating that our
statistical analysis was misleading or unpersuasive. Specifi-
cally, Treasury objected to our statistic that only 200 of the
519 corporations experienced adjustments because, according to
Treasury, these data are subject to various interpretations and
do not necessarily reflect difficulties with applying the regu-
lations. Treasury also questioned our comnparison between the
$277.5 million in section 482 adjustments and the $43.5 billion
total income of the examined firwms. Treasury stated that a sig-
nificant portion of the income may be unrelated to transactions
between affiliates. To be sure, the fact that only 200 of the
519 corporations experienced adjustments could be interpreted
differently, although Treasury did not make clear how this might
be done. We made our interpretation in the total context of in-
formation on section 482 enforcement available to us, including
examiners' statements that difficulties in section 482 enforce-
ment may cause some adjustments to be missed, and such statis-
tics as could be developed. We believe that, taken in a total
context, the evidence suggests that a greater potential for
section 482 adjustments does indeed exist.

Finally, IRS felt that we understated the freguency with
which comparable uncontrolled prices are used in making tangible
property adjustneants, the category of adijustments where the larg-
est amounts of revenue are involved. IRS stated that its more
current data (examinations conpleted during fiscal year 1930 and
6 months of fiscal year 1981) showed that 50 percent of .these
adjustments were made using comparable uncontrolled prices (as
opposed to 15 percent in our data base). IRS added that the
other studies of section 482 (see p. 33) which showed that only
21 to 28 percent of tangible property adjustnents wore made
using comparable uncontrolled prices did not support our con-
clusion.

We did not review IRS' current data and thus do not know if
it is readily comparable with that in our saumple. GHowever, we do
believe the other studies of section 482 enforcement support our
conclusion that comparable uncontrolled prices are not freqgueatly
used in making tangible property adjustments. The other studies,
completed during 1972, 1973, and 1980 showed that comparable un-
controlled prices were used in 28, 21, and 24 percent of tangible

property adjustments respectively. The higher porcentages showon -

by the three studies and by IRS' current data may be dus to the
fact that those statistics include adjustments involving DISCs,

Western Hemisphere Trade Corporations (Wii'Cs), and U.S. possession
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corporations., Thuch adda were not incluaded in oar static-

: Ed
tics hecnuse the fcansactions did ot involve a forcign sobsidi-
studics also concluded that conparable uncontrolled
swices were difficult to identify and were thus not fregueontly

in maxing tangible property adjustuents. HMorcover, ceven if
IRS' most carrent data indicating a substantial increase in the
use of srm's length prices for tangible property adjustments over
that shown by other studies is readily comparable with our sauwple
Lransactions, adwinistrative burden and uncertainty for all af

A~
fected parties would still exist in one-half of all tangible prop-
erty adjustments.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 2027

ASSISTANY SECRETARY

JUL 10 1984

Dear Mr. Anderson:

I appreciate the opportunity to present the Treasury
Department's commznts on the draft GAO report "Allocatioo of
Income and Deduction Within Multinational Corpecrations --- A
Growing Problem for IRS, Treasury and Corporate Taxpayers”,

In gen=ral, the report contains useful information, but we
have substantial reservations about its conclusions with respect
to the problems associated with intercompany pricing. Our
specific comments are set forth below.

Formula Apportionment

Our principal concern with the draft report is the recommen~
dation that the Treasury consider the adoption of formula
apportionment as a substitute for the "arm's-lengtn”
principle in the current regulations. This preference for
formula apportionment is not based on any analysis of the
conceptually correct method for intercompany pricing, which
should be the starting point for any review of the 482
regulations, In terms of economic rationale, formula appor-
tionment has little merit because a corporation could have an
increased tax burden merely as a result of its affiliates
becoming more profitable or as a result of paying higher wages in
the jurisdiction applying the formula. It therefore does not
attempt to achieve the statutory objective of correctly
reflecting a taxpayer's income.

Formula apportionment is not, as the report indicates, widely
used by the states in a multicorporate context. Rather, it is,
with very few exceptions, used by the states only to divide the
income of a single multistate corporation, which is a totally
different matter.

Tne report's case for formula apportionment rests entirely on
the view that it would be administratively convsnient and reduce
taxpayer uncertainty. Even on this basis, however, the report is
not convincing because it minimizes the practical problems with
respect to formula apportionment. The report does not dewmon-
strate how such methods would improve or simplify the
illustrative cases. An exanple of an important practical problem
in applying formula apportionment in a multinational situation is
the definition of a unitary business. In that regard, the report
is unrealistic in assuming that an advance ruling system for
determining the composition of the unitary group would be
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administratively siimple. Another significant practical problem
is the valuation of intangibles, which would be irportant for
mzny high technology multinationals.

It would slso be useful for the report to review the
experience of jurisdictions that have used the unitary method.
Some of the few states who use it, such as California, are
considering abandoning it. The experience of Furopecan countries
contributed to the very strong OFCD criticism of "global™ mnethods
in its 1979 report on transfer prices. Morecover, formula
apportionment is not consistent with our present treaty policy.
Finally, the unitary method has been 3lleged to create an
unfavorable business climate for foreign corporations doing
business in a unitary state.

The Availability of Cowparable Uncontrolled Prices

The report concludes that the present regulation is seriously
defective because the comparable uncontrolled price method:is
only infreguently used in IRS adjustments. We understand that
the IRS has made data available to you indicating that uncon-
trolled prices are used much more frequently than your data
indicates. In any case, the report fails to adequately recoygnize
that the other methods outlined in the regulations are only
alternatives for arriving at an arm's-length price, not depar-
tures from that principle. Furthermore, there is no specific
indication that uncontrcolled prices are not used in cases of
intercompany pricing which do not lead to an IRS adjustment.

wWhatever the exact freguency with which uncontrolled prices
are available, they are readily available in a number of cases.
In that regard, should formula apportionment be used even when
uncontrolled prices are available?

Evidence on the Shortcomings of the Current Regulations

Much of the other data presented to demonstrate problems with
the current regulations are misleading or unpersuasive. For
example, the report states that "only" 200 of the 519 multi-
national corporations in the GAO sample had Section 482
sdiustments. These data are subject to various interpretations
and do not necessarily reflect difficulties with applying the
current Section 482 regulations. Furthermore, the report states
that Section 482 adjustinents amounted to "only" $277.5 million
conpared to the total income of the examined firms of $43.5
billion. The use of total income as the standard for comparison
has no logical basis because, among other ressons, a significant
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portion of the income may be unrelated to transactions betwoen
affiliates. Finally, the many exaernples of Section 482 cascs
discussed in the report are informative, but they do not
necessarily relate to the report's major conclusions and the
recommendations to the Secretary of the Treasury.

Safe Haven Interest Rate

The report recommends that "the treasury adjust the safe
haven rate as frequently as necessary to realistically reflect
the current costs of borrowing." BAs you are aware, a change in
safe haven interest rate has been implemented effective July 1.
The Treasury has explored the use of self-adjusting rate but has
found that it would lead to many practical problems for tax-
payers. However, we anticipate that the safe haven interest rate
will be adjusted periodically in the future to reflect major
changes in interest costs.

Future Work

These comments are not intended to suggest that there are no
problems with the application of the current Section 482
regulations. We realize that the arm's-length principle may heve
both conceptual and practical limitations in a world of inte-
grated firms selling differentiated products. The Treasury has
examined and will continue to examine specific problems in the
regulations, and will propose changes if they appear useful or
warranted. We will also work with the IRS on issues raised by
the recently completed survey on 482 adjustments. However,
additicnal analysis is necessary before we can conclude that a
major review of the regulations 1is warranted.

My staff will be happy to expand on our comments.

Sincerely,

Jonn E. Chapoton
Assistant Secretan
(Tax Policy)

Mr. William J. Anderson
Director

General Government Division
U.S. General Accounting Office
wWeshington, D.C. 20548

G PO 844-088

(268061)
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